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FIDELITY D & D BANCORP, INC.
PART 1
Forward-Looking Statements

Certain of the matters discussed in this Annual Report on Form 10-K may constitute forward-looking statements for
purposes of the Securities Act of 1933, as amended, and the Securities Exchange Act of 1934, as amended, and as

such may involve known and unknown risks, uncertainties and other factors which may cause the actual results,
performance or achievements of the Company to be materially different from future results, performance or

achievements expressed or implied by such forward-looking statements. The words “expect,” “anticipate,” “intend,” “plan,”
“believe,” “estimate,” and similar expressions are intended to identify such forward-looking statements.

The Company’s actual results may differ materially from the results anticipated in these forward-looking statements
due to a variety of factors, including, without limitation:

§ the effects of economic conditions on current customers, specifically the effect of the economy on loan customers’
ability to repay loans;

§ the costs and effects of litigation and of unexpected or adverse outcomes in such litigation;

§ the impact of new or changes in existing laws and regulations, including the Tax Cuts and Jobs Act and
Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 and the regulations promulgated there
under;

§ impacts of the capital and liquidity requirements of the Basel III standards and other regulatory pronouncements,
regulations and rules;

§ governmental monetary and fiscal policies, as well as legislative and regulatory changes;

§ effects of short- and long-term federal budget and tax negotiations and their effect on economic and
business conditions;

§ the effect of changes in accounting policies and practices, as may be adopted by the regulatory agencies, as well as
the Financial Accounting Standards Board and other accounting standard setters;

§ the risks of changes in interest rates on the level and composition of deposits, loan demand, and the values of loan
collateral, securities and interest rate protection agreements, as well as interest rate risks;

§ the effects of competition from other commercial banks, thrifts, mortgage banking firms, consumer finance
companies, credit unions, securities brokerage firms, insurance companies, money market and other mutual funds
and other financial institutions operating in our market area and elsewhere, including institutions operating locally,
regionally, nationally and internationally, together with such competitors offering banking products and services by
mail, telephone, computer and the internet;

§ technological changes;

§ the interruption or breach in security of our information systems and other technological risks and attacks resulting
in failures or disruptions in customer account management, general ledger processing and loan or deposit updates
and potential impacts resulting therefrom including additional costs, reputational damage, regulatory penalties, and
financial losses;

§ acquisitions and integration of acquired businesses;

§ the failure of assumptions underlying the establishment of reserves for loan losses and estimations of values of

collateral and various financial assets and liabilities;

volatilities in the securities markets;

acts of war or terrorism;

disruption of credit and equity markets; and
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§ the risk that our analyses of these risks and forces could be incorrect and/or that the strategies developed to address
them could be unsuccessful.

The Company cautions readers not to place undue reliance on forward-looking statements, which reflect analyses only

as of the date of this document. The Company has no obligation to update any forward-looking statements to reflect

events or circumstances after the date of this document.

Readers should review the risk factors described in this document and other documents that we file or furnish, from
time- to-time, with the Securities and Exchange Commission, including quarterly reports filed on Form 10-Q and any
current reports filed or furnished on Form 8-K.

ITEM 1: BUSINESS

Fidelity D & D Bancorp, Inc. (the Company) was incorporated in the Commonwealth of Pennsylvania, on August 10,
1999, and is a bank holding company, whose wholly-owned state chartered commercial bank is The Fidelity Deposit
and Discount Bank (the Bank) (collectively, the Company). The Company is headquartered at Blakely and Drinker
Streets in Dunmore, Pennsylvania.

The Bank has offered a full range of traditional banking services since it commenced operations in 1903. The Bank
has a personal and corporate trust department and also provides alternative financial and insurance products with asset
management services. A full list of services provided by the Bank is detailed in the section entitled “Products and
Services” contained
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within the 2018 Annual Report to Shareholders, incorporated by reference. The service area is comprised of the
Borough of Dunmore and the surrounding communities within Lackawanna and Luzerne counties in Northeastern
Pennsylvania. In 2018, the Company had 6.12% of the Scranton-Wilkes-Barre metropolitan statistical area’s total
deposit market share ranking 7th in total deposits. The Company had 181 full-time equivalent employees on
December 31, 2018, which includes exempt officers, exempt, non-exempt and part-time employees.

The banking business is highly competitive, and the success and profitability of the Company depends principally on
its ability to compete in its market area. Competition includes, among other sources: local community banks; savings
banks; regional banks; national banks; credit unions; savings & loans; insurance companies; money market funds;
mutual funds; small loan companies and other financial services companies. The Company has been able to compete
effectively with other financial institutions by emphasizing customer service enhanced by local decision

making. These efforts enable the Company to establish long-term customer relationships and build customer loyalty
by providing products and services designed to address their specific needs.

The banking industry is affected by general economic conditions including the effects of inflation, recession,
unemployment, real estate values, trends in national and global economies and other factors beyond the Company’s
control. The Company’s success is dependent, to a significant degree, on economic conditions in Northeastern
Pennsylvania, especially within Lackawanna and Luzerne counties which the Company defines as its primary market
area. An economic recession or a delayed economic recovery over a prolonged period of time in the Company’s
market could cause an increase in the level of the Company’s non-performing assets and loan losses, and thereby cause
operating losses, impairment of liquidity and erosion of capital. There are no concentrations of loans that, if lost,
would have a material adverse effect on the continued business of the Company. There is no material concentration
within a single industry or a group of related industries that is vulnerable to the risk of a near-term severe impact.

The Company’s profitability is significantly affected by general economic and competitive conditions, changes in
market interest rates, government policies and actions of regulatory authorities. The Company’s loan portfolio is
comprised principally of residential real estate, consumer, commercial and commercial real estate loans. The
properties underlying the Company’s mortgages are concentrated in Northeastern Pennsylvania. Credit risk, which
represents the possibility of the Company not recovering amounts due from its borrowers, is significantly related to
local economic conditions in the areas where the properties are located as well as the Company’s underwriting
standards. Economic conditions affect the market value of the underlying collateral as well as the levels of adequate
cash flow and revenue generation from income-producing commercial properties.

During 2018, the national economy continued to improve with the unemployment rate dropping to 3.9% compared to
4.1% at the end of 2017. The unemployment rate in the Company’s local statistical market, Scranton-Wilkes-Barre,
fell to 4.8% from 5.0% at the end of 2017. The local economy has been volatile in recent years and generally lags the
national market trends. The Company’s credit function strives to mitigate the negative impact of economic conditions
by maintaining strict underwriting principles for commercial and consumer lending and ensuring that home mortgage
underwriting adheres to the standards of secondary market makers. In addition, the Company strives to accelerate the
property foreclosure process thereby lessening the negative financial impact of foreclosed property ownership. Refer
to Item 1A, “Risk Factors” for material risks and uncertainties that management believes affect the Company.

Federal and state banking laws contain numerous provisions that affect various aspects of the business and operations
of the Company and the Bank. The Company is subject to, among others, the regulations of the Securities and
Exchange Commission (the SEC) and the Federal Reserve Board (the FRB) and the Bank is subject to, among others,
the regulations of the Pennsylvania Department of Banking and Securities, the Federal Deposit Insurance Corporation
(the FDIC) and the rules promulgated by the Consumer Financial Protection Bureau (the CFPB) but continues to be
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examined and supervised by federal banking regulators for consumer compliance purposes. Refer to Part II, Item 7
“Supervision and Regulation” for descriptions of and references to applicable statutes and regulations which are not
intended to be complete descriptions of these provisions or their effects on the Company or the Bank. They are
summaries only and are qualified in their entirety by reference to such statutes and regulations. Applicable
regulations relate to, among other things:

* operations * consolidation e disclosure

* securities * reserves * community reinvestment
* risk management * dividends

* consumer compliance* branches

* mergers * capital adequacy

The Bank is examined periodically by the Pennsylvania Department of Banking and Securities and the FDIC.

The Company’s website address is http://www.bankatfidelity.com. The Company makes available through this
website the annual reports on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K and
amendments to those reports as soon as reasonably practical after filing with the SEC. You may read and copy any
materials filed with the SEC at the SEC’s Public Reference Room at 100 F Street, NE, Washington, DC 20549. You
may obtain information on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330. The
SEC also maintains an internet site that contains reports, proxy and information statements and other information
about the Company at http://www.sec.gov.
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The Company’s accounting policies and procedures are designed to comply with accounting principles generally
accepted in the United States of America (GAAP). Refer to “Critical Accounting Policies,” which are incorporated by
reference in Part II, Item 7.

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. The risks and uncertainties described below are
not the only ones facing the Company. 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.

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

Risks Related to the Company’s Business

The Company’s business is subject to interest rate risk and variations in interest rates may negatively affect its
financial performance.

Changes in the interest rate environment may reduce profits. The Company’s earnings and cash flows are largely
dependent upon its net interest income. Net interest income is the difference between the interest earned on loans,
securities and other interest-earning assets, and interest paid on deposits, borrowings and other interest-bearing
liabilities. As prevailing interest rates change, net interest spreads are affected by the difference between the maturities
and re-pricing characteristics of interest-earning assets and interest-bearing liabilities. In addition, loan volume and
yields are affected by market interest rates on loans, and rising interest rates generally are associated with a lower
volume of loan originations. An increase in the general level of interest rates may also adversely affect the ability of
certain borrowers to pay the interest on and principal of their obligations. Accordingly, changes in levels of market
interest rates could materially adversely affect the Company’s net interest spread, asset quality, loan origination
volume and overall profitability.

The Company is subject to lending risk.

There are inherent risks associated with the Company’s lending activities. These risks include, among other things, the
impact of changes in interest rates and changes in the economic conditions in the markets where the Company
operates as well as those across the Commonwealth of Pennsylvania and the United States. Increases in interest rates
and/or weakening economic conditions could adversely impact the ability of borrowers to repay outstanding loans or
the value of the collateral securing these loans. The Company is also subject to various laws and regulations that affect
its lending activities. Failure to comply with applicable laws and regulations could subject the Company to regulatory
enforcement action that could result in the assessment of significant civil money penalties against the Company.

Commercial, commercial real estate and real estate construction loans are generally viewed as having more risk of
default than residential real estate loans or consumer loans. These types of loans are also typically larger than
residential real estate loans and consumer loans. Because these loans generally have larger balances than residential
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real estate loans and consumer loans, the deterioration of one or a few of these loans could cause a significant increase
in non-performing loans. An increase in non-performing loans could result in a net loss of earnings from these loans,
an increase in the provision for possible loan losses and an increase in loan charge-offs, all of which could have a
material adverse effect on the Company’s financial condition and results of operations.

The Company’s allowance for possible loan losses may be insufficient.

The Company maintains an allowance for possible loan losses, which is a reserve established through a provision for
possible loan losses charged to expense, that represents management’s best estimate of probable losses that have been
incurred within the existing portfolio of loans. The allowance, in the judgment of management, is necessary to reserve
for estimated loan losses and risks inherent in the loan portfolio. The level of the allowance reflects management’s
continuing evaluation of industry concentrations; specific credit risks; loan loss experience; current loan portfolio
quality; present economic, political and regulatory conditions and unidentified losses inherent in the current loan
portfolio. The determination of the appropriate level of the allowance for possible loan losses inherently involves a
high degree of subjectivity and requires the Company to make significant estimates of current credit risks and future
trends, all of which may undergo material changes. Changes in economic conditions affecting borrowers, new
information regarding existing loans, identification of additional problem loans and other factors, both within and
outside of the Company’s control, may require an increase in the allowance for possible loan losses. In addition, bank
regulatory agencies periodically review the Company’s allowance for loan losses and may require an increase in the
provision for possible loan losses or the recognition of further loan charge-offs, based on judgments different than
those of management. In addition, if charge-offs in future periods exceed the allowance for possible loan losses, the
Company will need additional provisions to increase the allowance for possible loan losses. Any increases in the
allowance for loan losses will result in a decrease in net income and capital and may have a material adverse effect on
the
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Company’s financial condition and results of operations.

The FASB has recently issued an accounting standard update that will result in a significant change in how we
recognize credit losses and may have a material impact on our financial condition or results of operations.

In June 2016, the Financial Accounting Standards Board (“FASB”) issued an accounting standard update (“ASU”) entitled
“Financial Instruments-Credit Losses (Topic 326), Measurement of Credit Losses on Financial Instruments,” which
replaces the current “incurred loss” model for recognizing credit losses with an “expected loss”” model referred to as the
Current Expected Credit Loss (“CECL”) model. Under the CECL model, banks will be required to present certain
financial assets carried at amortized cost, such as loans held for investment and held-to-maturity debt securities, at the
net amount expected to be collected. The measurement of expected credit losses is to be based on information about
past events, including historical experience, current conditions, and reasonable and supportable forecasts that affect

the collectability of the reported amount. This measurement will take place at the time the financial asset is first added
to the balance sheet and periodically thereafter. This differs significantly from the “incurred loss” model required under
current generally accepted accounting principles (“GAAP”), which delays recognition until it is probable a loss has been
incurred.

The new CECL standard will become effective for the Company for the fiscal year beginning January 1, 2020 and for
interim periods thereafter. The Company is currently evaluating the impact the CECL model will have on its
accounting. There is a risk that the Company may recognize a one-time cumulative-effect adjustment to its allowance
for loan losses as of the beginning of the first reporting period in which the new standard is effective, consistent with
regulatory expectations set forth in interagency guidance issued at the end of 2016. The Company cannot yet
determine the magnitude of any such one-time cumulative adjustment or the overall impact of the new standard on its
business, financial condition and results of operations. Accordingly, it is possible the new standard may require an
increase in the allowance for credit losses for the estimated life of the financial asset, including an allowance for debt
securities. The amount of the change in the allowance for credit losses, if any, resulting from the new guidance will
be impacted by the portfolio composition and asset quality at the adoption date, as well as economic conditions and
forecasts at the time of adoption. Moreover, the CECL model may create more volatility in the level of the allowance
for loan losses. If the Company is required to materially increase the level of its allowance for loan losses for any
reason, such increase could adversely affect its business, financial condition and results of operations.

If we conclude that the decline in value of any of our investment securities is other-than-temporary, we will be
required to write down the credit-related portion of the impairment of that security through a charge to earnings.

We review our investment securities portfolio at each quarter-end reporting period to determine whether the fair value
is below the current carrying value. When the fair value of any of our investment securities has declined below its
carrying value, we are required to assess whether the decline is other-than-temporary. If we conclude that the decline
is other-than-temporary, we will be required to write down the credit-related portion of the impairment of that security
through a charge to earnings.

The Basel III capital requirements may require us to maintain higher levels of capital, which could reduce our
profitability.

Basel III targets higher levels of base capital, certain capital buffers and a migration toward common equity as the key
source of regulatory capital. Although the new capital requirements are phased in over the next decade and may
change substantially before final implementation, Basel III signals a growing effort by domestic and international
bank regulatory agencies to require financial institutions, including depository institutions, to maintain higher levels of
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capital. The direction of the Basel III implementation activities or other regulatory viewpoints could require
additional capital to support our business risk profile prior to final implementation of the Basel III standards. If the
Company and the Bank are required to maintain higher levels of capital, the Company and the Bank may have fewer
opportunities to invest capital into interest-earning assets, which could limit the profitable business operations
available to the Company and the Bank and adversely impact our financial condition and results of operations.

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

Federal banking regulators require the Company and Bank to maintain adequate levels of capital to support their
operations. These capital levels are determined and dictated by law, regulation and banking regulatory agencies. In
addition, capital levels are also determined by the Company’s management and board of directors based on capital
levels that they believe are necessary to support the Company’s business operations. The Company is evaluating its
present and future capital requirements and needs, is developing a comprehensive capital plan and is analyzing capital
raising alternatives, methods and options. Even if the Company succeeds in meeting the current regulatory capital
requirements, the Company may need to raise additional capital in the near future to support possible loan losses
during future periods or to meet future regulatory capital requirements.

Further, the Company’s regulators may require it to increase its capital levels. If the Company raises capital through
the issuance of additional shares of its common stock or other securities, it may dilute the ownership interests of
current investors and may dilute the per-share book value and earnings per share of its common stock. Furthermore, it
may have an adverse impact on the Company’s stock price. New investors may also have rights, preferences and
privileges senior to the Company’s current shareholders, which may adversely impact its current shareholders. The
Company’s ability to raise
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additional capital will depend on conditions in the capital markets at that time, which are outside its control, and on its
financial performance. Accordingly, the Company cannot assure you of its ability to raise additional capital on terms
and time frames acceptable to it or to raise additional capital at all. If the Company cannot raise additional capital in
sufficient amounts when needed, its ability to comply with regulatory capital requirements could be materially
impaired. Additionally, the inability to raise capital in sufficient amounts may adversely affect the Company’s
operations, financial condition and results of operations.

The Company is subject to environmental liability risk associated with lending activities.

A significant portion of the Company’s loan portfolio is secured by real property. During the ordinary course of
business, the Company may foreclose on and take title to properties securing certain loans. In doing so, there is a risk
that hazardous or toxic substances could be found on these properties. If hazardous or toxic substances are found, the
Company may be liable for remediation costs, as well as for personal injury and property damage. Environmental laws
may require the Company to incur substantial expense and may materially reduce the affected property’s value or limit
the Company’s ability to use or sell the affected property. In addition, future laws or more stringent interpretations or
enforcement policies with respect to existing laws may increase the Company’s exposure to environmental liability.
Although the Company has policies and procedures to perform an environmental review before initiating any
foreclosure action on real property, these reviews may not be sufficient to detect all potential environmental hazards.
The remediation costs and any other financial liabilities associated with an environmental hazard could have a
material adverse effect on the Company’s financial condition and results of operations.

The Company’s profitability depends significantly on economic conditions in the Commonwealth of Pennsylvania and
the local region in which it conducts business.

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

There is no assurance that the Company will be able to successfully compete with others for business.

The Company competes for loans, deposits and investment dollars with numerous regional and national banks and
other community banking institutions, as well as other kinds of financial institutions and enterprises, such as securities
firms, insurance companies, savings associations, credit unions, mortgage brokers and private lenders. Many
competitors have substantially greater resources than the Company does, and operate under less stringent regulatory
environments. The differences in resources and regulations may make it more difficult for the Company to compete
profitably, reduce the rates that it can earn on loans and on its investments, increase the rates it must offer on deposits
and other funds, and adversely affect its overall financial condition and earnings.

The Company is subject to extensive government regulation and supervision.
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The Company, primarily through the Bank, is subject to extensive federal and state regulation and supervision.
Banking regulations are primarily intended to protect depositors’ funds, federal deposit insurance funds and the
banking system as a whole, not shareholders. These regulations affect the Company’s lending practices, capital
structure, investment practices, dividend policy and growth, among other things. Federal or commonwealth regulatory
agencies continually review banking laws, regulations and policies for possible changes. Changes to statutes,
regulations or regulatory policies, including changes in interpretation or implementation of statutes, regulations or
policies, could affect the Company in substantial and unpredictable ways. Such changes could subject the Company to
additional costs, limit the types of financial services and products the Company may offer and/or increase the ability
of non-banks to offer competing financial services and products, among other things. Failure to comply with laws,
regulations or policies could result in sanctions by regulatory agencies, civil money penalties and/or reputation
damage, which could have a material adverse effect on the Company’s business, financial condition and results of
operations. While the Company has policies and procedures designed to prevent any such violations, there can be no
assurance that such violations will not occur.

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, assurances 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.
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New lines of business or new products and services may subject the Company to additional risks.

From time-to-time, the Company may implement new lines of business or offer new products and services within
existing lines of business. There are substantial risks and uncertainties associated with these efforts, particularly in
instances where the markets are not fully developed. In developing and marketing new lines of business and/or new
products and services the Company may invest significant time and resources. Initial timetables for the introduction
and development of new lines of business and/or new products or services may not be achieved and price and
profitability targets may not prove feasible. External factors, such as compliance with regulations, competitive
alternatives, and shifting market preferences, may also impact the successful implementation of a new line of business
or a new product or service. Furthermore, any new line of business and/or new product or service could have a
significant impact on the effectiveness of the Company’s system of internal controls. Failure to successfully manage
these risks in the development and implementation of new lines of business or new products or services could have a
material adverse effect on the Company’s business, results of operations and financial condition.

The Company’s future acquisitions could dilute your ownership and may cause it to become more susceptible to
adverse economic events.

The Company may use its common stock to acquire other companies or make investments in banks and other
complementary businesses in the future. The Company may issue additional shares of common stock to pay for future
acquisitions, which would dilute your ownership interest in the Company. Future business acquisitions could be
material to the Company, and the degree of success achieved in acquiring and integrating these businesses into the
Company could have a material effect on the value of the Company’s common stock. In addition, any acquisition could
require it to use substantial cash or other liquid assets or to incur debt. In those events, it could become more
susceptible to economic downturns and competitive pressures.

The Company may not be able to attract and retain skilled people.

The Company’s success depends, in large part, on its ability to attract and retain key people. Competition for the best
people in most activities engaged in by the Company can be intense and the Company may not be able to hire people
or to retain them. The unexpected loss of services of one or more of the Company’s key personnel could have a
material adverse impact on the Company’s business because of their skills, knowledge of the Company’s market, years
of industry experience and the difficulty of promptly finding qualified replacement personnel.

The Company’s information systems may experience an interruption or breach in security.

The Company relies heavily on communications and information systems to conduct its business. Any failure,
interruption or breach in security of these systems could result in failures or disruptions in the Company’s customer
relationship management, general ledger, deposit, loan and other systems. The Company has policies and procedures
designed to prevent or limit the effect of the failure, interruption or security breach of its information systems,
however there can be no assurance that any such failures, interruptions or security breaches will not occur. The
occurrence of any failures, interruptions or security breaches of the Company’s information systems could damage the
Company’s reputation, result in a loss of customer business, subject the Company to additional regulatory scrutiny, or
expose the Company to civil litigation and possible financial liability, any of which could have a material adverse
effect on the Company’s financial condition and results of operations.

The Company continually encounters technological change.
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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
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 operations of our business, including our interaction with customers, are increasingly done via electronic means,
and this has increased our risks related to cyber security.

We are exposed to the risk of cyber-attacks in the normal course of business. In general, cyber incidents can result
from deliberate attacks or unintentional events. We have observed an increased level of attention in the industry
focused on cyber-attacks that include, but are not limited to, gaining unauthorized access to digital systems for
purposes of misappropriating assets or sensitive information, corrupting data, or causing operational disruption. To
combat against these attacks, policies and procedures are in place to prevent or limit the effect of the possible security
breach of our information systems and we have insurance against some cyber-risks and attacks. While we have not
incurred any material losses related to cyber-attacks, nor are we aware of any specific or threatened cyber-incidents as
of the date of this report, we may incur substantial costs and suffer other negative consequences if we fall victim to
successful cyber-attacks. Such negative consequences could include remediation costs that may include liability for
stolen assets or information and repairing system damage that may have been

8
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caused; deploying additional personnel and protection technologies, training employees, and engaging third party
experts and consultants; lost revenues resulting from unauthorized use of proprietary information or the failure to
retain or attract customers following an attack; litigation; and reputational damage adversely affecting customer or
investor confidence.

The Company is subject to claims and litigation pertaining to fiduciary responsibility.

From time-to-time, customers make claims and take legal action pertaining to the Company’s performance of its
fiduciary responsibilities. Whether customer claims and legal action related to the Company’s performance of its
fiduciary responsibilities are founded or unfounded, if such claims and legal actions are not resolved in a manner
favorable to the Company, they may result in significant financial liability and/or adversely affect the market
perception of the Company and its products and services as well as impact customer demand for those products and
services. Any financial liability or reputation damage could have a material adverse effect on the Company’s business,
which, in turn, could have a material adverse effect on the Company’s financial condition and results of operations.

Pennsylvania Business Corporation Law and various anti-takeover provisions under our articles and bylaws could
impede the takeover of the Company.

Various Pennsylvania laws affecting business corporations may have the effect of discouraging offers to acquire the
Company, even if the acquisition would be advantageous to shareholders. In addition, we have various anti-takeover
measures in place under our articles of incorporation and bylaws, including a supermajority vote requirement for
mergers, a staggered board of directors, and the absence of cumulative voting. Any one or more of these measures
may impede the takeover of the Company without the approval of our board of directors and may prevent our
shareholders from taking part in a transaction in which they could realize a premium over the current market price of
our common stock.

The Company is a holding company and relies on dividends from its banking subsidiary for substantially all of its
revenue and its ability to make dividends, distributions, and other payments.

As a bank holding company, the Company’s ability to pay dividends depends primarily on its receipt of dividends from
its subsidiary bank. Dividend payments from the bank are subject to legal and regulatory limitations, generally based
on net profits and retained earnings, imposed by bank regulatory agencies. The ability of the bank to pay dividends is
also subject to profitability, financial condition, regulatory capital requirements, capital expenditures and other cash
flow requirements. There is no assurance that the bank will be able to pay dividends in the future or that the Company
will generate cash flow to pay dividends in the future. The Company’s failure to pay dividends on its common stock
may have a material adverse effect on the market price of its common stock.

The Company’s banking subsidiary may be required to pay higher FDIC insurance premiums or special assessments
which may adversely affect its earnings.

The Company generally is unable to control the amount of premiums or special assessments that its subsidiary is
required to pay for FDIC insurance. Any future changes in the calculation or assessment of FDIC insurance premiums
may have a material adverse effect on our results of operations, financial condition, and our ability to continue to pay
dividends on our common stock at the current rate or at all.

Severe weather, natural disasters, acts of war or terrorism and other external events could significantly impact the
Company’s business.
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Severe weather, natural disasters, acts of war or terrorism and other adverse external events could have a significant
impact on the Company’s ability to conduct business. Such events could affect the stability of the Company’s deposit
base, impair the ability of borrowers to repay outstanding loans, impair the value of collateral securing loans, cause
significant property damage, result in loss of revenue and/or cause the Company to incur additional expenses. Severe
weather or natural disasters, acts of war or terrorism or other adverse external events may occur in the future.

Although management has established disaster recovery policies and procedures, the occurrence of any such event
could have a material adverse effect on the Company’s business, which, in turn, could have a material adverse effect on
the Company’s financial condition and results of operations.

The increasing use of social media platforms presents new risks and challenges and our inability or failure to
recognize, respond to and effectively manage the accelerated impact of social media could materially adversely impact
our business.

There has been a marked increase in the use of social media platforms, including weblogs (blogs), social media
websites, and other forms of Internet-based communications which allow individuals access to a broad audience of
consumers and other interested persons. Social media practices in the banking industry are evolving, which creates
uncertainty and risk of noncompliance with regulations applicable to our business. Consumers value readily available
information concerning businesses and their goods and services and often act on such information without further
investigation and without regard to its accuracy. Many social media platforms immediately publish the content their
subscribers and participants post, often without filters or checks on accuracy of the content posted. Information posted
on such platforms at any time may be adverse to our interests and/or may be inaccurate. The dissemination of
information online could harm our business, prospects, financial condition, and results of operations, regardless of the
information’s accuracy. The harm may be immediate without affording us an opportunity for redress or correction.

9
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Other risks associated with the use of social media include improper disclosure of proprietary information, negative
comments about our business, exposure of personally identifiable information, fraud, out-of-date information, and
improper use by employees and customers. The inappropriate use of social media by our customers or employees
could result in negative consequences including remediation costs including training for employees, additional
regulatory scrutiny and possible regulatory penalties, litigation or negative publicity that could damage our reputation
adversely affecting customer or investor confidence.

Federal income tax reform could have unforeseen effects on our financial condition and results of operations.
On December 22, 2017, the President of the United States signed into law H.R. 1, originally known as the “Tax Cuts
and Jobs Act.” The Tax Cuts and Jobs Act includes a number of provisions, including the lowering of the U.S.
corporate tax rate from 35 percent to 21 percent, effective January 1, 2018. There are also provisions that may
partially offset the benefit of such rate reduction. Financial statement impacts include adjustments for, among other
things, the re-measurement of deferred tax assets and liabilities. While there are benefits, there is also substantial
uncertainty regarding the details of U.S. Tax Reform. The long-term intended and unintended consequences of Tax
Cuts and Jobs Act on our business and on holders of our common shares is uncertain and could be adverse. The
Company anticipates that the impact of Tax Cuts and Jobs Act may be material to our business, financial condition
and results of operations.
Risks Associated with the Company’s Common Stock
The Company’s stock price can be volatile.
Stock price volatility may make it more difficult for you to resell your common stock when you want and at prices
you find attractive. The Company’s stock price can fluctuate significantly in response to a variety of factors including,
among other things:

Actual or anticipated variations in quarterly results of operations.

Recommendations by securities analysts.

Operating and stock price performance of other companies that investors deem comparable to the
Company.

News reports relating to trends, concerns and other issues in the financial services industry.
Perceptions in the marketplace regarding the Company and/or its competitors.
New technology used, or services offered, by competitors.

Significant acquisitions or business combinations, strategic partnerships, joint ventures or capital
commitments by or involving the Company or its competitors.

Failure to integrate acquisitions or realize anticipated benefits from acquisitions.

Changes in government regulations.
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Geopolitical conditions such as acts or threats of terrorism or military conflicts.

General market fluctuations, industry factors and general economic and political conditions and events, such as
economic slowdowns or recessions, interest rate changes or credit loss trends, could also cause the Company’s stock
price to decrease regardless of operating results.

The trading volume in the Company’s common stock is less than that of other larger financial services companies.

The Company’s common stock is listed for trading on Nasdaq and the trading volume in its common stock is less than
that of other larger financial services companies. A public trading market having the desired characteristics of depth,
liquidity and orderliness depends on the presence in the marketplace of willing buyers and sellers of the Company’s
common stock at any given time. This presence depends on the individual decisions of investors and general
economic and market conditions over which the Company has no control. Given the lower trading volume of the
Company’s common stock, significant sales of the Company’s common stock, or the expectation of these sales, could
cause the Company’s stock price to fall.

Risks Associated with the Company’s Industry
Future governmental regulation and legislation could limit the Company’s future growth.

The Company is a registered bank holding company, and its subsidiary bank is a depository institution whose deposits
are insured by the FDIC. As a result, the Company is subject to various regulations and examinations by various
regulatory authorities. In general, statutes establish the corporate governance and eligible business activities for the
Company, certain acquisition and merger restrictions, limitations on inter-company transactions such as loans and
dividends, capital adequacy requirements, requirements for anti-money laundering programs and other compliance
matters, among other regulations. The Company is extensively regulated under federal and state banking laws and
regulations that are intended primarily for the protection of depositors, federal deposit insurance funds and the
banking system as a whole. Compliance with these statutes and regulations is important to the Company’s ability to
engage in new activities and consummate additional acquisitions.

In addition, the Company is subject to changes in federal and state tax laws as well as changes in banking and credit
regulations, accounting principles and governmental economic and monetary policies. The Company cannot predict
whether any of these changes may adversely and materially affect it. Federal and state banking regulators also possess
broad powers
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to take supervisory actions as they deem appropriate. These supervisory actions may result in higher capital
requirements, higher insurance

premiums and limitations on the Company’s activities that could have a material adverse effect on its business and
profitability. While these statutes are generally designed to minimize potential loss to depositors and the FDIC
insurance funds, they do not eliminate risk, and compliance with such statutes increases the Company’s expense,
requires management’s attention and can be a disadvantage from a competitive standpoint with respect to
non-regulated competitors.

The earnings of financial services companies are significantly affected by general business and economic conditions.

The Company’s operations and profitability are impacted by general business and economic conditions in the United
States and abroad. These conditions include short-term and long-term interest rates, inflation, money supply, political
issues, legislative and regulatory changes, fluctuations in both debt and equity capital markets, broad trends in
industry and finance, and the strength of the U.S. economy and the local economies in which the Company operates,
all of which are beyond the Company’s control. Deterioration in economic conditions could result in an increase in
loan delinquencies and non-performing assets, decreases in loan collateral values and a decrease in demand for the
Company’s products and services, among other things, any of which could have a material adverse impact on the
Company’s financial condition and results of operations.

Financial services companies depend on the accuracy and completeness of information about customers and
counterparties.

In deciding whether to extend credit or enter into other transactions, the Company may rely on information furnished
by or on behalf of customers and counterparties, including financial statements, credit reports and other financial
information. The Company may also rely on representations of those customers, counterparties or other third parties,
such as independent auditors, as to the accuracy and completeness of that information. Reliance on inaccurate or
misleading financial statements, credit reports or other financial information could have a material adverse impact on
the Company’s business and, in turn, the Company’s financial condition and results of operations.

Consumers may decide not to use banks to complete their financial transactions.

Technology and other changes are allowing parties to complete financial transactions that historically have involved
banks through alternative methods. For example, consumers can now 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. The loss of these revenue streams and the lower cost
deposits as a source of funds could have a material adverse effect on the Company’s financial condition and results of
operations.

A protracted government shutdown or issues relating to debt and the deficit may adversely affect the Company.
Extended shutdowns of parts of the federal government could negatively impact the financial performance of certain

customers and could impact customers’ future access to certain loan and guarantee programs. As a result, this could
impact the Company’s business, financial condition and results of operations.
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As a result of past difficulties of the federal government to reach agreement over federal debt and issues connected
with the debt ceiling, certain rating agencies placed the United States government's long-term sovereign debt rating on
their equivalent of negative watch and announced the possibility of a rating downgrade. The rating agencies, due to
constraints related to the rating of the United States, also placed government-sponsored enterprises in which the
Company invests and receives lines of credit on negative watch and a downgrade of the United States government's
credit rating would trigger a similar downgrade in the credit rating of these government-sponsored enterprises.
Furthermore, the credit rating of other entities, such as state and local governments, may also be downgraded should
the United States government's credit rating be downgraded. The impact that a credit rating downgrade may have on
the national and local economy could have an adverse effect on the Company’s financial condition and results of
operations.

The regulatory environment for the financial services is being significantly impacted by financial regulatory reform
initiatives in the United States and elsewhere, including Dodd-Frank and regulations promulgated to implement it.

Dodd-Frank, which was signed into law on July 21, 2010, comprehensively reforms the regulation of financial
institutions, products and services. Dodd-Frank requires various federal regulatory agencies to implement numerous
rules and regulations. Because the federal agencies are granted broad discretion in drafting these rules and regulations,
many of the details and the impact of Dodd-Frank may not be known for many months or years.

While much of how the Dodd-Frank and other financial industry reforms will change our current business operations
depends on the specific regulatory reforms and interpretations, many of which have yet to be released or finalized, it is
clear that the reforms, both under Dodd-Frank and otherwise, will have a significant effect on our entire industry.
Although Dodd-Frank and other reforms will affect a number of the areas in which we do business, it is not clear at
this time the full extent of the adjustments that will be required and the extent to which we will be able to adjust our
businesses in response to the requirements. Although it is difficult to predict the magnitude and extent of these effects
at this stage, we believe compliance with Dodd-Frank and implementing its regulations and initiatives will negatively
impact revenue and increase the cost of
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doing business, both in terms of transition expenses and on an ongoing basis, and it may also limit our ability to
pursue certain business opportunities.

ITEM 1B: UNRESOLVED STAFF COMMENTS
None
ITEM 2: PROPERTIES

As of December 31, 2018, the Company operated 11 full-service banking offices, of which six were owned and five
were leased. None of the lessors of the properties leased by the Company are affiliated with the Company and all of
the properties are located in the Commonwealth of Pennsylvania. The Company is headquartered at its
owner-occupied main branch located on the corner of Blakely and Drinker Streets in Dunmore, PA. We believe each
of our facilities is suitable and adequate to meet our current operational needs.

The following table provides information with respect to the principal properties from which the Bank conducts
business:

Location Owned / Type of use Full service Drive-thru ATM

leased*
Drinker & Blakely Streets,
Dunmore, PA Owned Main Branch (1) (2) X X X
111 Green Ridge St.,
Scranton, PA Leased Green Ridge Branch (2) X X X
1311 Morgan Hwy.,
Clarks Summit, PA Leased Abington Branch X X X
1232 Keystone Industrial Park Rd., Keystone Industrial Park

Branch

Dunmore, PA Owned X X X
338 North Washington Ave.,
Scranton, PA Owned Financial Center Branch (3) x X
4010 Birney Ave.,
Moosic, PA Owned Moosic Branch X X X
225 Kennedy Blvd.,
Pittston, PA Leased Pittston Branch X X X
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1598 Main St.,

Peckville, PA Leased Peckville Branch X X X
247 Wyoming Ave.,

Kingston, PA Owned Kingston Branch X X X

400 S. Main St.,

Scranton, PA Owned West Scranton Branch(2) X X X
2363 Memorial Hwy.,
Dallas, PA 18612 Leased Back Mountain Branch X X

*All of the owned properties are free of encumbrances. At the Green Ridge branch office, Back Mountain branch

office and Pittston branch office, the Company leases the land from an unrelated third party, however the buildings are

the Company’s own capital improvement.

(1) Executive and administrative, commercial lending, trust and asset management services are located at the Main
Branch.

(2) This office has two automated teller machines (ATMs).

(3) Executive, mortgage and consumer lending, finance, operations and a full-service call center are located in this
building.

During 2018, the Bank entered into a lease for a new branch in Mountaintop, Pennsylvania and lease payments will

commence in August 2019.

As of December 31, 2018, the Bank maintained five free standing 24-hour ATMs located at the following locations:

- The Shoppes at Montage, 1035 Shoppes Blvd., Moosic, PA;

- Mountain Plaza Shopping Mall, 307 Moosic St., Scranton, PA;
- Antonio’s Pizza, 45 Luzerne St., West Pittston, PA;

- 511 Scranton Carbondale Highway, Eynon, PA;

- Back Mountain, 32 Dallas Shopping Ctr., Dallas, PA.

Foreclosed assets held-for-sale includes other real estate owned (ORE). The Company had six ORE properties as of

December 31, 2018, which stemmed from six unrelated borrowers. Upon possession, foreclosed properties are
recorded on
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the Company’s balance sheet at the lower of cost or fair value. For a further discussion of ORE properties, see
“Foreclosed assets held-for-sale”, located in the comparison of financial condition section of managements’ discussion
and analysis.

ITEM 3: LEGAL PROCEEDINGS

The nature of the Company’s business generates some litigation involving matters arising in the ordinary course of
business. However, in the opinion of the Company after consulting with legal counsel, no legal proceedings are
pending, which, if determined adversely to the Company or the Bank, would have a material effect on the Company’s
undivided profits or financial condition or results of operations. No legal proceedings are pending other than ordinary
routine litigation incidental to the business of the Company and the Bank. In addition, to management’s knowledge, no
governmental authorities have initiated or contemplated any material legal actions against the Company or the Bank.

ITEM 4: MINE SAFETY DISCLOSURES
Not Applicable
PART II

ITEM 5: MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES

The common stock of the Company is listed on Nasdaq and traded on The NASDAQ Global Market under the symbol
“FDBC.” Shareholders requesting information about the Company’s common stock may contact:

Salvatore R. DeFrancesco, Jr., Treasurer
Fidelity D & D Bancorp, Inc.

Blakely and Drinker Streets

Dunmore, PA 18512

(570) 342-8281

The Company’s common stock began trading on the Nasdaq Global Market on October 6, 2017. Dividends are
determined and declared by the Board of Directors of the Company. The Company expects to continue to pay cash
dividends in the future; however, future dividends are dependent upon earnings, financial condition, capital strength
and other factors of the Company. For a further discussion of regulatory capital requirements see Note 15, “Regulatory
Matters,” contained within the notes to the consolidated financial statements, incorporated by reference in Part II, Item
8.

The Company offers a dividend reinvestment plan (DRP) for its shareholders. The DRP provides shareholders with a
convenient and economical method of investing cash dividends payable on their common stock and the opportunity to
make voluntary optional cash payments to purchase additional shares of the Company’s common stock. Participants
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pay no brokerage commissions or service charges when they acquire additional shares of common stock through the
DRP. The administrator may purchase shares directly from the Company, in the open market, in negotiated
transactions with third parties or using a combination of these methods.

The Company had approximately 1,310 shareholders at December 31, 2018 and 1,324 shareholders as of February 28,
2019. The number of shareholders is the actual number of individual shareholders of record. Each security

depository is considered a single shareholder for purposes of determining the approximate number of shareholders.
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Performance graph

The following graph and table compare the cumulative total shareholder return on the Company’s common stock
against the cumulative total return of the NASDAQ Composite and SNL U.S. Bank NASDAQ index (the SNL
NASDAQ index) for the period of five fiscal years commencing January 1, 2014, and ending December 31, 2018. As
of December 31, 2018, the SNL NASDAQ index consisted of 277 banks. A listing of the banks that comprise the
SNL NASDAQ index can be found on the Company’s website at www.bankatfidelity.com and then on the bottom of
the page clicking on, Investor Relations, Fidelity D & D Bancorp Stock, Stock Information, List of all companies in
The SNL U.S. Bank NASDAQ index link at bottom of page. The graph illustrates the cumulative investment return to
shareholders, based on the assumption that a $100 investment was made on December 31, 2013, in each of: the
Company’s common stock, the NASDAQ Composite and the SNL NASDAQ index. All cumulative total returns are
computed assuming the reinvestment of dividends into the applicable securities. The shareholder return shown on the
graph and table below is not necessarily indicative of future performance:

Period Ending
Index 12/31/13 12/31/14 12/31/15 12/31/16 12/31/17 12/31/18
Fidelity D & D Bancorp, Inc. 100.00 12939 139.86 15191 268.14 424.39
NASDAQ Composite Index 100.00 11475 12274 133.62 173.22 168.30

SNL U.S. Bank NASDAQ Index 100.00 103.57 111.80 155.02 163.20 137.56
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ITEM 6: SELECTED FINANCIAL DATA

Set forth below are our selected consolidated financial and other data. This financial data is derived in part from, and
should be read in conjunction with the consolidated financial statements and notes thereto included in Part II, Item 8

of this report:

(dollars in thousands except per share data)

Balance sheet data:

Total assets

Total investment securities
Net loans and leases
Loans held-for-sale

Total deposits

Short-term borrowings
FHLB advances

Total shareholders' equity

Operating data for the year ended:
Total interest income

Total interest expense

Net interest income

Provision for loan losses

Net interest income after provision for loan losses
Other income

Other operating expense

Income before income taxes
Provision for income taxes

Net income

Per share data:

Net income per share, basic

Net income per share, diluted
Dividends declared

Dividends per share

Book value per share
Weighted-average shares outstanding
Shares outstanding

2018

$ 981,102
182,810
707,233
5,707
770,183
76,366
31,704
93,557

$ 35,330
4,873
30,457
1,450
29,007
9,200
25,072
13,135
2,129

$ 11,006

$ 293
$ 2.90
$ 3,708
$ 0.98
$ 24.89

3,752,704
3,759,426

2017

$ 863,637
157,385
628,767
2,181
730,146
18,502
21,204
87,383

$ 31,064
3,223
27,841
1,450
26,391
8,367
24,836
9,922
1,206

$ 8,716

$ 235
$ 2.33
$ 3,285
$ 0.88
$ 23.40

3,711,490
3,734,478

2016

$ 792,944
130,037
588,130
2,854
703,459
4,223

80,631

$ 27,495
2,358
25,137
1,025
24,112
8,005
21,655
10,462
2,769

$ 7,693

$ 2.09
$ 2.09
$ 3,061
$ 0.83
$ 21.91

3,679,507
3,680,707

2015

$ 729,358
125,232
546,682
1,421
620,675
28,204

76,351

$ 26,014
2,529
23,485
1,075
22,410
7,533
21,022
8,921
1,818

$ 7,103

$ 1.94
$ 1.94
$ 2,844
$ 0.77
$ 20.83

3,658,687
3,665,107

2014

$ 676,485
97,896
506,327
1,161
586,944
3,969
10,000
72,219

$ 24,844
2,917
21,927
1,060
20,867
7,354
19,703
8,518
2,166

$ 6,352

$ 1.75

$ 1.75

$ 2,667

$ 0.73

$ 19.83
3,619,443
3,641,650
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Ratios:

Return on average assets 1.20% 1.03% 1.02% 1.00% 0.96%
Return on average equity 12.36% 10.34% 9.64% 9.55% 9.12%
Net interest margin (1) (2) 3.64% 3.70% 3.72% 3.70% 3.75%
Efficiency ratio (1) 62.10% 66.25% 63.20% 65.49% 65.03%
Expense ratio 1.73% 1.95% 1.81% 1.89% 1.87%
Allowance for loan losses to loans 1.36% 1.44% 1.57% 1.71% 1.78%
Dividend payout ratio 33.69% 37.69% 39.79% 40.04% 41.99%
Equity to assets 9.54% 10.12% 10.17% 10.47% 10.68%
Equity to deposits 12.15% 11.97% 11.46% 12.30% 12.30%

(1) Non-GAAP disclosure — For a discussion on these ratios, see “Non-GAAP Financial Measures,” located in
management’s discussion and analysis.

(2) Net interest margin is calculated using the fully-taxable equivalent (FTE) yield on tax-exempt securities and loans.
See the “Non-GAAP Financial Measures” in management’s discussion and analysis for the FTE adjustments.
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ITEM 7: MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATION

Critical accounting policies

The presentation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect many of the reported amounts and disclosures. Actual results could differ from these
estimates.

A material estimate that is particularly susceptible to significant change relates to the determination of the allowance
for loan losses. Management believes that the allowance for loan losses at December 31, 2018 is adequate and
reasonable. Given the subjective nature of identifying and valuing loan losses, it is likely that well-informed
individuals could make different assumptions and could, therefore, calculate a materially different allowance

value. While management uses available information to recognize losses on loans, changes in economic conditions
may necessitate revisions in the future. In addition, various regulatory agencies, as an integral part of their
examination process, periodically review the Company’s allowance for loan losses. Such agencies may require the
Company to recognize adjustments to the allowance based on their judgment of information available to them at the
time of their examination.

Another material estimate is the calculation of fair values of the Company’s investment securities. Fair values of
investment securities are determined by pricing provided by a third-party vendor, who is a provider of financial

market data, analytics and related services to financial institutions. Based on experience, management is aware that
estimated fair values of investment securities tend to vary among valuation services. Accordingly, when selling
investment securities, price quotes may be obtained from more than one source. As described in Notes 1 and 4 of the
consolidated financial statements, incorporated by reference in Part II, Item 8, all of the Company’s investment
securities are classified as available-for-sale (AFS). AFS securities are carried at fair value on the consolidated
balance sheets, with unrealized gains and losses, net of income tax, reported separately within shareholders’ equity as a
component of accumulated other comprehensive income (loss) (AOCI).

The fair value of residential mortgage loans, classified as held-for-sale (HFS), is obtained from the Federal National
Mortgage Association (FNMA) or the Federal Home Loan Bank (FHLB). Generally, the market to which the
Company sells residential mortgages it originates for sale is restricted and price quotes from other sources are not
typically obtained. On occasion, the Company may transfer loans from the loan portfolio to loans HFS. Under these
circumstances, pricing may be obtained from other entities and the loans are transferred at the lower of cost or market
value and simultaneously sold. For a further discussion on the accounting treatment of HFS loans, see the section
entitled “Loans held-for-sale,” contained within this management’s discussion and analysis.

All significant accounting policies are contained in Note 1, “Nature of Operations and Summary of Significant
Accounting Policies”, within the notes to consolidated financial statements and incorporated by reference in Part II,
Item 8.

The following discussion and analysis presents the significant changes in the financial condition and in the results of
operations of the Company as of December 31, 2018 and 2017and for each of the years then ended. This discussion
should be read in conjunction with the consolidated financial statements and notes thereto included in Part II, Item 8
of this report.

Non-GAAP Financial Measures
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The following are non-GAAP financial measures which provide useful insight to the reader of the consolidated
financial statements but should be supplemental to GAAP used to prepare the Company’s financial statements and
should not be read in isolation or relied upon as a substitute for GAAP measures. In addition, the Company’s
non-GAAP measures may not be comparable to non-GAAP measures of other companies. The Company’s tax rate
used to calculate the fully-taxable equivalent (FTE) adjustment was 21% at December 31, 2018 compared to 34% at
December 31, 2017, 2016, 2015 and 2014.

The following table reconciles the non-GAAP financial measures of FTE net interest income:

(dollars in thousands) 2018 2017 2016 2015 2014
Interest income (GAAP) $ 35330 $ 31,064 $ 27,495 $ 26,014 $ 26,014
Adjustment to FTE 718 1,281 1,124 1,084 1,017
Interest income adjusted to FTE (Non-GAAP) 36,048 32,345 28,619 27,098 27,031
Interest expense 4,873 3,223 2,358 2,529 2,529

Net interest income adjusted to FTE (Non-GAAP) $ 31,175 $ 29,122 $ 26,261 $ 24,569 §$ 24,502
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The efficiency ratio is non-interest expenses as a percentage of FTE net interest income plus non-interest income. The
following table reconciles the non-GAAP financial measures of the efficiency ratio to GAAP:

(dollars in thousands) 2018 2017 2016 2015 2014
Efficiency Ratio (non-GAAP)

Non-interest expenses (GAAP) $ 25,072 $ 24836 $ 21,655 $ 21,022 $ 19,703
Net interest income (GAAP) 30,457 27,841 25,137 23,485 21,927
Plus: taxable equivalent adjustment 718 1,281 1,124 1,084 1,017
Non-interest income (GAAP) 9,200 8,367 8,005 7,533 7,354
Net interest income (FTE) plus non-interest income

(non-GAAP) $ 40,375 $ 37,489 $ 34266 $ 32,102 $ 30,298
Efficiency ratio (non-GAAP) 62.10% 66.25% 63.20% 65.49% 65.03%

Comparison of Financial Condition as of December 31, 2018
and 2017 and Results of Operations for each of the Years then Ended
Executive Summary

Nationally, the unemployment rate declined from 4.1% at December 31, 2017 to 3.9% at December 31,

2018. However, the unemployment rate in the Scranton-Wilkes-Barre Metropolitan Statistical Area (local) remained
at a higher level than the national unemployment rate. According to the U.S. Bureau of Labor Statistics, the local
unemployment rate at December 31, 2018 was 4.8%, a decrease of 0.2 percentage points from 5.0% at December 31,
2017. This is a positive sign for our local economy as the labor force and the number of employed both increased
which decreased the unemployment rate. The median home values in the region increased 9.8% from a year ago,
according to Zillow, an online database advertising firm providing access to its real estate search engines to various
media outlets, and values are expected to grow 1.3% during 2019. In light of these expectations, we will continue to
monitor the economic climate in our region and scrutinize growth prospects with credit quality as a principal
consideration.

During 2018, the Company’s assets grew by 14% from deposit growth, borrowings and retained net earnings, which
were used to fund growth in the loan and securities portfolios. In 2019, we expect to continue to grow most facets of
loans with funding provided primarily by deposit growth. We expect to grow the investment portfolio weighted
heavier in mortgage-backed securities as an interest rate risk strategy in the event rates continue to rise. The cash flow
from these securities will provide liquidity to reinvest in higher yielding assets. About 24% of the municipal bond
portfolio is subject to call during 2019 totaling approximately $12.5 million that management expects to reinvest into
high credit quality municipal securities to maintain the portfolio allocation. We also plan to roll over $16.7 million
in maturing FHLB advances in 2019 while the focus will be on paying down short-term borrowings.
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Non-performing assets represented 0.64% of total assets as of December 31, 2018, down from 0.73% at the prior year
end. Non-performing assets to total assets was lower during 2018 mostly due to non-performing assets remaining
stable while total assets grew. For 2019, management expects to maintain non-performing assets to total assets at
historically low levels despite a volatile economic environment.

Branch managers, relationship bankers, mortgage originators and our business service partners are all focused on
developing a mutually profitable full banking relationship. We understand our market, offer products and services
along with financial advice that is appropriate for our community, clients and prospects. The Company continues to
focus on the trusted financial advisor model by utilizing the team approach of experienced bankers that are fully
engaged and dedicated towards maintaining and growing profitable relationships.

We generated $11.0 million in net income in 2018, up $2.3 million, or 26%, from $8.7 million in 2017. In 2018, our
larger and better positioned balance sheet contributed to the success of our earnings performance. The 2019 focus is
to manage net interest income through a rising rate cycle by mitigating expected interest expense increases after many
years of a sustained low interest rate environment to maintain a reasonable spread. Federal Open Market Committee
(FOMC) officials began increasing interest rates at the end of 2015 in an attempt to return to a “normal” stance. As we
continue through this nine-time 25 basis point rising rate cycle, global economic and financial developments will be
closely monitored for signals of future rate hikes, and more so a potential rate pause. From a financial condition and
performance perspective, our mission for 2019 will be to continue to strengthen our capital position from strategic
growth oriented objectives, implement creative marketing and revenue enhancing strategies, grow and cultivate more
of our wealth management and business services and to manage credit risk at tolerable levels thereby maintaining
overall asset quality.

Finally, we are building a new branch in Mountaintop, PA, which is scheduled to open during the third quarter of
2019. We are expecting $1.5 million in investment related to the construction of this new branch in 2019. The

Company is also

17

33



Edgar Filing: FIDELITY D & D BANCORP INC - Form 10-K
Table Of Contents

expecting construction in process to increase $1.7 million in 2019 due to remodeling of the Main Branch building
which is scheduled to begin in the second quarter. The Company is committed to selectively expanding branch
banking and wealth management locations in Lackawanna and Luzerne Counties as opportunities arrive going
forward.

For the near-term, we expect to continue to operate in a slowly-rising interest rate environment. The Company’s
balance sheet is positioned to improve its net interest income performance, but the rising cost of funds will continue to
compress net interest spread and margin. Although we expect interest rates to continue to rise, we anticipate net
interest margin to decline in 2019. The FOMC had been adjusting the short-term federal funds rate up during

2018. Expectations are for short-term rates to continue to climb throughout 2019, potentially pressuring deposit rate
pricing. A U.S. Treasury yield curve inversion is becoming more likely in 2019. Growth in deposits to fund loans
originated at prudent pricing along with paying down short-term borrowings should mitigate the projected increase in
interest expense from higher deposit and borrowing rates and help maintain an acceptable interest rate margin during
2019 and beyond.

Financial Condition

Consolidated assets increased $117.5 million, or 14%, to $981.1 million as of December 31, 2018 from $863.6 million
at December 31, 2017. The increase in assets occurred predominantly in the loan and investment portfolios. The asset
growth was funded by utilizing growth in deposits of $40.0 million, borrowings of $68.4 million and $7.7 million in

retained earnings, net of dividends declared.

The following table is a comparison of condensed balance sheet data as of December 31:

(dollars in thousands)

Assets: 2018 % 2017 % 2016 %

Cash and cash equivalents $ 17485 18 % $15825 19 % $ 25843 33 %
Investment securities 182,810 18.6 157,385 18.2 130,037 16.4
Federal Home Loan Bank stock 6,339 0.6 2,832 0.3 2,606 0.3
Loans and leases, net 712,940 72.7 630,948 73.1 590,984 74.5
Bank premises and equipment 18,289 1.9 16,576 1.9 17,164 2.2

Life insurance cash surrender value 20,615 2.1 20,017 2.3 11,435 14
Other assets 22,624 2.3 20,054 2.3 14,875 1.9
Total assets $ 981,102 100.0 % $ 863,637 100.0 % $ 792,944 100.0 %
Liabilities:

Total deposits $ 770,183 785 % $ 730,146 84.6 % $ 703,459 887 %
Short-term borrowings 76,366 7.8 18,502 2.1 4,223 0.5
FHLB advances 31,704 3.2 21,204 2.5 - -

Other liabilities 9,292 1.0 6,402 0.7 4,631 0.6
Total liabilities 887,545 90.5 776,254 89.9 712,313 89.8
Shareholders' equity 93,557 9.5 87,383 10.1 80,631 10.2

Total liabilities and shareholders' equity $ 981,102 100.0 % $ 863,637 100.0 % $ 792,944 100.0 %
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A comparison of net changes in selected balance sheet categories as of December 31, are as follows:

(dollars in thousands) Assets

2018
2017
2016
2015
2014

$ 117,465
70,693
63,586
52,873
52,660

Earning
%  assets*®
14 $ 110,399
9 59,991
9 62,612
8 50,304
8 52,213

% Deposits
14 $ 40,037
8 26,687
9 82,784
8 33,731
9 57,246

%

5
4
13
6
11

Short-term
borrowings

$ 57,864
14,279
(23,981)
24,235
(4,673)

FHLB
% advances %

313 $ 10,500 50
338 21,204 100
@5 - -
611  (10,000) (100)
(54)  (6,000) (38)

* Earning assets include interest-bearing deposits with financial institutions, gross loans and leases, loans
held-for-sale, available-for-sale securities and FHLB stock excluding loans placed on non-accrual status.
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Funds Provided:
Deposits

The Company is a community based commercial depository financial institution, member FDIC, which offers a
variety of deposit products with varying ranges of interest rates and terms. Generally, deposits are obtained from
consumers, businesses and public entities within the communities that surround the Company’s 11 branch offices and
all deposits are insured by the FDIC up to the full extent permitted by law. Deposit products consist of transaction
accounts including: savings; clubs; interest-bearing checking; money market and non-interest bearing checking
(DDA). The Company also offers short- and long-term time deposits or certificates of deposit (CDs). CDs are
deposits with stated maturities which can range from seven days to ten years. Cash flow from deposits is influenced
by economic conditions, changes in the interest rate environment, pricing and competition. To determine interest rates
on its deposit products, the Company considers local competition, spreads to earning-asset yields, liquidity position
and rates charged for alternative sources of funding such as short-term borrowings and FHLB advances.

The following table represents the components of total deposits as of December 31:

2018 2017
(dollars in thousands) Amount % Amount %

Interest-bearing checking $ 224,185 29.1 % $ 202,536 27.7 %

Savings and clubs 118,971 154 129,992 17.8
Money market 116,010 15.1 111,921 15.3
Certificates of deposit 116,286 15.1 107,066 14.7
Total interest-bearing 575,452 74.7 551,515 75.5
Non-interest bearing 194,731 25.3 178,631 24.5
Total deposits $ 770,183 100.0 % $ 730,146 100.0 %

Total deposits increased $40.0 million, or 5%, from $730.2 million at December 31, 2017 to $770.2 million at
December 31, 2018. Interest-bearing and non-interest bearing checking accounts contributed the most to the growth
with increases of $21.6 million and $16.1 million, respectively. The increase in interest-bearing checking accounts
was due to the transfer of repurchase agreement accounts into checking accounts at the end of 2018 and growth
throughout 2018 in business account balances. The Company focused on obtaining a full-banking relationship with
existing customers as well as forming new customer relationships. During 2018, the Company received $11.2 million
in non-interest bearing deposits from a new business relationship. The remainder of the growth in non-interest
bearing checking resulted mostly from growth in business and personal accounts. Additionally, money market
accounts grew $4.1 million primarily from personal account activity and CDs also increased $9.2 million during
2018. These increases were partially offset by a $11.0 million decrease in savings and clubs, of which $5.6 million
was from one customer. The Company will continue to execute on its relationship development strategy, explore the
demographics within its marketplace and develop creative programs for its customers. For 2019, the Company will
focus on deposit growth to fund asset growth and pay down short-term borrowings. Growth in deposits from new
markets is expected from a full year with the Back Mountain branch plus the Mountaintop branch scheduled to open
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during the third quarter of 2019. Seasonal public deposit fluctuations are expected to remain volatile and at times may
partially offset this deposit growth.

Customers’ interest in long-term time deposit products started to pick up in 2018 as interest rates have risen. The
Company’s portfolio of CDs increased mostly due to CD promotions and customers’ desire for higher-yielding deposit
alternatives. During 2018, deposit customers began to move some money from savings and money market accounts to
CDs. If rates continue to rise, demand for higher rate money market accounts and CDs may continue to grow thereby
increasing funding costs. The Company will continue to pursue strategies to grow and retain retail and business
customers with an emphasis on deepening and broadening existing and creating new relationships.

The Company uses the Certificate of Deposit Account Registry Service (CDARS) reciprocal program and Insured
Cash Sweep (ICS) reciprocal program to obtain FDIC insurance protection for customers who have large deposits that
at times may exceed the FDIC maximum insured amount of $250,000. In the CDARS program, deposits with varying
terms and interest rates, originated in the Company’s own markets, are exchanged for deposits of other financial
institutions that are members in the CDARS network. By placing the deposits in other participating institutions, the
deposits of our customers are fully insured by the FDIC. In return for deposits placed with network institutions, the
Company receives from network institutions deposits that are approximately equal in amount and are comprised of
terms similar to those placed for our customers. Deposits the Company receives from other institutions are considered
reciprocal deposits by regulatory definitions. As of December 31, 2018 and 2017, CDARS and ICS reciprocal
deposits represented $4.7 million and $1.1 million, or less than 1%, of total deposits.
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The maturity distribution of certificates of deposit at December 31, 2018 is as follows:

More More
than than More
Three three Six than
months months months to twelve
to six twelve
(dollars in thousands) or less months months months Total

CDs of $100,000 or more $ 11,150 $ 8,989 $ 28,228 $ 18,573 $ 66,940
CDs of less than $100,000 7,386 6,150 12,896 22914 49,346
Total CDs $ 18,536 $ 15,139 $ 41,124 $ 41,487 $ 116,286

Approximately 64% of the CDs, with a weighted-average interest rate of 1.42%, are scheduled to mature in 2019 and
an additional 26%, with a weighted-average interest rate of 1.89%, are scheduled to mature in 2020. Renewing CDs
may re-price to lower or higher market rates depending on the rate on the maturing CD, the pace and direction of
interest rate movements, the shape of the yield curve, competition, the rate profile of the maturing accounts and
depositor preference for alternative, non-term products. The Company does expect CD growth to continue during
2019, and will develop CD promotional programs when the Company deems that it is economically feasible to do so
or when demand exists. The Company currently expects the cost of deposit funds to rise due to the current increasing
interest rate environment. As with all promotions, the Company will consider the needs of the customers and
simultaneously be mindful of the liquidity levels, borrowing rates and the interest rate sensitivity exposure of the
Company.

Short-term borrowings
Borrowings are used as a complement to deposit generation as an alternative funding source whereby the Company
will borrow under customer repurchase agreements in the local market, advances from the FHLB of Pittsburgh and

other correspondent banks for asset growth and liquidity needs.

The components of short-term borrowings are as follows:

As of December

31,
(dollars in thousands) 2018 2017
Overnight borrowings $ 76,366 $ 7,455
Securities sold under repurchase agreements - 11,047
Total $ 76,366 $ 18,502
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Repurchase agreements are non-insured interest-bearing liabilities that have a perfected security interest in qualified
investments of the Company as required by the FDIC Depositor Protection Act of 2009. Repurchase agreements are
offered through a sweep product. A sweep account is designed to ensure that on a daily basis, an attached DDA is
adequately funded and excess funds are transferred, or swept, into an interest-bearing overnight repurchase agreement
account. Due to the constant inflow and outflow of funds of the sweep product, their balances tend to be somewhat
volatile, similar to a DDA. Customer liquidity is the typical cause for variances in repurchase agreements. At the end
of 2018, the Company transferred all repurchase agreement accounts to interest-bearing checking accounts. In
addition, short-term borrowings may include overnight balances with FHLB line of credit and/or correspondent bank’s
federal funds lines which the Company may require to fund daily liquidity needs such as deposit outflow, loan
demand and operations. Short-term borrowings increased $57.9 million during 2018 to fund loan growth. The
Company expects short-term borrowings to decrease in 2019.

Information with respect to the Company’s short-term borrowing’s maximum and average outstanding balances and
interest rates are contained in Note 8, “Short-term Borrowings,” of the notes to consolidated financial statements
incorporated by reference in Part II, Item 8.

FHLB advances

At December 31, 2018, the Company had $31.7 million in FHLB advances with a weighted average interest rate of
2.15%. During the first quarter of 2018, the Company paid off $2.5 million of FHLB advances and another $2.0
million was paid off during the third quarter of 2018. During September 2018, the Company borrowed $15 million
with maturity dates laddered out from 3 to 5 years in order to purchase securities. As of December 31, 2018, the
Company had the ability to borrow an additional $124.9 million from the FHLB.
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Funds Deployed:
Investment Securities

The Company’s investment policy is designed to complement its lending activities, provide monthly cash flow,
manage interest rate sensitivity and generate a favorable return without incurring excessive interest rate and credit risk
while managing liquidity at acceptable levels. In establishing investment strategies, the Company considers its
business, growth strategies or restructuring plans, the economic environment, the interest rate sensitivity position, the
types of securities in its portfolio, permissible purchases, credit quality, maturity and re-pricing terms, call or
average-life intervals and investment concentrations. The Company’s policy prescribes permissible investment
categories that meet the policy standards and management is responsible for structuring and executing the specific
investment purchases within these policy parameters. Management buys and sells investment securities from
time-to-time depending on market conditions, business trends, liquidity needs, capital levels and structuring
strategies. Investment security purchases provide a way to quickly invest excess liquidity in order to generate
additional earnings. The Company generally earns a positive interest spread by assuming interest rate risk using
deposits or borrowings to purchase securities with longer maturities.

At the time of purchase, management classifies investment securities into one of three categories: trading,
available-for-sale (AFS) or held-to-maturity (HTM). To date, management has not purchased any securities for
trading purposes. All of the securities the Company purchases are classified as AFS even though there is no
immediate intent to sell them. The AFS designation affords management the flexibility to sell securities and position
the balance sheet in response to capital levels, liquidity needs or changes in market conditions. Debt securities AFS
are carried at fair value on the consolidated balance sheets with unrealized gains and losses, net of deferred income
taxes, reported separately within shareholders’ equity as a component of accumulated other comprehensive income
(AOCI). Beginning on January 1, 2018, equity securities were carried at fair value on the consolidated balance sheets
with unrealized gains and losses, net of deferred income taxes, reported separately within the consolidated statements
of income as a component of non-interest income. The Company sold all of its remaining equity securities during the
first half of 2018. Securities designated as HTM are carried at amortized cost and represent debt securities that the
Company has the ability and intent to hold until maturity.

As of December 31, 2018, the carrying value of investment securities amounted to $182.8 million, or 19% of total
assets, compared to $157.4 million, or 18% of total assets, at December 31, 2017. On December 31, 2018, 68% of the
carrying value of the investment portfolio was comprised of U.S. Government Sponsored Enterprise residential
mortgage-backed securities (MBS — GSE residential or mortgage-backed securities) that amortize and provide monthly
cash flow that the Company can use for reinvestment, loan demand, unexpected deposit outflow, facility expansion or
operations.

Investment securities were comprised of AFS securities as of December 31, 2018 and December 31, 2017. The AFS
securities were recorded with a net unrealized loss of $1.4 million and a net unrealized gain of $2.3 million as of
December 31, 2018 and 2017. On January 1, 2018, $0.5 million of net unrealized gains on equity securities were
reclassified from AOCT to retained earnings. Of the remaining net decline in the unrealized gain position of $3.1
million, $2.1 million was net unrealized losses on mortgages-backed securities and $1.0 million was net unrealized
losses on municipal securities. The direction and magnitude of the change in value of the Company’s investment
portfolio is attributable to the direction and magnitude of the change in interest rates along the treasury yield

curve. Generally, the values of debt securities move in the opposite direction of the changes in interest rates. As
interest rates along the treasury yield curve decline, especially at the intermediate and long end, the values of debt
securities tend to rise. Whether or not the value of the Company’s investment portfolio will continue to fall below its
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amortized cost will be largely dependent on the direction and magnitude of interest rate movements and the duration
of the debt securities within the Company’s investment portfolio. When interest rates rise, the market values of the
Company’s debt securities portfolio could be subject to market value declines.

As of December 31, 2018, the Company had $118.9 million in public deposits, or 15% of total deposits. Pennsylvania
state law requires the Company to maintain pledged securities on these public deposits. As of December 31, 2018, the
balance of pledged securities required for deposit accounts was $82.6 million, or 45% of total securities.

Quarterly, management performs a review of the investment portfolio to determine the causes of declines in the fair
value of each security. The Company uses inputs provided by independent third parties to determine the fair value of
its investment securities portfolio. Inputs provided by the third parties are reviewed and corroborated by
management. Evaluations of the causes of the unrealized losses are performed to determine whether impairment
exists and whether the impairment is temporary or other-than-temporary. Considerations such as the Company’s intent
and ability to hold the securities to maturity, recoverability of the invested amounts over the intended holding period,
the length of time and the severity in pricing decline below cost, the interest rate environment, the receipt of amounts
contractually due and whether or not there is an active market for the securities, for example, are applied, along with
an analysis of the financial condition of the issuer for management to make a realistic judgment of the probability that
the Company will be unable to collect all amounts (principal and interest) due in determining whether a security is
other-than-temporarily impaired. If a decline in value is deemed to be other-than-temporary, the amortized cost of the
security is reduced by the credit impairment amount and a corresponding charge to current earnings is

recognized. During the year ended December 31, 2018, the Company did not incur other-than-temporary impairment
charges from its investment securities portfolio.
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During 2018, the carrying value of total investments increased $25.4 million, or 16%. The Company attempts to
maintain a well-diversified and proportionate investment portfolio that is structured to complement the strategic
direction of the Company. Its growth typically supplements the lending activities but also considers the current and
forecasted economic conditions, the Company’s liquidity needs and interest rate risk profile. The Company expects to
grow the portfolio and increase its relative size with a preference toward mortgage-backed securities. If rates rise, the
strategy is expected to provide a good source of cash flow to reinvest into higher yielding interest-sensitive

assets. During the third quarter of 2018, the Company purchased approximately $15 million of securities, primarily
MBS-GSE residential, funded by FHLB advances with maturity dates laddered out from 3 to 5 years matching a
spread expected to produce a suitable after-tax return.

A comparison of total investment securities as of December 31 follows:

2018 2017
(dollars in thousands) Amount % Amount %
MBS - GSE residential $ 124,318 68.0 % $ 103,152 655 %
State & municipal subdivisions 52,575 28.8 44306 28.2
Agency - GSE 5,917 3.2 9,099 5.8
Equity securities - financial services - - 828 0.5
Total $ 182,810 100.0 % $ 157,385 100.0 %

As of December 31, 2018, there were no investments from any one issuer with an aggregate book value that exceeded
10% of the Company’s shareholders’ equity.

The distribution of debt securities by stated maturity and tax-equivalent yield at December 31, 2018 are as follows:

More than More than More than
one year to five five years to ten
One year or less years years ten years Total

(dollars in thousands) $ % $ % $ % $ % $ %
MBS - GSE
residential $ - - % $150 585% $99 426% $ 123,172338 % $ 124,318 3.39 %
State & municipal
subdivisions 9,339 5.00 3,122 5.24 2,620 5.01 37,494 4.67 52,575 4.78
Agency - GSE - - 4,945 2.69 972 2.72 - - 5917 270

Total debt securities $ 9,339 5.00 % $ 8,217 3.69 % $ 4,588 436 % $ 160,666 3.67 % $ 182,810 3.76 %

In the above table, the book yields on state & municipal subdivisions were adjusted to a tax-equivalent basis using the
corporate federal tax rate of 21%. In addition, average yields on securities AFS are based on amortized cost and do
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not reflect unrealized gains or losses.
Federal Home Loan Bank Stock

Investment in FHLB stock is required for membership in the organization and is carried at cost since there is no
market value available. The amount the Company is required to invest is dependent upon the relative size of
outstanding borrowings the Company has with the FHLB of Pittsburgh. Excess stock is repurchased from the
Company at par if the amount of borrowings decline to a predetermined level. In addition, the Company earns a
return or dividend based on the amount invested. The dividends received from the FHLB totaled $194 thousand and
$135 thousand for the years ended December 31, 2018 and 2017, respectively. The balance in FHLB stock was $6.3
million and $2.8 million as of December 31, 2018 and 2017, respectively.

Loans and leases

As of December 31, 2018, the Company had gross loans and leases totaling $718.0 million compared to $638.6
million at December 31, 2017 which represented an increase of $79.4 million, or 12%. From a percentage point of
view, the auto and leases portfolio recognized the most growth at $28.0 million, or 34%, followed by commercial and
industrial growth of $13.3 million, or 12%, and commercial real estate growth of $17.9 million, or 9%.

In 2019, management does not have the same loan growth expectations because the auto portfolio has reached the
desired risk management levels. Going forward, the Company will maintain auto loan balances relative to its total
risk-based capital level. However, the continued growth of all other loan and lease portfolios is fully anticipated.

We continue to emphasize relationship banking by providing products and services that are needed by our existing
clients and new clients we are developing within our marketplace.

In 2018, the Company originated $26.0 million of commercial and industrial loans and $34.1 million of commercial
real estate loans compared to $43.8 million and $23.9 million, respectively, net of loan participations in 2017. Also,
during 2018, the Company originated $68.0 million of residential real estate loans compared to $63.2 million in
2017. Included in mortgage loans were $21.5 million of residential real estate construction lines in 2018 and $17.2
million in 2017. In 2018, the Company originated $77.1 million of consumer loans compared to $61.1 million in
2017. Of the consumer loan originations, $62.3 million were dealer loans in the auto and leases portfolio in 2018
compared to $50.1 million in 2017. In
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addition for 2018, the Company had originations of lines of credit in the amounts of $61.0 million for commercial
borrowers and $17.9 million in home equity and other consumer lines of credit.

Commercial and industrial and commercial real estate

As of December 31, 2018, the commercial loan portfolio recognized net growth of $31.2 million, or 10%, compared to
December 31, 2017. This growth was largely attributed to the commercial real estate category of $17.9 million, or
9%, with the owner occupied category increasing $14.7 million, or 13%.

Consumer

The consumer loan portfolio grew 20%, or $33.4 million, from $169.7 million at December 31, 2017 to $203.1
million at December 31, 2018. The growth was largely supported by a 34%, or $28.0 million, increase in auto loans
and leases. A shift to fixed rate products due to a rising rate environment was realized as home equity line of credit
balances slid by 1%, or $0.8 million. Offsetting this was fixed rate home equity installment loan growth of 20%, or
$5.4 million.

Residential

The residential loan portfolio grew approximately $14.9 million, or 10%, from $146.8 million at December 31, 2017
to $161.7 million at December 31, 2018. Held-for-investment and construction real estate mortgages both
demonstrated growth over the course of 2018. Held-for-investment residential loans grew $9.1 million from $136.9
million to $146.0 million and construction loan balances grew $5.8 million from $9.9 million to $15.7

million. Held-for-investment real estate makes up approximately 90% of the total residential portfolio at December
31, 2018.

A comparison of loans and related percentage of gross loans, at December 31, for the five previous periods is as
follows:

2018 2017 2016 2015 2014

(dollars in Amount
thousands) % Amount % Amount % Amount % Amount

Commercial
and industrial$ 126,884 17.7 % $ 113,601 178 % $ 98477 165 % $ 102,653 184 % $ 80,301
Commercial
real estate:

Non-owner

occupied 95,515 133 92,851 14.5 87,220 14.5 95,745 17.2 94,771
Owner

occupied 124,092 17.3 109,383 17.1 113,104 18.9 101,652 18.3 95,780
Construction 6,761 0.9 6,228 1.0 3,987 0.7 4,481 0.8 5911
Consumer:

32,729 4.6 27,317 4.3 28,466 4.8 30,935 5.6 32,819
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Home equity

installment

Home equity

line of credit 52,517 7.3 53,273 8.3 51,609 8.6 48,060 8.7 42,188 8.2
Auto and

leases 111,496 15.5 83,510 13.1 56,841 9.5 29,758 5.3 27,972 5.4
Other 6,314 0.9 5,604 0.9 13,301 2.2 6,208 1.1 6,501 1.3
Residential:

Real estate 145,951 20.3 136,901 21.5 134,475 22.5 126,992 22.8 119,154 23.1
Construction 15,749 2.2 9,931 1.5 10,496 1.8 10,060 1.8 10,298 2.0

Gross loans 718,008 100.0 % 638,599 100.0 % 597,976 100.0 % 556,544 100.0 % 515,695 100.
Less:

Allowance

for loan

losses 9,747) (9,193) (9,364) (9,527) (9,173)
Unearned

lease revenue  (1,028) (639) (482) (335) (195)
Net loans $ 707,233 $ 628,767 $ 588,130 $ 546,682 $ 506,327
Loans

held-for-sale $ 5,707 $ 2,181 $ 2,854 $ 1,421 $ 1,161

The following table sets forth the maturity distribution of select components of the loan portfolio at December 31,
2018. Excluded from the table are residential real estate and consumer loans:

More than
More
One year  one year to than
(dollars in thousands) or less five years five years Total
Commercial and industrial $ 56,364 $ 29,188 $ 41,332 $ 126,884
Commercial real estate 78,379 114,287 26,941 219,607
Commercial real estate construction * 6,761 - - 6,761
Residential real estate construction * 15,749 - - 15,749
Total $ 157,253 $ 143,475 $ 68,273 $ 369,001

*In the table above, both residential and CRE construction loans are included in the one year or less category since, by
their nature, these loans are converted into residential and CRE loans within one year from the date the real estate
construction loan was consummated. Upon conversion, the residential and CRE loans would normally mature after
five years.
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The following table sets forth the total amount of C&I and CRE loans due after one year which have predetermined
interest rates (fixed) and floating or adjustable interest rates (variable) as of December 31, 2018:

More
One to five than
(dollars in thousands) years five years Total

Fixed interest rate $ 26269 $ 39,706 $ 65,975
Variable interest rate 117,206 28,567 145,773
Total $ 143475 $ 68273 $ 211,748

Non-refundable fees and costs associated with all loan originations are deferred. Using either the interest method or
straight-line amortization, the deferral is released as credits or charges to loan interest income over the life of the loan.

There are no concentrations of loans to a number of borrowers engaged in similar industries exceeding 10% of total
loans that are not otherwise disclosed as a category in the tables above. There are no concentrations of loans that, if
resulted in a loss, would have a material adverse effect on the business of the Company. The Company’s loan portfolio
does not have a material concentration within a single industry or group of related industries that is vulnerable to the
risk of a near-term severe negative business impact. As of December 31, 2018, approximately 79% of the gross loan
portfolio was secured by real estate compared to 69% at December 31, 2017 and 73% at December 31, 2016. The

auto and lease portfolio was 15.5% of the gross loan portfolio at December 31, 2018, increasing from 13.1% at
December 31, 2017 and 9.5% at December 31, 2016. We do not anticipate the auto and lease portfolio to grow as a
percent of gross loans for 2019.

The Company considers its portfolio segmentation, including the real estate secured portfolio, to be normal and
reasonably diversified. The banking industry is affected by general economic conditions including, among other
things, the effects of real estate values. The Company ensures that its mortgage lending adheres to standards of
secondary market compliance. Furthermore, the Company’s credit function strives to mitigate the negative impact of
economic conditions by maintaining strict underwriting principles for all loan types.

Loans held-for-sale

Upon origination, most residential mortgages and certain Small Business Administration (SBA) guaranteed loans may
be classified as held-for-sale (HFS). In the event of market rate increases, fixed-rate loans and loans not immediately
scheduled to re-price would no longer produce yields consistent with the current market. In declining interest rate
environments, the Company would be exposed to prepayment risk as rates on fixed-rate loans decrease, and customers
look to refinance loans. Consideration is given to the Company’s current liquidity position and projected future
liquidity needs. To better manage prepayment and interest rate risk, loans that meet these conditions may be classified
as HFS. Occasionally, residential mortgage and/or other nonmortgage loans may be transferred from the loan
portfolio to HFS. The carrying value of loans HFS is based on the lower of cost or estimated fair value. If the fair
values of these loans decline below their original cost, the difference is written down and charged to current

earnings. Subsequent appreciation in the portfolio is credited to current earnings but only to the extent of previous
write-downs.
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As of December 31, 2018 and 2017, loans HFS consisted of residential mortgages with carrying amounts of $5.7
million and $2.2 million, respectively, which approximated their fair values. During the year ended December 31,
2018, residential mortgage loans with principal balances of $32.1 million were sold into the secondary market and the
Company recognized net gains of $0.6 million, compared to $40.7 million and $0.8 million, respectively, during the
year ended December 31, 2017. During the year ended December 31, 2018, the Company also sold one SBA
guaranteed loan with a principal balance of $0.4 million and recognized a net gain on the sale of $47 thousand,
compared to $2.4 million and $100 thousand, respectively, during the year ended December 31, 2017.

The Company retains mortgage servicing rights (MSRs) on loans sold into the secondary market. MSRs are retained
so that the Company can foster personal relationships. At December 31, 2018 and 2017, the servicing portfolio
balance of sold residential mortgage loans was $304.9 million and $299.3 million, respectively. At December 31,
2018 and 2017, the servicing portfolio balance of sold SBA loans was $5.5 million and $5.6 million, respectively.

Allowance for loan losses

Management evaluates the credit quality of the Company’s loan portfolio and performs a formal review of the
adequacy of the allowance for loan losses (the allowance) on a quarterly basis. The allowance reflects management’s
best estimate of the amount of credit losses in the loan portfolio. Management’s judgment is based on the evaluation of
individual loans, past experience, the assessment of current economic conditions and other relevant factors including
the amounts and timing of cash flows expected to be received on impaired loans. Those estimates may be susceptible
to significant change. The provision for loan losses represents the amount necessary to maintain an appropriate
allowance. Loan losses are charged directly against the allowance when loans are deemed to be

uncollectible. Recoveries from previously charged-off loans are added to the allowance when received.
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Management applies two primary components during the loan review process to determine proper allowance

levels. The two components are a specific loan loss allocation for loans that are deemed impaired and a general loan
loss allocation for those loans not specifically allocated. The methodology to analyze the adequacy of the allowance
for loan losses is as follows:

identification of specific impaired loans by loan category;
- calculation of specific allowances where required for the impaired loans based on collateral and other objective and
quantifiable evidence;
- determination of loans with similar credit characteristics within each class of the loan portfolio segment and
eliminating the impaired loans;
application of historical loss percentages (trailing twelve-quarter average) to pools to determine the allowance
allocation;
- application of qualitative factor adjustment percentages to historical losses for trends or changes in the loan
portfolio, regulations, and/or current economic conditions.
A key element of the methodology to determine the allowance is the Company’s credit risk evaluation process, which
includes credit risk grading of individual commercial loans. Commercial loans are assigned credit risk grades based
on the Company’s assessment of conditions that affect the borrower’s ability to meet its contractual obligations under
the loan agreement. That process includes reviewing borrowers’ current financial information, historical payment
experience, credit documentation, public information and other information specific to each individual
borrower. Upon review, the commercial loan credit risk grade is revised or reaffirmed. The credit risk grades may be
changed at any time management determines an upgrade or downgrade may be warranted. The credit risk grades for
the commercial loan portfolio are taken into account in the reserve methodology and loss factors are applied based
upon the credit risk grades. The loss factors applied are based upon the Company’s historical experience as well as
what management believes to be best practices and within common industry standards. Historical experience reveals
there is a direct correlation between the credit risk grades and loan charge-offs. The changes in allocations in the
commercial loan portfolio from period-to-period are based upon the credit risk grading system and from periodic
reviews of the loan portfolio.

Each quarter, management performs an assessment of the allowance for loan losses. The Company’s Special Assets
Committee meets quarterly and the applicable lenders discuss each relationship under review and reach a consensus
on the appropriate estimated loss amount, if applicable, based on current accounting guidance. The Special Assets
Committee’s focus is on ensuring the pertinent facts are considered regarding not only loans considered for specific
reserves, but also the collectability of loans that may be past due. The assessment process also includes the review of
all loans on non-accrual status as well as a review of certain loans to which the lenders or the Credit Administration
function have assigned a criticized or classified risk rating.
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The following table sets forth the activity in the allowance for loan losses and certain key ratios for the periods
indicated:

(dollars in thousands) 2018 2017 2016 2015 2014
Balance at beginning of period $ 9,193 $ 9,364 $ 9,527 $ 9,173 $ 8,928
Charge-offs:

Commercial and industrial (196) (143) (224) (25) (309)
Commercial real estate (268) (635) (592) (432) (239)
Consumer (391) (658) (504) 437) (361)
Residential (371) (309) (60) (15) (93)

Total (1,226) (1,745) (1,380) (909) (1,002)
Recoveries:

Commercial and industrial 77 10 55 47 32
Commercial real estate 42 47 37 18 91
Consumer 211 67 100 95 30
Residential - - - 28 34

Total 330 124 192 188 187

Net charge-offs (896) (1,621) (1,188) (721) (815)
Provision for loan losses 1,450 1,450 1,025 1,075 1,060
Balance at end of period $ 9,747 $ 9,193 $ 9,364 $ 9,527 $ 9,173
Allowance for loan losses to total loans 1.36 % 1.44 % 1.57 % 1.71 % 1.78 %
Net charge-offs to average total loans

outstanding 0.13 % 0.26 % 0.21 % 0.13 % 0.16 %
Average total loans $ 677,726 $ 630,960 $ 568,953 $ 534,903 $ 495,758
Loans 30 - 89 days past due and accruing $ 5,891 $ 2,893 $ 2,241 $ 3,707 $ 3,932
Loans 90 days or more past due and accruing $ 1 $6 $ 19 $ 356 $ 1,060
Non-accrual loans $ 4,298 $ 3,441 $ 7,370 $ 9,003 $ 4215
Allowance for loan losses to non-accrual

loans 2.27 X 2.67 X 1.27 X 1.06 X 2.18 X
Allowance for loan losses to non-performing

loans 2.27 X 2.67 X 1.27 X 1.02 X 1.74 X

The allowance for loan losses was $9.7 million at December 31, 2018 compared to $9.2 million at December 31,
2017. Relative to the loan portfolio, the allowance decreased from 1.44% of total loans at December 31, 2017 to
1.36% at December 31, 2018, as loan growth outpaced the higher allowance for loan losses. The actual allowance
increased $0.5 million, or 6%, during 2018, while total loans increased $79.0 million, or 12%, over the same time
period. The decline in the allowance relative to total loans was considered appropriate by management due to the
strength of the Company’s asset quality.
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During the first quarter of 2018, management reduced qualitative factors associated with owner occupied commercial
real estate and home equity lines of credit due to lower levels of delinquency associated with these loan categories.
During the fourth quarter of 2018, management reduced qualitative factors associated with auto loans and leases due
to an improving trend in delinquency observed for this loan category. Otherwise, the qualitative factors remained
unchanged for 2018.

The allocation of net charge-offs among major categories of loans are as follows for the periods indicated:

% of Total % of Total
Net Net
(dollars in thousands) 2018 Charge-offs 2017 Charge-offs

Net charge-offs
Commercial and industrial $ (119) 13 % $(133) 8 %

Commercial real estate (226) 25 (588) 36
Consumer (180) 20 (591) 37
Residential (371) 42 309 19

Total net charge-offs $ (896) 100 % $ (1,621) 100 %
26
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Net charge-offs against the allowance totaled $0.9 million for the year ended December 31, 2018 compared with $1.6
million for the year ended December 31, 2017, representing a $0.7 million, or 45%, decrease. The decline in net
charge-offs was attributed to total charge-offs decreasing $0.5 million for 2018 compared to 2017, and total recoveries
increasing $0.2 million over the same period. The $0.7 million decrease in net charge-offs coupled with the $46.8
million increase in average total loans caused net charge-offs to average total loans outstanding to decline from 0.26%
at December 31, 2017 to 0.13% at December 31, 2018.

For the year ended December 31, 2018, allowance levels rose by $0.5 million to $9.7 million compared to $9.2
million at December 31, 2017, while total loans increased by $79.0 million to $717.0 million from $638.0 million at
December 31, 2017. Management believes that the current balance in the allowance for loan losses is sufficient to
meet the identified potential credit quality issues that may arise and other issues unidentified but inherent to the
portfolio. Potential prob