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LETTER TO SHAREHOLDERS

Friday, April 10, 2009
Dear Shareholders,

Puget Sound Bank achieved record earnings, excellent credit quality, and strong loan and
deposit growth in 2008.

The bank reported net income of $415,855 in 2008. This was a 125% increase over 2007
net income of $184,548. This was accomplished with loans growing 30% to $131 million
and deposits growing 52% to $140 million. Total assets grew 46%, reaching $166 million at
year end.

This success is attributable to the outstanding team of directors and employees at Puget
Sound Bank and our focus on delivering superior customer service and products to small
and medium sized businesses and their owners. Despite the economic turmoil, the bank
ended the year with strong liquidity, a strong capital base and excellent credit quality.

Puget Sound Bank’s credit quality is evidenced by fifteen consecutive quarters with no
credit losses or non-performing loans through the end of 2008. The bank also has no loans
that are 30 days past due at year end. This achievement puts Puget Sound Bank at the top,
for these measures of credit quality, relative to its peers in the State of Washington.

The bank's capital is very strong. In January, the US Treasury chose to award Puget Sound
Bank $4.5 million in TARP capital as one of the healthy banks that could help jump-

start the economy. The regulatory definition of a “well capitalized bank” is 10%. Before
accepting the capital, Puget Sound Bank's capital ratio was above 13%. With the capital,
this ratio is over 16%. This additional capital provides an excellent cushion to weather the
current economic storm and to continue to grow and serve our community.

These accomplishments would not have been possible without the tremendous support of
our employees, customers, shareholders, and directors.

Our financial strength positions the bank to continue its growth and momentum in 2009.
Thank you for your loyalty and support with your loan and deposit business and referrals.

Sincerely,
James R. Mitchell

President & CEO
Puget Sound Bank
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NOTE: This annual report serves as Puget Sound Bank’s annual disclosure statement under the requirements of the
Federal Deposit Insurance Corporation (FDIC). This statement has not been reviewed or confirmed for accuracy or

relevance by the FDIC.
























PUcGET SOuUND BANK

NOTES TO FINANCIAL STATEMENTS

Note 16 - Fair Value of Finacial Instruments (continued)

Qualitative disclosures of valuation techniques Securities available-for-sale: whe
guoted prices are available in an active maeketiities are classified as Level 1. Lev
instruments include highly liquid government $osecurities issued by the U.S. Treasi
and exchange traded equity securities. bedjyarices are not available, managem
determines fair value using pricing models, gpotes of similar securities, or discount
cash flows. In certain cases where there is limited activity in the market for a p:
instrument, assumptions must be made tondietertheir fair value. Such instruments
classified as Level 3.

Assets and liabilities measured dhir value on a recurring basis Assets and liabilities
are considered to be fair valued on a recurrgig ibdair value is measured regularly (i
daily, weekly, monthly, or quarterly). THeViing table shows the Bank’'s assets ¢
liabilities measured at fair value on a recurring basis.

Level 1 Level 2 Level 3 Total
Securities available-for-sale $ - $ 22,564,649 $ - $ 22,564,649
Derivatives $ - $ 62,958 $ - $ 62,958

Assets measured at fair value on a nonrecurring basisAssets and liabilities are
considered to be fair valued on a nonrecub@sgs if the fair value measurement of t
instrument does not necessarily result in a change in the amount recorded on the
sheet. Generally, nonrecurring valuation is skt of the application of other accountin
pronouncements that require assets or lialiditiessassessed for impa@nt or recorded at
the lower of cost or fair value. The Bank does not have any assets that are co
impaired and, thereforeJued on a nonrecurring basis.

The fair value estimates that follow are sulgeictinature and involve uncertainties a
matters of significant judgment; therefore, dheyot necessarily indicative of the amou
the Bank could realize in a current market exchange. The Bank has not includec
material items in its disclosure, such as the w&the long-term relationships with th
Bank’s lending and deposit clients, since thmsirdangible and not a financial instrume
Additionally, the estimates do not include any tax ramifications. There may be i
weaknesses in any calculation technique and changes in the underlying assumpti
including discount rates and estimates of feasgk flows that could materially affect tl
results. For all of these reasons, the aggregdtibe fair value calculations present
herein do not represent, and should notomstoued to represent, the underlying value
the Bank.
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NOTES TO FINANCIAL STATEMENTS

Note 16 - Fair Value of Financial Instruments (continued)

Estimated fair values of the Bank’s financial instruments at December 31 were as follows:

2008
Carrying Fair
Amount Value
Financial assets
Cash and cash equivalents $ 5,005,980 $ 5,005,980
Interest-bearing deposits in banks $ 6,001,675 $ 6,034,428
Securities available-for-sale $ 22,564,649 $ 22,564,649
Federal Home Loan Bank and $ 302,500 $ 302,500
Pacific Coast Bankers’ Bank stock
Loans receivable, net $ 128,897,801 $ 131,604,135
Accrued interest receivable $ 506,244 $ 506,244
Derivative instrument $ 62,958 $ 62,958
Financial liabilities
Deposits $ 139,771,990 $ 140,071,087
Accrued interest payable $ 350,041 $ 350,041
Detivative instrument $ 62,958 $ 62,958
2007
Carrying Fair
Amount Value
Financial assets
Cash and cash equivalents $ 3,243,057 $ 3,243,057
Interest-bearing deposits in banks $ 4,731 $ 4,731
Securities available-for-sale $ 8,400,180 $ 8,400,180
Securities held-to-maturity $ 1,998,784 $ 1,997,500
Federal Home Loan Bank and $ 282,000 $ 282,000
Pacific Coast Bankers’ Bank stock
Loans receivable, net $ 99,048,925 $ 99,182,000
Accrued interest receivable $ 481,315 $ 481,500
Financial liabilities
Deposits $ 91,739,116 $ 91,790,000
Borrowings $ 1,500,000 $ 1,500,000
Accrued interest payable $ 177,796 $ 178,000
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NOTES TO FINANCIAL STATEMENTS

Note 16 - Fair Value of Financial Instruments (continued)

Cash and cash equivalents - The carrying amount represents fair value.

Interest-bearing deposits in banks - The carrying amounts of interest-bearing deposits
maturing within 90 days approximate their fair values. Fair values of interest-bearing deposits
maturing after 90 days are estimated using discounted cash flow analyses based on current
rates for similar types of deposits.

Securities available-for-sale - Fair values are based on quoted market prices or dealer
quotations.

Federal Home Loan Bank stock and Pacific Coast Bankers’ Bank stock - The fair
value is based upon the redemption value of the stock, which equated to its carrying value.

Net loans - Fair values are estimated using current market interest rates to discount future
cash flows. Interest rates used to discount the cash flows are based on the U.S. Treasury
yields or other market interest rates with appropriate spreads. The spread over the treasury
yields or other market rates is used to account for liquidity, credit quality, and higher
servicing costs. Prepayment rates are based on expected future prepayment rates or, where
appropriate and available, market prepayment rates.

Deposit accounts - The fair value of deposits with no stated maturity, such as demand,
checking, money market, and savings accounts, equals the amount payable on demand. The
fair value of certificates of deposit is calculated based on the discounted value of contractual
cash flows. The discount rate is equal to the rate currently offered on similar products.

Borrowings - The fair value is calculated based on the discounted cash flow method,
adjusted for market interest rates and terms to maturity.

Accrued interest - The carrying amounts of accrued interest approximate fair value.

Derivative instrument - The carrying amounts of the derivative instrument approximate
fair value.

Off-balance-sheet instruments - The fair value of commitments to extend credit and
letters of credit was estimated using the fees currently charged to enter into similar
arrangements, taking into account the remaining terms of the agreements and the present
creditworthiness of the customers. Because the majority of the Bank’s off-balance-sheet
instruments consist of non-fee-producing, variable-rate commitments, the bank has
determined they do not have a distinguishable fair value.
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NOTES TO FINANCIAL STATEMENTS

Note 17 - Contingencies

At periodic intervals, the state of Washington and the Federal Deposit Insurance
Corporation routinely examine the Bank’s financial statements as part of their legally
prescribed oversight of the banking system. Based on these examinations, the regulators can
direct that the Bank’s financial statements be adjusted in accordance with their findings.

Note 18 - Subsequent Events

Subsequent to December 31, 2008, the Bank was notified by the U.S. Treasury Department
that it will receive $4,500,000 from the Capital Purchase Program. Under the terms of the
transaction, the Bank will issue 4,500,000 shares of Series A preferred stock and $225,000 of
Series B preferred stock warrants.

Subsequent to year-end, the FDIC voted to amend the restoration plan for the Deposit
Insurance Fund (DIF). The FDIC took action to ensure the continued strength of the
insurance fund by imposing a special assessment on insured institutions, implementing
changes to the risk-based assessment system, and setting rates beginning the second quarter of
2009. The FDIC has not yet finalized the deposit insurance premium assessment amount, but
the Bank believes it will increase substantially from current levels.





