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PART |

Description of Business

Sussex Bancorp (the "Conpany" or
conpany incorporated under the laws of the State of New Jersey in January,
to serve as a holding conpany for the Sussex County State Bank (the "Bank").

conpany was organi zed at the direction of the Board of Directors of the Bank for
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not later than April 29,
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Annual Meeting of
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1999.

Proxy Statenment for 1999
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Jersey in 1975. The bank operates fromits main office at 399 Route 23

Franklin, New Jersey 07416, and its six branch offices located at 7 Church
Street, Vernon, New Jersey; 266 Clove Road, Montague,. New Jersey; 172 Wbodport
Road, Sparta, New Jersey; 455 Route 23, Wantage, New Jersey; 15 Trinity Street

Newt on, New Jersey; and 165 Route 206, Andover, New Jersey

The Conpany is subject to the supervision and regulation of the Board
of Governors of the Federal Reserve System (the "FRB"). The Bank's deposits are
insured by the Bank |Insurance Fund ("BIF") of the Federal Deposit Insurance
Corporation ("FDIC') up to applicable limts. The operations of the Conpany and
the Bank are subject to the supervision and regulation of the FRB, FDIC and the
New Jersey Departnent of Banking and |nsurance (the "Departnment"). The principa
executive offices of the Conpany are |ocated at 399 Route 23, Franklin, New
Jersey 07416, and the tel ephone nunber is (973) 827-2914

Busi ness of the Conpany

The Conpany's primary business is ownership and supervision of the
Bank. The Conpany, through the Bank, conducts a traditional commercial banking
busi ness, and offers services including personal and business checking accounts
and tinme deposits, npney market accounts and regular savings accounts. The
Conpany structures its specific services and charges in a manner designed to
attract the business of the snall and medium sized business and professiona
community as well as that of individuals residing, working and shopping in the
Sussex County, New Jersey trade area serviced by the Conpany. The Conpany
engages in a wi de range of lending activities and offers comercial, consuner
nortgage, hone equity and personal loans. |In addition, during 1998, the Bank
formed the Sussex Bancorp Mrtgage Conpany (the "Mrtgage Conpany"). The
Mort gage Conpany originates one to four famly nortgage |oans for resale into
the secondary market. Currently, all loan are sold servicing released, although
the Conpany, through the Bank, nmy seek to service the loans it originates in
the future
Service Area

The Conpany's service area primarily consists of the Sussex County, New
Jersey nmarket, although the Conpany mekes |oans throughout New Jersey. The
Conpany operates its main office in Franklin, New Jersey and six branch offices
in Vernon, Montague, Sparta, Wantage, Newton and Andover, New Jersey

Conpetition

The Conpany operates in a highly conpetitive environnent conpeting for
deposits and loans wth conmercial banks, thrifts and other financia
institutions, many of which have greater financial resources than the Conpany
Many |arge financial institutions in New York City and other parts of New Jersey
conpete for the business of New Jersey residents located in he Conpany's service
area. Certain of these institutions have significantly higher lending limts
than the Conpany and provide services to their custoners which the Conpany does
not offer.

Managenent believes the Conpany is able to conpete on a substantially
equal basis with its conpetitors because it provides responsive personalized
servi ces through nanagenent's know edge and awar eness of the Conpany's service
area, custoners and busi ness

Enpl oyees

At Decenber 31, 1998, the Conpany enployed 67 full-time enployees and
15 part-tinme enployees. None of these enployees is covered by a collective
bargai ning agreenent and the Conpany believes that its enployee relations are
good.

SUPERVI SI ON AND REGULATI ON

Bank hol ding conpanies and banks are extensively regulated under both
federal and state law. These laws and regulations are intended to protect
depositors, not stockholders. To the extent that the following infornmation
describes statutory and regulatory provisions, it is qualifiedinits entirety
by reference to the particular statutory and regulatory provisions. Any change
in the applicable law or regulation may have a naterial effect on the business
and prospects of the Conpany and the Bank

BANK HOLDI NG COMPANY REGULATI ON



Gener a

As a bank hol di ng conpany regi stered under the Bank Hol di ng Conpany Act
of 1956, as anended, (the "BHCA"), the Conpany is subject to the regulation and
supervision of the FRB. The Conpany is required to file with the FRB annua
reports and other information regarding its business operations and those of its
subsidiaries. Under the BHCA, the Conpany's activities and those of its
subsidiaries are linmted to banking, managing or controlling banks, furnishing
services to or performng services for its subsidiaries or engaging in any other
activity which the FRB determines to be so closely related to banking or
managi ng or controlling banks as to be properly incident thereto

The BHCA requires, anong other things, the prior approval of the FRB in
any case where a bank holding conpany proposes to (i) acquire all or
substantially all of the assets of any other bank, (ii) acquire direct or
indirect ownership or control of nmore than 5% of the outstanding voting stock of
any bank (unless it owns a nmejority of such bank's voting shares) or (iii) nmerge
or consolidate with any other bank hol ding conpany. The FRB wil| not approve any
acqui sition, nmer ger, or consolidation that would have a substantially
anti-competitive effect, wunless the anti-conpetitive inpact of the proposed
transaction is clearly outweighed by a greater public interest in nmeeting the
conveni ence and needs of the community to be served. The FRB also considers
capital adequacy and other financial and nmanagerial resources and future
prospects of the conpanies and the banks concerned, together with the
conveni ence and needs of the community to be served, when revi ewi ng acquisitions
or nergers

Additionally, the BHCA prohibits a bank holding conpany, wth certain
limted exceptions, from (i) acquiring or retaining direct or indirect ownership
or control of nobre than 5% of the outstanding voting stock of any conpany which
is not a bank or bank hol ding conpany, or (ii) engaging directly or indirectly
in activities other than those of banking, managing or controlling banks, or
performng services for its subsidiaries, unless such non-banking business is
determined by the FRBto be so closely related to banking or nmanaging or

controlling banks as to be properly incident thereto. In making such
determ nations, the FRBis required to weigh the expected benefits to the
public, such as greater convenience, increased conpetition or gains in

efficiency, against the possible adverse effects, such as undue concentration of
resources, decreased or unfair conpetition, conflicts of interest, or unsound
banki ng practices

There are a nunber of obligations and restrictions inposed on bank
hol ding conpanies and their depository institution subsidiaries by |aw and
regul atory policy that are designed to mninize potential |oss to the depositors
of such depository institutions and the FDIC insurance funds in the event the
depository institution becones in danger of default. Under a policy of the FRB
with respect to bank holding conpany operations, a bank holding conpany is
required to serve as a source of financial strength to its subsidiary depository
institutions and to commt resources to support such institutions in
circunstances where it mght not do so absent such policy. The FRB al so has the
authority wunder the BHCA to require a bank holding conpany to terminate any
activity or to relinquish control of a non-bank subsidiary upon the FRB's
determ nation that such activity or control constitutes a serious risk to the
financial soundness and stability of any bank subsidiary of the bank hol ding
conpany

Capi tal Adequacy Guidelines for Bank Hol di ng Conpani es

The FRB has adopted risk-based capital guidelines for bank holding
conpani es. The risk-based capital guidelines are designed to make regulatory
capital requirements nore sensitive to differences in risk profile anong banks
and bank hol ding conpanies, to account for off-balance sheet exposure, and to
m nim ze disincentives for holding liquid assets. Under these guidelines, assets
and off-balance sheet itens are assigned to broad risk categories each with
appropriate weights. The resulting capital ratios represent capital as a
percentage of total risk-weighted assets and off-bal ance sheet itens.

The risk-based guidelines apply on a consolidated basis to bank hol ding
conpanies with consolidated assets of $150 million or nore. For bank hol di ng
conpanies with less that $150 nmillion in consolidated assets, the guidelines
will be applied on a bank-only basis unless: (a) the parent bank hol di ng conpany
is engaged in non-bank activity involving significant |everage; or (b) the
parent conpany has a significant anmount of outstanding debt that is held by the
general public. The mninum ratio of total capital to risk-weighted assets
(including certain off-balance sheet activities, such as standby letters of
credit) is 8% At least 4%of the total <capital is required to be "Tier 1"



consi sting of common stockholders' equity and certain preferred stock, |ess
certain goodwill itens and other intangible assets. The remainder, "Tier Il
Capital", may consist of (a) the allowance for loan |osses of up to 1.25% of
ri sk-wei ghted assets, (b) excess of qualifying preferred stock, (c) hybrid
capital instruments, (d) debt, (e) mandatory convertible securities, and (f)
qualifying subordinated debt. Total <capital is the sumof Tier | and Tier II
capital less reciprocal holdings of other banking organizations' capital
instrunents, investments in unconsolidated subsidiaries and any other deductions
as determned by the FRB (determ ned on a case-by-case basis or as a matter of
policy after formal rule-making).

Bank hol di ng conpany assets are given risk-weights of 0% 20% 50% and
100% In addition, «certain off-balance sheet itens are given simlar credit
conversion factors to convert themto asset equivalent anounts to which an
appropriate risk-weight wll apply. These conputations result in the total
ri sk-wei ghted assets. Myst |oans are assigned to the 100%risk category, except
for performing first nortgage loans fully secured by residential property which
carry a 50%risk-weighting. Mst investnment securities (including, primarily,
general obligation clains of states or other political subdivisions of the
United States) are assigned to the 20% category, except for nunicipal or state
revenue bonds, which have a 50% risk-wei ght, and direct obligations of the U S.
Treasury or obligations backed by the full faith and credit of the U S.
Governnent, which have a 0% risk-weight. In converting off-bal ance sheet itens,
direct credit substitutes including general guarantees and standby letters of
credit backing financial obligations are given 100% ri sk-wei ghing. Transaction
related contingencies such as bid bonds, standby letters of credit backing
non-financial obligations, and undrawn commitnents (including comrercial credit
lines with an initial maturity of nore than one year) have a 50% risk-wei ghing.
Short term conmercial letters of credit have a 20% risk-weighing and certain
short-termunconditionally cancel abl e comm tments have a 0% ri sk-wei ghi ng.

In addition to the risk-based capital guidelines, the FRB has adopted a
mninmum Tier | capital (leverage) ratio, under which a bank hol ding conpany nust
maintain a mninmmlevel of Tier | capital to average total consolidated assets
of at least 3%in the case of a bank holding conpany that has the highest
regulatory exam nation rating and is not contenplating significant growth or
expansion. All other bank hol ding conpani es are expected to maintain a | everage
ratio of at least 100 to 200 basis points above the stated m ni num

Bank Regul ation

As a New Jersey-chartered comercial bank, the Bank is subject to the
regul ation, supervision, and control of the Departnent. As an FDIC-insured
institution, the Bank is subject to regulation, supervision and control of the
FDI C, an agency of the federal governnent. The regulations of the FDIC and the

Departnment inpact virtually all activities of the Bank, including the mninmm
level of «capital the Bank nmnust naintain, the ability of the Bank to pay
di vi dends, the ability of the Bank to expand through new branches or

acquisitions and various other matters.
I nsurance of Deposits

The Bank's deposits are insured up to a maxinmum of $100,000 per
depositor under the BIF. The FDIC has established a risk-based insurance prem um
assessnent system under which the FDIC has developed a natrix that sets the
assessnment premumfor a particular institution in accordance with its capital

level and overall regulatory rating by the institutions' primary federal
regulatory. Under the matrix that is currently in effect, the assessnent rate
ranges fromO to 27 basis points of assessed deposits. In addition to the

deposit insurance prem um assessnment, under the deposit insurance funds act of
1996 (the "Deposit Act"), BIF insured institutions like the Bank are required to
contribute to the debt service and principal repaynent on bonds issued by the
Federal Finance Corporation ("FICO') in the md-1980s to fund a portion of the
thrift bailout. This assessment is currently set at 1.3 basis points of assessed
deposi ts.

Di vi dend Rights

Under the Banking Act, a bank may declare and pay dividends only if,
after paynment of the dividend, the capital stock of the bank will be uninpaired
and either the bank will have a surplus of not less than 50% of its capital
stock or the paynment of the dividend will not reduce the bank's surplus.

| TEM 2. Description of Property

The Conpany conducts its business through its main office |located at 399 Route



23, Franklin, New Jersey, and its six branch offices. The follow ng table set
forth certain information regarding the Conpany's properties as of Decenber 31,
1998.

DATE OF
LOCATI ON LEASED OR OWNED LEASE EXPI RATI ON
399 Route 23 Owned N A
Frankl in, New Jersey
7 Church Street Omned N A
Ver non, New Jersey
266 Cl ove Road Leased April, 2002
Mont ague, New Jer sey
172 Woodport Road Leased Sept enber, 1998
Sparta, New Jersey
455 Route 23 Omned( 1) N A
Want age, New Jersey
15 Trinity Street Owned N A
Newt on, New Jer sey
165 Route 206 Owned N A
Andover, New Jersey
Rout e 206 Owned N A

Frankford, New jersey

(1) The Conpany owns the building housing its Wantage branch. The |and on which
the building is located is |eased pursuant to a ground |ease which runs until
December 31, 2020, and contains an option for the Conpany to extend the |ease
for an additional 25 year term

| TEM 3. Legal Proceedings

The Conpany and the Bank are periodically parties to or otherw se
involved in | egal proceedings arising in the nornal course of business, such as
clains to enforce liens, claims involving the making and servicing of real
property |loans, and other issues incident to the Bank's business. Managenent
does not believe that there is any pending or threatened proceeding against the
Conpany of the Bank which, if determ ned adversely, would have a material effect
on the business, financial position or results of operation of the Conpany or
the Bank.

| TEM 4. Submi ssion of Matters to a Vote of Security Hol ders

No matters were submitted for a vote of the registrant's shareholders
during the Fourth Quarter of fiscal 1998.

PART 11
| TEM 5. Mar ket for Common Equity and Rel ated Stockhol der Matters

Historically, there has been no established public market for the
conmon stock of the Conpany, whi ch was periodically traded in the
over-the-counter market through the "pink sheets" published by the National
Quot ation Bureau, Inc. However, commencing February 20, 1998, the Conmon Stock
began trading on the Anerican Stock Exchange, under the synbol "SBB". As of
Decenmber 31, 1998, the Conpany had approximately 711 holders of record of the
Conmmon St ock.

The following table shows the high and |ow closing price, by quarter,
for the coomon stock, as well as dividends declared, since the comon stock
began trading on the Anerican Stock Exchange:

DI VI DENDS
1998 HI GH LOW DECLARED
4th Quarter 11 3/8 8 1/2 $ 0.03
3rd Quarter 11 5/8 9 3/8 $ 0.07
2nd Quarter 11 5/ 16 9 3/4 $ 0.13
1st Quarter 13 10 15/16 $ 0.13

During 1998 the Conpany al so declared a two for one stock split.

During 1997, the Conpany paid quarterly cash dividends of $0.06, $0.10,
$0.12 and $0. 13 and decl ared a 2% st ock divi dend.



| TEM 6. Managenent's Di scussion and Anal ysis or Plan of Operation

The information required by this itemis incorporated by reference from
the Registrant's 1997 Annual Report to Sharehol ders under the caption
"Managenent Di scussion and Anal ysis".

| TEM 7. Fi nanci al Statenents

The information required by this itemis incorporated by reference from
the Registrant's 1997 Annual Report to Sharehol ders under the caption
"consol i dated Financial Statenents".
| TEM 8. Changes in and Di sagreements with Accountants on Accounting

and Financi al Disclosure

Upon conpletion of the 1997 audit, the Registrant replaced Arthur
Andersen LLP ("Andersen") as its independent auditor with Radics & Co., LLP, who
conducted the audit of the Conpany's financial statenments for the 1998 fiscal
year. The decision to change auditors was recomended by the Audit Committee and
was approved by the Conpany's Board of Directors. For the fiscal years ended
Decenber 31, 1997 and 1996, there have been no disagreenents wth Andersen on
any natter of accounting principles or practices, financial statenment disclosure
or auditing scope or procedure which, if not resolved to the satisfaction of
Andersen would have caused it to nake reference to the subject matter of the
di sagreenent in connection with their reports. The independent auditor's report
on the consolidated financial statenments for the fiscal years ended Decenmber 31,
1997 and 1996 expressed an unqualified opinion.

| TEM 9. Directors and Executive O ficers of the Registrant; Conpliance with
Section 16(a)

Information concerning directors and executive officers is included in
the definitive Proxy Statement for the Conpany's 1999 Annual Meeting under the
caption "ELECTI ON OF DI RECTORS" and infornation concerning conpliance wth
Section 16(a) of the Exchange Act is included under the caption "COWLI ANCE W TH
SECTION 16(A) OF THE SECURITIES EXCHANGE ACT OF 1934," each of which is
incorporated herein by reference. It is expected that such Proxy Statement will
be filed with the Securities and Exchange Conmmi ssion no later than April 29,
1999.

The following table sets forth certain information about each executive
of ficer of the Conpany who is not also a director.

Table 1
Princi pal Occupation
Nane, Age and Position O ficer Since (1) During Past Five Years
Candace A. Leatham 44 1984 Seni or Vice President and
Seni or Vice President Treasurer of the Bank

and Treasurer

(1) Includes prior service as an officer of the Bank.

| TEM 10. Executive Conpensation

I nformation concerning executive conpensation is incorporated by
reference fromthe Registrant definitive Proxy Statenent for the Conpany's 1999
Annual Meeting under the captions "ANNUAL EXECUTI VE COMPENSATI ON AND ALL OTHER

COVPENSATI ON' and " COWVPENSATI ON OF DI RECTORS". It is expected that such Proxy
Statenent will be filed with the Securities and Exchange Conm ssion no |ater
than April 29, 1999.

| TEM 11. Security Ownership of Certain Beneficial Omers and Managenent

Information concerning security ownership of certain beneficial owners
and nmanagenent is included in the definitive Proxy statement for the Conpany's
1998 Annual Meeting under the caption "SECURI TY OWERSH P OF CERTAI N BENEFI Cl AL
OMNERS AND MANAGEMENT", which is incorporated herein by reference. It is
expected that such Proxy statement wll be filed with the Securities and



Exchange conmi ssion no later than April 29, 1999.

| TEM 12. Certain Rel ationships and Rel ated Transactions

Information concerning certain relationships and related transactions
is included in the definitive Proxy Statenent for the Conpany's 1999 Annual
Meeting wunder the caption "INTEREST OF MANAGEMENT AND OTHERS |N CERTAIN
TRANSACTI ONS", which is incorporated herein by reference. It is expected that
such Proxy Statenent will be filed with the Securities and Exchange Commi ssion
no later than April 29, 1999.

| TEM 13. Exhi bits, List and Reports on Form 8-K

(a) Exhibits

Exhi bi t

Number Description of Exhibits

3(i) Certificate of Incorporation of the Conpany (1)

3(ii) Byl aws of the Conpany(1)

10(i) 1995 Incentive Stock Option Plan(1)

10(ii) 1995 Stock Option Plan for Non-Enpl oyee Directors(1)

10(iii) 1988 Non-Qualified Stock Option(1)

10(iv) Enpl oynent Agreenent with Donal d Kovach

13 Annual Report to Sharehol ders for the year ended
Decenber 31, 1998.

21 Subsi di ari es of the Registrant

23(a) Consent of ARTHUR ANDERSEN LLP

23(b) Consent of RADICS & CO., L.L.C

27 Fi nanci al Data Schedul e

(1) Incorporated by reference from Exhibits 5(B)(1l) to 5(B)(27) fromthe
Conpany' s Registration Statenent on form 8-B, Registration No. 1-12569.

(b) Reports on form 8-K

None.

SI GNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities
Exchange Act of 1934, the Registrant has duly caused this report to be signed on
its behalf by the undersigned, thereunto duly authorized.

SUSSEX BANCORP

By: /s/Donald L. Kovach
Donal d L. Kovach
Chai rman of the Board and
Dat ed: Chi ef Executive O ficer

Pursuant to the requirements of the Securities Exchange Act of 1934,
this report has been signed below by the following persons on behalf of the
Regi strant and in the capacities and on the dates indicated.



NAME
/ s/ Donald L. Kovach
Donal d L. Kovach

/ s/ Candace A. Leatham

Candace A. Leatham

/'s/1rvin Ackerson

Irvin Ackerson

/s/IWIliam E. Kul sar

WlliamE. Kul sar

/sl Joel D. Marvil

Joel D. Marvil

/'s/ Ri chard Scott

Ri chard Scott

/ s/ Joseph Zitone

Joseph Zitone
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paradox: How to stabilize net interest spread and continue to naintain the
Bank's growth history. The key is and renmins innovation. Strategies designed to
generate nore profits in the loan and investment portfolio and increasing fee
incone can produce both growth and increase Return On Assets. For exanple, in
1998 the conposition of our loan portfolio changed showi ng an increase in snall
to medium size business |oans of over $2M both secured and lines of credit,
produci ng higher yields. Fee incone through non-deposit products and trust
services increased $100, 000 over |ast year. The investnent portfolio reflects a
changing conposition, balancing liquidity wth investments in less volatile
muni ci pal tax free bonds. By establishing the Sussex Bancorp Mrtgage Conpany, a
subsidiary of the Bank, another profit center was added that will generate fees
from nortgage brokerage services and sales of first nortgages in the secondary
mar ket. Sussex Bancorp Mrtgage Conpany, organized in the |ast quarter of 1998,
has received Freddie Mac approval as a seller/servicer for one-to-four famly
nortgage loans and is on-line for internet sales.

On the deposit side, the creation of the "Senior Sel ect" account
illustrates a novel approach to overall asset growth conbi ned with
cross-selling. Total assets grew by over $20M or 20% over 1997. A substantial
portion of deposit growh was attributable to the Senior Select program
specifically designed for our senior clientele. The cornerstone of the "Senior
Sel ect"” account is a savings account paying noney market account rates with
unlimted withdrawal authority w thout penalty. Through a nenu of services our
seni or custoners can find answers to financial questions through free investnent
and tax semnars. This provides the ability to cross-sell non-deposit investnent
products and loans tailored to the needs of the custoner and their famlies.

Bringi ng our in-house conputer systenms into Y2K conpliance and establishing
contingency plans were a priority of managenent |ast year. Through prudent
pl anning, the central conputer system and corresponding software was schedul ed
for upgrade. Fortuitously, the timng was commensurate wth the banking
regul ators exam nation of our Y2K conpliance. Hence, testing the new system
corresponded with our Y2K preparedness requirenments. By tackling the problem
head-on with a confident and dedicated staff we can now look forward wth
optim smand excitement to the new mllennium |ndeed, deposits may increase as
the new year approaches and the public and our custoners becone nore aware of
the safety in keeping their noney in the Sussex County State Bank, where it
remains insured by the FDIC

Inproving our existing branch sites and expanding through new |ocations
occurred in 1998 and will continue in the future. The inprovenent of the Andover
site was conpleted. The purchase of the Tanis honestead on Route 206 inAugusta
wi Il provide the headquarters for our trust and investments division, as well as
a full-service branch in a canpus-like atnosphere. |nprovenent of the Vernon
branch is scheduled in 1999, while efforts to upgrade the Sussex/Wantage site
continue to be investigated. Architectural and site plans will be devel oped for
an alternative site in Sparta. Potential de novo and branch acquisitions in
Morris County will be considered as well. W continue to review joint venture
possibilities to expand our product offerings and potential for non-interest
incone.

Sussex Bancorp is in a unique position, we are located in northwest New
Jersey, which enjoys a vibrant and grow ng econony. Consolidations and nergers
continue to underpin and enhance the concept of a community bank. The nega banks
shoul der the marketing cost of expanded banking services for all banks,
including the novement into fee incone, such as non-deposit investnent products
and nortgage brokerage, meking it easier for comunity banks to do the sane.
Wth a conplete product nmenu and the ability to provide personal services,
community banks are here to stay. Eleven new banks opened their doors in New
Jersey during 1997 and 1998. Eight others are in the organization stage.
Nati onwi de, 144 new community banks were |aunched in 1996 and 188 new banks
started in 1997.

This year's business plan contenplates a secondary stock issue to address

the capital needs necessary to continue our product and geographic growh. The
last year of the 20th century will be another exciting year for Sussex Bancorp.

Si ncerely,

/ s/ Donald L. Kovach



Donal d L. Kovach
Pr esi dent / CEO
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This section presents managenent's discussion and anal ysis of and changes
to the Conpany's consolidated financial results of operations and conditions and
shoul d be read in conjunction with the Conpany's financial statenents and notes
thereto included herein.

Management Strategy

The Conpany's goal is to serve as a communi ty-oriented financia
institution serving the Sussex County, New Jersey narketplace. All seven of the
Conpany's offices are located within Sussex County, New Jersey, and over 90% of
the Conpany's |oans are made to borrowers |ocated in Sussex County. Through the
year ended Decenber 31, 1998, nmnagenent sought to change the mx of the
Conpany's loan portfolio and enhance non-interest income. During 1998, the
Conpany established relationships with commercial borrowers to attain a greater

mar ket share of commercial loans. In addition, the Conpany established the
Sussex Bancorp Modrtgage Conpany, Inc. to offer 30-year fixed nortgages to our
custoners. These loans wll be sold in the secondary market, producing

non-interest income. For 1999, nmanagenent's goals for the Conpany include (1)
further enhancing non-interest inconme by focusing on fee inconme, (2) pronpting
the Sussex Bancorp Mrtgage Conpany, and (3) continuing to enphasize the
expansi on of product base to achieve a one-stop financial service concept to
retain and gain market share. The Conpany wll seek to increase non-interest
incone through the Conpany's relationship wth Independent Bankers Financial

Services, a registered broker-dealer which will sell non-deposit products, by
offering 30-year fixed nortgages to be sold in the secondary market by Sussex
Bancorp Mortgage Conpany, and through growing the Bank's trust departnent

Resul ts of Operations

For the year ended Decenber 31, 1998, the Conpany's net income was $710, 000
, representing an increase of $2,000, or 0.3 % over the $708,000 earned in
1997. The basic net incone per share for 1998 was $.50, conpared to basic net
income per share of $.51 in 1997. The diluted net income per share for 1998 was
$.50, conpared to diluted net income per share of $.51 in 1997. The change in
per share earnings reflects an increase in net incone offset by an increased
nunber of average shares outstanding during 1998, as the Conpany's average basic
shares outstanding increased to 1,410,535 from 1,377,934. The increase was
attributable to issuance of new shares through the Conpany's di vi dend
rei nvest ment plan and exercises of stock options

The Conpany's results for 1998 were affected by increases of $157,000 in
net interest income and $125,000 in non-interest income and decreases of
$191,000 in provision for loan |osses and $63,000 in incone taxes, partially
of fset by an increase of $534,000 in total other expenses

Net Interest Inconme

Net interest income is the difference between interest and fees earned on
| oans and other interest-earning assets and interest paid on interest-bearing
liabilities. Net interest income is directly affected by changes in volume and
m x of interest-earning assets and interest-bearing liabilities which support
those assets, as well as changing interest rates when differences exist in
repricing dates of assets and liabilities

Net interest income, on a fully taxable basis (a 34%tax rate), increased
by $198,000 in 1998 to $4.5 nillion conmpared to $4.3 nillion in 1997. The
increase in net interest incone occurred as total interest income increased by
$953, 000, or 12.9% to $8.4 nillion, while interest expense increased $755, 000
or 24.6% to $3.8 million. Interest income increased primarily as a result of an
increase in average earning assets of $17.5 million. The increase in volunme was
partially offset by a decrease in rate as the Conpany's average yield on
interest earning assets declined to 7.16% for the year ended Decenber 31, 1998
conpared to 7.46% for the year ended Decenber 31, 1997. The decrease in rate
reflects the Conpany's offering of lower priced loan products to gain new
originations, particularly in comercia



2

Managenent

Di scussi on
and Anal ysis
(continued)

and non-residential real estate loans, and the repricing of the Conpany's
investnent portfolio as securities mature, reprice and are called and the
proceeds are reinvested at |ower current market rates.

Interest incone on total loans increased from$5.5 million in 1997 to $5.6
mllion 1998, an increase of $84,000. As discussed above, this increase was
primarily the result of an increase in the volume of the loan portfolio,
partially offset by a decline in average rate. The average yield on |oans
declined one basis point from8.15%in 1997 to 8.14%in 1998.

Total interest inconme on securities increased to $1.9 million in 1998 from
$1.5 mllion in 1997, an increase of $349,000, or 22.9% Average securities
increased to $31.7 million in 1998 from$24.6 nillion in 1997, an increase of
$7.1 mllion, reflecting investnent of new deposits in excess of |oan demand,
primarily in state and |ocal government securities. The average rate earned on
securities declined to 5.90%in 1998 from 6.20%in 1997 due to | ower current
mar ket rates.

Interest income on other interest-earning assets increased by $520,000 in
1998 to $886,000 from $366,000 for 1997. The average balance of other
interest-earning assets increased to $16.2 million in 1998 from$7.1 mllion in
1997. In 1998, the Conpany was required to keep certain nmunicipal deposits in
short termliquid investnents such as term Federal funds. The average rate on
other interest-earning assets increased to 5.46%in 1998 from5.18% in 1997.

Total interest expense increased from$3.1 nmillion in 1997 to $3.8 nmillion
for the year ended Decenber 31, 1998, an increase of $755,000, or 24.6% The
increase in interest expense was attributable to increases in both the Conpany's
average interest-bearing deposits and the average rate paid thereon. During
1998, the Conpany's average interest-bearing liabilities outstanding increased
by $14 million , to $96.1 million for the year ended Decenber 31, 1998 conpared
to the $82.2 million for the year ended Decenber 31, 1997. The increase in
deposits occurred primarily in the Conpany's tinme deposits. Average tine
deposits increased to $47.4 nillion, an increase of $9.5 million, or 25.1% from
1997 to 1998, and the average rate paid on tine deposits increased marginally to
5.42%in 1998 from5.39%in 1997. The average rate paid on all the Conpany's
liabilities increased to 3.97%in 1998 from3.73%in 1997, due primarily to
increased rates paid on savings deposits and the increase of average tine
deposits to 49.3% of average interest-bearing liabilities in 1998 from46.1%in
1997.

The net interest margin was 3.19%in 1998, a decline fromthe net interest
margin of 3.73%in 1997 reflecting the Conpany's decreased yield on interest
earning assets as managenent continues its strategy of attenpting to retain and
increase its market share. Despite the declining net interest nargin, the
Conpany nmanaged to increase net interest income by increasing aver age
interest-earning assets by $17.5 million, or 17.6% in 1998, which nore than
offset the effects of the $14.0 million increase in average interest-bearing
liabilities and the decreased net interest margin.

Conpar ative Average Bal ance Sheets

The following table reflects the conponents of the Conpany's net interest
incone, setting forth for the period presented (1) average assets, liabilities,
and stockhol ders' equity, (2) interest incone earned on interest-earning assets,
and the interest expense paid on interest-bearing liabilities, (3) average
yi el ds earned on i nterest-earning assets and aver age rates paid on
interest-bearing liabilities, (4) the Conpany's net interest spread, and (5) the
Conpany's net yield on interest earning assets. Rates are conputed on a tax
equi val ent - basi s.
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Table 1



Conpar ati ve Average Bal ance Sheets
Year ended Decenber 31,

1998 1997
Aver age Aver age
I nterest Rat es Rat es
Aver age I ncome/ Ear ned/ Aver age I ncome Ear ned/
Bal ance Expense Pai d Bal ance Expense Pai d

(Dol lars in Thousands)

Asset s
Interest Earning assets:
Taxabl e | oans (net of unearned

ITNCOMB) ..o $ 68,842 $ 5,601 8.14% $ 67,694 $ 5,517 8.15%
Tax exenpt securities ................... 3, 046 182 5.97% 952 61 6.41%
Taxabl e i nvestnent securities ........... 28, 658 1,688 5.89% 23,599 1, 460 6.19%
Oher (1) .. 16, 235 886 5.46% 7,059 366 5.18%
Total earning assets .................... 116, 781 8, 357 7.16% 99, 304 7,404 7.46%
Non-interest earning assets ................ 8,319 8, 245
Al | owance for possible loan losses ......... (706) (670)
Total Assets ......................
Liabilities and Sharehol ders' Equity
Interest bearing liabilities:
NOW deposi tS ... $ 13,496 $ 260 1.93% $ 12,593 $ 239 1.90%
Savings deposits ........... ... ... 30, 646 867 2.83% 28, 109 705 2.51%
Money market deposits ................... 4,590 120 2.61% 3, 580 78 2.18%
Time DepoSits ... 47, 398 2,571 5.42% 37,874 2,041 5.39%
Total interest bearing
Liabilities ....... .. ... ... ...... 96, 130 3,818 3.97% 82, 156 3,063 3.73%
Non-interest bearing liabilities:
Demand DeposSits ........ ..., 18,912 15, 886
OQher liabilities ........ ... ... ... ...... 826 824
Total non-interest bearing liabilities ..... 19, 738 16, 710
Sharehol ders' equity ....................... 8,526 8,013
Total liabilities and sharehol ders'
eqUItY .. $ 124,394 $ 106, 879
Net interest differentiall/
net interest margin ................... $ 4,539 3.19% $ 4,341 3.73%
Net yield on interest-earning
ASSELS L.
3.89% 4.37%
</ TABLE>
(1) Includes federal funds sold and interest-bearing deposits.
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The following table presents by category the major factors that contributed to
the changes in net interest incone between the years ended Decermber 31, 1998 and
1997. Anpunts have been conputed on a fully tax equivalent basis, assumng a
federal tax rate of 34%

Table 2

Year Ended Decenber 31,

1998 versus 1997



I ncrease (Decrease) Due to Change In
Aver age Aver age
Vol ume Rat e Net
(Dol lars in Thousands)
I nterest Incone:

Loans (net of unearned incone) $ 91 $ (7) $ 84
Tax exenpt securities 125 (4) 121
Taxabl e i nvestment securities 301 (73) 228
O her 499 21 520

Total interest Incone 1016 (63) 953

I nterest expense:

NOW deposi ts 17 4 21
Savi ngs deposits 67 95 162
Money nmar ket deposits 25 17 42
Ti me deposits 519 11 530
Total interest expense 628 127 755
Net interest income $ 388 $ (190) $ 198

Provision for Possible Loan Losses

The provision for possible loan losses in 1998 was $19,000 conpared to a
provision of $210,000 in 1997. The decrease for 1998 reflects both relatively
mld growth in the loan portfolio and a reduction in non-accrual and
restructured |oans of $666,000, or 62.6%from 1997 to 1998. |In addition, the
decrease reflects managenent's view of the continued strong econom c conditions
in the Conpany's Sussex County nmarket area and New Jersey generally. During
1998, the Conpany had $40, 000 in | oans charged off

O her Income

The Conpany's other incone is primarily generated through service charges
on deposit accounts. Oher income increased $125,000 in 1998 to $869, 000
conpared to $744,000 in 1997. The Conpany recognized a gain of $65,000 on the
sale of securities available for sale in 1998. The Conpany al so experienced a
gain of $122,000 in other income, representing primarily an increase in fees
fromthe sale of non-deposit products. The Conpany plans to focus on devel opi ng
additional non-interest income in 1999. Although no assurances can be given
regarding the success of the Conpany's efforts, the Conpany believes that
opportunities to enhance non-interest income are available through the Banks'
nortgage subsidiary selling |oans, the expansion of the Bank's trust powers and
enhanced narketing of the Conpany's annuities, nmutual funds and discount
br oker age servi ces.
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O her Expense

Total other expense increased from $3,753,000 in 1997 to $4,287,000 for
1998, an increase of $534,000 or 14.2% Sal aries and enpl oyee benefits expense
the largest elenment of other expenses, increased $363,000 or 19.6% and
furniture and equi pment expense increased $154,000 or 41.5% During 1998, the
Bank upgraded it's in-house conputer system fornmed and staffed its nortgage
banki ng subsidiary, and paid custonmary conpensation increases. The increase of
$363,000 in salaries and enployee benefits reflects the addition of staff for
the nortgage banking subsidiary as well as customary salary increases

I ncome Tax Expense
The Conpany's incone tax provisions, which includes both federal and state

taxes, were $330,000, and $393,000 for the years ended Decenber 31, 1998 and
1997, respectively. The decreased provision for incone tax reflects a decrease



in income before income taxes and the increased incone from tax-exenpt
securities.

FI NANCI AL CONDI TI ON

At Decenmber 31, 1998, the Conpany had total assets of $137.5 million
conpared to total assets of $114.3 mllion at Decenber 31, 1997. Net |oans
increased to $69.3 mllion at Decenmber 31, 1998 from $67.4 nillion at Decenber
31, 1997. Total deposits increased to $127.7 million at Decenber 31, 1998 from
$104.9 nmillion at Decenber 31, 1997.

Loans

Net loans increased from$67.4 nillion at December 31, 1997 to $69.3
mllion at Decermber 31, 1998, an increase of $2 million, or 3% The increase in
the Conpany's loan portfolio during 1998 occurred in comercial and construction
loans. Conmercial |oans increased by $1.2 nmillion, or 49.7% to $3.7 mllion at
Decenmber 31, 1998 from $2.5 million at Decenber 31, 1997. Construction and
devel opment loans increased by $1.5 mllion, or 168.2% to $2.4 mllion at
December 31, 1998 from $877,000 at Decenber 31, 1997. The Conpany's |oans
secured by non-residential properties increased by $947,000 to $11.6 nillion
from$10.7 million. These increases were partially offset by decreases in |oans
to individuals of $108,000, and of $2.1 mllion on the Conpany's 1-4 famly
nortgage | oans. The Conpany's strategy during 1998 was to continue to diversify
its loan portfolio away from residential |oans, with enphasis on conmercial
I ending. Management anticipates continuing its efforts to diversify the |oan
portfolio, and in particular to continue focusing on comercial custoners.

The increase in loans was funded during 1998 by an increase in the
Conpany' s denand, savings and tinme deposits.

The Conpany has defined its primary narket area to be Sussex County, New
Jersey. Over ninety percent of all loans in the Conpany's portfolio are made to
borrowers in Sussex County. The mpjority of approved |oans are secured by real
estate and the borrower's primary residence. The end of year |loan to deposit
ratios for 1998 and 1997 were 54.3% and 64.2% respectively.

The following tables set forth certain information concerning the
di stribution of the Conpany's |oan portfolio.
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Table 3
Decenber 31,
1998 1997
Anpunt Per cent Anount Per cent
(Dol lars in Thousands)

Commrer ci al and i ndustrial $ 3,742 5.35% $ 2,499 3.67%
Real Estate:

Non-r esi denti al 11,612 16. 60% 10, 665 15.67%

Resi denti al 49,128 70.22% 51, 257 75. 30%
Construction 2,352 3.36% 877 1.30%
O her | oans 712 1.02% 241 0. 35%
Consuner 2,416 3.45% 2,524 3.71%
Total Loans $69, 962 100. 00% $68, 063 100. 00%

Asset Quality

Non-perform ng assets consist of non-accrual |oans and all |oans over
ninety days delinquent and other real estate owned ("OREOQ'). Managenent ceases
to accrue interest on all |oans when they are over ninety days delinquent. All



previously accrued interest is reversed unless nanagement determnes that the
loan is adequately collateralized and that the principal and interest will be
recovered within the original termof the |oan.

The Conpany experienced a significant decline in non-performng assets
during 1998. Non-accrual |oans declined by $332,000 to $398,000 at Decenber 31,
1998 from $730, 000 at Decenber 31, 1997. In addition, as of Decenber 31, 1998,
the Conpany had no restructured | oans conpared to restructured |oans of $334, 000
at Decenber 31, 1997. Restructured loans are put on accrual basis if the
custoner denobnstrates the ability to repay the debt under the terns of the
renegotiation by a period of performance, by financial statements or other
evidence of ability to service debt.

The Conpany seeks to actively manage its non-perfornmng and questionable
assets. OREO increased to $36,000 at Decenber 31, 1998, consisting of one
property. The Conpany had no OREO properties at year end 1997. In addition to
active nonitoring and collecting on delinquent |oans Managenent has an active
|l oan review process for commercial customers wth aggregate unsecured |oan
amounts of $100, 000 or nore and real estate of $250,000 or nore.

The following table provides information concerning risk elenents in the
| oan portfolio.

Table 4
Decenber 31,
1998 1997
Non-accrual | oans $ 398 $ 730
Renegoti ated | oans 0 334
Non- per f ormi ng | oans $ 398 $ 1064
Non-accrual |oans to total |oans 0.57% 1.07%
Non- perform ng |l oans to total |oans 0.57% 1.56%
Non- perform ng assets to total assets 0. 32% 0. 93%
Al l owance for possible |oan |osses
as a % of non-perform ng | oans 167. 09% 64. 38%
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Al |l owance for Loan Losses

Managenent has established a nodel for calculating the adequacy of the
Conpany's Al lowance for Loan Losses ("ALL"). Restructured |oans, as well as
certain loans designated by the Conpany's internal watch list, are assigned a
percentage of their balance as a specific reserve. Additionally, all other
del i nquent, |oans are grouped by the nunber of days delinquent with this anpunt
assigned a general reserve anount.

The ALL at year-end of 1998 was $665,000 versus $685,000 in 1997.
Managenent recogni zes the inportance of adequate reserves and their proper
allocation. Due to the reduction in non-accrual loans, the relatively small
growth in the loan portfolio during 1998 and nmenagenent's view of econonic
conditions in the Conpany's primary trade area, the ALL was increased by a
provision for loan |oss of $19,000 and recoveries of $1,000, offset by
charge-of f's of $40, 000.

The following table provides a three year analysis of the changes in the
al l owance for possible |oan |osses.

Table 5

Year Ended Decenber 31,



Begi nni ng Bal ance $685, 000 $542, 000 $476, 000

Provi sion for Loan Losses 19, 000 210, 000 130, 000
Loans char ged- of f (40, 000) (68, 000) (66, 000)
Recoveri es 1, 000 1, 000 2,000
Endi ng Bal ance $665, 000 $685, 000 $542, 000

The following table sets forth information concerning the allocation of the
Conpany's ALL.

Table 6
Decenber 31,
1998 1997
% of % of
Anpunt Al'l Loans Anpunt Al'l Loans
Bal ance Applicable to:
Commercial and industrial $ 37,000 5.4% $ 25,000 3. 7%
Real Estate:
Nonr esi denti al properties 107, 000 16. 6% 107, 000 15. 7%
Resi dential properties 467, 000 70. 2% 516, 000 75. 3%
Construction 23, 000 3.4% 9, 000 1.3%
Consuner 23, 000 3. 4% 26, 000 3. 7%
O her Loans 8, 000 1.0% 2,000 0.3%
Tot al $665, 000 100. 00% $685, 000 100. 00%

Net charge-offs were $39,000 for 1998 conpared to $67,000 in 1997. Net
charge-offs as a percent of average |oans were .06%in 1998, and .10%in 1997.

Securities Portfolio

The Conpany maintains an investment portfolio to fund increased | oan demand
or decreased deposits and other liquidity needs and to provide an additional
source of interest income. The portfolio is conposed prinarily of U 'S. Treasury
Securities and obligations of U S. CGovernment agencies and
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government sponsored entities, including collateralized nortgage obligations
i ssued by such agencies and entities, and nunicipal obligations.

Securities are classified as securities held to maturity based on
managenent's intent and the Conpany's ability to hold themto maturity. Such
securities are stated at cost, adjusted for unanortized purchase premuns and
di scounts. Securities that are bought and held principally for the purpose of
selling themin the near termare classified as trading securities, which are
carried at market value. Realized gains and |osses and gains and |osses from
marking the portfolio to narket value are included in trading revenue
Securities not classified as securities held to maturity or trading securities
are classified as securities available for sale, and are stated at fair val ue
Unrealized gains and | osses on securities available for sale are excluded from
results of operations, and are reported as a separate conponent of stockhol ders
equity, net of taxes. Securities classified as available for sale include
securities that may be sold in response to changes in interest rates, changes in
prepaynment risks, the need to increase regulatory capital or other simlar
requirement. Managenent determines the appropriate classification of securities
at the time of purchase

The following table shows the carrying value of the Conpany's security
portfolio as of the dates indicated. Securities held to maturity are stated at
cost, adjusted for anortization of premum and accretion of discounts.
Securities available for sale are stated at their fair value. At Decenber 31,
1998 and 1997 the Conpany had no securities classified as trading securities.



Table 7

Decenber 31
1998 1997 1996

U S. Treasury securities and obligations of

U.S. government corporations and agencies

avail able for sale $25, 121 $26, 600 $22, 624
Mutual fund avail able for sale 831 --- ---
bl igations of state and political subdivisions

held to Maturity 5,939 2,082 652
Total Securities $31, 891 $28, 682 $23, 276

The Conpany's securities increased from$28.7 nmillion at Decenber 31, 1997
to $31.9 million at Decenmber 31, 1998. The $3.2 million increase in securities
at Decenber 31, 1998 was due to the Conpany's investing excess funds as
managenent determned that the Conpany's liquidity was sufficient to neet
anticipated fundi ng needs through the end of the year
The Conpany also holds $693,000 in Federal Home Loan Bank of New York stock
which it does not consider an investnment security. Ownership of this stock is
required for menbership in the Federal Home Loan Bank

Cash and Cash Equival ents

The Conpany's cash and cash equivalents increased by $17.0 million for the
year ended Decenber 31, 1998, to $30.7 million from$13.7 mllion at Decenber
31, 1997. The increase was caused primarily by the Bank's increasing nore
rapidly than | oan denand. As discussed above, the Conpany focused on retaining
muni ci pal deposits, which were primarily placed in short-term certificates of
deposit. To keep these funds liquid, the Conpany invested $9.1 million in term
federal Funds sold, classified as interest bearing deposits on the bal ance
sheet. In addition, the Conpany's overnight federal funds sold increased by $9.6
mllion as the Conpany invested excess cash in short-term |iquid assets to fund
future |l oan demand and to have available for investment in securities.
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Deposits

Total deposits increased $22.8 million from $104.9 mllion at year end 1997
to $127.7 nmillion at year-end 1998, a 21.8%increase. All categories of deposits
contributed to the overall increase. Demand deposits increased to $19.8 million
an increase of $1.8 mllion, or 9.8% fromdenand deposits of $18 million at
year-end 1997. Savings deposits increased to $54.4 nillion, an increase of $6.5
mllion, or 13.5% from savings deposits of $47.9 million at year-end 1997. Tine
deposits increased to $53.6 nmillion, an increase of $14.6 million, or 37.4%
fromtime deposits of $39 nmillion at year-end 1997. Tine deposits at Decenber
31, 1998 include $9 million owned by a local municipality which mature within 30
days. The increase in the overall portfolio reflects nmmnagenent's continued
strategy of gaining market share in the Conpany's trade area, and grow ng the
Conpany' s bal ance sheet through the growth of the Conpany's securities portfolio
and the origination of additional 1loans. Tinme deposits nmake up the |argest
portion of the Conpany's loan portfolio. Reliance on tinme deposits could cause
liquidity concerns as tine deposits may prove nore volatile than other deposits.
Managenment believes the Conpany's tine deposits have historically renewed,
al t hough the need to maintain these tinme deposits could cause the Conpany's cost
of funds to increase. Even if a large portion of the Conpany's time deposits do

not renew, nmanagenent believes the Conpany will have sufficient liquidity to
fund its operating needs, through the Conpany's available for sale securities
portfolio and secondary liquidity sources, such as lines of credit with the

Federal Home Loan Bank of New York. The increase in time deposits primry
reflects the Conpany's efforts to attract municipal deposits

The followi ng tables provide informati on concerning the Conpany's deposits



Tabl e 8

Decenber 31,
1998 1997
Aver age Per cent Aver age Per cent
Bal ance of Tot al Bal ance of Tot al

(Dol lars in Thousands)

NOW Deposi ts $ 13,496 11. 73% $12,593 12.85%
Savi ngs Deposits 30, 646 26. 64% 28, 109 28.67%
Money Mar ket Deposits 4,590 3.99% 3, 580 3. 65%
Time Deposits 47,398 41.20% 37,874 38. 63%
Demand Deposits 18,912 16. 44% 15, 886 16. 20%
Total Deposits $115, 042 100. 00% $98, 042 100. 00%

As of Decenber 31, 1998:
Time Deposits ($100,000 and over) maturity:

Three nmonths or |ess $ 9, 604
Over three nonths through six nonths 643
Over six months through twelve nonths 961
Over twel ve nonths 2,532

Tot al $ 13,740

Liquidity

Liquidity is a neasure of the Conpany's ability to provide sufficient cash
flow for current and future financial obligations and conmtnments on a tinely
basis. Sources of liquidity include deposits, liquidation or maturity of |oans
and investnents and short-term borrow ngs.
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It is managenment's intent to fund future |oan demand with deposit growth
and sales of securities. |In addition, the Bank is a nenber of Federal Hone Loan
Bank of New York and has avail able an overnight 1line of credit in the anpunt of
$6.3 million. The Bank did not borrow against this line of credit during 1998.
The Conpany believes that its current level of liquidity is sufficient to neet
its current and anticipated operational needs.

Interest Rate Sensitivity

An interest rate sensitive asset or liability is one that, within a defined
tinme period, either matures or experiences an interest rate change in line with
general market interest rates. Interest rate sensitivity is the volatility of a
Conpany' s earnings froma novenent in market interest rates.

The Conpany has devel oped an Interest Rate Risk Policy. The policy provides
for the Conpany to generally maintain a relatively balanced position between
interest rate sensitive assets and interest rate sensitive liabilities. At
Decenmber 31, 1998, the interest rate sensitivity position evident for the
periodic intervals reflects an asset sensitive position.

Table 9

Asset s:
0-3 Mos. 3-12 Mos. 1-5 Years 5+ Years

(Dol lars in Thousands)
Securities(1) $ 3,200 $ 13,377 $ 10,111 $ 5,896
Interest bearing deposits



in other banks 9, 000 150 0 0
Federal funds 17, 450 0 0 0
Commer ci al | oans 3, 310 236 705 101
Home equity (variable) 3,748 0 0 0
Consuner | oans 1, 241 3,302 11, 695 3,907
Lease receivabl es 42 100 0 0
Mor t gages 6, 532 2,881 16, 023 16, 542
Total Interest Earning Assets $ 44,523 $ 20, 046 $ 38,534 $ 26, 446
<CAPTI ON>
Liabilities:
0-3 Mds 3-12 Mpds 1-5 Years 5+ Years
(Dol lars in Thousands)
Certificate of deposits $ 16, 960 $ 19,352 $ 17,165 $ 87
Money market deposit accounts 3,654 0 0 0
Savi ngs accounts 3,621 32,913 0 0
Now accounts 1,417 12,752 0 0
Total Interest Bearing Liabilities $ 25, 652 $ 65,017 $ 17,165 $ 87
Sensitivity Gap $ 18,851 (%44, 971) ($21, 369) $26, 359
Cunul ative Sensitive Gap $ 18,851 ($26, 120) ($47, 489 ($21, 130)

(1) Includes $693,000 in Federal Home Loan Bank of New York stock, included in
the 5+ years category

Capi tal Resources

St ockhol ders' equity inclusive of accumul ated ot her conprehensive incone
net of income taxes, was $9.2 mllion at Decenber 31, 1998. The growth in
stockhol ders' equity is generated primarily through earnings retention

11
Managenent
Di scussi on
and Anal ysis
(continued)

The Conpany and the Bank's regulators have classified and defined bank
hol ding conpany capital into the following conponents (1)Tier 1 capital which
includes tangible stockholders' equity for common stock and certain preferred
stock, and (2) Tier Il capital, which includes a portion of the allowance for
possible loan | osses, certain qualifying long-term debt and preferred stock
whi ch does not qualify for Tier | capital

The Conpany's and the Bank's regulators have inplenented risk-based
gui delines which require banks and bank hol ding conpanies to maintain certain
m ni mum capital as a percent of such assets and certain off-balance sheet itens
adj usted for predefined credit risk factors (risk-adjusted assets). Banks and
bank hol di ng conpanies are required to maintain, Tier | capital as a percent of

risk-adjusted assets of 4.0% and conbined Tier | and Tier Il capital as a
percent of risk-adjusted assets of 8.0% at a mnimm At Decenber 31, 1998, the
Conpany's Tier | and conbined Tier |I and Tier Il capital ratios were 12.53% and
13.51% respectively. The Bank's Tier | and conbined Tier | and Tier Il were

11. 89% and 12.87% respectively

In addition to the risk-based guidelines discussed above, the Conpany's and
the Bank's regulators require that banks and bank hol di ng conpani es which neet
the regul ators' highest performance and operational standards maintain a mninmm
leverage ratio (Tier | capital as a percent of tangible assets) of 3.0% For
those banks and bank hol ding conpanies wth higher levels of risk or that are
experiencing or anticipating growth, the mnimm wll be proportionately
increased. Mninmum |everage ratios for each bank and bank hol di ng conpany are
establ i shed and updated through the ongoing regulatory exam nation process. As
of Decenmber 31, 1998, the Conpany has a |l everage ratio of 6.24% and the Bank has
a leverage ratio of 5.92%

Ef fect of Inflation

Unlike npst industrial conpanies, virtually all of the assets and



liabilities of a financial institution are nonetary in nature. As a result, the
level of interest rates has a nore significant impact on a financia
institution's performance than the effects of general |levels of inflation.
Interest rates do not necessarily nove in the same direction or change with the
sane nmagnitude as the price of goods and services such prices are affected by
inflation. Accordingly, the liquidity, interest rate sensitivity and maturity
characteristics of the Conpany's assets and liabilities are nore indicative of
its ability to maintain acceptable performance |evels. Managenent of the Conpany
nmonitors and seeks to nmitigate the inpact of interest rate changes by attenpting
to match the maturities of assets and liabilities to gap, thus seeking to
mnimze the potential effects of inflation

Year 2000 Conpliance

The Conpany's data processing capabilities are critical to its business and
its ability to service custonmers. The Year 2000 problem is caused by nany
conputer programs that were witten to identify only the last two digits of a
year (a commpn progranmmng practice on the past to save conputer nmenory). The
expectation is that prograns may read the year 2000 as 00 or 1900, and to
conpute interest, paynments and other data incorrectly. The Conpany has put
together a teamof senior managenent to evaluate both its data processing
systens (software and conputers) and other systens (i.e., vault tiners, alarns,
heating and cooling systens) that are essential to its operations. The Conpany
has exam ned all of its non-data processing systems and has either received Year
2000 conpliant certification from third-party vendors or determned that the
systems should not be affected by the Year 2000 problem The Conpany does not
expect any material costs to address non-data processing systems and has not
expended any material costs to date. The Conpany's present data processing
systenms have nore potential for Year 2000 risk in three areas: (1) its own
conputers, (2) conputers and systens used by borrowers, and (3) vendors who
provide the Conpany with software systens.
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Qur Conputers: The Conpany has made capital expenditures of approxinmately
$200, 000 during 1998 to upgrade its conputer hardware and software systens,
primarily the application software. These upgrades were anticipated in 1994 and
pl anned and budgeted for in 1998, and they were planned to pernmit the Conpany
continued growth and expansi on of products and services. The Conpany contracted
to have its primary application software tested. The test was conpl eted Novenber
1998 and the Conpany has evaluated the results by year-end 1998

Conputers of Others Used by Borrowers: The Conpany evaluated nost of its
borrowers and does not believe that the Year 2000 problem should, on an
aggregate basis, inpact their ability to repay their loans to the Bank. The
Conpany believes that the majority of its individual borrower are not dependent
on hone conputers for income and none of its comercial borrowers are so |arge
that a Year 2000 problem would render them unable to continue their businesses
and subsequently be unable to repay their obligations. The Conpany does not
anticipate any material costs to address this risk area

Vendors Who Provide The Conpany Wth Software Syst ens: As stated
previously, the Conpany's prinary application software system has been upgraded
and nodified to be Year 2000 conpliant. The Conpany is in the process of having
the critical systens tested to confirm Year 2000 conpliance. Oher periphera
sof tware systens, which are not considered critical systens, have been revi ewed
and tested for Year 2000 conpliance

Conti ngency Plan: The Conpany has devel oped a renedi ation contingency plan
and is devel oping business resunption contingency plans specific to the Year
2000 project. Renediation contingency plans were developed and budgeted to
address the actions to be taken if the testing of our mssion critical systens
fell behind schedule. The testing of our mssion critical systems has been on
schedul e and satisfactory to date

Busi ness resunption contingency plans are to address the actions that wl
be taken if critical business functions can't be handled in the nornal nanner
due to systemor third-party failures. These plans are additional to our norma
di saster recovery plans.
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RADICS & CO., LLC
Certified Public Accountants &Consultants

Est abl i shed
1933
| ndependent
Audi tors
Repor t

To the Board of Directors and Stockhol ders
Sussex Bancorp

We have audited the acconpanying consolidated statement of condition of
Sussex Bancorp (the "Corporation") and Subsidiaries as of Decenmber 31, 1998 and
the related consolidated statenents of income, changes in stockholders' equity
and cash flows for the year then ended. These consolidated financial statenents
are the responsibility of the Corporation's nanagement. Qur responsibility is to
express an opinion on these consolidated financial statenents based on our
audit. The consolidated financial statements of Sussex Bancorp and subsidiaries
as of Decenber 31, 1997 and for each of the years in the two-year period then
ended were audited by other auditors whose report dated January 15, 1998
expressed an unqualified opinion on those statements. The other auditors' report
does not cover, for the years ended Decenber 31, 1997 and 1996, the restatenent
of (a) net income per commobn share and the weighted average nunber of commopn
shares outstanding as a result of the two for one split, in 1998, of the
Corporation's comon stock and (b) the consolidated statements of changes in
stockhol ders' equity for the years ended Decenber 31, 1997 and 1996 for the
purpose of presenting conprehensive income upon the inplenentation in 1998 of
St atenent of Financial Accounting Standards No. 130

We conducted our audit in accordance with generally accepted auditing
standards. Those standards require that we plan and performthe audit to obtain
reasonabl e assurance about whether the consolidated financial statenents are
free of material msstatenent. An audit includes examining, on a test basis,
evi dence supporting the amounts and disclosures in the consolidated financia
statements. An audit also includes assessing the accounting principles used and
significant estinmates nmade by nanagenent, as well as evaluating the overal
consol i dated financial statement presentation. W believe that our audit provide
a reasonabl e basis for our opinion.

I'n our opinion, the 1998 consolidated financial statements referred to in
the second preceding paragraph present fairly, in all material respects, the
financi al posi tion of Sussex Bancorp and Subsidiaries at Decenber 31, 1998, and
the results of their operations and their cash flows for the year then ended in
conformity with generally accepted accounting principles

We also audited the adjustnents applied to, for the years ended Decenber
31, 1997 and 1996, restate net income per common share and the wei ghted average
nunber of common shares outstanding and to present conprehensive incone for the
years ended Decenber 31, 1997 and 1996. In our opinion, such adjustnments are
appropriate and have been properly applied

/ s/ Radics & Co., LLC

Radics & Co., LLC

January 15, 1999

55 US Hi ghway 46 East, Post Office Box 676, Pine Brook, NJ 07058-0676
973-575-9696 Fax: 973-575-9695
I nternet: ww. radi cs. com
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REPORT OF | NDEPENDENT PUBLI C ACCOUNTANTS

To the Stockhol ders and Board of Directors of Sussex Bancorp:

We have audited the acconpanying consolidated balance sheets of Sussex Bancorp
(a New Jersey corporation) and subsidiary as of Decenber 31, 1997 and 1996, and
the related consolidated statements of income, changes in stockholders' equity
and cash flows for the years then ended. These financial statements are the
responsi bility of the Conpany's management. CQur responsibility is to express an
opi nion on these financial statements based on our audits.

We conducted our audits in accordance wth generally accepted auditing
standards. Those standards require that we plan and performthe audit to obtain
reasonabl e assurance about whether the financial statements are free of naterial
m sstatement. An audit includes exam ning, on a test basis, evidence supporting
the ampunts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimtes nmade by
managenent, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonabl e basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in
all material respects, the financial position of Sussex Bancorp and subsidiary
as of Decenber 31, 1997 and 1996, and the results of their operations and their
cash flows for the years then ended in conformity wth generally accepted
accounting principles.

/ s/ ARTHUR ANDERSEN LLP

ARTHUR ANDERSEN LLP

Rosel and, New Jer sey
January 15, 1998

Tabl e 10

Consol i dated Statenments of Condition

Decenber 31,
ASSETS 1998 1997
Cash and due from banks $ 4,060, 000 $ 5,793, 000
Interest bearing deposits in other banks 9, 150, 000 --
Federal funds sold 17, 450, 000 7,875,000
Cash and cash equival ents 30, 660, 000 13, 668, 000
Securities available for sale, at estimated fair val ue 25,952, 000 26, 600, 000
Securities held to maturity; estimated fair value of
$5, 949,000 in 1998 and $2, 089,000 in 1997 5, 939, 000 2,082, 000
Loans held for sale 354, 000 --
Loans 69, 346, 000 67, 350, 000
Prem ses and equi prent, net 2,956, 000 2,287,000
Federal Home Loan Bank of New York stock, at cost 693, 000 624, 000
Accrued interest receivable 549, 000 618, 000
Ot her real estate owed 36, 000 - -
I ntangi bl e assets 703, 000 787, 000
Ot her assets 279, 000 241, 000
Total assets $137, 467, 000 $114, 257, 000

LI ABI LI TTES AND STOCKHOLDERS' EQUI TY



Liabilities

Deposits:

Non-i nt er est - beari ng demand $19, 793, 000 $18, 027, 000

Savings club and interest-bearing demand 54, 357, 000 47, 884, 000

Ti ne 39, 824, 000 35, 050, 000

Time of $100, 000 and over 13, 740, 000 3,921, 000
Total deposits 127, 714, 000 104, 882, 000

O her liabilities 509, 000 789, 000
Total liabilities 128, 223, 000 105, 671, 000

Commi t ment s -- --

Table 11

St ockhol ders' Equity

Common stock (no par value); authorized shares 5,000, 000;

i ssued 1,422,260 in 1998 and 698,959 in 1997 5, 635, 000 5,412, 000
Ret ai ned ear ni ngs 3,547,000 3,162, 000
Accunul at ed ot her conprehensive incone, net of incone tax 64, 000 14, 000
Treasury stock, at cost; 242 shares in 1998 and 145 shares in 1997 (2, 000) (2, 000)

Total stockhol ders' equity 9, 244, 000 8, 586, 000
Total liabilities and stockholders' equity $137, 467, 000 $114, 257, 000

See acconpanyi ng notes to consolidated financial statenents.
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Table 12

Consol i dated Statements of |nconme

Year Ended Decenber 31,

1998 1997 1996
| NTEREST | NCOVE:
Loans and fees $5, 601, 000 $5, 517, 000 $4, 958, 000
I nvestments securities:
Taxabl e 1, 688, 000 1, 460, 000 1,512, 000
Exenpt from federal incone tax 120, 000 40, 000 45, 000
Federal funds sold 548, 000 366, 000 195, 000
Interest bearing deposits 338, 000 -- --
Total interest incone 8, 295, 000 7,383, 000 6, 710, 000
| NTEREST EXPENSE:
Deposits 3, 818, 000 3, 063, 000 2,728,000
Net interest inconme 4,477,000 4,320, 000 3,982, 000
PROVI SI ON FOR PCSSI BLE LOAN LOSSES 19, 000 210, 000 130, 000
Net interest inconme after provision
for possible |oan | osses 4, 458, 000 4,110, 000 3, 852, 000

OTHER | NCOVE:
Service charges on deposit accounts 490, 000 500, 000 512, 000
Gains on sales of securities available for sale 65, 000 -- --



Gin (loss) on sale of other real estate -- 44,000 (33, 000)

Trust departnent inconme 2,000 10, 000 9, 000
O her 312, 000 190, 000 178, 000
Total other incone 869, 000 744, 000 666, 000

OTHER EXPENSES:

Sal ari es and enpl oyee benefits 2,218, 000 1, 855, 000 1,692, 000
Cccupancy, net 362, 000 357, 000 357, 000
Furniture and equi pment 525, 000 371, 000 319, 000
Stationary and supplies 100, 000 88, 000 83, 000
Audit and exans 93, 000 86, 000 85, 000
O her 989, 000 996, 000 1, 138, 000
Total other expenses 4,287,000 3, 753, 000 3,674,000

Tabl e 13
| NCOME BEFORE | NCOVE TAXES 1, 040, 000 1,101, 000 844, 000
| NCOVE TAXES 330, 000 393, 000 322, 000
NET | NCOVE $ 710, 000 $ 708,000 $ 522,000

Net incone per common share:
Basi c $ .50 $ .51 $ .38

Di | uted $ .50 $ .51 $ .38

Wei ght ed average nunber of common shares outstanding:
Basi ¢ 1,410, 535 1,377,934 1, 368, 618

Di | ut ed 1, 425, 900 1,391, 416 1, 382, 950

See acconpanying notes to consolidated financial statenents.
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Tabl e 14

Consol i dated Statenments of Changes
in Stockhol ders' Equity
Accurul at ed

Nunber of O her Tot al
Shar es Common Conpr ehensi ve Ret ai ned Treasury Conprehensive St ockhol ders'
Qut st andi ng St ock I ncome Ear ni ngs St ock I ncome Equity
Bal ance,
Decenber 31, 1995 647, 236 $4, 532, 000 $3, 023, 000 $ -- $ 54,000 $7, 609, 000
Net incone -- -- $ 522,000 522, 000 -- -- 522, 000
Ot her conprehensive incone:
Unrealized | oss on securities
avai l able for sale, net of
i ncome taxes of $98, 000 -- -- (147, 000) -- -- (147, 000) (147, 000)
Conpr ehensi ve i nconme $ 375, 000
St ock dividend 32, 660 569, 000 (569, 000) -- -- --
St ock options exercised 500 5, 000 (5, 000) -- -- --
Shares issued through dividend
rei nvestment pl an 8, 100 140, 000 - - - - -- 140, 000

Cash di vi dend .- .- (242, 000) .- .- (242, 000)



Bal ance,
Decenber 31, 1996 688, 496 5, 246, 000 2,729,000 -- (93, 000) 7,882,000

Net incone -- -- $708, 000 708, 000 -- -- 708, 000
O her conprehensive incone:
Unrealized gain on securities
avail able for sale, net of

incone taxes of $68,000 -- -- 107, 000 -- -- 107, 000 107, 000
Conpr ehensi ve i nconme $ 815, 000
Treasury stock purchased (145) -- -- (2,000) -- (2,000)
St ock options exercised 2,000 23, 000 -- -- -- 23, 000
Shares issued through dividend

rei nvestment pl an 8, 608 143, 000 -- -- -- 143, 000
Cash di vi dend -- -- (275, 000) -- -- (275, 000)
Bal ance,

Decenber 31, 1997 698, 959 5,412, 000 3,162, 000 (2,000) 14, 000 8, 586, 000
Net incone -- -- $ 710, 000 710, 000 -- -- 710, 000
Tabl e 15
O her conprehensive incone:

Unrealized gain on securities

avai |l abl e for sale, net of
incone taxes of $60, 000 89, 000
Recl assi fication adjustnent for

gains included in incone,

net of income taxes of $26, 000 (39, 000)

Ot her conprehensive inconme - - - - 50, 000 - - -- 50, 000 50, 000
Conpr ehensi ve i ncone $ 760, 000

St ock options exercised 4,814 55, 000 -- -- -- 55, 000
Shares issued through dividend

rei nvest ment pl an 12,112 168, 000 - - - - -- 168, 000
Stock split 706, 133 -- -- -- -- --
Cash di vi dends -- -- (325, 000) -- -- (325, 000)
Bal ance -

Decenber 31, 1998 1,422,018 $5, 635, 000 $3, 547, 000 $(2, 000) $ 64,000  $9, 244,000
</ TABLE>

See acconpanying notes to consolidated financial statenents.
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Tabl e 16

Consol i dated Statenments of Cash Fl ows

Year Ended Decenber 31,

1998 1997 1996

Cash flows from operating activities:
Net inconme $ 710, 000 $ 708, 000 $ 522, 000
Adj ustments to reconcile net incone to net cash
provi ded by operating activities:



Net anortization (accretion) of preniunms
di scounts and | oan origination fees

and expenses, net 93, 000 (54, 000) (35, 000)
Depreci ati on and anortization 439, 000 370, 000 343, 000
Provision for |oan |osses 19, 000 210, 000 130, 000
(Gain) on sales of securities available for sale (65, 000) -- --
(Gain) loss on sale of real estate -- (44, 000) 33, 000
Origination of |oans held for sale (354, 000) -- --
Deferred federal income tax (benefit) (25, 000) (25, 000) 54, 000
Decrease (increase) in accrued

interest receivable 69, 000 (74, 000) 38, 000
(I'ncrease) decrease in other assets (47, 000) 430, 000 (39, 000)
Decrease in other liabilities (280, 000) (216, 000) (331, 000)

Net cash provided by operating activities 559, 000 1, 305, 000 715, 000
Cash flows frominvesting activities:
Proceeds fromrepaynents on and maturities
of securities available for sale 16, 296, 000 4,606, 000 10, 232, 000
Proceeds from sal es of securities available for sale 8, 490, 000 -- --
Purchases of securities available for sale (24, 084, 000) (8,931, 000) (11, 105, 000)
Proceeds frommaturities of securities held to maturity 1,602, 000 952, 000 2,239, 000
Purchases of securities held to maturity (5, 464, 000) (1,913, 000) (1, 220, 000)
Net increase in |oans (1,907, 000) (2,577,000) (13, 235, 000)
Additions to prem ses and equi pnent (1, 024, 000) (332, 000) (201, 000)
Purchase of Federal Hone Loan Bank of New York stock (69, 000) (624, 000) --
Capitalized costs on other real estate owned (3,000) -- --
Proceeds from sale of other real estate -- 439, 000 366, 000
Net cash used in investing activities (6,163, 000) (8,380, 000) (12,924, 000)
Cash flows from financing activities:
Net increase in deposits $22, 832, 000 $11, 993, 000 $ 6,964, 000
Exercise of stock options 55, 000 23, 000 5, 000
St ock dividends, net of fractional shares paid -- -- (5, 000)
Payment of dividends net of reinvestnent (157, 000) (126, 000) (102, 000)
Purchase of treasury stock -- (2,000) --
Net cash provided by financing activities 22,730, 000 11, 888, 000 6, 862, 000
Tabl e 17
Net increase (decrease) in cash and cash equival ents 16, 992, 000 4,813, 000 (5,347, 000)
Cash and cash equival ents - beginning 13, 668, 000 8, 855, 000 14, 202, 000
Cash and cash equival ents - ending $30, 660, 000 $13, 668, 000 $ 8, 855, 000
Suppl enent al di scl osures of cash flow information
Cash paid during the year for
Incone taxes (federal and state) $ 630, 000 $ 192,000 $ 182,000
I nt erest 3, 816, 000 3, 134, 000 2,968, 000
Suppl enent al schedul e of noncash investing and financing activities:
Transfer of loans to other real estate $ 33,000 $-- $ 473,000

See acconpanying notes to consolidated financial statenents
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Notes to
Consol i dat ed
Fi nanci a

St at enent s
1. NATURE OF OPERATI ONS

Sussex
princi pal

Bancorp (the "Corporation") is a bank holding
activity is the ownership and nanagenent of its

conpany whose
whol | y- owned



subsidiary, Sussex County State Bank (the "Bank"), and the Bank's whol | y-owned
subsi diaries, Sussex Bancorp Mrtgage Conpany and SCB | nvestnment Conpany. The
Corporation's business is conducted principally through the Bank. The Bank
generates comercial, nortgage and consunmer |oans and receives deposits from
custoners at its seven branches located in Sussex County, New Jersey. The Bank
operates under a state bank charter and provides full banking services and
accordingly, is subject to regulation by the New Jersey Departnment of Banking
and Insurance and the Federal Deposit Insurance Corporation

2. ACCOUNTI NG PRI NCI PLES
Principles of consolidation

The consol i dated financi al statements include the accounts of the
Cor poration, the Bank and the Bank's whol | y-owned subsidiaries. All significant
interconpany accounts and transactions have been elim nated in consolidation

Basi s of consolidated financial statenent presentation

The consolidated financial statenents of the Corporation have been prepared
in conformty with generally accepted accounting principles. |In preparing the
consol i dated financial statenents, nanagenent is required to nmake estimates and
assunptions that affect the reported anmbunts of assets and liabilities as of the
date of the statenent of condition and revenues and expenses for the period then
ended. Actual results could differ significantly fromthose esti mates

A material estimate that is particularly susceptible to significant changes
relates to the deternmination of the allowance for loan |osses. Managenent
believes that the allowance for |oan |osses is adequate. While nmanagenment uses
available information to recognize |osses on loans, future additions to the
allowance for loan |osses nmy be necessary based on changes in economc
conditions in the market area

In addition, various regulatory agencies, as an integral part of their
exam nation process, periodically review the Bank's allowance for |oan |osses
Such agencies may require additions to the allowance based on their judgnents
about information available to themat the time of their exam nation

Cash and cash equival ents

Cash and cash equivalents include cash and due from banks, federal funds
sold and interest-bearing deposits in other banks having original maturities of
three nmonths or less. GCenerally, federal funds sold are sold for one-day
peri ods.

Securities

Investnents in debt securities that the Corporation has the positive intent
and ability to hold to maturity are classified as held to maturity securities
and reported at anortized cost. Debt and equity securities that are bought and
held principally for the purpose of selling themin the near termare classified
as trading securities and reported at fair value, with unrealized hol ding gains
and | osses included in earnings. Debt and equity securities not classified as
trading securities nor as held to maturity securities, are classified as
avail able for sale securities and reported at fair value, wth wunrealized
hol ding gains or |osses, net of deferred income taxes, reported in a separate
conponent of stockhol ders' equity
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2. ACCOUNTI NG PRI NCI PLES (conti nued)

Prem uns and discounts on all securities are anortized/accreted using the
interest nmethod. Interest and dividend incone on securities, which includes
anortization of premiunms and accretion of discounts, is recognized in the
consolidated financial statenments when earned. The adjusted cost basis of an
identified security sold or called is used for determning security gains or
| osses recogni zed in the consolidated statenents of incone

Loans held for sale



Loans held for sale are carried at the |ower of cost or narket value
Valuation conputations are made in the aggregate by type of |oan and rate of
interest. The market values used for conparison are those associated with the
Bank's normal investor outlets. Gain or loss on sales of loans is recognized
based on the specific identification nethod

Loans

Loans are stated at the ampunt of unpaid principal |ess unearned interest
net deferred loan origination costs/fees, and the allowance for |oan |osses
Interest on comercial, nortgage and sinple interest installment loans is
recogni zed as income based on the loan principal outstanding. Recognition of
interest on the accrual nmethod is generally discontinued when factors indicate
that the collection of such ambunts is doubtful. At the tine a loan is placed on
non-accrual status, previously accrued and uncollected interest is reversed
against interest income in the current period. |Interest on such loans, if
appropriate, is recognized as incone when paynments are received. A loan is
returned to an accrual status when factors indicating doubtful collectibility no
| onger exist.

Loan origination costs/fees

Loan origination fees and certain direct loan origination costs are
deferred and subsequently anortized as an adjustnent of vyield over the
contractual lives of the related | oans

Al l owance for possible loan |osses

The al |l owance for possible |oan |osses is maintained at a | evel considered
adequate to absorb future |osses. Managenent determ nes the adequacy of the
al | owance based upon reviews of individual credits, recent |oss experience
current econom c conditions, the risk characteristics of the various categories
of loans and other pertinent factors. Loans deened uncollectible are charged to
the allowance. Provisions for loan losses and recoveries on |oans previously
charged off are added to the all owance

Loans are deenmed to be inpaired when, based on current infornmation and events,
it is probable that the Bank will be unable to collect all anpunts due according
to the contractual terms of the loan agreement. |Inpaired |oans are nmeasured
based on the present value of expected future cash flows discounted at the
loan's effective interest rate or, as a practical expedient, at the loan's
observable narket price or the fair value of the collateral if the loanis
col lateral dependent. \hen the nmeasured value of an inpaired loan is |ess than
the recorded investment in that loan, the inmpairnent is recorded in the
all owance for possible loan losses. Al loans identified as inpaired are
eval uated independently. The Bank does not aggregate such |oans for eval uation
pur poses

Payments received on inpaired |loans are applied to principal, accrued
interest receivable and interest incone, in that order
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2. ACCOUNTI NG PRI NCI PLES (conti nued)
Concentration of risk

Lending activity is concentrated in |oans secured by real estate |ocated
primarily in Sussex and adjacent counties in the State of New Jersey.

Prem ses and equi pnent

Land is carried at cost. Buildings, building inprovenments, furniture
fixtures and equiprment and |easehold inprovements are carried at cost |ess
accunul at ed depreciation and anortization. Depreciation and anortization charges
are conputed on the straight-line method over the shorter of the estimated |ives
of the related assets or the |ease term

Significant renewals and betterments are charged to the premses and



equi pment account. Mintenance and repairs are charged to expense in the years
incurred. Rental incone is netted agai nst occupancy expense in the consolidated
statenments of incone.

O her real estate owned ("OREO')

OREO consists of loan collateral repossessed and is carried at the | ower of
cost or fair value less estinmated cost to sell. Wien a property is acquired, the
excess of the <carrying anount over fair value, if any, is charged to the
al l owance for |oan |osses. An allowance for OREO has been established, through
charges to OREO expense, to maintain properties at the |ower of cost or fair
value less estimated costs to sell. Operating results of OREO, including renta
incone, operating expenses, and gains and |osses realized fromthe sale of
properties owned, are included in other expenses

I ntangi bl e assets

Core deposit intangibles relating to premiuns paid on the acquisition of
deposits are anortized on a straight |line basis over 15 years. Such anortization
totalled $84,000 in each of the years ended Decenmber 31, 1998, 1997 and 1996

Trust operations

Trust incone is recorded on a cash basis, which approxinmtes the accrua
basis. Securities and other property held by the Corporation in fiduciary or
agency capacities for custoners of the trust departnent are not assets of the
Corporation and, accordingly, are not included in the acconpanying consolidated
financial statenents.

I ncome taxes

The Corporation and its subsidiaries use the accrual basis of accounting
for financial and income tax reporting. Provisions for income taxes in the
consolidated financial statenents differ fromthe anounts reflected in incone
tax returns due to tenporary differences in the reporting of certain itens for
financial reporting and income tax reporting purposes. The income tax provisions
shown in the consolidated financial statements relate to itens of incone and
expense in those statenents irrespective of tenporary differences for income tax
return purposes. The tax effect of these tenporary differences is accounted for
as deferred income taxes applicable to future years

The Corporation and its subsidiaries file separate state income tax returns
and a consolidated federal income tax return wth the amount of incone tax
expense or benefit conputed and allocated on a separate return basis
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2. ACCOUNTI NG PRI NCI PLES (conti nued)
Net incone per common share

Basi ¢ net incone per share of common stock is calculated by dividing net
incone by the weighted average nunber of shares of common stock outstanding
during the period. Diluted net income per share is calculated by dividing net
incone by the weighted average nunber of shares of commpn stock outstanding
during the period plus the potential dilutive effect of outstanding stock
options. On June 18, 1998, the Corporation's Board of Directors authorized a two
for one stock split, which was distributed on August 3, 1998. Basic and diluted
net income per conmon share have been retroactively restated to give effect to
the stock split.

Conpr ehensi ve i nconme

Ef fective January 1, 1998, the Corporation adopted Statenment of Financial
Accounting Standards ("SFAS') No. 130, "Reporting Conprehensive Incone". SFAS
No. 130 requires the reporting of conprehensive income in addition to net incone
from operations. Conprehensive inconme is a nore inclusive financial reporting
met hodol ogy that includes disclosure of certain financial information that
historically has not been recognized in the calculation of net income. As
required, the provisions of SFAS No. 130 have been retroactively applied to



previously reported periods. The application of SFAS No. 130 had no materia
effect on the Corporation's consolidated financial condition or operations

I npact of new financial Accounting Standards

I'n June 1998, the Financial Accounting Standards Board ("FASB") issued SFAS
No. 133, "Accounting for Derivative |Instrunents Hedging Activities." SFAS No
133 establishes accounting and reporting standards for derivative instrunents
and for hedging activities. It requires that an entity recognize all derivatives

as either assets or |liabilities in the statement of financial position and
nmeasure those instruments at fair value. In addition, certain provisions of SFAS
No. 133 will permit, at the date of initial adoption of SFAS No. 133, the

transfer of any held-to-maturity security into either the available for sale or
trading category and the transfer of any available for sale security into the
trading category. Transfers fromthe held-to-maturity portfolio at the date of
initial adoption will not call into question the entity's intent to hold other
debt securities to maturity in the future. SFAS No. 133 is effective for al
fiscal quarters of fiscal years beginning after June 15 1999 and is not
expected to have a material inpact on the Corporation. The Corporation does not
intend to adopt SFAS No. 133 earlier than required

Interest-rate risk

The Corporation, primarily through the Bank, is principally engaged in the
busi ness of attracting deposits fromthe general public and using these
deposits, together with other funds, to nake |oans secured by real estate and
to a |l esser extent, conmmercial and consumer |oans. Additionally, such funds are
utilized to purchase investnent securities. The potential for interest-rate risk
exists as a result of the differences in the duration of the Corporation's
interest-sensitive liabilities compared to its interest-sensitive assets. In a
changing interest rate environnent, liabilities will reprice at different speeds
and to different degrees than assets, thereby inpacting net interest inconme. For
this reason, nmanagenent regularly nonitors the maturity structure of the
Corporation's assets and liabilities in order to neasure its Ilevel of
interest-rate risk and plan for future volatility

Recl assi fication

Certain anmounts for the years ended Decenber 31, 1997 and 1996 have been
reclassified to conformto the current year's presentation
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3. SECURI TI ES AVAI LABLE FOR SALE

Tabl e 18
Decenber 31, 1998
Anortized Gross Unrealized Carrying
Cost Gai ns Losses Val ue
U. S. Treasury $ 5,589,000 $ 124,000 $ 3,000 $ 5,710, 000
U.S. CGovernnent agencies including
nort gage- backed securities 19, 407, 000 75, 000 71, 000 19, 411, 000

Equity securities 850, 000 -- 19, 000 831, 000

$25, 846, 000 $ 199, 000 $93, 000 $25, 952, 000
<CAPTI ON>

Decenber 31, 1997



U.S. Treasury $ 8,049, 000 $ 30,000 $ 30,000 $ 8, 049, 000
U.S. CGovernnment agencies including
nort gage- backed securities 18, 529, 000 60, 000 38, 000 18, 551, 000
$26, 578, 000 $ 90, 000 $ 68,000 $26, 600, 000
Decenber 31,
1998 1997
Anortized Carrying Anortized Carrying
Cost Val ue Cost Val ue
Due in one year or |ess $ -- $ -- $ 2,503, 000 $ 2,510, 000
Due after one year through five years 8, 589, 000 8, 714, 000 14,702, 000 14, 707, 000
Due after five years through ten years 1, 500, 000 1, 493, 000 2, 000, 000 2, 005, 000
Due after ten years 14,907, 000 14,914, 000 7,373,000 7,378,000
Equity securities 850, 000 831, 000 -- --
$25, 846, 000 $ 25,952,000 $26, 578, 000 $26, 600, 000
The anortized cost and carrying value of securities at December 31, 1998
and 1997 are shown above by contractual maturity. Actual maturities nmay differ
from contractual maturities as borrowers may have the right to call or prepay
obligations with or without call or prepaynment penalties.
The followi ng presents details of sales of securities available for sale:
Tabl e 19
Year Ended Decenber 31,
1998 1997 1996
Sal es proceeds $ 8, 490, 000 $-- $- -
Gross gains 65, 000 -- --
Gross | osses -- -- --
Securities with a carrying value of approximtely $4,333,000 and $200, 000
at Decenber 31, 1998 and 1997, respectively, were pledged to secure public
deposits and for other purposes required by applicable | aws and regul ations.
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4. SECURI TI ES HELD TO MATURI TY
Tabl e 20
Decenber 31, 1998
Anortized Gross Unrealized Esti mat ed
Cost Gai ns Losses Fair Val ue
bl igations of state and political
subdi vi si ons $ 5,939, 000 $ 18, 000 $ 8,000 $ 5,949, 000
<CAPTI ON>
Decenber 31, 1997



Anortized Gross Unrealized Esti nat ed

Cost Gai ns Losses Fair Val ue
bl igations of state and politica
subdi vi si ons $2, 082, 000 $ 7,000 $ -- $2, 089, 000
<CAPTI ON>
Decenber 31
1998 1997
Anortized Esti nat ed Anortized Esti mat ed
Cost Fair Val ue Cost Fair Val ue
Due in one year or |less $ 3,957,000 $ 3,963, 000 $ 1,603, 000 $ 1,603, 000
Due after one year through five years 1, 015, 000 1, 024, 000 479, 000 486, 000
Due after five years through ten years 967, 000 962, 000 --
$ 5,939, 000 $ 5,949, 000 $ 2,082,000 $ 2,089, 000
The anortized cost and carrying value of securities at December 31, 1998
and 1997 are shown above by contractual maturity. Actual maturities nmay differ
from contractual maturities as borrowers may have the right to call or prepay
obligations with or without call or prepaynent penalties
There were no sales of securities held to maturity during the years ended
Decenber 31, 1998, 1997 and 1996
Notes to
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5. LOANS
Table 21
Decenber 31
1998 1997
Loans secured by one to four fam ly residential properties $ 49, 128, 000 $ 51, 257, 000
Loans secured by nonresidential properties 11,612,000 10, 665, 000
Loans to individuals 2,416, 000 2,524,000
Commerci al | oans 3,742,000 2,499, 000
Loans secured by construction and | and devel opnment 2,352, 000 877, 000
O her | oans 712, 000 241, 000
69, 962, 000 68, 063, 000
Less: Unearned incone and net deferred |oan costs, net (49, 000) 28, 000
Al l owance for |oan | osses 665, 000 685, 000
616, 000 713,000
$ 69, 346, 000 $ 67, 350, 000
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5. LOANS (conti nued)

Non-perform ng |oans consist of nonaccrual and renegotiated |oans. Nonaccr
| oans are those on which incone under the accrual nmethod has been discontin
with subsequent interest paynments credited to interest income when received

if ultimate collectibility of principal is in doubt, applied as princ

ual

ued
or

pal



reductions. Renegotiated |oans are | oans whose contractual interest rates have
been reduced or where other significant nodifications have been nade due to
borrowers' financial difficulties. Interest on these |loans is either accrued or
credited directly to interest income. |If interest had been accrued on these
l oans, the effect on net interest incone would have been approxi mately $9, 000
$32, 000 and $68, 000 higher in 1998, 1997 and 1996, respectively. Non-perforning
| oans were as follows:

Tabl e 22
Decenber 31
1998 1997 1996
Nonaccr ual $ 398, 000 $ 730, 000 $ 935,000
Renegoti at ed -- 334, 000 277, 000

$ 398,000 $1, 064,000 $1, 212, 000

The Bank has entered into lending transactions in the ordinary course of
business with directors, executive officers, principal stockholders and
affiliates of such persons on the sane ternms as those prevailing for conparable
transactions with other borrowers. These |oans, at Decenber 31, 1998, were
current as to principal and interest paynents, and do not involve nore than
normal risk of «collectibility. A summary of lending activity wth respect to
such persons who had borrowi ngs of $60,000 or nore, is as follows:

Tabl e 23
Year Ended Decenber 31
1998
Bal ance - beginning $ 1,909, 000
Loans ori gi nat ed 581, 000
Repaynent s (415, 000)
Bal ance - ending $ 2,075, 000

6. ALLOMNCE FOR LOAN LOSSES

Tabl e 24
Year Ended Decenber 31
1998 1997 1996

Bal ance - begi nning $ 685, 000 $ 542, 000 $ 476,000
Provision for | oan | osses 19, 000 210, 000 130, 000
Loans charged of f (40, 000) (68, 000) (66, 000)
Recoveri es 1, 000 1, 000 2,000

$ 665, 000 $ 685, 000 $ 542,000

Impaired loans and related anopunts recorded in the allowance for |oan
| osses are summari zed as foll ows:
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Tabl e 25

Record investnment in inpaired |oans
Wth recorded al |l owances $ 407, 000 $1, 272, 000
Wt hout recorded al |l owances -- --

Total inpaired |oans 407, 000 1,272,000
Rel ated al | owance for |oan | osses (121, 000) (202, 000)
Net i npaired |oans $ 286, 000 $1, 070, 000

For the years ended Decenber 31, 1998, 1997 and 1996, the average recorded
investnent in inpaired loans totalled $898,6000, $1,345 000 and $1, 864,000
respectively. Interest incone recognized on such |loans during the tine each was
inpaired totalled $79, 000, $135,000 and $132,000, respectively

7. PREM SES AND EQUI PMENT

Tabl e 26
Decenber 31
1998 1997
Land $ 417,000 $ 417,000
Bui | di ngs and bui | di ng i nprovenents 1,592, 000 1, 555, 000
Leasehol d i nprovenents 136, 000 145, 000
Furniture, fixtures and equi pnent 2,912,000 2,648, 000
Assets in progress 629, 000 --
5, 686, 000 4,765, 000
Less accunul ated depreciation and anortization 2,730,000 2,478,000
$2, 956, 000 $2, 287, 000

During the years ended Decenber 31, 1998, 1997 and 1996, depreciation and
anortization expense totalled $355, 000, $286,000 and $259, 000, respectively.

Assets in progress consist primarily of property in Frankford Township, New
Jersey, which was purchased in 1998 and is being prepared for use in the Bank's
branch network
8. DEPGCSI TS

Schedul ed maturities of certificates of deposit are as follows:

Tabl e 27
Decenber 31
1998 1997
One year or less $ 36, 312, 000 $ 33, 793, 000
After one through three years 17,097, 000 4,874, 000
After three years 155, 000 304, 000
$ 53, 564, 000 $ 38,971, 000

At Decenmber 31, 1998, certificates of deposit include $9,000,000 owned by a
local nunicipality which mature within 30 days
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9. I NCOVE TAXES

The conponents of the provision for incone taxes are as follows:

Tabl e 28
Year Ended Decenber 31,
T e 1997 1008
Current $ 355, 000 $ 418, 000 $ 268, 000
Def erred (25, 000) (25, 000) 54, 000
"""""" Total  $330,000  §393000  $ 322000

The tax effects of existing tenporary differences that give rise to
significant portions of the deferred tax assets and deferred tax liabilities are
as follows:

Tabl e 29
Decenber 31,
1998 1997
Deferred tax assets:

Al | owance for |oan | osses $266, 000 $262, 000
Deferred | oan fees 27,000 40, 000
O her 19, 000 3, 000
312, 000 305, 000

Deferred tax liabilities:
Depreci ation and anortization (168, 000) (186, 000)
Unrealized gain on securities available for sale (42, 000) (9, 000)
(210, 000) (195, 000)
Net deferred tax assets included in other assets $102, 000 $110, 000

The following table presents a reconciliation between the reported incone
taxes and the inconme taxes that would have been conputed by applying the nornal
federal incone tax rate of 34%to incone before incone taxes:

Tabl e 30
Year Ended Decenber 31,
1998 1997 1996
Amount  Per cent Anmount Per cent Amount  Per cent
Federal incone tax 354, 000 34. 0% 374, 000 34.0% 287,000 34. 0%

Add (deduct) effect of:
Non-t axabl e interest inconme (38,000) (3.7) (11, 000) (1.0) (12, 000) (1.4)
State inconme tax, net of

federal incone tax effect 1,000 0.
O her itenms, net 13, 000 1

$330, 000 31.7 $393, 000 35.7  $322,000 38.2

10. BENEFI T PLANS



Stock Option Plans

During 1988, the stockholders approved a nonqualified stock option plan
(the "1988 Plan"). As of Decenber 31, 1998, there were 63,714 authorized shares
of the Corporation's compn stock to be
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10. BENEFI T PLANS (conti nued)

granted. Options nmay be granted to any officer of the Corporation or the Bank,
at a grant price not to be less than the higher of the par value of the stock or
85%of its fair market value at the grant date. Options are exercisable when
granted with the option period determined by the Corporation's Board of
Directors, but not to exceed five years. As of Decenber 31, 1998, no options
have been granted

During 1995, the stockhol ders approved a stock option plan for nonenpl oyee
directors (the "Director Plan"). As of Decenber 31, 1998, there were 67,238
aut hori zed shares of the Corporation's comon stock to be granted. Upon approval
of the Director Plan, each director was granted an option to purchase 5,253
shares. In addition to the foregoing, each person serving as a nonenployee
director on the date of each annual neeting of the shareholders who is elected
or reelected as a nonenpl oyee director of the Corporation at such annual neeting
of stockholders, shall be granted an option to purchase 1,050 shares of the
Corporation's common stock with a maxi mum of 15,759 shares total. The option
price under each grant shall not be less than the fair market value on the date
of the grant. Options are exercisable in their entirety six nonths after the
date of the grant and expire after 10 year. As of December 31, 1998, 28,034
options at $5.35, 3,060 options at $8.70, 3,000 options at $9.00 and 5, 000
options at $10.69 were outstanding, of which all were exercisable and none which
have been forfeited

During 1995, the stockholders approved an incentive stock option plan for
executives of the Corporation (the "Executive Plan"). As of Decenber 31, 1998
there were 134,477 authorized shares of the Corporation's comon stock to be
granted. Executive Plan options are granted at the sole discretion of the Board
of Directors. The option price under each grant shall not be less than the fair
mar ket value on the date of grant. The Corporation mmy establish a vesting
schedul e that nust be satisfied before the options may be exercised; but not
within six nonths after the date of grant and have a termnot |onger than 10
years fromthe date of grant. As of Decenber 31, 1998, 4,692 options at $8.82
wer e outstanding, of which all were exercisable and none have been forfeited

Transactions under all stock option plans are summarized as follows:

Tabl e 31

Wei ght ed

Aver age

Range of Exerci se
Nunmber of Exercise Price Price

Shar es Per Share Per Share
Qut st andi ng, Decenber 31, 1995 37, 822 $ 5.35 $ 5.35
Options granted 5,100 8.70 8.70
Options exercised (1, 020) 5.35 5.35
Qut st andi ng, Decenber 31, 1996 41, 902 5.35 - 8.70 5.76
Options granted 9, 692 8.82 - 9.00 8.91
Options exercised (5, 200) 5.35 5.35
Qut st andi ng, Decenber 31, 1997 46, 394 5.35 - 9.00 6. 47
Options granted 5, 000 10. 69 10. 69

Options exercised (7,608) 5.35 - 9.00 7.27



Qut st andi ng, Decenber 31, 1998 43, 786 $5.35 - $10.69 $ 6.82
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The Corporation applies Accounting Principles Board Opinion 25 and rel ated
interpretations in accounting for its plans. Accordingly, no conpensation cost
has been recognized for its fixed stock option plans and its stock purchase
pl an. Had conpensation cost for the Corporation's three stock based conpensation
plans been determned based on the fair value at the grant dates for awards
under those plans consistent with the nethod of FASB SFAS No. 123, the
Corporation's net incone and income per share woul d have been reduced to the pro
forma anpunts indicated bel ow.

Tabl e 32

Year Ended Decenber 31

1998 1997 1996
Net incone
As reported $ 710, 000 $ 708, 000 $ 522,000
Pro forma 700, 000 696, 000 516, 000
Diluted i nconme per share
As reported $ 0.50 $ 0.51% 0.38
Pro forma 0. 49 0. 500. 37

The following table summarizes infornation about fixed stock options
out standi ng at Decenber 31, 1998

Tabl e 33
Exerci se Nunber Remai ni ng Nunber
Price Qut st andi ng Contractual Life Exerci seabl e
$ 5.35 28,034 6.5 years 28,034
8.70 3,060 7.5 years 3,060
8.82 4,692 8.0 years 4,692
9. 00 3,000 8.5 years 3,000
10. 69 5, 000 9.5 years 5, 000
43, 786 43,786
11. RELATED PARTY TRANSACTI ONS
Certain directors of the Corporation are associated with legal, accounting

and construction businesses that rendered various services to the Corporation.
The Corporation paid these conpanies $168, 000, $67,000 and $82, 000 during 1988
1997 and 1996, respectively

12. COWM TMENTS

The Bank is party to financial instruments with off-balance-sheet risk in
the normal course of business to neet the financing needs of their custoners
These financial instruments include commtnents to extend credit and standby
letters of credit. Those instruments involve, to varying degrees, elenents of
credit and interest rate risk in excess of the anmpbunt recognized in the
consolidated financial statenents. The contract or notional amounts of those
instrunents reflect the extent of involvenent in particular classes of financia
instrunents. The exposure to credit loss in the event of nonperfornance by the
other party to the financial instrunent for commitnents to extend credit and
standby letters of credit is represented by the contractual notional ampunt of
those instrunents. The Bank uses the same credit policies in making commitnents
and conditional obligations as they do for on-bal ance-sheet instrunents. The
conm tnents to extend credit are as follows:
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Table 34
Decenber 31
Commitments to extend credit $ 11,543 $ 8,259
Standby letters of credit and financial guarantees 8 49

Cormitments to extend credit are agreements to lend to a customer as |ong
as there is no violation of any condition established in the contract
Commitnents generally have fixed expiration dates or other termination clauses
and nay require paynent of a fee. Since many of the commtnents are expected to
expire w thout being drawn upon, the total conmm tnment anounts do not necessarily
represent future cash requirenents. The Bank evaluates each custoner's
creditworthiness on a case-by-case basis. The amount of collateral obtained if
deemed necessary upon extension of credit is based on nanagenent's credit
eval uation of the counterparty. Collateral held varies but may include accounts
receivable, inventory, property, plant, and equipnent, residential real estate
and i ncone-produci ng conmercial properties

Standby letters of credit and financial guarantees witten are conditional
commitnents issued by the Bank to guarantee the performance of a custoner to a
third party. Those guarantees are primarily issued to support public and private
borrowi ng arrangenments, including comercial paper, bond financing, and simlar
transactions. The credit risk involved in issuing letters of credit is
essentially the same as that involved in extending loan facilities to custoners
The Bank holds collateral supporting those commitnents for which collateral is
deened necessary

Rental s under |ong-term operating | eases anpunted to approxi mately $52, 000
$55,000 and $53,000 for the years ended Decernber 31, 1998, 1997 and 1996
respectively. At Decermber 31, 1998, the minimum conmitnents, which include
rental, real estate tax and other related anobunts, under all noncancel | abl e
|l eases with remaining ternms of nore than one year and expiring through 2020 are
as follows:

Decenber 31, Anount

(I'n Thousands)

1999 $ 52,000
2000 47, 000
2001 30, 000
2002 15, 000
2003 10, 000
Thereafter 165, 000
$319, 000

The Corporation and its subsidiaries are also subject to litigation which
arises primarily in the ordinary course of business. 1In the opinion of
managenent, the wultimate disposition of such litigation should not have a
material adverse effect on the <consolidated financial position or results of
operations of the Corporation
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13. DI VIDEND LI M TATI ON

A limtation exists on the ability of the Bank to pay dividends to the
Corporation. State of New Jersey Banking | aws specify that no dividend shall be
paid by the Bank on its capital stock unless, followi ng the paynment of each such
dividend, the capital stock of the Bank will be wuninpaired and the Bank will
have a surplus of not less than 50% of its capital stock, or, if not, the



paynment of such dividend will not reduce the surplus of the Bank.
14. REGULATORY CAPI TAL REQUI REMENTS

The Corporation and the Bank are subject to various regulatory capital
requirements administered by the Federal banking agencies. Failure to neet
m ninum capital requirements can initiate certain mandatory and possibly
addi tional discretionary actions by regulators that, if undertaken, could have a
direct material effect on the Corporation's consolidated financial statenents.
Under capital adequacy guidelines and the regulatory franework for pronpt
corrective action, the Corporation and the Bank nust nmeet specific capital
guidelines that involve quantitative neasures of the Corporation's and the
Bank's assets, liabilities, and certain off-balance sheet itens as cal cul ated
under regulatory account practices. The Corporation's and the Bank's capital
ambunts and classifications are also subject to qualitative judgnents by the
regul at ors about conponents, risk weightings, and other factors.

Quantitative neasures established by regulation to ensure capital adequacy
require the Corporation and the Bank to maintain mninumanmounts and ratios (set
forth in the table below) of total Tier 1 capital (as defined in the
regulations) to risk weighted assets (as defined), and of Tier 1 capital (as
defined) to average assets (as defined). Management believes, as of Decenmber 31,
1998, that the Corporation and the Bank neet all capital adequacy requirenents
to which they are subject.

As of March 31, 1997, the npst recent notification fromthe Federal Deposit
Insurance Corporation, the Bank was categorized as well-capitalized under the
regulatory framework for pronpt corrective action. The Corporation has not been
notified by the Federal Reserve Bank of its capital category. To be categorized
as well-capitalized, the Bank nust maintain mninumtotal risk based, Tier 1
risk based, and Tier 1 leverage ratios as set forth in the table. There are no
conditions or events since the aforementioned notification that managenent
bel i eves have changed the institution's category.

The Corporation's and the Bank's actual capital amounts and ratios are
presented in the follow ng table:

Tabl e 35
To Be Vel
Capitalized Under
M ni mum Capi t al Pronpt Corrective
Act ual Requi renent s Actions Provisions
Anmount Rati o Anmpunt Rati o Ampunt Ratio
(Dol lars in Thousands)
Decenmber 31, 1998
Total Capital (to risk-weighted assets):
Cor por ati on $ 9,123 13.51% $ 5,401 8.00% $ 6,751 10. 00%
Bank 8, 687 12.87% 5, 399 8. 00% 6, 749 10. 00%
Tier 1 Capital (to risk-weighted assets):
Cor poration 8,458 12.53% 2,701 4.00% 4,051 6. 00%
Bank 8,022 11. 89% 2,700 4. 00% 4,050 6. 00%
Tier 1 Capital (to average total assets):
Cor por ati on 8, 458 6.24% 5, 422 4.00% 6,778 5. 00%
Bank 8,022 5.92% 5,422 4.00% 6,777 5.00%
31
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Tabl e 36
To Be Well
Capi talized Under
M ni mum Capi t al Pronpt Corrective
Act ual Requi renment s Actions Provisions
Amount Rati o Amount Rati o Amount Rati o

(Dol lars in Thousands)



Decenber 31, 1997

Total Capital (to risk-weighted assets)
Cor porati on
Bank

$ 8,470
8,215

Tier 1 Capital (to risk-weighted assets)

Cor porati on
Bank

7,785
7,530

Tier 1 Capital (to average total assets)

Cor porati on
Bank

7,785
7,530

15. SUSSEX BANCORP, | NC. (PARENT COVPANY ONLY)

14

12.
12.

~

Condensed financial statenents of the Corporation (Parent

. 10%
. 67%

96%
53%

. 00%
. 70%

$

4, 806
4, 806

2,403
2,403

4,477
4,477

8. 00%
8. 00%

4.00%
4. 00%

4. 00%
4.00%

Conpany only) follow

Tabl e 37
STATEMENTS OF CONDI Tl ON
Decenber 31,
1998 1997
Asset s:
Cash and due from banks $ 457, 000 $ 266, 000
I nvestment in subsidiaries 8,808, 000 8, 367, 000
Ot her assets 22,000 44,000
Total assets $ 9,287,000 $ 8,677,000
Liabilities:
Di vi dends payabl e 43, 000 91, 000
St ockhol ders' equity 9, 244, 000 8, 586, 000
Total liabilities and stockhol ders' equity $ 9,287,000 $ 8,677,000
Tabl e 38

STATEMENTS OF | NCOVE

Di vi dends from subsidi ary bank
O her expenses

I ncome before income tax expense
Incone tax expense

I ncone before undistributed
earni ngs of subsidiaries

Equity in undistributed
earni ngs of subsidiaries

$ 361, 000
42, 000

319, 000
391, 000

$ 710, 000

Year

Ended Decenber

350, 000

358, 000

$ 708, 000

31,

102, 000
420, 000

$ 522,000
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15. SUSSEX BANCORP, INC. (PARENT COMPANY ONLY) (conti nued)

$ 6,008
6,008

3, 605
3, 605

5,597
5,597

10.
10.

00%
00%

. 00%
. 00%

. 00%
. 00%



Tabl e 39
STATEMENTS OF CASH FLOWS

Year Ended Decenber 31

Cash flows from operating activities
Net incone $ 710, 000 $ 708, 000 $ 522,000
Adj ustments to reconcile net income to net cash
provi ded by operating activities:

Decrease in other assets 22,000 21, 000 - -

Equity in undistributed earnings of subsidiaries (391, 000) (358, 000) (420, 000)

Net cash provided by operating activities 341, 000 371, 000 102, 000

Cash dividends paid net of reinvestnents (205, 000) (126, 000) (102, 000)
Stock dividend, net of fractional shares -- -- (5, 000)
Purchase of treasury stock -- (2,000) --
Exercise of stock options 55, 000 23,000 5, 000

Net cash (used in) financing activities (150, 000) (105, 000) (102, 000)

Net increase in cash and cash equival ents 191, 000 266, 000 --
Cash and cash equival ents - begi nning 266, 000 -- --
Cash and cash equival ents - ending $ 457,000 $ 266, 000 $ --

16. ESTI MATED FAI R VALUE OF FI NANCI AL | NSTRUVENTS

The fair value of a financial instrunent is defined as the anpunt at which
the instrunent could be exchanged in a current transaction between wlling
parties, other than a forced or liquidation sale. Significant estinmations were
used for the purposes of this disclosure. Estimated fair values have been
determ ned using the best available data and estimation nethodol ogy suitable for
each category of financial instruments. For those |oans and deposits with
floating interest rates, it is presumed that estimted fair values generally
approxi mate their recorded book bal ances. The estimation methodol ogi es used and
the estimated fair values and carrying values of the financial instruments are
set forth bel ow

Cash and cash equival ents and accrued interest receivable

The carrying anounts for cash and cash equivalents and accrued interest
recei vabl e approxi mate fair val ue
Securities

The fair values for securities are based on quoted market prices or dealer
prices, if available. |If quoted narket prices or dealer prices are not
avail able, fair value is estimated using quoted market prices or dealer prices
for simlar securities.

Loans held for sale

The fair value of loans held for sale is based on prices associated wth
the Bank's normal investor outlets

Loans
The fair value of loans is estimated by discounting the future cash flows,

using the current rates at which simlar loans with simlar remaining naturities
woul d be made to borrowers with simlar credit ratings

33
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16. ESTI MATED FAI R VALUE OF FI NANCI AL | NSTRUMENTS (conti nued)

Deposits



For demand, savings and club accounts, fair value is the carrying anount
reported in the consolidated financi al statenents. For fixed-maturity
certificates of deposit, fair value is estimated wusing the rates currently
of fered for deposits of simlar remmining maturities.

Commi t ment s

The fair values of conmmitnents to extend credit and standby letters of
credit are estimated using the fees currently charged to enter into simlar
agreenents, taking into account the remaining ternms of the agreenents and the
present creditworthiness of the counterparties. For fixed-rate |oan conm tnents,
fair value also considers the difference between current levels of interest
rates and the committed rates. The fair value of guarantees and letters of
credit is based on fees currently charged for sinmilar agreements or on the
estimated cost to termnate themor otherwise settle the obligations with the
counterparties at the reporting date.

The carrying values and estimated fair values of the Corporation's
financial instrunents are as follows:

Tabl e 40
Decenber 31,
1998 1997
Carrying Esti nmat ed Carrying Esti nat ed
Fi nanci al assets Val ue Fair Val ue Val ue Fair Val ue
(I'n Thousands)

Cash and cash equival ents $30, 660 $30, 660 $13, 668 $13, 668
Securities available for sale 25, 952 25, 952 26, 600 26, 600
Securities held to maturity 5,939 5,949 2,082 2,089
Loans held for sale 354 354 -- --
Loans 69, 346 68, 545 67, 350 67, 326
Accrued interest receivable 549 549 618 618
Financial liabilities
Deposits 127,714 128, 005 104, 882 112, 783
Commi t ment s
To extend credit 11, 543 11, 543 8, 259 8, 259
Standby letters of credit 8 8 49 49

Fair value estimates are made at a specific point in tine based on rel evant
market information and information about the financial instrunent. These
estimates do not reflect any prem umor discount that could result fromoffering
for sale at one tine the entire holdings of a particular financial instrunent.
Because no established secondary market exists for a significant portion of the
financial instrunents, fair value estimates are based on judgnments regarding
future expect ed | oss experi ence, current econoni c condi tions, risk
characteristics of the financial instrunents, and other factors. These estimtes
are subjective in nature, involve wuncertainties and matters of judgnent and,

therefore, cannot be determined with precision. Changes in assunptions could
significantly affect the estimates.

In addition, fair value estimates are based on existing on-and-off bal ance

sheet financial instrunents wthout attenpting to estimate the value of
anticipated future business, and exclude the value of assets and liabilities
that are not considered financial instruments. Oher significant assets and
34
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16. ESTI MATED FAI R VALUE OF FI NANCI AL | NSTRUMENTS (conti nued)

liabilities that are not considered financial assets and liabilities include
prem ses and equi pment, other assets and other liabilities. |In addition, the
incone tax ram fications related to the realization of the unrealized gains and
| osses can have a significant effect on fair value estimtes and have not been
considered in any of the estinates.



Final Iy, reasonable conparability between financial institutions nay not be
likely due to the wide range of pernmitted valuation techniques and numerous
estinmates which nust be made given the absence of active secondary nmarkets for
many of the financial instruments. This |lack of uniform eval uati on nethodol ogi es
introduces a greater degree of subjectivity to these estimated fair val ues.

17. QUARTERLY FI NANCI AL DATA ( UNAUDI TED)

Tabl e 41
Quarter Ended
March 31, June 30, Sept enber 30, Decenber 31,
1998 1998 1998 1998
(I'n Thousands, Except Per Share Ampunts)
Total interest incone $ 1,951 $ 2,049 $ 2,098 $ 2,197
Total interest expense 831 932 989 1, 066
Net interest incone 1,120 1,117 1,109 1,131
Provision for |oan |osses 21 21 21 (44)
Ot her incone 183 205 231 250
O her expenses 999 1, 065 1, 062 1,161
I ncome taxes 101 77 79 73
Net incone $ 182 $ 159 $ 178 $ 191
Net incone per common share -
basi ¢ and dil uted $ 0.13 $ 0.11 $ 0.13 $ 0.13
Tabl e 42

Quarter Ended

March 31, June 30, Sept enber 30, Decenber 31,
1997 1997 1997 1997

(I'n Thousands, Except Per Share Anpunts)

Total interest incone $ 1,755 $ 1,810 $ 1,892 $ 1,926
Total interest expense 731 754 777 801

Net interest income 1,024 1, 056 1,115 1,125
Provi sion for |oan |osses 75 75 45 15
O her i nconme 165 205 167 207
O her expenses 927 938 971 917
I ncome taxes 63 88 93 149
Net income $ 124 $ 160 $ 173 $ 251

Net incone common per share -
basic and diluted $ 0.09 $0. 12 $0. 12 $0. 18

Net incone per common share for the quarters ended June 30, 1998 and prior
have been restated to give retroactive effect to the subsequent 2 for 1 stock
split.
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OFFI CE LOCATI ONS
Main Office:
FRANKLI N

399 Route 23, Franklin Bank - 827-2404
Admi nistrative Offices - 827-2914 Loan



Departnent - 827-3726
Branch Offices:

ANDOVER
165 Route 206, Andover
786- 5150

NEWTON
15 Trinity Street,
Newt on 383-2211

MONTAGUE
266 Cl ove Road, Montague
293- 3488

SPARTA
172 Whodport Road,
Sparta 729-7223

VERNON
7 Church Street, Vernon
754- 6175

WANTAGE
455 Route 23, Wantage
875- 9957

Transfer and Dividend Paying

Agent / Regi strar

American Stock Transfer & Trust Conpany
40 Wl | Street

New York, NY 10005

800- 937- 5449

Common St ock Data

Common stock is traded on the Anerican
St ock Exchange under the Synbol SBB.
SUSSEX BANCORP, | NC.

Board of Directors and Executive Oficers

Donal d L. Kovach Chai rman of the Board,
Presi dent and Chief Executive O ficer

Irvin Ackerson Excavat or, Ackerson Excavating
W I 1iam Kul sar CPA, Caristia, Kulsar and Wade, P.A
Joel D. Marvil Presi dent and Chief Executive O ficer,

Anmes Rubber Corporation
Ri chard W Scott Dentist, Richard W Scott, D.D.S.
Joseph Zitone CGeneral Contractor, Zitone Construction Co.
SUSSEX COUNTY STATE BANK
Board of Directors

Donal d L. Kovach Chai rman of the Board,
Presi dent and Chi ef Executive O ficer

Terry H. Thonpson Secretary, Senior Vice President/COO
Irvin Ackerson Excavat or, Ackerson Excavating

Mark J. Hontz Attorney, Dolan & Dolan, P.A.
Wlliam E. Kul sar CPA, Caristia, Kulsar and Wade, P.A
Candace Leat ham Seni or Vice President/Treasurer

Joel D. Marvil Presi dent and Chief Executive O ficer
of Ames Rubber Corp.

Ri chard W Scott Dentist, Richard W Scott, D.D.S.



Joseph Zitone
Oficers

Donal d L. Kovach

Gener al

Contractor,

Presi dent/ Chi ef Executive Officer

Candace Leat ham Seni or Vice President/Treasurer
Terry H. Thonpson Seni or Vice President/COO
Mary Canni stra Vi ce President/Personnel O ficer

Zi tone Construction Co.

Product s

Gary Chui sano Vice President/Trust O ficer/Non-deposit
Janes Ciaravol o Vi ce President/Branch Adm nistration/ Security
El i zabeth Martin Vi ce President/Operations

Val erie Seufert Vice President/Senior Loan Oficer

Sanmuel Tol | ey Vi ce President/Loans &Conpliance O ficer

Jani ce Mandeville Asst. Vice President/Loan Adm nistration
Maryann Par ker Asst. Vice President/Branch Manager-Franklin
Mar del | a Venabl e Asst. Vice President/Branch Manager - Newt on

Di ana Wi t ehead Asst. Vice President/Asst. Operations Oficer
Laurie Grafeld Asst. Secretary/Branch Manager - Mont ague

Col | een Her man Asst. Secretary/Branch Manager - Want age

Lori Hot chki ss Asst. Secretary/Data Processing

Mar garet Sisco Asst. Secretary/ Deposit Operations

Patricia Backman Asst. Treasurer/Controllers Ofice

SUSSEX BANCORP MORTGAGE CO., | NC.

O ficers

Gerald R Lake Presi dent

David K. VerHage Vi ce President
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[ GRAPHI C- PHOTO OF | NDI VI DUALS LI STED BELOW

Trust/Estate Advisory Committee:

LEFT to RIGHT (sitting):
Candace Leat ham Donal dL.

Kovach

and Pat Bauernfeind
LEFT to RIGHT (standing):
Gary Chiusano and Wlliam E. Kul sar

[ GRAPHI C- PHOTO OF | NDI VI DUALS LI STED BELOW AT AMEX]

OPENI NG DAY ON THE AMEX:

LEFT: FRONT - WIlliamE. Kulsar,

Donal d L.

Kovach,



Candace Leat ham
BACK - Joel D. Marvil, Richard W Scott
and Terry H. Thonpson

Bel ow:
Donal d L. Kovach with a Senior Anex Representative
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Tabl e 43

Year Ended Decenber 31

1998 1997 1996 1995 1994
SUMVARY OF | NCOME:
I nterest incone $ 8, 295, 000 $ 7,383,000 $ 6, 710, 000 $ 6, 050, 000 $ 5,516, 000
I nterest expense 3, 818, 000 3, 063, 000 2,728, 000 2,267,000 1, 656, 000
Net interest income 4,477,000 4,320, 000 3,982, 000 3,783, 000 3, 860, 000
Provi sion for possible |oan | osses 19, 000 210, 000 130, 000 64, 000 187, 000
Net interest income after
provision for possible
| oan | osses 4,458, 000 4,110, 000 3, 852, 000 3,719, 000 3,673, 000
Gt her incone 869, 000 744,000 666, 000 677,000 592, 000
O her expense 4,287, 000 3, 753, 000 3,764, 000 3, 641, 000 3,431, 000
I ncome before provision
for incone taxes 1, 040, 000 1,101, 000 844,000 755, 000 834, 000
Provision for income taxes 330, 000 393, 000 322, 000 254, 000 234, 000
Net incone $ 710, 000 $ 708, 000 $ 522,000 $ 501, 000 $ 600, 000
BASI C AVERAGE NUMBER OF
SHARES OUTSTANDI NG (a) 1,410,535 1,377,934 1, 368,618 1, 345,616 1,334,418
DI LUTED AVERAGE NUMBER OF
SHARES OUTSTANDI NG ( a) 1, 425, 900 1,391, 416 1, 382, 950 1, 349, 658 1,334,418
PER SHARE | NFORMATI ON:
Basi ¢ net incone $. 50 $.51 $. 38 $. 37 $. 45
Di | uted net income $. 50 $.51 $. 38 $. 37 $. 45
Cash dividends (b) $.23 $. 20 $.18 $. 22 $. 16
St ock dividends (b) 100% 0% 5% 0% 0%
Di vi dend payout ratio 46% 39% 46% 59% 36%
PERFORMANCE YI ELDS:
Return on average assets .57% . 66% . 54% .57% . 73%
Return on average stockhol ders' equity 8.33% 8. 84% 6. 84% 6. 98% 8. 84%
Average equity/average costs 6.85% 7.50% 7.87% 8.11% 8. 24%
END OF PERI CD DATA:
Total assets $137, 467, 000 $114, 257, 000 $101, 776, 000 $94, 870, 000 $82, 243, 000
Total deposits 127,714, 000 104, 882, 000 92, 889, 000 85, 925, 000 75, 087, 000
Total stockhol ders' equity 9, 244, 000 8, 586, 000 7,882,000 7,609, 000 6, 646, 000
Aver age assets 124, 394, 000 106, 879, 000 96, 996, 000 88, 535, 000 82, 344, 000

Aver age stockhol ders' equity 8, 526, 000 8,013, 000 7, 630, 000 7,178,000 6, 785, 000



(a) The average nunber of shares outstanding was conputed based on the average
nunber of shares outstanding during each period as adjusted for subsequent
stock divi dends.

(b) Cash and stock dividends per common share are based on the actual nunber of
common shares outstandi ng on the dates of record as adjusted for subsequent
stock dividends.
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Section 3: EX-21

EXH BI T 21
SUBSI DI ARI ES OF THE REG STRANT

Sussex Bancorp has a single subsidiary, Sussex County State Bank.

Sussex County State Bank has a single subsidiary, Sussex Bancorp Mrtgage Corp.

Section 4: EX-23

EXHI BI T 23(a)

CONSENT OF | NDEPENDENT PUBLI C ACCOUNTANTS

To Sussex Bancor p:

We hereby consent to the incorporation by reference, into the previously filed
Regi stration Statements No. 333-20643 on Form S-3 and No. 333-20603 on Form S-8
of Sussex Bancorp (the "Conpany"), of our report dated January 15, 1999,
included in the Conpany's annual report on Form 10-KSB for the year ended
Decenber 31, 1998.

/s/IRADICS & CO., L.L.C

Pi ne Brook, New Jersey
March 30, 1999
EXHI BI T 23(b)

CONSENT OF | NDEPENDENT PUBLI C ACCOUNTANTS

To Sussex Bancor p:



As independent public accountants, we hereby consent to the incorporation by
reference of our report dated January 15, 1998 and to all references to our Firm
included in this Form 10-KSB i nto Sussex Bancorp's previously filed Registration

Statenment No. 333-20643 on Form S-3 and Registration Statenment No. 333-20603 on
Form S-8. It should be noted that we have not audited any financial statenments
of Sussex Bancorp subsequent to Decenber 31, 1997 or performed any audit
procedures subsequent to the date of our report.

/ s/ ARTHUR ANDERSEN L. L.P.

ARTHUR ANDERSEN L. L.P.

Rosel and, New Jersey
March 30, 1999
Section 5: EX-27
Table 1
<ARTI CLE> 9
<PERI OD- TYPE> 12- MOS 12- MOS
<FI SCAL- YEAR- END> DEC- 31- 1998 DEC- 31- 1997
<PERI OD- END> DEC- 31- 1998 DEC- 31- 1997
<CASH> 4,060 5,693
<I NT- BEARI NG- DEPOSI TS> 150 100
<FED- FUNDS- SOLD> 26, 450 7,875
<TRADI NG ASSETS> 0 0
<I NVESTMENTS- HELD- FOR- SALE> 26, 645 26, 600
<I NVESTMENTS- CARRYI NG 5,939 2,706
<| NVESTMENTS- MARKET> 0 0
<LOANS> 69, 346 67, 351
<ALLOWANCE> 665 685
<TOTAL- ASSETS> 137, 467 114, 257
<DEPCSI TS> 127,714 104, 882
<SHORT- TERM> 0 0
<Ll ABI LI TI ES- OTHER> 509 789
<LONG TERM> 0 0
<PREFERRED- MVANDATORY> 0 0
<PREFERRED> 0 0
<COMVION> 5,635 5,412
<OTHER- SE> 3,609 3,174
<TOTAL- LI ABI LI TI ES- AND- EQUI TY> 137, 467 114, 257
<I| NTEREST- LOAN> 5,601 5,517
<| NTEREST- | NVEST> 2,694 1, 866
<| NTEREST- OTHER> 0 0
<I| NTEREST- TOTAL> 8, 295 7,383
<I| NTEREST- DEPCSI T> 3,818 3,063
<| NTEREST- EXPENSE> 3,818 3,063
<| NTEREST- | NCOVE- NET> 4,477 4,320
<LOAN- LOSSES> 19 210
<SECURI Tl ES- GAI NS> 65 0
<EXPENSE- OTHER> 4,287 3,753
<| NCOME- PRETAX> 1, 040 1, 040
<I NCOVE- PRE- EXTRACORDI NARY> 1, 040 1, 040
<EXTRAORDI NARY> 0 0
<CHANGES> 0 0
<NET- | NCOVE> 710 708
<EPS- PRI MARY> 0.50 1.03
<EPS- DI LUTED> 0.50 1.02
<Y| ELD- ACTUAL> 0 0
<LOANS- NON> 389 730
<LOANS- PAST> 0 0
<LOANS- TROUBLED> 0 344
<LOANS- PROBLEM> 0 0
<ALLOWANCE- OPEN> 685 542



<CHARGE- OFFS>

<RECOVERI ES>
<ALLOWANCE- CLOSE>
<ALLOWANCE- DOMESTI C
<ALLOWANCE- FOREI G\>
<ALLOWANCE- UNALLOCATED>
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665
665

68

685
685



