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FORWARD-LOOKING STATEMENTS DISCLAIMER

Certain statements, as well as certain other discussions contained in this Annual Report on Form 10-K, or incorporated
herein by reference, contain statements which may be considered to be forward-looking within the meaning of Section
27A of the Securities Act of 1933, as amended and Section 21E of the Securities Exchange Act of 1934, as amended.
You can identify these forward-looking statements by the use of words like "strategy," "expects," "plans," "believes,"
"will," "estimates," "intends," "projects," "goals," "targets," and other words of similar meaning. You can also identify

them by the fact that they do not relate strictly to historical or current facts.

nn

nn nn "nn

Investors are cautioned that forward-looking statements are inherently uncertain. Forward-looking statements include,
but are not limited to, those made in connection with estimates with respect to the future results of operations,
financial condition, and the business of Bar Harbor Bankshares (the Company ) which are subject to change based on
the impact of various factors that could cause actual results to differ materially from those projected or suggested due

to certain risks and uncertainties. Those factors include but are not limited to:

6))] The Company's success is dependent to a significant extent upon general economic conditions in
Maine, and Maine's ability to attract new business, as well as factors that affect tourism, a major
source of economic activity in the Company s immediate market areas;

(i1) The Company's earnings depend to a great extent on the level of net interest income (the difference
between interest income earned on loans and securities and the interest expense paid on deposits
and borrowings) generated by the Company s wholly-owned banking subsidiary, Bar Harbor Bank
& Trust, (the Bank ), and thus the Company s results of operations may be adversely affected by
increases or decreases in interest rates;

(iii))  The banking business is highly competitive and the profitability of the Company depends on the
Bank's ability to attract loans and deposits in Maine, where the Bank competes with a variety of
traditional banking and nontraditional institutions, such as credit unions and finance companies;

(iv) A significant portion of the Bank's loan portfolio is comprised of commercial loans and loans
secured by real estate, exposing the Company to the risks inherent in financing based upon analysis
of credit risk, the value of underlying collateral, and other intangible factors which are considered
in making commercial loans and, accordingly, the Company's profitability may be negatively
impacted by judgment errors in risk analysis, by loan defaults, and the ability of certain borrowers
to repay such loans during a downturn in general economic conditions;

) A significant delay in or inability to execute strategic initiatives designed to increase revenues and
or control expenses;

(vi)  The potential need to adapt to changes in information technology systems, on which the Company
is highly dependent, could present operational issues or require significant capital spending;

(vii)  Significant changes in the Company s internal controls, or internal control failures;
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(viii)  Acts or threats of terrorism and actions taken by the United States or other governments as a result
of such threats, including military action, could adversely affect business and economic conditions
in the United States generally and in the Company s markets, which could have an adverse effect
on the Company s financial performance and that of borrowers and on the financial markets and the
price of the Company s common stock;
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(ix)  Significant changes in the extensive laws, regulations, and policies governing bank holding
companies and their subsidiaries, which could alter the Company's business environment or affect
its operations;

(x) Changes in general, national, international, regional or local economic conditions and credit
markets which are less favorable than those anticipated by Company management that could
impact the Company's investment securities portfolio, quality of credits, or the overall demand for
the Company's products or services; and

(xi)  The Company s success in managing the risks involved in all of the foregoing matters.

You should carefully review all of these factors as well as the risk factors set forth in Item 1A. Risk Factors contained
in this Annual Report of Form 10-K. There may be other risk factors that could cause differences from those
anticipated by management.

The forward-looking statements contained herein represent the Company's judgment as of the date of this Annual
Report on Form 10-K, and the Company cautions readers not to place undue reliance on such statements. The
Company disclaims any obligation to publicly update or revise any forward-looking statement contained in the
succeeding discussion, or elsewhere in this Annual Report on Form 10-K, except to the extent required by federal
securities laws.
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PART 1

ITEM 1. BUSINESS

Organization

Bar Harbor Bankshares (the Company ) ( BHB ) was incorporated under the laws of the state of Maine on January 19,
1984. At December 31, 2011, the Company had total consolidated assets of $1.17 billion and total shareholders equity
of $118.3 million.

The Company has one, wholly-owned first tier operating subsidiary, Bar Harbor Bank & Trust (the Bank ), a
community bank, which offers a wide range of deposit, loan, and related banking products, as well as brokerage
services provided through a third-party brokerage arrangement. In addition, the Company offers trust and investment
management services through its second tier subsidiary, Bar Harbor Trust Services ( Trust Services ), a Maine chartered
non-depository trust company. These products and services are offered to individuals, businesses, not-for-profit
organizations and municipalities.

The Company is a bank holding company ( BHC ) registered under the Bank Holding Company Act of 1956, as

amended (the BHC Act ), and is subject to supervision, regulation and examination by the Board of Governors of the

Federal Reserve System (the FRB ). The Company is also a Maine Financial Institution Holding Company for the

purposes of the laws of the state of Maine, and as such is subject to the jurisdiction of the Superintendent (the
Superintendent ) of the Maine Bureau of Financial Institutions ( BFI ).

Bar Harbor Bank & Trust

The Bank, originally founded in 1887, is a Maine financial institution, and its deposits are insured by the Federal
Deposit Insurance Corporation (the FDIC ) up to the maximum extent permitted by law. The Bank is subject to the
supervision, regulation, and examination of the FDIC and the BFI. It is not a member of the Federal Reserve Bank.

The Bank has twelve (12) branch offices located throughout downeast and midcoast Maine, including its principal
office located at 82 Main Street, Bar Harbor. The Bank s offices are located in Hancock, Washington, and Knox
Counties, representing the Bank s principal market areas. The Hancock County offices, in addition to Bar Harbor, are
located in Blue Hill, Deer Isle, Ellsworth, Northeast Harbor, Somesville, Southwest Harbor, and Winter Harbor. The
Washington County offices are located in Milbridge, Machias, and Lubec. The Knox County office is located in
Rockland. The Bank delivers its operations and technology support services from its operations center located in

11
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Ellsworth, Maine.

The Bank is a retail bank serving individual and business customers, retail establishments and restaurants, seasonal
lodging, biological research laboratories, and a large contingent of retirees. As a coastal bank, it serves the tourism,
hospitality, lobstering, fishing, boat building and marine services industries. It also serves Maine s wild blueberry
industry through its Hancock and Washington County offices. The Bank operates in a competitive market that
includes other community banks, savings institutions, credit unions, and branch offices of statewide and interstate
bank holding companies located in the Bank s market area.

The Bank has a broad deposit base and loss of any one depositor or closely aligned group of depositors would not
have a material adverse effect on its business. Historically, the banking business in the Bank s market area has been
seasonal, with lower deposits in the winter and spring, and higher deposits in the summer and autumn. These seasonal
swings have been fairly predictable and have historically not had a material adverse impact on the Bank or its liquidity
position. Approximately 91.3% of the Bank s deposits are in interest bearing accounts. The Bank has paid, and
anticipates that it will continue to pay, competitive interest rates on all of the deposit account products it offers and
does not anticipate any material loss of these deposits.

12
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The Bank emphasizes personal service to the community, with a concentration on retail banking. Customers are
primarily individuals and small businesses to which the Bank offers a wide variety of products and services.

Retail Products and Services: The Bank offers a variety of consumer financial products and services designed to
satisfy the deposit and borrowing needs of its retail customers. The Bank s retail deposit products and services include
checking accounts, interest bearing NOW accounts, money market accounts, savings accounts, club accounts,
short-term and long-term certificates of deposit, Health Savings Accounts, and Individual Retirement Accounts.
Credit products and services include home mortgages, residential construction loans, home equity loans and lines of
credit, credit cards, installment loans, and overdraft protection services. The Bank provides secured and unsecured
installment loans for new or used automobiles, boats, recreational vehicles, mobile homes and other personal needs.
The Bank also offers other customary products and services such as safe deposit box rentals, wire transfers, check
collection services, foreign currency exchange, money orders, and U.S. Savings Bonds redemptions.

The Bank staffs a customer service center, providing customers with telephone and e-mail responses to their questions
and needs. The Bank also offers free banking-by-mail services.

Retail Brokerage Services: The Bank retains Infinex Investments, Inc., ( Infinex ) as a full service third-party
broker-dealer, conducting business under the assumed business name Bar Harbor Financial Services. Bar Harbor
Financial Services is a branch office of Infinex, an independent registered broker-dealer offering securities and
insurance products that is not affiliated with the Company or its subsidiaries. These products are not deposits, are not
insured by the FDIC or any other government agency, are not guaranteed by the Bank or any affiliate, and may be
subject to investment risk, including possible loss of value.

Bar Harbor Financial Services principally serves the brokerage needs of individuals, from first-time purchasers, to
sophisticated investors. It also offers a line of life insurance, annuity, and retirement products, as well as financial
planning services. Infinex was formed by a group of member banks, and is reportedly one of the largest providers of
third party investment and insurance services to banks and their customers in New England. Through Infinex, the
Bank is able to take advantage of the expertise, capabilities, and experience of a well-established third-party
broker-dealer in a cost effective manner.

Electronic Banking Services: The Bank continues to offer free Internet banking services, including free check images
and electronic bill payment, through its dedicated website at www.BHBT.com. Additionally, the Bank offers
TeleDirect, an interactive voice response system through which customers can check account balances and activity, as
well as initiate money transfers between their accounts. Automated Teller Machines (ATMs) are located at each of the
Bank s twelve (12) branch locations. The Bank is also a member of Maine Cash Access, providing customers with
surcharge-free access to 170 ATMs throughout the state of Maine. Visa debit cards are also offered, providing
customers with free access to their deposit account balances at point of sale locations throughout most of the world.

13



Edgar Filing: BAR HARBOR BANKSHARES - Form 10-K

Commercial Products and Services: The Bank serves the small business market throughout downeast and midcoast
Maine. It offers business loans to individuals, partnerships, corporations, and other business entities for capital
construction, real estate and equipment financing, working capital, real estate development, and a broad range of other
business purposes. Business loans are provided primarily to organizations and sole proprietors in the tourism,
hospitality, healthcare, blueberry, boatbuilding, biological research, and fishing industries, as well as to other small
and mid-size businesses associated with coastal communities. Certain larger loans, which exceed the Bank s lending
limits, are written on a participation basis with other financial institutions, whereby the Bank retains only such
portions of those loans that are within its lending limits and credit risk tolerances.

14
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The Bank offers a variety of commercial deposit accounts, most notably business checking and tiered money market
accounts. These accounts are typically used as operating accounts or short-term savings vehicles. The Bank s cash
management services provide business customers with short-term investment opportunities through a cash
management sweep program, whereby excess operating funds over established thresholds are swept into overnight
securities sold under agreements to repurchase. The Bank also offers Business On-Line Direct ( BOLD ) an Internet
banking service for businesses. This service allows business clients to view their account histories, print statements,
view check images, order stop payments, transfer funds between accounts, and transmit Automated Clearing House
(ACH) files. The Bank also offers remote deposit capture, enabling its business customers to deposit checks remotely.
Other commercial banking services include merchant credit card processing provided through a third party vendor,
night depository, and coin and currency handling.

Bar Harbor Trust Services

Trust Services is a Maine chartered non-depository trust company and a wholly-owned subsidiary of the Bank. Trust
Services provides a comprehensive array of trust and investment management services to individuals, businesses,
not-for-profit organizations, and municipalities of varying asset size.

Trust Services serves as trustee of both living trusts and trusts under wills, including revocable and irrevocable,
charitable remainder and testamentary trusts, and in this capacity holds, accounts for and manages financial assets,
real estate and special assets. Trust Services offers custody, estate settlement, and fiduciary tax services. Additionally,
Trust Services offers employee benefit trust services for which it acts as trustee, custodian, administrator and/or
investment advisor, for employee benefit plans and for corporate, self-employed, municipal and not-for-profit
employers located throughout the Company s market areas.

The staff includes credentialed investment and trust professionals with extensive experience. At December 31, 2011,
Trust Services served 758 client accounts, with assets under management and assets held in custody amounting to
$333.9 million and $23.7 million, respectively.

Competition

The Company competes principally in downeast and midcoast Maine, which can generally be characterized as rural
areas. The Company considers its primary market areas to be in Hancock, Knox, and Washington counties, each in the
state of Maine. According to the 2010 Census Bureau Report estimate, the population of these three counties was
54,418, 39,736, and 32,856, respectively, representing a combined population of approximately 127,010. The
economies in these three counties are based primarily on tourism, healthcare, fishing, aquaculture, agriculture, and
small local businesses, but are also supported by a large contingent of retirees. Major competitors in these market
areas include local independent banks, local branches of large regional bank affiliates, thrift institutions, savings and

15
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loan institutions, mortgage companies, and credit unions. Other competitors in the Company s primary market area
include financing affiliates of consumer durable goods manufacturers, insurance companies, brokerage firms,
investment advisors, and other non-bank financial service providers.

Like most financial institutions in the United States, the Company competes with an ever-increasing array of financial
service providers. As the national economy moves further towards a concentration of service companies, competitive
pressures will mount.

16
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The Company has generally been able to compete effectively with other financial institutions by emphasizing quality
customer service, making decisions at the local level, maintaining long-term customer relationships, building
customer loyalty, and providing products and services designed to address the specific needs of customers; however,
no assurance can be given that the Company will continue to be able to compete effectively with other financial
institutions in the future.

No material part of the Company s business is dependent upon one, or a few customers, or upon a particular industry
segment, the loss of which would have a material adverse impact on the operations of the Company.

Management and Employees

The Company has two principal officers: Joseph M. Murphy, President and Chief Executive Officer, and Gerald
Shencavitz, Executive Vice President, Chief Financial Officer and Treasurer.

Joseph M. Murphy also serves as President and Chief Executive Officer of the Bank. Gerald Shencavitz also serves as
Executive Vice President, Chief Financial Officer, Chief Operating Officer and Treasurer of the Bank, and Chief
Financial Officer of Trust Services. Other senior operating positions in the Company include a President of Trust
Services and Executive Vice Presidents in charge of retail banking, business banking and risk management, and
Senior Vice Presidents in charge of human resources and sales & marketing.

As of December 31, 2011, the Bank employed 152 full-time equivalent employees, Trust Services employed 13
full-time equivalent employees, and the holding company employed 3 full-time employees, representing a full-time
equivalent complement of 168 employees of the Company.

The Company maintains comprehensive employee benefit programs, which provide health, dental, long-term and
short-term disability, and life insurance. All Company employees are eligible for participation in the Bar Harbor
Bankshares 401(k) Plan provided they meet minimum age and service requirements. Certain officers and employees
of the Company and its subsidiaries also participate in the Company s 2000 and 2009 Stock Option Plans and/or have
incentive bonus compensation plans, supplemental executive retirement agreements and change in control,
confidentiality and non-compete agreements.

The Company s management believes that employee relations are good and there are no known disputes between
management and employees.

17
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Supervision and Regulation

In addition to the generally applicable state and federal laws governing businesses and employers, bank holding
companies and banks are extensively regulated under both federal and state law. With few exceptions, state and
federal banking laws have as their principal objective either the maintenance of the safety and soundness of the
Deposit Insurance Fund ( DIF ) of the FDIC or the protection of consumers or classes of consumers, rather than the
specific protection of the shareholders of the Company. Bank holding companies and banks that fail to conduct their
operations in a safe and sound basis or in compliance with applicable laws can be compelled by the regulators to
change the way they do business and may be subject to regulatory enforcement actions, including restrictions imposed
on their operations. To the extent that the following information describes statutory and regulatory provisions, it is
qualified in its entirety by reference to those particular statutory and regulatory provisions. Any change in applicable
laws or regulations may have an adverse effect on the results of operation and financial condition of the Company and
the Bank.

18
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Primary Federal Regulators

The primary federal banking regulatory authority for the Company is the Board of Governors of the Federal Reserve
System (the FRB ), acting pursuant to its authority to regulate bank holding companies. The primary federal regulatory
authority of the Bank is the FDIC because the Bank is an insured depository institution which is not a member bank of
the Federal Reserve System.

Dodd-Frank Wall Street Reform and Consumer Protection Act

On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act ) was
signed into law. The goals of the Dodd-Frank Act include restoring public confidence in the financial system
following the financial and credit crises, preventing another financial crisis and allowing regulators to identify failings

in the system before another crisis can occur. Further, the Dodd-Frank Act is intended to effect a fundamental
restructuring of federal banking regulation by taking a systemic view of regulation rather than focusing on prudential
regulation of individual financial institutions. However, the Dodd-Frank Act itself may be more appropriately
considered as a blueprint for regulatory change, as many of the provisions in the Dodd-Frank Act require that
regulatory agencies draft implementing regulations. In many cases, such implementing regulations have not yet been
promulgated and it may be, in some cases, years before the study and rulemaking processes called for by the
Dodd-Frank Act are concluded. Among other significant developments, the Dodd-Frank Act created a new Financial
Stability Oversight Council to identify systemic risks in the financial system, and in an effort to end the notion that
any financial institution is too big to fail, gave federal regulators new authority to take control of and liquidate
systemically important but distressed financial firms. The Dodd-Frank Act additionally created a new independent
federal regulator, the Consumer Financial Protection Bureau (the CFPB ), which, as of July 21, 2011, is exclusively
authorized to draft rules for designated federal consumer protection laws. The CFPB shares examination, supervision
and enforcement authority with other federal regulators. Despite its broad scope in certain banking areas, the
Dodd-Frank Act generally does not provide significant regulatory reform regarding Fannie Mae, Freddie Mac or the
Federal Home Loan Bank System. The Dodd-Frank Act is expected to have a significant impact on the Company s
business operations as its provisions and implementing regulations continue to take effect. Among the provisions that
are likely to affect the Company or the Bank are the following:

Deposit Insurance. The Dodd-Frank Act permanently increased the maximum deposit insurance amount for banks,
savings institutions and credit unions to $250,000 per depositor, and extended unlimited deposit insurance to
non-interest bearing transaction accounts until December 31, 2012. The Dodd-Frank Act also broadened the FDIC
insurance assessment base. Assessments are now generally based on the average consolidated total assets less the
average tangible equity capital of an institution, rather than on the deposit base of such institution. The Dodd-Frank
Act (i) requires the FDIC to increase the DIF s reserve ratio from 1.15% to 1.35% of insured deposits by
September 30, 2020, (ii) removes the upper limit of 1.5% on the DIF s designated reserve ratio, which is a long-term
target ratio, and (iii) requires the FDIC to offset the effect on insured depository institutions with total consolidated
assets of less than $10 billion. The Dodd-Frank Act also eliminated the requirement that the FDIC pay dividends from
the DIF when the reserve ratio is between 1.35% and 1.5%, and continues the FDIC s authority to declare dividends
when the reserve ratio at the end of a calendar year is at least 1.5%. However, the FDIC is granted sole discretion in
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determining whether to suspend or limit the declaration or payment of dividends.

10
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Corporate Governance. The Dodd-Frank Act and the implementing regulations thereunder require publicly traded
companies to give shareholders a non-binding vote on (i) executive compensation, commonly referred to as a

say-on-pay vote, at their first annual meeting taking place after January 21, 2011 and at least once every three years
thereafter and (ii) on so-called golden parachute payments in connection with approvals of mergers and acquisitions
unless previously voted on by shareholders. In 2010, the SEC adopted Rule 14a-11 under the Securities Exchange Act
of 1934, as amended, the proxy access rule, which provided that eligible shareholders may require a company to
include one or more nominees in the company s proxy materials, unless applicable laws or corporate governance
documents prohibited shareholder nominations; however, after litigation in which the presiding court vacated Rule
14a-11, the SEC announced that it would not appeal the Rule 14a-11 decision and did not intend to revisit the subject
of proxy access in the near future. The court decision invalidating Rule 14a-11, however, did not impact the SEC s
amendments to Rule 14a-8, the shareholder proposal rule which the SEC had adopted at the same time as Rule 14a-11.
Rule 14a-8 became effective September 20, 2011. Accordingly, Rule 14a-8 now requires companies to include in their
proxy materials, under certain circumstances, shareholder proposals that seek to establish a procedure in the company s
governing documents for the inclusion of shareholder director nominees in the company s proxy materials.
Additionally, the Dodd-Frank Act directs the federal banking regulators to promulgate rules prohibiting excessive
compensation paid to executives of depository institutions and their holding companies with assets in excess of $10
billion, regardless of whether the company is publicly traded or not. During April 2011, federal banking and other
regulators issued a proposed rule which would prohibit covered financial institutions from having incentive
compensation arrangements which provide excessive compensation or which could expose the institution to
inappropriate risks that could lead to material financial loss. However, as of January 2012 no final rule has yet been
adopted. The Dodd-Frank Act also prohibits broker discretionary voting on elections of directors and executive
compensation matters.

Consumer Financial Protection Bureau; Mortgage Origination. The Dodd-Frank Act created a new, independent
federal agency, the CFPB, which has broad rulemaking, supervisory and enforcement powers under various
designated federal consumer financial protection laws, including the Equal Credit Opportunity Act, Truth in Lending
Act, Real Estate Settlement Procedures Act, Fair Credit Reporting Act, Fair Debt Collection Act, the Consumer
Financial Privacy provisions of the Gramm-Leach-Bliley Act and certain other statutes. The CFPB is charged with
protecting consumers from unfair or deceptive financial products, acts or practices, and the Company expects that the
CFPB will take an aggressive stance in consumer protection matters. For the purpose of assessing compliance with
designated federal consumer financial protection laws, the CFPB has exclusive examination and primary enforcement
authority with respect to depository institutions with $10 billion or more in total assets. Following the June 30, 2011
initial determination of whether an institution has $10 billion or more in total assets, such $10 billion threshold will be
determined by regulators on the basis of whether an institution has reported $10 billion or more in total assets in its
quarterly call report for four consecutive quarters. Smaller institutions, including the Company and the Bank, are
subject to rules promulgated by the CFPB but continue to be examined and supervised by the federal banking
regulators responsible for such institutions prior to July 21, 2011. On July 21, 2011, enforcement and rulemaking
authority for consumer financial protection was officially transferred from other federal regulators to the CFPB.

The Dodd-Frank Act prohibits creditors from making residential mortgage loans unless the creditor makes a good
faith determination, based on verified and documented information that, at the time loan was consummated, the
consumer had the reasonable ability to repay the loan, according to its terms, as well as all applicable taxes, insurance
and assessments, and the CFPB is authorized to establish certain minimum standards regarding same. In April 2011,
the FRB proposed ability to repay regulations and the CFPB, which as of July 21, 2011 assumed responsibility for
drafting regulations under the Truth In Lending Act of 1968, as amended ( TILA ), indicated that it anticipated
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finalizing such regulations in early 2012. In addition, the Dodd-Frank Act allows borrowers to raise certain defenses
to foreclosure if they receive any loan other than a qualified mortgage (which term remains to be defined by the
CFPB), or if anti-steering prohibitions, discussed below, are violated.
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The Dodd-Frank Act also contains a series of new mortgage loan origination standards including prohibiting mortgage
originators, which includes loan officers of banks, from receiving from any person, or any person from paying such
mortgage originator, directly or indirectly, compensation that varies based on terms of a loan other than the principal
amount of the loan. In addition, the CFPB is required to prescribe regulations prohibiting mortgage originators from
(i) steering any consumer to a loan that (a) the consumer lacks the reasonable ability to repay, or (b) has predatory
characteristics or effects such as equity stripping, excessive fees or abusive terms; (ii) steering any consumer from a
qualified mortgage to a non-qualified mortgage when the consumer qualifies for a qualified mortgage; (iii) abusive or
unfair lending practices that promote disparities among consumers of equal creditworthiness but of different race,
ethnicity, gender, or age, and (iv) engaging in certain other conduct. In September 2010 and independent of the
Dodd-Frank Act s requirements, the FRB enacted similar regulations regarding anti-steering and loan originator
compensation, and these regulations will eventually be supplemented or revised by the rules to be promulgated
pursuant to the Dodd-Frank Act. Although there are many elements of a qualified mortgage, and the CFPB has the
authority to revise the definition of a qualified mortgage as it deems appropriate, one element which must be satisfied
to be a qualified mortgage is that total points and fees payable in connection with a loan may not exceed 3% of the
total loan amount.

The Dodd-Frank Act also prohibits prepayment penalties for all loans that are not qualified mortgages and, for
qualified mortgages, prepayment penalties must be phased out over a three-year period following consummation of
the loan. Lenders will also be required to offer a loan without a prepayment penalty if they offer a loan with a
prepayment penalty. The Dodd-Frank Act permits states to adopt consumer protection laws and standards that are
more stringent than those adopted at the federal level and, in certain circumstances, permits state attorneys general to
enforce compliance with both the state and federal laws and regulations. Under amendments to the Fair Credit
Reporting Act of 1978 (the FCRA ), effective January 1, 2011, a creditor is required to either provide (i) a notice (a

Risk-Based Pricing Notice ) to a consumer when, based in whole or part on information in a consumer report, the
creditor provides credit to the consumer on material terms that were materially less favorable than the most favorable
terms available from that creditor to a substantial proportion of other consumers or (ii) in lieu of providing a
Risk-Based Pricing Notice to a consumer receiving worse credit terms, a creditor may provide a credit score exception
notice to the consumer who requested credit. Effective July 21, 2011, the Dodd-Frank Act amended the FCRA to
require that if a consumer is to receive a Risk-Based Pricing Notice, the creditor must disclose the consumer s credit
score and certain additional information relating to the credit score in its Risk-Based Pricing Notice. During 2011, the
FRB and the Federal Trade Commission jointly published additional final rules requiring that additional information
be disclosed in Risk-Based Pricing Notices and provided model Risk-Based Pricing Notices containing the additional
information required for disclosure.

Transactions with Affiliates and Insiders. Effective July 21, 2011, the Dodd-Frank Act applies Section 23A of the
Federal Reserve Act and Section 22(h) of the Federal Reserve Act (governing transactions with insiders) to derivative
transactions, repurchase agreements and securities lending and borrowing transactions that create credit exposure to an
affiliate or an insider. Any such transactions with affiliates must be fully secured. The current exemption from
Section 23A for transactions with financial subsidiaries is eliminated. The Dodd-Frank Act additionally prohibits an
insured depository institution from purchasing an asset from or selling an asset to an insider unless the transaction is
on market terms and, if representing more than 10% of capital, is approved in advance by the institution s disinterested
directors.
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Interstate Branching. The Dodd-Frank Act authorizes national and state banks to establish de novo branches in other
states to the same extent as a bank chartered by that state would be permitted to branch. Previously, as provided in the
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (the Interstate Act ), banks could only establish
branches in other states if the host state expressly permitted out-of-state banks to establish branches in that state.
Accordingly, banks will be able to enter new markets more freely, but will still need to adhere to the applicable state
law requirements of the host state.

Holding Company Capital Requirements. The Dodd-Frank Act requires the FRB to apply consolidated capital
requirements to depository institution holding companies that are no less stringent than those currently applied to
insured depository institutions. Under these standards, trust preferred securities will be excluded from Tier 1 capital
unless such securities were issued prior to May 19, 2010 by a bank holding company that has less than $15 billion in
assets. Additionally, the Dodd-Frank Act requires bank holding company capital levels to be countercyclical so that
during times of economic expansion, capital requirements increase and during times of economic contraction such
capital requirements decrease.

Debit Card Interchange Fees; Expansion of TILA Requirements. The Dodd-Frank Act established a reasonable and
proportional standard concerning debit card interchange fees. Debit card interchange fees are established by payment
card networks and ultimately paid by merchants to debit card issuers for each electronic debit transaction. The FRB
adopted a final rule providing that, effective October 1, 2011, the maximum permissible interchange fee that an issuer
may receive for an electronic debit transaction will be the sum of 21 cents per transaction plus five basis points
multiplied by the value of the transaction. An additional upward adjustment of no more than one cent to an issuer s
debit card interchange fee is available if the issuer certifies that it has developed and implemented policies and
procedures reasonably designed to achieve the fraud-prevention standards set out in an accompanying interim final
rule. Although the final rule s restrictions on debit card interchange fees apply only to debit card issuers who, when
combined with affiliates, have $10 billion or more in assets, it is not clear what, if any, the long-term market effects
will be on debit card issuers having assets below $10 billion, such as the Bank.

The Dodd-Frank Act also increased the dollar threshold below which consumers are required to be provided with
certain TILA and the Consumer Leasing Act (the CLA ) disclosures. Effective July 21, 2011, the Dodd-Frank Act
required that TILA and CLA disclosures be given to consumers for consumer credit transactions and personal
property leases for personal, family, or household use exceeding four months in duration, in each case, up to $50,000.
Prior to July 21, 2011 such disclosures were only required to be given in credit transactions up to $25,000. The
disclosures must continue to be given, regardless of dollar amount, for certain credit transactions including those
where a security interest is or will be acquired in real property, or in personal property used or expected to be used as a
consumer s principal dwelling. In accordance with the Dodd-Frank Act, during April 2011, the FRB issued final
regulations revising Regulation Z, which implements TILA, and Regulation M, which implements the CLA. For both
consumer credit transactions and applicable personal property leases, the $50,000 threshold will be annually adjusted
to reflect any increase in the consumer price index. As of January 1, 2012, such threshold has been adjusted to
$51,800.
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Whistleblower Provisions. As part of its Dodd-Frank mandate, the SEC has adopted a regulation to incentivize and
protect individuals, commonly referred to as whistleblowers, to report violations of federal securities laws. Among
other things, the rule provides that if an individual voluntarily provides original information to the SEC which relates
to a possible violation of the federal securities laws and such report leads to a successful enforcement action in which
the SEC or other authorities obtain monetary sanctions totaling more than $1,000,000, then the whistleblower is
eligible for a monetary award. The amount of the award is in the discretion of the SEC but, if all eligibility criteria are
met and a whistleblower claim is properly submitted to the SEC by the individual, the SEC will pay an award equal to
at least ten percent but no more than 30 percent of the monetary sanctions that the SEC and the other authorities are
able to collect. The SEC s whistleblower rule became effective August 12, 2011.
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The Dodd-Frank Act contains many other provisions, and federal regulators continue to draft implementing
regulations which may affect the Company or the Bank. Accordingly, the topics discussed above are only a
representative sample of the types of new or increasing regulatory issues in the Dodd-Frank Act that have an impact
on the Company and the Bank.

Other Recent Legislative and Regulatory Initiatives to Address Current Financial and Economic Conditions.

The U.S. Congress, the U.S. Department of the Treasury ( Treasury ), and federal banking regulators took broad action
beginning in the third quarter of 2008 to strengthen the capital and liquidity positions of financial institutions in the
U.S. and to address volatility in the financial markets and the financial services industry.

Under the Emergency Economic Stabilization Act of 2008 ( EESA ), signed into law in October 2008, Treasury has the
authority, among other things, to purchase up to $700 billion of mortgages, mortgage-backed securities and certain
other financial instruments from financial institutions for the purpose of stabilizing and providing liquidity to the U.S.
financial markets.

Subsequent to EESA s enactment, Treasury announced the availability, through the Troubled Asset Relief Program

( TARP ) created as part of EESA, of its voluntary Capital Purchase Program ( CPP ) for qualifying public financial
institutions such as U.S.-controlled banks, savings associations, and certain bank and savings and loan holding
companies. Under CPP, Treasury used $250 billion of its $700 billion available under the EESA to purchase $125
billion of preferred stock in nine major financial institutions. The remaining $125 billion was used for the purchase of
preferred stock in qualifying U.S.-controlled banks, savings associations, and certain bank and savings and loan
holding companies engaged only in financial activities. In May 2009, the FRB issued a final rule providing that senior
perpetual preferred stock of a financial institution participating in the CPP, and sold to Treasury pursuant to EESA,
qualifies without limit as Tier 1 capital of the institution.

In January, 2008, the Company and Treasury entered into a Letter Agreement including the Securities Purchase
Agreement Standard Terms incorporated therein (the Purchase Agreement ) pursuant to which the Company issued to
Treasury, in exchange for aggregate consideration of $18,751,000, (i) 18,751 shares of the Company s Fixed Rate
Cumulative Perpetual Preferred Stock, Series A, with a liquidation preference of $1,000 per share (the Series A
Preferred Stock ), and (ii) a ten-year warrant to purchase up to 104,910 shares of the Company s common stock, par
value $2.00 per share (the Common Stock ), at an initial exercise price of $26.81 per share (the Warrant ), subject to
certain anti-dilution and other adjustments.

In February, 2010, the Company redeemed the Series A Preferred Stock from Treasury, and returned to Treasury the
original investment amount of $18,751,000 plus accrued and unpaid dividends thereon. In addition, in accordance
with Treasury s guidelines to repurchase warrants, the Company agreed to repurchase the Warrant from Treasury at a
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purchase price of $250,000. The Company repurchased the Warrant from Treasury on July 28, 2010, and is no longer
a participant in the CPP or TARP programs.

Deposit Insurance on Non-interest Bearing Transaction Accounts. In October 2008, the FDIC announced the
Temporary Liquidity Guarantee Program ( TLGP ), which provided unlimited deposit insurance on funds in
non-interest bearing transaction deposit accounts and certain low rate negotiable order of withdrawal accounts ( NOW
accounts ) not otherwise covered by the existing deposit insurance limit of $250,000. Eligible institutions were
permitted to opt out of the TLGP, though the Bank did not elect to do so. Though the extended expiration date of the
TLGP was December 31, 2010 and such program did terminate, as of December 31, 2010, the Dodd-Frank Act
created a new insurance program providing unlimited deposit insurance coverage for non-interest bearing transaction
accounts until December 31, 2012.
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In a further expansion of deposit insurance coverage for non-interest bearing transaction accounts, in January 2011,
the FDIC adopted updated final rules for deposits held in Interest on Lawyers Trust Accounts ( IOLTAs ). While these
accounts had been covered by the expired TLGP and were not initially included in the Dodd-Frank Act, the updated
final rules changed the definition of non-interest bearing transaction accounts to include IOLTAs. While NOW
accounts were also excluded from deposit insurance coverage under the Dodd-Frank Act, the FDIC has not adopted
any rules to extend similar coverage to NOW accounts.

Comprehensive Financial Stability Plan of 2009. During February 2009, the Secretary of the Treasury announced a
comprehensive financial stability plan (the Financial Stability Plan ), which built upon existing programs, and
earmarked the second $350 billion of unused funds originally authorized under EESA. The major elements of the
Financial Stability Plan include: (i) a capital assistance program that invests in convertible preferred stock of certain
qualifying institutions, (ii) a consumer and business lending initiative to fund new consumer loans, small business
loans and commercial mortgage asset-backed securities issuances, (iii) public-private investment funds that leverage
public and private capital with public financing to purchase legacy toxic assets, meaning mortgage-backed securities
issued prior to 2009 which were rated AAA, from financial institutions, and (iv) assistance for homeowners by
providing up to $75 billion to reduce mortgage payments and interest rates and establishing loan modification
guidelines for government and private programs. In addition, all banking institutions with assets over $100 billion
were required to undergo a comprehensive stress test to determine if they had sufficient capital to continue lending
and to absorb losses that could result from a decline in the economy that is more severe than was projected.
Institutions receiving assistance under the Financial Stability Plan are subject to higher transparency and
accountability standards, including restrictions on dividends, acquisitions and executive compensation and additional
disclosure requirements.

The American Recovery and Reinvestment Act of 2009 (the Recovery Act ), among other things, amended in its
entirety the provisions of EESA dealing with executive compensation of financial institutions participating in the
TARP or CPP programs. For so long as the Series A Preferred Stock was outstanding, the Company was subject to
numerous Recovery Act provisions, which included restrictions on bonus and incentive compensation, severance
compensation and so-called golden parachutes to the Company s executive officers, and provided for clawbacks or
mandatory repayments of bonuses, retention awards or incentive compensation payments to a larger group of
employees if it were later determined that such compensation payments were based on materially inaccurate financial
results, as well as concerning other matters regarding executive compensation policies and practices. Upon the
Company s February 2010 repurchase of its Series A Preferred Stock and the redemption of the Warrant from
Treasury, the Company ceased participating in the CPP. Except for the mandate regarding clawbacks for
compensation paid or accrued while Treasury held the Series A Preferred Stock and any future investigations by the
Special Inspector General as described above, the Company is no longer subject to the executive compensation
restrictions and related mandates imposed by EESA and the Recovery Act.

The Making Home Affordable Program. During March 2009, Treasury announced the Making Home Affordable
program (the MHA ) intended to provide assistance to homeowners by, among other things, introducing new
refinancing and loan modification programs. The refinancing program is intended to allow homeowners who have
loans either owned or guaranteed by Freddie Mac or Fannie Mae, and who have seen the value of their homes decline,

to refinance their existing mortgages thereby providing them with lower mortgage payments. Such refinancing
program is scheduled to end on December 31, 2013. As part of the loan modification program, which is intended to
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prevent residential mortgage foreclosures and resulting loss of home ownership, Treasury issued guidelines designed
to enable mortgagors and their mortgage holders to modify existing loans and reduce homeowners monthly mortgage
payments, thereby reducing the risk of foreclosure.
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The actions described above under the captions Dodd-Frank Wall Street Reform and Consumer Protection Act and

Other Recent Legislative and Regulatory Initiatives to Address Current Financial and Economic Conditions, together
with additional actions announced by Treasury and other regulatory agencies, continue to evolve. It is not clear at this
time what will be the long-term impact on the financial markets and the financial services industry of the Dodd-Frank
Act, EESA, TARP, TLGP, MHA or any of the other liquidity, funding and home ownership initiatives of Treasury
and other bank regulatory agencies that have been previously announced, nor any additional programs that may be
initiated in the future. However, given the sweeping nature of the Dodd-Frank Act, the Company expects that its
regulatory compliance costs will increase over time.

Other Federal Legislation

Bank Holding Company Act. The Company is subject to supervision by the FRB under the provisions of the Bank
Holding Company Act of 1956, as amended (the BHCA ). The BHCA restricts the types of activities in which bank
holding companies may engage and imposes a range of supervisory requirements on their activities, including
regulatory enforcement actions for violations of laws and policies. The BHCA limits the activities of the Company
and any companies controlled by it to the activities of banking, managing and controlling banks, furnishing or
performing services for its subsidiaries, and any other activity that the FRB determines to be incidental to or closely
related to banking. These restrictions also apply to any company in which the Company owns 5% or more of the
voting securities.

Before a bank holding company engages in any non-bank-related activity, either by acquisition or commencement of
de novo operations, it must comply with the FRB s notification and approval procedures. In reviewing these
notifications, the FRB considers a number of factors, including the expected benefits to the public versus the risks of
possible adverse effects. In general, the potential benefits include greater convenience to the public, increased
competition and gains in efficiency, while the potential risks include undue concentration of resources, decreased or
unfair competition, conflicts of interest and unsound banking practices.

Under the BHCA, a bank holding company must obtain FRB approval before engaging in acquisitions of banks or
bank holding companies. In particular, the FRB must generally approve the following actions by a bank holding
company:

the acquisition of ownership or control of more than 5% of the voting securities of any bank or bank holding
company;

the acquisition of all or substantially all of the assets of a bank; and
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the merger or consolidation with another bank holding company.

In considering any application for approval of an acquisition or merger, the FRB is required to consider various
competitive factors, the financial and managerial resources of the companies and banks concerned, the convenience
and needs of the communities to be served, the effectiveness of the applicant in combating money laundering
activities, and the applicant s record of compliance with the Community Reinvestment Act of 1977 (the CRA ). The
CRA generally requires financial institutions to take affirmative action to ascertain and meet the credit needs of its
entire community, including low and moderate income neighborhoods.
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Pursuant to the Dodd-Frank Act, the FRB is now required to also consider the extent to which a proposed acquisition,
merger, or consolidation would increase the systemic risk of the banking system. The Dodd-Frank Act also amended
the BHCA to require that bank holding companies be well-capitalized and well-managed before acquiring control of a
bank in another state; previously, bank holding companies were only required to be adequately managed and
adequately capitalized. FRB regulations regard a bank holding company as well-capitalized if it has a total risk-based
capital ratio of 10.0% or greater, a Tier 1 risk-based capital ratio of 6.0% or greater, and a leverage ratio of 5.0% or
greater. The Attorney General of the United States may, within 30 days after approval of an acquisition by the FRB,
bring an action challenging such acquisition under the federal antitrust laws, in which case the effectiveness of such
approval is stayed pending a final ruling by the courts.

Source of Strength Doctrine. The Dodd-Frank Act codifies and expands the existing FRB policy that a bank holding
company is required to serve as a source of financial and managerial strength to its subsidiary banks. Under the
Dodd-Frank Act, the term source of financial strength is defined to mean the ability of a company that directly or
indirectly controls an insured depository institution to provide financial assistance to such insured depository
institution in the event of the financial distress of the insured depository institution. As of January 2012, implementing
regulations of the Dodd-Frank Act source of strength provisions, however, have not yet been promulgated. It is the
FRB s existing policy that a bank holding company should stand ready to use available resources to provide adequate
capital to its subsidiary banks during periods of financial stress or adversity and should maintain the financial
flexibility and capital-raising capacity to obtain additional resources for assisting its subsidiary banks. Consistent with
this, the FRB has stated that, as a matter of prudent banking, a bank holding company should generally not maintain a
given rate of cash dividends unless its net income available to common shareholders has been sufficient to fully fund
the dividends and the prospective rate of earnings retention appears to be consistent with the organization s capital
needs, asset quality, and overall financial condition.

Gramm-Leach-Bliley Act. Under the Gramm-Leach-Bliley Act (the GLBA ), a bank holding company that elects to
become a financial holding company will be permitted to engage in any activity that the FRB, in consultation with the
Secretary of the Treasury, determines by regulation or order is (i) financial in nature or incidental to such financial
activity or (ii) complementary to a financial activity and does not pose a substantial risk to the safety and soundness of
depository institutions or the financial system generally. In addition to traditional lending activities, the GLBA
specifies the following activities as financial in nature:

acting as principal, underwriter, agent or broker for insurance;

underwriting, dealing in or making a market in securities;

merchant banking activities; and
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providing financial and investment advice.

A bank holding company may become a financial holding company only if all depository institution subsidiaries of
the holding company are well-capitalized, well-managed and have at least a satisfactory rating under the CRA. A
financial holding company that falls out of compliance with such requirement may be required to cease engaging in
certain activities. The Company has no current plans to elect to become a financial holding company. As long as the
Company elects not to become a financial holding company, it will remain subject to the current restrictions of the
BHCA.

The GLBA provides that state banks, such as the Bank, may invest in financial subsidiaries that engage as the
principal in activities that would only be permissible for a national bank to conduct in a financial subsidiary. This
authority is generally subject to the same conditions that apply to national bank investments in financial subsidiaries.
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Under the consumer privacy provisions mandated by the GLBA, when establishing a customer relationship a financial
institution must give the consumer certain privacy-related information, such as when the institution will disclose
nonpublic, personal information to unaffiliated third parties, what type of information it may share and what types of
affiliates may receive the information. The institution must also provide customers with annual privacy notices, a
reasonable means for preventing the disclosure of information to third parties, and the opportunity to opt out of many
features of the institution s disclosure policies at any time.

USA Patriot Act. Title III of the Uniting and Strengthening America by Providing Appropriate Tools Required to
Intercept and Obstruct Terrorism (USA PATRIOT ACT) Act of 2001 (the Patriot Act ) increased the obligations of
financial institutions, including banks, to identify their customers, watch for and report suspicious transactions,
respond to requests for information by federal banking regulatory authorities and law enforcement agencies, and share
information with other financial institutions. The Patriot Act also amended the BHCA and the Bank Merger Act to
require federal banking regulatory authorities to consider the effectiveness of a financial institution s anti-money
laundering activities when reviewing an application to expand operations. Financial institutions, including banks, are
required under final rules implementing Section 326 of the Patriot Act to establish procedures for collecting standard
information from customers opening new accounts and verifying the identity of these new account holders within a
reasonable period of time.

Fair and Accurate Credit Transactions Act of 2003. The Fair and Accurate Credit Transactions Act of 2003 (the

FACT Act ) permanently extended the national credit reporting standards of the FCRA, and permits consumers,
including customers of the Bank, to opt out of information sharing among affiliated companies for marketing
purposes. The FACT Act also requires financial institutions, including banks, to notify a customer if the institution
provides negative information about the customer to a national credit reporting agency or if the credit that is granted to
the customer is on less favorable terms than those generally available. Banks must also comply with rules and
guidelines established by their federal banking regulators to help detect identity theft and to securely dispose of
consumer information derived from a consumer report.

Deposit Insurance. The FDIC insures the deposits of the Bank to the extent provided by law. Effective January 1,
2007, the FDIC revised its risk-based deposit insurance system by placing each depository institution in one of four
risk categories using a two-step process, based first on capital ratios (the capital group assignment) and then on other
relevant information (the supervisory group assignment). Within the lowest risk category, known as Risk Category I,
rates varied based on each institution s CAMELS (Capital adequacy, Asset quality, Management, Earnings, Liquidity,
and Sensitivity to market risk) component ratings, certain financial ratios (for most institutions), and long-term debt
issuer ratings (for large institutions that have such a rating).

In light of the 2007-2009 decline in the DIF reserve ratio and continuing concerns regarding the number of bank
failures and the solvency of the DIF, the FDIC continued to evaluate and impose additional deposit insurance
assessments. In October 2008, the FDIC established the Federal Deposit Insurance Corporation Restoration Plan (the

Restoration Plan ). The Restoration Plan was initially a five-year recapitalization plan for the DIF. The Restoration
Plan was subsequently amended to extend the period of the Restoration Plan until September 30, 2020.
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Throughout 2009, the FDIC amended the Restoration Plan. Under the amended Restoration Plan, the FDIC initially
extended the target date from 2013 to 2016 to raise the DIF reserve ratio to 1.15%. The amended Restoration Plan was
accompanied by a final rule that set assessment rates and made adjustments to recognize how the assessment system
differentiates for risk. Under the final rule, beginning in April 2009 banks in Risk Category I were subject to initial
base assessment rates ranging from 12 cents per $100 to 16 cents per $100 on an annual basis. Banks in Risk
Categories II, III and IV were subject to initial base assessment rates of 22 cents per $100, 32 cents per $100 and 45
cents per $100, respectively, on an annual basis. These initial base assessment rates were subject to adjustments for
unsecured debt, secured liabilities and brokered deposits. After such adjustments, banks in Risk Categories I, II, 11
and IV paid total base assessment rates in the range of 7 cents to 24 cents per $100, 17 cents to 43 cents per $100, 27
cents to 58 cents per $100 and 40 cents to 77.5 cents per $100, respectively, on an annual basis. In a December 2010
regulation, the FDIC set the DIF s designated reserve ratio, or long-term target, at 2%.

Effective April 1, 2011, the FDIC further revised its risk-based deposit insurance system by, among other things,
redefining and broadening the definition of assessment base and by establishing new initial base assessment rates and
total base assessment rates. The assessment rate schedules continue to include Risk Categories I, II, III and IV but
now also include a new category specific to large and highly complex institutions in which rates will be based on a
scorecard approach utilizing CAMELS ratings and considering specific financial measurements. Additionally, the
assessment rate schedules are forward-looking in that, although the FDIC retains authority to adjust the rate schedules
up or down by no more than 2% without resorting to an additional formal rulemaking process, such rate schedules
now automatically reset to apply new rates once the DIF reserve ratio for the prior assessment period is (i) equal to or
greater than 1.15% but less than 2% (ii) equal to or greater than 2% but less than 2.5%, and (iii) equal or greater to
2.5%. As of April 2011, the FDIC projected that the DIF reserve ratio would not hit 1.15% until 2018. Effective April
1, 2011 Risk Categories I, II, III and IV (i) were subject to initial base assessment rates in the rage of 5 cents to 9 cents
per $100, 14 cents per $100, 23 cents per $100 and 35 cents per $100, respectively, on an annual basis and (ii) paid
total base assessment rates of 2.5 cents to 9 cents per $100, 9 cents to 24 cents per $100, 18 cents to 33 cents per $100,
and 30 cents to 45 cents per $100 respectively, on an annual basis. For large and highly complex institutions,
assessment rates were also instituted such that the initial base rate ranged from 5 cents to 35 cents per $100 and the
total base rate ranged from 2.5 cents to 45 cents, respectively, on an annual basis.

In addition to revising the Restoration Plan, and in an effort to keep the DIF solvent, the FDIC has in the last few
years imposed emergency special assessments and required prepayment of assessments. The FDIC adopted a final rule
which imposed a 5 basis points special assessment on each insured depository institution s assets minus Tier 1 capital
as of June 30, 2009, not to exceed 10 bps of domestic deposits. In November 2009 the FDIC adopted a rule that
required insured depository institutions to prepay their quarterly risk-based assessments for all of 2010, 2011, and
2012, on December 30, 2009, along with each institution s risk-based deposit insurance assessment for the third quarter
of 2009. For purposes of calculating the amount to prepay, the FDIC required that institutions use their total base
assessment rate in effect on September 30, 2009, and increase that assessment base quarterly at a 5 percent annual
growth rate through the end of 2012. On September 29, 2009, the FDIC also increased annual assessment rates
uniformly by 3 basis points beginning in 2011 such that an institution s assessment for 2011 and 2012 would be
increased by an annualized 3 basis points. The Bank s prepayment for 2010, 2011 and 2012 amounted to $3,550,596. If
events cause actual assessments during the prepayment period to vary from the prepaid amount, institutions will pay
excess assessments in cash or receive a rebate of prepaid amounts not exhausted after collection of assessments due on
June 30, 2013, as applicable. The FDIC s December 2009 collection of the assessment prepayment does not preclude
the FDIC from changing assessment rates or revising the risk-based assessment system in the future.

37



Edgar Filing: BAR HARBOR BANKSHARES - Form 10-K

19

38



Edgar Filing: BAR HARBOR BANKSHARES - Form 10-K

Insured depository institutions are further assessed premiums for Financing Corporation ( FICO ) bond debt service.
The FICO assessment rate for DIF ranged between a high of 1.02 basis points for the first quarter of 2011, to a low of
0.68 basis points for the fourth quarter of 2011. For the first quarter of 2012, the FICO assessment rate for the DIF is
0.66 basis points resulting in a premium of $0.0066 per $100 of DIF-eligible deposits.

Capital Adequacy Requirements. The FRB monitors the capital adequacy of bank holding companies such as the
Company, and the FDIC monitors the capital adequacy of the Bank. The federal bank regulators use a combination of
risk-based guidelines and leverage ratios to evaluate capital adequacy.

Under the risk-based capital guidelines, bank regulators assign a risk weight to each category of assets based generally
on the perceived credit risk of the asset class. The risk weights are then multiplied by the corresponding asset balances
to determine a risk-weighted asset base. The minimum ratio of total risk-based capital to risk-weighted assets is 8.0%.
At least half of the risk-based capital must consist of Tier 1 capital, which is comprised of common stock, additional
paid-in capital, retained earnings, certain types of preferred stock, a limited amount of trust preferred securities and
qualifying minority interests in the equity capital accounts of consolidated subsidiaries, and excludes goodwill and
various intangible assets. However, on December 30, 2008, the federal banking regulators issued a final rule providing
that a banking organization may reduce the amount of goodwill deducted from Tier 1 capital by the amount of any
deferred tax liability associated with that goodwill. The remainder, or Tier 2 capital, may consist of amounts of trust
preferred securities and other preferred stock excluded from Tier 1 capital, certain hybrid capital instruments and other
debt securities and an allowance for loan and lease losses not to exceed 1.25% of risk-weighted assets. The sum of
Tier 1 capital and Tier 2 capital is total risk-based capital.

The leverage ratio is a company s Tier 1 capital divided by its adjusted average total consolidated assets. The minimum
required leverage ratio is 3.0% of Tier 1 capital to adjusted average assets for institutions with the highest regulatory
rating of 1 under the BOPEC (Bank subsidiaries, Other subsidiaries, Parent, Earnings, Capital) component rating
system and bank holding companies that have implemented the FRB s risk-based capital measure for market risk. All
other institutions must maintain a minimum leverage ratio of 4.0%.

At December 31, 2011, and at the time of this report, the Company s risk-based capital ratio and leverage ratio were
well in excess of regulatory requirements, and its management expects these ratios to remain in excess of regulatory
requirements. In addition, at December 31, 2011, and at the time of this report the Bank was well in excess of
applicable FDIC requirements. Information concerning the Company and its subsidiaries with respect to capital
requirements is incorporated by reference from Part II, Item 7, section entitled Capital Resources and from Part II,
Item 8, Notes to Consolidated Financial Statements, Note 10 Shareholders Equity, each in this Annual Report on
Form 10-K for the year ended December 31, 2011.

An institution generally must file a written capital restoration plan which meets specified requirements with an
appropriate FDIC regional director within 45 days of the date that the institution receives notice or is deemed to have
notice that it is undercapitalized, significantly undercapitalized or critically undercapitalized. An institution, which is
required to submit a capital restoration plan, must concurrently submit a performance guaranty by each company that
controls the institution. A critically undercapitalized institution generally is to be placed in conservatorship or
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receivership within 90 days unless the FDIC formally determines that forbearance from such action would better
protect the deposit insurance fund. Immediately upon becoming undercapitalized, an institution becomes subject to the
provisions of Section 38 of the Federal Deposit Insurance Act ( FDIA ), including for example, (i) restricting payment
of capital distributions and management fees, (ii) requiring that the FDIC monitor the condition of the institution and
its efforts to restore its capital, (iii) requiring submission of a capital restoration plan, (iv) restricting the growth of the
institution s assets and (v) requiring prior approval of certain expansion proposals.
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The Company has not elected, and does not expect to elect, to calculate its risk-based capital requirements under the

Internal-Ratings Based and Advanced measurement Approaches (commonly referred to as the advanced approaches or
Basel II ) proposed by the Basel Committee on Banking Supervision (the Basel Committee ), as implemented in the U.

S. by the federal banking agencies. In connection with Basel II, the federal banking agencies also issued, in 2008, a

joint notice of proposed rulemaking that sought comment on implementation in the United States of certain aspects of

the standardized approach of the international Basel II Accord (the Standardized Approach Proposal ). However, the

federal banking agencies have delayed finalizing the Standardized Approach Proposal until they can determine how

best to eliminate its reliance on credit ratings, as required by Section 939A of the Dodd-Frank Act. Regardless, the

Company and the Bank do not currently expect to calculate their capital requirements and ratios in accordance with

the Standardized Approach Proposal.

In response to the recent financial crisis, the Basel Committee released additional recommended revisions to existing
capital rules throughout the world. These proposed revisions are intended to protect financial stability and promote
sustainable economic growth by setting out higher and better capital requirements, better risk coverage, the
introduction of a global leverage ratio, measures to promote the buildup of capital that can be drawn down in periods

of stress, and the introduction of two global liquidity standards (collectively, Basel III ). The FRB has not yet adopted
Basel III, and there remains considerable uncertainty regarding the timing for adoption and implementation of Basel
IIT in the United States. If and when the FRB does implement Basel III, it may be with some modifications or
adjustments. Accordingly, the Company is not yet in a position to determine the effect of Basel III on its capital
requirements.

The Company s principal regulators may raise capital requirements applicable to banking organizations beyond current
levels. The Company is unable to predict whether higher capital requirements will be imposed and, if so, at what
levels and on what schedules. Therefore, the Company cannot predict what effect such higher requirements may have
on it.

In January 2010, the FRB adopted a final rule to amend its general risk-based capital adequacy and advanced
risk-based capital adequacy framework and to address the accounting treatment of special purpose entities, known as

variable interest entities often used in securitizations. The rule requires variable interest entities to be treated as
consolidated for risk-based capital purposes. Although the Company does not believe it currently has any variable
interest entities required to be consolidated under GAAP, it is possible that such an entity could be used in future
business operations.

Bank regulators from time to time consider raising or otherwise modifying the capital requirements of banking
organizations beyond current levels. As an example, in September 2009, Treasury in its policy statement Principles for
Reforming the U.S. and International Regulatory Capital Framework for Banking Firms stated that A principal lesson
of the recent crisis is that stronger, higher capital requirements for banking firms are absolutely essential. During
2011, federal bank regulators issued separate rules that revise the market risk capital rules for banking organizations
with significant trading authority and amend the advanced risk-based capital adequacy standards (known as the
advanced approaches rules generally applicable to global banking institutions). Although federal bank regulators
recent focus has been on addressing systemic risk by targeting global banking firms capital adequacy requirements, as
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the structure of the capital adequacy framework continues to be the subject of federal regulatory consideration, there is
a possibility that greater capital adequacy requirements could be imposed on all participants in the domestic banking
industry. Accordingly, the Company is unable to predict whether higher or otherwise modified capital requirements
will be imposed, the amount or timing of any such increases or modifications and the potential effect of any future
mandated use of increased risk-sensitive capital requirements. Therefore, the Company cannot predict what effect
such changes to the existing capital requirements may have on it or on the Bank.
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Enforcement Authority. The FRB has enforcement authority over bank holding companies and non-banking
subsidiaries to forestall activities that represent unsafe or unsound practices or constitute violations of law. It may
exercise these powers by issuing cease-and-desist orders or through other actions. The FRB may also assess civil
penalties in amounts up to $1 million for each day s violation against companies or individuals who violate the BHCA
or related regulations. The FRB can also require a bank holding company to divest ownership or control of a
non-banking subsidiary or require such subsidiary to terminate its non-banking activities. Certain violations may also
result in criminal penalties. For purposes of enforcing the designated consumer financial protection laws, (i) the CFPB
has primary enforcement authority over banks with total assets greater than $10 billion and their affiliates, and (ii) a
bank s primary federal regulators retain exclusive enforcement authority over banks with $10 billion or less in total
assets and their affiliates.

The FDIC possesses comparable authority under the Federal Deposit Insurance Act, the Federal Deposit Insurance
Corporation Improvement Act of 1991 (the FDICIA ) and other statutes with respect to the Bank. In addition, the
FDIC can terminate insurance of accounts, after notice and hearing, upon a finding that the insured institution is or has
engaged in any unsafe or unsound practice that has not been corrected, is in an unsafe and unsound condition, or has
violated any applicable law, regulation, rule, or order of, or condition imposed by the appropriate supervisors.

The FDICIA required federal banking agencies to broaden the scope of regulatory corrective action taken with respect
to depository institutions that do not meet minimum capital and related requirements and to take such actions
promptly in order to minimize losses to the FDIC. In connection with FDICIA, federal banking agencies established
capital measures (including both a leverage measure and a risk-based capital measure) and specified for each capital
measure the levels at which depository institutions will be considered well-capitalized, adequately capitalized,
undercapitalized, significantly undercapitalized or critically undercapitalized. If an institution becomes classified as
undercapitalized, the appropriate federal banking agency will require the institution to submit an acceptable capital
restoration plan and can suspend or greatly limit the institution s ability to effect numerous actions including capital
distributions, acquisitions of assets, the establishment of new branches and the entry into new lines of business.

Examination. The FRB may examine the Company and any or all of its subsidiaries. To assess compliance with the
designated consumer financial protection laws, the Dodd-Frank Act gives the CFPB the authority to include its
examiners, on a sampling basis, in examinations performed by primary federal regulators such as the FRB. The FDIC
examines and evaluates insured banks approximately every 12 months, and it may assess the institution for its costs of
conducting the examinations.

Reporting Obligations. As a bank holding company, the Company must file with the FRB an annual report and such
additional information as the FRB may require pursuant to the BHCA. The Bank must submit to federal and state
regulators annual audit reports prepared by independent auditors. The Company s annual report, which includes the
report of the Company s independent auditors, can be used to satisfy this requirement. The Bank must submit
quarterly, to the FDIC, Reports of Condition and Income (referred to in the banking industry as a Call Report). The
Company must submit quarterly, to the FRB, Consolidated Financial Statements for Bank Holding Companies (FR
Y-9C) and Parent Company Only Financial Statements for Large Bank Holding Companies (FR Y-9LP).
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Other Regulation. The Company s status as a registered bank holding company under the BHCA does not exempt it
from certain federal and state laws and regulations applicable to corporations generally, including, without limitation,
certain provisions of the federal securities laws. The Company is subject to the jurisdiction of the Securities and
Exchange Commission and of state securities regulatory authorities for matters relating to the offer and sale of its

securities.
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The Bank s loan operations are subject to certain federal laws applicable to credit transactions, including, among
others, TILA, which governs disclosures of credit terms to consumer borrowers, the Home Mortgage Disclosure Act
of 1975 requiring financial institutions to provide information to enable the public and public officials to determine
whether a financial institution is fulfilling its obligation to help meet the housing needs of the community it serves, the
Equal Credit Opportunity Act prohibiting discrimination on the basis of race, creed or other prohibited factors in
extending credit, the FCRA governing the use and provision of information to credit reporting agencies, the Fair Debt
Collection Practices Act governing the manner in which consumer debts may be collected by collection agencies, the
Fair Housing Act prohibiting discriminatory practices relative to real estate-related transactions, including the
financing of housing and the rules and regulations of the various federal agencies charged with the responsibility of
implementing such federal laws. In addition, in November 2008, the United States Department of Housing and Urban
Development published final rules under the Real Estate Settlement and Procedures Act of 1974 ( RESPA ). The
RESPA rules, which became effective in January 2009, are

intended to afford consumers greater protection pertaining to federally related mortgage loans by requiring, among
other things, improved and streamlined Good Faith Estimate forms including clear summary information and
improved disclosure of yield spread premiums. The Bank s loan operations are also subject to the many requirements
governing mortgages and lending practices set forth in the Dodd-Frank Act discussed above.

The deposit operations of the Bank also are subject to, among other laws and regulations, the Right to Financial
Privacy Act of 1978, which imposes a duty to maintain confidentiality of consumer financial records and prescribes
procedures for complying with administrative subpoenas of financial records, the Electronic Funds Transfer Act,
which governs automatic deposits to and withdrawals from deposit accounts and customers rights and liabilities
arising from the use of automated teller machines and other electronic banking services, the Truth in Savings Act
requiring depository institutions to disclose the terms of deposit accounts to consumers, the Expedited Funds
Availability Act requiring financial institutions to make deposited funds available according to specified time
schedules and to disclose funds availability policies to consumers, and the Check Clearing for the 21st Century Act
( Check 21 ), designed to foster innovation in the payments system and to enhance its efficiency by reducing some of
the legal impediments to check truncation. Check 21 created a new negotiable instrument called a substitute check and
permits, but does not require, banks to truncate original checks, process check information electronically, and deliver
substitute checks to banks that wish to continue receiving paper checks.

State Regulation

The Company and the Bank are subject to examination and regulation by the Maine Bureau of Financial Institutions
( MBFI ). Examinations of the Bank are typically conducted annually.

Bank Subsidiary
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The lending and investment authority of the Bank is derived from Maine law. The lending power is generally subject
to certain restrictions, including the amount which may be lent to a single borrower.

Declaration of Dividends: According to its Policy Statement on Cash Dividends Not Fully Covered by Earnings (the
FRB Dividend Policy ), the FRB considers adequate capital to be critical to the health of individual banking

organizations and to the safety and stability of the banking system. Of course, one of the major components of the
capital adequacy of a bank or a BHC is the strength of its earnings, and the extent to which its earnings are retained
and added to capital or paid to shareholders in the form of cash dividends. Accordingly, the FRB Dividend Policy
suggests that banks and BHCs generally should not maintain their existing rate of cash dividends on common stock
unless the organization s net income available to common shareholders over the past year has been sufficient to fully
fund the dividends, and the prospective rate of earnings retention appears consistent with the organization s capital
needs, asset quality and overall financial condition. The FRB Dividend Policy reiterates the FRB s belief that a BHC
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should not maintain a level of cash dividends to its shareholders that places undue pressure on the capital of bank
subsidiaries, or that can be funded only through additional borrowings or other arrangements that may undermine the
BHC s ability to serve as a source of strength.

Under current Maine corporation law, the directors of a corporation may make distributions (including declaration of a
dividend) to its shareholders (subject to restriction by the articles of incorporation) unless, after giving effect to the
distribution: (1) the corporation s total assets would be less than its total liabilities, with liquidation preferences of any
senior preferred shares treated as liabilities (the "balance sheet test"); or (2) the corporation would not be able to pay
its debts as they become due in the usual course of business (the "equity solvency test"). In order for a distribution to
be lawful under Maine corporate law, it must satisfy both the balance sheet test and equity solvency test. These
limitations generally apply to investor-owned Maine financial institutions and financial institution holding companies.

The FDIC has the authority to use its enforcement powers to prohibit a bank from paying dividends if, in its opinion,
the payment of dividends would constitute an unsafe or unsound practice. Federal law also prohibits the payment of
dividends by a bank that will result in the bank failing to meet its applicable capital requirements on a pro forma basis.

Transactions with Affiliates: Federal law substantially restricts transactions between financial institutions and their
affiliates, particularly their non-financial institution affiliates. As a result, the Bank is sharply limited in making
extensions of credit to the Company or any non-bank subsidiary, in investing in the stock or other securities of the
Company or any non-bank subsidiary, in buying the assets of, or selling assets to, the Company and/or in taking such
stock or securities as collateral for loans to any borrower. The Bank is subject to Section 23A of the Federal Reserve
Act, which places limits on the amount of loans or extensions of credit to, or investments in, or certain other
transactions with, affiliates, including the Company. In addition, limits are placed on the amount of advances to third
parties collateralized by the securities or obligations of affiliates. Most of these loans and certain other transactions
must be secured in prescribed amounts. The Bank is also subject to Section 23B of the Federal Reserve Act, which
prohibits an institution from engaging in transactions with certain affiliates unless the transactions are on terms
substantially the same, or at least as favorable to such institution or its subsidiaries, as those prevailing at the time for
comparable transactions with non-affiliated companies. The Bank is subject to restrictions on extensions of credit to
executive officers, directors, certain principal shareholders, and their related interests. These extensions of credit (1)
must be made on substantially the same terms, including interest rates and collateral, as those prevailing at the time for
comparable transactions with third parties and (2) must not involve more than the normal risk of repayment or present
other unfavorable features.

Proposed Legislation For Bank Holding Companies And Banks

In addition to ongoing evaluation of capital adequacy guidelines, certain proposals affecting the banking industry have
been discussed from time to time. Such proposals have included, but are not limited to, the following: regulation of all
insured depository institutions by a single super federal regulator; limitations on the number of accounts protected by
the federal deposit insurance funds and further modification of the coverage limit on deposits. During 2012, numerous
regulatory agencies will be promulgating rules and regulations to implement the Dodd-Frank Act. It is uncertain
which, if any, of the proposals discussed above in this Supervision and Regulation section, or other proposals not
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discussed herein, may become law and what effect such proposals or the remaining regulations to be promulgated to
implement the Dodd-Frank Act will have on the Company and the Bank.

Governmental Policies

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

Taxation

The Company is subject to those rules of federal income taxation generally applicable to corporations under the
Internal Revenue Code. The Company is also subject to state taxation under the laws of the state of Maine.

Financial Information about Industry Segments

The information required under this item is included in the Company s financial statements, which appear in Part II,
Item 8 of this Annual Report on Form 10-K, and is incorporated herein by cross reference thereto.

Availability of Information Company Website

The Company maintains a website on the Internet at www.BHBT.com. The Company makes available, free of charge,

on its website its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K (proxy
materials), and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934, as amended, as soon as reasonably practicable after such reports are electronically filed with,

or furnished to, the Securities and Exchange Commission the ( SEC ). The Company s reports filed with, or furnished
to, the SEC are also available at the SEC s website at www.sec.gov. Information contained on the Company s website
does not constitute a part of this report.

ITEM 1A. RISK FACTORS

An investment in the Company s common stock is subject to risks inherent to the Company s business. The material
risks and uncertainties that management believes affect the Company are described below. Before making an
investment decision, you should carefully consider the risks and uncertainties described below together with all of the
other information included or incorporated by reference in this report.
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The risks and uncertainties described below are not all inclusive. Additional risks and uncertainties that management
is not aware of or focused on or that management currently deems immaterial may also impair the Company s business
operations. This report is qualified in its entirety by these risk factors.

Risks Related to the Company s Business

In its normal course of business, the Company is subject to many risks and uncertainties inherent with providing
banking and financial services. Although the Company continually seeks ways to manage these risks, and has
established programs and procedures to ensure controls are in place and operating effectively, the Company ultimately
cannot predict the future. Actual results may differ materially from the Company s expectations due to certain risks
and uncertainties. The following discussion sets forth the most significant risk factors that the Company believes
could cause its actual future results to differ materially from expected results.
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The Company s business may be adversely affected by conditions in the financial markets and economic
conditions generally

From December 2007 through June 2009, the U.S. economy was in recession. Business activity across a wide range of
industries and regions in the U. S. was greatly reduced. Although economic conditions have begun to improve, certain
sectors, such as real estate, remain weak and unemployment remains high. Local governments and many businesses
are still in serious difficulty due to lower consumer confidence and spending.

Market conditions also led to the failure or merger of several prominent financial institutions and numerous regional
and community-based financial institutions. These failures, as well as projected future failures, have had a significant
negative impact on the capitalization level of the deposit insurance fund of the FDIC, which, in turn, has led to a
significant increase in deposit insurance premiums paid by financial institutions.

The Company s financial performance generally, and in particular the ability of borrowers to pay interest on and repay
principal of outstanding loans and the value of collateral securing those loans, as well as demand for loans and other
products and services the Company offers, is highly dependent upon on the business environment in the markets
where the Company operates, in the State of Maine and in the United States as a whole. A favorable business
environment is generally characterized by, among other factors, economic growth, efficient capital markets, low
inflation, low unemployment, high business and investor confidence, and strong business earnings. Unfavorable or
uncertain economic and market conditions can be caused by declines in economic growth, business activity or investor
or business confidence; limitations on the availability or increases in the cost of credit and capital; increases in
inflation or interest rates; high unemployment, natural disasters; or a combination of these or other factors.

Overall, during 2011, the business environment has been adverse for many households and businesses in the United
States and worldwide. While economic conditions in the State of Maine, the United States and worldwide have begun
to improve, there can be no assurance that this improvement will continue. Such conditions could adversely affect the
credit quality of the Company s loans, results of operations and financial condition.

Dramatic declines in the national housing market since 2008, with falling home prices and increasing foreclosures,
unemployment and under-employment, have negatively impacted the credit performance of mortgage loans and
resulted in significant write-downs of asset values by financial institutions, including government-sponsored
enterprises as well as major commercial and investment banks. These write-downs, initially of mortgage-backed
securities but spreading to credit default swaps and other derivative and cash securities, in turn, have caused many
financial institutions to seek additional capital, to merge with larger and stronger institutions and, in some cases, to
fail. Reflecting concern about the stability of the financial markets generally and the strength of counterparties, many
lenders and institutional investors have reduced or ceased providing funding to borrowers, including to other financial
institutions. This market turmoil and tightening of credit have led to an increased level of commercial and consumer
delinquencies, diminished consumer confidence, increased market volatility and widespread reduction of business
activity generally. The resulting economic pressure on consumers and lack of confidence in the financial markets
could adversely affect the Company s business, financial condition and results of operations. In particular, the
Company may face the following risks in connection with these events:
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The Company expects to face increased regulation of the banking and financial services industry. Compliance with
such regulation may increase the Company s costs and limit its ability to pursue business opportunities.

Market developments may affect customer confidence levels and may cause increases in loan delinquencies and

default rates, which the Company expects could impact the Bank s charge-offs and provision for loan losses.
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Market developments may affect the Bank s securities portfolio by causing other-than-temporary impairments,
prompting write-downs and securities losses.

The Company s and the Bank s ability to borrow from other financial institutions or to access the debt or equity capital
markets on favorable terms or at all could be adversely affected by further disruptions in the capital markets or other
events, including actions by rating agencies and deteriorating investor expectations.

Competition in banking and financial services industry could intensify as a result of the increasing consolidation of
financial services companies in connection with current market conditions.

The Bank may be required to pay significantly higher premiums to the FDIC because market developments have
significantly depleted the insurance fund of the FDIC and reduced the ratio of reserves to insured deposits.

The Bank s allowance for loan losses may not be adequate to cover loan losses.

A significant source of risk for the Company arises from the possibility that losses will be sustained because
borrowers, guarantors and related parties may fail to perform in accordance with the terms of their loan agreements.
Most loans originated by the Bank are secured, but some loans are unsecured based upon management s evaluation of
the creditworthiness of the borrowers. With respect to secured loans, the collateral securing the repayment of these
loans principally includes a wide variety of real estate, and to a lesser extent personal property, either of which may be
insufficient to cover the obligations owed under such loans.

Collateral values and the financial performance of borrowers may be adversely affected by changes in prevailing
economic, environmental and other conditions, including declines in the value of real estate, changes in interest rates
and debt service levels, changes in oil and gas prices, changes in monetary and fiscal policies of the federal
government, widespread disease, terrorist activity, environmental contamination and other external events, which are
beyond the control of the Bank. In addition, collateral valuations that are out of date or that do not meet
industry-recognized standards might create the

impression that a loan is adequately collateralized when in fact it is not. Although the Bank may acquire any real
estate or other assets that secure defaulted loans through foreclosures or other similar remedies, the amounts owed
under the defaulted loans may exceed the value of the assets acquired.
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The Bank has adopted underwriting and credit monitoring policies and procedures, including the establishment and
ongoing review of the allowance for loan losses and review of borrower financial statements and collateral appraisals,
which management believes are appropriate to mitigate the risk of loss by assessing the likelihood of borrower
non-performance and the value of available collateral. The Bank also manages credit risk by diversifying its loan
portfolio. An ongoing independent review, subsequent to management s review, of individual credits is performed by
an independent loan review function, which reports to the Audit Committee of the Board of Directors. However, such
policies and procedures have limitations, including judgment errors in management s risk analysis, and may not
prevent unexpected losses that could have a material adverse effect on the Company s business, financial condition and
results of operations.
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The Bank s loans are principally concentrated in certain areas of Maine and adverse economic conditions in those
markets could adversely affect the Company s operations.

The Company's success is dependent to a significant extent upon general economic conditions in the United States
and, in particular, the local economies of downeast and midcoast Maine, the primary markets served by the Bank. The
Bank is particularly exposed to real estate and economic factors in the downeast and midcoast areas of Maine, as most
of its loan portfolio is concentrated among borrowers in these markets. Furthermore, because a substantial portion of
the Bank s loan portfolio is secured by real estate in these areas, the value of the associated collateral is also subject to
regional real estate market conditions.

The slow pace of the current economic recovery or a return to an economic recession in the markets served by the
Bank, and the nation as a whole, could negatively impact household and corporate incomes. This impact could lead to
decreased loan demand and increase the number of borrowers who fail to pay the Bank interest or principal on their
loans, and accordingly, could have a material adverse effect on the Company s business, financial condition, results of
operations, or liquidity.

Federal and state governments could pass legislation responsive to current credit conditions, which could cause the
Bank to experience higher credit losses.

The Company could experience higher credit losses because of federal or state legislation or regulatory action that
reduces the amount the Bank s borrowers are otherwise contractually required to pay under existing loan contracts.
Also, the Company could experience higher credit losses because of federal or state legislation or regulatory action
that limits the Bank s ability to foreclose on property or other collateral or makes foreclosure less economically
feasible.

Interest rate volatility could significantly reduce the Company s profitability.

The Company s earnings largely depend on the relationship between the yield on its earning assets, primarily loans and
investment securities, and the cost of funds, primarily deposits and borrowings. This relationship, commonly known
as the net interest margin, is susceptible to significant fluctuation and is affected by economic and competitive factors
that influence the yields and rates, and the volume and mix of the Bank s interest earning assets and interest bearing
liabilities.

Interest rate risk can be defined as an exposure to movement in interest rates that could have an adverse impact on the
Bank's net interest income. Interest rate risk arises from the imbalance in the re-pricing, maturity and/or cash flow
characteristics of assets and liabilities. The Company is subject to interest rate risk to the degree that its interest
bearing liabilities re-price or mature more slowly or more rapidly or on a different basis than its interest earning
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assets. Significant fluctuations in interest rates could have a material adverse impact on the Company s business,
financial condition, results of operations, or liquidity.

The Bank's interest rate risk measurement and management techniques incorporate the re-pricing and cash flow
attributes of its balance sheet and off-balance sheet instruments as they relate to current and potential changes in
interest rates. The level of interest rate risk, measured in terms of the potential future effect on net interest income, is
determined through the use of modeling and other techniques under multiple interest rate scenarios. Management's
objectives are to measure, monitor and develop strategies in response to the interest rate risk profile inherent in the
Bank's balance sheet, in order to preserve the sensitivity of net interest income to actual or potential changes in
interest rates.
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The Company is exposed to a variety of operational risks that could result in significant financial losses.

The Company is exposed to many types of operational risk, including reputation risk, legal and compliance risk, the
risk of fraud or theft by employees or outsiders, unauthorized transactions by employees or operational errors,
including clerical or record-keeping errors or those resulting from faulty or disabled computer or telecommunications
systems.

Negative public opinion can result from the Company s actual or alleged conduct in any number of activities, including
lending practices, corporate governance and acquisitions, and from actions taken by government regulators and
community organizations in response to those activities. Negative public opinion can adversely affect the Company s
ability to attract and keep customers and can expose it to litigation and regulatory action.

Given the volume of transactions at the Company, certain errors may be repeated or compounded before they are
discovered and successfully rectified. The Company s necessary dependence upon automated systems to record and
process its transaction volumes may further increase the risk that technical system flaws or employee tampering or
manipulation of those systems will result in losses that are difficult to detect. The Company may also be subject to
disruptions of its operating systems arising from events that are wholly or partially beyond its control (for example,
computer viruses or electrical telecommunication outages), which may give rise to disruption of service to customers
and to financial loss or liability. The Company is further exposed to the risk that its external vendors may be unable to
fulfill their contractual obligations (or will be subject to the same risk of fraud or operational errors by their respective
employees as is the Company) and to the risk that the Company s (or its vendors ) business continuity and data security
systems prove to be inadequate.

The Company regularly assesses the level of operational risk throughout the organization and has established systems
of internal controls that provide for timely and accurate information. Testing of the operating effectiveness of these
control systems is performed regularly. While not providing absolute assurance, these systems of internal controls
have been designed to manage operational risks at appropriate, cost-effective levels. Procedures exist that are designed
to ensure policies relating to conduct, ethics, and business practices are followed. From time to time losses from
operational risk may occur, including the effects of operational errors. Such losses are recorded as non-interest
expense.

While the Company continually monitors and improves its system of internal controls, data processing systems, and
corporate-wide risk management processes and procedures, there can be no assurances that future losses arising from
operational risk will not occur and have a material impact on the Company s business, financial condition, results of
operations, or liquidity.
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The Company may not be able to meet its cash flow needs on a timely basis at a reasonable cost, and its cost of
funds for banking operations may significantly increase as a result of general economic conditions, interest rates
and competitive pressures.

Liquidity is the ability to meet cash flow needs on a timely basis and at a reasonable cost. The liquidity of the Bank is
used to make loans and to repay deposit and borrowing liabilities as they become due, or are demanded by customers
and creditors. Many factors affect the Bank s ability to meet liquidity needs, including variations in the markets served
by its network of offices, its mix of assets and liabilities, reputation and standing in the marketplace, and general
economic conditions.

The Bank s primary source of funding is retail deposits, gathered throughout its network of twelve banking offices.
Wholesale funding sources principally consist of secured borrowing lines from the Federal Home Loan Bank of
Boston of which it is a member, secured borrowing lines from the Federal Reserve Bank of Boston, and certificates of
deposit obtained from the national market. The Bank s
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securities and loan portfolios provide a source of contingent liquidity that could be accessed in a reasonable time
period through sales.

Significant changes in general economic conditions, market interest rates, competitive pressures or otherwise, could
cause the Bank s deposits to decrease relative to overall banking operations, and it would have to rely more heavily on
brokered funds and borrowings in the future, which are typically more expensive than deposits.

Changes in economic conditions, including consumer savings habits and availability or access to the brokered deposit
market could potentially have a significant impact on the Company s liquidity position, which in turn could materially
impact its financial condition, results of operations and cash flows. For further information about the Company s
liquidity position, refer below in this Report to Part II, Item 7, Liquidity Risk.

Declines in value may adversely impact the investment securities portfolio.

The Bank may be required to record other-than-temporary impairment charges on its investment securities if they
suffer a decline in value that is considered other-than-temporary. Numerous factors, including collateral deterioration
underlying certain private-label mortgage-backed securities, municipal bond defaults, lack of liquidity for re-sales of
certain investment securities, or adverse actions by regulators, could have a negative effect on Bank s securities
portfolio in future periods. An other-than-temporary impairment charge could have a material adverse effect on the
Company s results of operations and financial condition.

The Company s information technology systems may be vulnerable to attack or other technological failures,
exposing the Company to significant loss.

The Company relies heavily on data processing software, communication and information exchange on a variety of
computing platforms and networks including the Internet. Despite instituted safeguards, the Company cannot be
certain that all of its systems are entirely free from vulnerability to electronic attack or other technological difficulties
or failures. The Company also relies on the services of a variety of third party vendors to meet its data processing and
communication needs. If information security is breached or other technology difficulties or failures occur,
information may be misappropriated, services and operations may be interrupted and the Company could be exposed
to claims from customers, suffer loss of business and suffer loss of reputation in its marketplace. Any of these results
could have a material adverse effect on the Company s business, financial condition, results of operations or liquidity.

Strong competition within the Company s markets may significantly impact its profitability.
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The Company competes with an ever-increasing array of financial service providers. As a bank holding company and
state-chartered financial institution, respectively, the Company and the Bank are subject to extensive regulation and
supervision, including, in many cases, regulations that limit the type and scope of their activities. The non-bank
financial service providers that compete with the Company and the Bank may not be subject to such extensive
regulation, supervision, and tax burden. Competition from nationwide banks, as well as local institutions, continues to
mount in the Company s markets.

Regional, national and international competitors have far greater assets and capitalization than the Company and have
greater access to capital markets and can offer a broader array of financial services than the Company. For example,
consumers can maintain funds that would have historically been held as bank deposits in brokerage accounts or
mutual funds. Consumers can also complete transactions such as paying bills and/or transferring funds directly
without the assistance of banks. The process of eliminating banks as intermediaries, known as disintermediation,
could result in the loss of fee income, as well as the loss of customer deposits and the related income generated from
those deposits. Further, many of the Company s competitors have fewer regulatory constraints and may have lower
cost structures. Additionally, due to their size, many competitors may be able to achieve economies of scale and, as a
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result, may offer a broader range of products and services as well as better pricing for those products and services than
the Company can.

The Company s ability to compete successfully depends on a number of factors, including, among other things:

The ability to develop, maintain and build long-term customer relationships based on top quality service, high ethical
standards and safe, sound assets.

The ability to expand the Company s market position.

The scope, relevance and pricing of products and services offered to meet customer needs and demands.

The rate at which the Company introduces new products and services relative to its competitors

Customer satisfaction with the Company s level of service.

Industry and general economic trends.

Failure to perform in any of these areas could significantly weaken the Company s competitive position, which could
adversely affect the Company s growth and profitability.

No assurance can be given that the Company will continue to be able to compete effectively with other financial
institutions in the future. Furthermore, developments increasing the nature or level of competition could have a
material adverse affect on the Company s business, financial condition, results of operations, or liquidity.

The Company continually encounters technological change

The financial services industry is continually undergoing rapid technological change with frequent introductions of
new technology-driven products and services. The effective use of technology increases efficiency and enables
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financial institutions to better serve customers and to reduce costs. The Company s future success depends, in part,
upon its ability to address the needs of its customers by using technology to provide products and services that will
satisfy customer demands, as well as to create additional efficiencies in the Company s operations. Many of the
Company s competitors have substantially greater resources to invest in technological improvements. The Company
may not be able to effectively implement new technology-driven products and services or be successful in marketing
these products and services to its customers. Failure to successfully keep pace with technological change affecting the
financial services industry could have a material adverse impact on the Company s business and, in turn, the
Company s financial condition and results of operations.

The business of the Company and the Bank is highly regulated and impacted by federal monetary policy, limiting
the manner in which the Company and the Bank may conduct its business and obtain financing.

The Company and the Bank are subject to extensive regulation and supervision under federal and state laws and
regulations. The restrictions imposed by such laws and regulations limit the manner in which the Company and the
Bank conducts its business, undertakes new investments and activities, and obtains financing. These laws and
regulations are designed primarily for the protection of the deposit insurance funds and consumers and not to benefit
the Company s shareholders. These laws and regulations may sometimes impose significant limitations on the
Company s operations. The more significant federal and state banking regulations that affect the Company and the
Bank are described in this report at Part I, Item 1, Supervision and Regulation. These regulations, along with the
existing tax, accounting, securities, insurance, and monetary laws, regulations, rules, standards, policies and
interpretations control the methods by which financial institutions conduct business, implement strategic initiatives
and tax
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compliance, and govern financial reporting and disclosures. These laws, regulations, rules, standards, policies and
interpretations are constantly evolving and may change significantly over time.

The nature, extent, and timing of the adoption of significant new laws and regulations, or changes in or repeal of
existing laws and regulations, or specific actions of regulators, could have a material adverse effect on the Company s
business, financial condition, results of operations or liquidity. Furthermore, federal monetary policy, particularly as
implemented through the Federal Reserve System, significantly affects credit risk and interest rate risk conditions for
the Company, and any unfavorable change in these conditions could have a material adverse effect on the Company s
business, financial condition, results of operations or liquidity.

The Company s controls and procedures may fail or be circumvented

Management regularly reviews and updates the Company s internal controls, disclosure controls and procedures, and
corporate governance policies and procedures. Any system of controls, however well designed and operated, is based
in part on certain assumptions and can provide only reasonable, not absolute, assurance that the objectives of the
system are met. Any failure or circumvention of the Company s controls and procedures or failure to comply with
regulations related to controls and procedures could have a material adverse effect on the Company s business, results
of operations and financial condition.

The preparation of the Company s financial statements requires the use of estimates that could significantly vary
from actual results.

The preparation of the consolidated financial statements in conformity with U. S. generally accepted accounting
principles requires management to make significant estimates that affect the financial statements. The most critical
estimate is the allowance for loan losses. Due to the inherent nature of estimates, the Company cannot provide
absolute assurance that it will not significantly increase the allowance for loan losses and/or sustain credit losses that
are significantly higher than the provided allowance, which could have a material adverse effect on the Company s
business, financial condition, results of operations, or liquidity. For further information on the use of estimates, refer
to this report at Part II, Item 7, Application of Critical Accounting Policies.

The Company s access to funds from subsidiaries may be restricted.

The Company is a separate and distinct legal entity from our banking and nonbanking subsidiaries. The Company
depends on dividends, distributions and other payments from is banking and nonbanking subsidiaries to fund dividend
payments on the Company s common stock and to fund all payments on our other obligations. Our subsidiaries are
subject to laws that authorize regulatory bodies to block or reduce the flow of funds from those subsidiaries to the
Company, which could impede access to funds we need to make payments on our obligations or dividend payments.
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Prepayments of loans may negatively impact the Bank s business.

Generally, customers may prepay the principal amount of their outstanding loans at any time. The speed at which such
prepayments occur, as well as the size of such prepayments, are within Bank customers discretion. If customers
prepay the principal amount of their loans, and the Bank is unable to lend those funds to other borrowers or invest the
funds at the same or higher interest rates, the Bank s interest income will be reduced. A significant reduction in interest
income could have a negative impact on the Company s results of operations and financial condition.
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The Company may be unable to attract and retain key personnel.

The Company s success depends, in large part, on its ability to attract and retain key personnel, particularly at its
executive level. Competition for qualified personnel in the financial services industry can be intense and the Company
and its subsidiaries may not be able to hire or retain the key personnel that it depends upon for success. The
unexpected loss of services of one or more of the Company s key personnel could have a material adverse impact on
its business because of their skills, knowledge of the markets in which the Company operates, years of industry
experience and the difficulty of promptly finding qualified replacement personnel.

To the extent that the Company acquires other companies, its business may be negatively impacted by certain risks
inherent with such acquisitions.

To the extent that the Company may acquire other financial services companies or assets in the future, its business
may be negatively impacted by certain risks inherent with such acquisitions. These risks include, but are not limited
to, the following:

the risk that the acquired business or assets will not perform in accordance with management s expectations;

the risk that difficulties will arise in connection with the integration of the operations of the acquired business with the
operations of the Company s businesses;

the risk that management will divert its attention from other aspects of the Company s business;

the risk that the Company may lose key employees of the combined business; and

the risks associated with entering into geographic and product markets in which the Company has limited or no direct
prior experience.

ITEM 1B. UNRESOLVED STAFF COMMENTS
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None

ITEM 2. PROPERTIES

The Company s headquarters are located at 82 Main Street, Bar Harbor, Maine, which also serves as the main office
for the Bank.

As of December 31, 2011, the Bank operated 12 full-service banking offices throughout downeast and midcoast
Maine; namely: Bar Harbor, Northeast Harbor, Southwest Harbor, Somesville, Deer Isle, Blue Hill, Ellsworth,
Rockland, Winter Harbor, Milbridge, Machias, and Lubec. The Bank owns ten of these banking offices and leases two
at prevailing market rates.

The Bank s Ellsworth office consists of a building constructed in 1982 and two additional parcels contiguous to this
branch. The City of Ellsworth is considered the hub of downeast Maine and the Bank s Ellsworth office is by far its
busiest location. The Bank is currently in the process of a substantial reconfiguration of the Ellsworth banking office
and its surrounding campus to better meet the Bank s needs at that location. In connection with this reconfiguration,
the Bank is operating a temporary office located adjacent to its Ellsworth branch.

An Operations Center is located in Ellsworth, Maine, that houses the Company s operations and data processing
centers. The Bank is currently in the process of a major renovation and of its Operations Center to better meet its
business needs at that location. The Bank also owns an office building at 135 High Street, Ellsworth, Maine, which is
occupied by the Bank and Trust Services. The Bank also leases space at One Cumberland Place in Bangor, Maine.
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In the opinion of management, the physical properties of the Company and the Bank are considered adequate to meet
the needs of customers in the communities served. Additional information relating to the Company s properties is
provided in Item 8, Note 6 of the Consolidated Financial Statements contained in this Annual Report on Form 10-K
and incorporated herein by reference.

ITEM 3. LEGAL PROCEEDINGS

The Company and its subsidiaries are parties to certain ordinary routine litigation incidental to the normal conduct of
their respective businesses, which in the opinion of management based upon currently available information will have
no material effect on the Company's consolidated financial statements.

ITEM 4. MINE SAFETY DISCLOSURES Not applicable

PART II

ITEM 5. MARKET FOR REGISTRANT S COMMON STOCK, RELATED SHAREHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Information

The common stock of the Company is traded on the NYSE Amex under the trading symbol BHB.

The following table sets forth the high and low market prices per share of BHB Common Stock as reported by NYSE
Amex by calendar quarter for each of the last two years:

1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
High Low High Low High Low High Low
2011 $31.34 $28.40 $30.80 $28.00 $30.76 $27.70 $30.96 $27.72
2010 $30.50 $26.50 $30.90 $24.66 $28.95 $24.75 $29.80 $26.50
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As of March 1, 2012, there were 3,879,834 shares of Company common stock, par value $2.00 per share, outstanding
and approximately 936 Registered Shareholders of record, as obtained through the Company s transfer agent.

Performance Graph

The following graph illustrates the estimated yearly change in value of the Company's cumulative total stockholder
return on its common stock for each of the last five years. Total stockholder return is computed by taking the
difference between the ending price of the common stock at the end of the previous year and the current year, plus any
dividends paid divided by the ending price of the common stock at the end of the previous year. For purposes of
comparison, the graph also illustrates the comparable stockholder return of NYSE Amex listed banks as a group as
measured by the NYSE Amex Composite Index and the NYSE ARCA Banks & Financial Services index. The graph
assumes a $100 investment on December 31, 2006 in the common stock of each of the Company, the NYSE Amex
Composite index and the NYSE ARCA Bank & Financial Services index as a group and measures the amount by
which the market value of each, assuming reinvestment of dividends, has increased as of December 31 of each
calendar year since the base measurement point of December 31, 2006.
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Market values are based on information obtained from the NYSE Amex.

12/06 12/07 12/08 12/09 12/10 12/11

Bar Harbor Bankshares 100.00 101.99 86.58 95.75 105.18 112.77
NYSE Amex Composite 100.00 122.46 73.97 100.19 127.31 128.98
NYSE ARCA Banks & Financial

Services 100.00 90.22 79.24 79.58 99.75 105.34
Dividends

Common stock dividends paid by the Company in 2011 and 2010 are summarized below:

1st Quarter 2nd Quarter 3rd Quarter d4th Quarter Total
2011 $0.270 $0.270 $0.275 $0.280 $1.095
2010 $0.260 $0.260 $0.260 $0.265 $1.045

During 2011, the Company declared and distributed regular cash dividends on its common stock in the aggregate
amount of $4,228 compared with $3,955 in 2010. The Company s 2011 dividend payout ratio amounted to 38.3%
compared with 39.4% in 2010. The total regular cash dividends paid in 2011 amounted to $1.095 per share of
common stock, compared with $1.045 in 2010, representing an increase of $0.05 per share, or 4.8%.

In the first quarter of 2012, the Company s Board of Directors declared a regular cash dividend of $0.285 per share of
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common stock, representing an increase of $0.015 or 5.6% compared with the first quarter of 2011. The dividend will
be paid March 15, 2012 to shareholders of record as of the close of business on February 15, 2012.

The Company has a history of paying quarterly dividends on its common stock. However, the Company s ability to
pay such dividends depends on a number of factors, including the Company s financial condition, earnings, its need for
funds and restrictions on the Company s ability to pay dividends under federal laws and regulations. Therefore, there
can be no assurance that dividends on the Company s common stock will be paid in the future.

In January 2009 the Company became subject to certain material restrictions and limitations on its ability to declare or

pay dividends on its shares of common stock that arose from the Company s participation in the Treasury s Capital
Purchase Program ( CPP ). Generally, the consent of the U.S. Treasury ( the Treasury ) was required for the Company to
increase its quarterly cash dividend in excess of $0.26 per share of common stock. In February 2010, the Company
redeemed all of its Preferred Stock it sold to the Treasury as part of the CPP. The Company s redemption of the
Preferred Stock is not subject to any additional conditions or stipulations from the Treasury or the Company s and the
Bank s principal regulators, including limitations on the Company s ability to increase quarterly cash dividends.
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For further information, refer to Item 6, Selected Consolidated Financial Data for dividend related ratios and Item 7,

Management s Discussion and Analysis of Financial Condition and Results of Operations, (specifically the Capital
Resources section).

Sale of Unregistered Securities; Use of Proceeds from Registered Securities

No unregistered securities were sold by the Company during the year ended December 31, 2011.

Purchases of Equity Securities by the Issuer and Affiliated Purchasers

The following table provides information with respect to any purchase of shares of the Company s common stock
made by or on behalf of the Company or any affiliated purchaser for the quarter ended December 31, 2011.

Total Number of Maximum Number
Total Shares Purchased of Shares that May

Number of Average as Part of Publicly Yet Be Purchased

Shares Price Paid Announced Plans Under the Plans or
Period Purchased per Share or Programs Programs (1)
October 1-31, 2011 3,722 $28.04 3,722 208,702
November 1-30, 2011 7,571 $28.25 7,571 201,131
December 1-31, 2011 --- $ - --- 201,131

(1) In August 2008, the Company s Board of Directors approved a program to repurchase up to 300,000 shares of the
Company s common stock, or approximately 10.2% of the shares then currently outstanding. The stock repurchase
program became effective as of August 21, 2008 and was authorized to continue for a period of up to twenty-four
consecutive months. The Company previously suspended repurchases under the program during the period the
Company was a participant in the Treasury s CPP. In August 2010, and following the Company s exit from CPP, the
Company s Board of Directors authorized the continuance of this repurchase program through August 19, 2012.
Depending on market conditions and other factors, these purchases may be commenced or suspended at any time, or
from time to time, without prior notice and may be made in the open market or through privately negotiated
transactions. The program will remain in effect until fully utilized or until modified, superseded or terminated.
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Stock Based Compensation Plans

Information regarding stock-based compensation awards both outstanding and available for future grants as of
December 31, 2011, represents stock-based compensation plans approved by shareholders and is presented in the table
below. There are no compensation plans under which equity securities of the Company may be issued that have not
been approved by shareholders. Additional information is presented in Note 13, Stock-Based Compensation Plans, in
the Notes to the Consolidated Financial Statements included in Item 8, Financial Statements and Supplementary Data,
within this Annual Report on Form 10-K.
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Number of
securities to

be issued upon
exercise

of outstanding
options,

exercise price of

warrants, and
rights,
options,
net of forfeits and

warrants, and

exercised shares rights
Plan Category (a) (b)
Equity compensation plans approved
by security holders 169,188 $28.18
Equity compensation plans not
approved by security holders - N/A
Total 169,188 $28