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For Community Bank System, 2001 was yet another year of

strong performance, fueled by a growth strategy that has

proven itself to the company and its shareholders time

and again. Our franchise grew on several fronts, all of

which are designed to improve our long-term success,

with minimal sacrifice on near-term performance. More-

over, we achieved this during a period of economic

uncertainty and challenging social change. With this as

a backdrop, we are happy to share with you our satisfying

2001 story. We eagerly anticipate the years to come.

o, Community Bank System,
){J(J( Inc. is a registered bank

® holding company based in
DeWitt, N.Y.,, with $3.2 billion in assets. Its
wholly-owned banking subsidiary, Community
Bank, N.A,, is the second-largest community
banking franchise headquartered in Upstate
New York, operating 119 customer facilities
and 86 ATMs in rural and smaller urban mar-
kets throughout Northern,

based in Williamsville, N.Y.; Benefit Plans
Administrative Services, Inc. (BPA), a pen-
sion administration and consulting firm
located in Utica, N.Y., serving sponsors of
defined benefit and defined con- CBU

tribution plans; and Community
Investment Services, Inc. (CISI), NYSE
a broker-dealer delivering financial products,
including mutual funds, annuities, individual
stocks and bonds, and long-term

Central and Western New

/ Table of Contents \

health care and other selected

Performance Highlights 2 . .
York, as well as Northeastern Letter to Shareholders 5 insurance products, from various
Pennsylvania. Other sub- Business Summary 6 locations within Community

sidiaries within the CBU
family are Elias Asset
Management, Inc., an invest-
ment management firm

Form 10-K

Subsidiaries
Branch Offices

Review of Operations
Directors and Corporate Officers 14
Glossary of Banking Terms 20

Community Bank
Administration and Lenders 89

Financial Services and

8
Bank’s branch system and from

offices in Jamestown and
Lockport, N.Y.

21

Note to Investor: Please see Glossary of Banking Terms on
90 page 20 for explanation of certain words, phrases, and
91 ratios used throughout this Annual Report.

Qhareholder Information 93/




n .
. o - . / /
Community Bank System Locations -  fanin —
W StLlawrence
]
B Community Bank, N.A. Branches " a 200/
(Certain areas are serviced by more than one branch.) W Jefferson Car;ton
" ]
@ Administrative/Operations e =
Center Locations Lovis
[
» Benefit Plans Administrative "
Services, Inc. (BPA) = osnego -
Oneida
. Niagara Wayne Uti
4 Community Investment - b B e
Services, Inc. (CISI) Livingston Ontario gy 1 L
S cﬁyuga- Onondaga
Elias Asset Management, Inc. (EAM) Erie e gy Wy
= []
u First Liberty Bank & Trust Branches e é"e'ganly = By Sl
(A division of Community Bank, N.A.) Chautauqua 0l L LI
L T T
Lackawanna
—
# _ Scranton
Luzerne
1996-2000
- - - - 2000 Percent 5 Year
Financial Highlights 2001 (estated) change | 2000 1999 1998 1997 1996  CAGR
Income Statement Data
(in thousands)
Net interest income $96,655 $ 90433 69% | $71,208 $67,941 $64395 $62876 $55266 8.6%
Noninterest income 26,537 232284 14.0 21201 16,125 15081 11,822 8842 259
(excludes securities gains/losses)
Net income — cash operating 28,397 28,032 13 23,082 20,366 18,473 17,752 15816 131
Net income — operating 24,052 25,136 4.3) 20,319 17,635 15,728 15,562 14133 121
Net income — cash 23,474 27,795 (15.5) 23,082 20,366 18,473 17,752 15816 131
Net income 19,129 24,899 (232) 20,319 17,635 15,728 15,562 14133 121
Weighted avg. shares outstanding 11,825 10,737 101 7,102 7,213 7,671 7,676 7483 N/A
Common Per Share Data (Diluted)
Net income - cash operating $ 240 $ 261 B8O | $ 323 $ 279 $ 241 $ 230 $ 205 11.8%
Net income — operating 2.03 2.34 (132) 2.85 242 2,05 2.02 183 109 7/
Net income — cash 1.99 259 (232) 323 279 241 230 205 118 2000 |
Net income 1.62 232 (30.2) 285 242 2.05 202 183 109
Cash dividend declared 1.08 104 38 104 0.96 0.86 0.76 0.69 109 é f
Period-end book value — stated 20.77 19.11 87 19.93 15.30 16.47 15.56 14.03 89
Period-end book value —tangible 974 1388 (298) | 1264 832 901 782 985 86 199¢ |
End of Period Balance Sheet Data é 7
(in millions) 1996
Total assets $ 3211 $ 2651 211% | $ 2023 $ 1841 $ 1681 $ 1634 $ 1344 119% 1997
Loans, net of unearned discount 1,733 1516 143 1,099 1,009 917 843 652 144
Deposits 2,546 1,949 306 1,458 1,360 1378 1,346 1,027 75
Assets under management 1,385 1417 (233) 1282 583 337 274 196 473 GROWTH IN

As defined throughout this Annual Report (pages 1-20), “restated" means that the results for 2000 have been restated to include the 2001 acquisition of First Liberty Bank Corp. (FLIB) on
a pooling-of-interests basis. All comparisons in the text between 2001 and 2000 are based on restated data. Unless specifically identified, all other references to 2000 and prior periods,
particularly in the graphs and tables, are based on results as originally reported. Community Bank System considers this historical treatment to be an accurate reflection of its manage-

@

ment's record of performance at the time, though this presentation is not in accordance with Generally Accepted Accounting Principles (GAAP). All historical information in Form 10K is

restated in accordance with GAAP.
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2001 Performance Highlights
= Cash operating earnings reached an = Noninterest income rose 14.0% to a
all-time high of $28.4 million record $26.5 million, paced by expansion
» Executed three acquisitions that added of financial services
a net total of 49 branches, $1.0 billion in = Loans grew by 14.3%, with commercial
earning assets and 74,000 new loans increasing 11.6%, consistent with
households to our customer base the company’s strategic objectives
= Net interest income rose = Expanded the company’s capital base
J 6.9% to a record $96.7 million by 32% in the last half of the year with an
2 7 infusion of common and trust preferred
2000 capital of $80 million
(restated)
— i
& b
James A. Gabriel - ";...

Chairman of the Board

Sanford A. Belden
President and Chief
Executive Officer
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2001 represented a significant milestone in our continuing
commitment to grow long-term shareholder value at CBU.
Three banking acquisitions, expanded financial services
revenues, greater utilization of technology, and a broader
capital base represent key elements of this growth strategy.

On January 26, 2001 we successfully completed the acquisition of The Citizens National Bank of
Malone, which augmented our already substantial banking presence in Northern New York. The
transaction was recorded under the purchase method of accounting using an exchange of com-
mon stock, including re-issuance of treasury shares previously repurchased. This enabled us to
employ pooling-of-interest basis accounting to take a second significant growth step on May 11
by acquiring First Liberty Bank Corp., based in the Scranton/Wilkes Barre area of Northeastern

Pennsylvania. First Liberty is our first acquisition outside of

W?i% New York State, and we are pleased to now be established in
ng, 0 ER the demographically attractive markets of Northeastern
4200 Pennsylvania. The operational and other cost savings project-

SIps

all our financial service products in both instances.

On November 16, 2001 we completed the final acquisition
of 2001 by converting and assimilating 36 branches from
FleetBoston with $470 million in deposits and $177 million
Cash cperdc in a mix of consumer and commercial loans. The branch-
£knﬁags . .
es are concentrated in the Finger Lakes and Western New
York sections of the state, where we already enjoy significant market shares. In combination
with the Citizens and First Liberty transactions, our market share will be first or second in
nearly 75% of the markets where we do business as measured by deposits. Anticipated oper-
ating efficiencies have already been realized from the FleetBoston transaction, as we have
completed branch consolidations in five of our markets. Our 1997 acquisition of twelve Fleet
branches in Northern New York was a very positive experience, especially highlighted by rev-
enue growth and employee skills. We are confident that our early success with this newest
FleetBoston branch acquisition will continue to grow and enhance our strategy of creating a
dominant branch system with decentralized decision-making.

T Enmr ed for both whole-bank acquisitions have been fully realized.
A77 We have successfully integrated the combined 18 branches
into our distribution network and instituted sales capacity for

(in millions)
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Our strategic goal to build dominant market shares through selective acquisitions
added over 74,000 households/businesses to our customer base this year, bringing
CBUF's total households/businesses served to 198,000. This enhanced platform for fur-
ther successful cross selling supports another of our strategic focuses, that of
diversifying our revenue and earnings streams through noninterest income, especially
through financial services products. Elias Asset Management, acquired in April 2000,
has continued to contribute very positively to earnings through challenging equity mar-
ket conditions. Our personal trust business, now augmented with a Pennsylvania
presence, once again produced a consistently high level of performance. We’ve been
especially pleased with the growth and enhanced profitability of Benefit Plans

Administrative Services, our pension administration and
*restated investment management business. Finally, revenue

growth in our broker-dealer business was augmented by

expansion into Pennsylvania and further penetration in
our New York markets, which lays a foundation for
increased profitability in 2002.

Utilizing technology to enhance customer services and
productivity is another of our growth strategies upon
which we made good progress in 2001. We improved the
attractiveness of our Internet banking product for retail
and commercial customers by adding a bill payment fea-

Cash operdting £7S ture, and we continue to offer state-of-the-art on-line
N tes outstanding e resatan 00, Services to our Benefits Plans customers. Our capability to
improve operational productivity was furthered by the successful implementation of a
dedicated Loan Operations Center in Olean and dedicated Deposit Operations Center
in Canton, eliminating duplicate back-office and data processing functions previously
performed in those locations. This area will be one of our key priorities in 2002, as we
begin taking full advantage of these more focused capabilities to sharpen our customer
service and more effectively control costs.

97 99 99 00 0O* Ol

A combination of uncertain economic conditions throughout much of 2001, coupled
with our dedication to asset quality, produced a year of essentially flat loan growth apart
from acquisitions. Credit administration and quality have remained very solid, as meas-
ured by net charge-off and nonperforming asset ratios that are consistent with our
historical performance. At the same time, we strengthened our reserves, reflecting a
bottom-up assessment of our loan portfolio.



We are proud that, in the face of such a dramatic expansion of our franchise this year,
cash operating earnings matched 2000’s results. Nonetheless, the real impact of the acqui-
sitions and other strategic initiatives in 2001 is the clear path they have paved toward
enhanced earnings and returns to shareholders. Our net interest margin has already
recovered, nicely exceeding 4% in the fourth quarter as a result of utilizing our acquired
deposits to both pay off our more expensive wholesale borrowings and aggressively man-
age our core funding costs. Improvements in our efficiency ratio have additionally
emerged, associated with operating and branch consolidations flowing from the conver-
sions and acquisitions. Most importantly, our enhanced market share and expanded
customer base provide the wherewithal for persistent top-line revenue growth.

Capital management was a significant and successful o %
component of our 2001 accomplishments and long-

term growth strategy. Approximately $49.5 million in
attractively-priced, variable-rate trust preferred securi-

ties was raised in July. As a result of the Citizens and

First Liberty transactions and a highly successful sec-

ondary equity offering in November, total shareholder

equity nearly doubled during the year to $268 million.
Correspondingly, the number of shares outstanding

increased by 85%, from approximately 7.0 million

(before purchase of First Liberty) to 12.9 million, lead- T A
ing to enhanced trading depth and liquidity in CBU  Book Value Fer Share
stock. The secondary offering brought the added e e e
benefit of new research coverage from two well-regarded and widely-followed bro-
kerage firms, Advest and Raymond James. Consistent with our prudent posture with
respect to loan loss reserves, our tangible equity/asset ratio also increased from the
inflow of equity capital, permitting more efficient and timely capital management.

Finally, we are pleased that returns to shareholders, including price appreciation and
reinvestment of dividends, increased by over 10% during 2001 — especially in light of
turbulent financial markets and the one-time expense impact of this year’s dramatic
expansion of our franchise. Our many achievements in 2001 reflect the insightful
leadership of our Board of Directors and the exceptional hard work of countless
employees throughout our company, all working to build consistent long-term value
for our shareholders.

Chairman of the Board President and Chief Executive Officer
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Community Banking

Community Bank, N.A. (CBNA), the second-largest community banking franchise
headquartered in Upstate New York, has generated a steady pattern of controlled
growth in recent years. The number of households we serve has more than doubled
since 1996, and the number of branches we operate has nearly tripled.

We have expanded by focusing on smaller towns and villages where competition is
less concentrated and customer loyalty can be earned. In turn, we have leveraged
our dominant market position to generate additional growth, giving us the largest
or second-largest deposit market share in 67 of 91 the communities where we do
business today.

Financial Services

We have been committed to growing our financial services businesses since the
mid 1990s. This reduces our dependence on net interest income and diversifies
our revenue sources, which helps mitigate the long-term impact of narrowing net
interest margins, allowing for stronger, more consistent financial performance.
Our financial services income, at $12.7 million, is over

four times the level we generated just five years ago.

i What’s more, each of our 2001 acquisitions brought us

services businesses performed as follows during 2001:

Benefit Plans Administrative Services, Inc. (BPA) —
A pension administrator and consultant to small- to
medium-sized businesses, BPA generated $3.9 million in
revenues during 2001. This figure, a 31% increase over
BPA’s 2000 revenues, represented nearly 15% of our

thousands of new customers, many of whom did not

previously have access to such products from their pri-

‘ or banks. The various components of our financial

. . I total noninterest income for 2001. BPA, based in Utica,

97 9% 99 00 VO* O/ N.Y., serves the retirement plan administration and trust

ASSeAS Under needs of more than 475 plan sponsors both within and

Maidgeme+ outside of CBNA’s markets, and services nearly $340 mil-
(&1 &cllions) lion in assets.

Elias Asset Management (EAM) — Acquired in April 2000, this investment advisory
firm based in Williamsville, N.Y. contributed $3.7 million to 2001 revenues. EAM
has approximately $550 million in assets under management, comprised of rough-
ly 1,150 accounts with individuals, foundations and corporate pension and
profit-sharing plans. Led by President and Chief Investment Officer David J. Elias,
a nationally recognized investment manager and author of two investment advice
books, EAM made up 14% of our total noninterest income in 2001. David has also
appeared on financial business programs such as “Wall Street Week,” is a frequent
guest on CNBC and CNN, and is a contributing editor to Chief Executive magazine.

Community Investment Services, Inc. (CISI) — In 1999, we eliminated third-party bro-
ker-dealers from the distribution process, and created our own in-house capability. CISI’s
mutual fund and related consumer financial sales added $2.2 million to our revenues in



2001 (over 8% of our total noninterest income), an impact that is two-thirds greater o 2 5

than its 1999 level. Assets held by CISI customers approximate $225 million. L

Personal Trust — We have offered a full range of personal trust services for many
years, including living, testamentary and charitable trusts, as well as estate settle-
ment services, conservatorships and investment management services. Together,
they contributed nearly 7% of our total noninterest income in 2001. Personal trust
assets under management now exceed $300 million.

Insurance products sold through CISI and at CBNA Branches — In 1999, we expand-
ed the product capabilities of our financial consultants by adding long-term
health care and other selected insurance products to their offerings. This, along
with greater sales of creditor life and disability insurance at CBNA branches and
related annual dividend from the underwriting agency, resulted in revenues
climbing to over $1.04 million in 2001, up more than 43% from 1999’s levels.

Deposit Accounts

CBNA’s total deposits increased 30.6% over 2000’s level, and have grown at a compound

annual rate of 10.9% since 1996 (75% and 19.9%, respectively, not restated for the 2001

First Liberty acquisition). In addition, in 2001 we lowered our deposit processing costs

by converting our Canton, N.Y. operations facility to a deposit-only processing center, v / C] T
which now handles all deposits across the franchise more efficiently. 2 0’ 00

CBNA’s deposit account services include standard checking, interest checking, money (restated)
market, savings, time deposit and individual retirement accounts (IRAs). Individuals,
partnerships, and corporations (IPC) comprise approximately 93% of our depositor
base, with deposits from municipalities within our market areas making up the balance.

Lending

CBNA’s predominant focus on the retail borrower results in a highly diversified loan
portfolio. About 63% of CBNA’s outstanding loans are provided to consumers bor-
rowing on an installment and residential mortgage loan basis, and commercial
business loans are typically for amounts under $100,000. Despite being primarily a
retail bank, our business lending has increased 123% since 1997 (not restated for First I / 5

Liberty), and now makes up over 37% of our total loan portfolio. Including our three :

acquisitions in 2001, total loans outstanding climbed 14.3%, or $217 million over Fo8e
2000’s level, to $1.733 billion, while business lending rose 11.6% to $644 million. J/ 4
Our lending activities include residential, installment, student and farm loans, busi- |: 1999
ness lines of credit, working capital facilities, special purpose term lending, equipment 1998
leasing services (through a third party), and invento- S —_—
ry and dealer floor plans. Like our Canton [] Commercial / =
deposit facility restructuring, we converted 23% — (go7
our Olean, N.Y. operations facility to a sin- 37% E Indirect
gle-purpose center in 2001, focused on
processing loans more cost-effectively 267 ] &%ﬁig;“gig GROWTHIN
across the franchise. 4% DEPOSITS
D Consumer:

Direct )
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(in billions)
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STICKING WITH A PROVEN PLAN
Community Bank System has achieved a great deal of success In
recent years by developing and remaining committed to a strategic
growth strategy that consists of four key operating elements:




1. Create a dominant branch system that allows for decentralized,
responsive decision-making at the individual branch level,

2. Diversify our revenue and earnings streams through noninterest
income sources;

3. Build profitable loan volume, with an expanded focus on
commercial lending; and

4. Utilize technology to enhance customer service and productivity,
K without diminishing our hallmark personal customer interaction.

The results of our strategy are clear, having almost doubled the size of our company
between 1994 -1997, and doubled it again between 1997-2001. More importantly, our
cash operating earnings have risen by 175% over the seven-year period, and in the
process, our shareholders have been rewarded with 9.4% annual growth in divi-
dends per share and a total annual return of 10.5% over the last five years ended
January 30, 2002.

How did we accomplish this? Years ago we recognized that the traditional community
banking approach of spread lending would eventually no longer provide investors with
a sufficient level of revenue and earnings growth. That prediction has come to pass in
recent years. Because of this, many community banks are now searching to find alter-
native sources of revenue that offer better stability and margins. For many, it has been
asignificant challenge to make the necessary investments in people, products, and tech-
nology, leaving a merger or sale transaction as their only option. But at CBU (as we are
known by our ticker symbol on the New York Stock Exchange), we have focused on
strengthening our core banking business — with acquisitions when appropriate — and
leveraging the expanded opportunities provided to banking institutions through recent
legislation by offering a broader array of financial services.

The key to CBU’s success has been an ability to determine what products make sense
for our marketplace, coupled with a focus on providing these products in a practical
and profitable way.

As the first element of our growth strategy states, we have purposely developed our
franchise by focusing on smaller towns and villages where competition is less intense
and customer loyalty can be earned through trust and outstanding service. To that
end, we empower our associates at the local level to be key decision-makers, resulting
in more responsive service to our customers, without sacrificing accuracy or compro-
mising our guidelines and standards. This allows us to truly become a part of the
communities we serve, and has led us to where we are today: operating 119 branches
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and 86 ATMs across 24 counties in Upstate New York and Northeastern Pennsylvania. We have
built upon our dominant market position to realize internal growth, which has resulted in our
holding the largest or second-largest deposit market share in nearly 75% of the communities
where we do business today.

The second element of our growth strategy is to diversify our revenue stream through a
greater focus on noninterest income. In the mid-1990s we made a strong commitment to
increase this revenue source, which mitigates the compression on our net interest margins
and makes our company less susceptible to earnings volatility. We have invested significantly
in obtaining the know-how and products that our customer base needs and will buy, and that
investment has paid off nicely. In 1996, our noninterest income was just $8.8 million, but by
the end of 2001 it was 200% greater at $26.5 million. Perhaps more importantly, our 1996
noninterest income comprised only 13.6% of our total revenue, but comprises 20.3% of our
total today, demonstrating great progress toward our goal of deriving 40% of total revenue
from noninterest income sources within five to ten years, which will further protect us from
earnings volatility.

Financial services has been the largest and most promising area on which we have concen-
trated in expanding noninterest income. While we have pursued this strategy for some time,
the passage of the Financial Services Modernization Act in 1999 helped clarify the set of
financial products and services community banks could offer. Our complement of financial
services products is now robust, including those offered through our long standing personal
trust department; our broker-dealer, which primarily provides mutual fund and selected
insurance products through our branches and two independent offices; our benefit plans
subsidiary, which services the pension and 401(k) investment products of our corporate cus-
tomers; and our asset management subsidiary, which provides wealth management services
to individuals, corporations, and not-for-profits.

While we have realized opportunities to grow branch revenues and improve efficiency at the
same time, revenues from financial services have grown at an even faster pace. In 1996,
financial services revenues were $3.2 million, or 36% of our total noninterest income. As of
2001, they are now over 48%, at $12.7 million.

The third focal point of our growth strategy is our commitment to build a profitable and diver-
sified loan portfolio. Our success can be measured by nearly a 12% annual rate of loan growth
since 1996, while maintaining asset quality that is equal to or better than our peers.

Historically, our strategy was to seek loan growth and diversification with a primary focus on the
retail borrower. However, during the past several years we have repositioned our strategy to
grow our commercial business loans faster than our loans to individuals. We’ve hired skilled,
experienced commercial lending professionals, a number of whom have left the super-region-
al banks within our marketplace. In line with our commitment to decentralized
decision-making, we’ve empowered them to make loan decisions locally — a responsibility



which many of them longed for during their tenures with the super-regionals. This autonomy
has worked extremely well, positioning us to compete for good quality loan business. As a result,
our business lending has grown from 32% to 37% of our total loans between 1996 and 2001.

During this same time period, our “direct-consumer” lending has increased modestly from
19% to 23% of total loans. These are loans issued by CBU personnel at CBU branches for a
wide variety of purposes, such as automobiles, home improvement, and education, usually on
an installment basis or under home equity lines of credit. Home mortgage lending, again
coordinated locally through our branches, comprises a larger share of our portfolio at 26%
than it did five years ago, when it represented 23%. Growth has resulted from a favorable
housing market and CBU’s promotion of a no-closing-cost product, which many consumers
use to consolidate higher cost debt. “Indirect-consumer” lending — loans originated prima-
rily in automobile dealer showrooms based on quick-turn-around approval from CBU’s
centralized buying center — now comprises a lesser weighting than in prior years, as planned,
dropping from 26% in 1996 to 14% at the end of 2001.

It is difficult to imagine that any community bank can operate as a growth business without
making a commitment to invest in state-of-the-art technology. Therefore, the fourth and final
element in our growth strategy is an on-going commitment to have the necessary technology
in place to support our growth and cost-reduction initiatives. In the past five years, we have
made significant investments in technology by:

= Committing to working with a technology partner to ensure that our systems remain
up-to-date and responsive to our business needs. More than nine years ago, we
established a contractual relationship with Fiserv, a large data processing provider with deep
expertise in the banking industry. We believe our alliance with Fiserv has provided a more
economical and effective solution to meeting our technology needs, allowing us to offer
expanded products and services to customers in a shorter time frame.

= Successfully introducing an Internet banking product. Thus far it has been widely accepted
by more than 11,000 commercial and residential customers. We have offered on-line capabil-
ity for nearly three years to 401(k) accounts serviced by our Benefit Plans Administrative
Services subsidiary, and plan to bring this same service to our brokerage customers.

= Converting our check processing to an image-based system in 2000 to improve our oper-
ating efficiency and upgrade the attractiveness of our checking product. By the end of 2002,
our goal is to enable customers to receive their statements via e-mail (e-statements) and, if
desired, obtain their check images via the Internet. This capability complements our check
safekeeping service, which has already been well received by over 37% of our customers.

= Promoting our telephone banking service (actively used by 25,000 of our customers)
and our extensive network of 86 ATMs, both of which have provided enhanced conven-
ience for our customers — and improved efficiency for us.

All told, since 1996 we have invested over $26 million in technology-related issues, both for
micro computer hardware and software purchases as well as for the comprehensive services
provided by Fiserv. We expect to invest another $6.9 million in 2002.
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SEEKING MORE THAN BRICKS AND MORTAR

One of CBU's greatest skills has been its ability throughout the last
decade to make acquisitions that both extend our market footprint
and complement our product offerings.




We have reached a point where we can claim a certain amount of expertise in the acquisition
process — that is, in identifying, evaluating, executing and fully integrating our acquisitions.
Since 1993, we have increased our number of locations by 260%, adding 86 branches (net of
closures) through a series of branch and whole-bank acquisitions. In addition, we’ve acquired
two stand-alone financial services providers in the last five years — Benefit Plans
Administrators in 1996 and Elias Asset Management in 2000 — which have become two of our
most important sources of revenue growth and diversification. And we’re pleased to say that
our branch and financial services acquisitions have often exceeded our expectations.

How have we done this? Community Bank System has been extremely fortunate to have a
management team that possesses great amounts — and varieties — of expertise within the
banking and financial services industries. In fact, CBU’s nine-member management team
boasts a combined 244 years of banking experience, an average tenure of 27 years per mem-
ber. Most of these individuals have been with CBU for at least 10 years, and many of those
who are newer to the company have come to us via our acquisitions, bringing their experi-
ence in the Upstate New York/Northeastern Pennsylvania banking markets with them. And
if their experience wasn’t enough, by owning more than 12% of the company, it’s clear our
Board and management team have a significant stake in CBU’s continued success.

In 2001, we resumed our branch acquisition strategy, which last added 20 branches in 1997,
by making three more transactions that have created a significant platform for the compa-
ny’s continued growth. In January 2001, we acquired Citizens National Bank of Malone, a
$111-million asset bank that added five branches on the edge of our Northern New York
foot print, nicely elevating our presence there. Then, in May, we completed a much larger
merger — and our first outside of New York State — with the addition of First Liberty Bank
& Trust, a 13-branch franchise with $648 million in assets based in the Scranton/Wilkes-
Barre, PA region. First Liberty has excellent asset quality, and as a pooling-of-interests
transaction from an accounting perspective, it enhanced our capital position significantly.
Together, these two transactions raised the company’s asset levels nearly 40%, and capped
off a 74% increase in the number of households served by CBU compared to 1996.

The strengths from these acquisitions have, in part, allowed us to continue to look for
growth opportunities. So, in early June, we announced another acquisition: the purchase of
36 branches (31 after consolidations) in Western New York from FleetBoston Financial. This
transaction, which closed during the fourth quarter of 2001, effectively served as a whole-
bank purchase that will establish and extend our market dominance in this region, without
many of the added whole-bank acquisition risks and costs. These FleetBoston branches,
which we expect will be accretive to our operating earnings by third quarter 2002, raised the
total number of households we serve to over 198,000.

November 2001 —
Acquired 36 branches
from FleetBoston

May 2001 —
Acquired First
Liberty Bank Corp.
(13 branches)

January 2001 ——
Acquired Citizens
National Bank of
Malone (5 branches)

April 2000 —
Acquired Elias
Asset Management

July 1997 —
Acquired 12 branches
from Fleet Bank

June 1997 —
Acquired
8 branches
from Key Bank

July 1996 —
Acquired
Benefit Plans
Administrators, Inc.

U995 =
Acquired 15 branches
from Chase
Manhattan Bank

October 1994 ——
Acquired 1 branch
from Chase
Manhattan Bank

June 1994 —
Acquired 3
branches from
Resolution
Trust Co.

1984-1988 —
Acquired St.
Lawrence
National Bank
and 4 other
subsidiary banks
(31 branches)

April 1983 —
Community Bank
System, Inc.
is formed
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Nicholas A. DiCerbo

Partner, law firm of
DiCerbo & Palumbo

The True Value of Acquisitions

One of the substantial contributions of our financial services products is the impact
they have when we make an acquisition. When we were first considering the First
Liberty transaction, we recognized that, in addition to its fundamentally solid organ-
ization, impressive asset quality, and opportunity for cost savings by consolidating
operations, it would also become a significant new outlet for all of our financial serv-
ices products. First Liberty had barely begun offering only a few of these products,
so we were inheriting a customer base that was lacking — and needed — these very
products and services. Less than one year later, we are already seeing strong cus-
tomer demand in this market for our financial services.

Cross-selling opportunities like these provide a key advantage to our business, and
within our smaller urban and rural markets, in particular. Thus, using the recent
FleetBoston transaction as an example, not only did we gain approximately $470
million in deposits and $177 million in related business and consumer loans, we also
gained 40,000 new households that will now be exposed to our complete financial
services portfolio, thus increasing our opportunities to gain a greater “share of wal-
let” among these customers.

Then there’s the flip-side of our acquisitions. The term “synergy” may be among the
most over-used “buzz” words in today’s business world. Still, it is often one of the driv-
ing forces behind an acquisition — the idea that combined benefits can be derived
beyond which each organization could achieve on its own. We’ve all heard compa-
nies spout of the great synergies they expect to achieve from making transactions,
yet often these never come to pass.

But at CBU, we focus as much on finding cost-saving opportunities within an acqui-
sition scenario as we do on finding new revenue-generating sources. In 2001, we
completed two significant back-office consolidations by eliminating the duplicate
functions at our Canton and Olean, N.Y. operations centers. The Canton center now
solely processes our deposits, while the Olean facility processes all our loans. These
consolidations, which included the establishment of remote item capture centers
using image-based technology, enabled smooth integration of all First Liberty oper-
ations.

Combined savings from our internal consolidation, absorption of First Liberty pro-
cessing, and realignment of their branch functions in accordance with our New York
franchise’s successful best practices, brought CBU annual savings of $3.2 million —
a benefit which shareholders realized beginning in the third quarter of 2001 and
will continue to earn each and every year going forward. Increased revenues have
already begun to be realized from implementing our trademark local decision-mak-
ing in the First Liberty branches and from offering a full range of financial services
products, and are expected to make a meaningful contribution to earnings in 2002.



Focusing on the Often-Overlooked

While obtaining new loans or funding sources may be the most obvious reason for
making an acquisition, one of the most valuable assets a company gains is people —
the individuals who become its new employees. Unfortunately, companies often over-
look this asset, and while no bank will tell you it’s not “big” on customer service, at
CBU, our business model depends on the skills and abilities of our employees, and the
manner in which they treat our customers.

With most of our acquisitions, we have inherited employees from a company whose
business models weren’t working well in our type of market (which is often what
sparked the sale to begin with). In every case, we’ve found that the major difference
between their models and ours has been that their banks simply aren’t designed to
give customers the level of attention that CBU does, nor do they operate in a man-
ner as decentralized and efficient as we do. So, we retrain our newfound associates
after an acquisition — especially those from the super-regionals, who focus more on
delivering standardized products at the lowest cost — to instill the level of customer
service that we need for our company to succeed.

To that end, we have developed an intensive training program for newly acquired
associates. This often becomes a form of retraining, as many of them provided good
customer service at one time, before their companies were purchased and subse-
guently altered by super-regionals to follow a more commaodity-based model. They
remember what made their former banks attractive, and are anxious to adopt our
service model, enhanced by the technologically-supported products that we offer.

Why Stop A Good Thing?

Disciplined acquisitions have been the cornerstone for our growth, and we anticipate
that will continue to be the case. To that end, in 2001 we completed a secondary com-
mon stock offering of over 1.3 million common shares, in addition to placing nearly
$50 million in floating-rate trust preferred securities. Both reduced our Federal Home
Loan Bank debt levels and provided additional capital to support earning asset growth
in our newly acquired markets. CBU’s ability to successfully attract investors allows us
the flexibility to continue evaluating constructive acquisition opportunities.

Corporate Officers (left to right): Michael A. Patton, President of Financial Services; James A. Wears,
President of Banking; Sanford A. Belden, President and CEO of the Company;
David G. Wallace, Treasurer of the Company; Steve R. Tokach, President of First Liberty Bank & Trust.
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THE ULTIMATE YARDSTICK

And what have been the fruits of our disciplined growth strategy
over the last nine years, both from selected new products and the
targeted acquisitions we've made?



For starters, we have had consistent revenue and earnings growth, and our investor
returns have regularly exceeded our peers. In addition, our company’s visibility has grown
along with its financial success, which has meant good things for our company, our stock
price, and ultimately, our shareholders.

For the five-year period beginning in 1996 through 2000, CBU produced double-digit
annual growth rates for net income (12.1%), noninterest income (25.9%), and earnings
per share, both on a GAAP basis (10.9%) and a cash basis (11.8%). Cash earnings per
share is a particularly important measurement for us because it recognizes that the pre-
miums we have paid over the years for our acquisitions (which create intangible assets on
our books) have value, as the success of our growth strategy amply demonstrates.

In 2001, performance was off due to several factors, including one-time expenses related
to our three acquisitions, the rapid reduction in financial market interest rates (which ini-
tially narrowed our margins), and the impact of the economic recession, which began in
the second quarter of the year. In addition, the management attention required to inte-
grate the new branches and personnel into our operations and way of thinking prevented
us from focusing on internal growth opportunities. This was just as well since the weak
economy made monitoring the quality of our existing borrowers the more prudent course
of action for the time being. The additional common shares issued to complete the
financing of our series of 2001 acquisitions has also initially diluted earnings.

We are confident our growth strategy will bring significantly improved earnings in 2002.
Margins have already turned up to levels in excess of those realized in 2000, our asset qual-
ity has been thoroughly reviewed in light of the recession and loss reserves conservatively
established, our operating efficiency is being restored as our operations staff becomes
experienced in handling the sharply expanded processing volumes that came with our
acquisitions, and new business development strategies are in place to capitalize on growth
opportunities as the economy begins to strengthen.

Our capital is now ample to support growth in our newly expanded markets for some
time. For the 1996-2000 period, the annual growth in our dividends paid per share was
10.9%. We skipped an increase in 2001 while capital building for our acquisitions took
place. Our goal is to resume our historic growth in dividends per share as earnings from
our expanded franchise come on stream.
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And what has our growth strategy meant for our company’s stock price? CBU’s total annual
return (including reinvestment of dividends) for the 10-year period ending January 30, 2002
was 18.9%. This compares to a median of 15.2% for our peer group (which is comprised of
25 banking institutions of our relative size in the Northeast and Ohio, operating in similar
markets to our own). Our five-year return of 10.5% was less than 1% below peers, while our
three-year return of 5.3% exceeded peers by almost 1%. Our dividend yield generally has
been maintained in the very respectable 3.5-4.3% range over the last three years.

It’s clear that investors have taken notice of our actions, especially recently. From a near-
term share price perspective, our stock held its own in 2001, with a 10% total return —
even without a dividend increase and despite the initial dilution caused by the issuance
of more common shares during the fourth quarter. CBU’s visibility with the investment
community took a nice jump mid-way through the year with our inclusion in the Russell
3000 Index, which represents the stock market value of companies in the 2001-3000 size
range. This new designation, along with our continuing efforts in the areas of investor
relations, helped us generate the largest annual trading volume that CBU'’s stock has
ever experienced — nearly five million shares.

We’ve also seen a rise in our total number of institutional shareholders, which has grown
to 64, owning more than 3.1 million shares or 24% of CBU shares outstanding, as of
December 31, 2001. This compares to 34 institutions, owning roughly 2.3 million shares,
just one year ago, which is more representative of our institutional ownership figures
throughout the last several years. This increase is significant because, as a company’s total
number of institutional investors rises, a single investor’s departure often has less of an
impact on that company’s stock price. More importantly, the types of owners we have been
attracting have shifted in many cases from short-term, high-turnover investors to more
traditional, long-term investors, whose portfolio turnover tendencies are typically lower.
This can often lead to less volatility in a company’s stock price, but nonetheless provide
desirable liquidity at times.

What's Next?

As you’ve just seen, we’ve accomplished a lot at CBU recently — not only in the past year,
but over the longer-term as well. Included in those accomplishments has been tremen-
dous planning for, and foresight into, what’s to come for our company and its industry.
And while no one can be certain as to what the future holds, to date we’ve done a very
respectable job of staying ahead of the curve.
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Given our solid history of growth, a clear commitment to our proven
strategy, and our strong track record with making successful acquisi-
tions, we're as confident as ever that we can keep Community Bank
System growing. Again.
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Glossary of Banking Terms

The following terms are particular to our industry and appear throughout this Annual Report.
A more detailed explanation of certain terms is found in the Notes to the company’s financial state-
ments contained on Form 10-K within this Annual Report.

Acquisition-related items: One-time expenses related to
consummating and integrating the company’s acquisitions,
including associated investment and debt restructuring.

Net income — operating: Net income, excluding acquisi-
tion-related items and unusual expenses.

Cash earnings (net income — cash): Net income, exclud-
ing the after-tax impact of amortizing (writing down over
time) the premium (goodwill or intangible) that the com-
pany has paid for its acquisitions. Many analysts consider
this as a better measure of a company’s earnings power
and ability to support future growth.

Cash operating earnings (net income — cash operating):
Increases cash earnings by acquisition-related items and
unusual expenses.

Consumer direct lending: Direct lending to consumers
through the bank’s branches, largely on an installment
basis, for the purchase of automobiles and durable (long
lasting) goods for the home, and for educational and gen-
eral purposes. Also includes loans secured by the equity in
a borrower’s home.

Consumer indirect lending: Loans originated through appli-
cations taken on the premises of automobile, boat, and other
dealers selling substantially priced goods, electronically sub-
mitted to the bank, and approved within a very short time
period while the consumer remains on premises.

Core deposits: The total of checking, interest checking,
savings and money market deposits, and certificates of
deposit less than $100,000. Generally considered a bank’s
most stable and affordable source of funds.

Coverage ratio: The ratio of loan loss allowance to non-
performing loans (loans for which payment is delinquent
90 days or more and loans for which interest is not being
accrued) or nonperforming assets (additionally includes
collateral acquired by a bank after a loan has defaulted).
Considered an indicator of the strength of a financial insti-
tution’s reserves and the credit quality of its loan portfolio.

Diluted shares (or fully diluted): A calculation which
includes those shares issued and outstanding or issuable
upon the exercise of stock options held by employees or
Directors, assuming cash received upon exercise is used by
the company to repurchase shares on the open market.
Shares held in treasury are excluded.

Efficiency Ratio: Measure of a bank’s productivity, derived
by dividing overhead expense by revenues (net interest
income (FTE) plus noninterest income), excluding the
effect of gains or losses on the sale of securities, amortiza-
tion of goodwill and intangibles, gains or losses on the sale
of subsidiaries, disposition of branch properties, and
acquisition-related expenses. The lower the ratio, the bet-
ter the efficiency.

Full-tax equivalent (FTE): Restatement of tax-exempt inter-
est income as if it were fully taxable. Enables tax-exempt
interest income to be compared to taxable interest income
on a consistent basis.

IPC deposits: Deposits from individuals, partnerships and
corporations (i.e., all consumer and commercial
deposits). Excludes deposits from local
governments/municipalities. Constitutes the major com-
ponent of core deposits (see above).

Interest rate spread: The difference between the yield on
a bank’s earning assets and the rate it pays on its combined
interest-bearing funds (deposits plus borrowings). It’s con-
sidered a basic measure of sensitivity of a bank’s net
interest earnings to changes in interest rates, excluding
funding from noninterest-bearing sources.

Loan loss provisions: The charges against earnings to pro-
vide for the write-down or charge-off of probable future
defaulted loans.

Net interest income: Banking revenues generated from
standard lending and investment activities, equaling the
difference between interest income on loans and invest-
ments and interest expense on deposits and borrowings.
It’s the primary source of earnings before expenses for
most banks.

Net interest margin: A performance measure or ratio
which is calculated by dividing net interest income by aver-
age interest-earning assets. It’s the most basic indicator of
the relative return on loan and investing activities before
overhead and loan loss provision. Interest rate spread is a
component of the net interest margin.

Noninterest income: Revenues generated from fee-based
depositor and borrowing services (including ATMs and
overdrafts), and the sale of financial services products. As
reported by the company, it may exclude gains or losses
from the sale of securities and the impact of the disposal
of branch properties, if indicated.

Nonperforming assets: Represent loans delinquent as to
interest or principal for a period of 90 days or more, loans
for which interest is not being accrued (no payments
expected), restructured loans, and real estate acquired
through foreclosure.

Tangible equity/assets: Shareholders’ equity net of good-
will and intangible assets divided by the assets of the bank,
net of goodwill and intangible assets. It’s a highly conser-
vative measure of capital strength which assumes that
premiums paid for the franchise value of acquisitions have
no value.

Tier 1 Capital: Shareholders’ equity, adjusted for the unre-
alized gain or loss on securities held for sale and for
certain assets such as goodwill and other intangibles. It’s
the primary measure of a bank’s capital as defined by var-
ious bank regulatory agencies, excluding risk ratings on
earning assets.
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The Community Bank System, Inc. Annual Report contains forward-looking statements, within the provisions
of the Private Security Litigation Reform Act of 1995, that are based on current expectations, estimates, and
projections about the industry, markets and economic environment in which the company operates. Such state-
ments involve risks and uncertainties that could cause actual results to differ materially from the results
discussed in these statements. These risks are detailed in the company’s periodic reports filed with the
Securities and Exchange Commission.
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