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PART I. FINANCIAL INFORMATION

Item 1. FINANCIAL STATEMENTS

BAR HARBOR BANKSHARES AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

SEPTEMBER 30, 2009 AND DECEMBER 31, 2008
(Dollars in thousands, except per share data)

(unaudited)

September 30,
2009

December 31,
2008

Assets
     Cash and due from banks      $       9,444      $   9,041
     Overnight interest bearing money market funds                    ---                  1
     Total cash and cash equivalents               9,444           9,042
     Securities available for sale, at fair value           356,977        290,502
     Federal Home Loan Bank stock             16,068          14,796
     Loans           654,604        633,603
     Allowance for loan losses              (7,304)          (5,446)
     Loans, net of allowance for loan losses           647,300        628,157
     Premises and equipment, net             11,518          10,854
     Goodwill               3,158            3,158
     Bank owned life insurance               6,774            6,573
     Other assets               9,468            9,206
TOTAL ASSETS      $1,060,707     $ 972,288
Liabilities
     Deposits
           Demand and other non-interest bearing deposits      $      60,611      $   57,954
          NOW accounts              75,456           67,747
          Savings and money market deposits            162,788         163,780
          Time deposits            230,237         200,206
          Brokered time deposits              90,005           88,506
               Total deposits            619,097         578,193
     Short-term borrowings            114,905         121,672
     Long-term advances from Federal Home Loan Bank            221,486         197,231
     Junior subordinated debentures                5,000             5,000
     Other liabilities                5,814             4,747
TOTAL LIABILITIES            966,302         906,843
Shareholders' equity
     Common stock, par value $2.00; authorized 10,000,000 shares;
          issued 3,643,614 shares at September 30, 2009 and December 31,
2008                7,287             7,287
     Preferred stock, par value $0; authorized 1,000,000; issued 18,751
shares
          at September 30, 2009              18,326                 ---
     Surplus                5,463             4,903
     Retained earnings              74,164           67,908
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     Accumulated other comprehensive income (loss):
          Unamortized net actuarial losses on employee benefit plans, net of
tax of
               $57 and $59,at September 30, 2009 and December 31, 2008,
respectively                 (110)               (115)
          Net unrealized appreciation (depreciation) on securities available
for sale,
               net of tax of tax of $2,260 and ($573), at September 30, 2009
and
               December 31, 2008, respectively               4,386            (1,149)
          Portion of OTTI attributable to non-credit losses, net of tax of
$951 and $0 at
               September 30, 2009 and December 31, 2008, respectively              (1,846)                  ---
          Net unrealized appreciation on derivative instruments, net of tax
of
               $235 and $381,at September 30, 2009 and December 31, 2008,
respectively                  456                740
          Total accumulated other comprehensive income (loss)               2,886               (524)
     Less: cost of 753,437

and 769,635 shares of treasury stock at September 30, 2009
          and December 31, 2008, respectively            (13,721)          (14,129)
TOTAL SHAREHOLDERS' EQUITY             94,405           65,445
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY      $1,060,707      $ 972,288

                                                            The accompanying notes are an integral part of these unaudited consolidated interim financial statements.

BAR HARBOR BANKSHARES AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

FOR THE THREE AND NINE MONTHS ENDED SEPTEMBER 30, 2009 AND 2008
(Dollars in thousands, except per share data)

(unaudited)

Three Months Ended
September 30,

Nine Months Ended
September 30,

2009 2008 2009 2008
Interest and dividend income:
     Interest and fees on loans      $ 8,764      $ 9,412      $ 26,263      $28,310
     Interest on securities         4,941         3,998         14,871        11,362
Dividends on FHLB stock              ---            105               ---             438
Total interest and dividend income       13,705       13,515         41,134        40,110

Interest expense:
     Deposits         2,664         3,551           8,100        11,465
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     Short-term borrowings              98            358              513          1,155
     Long-term debt         2,511         2,478           7,306          7,538
Total interest expense         5,273         6,387         15,919        20,158

Net interest income         8,432         7,128         25,215        19,952
     Provision for loan losses         1,057            860           2,557          1,669
Net interest income after provision for loan losses         7,375         6,268         22,658        18,283

Non-interest income:
     Trust and other financial services           645            639           1,805          1,917
     Service charges on deposit accounts           396            459           1,065          1,226
     Credit and debit card service charges and fees           286           876             714          1,716
     Net securities gains           695             89           1,521             604
     Total other-than-temporary impairment ("OTTI") losses          (511)             ---          (2,072)               ---
     Non-credit portion of OTTI losses (before taxes) (1)             ---             ---           1,107               ---
     Net OTTI losses recognized in earnings          (511)             ---            (965)               ---
     Other operating income           405            161             749             742
Total non-interest income        1,916         2,224          4,889          6,205

Non-interest expense:
     Salaries and employee benefits         2,895        2,592         8,332         7,933
     Occupancy expense            299           312         1,027         1,049
     Furniture and equipment expense            353           357         1,043         1,220
     Credit and debit card expenses              96           619            270         1,200
     FDIC insurance assessments            213             18            894              53
     Other operating expense         1,111        1,214         4,117         3,879
Total non-interest expense         4,967        5,112       15,683       15,334

Income before income taxes         4,324        3,380       11,864         9,154
Income taxes         1,219        1,047         3,378         2,840

Net income         3,105        2,333         8,486         6,314

Preferred stock dividends and accretion of discount            272              ---            762             ---
Net income available to common shareholders      $ 2,833      $ 2,333      $ 7,724      $ 6,314

Per Common Share Data:
     Basic earnings per share      $   0.98      $   0.80      $   2.69      $   2.13
     Diluted earnings per share      $   0.95      $   0.78      $   2.63      $   2.09
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(1) Included in other comprehensive
loss, net of tax.

The accompanying notes are an
integral part of these unaudited
consolidated interim financial
statements.

BAR HARBOR BANKSHARES AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY

FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2009 AND 2008
(Dollars in thousands, except per share data)

(unaudited)

Common
Stock

Preferred
Stock Surplus

Retained
Earnings

Accumulated
Other

Comprehensive
Income (Loss)

Treasury
Stock

Total
Shareholders'

Equity
Balance December 31, 2007    $ 7,287   $       ---   $ 4,668   $ 63,292         $ 1,118    $(10,391)     $65,974
Net income           ---            ---           ---        6,314                 ---              ---          6,314
Total other comprehensive loss           ---            ---           ---             ---           (4,833)                 ---         (4,833)
Cash dividends declared ($0.760
per share)           ---            ---           --- (2,250)                 ---                 ---         (2,250)
Purchase of treasury stock (95,943
shares)           ---            ---           ---             ---                 --- (2,888)         (2,888)
Stock options exercised (8,521
shares),
     including related tax effects           ---            ---           27           (98)                 ---            257             186
Recognition of stock option
expense           ---            ---         168             ---                 --- ---             168
Balance September 30, 2008    $ 7,287   $       ---   $ 4,863   $ 67,258         $(3,715)    $(13,022)     $62,671
Balance December 31, 2008    $ 7,287   $       ---   $ 4,903   $ 67,908         $ (524)    $(14,129)     $65,445
Net income           ---            ---           ---        8,486                 ---                 ---          8,486
Cumulative effect adjustment for
the
     adoption of FSP FAS 115-2           ---            ---           ---           937            (937)                 ---               ---
Total other comprehensive income          ---            ---           ---             ---          4,347                 ---          4,347
Dividend declared:                 ---

Common stock ($0.780 per share)           ---            ---           --- (2,243)                 ---                 ---         (2,243)

Preferred stock           ---            ---           --- (550)                 ---                 ---            (550)
Issuance of preferred stock
(18,751 shares)           ---     18,114 (232)             ---                 ---                 ---        17,882
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Issuance of stock warrants           ---            ---         638             ---                 ---                 ---             638
Purchase of treasury stock (5,571
shares)           ---            ---           ---             ---                 --- (144)            (144)
Stock options exercised (21,769
shares),
      including related tax effects           ---            ---           58 (162)                 ---             552             448
Recognition of stock option
expense           ---            ---           96             ---                 ---                 ---               96
Cumulative dividends on
preferred stock           ---          122           --- (122)                 ---                 ---               ---

Accretion of discount           ---            90           --- (90)                 ---                 ---               ---
Balance September 30, 2009    $ 7,287   $18,326   $ 5,463   $ 74,164         $ 2,886    $(13,721)     $94,405

                                                The accompanying notes are an integral part of these unaudited consolidated interim
financial statements.

BAR HARBOR BANKSHARES AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE NINE MONTHS ENDED SEPTEMBER 30, 2009 AND 2008
(Dollars in thousands)
(unaudited)

2009 2008
Cash flows from operating activities:
     Net income      $     8,486      $   6,314
     Adjustments to reconcile net income to net cash provided by operating activities:
     Depreciation and amortization of premises and equipment                680             750
     Amortization of core deposit intangible                  50               50
     Provision for loan losses             2,557          1,669
     Net securities gains            (1,521)            (604)
     Other-than-temporary impairment                965              ---
     Net accretion of bond discounts and premiums               (909)           (508)
     Recognition of stock option expense                  96             168
     Net change in other assets            (2,109)          1,198
     Net change in other liabilities             1,074               69
     Net cash provided by operating activities             9,369          9,106

Cash flows from investing activities:
     Purchases of securities available for sale       (172,393)       (72,264)
     Proceeds from maturities, calls and principal paydowns of mortgage-backed
securities          51,534        39,518
     Proceeds from sales of securities available for sale          62,357        21,065
     Net increase in Federal Home Loan Bank stock          (1,272)            (875)
     Net loans made to customers        (22,272)       (45,769)
     Proceeds from sales of other real estate owned                ---             340

Edgar Filing: BAR HARBOR BANKSHARES - Form 10-Q

7



     Capital expenditures          (1,344)            (376)
     Net cash used in investing activities        (83,390)       (58,361)

Cash flows from financing activities:
     Net increase in deposits          40,904         39,047
     Net increase (decrease) in securities sold under repurchase agreements and fed
funds purchased               136         (3,705)
     Proceeds from Federal Reserve borrowings          25,000               ---
     Proceeds from Federal Home Loan Bank advances          42,990         91,980
     Repayments of Federal Home Loan Bank advances         (50,638)       (76,556)
     Net proceeds from issuance of preferred stock and stock warrants          18,520               ---
     Purchases of treasury stock             (144)         (2,888)
     Proceeds from issuance of junior subordinated debentures                ---          5,000
     Proceeds from stock option exercises, including excess tax benefits              442             186
     Payments of dividends          (2,787)         (2,250)
     Net cash provided by financing activities         74,423        50,814

Net increase in cash and cash equivalents               402          1,559
Cash and cash equivalents at beginning of period            9,042           7,731
Cash and cash equivalents at end of period         $ 9,444       $  9,290

Supplemental disclosures of cash flow information:
     Cash paid during the period for:
          Interest       $ 15,831       $ 20,151
          Income taxes            4,028            1,555

Schedule of noncash investing activities:
     Transfers from loans to other real estate owned       $       489        $        83

                                                    The accompanying notes are an integral part of these unaudited consolidated interim
financial statements.

BAR HARBOR BANKSHARES AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

FOR THE THREE AND NINE MONTHS ENDED SEPTEMBER 30, 2009 AND 2008
(Dollars in thousands)

(unaudited)

Three Months Ended
September 30,

2009 2008
Net income       $ 3,105      $ 2,333

         4,835       (2,106)
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     Net unrealized appreciation (depreciation) on securities available for sale,
          net of tax of $2,491 and ($1,085), respectively
     Less reclassification adjustment for net gains related to securities available for
sale
          included in net income, net of tax of $236 and $30, respectively            (459)            (59)
     Add other-than-temporary adjustment, net of tax of $174             337             ---
     Add non-credit portion of other-than-temporary losses, net of tax of $467             907             ---
     Net unrealized (depreciation) appreciation and other amounts for interest rate
derivatives,
          net of tax of ($12) and $81, respectively             (23)            159
     Amortization of actuarial gain for supplemental executive retirement plan,
          net of related tax of $1 and $1, respectively                2                2
          Total other comprehensive income (loss)         5,599        (2,004)
Total comprehensive income      $ 8,704      $    329

Nine Months Ended
September 30,

2009 2008
Net income      $ 8,486      $ 6,314
     Net unrealized appreciation (depreciation) on securities available for sale,
          net of tax of $3,022 and ($2,447), respectively         5,902        (4,750)
     Less reclassification adjustment for net gains related to securities available for
sale
          included in net income, net of tax of $517 and $205, respectively        (1,004)           (399)
     Add other-than-temporary adjustment, net of tax of $328            637              ---
     Less non-credit portion of other-than-temporary losses, net of tax of $468           (909)              ---
     Net unrealized (depreciation) appreciation for interest rate derivatives,
          net of tax of ($146) and $159, respectively            (284)             309
     Amortization of actuarial gain for supplemental executive retirement plan,
          net of related tax of $2 and $4, respectively                 5                7
          Total other comprehensive income (loss)          4,347        (4,833)
Total comprehensive income      $12,833      $ 1,481

                                                            The accompanying notes are an integral part of these unaudited consolidated
interim financial statements

BAR HARBOR BANKSHARES AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS

SEPTEMBER 30, 2009
(Dollars in thousands, except share data)

(unaudited)

Note 1: Basis of Presentation

The accompanying consolidated interim financial statements are unaudited. In the opinion of management, all
adjustments considered necessary for a fair presentation have been included. All inter-company transactions have been
eliminated in consolidation. Amounts in the prior period financial statements are reclassified whenever necessary to
conform to current period presentation. The net income reported for the three and nine months ended September 30,
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2009, is not necessarily indicative of the results that may be expected for the year ending December 31, 2009, or any
other interim periods.

The consolidated balance sheet at December 31, 2008, has been derived from audited consolidated financial
statements at that date. The accompanying unaudited interim consolidated financial statements have been prepared in
accordance with United States ("U.S.") generally accepted accounting principles for interim financial information and
with the instructions to Form 10-Q and Rule 10-01 of Regulation S-X (17 CFR Part 210). Accordingly, they do not
include all of the information and footnotes required by U.S. generally accepted accounting principles for complete
financial statements. For further information, refer to the consolidated financial statements included in the Company�s
Annual Report on Form 10-K for the year ended December 31, 2008, and notes thereto.

Note 2: Management�s Use of Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant change in the near term relate to the determination of
the allowance for loan losses, other-than-temporary impairments on securities, income tax estimates, and the valuation
of intangible assets.

Allowance for Loan Losses:

The allowance for loan losses (the "allowance") is a significant accounting estimate used in the preparation of the
Company�s consolidated financial statements. The allowance is available to absorb probable losses on loans and is
maintained at a level that, in management�s judgment, is appropriate for the amount of risk inherent in the loan
portfolio, given past and present conditions. The allowance is increased by provisions charged to operating expense
and by recoveries on loans previously charged-off, and is decreased by loans charged-off as uncollectible.

Arriving at an appropriate level of allowance for loan losses involves a high degree of judgment. The determination of
the adequacy of the allowance and provisioning for estimated losses is evaluated regularly based on review of loans,
with particular emphasis on non-performing and other loans that management believes warrant special consideration.
The ongoing evaluation process includes a formal analysis, which considers among other factors: the character and
size of the loan portfolio, business and economic conditions, real estate market conditions, collateral values, changes
in product offerings or loan terms, changes in underwriting and/or collection policies, loan growth, previous
charge-off experience, delinquency trends, nonperforming loan trends, the performance of individual loans in relation
to contract terms, and estimated fair values of collateral.

The allowance for loan losses consists of allowances established for specific loans including impaired loans;
allowances for pools of loans based on historical charge-offs by loan types; and supplemental allowances that adjust
historical loss experience to reflect current economic conditions, industry specific risks, and other observable data.

While management uses available information to recognize losses on loans, changing economic conditions and the
economic prospects of the borrowers may necessitate future additions or reductions to the allowance. In addition,
various regulatory agencies, as an integral part of their examination process, periodically review the allowance, which
also may necessitate future additions or reductions to the allowance, based on information available to them at the
time of their examination.

Other-Than-Temporary Impairments on Investment Securities
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: One of the significant estimates relating to securities is the evaluation of other-than-temporary impairment. If a
decline in the fair value of a security is judged to be other-than-temporary, and management does not intend to sell the
security and believes it is more-likely-than-not the Company will not be required to sell the security prior to recovery
of cost or amortized cost, the portion of the total impairment attributable to the credit loss is recognized in earnings,
and the remaining difference between the security�s amortized cost basis and its fair value is included in other
comprehensive income.

For impaired available-for-sale debt securities that management intends to sell, or where management believes it is
more-likely-than-not that the Company will be required to sell, and does not expect the fair value of a security to
recover to cost or amortized cost prior to the expected date of sale, an other-than-temporary impairment charge is
recognized in earnings equal to the difference between fair value and cost or amortized cost basis of the security. The
fair value of the other-than-temporarily impaired security becomes its new cost basis.

The evaluation of securities for impairments is a quantitative and qualitative process, which is subject to risks and
uncertainties and is intended to determine whether declines in the fair value of securities should be recognized in
current period earnings. The risks and uncertainties include changes in general economic conditions, the issuer�s
financial condition and/or future prospects, the effects of changes in interest rates or credit spreads and the expected
recovery period of unrealized losses. The Company has a security monitoring process that identifies securities that,
due to certain characteristics, as described below, are subjected to an enhanced analysis on a quarterly basis.

Securities that are in an unrealized loss position, are reviewed at least quarterly to determine if an
other-than-temporary impairment is present based on certain quantitative and qualitative factors and measures. The
primary factors considered in evaluating whether a decline in value of securities is other-than-temporary include: (a)
the cause of the impairment; (b) the financial condition, credit rating and future prospects of the issuer; (c) whether the
debtor is current on contractually obligated interest and principal payments; (d) the volatility of the securities� fair
value; (e) performance indicators of the underlying assets in the security including default rates, delinquency rates,
percentage of nonperforming assets, loan to collateral value ratios, third party guarantees, current levels of
subordination, vintage, and geographic concentration and; (f) any other information and observable data considered
relevant in determining whether other-than-temporary impairment has occurred, including the expectation of the
receipt of all principal and interest due.

For securitized financial assets with contractual cash flows, such as private label mortgage-backed securities, the
Company periodically updates its best estimate of cash flows over the life of the security. The Company�s best estimate
of cash flows is based upon assumptions consistent with the current economic recession, similar to those the Company
believes market participants would use. If the fair value of a securitized financial asset is less than its cost or
amortized cost and there has been an adverse change in timing or amount of anticipated future cash flows since the
last revised estimate to the extent that the Company does not expect to receive the entire amount of future contractual
principal and interest, an other-than-temporary impairment charge is recognized in earnings representing the estimated
credit loss if management does not intend to sell the security and believes it is more-likely-than-not the Company will
not be required to sell the security prior to recovery of cost or amortized cost. Estimating future cash flows is a
quantitative and qualitative process that incorporates information received from third party sources along with certain
assumptions and judgments regarding the future performance of the underlying collateral. In addition, projections of
expected future cash flows may change based upon new information regarding the performance of the underlying
collateral.

Income Taxes:

The Company uses the asset and liability method of accounting for income taxes. Under this method, deferred tax
assets and liabilities are recognized for the future tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their respective tax bases. If current available
information indicates that it is more-likely-than-not that deferred tax assets will not be realized, a valuation allowance

Edgar Filing: BAR HARBOR BANKSHARES - Form 10-Q

11



is established. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected to be recovered or settled. The effect on
deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. Significant management judgment is required in determining income tax expense and deferred tax
assets and liabilities. As of September 30, 2009 and December 31, 2008, there was no valuation allowance for
deferred tax assets. Deferred tax assets are included in other assets on the consolidated balance sheet. 

Goodwill and Identifiable Intangible Assets:

In connection with acquisitions, the Company generally records as assets on its consolidated financial statements both
goodwill and identifiable intangible assets, such as core deposit intangibles.

The Company evaluates whether the carrying value of its goodwill has become impaired, in which case the value is
reduced through a charge to its earnings. Goodwill is evaluated for impairment at least annually, or upon certain
triggering events as defined by the Financial Accounting Standards Board ("FASB") accounting standard related to
goodwill and other intangible assets, using certain fair value techniques. Goodwill impairment testing is performed at
the reporting unit level. Goodwill is assigned to reporting units at the date the goodwill is initially recorded. Once
goodwill has been assigned to the reporting units, it no longer retains its association with a particular acquisition, and
all of the activities within a reporting unit, whether acquired or organically grown, are available to support the value of
the goodwill.

The goodwill impairment analysis is a two-step test. The first step used to identify potential impairment, involves
comparing each unit�s fair value to its carrying value including goodwill. If the fair value of a reporting unit exceeds its
carrying value, applicable goodwill is considered not to be impaired. If the carrying value exceeds fair value, there is
an indication of impairment and the second step is to measure the amount of impairment.

Identifiable intangible assets, included in other assets on the consolidated balance sheet, consist of core deposit
intangibles amortized over their estimated useful lives on a straight-line method, which approximates the amount of
economic benefits to Company. These assets are reviewed for impairment at least annually, or whenever events or
changes in circumstances indicate that the carrying amount of the asset may not be recoverable. Furthermore, the
determination of which intangible assets have finite lives is subjective, as is the determination of the amortization
period for such intangible assets.

Any changes in the estimates used by the Company to determine the carrying value of its goodwill and identifiable
intangible assets, or which otherwise adversely affect their value or estimated lives, would adversely affect the
Company�s consolidated results of operations.

Note 3: Earnings Per Share

Basic earnings per share excludes dilution and is computed by dividing income available to common shareholders by
the weighted average number of common shares outstanding for the period. Diluted earnings per share reflects the
potential dilution that could occur if securities or other contracts to issue common stock were exercised or converted
into common stock or resulted in the issuance of common stock that then shared in the earnings of the Company, such
as the Company�s dilutive stock options and warrants.

The following is a reconciliation of basic and diluted earnings per share for the three and nine months ended
September 30, 2009 and 2008:

Three Months Ended
September 30,

Nine Months Ended
September 30,

2009 2008 2009 2008
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Net income    $      3,105     $      2,333     $      8,486     $     6,314

Preferred stock dividends and accretion of discount               272                 ---                762                 ---
Net income available to common shareholders    $      2,833     $      2,333     $      7,724     $     6,314

Computation of Earnings Per Share:
Weighted average common shares outstanding
     Basic     2,883,580      2,922,067      2,875,406      2,959,120
     Effect of dilutive employee stock options          74,971           59,933           57,006           66,406
     Effect of dilutive warrants          19,452                 ---             8,606                  ---
     Diluted     2,978,003      2,982,000      2,941,018      3,025,526

Per Common Share Data:
     Basic    $        0.98     $        0.80     $        2.69     $        2.13
     Diluted    $        0.95     $         0.78     $         2.63     $         2.09

Anti-dilutive options excluded from earnings
     per share calculation          46,518         153,067         141,885         131,071

Note 4: Securities Available For Sale

The following tables summarize the securities available for sale portfolio as of September 30, 2009 and December 31,
2008:

September 30, 2009

Available for Sale:
Amortized
Cost*

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Fair Value

Obligations of U.S.
Government-sponsored enterprises     $    4,245      $       36        $     69     $    4,212
Mortgage-backed securities:
     U.S. Government-sponsored
enterprises       225,658          7,506             430       232,734
     U.S. Government agencies         25,339             788               40         26,087
     Private label*         34,317               12          6,583         27,746
Obligations of states and political
subdivisions thereof         63,569          4,109          1,480         66,198
     Total     $353,128      $12,451        $8,602     $356,977
*includes the cumulative write-down of securities considered to be other-than-temporarily impaired at
September 30, 2009, with impairment write-downs totaling $1,986; all related to private label
mortgage-backed securities.

December 31, 2008
Amortized
Cost*

Gross
Unrealized

Gross
Unrealized

Estimated
Fair Value
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Gains Losses
Available for Sale:

D e b t  o b l i g a t i o n s  o f  U . S .
Government-sponsored enterprises

    $      700      $      1      $     ---      $       701

Mortgage-backed securities:
     U . S .  Gov e r nmen t - s p o n s o r e d
enterprises

      172,661       4,874             10        177,525

     U.S. Government agencies         32,750           961             26          33,685
     Private label*         43,579           172        4,193          39,558
Obl iga t ions  of  S ta te  and  Pol i t ica l
Subdivisions thereof

        42,534           166        3,667          39,033

     Total     $292,224      $6,174      $7,896      $290,502

*includes the cumulative write-down of securities considered to be other-than-temporarily impaired at December 31, 2008, with impairment
write-downs totaling $1,435; all related to private label mortgage-backed securities.

Securities� Maturity Distribution:

The following table summarizes the maturity distribution of the amortized cost and estimated fair value of securities
available for sale as of September 30, 2009. Actual maturities may differ from the final maturities depicted below
because borrowers or issuers may have the right to prepay or call obligations with or without prepayment or call
penalties. Mortgage-backed securities are allocated among the maturity groupings based on their final maturity dates.

September 30, 2009

Securities Available for Sale
Amortized

Cost
Estimated
Fair Value

Due after one year through five years         $    1,869         $    1,917
Due after five years through ten years             16,752             16,846
Due after ten years           334,507           338,214
Total         $353,128         $356,977

Securities Impairment:

As a part of the Company�s ongoing security monitoring process, the Company identifies securities in an unrealized
loss position that could potentially be other-than-temporarily impaired. Effective April 1, 2009, the Company adopted
a new accounting standard issued by the FASB which amended the other-than-temporary impairment guidance
included in GAAP for debt securities by requiring a write-down in certain circumstances when fair value is below
amortized cost.

In accordance with the new accounting standard, during the quarter ended September 30, 2009 the Company
recognized total OTTI losses of $511 in the statement of income (before taxes) related to seven, available-for sale,
private label residential mortgage-backed securities where the Company had previously determined that these
securities were other-than-temporarily impaired. In all cases the OTTI losses represented management�s best estimate
of additional credit losses inherent in these seven securities. The $511 in additional estimated credit losses, net of
taxes, were previously recorded in unrealized gains or losses on securities available-for-sale within accumulated other
comprehensive income or loss, a component of total shareholders� equity on the Company�s consolidated balance sheet.

Subsequent to the April 1, 2009 adoption of the new accounting standard, the Company recorded total OTTI losses
amounting to $2,072, of which $511 were recorded in the third quarter and $1,561 in the second quarter. These OTTI
losses were related to eight, available-for-for sale, 1-4 family non-agency mortgage backed securities. Of the $2,072
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total OTTI losses, $965 represented estimated credit losses on the collateral underlying the securities, while $1,107
(before taxes) represented unrealized losses for the same securities resulting from factors other than credit. The $965
in estimated credit losses were recorded in earnings (before taxes), with the $1,107 non-credit portion of the
unrealized losses recorded within accumulated other comprehensive income or loss, net of taxes.

The $965 in OTTI losses recognized in earnings represented management�s best estimate of credit losses inherent in
the securities based on discounted, bond-specific future cash flow projections using assumptions about cash flows
associated with the pools of loans underlying each security. In estimating those cash flows the Company considered
loan level credit characteristics, current delinquency and nonperforming loan rates, current levels of subordination and
credit support, recent default rates and future constant default rate estimates, loan to collateral value ratios, recent
collateral loss severities and future collateral loss severity estimates, recent prepayment rates and future prepayment
rate assumptions, and other estimates of future collateral performance.

Prior to the adoption of the new accounting standard, in the first quarter of 2009 the Company recorded
other-than-temporary impairment losses of $1,007 related to five available-for-sale, 1-4 family non-agency
mortgage-backed securities because the Company could no longer conclude that it was probable that it would recover
all of the principal and interest on these securities. This charge represented the total amount of unrealized losses on
these securities at March 31, 2009 and was recorded within net securities gains in the Company�s consolidated
statement of income.

Despite some rising levels of delinquencies, defaults and losses in the underlying residential mortgage loan collateral,
given credit enhancements resulting from the structures of the individual securities, the Company expects that as of
September 30, 2009 it will recover the amortized cost basis of its private label mortgage-backed securities as depicted
in the table below and has therefore concluded that such securities were not other-than-temporarily impaired as of that
date. Nevertheless, given recent market conditions, it is possible that adverse changes in repayment performance and
fair value could occur in the remainder of 2009 and later years that could impact the Company�s current best estimates.
Management has modeled cash flows from privately issued mortgage-backed securities under various scenarios and
has concluded that even if home price depreciation and current delinquency trends persist for an extended period of
time, the Company�s principal losses, if any, on its privately issued mortgage-backed securities would be substantially
less than their current fair valuation losses. 

The Company intends to closely monitor the performance of the privately issued mortgage-backed securities and other
securities to assess if changes in their underlying credit performance or other events cause the cost basis of those
securities to become other-than-temporarily impaired. However, because the unrealized losses on available-for-sale
investment securities have already been reflected in the financial statement values for investment securities and
stockholders� equity, any recognition of an other-than-temporary decline in value of those investment securities would
not have a material effect on the Company�s consolidated financial condition.

The following table displays the beginning balance of OTTI related to credit losses on debt securities held by the
Company at the beginning of the current reporting period for which the other than credit related portion of the OTTI
was included in accumulated other comprehensive income (net of tax), as well as changes in credit losses recognized
in pre-tax earnings for the quarter ended September 30, 2009.

Estimated credit losses as of June 30, 2009      $1,475
Additions for credit losses for securities in which OTTI
      has been previously recognized           511
Estimated credit losses as of September 30, 2009      $1,986

As of September 30, 2009, the total OTTI losses included in accumulated other comprehensive income amounted to
$1,846, net of tax, compared with none at December 31, 2008. These OTTI losses related to eleven private label
mortgage-backed securities, with a total unamortized cost of $7,540 at September 30, 2009.
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As of September 30, 2009, based on a review of each of the remaining securities in the securities portfolio, the
Company concluded that it expects to recover its amortized cost basis for such securities. This conclusion was based
on the issuers� continued satisfaction of the securities obligations in accordance with their contractual terms and the
expectation that they will continue to do so through the maturity of the security, the expectation that the Company will
receive the entire amount of future contractual cash flows, as well as the evaluation of the fundamentals of the issuers�
financial condition and other objective evidence. Accordingly, the Company concluded that the declines in the values
of those securities were temporary and that any additional other-than-temporary impairment charges were not
appropriate at September 30, 2009. As of that date, the Company did not intend to sell nor anticipated that it would be
required to sell any of its impaired securities, that is, where fair value is less than the cost basis of the security.

The following table summarizes the fair value of securities with continuous unrealized losses for less than 12 months
and those that have been in a continuous unrealized loss position for 12 months or longer as of September 30, 2009.
All securities referenced are debt securities. At September 30, 2009, and December 31, 2008, the Company did not
hold any common stock or other equity securities in its securities portfolio.

Less than 12 months 12 months or longer Total
Estimated
Fair
Value

Number of
Investments

Unrealized
Losses

Estimated
Fair
Value

Number of
Investments

Unrealized
Losses

Estimated
Fair
Value

Number of
Investments

Unrealized
Losses

Description of
Securities:

Obligations of
     U.S.
Government-sponsored
     enterprises   $     976            1     $     69   $     ---           ---      $    ---     $     976             1      $     69

Mortgage-backed
securities:
     U.S.
Government-sponsored
          enterprises     11,504            7          429           21              1               1       11,525             8           430
     U.S. Government
agencies       3,590          10            31         377              9               9         3,967           19             40

     Private label       4,905          14       2,502     19,814            55        4,081       24,719           69        6,583

Obligations of
states and
     political
subdivisions thereof          461            1              8     12,428            50        1,472       12,889           51        1,480

Total   $21,436          33     $3,039   $32,640          115      $5,563     $54,076         148      $8,602

For securities with unrealized losses, the following information was considered in determining that the impairments
were not other-than-temporary:

Mortgage-backed securities issued by U.S. Government agencies: As of September 30, 2009, the total
unrealized losses on these securities amounted to $40, compared with $26 at December 31, 2008. All of these
securities were credit rated "AAA" by the major credit rating agencies. Management�s analysis indicates that
these securities bear no credit risk because they are backed by the full faith and credit of the United States.
The Company attributes the unrealized losses at September 30, 2009 to changes in current market yields and
pricing spreads for similar securities since the date the underlying securities were purchased, and does not
consider these securities to be other-than-temporarily impaired at September 30, 2009.

• 
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Mortgage-backed securities issued by U.S. Government-sponsored enterprises: As of September 30, 2009,
the total unrealized losses on these securities amounted to $430, compared with $10 at December 31, 2008.
All of these securities were credit rated "AAA" by the major credit rating agencies. Company management
believes these securities have minimal credit risk, as these enterprises play a vital role in the nation�s financial
markets. Management�s analysis indicates that that the unrealized losses at September 30, 2009 were attributed
to changes in current market yields and pricing spreads for similar securities since the date the underlying
securities were purchased, and does not consider these securities to be other-than-temporarily impaired at
September 30, 2009.

• 

Private label mortgage-backed securities: As of September 30, 2009, the total unrealized losses on the Bank�s
private label mortgage-backed securities amounted to $6,583, compared with $4,193 at December 31 2008.
The Company attributes the unrealized losses at September 30, 2009 to the current illiquid market for
non-agency mortgage-backed securities, a seriously declining housing market, risk related market pricing
discounts for non-agency mortgage-backed securities and the historical disruption and de-leveraging in the
financial markets in general. Based upon the foregoing considerations and the expectation that the Company
will receive all of the future contractual cash flows on these securities, the Company does not consider these
securities to be other-than-temporarily impaired at September 30, 2009.

• 

Obligations of states of the U.S. and political subdivisions thereof: As of September 30, 2009, the total
unrealized losses on the Bank�s municipal securities amounted to $1,480, compared with $3,667 at December
31, 2008. The Bank�s municipal securities are supported by the general taxing authority of the municipality
and in the cases of school districts, are supported by state aid. At September 30, 2009 all municipal bond
issuers were current on contractually obligated interest and principal payments. The Company attributes the
unrealized losses at September 30, 2009 to changes in prevailing market yields and pricing spreads since the
date the underlying securities were purchased, driven in part by current market concerns about the prolonged
deep recession and the impact it might have on the future financial stability of municipalities throughout the
country. Accordingly, The Company does not consider these municipal securities to be other-than-temporarily
impaired at September 30, 2009.

• 

At September 30, 2009, the Company had no intent to sell nor anticipated that it would be required to sell any of its
impaired securities as identified and discussed immediately above, and therefore did not consider these securities to be
other-than-temporarily impaired as of that date.

Securities Gains and Losses:

The following table summarizes realized gains and losses and other-than-temporary impairment losses on securities
available for sale for the three and nine months ended September 30, 2009 and 2008. 

Proceeds
from Sale of
Securities
Available
for Sale

Realized
Gains

Realized
Losses

Other
Than

Temporary
Impairment
Losses Net

Three months ended September
30:
2009

        $14,575

     $   695

$ ---

Edgar Filing: BAR HARBOR BANKSHARES - Form 10-Q

17



     $   511

      $184

2008

        $  5,397

     $     89

$ ---

     $     ---

      $  89

Nine months ended September 30:

2009

       $62,357

     $2,528

$ ---

     $1,972

$556

2008

       $21,065

     $   604

$ ---

     $     ---

        $604

Gains and losses on the sale of securities available for sale are determined using specific-identification method.

Note 5: Retirement Benefit Plans

The Company has non-qualified supplemental executive retirement agreements with certain retired officers. The
agreements provide supplemental retirement benefits payable in installments over a period of years upon retirement or
death. The Company recognized the net present value of payments associated with the agreements over the service
periods of the participating officers. Interest costs continue to be recognized on the benefit obligations.

The Company also has supplemental executive retirement agreements with certain current executive officers. These
agreements provide a stream of future payments in accordance with individually defined vesting schedules upon
retirement, termination, or upon a change of control.
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The following table summarizes the net periodic benefit costs for the three and nine months ended September 30,
2009 and 2008:

Supplemental Executive
Retirement Plans
2009 2008

Three Months Ended September 30,
Service cost      $ 53        $  47

Interest cost         45            39

Amortization of actuarial loss           3              4
     Net periodic benefit cost      $101        $  90

Nine Months Ended September 30,
Service cost      $164        $152

Interest cost        134          124

Amortization of actuarial loss            7            11
     Net periodic benefit cost      $305        $287

The Company is expected to recognize $401 of expense for the foregoing plans for the year ended December 31,
2009. The Company is expected to contribute $222 to the foregoing plans in 2009. As of September 30, 2009, the
Company had contributed $170.

Note 6: Commitments and Contingent Liabilities

The Company�s wholly owned subsidiary, Bar Harbor Bank & Trust (the "Bank"), is a party to financial instruments in
the normal course of business to meet financing needs of its customers. These financial instruments include
commitments to extend credit, unused lines of credit, and standby letters of credit.

Commitments to originate loans, including unused lines of credit, are agreements to lend to a customer provided there
is no violation of any condition established in the contract. Commitments generally have fixed expiration dates or
other termination clauses and may require payment of a fee. Since many of the commitments are expected to expire
without being drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The
Bank uses the same credit policy to make such commitments as it uses for on-balance-sheet items, such as loans. The
Bank evaluates each customer�s creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed
necessary by the Bank upon extension of credit, is based on management�s credit evaluation of the borrower.

The Bank guarantees the obligations or performance of customers by issuing standby letters of credit to third parties.
These standby letters of credit are primarily issued in support of third party debt or obligations. The risk involved in
issuing standby letters of credit is essentially the same as the credit risk involved in extending loan facilities to
customers, and they are subject to the same credit origination, portfolio maintenance and management procedures in
effect to monitor other credit and off-balance sheet instruments. Exposure to credit loss in the event of
non-performance by the counter-party to the financial instrument for standby letters of credit is represented by the
contractual amount of those instruments. Typically, these standby letters of credit have terms of five years or less and
expire unused; therefore, the total amounts do not necessarily represent future cash requirements.

The following table summarizes the contractual amounts of commitments and contingent liabilities as of September
30, 2009 and December 31, 2008:

September 30,
2009

December 31,
2008

Commitments to originate loans            $48,953            $31,584
Unused lines of credit            $74,748            $70,610
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Un-advanced portions of construction loans            $10,096            $  4,284
Standby letters of credit            $     372            $     262

As of September 30, 2009 and December 31, 2008, the fair value of the standby letters of credit was not significant to
the Company�s consolidated financial statements.

Note 7: Financial Derivative Instruments

As part of its overall asset and liability management strategy, the Bank periodically uses derivative instruments to
minimize significant unplanned fluctuations in earnings and cash flows caused by interest rate volatility. The Bank�s
interest rate risk management strategy involves modifying the re-pricing characteristics of certain assets and liabilities
so that changes in interest rates do not have a significant effect on net income.

The Company recognizes all of its derivative instruments on the consolidated balance sheet at fair value. On the date
the derivative instrument is entered into, the Bank designates whether the derivative is part of a hedging relationship
(i.e., cash flow or fair value hedge). The Bank formally documents relationships between hedging instruments and
hedged items, as well as its risk management objective and strategy for undertaking hedge transactions. The Bank also
assesses, both at the hedge�s inception and on an ongoing basis, whether the derivatives used in hedging transactions
are highly effective in offsetting the changes in cash flows or fair values of hedged items.

Changes in fair value of derivative instruments that are highly effective and qualify as a cash flow hedge are recorded
in other comprehensive income or loss. Any ineffective portion is recorded in earnings. For fair value hedges that are
highly effective, the gain or loss on the hedge and the loss or gain on the hedged item attributable to the hedged risk
are both recognized in earnings, with the differences (if any) representing hedge ineffectiveness. The Bank
discontinues hedge accounting when it is determined that the derivative is no longer highly effective in offsetting
changes of the hedged risk on the hedged item, or management determines that the designation of the derivative as a
hedging instrument is no longer appropriate.

At September 30, 2009, the Bank had two outstanding, off-balance sheet, derivative instruments. These derivative
instruments were interest rate floor agreements, with notional principal amounts totaling $30,000. The details are
summarized as follows:

Interest Rate Floor Agreements

Notional
Amount

Termination
Date

Prime Strike
Rate

Premium
Paid

Unamortized
Premium at
9/30/09

Fair Value
9/30/09

Cumulative
Cash Flows
Received

$20,000 08/01/10 6.00%       $186             $51        $448           $613
$10,000 11/01/10 6.50%       $  69             $26        $320           $394

During 2005, interest rate floor agreements were purchased to limit the Bank�s exposure to falling interest rates on two
pools of loans indexed to the Prime interest rate. Under the terms of the agreements, the Bank paid premiums of $186
and $69 for the right to receive cash flow payments if the Prime interest rate falls below the floors of 6.00% and
6.50%, thus effectively ensuring interest income on the pools of prime-based loans at minimum rates of 6.00% and
6.50% for the duration of the agreements. The interest rate floor agreements were designated as cash flow hedges in
accordance with the FASB�s accounting standard related to accounting for derivative instruments and hedging
activities.

For the three and nine months ended September 30, 2009, total cash flows received from counterparties amounted to
$222 and $656, compared with $90 and $189 for the same periods in 2008, respectively. The cash flows received from
counterparties were recorded in interest income.
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At September 30, 2009, the total fair value of the interest rate floor agreements was $768 compared with $1,229 at
December 31, 2008. The fair values of the interest rate floor agreements are included in other assets on the Company�s
consolidated balance sheets. Changes in the fair value, representing unrealized gains or losses, are recorded in
accumulated other comprehensive income.

The premiums paid on the interest rate floor agreements are being recognized as reductions of interest income over the
duration of the agreements using the floorlet method. During the three and nine months ended September 30, 2009,
$19 and $53 of the premium was recognized as a reduction of interest income. At September 30, 2009, the remaining
unamortized premiums, totaled $77, compared with $130 at December 31, 2008. During the next twelve months, $73
of the premiums will be recognized as reductions of interest income, decreasing the interest income related to the
hedged pool of Prime-based loans.

A summary of the hedging related balances follows:

September 30, 2009 December 31, 2008

Gross
Net of
Tax Gross

Net
of Tax

Unrealized gain on interest rate floors         $768       $507     $1,229       $811
Unrealized gain (loss) on interest rate swaps            ---          ---            23           16
Unamortized premium on interest rate floors           (77)         (51)         (130)          (87)
     Total         $691       $456       $1,122        $740

Note 8: Fair Value Measurements

Effective January 1, 2008, the Company adopted the provisions of an accounting standard related to fair value
measurements for financial assets and financial liabilities. This accounting standard defined fair value, established a
framework for measuring fair value in generally accepted accounting principles and expanded the required disclosures
about fair value measurements.

The FASB defined fair value as the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants. A fair value measurement assumes that the transaction to sell the
asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal
market, the most advantageous market for the asset or liability. The price in the principal (or most advantageous)
market used to measure the fair value of the asset or liability shall not be adjusted for transaction costs. An orderly
transaction is a transaction that assumes exposure to the market for a period prior to the measurement date to allow for
marketing activities that are usual and customary for transactions involving such assets and liabilities; it is not a forced
transaction. Market participants are buyers and sellers in the principal market that are (i) independent,
(ii) knowledgeable, (iii) able to transact, and (iv) willing to transact.

The FASB�s fair value measurement standard requires the use of valuation techniques that are consistent with the
market approach, the income approach and/or the cost approach. The market approach uses prices and other relevant
information generated by market transactions involving identical or comparable assets and liabilities. The income
approach uses valuation techniques to convert future amounts, such as cash flows or earnings, to a single present
amount on a discounted basis. The cost approach is based on the amount that currently would be required to replace
the service capacity of an asset (replacement cost). Valuation techniques should be consistently applied. Inputs to
valuation techniques refer to the assumptions that market participants would use in pricing the asset or liability. Inputs
may be observable, meaning those that reflect the assumptions market participants would use in pricing the asset or
liability developed based on market data obtained from independent sources, or unobservable, meaning those that
reflect the reporting entity's own assumptions about the assumptions market participants would use in pricing the asset
or liability developed based on the best information available in the circumstances. In that regard, the FASB
established a fair value hierarchy for valuation inputs that gives the highest priority to quoted prices in active markets
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(Level 1 measurements) for identical assets or liabilities and the lowest priority to unobservable inputs (Level 3
measurements). The fair value hierarchy is as follows: 

Level 2 � Valuation is based on quoted prices for similar instruments in active markets, quoted prices for
identical or similar assets or liabilities in markets that are not active, and model-based techniques for which all
significant assumptions are observable in the market.

• 

Level 3 � Valuation is principally generated from model-based techniques that use at least one significant
assumption not observable in the market. These unobservable assumptions reflect estimates that market
participants would use in pricing the asset or liability. Valuation techniques include use of discounted cash
flow models and similar techniques.

• 

The FASB�s fair value accounting standard indicates that the level in the fair value hierarchy within which the fair
value measurement in its entirety falls is determined based on the lowest level input that is significant to the fair value
measurement in its entirety.

The most significant instruments that the Company values are securities, all of which fall into Level 2 in the fair value
hierarchy. The securities in the available for sale portfolio are priced by independent providers. In obtaining such
valuation information from third parties, the Company has evaluated their valuation methodologies used to develop
the fair values in order to determine whether valuations are appropriately placed within the fair value hierarchy and
whether the valuations are representative of an exit price in the Company�s principal markets. The Company�s principal
markets for its securities portfolios are the secondary institutional markets, with an exit price that is predominantly
reflective of bid level pricing in those markets. Additionally, the Company periodically tests the reasonableness of the
prices provided by these third parties by obtaining fair values from other independent providers and by obtaining desk
bids from a variety of institutional brokers. 

A description of the valuation methodologies used for instruments measured at fair value, as well as the general
classification of such instruments pursuant to the valuation hierarchy, is set forth below. These valuation
methodologies were applied to all of the Company�s financial assets and financial liabilities carried at fair value
effective January 1, 2008.

Derivative Instruments: Derivative instruments are reported at fair value utilizing Level 2 inputs. The
Company obtains independent dealer market price estimates to value its Prime interest rate floors. Derivative
instruments are priced by independent providers using observable market data and assumptions with
adjustments based on widely accepted valuation techniques. A discounted cash flow analysis on the expected
cash flows of each derivative reflects the contractual terms of the derivatives, including the period to maturity,
and uses observable market-based inputs, including interest rate curves, implied volatilities, transaction size,
custom tailored features, counterparty credit quality, and the estimated current replacement cost of the
derivative instrument.

• 

The foregoing valuation methodologies may produce fair value calculations that may not be fully indicative of net
realizable value or reflective of future fair values. While Company management believes these valuation
methodologies are appropriate and consistent with other market participants, the use of different methodologies or
assumptions to determine the fair value of certain financial instruments could result in a different estimate of fair
value at the reporting date.

The following table summarizes financial assets and financial liabilities measured at fair value on a recurring basis as
of September 30, 2009, segregated by the level of the valuation inputs within the fair value hierarchy utilized to
measure fair value:
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Level
1 Inputs

Level 2
Inputs

Level 3
Inputs

Total Fair
Value

Securities available for sale:
     Obligations of US Government-sponsored
enterprises $ ---     $    4,212 $ ---     $    4,212
     Mortgage-backed securities:
          U.S. Government-sponsored enterprises $ ---     $232,734 $ ---     $232,734
          U.S. Government agencies $ ---     $   26,087 $ ---     $   26,087
          Private label $ ---     $   27,746 $ ---     $   27,746
     Obligations of states and political subdivisions
thereof $ ---     $   66,198 $ ---     $   66,198
Derivative assets $ ---     $        768 $ ---     $        768

The FASB�s fair value accounting standard also requires disclosure of assets and liabilities measured and recorded at
fair value on a non-recurring basis; that is, the instruments are not measured at fair value on an ongoing basis but are
subject to fair value adjustments in certain circumstances (for example, when there is evidence of impairment).

The following table summarizes financial assets and financial liabilities measured at fair value on a non-recurring
basis as of September 30, 2009, segregated by the level of the valuation inputs within the fair value hierarchy utilized
to measure fair value.

Principal
Balance
as of
9/30/09

Level 1
Inputs

Level 2
Inputs

Level 3
Inputs

Fair Value
as of
9/30/09

Collateral dependent impaired loans $2,027 $ --- $ --- $2,027 $1,526

Specific allowances for impaired loans are determined in accordance with the FASB�s accounting standards related to
the accounting by creditors for impairment of a loan, and loan income recognition and disclosures. The Company had
collateral dependent impaired loans with a carrying value of approximately $2.0 million which had specific reserves
included in the allowance of $501 thousand at September 30, 2009.

Note 9: Fair Value of Financial Instruments

The Company discloses fair value information about financial instruments for which it is practicable to estimate fair
value. Fair value estimates are made as of a specific point in time based on the characteristics of the financial
instruments and relevant market information. Where available, quoted market prices are used. In other cases, fair
values are based on estimates using present value or other valuation techniques. These techniques involve
uncertainties and are significantly affected by the assumptions used and judgments made regarding risk characteristics
of various financial instruments, discount rates, estimates of future cash flows, future expected loss experience and
other factors. Changes in assumptions could significantly affect these estimates. Derived fair value estimates cannot
be substantiated by comparison to independent markets and, in certain cases, could not be realized in an immediate
sale of the instrument.

Fair value estimates are based on existing financial instruments without attempting to estimate the value of anticipated
future business and the value of assets and liabilities that are not considered financial instruments. Accordingly, the
aggregate fair value amounts presented do not purport to represent the underlying market value of the Company.

The following describes the methods and significant assumptions used by the Company in estimating the fair values of
significant financial instruments:
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Cash and cash equivalents:

For cash and cash equivalents, including cash and due from banks and other short-term investments with maturities of
90 days or less, the carrying amounts reported on the consolidated balance sheet approximate fair values. 

Loans:

For variable rate loans that re-price frequently and have no significant change in credit risk, fair values are based on
carrying values. The fair value of other loans is estimated by discounting the future cash flows using the current rates
at which similar loans would be made to borrowers with similar credit ratings and for the same remaining maturities.

Deposits

: The fair value of deposits with no stated maturity is equal to the carrying amount. The fair value of time deposits is
based on the discounted value of contractual cash flows, applying interest rates currently being offered on wholesale
funding products of similar maturities. The fair value estimates for deposits do not include the benefit that results from
the low-cost funding provided by the deposit liabilities compared to the cost of alternative forms of funding ("deposit
base intangibles"). 

Borrowings:

For borrowings that mature or re-price in 90 days or less, carrying value approximates fair value. The fair value of the
Company�s remaining borrowings is estimated by using discounted cash flows based on current rates available for
similar types of borrowing arrangements taking into account any optionality.  

Accrued interest receivable and payable:

The carrying amounts of accrued interest receivable and payable approximate their fair values.

Off-balance sheet financial instruments

: The Company�s off-balance sheet instruments consist of loan commitments and standby letters of credit. Fair values
for standby letters of credit and loan commitments were insignificant. 

A summary of the carrying values and estimated fair values of the Company�s significant financial instruments at
September 30, 2009 and December 31, 2008 follows:

September 30, 2009 December 31, 2008
Carrying
Value

Fair
Value

Carrying
Value

Fair
Value

Financial assets:
     Cash and cash equivalents      $    9,444      $   9,444     $    9,042      $    9,042
     Loans, net      $647,300      $649,465     $628,157      $629,587
     Interest receivable      $    4,595      $    4,595     $    3,999      $    3,999

Financial liabilities:
     Deposits (with no stated maturity)      $298,855      $298,855      $289,481      $289,481
     Time deposits      $320,242      $324,797      $288,712      $293,741
     Securities sold under repurchase agreements      $ 21,505      $ 21,501      $  21,369      $  21,369
     Borrowings from the FHLB and
          junior subordinated debentures      $319,886      $329,309      $302,534      $313,575
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     Interest payable      $    1,168      $    1,168      $    1,351      $    1,351

Note 10: Recently Adopted Accounting Standards

The Company recently adopted the following accounting standards:

The Financial Accounting Standards Board ("FASB") Accounting Standards Codification (the "Codification" or
"ASC")

In June 2009, the FASB issued an accounting standard which established the Codification to become the single source
of authoritative GAAP recognized by the FASB to be applied by nongovernmental entities, with the exception of
guidance issued by the U.S. Securities and Exchange Commission (the "SEC") and its staff.   All guidance contained
in the Codification carries an equal level of authority.   The Codification is not intended to change GAAP, but rather is
expected to simplify accounting research by reorganizing current GAAP into approximately 90 accounting topics.  
The Company adopted this accounting standard in preparing the Consolidated Financial Statements for the period
ended September 30, 2009.  The adoption of this accounting standard, which was subsequently codified into ASC
Topic 105, "Generally Accepted Accounting Principles," had no impact on the Company�s consolidated financial
condition or results of operations.

Fair Value Measurements

In September 2006, the FASB issued an accounting standard related to fair value measurements, which was effective
for the Company on January 1, 2008.   This standard defined fair value, established a framework for measuring fair
value, and expanded disclosure requirements about fair value measurements.  On January 1, 2008, the Company
adopted this accounting standard related to fair value measurements for the Company�s financial assets and financial
liabilities.  The Company deferred adoption of this accounting standard related to fair value measurements for the
Company�s non-financial assets and non-financial liabilities, except for those items recognized or disclosed at fair
value on an annual or more frequently recurring basis, until January 1, 2009.  The adoption of this accounting standard
related to fair value measurements for the Company�s non-financial assets and non-financial liabilities did not have a
material impact on the Company�s consolidated financial condition or results of operations.  This accounting standard
was subsequently codified into ASC Topic 820, "Fair Value Measurements and Disclosures."

In April 2009, the FASB issued an accounting standard which provided guidance on estimating fair value when the
volume and level of activity for an asset or liability have significantly decreased and in identifying transactions that
are not orderly.  In such instances, the accounting standard provides that management may determine that further
analysis of the transactions or quoted prices is required, and a significant adjustment to the transactions or quoted
prices may be necessary to estimate fair value in accordance with GAAP.  The Company adopted this accounting
standard in the second quarter of 2009.  The provisions in this accounting standard were applied prospectively and did
not result in significant changes to the Company�s valuation techniques.  Furthermore, the adoption of this accounting
standard, which was subsequently codified into ASC Topic 820, "Fair Value Measurements and Disclosures," did not
have a material impact on the Company�s consolidated balance sheet or results of operations.

In April 2009, the FASB issued an accounting standard related to disclosures about the fair value of financial
instruments in interim reporting periods of publicly traded companies that were previously only required to be
disclosed in annual financial statements.  The Company adopted this accounting standard in preparing the
Consolidated Financial Statements for the period ended June 30, 2009.  As this accounting standard amended only the
disclosure requirements about the fair value of financial instruments in interim periods, the adoption had no impact on
the Company�s financial condition or results of operations.  See Note 9 for the disclosures required under this
accounting standard, which was subsequently codified into ASC Topic 825, "Financial Instruments."
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Derivative Financial Instruments

  In March 2008, the FASB issued an accounting standard related to disclosure requirements for derivative financial
instruments and hedging activities.   Expanded qualitative disclosures required under this accounting standard
included:   (1) how and why an entity uses derivative financial instruments; (2) how derivative financial instruments
and related hedged items are accounted for under GAAP; and (3) how derivative financial instruments and related
hedged items affect an entity�s financial position, financial results of operations, and cash flows.   This accounting
standard also requires qualitative disclosures about objectives and strategies for using derivatives, quantitative
disclosures about fair value amounts of gains and losses on derivative instruments and disclosures about credit risk
related features in derivative agreements.  The Company adopted this accounting standard in preparing the
Consolidated Financial Statements for the period ended March 31, 2009.   As this accounting standard amended only
the disclosure requirements for derivative financial instruments and hedged items, the adoption had no impact on the
Company�s consolidated financial condition or results of operations.  See Note 7 for the disclosures required under this
accounting standard, which was subsequently codified into ASC Topic 815, "Derivatives and Hedging."

Other-Than-Temporary-Impairments for Debt Securities

In April 2009, the FASB issued an accounting standard which amended other-than-temporary impairment ("OTTI")
guidance in GAAP for debt securities by requiring a write-down when fair value is below amortized cost in
circumstances where: (1) an entity has the intent to sell a security; (2) it is more likely than not that an entity will be
required to sell the security before recovery of its amortized cost basis; or (3) an entity does not expect to recover the
entire amortized cost basis of the security.  If an entity intends to sell a security or if it is more likely than not that the
entity will be required to sell the security before recovery, an OTTI write-down is recognized in earnings equal to the
entire difference between the security�s amortized cost basis and its fair value.  If an entity does not intend to sell the
security or it is not more likely than not that it will be required to sell the security before recovery, the OTTI
write-down is separated into an amount representing credit loss, which is recognized in earnings, and an amount
related to all other factors, which is recognized in other comprehensive income.  This accounting standard did not
amend existing recognition and measurement guidance related to OTTI write-downs of equity securities.  This
accounting standard also extended disclosure requirements related to debt and equity securities to interim reporting
periods. 

This accounting standard was effective and should be applied prospectively for financial statements issued for interim
and annual reporting periods ending after June 15, 2009. When adopting this accounting standard, an entity is required
to record a cumulative-effect adjustment as of the beginning of the period of adoption to reclassify the non-credit
component of a previously recognized other-than-temporary impairment from retained earnings to accumulated other
comprehensive loss if the entity does not intend to sell the security and it is not likely that the entity will be required to
sell the security before recovery of its amortized cost. The Company adopted this accounting standard as of April 1,
2009 and recognized the effect of applying it as a change in accounting principle. The Company recognized a $937
cumulative effect of initially applying this standard as an adjustment to retained earnings as of April 1, 2009, with a
corresponding adjustment to accumulated other comprehensive loss. See Note 2 for the disclosures required under this
accounting standard, which was subsequently codified into ASC Topic 320, "Investments � Debt and Equity
Securities."

Subsequent Events

In May 2009, the FASB issued an accounting standard related to subsequent events. Subsequent events are defined by
this standard as events or transactions that occur after the balance sheet date but before financial statements are issued
or are available to be issued. This standard requires an entity to recognize in the financial statements the effects of all
subsequent events that provide additional evidence about conditions that existed at the date of the balance sheet,
including the estimates inherent in the process of preparing financial statements. Subsequent events that provide
evidence about conditions that did not exist at the date of the balance sheet but arose after the balance sheet date but
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before financial statements are issued or are available to be issued are not recognized in the financial statements. This
standard requires disclosure of the date through which subsequent events have been evaluated, as well as
non-recognized subsequent events of such a nature that they must be disclosed to keep the financial statements from
being misleading. This standard was effective for interim or annual periods ending after June 15, 2009 and should be
applied prospectively. The adoption of this standard did not have a material impact on the Company�s consolidated
financial statements.

In connection with the September 30, 2009 quarterly report on Form 10-Q, Company management evaluated
subsequent events through November 9, 2009, and determined that there were no non-recognized subsequent events
through that date.

Note 11: Recent Accounting Developments

The following information addresses new or proposed accounting standards that could have an impact on the
Company�s financial condition or results of operations.

Determining the Primary Beneficiary of a Variable Interest Entity

In June 2009, the FASB issued an accounting standard which will require a qualitative rather than a quantitative
analysis to determine the primary beneficiary of a variable interest entity ("VIE") for consolidation purposes.   The
primary beneficiary of a VIE is the enterprise that has: (1) the power to direct the activities of the VIE that most
significantly impact the VIE�s economic performance, and (2) the obligation to absorb losses of the VIE that could
potentially be significant to the VIE or the right to receive benefits of the VIE that could potentially be significant to
the VIE.  This accounting standard is effective for the Company on January 1, 2010.  The adoption of this accounting
standard is not expected to impact the Company�s consolidated results of operation of financial condition.

Accounting for Transfers of Financial Assets:

In June 2009, the FASB issued an accounting standard which amended current GAAP related to the transfers of
financial assets. This standard eliminates the exceptions for qualifying special purpose entities from the consolidation
guidance and the exception that permitted sale accounting for certain mortgage securitizations when a transferor has
not surrendered control over the transferred assets. This standard is effective as of the beginning of the first annual
reporting period that begins after November 15, 2009, for interim periods within that first annual reporting period, and
for interim and annual reporting periods thereafter. Earlier adoption is prohibited. The recognition and measurement
provisions of this standard should be applied to transfers that occur on or after the effective date. Additionally, on and
after the effective date, the concept of a qualifying special-purpose entity is no longer relevant for accounting
purposes. Therefore, formerly qualifying special-purpose entities will be evaluated for consolidation on and after the
effective date in accordance with applicable consolidation guidance. The adoption of this standard is not expected to
have an impact on the Company�s consolidated results of operation of financial condition.

Item 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS

OF OPERATIONS

Management�s discussion and analysis, which follows, focuses on the factors affecting the Company�s consolidated
results of operations for the three and nine months ended September 30, 2009 and 2008, and financial condition at
September 30, 2009, and December 31, 2008, and where appropriate, factors that may affect future financial
performance. The following discussion and analysis of financial condition and results of operations of the Company
and its subsidiaries should be read in conjunction with the consolidated financial statements and notes thereto, and
selected financial and statistical information appearing elsewhere in this report on Form 10-Q.
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Amounts in the prior period financial statements are reclassified whenever necessary to conform to current period
presentation.

Unless otherwise noted, all dollars are expressed in thousands except share data.

Use of Non-GAAP Financial Measures:

Certain information discussed below is presented on a fully taxable equivalent basis. Specifically, included in third
quarter 2009 and 2008 interest income was $833 and $486, respectively, of tax-exempt interest income from certain
investment securities and loans. For the nine months ended September 30, 2009 and 2008, the amount of tax-exempt
income included in interest income was $2,294 and $1,473, respectively.

An amount equal to the tax benefit derived from this tax exempt income has been added back to the interest income
totals discussed in certain sections of this Management�s Discussion and Analysis, representing tax equivalent
adjustments of $391 and $221 in the third quarter of 2009 and 2008, respectively, and $1,080 and $662 for the nine
months ended September 30, 2009 and 2008, respectively, which increased net interest income accordingly. The
analysis of net interest income tables included in this report on Form 10-Q provide a reconciliation of tax equivalent
financial information to the Company's consolidated financial statements, which have been prepared in accordance
with U.S. generally accepted accounting principles.

Management believes the disclosure of tax equivalent net interest income information improves the clarity of financial
analysis, and is particularly useful to investors in understanding and evaluating the changes and trends in the
Company's results of operations. Other financial institutions commonly present net interest income on a tax equivalent
basis. This adjustment is considered helpful in the comparison of one financial institution's net interest income to that
of another institution, as each will have a different proportion of tax-exempt interest from their earning asset
portfolios. Moreover, net interest income is a component of a second financial measure commonly used by financial
institutions, net interest margin, which is the ratio of net interest income to average earning assets. For purposes of this
measure as well, other financial institutions generally use tax equivalent net interest income to provide a better basis
of comparison from institution to institution. The Company follows these practices.

FORWARD LOOKING STATEMENTS DISCLAIMER

Certain statements, as well as certain other discussions contained in this report on Form 10-Q, or incorporated herein
by reference, contain statements which may be considered to be forward-looking within the meaning of Section 27A
of the Securities Act of 1933, as amended and Section 21E of the Securities Exchange Act of 1934, as amended. You
can identify these forward-looking statements by the use of words like "strategy," "expects," "plans," "believes,"
"will," "estimates," "intends," "projects," "goals," "targets," and other words of similar meaning. You can also identify
them by the fact that they do not relate strictly to historical or current facts.

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

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

Edgar Filing: BAR HARBOR BANKSHARES - Form 10-Q

28



(ii) The Company's earnings depend to a great extent on the level of net interest income (the
difference between interest income earned on loans and investments and the interest
expense paid on deposits and borrowings) generated by the Bank, and thus the Bank's
results of operations may be adversely affected by increases or decreases in interest rates;

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

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

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

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

(vii) Significant changes in the Company�s internal controls, or internal control failures;

(viii) Acts or threats of terrorism and actions taken by the United States or other governments
as a result of such threats, including military action, could further adversely affect
business and economic conditions in the United States generally and in the Company�s
markets, which could have an adverse effect on the Company�s financial performance and
that of borrowers and on the financial markets and the price of the Company�s common
stock;

(ix) Significant changes in the extensive laws, regulations, and policies governing bank
holding companies and their subsidiaries could alter the Company's business
environment or affect its operations;

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

(xi) The Company�s success in managing the risks involved in all of the foregoing matters.
You should carefully review all of these factors as well as the risk factors set forth in Item 1A. Risk Factors contained
in the Company�s Annual Report on Form 10-K for the year ended December 31, 2008. There may be other risk
factors that could cause differences from those anticipated by management.
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The forward-looking statements contained herein represent the Company's judgment as of the date of this report on
Form 10-Q and the Company cautions readers not to place undue reliance on such statements. The Company
disclaims any obligation to publicly update or revise any forward-looking statement contained in the succeeding
discussion, or elsewhere in this report on Form 10-Q, except to the extent required by federal securities laws.

APPLICATION OF CRITICAL ACCOUNTING POLICIES

Management�s discussion and analysis of the Company�s financial condition and results of operations are based on the
Consolidated Financial Statements, which are prepared in accordance with U.S. generally accepted accounting
principles. The preparation of such financial statements requires management to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenues and expenses and related disclosure of contingent assets and
liabilities. Management evaluates its estimates, including those related to the allowance for loan losses, on an ongoing
basis. Management bases its estimates on historical experience and various other assumptions that are believed to be
reasonable under the circumstances, the results of which form the basis in making judgments about the carrying values
of assets that are not readily apparent from other sources. Actual results could differ from the amount derived from
management�s estimates and assumptions under different assumptions or conditions.

The Company�s significant accounting policies are more fully enumerated in Note 1 to the Consolidated Financial
Statements included in Item 8 of its December 31, 2008, report on Form 10-K. The reader of the financial statements
should review these policies to gain a greater understanding of how the Company�s financial performance is reported.
Management believes the following critical accounting policies represent the more significant estimates and
assumptions used in the preparation of the Consolidated Financial Statements:

Allowance for Loan Losses:

The allowance for loan losses (the "allowance") is a significant accounting estimate used in the preparation of the
Company�s consolidated financial statements. The allowance, which is established through a provision for loan loss
expense, is based on management�s evaluation of the level of allowance required in relation to the estimated inherent
risk of probable loss in the loan portfolio. Management regularly evaluates the allowance for loan losses for adequacy
by taking into consideration factors such as previous loss experience, the size and composition of the portfolio, current
economic and real estate market conditions and the performance of individual loans in relation to contract terms and
estimated fair values of collateral. The use of different estimates or assumptions could produce different provisions for
loan losses. A smaller provision for loan losses results in higher net income, and when a greater amount of provision
for loan losses is necessary, the result is lower net income. Refer to Part I, Item 2 below, "Allowance for Loan Losses
and Provision for Loan Losses," in this report on Form 10-Q, for further discussion and analysis concerning the
allowance.

Other-Than-Temporary Impairments on Investment Securities

: One of the significant estimates related to investment securities is the evaluation of other-than-temporary
impairment. The evaluation of securities for other-than- temporary impairment is a quantitative and qualitative
process, which is subject to risks and uncertainties and is intended to determine whether declines in the fair value of
investments should be recognized in current period earnings. The risks and uncertainties include changes in general
economic conditions, the issuer�s financial condition and/or future prospects, the effects of changes in interest rates or
credit spreads and the expected recovery period of unrealized losses. The Company has a security monitoring process
that identifies securities that, due to certain characteristics, as described below, are subjected to an enhanced analysis
on a quarterly basis.

Securities that are in an unrealized loss position, are reviewed at least quarterly to determine if an
other-than-temporary impairment is present based on certain quantitative and qualitative factors and measures. The
primary factors considered in evaluating whether a decline in value of securities is other-than-temporary include: (a)
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the cause of the impairment; (b) the financial condition, credit rating and future prospects of the issuer; (c) whether the
debtor is current on contractually obligated interest and principal payments; (d) the volatility of the securities fair
value; (e) performance indicators of the underlying assets in the security including default rates, delinquency rates,
percentage of nonperforming assets, loan to collateral value ratios, third party guarantees, current levels of
subordination, vintage, and geographic concentration and; (f) any other information and observable data considered
relevant in determining whether other-than-temporary impairment has occurred, including the expectation of the
receipt of all principal and interest due. The Company also considers whether it intends to sell the security, or whether
it believes it is more-likely-than-not that the Company will be required to sell the security, prior to recovery of cost or
amortized cost.

For securitized financial assets with contractual cash flows, such as private label mortgage-backed securities, the
Company periodically updates its best estimate of cash flows over the life of the security. The Company�s best estimate
of cash flows is based upon assumptions consistent with an economic recession, similar to those the Company
believes market participants would use. If the fair value of a securitized financial asset is less than its cost or
amortized cost and there has been an adverse change in timing or amount of anticipated future cash flows since the
last revised estimate to the extent that the Company does not expect to receive the entire amount of future contractual
principal and interest, an other-than-temporary impairment charge to earnings is recognized. Estimating future cash
flows is a quantitative and qualitative process that incorporates information received from third party sources along
with certain assumptions and judgments regarding the future performance of the underlying collateral. In addition,
projections of expected future cash flows may change based upon new information regarding the performance of the
underlying collateral.

Income Taxes:

The Company estimates its income taxes for each period for which a statement of income is presented. This involves
estimating the Company�s actual current tax liability, as well as assessing temporary differences resulting from
differing timing of recognition of expenses, income and tax credits, for tax and accounting purposes. These
differences result in deferred tax assets and liabilities, which are included in the Company�s consolidated balance
sheets. The Company must also assess the likelihood that any deferred tax assets will be recovered from historical
taxes paid and future taxable income and, to the extent that the recovery is not likely, a valuation allowance must be
established. Significant management judgment is required in determining income tax expense, and deferred tax assets
and liabilities. As of September 30, 2009 and December 31, 2008, there was no valuation allowance for deferred tax
assets, which are included in other assets on the consolidated balance sheet.

Goodwill:

The valuation techniques used by the Company to determine the carrying value of intangible assets acquired in
acquisitions involves estimates for discount rates, projected future cash flows and time period calculations, all of
which are susceptible to change based upon changes in economic conditions and other factors. Any changes in the
estimates used by the Company to determine the carrying value of its goodwill may have an adverse effect on the
Company's results of operations. The Company�s annual impairment test was performed as of December 31, 2008.
Refer to Note 2 of the consolidated financial statements in Part I, Item 1 of this report on Form 10-Q for further details
of the Company�s accounting policies and estimates covering "Goodwill and Other Identifiable Intangible Assets."

EXECUTIVE OVERVIEW

Summary Results of Operations

The Company reported consolidated net income of $3,105 for the quarter ended September 30, 2009, compared with
$2,333 in the third quarter of 2008, representing an increase of $772, or 33.1%. Net income available to common
shareholders amounted to $2,833, compared with $2,333 for the quarter ended September 30, 2008, representing an
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increase of $500, or 21.4%. The Company�s diluted earnings per share, after preferred stock dividends and accretion of
preferred stock discount, amounted to $0.95 for the third quarter of 2009, compared with $0.78 for the third quarter of
2008, representing an increase of $0.17, or 21.8%.

The Company�s annualized return on average shareholders� equity ("ROE") amounted to 14.02% in the third quarter of
2009, compared with 14.46% for the third quarter of 2008. The annualized return on average assets ("ROA")
amounted to 1.16%, compared with 0.99% for the third quarter of 2008.

For the nine months ended September 30, 2009, the Company�s net income amounted to $8,486, compared with
$6,314 for the same period in 2008, representing an increase of $2,172, or 34.4%. Net income available to common
shareholders amounted to $7,724, compared with $6,314 for the nine months ended September 30, 2008, representing
an increase of $1,410, or 22.3%. Diluted earnings per share, after preferred stock dividends and accretion of preferred
stock discount, amounted to $2.63 for the nine months ended September 30, 2009, compared with $2.09 for the same
period in 2008, representing an increase of $0.54, or 25.8%.

For the nine months ended September 30, 2009, the Company�s ROE amounted to 13.16%, compared with 12.78% for
the same period in 2008.

• 
Net Interest Income: For the three months ended September 30, 2009, net interest income on a tax-equivalent basis
amounted to $8,823, representing an increase of $1,474, or 20.1%, compared with the third quarter of 2008. The
increase in third quarter 2009 net interest income compared with the same quarter in 2008 was principally attributed to
an improved net interest margin, combined with average earning asset growth of 14.1%. For the three months ended
September 30, 2009, the tax-equivalent net interest margin amounted to 3.38%, representing an improvement of 16
basis points compared with the third quarter of 2008.  

For the nine months ended September 30, 2009, net interest income on a tax-equivalent basis
amounted to $26,295, representing an increase of $5,681, or 27.6%, compared with the same period in
2008. Declines in short-term interest rates have favorably impacted the Bank�s net interest margin, as
the weighted average cost of interest bearing liabilities have declined faster and to a greater degree
than the decline in earning asset yields. For the nine months ended September 30, 2009, the
tax-equivalent net interest margin amounted to 3.45%, representing an improvement of 34 basis
points compared with the same period in 2008.

Non-interest Income: For the three months ended September 30, 2009, total non-interest income amounted to
$1,916, representing a decline of $308 or 13.8%, compared with the third quarter of 2008. The decline in
non-interest income was principally attributed to a $590 decline in credit and debit card service charges and
fees reflecting the previously reported sale of the Bank�s merchant processing and Visa credit card portfolios in
the fourth quarter of 2008. This decline was offset by a comparable decline in debit and credit card expenses,
which are included in non-interest expense in the Company�s consolidated statements of income. The decline
in credit and debit card fees was largely offset by a $244 or 151.6% increase in other operating income, which
was principally attributed to an increase in income from mortgage banking activities. Total securities gains
amounted to $695 for the quarter, largely offset by other-than-temporary impairment losses of $511.

• 

For the nine months ended September 30, 2009, total non-interest income amounted to $4,889,
representing a decline of $1,316 or 21.2% compared with the same period in 2008. The decline in
non-interest income was attributed to a variety of factors, including a $1,002 or 58.4% decline in
credit and debit card service charges and fees. The decline in non-interest income was also attributed
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to a non-recurring $313 gain recorded in 2008 representing the proceeds from shares redeemed in
connection with the Visa, Inc. initial public offering. Service charges on deposit accounts declined
$161 or 13.1% compared with the first nine months of 2008, principally attributed to declines in
deposit account overdraft activity. Trust and financial services fees declined $112 or 5.8%, principally
reflecting declining market values of assets under management.

For the nine months ended September 30, 2009 total securities gains, net of other-than-temporary
impairment losses, amounted to $556, compared with $604 for the same period in 2008, representing
a decline of $48, or 7.9%. The $556 in net securities gains were comprised of realized gains on the
sale of securities amounting to $2,528, largely offset by other-than-temporary impairment losses of
$1,972 on certain available-for-sale, 1-4 family, non-agency mortgage backed securities.

Non-interest Expense: For the three months ended September 30, 2009, total non-interest expense amounted
to $4,967, representing a decline of $145, or 2.8%, compared with the third quarter of 2008. The decline in
non-interest expense was largely attributed to a $523 or 84.5% decline in credit and debit card expenses,
reflecting the previously reported sale of the Bank�s merchant processing and Visa credit card portfolios in the
fourth quarter of 2008. FDIC deposit insurance assessments amounted to $213 for the quarter, representing an
increase of $195 compared with the third quarter of 2008.

• 

For the nine months ended September 30, 2009, total non-interest expense amounted to $15,683,
representing an increase of $349, or 2.3%, compared with the same period in 2008. The increase in
non-interest expense was principally attributed to an $841 increase in FDIC insurance assessments,
including an emergency special FDIC assessment recorded in the second quarter of 2009 amounting
to $495. The special assessment was levied on all FDIC insured financial institutions. Deposit
insurance premiums for all FDIC insured banks have increased as a result of the FDIC�s plan to
reestablish the Deposit Insurance Fund to levels required by the Federal Deposit Reform Act of 2005.

The increase in non-interest expense for the nine months ended September 30, 2009 was also
attributed to a $193 write-down of certain non-marketable venture capital equity investment funds
considered other-than-temporarily impaired, of which $168 was recorded in the first quarter. These
investment funds, which generally qualify for Community Reinvestment Act credit, represent socially
responsible venture capital investments in small businesses throughout Maine and New England.
These write-downs principally reflected the impact current economic conditions have had on these
funds.

For the nine months ended September 30, 2009, salaries and employee benefits expense amounted to
$8,332, representing an increase of $399, or 5.0%, compared with the same period in 2008. The
increase in salaries and employee benefits was principally attributed to increases in employee health
insurance premiums, normal increases in base salaries, as well as changes in staffing levels and mix.

The foregoing increases in non-interest expense were largely offset by a $930 or 77.5% decline in
credit and debit card expenses and a $177 or 14.5% decline in furniture and equipment expenses.

Income Taxes: For the three and nine months ended September 30, 2009, total income taxes amounted to
$1,219 and $3,378, representing increases of $172 and $538, or 16.4% and 18.9%, compared with the same
periods in 2008, respectively. The Company�s effective tax rates amounted to 28.2% and 28.5% for the three
and nine months ended September 30, 2009, compared with 31.0% for the same periods in 2008, respectively.

• 

Summary Financial Condition
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At September 30, 2009 total assets stood at $1,060,707, representing an increase of $88,419, or 9.1%, compared with
December 31, 2008.

Loans: Total loans ended the third quarter at $654,604, representing an increase of $21,001, or 3.3%,
compared with December 31, 2008. Loan growth was led by commercial loans and tax-exempt loans to local
municipalities, which were up $29,814 and $7,087, or 9.3% and 132.3%, respectively, compared with
December 31, 2008. Consumer loans, which principally consist of residential real estate mortgage loans,
declined $15,789 or 5.2% compared with December 31, 2008, reflecting principal pay-downs from the Bank�s
residential mortgage loan portfolio.

• 

Residential mortgage loan origination activity increased significantly during the first nine months of
2009, principally reflecting declines in residential mortgage loan interest rates and borrower
refinancing activity. Because of the interest rate risk considerations associated with holding low
coupon mortgage loans, most of the low fixed rate residential mortgages originated in 2009 were sold
in the secondary market with customer servicing retained and as a result were not reflected in
outstanding loan balances at period end.

Credit Quality: The Bank�s non-performing loans, while trending upward, ended the third quarter at low levels
as compared to the Bank�s peer group average. At September 30, 2009, total non-performing loans amounted
to $7,476 or 1.14% of total loans, compared with $4,404, or 0.70% at December 31, 2008.

• 

During the nine months ended September 30, 2009, the Bank enjoyed a relatively low level of loan
loss experience, which showed improvement compared with the loan loss experience during the first
nine months of 2008. Total net loan charge-offs amounted to $699, or annualized net charge-offs to
average loans outstanding of 0.14%, compared with $1,192, or annualized net charge-offs to average
loans outstanding of 0.26%, for the nine months ended September 30, 2008.
For the three and nine months ended September 30, 2009, the Bank recorded provisions for loan
losses of $1,057 and $2,557, representing increases of $197 and $888, compared with the same
periods in 2008, respectively. The increases in the provision were principally attributed to growth in
the loan portfolio, increases in non-performing loans and deteriorating economic conditions, including
rising unemployment levels and declining real estate values in the markets served by the Bank.
The Bank maintains an allowance for loan losses (the "allowance") which is available to absorb
probable losses on loans. The allowance is maintained at a level that, in management�s judgment, is
appropriate for the amount of risk inherent in the current loan portfolio and adequate to provide for
estimated probable losses. At September 30, 2009, the allowance stood at $7,304, representing an
increase of $1,858 or 34.1% compared with December 31, 2008. At September 30, 2009, the
allowance expressed as a percentage of total loans stood at 1.12%, up from 0.86% at December 31,
2008.

Securities: Total securities ended the third quarter at $356,977, representing an increase of $66,475, or 22.9%,
compared with December 31, 2008. Securities purchased during the first nine months of 2009 consisted of
mortgage-backed securities issued by U.S. government agencies and sponsored enterprises, debt obligations
of U.S. government-sponsored enterprises, and obligations of state and political subdivisions thereof.

• 

Deposits: Historically, the banking business in the Bank�s market area has been seasonal, with lower deposits
in the winter and spring and higher deposits in summer and autumn. The timing and extent of seasonal swings
have varied from year to year, particularly with respect to demand deposits.

• 

Total deposits ended the third quarter at $619,097, representing an increase of $40,904, or 7.1%,
compared with December 31, 2008. Total retail deposits ended the third quarter at $529,092, up
$39,405 or 8.0% compared with December 31, 2008. Demand deposits and NOW accounts combined
were up $10,366 or 8.2%, while retail time deposits were up $30,031 or 15.0% compared with
December 31, 2008.
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Brokered deposits obtained from the national market ended the third quarter at $90,005, representing
an increase of $1,499, or 1.7%, compared with December 31, 2008. Brokered deposits are generally
used to help support the Bank�s earning asset growth, while maintaining its strong, on-balance sheet
liquidity position via secured borrowing lines of credit with the Federal Home Loan Bank and the
Federal Reserve Bank.
The increase in brokered deposits was utilized to help support the Bank�s earning asset growth, while
maintaining its strong liquidity position vis-a-vis secured borrowing lines of credit with the Federal
Home Loan Bank and the Federal Reserve Bank.

Borrowings: Total borrowings ended the third quarter at $341,391, representing an increase of $17,488, or
5.4%, compared with December 31, 2008. The increase in borrowings was principally used to help fund the
growth of the Bank�s securities portfolio.

• 

Capital: During the third quarter of 2009, the Bank continued to exceed regulatory requirements for
"well-capitalized" institutions. Company management considers this to be vital in promoting depositor and
investor confidence and providing a solid foundation for future growth. Under the capital adequacy guidelines
administered by the Bank�s principal regulators, "well-capitalized" institutions are those with Tier I leverage,
Tier I Risk-based, and Total Risk-based ratios of at least 5%, 6% and 10%, respectively. At September 30,
2009, the Company�s Tier I Leverage, Tier I Risk-based, and Total Risk-based capital ratios were 8.32%,
12.88% and 14.68%, compared with 6.61%, 9.95% and 11.60% at December 31, 2008, respectively.

• 

In January 2009, the Company issued and sold $18,751 in Fixed Rate Cumulative Perpetual Preferred
Stock, Series A, no par value, to the U.S. Treasury in connection with its participation in the U.S.
Treasury�s Capital Purchase Program ("CPP"). The CPP is a voluntary program designed by the U.S.
Treasury to provide additional capital to healthy, well-capitalized banks, to help provide economic
stimulus through the creation of additional lending capacity in local banking markets.
At September 30, 2009, the Company�s tangible common equity ratio stood at 6.90%, up from 6.42%
at December 31, 2008.

Shareholder Dividends: The Company paid regular cash dividends of $0.26 per share of common stock in the
third quarter of 2009, unchanged compared with the same quarter in 2008. The Company�s Board of Directors
recently declared a fourth quarter 2009 regular cash dividend of $0.26 per share of common stock.

• 

RESULTS OF OPERATIONS

Net Interest Income

Net interest income is the principal component of the Company's income stream and represents the difference or
spread between interest generated from earning assets and the interest expense paid on deposits and borrowed funds.
Net interest income is entirely generated by the Bank. Fluctuations in market interest rates as well as volume and mix
changes in earning assets and interest bearing liabilities can materially impact net interest income.

Total Net Interest Income:

For the three months ended September 30, 2009, net interest income on a tax equivalent basis amounted to $8,823,
compared with $7,349 in the third quarter of 2008, representing an increase of $1,474, or 20.1%. As more fully
discussed below, the increase in the Bank�s third quarter 2009 net interest income compared with the third quarter of
2008 was principally attributed to average earning asset growth of $127,672, or 14.1%, combined with a 16 basis
point improvement in the tax equivalent net interest margin.

For the nine months ended September 30, 2009, net interest income on a tax-equivalent basis amounted to $26,295,
compared with $20,614 for the same period in 2008, representing an increase of $5,681, or 27.6%. As more fully
discussed below, the increase in net interest income was principally attributed to a 34 basis point improvement in the
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tax-equivalent net interest margin, combined with average earning asset growth of $133,225 or 15.0%, compared with
the nine months ended September 30, 2008.

Factors contributing to the changes in net interest income and the net interest margin are more fully enumerated in the
following discussion and analysis.

Net Interest Income Analysis:

The following tables summarize the Company�s average balance sheets and components of net interest income,
including a reconciliation of tax equivalent adjustments, for the three months ended September 30, 2009 and 2008,
respectively:

AVERAGE BALANCE SHEET AND
ANALYSIS OF NET INTEREST INCOME

THREE MONTHS ENDED
SEPTEMBER 30, 2009 AND 2008

2009 2008

Average
Balance Interest

Weighted
Average
Rate

Average
Balance Interest

Weighted
Average
Rate

Interest Earning Assets:
Loans (1,3)

    $  663,039

    $ 8,799

5.27%

    $616,413

    $ 9,439

6.09%

Taxable securities (2)

        294,572

       4,190

5.64%

      240,673

       3,564

5.89%

Non-taxable securities (2,3)

          61,569
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       1,106

7.13%

        35,842

          620

6.88%

     Total securities

        356,141

       5,296

5.90%

      276,515

       4,184

6.02%

Federal Home Loan Bank stock

          16,068

            ---

0.00%

13,928

          105

3.00%

Fed funds sold, money market funds, and time

     deposits with other banks

               298

               1

1.33%

         1,018

              8

3.13%

     Total Earning Assets
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     1,035,546

     14,096

5.40%

     907,874

     13,736

6.02%

Non-Interest Earning Assets:

Cash and due from banks

             9,384

         6,442

Allowance for loan losses

            (7,068)

        (5,411)

Other assets (2)

           27,472

        28,844

     Total Assets

    $1,065,334

    $937,749

Interest Bearing Liabilities:

Deposits

    $   589,243

    $ 2,664

1.79%

    $520,297

    $ 3,551

2.72%

Borrowings
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         324,081

       2,609

3.19%

      287,681

       2,836

3.92%

     Total Interest Bearing Liabilities

         913,324

       5,273

2.29%

      807,978

       6,387

3.14%

Rate Spread

3.11%

2.88%

Non-Interest Bearing Liabilities:

Demand and other non-interest bearing deposits

           58,139

        60,469

Other liabilities

             6,017

          5,112

     Total Liabilities

         977,480

      873,559

Shareholders' equity

           87,854
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        64,190

     Total Liabilities and Shareholders' Equity

    $1,065,334

    $937,749

Net interest income and net interest margin (3)

       8,823

3.38%

       7,349

3.22%

Less: Tax Equivalent adjustment

         (391)

        (221)

     Net Interest Income

    $ 8,432

3.23%

    $ 7,128

3.12%

(1)  For purposes of these computations, non-accrual loans are included in average loans.
(2)  For purposes of these computations, unrealized gains (losses) on available-for-sale securities are recorded in other assets.

(3)  For purposes of these computations, net interest income and net interest margin are reported on a tax equivalent basis.

AVERAGE BALANCE SHEET AND
ANALYSIS OF NET INTEREST INCOME

NINE MONTHS ENDED
SEPTEMBER 30, 2009 AND 2008

2009 2008

Average
Balance Interest

Weighted
Average
Rate

Average
Balance Interest

Weighted
Average
Rate

Interest Earning Assets:
Loans (1,3)    $  653,740     $26,361 5.39%     $605,505      $28,390 6.26%
Taxable securities (2)        293,731       12,795 5.82%       226,842          9,993 5.88%
Non-taxable securities (2,3)          55,407         3,055 7.37%         36,773          1,874 6.81%
     Total securities        349,138       15,850 6.07%       263,615        11,867 6.01%
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Federal Home Loan Bank stock          15,686              --- 0.00%         13,848             438 4.22%
Fed funds sold, money market funds,
and time
     deposits with other banks              513                3 0.78%           2,884               77 3.57%
     Total Earning Assets     1,019,077       42,214 5.54%       885,852        40,772 6.15%
Non-Interest Earning Assets:
Cash and due from banks             8,505           5,391

Allowance for loan losses            (6,306)          (5,106)

Other assets (2)           27,558         31,390
     Total Assets    $1,048,834     $917,527

Interest Bearing Liabilities:
Deposits    $  562,599     $ 8,100 1.92%     $514,040       $11,465 2.98%
Borrowings        342,862        7,819 3.05%       278,431           8,693 4.17%
     Total Interest Bearing Liabilities        905,461      15,919 2.35%       792,471         20,158 3.40%
Rate Spread 3.19% 2.75%
Non-Interest Bearing Liabilities:
Demand and other non-interest bearing
deposits           51,589         54,238

Other liabilities             5,582           4,815
     Total Liabilities         962,632       851,524

Shareholders' equity           86,202         66,003
     Total Liabilities and Shareholders' Equity    $1,048,834     $917,527

Net interest income and net interest
margin (3)       26,295 3.45%        20,614 3.11%
Less: Tax Equivalent adjustment        (1,080)            (662)

     Net Interest Income     $25,215 3.31%      $19,952 3.01%

Net Interest Margin:

The net interest margin, expressed on a tax equivalent basis, represents the difference between interest and dividends
earned on interest-earning assets and interest paid to depositors and other creditors, expressed as a percentage of
average earning assets.

The net interest margin is determined by dividing tax equivalent net interest income by average interest-earning assets.
The interest rate spread represents the difference between the average tax equivalent yield earned on interest
earning-assets and the average rate paid on interest bearing liabilities. The net interest margin is generally higher than
the interest rate spread due to the additional income earned on those assets funded by non-interest bearing liabilities,
primarily demand deposits and shareholders� equity.

For the three and nine months ended September 30, 2009, the fully tax equivalent net interest margin amounted to
3.38% and 3.45%, compared with 3.22% and 3.11% for the same periods in 2008, representing improvements of 16
and 34 basis points, respectively.

The following table summarizes the net interest margin components, on a quarterly basis, over the past two years.
Factors contributing to the changes in the net interest margin are enumerated in the following discussion and analysis.

NET INTEREST MARGIN ANALYSIS
FOR QUARTER ENDED

AVERAGE RATES 2009 2008 2007
Quarter: 3 2 1 4 3 2 1 4

Interest Earning Assets:
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Loans (1,3) 5.27% 5.35% 5.56% 5.93% 6.09% 6.19% 6.52% 6.71%
Taxable securities (2) 5.64% 5.86% 5.98% 5.81% 5.89% 5.88% 5.88% 5.78%
Non-taxable securities (2,3) 7.13% 7.61% 7.39% 7.02% 6.88% 6.77% 6.78% 6.71%
     Total securities 5.90% 6.14% 6.18% 5.97% 6.02% 6.00% 6.02% 5.87%
Federal Home Loan Bank stock 0.00% 0.00% 0.00% 2.46% 3.00% 3.98% 5.73% 6.31%
Fed Funds sold, money market
funds,
     and time deposits with other banks 1.33% 0.00% 0.93% 2.16% 3.13% 3.00% 4.37% 5.01%
     Total Earning Assets 5.40% 5.55% 5.68% 5.88% 6.02% 6.08% 6.35% 6.45%
Interest Bearing Liabilities:
Demand and other non-interest

     bearing deposits 1.79% 1.84% 2.17% 2.62% 2.72% 2.92% 3.33% 3.51%
Borrowings 3.19% 2.90% 3.07% 3.67% 3.92% 4.21% 4.39% 4.69%
     Total Interest Bearing Liabilities 2.29% 2.24% 2.53% 3.00% 3.14% 3.36% 3.71% 3.95%
Rate Spread 3.11% 3.31% 3.15% 2.88% 2.88% 2.72% 2.64% 2.50%
Net Interest Margin (3) 3.38% 3.54% 3.42% 3.21% 3.22% 3.07% 3.03% 2.97%
Net Interest Margin without

     Tax Equivalent Adjustments 3.23% 3.39% 3.30% 3.10% 3.12% 2.97% 2.92% 2.89%

Recent data suggests that the U.S. economy is slowly emerging from a deep recession which began in December
2007, driven by sharp downturns in the nationwide housing and credit markets. Nevertheless, business activity across
a wide range of industries and regions remains reduced and local governments and many businesses are in serious
difficulty due to the lack of consumer spending, the lack of liquidity in the credit markets and multi-decade high
unemployment rates. The Board of Governors of the Federal Reserve System (the "Federal Reserve") addressed the
economic decline with changes in its monetary policy, by reducing the Federal Funds rate to historic levels. These
actions favorably impacted the Bank�s net interest margin, given its liability sensitive balance sheet. Specifically, the
Bank�s total weighted average cost of funds has declined faster and to a greater extent than the decline in the weighted
average yield on its earning asset portfolios.

The weighted average yield on average earning assets amounted to 5.40% in the third quarter of 2009, compared with
6.02% in the third quarter of 2008, representing a decline of 62 basis points. However, the weighted average cost of
interest bearing liabilities amounted to 2.29% in the third quarter of 2009, compared with 3.14% in the third quarter of
2008, representing a decline of 85 basis points. In short, since the third quarter of 2008 the decline in the Bank�s
weighted average cost of interest bearing liabilities exceeded the decline in the weighted average yield on its earning
asset portfolios by 23 basis points.

For the nine months ended September 30, 2009, the weighted average yield on average earning assets amounted to
5.54%, compared with 6.15% for the same period in 2008, representing a decline of 61 basis points. However, the
weighted average cost of interest bearing liabilities amounted to 2.35% for the nine months ended September 30,
2009, compared with 3.40% for the same period in 2008, representing a decline of 105 basis points. In comparing the
first nine months of 2009 with the same period in 2008, the decline in the Bank�s weighted average cost of interest
bearing liabilities exceeded the decline in the weighted average yield on its earning asset portfolios by 44 basis points.

Should interest rates continue at current levels, Company management anticipates the improving net interest margin
trend will level off over the next twelve months as assets and liabilities will re-price or be replaced proportionally into
the lower current rate environment.

The Bank�s interest rate sensitivity position is more fully described below in Part I, Item 3 of this report on Form 10-Q,
Quantitative and Qualitative Disclosures About Market Risk.

Interest and Dividend Income:

Edgar Filing: BAR HARBOR BANKSHARES - Form 10-Q

42



For the three months ended September 30, 2009, total interest and dividend income, on a fully tax-equivalent basis,
amounted to $14,096, representing an increase of $360, or 2.6%, compared with the third quarter of 2008. The
increase in interest and dividend income was attributed to average earning asset growth of $127,672, or 14.1%, as the
weighted average earning asset yield declined 62 basis points. The decline in the weighted average earning asset yield
was principally attributed to the reduction of short-term interest rates by the Federal Reserve, the impact of which
continued to reduce the weighted average yield on the Bank�s variable rate loan portfolios. To a lesser extent, the
weighted average loan yields were also impacted by the renegotiation of certain fixed rate commercial loans to
variable rate loans with lower prevailing market interest rates.

For the quarter ended September 30, 2009, interest income from the loan portfolio amounted to $8,799, representing a
decline of $640, or 6.8%, compared with the third quarter of 2008. The decline in loan interest income was attributed
to an 82 basis point decline in the weighted average loan portfolio yield, largely offset by average loan portfolio
growth of $46,626, or 7.6%.

For the quarter ended September 30, 2009, interest income from the Bank�s securities portfolio amounted to $5,296,
representing an increase of $1,112, or 26.6%, compared with the third quarter of 2008. The increase in interest income
from securities was principally attributed to average securities portfolio growth of $79,626 or 28.8%, offset in part by
a 12 basis point decline in the weighted average securities portfolio yield. Because the majority of the securities
portfolio is comprised of fixed rate, non-callable securities, the decline in short-term interest rates has not had a
significant impact on the portfolio�s weighted average yield.

As depicted on the rate/volume analysis table below, comparing the three months ended September 30, 2009 with the
same quarter in 2008, the increased volume of average earning assets on the balance sheet contributed $1,952 to total
interest income, but was largely offset by a decline of $1,592 attributed to the impact of the lower weighted average
earning asset yield.

For the nine months ended September 30, 2009, total interest and dividend income, on a fully tax equivalent basis,
amounted to $42,214, representing an increase of $1,442, or 3.5%, compared with the same period in 2008. The
increase in interest and dividend income was attributed to average earning asset growth of $133,225, or 15.0%, as the
weighted average earning asset yield declined 61 basis points. The decline in the weighted average earning asset yield
was principally attributed to the reduction of short-term interest rates by the Federal Reserve, the impact of which
reduced the weighted average yield on the Bank�s variable rate loan portfolios. To a lesser extent, the weighted average
loan yields were also impacted by the renegotiation of certain fixed rate commercial loans to variable rate loans with
lower prevailing interest rates.

For the nine months ended September 30, 2009, interest income from the loan portfolio amounted to $26,361,
representing a decline of $2,029, or 7.1%, compared with the same period in 2008. The decline in loan interest income
was attributed to an 87 basis point decline in the weighted average loan portfolio yield, largely offset by average loan
portfolio growth of $48,235, or 8.0%.

For the nine months ended September 30, 2009, interest income from the Bank�s securities portfolio amounted to
$15,850, representing an increase of $3,983, or 33.6%, compared with the same period in 2008. The increase in
interest income from securities was principally attributed to average securities portfolio growth of $85,523 or 32.4%,
combined with a 6 basis point improvement in the weighted average securities portfolio yield. Because the majority of
the securities portfolio is comprised of fixed rate, non-callable securities, the decline in short-term interest rates has
had minimal impact on the portfolio�s weighted average yield.

For the nine months ended September 30, 2009, the Bank did not record any Federal Home Loan Bank ("FHLB")
stock dividends, compared with $438 during the first nine months of 2008. In the first quarter of 2009, the FHLB of
Boston advised its members that it is focusing on preserving capital in response to other-than-temporary impairment
losses it had sustained, declining capital ratios and ongoing market volatility. Accordingly, dividend payments were
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suspended, and it is unlikely that dividends will be paid in 2009.

As depicted on the rate/volume analysis table below, comparing the nine months ended September 30, 2009 with the
same period in 2008, the increased volume of average earning assets on the balance sheet contributed $6,099 to total
interest income, but was largely offset by a decline of $4,657 attributed to the impact of the lower weighted average
earning asset yield.

Interest Expense:

For the three months ended September 30, 2009, total interest expense amounted to $5,273, compared with $6,387 for
the third quarter of 2008, representing a decline of $1,114, or 17.4%. The decline in interest expense was attributed to
an 85 basis point decline in the weighted average cost of interest bearing liabilities, largely offset by an increase in
average interest bearing liabilities of $105,346, or 13.0%, when comparing the nine months ended September 30, 2009
with the same period in 2008. The decline in the average cost of interest bearing funds was principally attributed to
lower short-term and long-term market interest rates in the third quarter of 2009 compared with the same quarter in
2008.

For the three months ended September 30, 2009, the total weighted average cost of interest bearing liabilities
amounted to 2.29%, compared with 3.14% for the same quarter in 2008, representing a decline of 85 basis points. For
the quarter ended September 30, 2009, the weighted average cost of borrowed funds declined 73 basis points to
3.19%, while the weighted average cost of interest bearing deposits declined 93 basis points to 1.79%, compared with
the third quarter of 2008.

As depicted on the rate/volume analysis table below, comparing the three months ended September 30, 2009 with the
same quarter in 2008, the impact of the lower weighted average rate paid on interest bearing liabilities contributed
$1,946 to the decline in interest expense, offset in part by an increase of $832 attributed to the impact of the increased
volume of average interest bearing liabilities.

For the nine months ended September 30, 2009, total interest expense amounted to $15,919, compared with $20,158
for the same period in 2008, representing a decline of $4,239, or 21.0%. The decline in interest expense was attributed
to a 105 basis point decline in the weighted average cost of interest bearing liabilities, largely offset by an increase in
average interest bearing liabilities of $112,990, or 14.3%, when comparing the nine months ended September 30, 2009
with the same period in 2008. The decline in the average cost of interest bearing funds was principally attributed to
lower short-term and long-term market interest rates during the nine months ended September 30, 2009, compared
with the same period in 2008.

For the nine months ended September 30, 2009, the total weighted average cost of interest bearing liabilities amounted
to 2.35%, compared with 3.40% for the same period in 2008, representing a decline of 105 basis points. For the nine
months ended September 30, 2009, the weighted average cost of borrowed funds declined 112 basis points to 3.05%,
while the weighted average cost of interest bearing deposits declined 106 basis points to 1.92%, compared with the
same period in 2008.

As depicted on the rate/volume analysis table below, comparing the nine months ended September 30, 2009 with the
same period in 2008, the impact of the lower weighted average rate paid on interest bearing liabilities contributed
$7,368 to the decline in interest expense, offset in part by an increase of $3,129 attributed to the impact of the
increased volume of average interest bearing liabilities.

Rate/Volume Analysis:

The following tables set forth a summary analysis of the relative impact on net interest income of changes in the
average volume of interest earning assets and interest bearing liabilities, and changes in average rates on such assets
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and liabilities. The income from tax-exempt assets has been adjusted to a fully tax equivalent basis, thereby allowing
uniform comparisons to be made. Because of the numerous simultaneous volume and rate changes during the periods
analyzed, it is not possible to precisely allocate changes to volume or rate. For presentation purposes, changes which
are not solely due to volume changes or rate changes have been allocated to these categories in proportion to the
relationships of the absolute dollar amounts of the change in each.

ANALYSIS OF VOLUME AND RATE CHANGES ON NET INTEREST INCOME
THREE MONTHS ENDED SEPTEMBER 30, 2009 VERSUS SEPTEMBER 30, 2008

INCREASES (DECREASES) DUE TO:

Average Average Total
Volume Rate Change

Loans (1,3)        $   715      $(1,355)      $ (640)
Taxable securities (2)             798           (172)           626
Non-taxable securities (2,3)             445              41           486
Investment in Federal Home Loan Bank stock               ---           (105)          (105)
Fed funds sold, money market funds, and time
     deposits with other banks               (6)              (1)              (7)
TOTAL EARNING ASSETS        $1,952      $(1,592)      $    360
Interest bearing deposits             472        (1,359)           (887)
Borrowings             360           (587)           (227)
TOTAL INTEREST BEARING LIABILITIES        $   832      $(1,946)      $(1,114)
NET CHANGE IN NET INTEREST INCOME        $1,120      $   354      $ 1,474

ANALYSIS OF VOLUME AND RATE CHANGES O`N NET INTEREST INCOME
NINE MONTHS ENDED SEPTEMBER 30, 2009 VERSUS SEPTEMBER 30, 2008

INCREASES (DECREASES) DUE TO:

Average Average Total
Volume Rate Change

Loans (1,3)      $ 2,266      $(4,295)      $(2,029)
Taxable securities (2)         2,946           (144)         2,802
Non-taxable securities (2,3)            950            231         1,181
Investment in Federal Home Loan Bank stock             ---           (438)           (438)
Fed funds sold, money market funds, and time
     deposits with other banks            (63)             (11)             (74)

TOTAL EARNING ASSETS      $6,099      $(4,657)      $ 1,442

Interest bearing deposits        1,084        (4,449)       (3,365)
Borrowings        2,045        (2,919)          (874)
TOTAL INTEREST BEARING LIABILITIES      $3,129      $(7,368)      $(4,239)

NET CHANGE IN NET INTEREST INCOME      $2,970      $ 2,711      $ 5,681

Provision for Loan Losses
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The provision for loan losses reflects the amount necessary to maintain the allowance for loan losses (the "allowance")
at a level that, in management�s judgment, is appropriate for the amount of inherent risk of probable loss in the Bank�s
current loan portfolio.

The Bank�s non-performing loans trended upward during the quarter but remained at relatively low levels at quarter
end, representing $7,476 or 1.14% of total loans, compared with $4,404 or 0.70% of total loans at December 31, 2008.

Net charge-offs amounted to $699 during nine months ended September 30, 2009, compared with $1,192 for the same
period in 2008, representing a decline of $493, or 41.4%. For the nine months ended September 30, 2009, annualized
net charge-offs to average loans outstanding amounted to 0.14%, compared with 0.26% for the same period in 2008.
Two problem loans were accountable for $1,094, or 91.8% of the charge-offs during the nine months ended
September 30, 2008.

The allowance expressed as a percentage of non-performing loans stood at 98% at September 30, 2009, compared
with 124% at December 31, 2008.

For the three and nine months ended September 30, 2009, the provision for loan losses (the "provision") amounted to
$1,057 and $2,557, compared with $860 and $1,669 for the same periods in 2008, representing increases of $197 and
$888, or 22.9% and 53.2%, respectively. Notwithstanding the decline in net loan charge-offs, the increases in the
provision were principally attributed to growth in the loan portfolio, increases in non-performing loans and
deteriorating economic conditions, including rising unemployment levels and declining real estate values in most of
the markets served by the Bank.

Refer below to Item 2 of this Part I, Financial Condition, Loans, Allowance for Loan Losses, in this report on Form
10-Q for further discussion and analysis regarding the allowance.

Non-interest Income

In addition to net interest income, non-interest income is a significant source of revenue for the Company and an
important factor in its results of operations.

For the three months ended Sep
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