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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(Dollars in Thousands) (Unaudited)

ASSETS

Cash and Due from Banks

Interest-Bearing Bank Balances
Cash and Cash Equivalents

Securities Available-for-Sale

Securities Held-to-Maturity (Approximate Fair

Value of $157,420 at June 30, 2009 and $134,331 at December 31, 2008)
Loans
Allowance for Loan Losses
Net Loans
Premises and Equipment, Net
Other Real Estate Owned and Repossessed Assets, Net
Goodwill
Other Intangible Assets, Net
Other Assets
Total Assets
LIABILITIES
Deposits:
Demand
Regular Savings, N.O.W. & Money Market Deposit Accounts
Time Deposits of $100,000 or More
Other Time Deposits
Total Deposits
Short-Term Borrowings:
Federal Funds Purchased and Securities Sold Under Agreements to Repurchase
Other Short-Term Borrowings
Federal Home Loan Bank Advances
Junior Subordinated Obligations Issued to Unconsolidated Subsidiary Trusts
Other Liabilities
Total Liabilities
SHAREHOLDERS EQUITY

June 30, December 31,
2009 2008

$ 31,864 $ 37,239
22.325 21.099
54.189 58.338
376,304 325,090
156,422 133,976
1,093,789 1,109,812
(13.626) (13.272)
1,080,163 1,096,540
17,532 17,602

59 645

14,842 14,726
1,598 1,652
17.523 16517
$1.718.632 $1.665.086
$ 189,417 $ 182,613
720,531 688,752
151,682 157,187
250.789 246,511
1.312.419 1.275.063
64,872 59,339
3,224 617
160,000 160,000
20,000 20,000
23.531 24,265
1.584.046 1.539.284
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Preferred Stock, $5 Par Value; 1,000,000 Shares Authorized -—- -—-
Common Stock, $1 Par Value; 20,000,000 Shares Authorized

(14,728,543 Shares Issued at June 30, 2009 and December 31, 2008) 14,729 14,729
Surplus 164,615 163,215
Retained Earnings 31,790 25,454

Unallocated ESOP Shares (97,778 Shares at June 30, 2009

and 122,207 Shares at December 31, 2008) (2,204) (2,572)
Accumulated Other Comprehensive Loss (7,752) (9,404)
Treasury Stock, at Cost (4,039,078 Shares at June 30, 2009

and 4,060,209 Shares at December 31, 2008) (66.592) (65.620)
Total Shareholders Equity 134.586 125.802
Total Liabilities and Shareholders Equity $1.718.632 $1.665.086

See Notes to Unaudited Consolidated Interim Financial Statements.
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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(In Thousands, Except Per Share Amounts)(Unaudited)

INTEREST AND DIVIDEND INCOME

Interest and Fees on Loans

Interest-bearing Bank Balances

Interest on Federal Funds Sold

Interest and Dividends on Securities Available-for-Sale
Interest on Securities Held-to-Maturity

Total Interest and Dividend Income

INTEREST EXPENSE

Interest on Deposits:

Time Deposits of $100,000 or More

Other Deposits

Interest on Short-Term Borrowings:

Federal Funds Purchased and Securities Sold
Under Agreements to Repurchase

Other Short-Term Borrowings

Federal Home Loan Bank Advances

Junior Subordinated Obligations Issued to Unconsolidated

Subsidiary Trusts
Total Interest Expense
NET INTEREST INCOME
Provision for Loan Losses
NET INTEREST INCOME AFTER
PROVISION FOR LOAN LOSSES

NONINTEREST INCOME

Income from Fiduciary Activities

Fees for Other Services to Customers

Insurance Commissions

Net Gains (Losses) on Securities Transactions

Net Gain on Sale of Merchant Bank Card Processing

Three Months

Ended June 30,
2009 2008
$16,511 $16,490
33 -
- 94
3,729 4,454
1.228 1.077
21.501 22.115
948 1,213
3,688 4,203
34 192
- 2
1,854 1,858
192 283
6.716 7.751
14,785 14,364
419 248
14.366 14.116
1,285 1,396

1,955 2,195
567 499
4 (35)

266 ---

Six Months

Ended June 30,
2009 2008
$33.,240 $33,197
69 7
- 414
7,305 8,415
2410 2.164
43,024 44.197
1,973 3,104
7,395 9,169
67 442
- 7
3,679 3,703
394 621
13.508 17.046
29,516 27,151
921 538
28.595 26.613
2,537 2,835
3,981 4,076
1,095 1,047
281 (35)
2,966 ---
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Gain on Visa Stock Redemption
Gain on Sale of Premises

Other Operating Income

Total Noninterest Income

NONINTEREST EXPENSE
Salaries and Employee Benefits
Occupancy Expense of Premises, Net
Furniture and Equipment Expense
Other Operating Expense

Total Noninterest Expense

INCOME BEFORE PROVISION FOR INCOME TAXES
Provision for Income Taxes
NET INCOME

Average Shares Outstanding:
Basic
Diluted

Per Common Share:
Basic Earnings
Diluted Earnings

See Notes to Unaudited Consolidated Interim Financial Statements.

767 126
4.844 4.181
6,615 5,996
867 882
824 765
3.813 2.766
12.119 10.409
7,091 7,888
2.160 2,452
$4.931 $5.436
10,583 10,593
10,630 10,650
$ 47 $ .51
46 Sl

- 749

- 115

951 241
11.811 9.028
13,193 12,028
1,827 1,775
1,674 1,565
6.798 5.220
23.492 20.588
16,914 15,053
5.301 4.636
$11.613 $10417
10,579 10,619
10,615 10,673
$ 1.10 $ .98
1.09 .98
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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS

Balance at December 31,
2008

Comprehensive Income,
Net of Tax:

Net Income

Amortization of Net
Retirement

Plan Actuarial Loss

(Pre-tax $608)

Accretion of Net
Retirement Plan

Prior Service

Credit (Pre-tax $7)

Reclassification
Adjustment for

Net Securities Gains
Included

In Net Income, Net of
Tax

(Pre-tax $281)

Net Unrealized
Securities Holding

Gains Arising During
the Period,

Shares Common

Issued
14,728,543 $14,729

Stock

Surplus Earnings

$163,215

Retained

$25,454

11,613

(In Thousands, Except Share and Per Share Amounts) (Unaudited)

Unallo- Accumulated

cated Other Com-
ESOP

Shares Loss
$(2,572)

367

@)

(170)
1,459

EQUITY

prehensive Treasury

Stock Total

$(9,404) $(65,620) $125,802

- 11,613

367

@

(170)
1459



Net of Tax (Pre-tax
$2,416)

Comprehensive
Income

Cash Dividends Paid,

$.50 per Share
Stock Options Exercised

(44,141 Shares)

Shares Issued Under the
Directors

Stock Plan (2,324
Shares)

Shares Issued Under the
Employee

Stock Purchase Plan
(9,781

Shares)

Stock-Based
Compensation

Expense

Tax Benefit for
Disposition of

Stock Options

Allocation of ESOP
Stock

(24,429 Shares)
Acquisition of Subsidiary

(4,398 Shares)

Shares Issued for
Dividend Reinvestment
Plans (34,676 Shares)

Purchase of Treasury
Stock

(74,189 Shares)
Balance at June 30, 2009
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—13.265
— (5277 - (5.277)
260 379 639
38 21 59
147 84 231
91 91
129 129
124 368 492
78 37 115
533 297 830
- _(1.790) _(1.790)
14728543 $14.729 $164.615 $31.790 $(2.204) 7.752) $(66.592) $134.586
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See Notes to Unaudited Consolidated Interim Financial Statements.
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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS EQUITY

(In Thousands, Except Share and Per Share Amounts) (Unaudited)

Unallo- Accumulated

cated Other Com-
Shares Common Retained ESOP  prehensive Treasury
Issued Stock  Surplus Earnings Shares Loss Stock Total
Balance at December 31, 14,728,543 $14,729 $161,476 $15,347 $(2,042) $ (4,890) $(62,364) $122,256

2007

Comprehensive Income,
Net of Tax:

Net Income

Amortization of Net
Retirement

Plan Actuarial Loss

(Pre-tax $222)

Accretion of Net
Retirement Plan

Prior Service Credit

(Pre-tax $106)

Reclassification
Adjustment for

Net Securities Loses
Included

In Net Income, Net of
Tax

(Pre-tax $35)

Net Unrealized
Securities Holding

Losses Arising During
the Period,

10,417

10,417

134

134

(64) - (64)

21 - 21
1,137) - 1.137)

12
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Net of Tax (Pre-tax
$1,883)

Comprehensive 9.371
Income

Cash Dividends Paid,

$.48 per Share - — -
Stock Options Exercised

(5,089) - - -- (5,089)

(11,939 Shares) -—- --- 60 --- --- --- 100 160

Shares Issued Under the
Directors

Stock Plan (2,753
Shares) - -— 39 - - - 23 62

Shares Issued Under the
Employee

Stock Purchase Plan
(10,358

Shares) 133 87 220

Stock-Based
Compensation

Expense - — 57 — — - — 37

Tax Benefit for
Disposition of

Stock Options --- - 29 - - — - 29

Acquisition by ESOP of
Arrow Stock

(43,262 Shares) - - --- --- (1,000) --- --- (1,000)

Allocation of ESOP
Stock

(30,940 Shares) --- --- 222 --- 470 --- - 692
Acquisition of Subsidiary

(5,129 Shares) 69 43 112

Purchase of Treasury
Stock

(129,519 Shares) — — o o - e (2.790) __(2.790)
Balance at June 30, 2008 14.728.543 $14.729 $162.085 $20.675 $(2.572) $(5.936) $(64.901) $124.080

13
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See Notes to Unaudited Consolidated Interim Financial Statements.
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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in Thousands)(Unaudited)

Six Months
Ended June 30,
2009 2008
Operating Activities:
Net Income $11,613 $10.,417

Adjustments to Reconcile Net Income to Net Cash Provided by Operating Activities:

Provision for Loan Losses 921 538
Depreciation and Amortization 1,403 1,358
Compensation Expense for Allocated ESOP Shares 124 222
Gains on the Sale of Securities Available-for-Sale (414) 4)
Losses on the Sale of Securities Available-for-Sale 133 39
Loans Originated and Held-for-Sale (19,445) (1,254)
Proceeds from the Sale of Loans Held-for-Sale 19,756 2,485
Net Gains on the Sale of Loans (310) 42)

Net Gains on the Sale of Premises and Equipment,

Other Real Estate Owned and Repossessed Assets 5) (116)
Contributions to Pension Plans 2,152) (2,155)
Deferred Income Tax Expense 247 984
Stock-Based Compensation Expense 91 57
Shares Issued Under the Directors Stock Plan 59 62
Net Decrease (Increase) in Other Assets 52 (1,780)
Net Decrease in Other Liabilities (582) (2.354)
Net Cash Provided By Operating Activities 11.491 8,457
Investing Activities:

Proceeds from the Sale of Securities Available-for-Sale 14,807 2,633
Proceeds from the Maturities and Calls of Securities Available-for-Sale 58,846 67,328
Purchases of Securities Available-for-Sale (122,649)  (106,803)
Proceeds from the Maturities of Securities Held-to-Maturity 18,499 17,643
Purchases of Securities Held-to-Maturity (41,032) (14,410)

16
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Net Decrease (Increase) in Loans 15,143 (25,913)

Proceeds from the Sales of Premises and Equipment,

Other Real Estate Owned and Repossessed Assets 904 699
Purchases of Premises and Equipment (784) (800)
Net Cash Used In Investing Activities (56.266) (59.623)
Financing Activities:

Net Increase in Deposits 37,356 44,852
Net Increase in Short-Term Borrowings 8,140 2,038
Tax Benefit for Disposition of Stock Options 129 29
Purchases of Treasury Stock (1,790) (2,790)
Treasury Stock Issued for Stock-Based Plans 870 380
Treasury Stock Issued for Dividend Reinvestment Plans 830 ---
Acquisition of Unallocated Common Stock by the ESOP - (1,000)
Allocation of Common Stock Purchased by the ESOP 368 470
Cash Dividends Paid (5.277) (5.089)
Net Cash Provided By Financing Activities 40.626 38.890
Net Decrease in Cash and Cash Equivalents (4,149) (12,276)
Cash and Cash Equivalents at Beginning of Period 58.338 51.289
Cash and Cash Equivalents at End of Period $54.189 $39.013

Supplemental Disclosures to Statements of Cash Flow Information:
Cash Paid During the Year for:

Interest on Deposits and Borrowings $13,849 $18,692

Income Taxes 6,425 5,760

Non-cash Investing and Financing Activities:

Transfer of Loans to Other Real Estate Owned and Repossessed Assets 312 355

Changes in the Valuation Allowance for Securities Available-for-Sale, Net of Tax 1,289 (1,116)

Shares Issued for CFG Acquisition 115 112
Change in Retirement Plans Net Loss and Prior Service Cost, Net of Tax 363 70

See Notes to Unaudited Consolidated Interim Financial Statements.
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ARROW FINANCIAL CORPORATION AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED INTERIM FINANCIAL STATEMENTS

June 30, 2009

1. Financial Statement Presentation

In the opinion of the management of Arrow Financial Corporation (Arrow), the accompanying Unaudited
Consolidated Interim Financial Statements contain all of the adjustments necessary to present fairly the financial
position as of June 30, 2009 and December 31, 2008; the results of operations for the three-month and six-month
periods ended June 30, 2009 and 2008; the changes in shareholders equity for the six-month periods ended June 30,
2009 and 2008; and the cash flows for the six-month periods ended June 30, 2009 and 2008. All such adjustments are
of a normal recurring nature. When necessary, prior periods consolidated financial statements have been reclassified
to conform to the current period financial statement presentation. The unaudited consolidated interim financial
statements should be read in conjunction with the audited annual consolidated financial statements of Arrow for the
year ended December 31, 2008, included in Arrow s 2008 Form 10-K. The net income reported for the six months
ended June 30, 2009 is not necessarily indicative of the results that may be expected for the year ending December 31,
2009. The management of Arrow evaluated subsequent events for potential recognition and/or disclosure through
August 5, 2009, the date the consolidated financial statements were issued.

2. Accumulated Other Comprehensive Loss (In Thousands)

The following table presents the components, net of tax, of accumulated other comprehensive loss as of June 30, 2009
and December 31, 2008:

2009 2008

Excess of Additional Pension Liability Over Unrecognized Prior Service Cost, Net of Tax $(11,473)  $(11,836)
Net Unrealized Securities Holding Gains 3.721 2.432
Total Accumulated Other Comprehensive Loss $ (7.752) $ (9.404)

3. Earnings Per Common Share (In Thousands. Except Per Share Amounts)

18
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The following table presents a reconciliation of the numerator and denominator used in the calculation of basic and
diluted earnings per common share (EPS) for the three-month and six-month periods ended June 30, 2009 and 2008:

Income
(Numerator)
For the Three Months Ended June 30, 2009:
Basic EPS $4.931
Dilutive Effect of Stock Options ——
Diluted EPS 4931
For the Three Months Ended June 30, 2008:
Basic EPS $5,436
Dilutive Effect of Stock Options I
Diluted EPS 5.436
Income
(Numerator)
For the Six Months Ended June 30, 2009:
Basic EPS $11,613
Dilutive Effect of Stock Options -—-
Diluted EPS $11.613
For the Six Months Ended June 30, 2008:
Basic EPS $10,417
Dilutive Effect of Stock Options ===
Diluted EPS $10417
7

Shares

(Denominator)

10,583
—4

Shares

(Denominator)

10,579

i

Z

2

Per Share
Amount

t £ EE

19
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4. Securities (In Thousands. Except Per Share Amounts)

The fair value of securities, except certain state and municipal securities, is estimated based on published prices or bid
quotations received from securities dealers. The fair value of certain state and municipal securities is not readily
available through market sources, so fair value estimates are based on the discounted contractual cash flows using
estimated market discount rates that reflect the credit and interest rate risk inherent in the instrument. For short-term
securities the estimated fair value is the carrying amount.

Included in mutual funds and equity securities are Federal Home Loan Bank of New York ( FHLBNY ) and Federal
Reserve Bank ( FRB ) stock. FHLBNY and FRB stock are restricted investment securities and amounted to $9,007 and
$822 at June 30, 2009, respectively and $8,859 and $817 at December 31, 2008, respectively. The required level of
FHLBNY stock is based on the amount of FHLBNY borrowings and is pledged to secure those borrowings. While
some Federal Home Loan Banks have stopped paying dividends and repurchasing stock upon reductions in debt
levels, the FHLBNY continues to pay dividends and repurchase its stock. Accordingly, we have not recognized any
impairment on our holdings of FHLBNY common stock. However, the FHLBNY has reported impairment issues
among its holdings of mortgage-backed securities.

Included in corporate and other debt securities are corporate bonds and trust preferred securities which were highly
rated at the time of purchase. Corporate and other debt securities included a corporate bond issued by Lehman
Brothers Holdings ( Lehman ) that has been deemed to be other-than-temporarily impaired. This Lehman bond had a
carrying value of $2,010 prior to the recognition of $1,610 in losses charged to earnings for the year ended December
31, 2008. Based on consideration of the status of the issuer, the other-than-temporary impairment was considered to
be attributable to credit matters and accordingly was not reversed upon the adoption of FSP FAS 115-2 and FAS
124-2. The carrying value and approximate fair value for this security was $400 at June 30, 20009.

All of our collateralized mortgage obligations and residential mortgage-backed securities are guaranteed by federal
agencies or government sponsored enterprises. Our practice has been to purchase mortgage-backed securities and
CMOs with tranches having shorter expected lives.

A summary of the amortized costs and the approximate fair values of securities at June 30, 2009 and December 31,
2008 is presented below:

Securities Available-for-Sale:

Gross Unrealized Gross Unrealized
Gains Losses
Amortized Fair

20
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June 30, 2009:

U.S. Treasury and Agency Obligations
State and Municipal Obligations
Collateralized Mortgage Obligations

Mortgage-Backed Securities
Residential

Corporate and Other Debt Securities
Mutual Funds and Equity Securities
Total Securities Available-for-Sale

December 31, 2008:

U.S. Treasury and Agency Obligations
State and Municipal Obligations
Collateralized Mortgage Obligations

Mortgage-Backed Securities
Residential

Corporate and Other Debt Securities
Mutual Funds and Equity Securities

Total Securities Available-for-Sale

* Amortized cost is net of the other-than-temporary impairment charged to earnings for the Lehman bond, noted

above.

Cost *

$ 119,786
10,121
155,408
67,508

5,868
11.450
$370.141

$ 11,375
15,410
183,256
91,900

7,911
11.210
$321.062

Value

$ 119,810
10,158
160,414
69,059

5,786
11.077
$376.304

$ 11,528
15,446
185,830
93,849

7,433
11.004
$325.090

$ 278
39
5,006
1,636

$ 153
36
2,594
2,038

&
1
1
[
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4.  Securities. continued

Securities Held-to-Maturity:

June 30, 2009
State and Municipal Obligations
Corporate Debt Securities

Total Securities Held-to-Maturity

December 31, 2008:
State and Municipal Obligations

Amortized

Cost

$155,422

1.000
$156.422

$133.976

$156,420
1.000
$157.420

$134.331

: ARROW FINANCIAL CORP - Form 10-Q

Gross
Unrealized

Gains

$1,581

1.581

$1.146

Gross
Unrealized

Losses

$583

$583

$791

A summary of the maturities of securities as of June 30, 2009 is presented below. Mutual funds and equity securities,
which have no stated maturity, are included in the over ten-year category. Collateralized mortgage obligations and
residential mortgage-backed securities are included in the schedule based on their expected average lives. Actual
maturities may differ from the table below because issuers may have the right to call or prepay obligations with or

without prepayment penalties.

Securities:

Within One Year:

U.S. Treasury and Agency
Obligations

State and Municipal Obligations
Collateralized Mortgage Obligations

Mortgage-Backed Securities
Residential

Corporate and Other Debt Securities
Total

From 1 - 5 Years:

U.S. Treasury and Agency
Obligations

Available-for-Sale

Amortized

Cost*

$77,023

2,055

30,577

5,797

2,006
117.458

42,763

Fair

Value

$ 77,079

2,088
30,970
5,798

2.000
117.935

42,731

Held-to-Maturity

Amortized

Cost

Fair

Value
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State and Municipal Obligations 3,441 3,445 77,969 78,598
Collateralized Mortgage Obligations 82,151 85,351 - -
Mortgage-Backed Securities 51,114 52,264 - -—-
Residential
Corporate and Other Debt Securities 2.473 2.540 — —
Total 181.942 186.331 77.969 78.598

From 5 - 10 Years:

State and Municipal Obligations 1,443 1,443 51,004 51,232
Collateralized Mortgage Obligations 42,680 44,093
Mortgage-Backed Securities 3.574 3716 o o
Residential
Total 47.697 49.252 51.004 51.232

Over 10 Years:

State and Municipal Obligations 3,182 3,182 14,030 14,023
Mortgage-Backed Securities 7,023 7,281 - -—-
Residential
Corporate and Other Debt Securities 1,389 1,246 1,000 1,000
Mutual Funds and Equity Securities 11.450 11.077 -—- -—-
Total 23.044 22,786 15.030 15.023
Total Securities $370.141 $376.304 $156.422 $157.420

* Amortized cost is net of the other-than-temporary impairment charged to earnings for the Lehman bond, noted
above.

ther-Than-Temporary Impairment

Management evaluates securities for other-than-temporary impairment ( OTTI ) at least on a quarterly basis by
segregating the portfolio by type and applying the appropriate OTTI model. The assessment of whether an
other-than-temporary decline exists involves a high degree of subjectivity and judgment and is based on the
information available to management at a point in time.
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4.  Securities. continued

If an entity intends to sell or it is more likely than not it will be required to sell the security before recovery of its
amortized cost basis, the OTTI shall be recognized in earnings equal to the entire difference between the investment s
amortized cost basis and its fair value at the balance sheet date. If an entity does not intend to sell the security and it is
not more likely than not that the entity will be required to sell the security before recovery of its amortized cost basis,
the OTTI shall be separated into the amount representing the credit loss and the amount related to all other factors.
The amount of the total OTTI related to the credit loss is determined based on the present value of cash flows
expected to be collected and is recognized in earnings. The amount of the total OTTI related to other factors is
recognized in other comprehensive income, net of applicable taxes. The previous amortized cost basis less the OTTI
recognized in earnings becomes the new amortized cost basis of the investment.

Information on temporarily impaired securities at June 30, 2009 and December 31, 2008, segregated according to the
length of time such securities had been in a continuous unrealized loss position, is summarized as follows:

Less than 12 Months 12 Months or L.onger Total
Fair Unrealized Fair Unrealized Fair Unrealized
Available-for-Sale Portfolio: Value Losses Value Losses Value Losses
U.S. Treasury and Agency Securities $54,757 $254 $ - $---  $54,757 $ 254
State & Municipal Obligations - --- 366 2 366 2
Collateralized Mortgage Obligations 468 - - - 468 -
yezri;geilgt‘.ja"ked Securities 397 4 6775 81 7172 85
Corporate & Other Debt Securities 2,947 60 299 89 3,246 149
Mutual Funds and Equity Securities 51 2 1.101 411 1.152 _413
Total Securities Available-for-Sale $58.620 $320 $8.541 $583  $67.161 $903
Held-to-Maturity Portfolio
State & Municipal Obligations $4.733 $23 $20,137 $560  $24,870 $583

The table above for June 30, 2009 consists of 120 securities where the current fair value is less than the related
amortized cost. These unrealized losses do not reflect any deterioration of the credit worthiness of the issuing entities.
Agency-backed CMOs are all rated Aaa, as are the mortgage-backed securities. The municipal obligations are
partially insured, all are supported by the general taxing authority of the municipality and, in the cases of school
districts, are supported by state aid. For any non-rated municipal securities, third party credit analysis shows no
deterioration in the credit worthiness of the municipalities. Corporate and other debt securities consist of two
corporate bonds, one private placement trust preferred and one trust preferred pool. The two corporate bond issues are
rated investment grade, and are performing. The trust preferred pool is rated investment grade, with the privately
issued securities securing the note performing. Mutual funds and equity securities include four common stock
holdings that show unrealized losses which are not deemed to be other-than-temporarily impaired. These unrealized
losses do not reflect deterioration in the credit worthiness of the companies, since they have adequate capital positions.
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Unrealized losses on all securities (except for the Lehman bond noted above) are considered to be temporary because
they are primarily the result of changes in interest rates for fixed rate securities where the interest rate received is less
than the current rate available for new offerings of similar securities, changes in market spreads as a result of shifts in
supply and demand, and/or changes in the level of prepayments for mortgage related securities as well as
consideration of credit ratings where applicable. Since we do not intend to sell the securities and it is not more likely
than not that we will be required to sell the securities before recovery to their amortized cost basis, we do not consider
these securities to be other-than-temporarily impaired at June 30, 2009.

December 31, 2008

Available-for-Sale Portfolio:
Collateralized Mortgage Obligations

Mortgage-Backed Securities -
Residential

Corporate & Other Debt Securities
Mutual Funds and Equity Securities
Total Securities Available-for-Sale

Held-to-Maturity Portfolio
State & Municipal Obligations

10

Fair

Value
$4,597

143

Less than 12 Months

12 Months or L.onger

Unrealized Fair
Losses Value

$20 $ 102

0 8,492

402 1,950

0 1.283

$422 $11.827

$94 $22.218

Unrealized

Losses

$ 0

Total
Fair Unrealized
Value Losses

$ 4,699 $ 20
8,635 89
6,988 478
1.309 210
$21.631 $797
$28,188 $791
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4.  Securities. continued

The table above for December 31, 2008 consists of 133 securities where the current fair value is less than the related
amortized cost. These unrealized losses do not reflect any deterioration of the credit worthiness of the issuing entities.
Agency-backed CMOs are all rated Aaa, as are the mortgage-backed securities. The municipal obligations are
partially insured, with the remainder supported by the general taxing authority of the municipality and, in the cases of
school districts, are supported by state aid. For any non-rated municipal securities, third party credit analysis shows
no deterioration in the credit worthiness of the municipalities. Corporate and other debt securities consist of three
corporate bonds, one private placement trust preferred, and one trust preferred pool. The three corporate bond issues
are rated investment grade, and are performing. The private placement trust preferred is rated AAA by Standard &
Poor s; the trust preferred pool is rated investment grade, with the privately issued securities securing the note
performing. Mutual funds and equity securities include four common stock holdings that show unrealized losses
which are not deemed to be other-than-temporarily impaired. These unrealized losses do not reflect deterioration in
the credit worthiness of the companies, since they have adequate capital positions.

5. Retirement Plans (In Thousands)

The following table provides the components of net periodic benefit costs for the three months ended June 30:

Pension Postretirement
Benefits Benefits
2009 2008 2009 2008
Service Cost $264 $248 $ 38 $41
Interest Cost 447 404 74 97
Expected Return on Plan Assets (512) (626) --- ---
Amortization of Prior Service Credit (19) 23) 27 30)
Amortization of Net Loss _323 _86 _24 _25
Net Periodic Benefit Cost $503 $89 $109 $133

The following table provides the components of net periodic benefit costs for the six months ended June 30:

Pension Postretirement
Benefits Benefits
2009 2008 2009 2008
Service Cost $ 528 $ 527 $76 $ 87
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Interest Cost 894 860 195 204
Expected Return on Plan Assets (1,030)  (1,251) --- -
Amortization of Prior Service Credit (38) (46) 54) (59)
Amortization of Net Loss 646 172 48 49

Net Periodic Benefit Cost $1.000 $ 262 $265 $281

We made a $2,000 contribution to our qualified pension plan and a $152 contribution to our non-qualified defined
benefit pension plan in the first six months of 2009. We do not expect to make any additional contributions to our
qualified plan during the remainder of 2009. The expected contribution for the nonqualified pension plan is $304 for
all of 2009. Arrow makes contributions for its postretirement benefits in an amount equal to actual expenses for the
year. The expected contribution for our postretirement benefit plan is estimated to be $332 for the 2009 year.

6. Stock-Based Compensation Plans (Dollars In Thousands)

Under our 2008 Long-Term Incentive Plan, we granted options to purchase 69,189 shares of our common stock in
2009. No stock options were granted in 2008. The weighted-average fair value of options granted during 2009 was
$4.61. The fair value was estimated on the date of grant using the Black-Scholes option-pricing model with the
following weighted-average assumptions: dividend yield 4.70%; expected volatility = 33.2%; risk free interest rate
2.10%; and an expected life of 7.78 years. The fair value of our grants is expensed over the four year vesting period.
The expense for the second quarter of 2009 and 2008 was $48 and $28, respectively. The expense for the first six
months of 2009 and 2008 was $91 and $57, respectively.

11
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6. Stock-Based Compensation Plans. continued

The following table presents the activity in Arrow s stock option plans for the first six months of 2009 and 2008:

2009 2008
Weighted- Weighted-
Average Average
Exercise Exercise
Options: Shares Price Shares Price
Outstanding at January 1 434,532 $21.83 519,557 $20.77
Granted 69,189 22.59 ---
Exercised (44,141) 14.47 (11,939) 13.43
Forfeited (1.021) 23.94 (1.450) 25.86
Outstanding at June 30 458.559 22.65 506,168 20.93
Exercisable at June 30 334,618 22.65 426,806 20.59

Arrow also sponsors an Employee Stock Purchase Plan under which employees purchase Arrow s common stock at a
5% discount below market price. Under SFAS No. 123(R), a stock purchase plan with a discount of 5% or less is not
considered a compensatory plan.

7. Guarantees

We do not issue any guarantees that would require liability-recognition or disclosure, other than standby letters of
credit. Standby and other letters of credit are conditional commitments that are issued to guarantee the performance of
a customer to a third party. Those guarantees are primarily issued to support public and private borrowing
arrangements, including bond financing and similar transactions. The credit risk involved in issuing letters of credit is
essentially the same as that involved in extending loan facilities to customers. Typically, these instruments have terms
of twelve months or less. Some expire unused, and therefore, the total amounts do not necessarily represent future
cash requirements. Some have automatic renewal provisions.

For letters of credit, the amount of the collateral obtained, if any, is based on management s credit evaluation of the
counter-party. We had approximately $14.8 million of standby letters of credit on June 30, 2009, most of which will
expire within one year and some of which were not collateralized. At that date, all the letters of credit were for private
borrowing arrangements. The fair value of our standby letters of credit at June 30, 2009 was insignificant.
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8. Fair Value Disclosures (In Thousands)

FAS No. 157 defines fair value, establishes a framework for measuring fair value in generally accepted accounting
principles (GAAP) and expands disclosures about fair value measurements. We do not have any nonfinancial assets
or liabilities measured at fair value. The only assets or liabilities that Arrow measured at fair value on a recurring
basis at June 30, 2009 and December 31, 2008 were securities available-for-sale:

Fair Value Measurements at Reporting Date Using:

Quoted Prices
Significant Other
In Active Markets for Significant
Identical Assets Observable Inputs ~ Unobservable Inputs
Description Total (Level 1) (Level 2) (Level 3)
As of June 30, 2009:
Securities Available-for Sale $376.304 — $375.605 $699
As of December 31, 2008:
Securities Available-for Sale $325.090 — $324.535 $555

12
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8. Fair Value Disclosures. continued

The following table is a reconciliation of the beginning and ending balances for Level 3 assets of Arrow, i.e., as to
which fair value is measured using significant unobservable inputs, all of which are securities available-for-sale for
the periods January 1, 2009 to June 30, 2009 and January 1, 2008 to December 31, 2008:

January 1, 2009 January 1, 2008
To To
June 30. 2009 December 31, 2008

Beginning Balance $555 $ -
Transfers In - 1,006
Principal payment received (19) 5)
Total net gains (losses) (realized/unrealized):
Included in earnings, as a result of
other-than-temporary

impairment --- (400)
Included in other comprehensive income (loss) 163 (46)
Ending Balance $699 $ 555

June 30, 2009 December 31, 2008

The amount of total losses for the year-to-date period included in earnings
relating to assets (all levels) still held at June 30, 2009 and

December 31, 2008, as a result of other-than-temporary impairment -—- $1.610

Securities available-for-sale are fair valued utilizing an independent bond pricing service for identical assets or
significantly similar securities. The pricing service uses a variety of techniques to arrive at fair value including market
maker bids, quotes and pricing models. Inputs to the pricing models include recent trades, benchmark interest rates,
spreads and actual and projected cash flows. There were no assets or liabilities measured at fair value on a
nonrecurring basis at June 30, 2009.

The unrealized losses on these temporarily impaired securities are primarily the result of changes in interest rates for
fixed rate securities where the interest rate received is less than the current rate available for new offerings of similar
securities, changes in market spreads as a result of shifts in supply and demand, and/or changes in the level of
prepayments for mortgage related securities, or the debt securities, we do not consider these investments to be
other-than-temporarily impaired at December 31, 2008.

31



Edgar Filing: ARROW FINANCIAL CORP - Form 10-Q

The only asset or liability that Arrow measured at fair value on a nonrecurring basis at December 31, 2008 was other
real estate owned (there were none at June 30, 2009):

Fair Value Measurements Using:
Quoted Prices Significant

In Active Other Significant
Markets for Observable Unobservable Total
Identical Assets Inputs Inputs Gains
Description Total (Level 1) (Level 2) (Level 3) (Losses)
As of December 31, 2008:
Other Real Estate Owned $142 -—- $142 ——- -

Other real estate owned, in the table above, consists of one property acquired during the first quarter of 2008. Fair
value was obtained from an appraisal by an independent third party appraiser and was based on a comparison to recent
sales of similar properties. The charge to reduce the property to its fair value, less estimated cost to sell, was recorded
as a loan charge-off, prior to the transfer to other real estate owned. The property was sold in the second quarter of
2009 with no additional loss recognized.

Other assets and liabilities which might have been included in this table include collateral-dependent impaired loans,
mortgage servicing rights, goodwill and other intangible assets. Arrow evaluates each of these assets for impairment
on a quarterly basis, with no impairment recognized for these assets at June 30, 2009 or December 31, 2008.
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8. Fair Value Disclosures. continued

The following table presents a summary at June 30, 2009 of the carrying amount and fair value of Arrow s financial
instruments not carried at fair value or an amount approximating fair value:

Carrying Fair

Amount Value
Securities Held-to-Maturity $ 156,422 $ 157,420
Net Loans 1,080,163 1,097,360
Time Deposits 402,471 397,040
FHLBNY Advances 160,000 169,010
Junior Subordinated Obligations Issued to Unconsolidated Subsidiary Trusts 20,000 20,000

Securities held-to-maturity are fair valued utilizing an independent bond pricing service for identical assets or
significantly similar securities. The pricing service uses a variety of techniques to arrive at fair value including market
maker bids, quotes and pricing models. Inputs to the pricing models include recent trades, benchmark interest rates,
spreads and actual and projected cash flows.

Fair values for loans are estimated for portfolios of loans with similar financial characteristics. Loans are segregated
by type such as commercial, commercial real estate, residential mortgage, indirect and other consumer loans. Each
loan category is further segmented into fixed and adjustable rate interest terms and by performing and nonperforming
categories. The fair value of performing loans is calculated by discounting scheduled cash flows through the
estimated maturity using estimated market discount rates that reflect the credit and interest rate risk inherent in the
loan. The estimate of maturity is based on historical experience with repayments for each loan classification,
modified, as required, by an estimate of the effect of current economic and lending conditions. Fair value for
nonperforming loans is generally based on recent external appraisals. If appraisals are not available, estimated cash
flows are discounted using a rate commensurate with the risk associated with the estimated cash flows. Assumptions
regarding credit risk, cash flows and discount rates are judgmentally determined using available market information
and specific borrower information.

The fair value of time deposits is based on the discounted value of contractual cash flows, except that the fair value is
limited to the extent that the customer could redeem the certificate after imposition of a premature withdrawal penalty.
The discount rates are estimated using the FHLBNY yield curve, which is considered representative of Arrow s time
deposit rates.

The fair value of FHLBNY advances is estimated based on the discounted value of contractual cash flows. The
discount rate is estimated using current rates on FHLBNY advances with similar maturities and call features.
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Based on Arrow s capital adequacy, the book value of the outstanding trust preferred securities are considered to
approximate fair value since the rates are variable (indexed to LIBOR) and Arrow is well-capitalized.

9. Visa Inc. IPO. Mandatory Class B Share Redemption and Litigation Liability

On March 28, 2008, VISA Inc. distributed to member banks , in a mandatory redemption of 38.7% of its Class B
shares held by the member banks, some of the proceeds realized by Visa from the PO of its Class A shares on
March 19, 2008. With another portion of the IPO proceeds, Visa established a $3 billion escrow to cover certain, but
not all, litigation liabilities. During the first quarter of 2008, we recorded the following transactions:

A gain of $749 thousand from the mandatory redemption by Visa of 38.7% of our Class B Visa Inc. shares, reflected
in noninterest income, and

A reversal of $306 thousand of the $600 thousand accrual at December 31, 2007, representing our proportional share
of Visa litigation costs , reflected as a reduction in 2008 other operating expense.

Accordingly, at June 30, 2009, we have a remaining liability of $294 thousand included as a component of Other
Liabilities in the consolidated balance sheet, representing our estimate of the fair value of potential losses related to
the remaining covered VISA litigation. Class B shares which were not redeemed will be converted to Class A shares,
at a conversion ratio to be determined based on member banks actual liability for litigation expenses, on the later of
three years from March 18, 2008 or the settlement of litigation indemnified by member banks. However, the
remaining Class B shares are available to fund future Visa litigation liabilities indemnified by the member banks until
that time.
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10. Recently Issued Accounting Standards

In June 2009, the Financial Accounting Standards Board (FASB) issued FASB Statement No. 168 The FASB
Accounting Standards Codification™ and the Hierarchy of Generally Accepted Accounting Principles a replacement
of FASB Statement No. 162. The FASB Accounting Standards Codificatiohf™ (Codification) will become the source
of authoritative U.S. generally accepted accounting principles (GAAP) recognized by the FASB to be applied by
nongovernmental entities. Rules and interpretive releases of the Securities and Exchange Commission (SEC) under
authority of federal securities laws are also sources of authoritative GAAP for SEC registrants. On the effective date
of this Statement, the Codification will supersede all then-existing non-SEC accounting and reporting standards. All
other nongrandfathered non-SEC accounting literature not included in the Codification will become nonauthoritative.

This Statement is effective for financial statements issued for interim and annual periods ending after September 15,
2009 and will not have a material impact on our financial condition or results of operation.

On June 12, 2009 the FASB issued FASB Statement No. 167, Amendments to FASB Interpretation No. 46(R). The
FASB s objective in issuing this Statement was to improve financial reporting by enterprises involved with variable
interest entities. The FASB undertook this project to address (1) the effects on certain provisions of FASB
Interpretation No. 46 (revised December 2003), Consolidation of Variable Interest Entities, as a result of the
elimination of the qualifying special-purpose entity concept in FASB Statement No. 166, Accounting for Transfers of
Financial Assets, and (2) constituent concerns about the application of certain key provisions of Interpretation 46(R),
including those in which the accounting and disclosures under the Interpretation do not always provide timely and
useful information about an enterprise s involvement in a variable interest entity. This Statement shall be effective as
of the beginning of each reporting entity s 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 application is prohibited. The adoption of this Statement will not have a material impact on our financial
condition or results of operation.

On June 12, 2009, the FASB issued FASB Statement No. 166, Accounting for Transfers of Financial Assets an
Amendment of FASB Statement No. 140. The FASB s objective in issuing this Statement was to improve the
relevance, representational faithfulness, and comparability of the information that a reporting entity provides in its
financial statements about a transfer of financial assets; the effects of a transfer on its financial position, financial
performance, and cash flows; and a transferor s continuing involvement, if any, in transferred financial assets. The
Board undertook this project to address (1) practices that have developed since the issuance of FASB Statement No.
140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, that are not
consistent with the original intent and key requirements of that Statement and (2) concerns of financial statement users
that many of the financial assets (and related obligations) that have been derecognized should continue to be reported

in the financial statements of transferors. This Statement must be applied as of the beginning of each reporting entity s
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 application is prohibited. This Statement must
be applied to transfers occurring 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 (as defined under previous accounting standards) should be evaluated for
consolidation by reporting entities on and after the effective date in accordance with the applicable consolidation
guidance. If the evaluation on the effective date results in consolidation, the reporting entity should apply the
transition guidance provided in the pronouncement that requires consolidation. Additionally, the disclosure provisions

of this Statement should be applied to transfers that occurred both before and after the effective date of this Statement.
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The adoption of this Statement will not have a material impact on our financial condition or results of operation.

In May 2009, SFAS No. 165, Subsequent Events was issued which establishes general standards of accounting for and
disclosure of events that occ