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OUR MISSION

10 be the best bank for our employees,
customers, investors and communities.

OUR VISION
At The Bank of the Pacific we work together to:

o QOur goal is to achieve and m‘aiﬁtafn a balanced grthh of loans and deposits while
maintaining top 10% national peer group financial performance.

o Consistently exceed all internal and external customer expectations by listening,
understanding and identifying their needs.

» Provide timely products-and - services through a cost effective delivery system while
maintaining customer value.expectations.

o Positively impact our community through our passion and commitment to be the
responsible corporate citizen that others model themselves after.

OUR VALUES

- We Care. _
We consistently demonstrate this through:

o Teamwork and open communication

o Integrity, honesty and respect for others

. Enthusiasm}and positive recognition

o Professionalism, initiative and innovation

e Accountability, focused action and timely follow-through

o Commitment to make our company a success




LETTER TO SHAREHOLDERS
My fellow shareholders:

2005 was another year of solid financial growth for Pacific Financial Corporation, and in particular
its subsidiary, Bank of the Pacific. Total assets increased by 10.8% to $489 million, and more
importantly, loans, which represent the earning engine for our company, increased by 15.5%. The
fuel for funding the loan growth was provided primarily from core deposit growth (up almost 12%)
which to our delight included non-interest bearing deposit growth of slightly more than 20%.

The Bank continued to execute various strategies that we believe will complement our long-term
growth objectives. Here are a few of them:

o Attherequest of several shareholders, we implemented a dividend reinvestment plan, effective
with the January cash dividend just paid. The plan enables shareholders to reinvest all or part
of their cash dividends in favor of purchasing additional shares of Pacific Financial Corporation
stock. Several shareholders took advantage of the opportunity. Please contact Sandra Clark at
360-537-4061 or Mellon Investor Services at 1-877-870-2422 if you are interested.

o We added $5,155,000 of Junior Subordinated Debentures to our balance sheet in the interest
of supporting additional growth. Funding of this nature, while debt, is treated as regulatory
capital, hence our capital ratios have been strengthened as a result of the debentures. We
continue to be “well capitalized” as defined under regulatory guidelines.

¢ During the first quarter of 2005, we consolidated data processing operations that had been
outsourced by Bank NorthWest prior to the merger. This was one of the original merger
synergies that could not be completed until this past year.

e We opened a new branch in Ferndale, and provided Lynden with a new stand-alone facility
that provides a much better physical presence. During the first quarter of 2006, we officially
opened our new Raymond location and plan to have our new Anacortes location open near
the end of the first quarter of 2006.

¢ Lastly, and perhaps most significantly, the bank officers and employees of former Bank
NorthWest, recommended adopting Bank of the Pacific’s name, which was accomplished
during the second quarter of 2005.

Earnings were up nearly 6%, but were burdened from the affect of a single impaired loan. The loan
has been contractually current and the prospect for future timely payments remains encouraging,
although not a certainty. Once we are able to establish reasonable assurances, interest paid will begin
to accrete toward earnings. For 2005 this would have increased interest income by $584,000 had the
loan not been impaired. Regardless, our employees went to work and not only overcame the lost
revenue, but increased net income by $339 thousand more than in 2004. Return on Tangible Equity
was again among the top 10% of banks nationally at 17.0%. In addition, shareholders enjoyed
another cash dividend increase for 2005.




Before I close, I would be remiss if I did not acknowledge the substantial effort put forth by our
employees that enabled the fine results we all enjoy as shareholders. From my own past experience,
1 can say with certainty that we have a common group of people who achieve uncommon results year
uponyear. Thisis clearly supported by our returns on tangible equity that place us among the top 10%
of banks nationally.

To you, as shareholders, many thanks for your ongoing commitment and support. Many of you are like
an extension of our business development team, as evidenced by the number of quality referrals we
receive each year. As always, please let us know if we can be of service to you or your family in any way.

Sincerely,
\ 5
/&Ogﬁ,{j

Dennis A Long
President & Chief Executive Officer




SELECTED FINANCIAL DATA

The following table sets forth certain selected consolidated financial data of the Company at and for the

years ended December 31:

Operations Data
Net interest income
Provision for credit losses
Noninterest income
Noninterest expense
Provision for income taxes
Net income
Net income per share:
Basic
Diluted
Dividends declared
Dividends declared per share
Dividends paid ratio

Performance Ratios
Interest rate spread

Net interest margin (2)
Efficiency ratio (3)
Return on average assets
Return on average equity

Balance Sheet Data
Total assets

Loans, net

Total deposits

Other borrowings
Shareholders’ equity
Book value per share (4)
Equity to assets ratio

Asset Quality Ratios

Nonperforming loans to total loans

Allowance for loan losses
to total loans

Allowance for loan losses
to nonperforming loans

Nonperforming assets to
total assets

2005 2004 2003 2002 2001
($ in thousands, except per share data)
$22,284 $19,520 $12,541 $11,788 $11,572
1,100 970 — 954 580
4,081 3,162 1,846 2,059 1,529
16,566 13,555 7,945 7,414 7,193
2,653 2,450 1,863 1,563 1,521
6,046 5,707 4,579 3,916 3,807
94 93(1) 91(1) 79(1) T7(1)
.92 91(1) 90(1) 78(1) .76(1)
4,719 4,624 3,530 3,392 3,289
73 72(1) 70(1) .68(1) .66(1)
78% 81% 77% 87% 86%
5.34% 5.37% 4.89% 5.18% 5.28%
5.25% 5.25% 4.75% 5.05% 5.16%
62.83% 59.76% 55.22% 53.54% 54.90%
1.31% 1.41% 1.61% 1.54% 1.55%
12.70% 14.21% 17.10% 15.81% 15.57%
$489,409 $441,791 $306,715 $268,534 $243,617
393,574 341,671 197,500 183,031 174,495
399,726 363,501 260,800 225,254 214,644
35,790 25,233 14,500 12,800 —
46,600 45,303 25,650 24,683 23,514
7.21 7.06(1) 5.09(1) 4.91(1) 4.72(1)
9.52% 10.25% 8.36% 9.19% 9.65%
1.67% 15% 27% 1.00% 1%
1.33% 1.23% 1.12% 1.33% 1.19%
79.64% 832.22% 411.40% 132.67% 168.18%
1.36% 12% .18% .69% S51%

(1) Retroactively adjusted for a two-for-one stock split effective April 4, 2005.
(2) Net interest income divided by average earning assets.
(3) Non-interest expense divided by the sum of net interest income and non-interest income.
(4) Shareholder equity divided by shares outstanding.
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McGladrey & Pullen

Certified Public Accountants
Report of Independeht Registered Public Accounting Firm

To the Board of Directors
Pacific Financial Corporation
Aberdeen, Washington

We have audited the consolidated balance sheets of Pacific Financial Corporation and
Subsidiary as of December 31, 2005, 2004 and 2003, and the related consolidated statements
of income, shareholders’ equity and cash flows for each of the three years in the period ended
December 31, 2005. 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 audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audits
provided a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Pacific Financial Corporation and Subsidiary as
of December 31, 2005, 2004 and 2003, and the results of their operations and their cash flows
for each of the three years in the period ended December 31, 2005, in conformity with U.S.
generally accepted accounting principles.




We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Pacific Financial Corporation and
Subsidiary internal control over financial reporting as of December 31, 2005, based on
criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) and our report dated
March 13, 2006, expressed an unqualified opinion on management’s assessment of the
effectiveness of Pacific Financial Corporation’s internal control over financial reporting and
an unqualified opinion on the effectiveness of Pacific Financial Corporation’s internal
control over financial reporting.

/?M//«,Z&m/ e~

Tacoma, Washington
March 13, 2006

McGladrey & Pullen, LLP is a member firm of RSM International —
an affiliation of separate and independent legal entities.




McGladrey & Pullen

Certified Public Accountants

|

Report of Independent Registered Public Accounting Firm

To the Board of Directors
Pacific Financial Corporation
Aberdeen, Washington

We have audited management’s assessment, included in the accompanying Internal Control
Assessment, that Pacific Financial Corporation and Subsidiary maintained effective
internal control over financial reporting as of December 31, 2005, based on criteria
established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO). Pacific Financial
Corporation and Subsidiary’s management is responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectiveness of internal control
over financial reporting. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effectiveness of the Company’s internal control over
financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the
audit to obtain reasonable assurance about whether effective internal control over financial
reporting was maintained in all material respects. Our audit included obtaining an
understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control,
and performing such other procedures as we considered necessary in the circumstances. We
believe that our audit provides a reasonable basis for our opinion.

A company’sinternal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles.
A company’s internal control over financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of
management and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that coyld have a material effect on the financial statements.




Because of its inherent limitations, internal control over financial reporting may not prevent
or detect misstatements. 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.

In our opinion, management’s assessment that Pacific Financial Corporation and
Subsidiary maintained effective internal control over financial reporting as of December 31,
2005, is fairly stated, in all material respects, based on criteria established in Internal
Control—Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO). Also in our opinion, Pacific Financial Corporation and
Subsidiary maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2005, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).

We have also audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated financial statements of Pacific Financial
Corporation and Subsidiary and our report dated March 13, 2006 expressed an unqualified
opinion.

%4%597//’@5&%/ te o

Tacoma, Washington
March 13, 2006

McGladrey & Putlen, LLP is a member firm of RSM international —
an affiliation of separate and independent legal entities.




PACIFIC FINAN CIAL CORPORATION AND SUBSIDIARY

Consblidated Balance Sheets
(Dollars in Thousands)

December 31, 2005 and 2004

2005 2004
Assets ;
Cash and due from banks $ 11,223 § 10,213
Interest bearing deposits in banks ! 283 5,460
Federal funds sold | — 6,034
Securities available for sale f 29,748 35,780
Securities held to maturity
(market value 2005—$6,502; and 2004—$7 ,312) 6,504 7,210
Federal Home Loan Bank stock atcost 1,858 1,850
Loans held for sale f 10,111 1,852
Loans ‘ 398,870 345,907
Allowance for credit losses T 5,296 4,236
Loans—net ? 393,574 341,671
Premises and equipment 10,085 6,833
Foreclosed real estate | 37 40
Accrued interest receivable 2,364 1,873
Cash surrender value of life insurance 9,394 9,037
Goodwill ! 11,282 11,282
Other intangible assets 745 887
Other assets ; : 2,201 1,769
Total assets $489,409  $441,791
Liabilities and Shareholders’ Equity
Liabilities
Deposits: ‘ ‘
Demand, non-interest bearing $ 86,264 $ 71,711
Savings and interest-bearing demand . 194,266 179,434
Time, interest-bearing 119,196 112,356
Total deposits ! 399,726 363,501
Accrued interest payable 547 385
Secured borrowings 2,150 3,733
Short-term borrowings ‘ 3,985 —
Long-term borrowings } 24,500 21,500
Junior subordinated debentures ‘; 5,155 —
Other liabilities | 6,746 7,369
Total liabilities f 442,809 396,488
Commitments and Contingencies i — —
Shareholders’ Equity
Common stock (par value $1); authorized: 25 000,000 shares; issued
and outstandmg 2005—6,464,536 shares 2004—6,421,396 shares 6,464 6,421
Additional pald -in capital 25,386 25,003
Retained earnings 15,073 13,746
Accumulated other comprehensive i income (loss) (323) 133
Total shareholders’ equity i 46,600 45,303
Total liabilities and shareholders’ equity $489,409  $441,791

See notes to consolidated financial statements.




PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY

Consolidated Statements of Income
(Dellars in Thousands, Except Per Share Amounts)

Years Ended December 31, 2005, 2004 and 2003

2005 2004 2603
Interest and Dividend Income
Loans $27,611  $21,850  $13,350
Federal funds sold and deposits in banks 344 44 118
Securities available for sale:
Taxable 933 1,318 1,570
Tax-exempt 446 526 484
Securities held to maturity:
Taxable 71 97 168
Tax-exempt 226 243 210
Federal Home Loan Bank stock dividends — 60 49
Total interest and dividend income 29,631 24,138 15,949
Interest Expense
Deposits 6,412 3,734 2,923
Short-term borrowings 4 97 —
Long-term borrowings 768 548 485
Secured borrowings 163 239 —
Total interest expense 7,347 4,618 3,408
Net interest income 22,284 19,520 12,541
Provision for Credit Losses 1,100 970 —
Net interest income after provision for credit losses 21,184 18,550 12,541
Non-Interest Income
Service charges on deposit accounts 1,470 1,297 1,027
Mortgage broker fees — 12 101
Income from and gains on sale of foreclosed real estate — 77 26
Net gains from sales of loans 1,809 1,026 34
Net gains on sales of securities available for sale 2 3 4
Earnings on bank owned life insurance 393 378 328
Other operating income 407 369 326
Total non-interest income 4,081 3,162 1,846
Non-Interest Expense
Salaries and employee benefits 10,073 8,134 4,764
Occupancy 1,035 763 433
Equipment 1,002 825 532
State taxes 348 306 69
Data processing 479 614 305
Professional services 302 307 137
Other 3,327 2,606 1,705
Total non-interest expense 16,566 13,555 7,945
Income before income taxes ' 8,699 8,157 6,442
Income Taxes 2,653 2,450 1,863
Net income $ 6046 $ 5707 $ 4,579
Earnings Per Share
Basic $ 094 $ 093 § 091
Diluted 0.92 0.91 0.90

See notes to consolidated financial statements.
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY

Consolidated Statements of Shareholders’ Equity

(Dollars in Thousands)

Years Ended December 31, 2005, 2004 and 2003

Balance at December 31, 2002
Comprehensive income:
Net income

Other comprehensive income, net of tax:

Change in fair value of securities
available for sale
Comprehensive income

Stock options exercised

Issuance of common stock

Cash dividends declared (30.68 per share)
Balance at December 31, 2003

Comprehensive income:
Net income

Other comprehensive income, net of tax:

Change in fair value of securities
available for sale

Comprehensive income
Stock options exercised
Issuance of common stock
Stock compensation expense
Cash dividends declared ($0.72 per share)
Tax benefit from exercise of stock options

Balance at December 31, 2004

Comprehensive income:
Net income

Other comprehensive income, net of tax:

Change in fair value of securities
available for sale

Comprehensive income
Stock options exercised
Issuance of common stock
Stock compensation expense
Cash dividends declared ($0.73 per share)
Tax benefit from exercise of stock options

Balance at December 31, 2005

Sﬁares of

Accumulated

Additional Other
Common Common Paid-in Retained  Comprehensive

Stock Stock Capital Earnings  Income (Loss) Total
5,025,318  $5,025 $ 7,327 511,614 $ 7117 $24,683
_ _ — 457 — 4,579
— — — — (257) (257)
‘ 4,322
17,700 18 156 — — 174
60 — 1 — — 1
— — —  (3,530) — (3,530)
5,043,078 5,043 7,484 12,663 460 25,650
— — — 5,707 —_ 5,707
— — — — (327) (327)
‘ 5,380
106,414 106 676 — — 782
1,271,904 1,272 16,641 — — 17,913
— — 60 — — 60
— — — (4,624) — (4,624)
Po— —_ 142 — — 142
6,421,396 6,421 25,003 13,746 133 45,303
— — — 6,046 — 6,046
— — — — (456) (456)
_ _ — — — 5,590
42,620 43 362 — — 405
. 520 — — — — —
— — 12 — — 12
— — — (4,719) — (4,719)
— — 9 — — 9
6,464,536 $6,464 $25,386 $15,073 $(323) $46,600

See notes to consolidated financial statements.
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY

Consolidated Statements of Cash Flows
{Dollars in Thousands)

Years Ended December 31, 2005, 2004 and 2003

2005 2004 2003

Cash Flows from Operating Activities
Net income $ 6,046 $ 5707 § 4,579
Adjustments to reconcile net income to net cash provided
by (used in) operating activities:

Depreciation and amortization 1,127 655 404
Provision for credit losses 1,100 970 —
Deferred income tax (benefit) (24) 97) (144)
Originations of loans held for sale (117,364)  (66,639) —
Proceeds from sales of loans held for sale 110,914 66,550 286
Gains on sales of loans (1,809)  (1,026) (34)
FHLB Stock dividends received — (60) (49)
Gains on sale of securities available for sale 2) 3) 4)
Gains on sales of foreclosed real estate — (71 (10)
Loss on sale of premises and equipment 8 35 11
Earnings on bank owned life insurance (393) (378) (328)
(Increase) decrease in accrued interest receivable (491) (192) 218
Increase (decrease) in accrued interest payable 162 81 (84)
Write-down of foreclosed real estate 3 — 173
Other—net (291) 524 (49)
Net cash provided by (used in) operating activities (1,014) 6,056 4,969
Cash Flows from Investing Activities
Net (increase) decrease in interest bearing deposits in banks 5177 10,124 (15,019)
Net (increase) decrease in federal funds sold 6,034 (1,034)  (5,000)
Activity in securities available for sale: :
Sales 3,645 19,055 2,994
Maturities, prepayments and calls 7,944 9,651 12,343
Purchases (6,394)  (3,090) (21,275)
Activity in securities held to maturity:
Maturities 691 1,910 3,919
Purchases — (1,169)  (1,654)
Purchase of Investment in PFC Statutory Trust I (155) — —
Proceeds from sales of SBA loan pools 3,405 5,735 2,006
Increase in loans made to customers, net of principal collections (56,633) (42,313) (16,709)
Purchases of premises and equipment 4,377y  (2,379) (511)
Proceeds from sales of premises and equipment 124 — 2
Additions to foreclosed real estate — — (21)
Proceeds from sales of foreclosed real estate — 478 734
Purchase of bank owned life insurance — (2,500) —
Cash paid for acquisition, net of cash acquired — 3,146 —

(38,191)

Net cash used in investing activities (40,539) (2,386)

(continued)

See notes to consolidated financial statements.
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PACIFIC FINANCIA;L CORPORATION AND SUBSIDIARY

Consolidated Statements of Cash Flows (concluded)

(Dollars in Thousands)

Years Ended Qecember 31, 2005, 2004 and 2003

Cash Flows from Financing Activities
Net increase in deposits ‘
Net increase (decrease) in short-term borrowings
Net increase (decrease) in secured borrowings
Proceeds from issuance of long-term borrowings
Repayments of long-term borrowings
Proceeds from junior subordinated debentures
Common stock issued
Cash dividends paid
Net cash provided by (used in) financing activities

Net change in cash and due from banks
Cash and Due from Banks

Beginning of year

End of year

Supplemental Disclosures of Cash Flow Infdrmation
Interest paid ‘
Income taxes paid

Supplemental Disclosures of Non-Cash Investing Activities
Fair value adjustment of securities available for sale, net of tax
Transfer of loans to foreclosed real estate :
Financed sales of foreclosed real estate
Common stock issued upon business combination

i

See notes to consolidated financial statements.

i
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2005 2004 2003
$36,225 $ 14,611  $35,546
3,985  (25,333)  (1,800)
(1,583) 3,733 —
8,000 9,000 3,500
(5,000)  (2,000) —
5,155 — —
405 782 175
(4,624)  (35530)  (3,392)
42,563  (2,737) 34,029
1,010 933 807
10,213 9280 8,473
$11,223 $10213 § 9,280
$ 7,185 $ 4,467 § 3492
3,020 2,113 2,087
$ (456) $ (327) $ (257)
— 349 1,127

— — 839

— 17913 —




PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies

Principles of Consolidation

The consolidated financial statements include the accounts of Pacific Financial Corporation (the Company),
and its wholly owned subsidiary, The Bank of the Pacific (the Bank). The Company has another wholly owned
subsidiary, PFC Statutory Trust I {the Trust), which does not meet the criteria for consolidation. All significant
intercompany transactions and balances have been eliminated.

Nature of Operations

The Company is a holding company which operates primarily through its subsidiary bank. The Bank operates
sixteen branches located in Grays Harbor, Pacific, Whatcom and Wahkiakum Counties in western Washington
and a loan production office in Clatsop County Oregon. The Bank provides loan and deposit services to
customers, who are predominately small- and middle-market businesses and middle-income individuals in
western Washington and Oregon, The Trust was formed in 2005 to issue §5,000,000in trust preferred securities.

Consolidated Financial Statement Presentation

The consolidated financial statements have been prepared in accordance with accounting principles generally
accepted in the United States of America and practices within the banking industry. The preparation of
consolidated financial statements requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities, and the disclosure of contingent assets and liabilities, as of the date
of the balance sheet, and the reported amounts of revenues and expenses during the reporting period. Actual
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 credit losses and the valuation of
deferred tax assets.

Certain prior year amounts have been reclassified, with no change to net income or shareholders’ equity, to
conform to the 2005 presentation. All dollar amounts, except per share information, are stated in thousands.

Securities Available for Sale

Securities available for sale consist of debt securities, marketable equity securities and mutual funds that the
Company intends 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. Unrealized gains and losses, net of
the related deferred tax effect, are reported as a net amount in a separate component of shareholders’ equity
entitled “accumulated other comprehensive income (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 in interest income over the period to maturity. For
mortgage-backed securities, actual maturity may differ from contractual maturity due to principal payments
and amortization of premiums and accretion of discounts may vary due to prepayment speed assumptions.

Securities Held to Maturity

Debt securities for which the Company has the positive intent and ability to hold to maturity are reported
at cost, adjusted for amortization of premiums and accretion of discounts, which are recognized in interest
income over the period to maturity.

14
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies (Continued)

Declines in the fair value of individual securities held to maturity and available for sale below their cost that
are other than temporary result in write-downs of the individual securities to their fair value. Such write-downs
are included in earnings as realized losses.

Federal Home Loan Bank Stock

The Company, as a member of the Federal Home Loan Bank (FHLB) system, is required to maintain an
investment in capital stock of the FHLB in an amount equal to the greater of 1% of its outstanding home loans
or 5% of advances from the FHLB.

The recorded amount of FHLB stock equals its fair value because the shares can only be redeemed by the
FHLB at the $100 per share par value.

Loans Held for Sale

Mortgage loans originated for sale in the foreseeable future in the secondary market are carried at the lower
of aggregate cost or estimated market value. Gains and losses on sales of loans are recognized at settlement
date and are determined by the difference between the sales proceeds and the carrying value of the loans. All
sales are made without recourse. Net unrealized losses are recognized through a valuation allowance
established by charges to income. ‘

|

Loans Receivable

Loansreceivable that management has the intent and ability to hold for the foreseeable future or until maturity
or pay-off are reported at their outstanding principal balances adjusted for any charge-offs, the allowance for
credit losses, and any deferred fees or costs on originated loans, and unamortized premiums or discounts on
purchased loans. Loan fees and certain direct loan origination costs are deferred, and the net fee or cost is
recognized as an adjustment to interest income using the interest method.

Because some loans may not be repaid in full, an allowance for credit losses is recorded. An allowance for credit
losses is a valuation allowance for probable incurred credit losses. The allowance for credit losses is increased
by a provision for credit losses charged to expense and decreased by charge-offs (net of recoveries). The
allowance is based on ongoing, quarterly assessments of the probable and estimable losses inherent in the loan
portfolio. The Company’s methodology for assessing the appropriateness of the allowance consists of several
key elements, which include the formula allowance and specific allowances.

The formula portion of the general credit loss allowance is established by applying a loss percentage factor to
the different loan types. The allowances are provided based on Management’s continuing evaluation of the
pertinent factors underlying the quality of the loan portfolio, including changes in the size and composition of
the loan portfolio, actual loan loss experience, current economic conditions, geographic concentrations,
seasoning of the loan portfolio, specific industry concentrations, and the duration of the current business cycle.
The recovery of the carrying value of loans is susceptible to future market conditions beyond the Company’s
control, which may result in losses or recoveries differing from those provided. Specific allowances are
established in cases where Management has identified significant conditions or circumstances related to a loan
that Management believes indicate the probability that a loss has been incurred. Impaired loans consist of loans
receivable thatare not expected to be repaid in accordance with their contractual terms and are measured using
the fair value of collateral. Smaller balance loans are excluded from this analysis.
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies (Continued)

Interest income on loans is accrued over the term of the loans based upon the principal outstanding. The
accrual of interest on loans is discontinued when, in Management’s opinion, the borrower may be unable to
meet payments as they come due. When interest accrual is discontinued, all unpaid accrued interest is reversed.
Interest income is subsequently recognized only to the extent that cash payments are received until, in
Management’ judgment, the borrower has the ability to make contractual interest and principal payments, in
which case the loan is returned to accrual status.

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation, which is computed on the straight-
line method over the estimated useful lives of the assets. Asset lives range from 3 to 39 years. Leasehold
improvements are amortized over the terms of the respective leases or the estimated useful lives of the
improvements, whichever is less. Gains or losses on dispositions are reflected in earnings.

Foreclosed Real Estate

Real estate properties acquired through, or in lieu of, foreclosure are to be sold and are initially recorded at
the lower of cost or fair value of the properties less estimated costs of disposal. Any write-down to fair value
at the time of transfer to other real estate owned is charged to the allowance for credit losses. Properties are
evaluated regularly to ensure that the recorded amounts are supported by their current fair values, and that
valuation allowances to reduce the carrying amounts to fair value less estimated costs to dispose are recorded
as necessary. Any subsequent reductions in carrying values, and revenue and expense from the operations of
properties, are charged to operations.

Goodwill and other intangible assets

Goodwill is initially recorded when the purchase price paid for an acquisition exceeds the estimated fair value
of the net identified tangible and intangible assets acquired. Goodwill is presumed to have an indefinite useful
life and is tested, at least annually or more frequently if indicators of potential impairment exist, for
impairment. Our impairment review process compares the fair value of the Bank to its carrying value. If the
fair value exceeds the carrying value, goodwill is not considered impaired and no additional analysis is
necessary. As of December 31,2005, there have been no events or changes in circumstances that would indicate
a potential impairment. Other intangibie assets consisting of core deposit intangibles are amortized to non-
interest expense using a straight line method over seven years. Net unamortized core deposit intangible totaled
$745,000 at December 31,2005. Amortization expense related to core depositintangible during the year ended
December 31, 2005 totaled $142,000. Amortization expense for the core deposit intangible is estimated to be
$142,000 for each of the five succeeding years.

Impairment of long-lived assets

Management periodically reviews the carrying value of its long-lived assets to determine if an impairment has
occurred or whether changes in circumstances have occurred that would require a revision to the remaining
useful life. In making such determination, management evaluates the performance, on an undiscounted basis,
of the underlying operations or assets which give rise to such amount.
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accountiné Policies (Continued)

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
Bank, (2) the transferee obtains the right (free of conditions that constrain it from taking advantage of that
right) to pledge or exchange the transferred assets, and (3) the Bank does not maintain effective control over
the transferred assets through an agreement to repurchase them before their maturity.

Income Taxes 1

Deferred tax assets and liabilities result from differences between the financial statement carrying amounts and
the tax bases of assets and liabilities, and 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. Deferred tax assets
are reduced by a valuation allowance when management determines that it is more likely than not that some
portion or all of the deferred tax assets will not be realized. As changes in tax laws or rates are enacted, deferred
tax assets and liabilities are adjusted through the provision for income taxes.

The Company files a consolidated federal income tax return. The Bank provides for income taxes separately
and remits to the Company amounts currently due in accordance with a Tax Allocation Agreement between
the Company and the Bank. '

Stock-Based Compensation !
AtDecember 31, 2005, the Company has three stock-based employee compensation plans, which are described
more fully in Note 14. The Company accounts for those plans under the recognition and measurement
principles of APB No. 25, Accounting for Stock Issued to Employees, and related interpretations. Accordingly,
no stock-based compensation cost is reflected in net income, as all options granted under those plans had an
exercise price equal to the market value of the underlying common stock on the date of grant. See recent
accounting pronouncements section which discusses future impacts of new accounting guidance. In July 2005,
the Board of Directors approved the accelerated vesting of out of the money options previously awarded in light
of new accounting regulations that will take effect in the Company’s next fiscal year. As a result of the vesting
acceleration, options to purchase 257,600 shares of Company common stock became exercisable immediately.
All of these stock options were considered out of the money since the option’s exercise price was greater than
the current market value of the stock. Stock-based compensation illustrated in the table below increased by
approximately $365,000 as a result of the vesting acceleration.
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PACIFIC FINANCIAL CORPORATION AND SUBSIDIARY
Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies {Continued)

The following illustrates the effect on net income and earnings per share if the Company had applied the fair
value recognition provisions of SFAS No. 123, Accounting for Stock-Based Compensation, to stock-based
compensation awards for the effects of all options granted on or after January 1, 1995 for the years ended

December 31: : 2005 2004 2003
Net income, as reported $6,046  $5,707 $4,579
Add stock compensation expensed 12 36 —
Less total stock-based compensation expense determined under fair value
method for all qualifying awards, net of tax 586 157 86
Pro forma net income $5,472  $5,586 $4,493
Earnings Per Share
Basic:
As reported $094 $093 $ 091
Pro forma 0.85 0.91 0.90
Diluted:
As reported 0.92 0.91 0.90
Pro forma 0.84 0.89 0.88

Fair Values of Financial Instruments
The following methods and assumptions were used by the Company in estimating the fair values of financial
instruments disclosed in these consolidated financial statements:
Cash, Interest Bearing Deposits at Other Financial Institutions, and Federal Funds Sold
The carrying amounts of cash, interest bearing deposits at other financial institutions, and federal funds
sold approximate their fair value.
Securities Available for Sale and Held to Maturity

Fair values for securities are based on quoted market prices.

Federal Home Loan Bank Stock

The carrying value of Federal Home Loan Bank stock approximates its fair value.

Investment in PFC Statutory Trust I

The carrying value of the Investment in PFC Statutory Trust I approximates its fair value.

Loans

For variable rate loans that reprice frequently and have no significant change in credit risk, fair values are
based on carrying values. Fair values for fixed rate loans are estimated using discounted cash flow analysis,
using interest rates currently being offered for loans with similar terms to borrowers of similar credit quality.
Fair values of loans held for sale are based on their estimated market prices. Fair values for impaired loans
are estimated using discounted cash flow analyses or underlying collateral values, where applicable.
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PACIFIC FINANCIA:L CORPORATION AND SUBSIDIARY
Notes to Coﬁsolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies (Continued)

Deposit Liabilities

The fair value of deposits with no stated maturity date is included at the amount payable on demand. Fair
values for fixed rate certificates of deposit are estimated using a discounted cash flow calculation based
on interest rates currently offered on similar certificates.

Secured borrowings

For variable rate secured borrowings th@t reprice frequently and have no significant change in credit risk,
fair values are based on carrying values.

Short-Term Borrowings

The carrying amounts of short-term borrowings approximate their fair values.

Long-Term Borrowings and Junior Subordinated Debentures

The fairvalues of the Company’slong-term borrowings and junior subordinated debentures are estimated
using discounted cash flow analyses based on the Company’s incremental borrowing rates for similar types
of borrowing arrangements.

Accrued Interest Receivable and Payable

The carrying amounts of accrued interest receivable and payable approximate their fair values.

Off-Balance-Sheet Instruments

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

Cash Equivalents and Cash Flows \

The Company considers all amounts included in the balance sheet caption “Cash and due from banks” to be
cash equivalents. Cash flows from loans, interest bearing deposits in banks, federal funds sold, short-term
borrowings, secured borrowings and deposits.are reported net.

The Company maintains balances in depository institution accounts which, at times, may exceed federally
insured limits. The Company has not experienced any losses in such accounts.

Earnings Per Share

Basic earnings per share excludes dilution and is computed by dividing net income by the weighted average
number of common shares outstanding. Diluted earnings per share reflect the potential dilution that could
occur if common shares were issued pursuant to the exercise of options under the Company’s stock option
plans. Stock options excluded from the calculation of diluted earnings per share because they are antxdxlutwe
represented 272,600, 103,600 and 20,000 in 2005, 2004 and 2003, respectively. /
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Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 1—Summary of Significant Accounting Policies (Concluded)

Comprehensive Income

Accounting principles generally require that recognized revenue, expenses, gains and losses be included in net
income. Certain changes in assets and liabilities, such as unrealized gains and losses on securities available for
sale, are reported as a separate component of the equity section of the consolidated balance sheets, such items,
along with net income, are components of comprehensive income. Gains and losses on securities available for
sale are reclassified to net income as the gains or losses are realized upon sale of the securities. Other-than-
temporary impairment charges are reclassified to net incorme at the time of the charge.

Recent Accounting Pronouncements

In May 2005, FASB issued SFAS No. 154, Accounting Changes for Error Corrections (SFAS No. 154). SFAS
No. 154 provides guidance on the accounting for and reporting of accounting changes and error corrections.
It established, uniess impracticable, retrospective application as the required method for reporting a change
in accounting principle in the absence of explicit transaction requirements specific to the newly adopted
accounting principle. SFAS No. 154 is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005. The adoption of SFAS No. 154 is not expected to have a material
impact on the Company’s consolidated financial statements.

On December 16,2004, the FASB issued SFAS No. 123R, “Share-Based Payment”, a revision of SFAS No. 123.
SFAS No. 123R will require the Company to, among other things, measure all employee stock-based
compensation awards using a fair value method and record such expense in the Company’s consolidated
financial statements. The provisions of SFAS 123R are effective no later than the beginning of the first interim
or annual reporting period that begins after June 15, 2005. The Company will adopt the new requirements
using the modified prospective transition method. The adoption of SFAS 123R will increase the Company’s
future compensation expense for unvested awards outstanding as of December 31, 2005 by the following
estimated amounts:

Estimated Additional
Compensation Expense

Year ended December 31, (in thousands)
2006 C s
2007 13
2008 2
2009 1

$37

Note 2—Restricted Assets

Federal Reserve Board regulations require that the Bank maintain certain minimum reserve balances in
cash on hand and on deposit with the Federal Reserve Bank, based on a percentage of deposits. The
average amount of such balances for the years ended December 31, 2005 and 2004 were approximately $765
and $675, respectively. :
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Notes to Corisolidated Financial Statements
December 31, 2005 and 2004

Note 3—Securities

Investment securities have been classified according to management’s intent. The amortized cost of securities
and their approximate fair value are as follows:

Gross Gross
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
Securities Available for Sale
December 31, 2005 ‘
U.S. Government agency securities : $ 4,445 $ 23 $ 98 $ 4,370
Obligations of states and political subdivisions 12,251 104 183 12,172
Mortgage-backed securities 8,432 -5 180 8,257
Corporate bonds ; 2,071 7 54 2,024
Mutual funds } 3,039 — 114 2,925
; $30,238 $139 $629 $29,748
December 31, 2004 |
U.S. Government agency securities : $ 4,567 $ 42 $ 65 $ 4,544
Obligations of states and political subdivisions 12,632 346 36 12,942
Mortgage-backed securities l 10,270 64 100 10,234
Corporate bonds 4,096 59 7 4,148
Mutual funds ‘ 4,014 — 102 3,912
i $35,579 $511 $310 $35,780
Securities Held to Maturity
December 31, 2005 ‘
State and municipal securities 3 $ 5,315 $ 46 $42  §5319
Mortgage-backed securities 1,189 — 6 1,183
$ 6,504 $ 46 $ 48 $ 6,502
December 31, 2004
State and municipal securities ; $ 5,496 $ 84 $ 13 $ 5,567
Mortgage-backed securities ‘ 1,714 31 — 1,745
$ 7,210 $115 $ 13 $ 7,312
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Notes to Consolidated Financial Statements
December 31, 2005 and 2004

Note 3—Securities (Continued)

Unrealized losses and fair value, aggregated by investment category and length of time that individual securities
have been in continuous unrealized loss position, as of December 31, 2005 and 2004 are summarized as follows:

Less than 12 More than 12
Months Months
Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss
December 31, 2005
Available for Sale
U.S. Government agency securities $§ 999 $ 1 $3032 $97 §$4031 ¢ 98
Obligations of states and political subdivisions 3,764 154 1,273 29 5,037 183
Mortgage-backed securities 4,125 59 3,635 121 7,760 180
Corporate bonds 554 15 961 39 1,515 54
Mutual funds — — 2,925 114 2,925 114
Total $ 9,442 $229 $11,826 $400 $21,268 $629
Held to Maturity
State and municipal securities $1443 $24 § 945 $18 §$ 2388 §$ 42
Mortgage-backed securities 1,183 6 — — 1,183 6
Total $2626 $30 $ 945 $18 $3571 § 48
December 31, 2004
Available for Sale
U.S. Government agency securities $4081 $§65 $§ — $— §$408 §$65
Obligations of states and political subdivisions 1,952 20 1,104 16 3,056 36
Mortgage-backed securities 3,808 23 1,390 77 5,198 100
Corporate bonds 993 7 — — 993 7
Mutual funds 3,912 102 — — 3,912 102
Total $14,746 $217 $ 2,494 $ 93 $17,240 $310
Held to Maturity
State and municipal securities $ 338 $ 6 § 38 $ 7 § 721 $13

For all the above investment securities, the unrealized losses are generally due to changes in interest rates and,
as such, are considered to be temporary by the Company. The Company has evaluated the securities shown
above and anticipates full recovery of amortized cost with respect to these securities at maturity or sooner in
the event of a more favorable market interest rate environment. The Company regularly reviews its investment
portfolio to determine whether any of its securities are other than temporarily impaired. In addition to
accounting and regulatory guidance, in determining whether a security is other than temporarily impaired, the
Company considers duration and amount of each unrealized loss, the financial condition of the issuer, and the
prospects for a change in market value and net asset value within a reasonable period of time. Additionally,
the contractual cash flows of mortgage-backed securities are quaranteed by an agency of the U.S. Government.

The contractual maturities of investment securities held to maturity and available for sale at December 31, 2005
are shown below. Investment in mortgage-backed securities are shown separately as maturities may differ from
contractual maturities because borrowers have the right to call or prepay obligations, with or without call or
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Note 3—Securities (Concluded)

December 31, 2005 and 2004

prepayment penalties. Investments in mutual funds are shown separately due to the short-term nature of the

investments and because mutual funds do not have a stated maturity date.

Held to Maturity

Available for Sale

Amortized Fair Amortized Fair

Cost Value Cost Value
Due in one year or less $ — $ — $2638 $ 2660
Due from one year to five years 3,060 3,038 8,488 8,336
Due from five to ten years 855 854 4,358 4,377
Due after ten years 1,400 1,427 3,283 3,193
Mortgage-backed securities 1,189 1,183 8,432 8,257
Mutual funds — — 3,039 2,925
Total $6,504 $6,502  $30,238  $29,748

Gross gains realized on sales of securities wére $65, $30 and $9 and gross losses realized were $63, $27 and $5
in 2005, 2004, and 2003, respectively. ‘

Securities carried at approximately $27,483 at December 31, 2005 and $27,374 at December 31, 2004 were
pledged to secure public deposits, borrowings at the Federal Home Loan Bank of Seattle, for other purposes

required or permitted by law.

Note 4—Loans

Loans (including loans held for sale) at December 31 consist of the following:

t

i 2005 2004
Commercial and agricultural | $124,536  $111,050
Real estate:
Construction 87,621 49,347
Residential 1-4 family 50,546 43,183
Multi-family 5,229 9,156
Commercial 117,645 112,743
Farmland 12,083 10,929
Consumer 11,808 11,632
409,468 348,040
Less unearned income {487) (281)
$408,981 $347,759
Changes in the allowance for credit losses for the years ended December 31 are as follows:
2005 2004 2003
Balance at beginning of year $4,236  $2,238 $2,473
BNW Bancorp, Inc. acquisition —_ 1,172 —
Provision for credit losses 1,100 970 —
Charge-offs (65) (275) (265)
Recoveries - 25 131 30
Net charge-offs ‘ (40)  (144)  (235)
Balance at end of year $5,296 $4,236  $2,238
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Note 4—Loans (Concluded)

Following is a summary of information pertaining to impaired loans:

2005 2004 2003

December 31

Impaired loans without a valuation allowance $1,733  $470 § 342

Impaired loans with a valuation allowance 4,917 — 123

Total impaired loans $6,650 $470 $ 465

Valuation allowance related to impaired loans $ 924 $— § 23
Years Ended December 31

Average investment in impaired loans $6,925  $255  $1,412

Interest income recognized on a cash basis on impaired loans 569 16 12

At December 31, 2005, there were no commitments to lend additional funds to borrowers whose loans have
been modified. Loans 90 days and over past due and still accruing interest at December 31, 2005 and 2004 were
$82 and $0.

Certain related parties of the Company, principally directors and their affiliates, were loan customers of the
Bank in the ordinary course of business during 2005 and 2004. Total loans outstanding at December 31, 2005
and 2004 to key officers and dir