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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K

x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the fiscal year ended December 31, 2012

OR

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from                to              

Commission File No. 000-53869
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Pennsylvania 23-2900790
(State or Other Jurisdiction

of Incorporation or Organization)
(I.R.S. Employer
Identification No.)

102 E. Drinker St., Dunmore, PA 18512
(Address of Principal Executive Offices) (Zip Code)

Registrant�s telephone number, including area code (570) 346-7667

Securities registered pursuant to Section 12(b) of the Act: NONE

Securities registered pursuant to Section 12(g) of the Act:

Common Stock, $1.25 par value

(Title of Class)

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.  Yes o No x

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or section 15(d) of the Act.  Yes o No x

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

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

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. o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller reporting
company.  See definition of �large accelerated filer�, �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act. (Check
one)
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Large Accelerated Filer o Accelerated Filer o

Non-Accelerated Filer x Smaller reporting company o
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).  Yes o  No x

The aggregate market value of the voting and non-voting common stock of the registrant, held by non-affiliates was $37,859,031 at June 30,
2012.

APPLICABLE ONLY TO CORPORATE REGISTRANTS

State the number of shares outstanding of each of the registrant�s classes of common stock, as of the latest practicable date: 16,457,169 shares of
common stock as of March 27, 2013.
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PART 1

Item 1.  Business

Overview

The Company

First National Community Bancorp, Inc., incorporated in 1997, is a Pennsylvania business corporation and a registered bank holding company
headquartered in Dunmore, Pennsylvania. In this report the terms �Company,� �we,� �us,� and �our� refer to First National Community Bancorp, Inc.
and its subsidiaries, unless the context requires otherwise.  In certain circumstances, however, First National Community Bancorp, Inc. uses the
term �Company� to refer to itself.

The Company became an active bank holding company on July 1, 1998 when it acquired ownership of First National Community Bank (the
�Bank�). The Bank is a wholly-owned subsidiary of the Company. The Company�s primary activity consists of owning and operating the Bank,
which provides practically all of the Company�s earnings as a result of its banking services.

As a result of criticism received from banking regulators in connection with their examination process during 2010, the Company has taken steps
to remediate and improve its lending policies and its credit administration function, including developing and implementing new policies and
procedures, particularly related to risk management.  The Company has also been advised by its regulators that it must increase its regulatory
capital. For more information regarding the supervision and regulation of the Company, refer to the section entitled �Supervision and Regulation �
Supervisory Actions,� in this Item 1 to the Annual Report on Form 10-K.

The Bank

Established as a national banking association in 1910, the Bank operates 21 full-service branch offices within four contiguous counties,
Lackawanna, Luzerne, Wayne and Monroe, its primary market area located in the Northeast section of the state.

Retail Banking

The Bank provides a wide variety of retail banking products and services to individuals and businesses including Image Checking and
E-Statements.  Deposit products include various checking, savings and certificate of deposit products, as well as a line of preferred products for
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higher-balance customers.  The Bank also participates in the Certificate of Deposit Account Registry program, which allows customers to secure
Federal Deposit Insurance Corporation (�FDIC�) insurance on balances in excess of the standard limitations.

The Bank also offers customers the convenience of 24-hour banking, seven days a week, through FNCB Online via a secure website
https://www.fncb.com. FNCB Online�s product suite includes Bill Payment, Finance Works, Funds Transfer and POP Money (person to person
transfers), and Purchase Rewards. FNCB Online can also be accessed through our mobile application. Customers can also use our automated
teller machines (�ATMs�) located in each of our 21 branch offices and 7 other locations.

Through FNCB Online, customers can directly access their accounts, open new accounts and apply for a mortgage through our Mortgage Center.
Telephone Banking (Account Link), a service that provides customers with the ability to access account information, perform related account
transfers, and apply for a loan through the use of a touch tone telephone, is also available.  The Bank offers overdraft Bounce Protection and
Instant Money loans which provide customers with an added level of protection against unanticipated cash flow emergencies and account
reconciliation errors.

FNCB Business Online is a menu driven product that allows the Bank�s business customers direct access to their account information and the
ability to perform internal and external transfers and process Direct Deposit payroll transactions for employees, 24 hours a day, 7 days a week,
from their place of business. Remote Deposit Capture allows business customers the ability to process daily check deposits to their accounts
through an online image capture environment.

Lending Activities

The Bank offers a variety of loans, including residential real estate loans, construction, land acquisition and development loans, commercial real
estate loans, commercial and industrial loans, loans to state and political subdivisions, and consumer loans, generally to individuals and
businesses in its primary market area.

3
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Residential Mortgage Loans

The Bank offers fixed and variable rate one-to-four-family residential loans.  The Bank also offers a rate lock product that allows the borrower to
lock in their interest rate at the time of application as well as at the time of commitment.  During 2012 and 2011, the volume of customers who
exercised the option to lock the rate was minimal.  At December 31, 2012, one-to-four family residential mortgage loans totaled $90.2 million,
or 15.1%, of our total loan portfolio.

One-to-four family mortgage loans are originated generally for sale in the secondary market.  During the year ended December 31, 2012, the
Bank sold $26.2 million of one-to-four family mortgages.  The Bank retains servicing rights on these mortgages.

Construction, Land Acquisition and Development Loans

The Bank offers interim construction financing secured by residential property for the purpose of constructing one-to-four family homes.  The
Bank also offers interim construction financing for the purpose of constructing residential developments and various commercial properties
including shopping centers, office complexes and single purpose owner occupied structures and for land acquisition.  At December 31, 2012,
construction, land acquisition and development loans of $32.5 million represented 5.4% of the total loan portfolio.

Commercial Real Estate Loans

At December 31, 2012, commercial real estate loans totaled $231.8 million, or 38.8%, of the Bank�s total loan portfolio.  Commercial real estate
mortgage loans represent the largest portion of the Bank�s total loan portfolio and loans in this portfolio generally have larger loan balances. The
commercial real estate loan portfolio is secured by a broad range of real estate, including but not limited to, office complexes, shopping centers,
hotels, warehouses, gas stations, convenience markets, residential care facilities, nursing care facilities, restaurants, multifamily housing, farms
and land subdivisions.

Commercial and Industrial Loans

The Bank generally offers commercial loans to individuals and businesses located in our primary market area.  The commercial loan portfolio
includes lines of credit, dealer floor plan lines, equipment loans, vehicle loans, improvement loans and term loans.  These loans are primarily
secured by vehicles, machinery and equipment, inventory, accounts receivable, marketable securities, deposit accounts and real estate.  At
December 31, 2012, commercial and industrial loans totaled $110.1 million, or 18.4%, of the Bank�s total loan portfolio.

Although the Bank believes its initial loan underwriting was sound, the Commercial Loan portfolio, and in particular, the commercial real estate,
and construction, land acquisition and development segments, were negatively impacted as a result of the recent recession.  Both the national
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and local economies experienced a prolonged severe economic downturn, with rising unemployment levels and erosion in consumer confidence. 
These factors contributed to a number of loan defaults.  Additionally, the related softening of the real estate market resulted in a decline in the
value of the real estate securing the loans in this portfolio.  In particular, loans for land development and subdivisions were substantially
impacted and create greater risk of collectability than other types of commercial mortgage loans.

Consumer Loans

Consumer loans include both secured and unsecured installment loans, lines of credit and overdraft protection loans.  The Bank is also in the
business of underwriting indirect auto loans which are originated through various auto dealers in northeastern Pennsylvania and dealer floor plan
loans. Generally, the Bank also offers home equity loans and lines of credit with a maximum combined loan-to-value ratio of 90%, based on the
appraised value of the property.  Home equity loans have fixed rates of interest and are for terms up to 15 years.  Equity lines of credit have
adjustable interest rates and are based upon the prime interest rate.  At December 31, 2012, consumer loans totaled $109.8 million, or 18.4%, of
the total loan portfolio.

State and Political Subdivision Loans

The Bank originates loans to state and political subdivisions primarily to municipalities in the Bank�s market area. At December 31, 2012, state
and political subdivision loans totaled $23.4 million, or 3.9%, of the Bank�s loan portfolio.

For more information regarding the Company�s loan portfolio and lending policies, please refer to Note 2 �Summary of Significant Accounting
Polices� to the consolidated financial statements included in Item 8 of this Annual Report on Form 10-K.

4
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Wealth Management

Wealth management services are available at the Bank. Customers are able to access alternative deposit products such as mutual funds,
annuities, stocks, and bonds directly for purchase from an outside provider.

Deposit Activities

In general, deposits, borrowings and loan repayments are the major sources of our funds for lending and other investment purposes.  The Bank
grows its deposits within our market area primarily by offering a wide selection of deposit accounts.  Deposit account terms vary according to
the minimum balance required, the time periods the funds must remain on deposit and the interest rate, among other factors.  In determining the
terms of our deposit accounts, the Bank considers the interest rates offered by the competition, the interest rates available on borrowings, its
liquidity needs and customer preferences.  The Bank regularly reviews its deposit mix and deposit pricing.  The Bank�s deposit pricing strategy
generally has been to remain competitive in its market area, and to offer special rates in order to attract deposits of a specific type or term to
satisfy the Bank�s asset and liability requirements.

Competition

The Company faces substantial competition in originating loans and in attracting deposits from a significant amount of financial institutions
operating in its market area, many with a statewide or regional presence, and in some cases, a national presence. The competition comes
principally from other banks, savings institutions, credit unions, mortgage banking companies and, with respect to deposits, institutions offering
investment alternatives, including money market funds. The increased competition has resulted from changes in the legal and regulatory
guidelines, as well as from economic conditions. The fixed cost of regulatory compliance remains high for community banks as compared to
their larger competitors that are able to achieve economies of scale. As discussed above and in Note 7, �Regulatory Matters� to the consolidated
financial statements included in Item 8 to this Annual Report on Form 10-K, the Company and the Bank are subject to extensive regulation and
supervision, including regulations that limit the type and scope of activities, such as the Order and Agreement.

As a result of consolidation in the banking industry, some of the Bank�s competitors and their respective affiliates may enjoy advantages such as
greater financial resources, a wider geographic presence, a wider array of services, or more favorable pricing alternatives and lower origination
and operating costs. The Company considers its major competition to be local commercial banks as well as other commercial banks with
branches in the Company�s market area. Competitors may offer deposits at higher rates and loans with lower fixed rates, more attractive terms
and less stringent credit structures than the Company has been able to offer. The growth and profitability of the Company depends on the
continued ability to successfully compete.

Supervision and Regulation

We participate in a highly regulated industry and are subject to a variety of statutes, regulations and policies, as well as ongoing regulatory
supervision and review.  These laws, regulations and policies are subject to frequent change and we take measures to comply with applicable
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requirements.

Supervisory Actions

In 2010, the Company and the Bank entered into regulatory agreements with their respective federal regulators.  Set forth below is a summary
description of the material terms of the regulatory agreements.  The Company and the Bank have made significant efforts to comply with each of
the provisions of the Consent Order dated September 1, 2010 (the �Order�) issued by the Office of the Comptroller of the Currency (the �OCC�) and
the Written Agreement (the �Agreement�) with the Federal Reserve Bank of Philadelphia (the �Reserve Bank�).  Based on their discussions with the
OCC and the Reserve Bank and their efforts to date, the Company and the Bank believe they have made substantial progress towards
compliance, with certain of the requirements of the Order and Agreement, but, as of the date of this report, neither the Company nor the Bank is
yet in full compliance with all of the requirements.  Furthermore, there can be no assurance that the OCC or the FRB will deem the Company�s
and the Bank�s actions to be adequate, that further compliance actions will not be required, or that the Company and the Bank will be able to
satisfy all of the requirements.

OCC Consent Order. The Bank, pursuant to a Stipulation and Consent to the Issuance of a Consent Order  dated September 1, 2010 without
admitting or denying any wrongdoing, consented and agreed to the issuance of the Order by the OCC, the Bank�s primary regulator.  The Order
requires the Bank to undertake certain actions within designated timeframes, and to operate in compliance with the provisions thereof during its
term.  The Order is based on the results of an examination of the Bank as of March 31, 2009.  Since the examination, management has engaged
in discussions with the OCC and has taken steps to improve the condition, policies and procedures of the Bank.  Compliance with the Order is
monitored by a committee (the �Committee�) of at least three directors, none of whom is an employee or controlling shareholder of the Bank or its
affiliates or a family member of any such person. The Committee is
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required to submit written progress reports on a monthly basis and the Agreement requires the Bank to make periodic reports and filings with the
OCC. The members of the Committee are John P. Moses, Joseph Coccia, Joseph J. Gentile and Thomas J. Melone. The material provisions of
the Order are as follows:

(i) By October 31, 2010, the Board of Directors of the Bank (the �Board�) was required to adopt and implement a three-year strategic plan which
must be submitted to the OCC for review and prior determination of no supervisory objection; the strategic plan must establish objectives for the
Bank�s overall risk profile, earnings performance, growth, balance sheet mix, off-balance sheet activities, liability structure, capital adequacy,
reduction in the volume of nonperforming assets, product line development, and market segments that the Bank intends to promote or develop,
and include strategies to achieve those objectives; if the strategic plan involves the sale or merger of the Bank, it must address the timeline and
steps to be followed to provide for a definitive agreement within 90 days after the receipt of a determination of no supervisory objection;

(ii) by October 31, 2010, the Board was required to adopt and implement a three year capital plan, which must be submitted to the OCC for
review and prior determination of no supervisory objection;

(iii) by November 30, 2010, the Bank was required to achieve and thereafter maintain a total risk-based capital equal to at least 13% of
risk-weighted assets and a Tier 1 capital equal to at least 9% of adjusted total assets;

(iv) the Bank may not pay any dividend or capital distribution unless it is in compliance with the higher capital requirements required by the
Order, the Capital Plan, applicable legal requirements and, then only after receiving a determination of no supervisory objection from the OCC;

(v) by November 15, 2010, the Committee was required to review the Board and the Board�s committee structure; by November 30, 2010, the
Board was required to prepare or cause to be prepared an assessment of the capabilities of the Bank�s executive officers to perform their past and
current duties, including those required to respond to the most recent examination report, and to perform annual performance appraisals of each
officer;

(vi) by October 31, 2010, the Board was required to adopt, implement and thereafter ensure compliance with a comprehensive conflict of interest
policy applicable to the Bank�s and the Company�s directors, executive officers, principal shareholders and their affiliates and such person�s
immediate family members and their related interests, employees, and by November 30, 2010, conduct a review of existing relationships with
such persons to identify those, if any, not in compliance with the policy; and review all subsequent proposed transactions with such persons or
modifications of transactions;

(vii) by October 31, 2010, the Board was required to develop, implement and ensure adherence to policies and procedures for Bank Secrecy Act
(�BSA�) compliance; and account opening and monitoring procedures compliance;

(viii) by October 31, 2010, the Board was required to ensure the BSA audit function is supported by an adequately staffed department or third
party firm; adopt, implement and ensure compliance with an independent BSA audit; and assess the capabilities of the BSA officer and
supporting staff to perform present and anticipated duties;
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(ix) by October 31, 2010, the Board was required to adopt, implement and ensure adherence to a written credit policy, including specified
features, to improve the Bank�s loan portfolio management;

(x) the Board was required to take certain actions to resolve certain credit and collateral exceptions;

(xi) by October 31, 2010, the Board was required to establish an effective, independent and ongoing loan review system to review, at least
quarterly, the Bank�s loan and lease portfolios to assure the timely identification and categorization of problem credits; by October 31, 2010, to
adopt and adhere to a program for the maintenance of an adequate allowance for loan and lease losses (�ALLL�), and to review the adequacy of
the Bank�s ALLL at least quarterly;

(xii) by October 31, 2010, the Board was required to adopt and the Bank implement and adhere to a program to protect the Bank�s interest in
criticized assets; and the Bank may only extend additional credit (including renewals) to a borrower whose loans are criticized under specified
circumstances;

(xiii) by October 31, 2010, the Board was required to adopt and ensure adherence to action plans for each piece of other real estate owned;

(xiv) by November 30, 2010, the Board was required to develop, implement and ensure adherence to a policy for effective monitoring and
management of concentrations of credit;

6
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(xv) by October 31, 2010, the Board was required to revise and implement the Bank�s other than temporary impairment policy;

(xvi) by October 31, 2010, the Board was required to take action to maintain adequate sources of stable funding and liquidity and a contingency
funding plan; by October 31, 2010, the Board was required to adopt, implement and ensure compliance with an independent, internal audit
program; and

(xvii) take actions to correct cited violations of law; and adopt procedures to prevent future violations and address compliance management.

Federal Reserve Agreement. On November 24, 2010, the Company entered into a written Agreement (the �Agreement�) with the Reserve Bank.
The Agreement requires the Company to undertake certain actions within designated timeframes, and to operate in compliance with the
provisions thereof during its term. The material provisions of the Agreement include the following:

(i) the Company�s Board was required to take appropriate steps to fully utilize the Company�s financial and managerial resources to serve as a
source of strength to the Bank, including taking steps to ensure that the Bank complies with its Consent Order entered into with the OCC;

(ii) the Company may not declare or pay any dividends without the prior written approval of the Reserve Bank and the Director of the Division
of Banking Supervision and Regulation (the �Director�) of the Federal Reserve Board;

(iii) the Company may not take dividends or other payments representing a reduction of the Bank�s capital without the prior written approval of
the Reserve Bank;

(iv) the Company and its nonbank subsidiary may not make any payment of interest, principal or other amounts on the Company�s subordinated
debentures or trust preferred securities without the prior written approval of the Reserve Bank and the Director;

(v) the Company may not make any payment of interest, principal or other amounts on debt owed to insiders of the Company without the prior
written approval of the Reserve Bank and Director;

(vi) the Company and its nonbank subsidiary may not incur, increase or guarantee any debt without the prior written approval of the Reserve
Bank;

(vii) the Company may not purchase or redeem any shares of its stock without the prior written approval of the Reserve Bank;
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(viii) the Company was required to submit to the Reserve Bank, by January 23, 2011, an acceptable written plan to maintain sufficient capital at
the Company on a consolidated basis.  Thereafter, the Company must notify the Reserve Bank within 45 days of the end of any quarter in which
the Company�s capital ratios fall below the approved capital plan�s minimum ratios, and submit an acceptable written plan to increase the
Company�s capital ratios above the capital plan�s minimums;

(ix) the Company was required to immediately take all actions necessary to ensure that: (1) each regulatory report accurately reflects the
Company�s condition on the date for which it is filed and all material transactions between the Company and its subsidiaries; (2) each such report
is prepared in accordance with its instructions; and (3) all records indicating how the report was prepared are maintained for supervisory review;

(x) the Company was required to submit to the Reserve Bank, by January 23, 2011, acceptable written procedures to strengthen and maintain
internal controls to ensure all required regulatory reports and notices filed with the Board of Governors are accurate and filed in accordance with
the instructions for preparation;

(xi) the Company was required to submit to the Reserve Bank, by January 8, 2011, a cash flow projection for 2011, reflecting the Company�s
planned sources and uses of cash, and submit a cash flow projection for each subsequent calendar year at least one month prior to the beginning
of such year;

(xii) the Company must comply with: (1) the notice provisions of Section 32 of the FDI Act and Subpart H of Regulation Y in appointing any
new director or senior executive officer or changing the duties of any senior executive officer; and (2) the restrictions on indemnification and
severance payments of Section 18(k) of the FDI Act and Part 359 of the FDIC�s regulations; and

(xiii) the Board must submit written progress reports within 30 days of the end of each calendar quarter.

7

Edgar Filing: FIRST NATIONAL COMMUNITY BANCORP INC - Form 10-K

14



Table of Contents

Since entering into the Order and the Agreement, the Company has incurred expenses in an effort to comply with the terms of these agreements. 
In particular, the Company has incurred expenses in connection with developing and implementing policies and procedures and hiring additional
personnel as required by the Order and the Agreement.

During the years ended December 31, 2012 and 2011, the Company incurred approximately $0.6 million and $1.0 million, respectively, of
expenses related to entering into and complying with these regulatory agreements, consisting primarily of professional and consulting fees.  In
addition, the Order and the Agreement place restrictions on the Company�s ability to borrow funds and to pay interest and dividends to its
security holders.  In the future, the Company may continue to experience increased costs related to compliance with these regulatory agreements
and also expects to face certain restrictions on its operations for as long as it continues to operate under the Order and the Agreement.  The
Company expects, however, that future compliance expenses will decrease from the 2012 level, because the majority of the expenses incurred to
date are related to development and implementation of processes and policies that, once those policies and processes are finalized and
implemented, are not expected to recur.

The Order and the Agreement have not and are not expected to have an impact on the Company�s ability to attract and maintain deposits or the
Company�s cost of funds.  In order to meet the increased capital requirements imposed under the Order and the Agreement, however, unless the
Company is able to raise additional capital, the Company could be limited in the aggregate amount of loans it can have outstanding, which may
constrain loan growth.  While it is not anticipated that the Order and the Agreement will have an impact on the Company�s net interest margin,
the overall cost of compliance with the Order and the Agreement will continue to impact profitability at least through the end of 2013.

The Company

The Company is a bank holding company registered with, and subject to regulation by, the Reserve Bank and the Federal Reserve Board (�FRB�). 
The Bank Holding Company Act of 1956, as amended (the �BHCA�) and other federal laws subject bank holding companies to restrictions on the
types of activities in which they may engage, and to a range of supervisory requirements and activities, including regulatory enforcement actions
for violations of laws and regulations and unsafe and unsound banking practices.

The BHCA requires approval of the FRB for, among other things, the acquisition by a proposed bank holding company of control of more than
five percent (5%) of the voting shares, or substantially all the assets, of any bank or the merger or consolidation by a bank holding company with
another bank holding company.  The BHCA also generally permits the acquisition by a bank holding company of control or substantially all the
assets of any bank located in a state other than the home state of the bank holding company, except where the bank has not been in existence for
the minimum period of time required by state law; but if the bank is at least 5 years old, the FRB may approve the acquisition.

With certain limited exceptions, a bank holding company is prohibited from acquiring control of any voting shares of any company which is not
a bank or bank holding company and from engaging directly or indirectly in any activity other than banking or managing or controlling banks or
furnishing services to or performing services for its authorized subsidiaries.  A bank holding company may, however, engage in, or acquire an
interest in a company that engages in, activities that the FRB has determined by order or regulation to be so closely related to banking or
managing or controlling banks as to be properly incident thereto.  In making such a determination, the FRB is required to consider whether the
performance of such activities can reasonably be expected to produce benefits to the public, such as convenience, increased competition or gains
in efficiency, which outweigh possible adverse effects, such as undue concentration of resources, decreased or unfair competition, conflicts of
interest or unsound banking practices.  The FRB is also empowered to differentiate between activities commenced de novo and activities
commenced by the acquisition, in whole or in part, of a going concern.  Some of the activities that the FRB has determined by regulation to be
closely related to banking include making or servicing loans, performing certain data processing services, acting as a fiduciary or investment or
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financial advisor, and making investments in corporations or projects designed primarily to promote community welfare.

Subsidiary banks of a bank holding company are subject to certain restrictions imposed by the Federal Reserve Act on any extensions of credit
to the bank holding company or any of its subsidiaries, or investments in the stock or other securities thereof, and on the taking of such stock or
securities as collateral for loans to any borrower.  Further, a holding company and any subsidiary bank are prohibited from engaging in certain
tie-in arrangements in connection with the extension of credit.  A subsidiary bank may not extend credit, lease or sell property, or furnish any
services, or fix or vary the consideration for any of the foregoing on the condition that: (i) the customer obtain or provide some additional credit,
property or services from or to such bank other than a loan, discount, deposit or trust service; (ii) the customer obtain or provide some additional
credit, property or service from or to the bank holding company or any other subsidiary of the bank holding company; or (iii) the customer not
obtain some other credit, property or service from competitors, except for reasonable requirements to assure the soundness of credit extended.

The Gramm Leach-Bliley Act of 1999 (the �GLB Act�) allows a bank holding company or other company to certify status as a financial holding
company, which allows such company to engage in activities that are financial in nature, that are incidental to such activities, or

8
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are complementary to such activities without further approval.  The Company has not elected to become a financial holding company. The GLB
Act enumerates certain activities that are deemed financial in nature, such as underwriting insurance or acting as an insurance principal, agent or
broker, underwriting, dealing in or making markets in securities, and engaging in merchant banking under certain restrictions.  It also authorizes
the FRB to determine by regulation what other activities are financial in nature, or incidental or complementary thereto.

The Bank

The Bank, as a national bank, is a member of the Federal Reserve System and its accounts are insured up to the maximum legal limit by the
Deposit Insurance Fund of the Federal Deposit Insurance Corporation (�FDIC�).  The Bank is subject to regulation, supervision and regular
examination by the OCC.  The regulations of these agencies and the FDIC govern most aspects of the Bank�s business, including required
reserves against deposits, loans, investments, mergers and acquisitions, borrowing, dividends and location and number of branch offices.  State
laws may also apply to the Bank to the extent that federal law does not preempt the state law.  The laws and regulations governing the Bank
generally have been promulgated to protect depositors and the Deposit Insurance Fund, and not for the purpose of protecting shareholders.

Branching and Interstate Banking.  The federal banking agencies are authorized to approve interstate bank merger transactions without regard to
whether such transactions are prohibited by the law of any state, unless the home state of one of the banks has opted out of the interstate bank
merger provisions of the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (the �Riegle-Neal Act�) by adopting a law after the
date of enactment of the Riegle-Neal Act and before June 1, 1997 that applies equally to all out-of-state banks and expressly prohibits merger
transactions involving out-of-state banks.  Interstate bank mergers are also subject to the nationwide and statewide insured deposit concentration
limitations described in the Riegle-Neal Act.

The Dodd-Frank Act authorizes national and state banks to establish de novo branches in other states to the same extent as a bank chartered by
that state would be so permitted. Previously, banks could only establish branches in other states if the host state expressly permitted out-of-state
banks to establish branches in that state. Pennsylvania law had previously permitted banks chartered in Pennsylvania to branch in other states
without limitation, thereby permitting national banks in Pennsylvania to establish branches anywhere in the state, but only permitted out of state
banks to branch in Pennsylvania if the home state of the out of state bank permits Pennsylvania banks to establish de novo branches. The
branching provisions of the Dodd-Frank Act could result in more banks from other states establishing de novo branches in the Bank�s market
area.

USA Patriot Act and Bank Secrecy Act (�BSA�). Under the BSA, a financial institution is required to have systems in place to detect certain
transactions, based on the size and nature of the transaction. Financial institutions are generally required to report cash transactions involving
more than $10,000 to the United States Treasury. In addition, financial institutions are required to file suspicious activity reports for transactions
that involve more than $5,000 and that the financial institution knows, suspects or has reason to suspect, involves illegal funds, is designed to
evade the requirements of the BSA or has no lawful purpose. Under the Uniting and Strengthening America by Providing Appropriate Tools
Required to Intercept and Obstruct Terrorism Act, commonly referred to as the �USA Patriot Act� or the �Patriot Act,� financial institutions are
subject to prohibitions against specified financial transactions and account relationships, as well as enhanced due diligence standards intended to
detect, and prevent, the use of the United States financial system for money laundering and terrorist financing activities. The Patriot Act requires
financial institutions, including banks, to establish anti-money laundering programs, including employee training and independent audit
requirements, meet minimum standards specified by the act, follow minimum standards for customer identification and maintenance of customer
identification records, and regularly compare customer lists against lists of suspected terrorists, terrorist organizations and money launderers. 
The OCC has required the Bank to strengthen its internal policies and procedures with respect to BSA compliance, and the Bank continues to
develop and implement policies designed to satisfy this requirement.
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Capital Adequacy Guidelines.  The FRB and OCC have adopted risk based capital adequacy guidelines pursuant to which they assess the
adequacy of capital in examining and supervising banks and bank holding companies and in analyzing bank regulatory applications.  Risk-based
capital requirements determine the adequacy of capital based on the risk inherent in various classes of assets and off-balance sheet items.

National banks are expected to meet a minimum ratio of total qualifying capital (the sum of core capital (Tier 1) and supplementary capital (Tier
2)) to risk weighted assets of 8%.  At least half of this amount (4%) must be core capital (Tier 1).  Tier 1 Capital generally consists of the sum of
common shareholders� equity and perpetual preferred stock (subject in the case of the latter to limitations on the kind and amount of such stock
which may be included as Tier 1 Capital), less goodwill, without adjustment for changes in the fair value of securities classified as �available for
sale� in accordance with Accounting Standards Codification (�ASC�) Topic 320, Investments-Debt and Equity Securities.  Tier 2 Capital consists
of the following: hybrid capital instruments; perpetual preferred stock that is not otherwise eligible to be included as Tier 1 Capital; term
subordinated debt and intermediate-term preferred stock; and, subject to limitations, general ALLL.  Assets are adjusted under the risk-based
guidelines to take into account different risk characteristics, with

9

Edgar Filing: FIRST NATIONAL COMMUNITY BANCORP INC - Form 10-K

18



Table of Contents

the categories ranging from 0% (requiring no risk-based capital) for assets such as cash, to 100% for the bulk of assets that are typically held by
a bank, including certain multi-family residential and commercial real estate loans, commercial business loans and consumer loans.  Residential
first mortgage loans on one-to-four family residential real estate and certain seasoned multi-family residential real estate loans, which are not 90
days or more past-due or non-performing and which have been made in accordance with prudent underwriting standards are assigned a 50%
level in the risk-weighing system, as are certain privately-issued mortgage-backed securities representing indirect ownership of such loans. 
Off-balance sheet items also are adjusted to take into account certain risk characteristics.

In addition to the risk-based capital requirements, the OCC has established a minimum 3.0% leverage capital ratio (Tier 1 Capital to total
adjusted assets) requirement for the most highly-rated banks, with an additional cushion of at least 100 to 200 basis points for all other banks,
which effectively increases the minimum leverage capital ratio for such other banks to 4.0% - 5.0% or more.  The highest-rated banks are those
that maintain a strong capital position and have well diversified risk, including no undue interest rate risk exposure, excellent asset quality, high
liquidity, good earnings and, in general, those which are considered a strong banking organization.  A bank having less than the minimum
leverage capital ratio requirement is required, within 60 days of the date as of which it fails to comply with such requirement, to submit a
reasonable plan describing the means and timing by which the bank will achieve its minimum leverage capital ratio requirement.  A bank that
fails to file such plan is deemed to be operating in an unsafe and unsound manner, and could subject the bank to a cease-and-desist order. Any
insured depository institution with a leverage capital ratio that is less than 2.0% is deemed to be operating in an unsafe or unsound condition
pursuant to Section 8(a) of the Federal Deposit Insurance Act (the �FDIA�) and is subject to potential termination of deposit insurance.  However,
such an institution will not be subject to an enforcement proceeding solely on account of its capital ratios, if it has entered into and is in
compliance with a written agreement to increase its leverage capital ratio and to take such other action as may be necessary for the institution to
be operated in a safe and sound manner.  The capital regulations also provide, among other things, for the issuance of a capital directive, which
is a final order issued to a bank that fails to maintain minimum capital or to restore its capital to the minimum capital requirement within a
specified time period.  Such a directive is enforceable in the same manner as a final cease-and-desist order.

The Bank�s total capital to risk weighted assets ratio at December 31, 2012 and 2011 was 11.79% and 11.73%, respectively.  The Tier I capital to
risk weighted assets ratio at December 31, 2012 and 2011 was 10.52% and 10.46% respectively.  The Tier I capital to average assets ratio at
December 31, 2012 and 2011 was unchanged at 7.20%.  Under the Order, the Bank was required to achieve a total capital ratio of 13% and a
Tier I capital to average assets ratio of 9% by November 30, 2010.  As of December 31, 2012, however, the Bank had not achieved these ratios.
The Company continues to explore various options to improve its regulatory capital ratios.  The Company�s total capital ratio at December 31,
2012 and 2011 was 10.20% and 11.35%, respectively.  The Tier I capital to risk weighted assets at December 31, 2012 and 2011 was 5.95% and
6.85%, respectively.  The Tier I capital to average assets at December 31, 2012 and 2011 was 4.07% and 4.72%, respectively.

Proposed Changes in Capital Requirements. In December 2010, the Basel Committee on Banking Supervision released its final framework for
strengthening international capital and liquidity regulation (�Basel III�). Basel III, when implemented by the U.S. banking agencies and fully
phased-in, will require bank holding companies and their bank subsidiaries to maintain more capital, with a greater emphasis on common equity.
Implementation was to be phased in between 2013 and 2019, but has been delayed pending further review of the proposed implementing
regulations discussed below.

The Basel III final capital framework, among other things, (i) introduces as a new capital measure �Common Equity Tier 1� (�CET1�), (ii) specifies
that Tier 1 capital consists of CET1 and �Additional Tier 1 capital� instruments meeting specified requirements, (iii) defines CET1 narrowly by
requiring that most adjustments to regulatory capital measures be made to CET1 and not to the other components of capital and (iv) expands the
scope of the adjustments as compared to existing regulations.

When fully phased-in, Basel III requires banks to maintain (i) as a newly adopted international standard, a minimum ratio of CET1 to
risk-weighted assets of at least 4.5%, plus a �capital conservation buffer� of 2.5 %; (ii) a minimum ratio of Tier 1 capital to risk-weighted assets of
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at least 6.0%, plus the capital conservation buffer; (iii) a minimum ratio of Total (Tier 1 plus Tier 2) capital to risk-weighted assets of at least
8.0% plus the capital conservation buffer and (iv) as a newly adopted international standard, a minimum leverage ratio of 3%, calculated as the
ratio of Tier 1 capital to balance sheet exposures plus certain off-balance sheet exposures (computed as the average for each quarter of the
month-end ratios for the quarter).

Basel III also provides for a �countercyclical capital buffer,� generally to be imposed when national regulators determine that excess aggregate
credit growth becomes associated with a buildup of systemic risk that would be a CET1 add-on to the capital conservation buffer in the range of
0% to 2.5% when fully implemented. The capital conservation buffer is designed to absorb losses during periods of economic stress.

Banking institutions with a ratio of CET1 to risk-weighted assets above the minimum but below the conservation buffer (or below the combined
capital conservation buffer and countercyclical capital buffer, when the latter is applied) may face constraints on dividends, equity repurchases
and compensation based on the amount of the shortfall.
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The Basel III final framework provides for a number of new deductions from and adjustments to CET1. These include, for example, the
requirement that mortgage servicing rights, deferred tax assets dependent upon future taxable income and significant investments in
non-consolidated financial entities be deducted from CET1 to the extent that any one such category exceeds 10% of CET1 or all such categories
in the aggregate exceed 15% of CET1.

The FRB, the FDIC and the OCC issued a joint Notice of Proposed Rulemaking in June 2012 (the �Basel III Notice�), which proposes to
implement Basel III under regulations substantially consistent with the above.  One additional proposed change from current practice proposed
in the Basel III Notice, included as part of the definition of CET1 capital, would require banking institutions to generally include the amount of
Additional Other Comprehensive Income (which primarily consists of unrealized gains and losses on available for sale securities which are not
required to be treated as OTTI, net of tax) in calculating regulatory capital. The Basel III Notice also proposes a 4% minimum leverage ratio.

Additionally, the FRB, the FDIC and the OCC issued a second Notice of Proposed Rulemaking in June 2012 (the �Standardized Approach
Notice�) which would change the manner of calculating risk weighted assets.  Under this Notice,new methodologies for determining
risk-weighted assets in the general capital rules are proposed, including revisions to recognition of credit risk mitigation, including a greater
recognition of financial collateral and a wider range of eligible guarantors. They also include risk weighting of equity exposures and past due
loans, potential changes in the weighting of residential mortgage loans depending on the risk characteristics of the loan; and higher (greater than
100%) risk weighting for certain commercial real estate exposures that have higher credit risk profiles, including higher loan to value and equity
components.

The components of the Basel III framework remain subject to revision or amendment, as are the rules proposed by the U.S. regulatory agencies
in the Basel III Notice and Standardized Approach Notice.  Accordingly, the regulations ultimately applicable to us may be substantially
different from the Basel III final framework as published in December 2010, and as proposed in the Basel III Notice and Standardized Approach
Notice. Requirements to maintain higher levels of capital or to maintain higher levels of liquid assets, and changes in the manner of calculating
risk weighted assets, could adversely impact our net income and return on equity.

Prompt Corrective Action.  Under Section 38 of the FDIA, each federal banking agency is required to implement a system of prompt corrective
action for institutions which it regulates.  The federal banking agencies have promulgated substantially similar regulations to implement the
system of prompt corrective action established by Section 38 of the FDIA.  Under the regulations, a bank will be deemed to be: (i) �well
capitalized� if it has a total risk based capital ratio of 10.0% or more, a Tier 1 risk based capital ratio of 6.0% or more, a leverage capital ratio of
5.0% or more and is not subject to any written capital order or directive; (ii) �adequately capitalized� if it has a total risk based capital ratio of
8.0% or more, a Tier 1 risk based capital ratio of 4.0% or more and a Tier 1 leverage capital ratio of 4.0% or more (3.0% under certain
circumstances) and does not meet the definition of �well capitalized;� (iii) �undercapitalized� if it has a total risk based capital ratio that is less than
8.0%, a Tier 1 risk based capital ratio that is less than 4.0% or a leverage capital ratio that is less than 4.0% (3.0% under certain circumstances);
(iv) �significantly undercapitalized� if it has a total risk based capital ratio that is less than 6.0%, a Tier 1 risk based capital ratio that is less than
3.0% or a leverage capital ratio that is less than 3.0%; and (v) �critically undercapitalized� if it has a ratio of tangible equity to total assets that is
equal to or less than 2.0%.

The Basel III Notice also proposes a change in the prompt corrective action capital requirements, effective in 2015.  Under the proposal,  an
institution would be deemed to be: (i) �well capitalized� if it has a total risk based capital ratio of 10.0% or more, a Tier 1 risk based capital ratio
of 8.0% or more, a CET1 risk based capital ratio of 6.5% or more, and a leverage capital ratio of 5.0% or more; (ii) �adequately capitalized� if it
has a total risk based capital ratio of 8.0% or more, a Tier 1 risk based capital ratio of 6.0% or more, a CET1 risk based capital ratio of 4.5% or
more, and a leverage capital ratio of 4.0% or more; (iii) �undercapitalized� if it has a total risk based capital ratio of less than 8.0%, a Tier 1 risk
based capital ratio of less than 6.0%, a CET1 risk based capital ratio of less than 4.5%, and a leverage capital ratio of less than 4.0%;
(iv) �significantly undercapitalized� if it has a total risk based capital ratio of less than 6.0%, a Tier 1 risk based capital ratio of less than 4.0%, a
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CET1 risk based capital ratio of less than 3.0%, and a leverage capital ratio of less than 3.0%; and (v) �critically undercapitalized� if it has a ratio
of tangible equity to total assets that is less than or equal to 2.0%.  Tangible equity would be defined for this purpose as Tier 1 capital (common
equity tier 1 capital plus any additional Tier 1 capital elements) plus any outstanding perpetual preferred stock that is not already included in
Tier 1 capital.

An institution generally must file a written capital restoration plan which meets specified requirements with an appropriate federal banking
agency within 45 days of the date the institution receives notice or is deemed to have notice that it is undercapitalized, significantly
undercapitalized or critically undercapitalized.  A federal banking agency must provide the institution with written notice of approval or
disapproval within 60 days after receiving a capital restoration plan, subject to extensions by the applicable agency.

An institution that is required to submit a capital restoration plan must concurrently submit a performance guaranty by each company that
controls the institution.  Such guaranty will be limited to the lesser of (i) an amount equal to 5.0% of the institution�s total assets at the time the
institution was notified or deemed to have notice that it was undercapitalized or (ii) the amount necessary at such time to restore the relevant
capital measures of the institution to the levels required for the institution to be classified as adequately capitalized.
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Such a guaranty will expire after the federal banking agency notifies the institution that it has remained adequately capitalized for each of four
consecutive calendar quarters.  An institution that fails to submit a written capital restoration plan within the requisite period, including any
required performance guaranty, or fails in any material respect to implement a capital restoration plan, will be subject to the restrictions in
Section 38 of the FDIA applicable to significantly undercapitalized institutions.

A �critically undercapitalized institution� is to be placed in conservatorship or receivership within 90 days unless the FDIC formally determines
that forbearance from such action would better protect the deposit insurance fund. Unless the FDIC or other appropriate federal banking
regulatory agency makes specific further findings and certifies that the institution is viable and is not expected to fail, an institution that remains
critically undercapitalized on average during the fourth calendar quarter after the date it becomes critically undercapitalized must be placed in
receivership. The general rule is that the FDIC will be appointed as receiver within 90 days after a bank becomes critically undercapitalized
unless extremely good cause is shown and an extension is agreed to by the federal regulators.  In general, good cause is defined as capital which
has been raised and is imminently available for infusion into the bank except for certain technical requirements which may delay the infusion for
a period of time beyond the 90 day time period.

Immediately upon becoming undercapitalized, an institution becomes subject to the provisions of Section 38 of the FDIA, which (i) restrict
payment of capital distributions and management fees; (ii) require that the appropriate federal banking agency monitor the condition of the
institution and its efforts to restore its capital; (iii) require submission of a capital restoration plan; (iv) restrict the growth of the institution�s
assets; and (v) require prior approval of certain expansion proposals.  The appropriate federal banking agency for an undercapitalized institution
also may take any number of discretionary supervisory actions if the agency determines that any of these actions is necessary to resolve the
problems of the institution at the least possible long-term cost to the Deposit Insurance Fund, subject in certain cases to specified procedures. 
These discretionary supervisory actions include: requiring the institution to raise additional capital; restricting transactions with affiliates;
requiring divestiture of the institution or the sale of the institution to a willing purchaser; and any other supervisory action that the agency deems
appropriate.  These and additional mandatory and permissive supervisory actions may be taken with respect to significantly undercapitalized and
critically undercapitalized institutions.

Additionally, under Section 11(c)(5) of the FDIA, a conservator or receiver may be appointed for an institution if:  (i) an institution�s obligations
exceed its assets; (ii) there is substantial dissipation of the institution�s assets or earnings as a result of any violation of law or any unsafe or
unsound practice;  (iii) the institution is in an unsafe or unsound condition;  (iv) there is a willful violation of a cease-and-desist order;  (v) the
institution is unable to pay its obligations in the ordinary course of business;  (vi) losses or threatened losses deplete all or substantially all of an
institution�s capital, and there is no reasonable prospect of becoming �adequately capitalized� without assistance;  (vii) there is any violation of law
or unsafe or unsound practice or condition that is likely to cause insolvency or substantial dissipation of assets or earnings, weaken the
institution�s condition, or otherwise seriously prejudice the interests of depositors or the insurance fund;  (viii) an institution ceases to be insured; 
(ix) the institution is undercapitalized and has no reasonable prospect that it will become adequately capitalized, fails to become adequately
capitalized when required to do so, or fails to submit or materially implement a capital restoration plan; or (x) the institution is critically
undercapitalized or otherwise has substantially insufficient capital.

Regulatory Enforcement Authority.  Federal banking law grants substantial enforcement powers to federal banking regulators.  This enforcement
authority includes, among other things, the ability to assess civil money penalties, to issue cease-and-desist or removal orders and to initiate
injunctive actions against banking organizations and institution-affiliated parties.  In general, these enforcement actions may be initiated for
violations of laws and regulations and unsafe or unsound practices.  Other actions or inactions may provide the basis for enforcement action,
including misleading or untimely reports filed with regulatory authorities.

The Bank and its �institution-affiliated parties,� including its management, employees, agents, independent contractors, consultants such as
attorneys and accountants and others who participate in the conduct of the financial institution�s affairs, are subject to potential civil and criminal
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penalties for violations of law, regulations or written orders of a governmental agency.  In addition, regulators are provided with greater
flexibility to commence enforcement actions against institutions and institution-affiliated parties.  Possible enforcement actions include the
termination of deposit insurance and cease-and-desist orders.  Such orders may, among other things, require affirmative action to correct any
harm resulting from a violation or practice, including restitution, reimbursement, indemnifications or guarantees against loss.  A financial
institution may also be ordered to restrict its growth, dispose of certain assets, rescind agreements or contracts, or take other actions as
determined by the ordering agency to be appropriate.

Under provisions of the federal securities laws, a determination by a court or regulatory agency that certain violations have occurred at a
company or its affiliates can result in fines, restitution, a limitation of permitted activities, disqualification to continue to conduct certain
activities and an inability to rely on certain favorable exemptions.  Certain types of infractions and violations can also affect a public company in
its timing and ability to expeditiously issue new securities into the capital markets.

The regulatory structure also gives the regulatory authorities extensive discretion in connection with their supervisory and enforcement activities
and examination policies, including policies with respect to the classification of assets and the establishment of adequate loan loss allowances
for regulatory purposes.
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As a result of the volatility and instability in the financial system in recent years, Congress, the bank regulatory authorities and other government
agencies have called for or proposed additional regulation and restrictions on the activities, practices and operations of banks and their holding
companies.  While many of these proposals relate to institutions that have accepted investments from, or sold troubled assets to, the Department
of the Treasury or other government agencies, or otherwise participate in government programs intended to promote financial stabilization,
Congress and the federal banking agencies have broad authority to require all banks and holding companies to adhere to more rigorous or costly
operating procedures, corporate governance procedures, or to engage in activities or practices which they might not otherwise elect.  Any such
requirement could adversely affect the Company�s business and results of operations.  The Company did not accept an investment by the
Treasury Department in its preferred stock or warrants to purchase common stock, and except for the temporary increases in deposit insurance
for customer accounts, has not participated in any of the programs adopted by the Treasury Department, FDIC or Federal Reserve.

The Dodd-Frank Act.  The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the �Dodd-Frank Act�) makes significant
changes to the current bank regulatory structure and affects the lending, deposit, investment, trading and operating activities of financial
institutions and their holding companies.  The Dodd-Frank Act requires a number of federal agencies to adopt a broad range of new rules and
regulations, and to prepare various studies and reports for Congress.  The federal agencies are given significant discretion in drafting these
rules and regulations, and consequently, many of the details and much of the impact of the Dodd-Frank Act may not be known for some time. 
Although it is not possible to determine the ultimate impact of this statute until the extensive rulemaking is complete, the following provisions
are considered to be of greatest significance to the Company:

• Expands the authority of the FRB to examine bank holding companies and their subsidiaries, including insured depository
institutions;

• Requires a bank holding company to be well capitalized and well managed to receive approval of an interstate bank acquisition;

• Changes standards for federal preemption of state laws related to national banks and their subsidiaries;

• Provides mortgage reform provisions regarding a customer�s ability to pay and making more loans subject to provisions for
higher-cost loans and new disclosures;

• Creates a new Bureau of Consumer Financial Protection that will have rulemaking authority for a wide range of consumer protection
laws that would apply to all banks and would have broad powers to supervise and enforce consumer protection laws;

• Creates the Financial Stability Oversight Council with authority to identify institutions and practices that might pose a systemic risk;

• Introduces additional corporate governance and executive compensation requirements on companies subject to the Securities and
Exchange Act of 1934, as amended;
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• Permits FDIC-insured banks to pay interest on business demand deposits;

• Requires that holding companies and other companies that directly or indirectly control an insured depository institution to serve as a
source of financial strength;

• Makes permanent the $250 thousand limit for federal deposit insurance at all insured depository institutions; and

• Permits national and state banks to establish interstate branches to the same extent as the branch host state allows establishment of
in-state branches.

Consumer Financial Protection Bureau. The Dodd-Frank Act created a new, independent federal agency within the Federal Reserve System, the
Consumer Financial Protection Bureau (�CFPB�) having broad rulemaking, supervisory and enforcement powers under various federal consumer
financial protection laws, including the Equal Credit Opportunity Act, Truth in Lending Act, Real Estate Settlement Procedures Act, Fair Credit
Reporting Act, Fair Debt Collection Practices Act, the consumer financial privacy provisions of the Gramm-Leach-Bliley Act and certain other
statutes. The CFPB, which began operations on July 21, 2011,  has examination and primary enforcement authority with respect to depository
institutions with $10 billion or more in assets. Smaller institutions, including the Bank, are be subject to rules promulgated by the CFPB but
continue to be examined and supervised by federal banking regulators for compliance with federal consumer protection laws and regulations.
The CFPB also has authority to prevent unfair, deceptive or abusive practices in connection with the offering of consumer financial products.
The Dodd-Frank Act permits states to adopt consumer
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protection laws and standards that are more stringent than those adopted at the federal level and, in certain circumstances, permits state attorneys
general to enforce compliance with both the state and federal laws and regulations.

The CFPB has proposed or issued a number of important rules affecting a wide range of consumer financial products.  Many of these rules have
not been implemented, which has created significant uncertainty for the Company and the financial services industry in general. It is difficult to
predict at this time the specific impact the Dodd-Frank Act and CFPB rulemakings will have on our business.  The changes resulting from the
Dodd-Frank Act and CFPB rulemakings may impact the profitability of our business activities, limit our ability to make, or the desirability of
making, certain types of loans, including non-qualified mortgage loans, require us to change certain of our business practices, impose upon us
more stringent capital, liquidity and leverage ratio requirements or otherwise adversely affect our business or profitability.  The changes may
also require us to dedicate significant management attention and resources to evaluate and make necessary changes to comply with the new
statutory and regulatory requirements.

FDIC Insurance Premiums.  The FDIC maintains a risk-based assessment system for determining deposit insurance premiums. Four risk
categories (I-IV), each subject to different premium rates, are established based upon an institution�s status as well capitalized, adequately
capitalized or undercapitalized, and the institution�s supervisory rating.

The Dodd-Frank Act permanently increased the maximum deposit insurance amount for banks, savings institutions and credit unions to
$250,000 per depositor, and extended unlimited deposit insurance to non-interest bearing transaction accounts through December 31, 2012.  The
Dodd-Frank Act also broadened the base for FDIC insurance assessments.  Assessments are now based on a financial institution�s average
consolidated total assets less tangible equity capital.  The Dodd-Frank Act requires the FDIC to increase the reserve ratio of the Deposit
Insurance Fund from 1.15% to 1.35% of insured deposits by 2020 and eliminates the requirement that the FDIC pay dividends to insured
depository institutions when the reserve ratio exceeds certain thresholds.  The Dodd-Frank Act eliminated the statutory prohibition against the
payment of interest on business checking accounts, effective in July 2011.

An insured institution is required to pay deposit insurance premiums on its assessment base in accordance with its risk category.  There are three
adjustments that can be made to an institution�s initial base assessment rate: (1) a potential decrease for long-term unsecured debt, including
senior and subordinated debt and, for small institutions, a portion of Tier 1 capital; (2) a potential increase for secured liabilities above a
threshold amount; and (3) for non-Risk Category I institutions, a potential increase for brokered deposits above a threshold amount.  The FDIC
may also impose special assessments from time to time.

Additionally, during 2012, the Bank elected to participate in the FDIC program whereby noninterest-bearing transaction account deposits were
insured without limitation.  This program expired on December 31, 2012.

During the year ended December 31, 2012, the Bank was considered risk category III for deposit insurance assessments and paid an annual
assessment rate of 0.0023 basis points on the assessment base of average consolidated total assets less the average tangible equity during the
assessment period.

Dividend Restrictions
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The Company is a legal entity separate and distinct from the Bank.  The Company�s revenues (on a parent company only basis) result almost
entirely from dividends paid by its subsidiary, the Bank, to the Company.  The right of the Company, and consequently the right of creditors and
shareholders of the Company, to participate in any distribution of the assets or earnings of any subsidiary through the payment of such dividends
or otherwise is necessarily subject to the prior claims of creditors of the subsidiary (including depositors) except to the extent that claims of the
Company, in its capacity as a creditor, may be recognized.  Additionally, the ability of the Bank to pay dividends to the Company is subject to
various regulatory restrictions. The Order currently prohibits the Bank from paying dividends to the Company and the Agreement further
prohibits the Company from taking dividend payments from the Bank.

Federal and state laws regulate the payment of dividends by the Company.  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.  Currently, the
Agreement with the Federal Reserve Bank prohibits the Company from paying dividends without prior approval from the Reserve Bank.

Employees

As of December 31, 2012, the Company and the Bank employed 298 persons, including 52 part-time employees.
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Available Information

The Company files reports, proxy and information statements and other information electronically with the SEC. You may read and copy any
materials that the Company files with the SEC at the SEC�s Public Reference Room at 100 F Street, NE, Washington, DC 20549. Information
may be obtained on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330. The SEC maintains an Internet site that
contains reports, proxy and information statements, and other information regarding issuers that file electronically with the SEC. The SEC�s
website site address is http://www.sec.gov.  The Company�s web site address is http://www.fncb.com. The Company makes its Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K and amendments thereto available through its website at
www.fncb.com.  They may also be obtained free of charge as soon as practicable after filing or furnishing them to the SEC upon request by
sending an email to fncb@fncb.com.  Further, the Company will provide electronic or paper copies of the Company�s filings free of charge upon
request.  Information may also be obtained via written request to First National Community Bancorp, Inc. Attention: Chief Financial Officer,
102 East Drinker Street, Dunmore, PA 18512.

Item 1A.  Risk Factors.

We are subject to extensive government regulation, supervision and possible regulatory enforcement actions, which may subject us to
higher costs and lower shareholder returns.

The banking industry is subject to extensive regulation and supervision that govern almost all aspects of its operations. The extensive regulatory
framework is primarily intended to protect the federal deposit insurance fund and depositors, not shareholders. The Company and Bank are
regulated and supervised by the OCC and the FRB. Compliance with applicable laws and regulations can be difficult and costly and puts banks
at a competitive disadvantage compared to less regulated competitors such as finance companies, mortgage banking companies and leasing
companies. The Company�s regulatory authorities have extensive discretion in connection with their supervisory and enforcement activities,
including with respect to the imposition of restrictions on the operation of a bank or a bank holding company, the imposition of significant fines,
the ability to delay or deny merger or other regulatory applications, the classification of assets by a bank, and the adequacy of a bank�s allowance
for loan losses, among other matters. The Company�s industry is facing increased regulation and scrutiny as a result of the financial crisis in the
banking and financial markets; for instance, areas such as BSA compliance and real estate-secured consumer lending are attracting heightened
regulatory expectations and scrutiny. Furthermore, the Company and the Bank are subject to the requirements of the Order and the Agreement,
which regulatory agreements require that they take extra actions and meet certain standards by the dates set forth in these agreements. Neither
the Bank nor the Company is yet in compliance with all of these requirements. Any failure to comply with the Order or the Agreement and any
failure to comply with, or any change in, any other applicable regulation and supervisory requirement, or change in regulation or enforcement by
such authorities, whether in the form of policies, regulations, legislation, rules, orders, enforcement actions, or decisions, could have a material
impact on the Company, the Bank and other affiliates, and its operations. Federal economic and monetary policy may also affect our ability to
attract deposits and other funding sources, make loans and investments, and achieve satisfactory interest spreads. Any failure to comply with
such regulation or supervision could result in sanctions by regulatory agencies, civil money penalties and/or reputation damage, which could
have a material adverse effect on the Company�s business, financial condition and results of operations.

The impact of recent legislation, proposed legislation, and government programs designed to stabilize the financial markets cannot be predicted
at this time, and such legislation is subject to change. In addition, the failure of financial markets to stabilize and a continuation or worsening of
current financial market conditions could materially and adversely affect the Company�s business, financial condition, results of operations and
access to capital.
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New or changed legislation or regulation and regulatory initiatives could subject us to increased regulation, increase our costs of doing
business and adversely affect us.

Changes in federal and state legislation and regulation may affect our operations. New and modified regulation, such as the Dodd-Frank Act and
Basel III, may have unforeseen or unintended consequences on our industry. The Dodd-Frank Act has implemented, and is expected to further
implement, significant changes to the U.S. financial system, including the creation of new regulatory agencies (such as the Financial Stability
Oversight Council to oversee systemic risk and the Consumer Financial Protection Bureau (�CFPB�) to develop and enforce rules for consumer
financial products), changes in retail banking regulations, and changes to deposit insurance assessments. Additionally, proposed rules to
implement Basel III would revise risk-based and leverage capital requirements and also limit capital distributions and certain discretionary
bonuses if a banking organization does not hold a �capital conservation buffer.� This additional regulation could increase our compliance costs and
otherwise adversely affect our operations. The potential also exists for additional federal or state laws or regulations, or changes in policy or
interpretations, affecting many of our operations, including capital levels, lending and funding practices, insurance assessments, and liquidity
standards. The effect of any such changes and their
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interpretation and application by regulatory authorities cannot be predicted, may increase the Company�s cost of doing business and otherwise
affect our operations, may significantly affect the markets in which the Company does business, and could have a materially adverse effect on
the Company.

The CFPB, which has now been in operation for over a year, has concentrated much of its rulemaking efforts on reforms related to residential
mortgage transactions.  In 2013, the CFPB issued final rules related to a borrower�s ability to repay and qualified mortgage standards, mortgage
servicing standards, loan originator compensation standards, requirements for high-cost mortgages, appraisal and escrow standards and
requirements for higher-priced mortgages.  Several of the CFPB�s rulemakings were issued in January 2013, and we continue to analyze their
requirements to determine the impact of the rules to our businesses.  During 2013, we expect the CFPB to focus its rulemaking efforts on
integrating disclosure requirements for lenders and settlement agents and expanding the scope of information lenders must report in connection
with mortgage and other housing-related loan applications under the Home Mortgage Disclosure Act.  These rules include significant regulatory
and compliance changes and are expected to have a broad impact on the financial services industry.

On January 10, 2013, the CFPB issued a final rule to implement sections of the Dodd-Frank Act that will require lenders to determine whether a
consumer has the ability to repay a mortgage loan.  The rule, which goes into effect on January 10, 2014, establishes certain minimum
requirements for creditors when making ability to pay determinations, and establishes certain protections from liability for mortgages meeting
the definition of �qualified mortgages�.  The rule affords greater legal protections for lenders making qualified mortgages that are not �higher
priced.�  Qualified mortgages must generally satisfy detailed requirements related to product features, underwriting standards, and a points and
fees requirement whereby the total points and fees on a mortgage loan cannot exceed specified amounts or percentages of the total loan amount. 
Mandatory features of a qualified mortgage include: (1) a loan term not exceeding 30 years; and (2) regular periodic payments that do not result
in negative amortization, deferral of principal repayment, or a balloon payment.  The rule creates a special category of qualified mortgages
originated by certain smaller creditors that operate in predominantly rural or underserved areas, as defined by the CFPB.  Concurrently with the
final �ability to repay� rule, the CFPB released a proposal that, among other things, may define a separate category of qualified mortgages for
certain smaller creditors .  Our business strategy, product offerings, and profitability may change as the rule become becomes effective and is
interpreted by the regulators and courts.

On January 17, 2013, the CFPB issued final rules containing new mortgage servicing standards which will take effect on January 10, 2014.  The
final rules impose new requirements regarding force-placed insurance, mandate certain notices prior to rate adjustments on adjustable-rate
mortgages, and establish requirements for periodic disclosures to borrowers.  These requirements will affect notices to be given to consumers as
to delinquency, foreclosure alternatives, modification applications, interest rate adjustments and options for avoiding �force-placed� insurance. 
Servicers will be prohibited from processing foreclosures when a loan modification is pending, and must wait until a loan is more than 120 days
delinquent before initiating a foreclosure action.  Servicers must provide direct and ongoing access to its personnel, and provide prompt review
of any loss mitigation application.  Servicers must maintain accurate and accessible mortgage records for the life of a loan and until one year
after the loan is paid off or transferred.  These new standards are expected to increase the cost and compliance risks of servicing mortgage loans. 
We cannot predict the ultimate outcome of these inquiries, actions, or regulatory changes or the impact that they could have on our financial
condition, results of operations, or business.

While the full impact of the Dodd-Frank Act and the CFPB rulemakings cannot be assessed until all implementing regulations are released and
become effective, the Dodd-Frank Act�s extensive requirements may have a significant effect on the financial markets, and may affect the
availability or terms of financing from our lender counterparties and the availability or terms of mortgage-backed securities, both of which may
have an adverse effect on our financial condition and results of operations.  The CFPB�s rules are likely to result in increased compliance costs
and fees, along with possible restrictions on our operations, any of which may have a material adverse effect on our operating results and
financial condition.

Edgar Filing: FIRST NATIONAL COMMUNITY BANCORP INC - Form 10-K

31



We may not be able to successfully compete with others for business.

The Company competes for loans, deposits and investment dollars with numerous regional and national banks and other community banking
institutions, online divisions of banks located in other markets as well as other kinds of financial institutions and enterprises, such as securities
firms, insurance companies, savings associations, credit unions, mortgage brokers, and private lenders. There is also competition for banking
business from competitors outside of its market area. As noted above, the Company and the Bank are subject to extensive regulations and
supervision, including, in many cases, regulations that limit the type and scope of activities. Many competitors have substantially greater
resources than the Company, may offer certain services that the Bank does not provide, and operate under less stringent regulatory
environments. The differences in available resources and applicable regulations may make it harder for the Company to compete profitably,
reduce the rates that it can earn on loans and investments, increase the rates it must offer on deposits and other funds, and adversely affect its
overall financial condition and earnings. For additional discussion of the Company�s competitive environment, see the section entitled �Business �
Competition� included in Item 1 of the Annual Report on Form 10-K.
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The current economic environment poses significant challenges for us and could adversely affect our financial condition and results of
operations.

The Company is operating in a challenging and uncertain economic environment. Financial institutions continue to be affected by a weak real
estate market and constrained financial markets. Dramatic declines in the housing market since 2008, with falling home prices and high levels of
foreclosures and unemployment, have resulted in significant write-downs of asset values by financial institutions. Continued declines in real
estate values, home sales volumes, and financial stress on borrowers as a result of the uncertain economic environment could have an adverse
effect on our borrowers or their customers, which could adversely affect our financial condition and results of operations. A worsening of these
conditions would likely exacerbate the adverse effects on us and others in the financial institutions industry. For example, non-performing assets,
which are comprised of non-performing investments, non-performing loans and other real estate owned, totaled $13.6 million and represented
37.1% of shareholders� equity as of December 31, 2012, as compared to $30.7 million and 76.9% of equity as of December 31, 2011. Although
non-performing assets as a percentage of shareholders� equity decreased, the percentage remains elevated, and deterioration in economic
conditions in our markets could drive loan losses beyond that which is provided for in the Company�s allowance for loan and lease losses
(�ALLL�), which would necessitate further increases in the provision for loan and lease losses, and, in turn, reduce the Company�s earnings and
capital. The Company may also face the following risks in connection with the economic environment:

• economic conditions that negatively affect housing prices and the job market have resulted, and may continue to result, in a
deterioration in credit quality of our loan portfolios, and such deterioration in credit quality has had, and could continue to have, a negative
impact on our business;

• market developments may affect consumer confidence levels and may reduce loan demand and cause adverse changes in payment
patterns, leading to a reduced asset base, as well as increases in delinquencies and default rates on loans and other credit facilities;

• the methodologies the Company uses to establish the ALLL rely on complex judgments, including forecasts of economic conditions,
that are inherently uncertain and may be inadequate;

• low market interest rates, which have been projected to continue, may pressure our interest margins as interest-earning assets, such as
loans and investments, are reinvested or repriced at lower rates;

• continued turmoil in the market, and loss of confidence in the banking system, could require the Bank to pay higher interest rates to
obtain deposits to meet the needs of its depositors and borrowers, resulting in reduced margin and net interest income. If conditions worsen, it is
possible that banks such as the Bank may be unable to meet the needs of their depositors and borrowers, which could, in the worst case, result in
the Bank being placed into receivership; and

• compliance with increased regulation of the banking industry may increase our costs, limit our ability to pursue business
opportunities, and divert management efforts.

If these conditions or similar ones continue to exist or worsen, the Company could experience continuing or increased adverse effects on its
financial condition.

We have previously identified material weaknesses in our internal control over financial reporting.
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Management determined that the Company�s internal control over financial reporting was not effective at December 31, 2011, and had also
previously determined that disclosure controls and procedures and internal control over financial reporting were not effective as of December 31,
2010.

A material weakness is a deficiency, or a combination of deficiencies, in internal control over financial reporting, such that there is a reasonable
possibility that a material misstatement of the Company�s annual or interim financial statements will not be prevented or detected on a timely
basis.

In 2011, management identified a material weakness with respect to the financial close process. Management detected errors with respect to
accounting for other real estate owned (�OREO�) property taxes and the evaluation of subsequent events related to OREO valuation. Corrections
for these errors resulted in adjustments to increase expenses by approximately $1.2 million. As a result of these errors, management concluded
that the Company did not maintain effective controls over the financial close process.

The Company has implemented remediation efforts with respect to the material weakness at December 31, 2011, and management concluded
that its new internal controls are operating effectively. Although the Company has not identified any additional material weaknesses in 2012 and
has taken steps to make the necessary improvements to remediate the material weaknesses it had identified, we cannot be certain that other
weaknesses will not be identified or that our remediation efforts will ensure that our management designs, implements and maintains adequate
controls over our financial processes and reporting in the future. Any additional deficiencies or
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material weaknesses that may be identified in the future could, among other things, have a material adverse effect on our business, results of
operations and financial condition, as well as impair our ability to meet our quarterly, annual and other reporting requirements under the 1934
Act in a timely manner, and require us to incur additional costs and to divert management resources.

Though we have remediated our prior material weaknesses, any further ineffective internal controls over financial reporting could result in
restatements in the future and further increased regulatory scrutiny as well as cause investors to lose confidence in our reported financial
information, which could have a negative effect on the trading value of our securities and our ability to raise capital.

The Company is subject to lending risk.

As of December 31, 2012, approximately 44.2% of the Company�s loan portfolio consisted of commercial real estate loans and construction, land
acquisition and development loans. These types of loans are generally viewed as having more risk of default than residential real estate loans or
consumer loans. These types of loans are also typically larger than residential real estate loans and consumer loans. Because the Company�s loan
portfolio contains a significant number of commercial real estate loans with relatively large balances, the deterioration of one or a few of these
loans could cause a significant increase in non-performing loans. All non-performing loans totaled $9.7 million, or 1.6% of total gross loans, as
of December 31, 2012, and $19.9 million, or 2.9% of total gross loans, as of December 31, 2011. An increase in non-performing loans could
result in an increase in the provision for loan and lease losses and an increase in loan charge-offs, both of which could have a material adverse
effect on the Company�s financial condition and results of operations. The lending activities in which the Bank engages carry the risk that the
borrowers will be unable to perform on their obligations. As such, general economic conditions, nationally and in our primary market area, will
have a significant impact on our results of operations. To the extent that economic conditions deteriorate, business and individual borrowers may
be less able to meet their obligations to the Bank in full, in a timely manner, resulting in decreased earnings or losses to the Bank. To the extent
that loans are secured by real estate, adverse conditions in the real estate market may reduce the ability of the borrower to generate the necessary
cash flow for repayment of the loan, and reduce our ability to collect the full amount of the loan upon a default. To the extent that the Bank
makes fixed rate loans, general increases in interest rates will tend to reduce our spread as the interest rates the Company must pay for deposits
increase while interest income is flat. Economic conditions and interest rates may also adversely affect the value of property pledged as security
for loans.

Our concentrations of loans, including those to insiders and related parties, may create a greater risk of loan defaults and losses.

A substantial portion of our loans are secured by real estate in the Northeastern Pennsylvania market, and substantially all of our loans are to
borrowers in that area. The Company also has a significant amount of commercial real estate, commercial and industrial, construction, land
acquisition and development loans and land-related loans for residential and commercial developments. At December 31, 2012, $388.2 million,
or 64.9%, of our gross loans were secured by real estate, primarily commercial real estate. Management has taken steps to mitigate the
Company�s commercial real estate concentration risk by diversification among the types and characteristics of real estate collateral properties,
sound underwriting practices, and ongoing portfolio monitoring and market analysis. Of total gross loans, $32.5 million, or 5.4%, were
construction, land acquisition and development loans. Construction, land acquisition and development loans have the highest risk of
uncollectability. An additional $110.1 million, or 18.4%, of portfolio loans were commercial and industrial loans not secured by real estate.
Historically, commercial and industrial loans generally have had a higher risk of default than other categories of loans, such as single family
residential mortgage loans. The repayments of these loans often depend on the successful operation of a business and are more likely to be
adversely affected by adverse economic conditions. While the Company believes that our loan portfolio is well diversified in terms of borrowers
and industries, these concentrations expose the Company to the risk that adverse developments in the real estate market, or in the general
economic conditions in the Company�s general market area, could increase the levels of non-performing loans and charge-offs, and reduce loan
demand. In that event, the Company would likely experience lower earnings or losses. Additionally, if, for any reason, economic conditions in
our market area deteriorate, or there is significant volatility or weakness in the economy or any significant sector of the area�s economy, the
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Company�s ability to develop our business relationships may be diminished, the quality and collectability of our loans may be adversely affected,
the value of collateral may decline and loan demand may be reduced.

Commercial real estate, commercial and industrial and construction, land acquisition and development loans tend to have larger balances than
single family mortgage loans and other consumer loans. Because the loan portfolio contains a significant number of commercial and industrial
loans, commercial real estate loans and construction, land acquisition and development loans with relatively large balances, the deterioration of
one or a few of these loans may cause a significant increase in non-performing assets. An increase in non-performing loans could result in a loss
of earnings from these loans, an increase in the provision for loan and lease losses, or an increase in loan charge-offs, which could have an
adverse impact on our results of operations and financial condition.
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Guidance adopted by federal banking regulators provides that banks having concentrations in construction, land development or commercial real
estate loans are expected to have and maintain higher levels of risk management and, potentially, higher levels of capital, which may adversely
affect shareholder returns, or require us to obtain additional capital sooner than the Company otherwise would. Excluded from the scope of this
guidance are loans secured by non-farm nonresidential properties where the primary source of repayment is the cash flow from the ongoing
operations and activities conducted by the party, or affiliate of the party, who owns the property.

Outstanding loans and line of credit balances to directors, officers and their related parties totaled $33.3 million as of December 31, 2012. Of
those, loans in the amount of $196 thousand were not performing in accordance with the terms of the loan agreements. At December 31, 2012,
there were no other loans to directors, officers and their related parties that were categorized as criticized loans within the Bank�s risk rating
system, meaning they are considered to present a higher risk of collection than other loans. (For more information regarding loans to officers and
directors and/or their related parties, please refer to Note 14 � Related Party Transactions to our consolidated financial statements included in Item
8 and Item 13, �Certain Relationships and Related Transactions, and Director Independence� to this Annual Report on Form 10-K.)

Our financial condition and results of operations would be adversely affected if our ALLL is not sufficient to absorb actual losses or if
we are required to increase our ALLL.

The lending activities in which the Bank engages carry the risk that the borrowers will be unable to perform on their obligations, and that the
collateral securing the payment of their obligations may be insufficient to assure repayment. The Company may experience significant credit
losses, which could have a material adverse effect on its operating results. The Company makes various assumptions and judgments about the
collectability of its loan portfolio, including the creditworthiness of its borrowers and the value of the real estate and other assets serving as
collateral for the repayment of many of its loans, which it uses as a basis to estimate and establish its reserves for losses. In determining the
amount of the ALLL, the Company reviews its loans and its loss and delinquency experience, and the Company evaluates economic conditions.
If these assumptions prove to be incorrect, the ALLL may not cover inherent losses in its loan portfolio at the date of its financial statements.
Material additions to the Company�s allowance or extensive charge-offs would materially decrease its net income. At December 31, 2012, the
ALLL totaled $18.5 million, representing 3.1% of total loans.

Although the Company believes it has underwriting standards to manage normal lending risks, it is difficult to assess the future performance of
our loan portfolio due to the current economic environment and the state of the real estate market. The assessment of future performance of the
loan portfolio is inherently uncertain. The Company can give no assurance that non-performing loans will not increase or that non-performing or
delinquent loans will not adversely affect the Company�s future performance.

In addition, federal regulators periodically review the Company�s ALLL and may require increases to the ALLL or further loan charge-offs. Any
increase in ALLL or loan charge-offs as required by these regulatory agencies could have a material adverse effect on the Company�s results of
operations and financial condition.

If we conclude that the decline in value of any of our investment securities is other than temporary, we are required to write-down the
security, to reflect credit-related impairments through a charge to earnings.
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The Company reviews its investment securities portfolio at each quarter-end reporting period to determine whether the fair value is below the
current carrying value. When the fair value of any of the Company�s investment securities has declined below its carrying value, the Company is
required to assess whether the decline is an other- than- temporary-impairment (�OTTI�). If the Company concludes that the decline is other than
temporary, it is required to write-down the value of that security to reflect the credit-related impairments through a charge to earnings. During
2012, the Company�s investment portfolio included four pooled trust preferred collateralized debt obligations (�PreTSLs�) on which the Company
recognized total OTTI charges of $96 thousand primarily as a result of market developments. Though the Company sold all of its remaining
PreTSLs during 2012 and held no PreTSLs in its investment portfolio as of December 31, 2012, changes in the expected cash flows of securities
in its portfolio and/or prolonged price declines in future periods may result in additional impairment of the Company�s investment securities that
is other than temporary, which would require a charge to earnings. Due to the complexity of the calculations and assumptions used in
determining whether an asset is impaired, the impairment disclosed may not accurately reflect the actual impairment in the future. In addition, to
the extent that the value of any of the Company�s investment securities is sensitive to fluctuations in interest rates, any increase in interest rates
may result in a decline in the value of such investment securities.

The Company holds approximately $6.0 million in capital stock of the Federal Home Loan of Pittsburgh (�FHLB�) as of December 31, 2012. The
Company must own such capital stock to qualify for membership in the Federal Home Loan Bank system which enables it to
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borrow funds under the FHLB advance program. If FHLB were to cease operations, the Company�s business, financial condition, liquidity,
capital and results of operations may be materially and adversely affected.

Changes in interest rates could reduce our income, cash flows and asset values.

The Company�s earnings and cash flows are largely dependent upon its net interest income. Net interest income is the difference between interest
income earned on interest-earning assets such as loans and securities and interest expense paid on interest-bearing liabilities such as deposits and
borrowed funds. Interest rates are highly sensitive to many factors that are beyond the Company�s control, including general economic conditions
and policies of various governmental and regulatory agencies and, in particular, the FRB. Changes in monetary policy, including changes in
interest rates, could influence not only the interest the Company receives on loans and securities and the amount of interest it pays on deposits
and borrowings, but such changes could also affect (i) the Company�s ability to originate loans and obtain deposits, (ii) the fair value of the
Company�s financial assets and liabilities, and (iii) the average duration of the Company�s mortgage-backed securities portfolio.

If the interest rates paid on deposits and other borrowings increase at a faster rate than the interest rates received on loans and investments, the
Company�s net interest income, and therefore earnings, could be adversely affected. Earnings could also be adversely affected if the interest rates
received on loans and investments fall more quickly than the interest rates paid on deposits and other borrowings. Any substantial, unexpected,
prolonged change in market interest rates could have a material adverse effect on the Company�s financial condition and results of operations.

The Company may need to raise additional capital in the future, but that capital may not be available when it is needed and on terms
favorable to current shareholders.

Laws, regulations and banking regulators require the Company and Bank to maintain adequate levels of capital to support its operations. In
addition, capital levels are determined by the Company�s management and Board of Directors based on capital levels that they believe are
necessary to support the Company�s business operations. Also, pursuant to the Order and the Agreement, the Company and the Bank are required
to maintain increased capital levels in compliance with the Company�s revised capital plan. The Company regularly evaluates its present and
future capital requirements and needs and analyzes capital raising alternatives and options. Even if the Company succeeds in meeting its current
regulatory capital requirements, it may need to raise additional capital in the future to support possible loan losses during future periods, to meet
future regulatory capital requirements or for other reasons.

The Board of Directors may determine from time to time that the Company needs to raise additional capital by issuing additional common shares
or other securities. The Company is not restricted from issuing additional common shares, including securities that are convertible into or
exchangeable for, or that represent the right to receive, common shares. Because the Company�s decision to issue securities in any future offering
will depend on market conditions and other factors beyond its control, the Company cannot predict or estimate the amount, timing or nature of
any future offerings, or the prices at which such offerings may be affected. Such offerings will likely be dilutive to common shareholders from
ownership, earnings and book value perspectives. New investors also may have rights, preferences and privileges that are senior to, and that
adversely affect, our then current common shareholders. Additionally, if the Company raises additional capital by making additional offerings of
debt or preferred equity securities, upon liquidation, holders of the Company�s debt securities and shares of preferred shares, and lenders with
respect to other borrowings, will receive distributions of the Company�s available assets prior to the holders of the Company�s common shares.
Additional equity offerings may dilute the holdings of our existing shareholders or reduce the market price of the Company�s common shares, or
both. Holders of the Company�s common shares are not entitled to preemptive rights or other protections against dilution.
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The Company cannot assure that additional capital will be available on acceptable terms or at all. Any occurrence that may limit the Company�s
access to the capital markets may adversely affect the Company�s capital costs and its ability to raise capital and, in turn, its liquidity. Moreover,
if the Company needs to raise capital, it may have to do so when many other financial institutions are also seeking to raise capital and would
have to compete with those institutions for investors. An inability to raise additional capital on acceptable terms when needed could have a
material adverse effect on our business, financial condition and results of operations.

Interruptions or security breaches of our information systems could negatively affect our financial performance or reputation.

In conducting its business, the Company relies heavily on its information systems. Maintaining and protecting those systems is difficult and
expensive, as is dealing with any failure, interruption or breach of those systems. Any damage, failure or breach could cause an interruption in
the Company�s operations. Computer break-ins, phishing and other disruptions could also jeopardize the security of information stored in and
transmitted through the Company�s computer systems and network infrastructure. The occurrence of any failures, interruptions or breaches could
damage the Company�s reputation, cause the Company to incur additional expenses, result in a
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loss of customer business and data, or expose the Company to liability, any of which could have a material adverse effect on the Company�s
business, financial condition and results of operations.

If our information technology is unable to keep pace with our growth or industry developments, our financial performance may suffer.

Effective and competitive delivery of the Company�s products and services increasingly depends on information technology resources and
processes, both those provided internally as well as those provided through third party vendors. In addition to better serving customers, the
effective use of technology can improve efficiency and help reduce costs. The Company�s future success will depend, in part, upon its ability to
address the needs of its customers by using technology to provide products and services to enhance customer convenience, as well as to create
efficiencies in its operations. Many of the Company�s competitors have greater resources to invest in technological improvements. Additionally,
as technology in the financial services industry changes and evolves, keeping pace becomes increasingly complex and expensive. There can be
no assurance that the Company will be able to effectively implement new technology-driven products and services, which could reduce its
ability to compete effectively.

As of the date of this report, we are not currently able to pay dividends on the common shares, or repurchase common shares.

The Company conducts its principal business operations through the Bank and the cash that it uses to pay dividends is derived from dividends
paid to the Company by the Bank; therefore, its ability to pay dividends is dependent on the performance of the Bank and on the Bank�s capital
requirements. The Bank�s ability to pay dividends to the Company and the Company�s ability to pay dividends to its shareholders are also limited
by certain legal and regulatory restrictions. In particular, pursuant to the supervisory agreements that the Company and the Bank have entered
into with their regulators, the Company and the Bank are prohibited from declaring or paying any dividends and the Company is also prohibited
from taking dividends or other payments representing a reduction of the Bank�s capital without prior regulatory approval.

Our profitability depends significantly on economic conditions in the Commonwealth of Pennsylvania, specifically in Lackawanna,
Luzerne, Wayne and Monroe Counties.

The Company�s success depends primarily on the general economic conditions in the Commonwealth of Pennsylvania and the specific local
markets in which the Company operates. Unlike larger national or other regional banks that are more geographically diversified, the Company
provides banking and financial services to customers primarily in the Lackawanna, Luzerne, Wayne and Monroe County markets. The local
economic conditions in these areas have a significant impact on the demand for the Company�s products and services as well as the ability of the
Company�s customers to repay loans, the value of the collateral securing loans, and the stability of the Company�s deposit funding sources. A
significant decline in general economic conditions, caused by inflation, recession, acts of terrorism, outbreak of hostilities or other international
or domestic occurrences, unemployment, changes in securities markets or other factors could impact these local economic conditions and, in
turn, have a material adverse effect on the Company�s financial condition and results of operations.

We rely on our management and other key personnel and the loss of any of them and the increased turnover of management may
adversely affect our operations.
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The Company hired its current President and Chief Executive Officer (�CEO�) in December 2011 and appointed its current Chief Financial Officer
(�CFO�) in August 2012. From the first quarter of 2010, when the Company�s President and CEO resigned, until December 2011, the Company
operated without a permanent CEO. In addition, since August 2010, the Company has experienced turnover at the senior management level. The
Company is currently searching for a new Chief Lending Officer and has added other key personnel. As a result of this senior management
turnover, until the Company integrates its new personnel, and such personnel are able to perform successfully their designated functions, it may
be unable to successfully manage and grow the business and its financial condition and profitability may suffer. The Company believes each
member of the senior management team is important to the Company�s success and the unexpected loss of any of these persons could impair our
day-to-day operations as well as its strategic direction.

The Company�s success depends, in large part, on its ability to attract and retain key people. Competition for the best people in most activities
engaged in by the Company can be intense and the Company may not be able to hire people or retain them. The unexpected loss of services of
one or more of the Company�s key personnel could have a material adverse impact on the Company�s business due to the loss of their skills,
knowledge of the Company�s market, years of industry experience and to the difficulty of promptly finding qualified replacement personnel. The
Company does not currently have employment agreements or non-competition agreements with any of its senior officers.
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We are subject to claims and litigation pertaining to fiduciary responsibility.

From time to time, customers and shareholders make claims and take legal action pertaining to the Company�s performance of its fiduciary
responsibilities. Regardless of whether customer and shareholder claims and legal actions related to the Company�s performance of its fiduciary
responsibilities are founded or unfounded, if such claims and legal actions are not resolved in a manner favorable to the Company they may
result in significant financial liability and/or adversely affect the market perception of the Company and its products and services as well as
impact customer demand for those products and services. Moreover, as a result of the restatement of its financial statements and revisions to
many of its policies made for the periods ended December 31, 2009, March 31, 2010 and June 30, 2010, the Company may be at increased risk
for such litigation. For example, on May 24, 2012, a putative shareholder by the name of Lori Gray filed a complaint in the Court of Common
Pleas in Lackawanna County against certain present and former directors of the Company (including all of the current directors except Steven R.
Tokach and Thomas J. Melone) and Demetrius & Company, LLC (�Demetrius�) alleging, inter alia, breach of fiduciary duty, abuse of control,
corporate waste, unjust enrichment and, in the case of Demetrius, professional negligence, negligent misrepresentation, breach of contract and
aiding and abetting breach of fiduciary duty. The Company has been named as a nominal defendant.

Any financial liability or reputation damage could have a material adverse effect on the Company�s business, which, in turn, could have a
material adverse effect on the Company�s financial condition and results of operations. For additional discussion of the Company�s current legal
matters, refer to Item 3, �Legal Proceedings� to this Annual Report on Form 10-K.

The price of our common shares may fluctuate significantly, which may make it difficult for investors to resell common shares at a time
or price they find attractive.

The Company�s share price may fluctuate significantly as a result of a variety of factors, many of which are beyond our control. These factors
include, in addition to those described above:

• actual or anticipated quarterly fluctuations in our operating results and financial condition;

• changes in financial estimates or publication of research reports and recommendations by financial analysts or actions taken by rating
agencies with respect to the Company or other financial institutions;

• speculation in the press or investment community generally or relating to the Company�s reputation or the financial services industry;

• strategic actions by the Company or its competitors, such as acquisitions, restructurings, dispositions or financings;

• fluctuations in the stock price and operating results of the Company�s competitors;

• future sales of the Company�s equity or equity-related securities;

• proposed or adopted regulatory changes or developments;

• anticipated or pending investigations, proceedings, audits or litigation that involve or affect us;
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• domestic and international economic factors unrelated to the Company�s performance; and

• general market conditions and, in particular, developments related to market conditions for the financial services industry.

In addition, in recent years, the stock market in general has experienced extreme price and volume fluctuations. This volatility has had a
significant effect on the market price of securities issued by many companies, including for reasons unrelated to their operating performance.
These broad market fluctuations may adversely affect the Company�s share price, notwithstanding the Company�s operating results. The
Company expects that the market price of its common shares will continue to fluctuate and there can be no assurances about the levels of the
market prices for our common shares.

An active public market for our common stock does not currently exist. As a result, shareholders may not be able to quickly and easily
sell their common shares.

The Company�s common shares were quoted, through December 17, 2010, on the over the counter bulletin board market, and are currently
quoted on OTC Markets Group, Inc. During the year ended December 31, 2012, an average of 1,845 shares traded on a daily basis. There can be
no assurance that an active and liquid market for the Company�s common shares will develop, or if one develops that it can be maintained. The
absence of an active trading market may make it difficult to subsequently sell the Company�s common shares at the prevailing price, particularly
in large quantities. For a further discussion, see Item 5- �Market for Registrant�s Common Equity, Related Shareholder Matters, and Issuer
Purchases of Equity Securities� of this report.

Item 1B.  Unresolved Staff Comments.

None.
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Item 2.  Properties.

The Company currently conducts business from its main office located at 102 East Drinker Street, Dunmore, Pennsylvania, 18512 and from its
additional 20 branches located throughout Lackawanna, Luzerne, Wayne and Monroe counties.  At December 31, 2012, aggregate net book
value of premises and equipment was $18.9 million.  With the exception of the anticipated relocation of our Wilkes-Barre branch as described
below and potential remodeling of certain facilities to provide for the efficient use of work space and/or to maintain an appropriate appearance,
each property is considered reasonably adequate for current and anticipated needs.

In January 2013, the Company received approval from the OCC to relocate its Wilkes-Barre, Pennsylvania branch office. The relocation to the
new site, which is less than one mile from the current site, is anticipated to occur by the end of the second quarter of 2013. The lease obligation
associated with the current site expires in May 2013. On February 11, 2013 the Company entered into a 12-year lease agreement for the new
location, which commences April 1, 2013.
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Property Location Ownership Type of Use
1 102 East Drinker Street

Dunmore, PA Own Main Office/Branch

2 419-421 Spruce Street
Scranton, PA Own Scranton Branch

3 934 Main Street
Dickson City, PA Own Dickson City Branch

4 1743 North Keyser Avenue
Scranton, PA Lease Keyser Village Branch

5 23 West Market Street
Wilkes-Barre, PA Lease Wilkes-Barre Branch

6 1700 North Township Blvd.
Pittston, PA Lease Pittston Plaza Branch

7 754 Wyoming Avenue
Kingston, PA Lease Kingston Branch

8 1625 Wyoming Avenue
Exeter, PA Lease Exeter Branch

9 Route 502 & 435
Daleville, PA Lease Daleville Branch

10 27 North River Road
Plains, PA Lease Plains Branch

11 169 North Memorial Highway
Shavertown, PA Lease Back Mountain Branch

12 269 East Grove Street
Clarks Green, PA Own Clarks Green Branch

13 734 Sans Souci Parkway
Hanover Township, PA Lease Hanover Township Branch
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14 194 South Market Street
Nanticoke, PA Own Nanticoke Branch

15 330-352 West Broad Street
Hazleton, PA Own Hazleton Branch

16 3 Old Boston Road
Pittston, PA Lease Route 315 Branch

17 1001 Main Street
Honesdale, PA Own Honesdale Branch

18 301 McConnell Street
Stroudsburg, PA Own Stroudsburg Branch

19 1127 Texas Palmyra Highway
Honesdale, PA Lease Honesdale Route 6 Branch

20 5120 Milford Road
East Stroudsburg, PA Own Marshalls Creek Branch

21 200 South Blakely Street
Dunmore, PA Lease Administrative Center

22 107-109 South Blakely Street
Dunmore, PA Own Parking Lot

23 114-116 South Blakely Street
Dunmore, PA Own Parking Lot

24 1708 Tripp Avenue
Dunmore, PA Own Parking Lot

25 119-123 South Blakely Street
Dunmore, PA Own Parking Lot

26 Rt. 940
Blakeslee, PA Own Land

27 Route 611
Paradise Township, PA Own Land

28 Main Street
Taylor, PA Own Land

29 Milford Road
East Stroudsburg, PA Own Land
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30 1219 Wheeler Avenue
Dunmore, PA Lease Wheeler Ave. Branch

31 280 Mundy Street
Wilkes-Barre, PA Own Bank offices
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