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PART I

Item 1. Financial Statements

Lake Shore Bancorp, Inc. and Subsidiary

Consolidated Statements of Financial Condition

September December

30, 31,
2016 2015
(Unaudited)

(Dollars in thousands,
except share data)

Assets
Cash and due from banks $ 8,622 $ 7,296
Interest earning deposits 10,783 12,714
Federal funds sold 19,074 14,217
Cash and Cash Equivalents 38,479 34,227
Securities available for sale 91,047 113,213
Federal Home Loan Bank stock, at cost 1,340 1,454
Loans receivable, net of allowance for loan losses 2016 $2,120; 2015 $1,985 320,421 297,101
Premises and equipment, net 8,738 9,144
Accrued interest receivable 1,732 1,648
Bank owned life insurance 15,145 14,938
Other assets 1,529 1,660
Total Assets $ 478,431 $ 473,385
Liabilities and Stockholders' Equity
Liabilities
Deposits:

Interest bearing $ 320,660 $ 323,931

Non-interest bearing 53,806 45,224
Total Deposits 374,466 369,155
Long-term debt 18,950 21,150
Advances from borrowers for taxes and insurance 1,847 3,285
Other liabilities 5,842 5,919
Total Liabilities $ 401,105 $ 399,509

Commitments and Contingencies - -
Stockholders' Equity

Common stock, $0.01 par value per share, 25,000,000 shares authorized; 6,826,414 shares $ 68 $ 67
issued and 6,097,756 shares outstanding at September 30, 2016 and 6,727,428 shares issued
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and 6,003,416 shares outstanding at December 31, 2015

Additional paid-in capital 30,524 29,359
Treasury stock, at cost (728,658 shares at September 30, 2016 and 724,012 shares at

December 31, 2015) (7,167) (7,026)
Unearned shares held by ESOP (1,642) (1,706)
Unearned shares held by compensation plans (591) (580)
Retained earnings 53,567 50,919
Accumulated other comprehensive income 2,567 2,843
Total Stockholders' Equity 77,326 73,876
Total Liabilities and Stockholders' Equity $ 478,431 $ 473,385

See notes to consolidated financial statements.
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Lake Shore Bancorp, Inc. and Subsidiary

Consolidated Statements of Income

Interest Income
Loans, including fees
Investment securities, taxable
Investment securities, tax-exempt
Other
Total Interest Income
Interest Expense
Deposits
Long-term debt
Other
Total Interest Expense
Net Interest Income
Provision for Loan Losses
Net Interest Income after Provision for Loan Losses
Non-Interest Income
Service charges and fees
Earnings on bank owned life insurance
Recovery on previously impaired investment securities
Gain on sale of securities available for sale
Net gain on sale of loans
Other
Total Non-Interest Income
Non-Interest Expenses
Salaries and employee benefits
Occupancy and equipment
Data processing
Professional services
Advertising
FDIC Insurance
Postage and supplies
Other
Total Non-Interest Expenses
Income before Income Taxes
Income Tax Expense
Net Income
Basic and diluted earnings per common share
Dividends declared per share

See notes to consolidated financial statements.

Three Months Nine Months Ended
Ended September

30 September 30,

2016 2015 2016 2015
(Unaudited)

(Dollars in thousands, except per share
data)

$ 3,681 $ 3474 $ 10,797 $ 10,268

237 435 879 1,377
449 513 1,351 1,573
30 5 81 16
4,397 4,427 13,108 13,234
449 538 1,373 1,794
93 99 280 296
23 25 69 74
565 662 1,722 2,164
3,832 3,765 11,386 11,070
125 30 310 240
3,707 3,735 11,076 10,830
461 406 1,326 1,184
70 68 207 204
39 48 107 123
- 440 1,636 440
56 28 117 73
32 38 78 85
658 1,028 3,471 2,109
1,803 1,663 5,388 5,150
549 561 1,707 1,697
289 264 815 766
257 235 784 738
81 92 383 301
68 75 192 219
69 74 179 201
304 300 865 761
3,420 3,264 10,313 9,833
945 1,499 4,234 3,106
188 263 859 602
$ 757  $ 1236 $3375 $2,504
$013 $021 $056 $ 042
$ 007 $007 $0.21 $ 0.21
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Lake Shore Bancorp, Inc. and Subsidiary

Consolidated Statements of Comprehensive Income

Net Income

Other Comprehensive Income (Loss), net of tax (expense) benefit:
Unrealized holding (losses) gains on securities available for sale, net of tax benefit (expense)

Reclassification adjustments related to:

Recovery on previously impaired investment securities included in net income, net of tax
expense

Net gain on sale of securities included in net income, net of tax expense

Total Other Comprehensive (Loss) Income

Total Comprehensive Income

Net Income

Other Comprehensive Income (Loss), net of tax (expense) benefit:
Unrealized holding gains on securities available for sale, net of tax expense

Reclassification adjustments related to:

Recovery on previously impaired investment securities included in net income, net of tax
expense

Net gain on sale of securities included in net income, net of tax expense

Total Other Comprehensive Loss

Three Months
Ended September
30,

2016 2015
(Unaudited)
(Dollars in
thousands)

$ 757 $ 1,236

(451) 626
(26) (32)
- (290)
(477) 304

$ 280 $ 1,540

Nine Months
Ended September
30,

2016 2015
(Unaudited)
(Dollars in
thousands)

$ 3375 $ 2,504

875 174

(71) (81)
(1,080)  (290)
(276) (197)

9
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Total Comprehensive Income

See notes to consolidated financial statements.

$ 3,099

$ 2,307

10
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Lake Shore Bancorp, Inc. and Subsidiary

Consolidated Statements of Stockholders’ Equity

Nine Months Ended September 30, 2016 and 2015 (Unaudited)

Unearned
Unearned Shares Accumulated
Additional Shares Held by Other

Commdtaid-In Treasury Heldby  CompensatioRetained Comprehensive

Stock Capital Stock ESOP Plans Earnings Income Total

(Dollars in thousands, except share and per share data)
Balance - January 1,
2015 $ 67 $ 28,684 $ (6,420) $ (1,791) $ (622) $ 48,192 $ 3,520 $ 71,630
Net income - - - - - 2,504 - 2,504
Other comprehensive
loss, net of tax benefit of
$510 - - - - - - (197) (197)
Stock options exercised
(11,775 shares) - 136 - - - - - 136
ESOP shares earned
(5,951 shares) - 17 - 64 - - - 81
Stock based
compensation - 1 - - - - - 1
Compensation plan
shares granted (15,455
shares) - - 145 - (145) - - -
Compensation plan
shares earned (12,909
shares) - 53 - - 137 - - 190
Purchase of treasury
stock, at cost (39,900
shares) - - (541) - - - - (541)
Cash dividends declared
($0.21 per share) - - - - - (459) - (459)
Balance - September 30,
2015 $67 $ 28891 $(6,816) $ (1,727) $ (630) $ 50,237 $ 3,323 $ 73,345
Balance - January 1,
2016 $67 $ 29359 $(7,026) $ (1,706) $ (580) $ 50919 $ 2,843 $ 73,876
Net income - - - - - 3,375 - 3,375
Other comprehensive
loss, net of tax benefit of
$142 - - - - - - (276) (276)
Stock options exercised
(98,986 shares) 1 1,108 - - - - - 1,109

11
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ESOP shares earned

(5,951 shares) - 15 - 64 -
Compensation plan

shares granted (20,354

shares) - - 197 - (197)
Compensation plan

shares earned (17,833

shares) - 42 - - 186
Purchase of treasury

stock, at cost (25,000

shares) - - (338) - -
Cash dividends declared

($0.21 per share) - - - - -
Balance - September 30,

2016 $68 $ 30,524 $ (7,167) $ (1,642) $ (591)

See notes to consolidated
financial statements.

(727) -

$ 53,567 § 2,567

79

228

(338)
(727)

$ 77,326

12
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Lake Shore Bancorp, Inc. and Subsidiary

Consolidated Statements of Cash Flows

CASH FLOWS FROM OPERATING ACTIVITIES
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Net amortization of investment securities

Net amortization of deferred loan costs

Provision for loan losses

Recovery on previously impaired investment securities
Gain on sale of investment securities

Originations of loans held for sale

Proceeds from sales of loans held for sale

Gain on sale of loans

Depreciation and amortization

Increase in bank owned life insurance, net

ESOP shares committed to be released

Stock based compensation expense

Increase in accrued interest receivable

Decrease in other assets

Increase in other liabilities

Net Cash Provided by Operating Activities

CASH FLOWS FROM INVESTING ACTIVITIES
Activity in available for sale securities:

Sales

Maturities, prepayments and calls

Purchases of Federal Home Loan Bank Stock
Redemptions of Federal Home Loan Bank Stock
Loan origination and principal collections, net
Additions to premises and equipment

Net Cash (Used in) Provided by Investing Activities
CASH FLOWS FROM FINANCING ACTIVITIES
Net increase (decrease) in deposits

Net decrease in advances from borrowers for taxes and insurance
Proceeds from issuance of long-term debt

Repayment of long-term debt

Proceeds from stock options exercised

Purchase of treasury stock

Cash dividends paid

Net Cash Provided by (Used in) Financing Activities
Net Increase (Decrease) in Cash and Cash Equivalents
CASH AND CASH EQUIVALENTS - BEGINNING
CASH AND CASH EQUIVALENTS - ENDING
SUPPLEMENTARY CASH FLOWS INFORMATION

Nine Months Ended

September 30,

2016 2015

(Unaudited)

(Dollars in thousands)

$ 3,375 $ 2,504
138 228
412 416
310 240
(107) (123)
(1,636) (440)
(4,628) (6,811)
4,745 6,884
(117) (73)
646 625
(207) (204)
79 81
228 191
(34) (86)
326 452
65 211
3,545 4,095
14,406 9,846
8,947 11,178
(3) (254)
117 274
(24,237)  (10,646)
(240) (262)
(1,010) 10,136
5,311 (15,069)
(1,438) (1,521)
- 8,250
(2,200) (8,250)
1,109 136
(338) (541)
(727) (459)
1,717 (17,454)
4,252 (3,223)
34,227 35,811

$ 38,479 $ 32,588

13
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Interest paid
Income taxes paid

SUPPLEMENTARY SCHEDULE OF NONCASH INVESTING ACTIVITIES
Foreclosed real estate acquired in settlement of loans

See notes to consolidated financial statements.

5

$ 1,728
$ 760

$ 199

$ 2,169
$ 370

$ 265

14
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Lake Shore Bancorp, Inc. and Subsidiary

Notes to Consolidated Financial Statements (Unaudited)

Note 1 — Basis of Presentation

LR NS LR

The interim consolidated financial statements include the accounts of Lake Shore Bancorp, Inc. (the “Company”, “us”,
“our”, or “we”) and Lake Shore Savings Bank (the “Bank™), its wholly owned subsidiary. All intercompany accounts and
transactions of the consolidated subsidiary have been eliminated in consolidation.

The interim consolidated financial statements included herein as of September 30, 2016 and for the three and nine
months ended September 30, 2016 and 2015 have been prepared by the Company, without audit, pursuant to the rules
and regulations of the Securities and Exchange Commission, and therefore, do not include all information or footnotes
necessary for a complete presentation of the consolidated statements of financial condition, results of operations and
cash flows in conformity with accounting principles generally accepted in the United States of America (“GAAP”). The
consolidated statement of financial condition at December 31, 2015 has been derived from the audited consolidated
financial statements at that date, but does not include all of the information and footnotes required by GAAP for
complete consolidated financial statements. The consolidated financial statements reflect all adjustments that are, in
the opinion of management, necessary for a fair statement of such information and to make the financial statements
not misleading. These interim consolidated financial statements should be read in conjunction with the consolidated
financial statements and notes thereto included in the audited consolidated financial statements included in the
Company’s Annual Report on Form 10-K for the year ended December 31, 2015. The consolidated statements of
income for the three and nine months ended September 30, 2016 are not necessarily indicative of the results for any
subsequent period or the entire year ending December 31, 2016.

To prepare these consolidated financial statements in conformity with GAAP, management of the Company made a
number of estimates and assumptions relating to the reporting of assets and liabilities and the reporting of revenue and
expenses. Actual results could differ from those estimates. Material estimates that are particularly susceptible to
significant change in the near term relate to the determination of the allowance for loan losses, securities valuation
estimates, evaluation of impairment of securities and income taxes.

The Company has evaluated events and transactions occurring subsequent to the statement of financial condition as of
September 30, 2016 for items that should potentially be recognized or disclosed in these consolidated financial
statements. The evaluation was conducted through the date these consolidated financial statements were issued.

Note 2 — New Accounting Standards

15
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There were no new accounting standards affecting the Company during the period that were not previously disclosed.

16
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Note 3 — Investment Securities

The amortized cost and fair value of securities are as follows:

SECURITIES AVAILABLE FOR SALE:
Municipal bonds

Mortgage-backed securities:

Collateralized mortgage obligations-private label

Collateralized mortgage obligations-government sponsored entities

Government National Mortgage Association

Federal National Mortgage Association

Federal Home Loan Mortgage Corporation
Asset-backed securities-private label

Asset-backed securities-government sponsored entities
Equity securities

SECURITIES AVAILABLE FOR SALE:

U.S. Treasury bonds

Municipal bonds

Mortgage-backed securities:

Collateralized mortgage obligations-private label
Collateralized mortgage obligations-government sponsored
entities

Government National Mortgage Association

Federal National Mortgage Association

Federal Home Loan Mortgage Corporation
Asset-backed securities-private label

Asset-backed securities-government sponsored entities
Equity securities

September 30, 2016

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

(Dollars in thousands)

$ 48878 $ 3,011 $ - $ 51,889
43 - - 43
31,573 210 91) 31,692
327 32 - 359
3,694 227 - 3,921
1,929 107 - 2,036
618 393 (20) 991
74 7 - 81
22 13 - 35

$ 87,158 $ 4,000 $ (111) $ 91,047

December 31, 2015
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(Dollars in thousands)
$ 12,778 $ 1,333 $ - $ 14,111

49,064 2,746 2) 51,808

48 - - 48

38,838 124 (620) 38,342

396 31 - 427

4,355 187 - 4,542

2,217 84 - 2,301

1,099 464 (62) 1,501

89 8 - 97

22 14 - 36

$ 108,906 $ 4,991 $ (684) $ 113,213

All of our collateralized mortgage obligations are backed by residential mortgages.

7
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At September 30, 2016 and at December 31, 2015, equity securities consisted of 22,368 shares of Federal Home Loan
Mortgage Corporation (“FHLMC”) common stock.

At September 30, 2016 and December 31, 2015, thirty-four municipal bonds with a cost of $11.1 million and fair

value of $11.8 million and $11.7 million, respectively, were pledged under a collateral agreement with the Federal
Reserve Bank (“FRB”) of New York for liquidity borrowing. In addition, at September 30, 2016, fourteen municipal
bonds with a cost and fair value of $3.6 million and $3.8 million, respectively, were pledged as collateral for customer
deposits in excess of the Federal Deposit Insurance Corporation (“FDIC”) insurance limits. At December 31, 2015, nine
municipal bonds with a cost and fair value of $2.0 million and $2.1 million, respectively, were pledged as collateral

for customer deposits in excess of the FDIC insurance limits.

The following table sets forth the Company’s investment in securities available for sale with gross unrealized losses of

less than twelve months and gross unrealized losses of twelve months or more and associated fair values as of the
dates indicated:

Less than 12 months 12 months or more Total

Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Fair Fair
Value Losses Value Losses Value Losses

(Dollars In thousands)
September 30, 2016
Mortgage-backed securities $2968 $ (6) $9501 $ (85 $ 12,469 $ (91
Asset-backed securities -private label 598 (20) - - 598 (20)
$ 3566 $ (26) $9,501 $ (85) $ 13,067 $ (111)

December 31, 2015

Municipal bonds $ - $ - $ 567 $(2) $567 $ 2
Mortgage-backed securities 8,627 (103) 21,249 (517) 29,876 (620)
Asset-backed securities -private label 379 (11D 658 (629 1,037 (62)

$9,006 $ (114) $ 22474 $ (570) $ 31,480 $ (684)

The Company reviews investment securities on an ongoing basis for the presence of other-than-temporary impairment
(“OTTI”) with formal reviews performed quarterly.

The Company determines whether the unrealized losses are other-than-temporary in accordance with FASB ASC
Topic 320 “Investments - Debt and Equity Securities.” The evaluation is based upon factors such as the creditworthiness
of the issuers/guarantors, the underlying collateral and the continuing performance of the securities.

19
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Management also evaluates other facts and circumstances that may be indicative of an OTTI condition. This includes,
but is not limited to, an evaluation of the type of security, length of time and extent to which fair value has been less
than cost, and near-term prospects of the issuer. The Company uses the cash flow expected to be realized from the
security, which includes assumptions about interest rates, timing and severity of defaults, estimates of potential
recoveries, the cash flow distribution from the provisions in the applicable bond indenture and other factors, then
applies a discount rate equal to the effective yield of the security. If the present value of the expected cash flows is
less than the amortized book value, it is considered a credit loss.

The fair value of the security is determined using the same expected cash flows; the discount rate is a rate the
Company determines from open market and other sources as appropriate for the security. The difference between the
fair value and the credit loss is recognized in other comprehensive income (loss), net of taxes.

At September 30, 2016, the Company’s investment portfolio included five mortgage-backed securities and two private
label asset-backed securities in the “unrealized losses less than twelve months” category.

20
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At September 30, 2016, the Company had fourteen mortgage-backed securities in the “unrealized losses twelve months
or more” category. The fourteen mortgage-backed securities were not evaluated further for OTTI, as the unrealized
losses were less than 20% of book value. The temporary impairments were due to declines in fair value resulting from
changes in interest rates and/or increased credit liquidity spreads since the securities were purchased. The Company
expects these securities to be repaid in full, with no losses realized. Management does not intend to sell these

securities and it is more likely than not that it will not be required to sell these securities.

The private label asset-backed securities noted above were evaluated further for OTTI, as the probability of default is
high and the Company’s analysis indicated a possible loss of principal. The following tables provide additional
information relating to the private label asset-backed securities as of September 30, 2016 and December 31, 2015
(dollars in thousands):

At September 30, 2016
Delinquent %

Book Fair Unrealized  Lowest Over 60  Over 90
Security Value Value Loss Rating days days Foreclosure% OREO%
1 $ 420 $ 403 $ (17) Caal 15.80% 15.00% 6.10% 1.20%
2 198 195 3) ccc 13.00% 11.90% 4.50% 1.00%
Total $ 618 $ 598 $ (20)

At December 31, 2015
Delinquent %

Book Fair Unrealized  Lowest Over 60  Over 90
Security Value Value Loss Rating days days Foreclosure% OREO%
1 $ 709 $ 658 $ (51) CCC 18.20% 17.40% 7.50% 2.60%
2 390 379 (11) ccc 16.30% 15.10% 7.00% 1.50%

Total $ 1,099 $ 1,037 $ (62)

The two private label asset-backed securities listed above were evaluated for OTTI under the guidance of FASB ASC
Topic 320. The Company believes the unrealized losses on these private label asset-backed securities occurred due to
challenges in the economic environment resulting from the financial crisis and increased levels of delinquency trends
in the underlying loan pools. It is possible that principal losses may be incurred on the tranches we hold in these
specific securities. Management’s evaluation of the estimated discounted cash flows in comparison to the amortized
book value for the securities listed above did not reflect the need to record an OTTI charge against earnings as of
September 30, 2016. The estimated discounted cash flows for these securities did not show an additional principal loss
under various prepayment and default rate scenarios. Management concluded that it does not intend to sell these
securities and that it is not likely it will be required to sell these securities prior to their maturity.
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Management also completed an OTTI analysis for two private label asset-backed securities, which did not have
unrealized losses as of September 30, 2016. Management reviewed key credit metrics for these securities, including
delinquency rates, cumulative default rates, prepayment speeds, foreclosure rates, loan-to-value ratios and credit
support levels. Management’s calculation of the estimated discounted cash flows did not show additional principal
losses for these securities under various prepayment and default rate scenarios. As a result of the stress tests that were
performed, management concluded that additional OTTI charges were not required as of September 30, 2016 on these
securities. Management also concluded that it does not intend to sell the securities and that it is not likely it will be
required to sell these securities prior to their maturity.

The unrealized losses shown in the previous table, were recorded as a component of other comprehensive income
(loss), net of tax on the Company’s Consolidated Statements of Stockholders’ Equity.

9
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The following table presents a summary of the credit-related OTTI charges recognized as components of income:

Beginning balance

Additions:

Credit loss not previously recognized
Reductions:

Losses realized during the period on OTTI previously recognized

Receipt of cash flows on previously recorded OTTI

Ending balance

For The Nine
Months Ended
September 30,
2016 2015
(Dollars in

thousands)
$ 69 $ 858

- 2
(107)  (123)
$ 589 $ 733

Further deterioration in credit quality and/or a continuation of the current imbalances in liquidity that exist in the
marketplace might adversely affect the fair values of the Company’s investment portfolio and may increase the

potential that certain unrealized losses will be designated as “other-than-temporary” and that the Company may incur
additional write-downs in future periods.

Scheduled contractual maturities of available for sale securities are as follows:

Amortized Fair
Cost

(Dollars in
thousands)

September 30, 2016:

After one year through five years  $
After five years through ten years
After ten years

Mortgage-backed securities
Asset-backed securities

Equity securities

$

2,449
28,364
18,065
37,566
692

22
87,158

Value

$ 2,594
30,156
19,139
38,051
1,072
35

$ 91,047

During the nine months ended September 30, 2016, the Company sold nine U.S. Treasury Bonds for total proceeds of
$14.4 million, resulting in realized gains of $1.6 million. During the nine months ended September 30, 2015, the
Company sold twenty-seven municipal bonds and two mortgage-backed securities for total proceeds of $9.8 million,

resulting in realized gains of $440,000.
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Note 4 - Allowance for Loan Losses

Management segregates the loan portfolio into loan types and analyzes the risk level for each loan type when
determining its allowance for loan losses. The loan types are as follows:

Real Estate Loans:

- One- to Four-Family — are loans secured by first lien collateral on residential real estate primarily held in the Western
New York region. These loans can be affected by economic conditions and the value of underlying
properties. Western New York’s housing market has consistently demonstrated stability in home prices despite
economic conditions. Furthermore, the Company has conservative underwriting standards and its residential lending
policies and procedures ensure that its one- to four-family residential mortgage loans generally conform to
secondary market guidelines.
Home Equity - are loans or lines of credit secured by first or second liens on owner-occupied residential
real estate primarily held in the Western New York region. These loans can also be affected by
economic conditions and the values of underlying properties. Home equity loans may have
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increased risk of loss if the Company does not hold the first mortgage resulting in the Company being in a secondary

position in the event of collateral liquidation. The Company does not originate interest only home equity loans.

- Commercial Real Estate — are loans used to finance the purchase of real property, which generally consists of
developed real estate that is held as first lien collateral for the loan. These loans are secured by real estate properties
that are primarily held in the Western New York region. Commercial real estate lending involves additional risks
compared with one- to four-family residential lending, because payments on loans secured by commercial real estate
properties are often dependent on the successful operation or management of the properties, and/or the collateral
value of the commercial real estate securing the loan, and repayment of such loans may be subject to adverse
conditions in the real estate market or economic conditions to a greater extent than one- to four-family residential
mortgage loans. Also, commercial real estate loans typically involve relatively large loan balances to single
borrowers or groups of related borrowers. Accordingly, the nature of these types of loans make them more difficult
for the Company to monitor and evaluate.

- Construction — are loans to finance the construction of either one- to four-family owner occupied homes or
commercial real estate. At the end of the construction period, the loan automatically converts to either a one- to
four-family or commercial mortgage, as applicable. Risk of loss on a construction loan depends largely upon the
accuracy of the initial estimate of the value of the property at completion compared to the actual cost of construction.
The Company limits its risk during construction as disbursements are not made until the required work for each
advance has been completed and an updated lien search is performed. The completion of the construction progress
is verified by inspections performed by a Company loan officer or an independent appraisal firm. Construction
delays may also impair the borrower’s ability to repay the loan.

Other Loans:

- Commercial — includes business installment loans, lines of credit, and other commercial loans. Most of our
commercial loans have fixed interest rates, and are for terms generally not in excess of 5 years. Whenever possible,
we collateralize these loans with a lien on business assets and equipment and require the personal guarantees from
principals of the borrower. Commercial loans generally involve a higher degree of credit risk because the collateral
underlying the loans may be in the form of intangible assets and/or inventory subject to market
obsolescence. Commercial loans can also involve relatively large loan balances to a single borrower or groups of
related borrowers, with the repayment of such loans typically dependent on the successful operation of the
commercial business and the income stream of the borrower. Such risks can be significantly affected by economic
conditions. Although commercial loans may be collateralized by equipment or other business assets, the liquidation
of collateral in the event of a borrower default may be an insufficient source of repayment because the equipment or
other business assets may be obsolete or of limited use, among other things. Accordingly, the repayment of a
commercial loan depends primarily on the credit worthiness of the borrowers (and any guarantors), while liquidation
of collateral is a secondary and often insufficient source of repayment.

- Consumer — consist of loans secured by collateral such as an automobile or a deposit account, unsecured loans and
lines of credit. Consumer loans tend to have a higher credit risk due to the loans being either unsecured or secured
by rapidly depreciable assets. Furthermore, consumer loan payments are dependent on the borrower’s continuing
financial stability, and therefore are more likely to be adversely affected by job loss, divorce, illness or personal
bankruptcy.

The allowance for loan losses is a valuation account that reflects the Company’s evaluation of the losses inherent in its
loan portfolio. In order to determine the adequacy of the allowance for loan losses, the Company estimates losses by
loan type using historical loss factors, as well as other environmental factors, such as trends in loan volume and loan
type, loan concentrations, changes in the experience, ability and depth of the Company’s lending management, and
national and local economic conditions. The Company's determination as to the classification of loans and the amount
of loss allowances are subject to review by bank regulators, which can require the establishment of additional loss
allowances.
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The Company also reviews all loans on which the collectability of principal may not be reasonably assured, by
reviewing payment status, financial conditions and estimated value of loan collateral. These loans are assigned
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an internal loan grade, and the Company assigns an amount of loss allowances to these classified loans based on loan

grade.

The following tables summarize the activity in the allowance for loan losses for the three and nine months ended
September 30, 2016 and 2015 and the distribution of the allowance for loan losses and loan receivable by loan
portfolio class and impairment method as of September 30, 2016:

Real Estate Loans

One- to

Home

Four-Family Equity

(Dollars in thousands)

September 30, 2016
Allowance for Loan

Losses:

Balance — July 1,

2016 $ 424
Charge-offs (16)
Recoveries 1

Provision (Credit) 12
Balance — September

30, 2016 $ 421

Balance — January 1,

2016 $ 351
Charge-offs (65)
Recoveries 11

Provision (Credit) 124
Balance — September
30,2016 $ 421
Ending balance:
individually
evaluated for
impairment $ -
Ending balance:
collectively
evaluated for
impairment $ 421

Gross Loans

Receivable (1):

Ending balance $ 151,069
Ending balance: $ 191
individually

evaluated for

$ 129

(13)
$ 116
$ 120

(18)

13

$ 116

$ 116

$ 34,062
$ 4

Other Loans

Commercial Construction CommerciaConsumer Unallocated otal

$ 1,064

50
$ 1114
$ 1,204
(1
(89)

$ 1,114

$ 1,109

97,062
3,260

& &

@ &L

129

129

59

70

129

129

11,707

$275  $

(46)

72
$301 $
$197  §

(76)

1

179
$301 $
$ 10 $
$291 §
$ 24,167 $
$177  $

22
®)

12
30
22
(40)
12
36

30

30

1,472

&L &L

17

®)

32

(23)

$ 2,060
(70)

125
$ 2,120
$ 1,985
(200)
25
310

$ 2,120

$ 2,105

$ 319,539

$ 3,632
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impairment

Ending balance:

collectively

evaluated for

impairment $ 150,878 $ 34,058 $ 93,802 § 11,707 $ 23990 $ 1472 § - $ 315,907

(1) Gross Loans Receivable does not include allowance for loan losses of $(2,120) or deferred loan costs of $3,002.
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September 30, 2015

Allowance for Loan

Losses:

Balance — July 1, 2015
Charge-offs
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Real Estate Loans Other Loans
One-
to Home

Four-Faligyity Commercial Construction CommerCmhsumer Unallocated Total
(Dollars in thousands)

$393 $ 103 $ 1,39%4 $ - $ 187 $ 27 $ 21 $ 2,125
40) -
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