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William Penn Bancorp Inc
8150 Route 13

Levittown PA 19057

To Our Shareholders

In the Spring of this year was given the privilege of becoming President of William

Penn Bancorp Inc and am very thankful for the opportunity While working at William Penn

for twenty four years developed deep respect for its loyal customers its dedicated employees

and its highly competent management team Their careful investing prudent underwriting and

economic foresight gave the Bank strong foundation that enabled us to navigate through the

recent financial crisis relatively unscathed in comparison to our peers

am pleased to announce record earnings for the fiscal year ended June 30 2010 of

$3386000 Our return on average assets and return on average equity ratios were healthy

1.07% and 6.93% respectively among the highest echelon of our peers We continue to operate

our business efficiently which has been the hallmark of our institution Asset quality remains

high as evidenced by our low ratio of non-performing assets to total assets of .52% am also

pleased to report that our stock price has held steady throughout the year counteracting industry

trends

Construction has begun on new branch facility which we expect will open for business

in the Spring of 2011 We are excited for the opportunity to increase our customer base and

serve another segment of our local community An extensive marketing campaign has recently

been developed which will be rolled out over the next few months We are also about to embark

on new community service program allowing our employees the opportunity to assist variety

of local charities that provide services to those in need

As we look to the future there are many uncertainties National and local economies are

still struggling unemployment remains high and recently enacted financial reform legislation

means new regulator for our institution along with increased operating costs Despite these

issues we believe there are opportunities in any economic environment and we will work hard

to find our niche in what economists are now calling the new normal

On behalf of our Board of Directors and the rest of our management team want to thank

you for your investment in our Company and your continued support

Sincerely

TerryL Sager

President



CORPORATE PROFILE

William Penn Bancorp Inc the Company was organized by William Penn Bank FSB to

become its mid-tier holding company upon completion of its reorganization from the mutual savings bank

to the mutual holding company structure As part of the reorganization the Company sold 1025283

shares of its common stock 10 par value to the public at $10.00 per share including 87384 shares

purchased by the Banks Employee Stock Ownership Plan with funds borrowed from the Company and

issued 2548713 shares to William Penn MHC In addition the Company contributed 67022 shares to

the William Penn Bank Community Foundation

William Penn Bank FSB conducts traditional community bank operation offering retail

banking services one- to four-family mortgage loans multi-family commercial and other real estate

mortgage loans construction loans automobile loans second mortgage loans and other consumer loans

William Penn Bank FSB operates from its main office in Levittown Pennsylvania and branch offices in

Morrisville and Richboro Pennsylvania William Penn Bank FSB maintains website at

www.willpenn.com

Our executive offices are located at 8150 Route 13 Levittown Pennsylvania 19057 and our main

telephone number is 215 945-1200

STOCK MARKET INFORMATION

The Companys common stock trades on the OTC Bulletin Board under the symbol WIvIPN
The following table reflects the high and low bid prices for William Penn Bancorp Inc as reported on the

OTC Bulletin Board for each quarter during the past two fiscal years The quotations reflect inter-dealer

prices without retail mark-up markdown or commission and may not represent
actual transactions The

Company has not paid any dividends on the common stock The Companys ability to pay dividends to

stockholders is to some extent dependent upon the dividends it receives from the Bank which is subject

to certain regulatory restrictions on the payment of dividends

Quarter Ended High Low

June 30 2010 13.60 13.50

March3l2010 14.00 13.50

December3l2009 13.50 13.50

September 30 2009 13.50 13.50

June 30 2009 13.50 12.00

March3l2009 13.50 13.00

December31 2008 13.60 13.50

September 30 2008 14.00 13.75

At June 30 2010 there were 3641018 shares of the Companys common stock outstanding

including 2548713 shares held by William Penn MHC and 67022 shares held by William Penn Bank

Community Foundation and approximately 312 stockholders of record This number does not reflect the

number of persons or entities who held stock in nominee or street name through various brokerage firms



SELECTED CONSOLIDATED FINANCIAL DATA

At or For the Year

Ended June 30

2010 2009 2008

Dollars in thousands

except per share data

Balance Sheet Data

Assets 326369 308234 282133

Loans receivable net 230367 219939 197025

Cash and amounts due from banks and interest-

bearing time deposits 20407 18379 12370

Securities available for sale 16447 10

Securities held to maturity 48014 59015 63013

Deposits 181281 167092 161094

FHLB advances 89000 89000 72000

Stockholders Equity 51207 46907 44147

Summary of Operations

Interest income 16014 16552 15912

Interest expense 6838 8143 9670
Net interest income 9176 8409 6242
Provision for loan losses 379 531 70

Net interest income after provision

for loan losses 8797 7878 6172
Noninterest income 489 269 259

Noninterest expense 4224 4187 6080

Income before income taxes 5062 3960 351

Provision for income taxes 1676 1317 78

Net income 3386 2643 273

Basic and diluted earnings loss per share 0.95 0.74 0.02

Performance Ratios

Return on average assets 1.07% 0.89% 0.10%

Return on average equity 6.93 5.80 0.78

Net interestrate spread 2.53 2.34 1.74

Net interest margin 2.95 2.88 2.35

Average interest-earning assets to

average interest-bearing liabilities 119.25 119.24 116.54

Efficiency ratio 43.70 48.25 93.52

Noninterest
expense to average assets 1.34 1.41 2.24

Asset Quality Ratios

Non-performing loans to total loans 0.62 0.67 1.50

Non-performing assets to total assets 0.52 0.55 1.06

Net charge-offs recoveries to average

loans outstanding 0.04 0.12 0.00

Allowance for loan losses to total loans 1.13 0.98 0.96

Allowance for loan losses to

non-performing loans 181.91 147.00 63.90

Capital Ratios

Average equity to average assets 15.47 15.36 12.97

Equity to assets at period end 15.69 15.22 15.65

Loss per share for the year ended June 30 2008 based on earnings during the period from April 15 2008 to

June 30 2008



MANAGEMENTS DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The following discussion of the consolidated financial condition and results of operations of the

Company should be read in conjunction with the accompanying Consolidated Financial Statements

Forward Looking Statements

The Private Securities Litigation Reform Act of 1995 contains safe harbor provisions regarding

forward-looking statements When used in this discussion the words believes anticipates

contemplates expects and similar expressions are intended to identify forward-looking statements

Such statements are subject to certain risks and uncertainties which could cause actual results to differ

materially from those projected Those risks and uncertainties include changes in interest rates risks

associated with the ability to control costs expenses and general economic conditions We undertake no

obligation to publicly release the results of any revisions to those forward-looking statements which may
be made to reflect events or circumstances after the date hereof or to reflect the occurrence of

unanticipated events

Overview and Business Strategy

Our primary business is attracting retail deposits from the general public and using those deposits

together with funds generated from operations principal repayments on securities and loans and

borrowed funds for our lending and investing activities Our results of operations depend mainly on our

net interest income which is the difference between the interest income earned on our loan and

investment portfolios and interest expense paid on our deposits and borrowed funds Net interest income

is function of the average balances of loans and investments versus deposits and borrowed funds

outstanding in any one period and the yields earned on those loans and investments and the cost of those

deposits and borrowed funds

Our net interest income has improved during the past two years primarily as result of the effect

of very low market interest rates on our cost of deposits Our net interest margin had been negatively

impacted by the high interest expense associated with the large volume of high cost long-term

convertible borrowings on our balance sheet As strategy to lock in rates on funding beginning in the

late 1990s we took long term advances to protect against rising rates However following the

implementation of this strategy interest rates instead of rising fell to historic lows In the last 12 months

we had $19.5 million of our FHLB advances mature most of which had very high interest rates They
were replaced with much less costly funds This has had very beneficial effect on net interest income

However the same low market interest rates that will have beneficial effect on our cost of funds will

have deleterious effect on our interest income as our loans and investments are repriced repaid called

or mature The borrowing of the FHLB advances in an effort to lock in rates was consistent with what

has been our general operating philosophy to avoid interest rate risk exposure

Our profitability has also been negatively impacted by the comparatively high rates we pay on

deposits the high cost of our FHLB advances as discussed above and our relatively low levels of

noninterest income Our strategy has been to cultivate loyal customer base by providing personalized

service and we have generally competed on the deposit side by offering higher rates and lower fees and

on the loan side by underwriting loans that we believe to be high quality sound credits but that may not
for variety of reasons be eligible for re-sale in the secondary mortgage market significant amount of

our loan originations are investor loans on non-owner occupied properties As of June 30 2010 $69.4

million of the loans within our $155.7 million portfolio of one-to-four family mortgage loans were

investor loans



We have generally sought to originate adjustable-rate loans and fixed-rate loans with terms of 20

years or less We have avoided originating fixed-rate 30-year conventional mortgage loans because of the

interest rate risk associated with such loans and accordingly we generally originate such loans only for

resale The competitive market for loans has made it difficult to do any substantial volume of origination

of 30-year fixed rate conventional rate loans for resale but we have begun participating in the Federal

Home Loan Bank of Pittsburgh Mortgage Partnership Finance Program MPF and we anticipate this will

enable us to more profitably compete with the larger institutions that dominate the resale market We

intend also to increase our origination of multi-family and nonresidential mortgage loans and expect to

continue to be predominantly portfolio lender We plan to hire additional staff to achieve the growth in

loans including business development officers lenders credit analysts and loan processors This process

has been delayed by the severe recession we have been experiencing and by our tendency not to incur

excessive risk in these uncertain times We have hired additional personnel and management support

outside the lending department

We will attempt to grow and improve our profitability by

diversifing our loan and deposit activities to increase our commercial business

with commercial deposits and commercial real estate loans

increasing the origination of multi-family and nonresidential real estate loans

building our core banking business through internal growth as well as expanding

our branch network

developing sales culture by training and encouraging our branch personnel to

promote our existing products and services to our customers and

maintaining high asset quality

Furthermore noninterest expense in the future will be impacted by our plan to expand our branch

network Construction has begun on new branch in Levittown which will be completed in the Spring of

2011 We also anticipate additional branch expansion over the next five years This will lead to higher

compensation and benefits expenses going forward as the result of our plans to hire additional personnel

and expand the size of our lending department

Critical Accounting Policies

Our accounting policies are integral to understanding the results reported and our significant

policies are described in Note to our consolidated financial statements In preparing the consolidated

financial statements management is required to make estimates and assumptions that affect the reported

amounts of assets and liabilities as of the dates of the consolidated balance sheets and statements of

income for the periods then ended Actual results could differ significantly from those estimates

Material estimates that are particularly susceptible to significant change relate to the determination of the

allowance for loan losses the valuation allowance for deferred tax assets and other-than-temporary

impairment of securities

Allowance for Loan Losses The allowance for loan losses is maintained by management at

level which represents their evaluation of known and inherent losses in the loan portfolio at the

consolidated balance sheet date that are both probable and reasonable to estimate Managements



periodic evaluation of the adequacy of the allowance is based on the Banks past loan loss experience

known and inherent losses in the portfolio adverse situations that may affect the borrowers ability to

repay the estimated value of any underlying collateral composition of the loan portfolio current

economic conditions and other relevant factors This evaluation is inherently subjective as it requires

material estimates that may be susceptible to significant change including the amounts and timing of

future cash flows expected to be received on impaired loans

The allowance consists of specific and general components The specific component relates to

loans that are classified as doubtful substandard or special mention For such loans that are also

classified as impaired an allowance is established when the discounted cash flows or collateral value or

observable market price of the impaired loan is lower than the carrying value of that loan The general

component covers nonclassified loans and is based on historical loss experience adjusted for qualitative

factors

Although specific and general loan loss allowances are established in accordance with

managements best estimate actual losses are dependent upon future events and as such further

provisions for loan losses may be necessary For example our evaluation of the allowance includes

consideration of current economic conditions and change in economic conditions could reduce the

ability of our borrowers to make timely repayments of their loans This could result in increased

delinquencies and increased non-performing loans and thus need to make increased provisions to the

allowance for loan losses which would require us to record charge against income during the period the

provision is made resulting in reduction of our earnings change in economic conditions could also

adversely affect the value of the properties collateralizing our real estate loans resulting in increased

charge-offs against the allowance and reduced recoveries of loans previously charged-off and thus need

to make increased provisions to the allowance for loan losses Furthermore change in the composition
of our loan portfolio or growth of our loan portfolio could result in the need for additional provisions

Deferred Income Taxes We use the asset and liability method of accounting for income taxes

Under this method deferred tax assets and liabilities are recognized for the future tax consequences

attributable to differences between the financial statement carrying amounts of existing assets and

liabilities and their respective tax bases Deferred tax assets and liabilities are measured using enacted tax

rates expected to apply to taxable income in the
years in which those temporary differences are expected

to be recovered or settled If current available information raises doubt as to the realization of the

deferred tax assets valuation allowance is established We consider the determination of this valuation

allowance to be critical accounting policy because of the need to exercise significant judgment in

evaluating the amount and timing of recognition of deferred tax liabilities and assets including

projections of future taxable income These judgments and estimates are reviewed on continual basis as

regulatory and business factors change valuation allowance for deferred tax assets may be required if

the amount of taxes recoverable through loss carryback declines or if we project lower levels of future

taxable income Such valuation allowance would be established through charge to income tax

expense which would adversely affect our operating results

Other-than-Temporary Investment Security Impairment Securities are evaluated periodically

to determine whether decline in their value is other-than-temporary Management utilizes criteria such

as the magnitude and duration of the decline in addition to the reasons underlying the decline the intent

to sell the security or whether its more likely than not that the Company would be required to sell the

security before its anticipated recovery in market value to determine whether the loss in value is other-

than-temporary The term other-than-temporary is not intended to indicate that the decline is

permanent but indicates that the prospect for near-term recovery of value is not necessarily favorable

or that there is lack of evidence to support realizable value equal to or greater than the carrying value



of the investment Once decline in value is determined to be other-than-temporary the value of the

security is reduced and corresponding charge to earnings is recognized

Comparison of Financial Condition at June 30 2010 and June 30 2009

Our total assets increased by $18.1 million to $326.4 million at June 30 2010 from $308.2

million at June 30 2Q09 primarily due to an increase in loans receivable net and investment securities

The loan portfolio grew by $10.4 million to $230.4 million at June 30 2010 from $219.9 million at June

30 2009 The increase in loans receivable net was attributable to an $8.8 million increase in commercial

non-residential real estate loans and $2.7 million increase in residential one-to-four family loans Home

equity lines of credit grew by $6.5 million offsetting an $8.6 million decline in construction loans Home

equity loans and second mortgages decreased by $1.4 million Available for sale securities at June 30

2010 increased to $16.4 million compared to $10000 at June 30 2009 due to the reclassification of

private label mortgage-backed securities discussed below Held to maturity securities decreased to $48.0

million at June 30 2010 from $59.0 million at June 30 2009 There was net increase of $5.4 million in

securities as of June 30 2010 There was also an increase in cash and due from banks of $3.5 million

which was partially offset by decrease in interest-earning time deposits Interest earning time deposits

decreased to $1.1 million at June 30 2010 from $2.5 million at June 30 2009 There was very nominal

growth of $530000 in premises and equipment and accrued interest receivable and other assets which

was partially offset by decrease in deferred income taxes by $356000

An important change to note in our assets as of June 30 2010 is the significant increase in

securities available-for-sale We have always been buy-and-hold investor Our Board of Directors

decided to reclassifr all of our Private Label CMOs as available-for-sale This was done to facilitate

monitoring our financial statements and to provide management with greater on balance sheet liquidity

Deposits increased by $14.2 million to $181.3 million at June 30 2010 from $167.1 million at

June 30 2009 Increase in deposits was primarily due to increase in certificate of deposits by $9.2 million

to $105.0 million at June 30 2010 from $95.9 million at June 30 2009 Money market deposits also grew

to $43.9 million at June 30 2010 as compared to $40.3 million at June 30 2009 Advances from the

FHLB stayed the same for both periods at June 30 2010 and 2009 however individual advances within

the portfolio matured and were replaced during the year For the year ended June 30 2010 the average

cost of interest-bearing deposits and FHLB advances declined 89 and 30 basis points respectively

resulting in decline of $304000 in accrued interest payable and other liabilities

Stockholders equity grew by $4.3 million to $51.2 million at June 30 2010 from $46.9 million

at June 30 2009 The increase was primarily the result of the Companys net income of $3.4 million for

the year ended June 30 2010 and $796000 increase in accumulated other comprehensive income

Comparison of Operating Results for the Years Ended June 30 2010 and 2009

General Net income for the year ended June 30 2010 was $3.4 million $0.95 per basic and

diluted share compared to net income of $2.6 million $0.74 per basic and diluted share for the year

ended June 30 2009 The increased income was mainly attributable to decrease in interest expense on

deposits Falling interest rates dramatically decreased our cost of funds There was decrease of 89 basis

points in interest expense on deposits because of the current interest rate environment and an increase in

our net interest margin of basis points

Interest Income There was decrease of $538000 in total interest income for the year ended

June 30 2010 as compared to the year ended June 30 2009 The decrease in interest income is mainly

attributable to decrease in interest income on securities of $621000 to $2.2 million for the year ended



June 30 2010 as compared to $2.9 million for the year ended June 30 2009 Interest income on loans

receivable increased $280000 for the year ended June 30 2010 to $13.7 million from $13.4 million for

the year ended June 30 2009 This was offset by decrease in interest income on other interest-earning

assets of $197000 for the year ended June 30 2010 Average yields for loans receivable securities and

interest earning assets declined 21 108 and 125 basis points respectively for the year ended June 30
2010

Interest income on loans receivable was $13.7 million for the year ended June 30 2010 compared

to $13.4 million for the year ended June 30 2009 There was decrease of 21 basis points in the yield on

the loan portfolio which was more than offset by $12.1 million increase in the average balance of loans

receivable Average loans receivable were $228.2 million during the year ended June 30 2010 compared

to $216.1 million during the year ended June 30 2009 Average yield on the loan portfolio was 6.00%

for the year ended June 30 2010 compared to 6.2 1% for the year ended June 30 2009 Interest income

on securities was $2.2 million for the year ended June 30 2010 compared to $2.9 million for the year

ended June 30 2009 primarily due to 108 basis point decline in the yield to 3.79% for the year ended

June 30 2010 compared to 4.87% for the year ended June 30 2009 Interest income on other interest-

earning assets declined by $197000 to $67000 for the year ended June 30 2010 from $264000 for the

year ended June 30 2009 due to reduction in dividends paid on FHLB stock and lower interest rates on

interest-bearing time deposits There was 125 basis point decline in the yield on other interest-earning

assets to 0.28% for the year ended June 30 2010 compared to 1.53% at June 30 2009 reflecting market

rates

Interest Expense Total interest expense decreased by $1.3 million to $6.8 million for the year
ended June 30 2010 compared to $8.1 million for the year ended June 30 2009 The decrease resulted

primarily from decrease in deposit expense as the average cost of deposits declined by 89 basis points to

1.82% for the year ended June 30 2010 compared to 2.7 1% for the year ended June 30 2009 offsetting

the effect of an $11.7 million increase in the average balance of interest-bearing deposits to $171.3

million for the year ended June 30 2010 from $159.6 million the prior year The decrease in interest

expense on interest-bearing deposits was mainly attributable to certificate of deposits there was 99

basis point decline in average cost of certificates of deposit to 2.50% for the year ended June 30 2010

compared to 3.49% for the same period in 2009 offsetting the $6.8 million increase in the average balance

to $101.5 million at June 30 2010 from $94.7 million at June 30 2009 Interest expense on borrowings

decreased very nominally by $89000 despite an increase in the average balance of advances by $4.2

million to $89.6 million for the year ended June 30 2010 This decline was caused by decrease in the

average cost of borrowings of 30 basis points The weighted average cost of borrowings outstanding

throughout fiscal year June 30 2010 was 4.16% while the weighted average cost of deposits for the year
was 1.82% It has been the Banks practice to consistently offer deposit rates toward the high end of

current market ranges

Net Interest Income Our net interest margin for the year ended June 30 2010 was 2.95%

compared to 2.88% for the year ended June 30 2009 The net interest rate spread increased to 2.53% for

2010 from 2.34% for 2009 There was 52 basis point decrease in the yield on average interest-earning

assets to 5.15% for the year ended June 30 2010 from 5.67% for the year ended June 30 2009 The

average cost of interest-bearing liabilities declined to 2.62% for the year ended June 30 2010 from

3.32% for the year ended June 30 2009 The decrease in interest rates on deposits and borrowings offset

the increase in average interest-bearing liabilities

Provision for Loan Losses We charge to operations provisions for loan losses at level

required to reflect credit losses in the loan portfolio that are both probable and reasonable to estimate

Management in determining the allowance for loan losses considers the losses inherent in the loan

portfolio and changes in the nature and volume of our loan activities along with general economic and



real estate market conditions We utilize two-tier approach identification of impaired loans and

establishment of specific loss allowances on such loans and establishment of general valuation

allowances on the remainder of our loan portfolio We establish specific loan loss allowance for an

impaired loan based on delinquency status size of loan discounted cash flows type of collateral and/or

appraisal of the underlying collateral and financial condition of the borrower We base general loan loss

allowances upon combination of factors including but not limited to actual loan loss experience

composition of the loan portfolio current economic conditions and managements judgment

There was $379000 provision for loan losses made during the year ended June 30 2010

compared to $531000 for the year ended June 30 2009 The total allowance however increased to $2.6

million at June 30 2010 from $2.2 million at June 30 2009 This was due to an increase in the balance of

loans classified as substandard or special mention but particularly because of one borrower who has

become severely delinquent on multiple loans secured by residential rental properties located in Trenton

New Jersey The allowance as percentage of total loans was 1.13% at June 30 2010 as compared to

0.98% at June 30 2009 and as percentage of non-performing loans was 181.91% at June 30 2010

compared to 147.0% at June 30 2009

Other Income Other income was $489000 for the year ended June 30 2010 compared to

$269000 for year ended June 30 2009 Traditionally other income has not been significant area of our

operations as we have not in the past focused on fee generation in the past The increase was primarily

due to realized gains on securities of $78000 realized gains on real estate owned of $96000 and $36000

in gains on loans sold We hold the bulk of our securities portfolio as held-to-maturity so gains or losses

on the sales of securities generally have not been large item in noninterest income We have no plans to

seek fee income generation through the offering of complementary services or acquisition of fee-

producing subsidiaries such as title insurance or third-party securities sales

Other Expenses Other expenses totaled $4.2 million for the year ended June 30 2010 very

nominal increase of $37000 from 2009 The Company experienced an increase in salaries and employee

benefits expense to $2.4 million for the year ended June 30 2010 from $2.3 million for year ended June

30 2009 as result of normal salary increases combined with the increased cost of maintaining benefits

and also $60000 profit sharing contribution that was approved by the Board There was nominal

decrease of $40000 in professional fees for period ending June 30 2010 The FDIC expense also reduced

to $215000 at June 30 2010 from $269000 at June 30 2009 Deposit insurance expense for 2009

however reflected special assessment of basis points on assets less Tier capital at June 30 2009

which amounted to $190000 for the Bank Without the special assessment expense FDIC insurance

expenses for 2009 would have been $79000 resulting an increase of $136000 for year ended June 30

2010 as compared to the prior year for the same period The increase in FDIC expense was due to

increase in charges for the period ending June 30 2010 The FDIC increased the assessment rate for the

most highly rated institutions to between 12 and 14 basis points for the first calendar quarter of 2009 and

set the rate between 12 and 16 basis points thereafter The FDIC has established program under which

it fully guarantees all non-interest bearing transaction accounts and senior unsecured debt of bank or its

holding company Institutions that did not opt out of the program by December 2008 will be assessed

ten basis points for non-interest bearing transaction acciunt balances in excess of $250000 and 75 basis

points on the amount of debt issued The Company and the Bank did not opt out of either part of the

program The FDIC required all insured depository institutions to prepay their estimated risk-based

assessments for the fourth quarter of 2009 and for all of 2010 2011 and 2012 on December 30 2009

For purposes of estimating the future assessments each institutions base assessment rate in effect on

September 30 2009 was used increased by three basis points beginning in 2011 and the assessment base

was increased at 5% annual growth rate The prepaid assessment will be applied against actual

quarterly assessments until exhausted Any funds remaining after June 30 2013 will be returned to the

institution The other expense decreased to $615000 from $715000 for the periods ending June 30 2010



and 2009 respectively mainly attributable to decrease in commission expense and full amortization of the

Companys low income housing investment

Provision for Income Taxes The provision for income taxes was $1.7 million for the year
ended June 30 2010 compared to $1.3 million for the year ended June 30 2009 reflecting higher

pretaxable income for 2010 The effective tax rate was 33.1% and 33.2% for the years ended June 30
2010 and 2009 respectively

Average Balance Sheets The following table sets forth certain information for the years ended

June 30 2010 and 2009 The average yields and costs are derived by dividing income or expense by the

average balance of assets or liabilities respectively for the periods presented Average balances for fiscal

year 2010 are derived from daily average balances while fiscal year 2009 is derived from month-end

average balances

For the Year Ended June 30
2010 2009

Average Average Average Average
Balance Interest Yield/Cost Balance Interest Yield/Cost

Dollars in thousands

Interest-earning assets

Net loans receivab1e 228239 13704 6.00% 216095 13424 6.21%
Securities2 59165 2243 3.79 58794 2864 4.87

Other interest-earning assets3 23696 67 0.28 17224 264 1.53

Total interest-earning assets 311100 16014 5.15 292113 16552 5.67

Noninterest-earning assets 4688 4450
Total assets 315788 296563

Interest-bearing liabilities

NOW accounts 14447 50 0.35% 13240 110 0.83%

Money market accounts 41612 427 1.03 38456 745 1.94

Savings and club accounts 13790 105 0.76 13214 172 1.30

Certificates of deposit 101453 2533 2.50 94687 3304 3.49

Total deposits 171302 3115 1.82 159597 4331 2.71

Federal Home Loan Bank advances 89583 3723 4.16 85385 3812 4.46

Total interest-bearing liabilities 260885 6838 2.62 244982 8143 3.32

Noninterest-bearing demand accounts 1660 1496
Noninterest-beanng liabilities 4394 4539

Total liabilities 266939 251017
Stockholders equity 48849 45546

Total liabilities and stockholders equity 315788 296563
Net interest income 9176 8409
Interest rate spread4 2.53% 2.34%

Net interestmargin 2.95% 2.88%

Ratio of average interest-earning assets to

average interest-bearing liabilities 119.25% 119.24%

Non-accruing loans have been included in loans receivable and the effect of such inclusion was not material

Allowance for loan losses has been included in noninterest-earning assets Interest income on loans includes net

amortized revenues costs on loans

Includes both available for sale and held to maturity securities For available for sale securities fair value adjustments

have been included in the average balance of noninterest-earning assets

Includes interest-bearing deposits at other banks federal funds purchased and Federal Home Loan Bank of Pittsburgh

capital stock

Interest rate spread represents the difference between the average yield on interest-earning assets and the average cost

of interest-bearing liabilities

Net interest margin represents net interest income as percentage of average interest-earning assets

10



Rate/Volume Analysis The following table reflects the sensitivity of our interest income and

interest expense to changes in volume and in prevailing interest rates during the period indicated The

table presents the changes in volume change in volume multiplied by old rate changes in rate

change in rate multiplied by old volume and the net changes in rate/volume change in rate

multiplied by the change in volume The net change attributable to the combined impact of volume and

rate has been allocated proportionally to the absolute dollar amounts of change in each

Year Ended June 30 Year Ended June 30

2010 vs 2009 2009 vs 2008

Increase Decrease Increase Decrease

Due to Due to

Volume Rate Net Volume Rate Net

Dollars in thousands

Interest and dividend income

Loans 742 462 280 1866 323 1543

Securities 18 639 621 74 275 349
Other interest-earning assets 73 270 197 91 463 554

Total interest-earning assets 833 1371 538 1701 1061 640

Interest expense

NOW accounts 69 60 61 61

Money market accounts 57 375 318 16 598 582

Savings and club accounts 74 67 18 147 165

Certificates of deposit 222 993 771 42 973 931
FederalHomeLoanBankadvances 179 268 89 727 515 212

Total interest-bearing liabilities 474 1779 1305 767 2294 1527

Change in net interest income 359 408 767 934 1233 2167

Management of Interest Rate Risk and Market Risk

Qualitative Analysis Because the majority of our assets and liabilities are sensitive to changes in

interest rates significant form of market risk for us is interest rate risk or changes in interest rates

We derive our income mainly from the difference or spread between the interest earned on

loans securities and other interest-earning assets and interest paid on deposits and borrowings In

general the larger the spread the more we earn When market rates of interest change the interest we

receive on our assets and the interest we pay on our liabilities will fluctuate This can cause decreases in

our spread and can adversely affect our income

In response to recent negative economic developments the Federal Open Market Committee

initiated series of interest rate cuts that has reduced the targeted Federal Funds rate from 5.25% in

September 2007 to its current range of 0.00% to 0.25% The most immediate impact of these rate cuts

has been reduction in our cost of funds since our deposits are generally priced off of short-term rates

The rate cuts have also restored positive yield curve since long-term rates have not adjusted downward

to the same degree as short-term rates This has had positive impact on our earnings since our liabilities

are more rate-sensitive than our assets
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Quantitative Analysis The following tables present William Penn Banks net portfolio value as

of June 30 2010 The net portfolio values shown in these tables were calculated by the Office of Thrift

Supervision based on information provided by William Penn Bank

Interest Rate Sensitivity of Net Portfolio Value NPV
At June 30 2010

Net Portfolio Value Net Portfolio Value

In Thousands as of Present Value of Assets

Changes Net Portfolio Basis Point

in Rates Amount Change Change Value Ratio Change

-lOObp 56563 1090 2% 16.18% -41 bp

50 bp 57391 262 0% 16.44 -15 bp

Obp 57653 16.59%

5Obp 57818 166 0% 16.75% 15 bp

lOObp 58365 712 1% 16.98% 39bp
200bp 57125 527 1% 16.88% 29bp
300bp 54493 3160 5% 16.41% -l9bp

Risk Measure for Given Rate Shock

June 30 2010 June 30 2009

Pre-Shock NPV Ratio

NPV as of PVA Assets 16.59% 15.60%

Post Shock NPV Ratio 16.18% 14.68%

Sensitivity Measure

Decline in NPV Ratio 41 bp 92 bp

TB 13a Level Risk Minimal Minimal

Future interest rates or their effect on net portfolio value or net interest income are not

predictable Computations of prospective effects of hypothetical interest rate changes are based on

numerous assumptions including relative levels of market interest rates prepayments and deposit run

offs and should not be relied upon as indicative of actual results Certain shortcomings are inherent in

this
type of computation Although certain assets and liabilities may have similar maturity or periods of

repricing they may react at different times and in different degrees to changes in the market interest rates

The interest rate on certain types of assets and liabilities such as demand deposits and savings accounts

may fluctuate in advance of changes in market interest rates while rates on other types of assets and

liabilities may lag behind changes in market interest rates Certain assets such as adjustable rate

mortgages generally have features that limit changes in interest rates on short-term basis and over the

life of the asset In the event of change in interest rates prepayments and early withdrawal levels could

deviate significantly from those assumed in making the calculations set forth above Additionally an

increased credit risk may result as the ability of many borrowers to service their debt may decrease in the

event of an interest rate increase

Notwithstanding the discussion above the quantitative interest rate analysis presented above

indicates that rapid increase in interest rates would adversely affect our net portfolio value and earnings

rapid decrease would also have an adverse effect

Liquidity Commitments Capital Resources and Contractual Obligations

The Bank must be capable of meeting its customer obligations at all times Potential liquidity

demands include funding loan commitments cash withdrawals from deposit accounts and other funding
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needs as they present themselves Accordingly liquidity is measured by our ability to have sufficient

cash reserves on hand at reasonable cost and/or with minimum losses

The Asset and Liability Management Committee of the Board of Directors sets limits and

controls to guide senior managements managing of our overall liquidity position and risk This

Committee along with senior management is responsible for ensuring that our liquidity needs are being

met on both daily and long term basis

Our approach to managing day-to-day liquidity is measured through our daily calculation of

investable funds and/or borrowing needs to ensure adequate liquidity In addition we constantly evaluate

our short-term and long-term liquidity risk and strategy based on current market conditions outside

investment and/or borrowing opportunities short and long-term economic trends and anticipated short

and long-term liquidity requirements The Banks loan and deposit rates may be adjusted as another

means of managing short and long-term liquidity needs We do not at present participate in derivatives or

other types of hedging instruments to control interest rate risk

Regulatory Capital Compliance

Consistent with its goals to operate sound and profitable financial organization the Bank

actively seeks to maintain its status as well-capitalized institution in accordance with regulatory

standards As of June 30 2010 the Bank exceeded all applicable regulatory capital requirements and was
well capitalized See Note 14 to the consolidated financial statements for more information about the

Banks regulatory capital compliance

Off-Balance Sheet Arrangements

We are party to financial instruments with off-balance-sheet risk in the normal course of our

business of investing in loans and securities as well as in the normal course of maintaining and improving

William Penn Banks facilities These fmancial instruments include significant purchase commitments
such as commitments related to capital expenditure plans and commitments to purchase investment

securities or mortgage-backed securities and commitments to extend credit to meet the fmancing needs of

our customers At June 30 2010 we had no significant off-balance sheet commitments other than

commitments to extend credit totaling $5.6 million and unfunded commitments under lines of credit

totaling $13.5 million Subsequent to year end we entered into contract for the construction of our new

bank branch in the amount of $997000

summary of the Companys financial instruments with off-balance sheet risk is as follows in

thousands

June30

2010 2009

Commitments to extend credit 5633 5220

Unfunded commitments under lines of credit 13451 14964

Commitments to extend credit are agreements to lend to customer as long as there is no

violation of any condition established in the contract Commitments generally have fixed expiration dates

or other termination clauses and may require payment of fee Our exposure to credit loss in the event of

nonperformance by the other party to the fmancial instrument for commitments to extend credit is

represented by the contractual amount of those instruments We use the same credit policies in making

commitments and conditional obligations as we do for on-balance-sheet instruments Since number of
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commitments typically expire without being drawn upon the total commitment amounts do not

necessarily represent future cash requirements For additional information regarding the Banks

outstanding lending commitments at June 30 2010 see Note 12 to the consolidated financial statements

Contractual obligations

Total Less Than 1-3 4-5 Over

Contractual Obligations Amount Year Years Years Years

In thousands

Total time deposits 105023 71081 17852 11905 4185

Total borrowings 89000 3500 5000 20000 60500

Total obligations 194023 74581 22852 31905 64685

In addition as part of the reorganization and stock offering the ESOP trust borrowed funds from William

Penn Bancorp Inc and used those funds to purchase number of shares equal to 8% of the common
stock issued in the offering

Recent Accounting Pronouncements

In January 2010 the FASB issued ASU No 2010-06 Fair Value Measurements and Disclosures

Topic 820 Improving Disclosures about Fair Value Measurements ASU 2010-06 amends Subtopic

820-10 to clarif existing disclosures require new disclosures and includes conforming amendments to

guidance on employers disclosures about postretirement benefit plan assets ASU 2010-06 is effective for

interim and annual periods beginning after December 15 2009 except for disclosures about purchases

sales issuances and settlements in the roll forward of activity in Level fair value measurements Those

disclosures are effective for fiscal years beginning after December 15 2010 and for interim periods within

those fiscal years The adoption of this guidance is not expected to have significant impact on the

Companys financial statements or the Company has presented the necessary disclosures in the Note 15
herein

In July 2010 FASB issued ASU No 2010-20 Receivables Topic 310 Disclosures about the

Credit Quality of Financing Receivables and the Allowance for Credit Losses ASU 2010-20 is intended

to provide additional information to assist financial statement users in assessing an entitys credit risk

exposures and evaluating the adequacy of its allowance for credit losses The disclosures as of the end of

reporting period are effective for interim and annual reporting periods ending on or after December 15
2010 The disclosures about activity that occurs during reporting period are effective for interim and

annual reporting periods beginning on or after December 15 2010 The amendments in ASU 2010-20

encourage but do not require comparative disclosures for earlier reporting periods that ended before

initial adoption However an entity should provide comparative disclosures for those reporting periods

ending after initial adoption The Company is currently evaluating the impact the adoption of this

guidance will have on the Companys financial position or results of operations

Impact of Inflation

The fmancial statements included in this document have been prepared in accordance with

accounting principles generally accepted in the United States of America These principles require the

measurement of financial position and operating results in terms of historical dollars without considering

changes in the relative purchasing power of money over time due to inflation
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Our primary assets and liabilities are monetary in nature As result interest rates have more

significant impact on our performance than the effects of general levels of inflation Interest rates

however do not necessarily move in the same direction or with the same magnitude as the price of goods

and services since such prices are affected by inflation In period of rapidly rising interest rates the

liquidity and maturities of our assets and liabilities are critical to the maintenance of acceptable

performance levels

The principal effect of inflation on earnings as distinct from levels of interest rates is in the area

of noninterest expense Expense items such as employee compensation employee benefits and

occupancy and equipment costs may be subject to increases as result of inflation An additional effect

of inflation is the possible increase in the dollar value of the collateral securing loans that we have made

We are unable to determine the extent if any to which properties securing our loans have appreciated in

dollar value due to inflation
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MANAGEMENTS REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of the Company is responsible for establishing and maintaining adequate

internal control over financial reporting

The Companys internal control over financial reporting is
process designed to provide

reasonable assurance regarding the reliability of financial reporting and the preparation of financial

statements for external purposes in accordance with generally accepted accounting principles and

includes those policies and procedures that

Pertain to the maintenance of records that in reasonable detail accurately and

fairly reflect the transactions and dispositions of the assets of the Company

Provide reasonable assurance that transactions are recorded as necessary to

permit preparation of financial statements in accordance with generally accepted

accounting principles and that receipts and expenditures of the Company are

being made only in accordance with authorizations of management and the board

of directors of the Company and

Provide reasonable assurance regarding prevention or timely detection of

unauthorized acquisition use or disposition of the Companys assets that could

have material effect on the fmancial statements

Because of its inherent limitations internal control over financial reporting may not prevent or

detect misstatements Also projections of any evaluation of effectiveness to future periods are subject to

risk that controls may become inadequate because of changes in conditions or because of declines in the

degree of compliance with the policies or procedures

The Companys management assessed the effectiveness of the Companys internal control over

financial reporting as of June 30 2010 In making this assessment the Companys management used the

criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission COSO
in Internal Control-Integrated Framework

As of June 30 2010 based on managements assessment the Companys internal control over

financial reporting was effective

Terry Sager Charles Corcoran

Chief Executive Officer Chief Financial Officer

Date September 28 2010 Date September 28 2010
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_____
CERTIPTED PrELIc ACCOUNTANTS
ANT CONSULTANTS

REPORT OF iNDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders

William Penn Bancorp

We have audited the accompanying consolidated balance sheets of William Penn Bancorp Inc

and subsidiary as of June 30 2010 and 2009 and the related consolidated statements of income

changes in stockholders equity and cash flows for the years then ended These financial

statements are the responsibility of the Companys management Our responsibility is to express

an opinion on these consolidated financial statements based on our audits

We conducted our audits in accordance with the standards of the Public Company Accounting

Oversight Board United States Those standards require that we plan and perform the audit to

obtain reasonable assurance about whether the financial statements are free of material

misstatement An audit includes examining on test basis evidence supporting the amounts and

disclosures in the fmancial statements An audit also includes assessing the accounting principles

used and significant estimates made by management as well as evaluating the overall financial

statement presentation We believe that our audits provide reasonable basis for our opinion

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

material respects the financial position of William Penn Bancorp Inc and subsidiary as of

June 30 2010 and 2009 and the results of their operations and their cash flows for the years then

ended in conformity with U.S generally accepted accounting principles

We were not engaged to examine managements assertion about the effectiveness of William

Penn Bancorp Inc.s internal control over financial reporting as of June 30 2010 included in the

accompanying Managements Report on Internal Control Over Financial Reporting and

accordingly we do not express an opinion thereon

%2
Wexford PA

September 28 2010

SR .\C 210 Corprai Suite tttO 444 simie 72t 934Q345
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William Penn Bancorp Inc

Consolidated Balance Sheets

Dollars in thousands except share and per share data

June 30

2010 2009

ASSETS

Cash and due from banks 725 734

Interest bearing deposits with other banks 18903 15121

Total cash and cash equivalents 19628 15855

Interest bearing time deposits 779 2524

Securities available for sale 16447 10

Securities held to maturity fair value of $48689 and $59603 48014 59015

Loans receivable net of allowance for loan losses of

$2645 and $2180 respectively 230367 219939

Premises and equipment net 2208 1953

Federal Home Loan Bank stock at cost 4974 4932

Deferred income taxes 1696 2052

Real estate owned 233 206

Accrued interest receivable and other assets 2023 1748

TOTAL ASSETS 326369 308234

LIABILITIES AND STOCKHOLDERS EQUITY

LIABILITIES

Deposits

Non-interest bearing 2341 2916

Interest bearing 178940 164176

Total deposits 181281 167092

Advances from Federal Home Loan Bank 89000 89000

Advances from borrowers for taxes and insurance 2107 2157

Accrued interest payable and other liabilities 2774 3078

TOTAL LIABILITIES 275162 261327

Commitments and contingencies

STOCKHOLDERS EQUITY

Preferred stock no par value1000000 shares authorized

no shares issued

Common Stock$.10 par value 49000000 shares authorized

3641018 shares issued and outstanding 364 364

Additional paid-in capital 9811 9781

Unallocated common stock held by the

Employee Stock Ownership Plan ESOP 655 743

Retained earnings 40891 37505

Accumulated other comprehensive income 796

TOTAL STOcKHOLDERS EQUITY 51207 46907

TOTAL LIABILITIES AND STOCKHOLDERS EQUITY 326369 308234

See accompanying notes to the audited consolidated financial statements
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William Penn Bancorp Inc

Consolidated Statements of Income

Dollars in thousands except share and per share data

Year Ended June 30

2010 2009

INTEREST INCOME

Loans receivable including fees 13704 13424

Taxable securities 2232 2863

Exempt from federal income tax 11

Other 67 264

Total Interest Income 16014 16552

INTEREST EXPENSE

Deposits 3115 4331

Borrowings 3723 3812
Total Interest Expense 6838 8143

Net Interest Income 9176 8409

Provision For Loan Losses 379 531

NET INTEREST INCOME AFTER PROVISION

FOR LOAN LOSSES 8797 7878

OTHER INCOME

Service fees 127 127

Realized gain on securities 78

Realized gain on sale of REO net 96

Gain on sale of loans net 36

Other 152 140

Total Other Income 489 269

OTHER EXPENSES

Salaries and employee benefits 2449 2268

Occupancy and equipment 680 630

Professional fees 265 305

FDIC premium 215 269

Other 615 715

Total Other Expenses 4224 4187

Income Before Income Taxes 5062 3960

Income Tax Expenses 1676 1317

NET INCOME 3386 2643

Basic and diluted earnings per share Note 0.95 0.74

See accompanying notes to the audited consolidated financial statements
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William Penn Bancorp Inc

Consolidated Statements of Cash Flows

Dollars in thousands Year ended June 30

2010 2009

Cash Flows from Operating Activities

Net income 3386 2643

Adjustments to reconcile net income to net cash provided by

operating activities

Provision for loan losses 379 531

Provision for depreciation 184 150

Net amortization accretion of securities premiums and discounts 318 13
Compensation expense on ESOP 118 117

Deferred income taxes 54 58

Origination of loans for sale 3184 3680
Proceeds from sale of loans 3220 3682
Gain on sale of loans 36
Realized gain on securities 78
Gain on sale of REO net 96
Increase in accrued interest receivable and other assets 349
Decrease increase in accrued interest payable and other liabilities 304 267

Net Cash Provided by Operating Activities 3504 3751

Cash Flows from Investing Activities

Securities available for sale

Purchases 6876
Maturities calls and principal paydowns 4231

Proceeds from sale of securities 638

Securities held to maturity

Purchases 46467 32906
Maturities calls and principal paydowns 44005 36917

Net increase in loans receivable 418 23650
Purchases of loans 10600
Interest bearing time deposits

Purchases 809 647
Maturities principal paydowns 2554 3260

Federal Home Loan Bank Stock

Purchases 42 955
Redemption 81

Proceeds from sale of REO 353

Purchases of premises and equipment 439 298
Net Cash Used for Investing Activities 13870 18204

Cash Flows from Financing Activities

Net increase in deposits 14189 5998
Proceeds from advances from Federal Home Loan Bank 19500 17000

Repayment of advances from Federal Home Loan Bank 19500
Decrease increase in advances from borrowers for taxes and

insurance 50 76

Net Cash Provided by Financing Activities 14139 23074

Net Increase in Cash and Cash Equivalents 3773 8622
Cash and Cash Equivalents-Beginning 15855 7233
Cash and Cash Equivalents-Ending 19628 15855

Supplementary Cash Flows Information

Interest paid 6858 8103

Income taxes paid 1525 1650

See accompanying notes to the audited consolidated financial statements
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William Penn Bancorp Inc

Notes to the Consolidated Financial Statements

Note 1-Nature of Operations and Basis of Presentation

The consolidated financial statements include the accounts of William Penn Bancorp Inc the

Company and its wholly owned subsidiary William Penn Bank FSB the Bank and the Banks

wholly owned subsidiary WPSLA Investment Corporation The primary purpose of the Company is to

act as the holding company for the Bank The Company is subject to regulation and supervision by the

Office of Thrift Supervision the OTS William Penn Bank FSB the Bank is federally chartered

mutual savings bank The Banks primary business consists of the taking of deposits and granting of

mortgage loans to the customers generally in the Bucks County Pennsylvania area The Bank is

supervised and regulated by the OTS The investment in subsidiary on the
parent companys financial

statements is carried at the
parent companys equity in the underlying net assets

WPSLA Investment Corporation was incorporated under Delaware law in 2000 to hold investment

securities for the Bank At June 30 2010 this subsidiary held $32.0 million of the Banks $64.5 million

securities portfolio All intercompany transactions and balances have been eliminated in consolidation

Note 2- Summary of Significant Accounting Policies

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the

United States of America requires management to make estimates and assumptions that affect the

reported amounts of assets and liabilities at the date of the financial statements and the reported amounts

of revenues and expenses during the reporting period Actual results could differ from those estimates

The most significant estimates relate to the determination of the allowance for loan losses fair value of

available for sale investment securities and the evaluation of other-than-temporary impairment of

investment securities

Presentation of Cash Flows

For purposes of reporting cash flows cash and cash equivalents include cash on hand amounts due from

banks and interest-bearing demand deposits

Securities

Securities classified as held to maturity are those debt securities the Company has both the intent and

ability to hold to maturity regardless of changes in market conditions liquidity needs or changes in

general economic conditions These securities are carried at

cost adjusted for the amortization of premium and accretion of discount computed by the interest method

over the terms of the securities

Securities classified as available for sale are those securities that the Company intends to hold for an

indefinite period of time but not necessarily to maturity Any decision to sell security classified as

available for sale would be based on various factors including significant movement in interest rates

changes in maturity mix of the Companys assets and liabilities liquidity needs regulatory capital

considerations and other similar factors Securities available for sale are carried at fair value

Unrealized gains and losses are reported in other comprehensive income net of the related deferred tax

effect Realized gains or losses determined on the basis of the cost of the specific
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William Penn Bancorp Inc

Note 2- Summary of Significant Accounting Policies Continued

Securities Continued

securities sold are included in earnings Premiums and discounts are recognized in interest income using
the interest method over the term of the securities

Declines in the fair value of held-to-maturity and available-for-sale securities below their cost that are

deemed to be other than temporary are reflected in earnings as realized losses In estimating other-than-

temporary impairment losses management considers the length of time and the extent to which the

fair value has been less than cost the financial condition and near-term
prospects of the issuer and

the intent to sell the security or whether its more likely than not that the Company would be required to

sell the security before its anticipated recovery in market value Management determines the
appropriate

classification of debt securities at the time of purchase

Federal law requires member institution of the Federal Home Loan Bank system to hold stock of its

district Federal Home Loan Bank according to predetermined formula This restricted stock is carried at

cost

Loans Receivable

Loans receivable that management has the intent and ability to hold for the foreseeable future or until

maturity or payoff are stated at their outstanding unpaid principal balances net of an allowance for loan

losses and any deferred fees and costs Interest income is accrued on the unpaid principal balance Loan
origination fees and costs are deferred and recognized as an adjustment of the yield interest income of
the related loans The Company is generally amortizing these amounts over the contractual life of the

loan

The accrual of interest is generally discontinued when the contractual payment of principal or interest has
become 90 days past due or management has serious doubts about further collectibility of principal or

interest even though the loan is currently performing loan may remain on accrual status if it is in the

process of collection and is either guaranteed or well secured When loan is placed on nonaccrual

status unpaid interest credited to income in the current year is reversed and unpaid interest accrued in

prior years is charged against the allowance for loan losses Interest received on nonaccrual loans

generally is either applied against principal or reported as interest income according to managements
judgment as to the collectibility of principal Generally loans are restored to accrual status when the

obligation is brought current has performed in accordance with the contractual terms for reasonable

period of time and the ultimate collectability of the total contractual principal and interest is no longer in

doubt

Allowance for Loan Losses

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

The allowance for loan losses is evaluated on regular basis by management and is based upon the

Companys past loan experience known or inherent credit risks in the portfolio adverse situations that

may affect the borrowers ability to repay the estimated value of any underlying collateral composition
of the loan portfolio current economic conditions and other relevant
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William Penn Bancorp Inc

Note 2- Summary of Significant Accounting Policies Continued

Allowance for Loan Losses Continued

factors This evaluation is inherently subjective as it requires estimates that are susceptible to significant

revision as more information becomes available

The allowance consists of specific general and unallocated components The specific component relates

to loans that are classified as doubtful substandard or special mention For such loans that are also

classified as impaired an allowance is established when the discounted cash flows or collateral value or

observable market price of the impaired loan is lower than the carrying value of that loan The general

component covers non-classified loans and is based on historical loss experience adjusted for qualitative

factors An unallocated component is maintained to cover uncertainties that could affect managements
estimate of probable losses The unallocated component of the allowance reflects the margin of

imprecision inherent in the underlying assumptions used in the methodologies for estimating specific and

general losses in the portfolio

loan is considered impaired when based on current information and events it is probable that the

Company will be unable to collect the scheduled payments of principal or interest when due according to

the contractual terms of the loan agreement Factors considered by management in determining

impairment include payment status collateral value and the probability of collecting scheduled principal

and interest payments when due Loans that experience insignificant payment delays and payment

shortfalls generally are not classified as impaired Management determines the significance of payment

delays and payment shortfalls on case-by-case basis taking into consideration all of the circumstances

surrounding the loan and the borrower including the length of the delay the reasons for the delay the

borrowers prior payment record and the amount of the shortfall in relation to the principal and interest

owed Impairment is measured on loan-by-loan basis for commercial and construction loans by either

the present value of expected future cash flows discounted at the loans effective interest rate the loans

obtainable market price or the fair value of the collateral if the loan is collateral- dependent

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment

Accordingly the Company does not separately identify individual consumer and residential mortgage

loans for impairment disclosures unless such loans are the subject of restructuring agreement

Transfers of Financial Assets

Transfers of financial assets including loan and loan participation sales are accounted for as sales when

control over the assets has been surrendered Control over transferred assets is deemed to be surrendered

when the assets have been isolated from the Company the transferee obtains the right free of

conditions that constrain it from taking advantage of that right to pledge or exchange the transferred

assets and the Company does not maintain effective control over the transferred assets through an

agreement to repurchase them before their maturity
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Note 2- Summary of Significant Accounting Policies Continued

Premises and Equipment
Land is carried at cost Premises and equipment are stated at cost less accumulated depreciation

Depreciation is computed on straight-line basis over the following estimated useful lives of the related

assets

Years

Office buildings and improvements 33
Furniture fixtures and equipment 10

Automobiles

Advertising Costs

The Company follows the policy of charging the costs of advertising to expense as incurred Advertising

expense for the years ended June 30 2010 and 2009 was $44000 and $36000 respectively

Income Taxes

Deferred taxes are provided on the liability method whereby deferred tax assets are recognized for

deductible temporary differences and deferred tax liabilities are recognized for taxable temporary

differences Temporary differences are the differences between the reported amounts of assets and

liabilities and their tax basis Deferred tax assets are reduced by valuation allowance when in the

opinion of management it is more likely than not that some portion of the deferred tax assets will not be

realized

Off-Balance Sheet Financial Instruments

Deferred tax assets and liabilities are adjusted for the effects of changes in tax laws and rates on the date

of enactment

In the ordinary course of business the Company has entered into off-balance sheet fmancial instruments

consisting of commitments to extend credit Such fmancial instruments are recorded in the consolidated

balance sheets when they are funded

Comprehensive Income

Accounting principles generally require that recognized revenue expenses gains and losses be included

in net income Although certain changes in assets and liabilities such as unrealized gains and losses on

available-for-sale securities are reported as separate component of the stockholders equity section of

the consolidated balance sheets such items along with the net income are components of comprehensive

income
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Note 2- Summary of Significant Accounting Policies Continued

The components of other comprehensive income and related tax effects are as follows in thousands

Years Ended June 30
2010 2009

in thousands

Unrealized holding gains on

available for sale securities 1284

Reclassification adjustment for

gains included in net income 78
Net Unrealized Gains 1206

Incometaxeffect 410

Net of Tax Amount 796

Segment Report
The Company acts as an independent community financial services provider and offers traditional

banking and related fmancial services to individual business and government customers Through its

branch and automated teller machine network the Bank offers full array of commercial and retail

financial services including the taking of time savings and demand deposits the making of commercial

consumer and mortgage loans and the providing of other financial services

Management does not separately allocate expenses including the cost of funding loan demand between

the commercial and retail operations of the Bank As such discrete financial information is not available

and segment reporting would not be meaningful

New Accounting standards

In January 2010 the FASB issued ASU No 20 10-06 Fair Value Measurements and Disclosures Topic

820 Improving Disclosures about Fair Value Measurements ASU 2010-06 amends Subtopic 820-10 to

clarify existing disclosures require new disclosures and includes conforming amendments to guidance on

employers disclosures about postretirement benefit plan assets ASU 2010-06 is effective for interim and

annual periods beginning after December 15 2009 except for disclosures about purchases sales

issuances and settlements in the roll forward of activity in Level fair value measurements Those

disclosures are effective for fiscal years beginning after December 15 2010 and for interim periods within

those fiscal years The adoption of this guidance is not expected to have significant impact on the

Companys financial statements or the Company has presented the necessary disclosure in the note 15

herein

In July 2010 FASB issued ASU No 2010-20 Receivables Topic 310 Disclosures about the Credit

Quality of Financing Receivables and the Allowance for Credit Losses ASU 2010-20 is intended to

provide additional information to assist financial statement users in assessing an entitys credit risk

exposures and evaluating the adequacy of its allowance for credit losses The disclosures as of the end of

reporting period are effective for interim and annual reporting periods ending on or after December 15
2010 The disclosures about activity that occurs during reporting period are effective for interim and

annual reporting periods beginning on or after December 15 2010 The amendments in ASU 2010-20

encourage but do not require comparative disclosures for earlier reporting periods that ended before

initial adoption However
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Note 2- Summary of Significant Accounting Policies Continued

New Accounting standards Continued

an entity should provide comparative disclosures for those reporting periods ending after initial adoption

The Company is currently evaluating the impact the adoption of this guidance will have on the

Companys fmancial position or results of operations

Note Earnings Per Share

There are no convertible securities which would affect the numerator in calculating basic and diluted

earnings per share therefore the net income of $3386000 and $2643000 for the year ended June 30
2010 and 2009 respectively will be used as the numerator

The following table sets for the composition of the weighted-average common shares denominator used

in the basic and diluted earnings per share computation

June 30
2010 2009

Weighted-average common shares outstanding 3641018 3641018

Average unearned ESOP shares 69585 78324

Weighted-average common shares and common stock

equivalents used to calculate basic and diluted earnings per share 3571433 3562694

Net Income 3386000 2643000

Basic and diluted earnings per share 0.95 0.74

Note Investment in Interest-Bearing Time Deposits

The interest-bearing time deposits by contractual maturity are shown below in thousands

June30
2010 2009

Due in one year or less 530 2130

Due after one year through five years 249 394

779 2524
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Note Securities

Available For Sale

Mutual funds

Private label collateralized mortgage obligations

Total available for sale

Held to Maturity

U.S Government corporations

and agencies securities

Mortgage-backed securities

U.S agency collateralized mortgage obligations

Municipal Bonds

Total held to maturity

Available For Sale

Mutual Funds

Total available for sale

Held to Maturity

U.S Government corporations

and agencies securities

Mortgage-backed securities

Collateralized mortgage obligations

U.S agency

Private label

Corporate Bonds

Municipal Bonds

Total held to maturity

37971

4977

4767

299 305

48014 678 48689

June 30 2009

Gross Gross

Amortized Unrealized Unrealized Fair

Cost Gains Losses Value

5828 95 5922

13408 176 490 13094
201 202

299 299

59015 1161 573 59603

The amortized cost and approximate fair value of securities are summarized as follows in thousands
June 30 2010

Gross Gross

Amortized Unrealized Unrealized Fair

Cost Gains Losses Value

13$ -$ -$ 13

15228 1263 57 16434

15241 1263 57 16447

387

210

75

38355

5187

4842

10$- $- 10

10$ -$ -$ 10

32371

6908

669

220

82 32958

7128
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Note Securities Continued

The amortized cost and fair value of securities by contractual maturity are shown below Expected

maturities may differ from contractual maturities because the securities may be called or prepaid with or

without penalties in thousands

June 30 2010

Available for Sale Held to Maturity

Amortized Fair Amortized Fair

Cost Value Cost Value

Due in one year or less 2000 2026

Due after one year through five years 14000 14008

Due after five years through ten years 15350 15505

Due after ten years 6920 7121

Mortgage-backed securities 4977 5187

Collateralized mortgage obligations

Private label 15228 16434

U.S agency 4767 4842

15228 16434 48014 48689

As of June 30 2010 the Company recognized proceeds from sale of investment securities classified as

available for sale and related gross gains of $638000 and $71000 respectively The Company also

recognized proceeds from called investments classified as held to maturity and related gross gains of

$112000 and $7000 respectively In 2009 the Company did not have any sales of investment securities

available for sale and did not experience any gross realized gains and losses

An important change to note in our assets as of June 30 2010 is the significant increase in securities

available-for-sale We have always been buy-and-hold investor Our Board of Directors decided to

have all of our Private Label CMO reclassified as available-for-sale This was done to facilitate

monitoring our fmancial statements and to provide management with greater on balance sheet liquidity

The amortized cost and fair value on these transferred securities was $13151000 and $12968000
respectively
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Note Securities Continued

The following table shows the Companys investments gross unrealized losses and fair value aggregated

by investment category and length of time that individual securities have been in continuous unrealized

loss position in thousands

June 302010

12 Months or More Total Total

Fair Unrealized Fair Unrealized

_____________________
Value Losses Value Losses

Available For Sale

Private labeled collateralized mortgage

obligations
____________________________________________________________________________

Held to Maturity

U.S Government

corporations and agencies securities

Total Temporarily

Impaired securities

The Company evaluates its investment securities holdings for other-than-temporary impairment OTTI
on at least quarterly basis As part of this process management considers its intent to sell each debt

security and whether it is more likely than not the Company will be required to sell the security before its

anticipated recovery If either of these conditions is met OTTI is recognized in earnings equal to the

entire difference between the securitys amortized cost basis and its fair value at the balance sheet date

For securities that meet neither of these conditions management performs analysis to determine whether

any of these securities are at risk for OTTI To determine which individual securities are at risk for OTTI

and should be quantitatively evaluated utilizing detailed analysis management uses indicators which

consider various characteristics of each security including but not limited to the following the credit

rating the duration and level of the unrealized loss prepayment assumptions and certain other collateral-

related characteristics such as delinquency rates the securitys performance and the severity of expected

collateral losses

There are securities that are in loss position at June 30 2010 including investments in private-label

collateralized mortgage obligations Based on its analysis management has concluded that the securities

portfolio has experienced unrealized losses and decrease in fair value due to interest rate volatility

illiquidity in the marketplace and credit deterioration in the U.S mortgage markets However the decline

is considered temporary and the Company does not intend to sell these securities nor is it more likely

than not the Company would be required to sell the security before its anticipated recovery

Less than 12 Months

Fair Unrealized

Value Losses

1517 37 552 20 2069 57
1517 37 552 20 2069 57

3997 3997

3997 3997

5514 40 552 20 6066 60

June 30 2009

Less than 12 Months 12 Months or More Total Total

Fair Unrealized Fair Unrealized Fair Unrealized

Value Losses Value Losses Value Losses

7309 82 7309

Held to Maturity

U.S Government

corporations and agencies securities 82
Collateralized mortgage obligations

U.S agency 132 132

Private label 6563 312 2503 178 9066 490

Total Temporarily

Impaired securities 14004 395 2503 178 16507 573
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Note Loans Receivable

The composition of net loans receivable is as follows in thousands

June 30

Consumer Loans

Loans on savings accounts

Total Loans

Loans in process

Unearned loan origination fees

Allowance for loan losses

Net Loans

2352 0.99

549 0.23

237100 100.00

3357
731

2645
230367

2347 1.03

420 0.18

228522 100.00

5562
841

2180
219939

At June 30 2010 and 2009 we had approximately $69.4 million and $65.7 million of loans on non-

owner-occupied one-to-four-family residences investor loans representing approximately 29.3% and

28.7% of total loans This $69.4 million of one- to four-family investor loans at June 30 2010 includes

$65.4 million of first mortgages $725000 of second mortgages and $3.3 million of construction loans

The $65.7 million of one- to four-family investor loans at June 30 2009 includes $61.1 million of first

mortgages $734000 of second mortgages and $3.8 million of construction loans

The following is summary of the allowance for loan losses in thousands

Balance beginning

Provision for loan losses

Charge-offs

Recoveries

Balance ending

Year ended June 30
2010 2009

2180 1910

379 531

24 261
110

2645 2180

2010

Amount Percent Amount Percent

2009

Mortgage loans on real estate

Residential 1-4 family 145231 61.25 142499 62.36

Residential multi-family five or more 10068 4.25 10268 4.49

Commercial-non-residential 44209 18.65 35366 15.48

Construction 5580 2.35 14205 6.22

Land 4600 1.94 3999 1.75

Home equity and second mortgages 5835 2.46 7276 3.18

Equity lines of credit 18676 7.88 12142 5.31

Total Mortgage Loans on Real Estate 234199 225755
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Note Loans Receivable Continued

The following is summary of information pertaining to impaired and non-accrual loans in thousands

June 30
2010 2009

Impaired loans without valuation of allowance 3824 1713

Impaired loans with valuation allowance 3977 4155
Total Impaired Loans 7801 5868

Valuation allowance related to impaired loans 983 561

Total non-accrual loans 1999 1483

Total loans past due ninety days or more and still

accruing

Year ended June 30
2010 2009

Average investment in impaired loans 6980 4172
Interest income recognized on impaired

loans 482 403

Interest income recognized on cash

basis on impaired loans 482 403

Mortgage loans serviced for others are not included in the accompanying consolidated balance sheets

The total amount of loans serviced for the benefit of others was approximately $7462000 and

$5305000 at June 30 2010 and 2009 respectively Custodial escrow balances maintained in connection

with the foregoing loan servicing are included in advances from borrowers for taxes and insurance

In ordinary course of business the Company has granted loans to principal officers and directors and their

affiliates Activity consisted of the following in thousands

June 30
2010 2009

Beginning Balance 1756 1669

New loans 100 233

Repayments 599 146
Ending balance 1257 1756
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Note Premises and Equipment

The components of premises and equipment are as follows in thousands

June 30
2009

822

2163
93

27

3105

1288 1152
2208 1953

Depreciation expenses amounted to $184000 and $150000 for the years ended June 30 2010 and 2009

respectively

Note Deposits

Deposits and their respective weighted-average interest rate consist of the following major classifications

dollars in thousands

NOW accounts

Money market accounts

Savings and club accounts

Certificates of deposit

The aggregate amount of certificates of deposit with minimum denomination of $100000 was

approximately $42398000 and $35897000 at June 30 2010 and 2009 respectively Generally deposits

in excess of $250000 are not insured by Federal Deposit Insurance Corporation

The scheduled maturities of certificates of deposit are as follows in thousands

Fiscal year ending June 30

2011

2012

2013

2014

2015

Thereafter

2010

71081

13669

4183

5213

6692

4185

105023

Land

Office buildings and improvements

Furniture fixtures and equipment

Automobiles

Accumulated depreciation

2010

822

2491

157

26

3496

June 30

Non-interest bearing demand

accounts

2010 2009

Weighted Weighted

Average Average

Interest Interest

Rate Amount Rate Amount

0% 2341 0% 2916
0.22 15584 0.39 14490

0.80 43896 1.15 40273

0.45 14437 0.84 13540

2.21 105023 3.00 95873

1.53% 181281 2.11% 167.092
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Note Deposits Continued

summary of interest expense on deposits is as follows in thousands

Years Ended June 30
2010 2009

NOW 50 110

Money market 427 745

Savings and club 105 172

Certificates of deposit 2533 3304
3115 4331

At June 30 2010 and 2009 deposits from principal officers and directors and their affiliates were

approximately $539000 and $457000 respectively

Note Advances From Federal Home Loan Bank

The Bank has maximum borrowing capacity with the FHLB of Pittsburgh of approximately

$139047000 at June 30 2010 of which $89000000 was outstanding at June 30 2010 Advances are

secured by qualifing assets of the Bank which include the Federal Home Loan Bank stock and mortgage

loans

Advances from the Federal Home Loan Bank consist of the following dollars in thousands

June 30
Maturity Date Interest rate 2010 2009

August 12 2009 3.12 Fixed 2000

September 17 2009 5.84 Fixed 5500

February 18 2010 5.91 Convertible 4000

March 17 2010 6.05 Convertible 4000

April 21 2010 5.86 Convertible 4000

July 12 2010 6.54 Fixed 3500 3500

September 23 2011 4.34 Fixed 5000 5000

December 2013 4.22 Fixed 10000 10000

December 23 2013 3.19 Fixed 5000 5000

June 29 2015 4.04 Convertible 5000 5000

September 2015 4.13 Convertible 5000 5000

December 2016 4.49 Convertible 5000 5000

December 2017 3.17 Convertible 5000 5000

December 2017 3.81 Convertible 15000 15000

August 20 2018 3.65 Convertible 5000 5000

September 17 2019 3.195 Convertible 5500

May 2023 3.59 Convertible 6000 6000

October 15 2024 2.87 Convertible 5000

February 18 2025 3.02 Convertible 4000

April 28 2025 2.88 Convertible 5000

89000 89000

On the convertible rate notes the Federal Home Loan Bank has the option to convert the notes at rates

ranging from 0.01% to 0.23% above the three-month LIBOR on quarterly basis upon the arrival of

specified conversion dates or the occurrence of specific events Accordingly
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Note Advances From Federal Home Loan Bank Continued

contractual maturities above may differ from expected maturities Should the Federal Home Loan Bank

convert these advances the Bank has the option of accepting the variable rate or repaying the advances

without penalty

Maturities of long-term debt at June 30 2010 are as follows in thousands

Fiscal year ending June 30

2011

2012

2013

2014

2015

Thereafter

2010

3500

5000

15000

5000

60500

89000

Note 10Income Taxes

The components of income tax expense are as follows in thousands

1730

54
1676

1259

58

1317

reconciliation of the statutory federal income tax at rate of 34% to the income tax expense included in

the consolidated statements of income is as follows dollars in thousands

Year ended June 30

Pretax Pretax

Amount Income Amount Income

1721 34.0% 1347 34.0%

39 0.8 39 1.0
0.1 0.3

1676 33.1% 1317 33.3%

Federal

Current

Deferred

Year ended June 30
2010 2009

State current

1676 1317

Federal income tax at statutory rate

State tax net of federal benefit

Low income housing tax credit

Other

2010 2009

of of
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Note 10Income Taxes Continued

Items that gave rise to significant portions of deferred tax assets and liabilities are as follows

June 30
2010 2009

Deferred tax assets

Loan origination fees 249 286

Allowance for loan losses 949 781

Deferred directors fees 538 541

Deferred compensation 179 167

Premises and equipment 80 70

ESOP 15 15

Charitable contribution 103

Other 96 89

2106 2052

Deferred tax liabilities

Net unrealized gain on securities 410

Net Deferred Tax Asset 1696 2052

Under the Internal Revenue Code the Company is generally allowed deduction for charitable

contributions within taxable year of 10% of its consolidated taxable income with certain

modifications Any charitable contributions over the allowable amount will be deductible over each of

the five succeeding taxable years subject to the 10% of modified taxable income limitation At June 30

2010 the Company was able to deduct the remaining charitable contribution balance that had been carried

forward from April 2008 at the time of conversion to mutual holding company

U.S generally accepted accounting principles prescribe recognition threshold and measurement

attribute for the fmancial statement recognition and measurement of tax position taken or expected to be

taken in tax return Benefits from tax positions should be recognized in the financial statements only

when it is more likely than not that the tax position will be sustained upon examination by the appropriate

taxing authority that would have full knowledge of all relevant information tax position that meets the

more-likely-than-not recognition threshold is measured at the largest amount of benefit that is greater than

50 percent likely of being realized upon ultimate settlement Tax positions that previously failed to meet

the more-likely-than-not recognition threshold should be recognized in the first subsequent fmancial

reporting period in which that threshold is met Previously recognized tax positions that no longer meet

the more-likely-than-not recognition threshold should be derecognized in the first subsequent fmancial

reporting period in which that threshold is no longer met Accounting literature also provides guidance

on the accounting for and disclosure of unrecognized tax benefits interest and penalties In accordance

with U.S generally accepted accounting principles interest or penalties incurred for income taxes will be

recorded as component of other expenses There are no material uncertain tax positions at June 30

2010 or 2009

Retained earnings included $2800000 at June 30 2010 for which no provision for federal income tax

has been made These amounts represent deductions for bad debt reserves for tax purposes which were

only allowed to savings institutions which met certain definitional tests prescribed by the Internal

Revenue Code of 1986 as amended The Small Business Job Protection Act of 1996 eliminated the

special bad debt deduction granted solely to thrifts Under the terms of the Act there would be no

recapture of the pre-1988 base year reserves However
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Note 10Income Taxes Continued

these pre-1988 reserves would be subject to recapture under the rules of the Internal Revenue Code if the

Bank itself pays cash dividend in excess of earnings and profits or liquidates The act also provides for

the recapture of deductions arising from applicable excess reserve defined as the total amount of

reserve over the base year reserve The Banks total reserve exceeds the base year reserve and deferred

taxes have been provided for this excess

Note 11 Employee and Director Benefit Plans

401K Plan

The Bank has savings plan qualified under Section 401k of the Internal Revenue Code which covers

substantially all of its employees Employees can contribute up to 50% of
gross pay and the Bank

matches 25% of such contributions up to 12% Savings plan expense charged to operations amounted to

$39000 and $34000 for the years ended June 30 2010 and 2009 respectively For the year ended June

30 2010 the Board of Directors also approved $60000 profit sharing contribution for the benefit of

employees No such contribution was made for the year ended June 30 2009

Employee Stock Ownership Plan ESOP
In connection with conversion the Company created an ESOP for the benefit of employees who meet the

eligibility requirements which include having completed one year of service with the Company The
ESOP trust acquired 87384 shares of the Companys stock from proceeds from loan with Company
The Bank makes cash contributions on an annual basis sufficient to enable ESOP to make the required
loan payments Cash dividends paid on allocated shares are distributed to participants and cash dividends

paid on unallocated shares are used to repay the outstanding debt of the ESOP

ESOP trusts outstanding loan bears interest at percent and requires annual payment of principal and

interest of $87000 through December of 2018 The Companys ESOP which is internally leveraged
does not report the loans receivable extended to the ESOP as assets and does not report the ESOP debt

due to the Company

As the debt is repaid shares are released from the collateral and allocated to qualified employees based on
the proportion of payments made during the year to remaining amount of payments due on the loan

through maturity Accordingly the shares pledged as collateral are reported as unallocated common stock

held by the ESOP in the Consolidated Balance Sheets As shares are released from collateral the Bank

reports compensation expense equal to the current market price of the shares and the shares become
outstanding for earnings-per-share computations The Company recognized ESOP expenses of $118000
and $117000 for the years ended June 30 2010 and 2009 respectively
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Note 11 Employee and Director Benefit Plans Continued

Employee Stock Ownership Plan ESOP Continued

June 30
2010 2009

Shares committed to be released 4369 4369

Shares released for allocation 17477 8738

Unreleased Shares 65538 74277

Total ESOP shares 87384 87384

Fair Value of unreleased shares in thousands 885 1003

Directors Retirement Plan

The Bank has retirement plan for the directors of the Bank who are not full-time employees Upon

retirement director who agrees to serve as consulting director to the Bank will receive monthly

benefit amount for period of up to 120 months The expense included in the consolidated statements of

income for these benefits was $44000 and $58000 for the years ended June 30 2010 and 2009

respectively At June 30 2010 and 2009 approximately $528000 and $491000 respectively had been

accrued under this plan

Director Deferred Compensation Plan

The Bank has deferred compensation plans for certain directors of the Bank whereby they can elect to

defer their directors fees Under the plans provisions benefits which accrue at the Banks highest

certificate of deposit rate will be payable upon retirement death or permanent disability At June 30
2010 and 2009 approximately $1582000 and $1590000 respectively had been accrued Interest

expense included in the consolidated statements of income for these benefits was $57000 and $67000 for

the years ended June 30 2010 and 2009 respectively

Note 12 Financial Instruments with Off-Balance Sheet Risk

The Company is party to financial instruments with off-balance sheet risk in the normal course of

business to meet the financing needs of its customers These fmancial instruments include commitments

to extend credit Those instruments involve to varying degrees elements of credit risk in excess of the

amount recognized in the consolidated balance sheets

The Companys exposure to credit loss in the event of nonperformance by the other party to the financial

instrument for commitments to extend credit is represented by the contractual amount of those

instruments The Company uses the same credit policies in making commitments and conditional

obligations as it does for on-balance sheet instruments
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Note 12 Financial Instruments with Off-Balance Sheet Risk Continued

summary of the Companys financial instruments with off-balance sheet risk is as follows in

thousands

June 30

2010 2009

Commitments to extend credit 5633 5220
Unfunded commitments under lines of credit 13451 14964

Commitments to extend credit are agreements to lend to customer as long as there is no violation of any

condition established in the contract Since many of the commitments are expected to expire without

being drawn upon the total commitment amounts do not necessarily represent future cash requirements

Commitments generally have 90-day fixed expiration dates or other termination clauses and may require

payment of fee The Company evaluates each customers credit worthiness on case-by-case basis

The amount of collateral obtained if deemed necessary by the Company upon extension of credit is

based on managements credit evaluation Collateral held varies but includes principally residential or

commercial real estate

Included in the above commitments to extend credit at June 30 2010 were fixed rate commitments to

grant loans of approximately $3775000 which had interest rates that range from 4.00% to 6.625%

Note 13 Concentration of Credit Risk

The Company grants loans to customers primarily located in Bucks County Pennsylvania The
concentration of credit by type of loan is set forth in Note Although the Company has diversified

loan portfolio its debtors ability to honor their contracts is influenced by the regions economy

Note 14 Regulatory Restrictions

Dividend Restrictions

Federal banking laws regulations and policies limit the Banks ability to pay dividends and make other

distributions to the Company The Bank must obtain prior OTS approval to declare dividend or make

any other capital distribution if after such dividend or distribution the Banks total distributions to

the holding company within that calendar year would exceed 100 percent of its net income during the

year plus retained net income for the prior two years the Bank would not meet capital levels imposed

by the OTS in connection with any order or the Bank is not adequately capitalized at the time

Regulatory Capital Requirements

The Bank is subject to various regulatory capital requirements administered by the federal banking

agencies Failure to meet the minimum capital requirements can initiate certain mandatory and possibly

additional discretionary actions by regulators that if undertaken could have direct material effect on the

Banks financial statements Under capital adequacy guidelines and the regulatory framework for

prompt corrective action the Bank must meet
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Note 14 Regulatory Restrictions Continued

Regulatory Capital Requirements Continued

specific capital guidelines that involve quantitative measures of the Banks assets liabilities and certain

off-balance sheet items as calculated under regulatory accounting practices The Banks capital amounts

and classification are also subject to qualitative judgments by the regulators about components risk

weightings and other factors

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain

minimum amounts and ratios set forth in the table below of tangible and core capital as defined in the

regulations to total adjusted assets as defmed and of total capital as defined to risk-weighted assets as

defined

Management believes as of June 30 2010 that the Bank meets all capital adequacy requirements to

which it is subject

As of June 30 2010 the most recent notification from the regulators categorized the Bank as well

capitalized under the regulatory framework for prompt corrective action To be categorized as well

capitalized the Bank must maintain minimum core Tier risk-based and total risk-based ratios as set

forth in the table There are no conditions or events since that notification that management believes have

changed the Banks category

The Banks actual capital amounts and ratios are also presented below in thousands

To be Well Capitalized

under Prompt

For Capital Adequacy Corrective Action

Actua Purposes Provisions

Amount Ratio Amount Ratio Amount Ratio

As of June 30 2010

Total risk-based capital 47558 24.6 15.476 8.0 19345 1O.0%

Core capital to risk-weighted assets 46195 23.9 N/A N/A all607 6.O

Core capital to adjusted total assets 46195 14.2 a13022 a4.0 a16277 5.0

Tangible capital to adjusted total assets 46195 14.2 4883 .5 N/A N/A

As of June 30 2009

Total risk-based capital 44690 24.6 14561 8.0 18201 10.0%

Core capital to risk-weighted assets 42789 23.5 N/A N/A 10921 6.0

Core capital to adjusted total assets 42.789 13.9 1232O 4.0 15400 5.0

Tangible capital to adjusted total assets 42789 13.9 4620 1.5 N/A N/A
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Note 14 Regulatory Restrictions Continued

Regulatory Capital Requirements Continued

The following table presents reconciliation of the Banks equity as determined using accounting

principles generally accepted in the United States of America GAAP and its regulatory capital amounts

in thousands

June 30
2010 2009

Bank GAAP Equity 46991 42789
Accumulated other comprehensive income 796
Tangible Capital Core Capital and Tier

Risk-Based Capital 46195 42789

Allowance for loan losses excluding specific reserves

of $983 and $561 for 2010 and 2009 respectively 1662 2180
Equity investments and other assets required to be

deducted 299 279
Total Risk-Based Capital 47558 44690

Note 15 Fair Value of Financial Instruments

The Company presents enhanced disclosures about assets and liabilities carried at fair value U.S

generally accepted accounting standards establishes hierarchal disclosure framework associated with the

level of pricing observability utilized in measuring assets and liabilities at fair value The three broad

levels of hierarchy are as follows

Level Quoted prices are available in active markets for identical assets or liabilities as of the

reported date

Level II Pricing inputs are other than quoted prices in active markets which are either directly or

indirectly observable as of the reported date The nature of these assets and liabilities include

items for which quoted prices are available but traded less frequently and items that are fair

valued using other financial instruments the parameters of which can be directly observed

Level III Assets and liabilities that have little to no pricing observability as of the reported date These

items do not have two-way markets and are measured using managements best estimate of

fair value where the inputs into the determination of fair value require significant

management judgment or estimation
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Note 15 Fair Value of Financial Instruments Continued

The following table presents the assets reported on the consolidated balance sheets at their fair value as of

June 30 2010 and 2009 by level within the fair value hierarchy in thousands Financial assets and

liabilities are classified in their entirety based on the lowest level of input that is significant to the fair

value measurement

Assets

Investments available-for-sale

Mutual funds

Private labled collateralized

mortgage obligations

Assets

Investments available-for-sale

Mutual funds

June 30 2010

Level Level II Level Ill Total

13 13

16434 16434

13 16434 16447

June 30 2009

Level Level II Level Ill Total

10 10

Assets and Liabffities Measured on Non-Recurring Basis

Certain assets and liabilities may be required to be measured at fair value on nonrecurring basis in

periods subsequent to their initial recognition Generally nonrecurring valuation is the result of the

application of other accounting pronouncements which require assets and liabilities to be assessed for

impairment or recorded at the lower of cost or fair value

Impaired loans are generally measured for impairment using the fair value of the collateral supporting the

loan Evaluating impaired loan collateral is based on level inputs utilizing outside appraisals adjusted by

management for sales costs and other assumptions regarding market conditions to arrive at fair value At

June 30 2010 impaired loans with carrying value of $7801000 were reduced by specific valuation

allowance totaling $983000 resulting in net fair value of $6818000 based on Level inputs At June

30 2009 impaired loans with carrying value of $5868000 were reduced by specific valuation

allowance totaling $561000 resulting in net fair value of $5307000 based on level inputs

Other real estate owned OREO is measured at fair value based on appraisals less cost to sell at the date

of foreclosure Valuations are periodically performed by management and the assets are carried at the

lower of carrying amount or fair value less cost to sell Income and expenses from operations and

changes in valuation allowance are included in the net expenses from OREO
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Note 15 Fair Value of Financial Instruments Continued

Assets and Liabilities Measured on Non-Recurring Basis Continued

Assets measured at fair value on non-recurring basis are summarized in thousands

Assets

Impaired loans

Other real estate owned

Assets

Impaired loans

Other real estate owned

June 30 2010

Level Level II Level Ill Total

6818 6818
233 233

7051 7051

June 30 2009

Level Level II Level Ill Total

5307 5307

206 206

5513 5513

Management uses its best judgment in estimating the fair value of the Companys financial instruments

however there are inherent weaknesses in any estimation technique

Therefore for substantially all financial instruments the fair value estimates herein are not necessarily

indicative of the amounts the Company could have realized in sales transaction on the dates indicated

The estimated fair value amounts have been measured as of their respective year-ends and have not been

reevaluated or updated for purposes of these financial statements subsequent to those respective dates As

such the estimated fair values of these financial instruments subsequent to the respective reporting dates

may be different than the amounts reported at each year-end

The following information should not be interpreted as an estimate of the fair value of the entire

Company since fair value calculation is only provided for limited portion of the Companys assets

and liabilities Due to wide range of valuation techniques and the degree of subjectivity used in making

the estimates comparisons between the Companys disclosures and those of other companies may not be

meaningful The following methods and assumptions were used to estimate the fair values of the

Companys fmancial instruments

Cash and Due from Banks and Interest Bearing Time Deposits

The carrying amounts of cash and due from banks and interest bearing time deposits approximate their

fair value
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Note 15 Fair Value of Financial Instruments Continued

Securities Available for Sale and Held to Maturity

The fair value of investment and mortgage-backed securities is equal to the available quoted market price

If no quoted market price is available fair value is estimated using the quoted market price for similar

securities

Loans Receivable net

For variable-rate loans that reprice frequently and which entail no significant changes in credit risk fair

values are based on carrying values The fair values of fixed rate loans are estimated using discounted

cash flow analyses at market interest rates currently offered for loans with similar terms to borrowers of

similar credit quality

Federal Home Loan Bank Stock

The carrying amount of Federal Home Loan Bank stock approximates fair value

Accrued Interest Receivable and Payable

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

Deposits

Fair values for demand deposits savings accounts and certain money market deposits are by defmition

equal to the amount payable on demand at the reporting date Fair values of fixed-maturity certificates of

deposit are estimated using discounted cash flow calculation that applies market interest rates currently

being offered on similar instruments with similar maturities

Advances from Federal Home Loan Bank

Fair value of advances from Federal Home Loan Bank is estimated using discounted cash flow analyses

based on rates currently available to the Company for advances from Federal Home Loan Bank with

similar terms and remaining maturities
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Note 15 Fair Value of Financial Instruments Continued

Off-Balance Sheet Financial Instruments

Fair value of commitments to extend credit is estimated using the fees currently charged to enter into

similar agreements taking into account market interest rates the remaining terms and present credit

worthiness of the counterparties

The estimated fair values of the Companys financial instruments were as follows in thousands

June 30 2010 June 30 2009

Carrying Fair Carrying Fair

Amount Value Amount Value

Financial assets

Cash and amounts due from

banks 19628 19628 15855 15855

Interest-bearing time deposits 779 779 2524 2524
Securities available for sale 16447 16447 10 10

Securities held to maturity 48014 48689 59015 59603
Loans receivable net 230367 244808 219939 227856
Federal Home Loan Bank stock 4974 4974 4932 4932
Accrued Interest receivable

Loans receivable 1075 1075 1022 1022
Investment securities 184 184 410 410

Mortgage-backed securities 82 82 94 94

Financial liabilities

Non-interest bearing demand

deposits 2341 2341 2916 2916
NOW accounts 15584 15584 14490 14490

Money market accounts 43896 43896 40273 40273

Savings and club accounts 14437 14437 13540 13540

Certificates of deposit 105023 108082 95873 98451

Advances from Federal Home

Loan Bank 89000 96401 89000 93775
Accrued interest payable 321 321 342 342

Off-balance sheet financial

instruments

Note 16 Legal Contingencies

Various legal claims also arise from time to time in the normal course of business which in the opinion of

management will have no material effect on the Companys consolidated financial statements

Note 17Subsequent Events

Subsequent to year end we entered into contract for the construction of new bank branch in the

amount of $997000
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ASSETS

Cash

Investment in subsidiary

Deferred income taxes

Other assets

TOTAL ASSETS

LIABILITIES AND STOCKHoLDERS EQUITY

Other liabilities

Stockholders Equity

TOTAL LIABILITIES AND STOCKHOLDERS EQUITY

CONDENSED STATEMENT OF INCOME

INCOME

Interest Income

EXPENSE

Other

Total Other Expenses

Income Loss Before Income Tax Expense Benefit

Income Tax Benefit Expense

Loss before equity in undistributed net earnings of subsidiary

Equity in undistributed net earnings of subsidiary

NET INCOME

Note 18 Financial Statements Parent only

CONDENSED BALANCE SHEET

June 30
2010 2009

dollars in thousands

3869
46991

362

3779
42789

103

247

51222

15

51207

51222

46918

11

46907

46918

June 30
2010 2009

dollars in thousands

86

86

118

118

32

21
3407
3386

125

125

122

122

2641

2643
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Note 18 Financial Statements Parent only Continued

Condensed Statements of Cash Flows

June 30

2010 2009

dollars in thousands

Cash Flows from Operating Activities

Net loss 3386 2643

Adjustments to reconcile net income to net cash provided by

operating activities

Equity in undistributed net earnings of subsidiary 3406 2641
Deferred income taxes 103 173

Decrease increase in accrued interest receivable and other assets 42
Increase decrease in other liabilities

Net Cash provided by Operating Activities 90 129

Net Increase in Cash and Cash ____________ ____________

Equivalents 90 129

Cash and Cash Equivalents-Beginning 3779 3650

Cash and Cash Equivalents-Ending 3869 3779
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