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REPORT OF INDEPENDENT AUDITORS

To the Board of Directors and Stockholders
Puget Sound Bank

Report on Financial Statements

We have audited the accompanying financial statements of Puget Sound Bank (the Bank), which comprise the
balance sheets as of December 31, 2014 and 2013, and the related statements of income, comprehensive income,
changes in stockholders’ equity, and cash flows for the years then ended, and the related notes to the financial
statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance
with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of financial
statements that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our
audits in accordance with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements
are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of the
risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk
assessments, the auditor considers internal control relevant to the entity’s preparation and fair presentation of the
financial statements in order to design audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness of accounting policies used and the
reasonableness of significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence obtained is sufficient and appropriate to provide a basis for our audit opinion.
Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Puget Sound Bank as of December 31, 2014 and 2013, and the results of its operations and its cash flows
for the years then ended in accordance with accounting principles generally accepted in the United States of
America.

Moas Adamo L2

Everett, Washington
March 17, 2015




PUGET SOUND BANK
BALANCE SHEETS

ASSETS
December 31,
2014 2013
CASH AND DUE FROM BANKS $ 18,137,860 $ 16,627,030
INTEREST-BEARING DEPOSITS IN BANKS 9,961,006 4,205,567
SECURITIES AVAILABLE-FOR-SALE, at fair value 39,445,706 37,928,438
FEDERAL HOME LOAN BANK STOCK AND PACIFIC COAST
BANKERS’ BANK STOCK, at cost 585,700 578,600
LOANS 315,015,292 274,910,676
Less allowance for loan losses 4,013,425 3,538,195
Total loans, net 311,001,867 271,372,481
LEASEHOLDS AND EQUIPMENT, net 386,147 649,252
ACCRUED INTEREST RECEIVABLE 894,339 879,431
BANK-OWNED LIFE INSURANCE, net 2,980,895 2,885,657
DEFERRED TAX ASSET, net 1,745,000 1,415,000
GOODWILL 1,995,000 1,995,000
OTHER ASSETS 595,669 726,355
Total assets $ 387,729,189 $ 339,262,811
LIABILITIES AND STOCKHOLDERS' EQUITY
DEPOSITS
Noninterest-bearing $ 177,372,542 $ 122,026,706
Interest-bearing 159,220,000 158,740,223
Total deposits 336,592,542 280,766,929
ACCRUED INTEREST PAYABLE 37,531 35,825
BORROWINGS - 12,000,000
OTHER LIABILITIES 2,650,851 1,991,218
Total liabilities 339,280,924 294,793,972

STOCKHOLDERS’ EQUITY

Preferred stock, $0 par value, 25,000 shares authorized, 9,886

issued and outstanding as senior preferred stock at

December 31, 2014 and 2013, respectively - -
Senior preferred stock, $1,000 par value, 9,886 shares authorized,

9,886 Series C shares issued and outstanding at

December 31, 2014 and 2013, respectively 9,886,000 9,886,000
Common stock, $1 par value, 10,000,000 shares authorized,

2,991,434 and 2,933,564 issued and outstanding at

December 31, 2014 and 2013, respectively 2,991,434 2,933,564
Additional paid-in capital 28,663,342 28,133,950
Retained earnings 7,037,715 3,913,149
Accumulated other comprehensive loss (130,226) (397,824)

Total stockholders’ equity 48,448,265 44,468,839
Total liabilities and stockholders’ equity $ 387,729,189 $ 339,262,811

See accompanying notes. 2




PUGET SOUND BANK

STATEMENTS OF INCOME
Years Ended December 31,
2014 2013
INTEREST INCOME
Loans, including fees $ 14,041,001 $ 11,971,329
Investments 687,631 656,994
Interest-bearing deposits in banks 18,552 35,133
Total interest income 14,747,184 12,663,456
INTEREST EXPENSE
Deposits 610,077 589,440
Borrowings 33,070 6,232
Total interest expense 643,147 595,672
NET INTEREST INCOME 14,104,037 12,067,784
PROVISION FOR LOAN LOSSES 612,557 441,141
NET INTEREST INCOME AFTER PROVISION FOR LOAN LOSSES 13,491,480 11,626,643
NONINTEREST INCOME
Service fees 572,571 486,677
Increase in cash surrender value of bank-owned life insurance 95,238 94,776
Gain on sale of loans 1,682 48,268
Gain on sale of securities 4,423 10,482
Other income - 397
Total noninterest income 673,914 640,600
NONINTEREST EXPENSE
Salaries and employee benefits 5,960,192 5,017,271
Occupancy and equipment 1,035,723 905,151
Professional services 434,470 987,812
Data processing 440,967 507,087
FDIC insurance 181,000 182,454
Other expenses 1,410,055 1,285,530
Total noninterest expense 9,462,407 8,885,305
NET INCOME BEFORE PROVISION FOR INCOME TAX EXPENSE 4,702,987 3,381,938
Provision for income tax expense 1,479,561 1,217,498
NET INCOME AFTER PROVISION FOR INCOME TAX EXPENSE 3,223,426 2,164,440
Preferred stock dividends 98,860 98,860
NET INCOME AVAILABLE TO COMMON STOCKHOLDERS $ 3,124,566 $ 2,065,580
Earnings per share
Basic $ 1.06 $ 0.77
Diluted $ 1.01 $ 0.75

See accompanying notes.




PUGET SOUND BANK
STATEMENTS OF COMPREHENSIVE INCOME

NET INCOME

Other comprehensive income (loss), net of tax
Unrealized gain (loss) on securities

Years Ended December 31,

Unrealized holding gain (loss), net of tax (benefit) of

$139,357 and ($329,725), respectively
Reclassification adjustments for realized gains on
sales of securities, net of taxes of $1,504 and
$3,564, respectively
Other comprehensive income (loss)

COMPREHENSIVE INCOME

See accompanying notes.

2014 2013
$ 3,223,426 $ 2,164,440
270,517 (640,054)
(2,919) (6,918)
267,598 (646,972)

$§ 3491024 $§ 1517468




PUGET SOUND BANK
STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY

Accumulated
Senior Preferred Stock Common Stock Other Total
Number of Number of Additional Retained Comprehensive Stockholders’
Shares Amount Shares Amount Paid-in Capital Earnings Income (Loss) Equity

BALANCE, December 31, 2012 9,886 $ 9,886,000 2,364,488 $ 2,364,488 $ 21,515,177 $1,847,569 $ 249,148 $ 35,862,382
Vested share awards - - 14,125 14,125 (14,125) - - -
Preferred stock cash dividend - - - - - (98,860) - (98,860)
Stock issued in lieu of

compensation - - 12,535 12,535 156,813 - - 169,348
Stock compensation expense - - - - 224,158 - - 224,158
Exercise of stock options - - 5,500 5,500 49,500 - - 55,000
Stock issued in connection with

the acquisition of Core

Business Bank - - 536,916 536,916 6,202,427 - - 6,739,343
Net income - - - - - 2,164,440 - 2,164,440
Unrealized loss on securities,

net of benefit - - - - - - (646,972) (646,972)
BALANCE, December 31, 2013 9,886 9,886,000 2,933,564 2,933,564 28,133,950 3,913,149 (397,824) 44,468,839
Vested share awards - - 26,035 26,035 (26,035) - - -
Preferred stock cash dividend - - - - - (98,860) - (98,860)
Stock issued in lieu of

compensation - - 12,135 12,135 169,283 - - 181,418
Stock compensation expense - - - - 195,908 - - 195,908
Exercise of stock options - - 19,700 19,700 128,578 - - 148,278
Excess tax benefits from stock

compensation - - - - 61,658 - - 61,658
Net income - - - - - 3,223,426 - 3,223,426
Unrealized gain on securities,

net of tax - - - - - - 267,598 267,598
BALANCE, December 31, 2014 9,886 $ 9,886,000 2,991,434 $ 2,991,434 $ 28,663,342 $7,037,715 $ 130,226 $§ 48,448,265

5 See accompanying notes.




PUGET SOUND BANK
STATEMENTS OF CASH FLOWS

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Adjustments to reconcile net income to net cash

from operating activities

Provision for loan losses

Provision for off-balance-sheet commitments

Gain on sale of loans

Amortization of loan fees

Depreciation and amortization

Gain on sale of available-for-sale securities

Net amortization of securities

Increase in cash surrender value of bank-owned life insurance

Stock issued in lieu of compensation

Stock compensation expense

Deferred tax provision

Changes in operating assets and liabilities
Accrued interest receivable
Other assets
Accrued interest payable
Other liabilities

Net cash from operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Net change in interest-bearing deposits in banks
Activity in available-for-sale securities
Proceeds from sales
Maturities, prepayments, and calls
Purchases
(Purchase) redemption of Federal Home Loan Bank stock
Proceeds from sale of loans
Net change in loans made to customers
Net additions to leaseholds and equipment

Net cash from investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net increase (decrease) in noninterest-bearing deposits
Net increase in interest-bearing deposits
Advances from the Federal Home Loan Bank
Repayments of advances from the Federal Home Loan Bank
Proceeds from exercise of stock options
Cash consideration for the Acquisition
Cash acquired in the Acquisition
Excess tax benefits from stock compensation
Dividends on preferred stock

Net cash from financing activities
NET CHANGE IN CASH AND DUE FROM BANKS
CASH AND DUE FROM BANKS, beginning of year

CASH AND DUE FROM BANKS, end of year

See accompanying notes.

Years Ended December 31,

2014 2013
$ 3223426 $ 2,164,440
612,557 441,141
35,648 10,349
(1,682) (48,268)
(427,535) (244,496)
306,146 208,957
(4,423) (10,482)
456,590 545,657
(95,238) (94,776)
181,418 169,348
195,908 224,158
(475,000) (208,000)
(14,908) (127,651)
116,924 645,087
1,706 (3,802)
623,985 (485,078)
4,735,522 3,186,584
(5,755,439) 8,143,208
651,321 2,261,937
8,784,836 7,173,925
(10,979,232) (5,046,684)
(7,100) 15,700
1,956,435 65,959
(41,769,161) (26,751,045)
(43,041) (210,611)
(47,161,381) (14,347,611)
55,345,836 (2,259,296)
479,777 5,748,694
277,500,000 75,500,000
(289,500,000) (63,500,000)
148,278 55,000
- (1,685,657)
- 5,125,300
61,658 -
(98,860) (98,860)
43,936,689 18,885,181
1,510,830 7,724,154
16,627,030 8,902,876
$ 18,137,860 $ 16,627,030




PUGET SOUND BANK
STATEMENTS OF CASH FLOWS (continued)

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Cash paid during the period for interest

Cash paid during the period for federal income taxes
Change in unrealized gain (loss) on securities available-for-sale

Assets acquired (liabilities assumed) in the acquisition of

Core Business Bank (at fair value)

Investment securities

Loans receivable

Premises and equipment

Core deposit intangible

Other assets

Deposits

Accrued expenses and other liabilities

Equity

Years Ended December 31,

2014 2013
$ 641,441 $ 599,474
$§ 1,875,000 $§ 1,400,000

$ 267,598 $ (646,972)

$ . $ 14,118,400
- 33,221,400
- 404,700
- 223,000
- 604,400
- (47,225,000)
- (42,200)
- (8,425,000)

See accompanying notes.




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies

Nature of operations - Puget Sound Bank (the Bank) provides a full range of banking services to
individual and corporate customers through its sole office in Bellevue, Washington. Its primary deposit
products are checking, money market, savings, and term certificate accounts, and its primary lending
products are commercial loans, commercial real estate loans, and consumer loans. The Bank is subject to
significant competition from other financial institutions. The Bank is also subject to the regulations of
certain federal and state of Washington agencies and undergoes periodic examinations by those
regulatory authorities.

On March 20, 2013, the Bank entered into a definitive purchase and assumption agreement with Core
Business Bank to purchase 100% of Core Business Bank (Core). Core was a full-service institution that
operated one branch in Bellevue, Washington. Core Business Bank merged with and into Puget Sound
Bank and the transaction was completed on June 14, 2013, with Puget Sound Bank as the surviving
institution. The Acquisition is meant to strategically build stockholder value through expanding its
customer base (Note 2).

Financial statement presentation and use of estimates - The financial statements have been
prepared in accordance with accounting principles generally accepted in the United States of America
and reporting practices applicable to the banking industry. In preparing the financial statements,
management is required to make estimates and assumptions that affect the reported amounts of assets
and liabilities as of the date of the balance sheet, and revenues and expenses for the period. Actual
results could differ from estimated amounts. Material estimates that are particularly susceptible to
significant change relate to the determination of the allowance for loan losses, fair value of financial
instruments, and deferred tax assets.

Cash and due from banks - For purposes of reporting cash flows, cash and cash equivalents include
cash on hand, amounts due from banks, and federal funds sold, all with maturities of three months or
less. Generally, federal funds are purchased and sold for one-day periods. Investments in federal funds
sold are made with major banks as approved by the board of directors.

Interest-bearing deposits in banks - Interest-bearing deposits in banks include interest-bearing
deposits and certificates of deposit in federally insured financial institutions located throughout the
United States, and the Federal Reserve Bank. At times, these deposits may exceed the current Federal
Deposit Insurance Corporation (FDIC)-insured amount of $250,000.

Restricted assets - Federal Reserve Board regulations generally require maintenance of certain
minimum reserve balances on deposit with the Federal Reserve Bank or another institution in a pass-
through relationship. These requirements are generally based on size and other factors. At
December 31, 2014 and 2013, the Bank’s required reserve was $8,596,000 and $5,564,000, respectively.

Investment securities - Investment securities are classified into one of three categories: (1) held-to-
maturity, (2) available-for-sale, or (3) trading. The Bank had no trading or held-to-maturity securities at
December 31, 2014 or 2013. Investment securities are categorized as held-to-maturity when the Bank
has the positive intent and ability to hold those securities to maturity. Securities that are held-to-
maturity are carried at amortized cost. Premiums and discounts are recognized in interest income using
the interest method over the period to maturity.




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

Investment securities categorized as available-for-sale are generally held for investment purposes (to
maturity), although unanticipated future events may result in the sale of some securities. Available-for-
sale securities are recorded at estimated fair value, with unrealized gains or losses reported in
accumulated other comprehensive income, net of tax. Realized gains or losses on sales are based on the
net proceeds and the adjusted carrying amount of securities sold, using the specific identification
method, and are included in earnings.

Investment securities are reviewed on an ongoing basis for the presence of other-than-temporary
impairment (OTTI) or permanent impairment, taking into consideration current market conditions; fair
value in relationship to cost; extent and nature of the change in fair value; issuer rating changes and
trends; whether management intends to sell a security or if it is likely that the Bank will be required to
sell the security before recovery of the amortized cost basis of the investment, which may be maturity;
and other factors. For debt securities, if management intends to sell the security or it is likely that the
Bank will be required to sell the security before recovering its cost basis, the entire impairment loss
would be recognized in earnings as an OTTI. If management does not intend to sell the security and it is
not likely that the Bank will be required to sell the security, but management does not expect to recover
the entire amortized cost basis of the security, only the portion of the impairment loss representing
credit losses would be recognized in earnings. The credit loss on a security is measured as the difference
between the amortized cost basis and the present value of the cash flows expected to be collected.
Projected cash flows are discounted by the original or current effective interest rate depending on the
nature of the security being measured for potential OTTI. The remaining impairment related to all other
factors, i.e., the difference between the present value of the cash flows expected to be collected and fair
value, is recognized as a charge to other comprehensive income. Impairment losses related to all other
factors are presented as separate categories within other comprehensive income.

Federal Home Loan Bank stock - The Bank’s investment in Federal Home Loan Bank (FHLB) of Seattle
stock is carried at par value ($100 per share), which reasonably approximates its fair value. As a
member of the FHLB system, the Bank is required to maintain a minimum level of investment in FHLB
stock based on specified percentages of its outstanding FHLB advances. The Bank may request
redemption at par value of any stock in excess of the amount the Bank is required to hold. Stock
redemptions are at the discretion of the FHLB.

The Bank had $395,700 and $388,600 in shares of FHLB stock at December 31, 2014 and 2013,
respectively. FHLB stock is carried at par and does not have a readily determinable fair value.
Ownership of FHLB stock is restricted to the FHLB and member institutions, and can only be purchased
and redeemed at par.

The Bank evaluates FHLB stock for impairment. The determination of whether these investments are
impaired is based on the Bank’s assessment of the ultimate recoverability of cost rather than by
recognizing temporary declines in value. The determination of whether a decline affects the ultimate
recoverability of cost is influenced by criteria such as (1) the significance of any decline in net assets of
the FHLB as compared to the capital stock amount for the FHLB and the length of time this situation has
persisted; (2) commitments by the FHLB to make payments required by law or regulation and the level
of such payments in relation to the operating performance of the FHLB; (3) the impact of legislative and
regulatory changes on institutions and, accordingly, the customer base of the FHLB; and (4) the liquidity
position of the FHLB.




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

The Bank has determined there is not an other-than-temporary impairment on the FHLB stock
investment as of December 31, 2014 or 2013.

Pacific Coast Bankers’ Bank stock - Pacific Coast Bankers’ Bank (PCBB) stock represents an
investment by the Bank in the capital stock of PCBB of $190,000 at December 31, 2014 and 2013, and is
carried at par value ($47.50), which reasonably approximates fair value.

Loans held-for-sale - Loans originated and intended for sale in secondary markets are carried at the
lower of cost or estimated market value in the aggregate. Net unrealized losses are recognized through a
valuation allowance by charges to income. Gains or losses on the sale of such loans are based on the
specific identification method. There were no loans held-for-sale at December 31, 2014 or 2013.

Loans - Loans that management has the intent and ability to hold for the foreseeable future or until
maturity or pay-off generally are reported at their outstanding principal adjusted for any charge-offs,
the allowance for loan losses, and any deferred fees or costs on originated loans. Interest income is
accrued on the unpaid principal balance. Loan origination fees, net of certain origination costs, are
deferred and recognized as an adjustment of the related loan yield using the interest method.

The accrual of interest on loans is discontinued at the time the loan is 90 days delinquent unless the
credit is well secured and in process of collection. In all cases, loans are placed on nonaccrual or charged
off at an earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on nonaccrual or charged off is reversed
against interest income. The interest on these loans is accounted for on the cash basis or cost-recovery
method until qualifying for return to accrual. Loans are returned to accrual status when all the principal
and interest amounts contractually due are brought current and future payments are reasonably
ensured.

Loan sales recognition - The Bank recognizes a transaction as a sale when the transferred portion (or
portions) and any portion that continues to be held by the transferor is a participating interest.
Participating interest is defined as a portion of a financial asset that (a) conveys proportionate
ownership rights with equal priority to each participating interest holder, (b) involves no recourse
(other than standard representations and warranties), and (c) does not entitle any participating interest
holder to receive cash before any other participating interest holder. The transfer of the participating
interest (or participating interests) must also meet the conditions for surrender of control.

To determine the gain or loss on sale of loans, the Bank’s investment in the loan is allocated among the
retained portion of the loan, the servicing retained, and the sold portion of the loan, based on the
relative fair market value of each portion. The gain or loss on the sold portion of the loan is based on the
difference between the sale proceeds and the allocated investment in the sold portion of the loan.

The Bank retains the servicing on the sold guaranteed portion of Small Business Administration (SBA)
loans. The Bank receives a fee for servicing the loan.

10




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

SBA servicing assets - The Bank accounts for SBA servicing rights as separately recognized servicing
rights and initially measures them at fair value, if practicable. To determine the fair value of servicing
rights, management uses a valuation model that calculates the present value of future cash flows. The
Bank has chosen to amortize the remaining servicing asset in proportion to, and over the period of,
estimated net servicing income or net servicing loss. Originated servicing rights are recorded when SBA
loans are originated and subsequently sold with the servicing rights retained.

Fair value is based on market prices for comparable mortgage servicing contracts, when available, or,
alternatively, is based on a valuation model that calculates the present value of estimated future net
servicing income. The valuation model incorporates assumptions that market participants would use in
estimating future net servicing income, such as the cost to service, the discount rate, the custodial
earnings rate, an inflation rate, ancillary income, prepayment speeds, and default rates and losses.
Impairment exists when the carrying amount of the SBA servicing asset exceeds the estimated fair value.
Impairment is evaluated based on stratifying the underlying SBA servicing asset by date of origination
and term. Any impairment, if temporary, is reported as a valuation allowance, to the extent that the
carrying value exceeds the estimated fair value. The SBA servicing asset is not material at December 31,
2014 and 2013.

Allowance for loan losses - The allowance for loan losses is established as losses are estimated to have
occurred through a provision for loan losses charged to earnings. Loan losses are charged against the
allowance when management believes the uncollectibility of a loan balance is confirmed. Subsequent
recoveries, if any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectibility of the loans in light of historical experience, the
nature and volume of the loan portfolio, adverse situations that may affect the borrower’s ability to
repay, estimated value of any underlying collateral, and prevailing economic conditions. This evaluation
is inherently subjective, as it requires estimates that are susceptible to significant revision as more
information becomes available.

A loan is considered impaired when, based on current information and events, it is probable that the
Bank will be unable to collect the scheduled payments of principal or interest when due according to the
contractual terms of the loan agreement. Factors considered by management in determining impairment
include payment status, collateral value, and the probability of collecting scheduled principal and
interest payments when due. Loans that experience insignificant payment delays and payment shortfalls
generally are not classified as impaired. Management determines the significance of payment delays and
payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower’s prior payment record, and the amount of the shortfall in relation to the principal and
interest owed. Impairment is measured by either the present value of expected future cash flows
discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the fair value of the
collateral, if the loan is collateral-dependent.

11




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

A troubled debt restructuring is a loan for which the Bank, for reasons related to the borrower’s
financial difficulties, grants a concession to the borrower that the Bank would not otherwise consider.
The loan terms that have been modified or restructured due to the borrower’s financial difficulty
include, but are not limited to, a reduction in the stated interest rate; an extension of the maturity; an
interest rate below market; a reduction in the face amount of the debt; a reduction in the accrued
interest; or extension, deferral, renewal, or rewrite of the original loan terms.

Large groups of smaller-balance homogeneous loans are collectively evaluated for impairment.
Accordingly, the Bank does not separately identify individual consumer and residential loans for
impairment disclosures, unless such loans are subject to a restructuring agreement due to financial
difficulties of the borrower.

Transfers of financial assets - Transfers of an entire financial asset, a group of financial assets, or a
participating interest in an entire financial asset are accounted for as sales when control over the assets
has been relinquished. Control over transferred assets is deemed to be surrendered when (1) the assets
have been isolated from the Bank, (2) the transferee obtains the right (free of conditions that constrain
it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the Bank
does not maintain effective control over the transferred assets through an agreement to repurchase
them before their maturity.

Leaseholds and equipment - Bank leaseholds and equipment are stated at cost less accumulated
depreciation. Leaseholds and equipment are depreciated or amortized using the straight-line method
over the estimated useful lives of the related assets, which range from 1 to 8 years. Total depreciation
and amortization expense was $306,146 and $208,957 for the years ended December 31, 2014 and
2013, respectively.

Bank-owned life insurance - The carrying amount of bank-owned life insurance approximates its fair
value, net of any surrender charges.

Foreclosed assets - Assets acquired through, or in lieu of, loan foreclosure are held-for-sale and are
initially recorded at the lower of cost or estimated fair value at the date of foreclosure. Losses arising
from the acquisition of property, in full or partial satisfaction of loans, are charged to the allowance for
loan losses. Subsequent to foreclosure, assets are carried at the lower of fair value less cost to sell and
any valuation allowance is recorded through noninterest expense. Operating costs after acquisition are
expensed. There were no foreclosed assets at December 31, 2014 or 2013.

Goodwill and other intangibles - Intangible assets consist of goodwill and other intangibles acquired
in business combinations. Goodwill and intangible assets with indefinite useful lives are not amortized.
Intangible assets with definite useful lives are amortized to their estimated residual values over their
respective estimated useful lives, and are also reviewed for impairment. Amortization of intangible
assets is included in other noninterest expense in the statements of income.

12




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

The Bank performs a goodwill impairment analysis on an annual basis as of September 30. Additionally,
the Bank will perform a goodwill impairment evaluation on an interim basis when events or
circumstances indicate impairment potentially exists.

On at least an annual basis, the Bank assesses the qualitative factors to determine whether it is
necessary to perform a quantitative impairment test. The quantitative impairment test involves a two-
step process. The first step compares the fair value of a reporting unit to its carrying value. If the
reporting unit’s fair value is less than its carrying value, the Bank would be required to proceed to the
second step. In the second step, the Bank calculates the implied fair value of the reporting unit’s
goodwill. The implied fair value of goodwill is determined in the same manner as goodwill recognized in
a business combination. The estimated fair value of the Bank is allocated to all of the Bank’s assets and
liabilities, including any unrecognized identifiable intangible assets, as if the Bank had been acquired in
a business combination and the estimated fair value of the reporting unit is the price paid to acquire it.
The allocation process is performed only for the purposes of determining the amount of goodwill
impairment. No assets or liabilities are written up or down, nor are any additional unrecognized
identifiable intangible assets recorded as a part of this process. Any excess of the estimated purchase
price over the fair value of the reporting unit’s net assets represents the implied fair value of goodwill. If
the carrying amount of the goodwill is greater than the implied fair value of that goodwill, an
impairment loss would be recognized as a charge to earnings in an amount equal to that excess.

Income taxes - The Bank records its provision for income tax under the liability method. Deferred tax
assets and liabilities are reflected at currently enacted income tax rates applicable to the period in which
the deferred tax assets or liabilities are expected to be realized or settled. As changes in tax laws or rates
are enacted, deferred tax assets and liabilities are adjusted through the provision for income taxes.
Deferred taxes result from temporary differences in the recognition of certain income and expense
amounts between the Bank’s financial statements and its tax return. The recognition of a deferred tax
asset is based on more-likely-than-not recognition criteria.

Financial instruments - In the ordinary course of business, the Bank has entered into off-balance-sheet
financial instruments consisting of commitments to extend credit, commercial letters of credit, and
standby letters of credit. Such financial instruments are recorded in the financial statements when they
are funded or related fees are incurred or received.

Advertising and marketing costs - The Bank expenses advertising and marketing costs as they are
incurred. Total advertising and marketing expenses were $48,944 and $14,940 for the years ended
December 31, 2014 and 2013, respectively.

Comprehensive income - Accounting principles generally require that recognized revenue, expenses,
gains, and losses be included in net income. In addition to net income, other components of
comprehensive income include the net of tax effect of changes in the net unrealized gains and losses on
securities available-for-sale.
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NOTES TO FINANCIAL STATEMENTS

Note 1 - Organization and Summary of Significant Accounting Policies (continued)

Stock-based compensation plans - The Bank has a stock-based compensation plan (Note 12). Stock-
based compensation cost is recognized at the grant-date fair value and is based on awards that are
ultimately expected to vest. The cost is recognized over the period during which an employee is
required to provide services in exchange for the award. The tax benefit resulting from tax deductions in
excess of the compensation cost recognized is classified as a financing activity in the statements of cash
flows. In 2014, there was a windfall adjustment of 84,479. In 2013, there was no benefit resulting from
deductions in excess of the compensation cost.

Earnings per common share - Earnings per common share (EPS) are computed using the two-class
method. Basic EPS are computed by dividing net income allocated to common shares by the weighted-
average number of common shares outstanding for the period, excluding any participating securities.
Participating securities include unvested restricted shares. Unvested restricted shares are considered
participating securities because holders of these securities receive nonforfeitable dividends at the same
rate as the holders of the Bank’s common stock. Diluted EPS are computed by dividing net income
allocated to common shares adjusted for reallocation of undistributed earnings of unvested restricted
shares by the weighted-average number of common shares determined for the basic EPS plus the
dilutive effect of common stock equivalents using the treasury stock method based on the average
market price for the period. Some stock options are anti-dilutive and, therefore, are not included in the
calculation of diluted EPS.

Fair value of financial instruments - Fair values of financial instruments are estimated using relevant
market information and other assumptions, as more fully disclosed in a separate note. Fair value
estimates involve uncertainties and matters of significant judgment regarding interest rates, credit risk,
prepayments, and other factors, especially in the absence of broad markets for particular items. Changes
in assumptions or in market conditions could significantly affect these estimates.

Segment information - The Bank’s activities are considered to be a single industry segment for
financial reporting purposes. The Bank is engaged in the business of attracting deposits from the general
public and providing lending services. Substantially all income is derived from a diverse base of
commercial and consumer lending activities and investments.

Subsequent events - Subsequent events are events or transactions that occur after the balance sheet
date but before financial statements are issued. The Bank recognizes in the financial statements the
effects of all subsequent events that provide additional evidence about conditions that existed at the
date of the balance sheet, including the estimates inherent in the process of preparing the financial
statements. The Bank’s financial statements do not recognize subsequent events that provide evidence
about conditions that did not exist at the date of the balance sheet but arose after the balance sheet date
and before the financial statements are available to be issued.

The Bank has evaluated subsequent events through March 17, 2015, which is the date the financial
statements were issued.
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Note 2 - Business Combination

On June 14, 2013, Core merged with and into the Bank (the Acquisition). The Acquisition was accounted
for in accordance with the acquisition method of accounting with a total consideration of $8,425,000.
The Bank paid 80% through issuance of Puget Sound Bank stock totaling $6,739,343 and 20% in cash
totaling $1,685,657. The assets and liabilities, both tangible and intangible, were recorded at their
estimated fair values as of the Acquisition date, and are subject to change for up to one year after the
closing date of the Acquisition. Upon completion of the Acquisition, Core’s branch was moved into the
Bank’s sole location. The application of the acquisition method of accounting resulted in $1,995,000 of
goodwill and a core deposit intangible of $223,000. The entire amount of the goodwill is tax deductible
over a period of 15 years. The core deposit intangible is being amortized over a period of 10 years.

The operations of Core are included in the Bank’s operating results from June 14, 2013, and added
revenue of approximately $1,133,000 and expense of $795,000 and net income of $338,000, net of tax
for the year ended December 31, 2013. Core’s results of operations prior to the Acquisition are not
included in the Bank’s operating results. Acquisition-related expenses of $774,000 have been incurred
in connection with the acquisition of Core related to professional and other related expenses, within
their natural classification on the statements of income.

Goodwill represents the excess of the fair value of the acquired equity over the estimated fair value of
the net assets acquired and liabilities assumed, and results from expected synergies of the Acquisition.

The estimated fair value of the assets acquired and liabilities assumed (including goodwill) in the
Acquisition were as follows:

Assets
Cash and cash equivalents $ 5,125,300
Investment securities 14,118,400
Loans receivable 33,221,400
Premises and equipment 404,700
Core deposit intangible 223,000
Other assets 604,400
Total assets acquired 53,697,200
Liabilities
Deposits 47,225,000
Accrued expenses and other liabilities 42,200
Total liabilities assumed 47,267,200
Net assets acquired 6,430,000
Goodwill 1,995,000
Fair value of the acquired entity $ 8,425,000
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Note 2 - Business Combination (continued)

Summaries of the net assets acquired and the estimated fair value adjustments and resulting goodwill
recognized from the Acquisition were as follows:

Fair value of acquired equity $ 8,425,000
Cost basis of net assets on Acquisition date (7,043,000)
Fair value adjustments recorded
Prepaid expenses 103,000
Investment securities 92,000
Loans receivable 650,000
Premises and equipment 24,000
Core deposit intangible (223,000)
Deposits 27,000
Other liabilities (60,000)
Goodwill recognized from the Acquisition $ 1,995,000

Note 3 - Investment Securities

Amortized cost and approximate fair values of investment securities are summarized as follows:

Gross Gross
Amortized Unrealized Unrealized Fair
December 31, 2014 Cost Gains Losses Value
Available-for-sale securities
U.S. government agencies $ 6,893,836 7,939 $ 28,222 $ 6,873,553
Mortgage-backed securities 15,316,563 121,064 87,944 15,349,683
Collateralized mortgage obligations 7,415,578 25,360 60,139 7,380,799
Municipal securities 3,453,749 12,145 21,752 3,444,142
SBA-related securities 6,561,222 - 163,693 6,397,529
Total available-for-sale securities $ 39,640,948 166,508  _$ 361,750 $ 39,445,706
December 31,2013
Available-for-sale securities
U.S. government agencies $ 6,696,062 29,314 $ 106,876 $ 6,618,500
Mortgage-backed securities 21,292,657 120,965 400,665 21,012,957
Municipal securities 2,075,277 2,098 84,906 1,992,469
SBA-related securities 8,482,672 2,513 180,673 8,304,512
Total available-for-sale securities $ 38,546,668 154,890 $ 773,120 $§ 37928438
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Note 3 - Investment Securities (continued)

The amortized cost and estimated fair value of investment securities at December 31, 2014, by
contractual or expected maturity, are shown below. Expected maturities will differ from contractual
maturities, because issuers of certain debt securities have the right to call or prepay their obligations
without penalty.

Available-for-Sale

Estimated
Amortized Fair
Cost Value
Due in 1 year or less $ 199,030 $ 201,594
Duein 1 to 5 years 10,598,261 10,584,059
Duein 5 to 10 years 11,731,859 11,759,088
Due in over 10 years 17,111,798 16,900,965

$ 39640948 $ 39445706

Proceeds from the sale of securities were $651,321 in 2014. Gross realized gains totaled $4,423 and
gross realized losses were $0 from the sales of securities in 2014. Proceeds from the sale of securities
were $2,261,937 in 2013. Gross realized gains totaled $10,482 and gross realized losses were $0 from
the sales of securities in 2013.

At December 31, 2014 and 2013, the Bank has also pledged securities with a carrying amount of
$28,280,704 and $24,992,105, respectively, to collateralize borrowings (Note 7).

Information pertaining to securities with gross unrealized losses at December 31, 2014 and 2013,
aggregated by investment category and length of time that individual securities have been in a
continuous loss position, follows:

Less Than 12 Months Over 12 Months
Gross Gross Total
Unrealized Fair Unrealized Fair Unrealized
Losses Value Losses Value Losses
December 31, 2014
Available-for-sale securities
U.S. government agencies $ 281 $ 1,006,430 $ 27,941 $ 2,967,250 $ 28,222
Mortgage-backed securities 12,721 2,877,901 75,223 5,064,488 87,944
Collateralized mortgage obligations 3,606 2,183,825 56,533 2,114,238 60,139
Municipal securities 4,313 1,020,969 17,439 882,115 21,752
SBA-related securities 8,434 847,890 155,259 5,549,639 163,693

$§ 29,355 $§ 7937015 $ 332,395 $ 16,577,730 $ 361,750

December 31,2013
Available-for-sale securities

U.S. government agencies $ 106,876 $ 3,874,690 $ - $ - $ 106,876
Mortgage-backed securities 400,665 13,918,264 - - 400,665
Municipal securities 46,507 1,127,241 38,399 594,737 84,906
SBA-related securities 180,673 7,820,919 - - 180,673

$ 734,721 $ 26,741,114 $ 38399 $ 594,737 $ 773120
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Note 3 - Investment Securities (continued)

Certain investment securities shown in the table currently have fair values less than amortized cost and,
therefore, contain unrealized losses. The Bank has evaluated these securities and has determined that
the decline in value is temporary and is related to the change in market interest rates since purchase.
The decline in value is not related to any Bank- or industry-specific event. There are 41 investment
securities with unrealized losses at December 31, 2014, and 46 with unrealized losses at December 31,
2013. The Bank anticipates full recovery of amortized cost with respect to these securities at maturity or
sooner in the event of a more favorable market interest rate environment. Because management does
not intend to sell and will not be required to sell these securities in the near term, no declines are
deemed to be other than temporary.

Note 4 - Loans

The major classifications of loans at December 31 are summarized as follows:

2014 2013

Commercial real estate

Owner-occupied $ 61,207,824 $ 54,329,149

Nonowner-occupied 61,659,322 59,261,778
Construction and land development 29,146,067 12,865,488
Commercial 132,614,970 126,564,956
Consumer

Real estate 27,740,031 19,571,823

Other 3,154,291 2,839,733

315,522,505 275,432,927

Deferred loan fees (507,213) (522,251)
Allowance for loan losses (4,013,425) (3,538,195)

Total loans, net $ 311,001,867 $ 271,372,481
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Note 4 - Loans (continued)

Contractual maturities of loans at December 31, 2014, are shown below. Actual maturities may differ
from contractual maturities because individual borrowers may have the right to prepay loans with or
without prepayment penalties.

Within After
1 Year 1-5 Years 5 Years Totals
Commercial real estate
Owner-occupied $ 9,994,108 $ 17,120,061 $ 34,093,655 $ 61,207,824
Nonowner-occupied 9,972,541 41,286,703 10,400,078 61,659,322
Construction and land
development 23,700,720 5,445,347 - 29,146,067
Commercial 71,388,077 45,440,146 15,786,747 132,614,970
Consumer
Real estate 23,873,768 3,866,263 - 27,740,031
Other 1,683,835 1,470,456 - 3,154,291

$ 140,613,049 $ 114,628,976 $ 60,280,480 $§ 315,522,505

After
1-5 Years 5 Years
Loans maturing after 1 year with
Fixed rates $ 73,588,786 $ 34,813,390
Variable rates 41,040,190 25,467,090

$ 114,628,976 $ 60,280,480

The Bank maintains an allowance for loan and lease losses (ALLL) to absorb losses inherent in the loan
portfolio. The size of the ALLL is determined through quarterly assessments of the probable estimated
losses in the loan portfolio. The Bank’s methodology for making such assessments and determining the
adequacy of the ALLL includes the following key elements:

1. General valuation allowance consistent with the Contingencies topic of the FASB ASC.

2. C(lassified loss reserves on specific relationships. Specific allowances for identified problem loans
are determined in accordance with the Receivables topic of the FASB ASC.

3. The unallocated allowance provides for other factors inherent in the Bank’s loan portfolio that may
not have been contemplated in the general and specific components of the allowance. This
unallocated amount generally comprises less than 20% of the allowance. The unallocated amount is
reviewed quarterly based on trends in credit losses, the results of credit reviews, and overall
economic trends.
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Note 4 - Loans (continued)

The general valuation allowance is systematically calculated quarterly using quantitative and qualitative
information about specific loan classes. The minimum required level in which an entity develops a
systematic methodology to determine its allowance for loan and lease losses is at the segment level.
However, the Bank’s systematic methodology in determining its allowance for loan and lease losses is
prepared at the loan level, which is more detailed than the segment level. The quantitative information
uses historical losses from specific loan classes and incorporates the loan’s risk rating migration from
origination to the point of loss. A loan’s risk rating is primarily determined based upon the borrower’s
ability to fulfill its debt obligation from a cash flow perspective. In the event there is financial
deterioration of the borrower, the borrower’s other sources of income or repayment are also
considered, including recent appraisal values for collateral-dependent loans. The qualitative information
takes into account general economic and business conditions affecting the Bank’s marketplace,
seasoning of the loan portfolio, duration of the business cycle, etc., to ensure its methodologies reflect
the current economic environment and other factors, because using historical loss information
exclusively may not give an accurate estimate of inherent losses within the Bank’s loan portfolio.

The specific valuation allowance is a reserve for each loan determined to be impaired when the value of
the impaired loan is less than its recorded investment. The Bank measures the impairment based on the
discounted expected future cash flows, observable market price, or the fair value of the collateral, if the
loan is collateral-dependent or if foreclosure is probable. The specific reserve for each loan is equal to
the difference between the recorded investment in the loan and its determined impairment value.

The ALLL is increased by provisions for loan and lease losses charged to expense, and is reduced by
loans charged off, net of recoveries. Although the Bank’s management believes the best information
available is used to determine the ALLL, changes in market conditions could result in adjustments to the
ALLL, affecting net income if circumstances differ from the assumptions used in determining the ALLL.

Adjustments to the percentages of the ALLL allocated to loan categories are made based on trends with
respect to delinquencies and problem loans within each pool of loans. The Bank reviews the ALLL
quantitative and qualitative methodology on a quarterly basis and makes adjustments when
appropriate. The Bank strives to maintain a conservative approach to credit quality and will continue to
prudently add to the ALLL as necessary to maintain adequate reserves. The Bank carefully monitors the
loan portfolio and continues to emphasize the importance of credit quality while continuously
strengthening loan monitoring systems and controls.
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Note 4 - Loans (continued)

The allowance for loan losses and the recorded investment in loans for the years ended December 31
and changes during the years are as follows:

Provision
(Recapture)

Beginning for Ending
2014 Balance Loan Losses Charge-offs Recoveries Balance
Commercial $ 1,271,294 $ 173,470 $ - $ 7,699 $ 1,452,463
Commercial real estate 878,702 41,043 - - 919,745
Construction and land development 365,599 361,925 (145,026) - 582,498
Consumer 246,263 103,645 - - 349,908
Unallocated 776,337 (67,526) - - 708,811

$ 3538195 $§ 612557 $ (145,026) $§ 7699 $ 4013425

2013

Commercial $ 1,578,886 $ (433,670) $ - $ 126,078 $ 1,271,294
Commercial real estate 861,495 17,207 - - 878,702
Construction and land development 435,431 221,658 (291,490) - 365,599
Consumer 152,725 71,673 - 21,865 246,263
Unallocated 212,064 564,273 - - 776,337

$ 3,240,601 § 441141 $ (291,490) $ 147,943 $ 3,538,195

The following presents the activity in the allowance for loan losses and impairment method by segment
for the years ended December 31:

Allowance Loans
Ending Ending Ending Ending
Balance Balance Balance Balance
Individually Collectively Individually Collectively
Ending Evaluated for Evaluated for Ending Evaluated for Evaluated for

2014 Balance Impairment Impairment Balance Impairment Impairment
Commercial $ 1,452,463 $ - $ 1,452,463 $ 132,614,970 $ 46,177 $ 132,568,793
Commercial real estate 919,745 - 919,745 122,867,146 - 122,867,146
Construction and land

development 582,498 107,443 475,055 29,146,067 537,216 28,608,851
Consumer 349,908 - 349,908 30,894,322 - 30,894,322
Unallocated 708,811 - 708,811 - -

$§ 4013425 $§ 107443 § 3905982 $§ 315522505 $§ 583393 _$ 314939112

2013
Commercial $ 1,271,294 $ - $ 1,271,294 $ 126,564,956 $ 46,177 $ 126,518,779
Commercial real estate 878,702 - 878,702 113,590,927 - 113,590,927
Construction and land

development 365,599 53,120 312,479 12,865,488 692,221 12,173,267
Consumer 246,263 - 246,263 22,411,556 - 22,411,556
Unallocated 776,337 - 776,337 - - -

$ 3538195 $ 53,120 $ 3485075 $ 275432927 $§ 738398 $§ 274694529
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Note 4 - Loans (continued)

The following table shows impaired loans for the years ended December 31:

Average
Unpaid Investment in Interest
Recorded Principal Related Impaired Income
Investment Balance Allowance Loans Recognized

2014
With no related allowance recorded

Commercial $ 46,177 $ 602,443 $ - $ 46,177 $ -
With an allowance recorded

Construction and land development 537,216 1,616,162 107,443 651,154 -
Total

Commercial 46,177 602,443 - 46,177 -

Construction and land development 537,216 1,616,162 107,443 651,154 -
2013
With no related allowance recorded

Commercial $ 46,177 $ 602,443 $ - $ 86,309 $ -
With an allowance recorded

Construction and land development 692,222 1,471,135 53,120 692,222 -
Total

Commercial 46,177 602,443 - 86,309 -

Construction and land development 692,222 1,471,135 53,120 692,222 -

When the Bank classifies problem assets as either substandard or doubtful, pursuant to federal
regulations, it may establish a specific allowance in an amount it deems prudent and approved by
management and the board to address the risk specifically, or it may allow the loss to be addressed in
the general allowance. General allowances represent loss allowances that have been established to
recognize the inherent risk associated with lending activities, but, unlike specific allowances, have not
been specifically allocated to the particular problem assets. When an insured institution classifies
problem assets as a loss, pursuant to federal regulations, it is required to charge off such assets in the
period in which they are deemed uncollectible. The Bank’s determination as to the classification of its
assets and the amount of its valuation allowances is subject to review by the FDIC and the State
Department of Financial Institutions, which can require the establishment of additional loss allowances.

Loan risk grades are used by the Bank to identify and track potential problem loans that do not rise to
the levels described for substandard, doubtful, or loss. The grades for watch and special mention are
assigned to loans that have been criticized based upon known characteristics such as periodic payment
delinquency or deteriorating financial condition of the borrower and/or guarantors.
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Note 4 - Loans (continued)

The following tables show credit quality indicators as of December 31:

Credit risk profile by internally assigned grade

Special
2014 Pass Mention Substandard Doubtful Total
Commercial real estate
Owner-occupied $ 59,480,691 $ - $ 1,727,133 $ - $ 61,207,824
Nonowner-occupied 61,659,322 - - - 61,659,322
Construction and land
development 28,608,851 - 537,216 - 29,146,067
Commercial 131,781,998 - 832,972 - 132,614,970
Consumer
Real estate 27,740,031 - - - 27,740,031
Other 3,154,291 - - - 3,154,291
$312,425,184 $ - $ 3097321 _$ - $ 315,522,505
2013
Commercial real estate
Owner-occupied $ 52,569,529 $ - $ 1,759,620 $ - $ 54,329,149
Nonowner-occupied 59,063,723 198,055 - - 59,261,778
Construction and land
development 12,173,267 - 692,221 - 12,865,488
Commercial 124,370,303 1,784,331 410,322 - 126,564,956
Consumer
Real estate 19,571,823 - - - 19,571,823
Other 2,839,733 - - - 2,839,733
$ 270,588,378 $§ 1982386 $ 2862163 $ - $ 275,432,927
Credit risk profile based on payment activity
2014 Performing Nonperforming Total
Commercial real estate
Owner-occupied $ 61,207,824 $ - $ 61,207,824
Nonowner-occupied 61,659,322 - 61,659,322
Construction and land
development 28,608,851 537,216 29,146,067
Commercial 132,568,793 46,177 132,614,970
Consumer
Real estate 27,740,031 - 27,740,031
Other 3,154,291 - 3,154,291
$314,939,112 $ 583,393 $ 315,522,505
2013
Commercial real estate
Owner-occupied $ 54,329,149 $ - $ 54,329,149
Nonowner-occupied 59,261,778 - 59,261,778
Construction and land
development 12,173,266 692,222 12,865,488
Commercial 126,518,779 46,177 126,564,956
Consumer
Real estate 19,571,823 - 19,571,823
Other 2,839,733 - 2,839,733
$ 274,694,528 $ 738,399 $ 275,432,927
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Note 4 - Loans (continued)

The following table shows the age analysis of past due loans as of December 31:

Greater

30 - 59 Days 60 - 90 Days Than Total Past Total Nonaccrual
2014 Past Due Past Due 90 Days Due Current Loans Status
Commercial real estate
Owner-occupied $ 1,727,133 $ - $ - $ 1,727,133 $ 59,480,691 $ 61,207,824 $
Non-owner occupied - - - - 61,659,322 61,659,322
Construction and land
development - - 537,216 537,216 28,608,851 29,146,067 537,216
Commercial - - 46,177 46,177 132,568,793 132,614,970 46,177
Consumer -
Real estate - - - - 27,740,031 27,740,031
Other - - - - 3,154,291 3,154,291
$ 1,727,133 $ - $ 583,393 $ 2,310,526 $ 313,211,979 $ 315,522,505 $ 583,393
2013
Commercial real estate
Owner-occupied $ -3 -3 - $ - $ 54329149 $ 54329149 $
Non-owner occupied - - - - 59,261,778 59,261,778
Construction and land
development - - 692,222 692,222 12,173,266 12,865,488 692,222
Commercial - - 46,177 46,177 126,518,779 126,564,956 46,177
Consumer
Real estate - - - - 19,571,823 19,571,823
Other - - - - 2,839,733 2,839,733
$ - $ - $ 738,399 $ 738,399 $ 274,694,528 $ 275,432,927 $ 738,399

There were no loans with a balance more than 90 days past due and still accruing at December 31, 2014
or 2013.

Loans classified as troubled debt restructurings totaled $551,674 and $751,042 at December 31, 2014
and 2013, respectively. A troubled debt restructuring is a loan to a borrower that is experiencing
financial difficulty that has been modified from its original terms and conditions in such a way that the
Bank is granting the borrower a concession of some kind. The Bank has granted a variety of concessions
to borrowers in the form of loan modifications. The modifications granted can generally be described in
the following categories:

Rate modification - A modification in which the interest rate is changed.

Term modification - A modification in which the maturity date, timing of payments, or frequency of
payments is changed.

Payment modification - A modification in which the dollar amount of the payment is changed.
Interest-only modifications in which a loan is converted to interest-only payments for a period of

time are included in this category.

Combination modification - Any other type of modification, including the use of multiple categories
above.
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Note 4 - Loans (continued)

Upon identifying those receivables as troubled debt restructurings, the Bank identified them as impaired
for purposes of determining the allowance for loan losses. This requires the loans to be evaluated
individually for impairment, generally based on the expected cash flows under the new terms
discounted at the loans’ original effective interest rates, or, if the loan is deemed to be collateral-
dependent, the impairment is based on the fair value of the collateral less estimated selling costs. For
troubled debt restructured loans that subsequently default, the method of determining impairment is
generally the fair value of the collateral less estimated selling costs.

There were no newly restructured loans during the years ended December 31, 2014 or 2013.

The Bank had no commitments to extend additional credit to borrowers owing receivables whose terms

have been modified in troubled debt restructurings.

Note 5 - Leaseholds and Equipment

Bank leaseholds and equipment at December 31 are classified as follows:

Leasehold improvements
Furniture, fixtures, and office equipment

Less accumulated depreciation and amortization

Note 6 - Deposits

Deposits as of December 31 consisted of the following:

Savings accounts
Certificates of deposit
Demand accounts
Noninterest-bearing
Interest-bearing
Money market accounts

25

2014 2013
$ 508,416 $ 505,479
1,104,487 1,064,383
1,612,903 1,569,862
(1,226,756) (920,610)
$ 386,147 $ 649,252
2014 2013
$ 244,753 $ 233,958
26,852,167 25,932,015
177,372,542 122,026,706
24,040,550 24,649,875
108,082,530 107,924,375

$ 336,592,542

$ 280,766,929
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Note 6 - Deposits (continued)

At December 31, 2014, scheduled maturities of certificates of deposit are as follows:

2015 $ 20,876,802
2016 580,436
2017 5,394,929

$ 26,852,167

The Bank takes in funds from customers on deposit. These funds are used to lend to borrowers and
support operations. The Bank would maintain liquidity through available borrowing lines, brokered
deposits, and other liquid assets to fulfill deposits if customers were to request withdrawal.

The Bank had $10,143,846 and $4,711,737 of certificates of deposit that met or exceeded the $250,000
federally insured limit at December 31, 2014 and 2013, respectively.

Note 7 - Borrowings and Credit Arrangements

The Bank is a member of the FHLB of Seattle and, as such, has a committed credit line up to 20% of total
assets, subject to sufficient collateral to support the advances. At December 31, 2014, the principal
balance of loans pledged as collateral was $70,541,126, and the amount available to borrow totaled
$41,592,191. At December 31, 2014, the carrying amount of securities pledged as collateral of
$28,280,704 supported additional borrowing capacity of $26,818,602. Borrowings generally provide for
interest at the then-current published rates. As of December 31, 2013, the Bank had short-term FHLB
advances outstanding with a total principal balance of $12,000,000 at an adjustable rate of .23%. The
FHLB advances were repaid on January 6, 2014.

The Bank has a committed line of credit through the Federal Reserve Bank of San Francisco. Borrowings
generally provide for interest at the then-current published rates. At December 31, 2014, the principal
balance of loans pledged as collateral was $103,364,029, and the amount available to borrow totaled
$80,655,341. There were no outstanding balances under these credit arrangements at December 31,
2014 and 2013.

At December 31, 2014, the Bank has line-of-credit agreements with unaffiliated banks totaling
approximately $34,000,000. Such lines generally provide for interest at the lending bank’s federal funds
rate or other money market rates. These lines are not committed and are still subject to approval by the
unaffiliated banks prior to funding. There were no borrowings outstanding or compensating balance
requirements under these credit arrangements at December 31, 2014 and 2013.
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Note 8 - Income Taxes

The components of the provision for income taxes are as follows at December 31:

2014 2013
Current $ 1,954,561 $ 1,425,498
Deferred (475,000) (208,000)
Total $ 1,479,561 $ 1,217,498

A reconciliation of the tax provision based on statutory corporate tax rates, estimated to be 34%, on pre-
tax income and the provision shown in the accompanying statements of income for the years ended
December 31 is summarized as follows:

2014 2013

Percent of Percent of

Pre-Tax Pre-Tax

Amount Income Amount Income

Income taxes at computed statutory

rates $ 1,599,016 34.0% $ 1,149,859 34.0%
Permanent differences and other, net (119,455) (2.5) 67,639 2.0
Total $ 1,479,561 31.5% $ 1,217,498 36.0%

The nature and components of the Bank’s net deferred tax assets established at an estimated tax rate of
349% at December 31 are as follows:

2014 2013

Allowance for loan losses $ 1,187,000 $ 1,017,000
Organization expenditures 62,000 58,000
Equity compensation 81,000 103,000
Deferred compensation 222,000 167,000
Unrealized loss on securities 66,000 211,000
Property and equipment depreciation 10,000 -
Other 310,000 204,000

Deferred tax asset 1,938,000 1,760,000
Deferred loan costs 193,000 157,000
Property and equipment depreciation - 188,000

Deferred tax liability 193,000 345,000
Net deferred tax asset $ 1,745,000 $ 1,415,000
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Note 8 - Income Taxes (continued)

At December 31, 2014, the Bank had unamortized pre-opening expenditures of approximately $206,000
(for tax reporting purposes), which can be used to offset future federal income taxes. These
expenditures are amortizing at a rate of approximately $39,000 per year.

The Bank applies the provisions of FASB ASC 740 that relate to accounting for uncertainty in income
taxes. The Bank had no unrecognized tax benefits at December 31, 2014 or 2013. The Bank recognizes
interest accrued and penalties related to unrecognized tax benefits in tax expense. During the years
ended December 31, 2014 and 2013, the Bank recognized no interest and penalties. The Bank files
income tax returns in the U.S. federal jurisdiction. With few exceptions, the Bank is no longer subject to
U.S. federal income tax examinations by tax authorities for years before 2011.

Note 9 - Employee Benefits

The Bank has a 401(k) defined contribution plan for those employees who meet the eligibility
requirements set forth in the plan. Eligible employees can contribute up to 100% of compensation,
subject to certain limits based on federal tax laws. The Bank makes matching contributions equal to
100%, up to 3% of employee compensation, and 50%, up to the next 2% of employee compensation.
Matching contributions vest immediately. The Bank’s contribution for the years ended December 31,
2014 and 2013, was $137,435 and $118,636, respectively.

The Bank provides deferred compensation to certain members of management. The current agreements
provide for an annual accrual plus interest to an account over a 10-year period. The accrual under such
agreements was $161,545 and $149,244 in 2014 and 2013, respectively. The Bank accrues interest on
the liability at 5.5%. The liability accrued for under the agreements as of December 31, 2014, was
$652,203 and is included in other liabilities on the balance sheets.

Note 10 - Stockholders’ Equity

Warrants - At December 31, 2014 and 2013, there were warrants outstanding to purchase 90,000
shares of the Bank’s common stock at $10 per share that were issued in connection with the Bank’s
initial offering. The warrants have a term of 10 years and expire on April 11, 2015.

Regulatory capital - The Bank is subject to various regulatory capital requirements administered by
the federal banking agencies. Failure to meet minimum capital requirements can initiate certain
mandatory and possibly additional discretionary actions by regulators that, if undertaken, could have a
direct material effect on the Bank’s financial statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, the Bank must meet specific capital guidelines that
involve quantitative measures of the Bank’s assets, liabilities, and certain off-balance-sheet items, as
calculated under regulatory accounting practices. The Bank’s capital amounts and classifications are also
subject to qualitative judgments by the regulators about components, risk weightings, and other factors.
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Note 10 - Stockholders’ Equity (continued)

Quantitative measures established by regulation to ensure capital adequacy require the Bank to
maintain minimum amounts and ratios (set forth in the following table) of total and Tier I capital (as
defined in the regulations) to risk-weighted assets (as defined), and of Tier I capital (as defined) to
average assets (as defined). Management believes, as of December 31, 2014, that the Bank meets all
capital adequacy requirements to which it is subject.

To be categorized as adequately capitalized, the Bank must maintain minimum total risk-based, Tier I
risk-based, and Tier I leverage ratios, as set forth in the following table. Management believes the Bank
is well capitalized under the prompt corrective action provisions.

As of December 31, 2014, the most recent notification from the FDIC categorized the Bank as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well
capitalized, an institution must maintain minimum total risk-based, Tier I risk-based, and Tier I leverage
ratios, as set forth in the following table. There are no conditions or events since the notification that
management believes have changed the Bank’s category. The Bank’s actual capital amounts and ratios as
of December 31 are also presented in the table.

To Be Well Capitalized

For Capital Under Prompt Corrective
Actual (in 000’s) Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 2014
Total capital
(to risk-weighted assets) $ 50,658 14.9% $ 27,135 > 8.0% $ 33,920 > 10.0%
Tier I capital
(to risk-weighted assets) $ 46,418 13.7% $ 13,568 > 4.0% $ 20,352 > 6.0%
Tier I capital
(to average assets) $ 46,418 12.4% $ 15,026 > 4.0% $ 18,783 > 5.0%
As of December 31,2013
Total capital
(to risk-weighted assets) $ 46,410 15.5% $ 23,995 > 8.0% $ 29,994 > 10.0%
Tier I capital
(to risk-weighted assets) $ 42,664 14.2% $ 11,997 > 4.0% $ 17,996 > 6.0%
Tier I capital
(to average assets) $ 42,664 13.1% $ 13,038 > 4.0% $ 16,298 > 5.0%

The Federal Reserve and the Federal Deposit Insurance Corporation approved final capital rules in July
2013, that substantially amend the existing capital rules for banks. These new rules reflect, in part,
certain standards initially adopted by the Basel Committee on Banking Supervision in December 2010
(which standards are commonly referred to as “Basel 111"} as well as requirements contemplated by the
Dodd-Frank Act.
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Note 10 - Stockholders’ Equity (continued)

Under the new capital rules, the Bank will be required to meet certain minimum capital requirements
that differ from current capital requirements. The rules implement a new capital ratio of common equity
Tier 1 capital to risk-weighted assets. Common equity Tier 1 capital generally consists of retained
earnings and common stock (subject to certain adjustments) as well as accumulated other
comprehensive income (AOCI), except to the extent that the Bank exercises a one-time irrevocable
option to exclude certain components of AOCI as of March 31, 2015. The Bank will also be required to
establish a “conservation buffer,” consisting of a common equity Tier 1 capital amount equal to 2.5% of
risk-weighted assets to be phased in by 2019. An institution that does not meet the conservation buffer
will be subject to restrictions on certain activities including payment of dividends, stock repurchases,
and discretionary bonuses to executive officers.

The prompt corrective action rules are modified to include the common equity Tier 1 capital ratio and to
increase the Tier 1 capital ratio requirements for the various thresholds. For example, the requirements
for the Bank to be considered well-capitalized under the rules will be a 5.0% leverage ratio, a 6.5%
common equity Tier 1 capital ratio, an 8.0% Tier 1 capital ratio, and a 10.0% total capital ratio. To be
adequately capitalized, those ratios are 4.0%, 4.5%, 6.0%, and 8.0%, respectively.

The rules modify the manner in which certain capital elements are determined. The rules make changes
to the methods of calculating the risk weighting of certain assets, which in turn affect the calculation of
the risk-weighted capital ratios. Higher risk weights are assigned to various categories of assets,
including commercial real estate loans; credit facilities that finance the acquisition, development, or
construction of real property; certain credit or exposures that are 90 days past due or are nonaccrual;
securitization exposures; and, in certain cases, mortgage servicing rights and deferred tax assets.

The Bank is required to comply with the new capital rules on January 1, 2015, with a measurement date

of March 31, 2015. The conservation buffer will be phased in beginning in 2016, and will take full effect
on January 1, 2019. Certain calculations under the rules will also have phase-in periods.

30




PUGET SOUND BANK
NOTES TO FINANCIAL STATEMENTS

Note 11 - Earnings Per Common Share

Earnings per common share are summarized in the following table:

2014 2013

Net income $ 3,223,426 $ 2,164,440

Preferred stock dividends 98,860 98,860
Net income available to common stockholders $ 3,124,566 $ 2,065,580
Basic weighted-average common shares outstanding 2,958,848 2,675,734
Plus common stock options considered outstanding for

dilutive purposes (excludes antidilutive options) 134,946 96,844
Diluted weighted-average common shares outstanding 3,093,794 2,772,578
Basic earnings per share $ 1.06 $ 0.77
Diluted earnings per share $ 1.01 $ 0.75

Potential dilutive shares are excluded from the computation of earnings per share if their effect is anti-
dilutive. There were 0 and 5 anti-dilutive shares outstanding related to options to acquire the Bank’s
common stock at December 31, 2014 and 2013, respectively.

Note 12 - Stock Purchase Agreement and Option Plan

The stockholders of the Bank approved the 2012 Long-Term Equity Incentive Plan (the Incentive Plan)
in May 2012, which permits the grant of incentive stock options, nonqualified stock options, restricted
stock grants, and restricted stock units. The Bank believes that such awards better align the interests of
its employees and directors with those of its stockholders. The number of shares of common stock
awards that may be granted under the Incentive Plan, when added to the number of options granted
under the Incentive Plan, shall not exceed 600,000 shares. Restricted stock grants or restricted stock
units will be limited to 70% of the share of common stock reserved for issuance under the Incentive
Plan. The vesting requirements of these awards are determined by the board of directors and are on an
individual basis. The employee must be employed by the Bank at the time of vesting or the award is
forfeited. There are 547,814 shares available for grant under the Incentive Plan at December 31, 2014.

Compensation cost recognized for the Incentive Plan was $195,908 and $224,158 for December 31,
2014 and 2013, respectively. There was no compensation cost capitalized in 2014 or 2013.

Option awards are generally granted with an exercise price equal to the market price of the Bank’s stock
at the date of grant; those option awards generally vest and become exercisable in incremental
percentages over three and four years of continuous service from the grant date and expire after 10
years. Certain option and share awards provide for accelerated vesting if there is a change in control (as
defined in the plans).
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Note 12 - Stock Purchase Agreement and Option Plan (continued)

The fair value of each option award is estimated on the date of grant using the Black-Scholes-Merton
valuation model that uses the following assumptions. Expected volatilities are based on historical
volatility of the Bank’s stock and other factors. The Bank uses historical data and other factors to
estimate option exercises and employee terminations because separate groups of employees that have
similar historical exercise behavior are considered separately for valuation purposes. The expected term
of options granted is derived from the output of that analysis and represents the period of time that
options granted are expected to be outstanding. The risk-free interest rate for periods within the
contractual life of the option is based on the U.S. Treasury yield curve in effect at the time of grant. There
were no option grants in 2014 or 2013.

A summary of stock option transactions is presented below:

Weighted- Weighted-
Granted Average Exercise Average
Options for Price of Shares Remaining
Common Stock Under Plan Contractual Term
Outstanding at December 31, 2013 328,416 $ 10.03 1.44
Granted - -
Exercised (19,700) 10.00
Forfeited (16,800) 10.00
Outstanding at December 31, 2014 291,916 $ 10.03 0.44
Options exercisable at December 31, 2014 291,916 $ 10.03 0.44

The total intrinsic value of options exercised during the years ended December 31, 2014 and 2013, was
$80,414 and $15,950, respectively.

Restricted stock plan - Restricted shares granted vest on an annual basis over four years. The following
table summarizes information about restricted shares outstanding at December 31, 2014:

Restricted Average

Shares Grant-Date

Outstanding Fair Value
Balance, beginning of year 62,312 $ 11.27
Granted 9,864 13.78
Vested (26,035) 9.92
Forfeited/expired (4,715) 12.85
Balance, end of year 41,426 $ 12.52

As of December 31, 2014, there was $414,944 of total unrecognized compensation cost related to all
stock-based compensation arrangements granted under the plan. That cost is expected to be recognized
over a weighted-average period of 2.37 years.
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Note 13 - Preferred Stock Issuance

On August 11, 2011, the Bank issued a series of preferred stock as part of the United States Department
of the Treasury’s Small Business Lending Fund (SBLF) Program for gross proceeds of $9,886,000. The
Bank issued 9,866 shares of Series C preferred stock with a price of $1,000 per share. The redemption
price of the SBLF remains $9,886,000, plus any unpaid dividends.

The preferred stock carries no voting rights and may be redeemed in whole or in part, at any time and
from time to time, at the option of the Bank. All redemptions shall be subject to the approval of the FDIC.
If the Bank has not redeemed all preferred stock by the tenth anniversary of the issuance, all common
stock dividends and repurchases of common stock will be prohibited until all preferred stock has been
redeemed or transferred to a third party.

The initial dividend rate can range from 1% to 5%, depending on the percentage change in qualified
lending. If lending does not increase in the first 2 years, the dividend rate can increase to 7%. After 4.5
years, the dividend rate will increase to 9% if the Bank has not redeemed the SBLF preferred stock. The
Bank’s dividend rate was 1% during 2014 and 2013.

Note 14 - Lease Commitments

Operating lease commitments - The Bank leases office premises for its operations and office
equipment. The office lease expires in 2020. The office lease requires the Bank to pay its pro rata share
of building operating expenses. As a result of the Acquisition, the Bank also leases space in two different
Bellevue, Washington, buildings. The space under each of the two acquired leases is subleased as of
December 31, 2013, of which one lease expires in 2015 and the other expires in 2017. The annual lease
obligations through the initial lease term, for all of the office space and equipment, are as follows:

As Lessee As Lessor
2015 $ 685,057 $ 257,570
2016 546,174 100,819
2017 707,941 77,330
2018 637,056 -
2019 637,056 -
Thereafter 637,056 -

$ 3,850,340 $ 435,719

Rental expense, including operating expenses, offset by rental income received that was charged to
operations was $541,880 and $475,537 for the years ended December 31, 2014 and 2013, respectively.
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Note 15 - Related Party Transactions

Certain directors, executive officers, and principal stockholders are Bank customers and have had
banking transactions with the Bank. All loans and commitments included in such transactions were
made in compliance with applicable laws on substantially the same terms (including interest rates and
collateral) as those prevailing at the time for comparable transactions with other persons and do not
involve more than the normal risk of collectibility or present any other unfavorable features. The
following summarizes these transactions with directors, executive officers, principal stockholders, and
companies with which they are associated at December 31:

2014 2013
Loans outstanding $ 2,486,257 $ 5,672,054
Adjustments - (1,877,911)
New loans - 995,030
Repayments (890,124) (2,302,916)
Loans outstanding $ 1,596,133 $ 2,486,257
Commitments to extend credit $ - $ -

™ Director resigned; no longer included in this table.

Deposits to related parties were $13,254,455 and $13,238,671 at December 31, 2014 and 2013,
respectively.

Note 16 - Significant Group Concentrations of Credit Risk

Most of the Bank’s business activity is with customers located within King County, Washington. The
Bank originates commercial, real estate, and consumer loans. Generally, loans are secured by accounts
receivable, inventory, deposit accounts, personal property, or real estate. Rights to collateral vary and
are legally documented to the extent practicable. Although the Bank has a diversified loan portfolio, local
economic conditions may affect borrowers’ ability to meet the stated repayment terms.

The distribution of commitments to extend credit approximates the distribution of loans outstanding.
Commercial and standby letters of credit were granted primarily to commercial borrowers. The Bank, as
a matter of policy, does not extend credit in excess of 20% of capital to any single borrower or group of
related borrowers.

Note 17 - Commitments and Contingencies

The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of business
to meet the financing needs of its customers. These financial instruments include commitments to
extend credit, standby letters of credit, and financial guarantees. Those instruments involve, to varying
degrees, elements of credit and interest rate risk in excess of the amount recognized on the balance
sheets. The contract or notional amounts of those instruments reflect the extent of the Bank’s
involvement in particular classes of financial instruments.
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Note 17 - Commitments and Contingencies (continued)

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit, standby letters of credit, and financial guarantees written
is represented by the contractual notional amount of those instruments. The Bank uses the same credit
policies in making commitments and conditional obligations as it does for on-balance-sheet
instruments.

Commitments to extend credit and financial guarantees - Commitments to extend credit are
agreements to lend to a customer as long as there is no violation of any condition established in the
contract. Commitments generally have fixed expiration dates or other termination clauses and may
require payment of a fee. Because many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The
Bank’s experience has been that approximately 50% of loan commitments are drawn upon by
customers. The Bank evaluates customers’ creditworthiness on a case-by-case basis. The amount of
collateral obtained, if it is deemed necessary by the Bank upon extension of credit, is based on
management’s credit evaluation of the counterparty. Collateral held varies but may include accounts
receivable, inventory, property, plant and equipment, and income-producing commercial properties.

Standby letters of credit and financial guarantees written are conditional commitments issued by the
Bank to guarantee the performance of a customer to a third party. The credit risk involved in issuing
letters of credit is essentially the same as that involved in extending loan facilities to customers. The
Bank maintains various levels of collateral supporting those commitments for which collateral is
deemed necessary.

The Bank has not been required to perform on any financial guarantees. The Bank has not incurred any
losses on its commitments in 2014 or 2013.

A summary of the notional amounts of the Bank’s financial instruments with off-balance-sheet risk at
December 31 is as follows:

2014 2013
Commitments to extend credit $ 129,113,747 $ 102,743,016
Standby letters of credit 6,999,038 4,486,253

At periodic intervals, the state of Washington and the FDIC 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.
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Note 18 - Fair Value of Financial Instruments

Fair value determination - Fair value is the price to sell an asset or transfer a liability in an orderly
transaction between market participants in the Bank’s principal market. The Bank has established and
documented its process for determining the fair values of its assets and liabilities, where applicable. Fair
value is based on quoted market prices, when available, for identical or similar assets or liabilities. In the
absence of quoted market prices, management determines the fair value of the Bank’s assets and
liabilities using valuation models or third-party pricing services, both of which rely on market-based
parameters when available, such as interest rate yield curves, option volatilities and credit spreads, or
unobservable inputs. Unobservable inputs may be based on management’s judgment, assumptions, and
estimates related to credit quality, liquidity, interest rates, and other relevant inputs.

Valuation adjustments, such as those pertaining to counterparty and the Bank’s own credit quality and
liquidity, may be necessary to ensure that assets and liabilities are recorded at fair value. Credit
valuation adjustments are made when market pricing is not indicative of the counterparty’s credit
quality.

Any changes to valuation methodologies are reviewed by management to ensure that they are relevant
and justified. Valuation methodologies are refined as more market-based data becomes available.

There is a three-level valuation hierarchy for determining fair value that is based on the transparency of
the inputs used in the valuation process. The inputs used in determining fair value in each of the three
levels of the hierarchy are as follows:

Level 1 - Quoted prices (unadjusted) in active markets for identical assets or liabilities.

Level 2 - Either: (i) quoted prices for similar assets or liabilities; (ii) observable inputs, such as
interest rates or yield curves; or (iii) inputs derived principally from or corroborated by observable
market data.

Level 3 - Unobservable inputs.

The hierarchy gives the highest ranking to Level 1 inputs and the lowest ranking to Level 3 inputs. The
level in the fair value hierarchy within which the fair value measurement in its entirety falls is
determined based on the lowest level input that is significant to the overall fair value measurement.

Qualitative disclosures of valuation techniques

Available-for-sale securities - Where quoted prices are available in an active market, securities are
classified as Level 1. Level 1 instruments include highly liquid government bonds, securities issued by
the U.S. Treasury, and exchange-traded equity securities. If quoted prices are not available, management
determines fair value using pricing models, quoted prices of similar securities, or discounted cash flows
(Level 2). In certain cases where there is limited activity in the market for a particular instrument,
assumptions must be made to determine its fair value (Level 3).
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Note 18 - Fair Value of Financial Instruments (continued)

Impaired loans - The fair value of impaired loans with specific allocations of the allowance for loan
losses is generally based on recent real estate appraisals. These appraisals may use a single valuation
approach or a combination of approaches, including comparable sales and the income approach.
Adjustments are routinely made in the appraisal process by the independent appraisers to adjust for
differences between the comparable sales and income data available. Such adjustments are usually
significant and typically result in a Level 3 classification of the inputs for determining fair value.

Assets and liabilities measured at fair value on a recurring basis - Assets and liabilities are
considered to be fair valued on a recurring basis if fair value is measured regularly (i.e., daily, weekly,
monthly, or quarterly). The following table shows the Bank’s assets and liabilities measured at fair value
on a recurring basis:

Level 1 Level 2 Level 3 Total
2014
Securities available-for-sale
U.S. government agencies $ - $ 6,873,553 $ - $ 6,873,553
Mortgage-backed securities - 15,349,683 - 15,349,683
Collateralized mortgage obligations - 7,380,799 - 7,380,799
Municipal securities - 3,444,142 - 3,444,142
SBA-related securities - 6,397,529 - 6,397,529
2013
Securities available-for-sale
U.S. government agencies $ - $ 6,618,500 $ - $ 6,618,500
Mortgage-backed securities - 21,012,957 - 21,012,957
Municipal securities - 1,992,469 - 1,992,469
SBA-related securities - 8,304,512 - 8,304,512

There were no significant transfers between levels during 2014.

Assets measured at fair value on a nonrecurring basis - Assets and liabilities are considered to be
fair valued on a nonrecurring basis if the fair value measurement of the instrument does not necessarily
result in a change in the amount recorded on the balance sheets. Generally, nonrecurring valuation is the
result of the application of other accounting pronouncements that require assets or liabilities to be
assessed for impairment or recorded at the lower of cost or fair value. The following table shows the
Bank’s assets and liabilities measured at fair value on a nonrecurring basis:

Level 1 Level 2 Level 3 Total
2014
Impaired loans $ - $ - $ 583,393 $ 583,393
2013
Impaired loans $ - $ - $ 738,398 $ 738,398
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Note 18 - Fair Value of Financial Instruments (continued)

Quantitative information about Level 3 fair value measurements - The range and weighted average
of the significant unobservable inputs used to fair value Level 3 nonrecurring assets during the year
ending December 31, 2014, along with the valuation techniques used, are shown in the following table:

Range (Weighted-
Average) !

Valuation
Technique

Fair Value at

December 31, 2014 Unobservable Input

Impaired loans $ 583,393 Market comparable  Adjustment to appraisal value 0% - 44% (37.9%)

! Discount to appraised value

The fair value estimates that follow are subjective in nature and involve uncertainties and matters of
significant judgment; therefore, they are not necessarily indicative of the amounts the Bank could realize
in a current market exchange. The Bank has not included certain material items in its disclosure, such as
the value of the long-term relationships with the Bank’s lending and deposit clients, since this is an
intangible and not a financial instrument. Additionally, the estimates do not include any tax
ramifications. There may be inherent weaknesses in any calculation technique and changes in the
underlying assumptions used, including discount rates and estimates of future cash flows, that could
materially affect the results. For all of these reasons, the aggregation of the fair value calculations
presented herein do not represent, and should not be construed to represent, the underlying value of
the Bank.

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

Carrying Fair Fair Value Measurements Using
2014 Amount Value Level 1 Level 2 Level 3
Financial assets
Cash and due from banks $ 18,137,860 $ 18,137,860 $ 18,137,860 $ - -
Interest-bearing deposits

in banks 9,961,006 9,961,006 9,961,006 - -
Securities available-for-sale 39,445,706 39,445,706 - 39,445,706 -
Federal Home Loan Bank and

Pacific Coast Bankers’

Bank stock 585,700 585,700 - 585,700 -
Loans, net 311,001,867 307,839,801 - - 307,839,801
Accrued interest receivable 894,339 894,339 - 894,339 -

Financial liabilities
Deposits $ 336,592,542 $ 336,604,837 $ 309,740,375 $ 26,864,462 -
Accrued interest payable 37,531 37,531 - 37,531 -
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Note 18 - Fair Value of Financial Instruments (continued)

Carrying Fair Fair Value Measurements Using
2013 Amount Value Level 1 Level 2 Level 3
Financial assets
Cash and due from banks $ 16,627,030 $ 16,627,030 $ 16,627,030 $ - $ -
Interest-bearing deposits

in banks 4,205,567 4,205,567 4,205,567 - -
Securities available-for-sale 37,928,438 37,928,438 - 37,928,438 -
Federal Home Loan Bank and

Pacific Coast Bankers’

Bank stock 578,600 578,600 - 578,600 -
Loans, net 271,372,481 267,427,730 - - 267,427,730
Accrued interest receivable 879,431 879,431 - 879,431 -

Financial liabilities
Deposits $ 280,766,929 $ 280,828,905 $ 254,834,914 $ 25,993,991 $ -
Accrued interest payable 35,825 35,825 - 35,825 -
Borrowings 12,000,000 11,999,320 - 11,999,320 -

39

Cash and due from banks and accrued interest - 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 carrying value is par
value and there is no readily determinable fair 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 of borrowings are estimated using discounted cash flow analyses, based
on the Bank’s current incremental borrowing rates for similar types of borrowing arrangements.

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.




