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PART I

Item 1. Business.

General

Lake Shore Bancorp, Inc. (“Lake Shore Bancorp,” the “Company,” “us,” or “we”) is a federally-chartered corporation
organized in 2006 and is registered as a savings and loan holding company with the Office of Thrift Supervision
(“OTS”).  Lake Shore Bancorp serves as the holding company for Lake Shore Savings Bank (“Lake Shore Savings” or the
“Bank”).  As of March 21, 2011, Lake Shore, MHC, a federal mutual holding company registered as a savings and loan
holding company with the OTS, owned 61.2% of the outstanding shares of Lake Shore Bancorp’s common stock.  Our
common stock is quoted on the Nasdaq Global Market under the symbol “LSBK.” Unless the context otherwise
requires, all references herein to Lake Shore Bancorp or Lake Shore Savings include Lake Shore Bancorp and Lake
Shore Savings on a consolidated basis.

Lake Shore, MHC does not engage in any business activity other than its investment in a majority of the common
stock of Lake Shore Bancorp.  Federal law and regulations require that as long as Lake Shore, MHC is in existence, it
must own at least a majority of Lake Shore Bancorp’s common stock.

At December 31, 2010, Lake Shore Bancorp had total assets of $479.0 million, of which $263.0 million was
comprised of loans receivable, net and $153.9 million was comprised of available for sale securities.  At December
31, 2010, total deposits were $375.8 million and total stockholders’ equity was $55.2 million.

For over 119 years we have served the local community of Dunkirk, New York.  Lake Shore Savings was chartered as
a New York savings and loan association in 1891.  In 1987, we opened our second office in Fredonia, New
York.  Since 1993, we have more than quadrupled our asset-size and expanded to ten branch offices.  In addition, we
have added three administrative office buildings which comprise our corporate headquarters in Dunkirk, New York.
Our principal business consists of (1) attracting retail deposits from the general public in the areas surrounding our
corporate headquarters and main branch office in Dunkirk, New York and nine other branch offices in Chautauqua
and Erie Counties, New York and (2) investing those deposits, together with funds generated from operations,
primarily in one-to four-family residential mortgage loans, commercial real estate loans, home equity loans and lines
of credit and, to a lesser extent, commercial business loans, consumer loans, and investment securities.  Our revenues
are principally derived from interest generated from our loans and interest earned and dividends received on our
investment securities.  Our primary sources of funds for lending and investments are deposits, borrowings, payments
of loan principal and interest, payments on mortgage-backed and asset-backed securities, maturities and calls of
investment securities and income resulting from operations in prior periods.

Available Information

Lake Shore Bancorp’s annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and
any amendments to such reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act
of 1934, as amended, are made available free of charge on our website, www.lakeshoresavings.com, as soon as
reasonably practicable after such reports are electronically filed with, or furnished to, the Securities and Exchange
Commission.  Such reports are also available on the Securities and Exchange Commission’s website at
www.sec.gov.  Information on our website shall not be considered a part of this Form 10-K.
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Market Area

Our operations are conducted out of our corporate headquarters and main branch office in Dunkirk, New York and
nine other branch offices.  Our branches in Chautauqua County, New York are located in Dunkirk, Fredonia,
Jamestown, West Ellicott and Westfield.  In Erie County, New York our branch offices are located in Depew, East
Amherst, Hamburg, Kenmore, and Orchard Park. Our first branch office in Erie County opened during April 2003 and
the most recent branch office opened in April 2010.  We also have six stand-alone ATMs.  The opening of five branch
offices in Erie County, New York demonstrates the implementation of our growth strategy which is focused on
expansion within Erie County while preserving our market share in Chautauqua County.  We continue to be among
the top residential mortgage lenders in Chautauqua County.

Our geographic market area for loans and deposits is principally Chautauqua and Erie Counties, New York.  Northern
Chautauqua County is located on Lake Erie in the western portion of New York and is approximately 45 miles from
Buffalo, New York.  There are multiple prime industries in this county and a skilled and productive labor
force.  Northern Chautauqua County is served by three accredited hospitals and offers higher education
opportunities.  We have lending and deposit relationships with such institutions.  Southern Chautauqua County is
more of a tourist area, featuring Chautauqua Lake, but it also hosts a broad diversity of industry, commercial
establishments and financial institutions as well as a skilled and productive workforce.  Jamestown, New York, where
we opened the first of two branch offices in 1996, is the most populous city in Chautauqua County.

Erie County is a metropolitan center located on the western border of New York covering 1,058 square
miles.  Located within Erie County is the city of Buffalo, the second largest city in the State of New York.  As the city
of Buffalo has redeveloped, so too have its suburbs throughout Erie County, which also host the Buffalo Niagara
International Airport in Cheektowaga, New York and professional sports franchises.  One of the main commercial
thorough-fares in Erie County is Transit Road, which has experienced robust development in recent years and is the
location of one of our branch offices.

The demographic characteristics of our market area are less attractive than national and state measures.  Both
Chautauqua and Erie Counties exhibit slower rates of population growth when compared to the United States and New
York State averages. In addition, both Chautauqua and Erie Counties have lower per capita income and slower growth
in per capita income when compared to the United States and the New York State averages.  Since Chautauqua
County has historically exhibited less attractive demographic characteristics, we may have limited growth
opportunities in Chautauqua County.  However, Erie County displays a stronger housing market and Erie County’s
population base is five times larger than Chautauqua County, which offers us a new source of customers in the form of
deposit and lending opportunities.  Notwithstanding these demographic characteristics, our primary market area has
historically been stable, with a diversified base of employers and employment sectors. The local economies that we
serve are not dependent on one key employer. Transportation equipment is the largest manufacturing industry in the
Buffalo area, as well as production of component parts. The principal employment sectors are service-related
(excluding financial), wholesale and retail trade, and durable-goods manufacturing.  Most of the job opportunities in
Chautauqua and Erie Counties have been in service-related industries, and service jobs now account for the largest
portion of the workforce.

The challenging economic conditions affecting the national and global financial markets are not having a significant
effect on the housing prices in our market area.  However, unemployment rates remain higher than normal and may
affect our ability to originate residential mortgage loans.
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Our future growth will be influenced by opportunities and stability in our regional economy, other demographic trends
and the competitive environment.  We believe that we have developed lending products and marketing strategies to
address the credit-related needs of the residents in our local market area.

Competition

We face intense competition both in making loans and attracting deposits.  New York State has a high concentration
of financial institutions, many of which are branches of large money centers and regional banks which have resulted
from the consolidation of the banking industry in New York and surrounding states.  Some of these competitors have
greater resources than we do and may offer services that we do not provide.  For example, we do not offer trust or
investment services.  Customers who seek “one stop shopping” may be drawn to our competitors who offer such
services.

Our competition for loans comes principally from commercial banks, savings institutions, mortgage banking firms,
credit unions, mortgage brokers, finance companies, insurance companies, and brokerage and investment banking
firms.  The most direct competition for deposits has historically come from credit unions, commercial banks and
savings banks.  Specifically, we compete with regional financial institutions such as Northwest Savings Bank and
Evans Bank; state-wide financial institutions such as M&T Bank, Key Bank, and First Niagara Bank; and nation-wide
financial institutions such as HSBC Bank USA and Bank of America.  We are significantly smaller than many of
these state-wide and nation-wide financial institution competitors.  We face additional competition for deposits from
short-term money market funds, corporate and government securities funds, and from brokerage firms, mutual funds
and insurance companies. We remain very competitive in Chautauqua County, New York and as of June 30, 2010 we
had 14.63% of total deposits and ranked 4th out of 10 banks, according to the FDIC annual deposit market share
report.  Our deposit market share in Erie County, New York has continued to increase since we entered this market
area in 2003.  The FDIC annual deposit market share report indicated that total deposit growth increased 33.2% in
Erie County from June 30, 2009 to June 30, 2010. To remain competitive, we provide superior customer service and
are active participants in our local community.

The following are examples of our commitment to customer service:

●We have expanded our branch network and ATM network to grow our customer base and provide greater
convenience to our existing customers.

●We offer a Direct Access Secure Hotline (“DASH”) with 24 hour, 7 days a week access to all customer accounts via
telephone.

●We provide online bill pay and e-statements to our customers. We also have a secure account management on-line
banking website which allows customers instant access to their account activity via the internet.  We continue to
upgrade our on-line banking services as technology evolves.  

●We offer retail customers with a Smart Account (“NOW account”), Free & Easy Checking account or Money Market
Checking account, an ATM/Debit card which may be used at ATM machines within our ATM network for deposits
and withdrawals and as a debit card anywhere MasterCard is accepted.

●We offer Health Savings Accounts (“HSA”), which are federally approved tax-exempt accounts that financial
institution customers can set up to subsidize their increased cost of health care. If customers have a High Deductible
Health Plan (“HDHP”), they may be eligible to open an HSA.
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●We entered into alliances with M&T Bank and Evans Bank to provide customers surcharge free access to their
accounts with us through the ATMs of these institutions as well as our own.

●We offer a variety of mortgage loan products, including: 5/1 and 7/1 adjustable rate mortgages, an 80/15/5 loan,
which is a combined mortgage and home equity product, a construction end loan, a “no closing cost” mortgage and
home equity product, and a Rural Development Guaranteed Loan Program (GLP) mortgage loan, which provides
100% financing.

●In our last three Community Reinvestment Act evaluations by the Office of Thrift Supervision, most recently
concluding on September 2010, we have received a rating of “Satisfactory” or better.  

●We offer a home equity line of credit product which provides an option to convert either a portion, or the entire line
of credit balance, to a term loan at a fixed rate of interest.  As the customer pays down the balance on the term loan,
the funds available on the line of credit increase by a like amount.  

●We provide Remote Deposit services to our commercial customers, which allows the customer to deposit checks
electronically from their place of business and to obtain access to detailed reports of their deposit
activity.  Customers gain efficiencies from time saved having to go to a branch office to make a deposit.  

●We issue Business Debit Cards to allow our business customers the convenience of accessing their funds through the
use of a debit card instead of writing checks. The Business Debit Card carries the MasterCard logo and enables the
business to use their card anywhere MasterCard is accepted.

Lending Activities

General.  We have a long-standing commitment to the origination of residential mortgage loans, including home
equity loans, and we also originate commercial real estate, commercial and consumer loans.  We currently retain
substantially all of the loans that we originate; however, we have sold in prior years residential mortgage loans and
student loans into the secondary market, retaining servicing rights for the residential mortgage loans. We may sell
residential mortgage loans again in the future as part of an interest rate risk strategy or asset liability strategy, if
warranted. At December 31, 2010, we had total loans of $261.5 million, of which $183.9 million, or 70.3%, were
one-to four-family residential mortgages.  Of one-to four-family residential mortgage loans outstanding at that date,
3.7% were adjustable-rate mortgage loans and 96.3% were fixed rate loans. At December 31, 2010, 11.7% of the loan
portfolio was comprised of home equity loans, of which 78.5% were adjustable rate loans and 21.5% were fixed rate
loans.  The remainder of our loans at December 31, 2010, amounting to $47.0 million, or 18.0% of total loans,
consisted of 12.9% commercial real estate loans, 0.2% construction loans, 4.0% commercial loans and 0.9% consumer
loans, which included personal loans, home improvement loans, overdraft lines of credit, automobile loans and
guaranteed student loans.

The interest rates we offer for loans are affected principally by the demand for loans, the supply of money available
for lending purposes and the interest rates offered by our competitors.  These factors, in turn, are affected by general
and local economic conditions and monetary policies of the federal government, including the Board of Governors of
the Federal Reserve System (the “Federal Reserve Board”).
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Loan Portfolio.  The following table sets forth the composition of our loan portfolio, by type of loan, in dollar amounts
and in percentages at the dates indicated. We did not have any  loans held for sale as of these dates.

At December 31,
2010 2009 2008 2007 2006

Amount

Percent
of

Total Amount

Percent
of

Total Amount

Percent
of

Total Amount

Percent
of

Total Amount

Percent
of

Total
(Dollars in thousands)

Mortgage
loans:
One-to
four-family $183,929 70.32% $185,753 71.89% $175,808 73.35% $157,834 72.36% $149,408 72.72%
Commercial
real estate 33,782 12.92 28,328 10.96 19,513 8.14 20,394 9.35 17,150 8.35
Construction
loans 616 0.24 365 0.14 6,479 2.70 2,775 1.27 1,570 0.76
Home
equity loans
and
   lines of
credit 30,613 11.71 30,158 11.67 28,143 11.74 26,569 12.18
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