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NOTE ON TERMINOLOGY

In this Annual Report on Form 10-K, the terms Arrow, the registrant, the company, we, us, and our general
Arrow Financial Corporation and its subsidiaries as a group, except where the context indicates otherwise. Arrow is a
two-bank holding company headquartered in Glens Falls, New York. Our banking subsidiaries are Glens Falls
National Bank and Trust Company (Glens Falls National) whose main office is located in Glens Falls, New York, and
Saratoga National Bank and Trust Company (Saratoga National) whose main office is located in Saratoga Springs,

New York. Subsidiaries of Glens Falls National include Capital Financial Group, Inc. (an insurance agency
specializing in selling and servicing group health care policies), North Country Investment Advisers, Inc. (a registered
investment adviser that provides investment advice to our proprietary mutual funds) and Arrow Properties, Inc., a real

estate investment trust (REIT).

At certain points in this Report, our performance is compared with that of our peer group of financial institutions.
Unless otherwise specifically stated, this peer group is comprised of the group of 273 domestic bank holding
companies with $1 to $3 billion in total consolidated assets as identified in the Federal Reserve Board s Bank Holding
Company Performance Report for December 2007, and peer group data has been derived from such Report. This peer
group is not, however, identical to either of the peer groups comprising the two bank indices included in the stock
performance graphs on pages 11 and 12 of this Report.

FORWARD-LOOKING STATEMENTS

The information contained in this Annual Report on Form 10-K contains statements that are not historical in nature

but rather are based on our beliefs, assumptions, expectations, estimates and projections about the future. These

statements are forward-looking statements within the meaning of Section 21E of the Securities Exchange Act of 1934,

as amended, and involve a degree of uncertainty and attendant risk. Words such as expects, believes, anticipates,
estimates and variations of such words and similar expressions often identify such forward-looking statements. Some

of these statements, such as those included in the interest rate sensitivity analysis in Item 7A of this Report, entitled
Quantitative and Qualitative Disclosures About Market Risk, are merely presentations of what future performance or

changes in future performance would look like based on hypothetical assumptions and on simulation models. Other

forward-looking statements are based on our general perceptions of market conditions and trends in activity, both

locally and nationally, as well as current management strategies for future operations and development.

Examples of forward-looking statements in this Report are referenced in the table below:

Topic tion Page Location

Impact of Legislative Developments Part I, 7 Last paragraph in Section D
Item 1.D.

Impact of Legal Claims Part I, 9 Paragraph under Item 3. Legal
Item 3 Proceedings

Impact of Changing Interest Rates on Part II, 19 1%t and next to last paragraph under
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Earnings

Adequacy of the Allowance for Loan
Losses
Expected Level of Real Estate Loans

Liquidity

Dividend Capacity

Item 7.B.1.

Part 11,

Item 7.C.I1.a.

Part I1,

Item 7.C.Il.a.

Part I1,

Item 7.C.Il.a.

Part I1,

Item 7.C.IV.
Part II,

Item 7A.
Part 11,

Item 7.B.II.
Part I1,

Item 7.C.I1.a.

Part I1,

Item 7.D.
Part I,

Item 1.C.
Part I1,

Item 7.E.

28

28

29

33

37

20

28

34

35

Impact of Interest Rate Changes

2002-2007

15t paragraph under Residential

Real Estate Loans

Last paragraph under Indirect Loans

15t paragraph under table

Last paragraph in Section IV Deposits

Last three paragraphs

Ist and 2M paragraphs under 1L
Provision For Loan Losses and
Allowance For Loan Losses

15t paragraph under Residential

Real Estate Loans
Last paragraph in Section D Liquidity

Next to last paragraph under Section C

Supervision and Regulation
18t paragraph

These statements are not guarantees of future performance and involve certain risks and uncertainties that are difficult
to quantify or, in some cases, to identify. In the case of all forward-looking statements, actual outcomes and results

may differ materially from what the statements predict or forecast.

Factors that could cause or contribute to such differences include, but are not limited to; unexpected changes in
economic and market conditions, including unanticipated fluctuations in interest rates; severe changes in credit
markets, including credit insurance markets; new developments in state and federal regulation of financial institutions;
enhanced competition from unforeseen sources; new emerging technologies; unexpected loss of key personnel; and
similar risks inherent in banking operations or business generally. Readers are cautioned not to place undue reliance
on these forward-looking statements, which speak only as of the date hereof. We undertake no obligation to revise or
update these forward-looking statements to reflect the occurrence of unanticipated events.

10
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USE OF NON-GAAP FINANCIAL MEASURES

The Securities and Exchange Commission (SEC) has adopted Regulation G, which applies to all public disclosures,
including earnings releases, made by registered companies that contain non-GAAP financial measures. GAAP is
generally accepted accounting principles in the United States of America. Under Regulation G, companies making
public disclosures containing non-GAAP financial measures must also disclose, along with each non-GAAP financial
measure, certain additional information, including a reconciliation of the non-GAAP financial measure to the closest
comparable GAAP financial measure and a statement of the company s reasons for utilizing the non-GAAP financial
measure as part of its financial disclosures. As a parallel measure with Regulation G, the SEC has provided in Item 10
of its Regulation S-K, that public companies must make the same types of supplemental disclosures whenever they
include non-GAAP financial measures in their filings with the SEC. The SEC has exempted from the definition of

non-GAAP financial measures certain commonly used financial measures that are not based on GAAP. When these
exempted measures are included in public disclosures or SEC filings, supplemental information is not required. The
following measures used in this Report, which although commonly utilized by financial institutions have not been
specifically exempted by the SEC, may constitute "non-GAAP financial measures" within the meaning of the SEC's
rules, although we are unable to state with certainty that the SEC would so regard them.

Tax-Equivalent Net Interest Income and Net Interest Margin: Net interest income, as a component of the tabular
presentation by financial institutions of Selected Financial Information regarding their recently completed operations,
is commonly presented on a tax-equivalent basis. That is, to the extent that some component of the institution's net
interest income which is presented on a before-tax basis, is exempt from taxation (e.g., is received by the institution as
a result of its holdings of state or municipal obligations), an amount equal to the tax benefit derived from that
component is added back to the net interest income total.

This adjustment is considered helpful in comparing one financial institution's net interest income to that of another
institution, to correct any distortion that might otherwise arise from the fact that the two institutions typically will have
different proportions of tax-exempt items in their portfolios. Moreover, net interest income is itself a component of a
second financial measure commonly used by financial institutions, net interest margin, which is the ratio of net
interest income to average earning assets. For purposes of this measure as well, tax-equivalent net interest income is
generally used by financial institutions, again to provide a better basis of comparison from institution to institution.
We follow these practices.

The Efficiency Ratio: Financial institutions often use an "efficiency ratio" as a measure of expense control. The
efficiency ratio typically is defined as the ratio of noninterest expense to net interest income and noninterest income.
Net interest income as utilized in calculating the efficiency ratio is typically expressed on a tax-equivalent basis.
Moreover, most financial institutions, in calculating the efficiency ratio, also adjust both noninterest expense and
noninterest income to exclude from these items (as calculated under GAAP) certain component elements, such as
intangible asset amortization (deducted from noninterest expense) and securities gains or losses (excluded from
noninterest income). We follow these practices.

PART I

Item 1. Business

A. GENERAL

11
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Our holding company, Arrow Financial Corporation, a New York corporation, was incorporated on March 21, 1983
and is registered as a bank holding company within the meaning of the Bank Holding Company Act of 1956. Arrow
owns (directly or indirectly) two nationally chartered banks in New York (Glens Falls National and Saratoga
National), an insurance agency (Capital Financial Group, Inc.), a registered investment adviser that advises our
proprietary mutual funds (North Country Investment Advisers, Inc.), a Real Estate Investment Trust (Arrow
Properties, Inc.) and five other non-bank subsidiaries whose operations are insignificant.

Subsidiary Banks (dollars in thousands)

Glens Falls National Saratoga National
Total Assets at Year-End $1,358,356 $230,574
Trust Assets Under Administration and
Investment Management at Year-End
(Not Included in Total Assets) $918,470 $42.682
Date Organized 1851 1988
Employees (full-time equivalent) 407 41
Offices 27 6
Counties of Operation Warren, Washington,
Saratoga, Essex & Saratoga
Clinton
Main Office 250 Glen Street 171 So. Broadway

Glens Falls, NY Saratoga Springs, NY

The holding company s business consists primarily of the ownership, supervision and control of our two banks. The
holding company provides various advisory and administrative services and coordinates the general policies and
operation of the banks. There were 448 full-time equivalent employees at December 31, 2007.

We offer a full range of commercial and consumer banking and financial products. Our deposit base consists of
deposits derived principally from the communities we serve. We target our lending activities to consumers and small
and mid-sized companies in our immediate geographic areas. Through our banks' trust operations, we provide
retirement planning, trust and estate administration services for individuals, and pension, profit-sharing and employee
benefit plan administration for corporations.

In April 2005, Arrow s subsidiary banks acquired from HSBC Bank USA, N.A. ( HSBC ) three bank branches located
within the banks service areas. Glens Falls National acquired two HSBC branches located in Argyle and Salem, New
York, and Saratoga National acquired a branch located in Corinth, New York. The banks acquired substantially all
deposit liabilities, the physical facilities and certain loans related to the branches. At the closing of the acquisitions,
total deposits of the three branches were approximately $62 million and the related loans were approximately $8
million. The acquisition resulted in total intangible assets, including goodwill, of approximately $5.9 million.

12
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In November 2004, Glens Falls National acquired all of the outstanding shares of common stock of Capital Financial
Group, Inc. ( CFG ), an insurance agency headquartered in South Glens Falls, New York, which specializes in group
health and life insurance products. The acquisition was structured as a tax-free exchange of Arrow s common stock for
CFG s common stock. CFG s president and staff continued with CFG after the acquisition. As adjusted for cumulative
contingent payments, we recorded the following intangible assets as a result of the acquisition (none of which are
deductible for income tax purposes): goodwill ($1.623 million), covenant not to compete ($117 thousand) and
portfolio expirations ($686 thousand). The value of the covenant is being amortized over five years and the value of
the expirations is being amortized over twenty years. Under the acquisition agreement, we issued 66,630 shares of
Arrow s common stock at closing. The agreement also provides for annual contingent future payments of Arrow
common stock, based upon earnings of CFG, adjusted as provided in the agreement, over a five-year period. We
concluded that under criteria established by Statement of Financial Accounting Standards (SFAS) No. 141 Business
Combinations, these contingent future payments would be recorded as additional goodwill at the time of payment.
The maximum contingent payment over the five-year period is $3.0 million of Arrow stock, valued at the market
price on the date of payment. Through December 31, 2007, total contingency payments amounted to $244 thousand
(9,380 shares).

In 2000, Glens Falls National formed a subsidiary, North Country Investment Advisers, Inc. ( NCIA ), which is an
investment adviser registered with the U. S. Securities and Exchange Commission. NCIA advises two SEC-registered
mutual funds, the North Country Intermediate Bond Fund™ and the North Country Equity Growth Fund™. Currently, the
investors in these funds consist primarily of individual, corporate and institutional trust customers of our Banks.
However, the funds are also offered on a retail basis at most of the branch locations of our banks.

B. LENDING ACTIVITIES

Arrow engages in a wide range of lending activities, including commercial and industrial lending primarily to small
and mid-sized companies; mortgage lending for residential and commercial properties; and consumer installment and
home equity financing. We also maintain an active indirect lending program through our sponsorship of primarily
automobile dealer programs under which we purchase dealer paper, primarily from dealers that meet pre-established
specifications. From time-to-time we have sold a modest portion of our residential real estate loan originations into
the secondary market, primarily to the Federal Home Loan Mortgage Corporation ( Freddie Mac ) and state housing
agencies, while normally retaining the servicing rights.

In addition to sales of loans into the secondary market, we have periodically securitized some of the mortgage loans in
our portfolio. In the securitized transactions, we sold mortgage loans and concurrently purchased an equivalent
amount of guaranteed mortgage-backed securities issued by Freddie Mac, with the sold loans representing the
underlying collateral for the pooled securities. We have no contingent liability to unrelated parites under these
securitization arrangements. At December 31, 2007, the balance of these securitized loans remaining in our securities
portfolio was approximately $3.5 million. In addition to interest earned on loans, we receive facility fees for various
types of commercial and industrial credits, and commitment fees for extension of letters of credit and certain types of
loans.

Generally, we continue to implement lending strategies and policies that are intended to protect the quality of the loan
portfolio, including strong underwriting and collateral control procedures and credit review systems. It is our policy

to discontinue the accrual of interest on loans when the payment of interest and/or principal is due and unpaid for a
designated period (generally 90 days) or when the likelihood of repayment is, in the opinion of management, uncertain
(see Part II, Item 7.C.Il.c. Risk Elements ). Future cash payments on nonaccrual loans may be applied all to principal,
although income in some cases may be recognized on a cash basis.

13
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We lend primarily to borrowers within our geographic area. The loan portfolio does not include any foreign loans or
any other significant risk concentrations. We do not participate in loan syndications, either as originator or as a
participant. Most of the portfolio, in general, is fully collateralized, and many commercial loans are further secured
by personal guarantees.

We do not engage in subprime mortgage lending as a business line and we do not extend or purchase so-called
negative amortization, option ARM s or negative equity mortgage loans.

C. SUPERVISION AND REGULATION

The following generally describes the laws and regulations to which we are subject. Bank holding companies, banks
and their affiliates are extensively regulated under both federal and state law. To the extent that the following
information summarizes statutory or regulatory law, it is qualified in its entirety by reference to the particular
provisions of the various statutes and regulations. Any change in applicable law may have a material effect on our
business and prospects.

Arrow is a registered bank holding company within the meaning of the Bank Holding Company Act of 1956 ( BHC
Act ) and is subject to regulation by the Board of Governors of the Federal Reserve System ( FRB ). Arrow is not a
so-called financial holding company under federal banking law. Additionally, as a bank holding company under New
York State law, Arrow is subject to a limited amount of regulation by the New York State Banking Department. Our

two subsidiary banks are both nationally chartered banks and are subject to supervision and examination by the Office

of the Comptroller of the Currency ( OCC ). The banks are members of the Federal Reserve System and the deposits of
each bank are insured by the Deposit Insurance Fund of the Federal Deposit Insurance Corporation ( FDIC ). The BHC
Act generally prohibits Arrow from engaging, directly or indirectly, in activities other than banking, activities closely
related to banking, and certain other financial activities. Under the BHC Act, a bank holding company must obtain
FRB approval before acquiring, directly or indirectly, 5% or more of the voting shares of another bank or bank
holding company (unless it already owns a majority of such shares). Bank holding companies are able to acquire
banks or other bank holding companies located in all 50 states. In addition, 48 of the 50 states permit banks
headquartered in other states to establish branches in their states, although in some cases such branching may be
achieved only by acquiring existing banks in such states. The Gramm-Leach-Bliley Act, enacted in 1999, authorized
bank holding companies to affiliate with a much broader array of other financial institutions than was previously
permitted, including insurance companies, investment banks and merchant banks. See Item 1.D., Recent Legislative
Developments.

An important area of banking regulation is the federal banking system s promulgation and enforcement of minimum
capitalization standards for banks and bank holding companies. The FRB has adopted various "capital adequacy
guidelines" for its use in the examination and supervision of bank holding companies. The FRB s risk-based capital
guidelines assign risk weightings to all assets and certain off-balance sheet items and establish an 8% minimum ratio
of qualified total capital to the aggregate dollar amount of risk-weighted assets (which is almost always less than the
dollar amount of such assets without risk weighting). Under the risk-based guidelines, at least half of total capital
must consist of "Tier 1" capital, which comprises common equity, retained earnings and a limited amount of
permanent preferred stock, less goodwill. Under the FRB s final rule, issued February 28, 2006, trust preferred
securities may also qualify as Tier 1 capital, in an amount not to exceed 25% of Tier 1 capital. The final rule limits
restricted core capital elements to a percentage of the sum of core capital elements, net of goodwill less any associated
deferred tax liability. We issued trust preferred securities in 2003 and 2004 to serve as part of our core capital. Up to
half of total capital may consist of so-called "Tier 2" capital, comprising a limited amount of subordinated debt,
preferred stock not qualifying as Tier 1 capital, certain other instruments and a limited amount of the allowance for
loan losses. The FRB s other important guideline for measuring a bank holding company s capital is the leverage ratio
standard, which establishes minimum limits on the ratio of a bank holding company's "Tier 1" capital to total tangible

14
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assets (not risk-weighted). For top-rated holding companies, the minimum leverage ratio is 3%, but lower-rated
companies may be required to meet substantially greater minimum ratios. Our subsidiary banks are subject to capital
requirements similar to the capital requirements applicable at the holding company level described above. Our banks
capital requirements have been promulgated by their primary federal regulator, the OCC.

Under applicable law, federal banking regulators are required to take prompt corrective action with respect to
depository institutions that do not meet minimum capital requirements. The regulators have established five capital
classifications for banking institutions, the highest being "well-capitalized." Our holding company and both of our
subsidiary banks currently qualify as well-capitalized. Under regulations adopted by the federal bank regulators, a
banking institution is considered "well-capitalized" if it has a total risk-adjusted capital ratio of 10% or greater, a Tier

1 risk-adjusted capital ratio of 6% or greater and a leverage ratio of 5% or greater and is not subject to any regulatory
order or written directive regarding capital maintenance. The year-end 2007 capital ratios of our holding company
and our banks are set forth in Part II, Item 7.E. "Capital Resources and Dividends" and in Note 15 Regulatory Matters
to the audited financial statements under Part II, Item 8 of this Report.

A holding company's ability to pay dividends or repurchase its outstanding stock, as well as its ability to expand its
business through acquisitions of additional banking organizations or permitted non-bank companies, may be restricted
if its capital falls below these minimum capitalization ratios or fails to meet other informal capital guidelines that the
regulators may apply from time to time to specific banking organizations. In addition to these potential regulatory
limitations on payment of dividends, our holding company s ability to pay dividends to our shareholders, and our
subsidiary banks ability to pay dividends to our holding company are also subject to various restrictions under
applicable corporate laws, including banking laws (affecting our subsidiary banks) and the New York Business
Corporation Law (affecting our holding company). The ability of our holding company and banks to pay dividends in
the future is, and is expected to continue to be, influenced by regulatory policies, capital guidelines and applicable
law.

In cases where banking regulators have significant concerns regarding the financial condition, assets or operations of a
bank or bank holding company, the regulators may take enforcement action or impose enforcement orders, formal or
informal, against the organization.

D. RECENT LEGISLATIVE DEVELOPMENTS

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 became effective October 17, 2005. The Act
addressed many areas of bankruptcy practice, including consumer bankruptcy, general and small business bankruptcy,
treatment of tax claims in bankruptcy, ancillary and cross-border cases, financial contract protection amendments to
Chapter 12 governing family farmer reorganization, and special protection for patients of a health care business filing
for bankruptcy. This Act did not have a significant impact on our earnings or on our efforts to recover collateral on
secured loans.

The Sarbanes-Oxley Act, signed into law on July 30, 2002, adopted a number of measures having a significant impact
on all publicly-traded companies, including Arrow. Generally, the Act sought to improve the quality of financial
reporting of these companies by compelling them to adopt good corporate governance practices and by strengthening
the independence of their auditors. The Act placed substantial additional duties on directors, officers, auditors and
attorneys of public companies. Among other specific measures, the Act required that chief executive officers and
chief financial officers certify to the SEC in the holding company s annual and quarterly reports filed with the SEC
regarding the accuracy of its financial statements contained therein and the integrity of its internal controls. The Act
also accelerated insiders' reporting requirements for transactions in company securities, restricts certain executive
officer and director transactions, imposed obligations on corporate audit committees, and provided for enhanced
review of company filings by the SEC. As part of the general effort to improve public company auditing, the Act
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places limits on consulting services that may be performed by a company's independent auditors by requiring that the
company s Audit Committee of the Board of Directors evaluate amounts to determine independence. The Act created
a federal public company accounting oversight board (the PCAOB) to set auditing standards, inspect registered public
accounting firms, and exercise enforcement powers, subject to oversight by the SEC.

In the wake of the Sarbanes-Oxley Act, the nation s stock exchanges, including the exchange on which Arrow s stock is
listed, the National Association of Securities Dealers, Inc. ( NASD ), promulgated a wide array of governance standards
that must be followed by listed companies. The NASD standards include having a Board of Directors the majority of
whose members are independent of management, and having audit, compensation and nomination committees of the
Board consisting exclusively of independent directors. We have implemented a variety of corporate governance
measures and procedures to comply with Sarbanes-Oxley and the amended NASD listing requirements, although we
have always relied on a Board of Directors a majority of whose members are independent and independent Board
committees to make important decisions regarding the company.

The USA Patriot Act initially adopted in 2001 and re-adopted by the U.S. Congress in 2006 with certain changes (the

Patriot Act ), imposes substantial new record-keeping and due diligence obligations on banks and other financial
institutions, with a particular focus on detecting and reporting money-laundering transactions involving domestic or
international customers. The U.S. Treasury Department has issued and will continue to issue regulations clarifying
the Patriot Act's requirements. The Patriot Act requires all financial institutions, including banks, to establish certain
anti-money laundering compliance and due diligence programs. The provisions of the Act impose substantial
additional costs on all financial institutions, including ours.

In November 1999, Congress enacted the Gramm-Leach-Bliley Act ( GLBA ), which permitted bank holding
companies to engage in a wider range of financial activities. For example, under GLBA bank holding companies may
underwrite all types of insurance and annuity products and all types of securities products and mutual funds, and may
engage in merchant banking activities. Bank holding companies that wish to engage in these or other financial
activities generally must do so through separate financial subsidiaries and may themselves be required to register (and
qualify to register) as so-called financial holding companies. A bank holding company that does not register as a
financial holding company remains a bank holding company subject to substantially the same regulatory restrictions
and permitted activities as applied to bank holding companies prior to GLBA (See Item I.C., Supervision and
Regulation, above). We have not as yet elected to become a financial holding company . Also under GLBA, financial
institutions have become subject to stringent customer privacy regulations, in addition to the privacy provisions under
the Fair Credit Reporting Act Amendment of 2003.

The FDIC collects both insurance premiums on insured deposits and an assessment for the Financing Corporation
(FICO) bonds.

The FICO was established by the Competitive Equality Banking Act of 1987, and is a mixed-ownership government
corporation whose sole purpose was to issue bonds to insure thrift insitutions. Outstanding FICO bonds, which are
30-year noncallable bonds with a principal amount of approximately $8.1 billion, mature in 2017 through 2019. FICO
has assessment authority, separate from the FDIC's authority to assess risk-based premiums for deposit insurance, to
collect funds from all FDIC-insured institutions sufficient to pay interest on FICO bonds. The FDIC acts as collection
agent for the FICO. Since the first quarter of 2000, all FDIC-insured deposits have been assessed at the same rate by
FICO. For 2007, our FICO assessment was approximately $140,000.

In 2007 the FDIC resumed charging financial institutions a premium under the new risk-based assessment system.
Under this system, institutions in Risk Category I (the lowest of four risk categories) will pay a rate (based on a
formula) of 5 to 7 cents per $100 of assessable deposits. Both of our banks qualified for the 5 cent per $100
assessment rate during 2007.
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The Federal Deposit Insurance Reform Act of 2005 allowed "eligible insured depository institutions" to share a
one-time assessment credit pool of approximately $4.7 billion. Our credit amounted to $747,000. The credit was
available to offset 2007 FDIC insurance premiums, but not to offset the FICO bond assessment, which will continue
through 2019. The one-time credit fully offset our FDIC insurance premiums for 2007 and will offset approximately
$133 thousand of our 2008 premiums.

Various federal bills that would significantly affect banks are introduced in Congress and the New York State
Legislature from time to time. We cannot estimate the likelihood of any currently proposed banking bills being
enacted into law, or the ultimate effect that any such potential legislation, if enacted, would have upon our financial
condition or operations.

E. STATISTICAL DISCLOSURE (GUIDE 3)

Set forth below is an index identifying the location in this Report of various items of statistical information required to
be included in this Report by the SEC s industry guide for Bank Holding Companies.

Required Information Location in Report
Distribution of Assets, Liabilities and Stockholders' Equity;

Interest Rates and Interest Differential Part II, Item 7.B.1.
Investment Portfolio Part I1, Item 7.C.1.
Loan Portfolio Part II, Item 7.C.II.
Summary of Loan Loss Experience Part I1, Item 7.C.I11.
Deposits Part I1, Item 7.C.IV.
Return on Equity and Assets Part I1, Item 6.
Short-Term Borrowings Part I, Item 8. Note 10.
F. COMPETITION

We face intense competition in all markets we serve. Traditional competitors are other local commercial banks,
savings banks, savings and loan institutions and credit unions, as well as local offices of major regional and money
center banks. Also, non-banking financial organizations, such as consumer finance companies, insurance companies,
securities firms, money market and mutual funds and credit card companies offer substantive equivalents of the
various loan and financial products and transactional accounts that we offer, even though these non-banking
organizations are not subject to the same regulatory restrictions and capital requirements that apply to us. Under
federal banking laws, such non-banking financial organizations not only may offer products comparable to those
offered by commercial banks, but also may establish or acquire their own commercial banks.

G. EXECUTIVE OFFICERS OF THE REGISTRANT

The names and ages of the executive officers of Arrow and positions held by each are presented in the following table.
Officers are elected annually by the Board of Directors.
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Name Age  Positions Held and Years from Which Held

Thomas L. Hoy 59 Chairman, President and CEO since 2004. Prior to 2004, Mr. Hoy served as
President and CEO. Mr. Hoy has been with the company since 1974.

Terry R. Goodemote 44 Senior Vice President, Treasurer and CFO since January 1, 2007. Prior to

2007, Mr. Goodemote was Senior Vice President and head of the Accounting
Division. Mr. Goodemote has been with the company since 1992.

John C. Van Leeuwen 64  Senior Vice President and Chief Credit Officer since 1995. Prior to 1995, Mr.
Van Leeuwen served as Vice President and Loan Review Officer. Mr. Van
Leeuwen has been with the company since 1985.

Gerard R. Bilodeau 61 Senior Vice President and Secretary since 1994. Mr. Bilodeau was Vice
President and Secretary from 1993 to 1994 and was Director of Personnel prior
to 1993. Mr. Bilodeau has been with the company since 1969.

H. AVAILABLE INFORMATION

Our Internet address is www.arrowfinancial.com. We make available free of charge on or through our Internet
website our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and
amendments to those reports as soon as practicable after we file or furnish them with the SEC pursuant to the
Exchange Act. We also make available on the internet website various other documents related to corporate
operations, including our Corporate Governance Guidelines, the charters of our principal board committees, and our
codes of ethics. We have adopted a financial code of ethics that applies to Arrow s chief executive officer, chief
financial officer and principal accounting officer and a business code of ethics that applies to all directors, officers and
employees.

Item 1A. Risk Factors

Our financial results and the market price of our stock in future periods are subject to risks arising from many factors,
including:

If economic conditions worsen or the U.S. experiences a nationwide recession, the company s allowance for loan
losses may not be adequate to cover actual losses. Like all financial institutions, we maintain an allowance for loan
losses to provide for loan defaults and uncollectibility. Our allowance for loan losses is based on our historical loss
experience as well as an evaluation of the risks associated with our loan portfolio, including the size and composition
of the portfolio, current economic conditions and geographic concentrations within the portfolio and other factors.
For a variety of reasons, including falling home prices nationwide and a general deterioration in U.S. credit markets
over the past six months to one year, the rate of growth in the national economy slowed dramatically in the fourth
quarter of 2007 and available data suggests that economic conditions may continue to deteriorate in upcoming periods.
If the economy in our geographic market area, Northeastern New York State, should deteriorate or enter into a
recession state, this may have an adverse impact on our loan portfolio. If the quality of our portfolio should weaken,
our allowance for loan losses may not be adequate to cover actual loan losses, and future provisions for loan losses
could materially and adversely affect financial results. Moreover, loan portfolio difficulties often accompany
difficulties in other areas of our business, including our investment portfolio and growth of our business generally,
thereby compounding the negative effects on earnings.
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The domestic interest rate environment could negatively affect the company s net interest income. An institution s
net interest income is significantly affected by market rates of interest, including short-term and long-term rates and
the relationship between the two. Interest rates are highly sensitive to many factors, which are beyond our control,
including general economic conditions, policies of various governmental and regulatory agencies such as the Federal
Reserve Board, and actions taken by foreign central banks. Like all financial institutions, the Company s balance sheet
is affected by fluctuations in interest rates. Volatility in interest rates can also result in the flow of funds away from
financial institutions. See the discussion under Changes in Net Interest Income Due to Rate, on page 18 of this
Report.

The financial services industry is highly competitive, and competitive pressures could intensify and adversely affect
the company s financial results. We operate in a highly competitive industry that could become even more
competitive as a result of legislative, regulatory and technological changes and continued entry into the banking
business by non-banking companies. Traditionally we compete with other commercial banks, savings and loan
associations, mutual savings banks, finance companies, mortgage banking companies, credit unions and investment
companies. However, technology has lowered barriers to entry and made it possible for non-banks to offer products
and services traditionally provided by banks. Many of these new competitors have fewer regulatory constraints and
some have lower cost structures.

Changes in accounting standards may materially impact the company s financial statements. From time to time,
the Financial Accounting Standards Board ( FASB ) changes the financial accounting and reporting standards that
govern the preparation of our financial statements. These changes can be hard to predict and can materially impact
how we record and report our financial condition and results of operations. In some cases, we may be required to
apply a new or revised standard retroactively, resulting in changes to previously reported financial statements.

The company s business could suffer if it loses key personnel unexpectedly or fails to provide for an orderly
management succession. Our success depends, in large part, on our ability to retain our key personnel for the
duration of their expected terms of service, and to arrange for an orderly succession of other, equally skilled
personnel. Competition for the best people in our business can be intense. While our Board of Directors actively
reviews succession plans, any sudden change at the senior management level may adversely affect our business.

The company relies on other companies to provide key components of the company s business infrastructure.
Third-party vendors provide key components of our business infrastructure such as internet connections, network
access and mutual fund distribution. These parties are beyond our control, and any problems caused by these third
parties, including their not providing us their services or performing such services poorly, could adversely affect our
ability to deliver products and services to our customers and conduct our business.

Significant legal actions could subject the company to substantial uninsured liabilities. From time to time we are
subject to claims related to our operations. These claims and legal actions, including supervisory actions by our
regulators, could involve large monetary claims and significant defense costs. To protect ourselves from the cost of
these claims, we maintain insurance coverage in amounts and with deductibles that we believe are appropriate for our
operations, but this insurance coverage may not cover all claims against us or may increase substantially in cost. As a
result, we may be exposed to significant uninsured liabilities, which could adversely affect our results of operations
and financial condition.

The company is exposed to risk of environmental liability when it takes title to properties. In the course of our
business, we may foreclose on and take title to real estate, including commercial real estate, and could be subject to
environmental liabilities with respect to these properties. We may be held liable for substantial amounts to a
government entity or to third parties for property damage, personal injury, investigation and clean-up costs incurred
by these parties in connection with environmental contamination or may be required to investigate or clean up
hazardous or toxic substances or chemical releases at a property. In addition, if we are the owner or former owner of a
contaminated site, we may be subject to common law claims by third parties based on damages and costs resulting
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from environmental contamination emanating from the property.

The company faces continuing and growing security risks to its own information base and to information on its
customers. The computer systems and network infrastructure that we use, are always vulnerable to unforeseen
problems, including theft of confidential customer information ( identity theft ) and interruption of service as a result of
fire, natural disasters, explosion or general infrastructure failure. These problems may arise in both our internally
developed systems and the systems of our third-party service providers. We constantly assess and attempt to improve
our security systems and disaster preparedness, but the risks in these areas are substantially escalating.

The company s stock price can be volatile. Our stock price can fluctuate widely in response to a variety of factors,
including: actual or anticipated variations in our operating results; recommendations by securities analysts; significant
acquisitions or business combinations; operating and stock price performance of other companies that investors deem
comparable to us; new technology used or services offered by our competitors; news reports relating to trends,
concerns and other issues in the financial services industry; and changes in government regulations. Many of these
factors that may adversely affect our stock price do not directly pertain to our operating results, including general
market fluctuations, industry-wide factors and economic and general political conditions and events, including
terrorist attacks, economic slowdowns or recessions, interest rate changes, credit loss trends or currency fluctuations.

If the value of real estate in our market area were to decline materially, a significant portion of our loan portfolio
could become under-collateralized, which might have a material adverse effect on us. In addition to considering the
financial strength and cash flow characteristics of borrowers, we often secure loans with real estate collateral, which in
each case provides an alternate source of repayment in the event of default by the borrower. This real property may
deteriorate in value during the time the credit is outstanding. If we are required to liquidate the collateral securing a
loan to satisfy the debt during a period of reduced real estate values, our earnings and capital could be adversely
affected. Our geographic market area experienced real estate price appreciation in the period 2002-2007 but property
values in our region have recently leveled off and future declines in property values, of the sort being experienced
elsewhere in the U.S. currently, are quite possible.

We are subject to the local economies where we operate, and unfavorable economic conditions in these areas could
have a material adverse effect on our financial condition and results of operations. Our success depends upon the
growth in population, income levels and deposits in our geographic market area. Unpredictable and unfavorable
economic conditions unique to our market area may have an adverse effect on the quality of our loan portfolio and
financial performance. As a community bank, we are less able than our larger regional competitors to spread the risk
of unfavorable local economic conditions over a larger market area. Moreover, we cannot give any assurances that we
will benefit from any unique and favorable economic conditions in our market area, even if they do occur.

We may be adversely affected by government regulation. We are subject to extensive federal and state banking
regulations and supervision. Banking regulations are intended primarily to protect our depositors funds and the
federal deposit insurance funds, not the company s shareholders. Regulatory requirements affect our lending practices,
capital structure, investment practices, dividend policy and growth. Failure to meet minimum capital requirements
could result in the imposition of limitations on our operations that would adversely impact our operations and could, if
capital levels dropped significantly, result in our being required to cease or scale back our operations. Changes in
governing law, regulations or regulatory practices could impose additional costs on us or adversely affect our ability
to obtain deposits or make loans and thereby hurt our revenues and profitability.

Item 1.B. Unresolved Staff Comments - None
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Item 2. Properties

Our main office is at 250 Glen Street, Glens Falls, New York. The building is owned by us and serves as the main
office for Glens Falls National Bank, our principal subsidiary. We own twenty-seven branch offices and lease six
others at market rates.

In the opinion of management, the physical properties of our holding company and our subsidiary banks are suitable

and adequate. For more information on our properties, see Notes 1, 6 and 22 to the Consolidated Financial Statements
contained in Part II, Item 8 of this Report.

Item 3. Legal Proceedings
We are not the subject of any material pending legal proceedings, other than ordinary routine litigation occurring in
the normal course of our business. On an ongoing basis, we are the subject of or a party to various legal claims, which

arise in the normal course of our business. The various pending legal claims against us will not, in the opinion of
management based upon consultation with counsel, result in any material liability.

Item 4. Submission of Matters to a Vote of Security Holders

None in the fourth quarter of 2007.
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PART I1

Item 5. Market for the Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity

Securities

The common stock of Arrow Financial Corporation is traded on The Nasdaq Stock MarketSM under the symbol
AROW.

The high and low prices listed below represent actual sales transactions, as reported by Nasdaq. All stock prices and
cash dividends per share have been restated to reflect subsequent stock dividends. On September 28, 2007, we
distributed a 3% stock dividend on our outstanding shares of common stock.

2007 2006
Sales Price Cash Dividends Sales Price Cash Dividends
Low High Declared Low High Declared
First Quarter $20.583 $24.553 $.233 $24.225 $26.393 $.226
Second Quarter 20.825 22.990 233 22.434 26.393 226
Third Quarter 19.417 25.810 233 23.565 26.082 226
Fourth Quarter 20.490 25.000 240 22.699 25.971 233

The payment of cash dividends by Arrow is at the discretion of its Board of Directors and is dependent upon, among
other things, our earnings, financial condition and other factors, including applicable legal and regulatory restrictions.
See "Capital Resources and Dividends" in Part II, Item 7.E. of this report.

There were approximately 5,811 holders of record of Arrow s common stock at December 31, 2007. Arrow has no
other class of stock outstanding.

Equity Compensation Plan Information

The following table sets forth certain information regarding Arrow's equity compensation plans as of December 31,
2007. These equity compensation plans were our 1993 Long Term Incentive Plan ("1993 Stock Plan"), our 1998
Long Term Incentive Plan ("1998 Stock Plan"), our Director, Officer and Employee Stock Purchase Plan ("ESPP")
and our Directors' Stock Plan. Consistent with applicable law and regulation, the 1993 Stock Plan and the 1998 Stock
Plan were approved by Arrow's shareholders, while the ESPP and the Directors' Plan were not.

(a) (b) ©
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Number of Securities to be Weighted-Average Number of Securities
Issued Upon Exercise of Remaining Available for
Outstanding Options, Exercise Price of Future Issuance Under
Warrants and Rights Outstanding Options, Equity Compensation Plans
Warrants and Rights (Excluding Securities

Reflected in Column (a))
Plan Category
Equity Compensation Plans
Approved by Security Holders 519,557 (1) $20.77 151,278 (2)

Equity Compensation Plans
Not Approved by Security

Holders 0 0 561.765 (3)
Total 519.557 $20.77 713.043

(1) Includes 426,477 shares of common stock issuable pursuant to outstanding stock options granted under the 1998
Stock Plan and 93,080 shares of common stock issuable pursuant to outstanding stock options granted under the 1993
Stock Plan.

(2) Under the terms of the 1998 Stock Plan, the ability to issue options or other stock-based awards expired in January
2008. On that date, there remained available for issue but unissued 151,278 shares of common stock. Awards under
the 1993 Stock Plan expired in 2003. The Company is submitting a new 2008 Long-Term Incentive Plan for
shareholder approval at its 2008 annual meeting of shareholders.

(3) Includes 2,094 shares of common stock available for future issuance under the Directors Stock Plan and 559,671
shares of common stock available for future issuance under the ESPP. The company is preparing to amend the
Directors Stock Plan to add 30,000 shares of common stock to the total of authorized shares issuable thereunder; the
amendment will be submitted for shareholder approval at the 2008 annual meeting of shareholders.

Description of Non-Shareholder Approved Plans.

Director. Officer and Employee Stock Purchase Plan. The Director, Officer and Employee Stock Purchase Plan was
adopted by the Board of Directors in 2000. Under the plan, eligible participants (currently directors, officers, full-time
employees and certain retirees) are permitted to acquire shares of common stock at a price that represents a small
discount from the current market price of the stock by authorizing regular withholding from their paychecks or, in the
case of directors or retirees, regular withdrawals from their bank deposit accounts. Participants may also purchase
shares on an ad hoc basis through optional cash contributions. The discount on shares acquired through regular
withholdings or withdrawals is 5%. The discounted price only applies to the first $1,000 of a participant's monthly
contribution; after that threshold is reached, shares are purchased at 100% of market price. The total number of shares
originally authorized for purchase under the Plan, as adjusted, was 775,546 shares. There are maximum and minimum
levels for participant contributions, which the Board of Directors may change from time to time.

23



Edgar Filing: ARROW FINANCIAL CORP - Form 10-K

24



Edgar Filing: ARROW FINANCIAL CORP - Form 10-K

Directors' Stock Plan. The Directors' Stock Plan was originally adopted by the Board of Directors in 1999. It
provides for the automatic issuance of shares of Common Stock to directors of Arrow and its subsidiary banks in lieu
of cash director fees otherwise payable to them. The portion of their cash directors fees payable in stock is fixed each
year in advance by a vote of the full Board of Directors. The total number of shares authorized for issuance under the
Plan, as adjusted through December 31, 2007, is 32,736 shares.

STOCK PERFORMANCE GRAPHS

The following two graphs provide a comparison of the total cumulative return (assuming reinvestment of dividends)
for the common stock of Arrow as compared to the Russell 2000 Index, the SNL NASDAQ Bank Index and the SNL
Bank $1-$5B Index. The historical information set forth below may not be indicative of future results. The first
graph presents the five year period from December 31, 2002 to December 31, 2007 and the second graph presents the
ten year period from December 31, 1997 to December 31, 2007.
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Source: SNL Financial LC, Charlottesville, VA © 2008

TOTAL RETURN PERFORMANCE

Period Ending
Index 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06 12/31/07
Arrow Financial Corporation 100.00 116.49 138.03 123.98 125.54 117.11
Russell 2000 100.00 147.25 174.24 182.18 215.64 212.26
SNL NASDAQ Bank Index 100.00 129.08 147.94 143.43 161.02 126.42
SNL Bank $1B - $5B Index 100.00 135.99 167.83 164.97 190.90 139.06
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TOTAL RETURN PERFORMANCE

Period Ending
Index 12/31/97 12/31/98 12/31/99 12/31/00 12/31/01 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06 12/31/07
Arrow
Financial

Corporation 100.00  87.97  85.07 89.08 14597 166.85 19437 230.30 206.87 209.47 195.39

SNN
NASDAQ
Bank

Index 100.00 103.20 99.15 11447 124.60 128.15 16542 189.58 183.81 20636 162.01

SNL Bank
$1B - $5B

Index 100.00  99.77  91.69 104.05 12642 14594 198.46 24493 240.75 278.59 202.93
Russell 2000 100.00 9745 118.17 114.60 117.45 9339 137.52 162.73 170.14 201.39 198.24

Source: SNL Financial LC, Charlottesville, VA © 2008
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Unregistered Sales of Equity Securities

In connection with Arrow s acquisition in 2004 of Capital Financial Group, Inc. (CFG), an insurance agency
specializing in the sale of group health and life insurance products, Arrow issued 66,630 shares of its common stock to
the former sole shareholder of CFG, John Weber, in exchange for Mr. Weber s CFG shares. The acquisition
agreement contained a post-closing purchase price adjustment provision, under which Arrow would also pay to Mr.
Weber, over the 5-year period following closing, additional consideration in the form of additional shares of Arrow s
common stock, depending on the financial performance of CFG as a subsidiary of Arrow during such period. Under
this provision, Arrow issued an additional 9,380 shares to Mr. Weber from 2005 to 2007. All shares issued to Mr.
Weber at the original closing and in post-closing adjustments were issued without registration under the Securities Act
of 1933, as amended, in reliance upon the exemption for such registration set forth in Section 3(a)(11) of the Act and
Rule 147 promulgated by the Securities and Exchange Commission thereunder. This exemption was available
because Mr. Weber was and remains a New York resident, and CFG was and remains a New York corporation having
substantially all of its assets and business operations in the State of New York.

Issuer Purchases of Equity Securities

The following table presents information about repurchases by us during the three months ended December 31, 2007
of our common stock (our only class of equity securities registered pursuant to Section 12 of the Securities Exchange
Act of 1934):

Maximum
Total Number of Approximate Dollar

Shares Purchased as Value of Shares that

Part of Publicly May Yet be
Fourth Quarter Total Number of Average Price Announced Purchased Under the
Calendar Month  Shares Purchased!  Paid Per Share! Plans or Programs? Plans or Programs?
October 7,388 $21.69 5,000 1,307,689
November 34,197 21.62 10,000 1,091,089
December 22.662 22.47 e 1,091,089
Total 64.247 21.93 15.000

IThe total number of shares purchased and the average price paid per share include shares purchased in open market
transactions under the Arrow Financial Corporation Automatic Dividend Reinvestment Plan (the DRIP ) by the
administrator of the DRIP and shares surrendered or deemed surrendered to Arrow by holders of options to acquire
Arrow common stock in connection with the exercise of such options. In the months indicated, the listed number of
shares purchased included the following numbers of shares purchased through such methods: October 2007 - DRIP
purchases (2,388 shares); November 2007 DRIP purchases (4,369 shares), stock options (19,828 shares); December
2007 DRIP purchases (19,078 shares), stock options (3,584 shares). DRIP purchases do not reflect so-called netting
transactions, that is, purchases effected within the DRIP itself by the DRIP administrator consisting of monthly
acquisitions of shares by purchasing participants who are investing funds in the plan from other selling participants
who are withdrawing funds from the plan.
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ZIncludes only those shares acquired by Arrow pursuant to publicly-announced stock repurchase programs. Does not
include shares purchased or subject to purchase under the DRIP or any compensatory stock plan. Our only current
publicly-announced stock repurchase program is the program approved by the Board of Directors and announced in
April 2007 under which the Board authorized a twelve-month maximum cumulative purchase of $6,000,000 in stock.

Item 6. Selected Financial Data
FIVE YEAR SUMMARY OF SELECTED DATA
Arrow Financial Corporation and Subsidiaries

(Dollars In Thousands, Except Per Share Data)

Consolidated Statements of Income Data: 2007 2006 2005 2004 2003
Interest and Dividend Income $86,577 $80,611 $72,127 $68,443 $70,731
Interest Expense 40.283 34,743 24.114 19.206 21.610
Net Interest Income 46,294 45,868 48,013 49,237 49,121
Provision for Loan Losses 513 826 1.030 1.020 1.460

Net Interest Income After Provision

for Loan Losses 45,781 45,042 46,983 48,217 47,661
Noninterest Income 16,288 15,883 14,584 12,830 11,592
Net (Losses) Gains on Securities Transactions --- (102) 364 362 755
Noninterest Expense 37.930 36.807 35.189 32972 32,485
Income Before Provision for Income Taxes 24,139 24,016 26,742 28,437 27,523
Provision for Income Taxes 6.807 7.124 8.103 8.959 8.606
Net Income $17.332 $16.892 $18.639 $19.478 $18.917

Earnings Per Common Share: !

Basic $1.62 $1.55 $1.69 $1.76 $1.71
Diluted 1.61 1.53 1.66 1.72 1.67

Per Common Share: !

Cash Dividends $ 94 $ 91 $ .87 $ .81 $ .74
Book Value 11.50 10.83 10.68 10.59 9.62
Tangible Book Value 2 9.94 9.28 9.10 9.54 8.74

Consolidated Year-End Balance Sheet Data:
Total Assets $1,584,846 $1,520,217 $1,519,603 $1,377,949 $1,373,920

29



Edgar Filing

Securities Available-for-Sale
Securities Held-to-Maturity

Loans

Nonperforming Assets

Deposits

Federal Home Loan Bank Advances
Other Borrowed Funds
Shareholders Equity

Selected Key Ratios:
Return on Average Assets
Return on Average Equity
Dividend Payout

: ARROW FINANCIAL CORP - Form 10-K

338,070
114,611
1,038,844
2,336
1,204,200
160,000
73,719
122,256

1.11%
14.68
58.39

315,886
108,498
1,008,999
3,169
1,186,397
125,000
68,324
118,130

1.11%
14.38
59.87

326,363
118,123
996,545
2,372
1,165,763
157,000
63,054
117,421

1.28%
15.94
52.27

325,248
108,117
875,311
2,245
1,032,280
150,000
63,976
118,034

1.40%
17.54
47.25

349,831
105,776
855,178
2,687
1,046,616
150,000
55,936
105,865

1.42%
18.34
44.63

IShare and per share amounts have been adjusted for subsequent stock splits and dividends, including the most recent

September

2007 3% stock dividend.

2Tangible book value excludes intangible assets from total equity.
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following table presents selected quarterly information for the fourth quarter of 2007 and the preceding four

quarters:

Selected Quarterly Information:

(Dollars In Thousands, Except Per Share Amounts)

Share and per share amounts have been adjusted for subsequent stock dividends, including the most recent September

2007 3% stock dividend.

Net Income

Transactions Recorded in Net Income (Net of
Tax):

Visa Litigation
Net Securities Gains
Net Gains on Sales of Loans

Net (Losses) Gains on the Sale of Other Real
Estate Owned

Period End Shares Outstanding
Basic Average Shares Outstanding
Diluted Average Shares Outstanding
Basic Earnings Per Share

Diluted Earnings Per Share

Cash Dividends Per Share

Stock Dividends/Splits

Average Assets
Average Equity
Return on Average Assets
Return on Average Equity

Average Earning Assets

Dec 2007

$4,481

$(362)

10,627
10,619
10,682
$.42
42

24

$1,601,053
120,433
1.11%
14.76

$1,526,148

Sep 2007
$4,510

10,612
10,628
10,697
$.42
42

23
3%

$1,566,329
116,362
1.14%
15.38

$1,494,744

Jun 2007
$4,210

10,689
10,732
10,804
$.39
.39

23

$1,539,278
116,998
1.10%
14.43

$1,469,060

Mar 2007
$4.131

10,807
10,881
10,966
$.38
.38

23

$1,525,423
118,532
1.10%
14.13

$1,456,018

Dec 2006
$4.295

$oom

10,905
10,895
11,021
$.39
.39

23

$1,530,566
120,097
1.11%
14.19

$1,458,211
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Average Paying Liabilities

Interest Income, Tax-Equivalent !
Interest Expense

Net Interest Income, Tax-Equivalent !
Tax-Equivalent Adjustment

Net Interest Margin !

Efficiency Ratio Calculation:!
Noninterest Expense

Less: Intangible Asset Amortization
Net Noninterest Expense

Net Interest Income, Tax-Equivalent !

Noninterest Income

Less: Net Securities (Gains) Losses
Net Gross Income

Efficiency Ratio !

Period-End Capital Information:
Tier 1 Leverage Ratio

Total Shareholders Equity (i.e. Book Value)
Book Value per Share

Intangible Assets

Tangible Book Value per Share

Net Loans Charged-off as a

Percentage of Average Loans, Annualized

Provision for Loan Losses as a

Percentage of Average Loans, Annualized

Allowance for Loan Losses as a

Percentage of Loans, Period-end

Allowance for Loan Losses as a

Percentage of Nonperforming Loans,
Period-end

Nonperforming Loans as a

Percentage of Loans, Period-end

1,265,765 1,231,812 1,218,644
23,171 22,669 22,126
10,413 10,272 9,984
12,758 12,397 12,142

740 748 717
3.32% 3.29% 3.32%
$ 9,773 $ 9,223 $ 9,573
(96) (96) (96)

$ 9.677 $ 9.127 $ 9477

$12,758 $12,397 $12,142
4,016 4,089 4,171

$16.774 $16.486 $16.313
57.69% 55.36% 58.10%
8.37% 8.39% 8.51%
$122,256 $118,874 $115.911
11.50 11.20 10.84
16,590 16,699 16,808
9.94 9.63 9.27
05% .04% .03%
.07 .05 .04
1.19 1.19 1.21
567.81 610.64 614.22
21 .20 .20

1,202,593 1,203,444
21,530 21,388
9,614 9,488
11,916 11,900
714 557
3.32% 3.24%
$ 9,361 $ 9,120
(106) (107)
9.255 $ 9.013
$11,916 $11,900
4,012 3,973
(16)
$15.928 $15.857
58.11% 56.84%
8.62% 8.63%
$118,380  $118,130
10.95 10.83
16,917 16,925
9.39 928
.03% 10%
.04 11
1.21 1.22
603.43 442.12
20 28
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Nonperforming Assets as a

Percentage of Total Assets, Period-end A5 13 15

I'See Use of Non-GAAP Financial Measures on page 3.
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Selected Twelve-Month Information:

(Dollars In Thousands, Except Per Share Amounts)

Share and per share amounts have been adjusted for subsequent stock dividends, including the most recent September

2007 3% stock dividend.

Net Income

Transactions Recorded in Net Income (Net of Tax):
Visa Litigation

Net Securities (Losses) Gains

Net Gains on Sales of Loans

Gain on the Sale of Premises

Net (Losses) Gains on the Sale of Other Real Estate
Owned

Period End Shares Outstanding
Basic Average Shares Outstanding
Diluted Average Shares Outstanding
Basic Earnings Per Share

Diluted Earnings Per Share

Cash Dividends Per Share

Average Assets
Average Equity
Return on Average Assets
Return on Average Equity

Average Earning Assets

Average Paying Liabilities

Interest Income, Tax-Equivalent !
Interest Expense

Net Interest Income, Tax-Equivalent !
Tax-Equivalent Adjustment

Net Interest Margin !

Dec 2007
$17,332

$(362)

25

2

10,627

10,714

10,786
$1.62
1.61
94

$1,558,252

118,082

1.11%
14.68

$1,486,707
1,229,882
89,498
40,283
49,215
2,921

3.31%

Dec 2006
$16,892

$-mv
(61)
44
136

10,905

10,922

11,067
$1.55
1.53
91

$1,522,327

117,466

1.11%
14.38

$1,451,655
1,201,612
82,999
34,743
48,256
2,388

3.32%

Dec 2005
$18,639

$om
219
73

35

10,997

11,054

11,242
$1.69
1.66
.87

$1,458,716

116,956

1.28%
15.94

$1,386,485
1,149,426
74,624
24,114
50,510
2,497

3.64%
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Efficiency Ratio Calculation !

Noninterest Expense $37,930 $36,807 $35,189
Less: Intangible Asset Amortization (394) (436) (385)
Net Noninterest Expense $37.536 $36.371 $34.804
Net Interest Income, Tax-Equivalent ! $49,215 $48,256 $50,510
Noninterest Income 16,288 15,781 14,948
Less: Net Securities Losses (Gains) — 102 (364)
Net Gross Income $65.503 $64.139 $65.094
Efficiency Ratio ! 57.30% 56.71% 53.47%

Period-End Capital Information:

Tier 1 Leverage Ratio (Period-end) 8.37% 8.63% 8.33%
Total Shareholders Equity (i.e. Book Value) $122,256 $118,130 $117,421
Book Value per Share 11.50 10.83 10.68
Intangible Assets 16,590 16,925 17,337
Tangible Book Value per Share 9.94 9.28 9.10

Net Loans Charged-off as a

Percentage of Average Loans .04% .08% .09%

Provision for Loan Losses as a

Percentage of Average Loans .05 .08 A1
Allowance for Loan Losses as a

Percentage of Loans, Period-end 1.19 1.22 1.23
Allowance for Loan Losses as a

Percentage of Nonperforming Loans, Period-end 567.81 442.12 544.55

Nonperforming Loans as a

Percentage of Loans, Period-end 21 28 23
Nonperforming Assets as a

Percentage of Total Assets, Period-end A5 21 .16

I'See Use of Non-GAAP Financial Measures on page 3.
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CRITICAL ACCOUNTING POLICIES

In order to prepare our consolidated financial statements in accordance with accounting principles generally accepted
in the United States of America, we were required to make estimates and assumptions that affected the amounts
reported in these statements. There are uncertainties inherent in making these estimates and assumptions, which could
materially affect our results of operations and financial position. We consider the following to be critical accounting
policies:

The allowance for loan losses: The adequacy of the allowance for loan losses is sensitive to changes in current
economic conditions that may make it difficult for borrowers to meet their contractual obligations. Any downward
trend in the economy, regional or national, may require us to increase the allowance for loan losses resulting in a
negative impact on our results of operations and financial condition at the same time that other areas of our operations,
including new loan originations and assets under administration in our trust department may also be experiencing
negative pressures from the same underlying negative economic conditions.

Liabilities for retirement plans: We have a variety of pension and retirement plans. Liabilities under these plans rely
on estimates of future salary increases, numbers of employees and employee retention, discount rates and long-term
rates of investment return. Changes in these assumptions due to changes in the financial markets, the economy, our
own operations or applicable law and regulation may result in material changes to our liability for postretirement
expense, with consequent impact on our results of operations and financial condition.

Valuation allowance for deferred tax assets: SFAS No. 109 Accounting for Income Taxes, requires a reduction in the
carrying amount of deferred tax assets by a valuation allowance if, based on the weight of available evidence, it is
more likely than not (a likelihood of more than 50 percent) that some portion or all of the deferred tax assets will not
be realized. The valuation allowance should be sufficient to reduce the deferred tax asset to the amount that is more
likely than not to be realized. Our analysis of the need for a valuation allowance for deferred tax assets is, in part,
based on an estimate of future taxable income.

Goodwill: SFAS No. 142 Goodwill and Other Intangible Assets, requires that goodwill be tested for impairment at a
level of reporting referred to as a reporting unit. Impairment is the condition that exists when the carrying amount of
goodwill exceeds its implied fair value. The first step of the goodwill impairment test, used to identify potential
impairment, compares the fair value of a reporting unit with its carrying amount, including goodwill. The second step

of the goodwill impairment test, used to measure the amount of impairment loss, compares the implied fair value of a
reporting unit s goodwill with the carrying amount of that goodwill.

Other than temporary decline in the value of debt and equity securities: SFAS No. 115 Accounting for Certain
Investments in Debt and Equity Securities, requires that, for individual securities classified as either available-for-sale

or held-to-maturity, an enterprise shall determine whether a decline in fair value below the amortized cost basis is
other than temporary. For example, if it is probable that the investor will be unable to collect all amounts due
according to the contractual terms of a debt security not impaired at acquisition, an other-than-temporary impairment
shall be considered to have occurred. If the decline in fair value is judged to be other than temporary, the cost basis of
the individual security shall be written down to fair value as a new cost basis and the amount of the write-down shall
be included in current period earnings. A significant economic downturn might result in an other-than-temporary
impairment in securities held in our portfolio.
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The following discussion and analysis focuses on and reviews our results of operations for each of the years in the
three-year period ended December 31, 2007 and our financial condition as of December 31, 2007 and 2006. The
discussion below should be read in conjunction with the selected quarterly and annual information set forth above and
the consolidated financial statements and other financial data presented elsewhere in this Report. When necessary,
prior-year financial information has been reclassified to conform to the current-year presentation.

A. OVERVIEW

Summary of 2007 Financial Results

We reported net income of $17.3 million for 2007, an increase of $440 thousand, or 2.6%, compared to 2006. Diluted
earnings per share of $1.61 represented an increase of $.08, or 5.2%, from 2006. During 2007, our net interest margin
stabilized and net interest income increased from 2006. This followed two successive years of decreasing net interest
income and three consecutive years of decreasing net interest margins. Out net interest margin was essentially the
same as in 2006, and our increase in net interest income from 2006 to 2007 was attributable to a 2.4% increase in
average earning assets.

We recorded a non-cash pre-tax charge in the fourth quarter of 2007 of $600 thousand related to our proportionate
share, as a member bank of the Visa credit card organization, of certain estimated litigation costs incurred by Visa
U.S.A., Inc. in the quarter. Like other financial institutions that are Visa members, we are obligated to indemnify Visa
in connection with certain legal proceedings. While the outcome and amount of potential losses that may be incurred
by Visa, and ultimately by its member banks, related to litigation involving Visa and certain of its member banks is
inherently uncertain, based on the settlement of the litigation with American Express and our estimate of the fair value
of potential losses related to the remaining litigation, we recognized an after-tax charge to fourth quarter earnings of
$362 thousand representing a 3.4 cents dilution of earnings per share for the fourth quarter and the year ended
December 31, 2007. However, in October 2007, Visa, in connection with a restructuring, issued shares of its common
stock to its member banks in contemplation of an initial public offering (IPO) of these and other shares which Visa
has indicated is planned for the first half of 2008. Visa has indicated that it intends that payments related to its
antitrust litigation matters will be funded from an escrow account to be established with a portion of the proceeds from
its IPO, including proceeds allocable to member banks shares. We currently expect that our proportional share of the
proceeds of Visa s planned IPO in 2008 will exceed the aggregate amount of this charge, and if so, that the income to
us in 2008 will exceed the 2007 charge. On February 25, 2008, Visa, Inc. filed an amended Form S-1 registration
statement for its Class A common stock public offering with a price range of $37.00 to $42.00 per share, but Visa has
not yet set a date for the IPO.

At December 31, 2007, our tangible book value per share (calculated based on shareholders equity reduced by
intangible assets including goodwill and other intangible assets) amounted to $9.94, an increase of $.66, or 7.1%, from
year-end 2006. Our total shareholders equity at year-end 2007 increased 3.5% over the year-end 2006 level. Major
changes to shareholders equity included: i) $17.3 million of net income for the year ii) a $3.7 million net unrealized
gain in the valuation allowance for available-for-sale securities, offset by iii) cash dividends of $10.0 million, and iv)
repurchases of our own common stock of $7.3 million. As of the last trading day of 2007, the average of our closing
bid and asked stock price was $21.43, resulting in a trading multiple of 2.16 to tangible book value.

The Board of Directors declared a quarterly cash dividend of $.24 per share for the fourth quarter of 2007. For the

year, total cash dividends (as adjusted for stock dividends) were $.94 compared to $.91 for 2006, an increase of $.03,
or 3.3%.
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Through year-end 2007, we had experienced an improvement in the credit quality of our loan portfolio; assets
continued to demonstrate considerable strength, both as compared to our peer banks and to our historically sound asset
quality levels. Nonperforming loans amounted to $2.2 million at December 31, 2007, a decrease of $593 thousand
from the prior year-end. The ratio of nonperforming loans to period-end loans was .21% at December 31, 2007, a
decrease from .28% one year earlier. Loans charged-off (net of recoveries) against the allowance for loan losses were
$390 thousand for 2007, as compared to $789 thousand for the prior year. At year-end 2007, the allowance for loan
losses was $12.4 million, representing 1.19% of total loans, down three basis points from 1.22% at the prior year-end.

B. RESULTS OF OPERATIONS

The following analysis of net interest income, the provision for loan losses, noninterest income, noninterest expense
and income taxes, highlights the factors that had the greatest impact on our results of operations for 2007 and the prior
two years.

L. NET INTEREST INCOME (Tax-equivalent Basis)

Net interest income represents the difference between interest, dividends and fees earned on loans, securities and other
earning assets and interest paid on deposits and other sources of funds. Changes in net interest income result from
changes in the level and mix of earning assets and sources of funds (volume) and changes in the yields earned and
interest rates paid (rate). Net interest margin is the ratio of net interest income to average earning assets. Net interest
income may also be described as the product of average earning assets and the net interest margin. As described in the
section entitled Use of Non-GAAP Financial Measures on page 3 of the Report we calculate net interest income on a
tax-equivalent basis.

CHANGE IN NET INTEREST INCOME

(Dollars In Thousands) (Tax-equivalent Basis)

Years Ended December 31, Change From Prior Year
2006 to 2007 2005 to 2006
2007 2006 2005 Amount % Amount %
Interest and Dividend Income $89,498 $82,999 $74,624  $6,499 7.8 % $8,375 11.2 %
Interest Expense 40,283 34,743 24.114 5.540 159 10.629 44.1
Net Interest Income $49.215 $48.256 $50.510 $ 959 2.0 $(2.254) 4.5)

On a tax-equivalent basis, net interest income was $49.2 million in 2007, an increase of $959 thousand, or 2.0%, from
$48.3 million in 2006. This compared to a decrease of $2.3 million, or 4.5%, between 2005 and 2006. Factors
contributing to the decrease in net interest income over the three-year period are discussed in the following portions of
this Section B.1.

In the following table, net interest income components are presented on a tax-equivalent basis. Changes between
periods are attributed to movement in either the average daily balances or average rates for both earning assets and
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interest-bearing liabilities. Changes attributable to both volume and rate have been allocated proportionately between
the categories.

2007 Compared to 2006 2006 Compared to 2005
Change in Net Interest Income Due to: Change in Net Interest Income Due
to:

Interest and Dividend Income: Volume Rate Total Volume Rate Total
Federal Funds Sold $ 656 $ 12 $ 644 $ 269 $ 89 $ 358
Securities Available-for-Sale:

Taxable (674) 862 188 179 701 880

Non-Taxable 295 262 557 441 (25) 416
Securities Held-to-Maturity:

Taxable 2) 1 (1) 2) 1 @))

Non-Taxable 416 24 440 (464) 285 (179)
Loans 1.523 3.148 4.671 3.247 3.654 6.901
Total Interest and Dividend Income 2214 _4.285 6.499 3.670 4,705 8.375
Interest Expense:
Deposits:

Interest-Bearing NOW Deposits 461 1,313 1,774 (302) 1,680 1,378

Regular and Money Market Savings (229) 607 378 (115) 1,156 1,041

Time Deposits of $100,000 or More 876 594 1,470 1,260 1,961 3,221

Other Time Deposits 370 1.448 1.818 1.673 _2.183 _3.856
Total Deposits 1,478 3,962 5,440 2,516 6,980 9,496
Short-Term Borrowings 87 152 239 (55) 459 404
Long-Term Debt (528) 389 (139) 331 398 729
Total Interest Expense 1.036 4.504 5.540 2.792 _7.837 10.629
Net Interest Income $1.179 $ (220) $ 959 $ 878 $(3.132) $(2.254)

The following table reflects the components of our net interest income, setting forth, for years ended December 31,
2007, 2006 and 2005 (i) average balances of assets, liabilities and shareholders' equity, (ii) interest and dividend
income earned on earning assets and interest expense incurred on interest-bearing liabilities, (iii) average yields earned
on earning assets and average rates paid on interest-bearing liabilities, (iv) the net interest spread (average yield less
average cost) and (v) the net interest margin (yield) on earning assets. Interest income and interest rate information is
presented on a tax-equivalent basis (see the discussion under Use of Non-GAAP Financial Measures on page 3 of the
Report). The yield on securities available-for-sale is based on the amortized cost of the securities. Nonaccrual loans
are included in average loans.

Average Consolidated Balance Sheets and Net Interest Income Analysis

(Tax-equivalent basis using a marginal tax rate of 35%)
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(Dollars in Thousands)

Years Ended: 2007 2006 2005
Interest Interest Interest
Income  Rate Income Rate Income  Rate
Average or Earned  Average or Earned Average or Earned
Balance Expense or Paid Balance [Expense orPaid Balance Expense or Paid
Federal Funds Sold $ 22,022 $ 1,098 4.99% $ 8875 $ 454 512% $ 3,060 $ 96 3.14%
Securities
Available-for-
Sale:
Taxable 308,172 14,349 4.66 323,162 14,161 438 318,896 13,281 4.16
Non-Taxable 24,015 1,455 6.06 18,627 898 4.82 9,508 482 5.07
Securities
Held-to-Maturity:
Taxable 310 16 5.16 356 17 4.78 395 18 4.56
Non-Taxable 111,332 6,350 5.70 104,024 5,910 5.68 112,340 6,089 5.42
Loans 1.020.856 _66.230 6.49 996.611 _61.559 6.18 __942.286 _54.658 5.80
Total Earning
Assets 1.486.707 _89.498 6.02 _1.451.655 _82.999 5.72 1.386.485 _74.624 5.38
Allowance for
Loan Losses (12,323) (12,263) (12,136)
Cash and Due
From Banks 33,180 33,853 36,312
Other Assets 50.687 49.082 48.055
Total Assets $1.558.251 $1.522.327 $1.458.716
Deposits:
Interest-Bearing
NOW $ 315,614 6,868 2.18 $ 290,860 5,094 1.75 $ 314,836 3,716 1.18
Regular and
Money Market
Savings 266,007 3,973 1.49 283,253 3,595 1.27 296,159 2,554 0.86
Time Deposits of
$100,000
Or More 180,606 8,628 478 161,729 7,158 4.43 126,919 3,937 3.10
Other Time
Deposits 258.042 _11.393 442 _ 248,706 9.575 3.85 198.130 5.719 2.89
Total Interest-
Bearing
Deposits 1,020,269 30,862 3.02 084,548 25,422 2.58 936,044 15,926 1.70
49,355 1,389 2.81 46,044 1,150 2.50 49,493 746 1.51
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Short-Term

Borrowings

FHLB Advances

and
Long-Term Debt 160.258
Total Interest-

Bearing Funds 1,229,882
Demand Deposits 186,474
Other Liabilities 23.813

Total Liabilities 1,440,169
Shareholders
Equity 118.082
Total Liabilities
and
Shareholders
Equity $1.558.251

Net Interest Income

(Tax-equivalent
Basis)

Reversal of Tax

Equivalent
Adjustment

Net Interest Income
Net Interest Spread
Net Interest Margin

49,215

(2.921)
$46.294

3.28

2.74%
3.31%

CHANGES IN NET INTEREST INCOME DUE TO RATE

YIELD ANALYSIS (Tax-equivalent basis)

Yield on Earning Assets

Cost of Interest-Bearing Liabilities

Net Interest Spread
Net Interest Margin

171.020 8.171 4.78 163.889 1.442
1,201,612 34.743 2.89 1,149,426 24.114
182,706 174,762
20.543 17.572
1,404,861 1,341,760
117.466 116.956
$1.522.327 $1.458.716
48,256 50,510
(2.388) (2.497)
$45.868 $48.013
2.83%
3.32%
December 31,
2007 2006
6.02% 5.72%
3.28 2.89
2.74% 2.83%
31% 3.32%

4.54

3.28%
3.64%

2005
5.38%

3.28%
3.64%
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After two years of decreases in net interest income, we experienced an increase in net interest income of $959
thousand from 2006 to 2007. An increase in average net earning assets (i.e., changes in volume), had a $1.2 million
positive impact on net interest income, which more than offset a $220 thousand negative effect of a one basis point
decrease in net interest margin (i.e. changes in rates). We experienced a decrease in net interest income of $2.3
million from 2005 to 2006. Although we experienced an increase in average net earning assets (i.e., changes in
volume), which had an $878 thousand positive impact on net interest income, this was more than offset by the
negative effect of a decrease in our net interest spread and net interest margin (i.e. changes in rates), which had a
negative impact of $3.1 million on net interest income.

Generally, the following items have a major impact on changes in net interest income due to rate: general interest rate
changes, the ratio of our rate sensitive assets to rate sensitive liabilities (interest rate sensitivity gap) during periods of
interest rate changes, and changes in the level of nonperforming loans.

Impact of Interest Rate Changes 2002 2007

In mid-2003, due to actions by the Federal Reserve (Fed) the federal funds target rate decreased to an almost
unprecedented low of 1.00%. In mid-2004, the Federal Reserve Board reversed course and began to increase
short-term rates with a series of 25 basis point increases in the targeted federal funds rate, reaching 5.25% by
mid-2006. From mid-2006 to fall 2007, the Fed did not take any actions to change short-term rates. In September
2007, however, in response to perceptions of a weakening economy and a loss of liquidity in the short-term credit
market, precipitated in large part by problems related to subprime residential real estate lending, the Fed began
lowering the federal funds target rate. By the December 2007 meeting of the Board of Governors, the rate had
decreased 100 basis points, to 4.25%, and in early 2008, the Fed, in response to continuing liquidity concerns in the
credit markets, lowered the federal funds rate by an additional 125 basis points, to 3.00%. We expect to see an
immediate impact in the cost of our deposits, which will be followed by a gradual reduction as maturing time deposits
reprice. We also expect that our loan yields will decline, but that decrease may not be as severe if mid- to long-term
rates do not fall as quickly or to the extent of short-term rates.

Our net interest margin has traditionally been sensitive to and impacted by changes in prevailing market interest rates.
The following analysis of the relationship between prevailing rates (and changes in rates) and our net interest margin
and net interest income covers the period from 2002 to the present.

An important recent development with regard to the effect of rate changes in our profitability has been the so-called

flattening of the yield curve. After the Fed began increasing short-term interest rates in June 2004, the yield curve did
not maintain its traditional upward curve but flattened; that is, as short-term rates increased, longer-term rates stayed
unchanged or decreased. Therefore, the traditional spread between short-term rates and long-term rates (the upward
yield curve) essentially disappeared, i.e., the curve had flattened. Late in 2006 and in early 2007, the yield curve was
occasionally inverted, with short-term rates exceeding long-term rates. This flattening of the yield curve was the most
significant factor in reducing our net interest income in 2005 and 2006. Only at the end of the second quarter of 2007
did the yield on longer-term securities begin to increase over short-term investments. This was further enhanced when
long-term rates held steady after the Fed lowered short-term rates in September 2007.

Nevertheless, longer-term rates were resistant to increases during the period of rising short-term rates, both due to
borrower expectations and to a widespread perception in the credit markets of limited risk of default. To the extent

these perceptions and expectations are now changing, long-term rates may be expected to remain steady, or perhaps
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even rise, even though short-term rates have now begun to drop sharply. Thus, the yield curve may be expect