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In 2009, we proudly helped Friends of the Fields preserve Clallam County’s tradition of the small family farm.
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COVER STORY: Sound Community Bank and Sound Community Foundation have been supporters of Friends of the Fields since it’s
inception in 1999. Our CEQ, Laurie Stewart, is a former Board member, and the bank has helped finance the preservation of farmland
in the Sequim Dungeness Valley. In 2009 the Foundation contributed to Friends of the Fields efforts to save the Finn Hill Farm. The
organization is committed to protecting as many productive farms as possible in Clallam County by:

<% « Supporting the sustainable enterprise of farming and the farming culture.

g, « Educating the public and advocate for agriculture in Clallam County.

{.: 4 « Supporting agritourism.

BT e are proud to partner with Friends of the Fields in these efforts.




A MESSAGE FROM THE PRESIDENT

Dear Fellow Shareholders,

Last year, | reported to you that 2008 was an historic year in the financial services
sector. Sadly, the seemingly endless stream of failures, takeovers and bailouts also
continued to dominate headlines in 2009. A year ago, we acknowledged that we
would continue to be challenged in 2009 and that prediction proved accurate.

Our economy showed few signs of improvement until late in the year. By the

4th quarter we began to see fewer struggling borrowers and a reduction in our classified assets. This is a good
predictor of improving trends as struggling borrowers are the harbinger of loan losses and foreclosures. We believe
that our focus on credit quality and building our reserves has positioned us well for the future.

During the year we took advantage of some unique opportunities presented by banks that were downsizing.
This allowed us to acquire loans and deposits in both Port Angeles and Tacoma markets. We opened a new Port
Angeles facility, increasing service to consumers and businesses on the Olympic Peninsula. We also consolidated
our former Lakewood office with our acquired Tacoma branch for more efficient delivery of products and services
in Pierce County. We also took advantage of depressed national markets and acquired a mortgage servicing
portfolio in late 2009. This acquisition leverages a core competency that we have built over the past 20 years.

While the media reported throughout the year that banks were not lending money, we originated and funded over
$163 million in new loans — our biggest year ever. This represents more than a 31% increase over 2008 and a 71%
increase over 2007. We remain committed to making quality loans to qualified consumers and businesses in all of
the communities we serve.

We remain well capitalized by regulatory standards. To compensate for economic and credit conditions, in 2009
we increased our Allowance for Loan and Lease Losses from 0.49% of total loans to 1.18% of total loans. While this
negatively impacted earnings, we made significant progress improving our core financials. We increased our net
interest margin, reduced our cost of funds and lowered our efficiency ratio. We believe that this performance will
contribute to profitable, sustainable growth and value for our shareholders as the economy recovers and the credit
cycle improves.

Thank you for your confidence.
Sincerely,
pany (=

Laura Lee Stewart
President & CEO



SOUND FINANCIAL INC. CORPORATE INFORMATION

Sound Financial, Inc.

is a federal savings association
holding company, requlated by the
OTS. Our principal business is oper-
ating our wholly-owned subsidiary,
Sound Community Bank. Sound
Financial executive offices are
located at 2005 5th Avenue, Seattle,
Washington 98121, and the tele-
phone number is (206) 448-0884.

Sound Community Bank

is a federally chartered savings
bank with five full-service banking
offices in the greater Puget Sound
area of Washington State. Itisa
community-focused institution,
primarily engaged in attracting
deposits from the general public
and originating loans to individuals
and businesses.

Board of Directors of
Sound Financial, Inc. and
Sound Community Bank

Tyler K. Myers, Chairman
President, General Partner,
The Myers Group
David S. Haddad, Jr, Vice Chairman
Retired
Laura Lee Stewart
President/Chief Executive
Officer, Sound Financial, Inc and
Sound Community Bank
Robert F. Carney
Director of Meat and
Seafood Merchandising,
Scolaris Food & Drug Company
Debra Jones
Vice President of Administrative
Services,
Bellingham Technical College
Milton McMullen
Retired
Rogelio Riojas
Chief Executive Officer, Sea Mar
Community Health Centers
James E. Sweeney
President,
Super Supplements, Inc.

Executive Officers of
Sound Financial, Inc. and
Sound Community Bank

Laura Lee Stewart
President/Chief Executive
Officer

Matthew P. Deines
Executive Vice President/
Chief Financial Officer

Matthew F. Moran
Executive Vice President/
Chief Credit Officer

Marlene L. Price
Senior Vice President/
Lending Manager

Patricia Floyd
Senior Vice President/
Human Resources

Scott V. Boyer
Executive Vice President/
Retail Banking



SOUND FINANCIAL INC. SHAREHOLDER INFORMATION

Annual Meeting

The Annual Meeting of Shareholders
of Sound Financial, Inc. will be held
at our main office located at 2005
5th Avenue, Suite 200, Seattle Wash-
ington 98121, on June 15, 2010, at
2:30 p.m. local time.

Annual and Other Reports
Our Annual Report on Form 10-K
for the year ended December 31,
2009 is included in this Annual
Report to Shareholders. Additional
copies of that Form 10-K, as filed
with the Securities and Exchange
Commission, may be obtained

without charge by contacting Mat-
thew P. Deines, EVP/CFO at Sound
Financial, Inc,, 2005 5th Avenue,
Seattle Washington 98121. This
information is also available at
www.soundchb.com under Investor
Relations.

Price Range of Common Stock and Dividends

The stock price information set forth
in the table to the right was pro-
vided by the Yahoo Finance System
and is based on OTC quotations.
The closing price of our common
stock on March 31, 2010 was $4.50.

The board of directors and man-
agement of Sound Financial, Inc.
continually review our ability to pay
cash dividends on the common
stock. We currently intend to con-
tinue our policy of paying quarterly
dividends; however, these payments
will depend upon a number of fac-
tors, including capital requirements,
our financial condition and results
of operations, tax considerations,
statutory and regulatory limitations,
and general economic conditions.
No assurances can be given that any
dividends will be paid or that, if paid,
will not be reduced or eliminated in
future periods. Our future payment
of dividends may depend, in part,
upon receipt of dividends from
Sound Community Bank. Federal
regulations restrict the ability of
Sound Community Bank to pay
dividends and make other capital
distributions to us.

Stock Listing:

Sound Financial, Inc. common stock is traded on the OTC Bulletin Board

under the symbol “SNFL.OB!

Fiscal 2009 Per Share: High Low Dividend

First QUArter ... $7.50 $5.90 .04

SeCONA QUATTET -..eoeeeeeeeee e $7.00 $5.75 .04

THIYd QUAITET oo $7.00 $5.45 .02

FOurth QUarter........oo.eeeeeeeeeeeeeeseeeereeeenn $6.00 $4.10 .02
Shares Outstanding

At March 31,2010 there were

3,000,095 shares of Sound Financial,
Inc. common stock outstanding and

there were 319 holders of record.

Stockholders and General
Inquiries

Sound Financial, Inc. files an annual

report on Form 10-K and three
quarterly reports on Form 10-Q
with the Securities and Exchange
Commission. Copies of these
forms are available by request and
at www.sec.gov in EDGAR filings.
Requests for these reports, as well
as inquiries from shareholders,
analysts and others seeking infor-
mation about Sound Financial, Inc.
should be directed to Matthew P.

Deines, EVP/CFO, 2005 5th Avenue,

Seattle Washington 98121, tele-
phone (206) 448-0884, ext. 305.



SOUND FINANCIAL INC. CORPORATE OFFICES

Corporate Offices
2005 5th Avenue
Suite 200
Seattle, WA 98121

-
Port Angeles Sequim

ountlake
Terrace

SOUND COMMUNITY BANK: BRANCH OFFICE LOCATIONS

Cedar Plaza Branch Sequim Branch
22807 44th Avenue West 541 N. Fifth Avenue
Mountlake Terrace, WA 98043 Sequim, WA 98382
Downtown Seattle Branch Port Angeles Branch
2001 5th Avenue 110 North Alder Street
Seattle, WA 98121 Port Angeles, WA 98362

Tacoma Branch

2941 S. 38th Street
Tacoma, WA 98409




SNFL 10-K 12/31/2009

Section 1: 10-K

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

[X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2009

OR
[1] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

COMMISSION FILE NUMBER 000-52889

Sound Financial, Inc.
(Exact Name of Registrant as Specified in its Charter)

United States 26-0776123
(State or other jurisdiction of incorporation or organization) (I.R.S. Employer Identification No.)
2005 5th Avenue, Suite 200, Seattle Washington 98121
(Address of principal executive offices) (Zip Code)

Registrant’ s telephone number, including area code: (206) 448-0884

Securities Registered Pursuant to Section 12(b) of the Act:
None

Securities Registered Pursuant to Section 12(g) of the Act:
Title of each class
Common Stock, par value $.01 per share

Indicate by checkmark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. YES[ ] NO[X]
Indicate by checkmark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. YES[ ] NO[X]

Indicate by checkmark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 1934 during the
preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing requirements for the
past 90 days. YES[X] NOJ[ ]

Indicate by checkmark whether the registrant has submitted electronically and posted on its corporate website, if any, every Interactive Data File required to be
submitted and posted pursuant to Rule 405 of Regulation S-T (8§ 232.405 of this chapter) during the preceding 12 months (or for such shorter period that the
registrant was required to submit and post such files). YES[ ] NOJ[ ]

Indicate by checkmark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (8 229.405 of this chapter) is not contained herein, and will not be
contained, to the best of registrant’ s knowledge, in definitive proxy or information statements incorporated by referencein Part 111 of this Form 10-K or any
amendment to this Form 10-K. [ ] [NOTE —NO DELINQUENT REPORTS REPORTED UNDER PART 111, ITEM 10 OF 10-K. IF TRUE, THEN CHECK
THISBOX]

Indicate by checkmark whether the registrant is alarge accelerated filer, an accelerated filer, a non-accelerated filer or a smaller reporting Company. See definition
of “large accelerated filer,” and “ smaller reporting Company” in Rule 12b-2 of the Act.

Large accelerated filer [ ] Accelerated filer [ ] Non-accelerated filer [ ] Smaller reporting Company [X]
(Do not check if smaller reporting
Company)



Indicate by checkmark whether the registrant is a shell Company (as defined in Rule 12b-2 of the Exchange Act). YES[ ] NO[ X]
The aggregate market value of the voting and non-voting common equity held by non-affiliates as of June 30, 2009, the last business day of the
registrant’s most recently completed second fiscal quarter, was approximately $6.7 million. (The exclusion from such amount of the market value of

the shares owned by any person shall not be deemed an admission by theregistrant that such person isan affiliate of theregistrant.)

Indicate the number of shares outstanding of each of the registrant’ s classes of common stock as of the latest practicable date.
Asof March 15, 2010, ther e wer e 3,000,095 shar es of theregistrant’s common stock outstanding.

DOCUMENTSINCORPORATED BY REFERENCE

PART Il of Form 10-K--Portions of registrant’s Proxy Statement for its 2010 Annual Meeting of Shareholders.



PART |
Item 1. Business
General

Sound Financial, Inc. is afederally chartered stock holding Company and is subject to regulation by the Office of Thrift
Supervision (“OTS’). Sound Financial, Inc. was organized on January 8, 2008, as part of Sound Community Bank’s reorganization
into the mutual holding Company form of organization. As part of the reorganization, Sound Community Bank (i) converted to a
stock savings bank as the successor to Sound Community Bank in its mutual form (which was originally chartered as a credit union in
1953; (ii) organized Sound Financial, Inc., which owns 100% of the common stock of Sound Community Bank; and (iii) organized
Sound MHC, which currently owns 54% of the common stock of Sound Financial, Inc. Sound MHC has no other activities or
operations other than its ownership of Sound Financial, Inc. Sound Community Bank succeeded to the business and operations of the
Company in its mutual form and Sound Financial, Inc. has no significant assets other than all of the outstanding shares of common
stock of Sound Community Bank, its loan to the Sound Financial, Inc.’s Employee Stock Ownership Plan, and certain liquid assets.

Unless the context otherwise requires, references in this document to the “Company” or “Sound Financial” refer to Sound
Financial, Inc. and references to the “Bank” refer to Sound Community Bank (in its stock or mutual form). Referencesto “we,”
“us,” and “our” means Sound Financial, Inc. or Sound Community Bank, unless the context otherwise requires.

In connection with the above-mentioned reorganization, Sound Financial sold 1,297,148 shares of common stock in a
subscription offering that closed on January 8, 2008. Those shares constitute 44% of the outstanding shares of common stock of
Sound Financial. Sound Financial also issued 29,480 shares of common stock to Sound Community Foundation, a charitable
foundation created by Sound Community Bank in connection with the mutual holding Company reorganization and subscription
offering. The remaining 1,621,435 shares of common stock of Sound Financial outstanding were issued in accordance with federal
law to Sound Community MHC, afederal mutual holding Company (“MHC").

Substantially all of Sound Financial’s business is conducted through the Company, which is a federal savings bank subject to
extensive regulation by the OTS. Sound Community Bank’s deposits are insured up to applicable limits by the Federal Deposit
Insurance Corporation (“FDIC"). At December 31, 2009, we had total consolidated assets of $337.8 million, deposits of $287.6
million and stockholders' equity of $25.1 million. The shares of Sound Financial are traded on the Over-the-Counter Electronic
Bulletin Board under the symbol “SNFL.” Our executive offices are located at 2005 5th Avenue, Seattle, Washington, 98121.

Sound Community Bank was originally chartered in 1953 as the Associated Grocers Employees Federal Credit Union. By
the late 1980’ s, the members of the credit union expanded from employees of Associated Grocers to employees of other
businesses. In the 1990's, the credit union was serving employees of approximately 450 small companies. In 1992, it changed its
name to Credit Union of the Pacific. On May 19, 2003, Credit Union of the Pacific converted its charter from a state-chartered
credit union to afederally chartered savings bank. On that date the name was changed from Credit Union of the Pacific to Sound
Community Bank, and the Company became a taxable organization.

The Company’s principal business consists of attracting retail deposits from the genera public and investing those funds,
along with borrowed funds, in loans secured by first and second mortgages on one- to four-family residences (including home equity
loans and lines of credit), commercial real estate, consumer and commercial business loans and, to a lesser extent, construction and
development loans. We offer a wide variety of secured and unsecured consumer |oan products, including manufactured home loans,
automobile loans, boat loans and recreational vehicle loans. We intend to continue emphasizing our residential mortgage, home equity
and consumer lending, while also expanding our emphasis in commercial real estate and commercial business lending. In recent
years, we have focused on expanding our commercial loan portfolio (commercial rea estate and other commercial loans), which has
grown to $89.9 million or 31.0% of our loan portfolio at December 31, 2009, from $66.4 million or 25.2% of our loan portfolio at
December 31, 2008.



As part of our business, we focus on mortgage loan originations, many of which we sell to Fannie Mae. We sell these loans
with servicing retained to maintain the direct customer relationship and support our emphasis on strong customer service. We
originated $117.6 million and $57.7 million in one- to four-family residential mortgage loans during the years ended December 31,
2009 and 2008, respectively. During these same periods, we sold $84.3 million and $31.6 million, respectively, of one- to four-family
residential mortgage loans.

We offer avariety of deposit accounts, which are our primary source of funding for our lending activities. In recent years
we have also relied on Federal Home Loan Bank advances to augment our deposits and fund the growth of interest earning
assets. In 2008, we adopted aleverage strategy to use short and long-term Federal Home Loan Bank advances to fund asset and
loan growth.

The Company’s earnings are primarily dependent upon our net interest income, the difference between interest income and
interest expense. Interest income is a function of the balances of loans and investments outstanding during a given period and the
yield earned on these loans and investments. Interest expense is a function of the amount of deposits and borrowings outstanding
during the same period and interest rates paid on these deposits and borrowings. The Company’s earnings are also affected by our
provision for loan losses, service charges and fees, gains and losses from sales of loans, investments and other assets, other income,
operating expenses and income taxes.

During 2009, the Company expanded its operations through the acquisition of two branches in Port Angeles and Tacoma,
Washington. In July 2009, the Company opened a new branch in Port Angeles. On September 1, 2009, the Company acquired the
Port Angeles and Tacoma offices of 1st Security Bank, including $33.6 million in deposits. The operations of the Port Angeles
location were moved to the Company’s new Port Angeles branch, and the 1st Security Bank branch location was vacated. The
Company’s former branch in Lakewood was closed and the operations were consolidated with the leased 1st Security branch in
Tacoma.

Forward-L ooking Statements

This Form 10-K contains various forward-looking statements. Y ou can identify these forward-looking statements through
our use of words such as‘may,” “will,” “anticipate,” “assume,” “should,” “indicate,” “would,” “believe,” “contemplate,” “expect,”
“estimate,” “continue,” “plan,” “project,” “could,” “intend,” “target” and other similar words and expressions of the future. These
forward-looking statements include, but are not limited to:

statements of our goals, intentions and expectations;
statements regarding our business plans, prospects, growth and operating strategies;
estimated of our risks and future costs and benefits.
These forward-looking statements are based on current beliefs and expectations of our management and are inherently
subject to significant business, economic and competitive uncertainties and contingencies, many of which are beyond our control. In
addition, these forward-looking statements are subject to assumptions with respect to future business strategies and decisions that are

subject to change. The following factors, among others, could cause actual results to differ materially from the anticipated results or
other expectations expressed in the forward-looking statements:

changes in laws or government regulations or policies affecting financial ingtitutions, including changes in regulatory fees
and capital requirements;
general economic conditions, either nationally or in our market areas, that are worse than expected;

competition among depository and other financial institutions;



changes in the prices, values and sales volume of residential and commercial real estate in Washington, and in particular
the Puget Sound Region;

inflation and changes in the interest rate environment that reduce our margins or reduce the fair value of financial
instruments;

adverse changes in the securities markets;

our ahility to enter new markets successfully and capitalize on growth opportunities;
our ability to successfully integrate acquired entities, if any;

changes in consumer spending, borrowing and savings habits;

changes in our organization, compensation and benefit plans;

our ability to continue to increase and manage our commercial, multi-family and residential real estate loans and
commercia business loans;

possible impairments of securities held by us, including those issued by government entities and government sponsored
enterprises,

the level of future deposit premium assessments;

the impact of the current recession on our loan portfolio (including cash flow and collateral values), investment portfolio,
customers and capital market activities;

the impact of the current governmental effort to restructure the U.S. financial and regulatory system;
the failure of assumptions underlying the establishment of allowance for possible loan losses and other estimates;

changes in the financial performance and/or condition of our borrowers and their ability to repay their loans when due;
and

the effect of changes in accounting policies and practices, as may be adopted by the regulatory agencies, as well as the
United States Securities and Exchange Commission, the Public Company Accounting Oversight Board, the Financial
Accounting Standards Board and other accounting standard setters.

Because of these and other uncertainties, our actual future results may be materially different from the results indicated by
these forward-looking statements. We do not undertake, and specifically disclaim, any obligation to publicly revise any forward-
looking statements to reflect events or circumstances after the date of such statements or to reflect the occurrence of anticipated or
unanticipated events.

Market Area

Our primary market areais the Puget Sound region. We are headquartered in Seattle, Washington and have six retail
offices. Four of our offices are located within the Seattle-Tacoma-Bellevue Metropolitan Statistical Area, which consists of King,
Pierce and Snohomish counties. Based on the most recent branch deposit data provided by the FDIC, our share of deposits in that
market was approximately 0.2%. Our fifth and sixth offices, located in Clallam County, have 8.2% of the deposits in that market.



Our market area includes a diverse population of management, professional and sales personnel, office employees,
manufacturing and transportation workers, service industry workers and government employees, as well as retired and self-employed
individuals. The population has a skilled work force with a wide range of education levels and ethnic backgrounds. Major
employment sectors include information and communications technology, financial services, manufacturing, maritime, biotechnology,
education, health and social services, retail trades, transportation and professional services. The largest employers headquartered in
our market area include the University of Washington, the Port of Seattle, Boeing, Microsoft, Costco, Amazon.com, Starbucks,
Paccar and Weyerhaeuser.

The economy of this region has struggled during the past year. Median household income and per capitaincome for our
market area are above the state and national averages, reflecting strong job growth in our market area during 2007. For the month of
December 2009, the Seattle M SA reported an unemployment rate of 9.1%, as compared to the national average of 10.0%, according
to the latest available information. A reduction in the economic growth in our market area can have an adverse impact on the level
of our mortgage, construction and commercial lending as well as our ability to gather deposits.

Home prices have also continued to decline over the past year. According to Case-Shiller, home prices in the Seattle MSA
have decreased by 7.9% between December 2008 and December 2009. In recent months, the rate of price depreciation appearsto
have dowed as evidenced by the Case-Shiller month to month decrease of 0.7% between November and December 2009.

The challenges faced by the consumers and businesses in this region have had an impact on the Company’s delinquencies
and non-performing assets. Loans delinquent more than 60 days increased to $4.4 million or 1.5% as of December 31, 2009
compared to $2.4 million or 0.9% as of December 31, 2008. Non performing assets increased to $5.0 million or 1.48% of total assets
as of December 31, 2009 compared to $3.0 million or 1.01% as of December 31, 2008.

Lending Activities

The following table presents information concerning the composition of the Company’s loan portfolio by the type of loan as
of the dates indicated.

2009 2008 2007 2006 2005

Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Real estate loans:
One- to four-family $107,318 36.63% $ 90,863 34.33% $ 84,788 38.37% $ 86,102 41.60% $ 75,554 39.34%
Home equity 50,445 17.22 54,557 20.61 45,374 20.53 39,302 18.99 28,534 14.86
Commercial 72,035 24.58 48,730 1841 25,013 11.32 17,501 8.46 15,548 8.10
Construction or development 10,000 341 12,220 4.62 8,622 3.90 9,459 457 1,777 4.05
Total real estate loans 239,798 81.84 206,370 77.97 163,797 74.12 152,364 73.62 127,413 66.35
Consumer loans:
Manufactured homes 21,473 7.33 22,723 8.58 22,495 10.18 19,785 9.56 16,648 8.67
Automobile 6,446 2.20 10,080 3.81 15,078 6.82 17,272 8.35 18,138 9.44
Credit card 12,196 6.35
Other 7,499 2.56 7,871 2.97 8,818 3.99 9,932 4.79 6,478 3.37
Total consumer loans 35,418 12.09 40,674 15.37 46,391 20.99 46,989 22.71 53,460 27.84
Commercial business loans 17,800 6.07 17,668 6.67 10,803 4.89 7,600 3.67 11,168 5.82
Total loans 293,016 100.00% 264,712 100.00% 220,991 100.00% 206,953 100.00% 192,041 100.00%
Less:
Deferred fees and discounts 334 43 (65) 12 185
Loans held for sale 2,857 956 822 1,307 1,069
Allowance for losses 3,468 1,306 828 822 1,321
Total loans, net $286,357 $262,407 $219,406 $204,812 $189,466




The following table shows the composition of our loan portfolio in dollar amounts and in percentages by fixed and adjustable
rate loans at the dates indicated.

2009 2008 2007 2006 2005
Amount Percent Amount Percent Amount Amount Percent Amount Percent Amount

Fixed- rateloans:
Real estate loans:

One- to four-family® $ 83201 30.10% $ 72439 27.37% $ 66335 30.02% $ 74159 3583% $ 69,100  35.98%
Home equity 12,009  4.10 15613  5.90 17,814 805 18,159  8.77 7655  3.99
Commercial 27373 934 26,035 984 17,250  7.81 12,000  5.80 11,088  5.77
Construction or development 9453 323 10323 3.90 5583 253 7056 341 3461  1.80
Total real estate loans 137,036  46.77 124,410  47.01 106,982 4841 111,374  53.82 91,304 47.54
Manufactured homes 21473 7.33 22723 858 22495  10.18 19785  9.56 16,648  8.67
Automobile 6,446  2.20 10,080  3.81 15078  6.82 17,272 835 18,138  9.44
Credit card 3138 163
Other consumer 5026  2.02 6,168  2.33 7119 322 9,148  4.42 5755  3.00
Commercial business loans 11,157  11.55 7551  2.85 5539 251 4121 199 3750 1.95
Totdl fixed-rate loans 182,038  62.13 46522 1757 157,213 7114 161,700  78.13 138,733  72.24

Adjustable- rate loans:
Real estate loans:

One- to four-family 19,117 6.52 18,424 6.96 18,453 8.35 11,942 5.77 6,453 3.36
Home equity 38,435 13.12 38,944 14.71 27,560 12.47 21,143 10.22 20,879 10.87
Commercial 44,663 15.24 22,695 8.57 7,764 351 5,502 2.66 4,460 2.32
Construction or development 547 0.19 1,897 0.72 3,039 1.38 2,403 1.16 4,316 2.25
Total real estate loans 102,762 35.07 81,960 30.96 56,816 25.71 40,990 19.81 36,108 18.80
Credit card 9,058 4.72
Other consumer 1,573 0.54 1,703 0.64 1,698 0.77 784 0.38 724 0.38
Commercial business loans 6,643 2.27 10,117 3.82 5,264 28.86 3,479 1.68 7,418 3.86
Total adjustable-rate |loans 110,978 37.87 11,820 4.46 63,778 28.86 45,253 21.87 53,308 27.76
Total loans 293,016 100.00% 264,712 100.00% 220,991 100.00% 206,953 100.00% 192,041 100.00%
Less:

Deferred fees and discounts 334 43 (65) 12 185

Loans held for sale 2,857 956 822 1,307 1,069
Allowance for losses 3,468 1,306 828 822 1,321

Total loans, net $286,357 $262,407 $219,406 $204,812 $189,466

(2) Includes 30-year loans with a one-time rate adjustment five to seven years after origination, which at December 31, 2009, totaled $37.9 million, or 43.0% of
our fixed-rate residential mortgages.



The following schedule illustrates the contractual maturity of our loan portfolio at December 31, 2009. Mortgages that have
adjustable or renegotiable interest rates are shown as maturing in the period during which the contract is due. The schedule does not
reflect the effects of possible prepayments or enforcement of due-on-sale clauses.

Real Estate Mortgage

One- to Four- Home Equity Construction to Commercial
Family L oans Commercial Development Consumer Business Total
Weighted Weighted Weighted Weighted Weighted Weighted Weighted
Average Average Average Average Average Average Average
Amount Rate Amount Rate Amount Rate Amount Rate Amount Rate Amount Rate Amount Rate
(Dallars in thousands)
20109 $ 4100 467% $ 832 6.19% $ 3,877 564% $ 4657 650% $ 1,520 11.60% $ 6,130 6.77% $ 21,116 6.42%
2011 3,066 5.76 682 5.01 1,448 5.60 46 6.75 1,634 7.82 1,302 7.12 8,177 6.30
2012 6,354 6.29 387 5.23 3,557 6.68 71 10.50 2,637 851 1,566 7.47 14,471  6.90
2013 4,501 7.06 896 5.67 1,884 5.54 9 7.00 2,261 8.02 1,257 6.90 10,807 6.86
2014to 2016 20,660 6.39 4,465 5.58 7,299 6.92 331 7.04 4,931 7.60 4,757 6.66 42,443  6.57
2017 to 2020 7,117 5.40 32,397 5.19 42,634 6.71 1,205 6.68 5,672 8.8 2,308 8.81 91,333 6.23
2021 to 2024 3,106 5.53 7,491 6.87 2,555 6.68 3,400 7.06 9,216 8.79 22 7.38 25,790 7.40
2025 and
following 58414 515 __32% 764 _8781 651 __282 676 __7647 779 ___457 727 __78877 568
Tota  3107.318 5560, $50445 5gp0, $72.035 gy, $10.000 57795 $35418  g379, $17.800 7109, $293,016 5379

(1) Includes demand loans, loans having no stated maturity, overdraft loans and loans held for sale.

The total amount of loans due after December 31, 2010, which have predetermined interest rates, is $168.7 million, while the
total amount of loans due after such date, which have floating or adjustable interest rates is $103.2 million.

Lending Authority. The President/CEO may approve unsecured loans up to $500,000 and all types of secured loans up to
$1.0 million. The EVP/Chief Credit Officer may approve all other secured loans up to $500,000. The SV P/Lending also may approve
secured consumer |oans and residential mortgage and construction and development loans (excluding commercial |oans) up to
$500,000. The SVP/Lending, EVP/Chief Credit Officer each may approve unsecured loans up to $250,000. The President/CEQO,
EVP/Chief Credit Officer, and SVP/Lending all have an additional discretionary lending authority equal to 20% of their secured
lending limit. Any loans over the President/CEQ’ s lending authority or loans otherwise outside our genera underwriting guidelines
must be approved by the Board Loan Committee.

Largest Borrowing Relationships. At December 31, 2009, the maximum amount under federal law that we could lend to
any one borrower and the borrower’s related entities was approximately $4.3 million. Of our five largest borrowing relationships,
four of them are primarily business relationships and one relationship is with an individual borrower. Our four largest commercial
relationships totaled $12.9 million in the aggregate, or 4.45% of our $290.2 million loan portfolio, at December 31, 2009. The largest
relationship consists of $3.7 million in loans to an individua and his businesses, which are collateralized by a mortgage on his home
and gas stations. The next four largest lending relationships at December 31, 2009, were $3.5 million in loans to an individual, which is
collateralized by residentia property; $3.2 million in loans to an individual and his businesses which are collateralized by gas
stations; $3.1 million in loans to a business collateralized by commercial real estate and multi-family housing; and $2.9 millionto a
business collateralized by multi-family housing. All of these loans were current as of December 31, 2009. At December 31, 2009,
we had no other lending relationships that exceeded $2.8 million.



One- to Four-Family Real Estate Lending. We originate loans secured by first mortgages on one- to-four family
residences primarily located in our geographic lending area. We originate one- to four-family residential mortgage loans primarily
through referrals from real estate agents, builders and from existing customers. Walk-in customers to our branches are another
important source of loan origination for us.

A portion of the one- to four-family loans we originate are retained in our portfolio and others are sold into the secondary
market, with servicing retained for continued customer contact and service. This mortgage banking element of our residential lending
business allows us to originate more loans with the same funds by reinvesting sales proceeds in more residential mortgage loans. The
sale of mortgage |oans reduces our interest rate risk, provides a stream of servicing income that improves earnings, enhances liquidity
and enables us to originate more loans at our current capital level than if we held them in portfolio. We currently sell a portion of our
residential mortgage loans, including conforming fixed-rate loans, on a servicing retained basis. See “- Loan Originations, Purchases,
Sales, Repayments and Servicing.” At December 31, 2009, one- to four-family residential mortgage loans (including loans held for
sde) totaled $107.3 million, or 36.6%, of our gross loan portfolio.

We generally underwrite our one- to-four family loans based on the applicant’ s employment and credit history and the
appraised value of the subject property. We generally lend up to 90% of the lesser of the appraised value or purchase price for one-
to four-family first mortgage loans, and up to 80% for non-owner occupied first mortgage loans. For first mortgage loans with a
loan-to-value ratio in excess of 90%, we generally require private mortgage insurance in order to reduce our exposure. Second
mortgages on one- to four-family residences, whether owner occupied or not, are made up to 90% of the appraised value. Properties
securing our one- to four-family loans are generally appraised by independent fee appraisers who are selected in accordance with
criteria approved by the Board of Directors. We require our borrowers to obtain title and hazard insurance, and flood insurance, if
necessary.

We currently originate one- to four-family mortgage loans with either fixed or adjustable rates. Our pricing strategy for
mortgage loans includes establishing interest rates that are competitive with other local financial institutions and consistent with our
internal asset and liability management objectives. During the year ended December 31, 2009, we originated $114.4 million of one- to
four-family fixed-rate mortgage loans and $3.2 million of one- to four-family adjustable rate mortgage (ARM) loans.

Fixed-rate loans secured by one- to four-family residences have contractual maturities of up to 30 years and are generally
fully amortizing, with payments due monthly. Currently, ARM loans are offered with annual adjustments and life-time rate caps that
vary based on the product, generally with a maximum annual rate change of 2.0% and a maximum overall rate change of 6.0%. We
generally use the rate on one-year Treasury Billsto reprice our ARM loans. As a consequence of using caps, the interest rates on
these loans may not be as rate sensitive as our cost of funds.

ARM loans generally pose different credit risks than fixed-rate loans, primarily because as interest rates rise, the
borrower’ s payment rises, which increases the potential for default. The majority of these loans have been originated within the past
several years, when rates were historically low. We have offered some teaser rates for the initial 1oan rate on our ARM loans but
not at significant discounts from our prevailing rates. See“- Asset Quality — Non-performing Assets’ and “— Classified Assats.”

Most of our loans are written using generally accepted underwriting guidelines, and are readily saleable to Fannie Mae or
other private investors. Our real estate loans generally contain a“due on sal€” clause allowing us to declare the unpaid principal
balance due and payable upon the sale of the security property. The average size of our one- to four-family residential loans was
approximately $192,000 at December 31, 2009.



Home Equity Lending. We originate home equity loans that consist of both fixed-rate loans and variable-rate lines of
credit. We originate home equity lines of credit in amounts of up to 95% of the value of the collateral, minus any senior liens on the
property. Home equity lines of credit are originated for up to $250,000 with an adjustable rate of interest, based on the one-year
Treasury Bill rate plus amargin. Home equity lines of credit generally have up to atwelve-year draw period, during which time the
funds may be paid down and redrawn up to the committed amount. Once the draw period has lapsed, the payment is amortized over
atwelve-year period based on the loan balance at that time. We charge a $50 annual fee on each outstanding home equity line of
credit and require monthly interest-only payments on the entire drawn amount. At December 31, 2009, home equity lines of credit
totaled $39.1 million and home equity loans totaled $11.3 million, or 17.2% of our gross loan portfolio. At December 31, 2009,
unfunded commitments on these lines of credit totaled $21.1 million.

Our fixed-rate home equity loans are originated in amounts, together with the amount of the existing first mortgage, of up to
90% of the appraised value of the subject property for home equity loans. These loans may have terms of up to 20 years and are
fully amortizing.

Commercial Real Estate Lending. We offer avariety of commercial real estate loans. Most of these loans are secured
by commercial income producing properties, including retail centers, multi-family apartment buildings, warehouses, and office
buildings located in our market areas. At December 31, 2009, commercial real estate loans totaled $72.0 million, or 24.6%, of our
gross loan portfolio, compared to $48.7 million, or 18.4% of our gross loan portfolio at December 31, 2008.

Our loans secured by commercial real estate are generally originated with a variable interest rate, fixed for a five-year term
and a 20- to 25- year amortization period. At the end of the initial five-year term, there is a balloon payment or the loan re-prices
based on an independent index plus a margin of 1% to 2% for another five years. Loan-to-value ratios on our commercial real estate
loans typically do not exceed 80% of the lower of cost or appraised value of the property securing the loan at origination.

Loans secured by commercial real estate are generally underwritten based on the net operating income of the property and
the financial strength of the borrower. The net operating income, which is the income derived from the operation of the property less
all operating expenses, must be sufficient to cover the payments related to the outstanding debt plus an additional coverage
requirement. We generally require at minimum the personal guaranty of the borrower and an assignment of rents or leases in order
to be assured that the cash flow from the project will be used to repay the debt. Appraisals on properties securing commercial real
estate loans are performed by independent state certified or licensed fee appraisers and approved by the Board Loan Committee. In
order to monitor the adequacy of cash flows on income-producing properties, the borrower is required to provide at minimum annual
financial information.

Loans secured by commercial real estate properties generally involve a greater degree of credit risk than one- to four-family
residential mortgage loans. These loans typically involve larger balances to single borrowers or groups of related
borrowers. Because payments on loans secured by commercial and multi-family real estate properties are often dependent on the
successful operation or management of the properties, repayment of these loans may be subject to adverse conditions in the real
estate market or the economy. |f the cash flow from the project is reduced, or if leases are not obtained or renewed, the borrower’s
ability to repay the loan may be impaired. Our largest commercial real estate |loan at December 31, 2009, totaled $3.7 million loans to
an individual and his business, which is collateralized by gas stations and a personal residence. At December 31, 2009, this loan was
performing in accordance with the terms of the notes.



Construction or Development Lending We originate construction loans secured by single-family residences and
commercial real estate. We also originate loans secured by tracts of land for development. At December 31, 2009, our construction
and development loans totaled $10.0 million, or 3.4%, of our gross loan portfolio.

Construction loans to individuals and contractors for the construction and acquisition of personal residences totaled $1.3
million, or 13.0%, of our construction and development portfolio. At December 31, 2009, the unadvanced portion of these
construction loans totaled $2.4 million.

Our construction loans generally provide for the payment of interest only during the construction phase, which is typicaly up
to nine months. At the end of the construction phase, the construction loan generally either converts to a longer term mortgage loan
or is paid off through a permanent |oan from another lender. Construction loans are made up to the lesser of a maximum loan-to-
value ratio of 100% of cost or 80% of appraised value at completion. At December 31, 2009, our largest residential construction
mortgage loan commitment was for $1.9 million; $541,000 of which had been disbursed. This loan was performing according to its
terms. The average outstanding residential construction loan balance was approximately $162,000 at December 31, 2009.

Before making a commitment to fund aresidential construction loan, we require an appraisal of the subject property by an
independent licensed appraiser. Loan proceeds are disbursed after inspection based on the percentage of completion method. We
also independently review and inspect each project before disbursement of funds during the term of the construction loan.

We make development loans to builders or residential lot developers. These loans involve a higher degree of credit risk
similar to commercial construction loans. At December 31, 2009, we had atotal of $4.4 million in development loans to builders and
residential lot developers. Our largest development loan being a $1.2 million loan, which is non-performing as of December 31, 2009.
These land loans also involve additional risks because the loan amount is made based on the projected value of the lots after
construction. We make these loans for up to 75% of the estimated value for up to two years. We require these loans to be paid on
an accelerated basis as the lots are sold, so that we are repaid before all the lots are sold.

We offer commercial real estate construction loans for small retail properties. These loans are underwritten with terms
similar to our permanent commercial real estate loans with special construction financing for up to 12 months under terms similar to
our residential construction loans. We had no construction loans secured by commercial real estate at December 31, 2009.

Construction financing is generally considered to involve a higher degree of credit risk than longer-term financing on
improved, owner-occupied real estate. Risk of loss on a construction loan depends largely upon the accuracy of the initial estimate of
the value of the property at completion of construction compared to the estimated cost (including interest) of construction and other
assumptions. If the estimate of construction costs is inaccurate, we may be required to advance funds beyond the amount originally
committed in order to protect the value of the property. Additionally, if the estimate of value is inaccurate, we may be confronted
with a project that, when completed, has a value that is insufficient to generate full payment.

Consumer Lending. We offer avariety of secured consumer loans, including new and used manufactured homes,

automobiles, motorcycles, boats and recreational vehicle loans, and loans secured by savings deposits. We also offer unsecured
consumer loans. We originate our consumer loans primarily in our geographic lending areas.
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We originate new and used manufactured home loans. The yields on these |oans are higher than that on our other
residential lending products and the portfolio has performed reasonably well with an acceptable level of risk and loss in exchange for
the higher yield. Our weighted average yield on manufactured home loans at December 31, 2009 was 8.5%, compared to 5.6% for
one- to four-family residential mortgages, including loans held for sale. At December 31, 2009, these loans totaled $21.5 million, or
60.6% of our consumer loans and 7.3% of our total loan portfolio. These loans are generally made for up to 90% of the lesser of the
appraised value or purchase price up to $200,000, and with terms typicaly up to 20 years. We generally charge a 1% fee at
origination. All our manufactured home loans are made on a direct basis. We underwrite these loans based on our review of
creditworthiness of the borrower, including credit scores, and the value of the collateral, for which we perfect a security interest
under Washington law.

Manufactured home loans are higher risk than loans secured by residential real property, though this risk is reduced if the
owner also owns the land on which the home islocated. A small portion of our manufactured home loans involve properties on
which we also have financed the land for the owner. The primary additional risk in manufactured home loans is the difficulty in
obtaining adequate value for the collateral due to the cost and limited ability to move the collateral. These loans tend to be made to
retired individuals and first-time homebuyers. First-time homebuyers of manufactured homes tend to be a higher credit risk than
first-time homebuyers of single family residences, due to more limited financial resources. As aresult, these loans have a higher
probability of default, higher delinquency rates and greater servicing and collateral recovery costs than single family residential loans
and other types of consumer loans. We maintain a reserve to address this additional risk. We attempt to workout delinquent loans
with the borrower and, if that is not successful, any repossessed manufactured homes are repossessed and sold. At December 31,
2009, none of our manufactured home loans were non-performing.

We make loans on new and used automobiles. Our automobile loan portfolio totaled $6.4 million at December 31, 2009, or
18.2% of our consumer loan portfolio and 2.2% of our gross loan portfolio. Automobile loans may be written for aterm of up to
seven years for new cars and six years for used cars and have fixed rates of interest. Loan-to-value ratios are up to 100% of the
lesser of the purchase price or the National Automobile Dealers Association value for auto loans, including tax, licenses, title and
mechanical breakdown and gap insurance. We follow our internal underwriting guidelines in evaluating automobile loans, including
credit scoring, verification of employment, reviewing debt to income ratios and valuation of the underlying collateral.

Our consumer loans also include loans secured by new and used boats, motorcycles and recreational vehicles, loans secured
by deposits and unsecured consumer loans, all of which, at December 31, 2009, totaled $7.5 million, or 2.6% of our gross loan
portfolio. Loans secured by boats, motorcycles and recreational vehicles typically have terms from five to 15 years, depending on the
collateral, and loan-to-value ratios up to 90%. They are made with fixed rates. Our unsecured consumer loans have either a fixed
rate of interest generally for a maximum term of 48 months, or are revolving lines of credit of generally up to $5,000. At December
31, 2009, unfunded commitments on our unsecured consumer lines of credit totaled $2.7 million.

Consumer loans (other than our manufactured homes) generally have shorter terms to maturity, which reduces our exposure
to changes in interest rates. In addition, management believes that offering consumer loan products helps to expand and create
stronger ties to our existing customer base by increasing the number of customer relationships and providing cross-marketing
opportunities.

Consumer loans generally entail greater risk than do one- to four-family residential mortgage loans, particularly in the case

of consumer loans that are secured by rapidly depreciable assets, such as manufactured homes, automobiles, boats and recreational
vehicles. In these cases, any repossessed
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collateral for a defaulted loan may not provide an adequate source of repayment of the outstanding loan balance. As aresult,
consumer loan collections are dependent on the borrower’ s continuing financial stability and, thus, are more likely to be adversely
affected by job loss, divorce, illness or personal bankruptcy.

Until June 2006, we engaged in unsecured consumer lending in the form of a VISA credit card portfolio. This portfolio
offered a higher yield than many of our other loan products; however, it also involved higher credit risk and servicing costs than these
other products. In early 2006, we evaluated the benefits and costs of offering credit cards in this fashion and decided to offer the
service to our existing and potential new customers through a third party provider. Beginning in July 2006, our customers obtained
VISA credit cards with the Sound Community Bank brand through an unaffiliated commercial bank. That bank also incurs the
operating expenses and the credit risk for the credit card indebtedness of our customers. In connection with this shift to a third party
provider, we sold our existing $11.6 million credit card portfolio on June 30, 2006 to that unaffiliated bank for a pre-tax gain of $2.3
million. We continue to earn a percentage of interchange fees and commissions on new accounts. In addition, the third party
provider continues providing us with 1% of the purchase transactions on our co-branded credit card accounts, which we in turn
donate to The Sequim Foundation and People for Puget Sound (two local charities).

Commercial Business Lending. At December 31, 2009, commercial business loans totaled $17.8 million, or 6.1%, of our
gross loan portfolio. Our commercial business lending activities encompass loans with a variety of purposes and security, including
loans to finance commercial vehicles and equipment. Approximately $1.2 million of our commercial business loans are
unsecured. Our commercial business lending policy includes credit file documentation and analysis of the borrower’ s background,
capacity to repay the loan, the adequacy of the borrower’s capital and collateral, as well as an evaluation of other conditions
affecting the borrower. Analysis of the borrower’s past, present and future cash flows is also an important aspect of our credit
analysis. We generally require personal guarantees on both our secured and unsecured commercia business loans. Nonetheless,
commercial business loans are believed to carry higher credit risk than residential mortgage loans.

Unlike residential mortgage loans, commercial business loans, particularly unsecured |oans, are made on the basis of the
borrower’s ability to make repayment from the cash flow of the borrower’ s business and, therefore, are of higher risk. We make
secured commercial business loans with business assets, such as accounts receivable, inventory equipment and cash as collateral
with loan-to-value ratios of up to 80%, based on the type of collateral. This collateral depreciates over time, may be difficult to
appraise and may fluctuate in value based on the specific type of business and equipment used. As aresult, the availability of funds
for the repayment of commercial business loans may be substantially dependent on the success of the business itself (which, in turn,
is often dependent in part upon general economic conditions).

Interest rates on commercial business loans are usually adjustable and are based on the prime rate as reported in the West
Coast edition of the Wall Street Journal plus 1% to 2%. In addition, we typically charge loan fees of 1% to 2% of the principal
amount at origination, depending on the credit quality and account relationships of the borrower. Some of our commercial business
loans are lines of credit with terms of 12 months and interest-only monthly payments during the term. The remainder are term loans
of three to seven years.

Substantially all of our commercial business |oans have been to borrowers in our market area. We intend to continue our
commercial business lending in this geographic area.
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Loan Originations, Purchases, Sales, Repayments and Servicing

We originate both fixed-rate and adjustable-rate loans. Our ability to originate loans, however, is dependent upon customer
demand for loans in our market areas. Over the past few years, we have continued to originate residential and consumer loans, and
increased our emphasis on commercial rea estate, construction and development, and commercial business lending. Demand is
affected by competition and the interest rate environment. During the past few years, we, like many other financial institutions, have
experienced significant prepayments on loans due to the low interest rate environment prevailing in the United States. In periods of
economic uncertainty, the ability of financial ingtitutions, including us, to originate large dollar volumes of real estate loans may be
substantially reduced or restricted, with a resultant decrease in interest income. In 2009, we acquired $4.2 million of seasoned multi-
family residential real estate loans. We acquired these loans at par. In 2008, we purchased approximately $10 million of seasoned
non-residential real estate loans. We have not engaged in any loan participations recently, but we may do so in the future.

In addition to interest earned on loans and loan origination fees, we receive fees for loan commitments, late payments and
other miscellaneous services.

We also sell whole residential real estate loans without recourse to Fannie Mae, subject to a provision for repurchase upon
breach of representation, warranty or covenant. These loans are fixed-rate mortgages, which primarily are sold to improve our
interest rate risk. These loans are generally sold for cash in amounts equal to the unpaid principal amount of the loans determined
using present value yields to the buyer. These sales allow for a servicing fee on loans when the servicing is retained by us. Most
residential real estate loans sold by us are sold with servicing retained. We earned mortgage servicing income of $991,000, $334,000
and $315,000, respectively, for the years ended December 31, 2009, 2008 and 2007. On November 30, 2009, we acquired a $340.1
million loan servicing portfolio from Leader Financial Services. These loans are 100% owned by Fannie Mae and are subserviced
under an agreement with a third party loan servicer who will perform all servicing including payment processing, reporting and
collections. At December 31, 2009, we were servicing a $510.9 million portfolio of residential mortgage loans for Fannie Mae. These
mortgage servicing rights are separated into two segments, one for acquired servicing rights of $2.0 million, which are carried at fair
value and one for our originated servicing portfolio of $1.3 million, which is carried at amortized cost and is periodically evaluated for
impairment based on their fair value, which takes into account the rates and potential prepayments of those sold loans being serviced.
See Note 6 to the Consolidated Financial Statements.

Sales of whole real estate |oans and participations in real estate loans can be beneficial to us since these sales generally
generate income at the time of sale, produce future servicing income on loans where servicing is retained, provide funds for additional
lending and other investments, and increase liquidity. We sold $84.3 million, $31.6 million and $25.6 million of these loans during the
years ended December 31, 2009, 2008 and 2007, respectively.

Gains, losses and transfer fees on sales of residential real estate |loans and participations are recognized at the time of the

sale. Our net gain (loss) on sales of residential loans for al of 2009, 2008 and 2007 were $157,000, ($16,000) and $11,000,
respectively.
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The following table shows our |oan origination, sale and repayment activities for the periods indicated. Approximately $4.2

and $9.8 million in loans were purchased for the year ended December 31, 2009 and 2008, respectively. There were no loans
purchased for the years ended December 31, 2007.

Oriainations by type:
Fixed-rate:
One- to four-family real estate
Home equity
Commercial rea estate
Construction and development
Consumer
Commercia business

Total fixed-rate

Adjustablerate
One- to four-family real estate®
Home equity
Commercia rea estate
Construction and development
Consumer
Commercia business

Total adjustable-rate
Total loans originated

Pur chases by type:
Commercia red estate

Sales and Repayments:

One- to four-family real estate
Total loans sold

Total principal repayments
Tota reductions

Net increase (decrease)

For the year ended December 31,

(In thousands)

$ 111,745 $ 54024 $ 30,601
1,146 4,035 5,768
6,969 13,072 10,391
3,997 2,574 2,531
4,309 7,579 12,012
6,597 5,212 3,404

134,763 86,496 64,707
3171 3,658 9,221
3,558 13,547 11,300
19,961 18,140 5,081
38 1,128 1,919

27 151 389
1,917 1,515 2,793
28,645 38,139 30,704
163,435 124,635 95,411
4,199 9,731
84,299 31,552 25,644
84,299 31,552 25,644
53,129 50,093 55,728
137,428 90,645 81,373
$ 30,206 $ 43721 $ 14,038

(1)  Theseloansinclude $2.3 million, $1.9 million and $3.4 million, respectively, of adjustable rate mortgage loan originations to employees at

December 31, 2009, 2008 and 2007.
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Asset Quality

When a borrower fails to make a required payment on aresidential real estate loan, we attempt to cure the delinquency by
contacting the borrower. In the case of loans secured by residential real estate, alate notice typically is sent within 15 days after the
due date, and the borrower is contacted by phone within 30 days after the due date. Generally, a delinquency letter is mailed to the
borrower. All delinquent accounts are reviewed by aloan officer who attempts to cure the delinquency by contacting the borrower
once the loan is 30 days past due. If the account becomes 60 days delinquent and an acceptable repayment plan has not been
agreed upon, we generally refer the account to legal counsel with instructions to prepare a notice of intent to foreclose. The notice
of intent to foreclose allows the borrower up to 30 days to bring the account current. If foreclosed, typically we take title to the
property and sell it directly through areal estate broker.

Delinquent consumer loans, as well as delinquent home equity loans and lines of credit, are handled in a similar manner to
residential real estate loans, except that appropriate action may be taken to collect any loan payment that is delinquent for more than
15 days. Once theloan is 90 days past due, it is classified as nonaccrual. Generally, credits are charged-off at 120 days past due,
unless the Collections Department provides support for continuing its collection efforts. Our procedures for repossession and sale of
consumer collateral are subject to various requirements under the applicable consumer protection laws as well as other applicable
laws and the determination by us that it would be beneficial from a cost basis.

Delinquent loans are initially handled by the loan officer in charge of the loan, who is responsible for contacting the
borrower. The Collections Department also works with the loan officers to see that the necessary steps are taken to collect
delinquent loans. In addition, management meets weekly and reviews past due and classified |oans, as well as other loans that
management feels may present possible collection problems, which are reported to the board on a quarterly basis. If an acceptable
workout of a delinquent loan cannot be agreed upon, we generally initiate foreclosure or repossession proceedings on any collateral
securing the loan.

Delinquent Loans. The following table sets forth our loan delinquencies by type, by amount and by percentage of type at
December 31, 2009.

L oans Delinquent For:

60-89 Days 90 Days and Over Total Delinquent Loans
Percent Percent Percent
of Loan of Loan of Loan
Number ~ Amount Category Number  Amount Category Number ~ Amount Category

(Dollarsin Thousands)
One- to four-family real

estate 4 $ 676 0.63% 6 $ 1,457 1.36% 10 $ 2,133 1.99%
Home Equity 2 84 0.17 5 791 157 7 876 1.73
Commercia Real Estate - - 0.00 1 111 0.15 1 111 0.15
Construction and Devel opment - - 0.00 1 1,231 12.31 1 1,231 12.31
Consumer 16 60 0.17 5 17 0.05 21 77 0.22
Commercial Business - - 0.00 - - 0.00 - - 0.00
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The dollar amount of delinquent loans increased as of December 31, 2009 (40 loans totaling $4.4 million) compared to
December 31, 2008 (44 loans totaling $2.4 million). At the end of 2008, delinquencies consisted of one-to-four family mortgages,
commercial real estate and consumer loans. At the end of 2009, we had these three types of delinquent loans, but we also had a
lower amount of consumer delinquencies due to a higher emphasis on early collection efforts by the loan officer who originated the
loan. In addition, delinquent loans included home equity, construction and development and commercia business
loans. Delinguencies in these categories reflect the declining economic conditions in our market during 2009.

Non-performing Assets. The table below sets forth the amounts and categories of non-performing assets in our loan

portfolio. Loans are placed on non-accrual status when the collection of principal and/or interest become doubtful or when the loan is
more than 90 days past due. Foreclosed assets include assets acquired in settlement of loans.
December 31,
2009 2008 2007 2006 2005
(Doallars in thousands)
Non-accruing loans:
One- to four-family $ 1457 $ 258 $ 2% $ 132 %
Home equity 791 340 20
Commercia Red Estate 111 471
Construction or Development 1,231 59
Consumer 17 64 162 160 109
Commercial Business 60
Totd 3,607 1,252 418 292 129
Accruing loans delinquent more
than 90 days
One- to four-family 129
Consumer 191
Totd 320
For eclosed assets:
One- to four-family 901 1,250 817
Land 115
Commercia business 190
Consumer 368 284 35 106
Totd 1,384 1,724 852 106
Total non-performing assets $ 4991 $ 2976 $ 1270 $ 398 $ 449
Total as a percentage of total assets 1.48% 1.01% 0.54% 0.18% 0.22%

For the year ended December 31, 2009, gross interest income that would have been recorded had the non-accruing loans
been current in accordance with their original terms amounted to $203,000, which was included in interest income for the year ended
December 31, 2009.

Troubled Debt Restructured Loans. Troubled debt restructurings, which are accounted for under ASC 310-40, are loans
which have renegotiated |oan terms to assist borrowers who are unable to meet the original terms of their loans. Such modifications
to loan terms may include a lower interest rate, a reduction in principal, or alonger term to maturity. All troubled debt restructurings
areinitially classified as impaired, regardless of whether the loan was performing at the time it was restructured. Once a
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troubled debt restructuring has performed according to its modified terms for six months and the collection of principal and interest
under the revised terms is deemed probable, the Company removes the troubled debt restructuring from impaired status. When the
loan has performed according to its modified terms for one year, it is no longer considered a troubled debt restructuring. At
December 31, 2009, we had $7.3 million of loans that were classified as troubled debt restructurings.

Foreclosed Assets. Foreclosed assets include assets acquired in settlement of loans, including four single family residences
totaling $901,000, one parcel of land totaling $115,000 and a combination of repossessed automobile and manufactured home loans
totaling $368,000. The largest foreclosed property has a book value of $499,000 as of December 31, 2009. We do not expect to
experience a material l1oss on any of the foreclosed assets in our possession.

Other Loans of Concern. |n addition to the non-performing assets set forth in the table above, as of December 31, 2009,
there were 49 |oans totaling $3.7 million with respect to which known information about the possible credit problems of the borrowers
have caused management to have doubts as to the ability of the borrowers to comply with present loan repayment terms and which
may result in the future inclusion of such items in the non-performing asset categories. These loans have been considered
individually in management’ s determination of our allowance for loan losses. The largest |oan relationship of concern at December
31, 2009, totaled $525,000 to an individual borrower for aloan secured by commercial real estate.

Classified Assets. Federal regulations provide for the classification of loans and other assets, such as debt and equity
securities considered by the OTS to be of lesser quality, as “substandard,” “doubtful” or “loss.” An asset is considered
“substandard” if it isinadequately protected by the current net worth and paying capacity of the obligor or of the collateral pledged, if
any. “Substandard” assets include those characterized by the “distinct possibility” that the insured institution will sustain “some |oss”
if the deficiencies are not corrected. Assets classified as “doubtful” have al of the weaknesses in those classified “ substandard,”
with the added characteristic that the weaknesses present make “collection or liquidation in full,” on the basis of currently existing
facts, conditions and values, “highly questionable and improbable.” Assets classified as“loss’ are those considered “uncollectible’
and of such little value that their continuance as assets without the establishment of a specific loss reserve is not warranted.

When we classify problem assets as either substandard or doubtful, we may establish specific allowance for loan losses in
an amount deemed prudent by management. Our determination as to the classification of our assets and the amount of our valuation
allowances is subject to review by the OTS and the FDIC, which may order the establishment of additional general or specific loss
allowances.

We regularly review the problem assets in our portfolio to determine whether any assets require classification in accordance
with applicable regulations. On the basis of management’s review of our assets, at December 31, 2009, we had classified $12.1
million of our assets as substandard, which represented a variety of outstanding loans, non-agency mortgage backed securities,
foreclosed real estate and other repossessed assets. At that date, we had no assets classified as doubtful, and there were no assets
classified asloss. Thistotal amount of classified assets represented 47.7% of our equity capital and 3.6% of our assets at December
31, 2009. Classified assets totaled $8.3 million, or 31.7% of our equity capital and 2.6% of our assets at December 31, 2008. We
continued to make improvements our credit administration procedures during 2009 which has allowed us to identify the classification
of anumber of loans earlier in the process. In addition to our increased focus on credit administration, deteriorating economic
conditions nationwide and in the markets where we do business also contributed to the increase in classified assets from 2008 to
20009.
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Allowance for Loan Losses. We maintain an allowance for |oan losses to absorb probable credit losses in the loan
portfolio. The allowance is based on ongoing, monthly assessments of the estimated probable incurred losses in the loan portfolio. In
evaluating the level of the allowance for |oan losses, management considers the types of loans and the amount of loansin the loan
portfolio, peer group information, historical loss experience, adverse situations that may affect the borrower’s ahility to repay,
estimated value of any underlying collateral, and prevailing economic conditions. Large groups of smaller balance homogeneous
loans, such asresidential real estate, small commercial real estate, home equity and consumer loans, are evaluated in the aggregate
using historical loss factors and peer group data adjusted for current economic conditions. More complex loans, such as commercial
real estate loans and commercial business loans, are evaluated individually for impairment, primarily through the evaluation of net
operating income and available cash flow and their possible impact on collateral values.

At December 31, 2009, our alowance for loan losses was $3.5 million, or 1.18%, of our total loan portfolio. Our alowance
in 2009 was higher than in 2008 and 2007, because of higher net charge-offs, an increase to the overall portfolio, in particular our
commercial real estate loan portfolio, and a significant decline in the economic environment. The increase in the allowance for loan
losses was hecessary as a result of the increase in the Company’ s charge-off ratio and an increase in the specific valuation for
impaired loans compared to 2008.

Assessing the allowance for loan losses is inherently subjective as it requires making material estimates, including the
amount and timing of future cash flows expected to be received on impaired loans that may be susceptible to significant change. In
the opinion of management, the allowance, when taken as a whole, reflects estimated probable |oan losses in our |oan portfolio. See
Notes 1 and 5 of the Notes to Consolidated Financial Statements.
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The following table sets forth an analysis of our alowance for loan losses:

December 31,
2009 2008 2007 2006 2005
(Dollarsin thousands)

Balance at beginning of period $ 1,306 828 $ 822 $ 1,321 1,033
Char ge-offs:

One-to four-family 104 114

Home equity 1,368 62

Commercial redl estate 74 37

Commercia business 149 71 - - -

Consumer 577 507 483 1,013 752
Total charge-offs 2,272 791 483 1,013 752
Recoveries.

One-to four-family - 2

Commercia redl estate 22 -

Commercia business 9 15 - - -

Consumer 128 142 239 233 94
Total recoveries 159 157 239 233 94
Net charge-offs 2,113 632 244 780 658
Additions charged to operations 4,275 1,110 250 281 946
Balance at end of period $ 3,468 1306 $ 828 $ 822 1,321
Net charge-offs during the period as a percentage of
average loans outstanding during the period 0.75% 0.26% 0.11% 0.40% 0.37%
Net charge-offs during the period as a percentage of
average non-performing assets 50.02% 144.46% 33.46% 184.42% 262.67%
Allowance as a percentage of

Non-performing loans 96.15% 104.31% 198.22% 281.51% 294.21%
Allowance as a percentage of total loans
(end of period) 1.18% 0.49% 0.37% 0.40% 0.69%

The increase in net charge-offs as a percentage of average non-performing assets is due to higher net charge-offs during
the period specifically related to one- to four-family loans, home equity loans and commercial real estate and business loans. These
increases were due to deteriorating market conditions, specifically related to the housing market in the Puget Sound area and Clallam

County, Washington.

Theincrease in our allowance for |oan losses as a percentage of non-performing loansis a result of the increase in non-
performing loans during the period. The allowance for |oan losses as a percentage of total loans increased to 1.18% as of December

31, 2009 compared to 0.49% as of December 31, 2008.

During June 2006, we sold our credit card portfolio. The credit card portfolio, and charge-offs and the inherent risks

associated with that portfolio, were the primary reasons for the level of provisions taken during the years December 31, 2005 and
2006. Net charge-offs for the credit card portfolio totaled $509,000 in 2006 and $495,000 in 2005.
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The distribution of our allowance for losses on loans at the dates indicated is summarized as follows:

2009 2008 2007 2006 2005

Percent Percent Percent Percent Percent

of loans of loans of loans of loans of loans

in each in each in each in each in each

category category category category category

to total to total to total to total to total

Amount loans Amount loans Amount loans Amount loans Amount loans

Allocated at end of period
to:
One- to four-family $ 403 36.63% $ 321 34.33% $ 145 38.37% $ 100 41.60%$ 90 39.84%
Home equity 2,252 17.22 240 20.61 100 20.53 40 18.99 35 14.86
Commercial real estate 220 24.58 153 1841 170 11.32 170 8.46 165 8.10
Construction or
development - 341 55 4.62 25 3.90 30 457 20 4.05
Consumer® 243 12.09 379 15.36 298 20.99 407 22.71 931 27.84
Commercial business 164 6.07 158 6.67 90 4.89 75 3.67 80 5.82
Total $ 3468 100.00% $ 1,306 100.00% $ 828 100.00% $ 822 100.00%% 1,321 100.00%

@ Because of the sale of our credit card portfolio in June 2006, no portion of our allowance at December 31, 2009, 2008, 2007 or 2006 was allocated to
credit card lending. The allowance for loan losses attributable to our credit card portfolio at December 31, 2005 $600,000.

Investment Activities

Federal savings banks have the authority to invest in various types of liquid assets, including United States Treasury
obligations, securities of various federal agencies, including callable agency securities, certain certificates of deposit of insured banks
and savings ingtitutions, certain bankers' acceptances, repurchase agreements and federal funds. Subject to various restrictions,
federal savings banks may also invest their assets in investment grade commercial paper and corporate debt securities and mutual
funds whose assets conform to the investments that the institution is otherwise authorized to make directly. See “How We Are
Regulated — Sound Community Bank — Office of Thrift Supervision Regulation” for a discussion of additional restrictions on our
investment activities.

Our Chief Executive Officer and Chief Financial Officer have the responsibility for the management of our investment
portfolio, subject to the direction and guidance of the Board of Directors. These officers consider various factors when making
decisions, including the marketability, maturity and tax consequences of the proposed investment. The maturity structure of
investments will be affected by various market conditions, including the current and anticipated slope of the yield curve, the level of
interest rates, the trend of new deposit inflows, and the anticipated demand for funds via deposit withdrawals and loan originations
and purchases.

The genera objectives of our investment portfolio will be to provide liquidity when loan demand is high, to assist in
maintaining earnings when loan demand is low and to maximize earnings while satisfactorily managing risk, including credit risk,
reinvestment risk, liquidity risk and interest rate risk. Our investment quality will emphasize safer investments with the yield on those
investments secondary to not taking unnecessary risk with the available funds of Sound Community Bank. See“Management’s
Discussion and Analysis of Financial Condition and Results of Operations — Asset/Liability Management.”
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Weintend that the investment strategy and portfolio of Sound Financial will be similar to that of Sound Community Bank;
although Sound Financial will be subject to fewer regulatory limits than Sound Community Bank in its investments. We invested the
net proceeds available in our stock offering, after making our charitable donation and the loan to the employer stock ownership plan,
in deposits in Sound Community Bank.

At December 31, 2009, we owned $2.4 million in Federal Home Loan Bank of Seattle stock. For the year ended
December 31, 2009, we received no dividends from the Federal Home Loan Bank of Seattle. We are required to own this stock to
be a member of and to obtain advances from our Federal Home Loan Bank. This stock is not marketable and can only be redeemed
by our Federal Home Loan Bank. The Federal Home Loan Bank of Seattle has reported a risk-based capital deficiency under the
regulations of the Federal Housing Finance Authority, its primary regulator since the end of 2008. As aresult, the Federal Home
Loan Bank has suspended dividends on and the repurchase or redemption of its outstanding common stock. The Federal Home Loan
Bank has disclosed that it believes the calculation of risk-based capital under the regulations significantly overstates the market risk
of its private-label mortgage-backed securities in the current market environment and that it has enough capital to cover the risks
reflected in its balance sheet. Asaresult, we have not recorded any impairment on our Federal Home Loan Bank stock. However,
continued deterioration in the Federal Home Loan Bank’s financial position may result in impairment in the value of those securities
resulting in a decrease in our earnings and assets. Our Federal Home Loan Bank's financia condition is linked, in part, to the eleven
other members of the Federal Home Loan Bank System and to accounting rules and asset quality risks that could materially lower
their capital, which would cause our Federal Home Loan Bank stock to be deemed impaired.

The following table sets forth the composition of our securities portfolio and other investments at the dates indicated. At
December 31, 2009, our securities portfolio did not contain securities of any issuer with an aggregate book value in excess of 10% of
our equity capital, excluding those issued by the United States Government or its agencies.

December 31,
2009 2008 2007 2006
Amortized Fair Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value Cost Value

(In thousands)
Securities available for sale

Federal agency mortgage-backed $ 3421 $ 3370 $ 2007 $ 2029 $ 68 $ 71 $ 165 $ 170
Non-agency mortqme.backed(l) 7,901 6,529 8,124 6,901 - - - -
Total available for sale 11,322 9,899 10,131 8,930 68 71 165 170
Federal Home Loan Bank stock 2,444 2,444 2,444 2,444 1,320 1,320 1,320 1,320
Total securities $ 13,766 $ 12343 $ 12575 $ 11374 $ 1388 $ 1391 $ 1,48 $ 1,490

@ The non-agency mortgage backed securities have an unrealized loss of $1.5 million as of December 31, 2009. These securities were purchased at a
discount in 2008 and 2009. Each of these securities has performed and paid principal and interest each month as contractually committed.

The composition and maturities of our investment securities portfolio at December 31, 2009, excluding Federal Home Loan
Bank stock, are asfollows Federal agency mortgage-backed securities with an amortized cost of $3.4 million and afair value of $3.4
million and a final maturity greater than ten years and Non-agency mortgage backed securities with an amortized cost of $7.9 million
and afair value of $6.5 million and a fina maturity greater than ten years.
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We review investment securities on an ongoing basis for the presence of other-than-temporary (“OTTI”) or permanent
impairment, taking into consideration current market conditions, fair value in relationship to cost, extent and nature of the change in
fair value, issuer rating changes and trends, whether we intend to sell a security or if it islikely that we will be required to sell the
security before recovery of our amortized cost basis of the investment, which may be maturity, and other factors. For debt
securities, if we intend to sall the security or it is likely that we will be required to sell the security before recovering its cost basis, the
entire impairment loss would be recognized in earnings as an OTTI. If we do not intend to sell the security and it is not likely that we
will be required to sell the security but we do not expect to recover the entire amortized cost basis of the security, only the portion of
the impairment loss representing credit losses would be recognized in earnings. The credit loss on a security is measured as the
difference between the amortized cost basis and the present value of the cash flows expected to be collected.

Projected cash flows are discounted by the original or current effective interest rate depending on the nature of the security
being measured for potential OTTI. The remaining impairment related to all other factors, the difference between the present value
of the cash flows expected to be collected and the fair value, is recognized as a charge to other comprehensive income
(“OCI"). Impairment losses related to all other factors are presented as separate categories within OCI.

During the year ended December 31, 2009, we recognized a $61,000 non-cash other than temporary impairment (“OTTI")
charge on certain non-agency mortgage-backed securities included in our portfolio of securities available for sale. During the year
ended December 31, 2009, we recognized a $61,000 non-cash other than temporary impairment (“OTTI") charge on two non-agency
mortgage-backed securities. At December 31, 2009, the fair value of these two securities were $1.3 million. Management
concluded that the decline of the estimated fair value below the cost of the securities was other than temporary and recorded a credit
loss of $61,000 through non-interest income. We determined the remaining decline in value of $440,000 was not related to specific
credit deterioration. We do not intend to sell these securities and it is more likely than not that we will be required to sell the
securities before anticipated recovery of the remaining amortized cost basis. We closely monitor our investment securities for
changesin credit risk. The current market environment significantly limits our ability to mitigate our exposure to valuation changes in
these securities by selling them. Accordingly, if market conditions deteriorate further and we determine our holdings of these or
other investment securities are OTTI, our future earnings, shareholders’ equity, regulatory capital and continuing operations could be
materially adversely affected.

Sour ces of Funds

General. Our sources of funds are primarily deposits, borrowings, payments of principal and interest on loans and funds
provided from operations.

Deposits. We offer avariety of deposit accounts to both consumers and businesses having a wide range of interest rates
and terms. Our deposits consist of savings accounts, money market deposit accounts, demand accounts and certificates of
deposit. We solicit deposits primarily in our market areas; however, at December 31, 2009, approximately 4.4% of our deposits were
from persons outside the State of Washington. As of December 31, 2009, core deposits, which we define as our non-certificate or
non-time deposit accounts, represented approximately 52.9% of total deposits, compared to 44.3% as of December 31, 2008. We
primarily rely on competitive pricing policies, marketing and customer service to attract and retain these deposits and we expect to
continue these practices in the future.
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The flow of deposits is influenced significantly by general economic conditions, changes in money market and prevailing
interest rates and competition. The variety of deposit accounts we offer has allowed us to be competitive in obtaining funds and to
respond with flexibility to changes in consumer demand. We have become more susceptible to short-term fluctuations in deposit
flows as customers have become more interest rate conscious. We manage the pricing of our deposits in keeping with our
asset/liability management, liquidity and profitability objectives, subject to competitive factors. Based on our experience, we believe
that our deposits are relatively stable sources of funds. Despite this stability, our ability to attract and maintain these deposits and the
rates paid on them has been and will continue to be significantly affected by market conditions.

The following table sets forth our deposit flows during the periods indicated.

For the year ended December 31,

2009 2008 2007
(Doallars in thousands)
Opening balance $ 222760 $ 202,791 $ 180,968
Net deposits (withdrawals) 58,681 13,529 15,245
Interest credited 6,123 6,440 6,578
Ending balance $ 287564 $ 222,760 $ 202,791
Net increase $ 64,804 $ 19,969 $ 21,823
Percent increase 29.2% 9.8% 12.1%

23



The following table sets forth the dollar amount of savings deposits in the various types of deposit programs offered by
Sound Community Bank at the dates indicated:

December 31,
2009 2008 2007
Percent Percent Percent
Amount of total Amount of total Amount of total

(Dollarsin thousands)
Transactions and Savings Deposits:

Interest-bearing demand $ 28,197 981% $ 20,637 9.30% $ 31,999 15.78%
Non interest-bearing checking 21,227 7.33 12,589 5.67 13,290 6.55
Statement savings 20,632 7.23 13,109 5.64 11,696 5.77
Money market 81,620 28.38 51,744 23.31 39,754 19.60
Total non-certificates 151,676 52.75 98,079 43,92 96,739 47.70
Certificates:

Below 1% 7,189 2.50
1.00 - 3.99% 95,696 33.28 41,169 18.46 6,339 3.13
4,00 - 5.99% 32,992 11.47 83,507 37.62 99,708 49.17
6.00 - 7.99% 12 0.00 5 0.00 5 0.00
Total certificates 135,888 47.25 124,681 56.08 106,052 52.30
Total deposits $ 287,564 100000, $ 222,760 100.00q, $ 202,791 100.00q,

Recent increases in certificate accounts reflect the acquisition of deposits from other financial institutions, as well as the
increase in FDIC insurance limits. In addition, we acquired additional certificate accounts in the 1st Security Bank of Washington
branch transaction. Money market accounts also have increased and interest bearing demand deposits have decreased as a result of
our position in the market for those accounts. Our plans for 2010 are to continue to attract money market savings and demand or
checking accounts. We require our commercial loan customers to maintain a checking or savings account with us. As our
commercial lending business increases, we anticipate increases in transaction and savings deposits from our commercial
customers. We are a public funds depository and as of December 31, 2009, we have approximately $13.2 million in public
funds. These funds consist of $6.9 million in certificates of deposit and $6.3 million in money market accounts. These accounts are
required to be 100% collateralized. We use agency mortgage backed securities and letters of credit from the Federal Home Loan
Bank of Seattle as collateral for these funds.
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The following table shows rate and maturity information for the Company’s certificates of deposit at December 31, 20009.

0.00- 4.00- Percent
3.99% 5.99% Total of Total

(Dollarsin thousands)

Certificate accounts
maturing in quarter ending:

March 31, 2010 $ 29,502 $ 5,641 $ 35,143 25.86%
June 30, 2010 12,815 1,872 14,686 10.81
September 30, 2010 3,804 1,262 5,066 3.73
December 31, 2010 20,418 13,311 33,730 24.82
March 31, 2011 24,388 4,597 28,985 21.33
June 30, 2011 7,349 109 7,458 5.49
September 30, 2011 656 13 669 0.49
December 31, 2011 956 209 1,165 0.86
March 31, 2012 435 916 1,351 0.99
June 30, 2012 217 388 605 0.45
September 30, 2012 89 648 736 0.54
December 31, 2012 148 713 862 0.63
Thereafter 2,108 3,324 5,432 4.00
Total $ 102,885 $ 33,003 $ 135,888 100.000,
Percent of total 75.710 24.29y, 100.000y,

The following table indicates the amount of our certificates of deposit and other deposits by time remaining until maturity as
of December 31, 2009.

Maturity
3 months or Over 3t06 Over6to 12 Over 12
less months months months Total
(Dollarsin thousands)
Certificates of deposit less than $100,000 $ 15616 $ 8074 $ 19521 $ 25569 $ 68,780
Certificates of deposit of $100,000 or more 19,527 6,612 19,275 21,694 67,108

Borrowings. Although deposits are our primary source of funds, we may utilize borrowings as a cost-effective source of
funds when they can be invested at a positive interest rate spread, for additional capacity to fund loan demand, or to meet our
asset/liability management goals. Our borrowings currently consist of advances from the Federal Home Loan Bank of Seattle. See
Note 9 of the Notes to Consolidated Financial Statements.

We are amember of and obtain advances from the Federal Home Loan Bank of Seattle, which is part of the Federal Home
Loan Bank System. The twelve regional Federal Home Loan Banks provide a central credit facility for their member
institutions. These advances are provided upon the security of certain of our mortgage loans and mortgage-backed securities. These
advances may be made pursuant to several different credit programs, each of which has its own interest rate, range of maturities and
call features, and all long-term advances are required to provide funds for residential home financing. The Company has entered into
aloan agreement with the Federal Home Loan Bank of Seattle pursuant to which it may borrow up to approximately 35% of its
assets, secured by a blanket pledge on a portion of our residential mortgage portfolio. At December 31, 2009, we had $20.0 million in
Federal Home Loan Bank advances outstanding, which had maturities between zero and three years, and had the ability to borrow an
additional $98.3 million. At the same date, we had $182.7 million in residential mortgages, commercial real estate and mortgage-
backed securities available to serve as collateral for additional

25



advances. We plan to rely in part on long-term Federal Home Loan Bank advances to fund asset and loan growth. We also use
short-term advances to meet short term liquidity needs. We are required to own stock in the Federal Home Loan Bank of Seattle
based on the amount of our advances.

The following table sets forth the maximum month-end balance and average balance of borrowings for the periods
indicated.

For the year ended December 31,
2009 2008 2007

(Doallars in thousands)

M aximum balance:

Federal Home Loan Bank advances $ 41,950 $ 56,119 $ 34,519
Aver age balances:

Federal Home Loan Bank advances $ 28,364 $ 38,474 $ 26,511
Weighted average interest rate;

Federal Home Loan Bank advances 3.29% 3.31% 5.08%

The following table sets forth certain information about our borrowings at the dates indicated.

December 31,
2009 2008 2007
(Doallars in thousands)
Federal Home Loan Bank advances $ 20,000 $ 42,219 $ 15,869
Weighted average interest rate:
Federal Home Loan Bank advances 3.27% 2.73% 4.63%

The Company is authorized to borrow from the Federal Reserve Bank of San Francisco’s “discount window” after it has
exhausted other reasonable alternative sources of funds, including Federal Home Loan Bank borrowings. During 2009, we borrowed
from the Federal Reserve Bank discount window. The maximum balance was $8.0 million, the average balance was $1.1 million and
the weighted average rate was 0.50%. We did not borrow from the Federal Reserve Bank in 2008 or 2007.

Subsidiary and Other Activities

The Company has one inactive subsidiary, which was formed when we were a credit union to enable us to originate
mortgages for nonmembers. Our capital investment in the inactive subsidiary as of December 31, 2009 was $2,000.

Competition

We face strong competition in attracting deposits and originating loans. Competition in originating real estate loans comes
primarily from other savings institutions, commercia banks, credit unions, life insurance companies and mortgage brokers. Other
savings ingtitutions, commercial banks, credit unions and finance companies provide vigorous competition in consumer
lending. Commercia business competition is primarily from local commercial banks, but other savings banks and credit unions also
compete for this business. We compete by consistently delivering high-quality, personal service to our customers which resultsin a
high level of customer satisfaction.

Our market area has a high concentration of financial institutions, many of which are branches of large money center and

regional banks that have resulted from the consolidation of the Companying industry in Washington and other western states. These
include such large national lenders as US Bank,
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JP Morgan Chase, Wells Fargo, Bank of America, Key Bank and othersin our market area that have greater resources than we do
and offer services that we do not provide. For example, we do not offer trust services or non-FDIC insured investments. Customers
who seek “one-stop shopping” may be drawn to institutions that offer services that we do not.

We attract our deposits through our branch office system. Competition for those deposits is principally from other savings
institutions, commercial banks and credit unions located in the same community, as well as mutual funds and other alternative
investments. We compete for these deposits by offering superior service and a variety of deposit accounts at competitive
rates. Based on the most recent data provided by the FDIC, there are approximately 75 other commercial banks and savings
institutions operating in the Seattle-Tacoma-Bellevue, Washington Metropolitan Statistical Area and 13 other commercia banks and
savings ingtitutions in Clallam County. Based on the most recent branch deposit data provided by the FDIC, the Company’s share of
deposits in the Seattle-Tacoma-Bellevue, Washington Metropolitan Statistical Area was approximately 0.2%. The five largest
financial institutions in that area have 69.1% of those deposits. In addition, our share of depositsin Clallam County was 8.2%, with
the five largest ingtitutions in that county having 67.1% of the deposits.

Employees

At December 31, 2009, we had atotal of 78 full-time employees and 11 part-time employees. Our employees are not
represented by any collective bargaining group. Management considers its employee relations to be good.

How We Are Regulated

Set forth below is a brief description of certain laws and regulations that are applicable to the Company, the Bank and the
MHC. The description of these laws and regulations, as well as descriptions of laws and regulations contained elsewhere herein,
does not purport to be complete and is quaified in its entirety by reference to the applicable laws and regulations.

Legidation is introduced from time to time in the United States Congress that may affect our operations. In addition, the
regulations governing the Company, the Bank and the MHC may be amended from time to time by the FDIC or the OTS. Any such
legidative or regulatory changes in the future could adversely affect our operations and financial condition. No assurance can be
given as to whether or in what form any such changes may occur.

The OTS has extensive enforcement authority over all savings associations and their holding companies, including the
Company, the Bank and the MHC. This enforcement authority includes, among other things, the ability to assess civil money
penalties, to issue cease-and-desist or removal orders and to initiate injunctive actions. In general, these enforcement actions may be
initiated for violations of laws and regulations and unsafe or unsound practices. Other actions or inactions may provide the basis for
enforcement action, including misleading or untimely reports filed with the OTS. Except under certain circumstances, public
disclosure of formal enforcement actions by the OTS is required by law.

Congressiis currently considering significant regulatory reform legislation initially proposed by the Obama
administration. This legidation, if enacted, could have a significant impact on the regulation and operations of financial institutions and
their holding companies. It currently provides for the elimination of the OTS, our primary regulator, and would require the Company
and the MHC to become bank holding companies and be subject to regulatory capital requirements for the first time. This
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elimination of OTS may require the Company to convert to a national bank or a state bank charter. This legislation also provides for
the creation of a new consumer financial protection agency that would issue and enforce consumer protection initiatives governing
financial products and services. The details and impact of this regulatory reform proposal cannot be determined until the proposal is
enacted into law.

Sound Community Bank

The Company, as afederally chartered savings bank, is subject to regulation and oversight by the OTS, which extends to all
aspects of its operations. This regulation of the Company is intended for the protection of depositors and the insurance of accounts
fund and not for the purpose of protecting shareholders. The Company is required to maintain minimum levels of regulatory capital
and is subject to some limitations on the payment of dividends to Sound Financial. See“- Regulatory Capital Requirements’ and “-
Limitations on Dividends and Other Capital Distributions.” The Company also is subject to regulation and examination by the FDIC,
which insures the deposits of the Company to the maximum extent permitted by law.

Office of Thrift Supervision. The investment and lending authority of the Company is prescribed by federal laws and
regulations, and it is prohibited from engaging in any activities not permitted by such laws and regulations.

As afederal savings bank, the Company is required to meet a qualified thrift lender test. Thistest requires the Company to
have at least 65% of its portfolio assets, as defined by regulation, in qualified thrift investments on a monthly average for nine out of
every 12 months on arolling basis. As an aternative, we may maintain 60% of our assets in those assets specified in Section 7701
(8)(19) of the Internal Revenue Code. Under either test, we are required to maintain a significant portion of our assets in residential
housing-related loans and investments. Any institution that fails to meet the qualified thrift lender test becomes subject to certain
restrictions on its operations and must convert to a national bank charter, unlessit re-qualifies as, and thereafter remains, a qualified
thrift lender. If such an ingtitution has not requalified or converted to a national bank within three years after the failure, it must
divest of all investments and cease all activities not permissible for a national bank. As of December 31, 2009, the Company met this
requirement with a qualified thrift lender percentage of 80.3%.

Our relationship with our depositors and borrowers is regulated to a great extent by federal laws and regulations, especially
in such matters as the ownership of accounts and the form and content of our mortgage requirements. In addition, the branching
authority of the Company is regulated by the OTS. The Company is generally authorized to branch nationwide.

The Company is subject to a statutory lending limit for aggregate loans to one person or a group of persons combined
because of certain common interests. That limit is equal to 15% of our unimpaired capital and surplus, except for loans fully secured
by readily marketable collateral, in which case that limit is increased to 25%. At December 31, 2009, the Company’s lending limit
under this restriction was $4.3 million. We have no loans or lending relationships in excess of our lending limit.

We are subject to periodic examinations by the OTS. During these examinations, the examiners may require the Company
to provide for higher general or specific loan loss reserves, which can impact our capital and earnings. As afedera savings bank,
the Company is subject to a semi-annual assessment, based upon its total assets, to fund the operations of the OTS.

Transactions between the Company and its affiliates generally are required to be on terms as favorable to the institution as
transactions with non-affiliates, and certain of these transactions, such asloans to an affiliate, are restricted to a percentage of the
Company’s capital. In addition, the Company may not lend to any affiliate engaged in activities not permissible for a bank holding
Company or acquire the securities of most affiliates. Sound Financial and MHC are affiliates of the Company.
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The OTS has adopted guidelines establishing safety and soundness standards on such matters as loan underwriting and
documentation, asset quality, earnings standards, internal controls and audit systems, interest rate risk exposure and compensation
and other employee benefits. Any ingtitution regulated by the OTS that fails to comply with these standards must submit a
compliance plan.

FDIC Regulation and Insurance of Accounts. The Company’s deposits are insured up to the applicable limits by the
FDIC, and such insurance is backed by the full faith and credit of the United States Government. Asinsurer, the FDIC imposes
deposit insurance premiums and is authorized to conduct examinations of and to require reporting by FDIC-insured intitutions. Our
deposit insurance premiums for the year ended December 31, 2009 were $506,000. Those premiums will increase in 2010 due to
strains on the FDIC deposit insurance fund due to the cost of large bank failures and increase in the number of troubled banks.

The Company is a member of the deposit insurance fund administered by the FDIC. Deposits are insured up to the
applicable limits by the FDIC. Through December 31, 2013, the basic deposit insurance is $250,000, instead of the $100,000 limit that
had been in effect prior to October 2008. The FDIC also provides unlimited deposit insurance coverage for noninterest-bearing
transaction accounts (typically business checking accounts), NOW accounts bearing interest at 0.5% or less, and certain funds swept
into noninterest-bearing savings accounts at ingtitutions that opt into this enhanced deposit insurance coverage. The Company opted
into this program, which is set to expire on June 30, 2010. The Company paid a fee of 10 basis points (annualized) on the balance of
each covered account in excess of $250,000, which totaled $1,000 for the year ended December 31, 2009. After expiration, the fee
for this program will be 15 - 25 basis points based on the Company’ s risk category for deposit insurance premium levels.

The FDIC assesses deposit insurance premiums quarterly on each FDIC-insured ingtitution based on annualized rates for
one of four risk categories applied to its deposits subject to certain adjustments. Each institution is assigned to one of four risk
categories based on its capital, supervisory ratings and other factors. Well capitalized ingtitutions that are financially sound with only
afew minor weaknesses are assigned to Risk Category |. Risk Categories|l, 1l and IV present progressively greater risks to the
deposit insurance fund. Under the FDIC' s risk-based assessment rules, effective April 1, 2009, the initial base assessment rates
prior to adjustments range from 12 to 16 basis points for Risk Category |, and are 22 basis points for Risk Category |, 32 basis points
for Risk Category |11, and 45 basis points for Risk Category 1V. Initial base assessment rates are subject to adjustments based on an
institution’ s unsecured debt, secured liabilities and brokered deposits, such that the total base assessment rates after adjustments
range from 7 to 24 basis points for Risk Category |, 17 to 43 basis points for Risk Category |1, 27 to 58 basis points for Risk Category
I11, and 40 to 77.5 basis points for Risk Category 1V. Ratesincrease uniformly by 3 basis points effective January 1, 2011.

In addition to the regular quarterly assessments, due to losses and projected losses attributed to failed institutions, the FDIC
imposed a specia assessment of 5 basis points on the amount of each depository institution’ s assets reduced by the amount of its Tier
1 capital (not to exceed 10 basis points of its assessment base for regular quarterly premiums) as of June 30, 2009, which was
collected on September 30, 20009.

Asaresult of adecline in the reserve ratio (the ratio of the net worth of the deposit insurance fund to estimated insured
deposits) and concerns about expected failure costs and available liquid assets in the deposit insurance fund, the FDIC required each
insured institution to prepay on December 30, 2009, the estimated amount of its quarterly assessments for the fourth quarter of 2009
and all quarters through the end of 2012 (in addition to the regular quarterly assessment for the third quarter which was due on
December 30, 2009). The prepaid amount is recorded as an asset with a zero risk weight and the institution will continue to record
quarterly expenses for deposit insurance. For purposes of calculating
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the prepaid amount, assessments are measured at the institution’s assessment rate as of September 30, 2009, with a uniform increase
of 3 basis points effective January 1, 2011, and are based on the ingtitution’ s assessment base for the third quarter of 2009, with
growth assumed quarterly at an annual rate of 5%. If events cause actual assessments during the prepayment period to vary from
the prepaid amount, institutions will pay excess assessments in cash, or receive arebate of prepaid amounts not exhausted after
collection of assessments due on January 13, 2013, as applicable. Collection of the prepayment does not preclude the FDIC from
changing assessment rates or revising the risk-based assessment system in the future. The rule includes a process for exemption
from the prepayment for institutions whose safety and soundness would be affected adversely.

The FDIC estimates that the reserve ratio will reach the designated reserve ratio of 1.15% by 2017 as required by statute.
The FDIC also may prohibit any FDIC-insured institution from engaging in any activity that it determines by regulation or
order to pose a serious risk to the deposit insurance fund. The FDIC also has the authority to initiate enforcement actions against the

Company and may terminate our deposit insurance if it determines that we have engaged in unsafe or unsound practices or arein an
unsafe or unsound condition.

Sound Financia and Sound Community MHC

As savings association holding companies, Sound Financial and MHC are subject to regulation, supervision and examination
by the OTS. The terms of their charters and bylaws are prescribed by the OTS. Under regulations of the OTS, MHC must own a
majority of outstanding shares of Sound Financial in order to qualify as a mutual holding Company. Applicable federa laws and
regulations limit the activities of Sound Financial and MHC and require the approval of the OTS for any acquisition or divestiture of a
subsidiary, including another financial institution or holding Company thereof. Transactions between MHC or Sound Financial and
the Company are subject to regulatory limits and requirement for transactions with affiliates.

If the Company fails the qualified thrift lender test, MHC and Sound Financial must obtain the approval of the OTS prior to
continuing, directly or through other subsidiaries, in any business activity other than those approved for bank holding companies or
their subsidiaries. In addition, within one year of such failure, MHC and Sound Financial must register as, and will become subject to,
the restrictions applicable to bank holding companies.

Under regulations of the OTS, MHC may convert to the stock form of ownership, though it has no current intention to do
so. In that stock conversion, the members of MHC would have a right to subscribe for shares of stock in a new Company that
would own MHC' s shares in Sound Financial. In addition, each share of stock in Sound Financial not owned by MHC would be
converted into shares in that new Company in an amount that preserves the holder’ s percentage ownership.

Regulatory Capital Reguirements

The Company is required to maintain minimum levels of regulatory capital under regulations of the OTS. In addition, the
OTS is also authorized to impose capital requirements in excess of these standards on a case-by-case basis.

The capital regulations require tangible capital of at least 1.5% of adjusted total assets, as defined by regulation. At

December 31, 2009, the Company had tangible capital of $25.3 million or 7.46% of adjusted total assets. The capital standards
require core or Tier 1 capital equal to at least 3.0% of adjusted
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total assets for the strongest institutions with the highest examination rating and 4.0% of adjusted total assets for all other institutions,
unless the OTS requires a higher level based on the particular circumstances or risk profile of the institution. Core capital generally
consists of tangible capital, plus certain intangibles. Our required core capital level is 4%. At December 31, 2009, the Company had
core capital equal to $25.0 million or 7.37% of adjusted total assets. The OTS also reguires the Company to have total capital of at
least 8.0% of risk-weighted assets. Total capital consists of core or Tier 1 capital, as defined above, and Tier 2 capital, which for the
Company, at December 31, 2009, consisted of $3.0 million of its allowance for possible loan and lease losses. Tier 2 capital may be
used to satisfy this risk-based requirement only to the extent of Tier 1 capital. In determining the amount of risk-weighted assets, all
assets, including certain off-balance sheet items, will be multiplied by arisk weight, ranging from 0% to 100%, based on the risk
inherent in the type of asset. The OTS is authorized to require Sound Community Bank to maintain an additional amount of total
capital to account for concentration of credit risk, level of interest rate risk, equity investments in non-financial companies and the risk
of non-traditional activities. At December 31, 2009, the Company had $239.9 million of risk-weighted assets and total capital of
$28.0 million or 11.7% of risk-weighted assets.

The OTS is authorized and, under certain circumstances, required to take certain actions against savings banks that fail to
meet these capital requirements, or that fail to maintain an additional capital ratio of Tier 1 capital of at least 4.0% of risk weighted-
assets. The OTSis generally required to take action to restrict the activities of an “undercapitalized institution,” which is an
institution with less than either a 4.0% core capital ratio, a4.0% Tier 1 risked-based capital ratio or an 8.0% total risk-based capital
ratio. Any such institution must submit a capital restoration plan and until such plan is approved by the OTS may not increase its
assets, acquire another institution, establish a branch or engage in any new activities, and generally may not make capital
distributions. The OTS is authorized to impose the additional restrictions on undercapitalized institutions.

Any ingtitution that fails to comply with its capital plan or has Tier 1 risk-based or core capital ratios of less than 3.0% or a
total risk-based capital ratio of less than 6.0% is considered “significantly undercapitalized” and must be made subject to one or more
additional specified actions and operating restrictions that may cover all aspects of its operations and may include a forced merger or
acquisition of the ingtitution. An institution with tangible equity to total assets of less than 2.0% is “critically undercapitalized” and
becomes subject to further mandatory restrictions on its operations. The OTS generally is authorized to reclassify an ingtitution into a
lower capital category and impose the restrictions applicable to such category if the ingtitution is engaged in unsafe or unsound
practices or isin an unsafe or unsound condition. The imposition by the OTS of any of these measures on the Company may have a
substantial adverse effect on its operations and profitability.

Institutions with at least a 4.0% core capital ratio, a 4.0% Tier 1 risked-based capital ratio and an 8.0% total risk-based
capital ratio are considered “ adequately-capitalized.” An institution is deemed a “well-capitalized” institution if it has at least a 5.0%
leverage capital ratio, a 6.0% Tier 1 risked-based capital ratio and a 10.0% total risk-based capital ratio. At December 31, 2009, the
Company was considered a “well-capitalized” institution.

The OTS also is authorized to reclassify an institution into a lower capital category and impose the restrictions applicable to

such category if the institution is engaged in unsafe or unsound practices or is in an unsafe or unsound condition. The imposition by
the OTS of any of these measures on the Company may have a substantial adverse effect on its operations and profitability.
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Capital Requirements for Sound Financial and MHC.

Sound Financial and MHC are not subject to any specific capital requirements. The OTS, however, expects them to
support the Company, including providing additional capital to the Company when it does not meet its capital requirements. Asa
result of this expectation, the OTS regulates the ability of the Company to pay dividends to Sound Financial.

Limitations on Dividends and Other Capital Distributions

OTS regulations impose various restrictions on savings institutions with respect to the ability of the Company to make
distributions of capital, which include dividends, stock redemptions or repurchases, cash-out mergers and other transactions charged
to the capital account. The Company must file a notice or application with the OTS before making any capital distribution. The
Company generally may make capital distributions during any calendar year in an amount up to 100% of net income for the year-to-
date plus retained net income for the two preceding years, so long as it is well-capitalized after the distribution. If the Company,
however, proposes to make a capital distribution when it does not meet its current minimum capital requirements (or will not following
the proposed capital distribution) or that will exceed these net income limitations, it must obtain OTS approval prior to making such
distribution. The OTS may object to any distribution based on safety and soundness concerns.

Sound Financial will not be subject to OTS regulatory restrictions on the payment of dividends. Dividends from Sound
Financial, however, may depend, in part, upon its receipt of dividends from the Company. In addition, the Company may not make a
distribution that would constitute a return of capital during the three-year term of the business plan submitted in connection with this
mutual holding Company reorganization and stock issuance. No insured depositary institution may make a capital distribution if, after
making the distribution, the institution would be undercapitalized.

MHC may €elect to waive its pro rata portion of a dividend declared and paid by Sound Financial after filing a notice with
and receiving no objection from the OTS. We anticipate that MHC, subject to its own need for capital and funds, will waive
dividends paid by Sound Financial. The interests of other shareholders of Sound Financial who receive dividends are not diluted by
any waiver of dividends by MHC in the event of a full stock conversion.

Federal Taxation

General. The Company and the Bank are subject to federal income taxation in the same general manner as other
corporations, with some exceptions discussed below. The following discussion of federa taxation is intended only to summarize
certain pertinent federal income tax matters and is not a comprehensive description of the tax rules applicable to Sound Financial or
the Company. The Company and the Bank’s federal income tax returns have never been audited.

The Company adopted the provisions of FASB ASC Topic 740, Accounting for Uncertainty in Income Taxes, on January 1,
2007. The Company had no unrecognized tax benefits which would require an adjustment to the January 1, 2007 beginning balance
of retained earnings. The Company had no unrecognized tax benefits at December 31, 2008 and at December 31, 2009.

The Company recognizes interest accrued and penalties related to unrecognized tax benefitsin tax expense. During the
years ended December 31, 2009 and 2008 the Company recognized no interest and penalties.
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The Company or one of its subsidiaries files income tax returnsin the U.S. federal jurisdiction, and various states. With few
exceptions, the Company is no longer subject to U.S. federa or state/local income tax examinations by tax authorities for years
before 2004.

Method of Accounting. For federal income tax purposes, the Company currently reports its income and expenses on the
accrual method of accounting and uses a fiscal year ending on December 31 for filing its federal income tax return.

Minimum Tax. The Internal Revenue Code imposes an alternative minimum tax at a rate of 20% on a base of regular
taxable income plus certain tax preferences, called alternative minimum taxable income. The alternative minimum tax is payable to
the extent such alternative minimum taxable income is in excess of the regular tax. Net operating losses can offset no more than
90% of alternative minimum taxable income. Certain payments of alternative minimum tax may be used as credits against regular
tax liabilities in future years. The Company and the Bank has not been subject to the alternative minimum tax, nor do we have any
such amounts available as credits for carryover.

Net Operating Loss Carryovers. A financial institution may carryback net operating losses to the preceding two taxable
years and forward to the succeeding 20 taxable years. This provision applies to losses incurred in taxable years beginning after
August 6, 1997. At December 31, 2009, we had no net operating loss carryforwards for federal income tax purposes.

Corporate Dividends-Received Deduction. Sound Financia has elected to file a consolidated return with the
Company. Therefore any dividends it receives from the Company will not be included as income to the Company. The corporate
dividends-received deduction is 100%, or 80% in the case of dividends received from corporations with which a corporate recipient
does not file a consolidated tax return, depending on the level of stock ownership of the payer of the dividend.

State Taxation

The Company and the Bank are subject to a business and occupation tax imposed under Washington law at the rate of
1.5% of gross receipts. Interest received on loans secured by mortgages or deeds of trust on residential properties and certain
investment securities are exempt from this tax.

Internet Website

The Company and the Bank maintain a website, www.soundcb.com. Information pertaining to Sound Financial, Inc,
including SEC filings, can be found by clicking the link on our site called “Investor Relations.” This Annual Report on Form 10-K and
our other reports, proxy statements and other information filed with the SEC are available on that website within the Investor
Relations webpage by clicking the link called “SEC Filings.” The information contained on our website is not included as a part of, or
incorporated by reference into, this Annual Report on Form 10-K. For more information regarding access to these filings on our
website, please contact our Corporate Secretary, Sound Financial, Inc., 2005 5th Avenue, Suite 200, Seattle, Washington, 98121 or by
calling (206) 448-0884.

Item 1A. Risk Factors
Not required; the Company is a smaller reporting Company
Item 1B. Unresolved Staff Comments

None

33



Item 2. Properties

The following table sets forth certain information concerning the main office and each branch office of Sound Community
Bank at December 31, 2009. All of our offices are leased. The operating leases contain renewal options and require the Company
to pay property taxes and operating expenses on the properties. Our total rental expense for each of the years ended December 31,
2009, 2008 and 2007 was $759,000, $627,000 and $538,000, respectively. The aggregate net book value of the Company’s leasehold
improvements, furniture and equipment was $3.5 million at December 31, 2009. See also Note 7 of the Notes to Consolidated
Financial Statements. In the opinion of management, the facilities are adequate and suitable for the current needs of Sound
Community Bank. During 2009, we opened one new branches in Port Angeles, acquired the Tacoma branch of 1st Security Bank of
Washington and consolidated our Lakewood branch into the Tacoma facility. We will close our East Marginal Way facility on March
31, 2010, when the current lease is complete. We may open additional banking offices after 2010 to better serve current customers
and to attract new customers.

Location Y ear opened Owned or leased L ease expiration date
Main office:
2005 5th Avenue 1993 Leased 20171
Seattle, WA 98121
Branch offices:
Cedar Plaza Branch 2004 Leased 20152
22807 44th Avenue West

Mountlake Terrace, WA 98043

East Marginal Branch (Tukwila) 1953 Leased 20103
10200 East Margina Way South
Seattle, WA 98168

Lakewood Branch 2004 Leased 2010*
Lakewood Town Center
61111 Lakewood Town Center
Blvd., SW, Suite B
Lakewood, WA 98499

Tacoma Branch 2009 Leased 2011
2941 S. 38th Street

Tacoma, WA 98409

Sequim Branch 1997 Leased 2013°
541 North 5th Avenue

Sequim, WA 98382

Port Angeles Branch 2010 Leased 20286
110 N. Alder Street
Port Angeles, WA 98682

1. Lease contains no renewal option.

2. Lease provides for four five-year renewals.

3. Lease provides for one two-year renewal. The Company plans to close this branch on March 31, 2010.

4. Lease provides for one five-year renewal. This branch was consolidated into our Tacoma Branch during 2009.
5. Lease provides for two nine-year renewals.

6. Lease provides for two ten-year renewals.

. The Company aso owns a building in Port Angeles that was acquired as a part of the 1st Security Transaction. This
building was not in use as of December 31, 2009. Management intends to either lease or sell the building in 2010.



We maintain depositor and borrower customer files on an on-line basis, utilizing a telecommunications network, portions of
which are leased. Management has a disaster recovery plan in place with respect to the data processing system, as well as Sound
Community Bank’s operations as a whole.

Item 3. Legal Proceedings

From time to time we are involved as plaintiff or defendant in various legal actions arising in the normal course of
business. We do not anticipate incurring any material legal fees or other liability as a result of such litigation.

Item 4. (Removed and Reserved)
PART I1

Iltem 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of Equity
Securities

The shares of common stock of Sound Financial are traded on the Over-the-Counter Electronic Bulletin Board under the
symbol "SNFL." The table below shows the high and low closing prices for our common stock for the periods indicated and quarterly
dividends paid in 2009. We had no common stock outstanding as of December 31, 2008. Our minority public offering closed on
January 8, 2008 at a price of $10.00 per share, so pricing information is available from that date forward. This stock price
information was provided by the Y ahoo Finance System and is based on OTC quotations, which reflect inter-dealer prices with retail
mark-up, mark-down or commissions and may not represent actual transactions, except for January 8, 2008, which reflects the
origina price in the stock offering.

Stock Price Dividends
2009 Quarters High Low Per Share
First Quarter (1/01/2009 to 3/31/2009) $7.50 $5.90 $0.04
Second Quarter (4/1/2009 to 6/30/2009) $7.00 $5.75 $0.04
Third Quarter (7/1/2009 to 9/30/2009) $7.00 $5.45 $0.02
Fourth Quarter (10/1/2009 to 12/31/2009) $6.00 $4.10 $0.02

Stock Price Dividends
2008 Quarters High Low Per Share
First Quarter (1/8/2008 to 3/31/2008) $10.00 $9.00
Second Quarter (4/1/2008 to 6/30/2008) $9.24 $9.10 $0.04
Third Quarter (7/1/2008 to 9/30/2008) $9.10 $7.30 $0.04
Fourth Quarter (10/1/2008 to 12/31/2008) $7.50 $6.05 $0.04

At December 31, 2009, there were 3,000,095 shares outstanding and the closing price of our common stock on that date
was $4.10. On that date, we had approximately 319 shareholders of record.

Our cash dividend payout policy is reviewed continually by management and the Board of Directors. The Company intends
to continue its policy of paying quarterly dividends; however the payment will depend upon a number of factors, including capital
requirements, our financial condition and results of operations, tax considerations, statutory and regulatory limitations, and general
economic conditions. No assurances can be given that any dividends will be paid or that, if paid, will not be reduced or eliminated in
future periods. Our future payment of dividends may depend, in part, upon receipt of dividends from Sound Community
Bank. Federal regulations restrict the ability of Sound Community Bank to pay dividends and make other capital distributions to us.
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Information regarding our equity compensation plan isincluded in Item 12 of this Form 10-K.

On November 24, 2008, the Company announced that its Board of Directors had authorized management to repurchase up
to 57,782 shares of the Company’ s outstanding stock over a twelve-month period. The repurchased shares were to be used to fund
the restricted stock portion of our 2008 equity incentive plan. The Company repurchased 45,800 shares in 2009.

Information on the shares repurchased during the quarters ended September 30, 2009 and December 31, 2009, is as follows:

Total Number of

Shares Minimum Number of
Total Number Average Purchased as Shares that May Y et
of Shares Price Per Part of Publicly Be Purchased
Purchased Share Announced Plan Under the Plan
July 1 to 31, 2009 - - 25,5821
October 1 to 31, 2009 8,500 $5.97 8,500 17,082
November 1 to 30, 2009 5,100 5.50 5,100 11,982
December 1 to 31, 2009 - - -
13,600 $5.79 13,600
1) Amount represents the number of shares available to be repurchased under the Plan as of the close of business on September
30, 2009.
2) Amount represents the number of shares available to be repurchased under the Plan as of the close of business on December
31, 2009.
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Item 6. Selected Financial Data
SELECTED CONSOLIDATED FINANCIAL AND OTHER DATA
The following information is only a summary and you should read it in conjunction with our consolidated financial statements

and accompanying notes contained in Item 8 of this Form 10-K.

At December 31,
2009 2008 2007
(In thousands)

Selected Financial Condition Data:

Total assets $ 337,806 $ 293497 $ 236,965
Loans receivable, net 286,357 262,407 219,406
Loans held for sde 2,858 956 822
Mortgage-backed securities available for sale (at fair value) 9,899 8,930 71
Federal Home Loan Bank stock 2,444 2,444 1,320
Deposits 287,564 222,560 202,791
Federa Home Loan Bank advances 20,000 42 419 15,869
Equity 25,068 26,103 15,888
Selected Oper ations Data: 2009 2008 2007

Tota interest income $ 19,128 $ 16959 $ 14,959
Total interest expense 7,057 7,713 7,925
Net interest income 12,071 9,246 7,034
Provision for loan losses 4275 1,110 250
Net interest income after provision for loan losses 7,796 8,136 6,784
Fees and service charges 2,081 1,813 1,633
Gain (loss) on sales of loans 157 (15) 11
Gain on sales of securities 273 154
Loss on sales of assets (627)
Other non-interest income 1,424 223 472
Total non-interest income 3,308 2,175 2,116
Total non-interest expense 12,183 10,004 8,519
Income (loss) before provision for income taxes (1,079) 307 381
Provision (benefit) for income taxes (465) 45 62
Net income (loss) $ (614) $ 262 $ 319

Selected Financial Ratios and Other Data:
Performance ratios.

Return on assets (ratio of net incometo average total assets) (0.19% 0.10% 0.14%
Return on equity (ratio of net income to average equity) (2.38)% 0.98% 2.00%
Interest rate spread information:

Average during period 3.98% 3.50% 3.11%
End of period 4.53% 3.54% 3.19%
Net interest margin(y) 3.99% 3.62% 3.22%
Non-interest income to operating revenue 21.51% 19.04% 23.12%
Operating expense to average total assets 3.74% 3.69% 3.70%
Average interest-earning assets to average interest-bearing liabilities 101.78% 106.33% 99.79%
Efficiency ratio® 79.22% 87.59% 93.10%
Asset quality ratios:

Non-performing assets to total assets at end of period 1.48% 1.01% 0.54%
Non-performing loans to gross loans 1.25% 0.47% 0.19%
Allowance for loan | osses to non-performing loans 91.99% 104.31% 198.22%
Allowance for loan losses to gross loans 1.18% 0.49% 0.37%
Net charge-offsto average loans outstanding 0.75% 0.26% 0.11%

Capital ratios:
Equity to total assets at end of period 7.42% 8.89% 6.70%



Average equity to average assets 7.93% 9.86% 6.94%

Other data:
Number of full service offices 6 5 5

1) Net interest income divided by average interest earning assets.

2 Total other operating expense, excluding real estate owned and repossessed property expense, as a percentage of net interest income and
total other operating income, excluding net securities transactions.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation

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

General

Sound Financial was incorporated on January 8, 2008, to hold all of the stock of the Company, which converted from a
state-charted credit union to afederally chartered savings bank in 2003. Prior to that conversion, the Company operated as Credit
Union of the Pacific.

The Company’s principal business consists of attracting retail deposits from the genera public and investing those funds,
along with borrowed funds, in loans secured by first and second mortgages on one- to four-family residences (including home equity
loans and lines of credit), commercial real estate, consumer and commercial business loans and, to a lesser extent, construction and
development loans. We offer a wide variety of secured and unsecured consumer |oan products, including manufactured home loans,
automobile loans, boat loans and recreational vehicle loans. We intend to continue emphasizing our residential mortgage, home equity
and consumer lending, while also expanding our emphasis in commercial real estate and commercial business lending. In recent
years, we have focused on expanding our commercial loan portfolio.

As part of our business, we focus on mortgage loan originations, many of which we sell to Fannie Mae. We sell these loans
with servicing retained to maintain the direct customer relationship and promote our emphasis on strong customer service. We
originated $117.6 million and $57.7 million in one- to four-family residential mortgage loans during the years ended December 31,
2009 and 2008, respectively. During these same periods, we sold $84.3 million and $31.6 million, respectively, of one- to four-family
residential mortgage loans.

We offer avariety of deposit accounts, which are our primary source of funding for our lending activities. In recent years
we have also relied on Federal Home Loan Bank advances to augment our deposits and fund the growth of interest earning
assets. In 2008, we adopted a leverage strategy to use long-term Federal Home Loan Bank advances to fund asset and |oan growth.
We also use short-term advances to meet short term liquidity needs.

The Company’s earnings are primarily dependent upon our net interest income, the difference between interest income and
interest expense. Interest income is a function of the balances of loans and investments outstanding during a given period and the
yield earned on these loans and investments. Interest expense is a function of the amount of deposits and borrowings outstanding
during the same period and interest rates paid on these deposits and borrowings. The Company’s earnings are also affected by our
provision for loan losses, service charges and fees, gains and losses from sales of loans and other assets, other income, operating
expenses and income taxes.

During 2009, the Company encountered a number of challenges but also met a number of its goals. The declining economy
in our market resulted in increased delinquencies and foreclosures, which required us to increase our reserves and impacted our 2009
earnings In particular, the increase in the unemployment rate and the decrease in the housing markets in western Washington had an
adverse impact on our performance. However, we were still able to meet our goals of expanding our franchise and increasing our
commercial business and real estate lending activities. In 2009, we expanded our operations with two new Bank branches in Port
Angeles and Tacoma and acquired the Port Angeles and Tacoma offices of 1st Security Bank, including $33.6 million in deposits. As
of December 31, 2009 the Port Angeles branch had $27.3 million in deposit and the Tacoma branch had $26.7 million in deposits.
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Our commercial business and real estate |oan portfolios increased 26.3% and 38.7%, respectively, since the end of 2008. The impact
of additional commercial business and real estate loans has had a positive impact on our net interest income and has hel ped to further
diversify our loan portfolio mix.

Our primary market area is Western Washington. Adverse economic conditions in that market area can reduce our rate of
growth, affect our customers’ ahility to repay loans and adversely impact our financial condition and earnings. General economic
conditions, including inflation, unemployment and money supply fluctuations, also may affect our profitability adversely. Our market
areais undergoing arecession, which has resulted in higher levels of loan delinquencies, problem assets and foreclosures, decreased
demand for our products and services and a decline in the value of our loan collateral. If this recession continues or becomes more
severe, this negative impact on our business, financial condition and earnings may increase.

Beginning in 2008, United States and global financial markets have experienced severe disruption and volatility, and general
economic conditions have declined significantly. Adverse developmentsin credit quality, asset values and revenue opportunities
throughout the financial services industry, as well as general uncertainty regarding the economic, industry and regulatory
environment, have had a marked negative impact on the industry. Dramatic declines in the U.S. housing market over the past two
years, with falling home prices, increasing foreclosures and increasing unemployment, have negatively affected the credit
performance of mortgage loans and resulted in significant write-downs of asset values by many financial institutions. The United
States and the governments of other countries have taken steps to try to stabilize the financial system, including investing in financial
ingtitutions, and have also been working to design and implement programs to improve general economic conditions. Notwithstanding
the actions of the United States and other governments, these efforts may not succeed in restoring industry, economic or market
conditions and may result in adverse unintended consequences. Factors that could continue to pressure financial services companies,
including the Company, are numerous and include: (i) worsening credit quality, leading among other things to increases in loan losses
and reserves; (ii) continued or worsening disruption and volatility in financial markets, leading among other things to continuing
reductions in asset values; (iii) capital and liquidity concerns regarding financial ingtitutions generally; (iv) limitations resulting from or
imposed in connection with governmental actions intended to stabilize or provide additional regulation of the financial system; and (v)
recessionary conditions that are deeper or last longer than currently anticipated.

Critical Accounting Policies

Certain of our accounting policies are important to an understanding of our financial condition, since they require
management to make difficult, complex or subjective judgments, which may relate to matters that are inherently uncertain. Estimates
associated with these policies are susceptible to material changes as a result of changes in facts and circumstances. Facts and
circumstances that could affect these judgments include, but are not limited to, changes in interest rates, changes in the performance
of the economy and changes in the financial condition of borrowers. Management believes that its critical accounting policies include
determining the allowance for loan losses, accounting for other-than-temporary impairment, accounting for mortgage servicing rights,
accounting for other real estate owned, and accounting for deferred income taxes. Our accounting policies are discussed in detail in
Note 1 of the Notes to Consolidated Financial Statementsincluded in Item 7 of this Form 10-K annual report.

Allowance for Loan Loss. The allowance for loan losses is the amount estimated by management as necessary to cover
losses inherent in the loan portfolio at the balance sheet date. The allowance is established through the provision for loan losses,
which is charged to income. Determining the amount of the allowance for loan losses necessarily involves a high degree of
judgment. Among the material estimates required to establish the allowance are: loss exposure at default; the amount and
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timing of future cash flows on impacted loans; value of collateral; and determination of loss factors to be applied to the various
elements of the portfolio. All of these estimates are susceptible to significant change. Management reviews the level of the
allowance at least quarterly and establishes the provision for loan losses based upon an evaluation of the portfolio, past loss
experience, current economic conditions and other factors related to the collectability of the loan portfolio. To strengthen our loan
review and classification process, we engage an independent consultant to review our classified commercial loans and a sampling of
our non-classified commercial loans on aregular basis. We have enhanced our credit administration policies and procedures to
improve our maintenance of updated financial data on commercial borrowers. This change did not greatly impact the determination
of our allowance for loan losses, as we did not experience any unusual losses on classified loans relative to non-classified

loans. Although we believe that we use the best information available to establish the allowance for loan losses, future adjustments
to the allowance may be necessary if economic conditions differ substantially from the assumptions used in making the evaluation. In
addition, the OTS, as an integral part of its examination process, periodically reviews our allowance for loan losses and may require
us to recognize adjustments to the allowance based on its judgments about information available to it at the time of its examination. A
large loss could deplete the allowance and require increased provisions to replenish the allowance, which would adversely affect
earnings.

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

Mortgage Servicing Rights. We record mortgage servicing rights on loans sold to Fannie Mae with servicing
retained. The Company stratifies its capitalized mortgage servicing rights based on the type, term and interest rates of the underlying
loans. Impairment is recognized through a valuation allowance for each impaired stratum. Management assesses impairment of
servicing rights by comparing the amortized cost basis to the estimated fair value to determine if its rights are impaired. Any
impairment must to be recorded during the period in which it is identified. These mortgage servicing rights are separated into two
segments, one for acquired servicing rights of $2.0 million, which are carried at fair value and one for our originated servicing
portfolio of $1.3 million, which is carried at amortized cost and is periodically evaluated for impairment based on their fair value,
which takes into account the rates and potential prepayments of those sold loans being serviced. If our mortgage servicing rights
were determined to be impaired, our financial results would be impacted.

Other Real Estate Owned. Other real estate owned represents real estate that the Company has taken control of in partial
or full satisfaction of significantly delinquent loans. At the time of foreclosure,
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other real estate owned is recorded at the lower of the carrying amount of the loan or fair value less costs to sell, which becomes the
property’s new basis. Any write-downs based on the asset’ s fair value at the date of acquisition are charged to the allowance for
loan and lease losses. After foreclosure, management periodically performs valuations such that the real estate is carried at the
lower of its new cost basis or fair value, net of estimated costs to sell. Subsequent valuation adjustments are recognized within net
(loss) gain on other real estate owned. Revenue and expenses from operations and subsequent adjustments to the carrying amount
of the property are included in other non-interest expense in the consolidated statements of income. In some instances, the Company
may make loans to facilitate the sales of other real estate owned. Management reviews all sales for which it is the lending institution
for compliance with sales treatment under provisions established by ASC Topic 360, “Accounting for Sales of Real Estate”. Any
gains related to sales of other real estate owned may be deferred until the buyer has a sufficient initial and continuing investment in
the property.

Income Taxes. Income taxes are reflected in our financial statements to show the tax effects of the operations and
transactions reported in the financial statements and consist of taxes currently payable plus deferred taxes. ASC Topic 740,
“Accounting for Income Taxes,” requires the asset and liability approach for financial accounting and reporting for deferred income
taxes. Deferred tax assets and liabilities result from differences between the financial statement carrying amounts and the tax bases
of assets and liabilities. They are reflected at currently enacted income tax rates applicable to the period in which the deferred tax
assets or liabilities are expected to be realized or settled and are determined using the assets and liability method of accounting. The
deferred income provision represents the difference between net deferred tax asset/liability at the beginning and end of the reported
period. Informulating our deferred tax asset, we are required to estimate our income and taxes in the jurisdiction in which we
operate. This process involves estimating our actual current tax exposure for the reported period together with assessing temporary
differences resulting from differing treatment of items, such as depreciation and the provision for loan losses, for tax and financial
reporting purposes.

Business and Operating Strategy and Goals

Our primary objective is to continue to grow Sound Community Bank as a well-capitalized, profitable, independent,
community-oriented financial institution serving customers in our primary market areas. Our strategy is to provide innovative
products and superior service to both individuals and small businesses in our primary market areas, which we currently provide
through our six convenient full service banking centers located in the heart of downtown Seattle, Tukwila, Mountlake Terrace,
Tacoma, Sequim and Port Angeles, Washington. We support these banking centers with 24/7 access to on-line banking and
participation in a nationwide ATM network. Our basic operating strategy and goals are listed below.

Grow our franchise and meet competition in our market through relationship banking with businesses and retail
consumers. We operate with a service-oriented approach to banking by meeting our customers’ needs and emphasizing the delivery
of aconsistent and high-quality level of professional service. The proceeds of our recently completed offering allow us to originate
loans for portfolio and provide services consistent with the needs of customers in our market areas. We have adopted a leverage
strategy to utilize our deposit franchise along with long-term Federa Home Loan Bank advances to fund asset and loan growth. We
continue to expand our business by cross-selling our loan and deposit products and services to our customers and emphasizing our
traditional strengths, which include residential mortgages, consumer loans, small business lending and core deposits. In addition, we
will continue to sell a portion of our residential mortgage portfolio to Fannie Mae on a servicing retained basis. We may also seek
opportunities to sell loans we originate that are not saleable to Fannie Mae, generally including land loans, jumbo mortgage loans and
manufactured home loans, but will only sell those loans if we can do so on a servicing retained basis. This allows us to maintain our
customer
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relationship while also having the funds from the sale of the loans available to make additional mortgage loans. Our attention to client
service and competitive rates allow us to attract and retain deposit and loan customers. We acquired two branches in 2009 from 1st
Security Bank of Washington. One of the branches acquired was located in Port Angeles, Washington and the other in Tacoma,
Washington. We opened a new branch facility in Port Angeles and consolidated the deposit and loan accounts which were acquired
into the new facility. We consolidated the operations of our Lakewood branch into the Tacoma facility. We do not have plans for
branch expansion in 2010, but we closed our East Marginal Way on March 31, 2010.

Emphasizing lower cost core deposits to reduce the funding costs of our loan growth. We offer personal and business
checking accounts, NOW accounts and savings and money market accounts, which generally are lower-cost sources of funds than
certificates of deposits, and are less sensitive to withdrawal when interest rates fluctuate. In order to build our core deposit base, we
are pursuing a number of strategies. We continue to provide sales promotions on savings and checking accounts to encourage the
growth of these types of deposits. We require all commercial loan customers to maintain a deposit relationship with us, generally a
business checking account relationship to the extent practicable, for the term of their loans. We have made, and will continue to
make, available preferential loan and time deposit pricing to customers who maintain a qualifying relationship at the Company. We
also continue to accept public funds from local public agencies. We lowered our weighted average cost of funds in 2009 by 82 basis
points. This decrease was the result of lower market rates as well as the acquisition of lower cost deposits from 1st Security Bank.

Growing and diversifying our loan portfolio by emphasizing the origination of one- to four-family residential
mortgage, home equity, commercial real estate, commercial business, and consumer loans. Our infrastructure, personnel and
fixed operating base can support a substantially larger asset base. Our strategy for increasing net income includes increasing our
loan originations, particularly with higher yielding commercial, and consumer loans. Our business plan emphasizes the origination of
loans secured by residential real estate and loans for business purposes, including commercia real estate loans. We have utilized our
increased capital level resulting from the offering to make larger commercial real estate and business loans to meet the demand for
these loan productsin our primary market area. Commercial rea estate |loans and commercia business loans generally are
originated with higher interest rates compared to one- to four-family residential mortgage loans and, therefore, have a positive effect
on our net interest rate spread and net interest income. |n addition, most of these loans are originated with adjustable interest rates,
which assist us in managing interest rate risk.

Maintaining high asset quality. We have worked to improve asset quality in recent years, through managing credit risk,
however, recent economic conditions have contributed to an increase in nonperforming assets. Our percentage of non-performing
assets to total assets increased to 1.48% at December 31, 2009 from 1.01% at December 31, 2008. Theincrease in 2009 is the
result of four foreclosed single family residences and seven repossessed manufactured homes, all of which have been written down
to their estimated net realizable value. We introduce new loan products when we are confident that our staff has the necessary
expertise and that sound underwriting and collection procedures are in place. We also underwrite al of our loans centrally to ensure
uniformity and consistency in underwriting decisions.

Improve earnings. Through product selection and pricing and lower cost funds, we will seek to optimize our interest rate
margin while managing our interest rate risk. We will seek new sources of noninterest income by emphasizing selective products and
services that provide diversification of revenue sources, including fees and servicing income. We also will strive to control operating
expenses while continuing to provide superior personal service to our customers. In 2009, operating expenses were higher than in
2008 as aresult of additional staffing in our commercial lending division, the addition of two
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branches, increases in collection expense and higher FDIC premiums. In 2008, earnings were lower as the result of lower than
expected net interest income due to reductions in the overall interest rate environment.  Finally, our provision for |oan losses was
significantly higher in 2009 than in 2008, reflecting the deterioration of the economy both nationally and in the markets where we do
business. While we experienced a net 1oss of $614,000 in 2009, we were able to increase pre-tax, pre-provision income to $3.2
million compared to $1.4 million in 2008.

Comparison of Financial Condition at December 31, 2009 and December 31, 2008

General. Total assets increased by $44.3 million, or 15.1%, to $337.8 million at December 31, 2009 from $293.5 million at
December 31, 2008. The increase was the result of a $28.0 million, or 10.6%, increase in our loan portfolio, including loans held for
sale, from $264.7 million at December 31, 2008, to $292.7 million at December 31, 2009. The increase also was the result of a $10.1
million increase in cash and cash equivalents during 2009. Additionally, premises and equipment increased $2.0 million, or 128.0%,
primarily as a result of leasehold improvements related to our new branch facility in Port Angeles and the acquisition of the branch
facility of 1st Security Bank branch in Tacoma as well as the purchase of the 1st Security branch in Port Angeles. Thisincreasein
total assets was funded primarily by a $64.8 million, or 29.1% increase in deposits during 2009, including $33.6 million in deposits
assumed in the 1st Security Bank branch acquisition.

Loans. Our loan portfolio, including loans held for sale, increased $28.0 million, or 10.6%, from $264.7 million at December
31, 2008 to $292.7 million at December 31, 2009. Loans held for sale increased from $956,000 at December 31, 2008, to $2.9 million
at December 31, 2009, reflecting the timing of transactions and increased loan originations in late 2009, as compared to late
2008. The changes in the amount of each type of loan in our loan portfolio comparing the amounts at year-end 2009 to those at year-
end 2008 are disclosed in Note 5 to our financial statements included in Item 8 of the Form 10-K. The most significant changesin
our loan portfolio include a 38.6% increase in our commercia real estate portfolio, a 26.3% increase in our commercial business
portfolio, a 16.2% increase in our one- to four-family real estate loans, and a 36.1% decrease in automobile loans. The increasesin
one- to four-family, commercial real estate loans, and commercial business loans are consistent with our operating strategy of
growing and diversifying our loan portfolio. The decrease in our auto loan and construction and development portfolios are a result of
lower demand in the current economic environment.

Allowance for Loan Losses. The allowance for loan losses is maintained to cover |osses that are probable and can be
estimated on the date of the evaluation in accordance with generally accepted accounting principles in the United States. It isour
estimate of probable incurred credit losses in our |oan portfolio.

Our methodology for analyzing the allowance for loan losses consists of specific and general components. We stratify the
loan portfolio into homogeneous groups of loans that possess similar loss-potential characteristics and apply an appropriate loss ratio
to the homogeneous pools of loans to estimate the incurred losses in the loan portfolio. The amount of loan losses incurred in our
consumer portfolio is estimated by using historical |oss ratios for major loan collateral types adjusted for current factors. The
historical loss experience is generally defined as an average percentage of net loan losses to loans outstanding. A separate valuation
of known losses for individual classified large-balance, non-homogeneous loans is also conducted in accordance with Codification
Standard ASC Topic 310. The alowance for loan losses on individually analyzed loans includes commercial business |oans and one-
to four-family and commercial real estate |oans, where management has concerns about the borrower’ s ability to repay. Loss
estimates include the difference between the current fair value of the collateral and the loan amount due.
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Our allowance for loan losses at December 31, 2009 was $3.5 million or 1.18% of net loans receivable, compared to $1.3
million or 0.49% of net loans receivable at December 31, 2008. The $2.2 million, or 165.5% increase in the allowance for loan losses
reflects the $4.3 million provision for loan losses established during 2009, as a result of increases in our commercia and residential
loan portfolios during the year and an evaluation of declining housing and other market conditions in our market and our $2.1 million in
net charge-offs on non-performing loans. Non-performing loans increased from $1.3 million at December 31, 2008 to $3.6 million at
December 31, 2009, primarily as aresult of deteriorating market conditions in the areas where we do business. This increase
consists of numerous residential mortgage |oans and one commercial development loan with a principal balance of $1.2 million at
December 31, 2009. Non-performing loans to gross loans increased to 1.25% at December 31, 2009 from 0.47% at December 31,
2008, due to declining economic conditions and increased delinquencies. Other real estate owned and repossessed assets decreased
by $341,000, or 19.8%, from $1.7 million the end of 2008 compared to $1.4 million at the end of 2009. The Company believes that
higher non-performing assets and charge-offs will continue in 2010 until the housing market and general market conditions begin to
recover.

Mortgage Servicing Rights. We record mortgage servicing rights on loans sold to Fannie Mae with servicing
retained. The Company stratifies its capitalized mortgage servicing rights based on the type, term and interest rates of the underlying
loans. Impairment is recognized through a valuation allowance for each impaired stratum. Management assesses impairment by
comparing the amortized cost basis to the estimated fair value to determine if its rights are impaired. Any impairment would be
required to be recorded during the period identified. These mortgage servicing rights are separated into two segments, one for
acquired servicing rights of $2.0 million, which are carried at fair value and one for our originated servicing portfolio of $1.3 million,
which is carried at amortized cost and is periodically evaluated for impairment based on their fair value, which takes into account the
rates and potential prepayments of those sold loans being serviced. If our mortgage servicing rights were determined to be impaired,
our financial results would be impacted.

Cash and Cash Equivalents. Cash and cash equivalents increased by $10.1 million, or 179.6%, to $15.7 million at
December 31, 2009 as a result of recent increases to our deposit portfolio and proceeds from the sale of available-for-sale securities.

Securities. Our securities portfolio consists of mortgage-backed securities, all of which are designated as available-for-sale
and carried at market value and Federal Home Loan Bank stock which is carried at cost. The securities portfolio increased to $9.9
million a December 31, 2009 from $8.9 at December 31, 2008. Our investment portfolio includes $6.6 million in non-agency
mortgage-backed securities, which present alevel of credit risk that does not exist currently with agency-backed securities that are
guaranteed by the United States government. As of December 31, 2009, the unrealized |oss on these non-agency mortgage backed
securities was approximately $1.5 million. In order to monitor this risk, management receives a credit surveillance report that
considers various factors for each security including original credit scores, loan to value, geography, delinquency and loss
history. The report also evaluates the underlying loans within the security to project future losses based on various home price
depreciation scenarios over athree year horizon. In addition to this analysis, management receives a valuation report which also
considers constant repayment rates, various credit default rate scenarios and loss severity for our non-agency mortgage backed
securities. Based on this analysis, management recognized approximately $61,000 of OTTI on this portfolio for the year ended
December 31, 2009.

At December 31, 2009, we held $2.4 million in shares of Federal Home Loan Bank of Seattle stock. Federal Home Loan
Bank stock is carried at par and does not have a readily determinable fair value. Ownership of Federal Home Loan Bank stock is
restricted to the Federal Home Loan Bank member institutions, and can only be purchased and redeemed at par. Due to ongoing
turmoil in the



capital and mortgage markets, the Federal Home Loan Bank of Seattle has a risk-based capital deficiency largely as a result of
write-downs on its private label mortgage-backed securities portfolios. Management evaluates Federal Home Loan Bank stock for
impairment. Management’s determination of whether these investments are impaired is based on their assessment of the ultimate
recoverability of cost rather than by recognizing temporary declinesin value. The determination of whether a decline affects the
ultimate recoverahility of cost isinfluenced by criteria such as: (1) the significance of any decline in net assets of the Federal Home
Loan Bank as compared to the capital stock amount for the Federal Home Loan Bank and the length of time this situation has
persisted; (2) commitments by the Federal Home Loan Bank to make payments required by law or regulation and the level of such
payments in relation to the operating performance of the Federal Home Loan Bank; (3) the impact of legislative and regulatory
changes on institutions and, accordingly, the customer base of the Federal Home Loan Bank; and (4) the liquidity position of the
Federal Home Loan Bank. Under Federal Housing Finance Agency regulations, a Federal Home Loan Bank that fails to meet any
regulatory capital requirement may not declare a dividend or redeem or repurchase capital stock in excess of what is required for
members current loans. According to Standard and Poor’s analysis of the Federal Home Loan Banks, the Federal Home Loan
Bank System has a special public status (organized under the Federal Home Loan Bank Act of 1932) and may receive extraordinary
support from the U.S. Treasury in acrisis. Therefore, the Federal Home Loan Banks can be considered an extension of the
government and the U.S. government would almost certainly support the credit obligations of the Federal Home Loan Bank

system. Based on the above, we have determined there is not an other-than-temporary impairment on the Federal Home Loan Bank
stock investment as of December 31, 2009.

Deposits. Tota deposits increased by $64.8 million, or 29.1%, to $287.6 million at December 31, 2009 from $222.8 million
at December 31, 2008. During 2009, time deposits increased $11.2 million, money market accounts increased $29.9 million, savings
accounts increased $8.2 million, and demand deposits and interest-bearing checking accounts increased $15.5 million. These
increases are primarily the result of the $33.6 million in the 1st Security branch acquisition and our continued emphasis to bring
additional core deposits to the Company from our existing consumer and business customers and Washington public agencies.

A summary of deposit accounts with the corresponding weighted average cost of funds is presented below (in thousands).

As of December 31, 2009 As of December 31, 2008
Wtd. Avg. Wtd. Avg.

Amount Rate Amount Rate
Checking (noninterest) $ 21,227 0.00% $ 13,177 0.00%
NOW (interest) 28,197 0.24% 20,636 0.61%
Savings 20,632 0.30% 12,522 0.75%
Money Market 81,620 0.90% 51,744 2.92%
Certificates 135,888 2.77% 124,681 4.11%
Total $ 287,564 1.60% $ 222,760 3.04%

Borrowings. Federal Home Loan Bank advances decreased $22.4 million, or 52.6%, to $20.0 million at December 31, 2009
from $42.4 million a December 31, 2008. We continue to rely on Federal Home Loan Bank advances to fund interest earning asset
growth when deposit growth is insufficient to fund such growth. This reliance on borrowings, rather than deposits, may increase our
overall cost of funds. We decreased reliance on these borrowings during 2009 as the result of organic deposit growth.

Equity. Total equity decreased $1.0 million, or 4.0%, to $25.1 million at December 31, 2009, from $26.1 million at
December 31, 2008. This primarily reflects $306,000 in stock repurchases, $159,000 in paid dividends, net losses of $614,000 and a
$147,000 increase in accumulated other comprehensive loss, due to an increase in the unrealized loss on our available for sale
investment portfolio.
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Average Balances, Net Interest Income, Yields Earned and Rates Paid

The following table presents for the periods indicated the total dollar amount of interest income from average interest
earning assets and the resultant yields, as well as the interest expense on average interest bearing liabilities, expressed both in dollars
and rates. Income and yields on tax-exempt obligations have not been computed on atax equivalent basis. All average balances are
monthly average balances. Non-accruing loans have been included in the table as loans carrying a zero yield.

Y ear ended December 31,
2009 2008 2007
Average Interest Average Interest Average Interest
Outstanding  Earned/ Yield/ Outstanding  Earned/ Yield/ Outstanding  Earned/ Yield/
Balance Paid Rate Balance Paid Rate Balance Paid Rate
Inter est-Earning Assets: (Dollarsin thousands)
L oans receivable® $ 280,097 $17,975 6.42% $ 247,058 $16,436 6.65% $ 216,076 $14,911 6.90%
Mortgage-backed securities 22,107 1,153 521 6,664 510 7.85 118 11 9.32
Other 2 - 0.00 1,796 13 0.74 1,432 37 2.58
Total interest-earning assets') 302,206 19,128 6.33 255,518 16,959 6.64 217,626 14,959 6.87
Interest-Bearing Liabilities:
Savings and Money Market accounts 83,985 951 1.13 54,042 1,100 2.04 56,512 1,642 2.91
Demand and NOW accounts 37,876 60 0.16 36,688 294 0.80 32,727 288 0.88
Certificate accounts 145,138 5,112 3.52 111,741 5,046 4.52 96,648 4,649 481
Borrowings 29,917 934 312 38,474 1,273 331 26,511 1,346 5.08
Total interest-bearing liabilities 295,910 7,057 2.38 240,945 7,713 3.20 212,398 7,925 3.73
Net interest income 12,071 $ 9,246 $ 7,034
Net interest rate spread 3.95% 3.34% 3.14%
Net earning assets $ 6,296 $ 14573 $ 5,228
Net interest margin 3.99% 3.62% 3.23%
Average interest-earning assets
to average interest-bearing
liabilities 101.78% 106.05% 102.46%
@ Calculated net of deferred loan fees, loan discounts, loansin process and |oss reserves.

Rate/Volume Analysis

The following schedule presents the dollar amount of changes in interest income and interest expense for major components
of interest-earning assets and interest-bearing liabilities. It distinguishes between the changes related to outstanding balances and
that due to the changesin interest rates. For each category of interest-earning assets and interest-bearing liabilities, information is
provided on changes attributable to (i) changes in volume (i.e., changes in volume multiplied by old rate) and (ii) changesin rate (i.e.,
changes in rate multiplied by old volume). For purposes of this table, changes attributable to both rate and volume, which cannot be
segregated, have been allocated proportionately to the change due to volume and the change due to rate.
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Y ear ended December 31, Y ear ended December 31,

2009 vs. 2008 2008 vs. 2007
Increase Total Increase Total
(decrease) dueto increase (decrease) dueto increase
Volume Rate (decrease) Volume Rate (decrease)

(In thousands)
Inter est-ear ning assets:

Loans receivable $ 2127 % (490) $ 1637 $ 1593 $ 68 $ 1,525
Mortgage-backed securities 661 (18) 643 520 (21) 499
Other (13) - (13) 2 (26) (24)
Total interest-earning assets $ 2775  $ (508) $ 2267 $ 2,115 $ (115) $ 2,000
Interest-bearing liabilities:

Savings and Money Market accounts $ 343 3% 492 $ (149) $ (500 $ (492 $ (542)
Demand and NOW accounts 7 (241) (234) 7 (€8] 6
Certificate accounts 1,186 (1,120) 66 422 (25) 397
Borrowings (332) (7) (339) 150 (223) (73)
Total interest-bearing liabilities $ 1204 $ (1,860) (656) $ 529 $ (741) (212)
Net interest income (l0ss) $ 2,923 $ 2,212

The decrease in prevailing market interest rates along with maturities of over $90 million in certificates of deposit during 2009
contributed to the significant decrease in our weighted average cost of funds between 2008 and 2009.

Comparison of Results of Operation for the Year Ended December 31, 2009 and 2008

General. Net income decreased $876,000 to aloss of $614,000 for the year ended December 31, 2009 compared to net
income of $262,000 for the year ended December 31, 2008. The primary reasons for this $876,000 decrease were a $3.2 million
increase in the provision for loan losses and a $2.2 million increase in non-interest expense primarily as a result of higher FDIC and
OTS assessments and expanded branch operations in Port Angeles and Tacoma, which were offset by a $1.1 million increase in non-
interest income, including a $227,000 gain recognized as a result of the 1st Security Bank of Washington branch acquisition.

Interest Income. Interest income increased by $2.2 million, or 12.8%, to $19.1 million for the year ended December 31,
2009, from $17.0 million for the year ended December 31, 2008. The increase in interest income for the period reflects the increased
amount of loans and securities outstanding during the 2009 period.

The weighted average yield on loans decreased from 6.65% for the year ended December 31, 2008, to 6.42% for the year
ended December 31, 2009. The decrease was primarily the result of the continued historically low rate environment throughout the
year. The decrease in the weighted average yield on loans, however, was tempered by the increase in commercia loans, which
typically have higher yields, as a percentage of the entire loan portfolio and an increase in the origination of single-family mortgage
loans from the levelsin 2008. The weighted average yield on investments was 5.21% for the year ended December 31, 2009
compared to 7.85% for the same period during 2008, reflecting generally lower market interest rates and the acquisition of agency
mortgage backed securities, which currently have a lower yield than non-agency mortgage backed securities.
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Interest Expense. Interest expense decreased $656,000, or 8.5%, to $7.1 million for the year ended December 31, 2009,
from $7.7 million for the year ended December 31, 2008.

The decrease in interest expense for the 2009 period reflects overall lower interest rates paid on deposits as well as
decreased borrowing costs on our Federal Home Loan Bank advances, notwithstanding the increase in total deposits during the
period. Our weighted average cost of interest-bearing liabilities was 2.38% for the year ended December 31, 2009, compared to
3.19% for the same period in 2008.

Interest paid on deposits decreased $317,000, or 4.9% to $6.1 million for the year ended December 31, 2009, from $6.4
million for the year ended December 31, 2008. This decrease resulted from a decrease in the weighted average cost of deposits,
which was offset by a $63.4 million increase in the average balance of deposits outstanding for the period. We experienced an 87
basis point decrease in the average rate paid on deposits during the year ended December 31, 2009 compared to the same period in
2008. This decrease in average rates was a result of the repricing of matured certificate deposits that the Company was able to
retain at significantly lower rates as well as lower interest rates paid on existing savings, interest bearing checking and money market
accounts and an emphasis by the Company on attracting lower-cost product types such as savings, checking and money market
accounts versus CDs.

Interest expense on borrowings decreased $339,000, or 26.7%, to $934,000 for the year ended December 31, 2009 from
$1.3 million for the year ended December 31, 2008. The decrease resulted from an $8.6 million or 22.2% reduction in our average
balance of outstanding overnight borrowings at the Federal Home Loan Bank. The cost of borrowings decreased 19 basis points
from 3.31% in the 2008 period to 3.12% in the 2009 period.

Net Interest Income. Net interest income increased $2.8 million, or 30.6% to $12.1 million for the year ended December
31, 2009, from $9.2 million for the year ended December 2008. The increase in net interest income for the 2009 period primarily
resulted from the increased amount of loans and securities outstanding during the year as well as significantly lower rates on
deposits. Our net interest margin was 3.99% for the year ended December 31, 2009, compared to 3.62% for the year ended
December 31, 2008.

Provision for Loan Losses. We establish provisions for loan losses, which are charged to earnings, at alevel required to
reflect management’ s best estimate of the probable incurred credit losses in the loan portfolio. In evauating the level of the
allowance for loan losses, management considers historical loss experience, the types of loans and the amount of loans in the loan
portfolio, adverse situations that may affect borrowers' ability to repay, estimated value of any underlying collateral, peer group data,
prevailing economic conditions, and current factors. Large groups of smaller balance homogeneous loans, such as residential real
estate, small commercial real estate, home equity and consumer loans, are evaluated in the aggregate using historical loss factors
adjusted for current economic conditions and other relevant data. Loans for which management has concerns about the borrowers’
ability to repay, are evaluated individually, and specific loss allocations are provided for these loans when necessary.

A provision of $4.3 million was made during the year ended December 31, 2009, compared to provision of $1.1 million
during the year ended December 31, 2008. The higher provision was primarily attributable to increases in net charge-offs, increases
in our commercial loan portfolio, an increase in our overall loan portfolio and the declining market conditions nationally and in our
market area. The Company believes that higher levels of non-performing assets and charge-offs will continue until the housing
market and general economic market conditions begin to recover.
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At December 31, 2009, the annualized percentage of net charge-offs to average loans increased 49 basis points to 0.75%
from 0.26% at December 31, 2008. The ratio of non-performing loans to total loans increased from 0.47% at December 31, 2008 to
1.25% at December 31, 2009. See Item 1 — Business — Lending Activities -- Non-performing Assets in this Form 10-K for more
information on non-performing loans.

Noninterest Income. Noninterest income increased $1.1 million, or 52.1%, to $3.3 million for the year ended December 31,
2009, from $2.2 million for the year ended December 31, 2008. The primary reason for this increase was an increase in service
charges and fee income of $267,000 as a result of higher checking account service charge revenue, a $721,000 increase in mortgage
servicing income due to our larger servicing portfolio and a $292,000 increase on the sae of loans and investments. This was
partially offset by a $131,000 increase in the loss on other real estate owned and repossessed assets for the year ended December
31, 2009, compared to the same period in 2008.

Noninterest Expense. Noninterest expense increased $2.2 million, or 21.8%, to $12.2 million for the year ended December
31, 2009, compared to $10.0 million for the year ended December 31, 2008. The increase during the 2009 period was primarily the
result of a $708,000, or 14.2%, increase in salaries and benefits resulting from increased staffing in our commercial banking division
and Port Angeles and Tacoma branches and a $891,000, or 22.2% increase in operations and occupancy expenses resulting from
expenses related to our new branch in Port Angeles and the acquisition of two branches from 1st Security Bank of Washington. The
Company paid $443,000 in additional FDIC insurance premiums and OTS assessments in 2009 compared to 2008, and data
processing costs increased by $137,000, or 17.9%, in 2009 primarily due to data conversion costs associated with the branch
acquisitions.

Income Tax Expense. For the year ended December 31, 2009, we had an income tax benefit of $465,000 on our pre-tax
income as compared to income tax expense of $45,000 for the year ended December 31, 2008. The effective tax rates for
December 31, 2009 and December 31, 2008 were 22.4% and 14.7%, respectively.

Liquidity

Liquidity management is both a daily and longer-term function of the management of the Company and the Bank. Excess
liquidity is generally invested in short-term investments, such as overnight deposits and federal funds. On alonger term basis, we
maintain a strategy of investing in various lending products and investment securities, including mortgage-backed securities. The
Company uses its sources of funds primarily to meet its ongoing commitments, pay maturing deposits, fund deposit withdrawals and
fund loan commitments.

We maintain cash and investments that qualify as liquid assets to maintain adequate liquidity to ensure safe and sound
operation and meet demands for funds (particularly withdrawals of deposits). At December 31, 2009, the Company had $25.5 million
in cash and investment securities available for sale and $2.9 in loans held for sale generally available for its cash needs. We can also
generate funds from borrowings, primarily Federal Home Loan Bank advances. At December 31, 2009, the Company had the ability
to borrow an additional $98.3 million in Federal Home Loan Bank advances.

As of December 31, 2009, our total borrowing capacity was $118.3 million with the Federal Home Loan Bank of Seattle,
subject to certain requirements, with unused borrowing capacity of $98.3 million at that date. Our low level of liquid investment
securities creates more reliance on our line of credit with the Federal Home Loan Bank of Seattle. In addition, we have historically
sold al of our conforming mortgage loans in the secondary market to Fannie Mae in order to reduce interest rate risk and to create
still another source of liquidity.
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We use our sources of funds primarily to meet ongoing commitments, pay maturing deposits and fund withdrawals, and to
fund loan commitments. At December 31, 2009, the approved outstanding loan commitments, including unused lines and letters of
credit, amounted to $35.2 million. Certificates of deposit scheduled to mature in one year or less at December 31, 2009, totaled $88.6
million. It is management’s policy to manage deposit rates that are competitive with other local financial institutions. Based on this
management strategy, we believe that a majority of maturing deposits will remain with the Company.

Except as set forth above, management is not aware of any trends, events, or uncertainties that will have, or that are
reasonably likely to have a material impact on liquidity, capital resources or operations. Further, management is not aware of any
current recommendations by regulatory agencies which, if they were to be implemented, would have this effect.

Off-Balance Sheet Activities

In the normal course of operations, the Company engages in a variety of financial transactions that are not recorded in our
financia statements. These transactions involve varying degrees of off-balance sheet credit, interest rate and liquidity risks. These
transactions are used primarily to manage customers' requests for funding and take the form of loan commitments and lines of
credit. For the year ended December 31, 2009, we engaged in no off-balance sheet transactions likely to have a material effect on
our financial condition, results of operations or cash flows.
A summary of our off-balance sheet loan commitments at December 31, 2009, is as follows (in thousands):

Off-balance sheet loan commitments;

Commitments to make loans $ 1,933
Undisbursed portion of loans closed 4,455
Unused lines of credit 28,509
Irrevocable letters of credit 264
Total loan commitments $§  3Hel

Capital

The Company is subject to minimum capital requirements imposed by the OTS. Based on its capital levels at December 31,
2009, the Company exceeded these requirements as of that date and continues to exceed them as of the date of this Form 10-K
Annual Report. Consistent with our goals to operate a sound and profitable organization, our policy is for the Company to maintain a
“well-capitalized” status under the capital categories of the OTS. Based on capital levels at December 31, 2009, the Company was
considered to be well-capitalized. Management monitors the capital levels of the Company to provide for current and future business
opportunities and to meet regulatory guidelines for “well-capitalized” ingtitutions.
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The following table shows the capital ratios of the Company at December 31, 2009.

Minimum Required to
Be Well-Capitalized
Under Prompt

Minimum Capital Corrective
Actua Reguirements Action Provisions
Amount Ratio Amount Ratio Amount Rate
(Dollarsin thousands)

Risked-based capital (to risk-weighted assets)(® $ 24,998 74% $ 13,563 4.0% $ 16,954 5.0%
Core capital (to risk-weighted a$ets)(2) $ 24,998 10.4% $ 9,594 4.004(3) $ 14,391 6.0%
Core capital (to total adjusted assets)® 27,996 117% $ 19,189 8.0% $ 23,986 10.0%
@ Based on total adjusted assets of $339.1 million.

2 Based on risk-weighted assets of $239.9 million.

(©)] The Tier 1 risk-based capital requirement for awell-capitalized institution is 6% of risk-weighted assets. See “How We Are Regulated - Regulatory

Capital Requirements.”
Impact of Inflation

The effects of price changes and inflation can vary substantially for most financial institutions. While management believes
that inflation affects the growth of total assets, it believes that it is difficult to assess the overall impact. Management believes thisto
be the case due to the fact that generally neither the timing nor the magnitude of the inflationary changes in the consumer price index
(“CPI™) coincides with changes in interest rates. The price of one or more of the components of the CPI may fluctuate considerably
and thereby influence the overall CPI without having a corresponding affect on interest rates or upon the cost of those goods and
services normally purchased by the Company. In years of high inflation and high interest rates, intermediate and long-term interest
rates tend to increase, thereby adversely impacting the market values of investment securities, mortgage loans and other long-term
fixed rate loans. In addition, higher short-term interest rates caused by inflation tend to increase the cost of funds. In other years,
the opposite may occur.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Asset/Liability Management

Our Risk When Interest Rates Change. The rates of interest we earn on assets and pay on liabilities generally are
established contractually for a period of time. Market rates change over time. Like other financial ingtitutions, our results of
operations are impacted by changes in interest rates and the interest rate sensitivity of our assets and liabilities. The risk associated
with changes in interest rates and our ability to adapt to these changes is known as interest rate risk and is our most significant
market risk.

How We Measure Our Risk of Interest Rate Changes. As part of our attempt to manage our exposure to changesin
interest rates and comply with applicable regulations, we monitor our interest rate risk. In doing so, we analyze and manage assets
and liabilities based on their interest rates and payment streams, timing of maturities, repricing opportunities, and sensitivity to actual
or potential changes in market interest rates.

The Company is subject to interest rate risk to the extent that its interest-bearing liabilities, primarily deposits and Federal
Home Loan Bank advances, reprice more rapidly or at different rates than its interest-earning assets. In order to minimize the
potential for adverse effects of material prolonged increases or decreases in interest rates on our results of operations, we have
adopted an asset and liability
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management policy. The board of directors sets the asset and liability policy for the Company, which isimplemented by the
asset/liability committee.

The purpose of the asset/liability committee is to communicate, coordinate, and control asset/liability management consistent
with our business plan and board-approved policies. The committee establishes and monitors the volume and mix of assets and
funding sources, taking into account relative costs and spreads, interest rate sensitivity and liquidity needs. The objectives are to
manage assets and funding sources to produce results that are consistent with liquidity, capital adequacy, growth, risk and profitability
goals.

The committee generally meets monthly to, among other things, protect capital through earnings stability over the interest
rate cycle; maintain our well-capitalized status; and provide a reasonable return on investment. The committee recommends
appropriate strategy changes based on this review. The committee is responsible for reviewing and reporting the effects of the
policy implementations and strategies to the board of directors at least quarterly. Senior managers oversee the process on a daily
basis.

A key element of the Company’s asset/liability management plan isto protect net earnings by managing the maturity or
repricing mismatch between its interest-earning assets and rate-sensitive liabilities. We seek to reduce exposure to earnings by
extending funding maturities through the use of Federal Home Loan Bank advances, through the use of adjustable rate loans and
through the sale of certain fixed rate loans in the secondary market.

As part of its efforts to monitor and manage interest rate risk, the Company uses the net portfolio value (“NPV")
methodology adopted by the OTS as part of its capital regulations. In essence, this approach cal culates the difference between the
present value of expected cash flows from assets and liabilities. Management and the board of directors review NPV measurements
on a quarterly basis to determine whether the Company’ s interest rate exposure is within the limits established by the board of
directors.

The Company’ s asset/liability management strategy dictates acceptable limits on the amounts of change in given changesin
interest rates. For interest rate increases of 100, 200, and 300 basis points, our policy dictates that our NPV ratio should not fall
below 7%, 7%, and 5%, respectively. Asillustrated in the table below, we were in compliance with this aspect of our asset/liability
management policy at December 31, 2009, except in the case of a 200 basis point increase in rates.

The table presented below, as of December 31, 2009 (the latest available information), is an internal analysis of our interest

rate risk as measured by changes in NPV for instantaneous and sustained paralldl shiftsin the yield curve, in 100 basis point
increments, up 300 basis points and down 100 basis points as any further decline in ratesis unlikely.
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Asillustrated in the table below, the Company would benefit from a decrease in market rates of interest. Our NPV would
be negatively impacted by an increase in interest rates. An increase in rates would negatively impact our NPV as aresult of deposit
accounts and Federal Home Loan Bank borrowings repricing more rapidly than loans and securities due to the fixed rate nature of a
large portion of our loan and security portfolios. As rates rise, the market value of fixed rate assets declines due to both the rate
increases and slowing prepayments.

December 31, 2009

Change In
Interest ]
Ratesin Net Portfolio Value NPV
Basis Points $ Amount $ Change % Change Ratio %
(Doallars in thousands)
+300bp 23,520 -10,739 -31% -277bp
+200bp 27,541 -6,718 -20% -170bp
+100bp 31,146 -3,113 -9% -77bp
Obp 34,259

-50bp 35,520 1,261 +4% 30bp

-100bp 36,269 2,010 +6% 48bp

In addition to monitoring selected measures of NPV, management also monitors effects on net interest income resulting
from increases or decrease in rates. This process is used in conjunction with NPV measures to identify excessive interest rate
risk. In managing our assets/liability mix, depending on the relationship between long and short term interest rates, market conditions
and consumer preference, we may place somewhat greater emphasis on maximizing its net interest margin than on strictly matching
the interest rate sensitivity of its assets and liabilities. Management also believes that the increased net income which may result
from an acceptable mismatch in the actual maturity or repricing of its asset and liability portfolios can, during periods of declining or
stable interest rates, provide sufficient returns to justify the increased exposure to sudden and unexpected increases in interest rates
which may result from such a mismatch. Management believes that the Company’s level of interest rate risk is acceptable under this
approach.

In evaluating the Company’ s exposure to interest rate movements, certain shortcomings inherent in the method of analysis
presented in the foregoing table must be considered. For example, although certain assets and liabilities may have similar maturities
or repricing periods, they may react in different degrees to changes in market interest rates. Also, the interest rates on certain types
of assets and liabilities may fluctuate in advance of changes in market interest rates, while interest rates on other types may lag
behind changes in interest rates. Additionally, certain assets, such as adjustable rate mortgages, have features which restrict changes
in interest rates on a short-term basis and over the life of the asset. Further, in the event of a significant change in interest rates,
prepayment and early withdrawal levels would likely deviate significantly from those assumed above. Finaly, the ability of many
borrowers to service their debt may decrease in the event of an interest rate increase. The Company considers all of these factorsin
monitoring its exposure to interest rate risk.
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Item 8. Financial Statements and Supplementary Data

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
Sound Financial, Inc.

We have audited the accompanying consolidated balance sheets of Sound Financial, Inc and Subsidiary (the Company) as of
December 31, 2009 and 2008, and the related consolidated statements of operations, stockholders' equity, and cash flows for each of
the two years in the period ended December 31, 2009. These consolidated financial statements are the responsibility of the
Company’ s management. Our responsibility is to express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audits to obtain reasonable assurance about whether the consolidated financial
statements are free of material misstatement. The Company is not required to have, nor were we engaged to perform, an audit of its
internal control over financial reporting. Our audits included consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit includes
examining, on atest basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes

ng the accounting principles used and significant estimates made by management, as well as evaluating the overall
consolidated financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial
position of Sound Financial, Inc and Subsidiary as of December 31, 2009 and 2008, and the results of their operations and their cash
flows for each of the two years in the period ended December 31, 2009, in conformity with accounting principles generally accepted
in the United States of America

/sl Moss Adams LLP

Everett, Washington
March 31, 2010



SOUND FINANCIAL, INC. AND SUBSIDIARY
Consolidated Balance Sheets

DECEMBER 31, DECEMBER 31,
2009 2008
ASSETS
Cash and cash equivalents $ 15,678,766 5,607,800
Securities available-for-sale (AFS), at fair value 9,899,092 8,929,798
Federal Home Loan Bank (FHLB) stock, at cost 2,444,000 2,444,000
Loans held for sale 2,857,700 955,595
Loans 289,824,133 263,712,797
Less alowance for loan losses (3,467,567) (1,305,950)
Total loans 286,356,566 262,406,347
Accrued interest receivable 1,305,590 1,219,645
Premises and equipment, net 3,523,753 1,545,705
Bank-owned life insurance 6,462,892 6,195,055
Mortgage servicing rights, at fair value 2,017,489 -
Mortgage servicing rights, at cost 1,309,809 863,146
Other real estate owned and repossessed assets 1,383,638 1,724,531
Other assets 4,566,464 1,605,177
Total assets $ 337,805,759 293,497,299
LIABILITIES
Deposits
Interest-bearing $ 266,337,202 209,583,218
Noninterest-bearing demand 21,226,575 13,176,999
Total deposits 287,563,777 222,760,217
Borrowings 20,000,000 42,219,355
Accrued interest payable 166,043 259,757
Other liabilities 4,668,216 1,825,143
Advance payments from borrowers for taxes and insurance 339,566 330,319
Total liabilities 312,737,602 267,394,791
COMMITMENTSAND CONTINGENCIES (NOTE 16)
STOCKHOLDERS EQUITY
Preferred stock, $0.01 par value, 1,000,000 shares authorized - -
Common stock, $0.01 par value, 24,000,000 shares authorized, 3,000,095 issued and
2d,954,295 outstanding as of December 31, 2009, and 2,948,063 shares issued
an
2,948,063 outstanding as of December 31, 2008 30,001 29,480
Additional paid-in capital 11,687,641 11,936,035
Unearned shares - Employee Stock Ownership Plan (“ESOP”) (924,480) (1,057,997)
Retained earnings 15,214,549 15,987,547
Accumulated other comprehensive loss, net of tax (939,554) (792,557)
Total stockholders' equity 25,068,157 26,102,508
$ 337,805,759 $ 293,497,299

See notes to consolidated financial statements
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Consolidated Statements of Operations

YEARS ENDED DECEMBER 31,

2009 2008
INTEREST INCOME
Loans, including fees $ 17975345 $ 16,435,721
Interest and dividends on investments, cash and cash equivalents 1,152,816 522,933
Total interest income 19,128,161 16,958,654
INTEREST EXPENSE
Deposits 6,123,332 6,440,185
Other interest expense 934,078 1,273,281
Total interest expense 7,057,410 7,713,466
NET INTEREST INCOME 12,070,751 9,245,188
PROVISION FOR LOAN LOSSES 4,275,000 1,110,000
NET INTEREST INCOME AFTER PROVISION
FOR LOAN LOSSES 7,795,751 8,135,188
NONINTEREST INCOME
Service charges and fee income 2,080,723 1,813,343
Earnings on cash surrender value of bank owned life insurance 267,837 159,643
Mortgage servicing income 866,624 333,834
Fair value gain on mortgage servicing rights 124,618 -
Gain on sale of securities 272,845 153,633
Impairment on Securities (61,220) -
Gain (loss) on sale of loans 157,385 (15,795)
Gain on bargain purchase of branches 226,816 -
Loss on sale of assets (627,089) (269,340)
Total noninterest income 3,308,539 2,175,318
NONINTEREST EXPENSE
Saaries and benefits 5,699,633 4,991,553
Operations 3,723,231 3,004,386
Regulatory assessments 677,392 235,369
Occupancy 1,177,498 1,004,751
Data processing 904,966 767,777
Total noninterest expense 12,182,720 10,003,836
INCOME (LOSS) BEFORE PROVISION (BENEFIT) FOR INCOME TAXES (1,078,430) 306,670
PROVISION (BENEFIT) FOR INCOME TAXES (464,627) 45,095
NET INCOME (LOSS) $ (613,803) $ 261,575
BASIC EARNINGS (LOSS) PER SHARE $ (021) $ 0.09
DILUTED EARNINGS (LOSS) PER SHARE $ (021) $ 0.09

See notes to consolidated financial statements
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Consolidated Statements of Stockholders' Equity

Accumulated
Additional Unearned Other Total
Common Paid-in ESOP Retained Comprehensive  Stockholders
Shares Stock Capital Shares Earnings Loss, net of tax Equity
BALANCE, December 31, 2007 $ - % - 8 - $ 15885167 $ 3161 $ 15,888,328
Comprehensive income:
Net income - - - 261,575 - 261,575
Net lossin fair value of
investments available
for sale, net of tax
benefit of $408,287 (795,718) (795,718)
(534,143)

Cash dividend declared
and paid ($0.12 per share) (159,195) (159,195)
Common Stock | ssued 2,948,063 29,480 11,918,078 (1,155,600) 10,791,958
Allocation of ESOP shares 17,957 97,603 115,560
BALANCE, December 31, 2008 2,948,063 29,480 11,936,035 (1,057,997) 15,987,547 (792,557) 26,102,508
Comprehensive loss:
Net loss (613,803) (613,803)
Net lossin fair value of

investments available

for sale, net of tax

benefit of $75,726 (146,997) (146,997)

(760,800)

Cash dividend declared

and paid ($0.12 per share) (159,195) (159,195)
Restricted stock awards 52,032 521 (521) -
Common stock repurchased (45,800) (306,132) (306,132)
Compensation related to stock

options and restricted stock 120,000 120,000
Allocation of ESOP shares (61,741) 133,517 71,776
Balances at December 31, 2009 2954295 $ 30,001 $ 11687641 $ (924480) $ 15214549 $ (939,554) $ 25,068,157

See notes to consolidated financial statements
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Consolidated Statements of Cash Flows

Y ear Ended December 31,
2009 2008
CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss) $ (613,803) $ 261,575
Adjustments to reconcile net income (l0ss) to net cash from operating activities
Accretion of net premium on investments (25,388) (90,047)
Impairment on securities 61,220 -
Gain on sale of securities (272,845) (153,633)
Provision for loan losses 4,275,000 1,110,000
Depreciation and amortization 492,490 404,382
Compensation expense related to stock options and restricted stock 120,000 -
Additions to mortgage servicing rights (893,112) (339,808)
Fair value gain on mortgage servicing rights (124,618) -
Amortization of mortgage servicing rights 475,220 341,608
Purchase of mortgage servicing rights (1,921,642) -
Increase in cash surrender value of bank owned life insurance (267,837) (159,643)
Deferred income tax (721,000) (286,000)
Proceeds from sale of loans 84,299,072 31,552,290
Originations of loans held for sale (86,148,048) (31,701,551)
Loss on sale of other real estate owned and repossessed assets 627,089 269,340
(Gain) loss on sale of loans (157,385) 15,795
Gain on bargain purchase of branches (226,816) -
(Decrease) increase in operating assets and liabilities
Accrued interest receivable (85,945) (168,169)
Other assets (1,463,745) 94,961
Accrued interest payable (93,714) 49,239
Other liahilities 2,843,074 (541,644)
Net cash from operating activities 177,267 658,695
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from maturities and sales of available for sale investments 34,211,150 832,450
Purchase of available for sale investments (35,166,155) (10,648,170)
Cash proceeds from branch acquisitions 31,729,000 -
Purchase of bank owned life insurance - (2,000,000)
Purchase of FHLB Stock - (1,124,500)
Net increase in loans (31,232,424) (47,912,610)
Improvements to OREO and other repossessed assets (81,048) (159,966)
Proceeds from sale of OREO and other repossessed assets 2,432,813 3,258,725
Purchases of premises and equipment (2,470,538) (545,234)
Net cash from investing activities (577,202) (58,299,305)
CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposits, net of acquired deposits 33,074,560 19,969,018
Proceeds from borrowings 98,530,000 26,950,000
Repayment of borrowings (120,749,355) (600,000)
Net proceeds from stock issuance - 10,809,915
Repurchase of common stock (306,132) -
Cash dividends paid (159,195) (159,195)
ESOP Shares released 71,776 97,603
Net change in advances from borrowers for taxes and insurance 9,247 76,106
Net cash from financing activities 10,470,901 57,143,447
INCREASE (DECREASE) IN CASH
AND CASH EQUIVALENTS 10,070,966 (497,163)
CASH AND CASH EQUIVALENTS, beginning of year 5,607,800 6,104,963
CASH AND CASH EQUIVALENTS, end of year $ 15,678,766 $ 5,607,800
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Consolidated Statements of Cash Flows

SUPPLEMENTAL CASH FLOW INFORMATION

Cash paid for income taxes $ 20,000 $ 315,000
Interest paid on deposits and FHLB advances $ 7,151,124 $ 7,664,227
Transfer to other real estate owned $ 2,637,961 $ 3,632,841

Net assets acquired from 1st Security Bank of Washington
Assets acquired 33,912,000
Liabilities assumed $ 33,685,000 $

©+
&+

See notes to consolidated financial statements
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Notes to Consolidated Financia Statement

Note 1 - Organization and significant accounting policies

Sound Financial, Inc. (“Sound Financial” or the “Company”) is a federally chartered stock holding Company and is subject
to regulation by the Office of Thrift Supervision (“OTS"). Sound Financial, Inc. was organized on January 8, 2008, as part of Sound
Community Bank’s reorganization into the mutual holding Company form of organization. As part of the reorganization, Sound
Community Bank (“Bank™) (i) converted to a stock savings bank as the successor to Sound Community Bank in its mutual form
(which was originally chartered as a credit union in 1953; (ii) organized Sound Financial, Inc., which owns 100% of the common
stock of Sound Community Bank; and (iii) organized Sound MHC, which currently owns 54% of the common stock of Sound
Financial, Inc. Sound MHC has no other activities or operations other than its ownership of Sound Financial, Inc. Sound Community
Bank succeeded to the business and operations of the Company in its mutual form and Sound Financial, Inc. has no significant assets
other than all of the outstanding shares of common stock of Sound Community Bank, its loan to the Sound Financial, Inc.’s Employee
Stock Ownership Plan and certain liquid assets.

In connection with the above-mentioned reorganization, Sound Financial sold 1,297,148 shares of common stock in a
subscription offering that closed on January 8, 2008. Those shares constitute 44% of the outstanding shares of common stock of
Sound Financial. Sound Financial also issued 29,480 shares of common stock to Sound Community Foundation, a charitable
foundation created by Sound Community Bank in connection with the mutual holding Company reorganization and subscription
offering. The remaining 1,621,435 shares of common stock of Sound Financial outstanding were issued in accordance with federal
law to Sound Community MHC, afederal mutual holding Company (“MHC").

Sound Community Bank is afederal mutual savings association holding a corporate charter under Section 5 of the Federa
Home Owners' Loan Act. The consolidated financial statements include the accounts of Sound Community Bank and its wholly
owned subsidiary, ORCA General, Inc. (collectively, the Company). ORCA General, Inc. originates mortgages that are purchased by
the Company for later sale on the secondary market or for retention in the Company’ s portfolio. Material intercompany balances
have been eliminated in consolidation. The subsidiary has been inactive since December 31, 2003. On May 19, 2003, the Company,
formerly known as Credit Union of the Pacific, a state-chartered credit union organized under the Washington Credit Union Act,
consummated its charter conversion to a federal mutual savings association.

Use of estimatesin the preparation of financial statements - The preparation of financial statements in conformity
with accounting principles generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of
the financia statements and the reported amounts of income and expenses during the reporting period. Actua results could differ
from those estimates. Material estimates that are particularly susceptible to significant change in the near term relate to the
determination of the allowance for loan losses, mortgage servicing rights, other real estate owned and deferred income taxes.

Cash and cash equivalents- For purposes of reporting cash flows, cash and cash equivalents include cash on hand and
amounts due from banks. Cash equivalents have an original maturity of three months or less and may exceed federally insured limits.

Securities available-for-sale - Securities available-for-sale consist of debt securities that the Company has the intent and
ability to hold for an indefinite period, but not necessarily to maturity. Such securities may be sold to implement the Company’s
asset/liability management strategies and in response to changes in interest rates and similar factors. Securities available-for-sale are
reported at fair value.
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SOUND FINANCIAL, INC. AND SUBSIDIARY
Notes to Consolidated Financia Statements

Unrealized gains and losses, net of the related deferred tax effect, are reported as a net amount in a separate component of
equity entitled “accumulated other comprehensive loss’. Realized gains and losses on securities available-for-sale, determined using
the specific identification method, are included in earnings. Amortization of premiums and accretion of discounts are recognized as
adjustments to interest income.

Purchase premiums and discounts are recognized in interest income using the interest method over the period to maturity.
Gains and losses on the sale of securities are recorded on the trade date and are determined using the specific identification method.

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

L oans held-for-sale - To mitigate interest rate sensitivity, from time to time, certain fixed rate loans are identified as held-
for-sale in the secondary market. Accordingly, such loans are classified as held-for-sale in the consolidated balance sheets and are
carried at the lower of aggregate cost or estimated market value in the aggregate. Net unrealized losses, if any, are recognized
through a valuation allowance by charges to income. Mortgage loans held-for-sale are generally sold with the mortgage servicing
rights retained by the Company. Gains or losses on sales of loans are recognized based on the difference between the selling price
and the carrying value of the related loans sold based on the specific identification method.

L oans - The Company grants mortgage, commercial, and consumer loans to customers. A substantial portion of the loan
portfolio is represented by mortgage loans throughout the Puget Sound region and in Clallam County of Washington State. The ability
of the Company’s debtors to honor their contracts is dependent upon the real estate and general economic conditions in this area.

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

The accrual of interest on mortgage and commercial loans is discontinued at the time the loan is 90 days past due unless the
credit is well secured and in process of collection. Loans are typically charged off no later than 120 days past due. Past due statusis
based on contractual terms of the loan. In all cases, loans are placed on nonaccrual or charged off at an earlier date if collection of
principal or interest is considered doubtful.
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All interest accrued but not collected for loans that are placed on nonaccrual or charged off is reversed against interest
income. The interest on these loans is accounted for on the cash-basis or cost-recovery method, until qualifying for return to accrual.
Loans are returned to accrual status when all of the principal and interest amounts contractually due are brought current and future
payments are reasonably assured.

Allowance for loan losses - The allowance for loan losses is maintained at alevel sufficient to provide for probable credit
losses based upon evaluating known and inherent risks in the loan portfolio. The allowance is provided based upon management’s
continuing analysis of the pertinent factors underlying the quality of the loan portfolio. These factors include changes in the size and
composition of the loan portfolio, delinquency levels, actual loan loss experience, current economic conditions, and detailed analysis of
individual loans for which full collectability may not be assured. The detailed analysis includes techniques to estimate the fair value of
loan collateral and the existence of potential alternative sources of repayment. The allowance consists of specific, general, and
unallocated components. The specific component relates to loans that are classified as doubtful, substandard, or special mention.

For such loans that are also classified as impaired, an allowance is established when the discounted cash flows (or collateral
value or observable market price) of the impaired loan are lower than the carrying value of that loan. The general component covers
non-classified loans and is based upon historical 1oss experience adjusted for qualitative factors.

An unallocated component is maintained to cover uncertainties that could affect management’s estimate of probable losses.
The unallocated component of the allowance reflects the margin of imprecision inherent in the underlying assumptions used in the
methodologies for estimating specific and general losses in the portfolio.

The appropriateness of the allowance for loan losses is estimated based upon those factors and trends identified by
management at the time consolidated financial statements are prepared. When available information confirms that specific loans or
portions thereof are uncollectible, identified amounts are charged against the allowance for credit losses.

The existence of some or al of the following criteria will generally confirm that a loss has been incurred: the loan is
significantly delinquent and the borrower has not demonstrated the ability or intent to bring the loan current; the Company has no
recourse to the borrower, or if it does, the borrower has insufficient assets to pay the debt; the estimated fair value of the loan
collateral is significantly below the current loan balance, and thereis little or no near-term prospect for improvement.

A loan is considered impaired when it is probable that the Company will be unable to collect all amounts (principa and
interest) due according to the contractual terms of the loan agreement. Smaller balance homogeneous loans, such as residential
mortgage loans and consumer loans, are collectively evaluated for probable and reasonably estimated loss. When aloan has been
identified as being impaired, the amount of the impairment is measured by using discounted cash flows, except when, as a practical
expedient, the current fair value of the collateral, reduced by coststo sell, is used. When the measurement of the impaired loan is less
than the recorded investment in the loan (including accrued interest), impairment is recognized by creating or adjusting an allocation
of the allowance for loan losses.

The provision for loan losses is charged against income and is added to the allowance for loan losses based on quarterly
assessments of the loan portfolio. The allowance for loan losses is allocated to certain loan categories based on the relative risk
characteristics, asset classifications, and actual |oss experience of the loan portfolio. Although management has allocated the
allowance for loan losses to various loan portfolio segments, the allowance is general in nature and is available to the loan portfolio in
its entirety.
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The ultimate recovery of all loans is susceptible to future market factors beyond the Company’s control. These factors may
result in losses or recoveries differing significantly from those provided in the consolidated financial statements. In addition, regulatory
agencies, as an integral part of their examination process, periodically review the Company’s allowance for credit losses, and may
require the Company to make additions to the allowance based on their judgment about information available to them at the time of
their examinations.

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

M ortgage servicing rights - The Company generaly retains the right to service mortgage loans sold to others. The cost
allocated to the mortgage servicing rights retained has been recognized as a separate asset and is being amortized in proportion to,
and over the period of, estimated net servicing income.

The Company acquired certain mortgage servicing rights through a purchase transaction and has elected to mark the
mortgage servicing rights to market using the fair value option. Purchased mortgage servicing rights marked to market are presented
separately on the balance sheet from the originated mortgage servicing rights, which are held at the lower of cost or market and are
periodically evaluated for impairment based upon the fair value of those rights.

Fair values are estimated using discounted cash flows based upon current market rates of interest and current expected
future prepayment rates. For purposes of measuring impairment, the rights must be stratified by one or more predominant risk
characteristics of the underlying loans. The Company stratifies its capitalized mortgage servicing rights based on the type, term, and
interest rate of the underlying loans. The amount of impairment recognized is the amount, if any, by which the amortized cost of the
rights for each stratum exceeds their fair value.

Premises and equipment - Leasehold improvements and furniture and equipment are carried at cost, less accumulated
depreciation and amortization. Furniture and equipment are depreciated using the straight-line method over the estimated useful lives
of the assets, which range from 1 to 10 years. The cost of leasehold improvements is amortized using the straight-line method over
the terms of the related leases.

Cash surrender value of bank owned life insurance - The carrying amount of bank owned life insurance approximates
its fair value, and is estimated using the cash surrender value, net of any surrender charges.

Federal Home L oan Bank stock — The Bank is a member of the Federal Home Loan Bank of Seattle
(“FHLB"). FHLB stock represents the Company’s investment in the FHLB and is carried at par value, which reasonably
approximates its fair value. As a member of the FHLB system, the Company is required to maintain a minimum level of investment
in FHLB stock based on specific percentages of its outstanding mortgages, total assets, or FHLB advances. At December 31, 2009,
the Company’s minimum required investment in FHLB stock was $868,000. Typically the Company may request redemption at par
value of any stock in excess of the minimum required investment. Stock redemptions are at the discretion of the FHLB.
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Due to ongoing turmoil in the capital and mortgage markets, the FHLB has a risk-based capital deficiency largely a result of
write-downs on its private label mortgage-backed securities portfolios. The Company evaluates FHLB stock for impairment. The
determination of whether these investments are impaired is based on their assessment of the ultimate recoverability of cost rather
than by recognizing temporary declines in value. The determination of whether a decline affects the ultimate recoverability of cost is
influenced by criteria such as (1) the significance of any decline in net assets of the FHLB as compared to the capital stock amount
for the FHLB and the length of time this situation has persisted; (2) commitments by the FHLB to make payments required by law or
regulation and the level of such payments in relation to the operating performance of the FHLB; (3) the impact of legidlative and
regulatory changes on institutions and, accordingly, the customer base of the FHLB; and (4) the liquidity position of the FHLB.

Under Federal Housing Finance Agency regulations, a Federal Home Loan Bank that fails to meet any regulatory capital
requirement may not declare a dividend or redeem or repurchase capital stock in excess of what is required for members’ current
loans. Based on an analysis by Standard and Poor’ s regarding the Federal Home Loan Banks, the FHLB system has a special public
status (organized under the Federal Home Loan Bank Act of 1932), and because of the extraordinary support offered to it by the
U.S. Treasury in acrisis (though not used), it can be considered an extension of the government. The U.S. government would almost
certainly support the credit obligations of the FHLB system. Based on the above, the Company has determined there isnot an OTTI
on the FHLB stock investment as of December 31, 2009.

Other real estate owned and repossessed assets - Other real estate owned and repossessed assets represent real
estate and other assets which the Company has taken control of in partial or full satisfaction of loans. At the time of foreclosure or
repossession, other real estate owned and repossessed assets are recorded at the lower of the carrying amount of the loan or fair
value less costs to sell, which becomes the new basis. Any write-downs based on the asset’ s fair value at the date of acquisition are
charged to the allowance for loan and |ease losses. After foreclosure or repossession, management periodically performs valuations
such that the property is carried at the lower of its new cost basis or fair value, net of estimated costs to sell. Subsequent valuation
adjustments are recognized within net (loss) gain on other real estate owned. Revenue and expenses from operations and subsequent
adjustments to the carrying amount of the property are included in other non-interest expense in the consolidated statements of
operations.

In some instances, the Company may make loans to facilitate the sales of other real estate owned. Management reviews all
sales for which it isthe lending institution. Any gains related to sales of other real estate owned may be deferred until the buyer has
asufficient initial and continuing investment in the property.

Income Taxes - Income taxes are accounted for using the asset and liability method. Under this method a deferred tax
asset or liahility is determined based on the enacted tax rates which will be in effect when the differences between the financial
statement carrying amounts and tax basis of existing assets and liabilities are expected to be reported in the Company’s income tax
returns. The effect on deferred taxes of a change in tax rates is recognized in income in the period that includes the enactment date.

Valuation allowances are established to reduce the net carrying amount of deferred tax assetsif it is determined to be more
likely than not, that all or some portion of the potential deferred tax asset will not be realized.
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Deposits — At December 31, 2009 and 2008, deposits represent various accounts of the owners of the Company. Deposit
ownership entitles the members to vote in the annual elections of the board of directors and on other corporate matters. Members are
permitted to cast one vote for each $100, or fraction thereof, of the withdrawal value of the members' accounts up to a maximum of
1,000 votes. Members' deposits are subordinated to all other liabilities of the Company upon liquidation. Interest on members’
depositsis based on available earnings at the end of an interest period and is not guaranteed by the Company. Interest rates are set
by the Company’s Asset-Liability Management Committee.

Segment reporting - The Company operates in one segment and makes management decisions based on consolidated
results. The Company’s operations are solely in the financial services industry and include providing to its customers traditional
banking and other financial services.

Off-balance-sheet credit-related financial instruments- In the normal course of operations, the Company engagesin a
variety of financial transactions that are not recorded in our financial statements. These transactions involve varying degrees of off-
balance sheet credit, interest rate and liquidity risks. These transactions are used primarily to manage customers’ requests for
funding and take the form of loan commitments, letters of credit and lines of credit. Such financial instruments are recorded when
they are funded.

Advertising costs - The Company expenses advertising costs as they are incurred. Advertising expenses were $300,000
and $230,000, respectively for the years ended December 31, 2009 and 2008.

Comprehensive loss - Accounting principles generally require that recognized revenue, expenses, gains, and losses be
included in net income (loss). Certain changes in assets and liabilities, such as unrealized gains and losses on available-for-sale
investments, are reported as a separate component of the equity section of the balance sheet. Such items, along with net income
(loss), are components of comprehensive loss.

Intangible Assets - At December 31, 2009, we had $1.1 million of identifiable intangible assets included in other assets as

aresult of the acquisition of deposits from another institution. This asset is amortized using the straight-line method over a period of
9.5 years.
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The components of other comprehensive loss and related tax effects are as follows:

2009 2008

Reclassification adjustment for realized gain

on sale of available-for-sale securities

and impairment on securities $ 211,625 $ -
Unrealized holding loss on available-for-

sale securities $ (434,348) $ (1,204,005)
Net unrealized |osses (222,723) (1,204,005)
Tax benefit 75,726 408,287

Net-of-tax amount $ (146,997) $ (795,718)

The components of accumulated other comprehensive (loss) and related tax effects are as follows:

2009 2008
Net unrealized loss on
available-for-sale securities $ (1,423568) $ (1,200,844)
Tax benefit 484,014 408,287
Net-of-tax amount $ (939,554) $ (792,557)

Employee stock owner ship plan - The Company sponsors a leveraged ESOP. As shares are committed to be released,
compensation expense is recorded equal to the market price of the shares, and the shares become outstanding for purposes of
earnings per share calculations. Cash dividends on allocated shares (those credited to ESOP participants’ accounts) are recorded as
areduction of retained earnings and distributed directly to participants' accounts. Cash dividends on unallocated shares (those held by
the ESOP not yet credited to participants' accounts) are used to pay administrative expenses and debt service requirements of the
ESOP. At December 31, 2009, there were 92,448 unallocated shares in the plan. Shares released on December 31, 2009 totaled
11,556 and will be credited to plan participants' accountsin 2010 (see Note 11).

(Loss) earnings per share - Basic (loss) earnings per share is net (loss) income divided by the weighted average number
of common shares outstanding during the periods, which was 2,903,798 and 2,838,410 shares for the years ended December 31, 2009
and 2008. ESOP shares are considered dilutive and outstanding for this calculation, unless unearned. There are currently no
potentially dilutive common shares issuable under stock options or other programs. Common stock equivalent shares include the
stock options and restricted stock awards under the 2008 Employee Stock Ownership Plan approved by the shareholders in January
2008.

Fair value - Fair value is defined as the price that would be received to sell an asset or paid to transfer aliability (the “exit
price”) in an orderly transaction between market participants at the measurement date. Fair value is a market-based measure
considered from the perspective of a market participant who holds the asset or owes the liability rather than an entity-specific
measure.

A three-level hierarchy was established for disclosure of assets and liabilities recorded at fair value. The classification of
assets and liabilities within the hierarchy is based on whether the inputs to the valuation methodology used for measurement are
observable or unobservable. Observable inputs reflect market-derived or market-based information obtained from independent
sources, while unobservable inputs reflect our estimates about market data. The three levels for measuring fair value are based on
the reliability of inputs and are as follows:
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Level 1— Valuations based on quoted prices in active markets for identical assets or liabilities that we have the ability to
access. Valuation adjustments and block discounts are not applied to instruments utilizing Level 1 inputs. Since valuations are based
on quoted prices that are readily and regularly available in an active market, valuation of these products does not entail a significant
degree of judgment. Assets utilizing Level 1 inputs include exchange-traded equity securities.

Level 2 — Valuations based on quoted prices in markets that are not active or for which all significant inputs are observable,
directly or indirectly. Assets and liabilities utilizing Level 2 inputs include U.S. treasury and agency securities, mortgage-backed
securities and municipal bonds.

Level 3— Valuations based on inputs that are unobservable and significant to the overall fair value measurement. Assets
utilizing Level 3 inputs include impaired loans and other real estate owned.

To the extent that valuation is based on models or inputs that are less observable or unobservable in the market, the
determination of fair value requires more judgment. Accordingly, the degree of judgment that we use to determine fair valueis
greatest for instruments categorized in Level 3. In certain cases, the inputs used to measure fair value may fall into different levels of
the fair value hierarchy. In such cases, for disclosure purposes the level in the fair value hierarchy within which the fair value
measurement in its entirety falls is determined based on the lowest level input that is significant to the fair value measurement in its
entirety.

Fair value measurements for assets and liabilities where there exists limited or no observable market data and, therefore, are
based primarily upon our own estimates, are often calculated based on current pricing policy, the economic and competitive
environment, the characteristics of the asset or liability and other such factors. Therefore, the results cannot be determined with
precision and may not be realized in an actual sale or immediate settlement of the asset or liability. Additionally, there may be
inherent weaknesses in any cal culation technique and changes in the underlying assumptions used, including discount rates and
estimates of future cash flows, that could significantly affect the results of current or future values.

Subsequent events - Subsequent events are events or transactions that occur after the date of the statement of financial
condition but before financial statements are issued. Recognized subsequent events are events or transactions that provide additional
evidence about conditions that existed at the date of the statement of financial condition, including the estimates inherent in the
process of preparing financial statements. Nonrecognized subsequent events are events that provide evidence about conditions that
did not exist at the date of the statement of financia condition but arose after that date.

Reclassifications - Certain amounts reported in prior years' and quarters financial statements have been reclassified to
conform to the current presentation. The results of the reclassifications are not considered material and have no effect on previously
reported net income and earnings per share.

Note 2 — Accounting Pronouncements Recently | ssued or Adopted

On July 1, 2009, the Accounting Standards Codification became FASB's officially recognized source of authoritative U.S.
generally accepted accounting principles applicable to al public and non-public non-governmental entities, superseding existing FASB,
AICPA, EITF and related literature. Rules and interpretive releases of the SEC under the authority of federal securities laws are
also sources of authoritative GAAP for SEC registrants. All other accounting literature is considered non-authoritative.

The switch to the ASC affects the way companies refer to U.S. GAAP in financial statements and accounting policies.

Citing particular content in the ASC involves specifying the unique numeric path to the content through the Topic, Subtopic, Section
and Paragraph structure.
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FASB ASC Topic 260, “ Earnings Per Share.” On January 1, 2009, the Company adopted new authoritative accounting
guidance under ASC Topic 260, “Earnings Per Share,” which provides that unvested share-based payment awards that contain non-
forfeitable rights to dividends or dividend equivalents (whether paid or unpaid) are participating securities and shall be included in the
computation of earnings per share pursuant to the two-class method. Adoption of the new guidance did not significantly impact the
Company’s financial statements.

FASB ASC Topic 320, “ Investments—Debt and Equity Securities.” New authoritative accounting guidance under ASC
Topic 320, “Investments—Debt and Equity Securities,” (i) changes existing guidance for determining whether an impairment is other
than temporary to debt securities and (ii) replaces the existing requirement that the entity’ s management assert it has both the intent
and ability to hold an impaired security until recovery with a requirement that management assert: (a) it does not have the intent to
sdll the security; and (b) it is more likely than not it will not have to sell the security before recovery of its cost basis. Under ASC
Topic 320, declinesin the fair value of held-to-maturity and available-for-sale securities below their cost that are deemed to be other
than temporary are reflected in earnings as realized losses to the extent the impairment is related to credit losses. The amount of the
impairment related to other factors is recognized in other comprehensive income. The Company’s adopted the provisions of the new
authoritative accounting guidance under ASC Topic 320 during the first quarter of 2009. Adoption of the new guidance did not
significantly impact the Company’s financial statements.

FASB ASC Topic 715, “ Compensation—Retirement Benefits.” New authoritative accounting guidance under ASC Topic
715, “Compensation—Retirement Benefits,” provides guidance related to an employer’s disclosures about plan assets of defined
benefit pension or other post-retirement benefit plans. Under ASC Topic 715, disclosures should provide users of financial statements
with an understanding of how investment allocation decisions are made, the factors that are pertinent to an understanding of
investment policies and strategies, the major categories of plan assets, the inputs and val uation techniques used to measure the fair
value of plan assets, the effect of fair value measurements using significant unobservable inputs on changes in plan assets for the
period and significant concentrations of risk within plan assets. The new authoritative accounting guidance under ASC Topic 715
became effective for the Company’s financial statements for the year-ended December 31, 2009. Adoption of the new guidance did
not significantly impact the Company’s financial statements.

FASB ASC Topic 805, “ Business Combinations.” On January 1, 2009, new authoritative accounting guidance under ASC
Topic 805, “Business Combinations,” became applicable to the Corporation’s accounting for business combinations closing on or after
January 1, 2009. ASC Topic 805 applies to al transactions and other events in which one entity obtains control over one or more
other businesses. ASC Topic 805 requires an acquirer, upon initially obtaining control of another entity, to recognize the assets,
liahilities and any non-controlling interest in the acquiree at fair value as of the acquisition date. Contingent consideration is required
to be recognized and measured at fair value on the date of acquisition rather than at a later date when the amount of that
consideration may be determinable beyond a reasonable doubt. This fair value approach replaces the cost-all ocation process required
under previous accounting guidance whereby the cost of an acquisition was allocated to the individual assets acquired and liabilities
assumed based on their estimated fair value. ASC Topic 805 requires acquirers to expense acquisition-related costs as incurred
rather than allocating such costs to the assets acquired and liabilities assumed, as was previously the case under prior accounting
guidance. Assets acquired and liabilities assumed in a business combination that arise from contingencies are to be recognized at fair
valueif fair value can be reasonably estimated. If fair value of such an asset or liability cannot be reasonably estimated, the asset or
liability would generally be recognized in accordance with ASC Topic 450, “Contingencies.” Under ASC Topic 805, the requirements
of ASC Topic 420, “Exit or Disposal Cost Obligations,” would have to be met in order to accrue for a restructuring plan in purchase
accounting.
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Pre-acquisition contingencies are to be recognized at fair value, unlessit is a non-contractual contingency that is not likely to
materialize, in which case, nothing should be recognized in purchase accounting and, instead, that contingency would be subject to the
probable and estimable recognition criteria of ASC Topic 450, “Contingencies.” The branch acquisitions in Note 18 were accounted
for as a business combination in accordance with ASC Topic 805.

FASB ASC Topic 810, “ Consolidation.” New authoritative accounting guidance under ASC Topic 810, “Consolidation,”
amended prior guidance to establish accounting and reporting standards for the non-controlling interest in a subsidiary and for the
deconsolidation of a subsidiary. Under ASC Topic 810, a non-controlling interest in a subsidiary, which is sometimes referred to as
minority interest, is an ownership interest in the consolidated entity that should be reported as a component of equity in the
consolidated financial statements. Among other requirements, ASC Topic 810 requires consolidated net income to be reported at
amounts that include the amounts attributable to both the parent and the non-controlling interest. It also requires disclosure, on the
face of the consolidated income statement, of the amounts of consolidated net income attributable to the parent and to the non-
controlling interest. The new authoritative accounting guidance under ASC Topic 810 became effective for the Company on January
1, 2009 and did not have a significant impact on the Company’s financial statements.

Further new authoritative accounting guidance under ASC Topic 810 amends prior guidance to change how a Company
determines when an entity that is insufficiently capitalized or is not controlled through voting (or similar rights) should be consolidated.
The determination of whether a Company is required to consolidate an entity is based on, among other things, an entity’s purpose and
design and a Company’s ahility to direct the activities of the entity that most significantly impact the entity’ s economic performance.
The new authoritative accounting guidance requires additional disclosures about the reporting entity’ s involvement with variable-
interest entities and any significant changes in risk exposure due to that involvement as well as its affect on the entity’s financial
statements. The new authoritative accounting guidance under ASC Topic 810 will be effective January 1, 2010 and is not expected to
have a significant impact on the Company’s financial statements.

FASB ASC Topic 815, “ Derivatives and Hedging.” New authoritative accounting guidance under ASC Topic 815,
“Derivatives and Hedging,” amends prior guidance to amend and expand the disclosure requirements for derivatives and hedging
activities to provide greater transparency about (i) how and why an entity uses derivative instruments, (ii) how derivative instruments
and related hedge items are accounted for under ASC Topic 815, and (iii) how derivative instruments and related hedged items affect
an entity’s financial position, results of operations and cash flows. To meet those objectives, the new authoritative accounting
guidance requires qualitative disclosures about objectives and strategies for using derivatives, quantitative disclosures about fair value
amounts of gains and losses on derivative instruments and disclosures about credit-risk-related contingent features in derivative
agreements. The new authoritative accounting guidance under ASC Topic 815 became effective for the Company on January 1,
2009. Adoption of the new guidance did not significantly impact the Company’s financial statements.

FASB ASC Topic 820, “ Fair Value Measurements and Disclosures.” ASC Topic 820, Fair Value Measurements and
Disclosures, defines fair value, establishes a framework for measuring fair value in generally accepted accounting principles, and
expands disclosures about fair value measurements. Additional new authoritative accounting guidance under ASC Topic 820 affirms
that the objective of fair value when the market for an asset is not active is the price that would be received to sell the asset in an
orderly transaction, and clarifies and includes additional factors for determining whether there has been a significant decrease in
market activity for an asset when the market for that asset is not active. ASC Topic 820 requires an entity to base its conclusion
about whether a transaction was not orderly on the weight of the evidence. The new accounting guidance amended prior guidance to
expand certain disclosure requirements.

69



SOUND FINANCIAL, INC. AND SUBSIDIARY
Notes to Consolidated Financia Statements

Further new authoritative accounting guidance (Accounting Standards Update No. 2009-5) under ASC Topic 820 provides
guidance for measuring the fair value of a liability in circumstances in which a quoted price in an active market for the identical
liability is not available. In such instances, areporting entity is required to measure fair value utilizing a valuation technique that uses
(i) the quoted price of the identical liahility when traded as an asset, (ii) quoted prices for similar liabilities or similar liabilities when
traded as assets, or (iii) another valuation technique that is consistent with the existing principles of ASC Topic 820, such as an
income approach or market approach. The new authoritative accounting guidance also clarifies that when estimating the fair value of
aliability, areporting entity is not required to include a separate input or adjustment to other inputs relating to the existence of a
restriction that prevents the transfer of the liability. The forgoing new authoritative accounting guidance under ASC Topic 820
became effective for the Company’s financial statements for periods ending after June 15, 2009 and did not have a significant impact
on the Company’s financial statements.

FASB ASC Topic 855, “ Subseguent Events.” New authoritative accounting guidance under ASC Topic 855, “ Subsequent
Events,” establishes general standards of accounting for and disclosure of events that occur after the balance sheet date but before
financial statements are issued or available to be issued. ASC Topic 855 defines (i) the period after the balance sheet date during
which areporting entity’ s management should eval uate events or transactions that may occur for potential recognition or disclosure in
the financial statements, (ii) the circumstances under which an entity should recognize events or transactions occurring after the
balance sheet date in its financial statements, and (iii) the disclosures an entity should make about events or transactions that
occurred after the balance sheet date. The new authoritative accounting guidance under ASC Topic 855 became effective for the
Company’s financial statements for periods ending after June 15, 2009 and did not have a significant impact on the Company’s
financia statements.

FASB ASC Topic 860, “ Transfers and Servicing.” New authoritative accounting guidance under ASC Topic 860,
“Transfers and Servicing,” amends prior accounting guidance to enhance reporting about transfers of financial assets, including
securitizations, and where companies have continuing exposure to the risks related to transferred financial assets. The new
authoritative accounting guidance eliminates the concept of a“qualifying special-purpose entity” and changes the requirements for
derecognizing financial assets. The new authoritative accounting guidance also requires additional disclosures about all continuing
involvements with transferred financial assets including information about gains and losses resulting from transfers during the period.
The new authoritative accounting guidance under ASC Topic 860 will be effective January 1, 2010. Management is currently
evaluating the impact of adoption on the Company’s consolidated financial statements.

Note 3 — Cash and due from banks
Federal Reserve Board regulations require that the Company maintain certain minimum reserve balances either as cash on

hand or on deposit with the Federal Reserve Bank, based on a percentage of deposits. The reserve balances were $25,000 at
December 31, 2009 and 2008, respectively.
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Note 4 — Investments

The amortized cost and fair value of our AFS securities and the corresponding amounts of gross unrealized gains and losses
were as follows:

Gross Unrealized Estimated
Losses
Amortized Losses Less Greater Fair
Cost Gains Than1Year Than1Year Value

December 31, 2009

Agency mortgage-backed

securities $ 3421392 $ 5415 $ (57,076) $ - $ 3,369,731
Non-agency mortgage-backed securities 7,901,268 120,866 - (1,492,773) 6,529,361
Total AFS Investments $ 11322660 $ 126281 $ (57,076) $ (1,492,773) $ 9,899,092
December 31, 2008

Agency mortgage-backed

securities $ 2,007,166 $ 2159 $ - $ - $ 2,028,762
Non-agency mortgage-backed securities 8,123,476 - (1,222,440) - 6,901,036
Total AFS Investments $ 10,130,642 $ 21596 $ (1,222,440) $ - $ 8,929,798

There are 7 securities in an unrealized |oss position greater than 1 year as of December 31, 2009. The unrealized losses on
investmentsin U.S. agency securities were caused by interest rate increases subsequent to the purchase of these securities. The
contractual terms of these investments do not permit the issuer to settle the securities at a price less than par. Because the Bank
does not intend to sall the securitiesin this class and it is not likely that the Bank will be required to sell these securities before
recovery of their amortized cost bases, which may include holding each security until contractual maturity, the unrealized losses on
these investments are not considered other-than-temporarily impaired.

We review investment securities on an ongoing basis for the presence of other-than-temporary (“OTTI”) or permanent
impairment, taking into consideration current market conditions, fair value in relationship to cost, extent and nature of the change in
fair value, issuer rating changes and trends, whether we intend to sell a security or if it islikely that we will be required to sell the
security before recovery of our amortized cost basis of the investment, which may be maturity, and other factors. For debt
securities, if we intend to sall the security or it is likely that we will be required to sell the security before recovering its cost basis, the
entire impairment loss would be recognized in earnings as an OTTI.

If we do not intend to sell the security and it is not likely that we will be required to sell the security but we do not expect to
recover the entire amortized cost basis of the security, only the portion of the impairment loss representing credit losses would be
recognized in earnings. The credit loss on a security is measured as the difference between the amortized cost basis and the present
value of the cash flows expected to be collected.

Projected cash flows are discounted by the original or current effective interest rate depending on the nature of the security
being measured for potential OTTI. The remaining impairment related to all other factors, the difference between the present value
of the cash flows expected to be collected and the fair value, is recognized as a charge to other comprehensive income
(“OCI"). Impairment losses related to all other factors are presented as separate categories within OCI.
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During the year ended December 31, 2009, we recognized a $61,000 non-cash other than temporary impairment (“OTTI")
charge on two non-agency mortgage-backed securities. At December 31, 20009, the fair value of these two securities were $1.3
million. Management concluded that the decline of the estimated fair value below the cost of the securities was other than temporary
and recorded a credit loss of $61,000 through non-interest income. We determined the remaining decline in value of $440,000 was
not related to specific credit deterioration. We do not intend to sell these securities and it is more likely than not that we will be
required to sall the securities before anticipated recovery of the remaining amortized cost basis. We closely monitor our investment
securities for changes in credit risk. The current market environment significantly limits our ability to mitigate our exposure to
valuation changes in these securities by selling them. Accordingly, if market conditions deteriorate further and we determine our
holdings of these or other investment securities are OTTI, our future earnings, shareholders' equity, regulatory capital and continuing
operations could be materially adversely affected.

There was no beginning balance of credit losses. Additions to credit losses in 2009 were $61,000. There were no
reductions in credit losses due to sales in 2009.

New guidance related to the recognition and presentation of OTTI of debt securities became effective beginning in the
second quarter of 2009. Rather than asserting whether a Company has the ability and intent to hold an investment until a market
price recovery, a Company must consider whether they intend to sell a security or if it islikely that they would be required to sdll the
security before recovery of the amortized cost basis of the investment, which may be maturity. The $61,000 in OTTI recognized on
investment securities as primarily relates to two non-agency residential mortgage backed securities. Each of these securities holds
various levels of credit subordination. These securities are valued by third-party pricing services using matrix or model pricing
methodologies and were corroborated by broker indicative bids. We estimate cash flows of the underlying collateral for each security
considering credit, interest and prepayment risk models that incorporate management’ s estimate of projected key assumptions
including prepayment rates, collateral default rates and loss severity.

We review the actua collateral performance of these securities to support our estimation of the projected key assumptions
utilized to determine future estimated cash flows. Assumptions utilized vary from security to security, and are influenced by factors
such as loan interest rates, geographic location, borrower characteristics and vintage, and historical experience. We then used a third
party to obtain information about the structure of each security, including subordination and other credit enhancements, in order to
determine how the underlying collateral cash flows will be distributed to each security issued in the structure. These cash flows are
then discounted at the interest rate used to recognize interest income on each security. The following presents a summary of the
significant inputs utilized to measure management’ s estimate of the credit |oss component on these non-agency residential mortgage
backed securities as of December 31, 2009. For these two securities, we considered a constant repayment rate range between
6.75% and 8.69%, a collateral default rate between 26.31% and 31.51% and a loss severity rate between 39% and 51%.

2009 2008
(Loss) gain on investment securities, net
Gain on sale of investment securities $ 272,845 $ 153,633
Total other than temporary impairment losses (501,489) -
Portion of other than temporary losses
recognized in other comprehensive income 440,269 -
Total (loss) gain on securities, net $ 211,625 $ 153,633
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The amortized cost and fair value of mortgage-backed securities by contractual maturity, at December 31, 2009, are shown
below. Expected maturities of mortgage-backed securities may differ from contractual maturities because borrowers may have the
right to call or prepay obligations with or without call or prepayment penalties.

December 31, 2009
Amortized Cost Fair Vaue

(In thousands)
Due within one year $ - $ -
Due after one year through five years - -
Due after five years through ten years - -
Due after ten years 11,322,660 9,899,092

$ 11322660 $ 9,899,092

Proceeds from the sale of securities were $29.9 million for the period ended December 31, 2009 with gross gains of
$401,000 and gross losses of $128,000. There were no sales of securities in 2008.

Securities with an amortized cost of $2.2 million and $2.0 million and a fair value of $2.1 million and $2.0 million at December
31, 2009 and 2008, respectively, were pledged to secure Washington State Public Funds. Securities with an amortized cost of

$693,000 and $2.0 million and a fair value of $626,000 and $2.0 million at December 31, 2009 and 2008, respectively, were pledged as
collateral to the FHLB of Sedttle.
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Note 5 - Loans

The composition of the loan portfolio, excluding loans held for sale, was as follows:

December 31,
Percentage
Increase/
2009 2008 (Decrease)

Real estate loans
One- to four-family $ 104,460,367 $ 89,907,581 16.2%
Home equity 50,444,530 54,556,779 (7.5%)
Commercia 72,035,266 48,729,582 47.8%
Construction or development 10,000,289 12,220,170 (18.2%)
236,940,452 205,414,112 15.3%

Consumer loans

Manufactured homes 21,472,799 22,722,664 (5.5%)
Automobile 6,445,829 10,079,522 (36.1%)
Other 7,499,180 7,871,022 (4.7%)
35,417,808 40,673,208 (12.9%)
Commercial business loans 17,799,946 17,667,965 0.7%
Total loans 290,158,206 263,755,285 10.0%
Deferred loan origination fees (334,073) (42,488) 686.3%
Allowance for loan losses (3,467,567) (1,305,950) 165.5%
Total loans, net $ 286,356,566 $ 262,406,847 9.1%

The following is an analysis of the change in the allowance for loan losses:

Twelve Months Ended December 31,

2009 2008
Balance, beginning of year $ 1,305950 $ 827,688
Provision for loan losses 4,275,000 1,110,000
Recoveries 159,089 159,351
Charge-offs (2,272,472) (791,089)
Balance, end of year $ 3,467,567 $ 1,305,950

A summary of nonaccrual, impaired and troubled debt restructured loans are as follows:

December 31,
2009 2008
Impaired loans with a valuation allowance $ 4125169 $ 1,610,455
Valuation allowance related to impaired loans (1,424,270) (581,177)
Impaired loans without a valuation allowance 9,019,027 2,996,545
Total impaired loans, net of valuation allowance for impaired loans $ 11,719,926 $ 4,025,823
Total loans past due 90-days or more and still accruing interest $ - $ -
Total non-accrual loans 3,607,000 1,252,000
Average investment in impaired loans 11,385,000 4,041,000
Interest income recognized on impaired |oans - -
Troubled debt restructured loans 7,424,000 550,000
Troubled debt restructured loans included in impaired loans $ 7,424,000 $ 550,000
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The non-accrual loans at December 31, 2009 consisted of $1.2 million in commercial real estate loans, $1.5 million in one- to
four- family mortgage loans, $791,000 in home equity loans, $111,000 in commercial business loans and $17,000 in consumer loans.
The Company does not accrue interest on loans past due 90 days or more. Forgone interest on nonaccrual loans for the year ended
December 31, 2009 was $203,000. At December 31, 2009, there were no commitments to lend additional funds to borrowers whose
loans were classified as non-accrual or impaired.

The non-accrual loans at December 31, 2008 consisted of $471,000 in commercial rea estate loans, $258,000 in one- to
four-family mortgage loans, $340,000 in home equity loans, $59,000 in construction loans, $63,000 in consumer loans and $61,000 in
commercial business loans. The Company does not accrue interest on loans past due 90 days or more. Forgone interest on
nonaccrual |oans for the year ended December 31, 2008 was $56,000. At December 31, 2008, there were no commitments to lend
additional funds to borrowers whose loans were classified as non-accrual or impaired.

Asaresult of new or continuing delinquencies and ongoing credit evaluations during the period subsequent to December 31,
2009, $1.7 million of additional loans were added to nonaccrual status and $2.4 million of additional loans were subject to troubled
debt restructurings.

In the ordinary course of business, the Company makes loans to its directors and officers. Certain loans to directors, officers,
and employees are offered at discounted rates as compared to other customers as permitted by federal regulations. Employees,
officers, and directors are dligible for mortgage loans with an adjustable rate that resets annually to 1% over the rolling cost of funds.
Employees and officers are eligible for consumer loans that are 1% below the market loan rate at the time of origination. Loans to
directors and officers at December 31, 2009 and 2008 totaled approximately $7.4 million and $5.1 million, respectively. During 2009,
loan advances and repayments totaled approximately $2.5 million and $200,000 respectively, on these loans. During 2008, loan
advances and repayments totaled approximately $1.3 million and $1.6 million, respectively, on these loans.

At December 31, 2009 and 2008, respectively, loans totaling $3.3 million and $2.4 million represent real estate secured loans
that have loan-to-value ratios above supervisory guidelines.

Note 6 — Loan Servicing
The unpaid principal balances of loans serviced for Federal National Mortgage Association (FNMA) at December 31, 2009
and 2008, totaled approximately $510.9 million and $141.5 million, respectively, and are not included in the Company’s financial

statements.

A summary of the change in the balance of mortgage servicing assetsis as follows:

2009 2008
Balance, beginning of year $ 863,146 $ 864,946
Servicing assets recognized during the year 893,112 396,934
Amortization of servicing assets (475,220) (341,608)
Fair value adjustment 124,618 (57,126)
Purchase of third party servicing portfolio 1,921,642 -
Balance, end of year $ 3,327,298 $ 863,146

On November 30, 2009, the Company acquired a $339 million loan servicing portfolio from Leader Financial Services. These
loans are 100% owned by Fannie Mae and are subserviced under an agreement with a third party loan servicer who performs all
servicing including payment processing, reporting and collections.
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The key economic assumptions used in determining the fair value of mortgage servicing rights are as follows:

2009 2008
Prepayment speed (PSA) 287% 381%
Weighted-average life (years) 4.3 3.2
Yield to maturity discount rate 9.0% 9.0%
Note 7 — Premises and Equipment
Premises and equipment are summarized as follows:
2009 2008

Land $ 350,000 $ -
Buildings 402,256 -
L easehold improvements 2,789,511 1,831,776
Furniture and equipment

1,084,001 1,927,094

4,625,768 3,758,870
Accumulated depreciation and amortization (1,102,015) (2,222,128)

3,523,753 1,536,742
Fixed assets in process - 8,963

$ 3,523,753 $ 1,545,705

Depreciation and amortization expense for the years ended December 31, 2009 and 2008 amounted to $492,000 and
$404,000 respectively.

The Company leases office space in several buildings. Generally, operating leases contain renewal options and provisions
requiring the Company to pay property taxes and operating expenses over base period amounts. All rental payments are dependent
only upon the lapse of time.

Minimum rental payments under non-cancelable operating leases with initial or remaining terms of one year or more are as
follows:

Y ear Ending
December 31, Amount
2010 $ 764,704
2011 705,593
2012 713,493
2013 716,042
2014 708,581
Thereafter 2,596,973

$6,205,386

The total rental expense for the years ended December 31, 2009 and 2008 for all facilities leased under operating |eases was
approximately $759,000 and $627,000, respectively.
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Note 8 - Deposits

A summary of deposit accounts with the corresponding interest expense and weighted average rate are presented bel ow:

As of December 31, 2009 As of December 31, 2008
Deposit Balance Wtd Avg Rate Deposit Balance Wtd Avg Rate
Checking (non-interest) $ 21,226,575 0.00% $ 13,176,999 0.00%
NOW (interest) 28,197,116 0.24% 20,636,576 0.61%
Savings 20,631,757 0.30% 12,521,879 0.75%
Money Market 81,619,985 0.90% 51,744,024 2.92%
CDs 135,888,344 2.77% 124,680,739 4.11%
Total $ 287,563,777 1.60% $ 222,760,217 3.04%

Scheduled maturities of time deposits at December 31, 2009 are as follows:

Y ear Ending
December 31, Amount
2010 $ 88,625,292
2011 38,277,230
2012 3,553,621
2013 3,520,645
Thereafter 1,911,556

$135,888,344

Savings accounts, checking accounts, money market accounts, and individual retirement savings accounts have no
contractual maturity. Certificate accounts have maturities of five years or less.

The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2009 and 2008 was
approximately $67.1 million and $107.9 million, respectively. During 2010, deposits in excess of $250,000 are not federally insured,
except for non-interest demand deposits, which are fully insured until June 30, 2010. After 2013, deposits in excess of $100,000 will
not be federally insured, unless the higher levels of insurance in effect through 2013 are extended.

Deposits from related parties held by the Company at December 31, 2009 and December 31, 8, amounted to $1,153,000 and
$965,000, respectively.

Note 9 — Borrowings

The Company utilizes a loan agreement with the FHLB of Seattle. The terms of the agreement call for a blanket pledge of a
portion of the Company’s mortgage and commercial real estate portfolio based on the outstanding balance. At December 31, 2009,
the amount available to borrow under this agreement is approximately 35% of total assets, or up to $118.3 million subject to the
availability of eligible collateral. The Company had outstanding borrowings under this arrangement of $20.0 million and $42.2 million
at December 31, 2009 and 2008, respectively.
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Contractual principal repayments are as follows:

. Weighted
Y ear Ending Average
December 31, Amount Rate
(Doallars in thousands)
2010 $ 10,000 4.33%
2011 10,000 2.20%
$ 20,000 3.27%
2009 2008 2007

(Dollars in thousands)

M aximum balance
FHLB advances $ 41950 $ 56,119 $ 34,519

Average balances
FHLB advances $ 28,364 $ 38474 $ 26,511

Weighted average interest rate
FHLB advances 3.29% 3.31% 5.08%

The Company participates in the Federal Reserve Bank’s Borrower-in-Custody program, which gives the Company access
to the discount window. The terms of the program call for a pledge of specific assets. The Company had unused borrowing
capacity of $17.0 million and $0 and no outstanding borrowings under this program at December 31, 2009 and 2008, respectively.

The Company has access to an unsecured line of credit from the Pacific Coast Banker's Bank. Thisline of credit is equal to
$2.0 million as of December 31, 2009. The line has a one-year term and is renewable. There was no balance on thisline of credit as
of December 31, 2009 and 2008, respectively.

Note 10 — Earnings (loss) Per Share

Earnings (loss) per share are summarized in the following table:

Y ears Ended December 31,

2009 2008
Net income (l0ss) $ (613,803) $ 261,575
Weighted average number of shares outstanding, basic 2,874,492 2,903,911
Effect of dilutive stock options - -
Weighted average number of shares outstanding, diluted 2,874,492 2,903,911
Earnings (loss) per share, basic $ (0.21) $ 0.09
Earnings (loss) per share, diluted $ (0.21) $ 0.09

For the year ended December 31, 2009, there were no non-dilutive securities included in the calculation for earnings per
share.
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Note 11 — Employee Benefits

The Company has a 401(k) pension plan that allows employees to defer a portion of their salary into the 401(k) plan. The
Company matches a portion of employees salary deferrals. Pension costs are accrued and funded on a current basis. The Company
contributed $86,000 and $117,000 to the plan for the years ended December 31, 2009 and 2008, respectively.

The Company also offers a deferred compensation plan for designated senior managers, which provides benefits payable at
age 65. Under certain circumstances, benefits are payable to designated beneficiaries. Contributions to the plan are discretionary,
and monies set aside to fund the plan are currently held in certificate of deposit accounts at the Company and at December 31, 2009
and 2008 approximated $146,000 and $161,000, respectively. The Company contributed $0 and $13,000 to the plan for the years
ended December 31, 2009 and 2008, respectively.

Effective in 2007, the board of directors adopted a supplemental executive retirement plan (SERP) to provide certain members
of senior management with additional retirement income. These payments are subject to a non-compete clause. The SERP is an
unfunded, non-contributory defined benefit plan evidenced by an Executive Long Term Compensation Agreement between the
recipients and the Company. The SERP is subject to a vesting schedule and payments do not begin until after retirement. The SERP
provides for earlier payments in the event of death or disability. In the event of an involuntary termination without cause or a change
in control of the Company, the recipients are entitled immediately to the accrued liability under the SERP (with any applicable
cutback for payments after a change in control as required by Section 280(G) of the Internal Revenue Code). As of December 31,
2009 and 2009, the accrued liability for the SERP was $397,000 and $264,000, respectively, and are included in other ligbilities on the
consolidated balance sheet. The expense was $134,000 and $148,000 for the year ended December 31, 2009 and 2008, respectively.

Sock Options and Restricted Stock

In 2008, the board of directors adopted and shareholders approved an Equity Incentive Plan (the “Plan”). The Plan was
approved by shareholders at the special meeting of shareholders held on November 19, 2008. The plan permits the grant of
restricted stock and stock options. Under the Plan 144,455 shares of common stock were approved for stock options and stock
appreciation right and 57,782 shares of common stock were approved for restricted stock and restricted stock units.

On January 27, 2009, the Compensation Committee of the Board of Directors of the Company awarded shares of restricted
stock and stock options to directors, executive officers and employees of the Company, and its wholly owned subsidiary, Sound
Community Bank, pursuant to the Plan. The Company granted 25,998 non-qualified stock options and 82,400 incentive stock options
to certain directors and employees. The Company also granted 52,032 shares of restricted stock to certain directors and employees.
During the year ended December 31, 2009, share based compensation expense totaled $120,000.

All of the awards vest in 20 percent annual increments over the next five years. The options are exercisable for a period of 10
years from the date of grant, subject to vesting. Half of the stock options granted to each of the individuals indicated above were at
an exercise price of $7.35, which was the fair market value of the Company’s common stock on the grant date. The remaining half
of the stock options granted to each of the individuals indicated above were at an exercise price of $8.50, which was $1.15 above the
fair market value of the Company’s common stock on the grant date. The vesting date for options and restricted stock is accel erated
in the event of the grantee’ s death, disability or a change in control of the Company.
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Stock Options

The fair value of each option award is estimated on the date of grant using a Black-Scholes model that uses the assumptions
noted in the table below. The dividend yield is based on the current quarterly dividend in effect at the time of the grant.

The Company became a publicly held company in January 2008, so the amount of historical stock price information available
islimited. Asaresult, the Company elected to use a weighted-average of its peers’ historical stock prices, as well as the Company’s
own historical stock prices to estimate volatility. The Company bases the risk-free interest rate on the U.S. Treasury Constant
Maturity Indices in effect on the date of the grant. The Company elected to use the Staff Accounting Bulletin No. 110, “ Share-
Based Payments’ permitted by the Securities and Exchange Commission to calculate the expected term. This simplified method
uses the vesting term of an option aong with the contractual term, setting the expected life at a midpoint in between.

The fair value of options granted during 2009 was determined using the following weighted-average assumptions as of the
grant date.

Annual dividend yield 2.20%
Expected volatility 30.00%
Risk-free interest rate 2.09%
Expected term 7.5 years
Weighted-average grant date fair value per option

granted $ 256

The following is a summary of the Company’s stock option plan awards during the period ended December 31, 2009:

Weighted-Average

Remaining
Weighted-Average  Contractual Term Aggregate
Shares Exercise Price In Years Intrinsic Value

Outstanding at the beginning of the
year - $ -

Granted 108,398 7.93

Exercised - -

Forfeited or expired - 7.93
Outstanding at December 31, 2009 108,398 $ 7.93 9.34 $ -
Expected to vest, assuming a 0%
forfeiture rate over the vesting term 108,398 $ 7.93 9.34 $ -
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There were no exercisable stock options as of December 31, 2009. The aggregate intrinsic value of the stock options as of
December 31, 2009 was $0.

As of December 31, 2009, there was $227,000 of total unrecognized compensation cost related to nonvested stock options

granted under the Plan. The cost is expected to be recognized over the remaining weighted-average vesting period of 4.09
years. No options were exercisable at December 30, 2009.
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Restricted Stock Awards

The fair value of the restricted stock awards is equal to the fair value of the Company’s stock at the date of
grant. Compensation expense is recognized over the vesting period that the awards are based. Shares awarded as restricted stock
vest ratably over afive-year period beginning at the grant date with 20% vesting on the anniversary date of each grant date. In
November 2008, the Board of Directors authorized management to repurchase up to 57,782 shares of the Company’ s outstanding
stock over a twelve-month period in order to fund the restricted stock awards made under the Plan. As of December 31, 2009,
45,800 shares have been repurchased under the Plan.

The following is a summary of the Company’s nonvested restricted stock awards for the year ended December 31, 2009:

Weighted-
Average Grant- Aqggregate
Nonvested Shares Shares Date Fair Value Intrinsic Value

Nonvested at January 1, 2009 - -

Granted 52,032 $ 7.35

Vested - -

Forfeited - -
Nonvested at December 31, 2009 52,032 $ 735 $ 4.40
Expected to vest assuming a 0%
forfeiture rate over the vesting term 52,032 $ 735 $ 4.40

The aggregate intrinsic value of the restricted stock options as of December 31, 2009 was $229,000.

As of December 31, 2009, there was $313,000 of unrecognized compensation cost related to non-vested restricted stock
granted under Plan. The cost is expected to be recognized over the weighted-average vesting period of 4.09 years.

Employee Stock Ownership Plan

In January 2008, the ESOP borrowed $1,155,600 from the Company to purchase common stock of the Company. The loan is
being repaid principally from the Company’s contributions to the ESOP over a period of ten years. The interest rate on the loan is
fixed at 4.0% per annum. As of December 31, 2009, the remaining balance of the ESOP loan was $962,000. Neither the loan nor
the related interest is reflected on the consolidated financial statements.

At December 31, 2009, the ESOP was committed to release 11,556 shares of the Company’s common stock to participants
and held 92,448 unallocated shares remaining to be released in future years. The fair value of the 92,448 restricted shares held by
the ESOP trust was $407,000 at December 31, 2009. ESOP compensation expense included in salaries and benefits was $72,000 for
the year ended December 31, 2009.
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Note 12 — Income T axes

The provision (benefit) for income taxes are as follows:

2009 2008
Current $ 256,373 $ 331,095
Deferred (721,000) (286,000)
Total tax expense $ (464,627) $ 45,095

A reconciliation of the provision (benefit) for income taxes with amounts determined by applying the statutory U.S. federal
income tax rate to income before income taxesis as follows:

Provision at statutory rate $ (366,666) $ 104,268
Tax-exempt income (111,265) (71,156)
Other 13,304 11,983

$ (464,627) $ 45,095

Federa Statutory Rate 34.0% 34.0%
Tax exempt income (10.3)% (23.2)%
Other (1.2)% 3.9%
Effective income tax rate 22.5% 14.7%

Significant components of the Company’s deferred tax assets are as follows:

Deferred tax assets
Deferred compensation & supplemental retirement $ 137,000 $ 144,000
Other, net 6,000 19,000
Unrealized loss on securities 525,000 408,000
Charitable contributions 50,000 58,000
Non-accrual interest 55,000 19,000
Equity based compensation 28,000 -
Allowance for loan losses 810,000 115,000
Total deferred tax assets 1,611,000 763,000
Deferred tax liabilities
Prepaid expenses (41,000) 36,000
Deferred loan fee income (34,000) 54,000
FHLB stock dividends (142,000) 142,000
Depreciation (62,000) 70,000
Intangible assets (64,000) -
Deferred loan costs (168,000) 199,000
Total deferred tax liabilities (511,000) 501,000
Net deferred tax asset (liability) $ 1,100,000 $ 262,000

The Company adopted the provisions of FASB ASC Topic 740 on January 1, 2007 related to uncertain tax positions. As of
December 31, 2009, we had no unrecognized tax benefits. The Company recognizes interest accrued and penalties related to
unrecognized tax benefits in “Provision (benefit) for income taxes” in the consolidated statements of operations. During the years
ended December 31, 2009 and 2008, the Company recognized no interest and penalties.
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The Company or its subsidiary files an income tax return in the U.S. federal jurisdiction, and various states. With few
exceptions, the Company is no longer subject to U.S. federa or state/local income tax examinations by tax authorities for years
before 2006.

Note 13 — Minimum Regulatory Capital Requirements

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies. Failure to meet
minimum capital requirements can initiate certain mandatory and possibly additional discretionary actions by regulators that, if
undertaken, could have a direct material effect on the Company’s financial statements. The regulations require the Company to meet
specific capital adequacy guidelines that involve quantitative measures of the Company’s assets, liabilities, and certain off-balance-
shest items as calculated under regulatory accounting practices. The Company’s capital classification is also subject to qualitative
judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adegquacy require the Company to maintain minimum
amounts and ratios (set forth in the following table) of total and Tier 1 capital (as defined) to risk-weighted assets (as defined) and
Tier 1 capital to average assets (as defined). Management believes that, as of December 31, 2009 and 2008, the Company meets all
capital adequacy requirements to which it is subject.

As of December 31, 2009, the most recent notification from the Federal Deposit Insurance Corporation categorized the
Company as well capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized, an
ingtitution must maintain minimum total Tier 1 risk-based and Tier 1 leverage ratios as set forth in the following table. There are no
conditions or events since the notification that management believes have changed the Company’ s category.
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The Company’s actual capital amounts (in thousands) and ratios as of December 31, 2009 and 2008 are presented in the
following table:

To Be Well Capitalized

For Capital Under Prompt Corrective
Actua Adeguacy Purposes Action Provisions

Amount Ratio Amount Ratio Amount Ratio
Asof December 31, 2009
Total Capital to Risk-Weighted Assets $ 27,996 11.7% $ 19,189 > 8.0% $ 23986 > 10.0%
Tier | Capital to Risk-Weighted Assets $ 24,998 10.4% $ 9594 > 4.0% $ 14,391 > 6.0%
Tier | Capital to Average Assets $ 24,998 7.4% $ 13563 > 4.0% $ 16,954 > 5.0%
Asof December 31, 2008
Total Capital to Risk-Weighted Assets $ 25,686 12.40% $ 16569 > 8.0% $ 20712 > 10.0%
Tier | Capital to Risk-Weighted Assets $ 24,393 11.77% $ 828 > 4.0% $ 12427 > 6.0%
Tier | Capital to Average Assets $ 24,393 8.31% $ 11,740 > 4.0% $ 14675 > 5.0%
@ Based on total adjusted assets of $339.1 million.
2 Based on risk-weighted assets of $239.9 million.
(©)] The Tier 1 risk-based capital requirement for awell-capitalized institution is 6% of risk-weighted assets. See “How We Are Regulated - Regulatory

Capital Requirements.”

Regulatory capital levels reported above differ from the Company’s total capital, computed in accordance with accounting
principles generally accepted in the United States (GAAP) as follows (in thousands):

2009 2008

Equity $ 24,058 $ 23,600
Accumulated other comprehensive

(income) loss 940 793

Total Tier 1 capital $ 24998 $ 24,393

Allowance for loan and |ease losses $ 299 $ 1,306

Unrealized gain on AFS securities - -

Total capital $ 27,996 $ 25,686

The Company declared a dividend of $0.02 per common share on February 9, 2010. The dividend will be paid on February
25, 2010 to shareholders of record on February 19, 2010.

Note 14 — Fair Value M easur ements
The following table presents the balances of assets measured at fair value on a recurring basis at December 31, 2009:

Fair Value at December 31, 2009

Description Total Level 1 Level 2 Level 3

Mortgage Servicing Rights, at fair value $ 2017489 $ - $ - 3 2,017,489

AFS Securities 9,899,092 - 9,899,092 -
$ 11916581 $ - $ 9,899,092 $ 2,017,489
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The following table presents the balances of assets measured at fair value on a recurring basis at December 31, 2008:

Fair Value at December 31, 2008

Description Total Level 1 Level 2 Level 3
AFS Securities $ 8,929,798 $ - $ 5,676,787 $ 3,253,011

A description of the valuation methodologies used for recurring fair value measurements is as follows:

AFS Securities— AFS securities are recorded at fair value based on quoted market prices, if available. If quoted market
prices are not available, management utilizes third-party pricing services or broker quotations from dealers in the specific instruments
or based on discounted cash flow models. Level 1 securities include those traded on an active exchange, as well as U.S. government
and its agencies securities. Level 2 securities include agency and non-agency mortgage-backed securities.

Mortgage Servicing Rights - The fair value of purchased mortgage servicing rights is estimated using a discounted cash
flow model based on market information from athird party. These assets are classified as Level 3. At December 31, 2009, certain
mortgage servicing rights are carried at fair value.

The following table presents activity for recurring fair value measurements for assets that were measured using Level 3
fair value inputs during 2009:

Pur chases, Net Change Net
Level 3at Change issuances in Transfersin Level 3at
December included in and Unrealized (out) of December
31, 2008 earnings settlements L osses Level 3 31, 2009
Non-Agency Mortgage Backed Securities $ 3253011 $ 34,175 $ (322275 $  (499451) $ (2,465460) $ -
Mortgage Servicing Rights, fair value $ - $ 124618 $ 1892871 $ - $ - $ 2,017,489

For the twelve months ended December 31, 2009 there were no transfers from Level 2 to Level 3. There were $2.5 million
in transfers from Level 3 to Level 2 during the twelve months ended December 31, 2009. The transfers occurred as a result of the
Company’s ahility to obtain quoted prices for similar assets or liabilities in markets that are not active for all of the securities
previously reported as Level 3.

The following tables present the balance of assets measured at fair value on a nonrecurring basis at December 31, 2009 and
2008, and the total losses resulting from these fair value adjustments for the years ended December 31, 2009 and 2008:

Twelve Months
Ended
December 31,
Fair Value at December 31, 2009 2009
Description Total Level 1 Level 2 Level 3 Total Losses
Loans Held for Sale $ 2,857,700 - % 2,857,700 $ - % -
Mortgage Servicing Rights, at cost 1,309,809 - - 1,309,809 38,677
OREO and Repossessed Assets 1,383,638 - - 1,383,638 627,089
Impaired Loans 11,719,926 - - 11,719,926 1,424,270
Total $ 17,271,073 - $ 2,857,700 $ 14413373 $ 2,090,036
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Twelve Months
Ended
December 31,
Fair Value at December 31, 2008 2008
Description Total Level 1 Level 2 Level 3 Total Losses
Loans Held for Sale $ 955,595 - % - % 955595 $ -
Mortgage Servicing Rights, at cost 863,146 - 863,146 - 57,126
OREO and Repossessed Assets 1,724,567 - - 1,724,567 33,500
Impaired Loans 5,584,551 - - 5,584,551 581,177
Total $ 9,127,859 - $ 863,146 $ 8,264,713 $ 671,803

Loans Held for Sale - Residential mortgage loans held for sale are recorded at the lower of cost or fair value. The fair
value of fixed-rate residential loans is based on whole loan forward prices obtained from government sponsored enterprises. These
loans are classified as Level 2 and are measured on a nonrecurring basis. At December 31, 2009, loans held for sale were carried at
cost.

M ortgage Servicing Rights - Originated mortgage servicing rights are recorded at the lower of cost or fair value by
tranche. The fair value of purchased mortgage servicing rights is estimated using a discounted cash flow model based on market
information from athird party. These assets are classified as Level 3.

OREO and Repossessed Assets- OREO and repossessed assets consist principally of properties acquired through
foreclosure and are carried at the lower of cost or estimated market value less selling costs. Any write-downs based on the asset’s
fair value at the date of acquisition are charged to the allowance for loan losses. After foreclosure, management periodically
performs valuations such that the real estate is carried at the lower of its new cost basis or fair value, net of estimated costs to
sell. These assets are classified aslevel 3.

Impaired Loans — Impaired loans are calculated using the collateral value method. Inputs include appraised value,
estimates of certain completion, closing and selling costs. These assets are classified as level 3.

The Company has written-down impaired loans by $1.4 million as of December 31, 2009. At the applicable foreclosure or
repossession date, OREO and other repossessed assets are recorded at the fair value of the collateral less applicable selling
costs. The carrying value of OREO and other repossessed assets are regularly evauated and, if necessary, an allowance is
established to reduce the carrying value to net realizable value. Loss on the sale of OREO and repossessed assets totaled $627,000
as of December 31, 2009, reflecting further decreases in collateral values compared to the foreclosure or repossession date.

There were no liabilities carried at fair value, measured on a recurring or nonrecurring basis, at December 31, 2009.
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The carrying amounts and estimated fair values of the Company’s financial instruments is summarized as follows:

December 31, 2009

December 31, 2008

Carrying Fair Carrying Fair
Amount Value Amount Value
Financial assets:
Cash and cash equivaents $ 15,678,766 15,678,766 $ 5,607,800 $ 5,607,800
AFS Securities 9,899,092 9,899,092 8,929,798 8,929,798
FHLB stock 2,444,000 2,444,000 2,444,000 2,444,000
Loans held for sale 2,857,700 2,857,700 955,595 955,595
Loans, net 286,356,566 286,430,669 262,406,847 262,211,517
Accrued interest receivable 1,305,590 1,305,590 1,219,645 1,219,645
Bank-owned life insurance 6,462,892 6,462,892 6,195,055 6,195,055
Mortgage servicing rights, fair value 2,017,489 2,017,489 - -
Mortgage servicing rights, at cost 1,309,809 1,360,417 863,146 863,146
Financial liabilities:
Demand deposits $ 151675433 151,675,434 % 98,079,478 $ 98,079,478
Time deposits 135,888,344 137,833,241 124,680,739 123,280,368
Borrowings 20,000,000 19,735,005 42,219,355 41,909,153
Accrued interest payable 166,043 166,043 259,757 259,757
Advance payments from borrowers
for taxes and insurance 339,566 339,566 330,319 330,319

Cash and cash equivalents, accrued interest receivable and payable, and advance payments from borrowersfor
taxes and insurance - The estimated fair value is equal to the carrying amount.

AFS Securities— AFS securities are recorded at fair value based on quoted market prices, if available. If quoted market
prices are not available, management utilizes third-party pricing services or broker quotations from dealers in the specific instruments
or based on discounted cash flow models. Level 2 securities include agency and non-agency mortgage-backed securities.

FHLB stock - The estimated fair value is equal to the par value of the stock.

L oans - The estimated fair value for al fixed rate loans is determined by discounting the estimated cash flows using the
current rate at which similar loans would be made to borrowers with similar credit ratings and maturities. The estimated fair value for
variable rate loans is the carrying amount. The fair value for all loans also takes into account projected credit losses as a part of the
estimate.

Loans Held for Sale - Residential mortgage loans held for sale are recorded at the lower of cost or fair value. The fair
value of fixed-rate residential loans is based on whole loan forward prices obtained from government sponsored enterprises. These
loans are classified as Level 2 and are measured on a nonrecurring basis.

Bank-owned Life Insurance - The estimated fair value is equal to the outstanding book value of policies.
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M ortgage Servicing Rights — Originated mortgage servicing rights are recorded at the lower of cost or fair value by
tranche. The fair value of purchased mortgage servicing rights is estimated using a discounted cash flow model based on market
information from athird party. These assets are classified as Level 3. At December 31, 2009, acquired mortgage servicing rights are
carried at fair value and originated mortgage servicing rights are carried at amortized cost.

Deposits - The estimated fair value of deposit accounts (savings, demand deposit, and money market accounts) is the
carrying amount. The fair value of fixed-maturity time certificates of deposit are estimated by discounting the estimated cash flows
using the current rate at which similar certificates would be issued.

Borrowings - The fair value of FHLB advances are estimated using discounted cash flow analyses, based on the Bank’s
current incremental borrowing rates for similar types of borrowing arrangements.

Off-balance-sheet financial instruments - The fair value for the Bank’s off-balance-sheet loan commitments are
estimated based on fees charged to others to enter into similar agreements taking into account the remaining terms of the agreements
and credit standing of the Bank’s customers. The estimated fair value of these commitments is not significant.

We assume interest rate risk (the risk that general interest rate levels will change) as a result of our normal operations. Asa
result, the fair values of our financial instruments will change when interest rate levels change, which may be favorable or
unfavorable to us. Management attempts to match maturities of assets and liahilities to the extent necessary or possible to minimize
interest rate risk. However, borrowers with fixed-rate obligations are less likely to prepay in arising rate environment and more likely
to prepay in afalling rate environment. Conversely, depositors who are receiving fixed rates are more likely to withdraw funds before
maturity in arising rate environment and less likely to do so in afalling rate environment. Management monitors rates and maturities
of assets and liabilities and attempts to minimize interest rate risk by establishing early withdrawal penalties for certificates of deposit,
creating interest rate floors for certain variable rate loans, adjusting terms of new loans and deposits, by borrowing at fixed rates for
fixed terms and investing in securities with terms that mitigate our overall interest rate risk.

Note 15 — Concentrations of Credit Risk

Most of the Company’s business activity is with customers located in the state of Washington. A substantial portion of the
loan portfolio is represented by 1-4 family mortgage loans throughout western Washington. The ability of the Company’s debtors to
honor their contracts is dependent upon the real estate and general economic conditions in the area. Loans to one borrower are
limited by federal banking regulations to 15% of the Company’s equity, excluding accumulated other comprehensive income (10ss).

Note 16 — Commitments and Contingent Liabilities

The Company is a party to financial instruments with off-balance-sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments generally represent a commitment to extend credit in the form of loans.
The instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount recognized in the
consolidated statement of financial condition.

The Company’s exposure to credit loss, in the event of nonperformance by the other party to the financial instrument for
commitments to extend credit, is represented by the contractual notional amount of those instruments.

89



SOUND FINANCIAL, INC. AND SUBSIDIARY
Notes to Consolidated Financia Statements

The Company uses the same credit policies in making commitments as it does for on-balance-sheet instruments.

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition
established by the contract. Commitments generally have fixed expiration dates or other termination clauses and may require
payment of a fee. Because many of the commitments are expected to expire without being drawn upon, the total commitment
amounts do not necessarily represent future cash requirements. The Company evaluates each customer’s creditworthiness on a
case-by-case basis. The amount of collateral obtained, if it is deemed necessary by the Company, is based on management’s credit
evaluation of the customer.

Financial instruments whose contract amount represents credit risk were as follows:

2009 2008

Unused home equity lines of credit $ 21,130,713 $ 22,959,662
Unused personal line of credit 2,676,506 2,856,705
Unused business line of credit 4,701,602 6,312,060
Undisbursed portion of loans closed 4,455,096 1,811,247
Irrevocable letters of credit 264,900 2,283,450
Residential mortgage commitments 1,932,500 5,608,700

$ 35,161,317 $ 41,831,824

At December 31, 2009, fixed rate loan commitments totaled $1.9 million and had a weighted average interest rate of 4.67%.
At December 31, 2008, fixed rate loan commitments totaled $3.2 million and had a weighted average interest rate of 4.80%.

Commitments for credit may expire without being drawn upon. Therefore, the total commitment amount does not necessarily
represent future cash requirements of the Company. These commitments are not reflected in the financial statements.

In the ordinary course of business, the Company sells |oans without recourse that may have to be subsequently repurchased
due to defects that occurred during the origination of the loan. The defects are categorized as documentation errors, underwriting
errors, early payment defaults, and fraud. When aloan sold to an investor without recourse fails to perform, the investor will
typically review the loan file to determine whether defects in the origination process occurred. |f a defect is identified, the Company
may be required to either repurchase the loan or indemnify the investor for losses sustained. If there are not defects, the Company
has no commitment to repurchase the loan. As of December 31, 2009 and 2008, the maximum amount of these guarantees totaled
$181.4 million and $141.5 million, respectively. These amounts represent the unpaid principa balances of the Company’s loans
serviced for others' portfolios. The Company has recorded no reserve to cover |oss exposure related to these guarantees. No loans
were repurchased for the years ended December 31, 2009 and 2008.

The Company pays certain medical, dental, prescription, and vision claims for its employees, on a self-insured basis. The
Company has purchased stop-loss insurance to cover claims that exceed stated limits and has recorded estimated reserves for the
ultimate costs for both reported claims and claims incurred but not reported, which are not considered significant at December 31,
2009 and 2008.

At various times, the Company may be the defendant in various legal proceedings arising in connection with its business. It is
the opinion of management that the financial position and the results of operations of the Company will not be materially adversely
affected by the outcome of these legal proceedings and that adequate provision has been made in the accompanying consolidated
financia statements.
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Note 17 - Legal Proceedings

In November 2007, VisaInc. (“Visa') announced that it had reached a settlement with American Express and Discover
Card related to antitrust lawsuits. The Company and other Visa member banks were obligated to fund the settlement and share in
losses resulting from this litigation. The Company is not a party to the Visa litigation and its liahility arises solely from the Company’s
membership interest in Visa, Inc.

In the first quarter of 2008, Visa completed an initial public offering and the Company received $154,000 as part of a
subsequent mandatory partial redemption of our Visa Class B shares. Using the proceeds from this offering, Visa established a $3.0
billion escrow account to cover settlements, the resolution of pending litigation and related claims (“covered litigation™).

As of December 31, 2009, the Company owned 5,699 shares of Class B common stock. These shares are restricted and
may not be transferred until the later of (i) three years from the date of the initial public offering or (ii) the period of time necessary
to resolve the covered litigation. A conversion ratio of 0.71429 was initially established for the conversion rate of Class B shares into
Class A shares. If the funds in the escrow account are insufficient to settle all the covered litigation, Visa may sell additional
Class A shares, use the proceeds to settle litigation, and further reduce the conversion ratio. |f funds remain in the escrow account
after all litigation is settled, the Class B conversion ratio will be increased to reflect that surplus. In December 2008, Visa deposited
additional funds into the escrow account to satisfy a settlement with Discover Card related to and antitrust lawsuit. In July 2009,
Visa deposited additional funds into the litigation escrow account to provide additional reserves to cover potential losses related to the
two remaining litigation cases. This deposit reduced the conversion ratio applicable to Class B shares outstanding from 0.71429 to
0.5824 per Class A share.

As of December 31, 2009, the value of the Class A shares was $87.46 per share. Using the new conversion ratio, the
value of unredeemed Class A equivalent shares owned by the Company was $290,000, and has not been reflected in the
accompanying financial statements.

In the normal course of business, the Company occasionally becomes involved in various legal proceedings. In the opinion
of management, any liability from such proceedings would not have a material adverse effect on the business or financial condition of
the Company.

Note 18 — Acquisition of 1% Security Bank of Washington Branches

On August 29, 2009, the Company completed its acquisition of two branches of 1st Security Bank of Washington (“1st
Security”), located at 2941 South 38th Street, Tacoma, Washington and 1405 E. Front Street, Port Angeles, Washington. These
branch acquisitions were completed under two Purchase and Assumption Agreements between the Company and 1st Security. In
this branch acquisition, the Company purchased the deposit-related loans and certain personal property and records at the former 1st
Security branches and the building and real estate at the Port Angeles branch. These assets were acquired in exchange for Sound’'s
assumption of the deposits at the two branches and the lease at the Tacoma branch, as well as the payment of a deposit premium of
2.25% on the Tacoma deposits and 2.5% on the Port Angeles deposits (or an aggregate deposit premium of $801,000).

The Company moved the operations of its Lakewood Towne Center branch to its new Tacoma branch on October 16, 2009,

and the operations of the acquired Port Angeles facility to the Company’s new branch location at 110 North Alder Street in Port
Angeles.
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The acquisition was accounted for under the purchase method of accounting in accordance with FASB ASC Topic 805,
Business Combinations. The assets acquired and liabilities assumed were recorded at fair value. Fair values are preliminary and are
subject to refinements for up to one year after the closing date of an acquisition as information relative to closing date fair values
becomes available. As of December 31, 2009, the fair values for acquired assets and liabilities remained open. A “bargain purchase
gain” totaling approximately $227,000 resulted from the acquisition and is included as a component of noninterest income on the
consolidated statement of operations. The amount of gain is equal to the amount by which the fair value of assets purchased
exceeded the fair value of liabilities assumed. The estimated fair value of the assets purchased and liabilities assumed are presented
in the following table:

August 29,
Fair value of assets acquired 2009
Cash and cash equivalents $ 31,729,000
Loans, net 241,000
Premises and equipment, net 750,000
Core deposit intangibles 1,160,000
Other assets 32,000
Total fair value of assets acquired $ 33,912,000
Fair value of liabilities assumed
Deposits $ 33,553,000
CD negative premium 132,000
Total fair value of liabilities assumed $ 33,685,000
Gain on bargain purchase $ 227,000

The core deposit intangible asset represents the value ascribed to the long-term deposit relationships acquired. This
intangible asset is being amortized on a straight-line basis over a weighted average estimated useful life of 9.5 years. The core
deposit intangible asset is not estimated to have a significant residual value. There is a negative CD premium of $132,000, or -0.79%
of book value. The valueisaresult of the current all-in cost of the CD portfolio being well above the cost of similar funding.

The following table represents unaudited pro forma results of operations for the year ended December 31, 2009 and 2008,
as if the acquisition of the 1st Security branches had occurred at the beginning of the earliest period presented. The pro forma results
have been prepared for comparative purposes only by estimating net interest income, non-interest income and non-interest expense
for the nine month periods as if the acquisition had occurred at the earliest period presented and are not necessarily indicative of the
results that would have been obtained had the acquisitions actually occurred at the beginning of the earliest period
presented. Management of the Bank anticipates that cost savings and operational synergies not currently reflected will be realized
when the operations of 1st Security Bank of Washington are fully integrated in 2009. Acquisition related expenses of approximately
$132,000 were expensed in the current period.
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Year Ended December 31,

2009 2008
Net interest income $ 12,937,000 $ 10,049,000
Provision for loan losses 4,275,000 1,110,000
Non-interest income 3,489,000 2,355,000
Non-interest expense 12,903,000 10,724,000
Income (loss)before income taxes (benefit) (752,000) 570,000
Provision (benefit) for income taxes (354,000) 135,000
Net Income $ (398,000) $ 435,000

The pro forma amounts in the above table have been adjusted to reflect the branch acquisitions for the periods
indicated. Net interest income was determined based on an estimate of interest income on agency mortgage backed securities less
interest expense based on the cost of funds on the deposits acquired.

There was no change to the provision for loan losses as a result of the branch acquisitions. Non-interest income included
additional estimated income related to service charges on deposit accounts. Non-interest expense included additional estimated costs
related to compensation, operations, occupancy and data processing.

The revenue and earnings since the acquisition date (August 29, 2009) included in the consolidated financial statements as
of and for the period ended December 31, 2009, are not considered significant.
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Item 9. Changes | n and Disagreements With Accountants on Accounting and Financial Disclosure.

None.

Item 9A(T). Controlsand Procedures.

(a) Evaluation of Disclosure Controls and Procedures

An evaluation of our disclosure controls and procedures (as defined in Rule 13a-15(€) under the Securities Exchange Act of
1934 (the “Exchange Act")) as of December 31, 2009, was carried out under the supervision and with the participation of the our
Chief Executive Officer, Principal Financial Officer and several other members of our senior management team within the 90-day
period preceding the filing of this annual report. Our Chief Executive Officer and Principal Financial Officer concluded that, as of
December 31, 2009, our disclosure controls and procedures were effective in ensuring that the information required to be disclosed
by us in the reports we file or submit under the Exchange Act is (i) accumulated and communicated to our management (including
our Chief Executive Officer and Principal Financial Officer) in atimely manner, and (ii) recorded, processed, summarized and
reported within the time periods specified in the SEC’s rules and forms.

We intend to continually review and evaluate the design and effectiveness of the Company's disclosure controls and
procedures and to improve the Company's controls and procedures over time and to correct any deficiencies that we may discover in
the future. The goal is to ensure that senior management has timely access to all material financial and non-financial information
concerning the Company's business. While we believe the present design of the disclosure controls and procedures is effective to
achieve its goal, future events affecting its business may cause the Company to modify its disclosure controls and procedures.

The Company does not expect that its disclosure controls and procedures will prevent al error and all fraud. A control
procedure, no matter how well conceived and operated, can provide only reasonable, not absolute, assurance that the objectives of
the control procedure are met. Because of the inherent limitations in al control procedures, no evaluation of controls can provide
absolute assurance that all control issues and instances of fraud, if any, within the Company have been detected. These inherent
limitations include the redlities that judgments in decision-making can be faulty, and that breakdowns can occur because of simple
error or mistake. Additionally, controls can be circumvented by the individual acts of some persons, by collusion of two or more
people, or by management override of the control. The design of any control procedure also is based in part upon certain
assumptions about the likelihood of future events, and there can be no assurance that any design will succeed in achieving its stated
goals under all potential future conditions; over time, controls may become inadequate because of changes in conditions, or the
degree of compliance with the policies or procedures may deteriorate. Because of the inherent limitations in a cost-effective control
procedure, misstatements due to error or fraud may occur and not be detected.

(b) Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting (as defined in Rule 13a-15(f) under the Act) that
occurred during the quarter ended December 31, 2009, that have materially affected, or are reasonably likely to materially affect, our
internal control over financia reporting. The annual report of management on the effectiveness of internal control over financia
reporting is set forth below.
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of Sound Financial, Inc. is responsible for establishing and maintaining adequate internal control over
financial reporting, as such term is defined in Exchange Act Rule 13a-15(f). The Company’s internal control over financial reporting
is a process designed to provide reasonable assurance to the Company’s management and board of directors regarding the reliability
of financial reporting and the preparation of the financial statements for external purposes in accordance with accounting principles
generally accepted in the United States of America

The Company’sinternal control over financial reporting includes those policies and procedures that (i) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the
Company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements
in accordance with accounting principles generally accepted in the United States of America, and that receipts and expenditures of
the Company are being made only in accordance with authorizations of management and directors of the Company; and (iii) provide
reasonabl e assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the Company’s assets
that could have a material effect on the financial statements.

Because of its inherent limitations, internal controls over financial reporting may not prevent or detect misstatements. All
internal control systems, no matter how well designed, have inherent limitations, including the possibility of human error and the
circumvention of overriding controls. Accordingly, even effective internal control over financial reporting can provide only
reasonabl e assurance with respect to financial statement preparation. Also, projections of any evaluation of effectiveness to future
periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

Our management assessed the effectiveness of the Company’s internal control over financial reporting as of December 31,
2009. In making this assessment, it used the criteria set forth by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) in Internal Control-Integrated Framework. Based on our assessment, we concluded that, as of December 31,
2009, the Company’s internal control over financia reporting was effective based on those criteria.

This annual report does not include an attestation of our independent registered public accounting firm regarding internal
controls over financial reporting. Management’ s report was not subject to attestation by our independent registered public accounting
firm pursuant to temporary rules of the Securities and Exchange Commission that permit the Company to provide only management’s
report in this annual report.

(c) Changesin Interna Controls over Financia Reporting

There were no changes in our internal controls over financial reporting (as defined in Rule 13a-15(f) under the Exchange
Act) that occurred during the year ended December 31, 2009, that have materially affected, or is reasonably likely to materially
affect, our internal control over financial reporting.

Item 9B. Other Information

None.
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PART 111

Item 10. Directors, Executive Officers and Cor porate Gover nance
Directors

Information concerning the Company’s directors is incorporated herein by reference from the Company’ s definitive proxy
statement for its Annual Meeting of Shareholders to be held in May 2010, except for information contained under the heading
“Report of the Audit Committee,” a copy of which will be filed not later than 120 days after the close of the fiscal year.

Executive Officers

Information concerning the executive officers of the Company and the Bank is incorporated herein by reference from the
Company’s definitive proxy statement for its Annual Meeting of Shareholders to be held in May 2010, except for information
contained under the heading “Report of the Audit Committee,” a copy of which will be filed not later than 120 days after the close of
the fiscal year.

Audit Committee Mattersand Audit Committee Financial Expert

The Board of Directors of the Company has a standing Audit Committee, which has been established in accordance with
Section 3(a)(58)(A) of the Exchange Act. The members of that committee are Directors McMullen (chair), Haddad, Carney and
Jones, all of whom are considered independent under Nasdaq listing standards. The Board of Directors has determined that Ms.
Jones is an “audit committee financial expert” as defined in applicable SEC rules. Additional information concerning the Audit
Committee is incorporated herein by reference from the Company’ s definitive proxy statement for its Annual Meeting of
Shareholders to be held in May 2010, except for information contained under the heading “Report of the Audit Committee,” a copy of
which will be filed not later than 120 days after the close of the fiscal year.

Section 16(a) Beneficial Owner ship Reporting Compliance

Section 16(a) of the Exchange Act requires the Company’ s directors and executive officers, and persons who own more
than 10% of aregistered class of the Company’s equity securities, to file with the SEC reports of ownership and reports of changes
in ownership of common stock and other equity securities of the Company. Officers, directors and greater than 10% stockholders
are required by SEC regulation to furnish the Company with copies of all Section 16(a) forms they file.

On November 17, 20, 23 and 24, 2009, Senior Vice President Scott V. Boyer purchased shares of the Company’s
stock. Due to an administrative error, Form 4's were not filed within two business days of these purchases. A Form 5 was filed for
Mr. Boyer on January 20, 2010 to report these purchases. To the Company’s knowledge, based solely on a review of the copies of
such reports furnished to the Company and written representations that no other reports were required during the fiscal year ended
December 31, 2009, all Section 16(a) filing requirements applicable to its officers, directors and greater than 10% beneficia owners
were complied with, except for the late filings regarding Mr. Boyer.
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Code of Ethics

The Company adopted a written Code of Ethics based upon the standards set forth under Item 406 of Regulation S-K of the
Securities Exchange Act. The Code of Ethics appliesto all of the Company’s directors, officers and employees. A copy of the
Company’s Code of Ethics was filed as Exhibit 14 to this Annual Report on Form 10-K for the year ended December 31, 2008. A
copy of the Code of Ethicsis available on our website at www.soundch.com under “Investor Relations — Governance” or free of
charge from the Company by writing to our Corporate Secretary at Sound Financial, Inc., 2005 5th Avenue, Suite 200, Seattle,
Washington, 98121 or by calling (206) 448-0884.

Nomination Procedures

There have been no material changes to the procedures by which shareholders may recommend nominees to the
Company’s Board of Directors.

Item 11. Executive Compensation

Information concerning executive compensation is incorporated herein by reference from the Company’s definitive proxy
statement for its Annual Meeting of Shareholders to be held in May 2010, except for information contained under the heading
“Report of the Audit Committee,” a copy of which will be filed not later than 120 days after the close of the fiscal year.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

Information concerning security ownership of certain beneficial owners and management is incorporated herein by
reference from the Company’ s definitive proxy statement for its Annual Meeting of Shareholders to be held in May 2010, except for
information contained under the heading “Report of the Audit Committee,” a copy of which will be filed not later than 120 days after
the close of the fiscal year.

Equity Compensation Plan Information. The following table sets forth information as of December 31, 2009, with
respect to compensation plans under which shares of common stock were issued.

Number of securities

Weighted average remaining available
Number of securities exercise price of for future issuance
to be issued upon exercise of outstanding options, under equity
Plan Category outstanding options, warrants and rights warrants and rights compensation plan
Equity Incentive Plan approved
by Security Holders 108,398 $7.925 41,8071

Equity Incentive Plan Not
Approved by Security Holders

(1) Consistsof stock options and stock appreciation rights covering up to 36,057 shares of common stock and restricted stock and restricted
stock units covering up to 5,750 shares of common stock.
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Item 13. Certain Relationships and Related Transactions, and Director I ndependence
Information concerning certain relationships and related transactions, our independent directors and our audit and nominating
committee chartersis incorporated herein by reference from the Company’s definitive proxy statement for its Annual Meeting of

Shareholders to be held in May 2010, except for information contained under the heading “Report of the Audit Committee,” a copy of
which will be filed not later than 120 days after the close of the fiscal year.

Item 14. Principal Accounting Fees and Services
Information concerning principal accountant fees and services is incorporated herein by reference from the Company’s
definitive proxy statement for its Annual Meeting of Shareholders to be held in May 2010, except for information contained under the
heading “Report of the Audit Committee,” a copy of which will be filed not later than 120 days after the close of the fiscal year.
PART IV
Item 15. Exhibits and Financial Statement Schedules

(a)(1) List of Financial Statements

The following are contained in Item 8 of this Form 10-K:
Report of Independent Registered Public Accounting Firm
Consolidated Balance Sheets at December 31, 2009 and 2008
Consolidated Statements of Operations for the Y ears Ended December 31, 2009 and 2008

Consolidated Statements of Stockholders' Equity for the Y ears Ended December 31,
2009, and 2008

Consolidated Statements of Cash Flows for the Y ears Ended December 31, 2009 and 2008
Notes to Consolidated Financial Statements

(a)(2) List of Financial Statement Schedules:

All financial statement schedules have been omitted as the information is not required under the related instructions or is not
applicable.
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(a)(3) List of Exhibits:

Referenceto
Prior Filing or
Exhibit
Number
Exhibit Attached
Number Document Hereto
31 Charter *
3.2 Bylaws *
4 Instruments defining the rights of security holders, including indentures:
Form of Sound Financial, Inc. Common Stock Certificate *x
9 Voting Trust Agreement None
10.1 Employment Agreement with Laura Lee Stewart *
10.2 Executive Long Term Compensation Agreement with Laura Lee Stewart *
10.3 Executive Long Term Compensation Agreement with Patricia Floyd *
104 Sound Incentive Compensation Achievement Plan *
10.5 Summary of Annual Bonus Plan *
10.6 Summary of Quarterly Bonus Plan *
10.7 Director Fee Arrangements for 2009 10.7
10.8 Sound Financial, Inc. 2008 Equity Incentive Plan ++
10.9 Form of Incentive Stock Option Agreement under the 2008 Equity Incentive Plan +
10.10  Form of Non-Qualified Stock Option Agreement under the 2008 Equity Incentive Plan +
10.11  Form of Restricted Stock Agreement under the 2008 Equity Incentive Plan +
10.12  Purchase and Assumption Agreement dated April 24, 2009, between Sound Community +++
Bank and 1st Security Bank of Washington (Port Angeles Office)
10.13  Purchase and Assumption Agreement dated June 23, 2009, between Sound Community +++
Bank and 1st Security Bank of Washington (Tacoma Office)
10.14  Employment Agreement with Scott Boyer dated November 1, 2009 ++++
10.15  Employment Agreement with Marlene Price dated November 1, 2009 ++++
10.16  Employment Agreement with Matthew Moran dated November 1, 2009 ++++
10.17  Employment Agreement with Matthew Deines dated November 1, 2009 ++++
11 Statement re computation of per share earnings None
14 Code of Business Conduct and Ethics ok
16 Letter re change in certifying accountant None
18 Letter re change in accounting principles None
21 Subsidiaries of the registrant *
22 Published report regarding matters submitted to vote of security holders None
23 Consents of Independent Registered Public Accounting Firm - Moss Adams LLP 23
24 Power of Attorney None
311 Rule 13(a)-14(a) Certification (Chief Executive Officer) 311
31.2 Rule 13(a)-14(a) Certification (Chief Financial Officer) 31.2
32 Section 1350 Certification 32

* %

*k*k

++
+++
++++

Filed as an exhibit to the Company’s Form SB-2 registration statement filed on September 20, 2007 (File No. 333-146196)
pursuant to Section 5 of the Securities Act of 1933 and incorporated herein by reference in accordance with Item 601 of
Regulation S-K.
Filed as an exhibit to Pre-Effective Amendment No. 1 to the Company’s Form SB-2 registration statement filed on
November 2, 2007 (File No. 333-146196) pursuant to Section 5 of the Securities Act of 1933 and incorporated herein by
reference in accordance with Item 601 of Regulation S-K.
Filed as an exhibit to the Company’s Form 10-K filed on March 31, 2008 and incorporated herein by referencein
accordance with Item 601 of Regulation S-K.
Filed as an Exhibit to the Company’s Form 8-K filed on January 29, 2009 and incorporated herein by reference.
Filed as an exhibit to the Company’s Form 10-K filed on March 31, 2009 and incorporated herein by reference.
Filed as an exhibit to the Company’s Form 8-K filed on June 29, 2009 and incorporated herein by reference.

Filed a an exhihit to the Company’s Form 8-K filed on November 5, 2009 and incorporated herein by reference.

(b) Exhibits - Included, seelist in (a)(3).

(c) Financial Statements Schedules - None
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SIGNATURES

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

Date: March 31, 2010 By: /9 Lauralee Stewart

Laura Lee Stewart, President and Chief Executive Officer
Duly Authorized Representative)

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

/s LauralLee Stewart

/9 Tyler K. Myers

Laura Lee Stewart, President and Director
(Principal Executive Officer)

Date: March 31, 2010

/s David S. Haddad, Jr.

Tyler K. Myers, Chairman of the Board

Date: March 31, 2010

/s Robert F. Carney

David S. Haddad, Jr., Director

Date: March 31, 2010

/s/ Debra Jones

Robert F. Carney, Director

Date: March 31, 2010

/9 Milton L. McMullen

Debra Jones, Director

Date: March 31, 2010

/9 Rogelio Rigjas

Milton L. McMullen, Director

Date: March 31, 2010

/s James E. Sweeney

Rogelio Riojas, Director

Date: March 31, 2010

/sl Matthew P. Deines

Matthew P. Deines, Executive Vice President
and Chief Financial Officer
(Principal Financial and Accounting Officer)

Date: March 31, 2010

James E. Sweeney, Director

Date: March 31, 2010
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INDEX TO EXHIBITS

Number Description

10.7 Director Fee Arrangements for 2010

23 Consent of Independent Registered Public Accounting Firm - Moss Adams LLP
311 Rule 13(a)-14(a) Certification (Chief Executive Officer)

31.2 Rule 13(a)-14(a) Certification (Chief Financial Officer)

32 Section 1350 Certification

(Back To Top)

Section 2: EX-10.7

Exhibit 10.7

Director Fee Arrangementsfor 2010

Each director of Sound Financial, Inc. (the “Company”) also is a director of Sound Community Bank (the “Bank”). For
2010, each non-employee director will receive an annual fee of $12,000, plus a meeting fee of $1,030 for each Board Mesting
attended for serving on the Company’s Board of Directors. Directors are not compensated for their service on the Company’s
Board of Directors.

(Back To Top)

Section 3: EX-23

Exhibit 23
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Sound Financial, Inc.

We consent to the incorporation by reference in the Registration Statement (No. 333-156089) dated December 12, 2008 on Form S-8
pertaining to the Sound Financial, Inc. 2008 Equity Incentive Plan of our report dated March 31, 2010, relating to the consolidated
balance sheets of Sound Financial, Inc. and Subsidiary as of December 31, 2009 and 2008 and the related consolidated statements of
operations, stockholders' equity, and cash flows for each of the two years in the period ended December 31, 2009, which report is
included in the Annual Report on Form 10-K of Sound Financial, Inc. for the year ended December 31, 2009.

/sl Moss Adams LLP

Everett, Washington
March 31, 2010



(Back To Top)

Section 4: EX-31.1

EXHIBIT 31.1

CERTIFICATION

I, Laura Lee Stewart, certify that:

1. | have reviewed this annual report on Form 10-K of Sound Financial, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented in this report;

4, The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as
defined in Exchange Act Rules 13a-15(f) and 15d-15(f) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which
this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles;

C) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered
by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’ s internal control over financial reporting that occurred during
the registrant’ s most recent fiscal quarter (the registrant’s fourth quarter in the case of an annual report) that has
materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

5. The registrant’s other certifying officer(s) and | have disclosed, based on our most recent evaluation of internal control over
financial reporting to the registrant’ s auditors and the audit committee of registrant’s board of directors (or persons
performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting, which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and
report financia information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

Date: March 31, 2010 By: /9 LauraLee Stewart

Laura Lee Stewart
President and Chief Executive Officer



(Back To Top)

Section 5: EX-31.2

EXHIBIT 31.2

CERTIFICATION

I, Matthew P. Deines, certify that:

1

| have reviewed this annual report on Form 10-K of Sound Financial, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented in this report;

The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as
defined in Exchange Act Rules 13a-15(f) and 15d-15(f) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which
this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles;

C) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered
by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’ s internal control over financial reporting that occurred during
the registrant’s most recent fiscal quarter (the registrant’s fourth quarter in the case of an annual report) that has
materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

The registrant’s other certifying officer(s) and | have disclosed, based on our most recent evaluation of internal control over
financial reporting to the registrant’ s auditors and the audit committee of registrant’s board of directors (or persons
performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial
reporting, which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and
report financia information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.



Date: March 31, 2010 By: /9 Matthew P. Deines

Matthew P. Deines
Executive Vice President and Chief Financia
Officer

(Principal Financial and Accounting Officer)

(Back To Top)

Section 6: EX-32

EXHIBIT 32

SECTION 1350 CERTIFICATION

Each of the undersigned hereby certifiesin his or her capacity as an officer of Sound Financial, Inc. (the “ Registrant”) that
the Annual Report of the Registrant on Form 10-K for the period ended December 31, 2009 fully complies with the requirements of
Section 13(a) of the Securities Exchange Act of 1934 and that the information contained in such report fairly presents, in all material

respects, the consolidated financial condition of the Registrant at the end of such period and the results of operations of the
Registrant for such period.

Date: March 31, 2010 By: /9 LauraLee Stewart

Laura Lee Stewart
President and Chief Executive Officer

Date: March 31, 2010 By: /s Matthew P. Deines
Matthew P. Deines
Executive Vice President and
Chief Financial Officer

(Back To Top)



SOUND FINANCIAL INC. IMPORTANT INFORMATION

Independent Auditors Transfer Agent

Moss Adams LLP Shareholders should direct inquiries

2707 Colby Avenue concerning their stock, change of

Suite 801 name, address or ownership; report

Everett, Washington 98201-3510 lost certificates or consolidate
accounts to our transfer agent at

Special Counsel 800-368-5948 or write:

Silver, Freedman & Taff, L.L.P. Registrar and Transfer Co.

3299 K Street, N.W,, Suite 100 10 Commerce Drive

Washington, D.C. 20007 Cranford, NJ 07016

1-(800) 368-5948
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