Letter from the President

Dear Shareholders, Friends, and Staff:

2008 was a very challenging year in the fnancial services industry. The industry is burdened by pressure from the
widely talked about and unprecedented decline of the nation’s residential real estate market and a liquidity driven
credit crisis. Just when you thought things could not get any worse they did exactly that. In September 2008 the
Federal Government placed Fannie Mae and Freddie Mac into conservatorship wiping away all shareholder value
in those two entities. Unfortunately, Pacifc State Bank had a shareholder position in both entities, and as a result of
the Federal Governments actions, Pacifc State Bank recorded a loss of approximately $6.8 million dollars.

The Company’s management was faced with new unprecedented obstacles when in October of 2008 a liquidity
crisis emerged the likes of which has not been seen since the market crash of 1929. The fnancial services industry
has been severely damaged by this sudden lack of liquidity in the markets. Banks suffered from reduced net
interest margins as the Federal Reserve Bank dropped interest rates all year to stave off a recession. Banks also
suffered from increased loan losses as many customers were unable to generate suffcient cash fow to sustain the
payments on their debt. It seems the entire country has been trying to deleverage. This deleveraging has proven to
be an extremely diffcult process. In 2008 Pacifc State Bank was hit with the one - two punch of taking losses on
a signifcant amount in our investment portfolio and also having to manage a severe recession possibly bordering
on a depression. These two events have caused the bank to have the worst earnings year in the Bank’s history
with net proft (loss) of ($5,190,000). The Bank is currently reserving for future loan losses agressively so that we
can continue to address the deteriorating market conditions. We feel that this is the prudent course of business at
this time.

In this global fnancial crisis Pacifc State Bank is focused on facing our challenges head on. We have strengthened
our credit administration with two new hires since the frst of the year. Credit Administration is without a doubt the
strongest it has ever been. We are also working diligently to identify our troubled assets and are working to mitigate
the problems associated with them. Pacifc State Bank has embarked on a new course whereby we will operate
more conservatively than we have in the past. We are currently evaluating every facet of our operation in order to
run as effciently as possible. We are unable to control what happens on Wall Street but we can control what we do
on a daily basis and we will rebound from the 2008 set back by being a stronger fnancial organization.

The Central Valley in general and the Stockton area in particular have been the source of much criticism from the
outside. Those of us that live in the Central Valley know that this area is a great place to call home. We just moved
our Downtown branch to East March Lane in a beautiful new facility. Pacifc State bank is very fortunate to have
a premier group of Shareholders, Directors, and Employees. It is with the strength of these people as well as the
people in our communities that we will move forward from these tough economic times.

Best Wishes
Harold Hand Rick D. Simas
Chairman of the Board of Directors President and C. E. O.
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PACIFIC STATE BANCORP AND SUBSIDIARY
CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY

For the Years Ended December 31, 2008, 2007 and 2006
(In thousands, except share amounts)

Balance, January 1, 2006 3,517,113 $ 7,556 $ 13912 § (95) $ 21,373
Net income 5,543 5,543
Net change in unrealized gains (losses) on

- - S 48 43
available-for-sale investment securities, net of tax
Stock-based compensation expense 229 229
Stock options exercised and related tax beneft (Note 11) 135,421 1,616 1,616
Proceeds from issuance of stock 13,434 250 250
Balance, December 31, 2006 3,665,968
Net income 4,549 4,549
Net change in unrealized gains (losses) on
available-for-sale investment securities, net of tax (339) 58]
Stock-based compensation expense 309 309
Stock options exercised and related tax beneft (Note 11) 41,730 458 458

Balance, December 31, 2007 3,707,698

Net loss (5,190) (5,190)

Net change in unrealized gains (losses) on available-

for-sale investment securities, net of tax (Note 3) (L,911) it
Stock-based compensation expense 270 270
Stock options exercised and related tax beneft (Note 11) 10,900 79 79

Balance, December 31, 2008 3,718,598 $ 10,767

The accompanying notes are an integral part of these consolidated financial statements

4 )
PACIFIC STATE BANCORP AND SUBSIDIARY
CONSOLIDATED STATEMENT OF COMPREHENSIVE (LOSS) INCOME
For the Years Ended December 31, 2008, 2007 and 2006
(In thousands)
2008 2007 2006
Net (loss) income $ (5,190) $ 4549  $ 5,543
Other comprehensive (loss) income:
Unrealized holding (losses) gains arising during the year, net of tax (2,912) (339) 48
Reclassifcation adjustment for unrealized loss and other than
temporary impairment charge included in net loss, net of tax 6,011 - -
Total comprehensive (loss) income $ (21,0000 $ 4,210 3 5,591
\ The accompanying notes are an integral part of these consolidated financial statements )
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PACIFIC STATE BANCORP AND SUBSIDIARY
CONSOLIDATED STATEMENT OF CASH FLOWS

For the Years Ended December 31, 2008, 2007 and 2006
(In thousands)

2008 2007 2006
Cash flows from operating activities:
Net (loss) income $ (5190) $ 4549 3 5,543
Provision for loan losses 7,001 1,425 360
Net decrease (increase) in deferred loan origination costs 65 (168) 173
Depreciation, amortization and accretion 503 93 404
Gain on sale of loans (188) (150) (294)
Loss on sale of premises or equipment - 57 -
Stock-based compensation expense 270 309 229
Tax beneft from exercise of stock options 4 (223) (736)
Company owned life insurance earnings (318) (246) (208)
Gain on death beneft from company owned life insurance (2,574) - -
Decrease (increase) in accrued interest receivable and other assets 402 (651) (392)
Loss on sale of securities 1,291 - -
Other than temporary impairment charge 8,923 - -
(Beneft) provision for deferred income taxes (5,301) (755) 12
(Decrease) increase in accrued interest
payable and other liabilities (2,028) 3,420 418
Net cash provided by operating activities 2,852 7,660 5,509
Cash flows from investing activities:
Decrease (increase) in interest bearing deposits at other banks 3,000 (3,000) -
Purchases of available-for-sale investment securities (48,361) (53,022) (12,257)
Proceeds from the sale of available-for-sale securities 13,635 - -
Proceeds from matured and called available-for-sale investment securities 22,735 33,805 16,364
Proceeds from principal rgpayments from available-for-sale government-guaranteed 1,261 1,068 799
mortgage-backed securities
Proceeds from principal repayments from held-to-maturity government-guarantee
o 26 5 23
mortgage-backed securities
Purchase of FRB and FHLB stock (14) (831) (180)
Net increase in loans (4,210) (22,247) (45,786)
Redemption (purchase) of company owned life insurance 4,166 (1,700) (1,460)
Purchases of premises and equipment (5,397) (3,082) (3,128)
Net cash used in investing activities (9,253) (48,984) (44,702)
Cash flows from financing activities:
Net increase (decrease) in demand, interest-bearing and savings deposits 7,746 (21,893) (12,262)
Net (decrease) increase in time deposits (8,587) 22,718 80,184
Proceeds from exercise of stock options 75 235 880
Excess tax beneft from exercise of stock options 4 223 736
Proceeds from stock issuance - - 250
Net increase in other borrowings - 35,100 900
Net cash (used in) provided by fnancing activities (762) 36,383 70,688
(Decrease) increase in cash and cash equivalents (7,163) (4,941) 31,495
Cash and cash equivalents at beginning of period 45,674 50,615 19,120
Cash and cash equivalents at end of period $ 38511 $ 45674 $ 50,615
Supplemental disclosure of cash flow information:
Cash paid during the year for:
Interest expense $ 12565 $ 13,048 $ 10475
Income taxes $ 9225 $ 2500 $ 3,805
Non-cash investing activities:
Net unrealized loss (gain) on available-for-sale investment securities $ 253 $ (565) $ 78

The accompanying notes are an integral part of these consolidated financial statements.
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. NATURE OF OPERATIONS

On June 24, 2002, Pacifc State Bancorp (“Bancorp”) commenced op-
erations as a bank holding company by acquiring all of the outstanding
shares of Pacifc State Bank (“Bank”) in a one bank holding company
reorganization. This corporate structure gives Bancorp and the Bank
greater fexibility in terms of operation, expansion, and diversifcation.

Pacifc State Bancorp’s subsidiaries include the Bank, Pacifc State
Statutory Trust Il and Pacifc State Statutory Trust Ill. Pacifc State
Statutory Trust Il and Pacifc State Statutory Trust Il are unconsolidat-
ed Delaware statutory business trusts formed in March 2004 and June
2007, respectively, for the exclusive purpose of issuing and selling trust
preferred securities and holding subordinated debentures issued by
Bancorp. The proceeds from the issuance of subordinated debentures

in 2004 were utilized by Bancorp to provide capital to the Bank and for
general corporate purposes. The proceeds from the issuance of subor-
dinated debenture in 2007 were utilized to retire subordinated deben-
tures issued in 2002.

The Bank commenced operations in 1987 and is a California state-
chartered member bank of the Federal Reserve System. The Bank
operates nine branches in California, including two branches in
Stockton and branches in Modesto, Groveland, Arnold, Angels Camp,
Tracy, Lodi and Hayward. The Bank's primary source of revenue is pro-
viding loans to customers who are predominately small and middle-
market businesses and individuals.

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting and reporting policies of Pacifc State Bancorp and its subsidiary (collectively, the “Company”) conform with accounting principles
generally accepted in the United States and prevailing practice within the banking industry. The more signifcant of these policies applied in the
preparation of the accompanying consolidated fnancial statements are discussed below.

Principles of Consolidation

The accompanying consolidated fnancial statements include the ac-
counts of the Company and its wholly-owned subsidiary, Pacifc State
Bank. Signifcant intercompany transactions and balances have been
eliminated in consolidation. For fnancial reporting purposes, the
Company's investment in Pacifc State Statutory Trusts Il and Il
(“Trusts”) are accounted for under the equity method and are included
in accrued interest receivable and other assets in the consolidated bal-
ance sheet. The subordinated debentures issued and guaranteed by
the Company and held by the Trusts are included as subordinated de-
bentures in the consolidated balance sheet.

Segment Information

Management has determined that because all of the banking products
and services offered by the Company are available in each branch of
the Bank, all branches are located within the same economic environ-
ment and management does not allocate resources based on the per-
formance of different lending or transaction activities, it is appropriate to
aggregate the Bank branches and report them as a single operating
segment. No customer accounts for more than 10 percent of revenues
for the Company or the Bank.

Use of Estimates

The preparation of fnancial statements in conformity with accounting
principles generally accepted in the United States of America requires
management to make estimates and assumptions. These estimates
and assumptions affect the reported amounts of assets and liabilities at
the date of the fnancial statements and the reported amounts of reve-
nues and expenses during the reporting period. Actual results could
differ from these estimates.

Reclassifications
Certain reclassifcations have been made to prior years’ balances to
conform to classifcations used in 2008.

Cash and Cash Equivalents

For the purpose of the statement of cash fows, cash, due from banks
and Federal funds sold are considered to be cash equivalents.
Generally, Federal funds are sold for one-day periods.

Investment Securities
Investment securities are classifed into the following categories:

+ Available-for-sale securities, reported at fair value, with unrealized
gains and losses excluded from earnings and reported, net of taxes,
as accumulated other comprehensive income (loss) within share-
holders’ equity.

* Held-to-maturity securities, which management has the positive in-
tent and ability to hold to maturity, reported at amortized cost, ad-
justed for the accretion of discounts and amortization of premiums.

Management determines the appropriate classifcation of its invest-
ments at the time of purchase and may only change the classifcation
in certain limited circumstances. The Company did not have any invest-
ments classifed as trading at December 31, 2008 or 2007. All transfers
between categories are accounted for at fair value. There were no
transfers between categories in 2008 or 2007.

Gains or losses on the sale of investment securities are computed on
the specifc identifcation method. Interest earned on investment securi-
ties is reported in interest income, net of applicable adjustments for
accretion of discounts and amortization of premiums.

Investment securities are evaluated for impairment on at least a quar-
terly basis and more frequently when economic or market conditions
warrant such an evaluation to determine whether a decline in their val-
ue is other than temporary. Management utilizes criteria such as the
magnitude and duration of the decline and the intent and ability of the
Company to retain its investment in the securities for a period of time
suffcient to allow for an anticipated recovery in fair value, in addition to
the reasons underlying the decline, to determine whether the loss in
value is other than temporary. The term “other than temporary” is not
intended to indicate that the decline is permanent, but indicates that the
prospects for a near-term recovery of value is not necessarily favor-
able, or that there is a lack of evidence to support a realizable value
equal to or greater than the carrying value of the investment. Once a
decline in value is determined to be other than temporary, the value of
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

the security is reduced and a corresponding charge to earnings is rec-
ognized.

As a member of the Federal Reserve System, the Federal Home Loan
Bank System and the Farmer Mac Home Administration System, the
Bank is required to maintain an investment in restricted capital stock of
each system. These investments are carried at cost and are redeem-
able at par and are included in accrued interest receivable and other
assets in the consolidated balance sheet.

Loans

Loans are stated at principal balances outstanding. Interest is accrued
daily based upon outstanding loan balances. However, when, in the
opinion of management, loans are considered to be impaired and the
future collectability of interest and principal is in serious doubt, loans
are placed on nonaccrual status and the accrual of interest income is
suspended. Any interest accrued but unpaid is charged against in-
come. Payments received are applied to reduce principal to the extent
necessary to ensure collection. Subsequent payments on these loans,
or payments received on nonaccrual loans for which the ultimate col-
lectability of principal is not in doubt, are applied frst to earned but un-
paid interest and then to principal.

An impaired loan is measured based on the present value of expected
future cash fows discounted at the loan’s effective interest rate or, as a
practical matter, at the loan’s observable market price or the fair value
of collateral if the loan is collateral dependent. A loan is considered
impaired when, based on current information and events, it is probable
that the Company will be unable to collect all amounts due (including
both principal and interest) in accordance with the contractual terms of
the loan agreement. Interest income on impaired loans, if appropriate,
is recognized on a cash basis.

Loan origination fees, commitment fees, direct loan origination costs
and purchase premiums and discounts on loans are deferred and rec-
ognized as an adjustment of yield, and amortized to interest income
over the contractual term of the loan. The unamortized balance of de-
ferred fees and costs is reported as a component of net loans.

The Company may purchase loans or acquire loans through a business
combination for which differences exist between the contractual cash
fows and the cash fows expected to be collected due, at least in part,
to credit quality. When the Company acquires such loans, the yield that
may be accreted (accretable yield) is limited to the excess of the
Company's estimate of undiscounted cash fows expected to be col-
lected over the Company’s initial investment in the loan. The excess of
contractual cash fows over cash fows expected to be collected may
not be recognized as an adjustment to yield, loss, or a valuation allow-
ance. Subsequent increases in cash fows expected to be collected
generally should be recognized prospectively through adjustment of
the loan’s yield over its remaining life. Decreases in cash fows ex-
pected to be collected should be recognized as an impairment. The
Company may not “carry over” or create a valuation allowance in the
initial accounting for loans acquired under these circumstances. At
December 31, 2008 and 2007, there were no such loans being ac-
counted for under this policy.

Loan Sales and Servicing

The Company accounts for the transfer and servicing of fnancial as-
sets based on the fnancial and servicing assets it controls and liabili-
ties it has incurred, derecognizes fnancial assets when control has
been surrendered and derecognizes liabilities when extinguished.

Government Guaranteed Loans - Included in the loan portfolio are
loans which are 75% to 90% guaranteed by the Small Business
Administration (SBA), Farmer Mac and USDA Business and Industry.
The guaranteed portion of these loans may be sold to a third party, with
the Company retaining the unguaranteed portion. The Company gener-
ally receives a premium in excess of the adjusted carrying value of the
loan at the time of sale. The Company may be required to refund a por-
tion of the sales premium if the borrower defaults or prepays within
ninety days of the settlement date. At December 31, 2008, there were
no premiums subject to these recourse provisions.

The Company’s investment in the loan is allocated between the re-
tained portion of the loan, the servicing asset (liability) and the sold
portion of the loan based on their relative fair values on the date the
loan is sold. The gain on the sold portion of the loan is recognized as
income at the time of sale. The carrying value of the retained portion of
the loan is discounted based on the estimated value of a comparable
non-guaranteed loan. The servicing asset (liability) is recognized and
amortized over the estimated life of the related loan. Signifcant future
prepayments of these loans will result in the recognition of additional
amortization of related servicing assets (liabilities).

The Company serviced government-guaranteed loans for others total-
ing $53,112,000 and $47,714,000 as of December 31, 2008 and 2007,
respectively.

Servicing Rights - Servicing rights acquired through 1) a purchase or
2) the origination of loans which are sold with servicing rights retained
are recognized as separate assets or liabilities. Servicing assets or li-
abilities are recorded at the difference between the contractual servic-
ing fees and adequate compensation for performing the servicing, and
are subsequently amortized in proportion to and over the period of the
related net servicing income or expense. Servicing assets are periodi-
cally evaluated for impairment. Servicing rights were not signifcant at
December 31, 2008 and 2007.

Allowance for Loan Losses - The allowance for loan losses is main-
tained to provide for losses related to impaired loans and other losses
that can be expected to occur in the normal course of business. The
determination of the allowance is based on estimates made by man-
agement, to include consideration of the character of the loan portfolio,
specifcally identifed problem loans, potential losses inherent in the
portfolio taken as whole and economic conditions in the Company’s
service area.

Classifed loans and loans determined to be impaired are individually
evaluated by management for specifc risk of loss. In addition, reserve
factors are assigned to currently performing loans based on manage-
ment's assessment of the following for each identifed loan type: (1)
inherent credit risk, (2) historical losses and, (3) where the Company
has not experienced losses, the loss experience of peer banks. These
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

estimates are particularly susceptible to changes in the economic envi-
ronment and market conditions.

The Bank's Loan Committee reviews the adequacy of the allowance for
loan losses at least quarterly, to include consideration of the relative risks
in the portfolio and current economic conditions and other factors. The
allowance is adjusted based on that review f, in the judgment of the Loan
Committee and management, changes are warranted.

This allowance is established through a provision for loan losses which
is charged to expense. Additions to the allowance are expected to
maintain the adequacy of the total allowance after net charge-offs and
loan growth. The allowance for loan losses at December 31, 2008 and
2007, respectively, refects management’s estimate of probable losses
in the portfolio.

Allowance for Losses Related to Undisbursed Loan and Lease
Commitments - The Bank maintains a separate allowance for losses
related to undisbursed loan and lease commitments. Management es-
timates the amount of probable losses by applying the loss factors used
in the allowance for loan and lease loss methodology to an estimate of
the expected usage of undisbursed commitments for each loan or
lease type. The allowance totaled $222,000 at December 31, 2008 and
2007, and is included in accrued interest payable and other liabilities on
the consolidated balance sheet.

Other Real Estate

Other real estate includes real estate acquired in full or partial settle-
ment of loan obligations. When property is acquired, any excess of the
Company’s recorded investment in the loan balance and accrued inter-
est income over the estimated fair market value of the property, net of
estimated selling costs, is charged against the allowance for loan loss-
es. A valuation allowance for losses on other real estate is maintained
to provide for temporary declines in value. The allowance is established
through a provision for losses on other real estate which is included in
other expenses. Subsequent gains or losses on sales or writedowns
resulting from permanent impairments are recorded in other income or
expenses as incurred. At December 31, 2008 the Company has
$2,029,000 in other real estate and no other real estate at December
31, 2007.

Premises and Equipment

Premises and equipment are carried at cost. Depreciation is deter-
mined using the straight-line method over the estimated useful lives of
the related assets. The useful lives of premises are estimated to be ten
to thirty-nine years. The useful lives of furniture, fxtures and equipment
are estimated to be three to ffteen years. Leasehold improvements are
amortized over the life of the asset or the life of the related lease,
whichever is shorter. When assets are sold or otherwise disposed of,
the cost and related accumulated depreciation and amortization are
removed from the accounts, and any resulting gain or loss is recog-
nized in income for the period. The cost of maintenance and repairs is
charged to expense as incurred.

The Company evaluates premises and equipment for fnancial impair-
ment as events or changes in circumstances indicate that the carrying
amount of such assets may not be fully recoverable.

Goodwill and Intangible Assets

As a result of the Company’s 2002 acquisition of the Stockton branch
of California Bank & Trust, the Company recognized a core deposit in-
tangible asset of $448,000 and goodwill of $718,000. The valuation of
the core deposit intangible was based on the estimated fair value of
deposits acquired and is amortized over a period of ten years. The cur-
rent balance of the core deposit intangible of $27,000 is included in
accrued interest receivable and other assets in the consolidated bal-
ance sheet. Goodwill is not amortized, but is measured along with the
core deposit intangible for impairment. At December 31, 2008 and
2007, no impairment of the core deposit intangible or goodwill has been
recognized in the Company's consolidated fnancial statements.

Income Taxes

The Company fles its income taxes on a consolidated basis with its
subsidiary. The allocation of income tax expense (beneft) represents
each entity’s proportionate share of the consolidated provision for in-
come taxes.

Deferred tax assets and liabilities are recognized for the tax conse-
quences of temporary differences between the reported amounts of
assets and liabilities and their tax basis. Deferred tax assets and liabili-
ties are adjusted for the effects of changes in tax laws and rates on the
date of enactment. On the consolidated balance sheet, net deferred tax
assets are included in accrued interest receivable and other assets.

On January 1, 2007, the Company adopted Financial Accounting
Standards Board (“FASB") Interpretation No. 48, Accounting for
Uncertainty in Income Taxes (“FIN 48”). FIN 48 clarifes the accounting
for uncertainty in income taxes recognized in an enterprise’s fnancial
statements in accordance with FASB Statement No. 109, Accounting
for Income Taxes. FIN 48 prescribes a recognition threshold and mea-
surement standard for the fnancial statement recognition and mea-
surement of an income tax position taken or expected to be taken in a
tax return. In addition, FIN 48 provides guidance on derecognition,
classifcation, interest and penalties, accounting in interim periods, dis-
closure and transition.

The provisions of FIN 48 have been applied to all tax positions of the
Company as of January 1, 2007. Only tax positions that met the more-
likely-than-not recognition threshold on January 1, 2007 were recog-
nized or continue to be recognized. The Company previously recog-
nized income tax positions based on management's estimate of wheth-
er it was reasonably possible that a liability has been incurred for unrec-
ognized income tax benefts by applying FASB Statement No. 5,
Accounting for Contingencies. The adoption of FIN 48 did not have a
material impact on the Company’s fnancial position, results of opera-
tions or cash fows.

The Company recognizes interest accrued and penalties related to un-
recognized tax benefts, if any, in tax expense.

Earnings (LOSS) Per Share

Basic earnings (loss) per share (EPS), which excludes dilution, is com-
puted by dividing income available to common shareholders by the
weighted-average number of common shares outstanding for the peri-
od. Diluted EPS refects the potential dilution that could occur if securi-
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

ties or other contracts to issue common stock, such as stock options,
result in the issuance of common stock which shares in the earnings of
the Company. The Company had a net loss for 2008, therefore all stock
options are antidilutive. All data with respect to computing earnings per
share are retroactively adjusted to refect stock splits and dividends and
the treasury stock method is applied to determine the dilutive effect of
stock options in computing diluted EPS.

Stock-Based Compensation

At December 31, 2008, the Company had one shareholder approved
stock-based compensation plan which is described more fully in
Note 11. The Company accounts for its stock based compensation plan
in accordance with FASB Statement No. 123(R), Share-Based Payment
(SFAS 123(R)), using the modifed prospective transition method.
Under that transition method, compensation cost recognized in fscal
years 2006, 2007 and 2008 includes: (a) compensation cost for all
share-based payments vesting during 2006, 2007 and 2008 that were
granted prior to, but not yet vested as of January 1, 2006, based on the
grant-date fair value estimated in accordance with the original provi-
sions of SFAS 123, and (b) compensation cost for all share-based pay-
ments vesting during 2006, 2007 and 2008 that were granted subse-
quent to January 1, 2006, based on the grant-date fair value estimated
in accordance with the provisions of SFAS 123(R). For further informa-
tion on grants and vesting please refer to Note 11. The Company ap-
plied the alternative transition method in calculating its pool of excess
tax benefts available to absorb future tax defciencies as provided by
FSP FAS 123(R)-3, Transition Election Related to Accounting for the
Tax Effects of Share-Based Payment Awards. Compensation cost is
recognized net of estimated forfeitures. Results for prior periods have
not been restated.

New Financial Accounting Standards

As a result of applying SFAS 123(R), the Company recorded an ex-
pense of $270,000 or $203,000 after tax in 2008, $309,000 or $239,000
after tax in 2007, and $229,000 or $133,000 after tax in 2006.

Determining Fair Value - The Company bases the fair value of the
options previously granted on the date of grant using a Black-Scholes-
Merton option pricing model that uses assumptions based on expected
option life, the level of expected stock volatility and the risk-free interest
rate. Stock volatility is based on the historical volatility of the Company’s
stock. The risk-free rate is based on the U.S. Treasury yield curve and
the expected term of the options. The expected term of the options
represents the period that the Company’s share-based awards are ex-
pected to be outstanding based on the terms of the optionee’s employ-
ment agreement and position within the Company, previous option ac-
tivity, the number of shares currently owned and the expected time of
when those options would be exercised. The Company has not paid
cash dividends. The Company estimates the forfeiture rate in calculat-
ing the compensation expense to be insignifcant. The Company did
not grant any stock options in 2008. In 2007 the Company granted
30,000 stock options using a risk free rate of 4.98%, volatility rate of
34.79% and forfeiture rate of 2%. This resulted in a fair market value
under the Black-Scholes-Merton model of $9.22 per option.

Transaction Account Guarantee Program

The Bank is participating in the FDIC's Transaction Account Guarantee
Program. Under this program, through December 31, 2009, all non inter-
est-bearing transaction accounts are fully guaranteed by the FDIC for
the entire amount in the account and the Bank is assessed an annual
fee of 10 basis points for all deposit amounts exceeding the existing
deposit insurance limit of $250,000. Coverage under the Transaction
Account Guarantee Program is in addition to and separate from the
coverage available under the FDIC's general deposit insurance rules.

Fair Value Measurements

In September 2006, the FASB issued SFAS No. 157, Fair Value
Measurements, which defnes and establishes a framework for mea-
suring fair value used in FASB pronouncements issued by FASB that
require or permit fair value measurement. This statement expands dis-
closures using fair value to measure assets and liabilities in interim and
annual periods subsequent to the period of initial recognition. SFAS
No. 157 is effective for fnancial statements issued for fscal years be-
ginning after November 15, 2007, and interim periods within those
years. Management adopted this statement on January 1, 2008. The
impact of adoption was not material to the Company’s fnancial condi-
tion or results of operations. See Note 16 — Fair Value Measurements.

Determining the Fair Value of a

Financial Asset When the Market

for That Asset Is Not Active

In October 2008, the Financial Accounting Standards Board (FASB)
issued FASB Staff Position (FSP) Financial Accounting Standard 157-
3, Determining the Fair Value of a Financial Asset When the Market for
That Asset Is Not Active. The FSP clarifes the application of FASB
Statement No. 157, Fair Value Measurements and provides an exam-

ple to illustrate key considerations in determining the fair value of a f-
nancial asset when the market for that fnancial asset is not active. The
FSP was effective immediately, and includes prior period fnancial
statements that have not yet been issued. The Company is subject to
the provisions of the FSP effective immediately; however, the impact of
FSP 157-3 was not material to the Company’s fnancial condition or
results of operations.

The Fair Value Option for Financial

Assets and Financial Liabilities

In February 2007, the FASB issued Statement of Financial Accounting
Standards No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities (SFAS No. 159), including an amendment of FASB
Statement No. 115. SFAS No.159 permits fair value accounting to be
irrevocably elected for certain fnancial assets and liabilities on an indi-
vidual contract basis at the time of acquisition or at a remeasurement
event date. Upon adoption of SFAS No. 159, fair value accounting may
also be elected for existing fnancial assets and liabilities. For those
instruments for which fair value accounting is elected, changes in fair
value will be recognized in earnings and fees and costs associated with
origination or acquisition will be recognized as incurred rather than de-
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

ferred. The Company adopted SFAS No. 159 on January 1, 2008, but
did not elect the fair value option for any assets or liabilities either exist-
ing at the time of adoption or acquired thereafter for the year ended
December 31, 2008.

Business Combinations

In December 2007, the FASB issued Statement of Financial Accounting
Standards No. 141 (revised 2007), Business Combinations (SFAS No.
141(R). SFAS No. 141(R), among other things, establishes principles
and requirements for how the acquirer in a business combination
(i) recognizes and measures in its fhancial statements the identifable
assets acquired, the liabilities assumed, and any noncontrolling interest
in the acquired business, (i) recognizes and measures the goodwill
acquired in the business combination or a gain from a bargain pur-
chase, and (iii) determines what information to disclose to enable users
of the fnancial statements to evaluate the nature and fnancial effects
of the business combination. The Company is required to adopt SFAS
No. 141(R) for all business combinations for which the acquisition date
is on or after January 1, 2009. Earlier adoption is prohibited. This
Standard will change the Company’s accounting treatment for business
combinations on a prospective basis.

Noncontrolling Interests in

Consolidated Financial Statements

In December 2007, the FASB issued Statement of Financial Accounting
Standards No. 160, Noncontrolling Interests in Consolidated Financial
Statements, an Amendment of ARB No. 51 (SFAS No. 160). SFAS No.
160 establishes accounting and reporting standards for noncontrolling
interests in a subsidiary and for the deconsolidation of a subsidiary.
Minority interests will be recharacterized as noncontrolling interests
and classifed as a component of equity. It also establishes a single
method of accounting for changes in a parent’s ownership interest in a
subsidiary and requires expanded disclosures. This statement is effec-
tive for fscal years beginning on or after December 15, 2008, with
early adoption prohibited. The Company does not expect the adoption
of this Statement will have a material impact on its fnancial position,
results of operations or cash fows.

Disclosures about Derivative
Instruments and Hedging Activities

In March 2008, the FASB issued Statement of Financial Accounting
Standards No. 161, Disclosures about Derivative Instruments and
Hedging Activities (SFAS No. 161). This statement requires enhanced
disclosures to enable investors to better understand the effects of
derivative instruments and hedging activities on an entity’s fnancial
position, fnancial performance, and cash fows, by requiring disclosure
of the fair value of derivative instruments and their gains and losses
in a tabular format. It also provides more information about an entity’s
liquidity by requiring disclosure of derivative features that are related
to credit risk. It requires cross-referencing within footnotes to enable
fnancial statement users to locate important information about
derivative instruments. SFAS No. 161 is effective for fscal years
and interim periods beginning after November 15, 2008, with early
application encouraged. Management does not expect the adoption
of this Statement will have a material impact on its fnancial position,
results of operations or cash fows.

The Hierarchy of Generally Accepted
Accounting Principles

In May 2008, the FASB issued Statement of Financial Accounting
Standards No. 162, The Hierarchy of Generally Accepted Accounting
Principles (SFAS No. 162). This standard identifes a consistent frame-
work, or hierarchy, for selecting accounting principles to be used in
preparing fnancial statements that are presented in conformity with
U.S. generally accepted accounting principles (GAAP) for nongovern-
mental entities. It establishes that the GAAP hierarchy should be di-
rected to entities because it is the entity (not the auditor) that is respon-
sible for selecting accounting principles for fnancial statements that are
presented in conformity with GAAP. SFAS No. 162 is effective
November 15, 2008 and there was no effect on the Company’s con-
solidated fnancial statements upon adoption.
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3. INVESTMENT SECURITIES

The amortized cost and estimated fair value of investment securities at December 31, 2008 and 2007 consisted of the following:

Available-for-Sale (AFS)
Table 1: 2008 AFS Securities

Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
Debt securities: (In thousands)

U.S. Treasury securities $ 9,937 $ 240 $ - % 10,177
Obligations of states and political sub-divisions 3,154 1 (130) 3,035
Mortgage-backed securities 22,355 318 2 22,671
Corporate bonds 8,143 4 (4,338) 3,809
$ 43,589 $ 573 $ (4,470 $ 39,692

Net unrealized losses on available-for-sale investment securities total-
ing $2,297,000 were recorded, net of $1,600,000 in tax beneft, as ac-
cumulated other comprehensive loss within shareholders’ equity at
December 31, 2008. The Company realized losses of $7,789,000 on
sales and calls of securities in 2008. The $7,789,000 included realized
losses on an other than temporary charge of $6,498,000 in the third
quarter of 2008 related to Fannie Mae and Freddie Mac preferred
stock. The Company subsequently sold the preferred stock in the fourth
quarter of 2008, realizing an additional loss of $345,000. The Company

Table 2: 2007 AFS Securities

recorded another other than temporary impairment charge of
$2,425,000 on a single issue trust preferred debenture in the fourth
quarter of 2008 which has not been sold and realized losses on other
securities totaling $946,000 in the fourth quarter of 2008. $6,011,000,
net of tax beneft of $4,203,000, of unrealized losses was reclassifed
from accumulated other comprehensive income to loss on sale of secu-
rities and other than temporary impairment charge on the consolidated
statement of operations at the time the losses were realized or deter-
mined to be other than temporarily impaired.

Gross Unrealized Gross Unrealized Estimated Fair

Amortized Cost Gains Losses Value
Debt securities: (In thousands)

U.S. Treasury securities $ 17424  $ 58  $ - $ 17,482
U.S. Government agencies 2,946 4 (15) 2,935
Obligations of states and political sub-divisions 3,059 102 3,161
Mortgage-backed securities 8,754 47 (677) 8,124
Corporate bonds 9,755 (163) 9,592

$ 41938 3% 211 $ (855) % 41,294

Net unrealized losses on available-for-sale investment securities total-
ing $644,000 were recorded, net of $258,000 in tax beneft, as accumu-
lated other comprehensive loss within shareholders’ equity at December

Held-to-Maturity (HTM)

31, 2007. There were no proceeds or gross realized gains or losses
from the sale or call of available-for-sale investment securities for the
year ended December 31, 2007.

Table 3: 2008 HTM Securities

Amortized Cost

Debt securities:
Mortgage-backed securities $

Estimated Fair
Value

Gross Unrealized
Losses

Gross Unrealized
Gains

(In thousands)

46 $ - $ - $ 46

Table 4: 2007 HTM Securities

Amortized Cost

Debt securities:
Mortgage-backed securities $

Gross Unrealized
Losses

(In thousands)

58 § - $ - $ 58

Gross Unrealized

Gains Estimated Fair Value

There were no sales or transfers of held-to-maturity investment securities during the years ended December 31, 2008, 2007 and 2006.
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3. INVESTMENT SECURITIES (continued)

Investment securities with unrealized losses at December 31, 2008 and 2007 are summarized and classifed according to the duration of the loss

period as follows:

Table 5: 2008 Unrealized Security Losses on AFS

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities: (In thousands)
Obligations of states
and political sub-divisions $ 135 $ (130) % $ $ 1325 % (130)
Mortgage-backed securities 10 @) 433 1) 443 2
Corporate bonds - 2,726 (4,338) 3,226 (4,338)
$ 1335 $ (131) $ 3159 $ (4,339) $ 4994 3 (4,470)
Table 6: 2007 Unrealized Security Losses on AFS
Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities: (In thousands)
U.S. Government Agencies $ 293 % ) $ 884 $ | $ 1,877 $ (15)
Mortgage-backed securities 5,393 (664) 880 (13) 6,273 (677)
Corporate bonds 2,080 (79) 930 (84) 3,010 (163)
$ 8,466 $ (750) $ 2694 3 (105) $ 11,160 $ (855)

U.S. Government Agency Securities - At December 31, 2008, the
Company did not own U.S. Government Agency Securities. At
December 31, 2007, the Company held 5 U.S. Government Agency
Securities of which 1 was in a loss position for less than twelve months
and 3 were in a loss position and had been in a loss position for twelve
months or more. Management believes the unrealized losses on the
Company’s investments in U.S. Government Agency Securities were
caused by interest rate increases and is not attributable to changes in
credit quality. Because the decline in market value is attributable to
changes in interest rates and not credit quality, and because the
Company has the ability and intent to hold these investments until a
recovery of fair value, which may be maturity, the Company does not
consider these investments to be other-than-temporarily impaired at
December 31, 2007.

Obligations of states and political sub-divisions - At December 31,
2008, the Company held 10 municipal debt securities, of which 3 were
in an unrealized loss position. Management believes the unrealized
losses on the Company’s investments in municipal bonds were caused
by market conditions and is not attributable to changes in credit quality.
Because the decline in market value is attributable to changes in mar-
ket conditions and not credit quality, and because the Company has the
ability and intent to hold these investments until a recovery of fair value,
which may be maturity, the Company does not consider these invest-
ments to be other-than-temporarily impaired at December 31, 2008.

Mortgage-Backed Securities - At December 31, 2008, the Company
held 16 mortgage-backed investment securities of which 4 were in a
loss position for less than twelve months and none of the securities
were in a loss position for twelve months or more. Management be-
lieves that the unrealized losses on the Company’s investments in
mortgage-backed investment securities were caused by market condi-
tions and is not attributable to changes in credit quality. The contractual
cash fows of those investments are guaranteed by an agency of the
U.S. government. Because the decline in market value is attributable to
changes in market conditions and not credit quality, and because the
Company has the ability and intent to hold those investments until a
recovery of fair value, which may be maturity, the Company does not
consider those investments to be other-than-temporarily impaired at
December 31, 2008.

At December 31, 2007, the Company held 9 mortgage-backed invest-
ment securities of which 4 were in a loss position for less than twelve
months and 1 was in a loss position and had been in a loss position for
twelve months or more. Management believes that the unrealized loss-
es on the Company'’s investments in mortgage-backed investment se-
curities were caused by interest rate increases and is not attributable to
changes in credit quality. The contractual cash fows of those invest-
ments are guaranteed by an agency of the U.S. government. Because
the decline in market value is attributable to changes in interest rates
and not credit quality, and because the Company has the ability and
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3. INVESTMENT SECURITIES (continued)

intent to hold those investments until a recovery of fair value, which
may be maturity, the Company does not consider those investments to
be other-than-temporarily impaired at December 31, 2007.

Corporate Bonds - At December 31, 2008, the Company held 9 corpo-
rate debt securities, of which 7 were in an unrealized loss position.
Management believes the unrealized losses on the Company's invest-
ments in corporate bonds were caused by the demand for these par-
ticular securities declining throughout the year but because the
Company has the ability and intent to hold these investments until a
recovery of fair value, which may be maturity, the Company does not
consider these investments to be other-than-temporarily impaired at
December 31, 2008, with exception of the investment discussed below.

At December 31, 2008, the Company’s investment securities included
$2,500,000 of trust preferred debentures issued by Temecula Valley

Bancorp, Inc. Due to Temecula Valley Bancorp’s recent announcement
of deferring interest payments on this security and the subsequent de-
cline in price of the security, the Company recorded an other than tem-
porary impairment write down of $2,425,000 as of December 31, 2008.

At December 31, 2007, the Company held 6 corporate debt securities,
of which 4 were in an unrealized loss position. Management believes
the unrealized losses on the Company's investments in corporate
bonds were caused by interest rate increases and is not attributable to
changes in credit quality. Because the decline in market value is at-
tributable to changes in interest rates and not credit quality, and be-
cause the Company has the ability and intent to hold these investments
until a recovery of fair value, which may be maturity, the Company does
not consider these investments to be other-than-temporarily impaired
at December 31, 2007.

The amortized cost and estimated fair value of investment securities at December 31, 2008 by contractual maturity are shown below. Expected
maturities will differ from contractual maturities because the issuers of the securities may have the right to call or prepay obligations with or without

call or prepayment penalties.

Table 7: Security Maturity Schedule

Available-for-Sale Held-to-Maturity

Estimated Estimated
Amortized Cost Fair Value Amortized Cost Fair Value
(In thousands)
Within one year $ 5138 $ 5234 % - $
After one year through fve years 5,004 5,151 -
After fve years through ten years 187 187 -
After ten years 10,905 6,449 -
21,234 17,021 -
Investment securities not due at a single maturity date:
Mortgage-backed securities 22,355 22,671 46 46
$ 43589 $ 39692 $ 46 $ 46

Investment securities with amortized costs totaling $21,566,000 and $20,942,000 and estimated market values totaling $21,044,000 and
$20,984,000 were pledged to secure treasury tax and loan accounts, public deposits and Federal Reserve Bank advances at December 31, 2008
and 2007, respectively. Certain other investment securities are pledged to secure borrowings with the Federal Home Loan Bank (see Note 7).
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PACIFIC STATE BANCORP AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 4. LOANS AND ALLOWANCE FOR LOAN LOSSES

There were eleven loans on nonaccrual sta-
tus in the amount of $23,560,000 as of

Outstanding loans are summarized below:

Table 8: Loans Outstanding by Category December 31,

December 31, 2008. The Company record- S T
ed an allowance of $2,212,000 related to the
loans on nonaccrual status. There was one , (imjthedsahes)
loan on nonaccrual status in the amount of ~ Commercial $ 81,284 $ 83,012
$432,000 as of December 31, 2007. There ~ Agricultural 13,153 12,646
were no loans considered impaired at Real estate - commercial mortgage 135,013 121,157
December 31, 2006. The Company did not ~ Real estate - construction 64,762 80,168
recognize any interest income on impaired  Installment 13,609 15,215
or nonaccrual loans during 2008, 2007 and  Gross loans 307,821 312,198
2006. Deferred loan origination costs, net 143 208

. . Allowance for loan losses (6,019) (3,948)
The average outstanding balance of im-
paired loans for the years ended Netloans 3 301945 $ 308,458
December 31, 2008, 2007 and 2006 was
$9,591,000, $36,000 and $0, respectively.  Changes in the allowance for loan losses were as follows:
The interest foregone on nonaccrual loans ~ Table 9: Changes in Allowance for Loan Losses Year Ended December 31
was $736,000 at December 31, 2008. The 2008 2007 2006

interest foregone on nonaccrual loans was
not signifcant at December 31, 2007 and
2006.

Salaries and employee benefts totaling
$954,000, $1,006,000 and $227,000 have
been deferred as loan origination costs for
the years ended December 31, 2008, 2007
and 2006, respectively.

Recoveries

Balance, end of year

Balance, beginning of year
Provision charged to operations
Losses charged to allowance

(In thousands)

$ 3948 $ 2478 $ 2,356

7,001 1,425 360
(5,868) (161) (24)
938 206 1
Reclassifcation of reserve for unfunded commitments - (215)

$ 6019 $ 3948 $ 2478

NOTE 5. PREMISES AND EQUIPMENT

Premises and equipment consisted of the following:

Table 10: Premises and Equipment

2008 2007
(In thousands)
Land $ 4,955 $ 4,956
Buildings and improvements 6,326 5,987
Furniture, fxtures and equipment 5,159 4,525
Leasehold improvements 1,807 1,807
Construction in progress 4,172 1,879
Total gross premises and equipment 22,419 19,154
Less accumulated depreciation and amortization (5,608) (4,885)
Total premises and equipment $ 16,811 $ 14,269

Depreciation and amortization included in occupancy, furniture and equipment expense totaled $826,000, $745,000, and $682,000 for the years

ended December 31, 2008, 2007 and 2006, respectively.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 6. INTEREST-BEARING DEPOSITS

Interest-bearing deposits consisted of the following:

Table 11: Interest Bearing Deposits

Aggregate annual maturities of time deposits are as
follows:

Table 12: Time Deposit Maturity Schedule

December 31
Year Ending
2008 2007 December 31, 2008

(In thousands) (In thousands)
Savings $ 8920 $ 5154 2009 $ 171,554
Money market 55,294 54,411 2010 7,764
NOW accounts 18,390 18,096 2011 2,869
Time deposits, $100,000 or more 106,018 127,731 2012 5,345
Time deposits under $100,000 82,484 69,358 2013 970
Total interest bearing deposits $ 271,106 $ 274,750 Total time deposits $ 188,502

Interest expense recognized on interest-bearing deposits consisted of the following:
Table 13: Deposit Interest Expense

(In thousands)

Savings
Money market
NOW accounts

Time deposits, $100,000 or more
Time deposits under $100,000

Total deposit interest expense

NOTE 7. OTHER BORROWINGS

The Company has unsecured short-term borrowing arrangements totaling $26,000,000 with four of its correspondent banks. There were no bor-
rowings outstanding under these arrangements at December 31, 2008 and 2007.

December 31
2008 2007 2006

$ 42 % 46 $ 56
1,386 1,985 2,122

232 246 315

5,069 6,657 3,906

3,696 3,910 1,703

$ 10425 $ 12844 § 8,102

The Company has a borrowing ar-

Loan Bank of San Francisco (FHLB)
which allow the Company to borrow on
either a short-term or long-term basis
up to approximately $93,112,000 and

$77,886,000 as of December 31, 2008 Balance

and 2007, respectively, based on spe- $
cifc percentages of the collateral
pledged. For the years ended
December 31, 2008 and 2007, various
mortgage loans secured a borrowing
capacity of  $85571,000 and
$71,741,000 and investment securities
secured  borrowing  capacity  of
$7,541,000 and $6,145,000, respec-
tively. The Bank had an outstanding
letter of credit with the Federal Home $
Loan Bank in the amount of
$26,282,000 at December 31, 2008. \_

~N
rangement with the Federal Home |  Advances from the FHLB at December 31, 2008 and 2007 consisted of the following:
Table 14: FHLB Advances (Dollars in thousands)
December 31
2008 2007
Rate Maturity Date Balance Rate Maturity Date

10,000  3.00% July 2, 2009 $ 35,000 3.80% January 2, 2008

1,000 1.27% December 15, 2009 2,500 4.41% December 17, 2012

10,000  3.22% January 4, 2010 2,500 4.28% December 18, 2012

15,000  3.33% August 23,2010 $ 40,000

1,000 220% December 15, 2010

1,000 2.61% December 15, 2011

1,000 2.82% December 17,2012

1,000 297% December 16, 2013

40,000

J
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 8. SUBORDINATED DEBENTURES

The following is a summary of the subordinated debentures payable to the Company’s subsidiary grantor trusts at December 31, 2008 and 2007
(dollars in thousands):

Table 15: Subordinated Debentures Outstanding

December 31
2008 2007

Subordinated debentures due to Pacifc State Statutory Trust Il with interest payable quarterly
based on 3-month LIBOR plus 2.79% (4.66% at December 31, 2008), and redeemable with no
premium beginning March 17, 2009 and due March 17, 2034.

$ 3,609 $ 3,609
Subordinated debentures due to Pacifc State Statutory Trust Il with interest payable quarterly
based on 3-month LIBOR plus 1.45% (3.45% at December 31, 2008), and redeemable with no
premium beginning September 16, 2012 and due September 16, 2037.

5,155 5,155

Total subordinated debentures $ 8764 $ 8,764

The Company has guaranteed, on a subordinated basis, distributions  for the years ended December 31, 2008, 2007 and 2006 related to the
and other payments due on the trust preferred securities issued by the  subordinated debentures was $464,000, $702,000 and $710,000, re-
subsidiary grantor trusts. Interest expense recognized by the Company  spectively.

NOTE 9. INCOME TAXES

The (beneft from) provision for income taxes for the years ended December 31, 2008, 2007 and 2006 consisted of the following:

Table 16: Income Tax (Benefit) Provision
Federal State Total

(In thousands)

2008

Current $ 306 $ (399) $ (93)

Deferred (3,839) (1,440) (5,279)
Beneft from income taxes $ (3,533) $ (1,839) $ (5,372

2007

Current $ 2,776 $ 873 $ 3,649

Deferred (592) (163) (755)
Provision for income taxes $ 2,184 $ 710 $ 2,894

2006

Current $ 2,671 $ 944 3 3,615

Deferred 54 (42) 12
Provision for income taxes $ 2,725 $ 9202 $ 3,627
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 9. INCOME TAXES (continued)

Deferred tax assets (liabilities) consisted of the following:

Table 17: Deferred Tax Assets and Liabilities Dec 31 2008 Dec 31 2007
(in thousands)
Deferred tax assets:
Allowance for loan losses $ 2,064 $ 1,462
Future beneft of state tax deduction - 280
Deposit purchase premium 109 102
Deferred compensation 762 517
Reserve for unfunded commitments 92 92
Bank premises and equipment - 9
Nonaccrual interest 341 -
Other than temporary impairment charges 1,455 -
Net operating loss 4,646 -
Unrealized losses on available-for-sale investment securities 1,602 258
Total deferred tax assets 11,071 2,720
Deferred tax liabilities:
Bank premises and equipment $ (116) %
Mark to market adjustment (1,604) (37)
Future expense of state tax refund (645) -
Goodwill (130) (110)
FHLB dividends (203) (66)
Prepaid expense (188) (200)
Total deferred tax liabilities (2,141) (413)
Net deferred tax assets $ 8,930 $ 2,307

The Company and its subsidiaries fle income tax returns in the United
States and California jurisdictions. With few exceptions, the Company
is no longer subject to Federal income tax examinations for years be-
fore 2004 and State income tax examinations by tax authorities for
years before 2003.

The Company adopted the provisions of FASB Interpretation No. 48,
Accounting for Uncertainty in Income Taxes, on January 1, 2007. No
adjustments were identifed for unrecognized tax benefts which would
require an adjustment to the January 1, 2007 beginning tax reserve.
The Company had no tax reserve for uncertain positions at year-end.
The Company does not anticipate providing a reserve for uncertain po-

Table 18: Income Tax Rate Reconciliation

sitions in the next 12 months. In accordance with FIN 48, the Company
has elected to record interest accrued and penalties related to unrecog-
nized tax benefts in tax expense. During the years ended December
31, 2008 and 2007 the Company did not have an accrual for interest
and/or penalties associated with uncertain tax positions.

The provision for income taxes differs from amounts computed by ap-
plying the statutory Federal income tax rates to operating income be-
fore income taxes. The signifcant items comprising these differences
for the years ended December 31, 2008, 2007 and 2006 consisted of
the following:

2008 2007 2006

Federal income tax, at statutory rate (34.0)% 34.0 % 34.0 %
State franchise tax, net of Federal tax effect (9.5)% 6.3 % 6.5 %
Tax exempt investment security income, net (0.3)% (0.4)% (0.7)%
Company owned life insurance, net (1.0)% (1.1)% (0.8)%
Gain on Company owned life insurance (8.3)% -% -%
Other 22% 0.1% 0.6 %

Effective tax rate (50.9)% 38.9 % 39.6 %
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 10. COMMITMENTS AND CONTINGENCIES

Leases

The Company leases branch offces and certain equipment under non-
cancelable operating leases. The leases expire on various dates
through 2016 and have various renewal options ranging from fve to ten
years.

Future minimum lease payments are as follows:

Table 19: Future Lease Commitments

Year Ending December 31,
(In thousands)

2009 $ 274
2010 199
2011 205
2012 212
2013 218
Thereafter 593
Total $ 1,701

Rental expense included in occupancy, furniture and equipment
expense totaled $496,000, $383,000 and $319,000 for the years ended
December 31, 2008, 2007 and 2006, respectively.

Federal Reserve Requirements

Banks are required to maintain a combination of reserves with the
Federal Reserve Bank and vault cash equal to a percentage of their
reservable deposits. The reserve balances held with the Federal
Reserve Bank or in the form of vault cash totaled $4,451,000 and
$3,951,000 as of December 31, 2008 and 2007, respectively.

Correspondent Banking Agreements

The Company maintains funds on deposit with other federally insured
fnancial institutions under correspondent banking agreements. Some
of those insured fnancial institutions have elected to participate in
the FDIC sponsored Transaction Account Guarantee Program. Under
that program, through December 31, 2009, all noninterest-bearing
transaction accounts are fully guaranteed by the FDIC for the entire
amount in the account. Coverage under the Transaction Account
Guarantee Program is in addition to and separate from the coverage
available under the FDIC's general deposit insurance rules. Uninsured
deposits held at institutions not participating in this program totaled
$65,000 at December 31, 2008. This program was not in effect in 2007
and uninsured deposits totaled $9,484,000 at December 31, 2007.

Financial Instruments With

Off Balance-Sheet Risk

The Company is a party to fnancial instruments with off-balance-sheet
risk in the normal course of business in order to meet the fnancing
needs of its customers and to reduce its own exposure to fuctuations
in interest rates. These fnancial instruments consist of commitments to
extend credit and standby letters of credit. These instruments involve,
to varying degrees, elements of credit and interest rate risk in excess of
the amount recognized on the balance sheet.

The Company's exposure to credit loss in the event of nonperformance
by the other party for commitments to extend credit and standby letters
of credit is represented by the contractual amount of those instruments.
The Company uses the same credit policies in making commitments
and standby letters of credit as it does for loans included on the balance
sheet.

The following fnancial instruments represent off-balance-sheet credit
risk:

Table 20: Commitments

December 31,
2008 2007
(In thousands)
Commitments to extend credit  $ 55,522 $ 121,255
Standby letters of credit $ 1557 $ 3,491

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 fxed expiration dates or other termina-
tion clauses and may require payment of a fee. Since some of the com-
mitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash require-
ments. The Company evaluates each customer’s creditworthiness on a
case-by-case basis. The amount of collateral obtained, if deemed nec-
essary by the Company upon extension of credit, is based on manage-
ment’s credit evaluation of the borrower. Collateral held varies, but may
include accounts receivable, inventory, equipment, income-producing
commercial properties and residential real estate.

Standby letters of credit are conditional commitments issued by the
Company to guarantee the performance or fhancial obligation of a cus-
tomer to a third party. The credit risk involved in issuing letters of credit
is essentially the same as that involved in extending loans to custom-
ers. The fair value of the liability related to these standby letters of
credit, which represents the fees received for issuing the guarantees,
was not signifcant at December 31, 2008 and 2007. The Company
recognizes these fees as revenue over the term of the commitment or
when the commitment is used.

At December 31, 2008, commercial loan commitments represent ap-
proximately 51% of total commitments and are generally secured by
various assets of the borrower. Real estate loan commitments repre-
sent approximately 34% of total commitments and are generally se-
cured by property with a loan-to-value ratio not to exceed 75% to 80%.
With the decline in the real estate market, the Company has experi-
enced increasing loan-to-value ratios. In cases where loan-to-value
ratios have increased to a level above underwriting standards, the
Company has reduced available lines to meet those standards. In ad-
dition, the Company has reduced open construction commitments from
$46,358,000 at December 31, 2007 to $11,778,000 at December 31,
2008. Consumer loan commitments represent the remaining 15% of
total commitments and are generally unsecured. In addition, the major-
ity of the Company’s commitments have either variable interest rates or
short term fxed rates.
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NOTE 10. COMMITMENTS AND CONTINGENCIES (continued)

Concentrations of Credit Risk

The Company’s customers are primarily located in San Joaquin,
Stanislaus, Calaveras, Alameda, and Tuolumne Counties. At December
31, 2008, approximately 26% of the Company’s loans are for general
commercial uses, including professional, retail and small business, and
4% are for agricultural uses. Additionally, 21% of the Company’s loans
are for the construction of residential and commercial real estate and
44% are loans which are collateralized by mortgages on residential and
commercial real estate. Generally, real estate loans are secured by real
property while commercial and other loans are secured by funds on
deposit and business or personal assets. The remaining 5% of the

Company's loans are consumer installment loans. Repayment is gen-
erally expected from the proceeds of property sales and permanent f-
nancing for real estate construction loans and borrower cash fows for
other loans.

Contingencies

The Company is subject to legal proceedings and claims which arise in
the ordinary course of business. In the opinion of management, the
amount of ultimate liability with respect to such actions will not materi-
ally affect the consolidated fnancial position or consolidated results of
operations of the Company.

NOTE 11. SHAREHOLDERS’ EQUITY

Dividends

The Company’s ability to pay cash dividends is dependent on dividends
paid to it by the Bank and limited by California corporation law. Under
California law, the holders of common stock of the Company are enti-
tled to receive dividends when and as declared by the Board of
Directors, out of funds legally available, subject to certain restrictions.
The California general corporation law prohibits the Company from
paying dividends on its common stock unless: (i) its retained earnings,
immediately prior to the dividend payment, equals or exceeds the
amount of the dividend or (i) immediately after giving effect to the divi-
dend, the sum of the Company’s assets (exclusive of goodwill and de-
ferred charges) would be at least equal to 125% of its liabilities (not in-
cluding deferred taxes, deferred income and other deferred liabilities)
and the current assets of the Company would be at least equal to its
current liabilities, or, if the average of its earnings before taxes on in-
come and before interest expense for the two preceding fscal years
was less than the average of its interest expense for the two preceding

Earnings (LOSS) Per Share

fscal years, at least equal to 125% of its current liabilities. In addition,
the Company'’s ability to pay dividends is subject to certain covenants
contained in the indentures related to the trust preferred securities is-
sued by the Trusts.

Upon declaration by the Board of Directors of the Company, all share-
holders of record will be entitled to receive dividends. A signifcant
source of cash for the Company is dividends from the Bank. The
California Financial Code restricts the total dividend payment of any
bank in any calendar year to the lesser of (1) the bank’s retained earn-
ings or (2) the bank’s net income for its last three fscal years, less
distributions made to shareholders during the same three-year period.
As a member of the Federal Reserve System, the Bank is also subject
to similar restrictions imposed by Federal law. At December 31, 2008,
Bank retained earnings of $4,653,000 were free of such restrictions
and available for dividend payments to Bancorp.

Areconciliation of the numerators and denominators of the basic and diluted earnings (loss) per share computations is as follows:

Table 21: (Loss) Earnings Per Share Calculation

For The Year Ended December 31,

(Amounts in thousands, except per share data) 2008 2007 2006
Basic (Loss) Earnings Per Share Computations:
Net (loss) income $ (5,190) $ 4549 $ 5,543
Average common shares outstanding 3,710 3,687 3,537
Basic (loss) earnings per share $ (1.40) $ 123 $ 1.57
Diluted Earnings (Loss) Per Share Computations:
Net (loss) income $ (5,190) $ 4549 % 5,543
Average common shares outstanding 3,710 3,687 3,537
Effect of stock options - 317 386
Total Weighted Average Shares and Common Stock Equivalents 3,710 4,004 3,923
Diluted (loss) earnings per share $ (1.40) $ 114 $ 1.41
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NOTE 11. SHAREHOLDERS’ EQUITY (continued)

In 2008, there were no adjustments for the effect of stock options since
any adjustment would be anti-dilutive to the Company’s net loss.
30,000 stock options were not included in the 2007 calculation as they
were anti-dilutive. All of the stock options outstanding were included in
the computation of diluted earnings per share for the year ended
December 31, 2006 as none of the stock options were anti-dilutive.

Stock Option Plan

The Company currently has one shareholder approved stock option
plan, the Pacifc State Bancorp 1997 Stock Option Plan. At December
31, 2008, the plan has 663,769 shares remaining as reserved for issu-
ance for options already granted. Under the 1997 Plan 26,954 shares
of common stock remain reserved for future issuance to directors
through nonstatutory agreements. The plan requires that the price may
not be less than the fair market value of the Company’s common stock
at the date of grant and that the stock must be paid in full at the time the
option is exercised. The Plan does not provided for the settlement of
awards in cash and new shares are issued upon the exercise of the
options. There was one grant of 30,000 stock options made in 2007
and no options were granted in 2008 or 2006. The options under the
plan expire on dates determined by the Board of Directors, but not lon-

A summary of the activity within the plan follows:

Table 22: Stock Option Activity

ger than ten years from the date of grant. The vesting period is gener-
ally over fve years.

Stock Option Compensation Expense

The compensation cost that has been charged against income for stock
options was $270,000, $309,000 and $229,000 for the years ended
December 31, 2008, 2007 and 2006, respectively. The total income tax
beneft recognized in shareholders’ equity for stock options exercised
was $4,000, $223,000, and $736,000 for the years ended December
31, 2008, 2007 and 2006, respectively.

At December 31, 2008, the total compensation cost related to non-
vested stock option awards granted to employees under the Company’s
stock option plans but not yet recognized was $200,000. Stock option
compensation expense is recognized on a straight-line basis over the
vesting period of the option. This cost is expected to be recognized
over a weighted average remaining period of 1.9 years and will be ad-
justed for subsequent changes in estimated forfeitures. The total fair
value of options vested during the years ended December 31, 2008,
2007 and 2006 was $270,000, $309,000 and $229,000, respectively.

2008 2007
Weighted Average Weighted Average
Shares Exercise Price Shares Exercise Price

Beginning of year 656,769 $ 7.69 668,499 $ 7.04

Options granted - % - 30,000 $ 19.70

Options exercised (10,900) $ 4.98 (41,730) $ 5.62

Options cancelled - 3 - - $

Options outstanding,

End of year 645,869 $ 7.73 656,769 $ 7.69
Options exercisable,

End of year 621,869 $ 7.27 515,622 $ 7.01

The aggregate intrinsic value is calculated as the difference between
the exercise price of the underlying awards and the quoted price of the
Company's common stock for options that were in-the-money at
December 31, 2008. The intrinsic value of options outstanding and ex-
ercisable as of December 31, 2008 relating to the above stock option
plan was $1,000. The intrinsic value of options vested or expected to
vest as of December 31, 2008 relating to the above stock option plan
was $1,000. The weighted average remaining contractual term for op-
tions outstanding and exercisable was 4.85 years. During the years
ended December 31, 2008, 2007 and 2006, the aggregate intrinsic
value of options exercised was $52,000, $569,000, and $1,011,000,
respectively.

The cash received from options exercised for the years ended
December 31, 2008, 2007 and 2006 was $75,000, $235,000 and

$880,000, respectively. The actual tax beneft realized for the tax de-
ductions from options exercised was $4,000, $223,000 and $736,000
for the years ended December 31, 2008, 2007 and 2006, respectively.

Regulatory Capital

The Company and the Bank are subject to certain regulatory capital
requirements administered by the Board of Governors of the Federal
Reserve System (FRB) and the Federal Deposit Insurance Corporation
(FDIC). Failure to meet these minimum capital requirements can initi-
ate certain mandatory, and possibly additional discretionary, actions by
regulators that, if undertaken, could have a direct material effect on the
Company’s consolidated fnancial statements. Under capital adequacy
guidelines and the regulatory framework for prompt corrective action,
the Bank must meet specifc capital guidelines that involve quantitative
measures of its assets, liabilities and certain off-balance-sheet items as
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NOTE 11. SHAREHOLDERS’ EQUITY (continued)

calculated under regulatory accounting practices. The Company’s and
the Bank's capital amounts and classifcation are also subject to quali-
tative judgments by the regulators about components, risk weightings
and other factors.

Quantitative measures established by regulation to ensure capital ad-
equacy require the Company and the Bank to maintain minimum
amounts and ratios of total and Tier 1 capital to risk-weighted assets
and of Tier 1 capital to average assets as set forth on the following ta-
ble. Each of these components is defned in the regulations.

Management believes that the Company and the Bank met all their
capital adequacy requirements as of December 31, 2008 and 2007.

In addition, the most recent notifcation from the FDIC categorized the
Bank as well capitalized under the regulatory framework for prompt
correction action. To be considered well capitalized, the Bank must
maintain minimum total risk-based, Tier 1 risk-based and Tier 1 lever-
age ratios as set forth below. There are no conditions or events since
December 31, 2008 that management believes have changed the
Bank’s category.

4 )
Table 23: Regulatory Capital
To Be Well Capitalized
For Capital Under Prompt Corrective
Actual Adequacy Purposes Action Provisions
Minimum Minimum ~ Minimum Minimum
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)
December 31, 2008
Pacifc State Bancorp:
Total capital (to risk-weighted assets) $ 41,903 15% 3 29,143 8.0% N/A N/A
Tier 1 capital (to risk weighted assets) $ 37,336 103% $ 14,562 4.0% N/A N/A
Tier 1 capital (to average assets) $ 37,336 8.6% $ 17,310 4.0% N/A N/A
Pacifc State Bank:
Total capital (to risk-weighted assets) $ 41275 13% $ 29,107 80% $ 36,384 10.0%
Tier 1 capital (to risk-weighted assets) $ 36,708 101% $ 14,554 40% $ 21,830 6.0%
Tier 1 capital (to average assets) $ 36,708 87% $ 16,819 40% $ 21,023 5.0%
December 31, 2007
Pacifc State Bancorp:
Total capital (to risk-weighted assets) $ 46,285 126% 3 29,433 8.0% N/A N/A
Tier 1 capital (to risk weighted assets) $ 42,018 11.4% $ 14,717 4.0% N/A N/A
Tier 1 capital (to average assets) $ 42,018 102% 3 16,524 4.0% N/A N/A
Pacifc State Bank:
Total capital (to risk-weighted assets) $ 44368 121% $ 29,256 80% $ 36570 10.0%
Tier 1 capital (to risk-weighted assets) $ 40,198 11.0% $ 14,628 40% $ 21,942 6.0%
Tier 1 capital (to average assets) $ 40,198 98% $ 16,428 40% $ 20,535 5.0%
- J
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NOTE 12. OTHER EXPENSES

Other expenses consisted of the following:
Table 24: Other Expenses

Year Ended December 31,
2008 2007 2006
Professional fees $ 1,253 $ 294§ 349
Data processing 588 328 286
Advertising and promotion 408 564 365
Directors fees 321 290 274
Postage, stationery and supplies 272 212 184
Telephone 265 251 210
Appraisal fees 262 266 337
Other real estate owned 94 - -
Other operating expenses 2,036 1,568 1,224
Total other expense $ 5499 $ 3773 $ 3,229

NOTE 13. LOANS TO RELATED PARTIES

During the normal course of business, the Company enters into loans with related parties, including executive offcers and directors. These loans
are made with substantially the same terms, including rates and collateral, as loans to unrelated parties. The following is a summary of the ag-

gregate activity involving related party borrowers (in thousands):

Table 25: Related Party Loans

Balance, January 1, 2008 $ 4,672,000
Disbursements 3,531,000
Amounts repaid (5,930,000)
Balance, December 31, 2008 $ 2,273,000
Undisbursed commitments to related parties, December 31, 2008 $ 2,604,000

NOTE 14. EMPLOYEE BENEFIT PLANS

The 401(k) Savings Plan established by the Bank in 1990 was con-
verted into a Company plan in 2002. Under the provisions of the plan,
the Company matches one-half of the employees’ contributions up to a
maximum of three percent of an employee’s annual salary. All employ-
ees who are at least 21 years of age and have completed one year of
service are eligible under the plan. The Company’s contributions vest at
a rate of 20% after one year of service and an additional 20% for each
year thereafter. Contributions to the plan totaled $66,000, $18,000 and
$21,000 for the years ended December 31, 2008, 2007 and 2006, re-
spectively.

Salary Continuation and Retirement Programs
The Board of Directors approved salary continuation and retirement
programs for six key employees in 2003, one in 2007 and an additional
2in 2008. Two of these agreements have been terminated due to the

death of one employee and the resignation of another. The accrued
balances related to the terminated contracts were reversed from ex-
pense in 2008. Under these plans, the employees will receive monthly
payments for twenty years after retirement. These benefts are sub-
stantially equivalent to those available under split-dollar life insurance

policies purchased by the Company on the lives of the employees. In
addition, the estimated present value of these future benefts is accrued
over the period from the effective dates of the plans until the partici-
pants’ expected retirement dates based on a 7% discount rate. The
expense recognized under these plans for the years ended December
31, 2008 and 2007 totaled $90,000 and $231,000, respectively.
Accrued compensation payable under the plans totaled $1,106,000
and $1,016,000 at December 31, 2008 and 2007, respectively.

In connection with these plans, the Company purchased single premi-
um life insurance policies with cash surrender values totaling
$6,751,000 at December 31, 2008. During 2008, one employee cov-
ered by the Company owned life insurance policy passed away. As a
result, the Company received $1,591,000 in cash surrender value and
$2,574,000 in death beneft in cash. Income earned on these policies,
net of expenses, totaled $318,000, $246,000 and $208,000 for the
years ended December 31, 2008, 2007 and 2006, respectively. Income
earned on these policies is not subject to federal or state income tax
under certain circumstances.
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NOTE 15. COMPREHENSIVE (LOSS) INCOME

Comprehensive (loss) income is a more inclusive fnancial reporting  able-for-sale investment securities. Total comprehensive income and
methodology that includes disclosure of other comprehensive (loss) the components of accumulated other comprehensive income (loss)
income that historically has not been recognized in the calculation of  are presented in the consolidated statement of changes in sharehold-
net income. The Company’s only source of other comprehensive in-  ers’ equity.

come (loss) is unrealized gains and losses on the Company’s avail-

At December 31, 2008, 2007 and 2006, the Company held securities classifed as available-for-sale which had changes in net unrealized gains
or losses as follows:

Table 26: Comprehensive Income
2008 2007 2006

(In thousands)

Other comprehensive (loss) income:

Unrealized holding (losses) gains $ (3,897) $ (565) $ 78
Tax beneft (expense) on unrealized holding gains 1,600 258 (30)
Total other comprehensive (loss) income $ (2,297) $ (307) $ 48

NOTE 16. DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

The estimated carrying and fair values of the Company’s fnancial instruments are as follows:

Table 27: Fair Value of Financial Instruments

December 31, 2008 December 31, 2007
Carrying Fair Carrying Fair
Amount Value Amount Value

(In thousands)

Financial assets:

Cash and due from banks $ 16,700 $ 16,700 $ 13,794 $ 13,794
Federal funds sold 21,811 21,811 31,880 31,880
Interest bearing deposits in other banks - - 3,000 3,000
Investment securities 39,738 39,738 41,352 41,352
Loans, net 301,945 305,257 308,458 306,198
Company owned life insurance 6,751 6,751 8,025 8,025
Accrued interest receivable 1,394 1,394 8,002 8,002
Other investments 2,447 2,447 2,294 2,294

Financial liabilities:

Deposits $ 340,980 $ 343084 $ 341,821 $ 343,373
Other borrowings 40,000 40,019 40,000 40,019
Subordinated debentures 8,764 2,918 8,764 8,630
Accrued interest payable 2,102 2,102 2,891 2,891

These estimates do not refect any premium or discount that could result from offering the Company’s entire holdings of a particular fnancial in-
strument for sale at one time, nor do they attempt to estimate the value of anticipated future business related to the instruments. In addition, the
tax ramifcations related to the realization of unrealized gains and losses can have a signifcant effect on fair value estimates and have not been
considered in any of these estimates.
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NOTE 16. DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (continued)

The following methods and assumptions were used to estimate the fair
value of fnancial instruments. For cash and cash equivalents, variable-
rate loans and leases, accrued interest receivable and payable, FHLB
stock, demand deposits and short-term borrowings, the carrying
amount is estimated to be fair value. For investment securities, fair val-
ues are based on quoted market prices, quoted market prices for simi-
lar securities and indications of value provided by brokers. The fair
values for fxed-rate loans are estimated using discounted cash fow
analyses, using interest rates currently being offered at each reporting
date for loans with similar terms to borrowers of comparable creditwor-
thiness. Fair values for fxed-rate certifcates of deposit are estimated
using discounted cash fow analyses using interest rates offered at
each reporting date by the Company for certifcates with similar remain-
ing maturities. The fair value of subordinated debentures was deter-
mined based on the current market for like-kind instruments of a similar
maturity and structure. The fair values of commitments are estimated
using the fees currently charged to enter into similar agreements and
are not signifcant and, therefore, not included in the above table.

Fair Value Measurements under SFAS 157

On January 1, 2008, the Company adopted Financial Accounting
Standards Board (FASB) Statement No. 157 (SFAS No. 157), Fair
Value Measurements. SFAS No. 157 defnes fair value, establishes a
framework for measuring fair value under generally accepted account-
ing principles, and expands disclosures about fair value measurement.
Upon adoption of SFAS No. 157, there was no cumulative effect adjust-
ment to beginning retained earnings and no impact on the consolidated
fnancial statements.

Fair Value Hierarchy - In accordance with SFAS No. 157, the Company
groups its assets and liabilities measured at fair value in three levels,
based on the markets in which the assets and liabilities are traded and
the reliability of the assumptions used to determine fair value. Valuations
within these levels are based upon:

Level 1 - Quoted market prices for identical instruments traded in
active exchange markets.

Level 2 — Quoted prices for similar instruments in active markets,
quoted prices for identical or similar instruments in markets that
are not active, and model-based valuation techniques for which all
signifcant assumptions are observable or can be corroborated by

ohservable market data.

Level 3—Model-based techniques that use at least one signifcant
assumption not observable in the market. These unobservable as-
sumptions refect the Company's estimates of assumptions that
market participants would use on pricing the asset or liability.
Valuation techniques include management judgment and estima-
tion which may be signifcant.

Assets Recorded at Fair Value - The following tables present informa-
tion about the Company’s assets and liabilities measured at fair value
on a recurring and nonrecurring basis as of December 31, 2008:

Recurring Basis:
The Company is required or permitted to record the following assets at
fair value on a recurring basis under other accounting pronouncements.

Description Fair Value Level 1 Level 2 Level 3

Available-for-sale

investment securities $ 39738 % 397389 -8

Fair values for available-for-sale investment securities, which include
debt securities of U.S. Government treasuries, U.S. Governmental
agencies, obligations of states and political subdivisions and corporate
bonds, are based on quoted market prices for similar securities.

Non-recurring Basis:

The Company may be required, from time to time, to measure certain
assets at fair value on a non-recurring basis. These include assets that
are measured at the lower of cost or market value that were recognized
at fair value which was below cost at the reporting date.

Level 3
-$ 10,111

Level 2

- $

Fair Value Level 1

10,111 $

Description

Impaired loan $

The fair value of impaired loans is based on the fair value of the
collateral for all collateral dependent loans and for other impaired
loans is estimated using a discounted cash fow model. Impaired loans
were determined to be collateral dependent and categorized as Level
3 due to ongoing real estate market conditions resulting in inactive
market data, which in turn required the use of unobservable inputs and
assumptions in fair value measurements.
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NOTE 17. PARENT ONLY CONDENSED FINANCIAL STATEMENTS

CONDENSED BALANCE SHEET
December 31, 2008 and 2007

(In thousands)

Table 28: Condensed Balance Sheet 2008 2007

ASSETS

Cash and cash equivalents $ 470 % =

Investment in bank subsidiary 35,157 40,621

Investment in Pacifc State Statutory Trust Il and Il 264 264

Other assets 204 1,976
Total assets $ 36,095 $ 42,861

LIABILITIES AND SHAREHOLDERS' EQUITY

Liabilities:
Subordinated debentures 3 8,764 $ 8,764
Other liabilities 47 61
Total liabilities 8,811 8,825

Shareholders’ equity:

Common stock 10,767 10,418
Retained earnings 18,814 24,004
Accumulated other comprehensive loss, net of taxes (2,297) (386)
Total shareholders’ equity 27,284 34,036
Total liabilities and shareholders’ equity $ 36,095 § 42,861

CONDENSED STATEMENT OF INCOME
For the Years Ended December 31, 2008, 2007 and 2006

(In thousands)

Table 29: Condensed Income Statement 2008 2007 2006
Income:
Dividends declared by bank subsidiary $ 650 $ - $ 250
Interest 15 21 12
Total income 665 21 262
Expenses:
Interest on subordinated debentures 464 702 710
Salaries and employee benefts 99 95 92
Professional 95 102 78
Other expenses 227 148 67
Total expenses 885 1,047 947
Loss before equity in undistributed income of subsidiary (220) (1,026) (685)
Equity in undistributed income of subsidiary (5,328) 5,153 5,843
(Loss) Income before income tax beneft (5,548) 4,127 5,158
Income tax expense (beneft) (358) (422) (385)
Net (loss) income $ (5,190) $ 4,549 $ 5,543
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NOTE 17. PARENT ONLY CONDENSED FINANCIAL STATEMENTS (continued)

CONDENSED STATEMENT OF CASH FLOWS
For the Years Ended December 31, 2008, 2007 and 2006

(In thousands)

Table 30: Condensed Cash Flow

2008 2007 2006

Cash fows from operating activities:

Net (loss) income $ (5,190) $ 4549 $ 5,543
Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:

Undistributed net loss (income) of subsidiary 5,328 (5,153) (5,843)
Decrease (increase) in other assets 1,497 (529) (2,138)
(Decrease) increase in other liabilities (14) (61) (20)
Net cash provided by (used in) operating activities 1,621 (1,072) (1,458)

Cash fows from investing activities:
Proceeds from matured and called available for-sale investment securities 204
Proceeds from the retirement of Pacifc State Statutory Trust | 155 -
Investment in bank subsidiary (1,500) -
Investment in Pacifc State Statutory Trust IlI (155) -
Net cash provided by (used in) investing activities (1,500) - 204

Cash fows from fnancing activities:
Proceeds from issuance of junior subordinated debentures 5,000 -
Retirement of junior subordinated debentures (5,000) -
Stock options exercised and related tax beneft 349 458 1,616
Proceeds from the issuance of common stock - 250
Net cash provided by fnancing activities 349 458 1,866
Increase (decrease) in cash and cash equivalents 470 (614) 612
Cash and cash equivalents at beginning of year 614 2
Cash and cash equivalents at end of year $ 470 $ - $ 614

Non-cash investing activities:

Net change in unrealized loss on available-for-sale investment securities  $ (1,911) $ (565) $ 78
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FORWARD LOOKING STATEMENTS

Certain statements discussed or incorporated by reference in this Annual
Report including, but not limited to, information concerning possible
or assumed future results of operations of the Company set forth in
the Management's Discussion and Analysis of Financial Condition
and Results of Operation, are forward-looking statements within the
meaning of the Securities Exchange Act of 1934 (the “Exchange
Act”). Forward-looking statements include statements in which words
such as “expect,” “anticipate,” “intend,” “plan,” “believe,” “estimate,”
“consider” or variants or similar expressions are used. The Company’s
actual future results and shareholder values may differ materially from
those anticipated and expressed in these forward-looking statements,
which are based on management's beliefs and assumptions and on
information currently available to management, and are subject to risks
and uncertainties that could cause actual results to differ materially

n o n o n o

from those projected. Such risks and uncertainties include, among
others, (1) competitive pressures in the banking industry; (2) changes
in the interest rate environment; (3) general economic conditions, either
nationally or regionally; (4) changes in the regulatory environment;
(5) changes in business conditions and infation; and (6) changes in
securities markets. Many of these factors are beyond the Company’s
ability to control or predict. Investors are cautioned not to put undue
reliance on any forward-looking statements. In addition, the Company
does not have any intention or obligation to update forward-looking
statements contained in this Annual Report, even if new information,
future events or other circumstances have made them incorrect or
misleading. Except as specifcally noted herein all references to the
“Company” refer to Pacifc State Bancorp, a California corporation.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

General Description Of Business

Pacifc State Bancorp (the “Company”) is a holding company with one
bank subsidiary, Pacifc State Bank, (the “Bank”), and two unconsoli-
dated subsidiary grantor trusts, Pacifc State Statutory Trusts Il and Il
Pacifc State Bancorp commenced operations on June 24, 2002 after
acquiring all of the outstanding shares of Pacifc State Bank. The Bank
is a California state chartered bank formed November 2, 1987. The
Bank is a member of the Federal Reserve System. The Bank’s primary
source of revenue is interest on loans to customers who are predomi-
nantly small to middle-market businesses and middle-income individu-
als. Pacifc State Statutory Trusts Il and Il are unconsolidated, wholly
owned statutory business trusts formed in March 2004 and June 2007,
respectively, for the exclusive purpose of issuing and selling trust pre-
ferred securities.

The Bank conducts a general commercial banking business, primarily
in the fve county region that comprises Alameda, Calaveras, San
Joaquin, Stanislaus and Tuolumne counties. The Bank offers commer-
cial banking services to residents and employers of businesses in the
Bank's service area, including professional frms and small to medium
sized retail and wholesale businesses and manufacturers. The
Company as of March 13, 2009 had 92 employees, including 41 off-
cers. The Bank does not engage in any non-bank lines of business.
The business of the Bank is not to any signifcant degree seasonal in
nature. The Bank has no operations outside California and has no ma-
terial amount of loans or deposits concentrated among any one or few
persons, groups or industries. The Bank operates nine branches with
its Administrative Offce and one branch located at 1899 W. March
Lane, in Stockton, California; additional branches are located in
Stockton and in the communities of Angels Camp, Arnold, Groveland,
Lodi, Modesto, Tracy and Hayward, California.

Pacifc State Bancorp common stock trades on the NASDAQ Global
Market under the symbol of “PSBC".

Business Plan
The focus of the Company’s business plan is to attract “Business
Relationship” small, medium and large accounts, but not to the exclu-

sion of any other business which the Company can reasonably and
proftably attract. In order to provide a level of service to attract such
customers, the Company has structured its specifc services and
charges on a basis which management believes to be proftable, taking
into consideration other aspects of the account relationship. The
Company offers a full range of banking services to its customers in-
tended to attract the following specifc types of accounts: relatively
large consumer accounts; professional group and association ac-
counts, including the accounts of groups or frms of physicians, den-
tists, attorneys and accountants; and accounts of small to medium-
sized businesses engaged in retail, wholesale, light industrial, manu-
facturing, agricultural and service activities.

Trust Subsidiaries

The Company during 2004 and 2007 established two subsidiary grant-
or trusts. Pacifc State Statutory Trusts Il and Ill (the “Trusts”). The
Trusts were established for the sole purpose of issuing capital securi-
ties (“Capital Securities”) pursuant to declarations of trust (the
“Declarations”). The proceeds from the sale of the Capital Securities
were loaned to the Company as subordinated debentures (the
“Debentures”) issued to the Trusts pursuant to indentures (the
“Indentures”). Interest payments on the Debentures will fow through
the Trusts to the Pooling Vehicles, which are the holders of the Capital
Securities and similar securities issued by other fnancial institutions.
Payments of distributions by the Trusts to the Pooling Vehicle are guar-
anteed by the Company. See Note 8 to the Company’s consolidated
fnancial statements included with this report.

Proceeds from the issuance of the 2004 subordinated debentures were
used to provide the Bank with an additional $3.5 million in capital in
order to support the continued growth of the Bank. Proceeds from the
issuance of the 2007 subordinated debentures were used to retire the
2002 subordinated debenture issuance.

Product Lines and Services
The Bank currently offers the following general banking services at all
of its branches: commercial, construction, agricultural and real estate
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loans and personal credit lines, interest on checking, U.S. Savings
bond services, domestic and foreign drafts, banking by appointment,
automatic transfer of funds between savings and checking accounts,
business courier services, checking and savings accounts for personal
and business purposes, domestic letters of credit, a depository for
MasterCard and Visa drafts, federal depository services, cash manage-
ment assistance, wire and telephone transfers, Individual Retirement
Accounts, time certifcates of deposit, courier service for non-cash de-
posits, Visa and MasterCard, revolving lines of credit to consumers
secured by deeds of trust on private residences, unsecured overdraft
protection credit lines attached to checking accounts, ATM cards and
MasterMoney debit cards via the Star, Cirrus, Plus, MasterCard and
Visa networks.

The Bank is not authorized to offer trust services. The Federal Reserve
Bank of San Francisco is the Company's primary correspondent rela-
tionship. The Bank currently also has correspondent relationships with
City National Bank in Beverly Hills, California, First Tennessee Bank in
Memphis, Tennessee, Wells Fargo Bank, San Francisco, California
and Pacifc Coast Bankers Bank, San Francisco, California.

The Bank recognizes that, in order to be competitive, it must attract a
certain number of consumer accounts. Individual Retirement Accounts,
Visa and MasterCard, revolving lines of credit to consumers secured by
deeds of trust on private residences, and unsecured overdraft protec-
tion credit lines attached to checking accounts currently offered by the
Bank are designed to appeal particularly to consumers. Moreover, par-
ticipation in large-scale ATM networks assists the Company in compet-
ing for consumer accounts.

The Bank is an approved Small Business Administration and 504 lend-
er, FSA, USDA Business and Industry, USDA Part-time Farmer
Program and FHA and VA lender. The Bank is a national leader in the
underwriting of U.S. Department of Agriculture business and industry
loans, as well as a Preferred Lender for this program.

Critical Accounting Policies

General - Pacifc State Bancorp’s consolidated fnancial statements
are prepared in accordance with accounting principles generally ac-
cepted in the United States of America (GAAP). The fnancial informa-
tion contained within our consolidated fnancial statements is, to a Sig-
nifcant extent, fnancial information that is based on measures of the
fnancial effects of transactions and events that have already occurred.
Avariety of factors could affect the ultimate value that is obtained either
when earning income, recognizing an expense, recovering an asset or
relieving a liability. We use historical loss factors as one factor in deter-
mining the inherent loss that may be present in our loan portfolio. Actual
losses could differ signifcantly from the historical factors that we use.

Effective January 1, 2006, the Company adopted Statement of Financial
Accounting Standard (“SFAS”) No. 123(R), “Share Based Payment”;
see information under the header “Share Based Compensation” in
Note 2 to the consolidated fnancial statements included with this re-
port. Other estimates that we use are related to the assumptions and
estimates related to share based compensation, expected useful lives
of our depreciable assets and the determination whether any impair-
ment exists related to our investments and intangible and other long-
lived assets. In addition, GAAP itself may change from one previously

acceptable method to another method. Although the economics of our
transactions would be the same, the timing of events that would impact
our transactions could change.

A critical accounting estimate is one that requires a company to make
assumptions about matters that are highly uncertain at the time the
accounting estimate is made. If different estimates that the company
reasonably could have used for the accounting estimate in the current
period were made, or if changes in the accounting estimate that are
reasonably likely to occur from period to period occurred, they could
have a material impact on the presentation of the company’s fhancial
condition, changes in fnancial condition or results of operations.

Allowance for Loan Losses - The allowance for loan losses is an es-
timate of the losses that may be sustained in our loan portfolio. The
allowance is based on two basic principles of accounting: (1) Statement
of Financial Accountings Standards (SFAS) No. 5 “Accounting for
Contingencies”, which requires that losses be accrued when they are
probable of occurring and estimatable; and (2) SFAS No. 114,
“Accounting by Creditors for Impairment of a Loan”, which requires that
losses on impaired loans be accrued and measured based on the dif-
ferences between the value of collateral, present value of future cash
fows or values that are observable in the secondary market and the
loan balance when a loan is not expected to be repaid in accordance
with its contractual terms.

Share Based Compensation - Effective January 1, 2006, the Company
adopted Statement of Financial Accounting Standards No. 123(R),
Share-Based Payment (“SFAS 123(R)"). Under SFAS 123(R), compen-
sation cost recognized for all awards that vest subsequent to the date
of adoption based are on the grant-date fair value estimated in accor-
dance with SFAS No. 123, Accounting for Stock-Based Compensation
and SFAS 123(R). The grant-date fair value is estimated using the
Black-Scholes-Merton option-pricing formula, which involves making
estimates of the assumptions used, including the expected term of the
option, expected volatility over the option term, expected dividend yield
over the option term and risk-free interest rate. In addition, when deter-
mining the compensation expense to amortize over the vesting period,
management makes estimates about the expected forfeiture rate of op-
tions.

Securities - Debt securities are classifed based on management’s
intention on the date of purchase and recorded on the Consolidated
Balance Sheet as debt securities as of the trade date. Debt securities
which management has the intent and ability to hold to maturity are
classifed as held-to-maturity and reported at amortized cost. Debt
securities that are bought and held principally for the purpose of resale
in the near term are classifed as trading account assets and are
stated at fair value with unrealized gains and losses included in trading
account profts (losses). All other debt securities that management has
the intent and ability to hold for the foreseeable future are classifed as
available-for-sale (AFS) and carried at fair value with net unrealized
gains and losses included in accumulated OCI on an after-tax basis. If
there is an other-than-temporary deterioration in the fair value of any
individual debt security classifed as AFS, the Company will reclassify
the associated net unrealized loss out of accumulated OCI with a
corresponding adjustment to other income. If there is an other-than-
temporary deterioration in the fair value of any individual security
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classifed as held-to-maturity the Company will write down the security
to fair value with a corresponding adjustment to other income. Interest
on debt securities, including amortization of premiums and accretion
of discounts, is included in interest income. Realized gains and losses
from the sales of debt securities, which are included in gains (losses) on
sales of debt securities, are determined using the specifc identifcation
method.

Results of Operations

Year Ended December 31, 2008 Compared to Year Ended December
31, 2007 - Net loss for the year ended December 31, 2008, was
$5,190,000 representing a decrease of $9,739,000 or 214% over net in-
come of $4,549,000 for the year ended December 31, 2007. The primary
causes of the decrease in netincome were the increase in the provision
for loan losses of $5,576,000 or 391% over 2007 levels, other than
temporary impairment charges of $8,923,000, and a loss on the sale of
securities of $1,291,000 which were not experienced in 2007. In addi-
tion to the increase in the provision for loan losses, other than tempo-
rary impairment charges and losses on the sale of securities, noninter-
est expense increased by $2,331,000, or 21%, over 2007 levels due
primarily to increased legal and professional fees associated with loan
collections.

In 2008 the Company faced many diffcult challenges with respect to its
investment and loan portfolios. The Company took signifcant losses
related to Fannie Mae and Freddie Mac preferred stock positions. The
value of the preferred stock positions were impaired after the United
States Treasury Department placed the organizations into receivership
and canceled dividend payments associated with the preferred stock.
The Company subsequently sold the preferred stock at a realized loss
of $6,843,000. The Company also recognized an impairment charge on
a single issue trust preferred security in the amount of $2,425,000 and
experienced other net realized losses of $946,000 in the investment
portfolio.

As the economic environment has deteriorated, additional reserves
were required for loan losses. The Company recorded $7,001,000 in
provision for additional loan losses in 2008. The reserve for loan losses
as of December 31, 2008 was $6,019,000 or 1.95% of loans.

Despite the Company’s losses, Pacifc State Bancorp continued to
achieve strong growth in average earning assets, increasing by
$28,373,000 or 8%. Offsetting the growth in average earning assets
was a decrease in the average yield earned on average earning assets
by 163 basis points or 19%. In order to fund the growth in average earn-
ing assets, the Company increased its average interest bearing liabili-
ties by $28,407,000 or 9%. The average rate paid on interest bearing
liabilities decreased by 88 basis points or 19%. The decrease in the
rate received on average earning assets offset the growth in average
earning assets which resulted in decreased total interest earned by
$3,967,000 or 13%. The Company experienced a similar result in inter-
est bearing liabilities. The rate paid on average interest bearing liabili-
ties was large enough to offset the increase in interest bearing liabili-
ties. The result was decreased interest expense of $1,602,000, or 12%.
The net result is a decrease in net interest income of $2,365,000 or
14%. A more in depth discussion of average balances and the rates
received or paid on those balances is presented in the section titled
“Net Interest Income” below.

Loss on average assets (ROA) was 1.20% for the year ended 2008
while the return on average assets was 1.13% for the year ended 2007.
The loss on average equity (ROE) was 14.95% in 2008 compared with
areturn on average equity of 14.22% in 2007. Diluted loss per share for
2008 was $1.40 compared to diluted earnings per share of $1.14 in
2007, a decrease of 223%. The decrease in earnings per share was
primarily due to the decrease in net income of 214%.

The Company's average total assets increased to $433.5 million in
2008 or 7.7% over $402.5 million in 2007. The Company’s total assets
decreased to $421.5 million as of December 31, 2008 or 2.1% below
$431.1 million at December 31, 2007. Total gross loans decreased in
2008 to $308.0 million from $312.4 million in 2007, a decrease of $4.4
million or 1.4%. Total deposits decreased to $341.0 million, or 0.25%,
compared to $341.8 million in 2007. The growth in the average balance
sheet compared to an overall decrease in the period end balance sheet
is the result of growth in the middle of 2008 with contraction at the end
of the year. The contraction at the end of 2008 is the result of the poor
economic environment in which the Company operates.

Year Ended December 31, 2007 Compared to Year Ended December
31, 2006 - Net income for the year ended December 31, 2007, was
$4,549,000 representing a decrease of $994,000 or 17.93% over net in-
come of $5,543,000 for the year ended December 31, 2006. The primary
cause of the decrease in net income was the increase in the provision
for loan losses of $1,065,000 or $627,000 after the recorded tax effect,
over 2006 levels. In addition to the increase in the provision for loan
losses, noninterest expense increased by $637,000, or $375,000 after
the recorded tax effect, over 2006 levels. The increase in noninterest
expense is primarily attributable to the full year recognition of expenses
in 2007 related to the opening of two new branches in late 2006. In
2007 the Company achieved strong growth in average earning assets,
increasing by $63,105,000 or 21%. The average yield earned on aver-
age earning assets decreased by 23 basis points or 3%. In order to
fund the growth in average earning assets, the Company increased its
average interest bearing liabilities by $60,751,000 or 25%. The aver-
age rate paid on interest bearing liabilities increased by 78 basis points
or 20%. The growth in average earning assets increased total interest
earned by $4,747,000 or 18%, while the increase in interest bearing li-
abilities increased interest expense by $4,654,000, resulting in an in-
crease of net interest income of $93,000. A more in depth discussion of
average balances and the rates received or paid on those balances is
presented in the section titled “Net Interest Income” below.

Return on average assets (ROA) decreased to 1.13% while the return
on average equity (ROE) decreased to 14.22% in 2007 compared with
1.67% and 22.91%, respectively, in 2006. Diluted earnings per share
for 2007 and 2006 were $1.14 and $1.41, respectively, a decrease of
19.15%. The decrease in earnings per share was primarily due to the
decrease in net income of 17.93%.

The Company's average total assets increased to $402.5 million in
2007 or 21.53% over $331.2 million in 2006. The Company's total as-
sets increased to $431.1 million as of December 31, 2007 or 11.46%
over $386.8 million at December 31, 2006. Total gross loans increased
in 2007 to $312.4 million from $289.8 million in 2006, an increase of
$22.6 million or 7.80%. Total deposits grew to $341.8 million, or 0.23%,
compared to $341.0 million in 2006. Total borrowings grew to $48.8
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million, or 256.20%, compared to $13.7 million in 2006. The increases in the balance sheet
and, particularly in loans and borrowings, were attributable to the continued growth of the
bank.

Net Interest Income - The primary source of income for the Company is net interest income.
Net interest income represents the excess of interest and fees earned on interest-earning
assets (loans, securities and federal funds sold) over the interest paid on deposits and bor-
rowed funds. Net interest margin is net interest income expressed as a percentage of aver-
age earning assets.

Net interest income decreased $2.4 million or 14% to $15.0 million in 2008 from $17.4 million
in 2007 and increased $93 thousand or 0.54% in 2007 from $17.3 million in 2006. Total aver-
age earning assets increased $28.4 million or 8% to $391.9 million from $363.5 million in
2008. Average loan balances outstanding during 2008 increased $22.3 million or 7%, while
average balances of investments, federal funds sold and interest bearing deposits in banks
increased by $6.1 million or 10%. The average yield on loans in 2008 decreased by 167
basis points compared to 2007. The average yield on investments, federal funds sold and
interest bearing deposits increased 138 basis points in 2008 compared to 2007. The de-
crease in loan yields is related to fuctuating market conditions based on economic data,
competition and the lagging effect of interest rate cuts. As a result of the change in mix of
earning assets, the overall yield on average earning assets during 2008 decreased 163 ba-
sis points to 6.96% from 8.59% for 2007.

Net interest income increased $93 thousand or 0.54% to $17.4 million in 2007 from $17.3
million in 2006 and $3.8 million or 27.86% in 2006 from $13.5 million in 2005. Total average
earning assets increased $63.1 million or 21.01% to $363.5 million from $300.4 million in
2006. Average loan balances outstanding during 2007 increased $30.8 million or 11.45%,
while average balances of investments, federal funds sold and interest bearing deposits in
banks increased by $32.3 million or 104.00%. The average yields on loans in 2007 increased
by 5 basis points. The average yield on investments, federal funds sold and interest bearing
deposits increased 14 basis points in 2007 compared to 2006. The slight increase in yields
is related to fuctuating market conditions based on economic data, competition and the lag-
ging effect of prior year interest rate cuts. As a result of the change in mix of earning assets,
the overall yield on average earning assets during 2007 decreased 23 basis points to 8.59%
from 8.82% for 2006.

Total interest expense decreased $1.6 million or 12%, to $12.2 million in 2008, from $13.8
million in 2007. Total interest expense increased $4.7 million or 51% to $13.8 million in 2007,
from $9.2 million in 2006. In 2008 the average balance of interest-bearing liabilities increased
$28.4 million or 9% to $330.2 million from $301.8 million for the year ended December 31,
2007. In 2007 the average balance of interest-bearing liabilities increased $60.8 million or
25% to $301.8 million from $241.0 million for the year ended December 31, 2006. Additionally,
the average rate paid on interest-bearing liabilities decreased to 3.71% in 2008 from 4.59%
in 2007 and increased in 2007 from 3.81% in 2006. The decrease in the average interest rate
paid on interest-bearing liabilities represents 88 basis points or 12% in 2008 and an increase
of 78 basis points or 21% in 2007.

Average interest-bearing demand deposits decreased $9.2 million or 11% to $78.1 million in
2008 from $87.3 million in 2007. The average rate paid on these deposits during 2008 de-
creased 47 basis points. Average certifcates of deposit increased $7.7 million or 4% to
$207.9 million in 2008 from $200.2 million in 2007. The average rate paid on certifcates of
deposit during 2007 increased 83 basis points. As a result of the increases in interest rates
described above and overall changes in the mix of interest-bearing deposits, the average
rate paid on all interest bearing deposits and borrowings increased 78 basis points for 2007
to 4.59% from 3.81% in 2006.

Table 31: Net Interest Margin

(Dollars in thousands)

Assets:
Interest-earning assets:

Loans

Investment securities

Federal funds sold

Interest bearing deposits in banks

Total average earning assets

Non-earning assets:

Cash and due from banks
Bank premises and equipment
Other assets

Allowance for loan loss

Total average assets

Liabilities and Shareholders’ Equity:
Interest-bearing liabilities:
Deposits

Interest-bearing demand

Savings

Time deposits

Other borrowing

Total average interest-bearing liabilities

Noninterest-bearing liabilities:
Demand deposits
Other liabilities
Total average liabilities
Shareholders’ equity:

Total average liabilities and shareholders’ equity

Net interest income

Net interest margin
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The following table sets forth the Company’s daily average balance sheet, related interest income or expense and yield or rate paid
for the periods indicated. The yield on tax-exempt securities has not been adjusted to a tax-equivalent yield basis.
Average balances are based on daily averages.

Average Balances, Interest Income/Expense and Yields/Rates Paid

For Year Ended December 31,
2008 2007 2006
TR Interest Average EERE Interest Average AR Interest Average
9 Income or Yield or 9 Income or Yield or 9 Income or Yield or
Balance Balance Balance
Expense Cost Expense Cost Expense Cost
$ 322,489 % 24,565 762% $ 300,239 $ 27,902 9.29% 269,395 $ 24,901 9.24%
48,306 2,290 4.74% 37,089 2,033 5.48% 25,418 1,321 5.20%
20,057 376 1.87% 25,115 1,285 5.12% 5,602 273 4.87%
1,041 44 4.23% 1,077 22 2.04% 0.00%
$ 391,893 $ 21,275 6.96% $ 363520 $ 31,242 8.59% 300,415 26,495 8.82%
13,522 15,398 13,655
15,399 12,940 10,609
16,629 13,322 9,058
(3,939) (2,665) (2,536)
$ 433,504 $ 402,515 331,201
$ 71935 $ 1,618 225% $ 81,898 $ 2,231 2.72% 92,280 $ 2,438 2.64%
6,122 42 0.69% 5,352 46 0.86% 6,359 56 0.88%
207,848 8,765 4.22% 200,154 10,567 5.28% 125,994 5,608 4.45%
44,265 1,815 4.10% 14,359 998 6.95% 16,379 1,086 6.63%
$ 330,170 $ 12,240 371% $ 301,763 $ 13,842 4.59% 241,012 $ 9,188 3.81%
64,242 64,242 64,593
4,378 4,525 1,405
398,790 370,530 307,010
34,714 31,986 24,191
$ 433,504 $ 402,516 331,201
$ 15,035 $ 17,400 $ 17,307
3.84% 4.79% 5.76%

1) Interest income and yields on loans include fee income of $799,000, $1,623,000 and $1,868,000 for the years ended December 31, 2008, 2007 and 2006, respectively. The
Company had eleven and one nonaccrual loan(s) in the amount of $23,560,000 and $432,000 as of December 31, 2008 and December 31, 2007, respectively. The Company did
not have any nonaccrual loans for the year ended December 31, 2006.
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The following table sets forth changes in interest income and expense for each major category of earning assets and interest-bearing liabilities,
and the amount of change attributable to volume, rates and the combination of volume and rates (mix) for the periods indicated. The yield on tax-
exempt securities has not been adjusted to a tax-equivalent yield basis.

Analysis of Changes in Net Interest Income and Expense

Table 32: Rate/Volume Table
Years ended December 31,

2008 over 2007
Net Change Rate(1) Volume(2)
Interest Income: (In thousands)

Loans and leases $ (3337) ¢ (5,405) ¢ 2,068
Investment securities 257 (358) 615
Federal funds sold (909) (650) (259)
Interest bearing deposits in banks 22 23 1)

Total interest income (3,967) (6,390) 2,423
Interest Expense:
Interest-bearing demand (613) (342) (271)
Savings 4) (12) 7
Time deposits (1,802) (2,208) 406
Other borrowing 817 (1,262) 2,079

Total interest expense (1,602) (3,822) 2,220
Net interest income $ (2,365) $ (2,568) $ 203
Table 33: Rate/Volume Table

Years ended December 31,
2007 over 2006
Net Change Rate(1) Volume(2)

Interest Income: (In thousands)

Loans and leases $ 3001 $ 150 $ 2,851
Investment securities 712 105 607
Federal funds sold 1,012 61 951
Interest bearing deposits in banks 22 - 22

Total interest income 4,747 316 4,431
Interest Expense:
Interest-bearing demand (207) 67 (274)
Savings (10) (1) 9)
Time deposits 4,959 1,658 3,301
Other borrowing (88) 46 (134)

Total interest expense 4,654 1,770 2,884
Net interest income $ 3 $ (1,454) $ 1,547

1) The rate change in net interest income represents the change in rate multiplied by the current year's average balance.

2) The volume change in net interest income represents the change in average balance multiplied by the current year’s rate.
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Non-interest Income

The Company’s non-interest income normally consists primarily of ser-
vice charges on deposit accounts, gain on sale of loans and ATM and
other service fees. For the year ended December 31, 2008, non-inter-
est income represented a reduction of 24% of the Company’s revenues
versus a contribution of 7% in 2007, and 9% in 2006. In 2008 the
Company’s non-interest income was severely impacted by extraordi-
nary negative activity. The Company recorded an other than temporary
impairment charge on available for sale securities of $8.9 million and a
loss on the sale of available for sale securities of $1.3 million, reduced
somewhat by a gain on the sale of assets of $471 thousand and a gain
on Company owned life insurance of $2.6 million.

Total non-interest income decreased signifcantly to a net loss of $5.3
million in 2008 from a net gain of $2.5 million in 2007 which was a slight
increase from $2.6 million in 2006. Service charge income decreased
$66 thousand or 7% to $823 thousand in 2008. The decrease in service

charges in 2008 was the result of decreased account activity. Service
charge income increased $25 thousand in 2007 or 3% to $889 thou-
sand, up from $864 thousand for the comparable period in 2006. The
increase in service charge income in 2007 was is the result of the in-
crease in deposit accounts as a result of the growth of the Company.
The increase in service charges in 2007 and 2006 was offset by a de-
crease in gain on sales of loans of $144 thousand or 49.98% between
2007 and 2006 and $515 thousand or 63.66% between 2006 and 2005.
The increase in the gain on sale of loans in 2008 and the decrease in
2007 compared to 2006 are due to both the timing of the sale of the
loans and the changes in the number and dollar amount of loans sold.
Other income decreased $536 thousand to $890 thousand in 2008 over
2007 and increased $1 thousand or 1% in 2007 from $1,425 thousand
in 2006. Other income decreased in 2008 compared to 2007 primarily
because of a decrease in prepayment penalties assessed on loans.
Other income remained constant in 2007 over 2006 levels.

The following table sets forth a summary of non-interest income for the periods indicated:

Table 34: Noninterest Income

Years Ended December 31,

2008 2007 2006
(In thousands)
Service charges $ 823 $ 889 $ 864
Gain on sale of loans 188 150 294
Gain on sale of assets 471 - -
Gain on Company owned life insurance 2,574 - -
Other income 890 1,426 1,425
Other than temporary impairment charge (8,923) - -
Loss on sale of securities (1,291) - -
Total non-interest income $ (5,268) $ 2,465 § 2,583

Non-interest Expense

Non-interest expense consists of salaries and related employee bene-
fts, occupancy and equipment expenses, professional fees, appraisal
fees, directors’ fees, postage, stationery and supplies expenses, tele-
phone expenses, data processing expenses, advertising and promo-
tion expense and other operating expenses. Non-interest expense for
2008 was $13.3 million compared to $11.0 million for 2007 and $10.4
million in 2006, representing an increase of $2.3 million or 21% for
2008, and $0.6 million or 6% for 2007. The increase in salary and ben-
efts in 2008 over 2007 of $210,000 was primarily the result of increased
staffng levels and decreased deferred costs recognized associated
with loan production. The decrease of $143,000 in 2007 over 2006 lev-
els was primarily related to staff turnover, effciencies realized on up-
graded IT systems and management focus on controlling increases in
salaries and benefts. The increase in occupancy and equipment ex-
pense of $395 thousand in 2008 over 2007 is attributable to increased
use of machines for branch data capture, information technology up-
grades and expensing of certain assets no longer in use. The increase
in occupancy and equipment expense of $236 thousand in 2007 over
2006 is attributable to the addition of the new branches in Lodi and
Hayward in 2006. Data processing expense increased by $97 thou-

sand in 2008 over 2007 levels; the increase is primarily attributable to
increasing volumes of electronic clearing of paper check items. Data
processing expense increased by $205 thousand in 2007 over 2006
levels; the increase was primarily attributable to the costs associated
with implementing electronic clearing of paper check items. Advertising
expense decreased in 2008 due to a focus on controlling costs and
evaluating the effectiveness of prior years' advertising. Advertising ex-
pense increased in 2007 and 2006 due to a focus on increasing market
share and increased costs associated with retaining customers. The
Company incurred expenses associated with other real estate owned
in 2008 due to the foreclosure and marketing of properties where a
borrower discontinued payments in agreement with loan terms. Other
expense increased in 2008 over 2007 primarily due to deposit insur-
ance assessments, correspondent bank charges, armored car ex-
pense, loan collection expense and other costs associated with the
growth of the Company. Professional fees increased signifcantly, due
to the increase of legal costs associated with loan collection. Other
expense increased in 2007 over 2006 primarily due to correspondent
bank charges and other costs associated with the growth of the
Company.
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The following table sets forth a summary of non-interest expense for the periods indicated:

Table 35: Noninterest Expense

Year Ended December 31,
(In thousands)
2008 2007 2006
Salaries and employee benefts $ 5,546 $ 5336 $ 5,479
Occupancy and equipment 2,283 1,888 1,652
Professional fees 1,253 294 349
Appraisal fees 262 266 337
Directors fees 321 290 274
Postage, stationery and supplies 272 212 184
Telephone 265 251 210
Data processing 588 328 286
Advertising and promotion 408 564 365
Other real estate owned 94 - -
Other operating expenses 2,036 1,568 1,224
Total noninterest expense $ 13,328 $ 10,997  $ 10,360

Provision for Income Taxes

The Company’s provision for income taxes includes both federal income and state franchise taxes and refects the application of federal and state
statutory rates to the Company’s net income before taxes. The principal difference between statutory tax rates and the Company’s effective tax
rate is the beneft derived from investing in tax-exempt securities and Company owned life insurance. Increases and decreases in the provision
for taxes primarily refect changes in the Company's net income before tax. The following table refects the Company’s tax provision and the re-

lated effective tax rate for the periods indicated.

The following table refects the Company’s tax provision and the related effective tax rate for the periods indicated:

Table 36: Tax (Benefit) Provision

Years Ended December 31,
(Dollars in thousands)

2008 2007 2006
Tax (beneft from) provision $ (5372 $ 2,89 $ 3,627
Effective Tax Rate (50.9)% 38.9% 39.6%

Financial Condition

Investment Securities - The Company classifes its investment secu-
rities as “held-to-maturity” or “available-for-sale” at the time of invest-
ment purchase. Generally, all securities are purchased with the intent
and ability to hold them for long-term investment, and the Company has
both the ability and intent to hold “held-to-maturity” investments to ma-
turity. The Company does not engage in trading activities.

Investment securities held-to-maturity are carried at cost adjusted for
the accretion of discounts and amortization of premiums. Securities
available-for-sale may be sold to implement the Company’s asset/liabil-
ity management strategies and in response to changes in interest
rates, prepayment rates and similar factors. Securities available-for-
sale are recorded at fair value and unrealized gains or losses, net of

income taxes, are reported as accumulated other comprehensive
income or loss, in a separate component of shareholder’s equity. Gain
or loss on sale of investment securities is based on the specifc identi-
fcation method.

Investment securities held-to-maturity at December 31, 2008, consist-
ed of mortgage-backed securities totaling $46 thousand with a remain-
ing contractual maturity of 6 to 14 years and a weighted-average yield
to maturity of 5.77%.

The following table summarizes the contractual maturities of the
Company’s investment securities at their carrying value and their
weighted-average yields at December 31, 2008. The yield on tax-ex-
empt securities has been adjusted to a tax-equivalent yield basis.
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Table 37: Investment Yields

(Dollars in thousands) o e o FEEE Ja
Within One Year Years Years Over Ten Years Total

Amount Yield  Amount  Yield Amount  Yield Amount  Yield Amount  VYield
Available-for-sale securities:
US Government Agencies and Treasuries  $ 4,932 2.09% $ 5005 2.32% $ -% $ -%$ 9937 221%
Municipal Obligations 205 5.06% -% 168 7.00% 2,781 6.98% 3,154  6.87%
Corporate and Other Bonds - -% -% - -% 8,143 6.16% 8,143 6.16%
Mortgage- backed securities 1 7.00% 435 3.45% - -% 21,919 4.96% 22,355  4.93%
Total available-for-sale securities 5138 2.21% 5,440 2.41% 168 7.00% 32,843 5.43% 43,589  4.68%
Held-to-maturity Securities
Mortgage-backed securities $ -% $ -% $ 28 6.20% $ 18 5.09% $ 46  5.77%

The following table summarizes the carrying value of the Company’s investment securities held on the dates indicated:

Table 38: Investment Balances

As of December 31,
2008 2007 2006

Available-for-sale securities — at fair value:
U.S. Government agencies and treasuries
Municipal obligations

Corporate and other bonds

Mortgage-backed securities

Total available-for-sale

Held-to-maturity securities — at amortized cost:
Mortgage-backed securities

As of December 31, 2008, the aggregate book value of the Company’s
investment in securities of a single issuer did not exceed 10% of the
company’s shareholders’ equity.

Loans and Asset Quality
The Company concentrates its lending activities primarily within
Alameda, Calaveras, San Joaquin, Stanislaus and Tuolumne Counties.

S S S S
(In thousands)

$ 10,177 $ 20417 $ 13,733
3,035 3,161 2,760

3,809 9,592 2,506

22,671 8,124 4,035

$ 39,692 $ 41294 $ 23,034
$ 46 $ 58 § 73

The Company manages its credit risk through diversifcation of its loan
portfolio and the application of underwriting policies and procedures
and credit monitoring practices. Although the Company has a diversi-
fed loan portfolio, a signifcant portion of its borrowers’ ability to repay
the loans is dependent upon the professional services and residential
real estate development industry sectors. Generally, the loans are se-
cured by real estate or other assets and are expected to be repaid from
cash fows of the borrower or proceeds from the sale of collateral.

The following table sets forth the amounts of loans outstanding by category as of the dates indicated:

Table 39: Loan Categories
(In thousands)

As of December 31,

Commercial and Agricultural $
Real estate-construction

Real estate-commercial mortgage

Installment

Deferred Loan Fees and Costs

Allowance for Loan Losses

Total Net Loans $

2008 2007 2006 2005 2004
94437 $ 95658 $ $89,045 $ 60,645 $ 55569
64,762 80,168 75,654 43,352 22,965

135,013 121,157 112,532 126,166 109,895
13,609 15,215 12,526 13,536 13,121

143 208 40 213 199
(6,019) (3,948) (2,478) (2,356) (2,214)
301945 $ 308458 $ 287318 $ 241556 $ 199,535
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Net loans have decreased $6.5 million or 2% to $302.0 million at December 31, 2008 from $308.5 million at December 31, 2007. The Company’s
loan portfolio contracted in the commercial and agricultural categories by $1.2 million or 1% in 2008. Real estate construction loans have de-
creased $15.4 million or 19%, real estate commercial mortgage loans increased $13.9 million or 11%, and installment loans have decreased $1.6
million or 11% in 2008. The portfolio mix has changed in 2008 as compared with the mix of the previous year: with commercial and agricultural
loans remained at 31% in 2008, real estate construction loans decreased to 21% compared to 26% in 2007, real estate-commercial mortgage
loans increased to 44%, compared to 39% and installment loans remained at 4% in 2008. The shift in the mix refects the changes in lending needs
within the Company’s service area. In addition, the Company has reclassifed loans from real estate — construction to real estate — commercial
mortgage as construction projects are completed and a permanent loan is provided. The overall change in the mix of the loan portfolio did not

signifcantly impact the overall risk profle in the loan portfolio.

The following table sets forth the maturity distribution of the Company’s commercial and agricultural loans and construction loans outstanding as
of December 31, 2008, which, based on remaining scheduled repayments of principal, were due within the periods indicated.

Table 40: Commercial, Agriculture and Construction Loan Maturities

After One through

(In thousands) Within One Year Five Years After Five Years Total
Commercial and agricultural loans $ 40,642 $ 32,070 $ 21,725 $ 94,437
Construction Loans 54,522 7,070 3,170 64,762
Total $ 95164 3 39,140 $ 24,895 $ 159,199
Loans due after one year with:

Fixed Rates $ 29,570 $ 5,736 $ 35,306
Variable Rates $ 9,570 $ 19,159 $ 28,729

The Company’s practice is to place a loan on nonaccrual status when one of the following events occurs: (i) Any installment of principal or interest
is 90 days or more past due (unless in management’s opinion the loan is well-secured and in the process of collection), (i) management deter-
mines the ultimate collection of principal or interest to be unlikely or (iii) the terms of the loan have been renegotiated due to a serious weakening
of the borrower’s fnancial condition. Nonperforming loans are loans that are on nonaccrual, are 90 days past due and still accruing or have been

restructured.

The following table sets forth a summary of the Company’s nonperforming loans and other assets as of the dates indicated:

Table 41: Nonperforming Assets

As of December 31,
(In Thousands) 2008 2007 2006 2005 2004
Nonaccrual loans $ 23560 $ 432 $ - $ - 3
90 days past due and still accruing interest = - - - -
Other Real Estate Owned $ 2,029 -- - - -

The Company had a total of eleven loans on nonaccrual at December
31, 2008. Three loans accounted for $17 million or 72% of the total bal-
ance of nonaccrual loans. In each case, the Company holds commer-
cial real estate as collateral and in one case holds a single family resi-
dence as collateral in addition to the commercial real estate. The
Company had one nonaccrual loan as of December 31, 2007 and did
not have any nonaccrual loans at December 31, 2006.

Allowance for Loan Losses (ALL)
In determining the amount of the Company's Allowance for Loan
Losses (“ALL"), management assesses probable loss characteristics of

the loan portfolio including the concentrations, nature and diversifca-
tion of the portfolio. Each credit is assigned a credit risk rating factor,
and this factor, multiplied by the dollars associated with the credit risk
rating, is used to calculate one component of the ALL. In addition, man-
agement estimates the probable loss on individual credits that are re-
ceiving increased management attention due to identifed increases in
credit risk. Management reviews the credit risk report with the Directors
Loan Committee as well as with the full Board of Directors, monthly.

The adequacy of the ALL is calculated upon three components. First is
the credit risk rating of the loan portfolio, including all outstanding loans.
Every extension of credit has been assigned a risk rating based upon a
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comprehensive defhnition intended to measure the inherent risk of lend-
ing money. Each rating has an assigned risk factor expressed as a re-
serve percentage. Central to this assigned risk factor is the historical
loss record of the Company. Secondly, established specifc reserves
are available for individual loans currently on management'’s watch and
classifed loan lists. These are the estimated potential losses associat-
ed with specifc borrowers based upon the collateral and event(s) caus-
ing the risk ratings. The third component is unallocated. This reserve is
for qualitative factors that may affect the portfolio as a whole, such as
those factors described below. Management believes the assigned risk
grades and our methods for managing risk are satisfactory.

The Company makes provisions to the ALL on a regular basis through
charges to operations that are refected in the Company’s statements
of income as a provision for loan losses. When a loan is deemed uncol-
lectible, it is charged against the allowance. Any recoveries of previ-
ously charged-off loans are credited back to the allowance. There is no
precise method of predicting specifc losses or amounts that ultimately
may be charged-off on particular categories of the loan portfolio.
Similarly, the adequacy of the ALL and the level of the related provision
for probable loan losses is determined on a judgment basis by manage-
ment based on consideration of a number of factors including (i) eco-
nomic conditions, (i) borrowers’ fnancial condition, (iii) loan impair-
ment, (iv) evaluation of industry trends, (v) industry and other concen-
trations, (vi) loans which are contractually current as to payment terms
but demonstrate a higher degree of risk as identifed by management,
(vii) continuing evaluation of the performing loan portfolio, (viii) monthly
review and evaluation of problem loans identifed as having a loss po-
tential, (ix) monthly review by the Board of Directors, and (x) assess-
ments by regulators and other third parties. Certain members of
Management and the Board of Directors evaluate the allowance and
determine its desired level considering objective and subjective mea-
sures, such as knowledge of the borrowers’ businesses, valuation of
collateral, the determination of impaired loans and exposure to poten-
tial losses.

While management uses available information to recognize losses on
loans, future additions to the allowance may be necessary based on
changes in economic conditions and other qualitative factors. In addi-
tion, various regulatory agencies, as an integral part of their examina-
tion process, periodically review the Company’s ALL. Such agencies
may require the Company to provide additions to the allowance based
on their judgment of information available to them at the time of their
examination. There is uncertainty concerning future economic trends.
Accordingly it is not possible to predict the effect future economic
trends may have on the level of the provision for possible loan losses in
future periods.

The Company’s principal lines of lending are (i) commercial and agri-
cultural, (ii) real estate construction and (iii) commercial and residential

real estate. The primary sources of repayment of the Company’s com-
mercial loans are the borrowers’ conversion of short-term assets to
cash and operating cash fow. The net assets of the borrower or guar-
antor are usually identifed as a secondary source of repayment. The
principal factors affecting the Company’s risk of loss from commercial
lending include each borrower’s ability to manage its business affairs
and cash fows, local and general economic conditions and real estate
values in the Company’s service area. The Company manages its com-
mercial loan portfolio by monitoring its borrowers’ payment perfor-
mance and their respective fnancial condition and makes periodic ad-
justments, if necessary, to the risk grade assigned to each loan in the
portfolio. The Company'’s evaluations of its borrowers are facilitated by
management's knowledge of local market conditions and periodic re-
views by a consultant of the Company’s credit administration policies.

The principal source of repayment of the Company’s real estate con-
struction loans is the sale of the underlying collateral or the availability
of permanent fnancing from the Company or other lending source. The
principal risks associated with real estate construction lending include
project cost overruns and deterioration of real estate values as a result
of various factors, including competitive pressures and economic
downturns. The Company manages its credit risk associated with real
estate construction lending by establishing loan-to-value ratios and
loan-to-cost ratios on projects on an as-completed basis, inspecting
project status in advance of controlled disbursements and matching
maturities with expected completion dates. Generally, the Company
requires a loan-to-value ratio of not more than 80% on single family
residential construction loans.

The principal source of repayment of the Company's real estate mort-
gage loans is the borrowers’ operating cash fow. Similar to commercial
loans, the principal factors affecting the Company’s risk of loss in real
estate mortgage lending include each borrower’s ability to manage its
business affairs and cash fows, local and general economic conditions
and real estate values in the Company’s service area. The Company
manages its credit risk associated with real estate mortgage lending
primarily by establishing maximum loan-to-value ratios and using strat-
egies to match the borrower’s cash fow to loan repayment terms.

The Company’s specifc underwriting standards and methods for each
of its principal lines of lending include industry-accepted analysis and
modeling and certain proprietary techniques. The Company’s under-
writing criteria are designed to comply with applicable regulatory guide-
lines, including required loan-to-value ratios. The Company’s credit
administration policies contain mandatory lien position and debt service
coverage requirements, and the Company generally requires a guaran-
tee from 20% or more owners of its corporate borrowers.

The ALL should not be interpreted as an indication that charge-offs in
future periods will occur in the stated amounts or proportions.
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interest rate risk by analyzing the potential impact on interest income
from potential changes in interest rates and considers the impact of
alternative strategies or changes in balance sheet structure. The ALCO
manages the Company’s balance sheet in part to maintain the potential
impact on net interest income within acceptable ranges despite chang-
es in interest rates. The Company’s exposure to interest rate risk is re-
viewed on a quarterly basis by the ALCO.

Net Interest Income Simulation

In order to measure interest rate risk at December 31, 2008, the
Company used a simulation model to project changes in net interest
income that result from forecasted projection and changes in interest
rates. This analysis, which is performed quarterly by management, cal-

pact this analysis, including the potential impact of loan prepayments,
deposit drifts or other balance sheet movements including changes by
management to mitigate the impact of interest rate changes or second-
ary impacts such as changes to the Company’s credit risk profle as
interest rates change. Changes that vary signifcantly from the assump-
tions may have signifcant effects on the Company’s net interest in-
come.

The following table refects the Company's projected net interest
income sensitivity analysis based on year-end data:
Table 45: Interest Income Sensitivity
December 31, 2008

culates the difference between net interest income forecasted using a Change in Rates Adjusted Net Percent Change
rising and falling interest rate scenario and net interest income fore- Interest Income From Base
F:asted usjng a pase markgt derived fro.m the current.interest ratgs. The e ——
income S|muIaF|on model includes various assum]puons regarding the Up 200 basis points $ 14785 (L47)%
re-pricing relationships for each of the Company’s products. Many of —
the Company’s assets are foating rate loans, which are assumed to ~ UP 150 basis points $ 14848 (1.05)%
reprice immediately and to the same extent as the change in market  Up 100 basis points $ 14,911 (0.63)%
rates according to their contracted index. The Company’s non-term de- Base Scenario $ 15,005 0.00 %
posit prgducts reprice more slowly, usgally changing less than the  pown 100 basis points $ 15,152 0.98 %
change in market rates and at the discretion of the Company. Down 150 basis points $ 15236 154%
The analysis indicates the impact of changes in net interest income for ~ Down 200 basis points $ 15,324 2.13%
the given set of rate changes and assumptions. It assumes that the
balance sheet grows modestly, but that its structure will remain similar
to the structure at year-end. It does not account for all factors that im-
Contractual Obligations
The following table summarizes the contractual obligations of the Company as of December 31, 2008:
Table 46: Contractual Obligations
Less than More than
(In thousands) Total one year 1-3 years 3-5 years 5 years
Subordinated Debentures, foating rate
of 4.66% payable March 17, 2034 $ 3609 $ - $ - $ $ 3,609
Subordinated Debentures, foating rate
of 3.45% payable September 16, 2037 5,155 - - 5,155
FHLB Loans weighted average fxed rate of 3.10% 40,000 11,000 27,000 2,000 -
Operating lease obligations 1,701 274 404 430 593
Salary continuation program (1) 1,106 - - 1,106
Total $ 51571 $ 11274 $ 27,404 $ 2430 $ 10,463

(1) Salary continuation program obligations represent the amount accrued as of December 31, 2008 under the terms of the program.

In addition to those obligations listed above, in the normal course of
business, the Company will make cash distributions for, among other
items, the payment of interest on interest bearing deposit accounts and
debt obligations, payments for quarterly tax estimates and contribu-
tions to certain employee beneft plans.

Capital Resources
Capital adequacy is a measure of the amount of capital needed to sus-
tain asset growth and act as a cushion for losses. Capital protects de-

positors and the Federal deposit insurance fund from potential losses
and is a source of funds for the investments the Company needs to
remain competitive. Historically, capital has been generated principally
from the retention of earnings.

Overall capital adequacy is monitored on a day-to-day basis by the
Company’s management and reported to the Company’s Board of
Directors on a quarterly basis. The Bank's regulators measure capital
adequacy by using a risk-based capital framework and by monitoring
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compliance with minimum leverage ratio guidelines. Under the risk-
based capital standard, assets reported on the Company’s balance
sheet and certain off-balance sheet items are assigned to risk catego-
ries, each of which is assigned a risk weight.

This standard characterizes an institution’s capital as being “Tier 1"
capital (defned as principally comprising shareholders’ equity and
qualifying subordinated debentures ) and “Tier 2" capital (defned as
principally comprising the qualifying portion of subordinated debt and
the qualifying portion of the ALL), the total amount not to exceed 100%
of Tier 1 capital.

The minimum ratio of total risk-based capital to risk-adjusted assets,
including certain off-balance sheet items, is 8%.

At December 31, 2008, 2007 and 2006 the Company'’s capital met all

Quarterly Financial Information (Unaudited)

minimum regulatory requirements.

As of December 31, 2008, the most recent notifcation by the Federal
Depository Insurance Corporation (FDIC) categorized the Bank as well
capitalized under the regulatory framework for prompt corrective ac-
tion. To be categorized as well capitalized the Bank must meet the
minimum ratios as set forth below. There are no conditions or events
since that notifcation that management believes have changed the in-
stitution’s category. For more information on the Company’s and the
Bank's risk-hased capital ratios, see note 11 to the Financial Statements
contained in this report.

Impact of Inflation

Infation affects the Company’s fhancial position as well as its operat-
ing results. Itis management’s opinion that the effects of infation on the
fnancial statements have not been material.

The following table presents the summary unaudited results for the stated eight quarters:

Table 47: Quarterly Financial Results
2008 - Quarter

2007 - Quarter

(In thousands, except per share data) 4t 3 2 s ki g 7 fls
Diluted (loss) earnings per share ¢ (152) ¢ (0300 $ 015 $ 027 $ 013 $ 033 $ 035 $ 033
Basic (loss) earnings per share $ (152 $ (032 $ 016 $ 030 $ 014 $ 035 $ 038 $ 036
Interest income $ 5792 $ 6948 $ 7234 $ 7301 $ 7667 $ 7937 $ 8132 $ 7,506
Net interest income $ 3220 $ 4048 $ 3848 $ 3919 $ 4175 $ 4241 $ 4653 $ 4331
Provision for loan losses $ 5591 $ 600 $ 600 $ 210 $ 1165 $ 40 $ 55 § 165
Total non-interest (loss) income  $ (3,400) $ 2937 $ 597 $ 472 $ 484 $ 589 $ 706 $ 686
Total non-interest expense $ 4450 $ 3558 $ 2825 $ 2495 $ 2585 $ 2,711 § 3002 $ 2,699
(Loss) Income before taxes $ (10,221) $ (3047) $ 1020 $ 1686 $ 909 $ 2079 $ 2313 $ 2,142
Net (loss) Income $ (5654) $ (1209 $ 579 $ 1,094 $ 513 $ 1301 $ 1409 $ 1,326

MARKET PRICE FOR REGISTRANT’'S COMMON EQUITY,

DIVIDENDS AND RELATED STOCKHOLDER MATTERS

The Company’s common stock is listed for trading on the NASDAQ e N

Global Market under the symbol PSBC. Prior to July 12, 2005, Table 48: Quarterly Sales Prices

trading informat.ion regarding the common stock was availablg via Sales Prices

the OTC Bulletin Board. The following table, which summarizes :

trading activity during the Company’s last two fscal years, is based Quarter Ended: High Low Volume

on information provided by Yahoo.com Historical Quotes. The December 31, 2008 $ 610 $ 190 209,500

quotations refect the price that would be received by the seller September 30, 2008 $ 970 $ 501 208,300

without retail mark-up, mark-dovyn or commissions and may not June 30, 2008 $ 1243 $ 800 106,000

have represented actual transactions. March 31, 2008 $ 1480 $ 10.86 111,600

As of March 15, 2009, there were approximately 280 holders of December 31, 2007 $ 1889 $ 1244 132,100

record of the common stock of the Company. September 30, 2007 $ 2074 $ 1551 310,600

Dividends June 30, 2007 $ 2190 $ 16.75 149,300

The Company's primary source of cash is dividends from the March 31, 2007 $ 2423 $ 19.87 503,000

Bank. The Bank's ability to pay dividends is subject to certain regu-

latory requirements. The California Financial Code restricts the . J
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total dividend payment of any bank in any calendar year to the lesser of
(1) the bank's retained earnings or (2) the bank’s net income for its last
three fscal years, less distributions made to shareholders’ during the
same three-year period. As of December 31, 2008, the Bank had $4.7
million in retained earnings available for dividends to the Company. In
addition, the Company’s ability to pay dividends to its shareholders is
subject to certain covenants contained in the indentures related to the
trust preferred securities issued by the Trusts.

Stock Performance Graph

The power of the Board of Directors of an insured depository institution
to declare a cash dividend or other distribution with respect to capital is
subject to statutory and regulatory restrictions which limit the amount
available for such distribution depending upon the earnings, fnancial
condition and cash needs of the institution, as well as general business
conditions.

The following chart compares the yearly percentage changes in cumulative shareholder return on our common stock during the fve fscal years
ended December 31, 2008, with (i) the Total Return Index for the Nasdaq Stock Market (U.S. Companies), (i) the Standard and Poor’s 500 and
(iii) the Total Return Index for the Nasdaq Bank Stocks, as reported by the Center for Research in Securities Prices. The comparison

assumes $100.00 was invested on December 31, 2003, in our common stock and the comparison indices, and assumes the reinvestment of all
cash dividends prior to any tax effect and retention of all stock dividends. Price information from December 31, 2003 to December 31, 2008,
was obtained by using Nasdagq closing prices as of the last trading day of each year.
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Period Ending
Index 12/31/2003 12/31/2004 12/31/2005 12/31/2006 12/31/2007 12/31/2008
Pacifc State Bancorp $ 100.00 $ 254.03 $ 22924 $ 269.39 $ 155.76 $ 23.54
Nasdaq Bank Stocks $ 100.00 $ 11099 $ 106.18 $ 117.87 $ 91.85 $ 8.11
Nasdaq U.S. $ 100.00 $ 10859 $ 110.08 $ 12056 $ 13239 $ 78.72
S&P 500 $ 100.00 $ 108.99 $ 11226 $ 12755 $ 132.06 $ 81.23
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in ltem 406 of Regulation S-K that applies to its principal
executive and financial officers and the persons
performing similar functions. In addition, the Company
files an Annual Report on Form 10-K with the Securities
and Exchange Commission and Annual Report on Form
FR Y-6 with the Federal Reserve Board. Copies of the
Code of Ethics, and latest Annual Report on Form 10-K
and Form FR Y-6 are available upon request. Requests
for such information should be directed to:

Justin Garner

Vice President/Chief Financial Officer
Pacific State Bank

P. O. Box 1649

Stockton, CA 95201-1649

Member

EQUAL HOUSING FDIC
LENDER




Board Of Directors
Harold Hand, M.D., Inc
Chairman of the Board
Zeiter Eye Medical Group

Patricia A. Hatton, M.D., Inc
Chairperson of the Director Loan Committee

Steven J. Kikuchi
Chairman of the Personnel Committee
Landscape Architect

Gary A. Stewart
Executive Vice President & Chief Credit Offcer
Pacifc State Bancorp & Pacifc State Bank

Yoshikazu Mataga
Owner, Mataga Buick Pontiac & GMC
Mataga Cadillac Tracy Pontiac Cadillac & GMC

Michael L. Dalton, C.P.A., Inc
Vice Chairman of the Board
Chairman of the ALCO

Chairman of the Audit Committee
Attentive Investment Managers, Inc

Russell Munson
Corporate Secretary
Owner, Wine & Roses Hotel Restaurant & Spa

Maxwell M. Freeman
Freeman, D'Auito, Pierce, Gurev, Keeling & Wolf
A Professional Law Corporation

Kathleen M. Verner
Vice President Verner Construction

George M. Schofield, C.P.A.
Certifed Public Accountant
Financial Consultant for Wine Industry







