












Summary of Selected Financial Data

Years ended December 31, 2008 2007 2006 
(In thousands, except per share data) 

INCOME STATEMENT DATA:    
Net interest income  $    12,148   $   11,333  $       9,830  
Provision for loan and lease losses          4,372             530              325  
Other income (loss)         (1,056)        849               628  
Other expense          9,194          8,934           7,822  
  Income (loss) before income taxes         (2,474)         2,718           2,311  
Income tax (benefit) expense            (706)            718              701  

  Net income (loss)  $     (1,768)  $     2,000  $       1,610  

  
BALANCE SHEET DATA (PERIOD END):   
Total assets  $  487,339   $ 457,710  $    409,263 
Loans and leases (net)      376,154      339,691        271,297 
Deposits      359,069      322,002        315,999 
Stockholders' equity        20,947        22,359          20,250 

  
PER SHARE DATA:    
Basic earnings (loss)  $       (0.56)  $       0.63  $          0.51 
Diluted earnings (loss)           (0.56)           0.63              0.51 
Book value per common share            6.60            7.09              6.44 
Weighted average number common shares:   
  Basic           3,171          3,154            3,138 
  Diluted          3,171          3,174            3,164 

  
SELECTED RATIOS:    
Return on average assets        (0.36)% 0.46%        0.42%
Return on average common shareholders'  
   equity        (8.23)% 9.58% 8.46%
Efficiency ratio       71.53% 73.45% 74.80%
Allowance for loan and lease losses to total loans 
   at end of period         1.62% 0.97% 1.14%
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEETS 

DECEMBER 31, 2008 AND 2007 
(Dollars in thousands, except per share amounts) 

               2008              2007 
ASSETS   

  
Cash and due from banks $           1,585 $           1,543 
Interest bearing deposits with banks                 201                 201 
     Cash and cash equivalents              1,786              1,744 
Trading securities                   -              2,999 
Securities available for sale, at fair value            60,040            71,168 
Securities held to maturity (fair value 2008: $36,028; 2007: $29,733)            36,461            30,322 
Loans and leases receivable, net of allowance for loan and 
   lease losses 2008 $6,179; 2007 $3,310 

  
         376,154 

  
         339,691 

Premises and equipment, net              2,723              2,724 
Bank owned life insurance              4,714              4,538 
Accrued interest receivable and other assets              5,461               4,524  
          Total assets $       487,339 $       457,710 

LIABILITIES AND STOCKHOLDERS’ EQUITY  
  

Liabilities: 
   Deposits: 
     Demand, non-interest bearing $         11,733 $           9,821 
     Interest bearing          347,336          312,181 
          Total deposits          359,069          322,002 
Short-term borrowings             15,991            29,454 
Long-term borrowings             80,000            71,063 
Subordinated debt            10,310            10,310 
Accrued interest payable and other liabilities              1,022              2,522 
          Total liabilities          466,392          435,351 

Stockholders’ equity: 
   Preferred stock, par value $1.00 per share, authorized 1,000,000 

shares; no shares issued and outstanding 
                    -                     -

   Common stock, par value $1.00 per share; authorized 
     10,000,000 shares; issued and outstanding: 2008 
     3,174,877 shares; 2007 3,162,669 shares              3,175              3,163 
   Surplus            16,185            16,121 
   Retained earnings               1,570              3,653 
   Accumulated other comprehensive income (loss)                   17                (578) 
          Total stockholders’ equity            20,947            22,359 
          Total liabilities and stockholders’ equity $       487,339 $       457,710 

See Notes to Consolidated Financial Statements. 



3

STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF OPERATIONS 
YEARS ENDED DECEMBER 31, 2008, 2007 AND 2006 

(Dollars in thousands, except per share amounts) 

                    2008                    2007                      2006 
Interest income:    
     Loans and leases receivable, including fees $           24,367 $           23,831 $           19,859 
     Securities, taxable 4,572 5,099 4,560 
     Securities, tax-exempt 583 591 155 
     Trading account securities - 368 - 
     Other  5  41 391 
          Total interest income 29,527 29,930 24,965 

  
Interest expense:   
     Deposits 12,728 14,579 12,246 
     Borrowings 3,999 3,366 2,237 
     Subordinated debt 652 652 652 
          Total interest expense 17,379 18,597 15,135 

  
          Net interest income 12,148 11,333 9,830 

  
Provision for loan and lease losses 4,372  530  325 

  
          Net interest income after provision for loan losses 7,776 10,803  9,505 

  
Other income:   
     Customer service fees 130 119  94 
     Mortgage fee income 60 97 182 
     Bank owned life insurance 176 168 158 
     Trading account gains  - 35 - 
     Gains on sales of available for sale securities 186 18 - 
     Loss on redemption of available for sale equity security                     (741) - - 
     Impairment charge on held to maturity securities                  (1,207) -                        - 
     Other 340 412 194 
         Total other income (loss)                  (1,056)   849   628 

  
Other expenses:   
     Salaries and employee benefits 5,464 5,445 4,673 
     Occupancy 592 452 405 
     Equipment and data processing 520 460 497 
     Advertising  141  166  153 
     Professional fees 540 432 642 
     FDIC insurance 269 237 35 
     Other 1,668 1,742 1,417 
          Total other expenses 9,194 8,934 7,822 

  
          Income (loss) before income taxes                 (2,474)  2,718  2,311 

  
Income tax (benefit) expense                     (706) 718 701 

  
          Net income (loss) $              (1,768) $             2,000 $             1,610 

  
Basic net (loss) income per common share $                (0.56) $               0.63 $               0.51 
Diluted net (loss) income per common share $                (0.56) $               0.63 $               0.51 

See Notes to Consolidated Financial Statements. 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY 

YEARS ENDED DECEMBER 31, 2008, 2007 AND 2006 
(Dollars in thousands, except per share amounts) 

Preferred 
Stock 

Common Stock  
     Shares        Par Value Surplus 

Retained 
Earnings 

Accumulated 
Other 

Comprehensive 
Income (Loss)               Total 

Balance, January 1, 2006  $            - 2,485,369 $     2,485 $   16,530 $              687 $             (1,539) $     18,163 
Comprehensive income:       
  Net income - - -               -            1,610 -             1,610 
  Change in unrealized losses on  
     securities, net of reclassification 
     adjustment and tax effects - - - - - 291            291 
Total comprehensive income               - - -               - - -          1,901 
Exercise of stock options  - 23,750 24           113 - - 137 
Tax benefit on exercise of stock 

options - - -               1 - - 1 
Stock award to directors - 5,328 5             42 - - 47 
Stock compensation expense - - -               1 - - 1 
5-for-4 stock split effected in the form 

of a 25% stock dividend - 628,584 629          (629) - - 
                                                

- 

Balance, December 31, 2006            - 3,143,031      3,143 
      

16,058         2,297                (1,248)        20,250 
Cumulative effect of a change in 

accounting principle upon the 
adoption of SFAS 157 and SFAS 
159  - - - - (329) 303                 (26) 

Comprehensive income:        
  Net income - - - - 2,000           2,000 
  Change in unrealized losses on  
     securities, net of reclassification 
     adjustment and tax effects - - - - - 367               367 
Total comprehensive income - - - - - -          2,367 
Stock award to directors - 8,888 9 55 - - 64 
Restricted stock awards - 10,750 11            (11) - - - 
Recognition of restricted stock  

expense - - - 15 - - 15 
Stock option expense - - - 4 - - 4 
Common stock dividend declared 

($0.10 per share) - - - -                (315) -               (315) 

Balance, December 31, 2007            - 3,162,669      3,163     16,121       3,653                  (578)       22,359 
Comprehensive loss:        
  Net loss - - - -             (1,768) -            (1,768) 
  Change in unrealized gains (losses) 
     on securities, net of 
     reclassification adjustment and tax 
     effects - - - - - 595                  595 
Total comprehensive loss - - - - - -             (1,173) 
Shares issued in connection with 

stock offering, net - 11,826 12  23 - - 35 
Stock award to directors - 1,882 2 14 - - 16 
Restricted stock awards - 6,000 6             (6) - - - 
Restricted stock forfeitures -       (7,500)            (8)          (4) - -                 (12) 
Recognition of restricted stock  

expense - - - 32 - - 32 
Stock option expense - - - 5 - - 5 
Common stock dividend declared 

($0.10 per share) - - - - (315) - (315) 

Balance, December 31, 2008 $           - 3,174,877 $     3,175 $   16,185 $      1,570 $                  17 $        20,947 

See Notes to Consolidated Financial Statements. 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF CASH FLOWS 
YEARS ENDED DECEMBER 31, 2008, 2007 AND 2006 

(Dollars in thousands)

2008 2007                      2006 
CASH FLOWS FROM OPERATING ACTIVITIES    
   Net income (loss) $              (1,768) $              2,000 $              1,610 
   Adjustments to reconcile net income (loss) to net cash provided by operating 

activities: 
  

     Provision for loan and lease losses 4,372 530 325 
     Provision for (recovery of) off-balance sheet credit exposure                      (97) 210 - 
     Stock compensation 25 19 1 
     Deferred tax expense (benefit)                 (1,140) 36                      (185) 
     Issuance of stock to directors 16 64 47 
     Provision for depreciation and amortization 567 502 459 
     Net realized gains on sales of securities                    (186)                      (18)    - 
     Loss on redemption of equity security 741 - - 
     Impairment charge on held to maturity securities 1,207 - - 
     Net amortization (accretion) of securities premiums and discounts                    (141)                    (259)  18 
     Amortization of premiums on purchased loans 273 224 397 
     Net change in trading securities 2,999 9,534 - 
     Increase in accrued interest receivable and other assets                    (171)                    (339)                    (473) 
     Earnings on bank owned life insurance                    (176)                    (168)                    (158) 
     Increase (decrease) in accrued interest payable and other liabilities                 (1,301)                (4,142)                  5,419 

  

          Net cash provided by operating activities 5,220 8,193                    7,460 
  

CASH FLOWS FROM INVESTING ACTIVITIES   
   Securities available for sale:   
     Purchases               (26,743)               (38,217)               (43,011) 
     Proceeds from sales  8,631 23,874 - 
     Maturities and principal repayments 21,898 22,262 12,575 
   Securities held to maturity:   
     Maturities and principal repayments 486 1,502 2,482 
   Net increase in loans               (41,211)               (69,148)               (12,320) 
   Purchases of bank premises and equipment and software                    (500)                    (487)                    (868) 

  

          Net cash used in investing activities               (37,439)               (60,214)               (41,142) 
  

CASH FLOWS FROM FINANCING ACTIVITIES   
   Net increase in deposits 37,067 6,003 38,512 
   Net increase (decrease) in short-term borrowings               (13,463)                27,400                 (11,356) 
   Proceeds from long-term borrowings 30,000 30,000 10,000 
   Repayments of long-term borrowings               (21,063)               (13,133)                 (3,051) 
   Common stock dividends paid                    (315)                    (315) - 
   Proceeds from issuance of common stock, net 35 - - 
   Proceeds from exercise of common stock options - - 137 

  

          Net cash provided by financing activities 32,261 49,955                  34,242 
  

          Increase (decrease) in cash and cash equivalents 42                   (2,066)   560 
  

Cash and cash equivalents:   
   Beginning of year 1,744 3,810                    3,250 
   End of year $               1,786 $               1,744 $               3,810 

Supplemental Disclosures of Cash Flow Information:    
   Cash payments for interest $             17,413    $             18,413 $             14,957 
   Cash payments for income taxes 932 636 836 

  
Supplemental Schedule of Noncash Investing Activities:   
    Mortgage-backed securities received through redemption-in-kind of mutual 

fund 7,444 - - 

See Notes to Consolidated Financial Statements. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization and Nature of Operations 

Stonebridge Financial Corp. and Subsidiaries (the Company) was incorporated in October 1998 under 
the laws of the Commonwealth of Pennsylvania. The Company was formed for the purpose of becoming a 
bank holding company and to hold 100% of the shares of Stonebridge Bank (the Bank).  The Company is a 
financial holding company.  The Bank commenced operations in February 1999 and is a full service 
commercial bank providing personal and business lending and deposit services.  As a state chartered, non-
Federal Reserve member bank, the Bank is subject to regulation by the Pennsylvania Department of 
Banking and the Federal Deposit Insurance Corporation.  Stonebridge Financial Corp., as a financial 
holding company, is subject to regulation by the Federal Reserve Bank.  The area served by the Bank is 
principally the Greater Delaware Valley in Pennsylvania and Harford County in Maryland.  The Bank’s 
internet banking services are accessible nationwide. 

Basis of Presentation 

The consolidated financial statements have been prepared in conformity with accounting principles 
generally accepted in the United States of America.

The accompanying consolidated financial statements include the accounts of Stonebridge Financial 
Corp., a bank holding company, and its wholly owned subsidiary, Stonebridge Bank and the Bank’s wholly 
owned subsidiary, Stonebridge Leasing Company. In 2007 Stonebridge Leasing Company’s remaining 
lease receivables were satisfied and the company was liquidated under IRC §332 into Stonebridge Bank.  
All significant intercompany balances and transactions have been eliminated in consolidation.  

The Company’s wholly owned subsidiary, Stonebridge Statutory Trust I, is not included in the 
accompanying consolidated financial statements in accordance with FASB Interpretation No. 46(R). 

Use of Estimates 

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 
financial statements 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 allowance for loan and lease losses, the allowance for off-
balance sheet credit exposures, the determination of other-than-temporary impairment of investment 
securities or impairment of restricted stock, and the valuation of deferred tax assets. 

Reclassifications 

For comparative purposes, the prior years’ consolidated financial statements have been reclassified to 
conform to report classifications of the current year.  These reclassifications had no impact on net income. 

Cash and Cash Equivalents  

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due 
from banks, federal funds sold, and short-term investments.  Generally, federal funds are purchased and  
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued)

sold for one-day periods.  Short-term investments include interest bearing-deposits with banks and 
investments with an original maturity of less than 90 days. 

Trading Activities 
  

The Company engages in trading activities for its own account.  Securities that are held principally for 
resale in the near term are recorded in the trading assets account at fair value with changes in fair value 
recorded in earnings.  Interest and dividends are included in net interest income. 

Securities   

Management determines the appropriate classification of debt securities at the time of purchase and re-
evaluates such designation as of each balance sheet date.   

Securities classified as available for sale are those securities that the Bank intends to hold for an 
indefinite period of time, but not necessarily until maturity.  Securities available for sale are carried at fair 
value.  Unrealized gains and losses are reported in other comprehensive income, net of the related deferred 
tax effect.  Realized gains or losses, determined on the basis of the cost of the specific securities sold, are 
included in earnings.  Premiums and discounts are recognized in interest income using the interest method 
over the terms of the securities. 

Equity securities include restricted stock which represents required investments in the common stock of 
the Federal Home Loan Bank of Pittsburgh and the Atlantic Central Bankers Bank.  These securities are 
carried on the balance sheet at their cost, which approximates fair value. 

Securities classified as held to maturity are those debt securities the Bank has both the intent and ability 
to hold to maturity regardless of changes in market conditions, liquidity needs or changes in general 
economic conditions.  These securities are carried at cost adjusted for the amortization of premium and 
accretion of discount, computed by the interest method over the terms of the securities. 

Declines in 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.  In estimating other-than-
temporary impairment losses, management considers (1) the length of time and the extent to which the fair 
value has been less than cost, (2) the financial condition and near-term prospects of the issuer or underlying 
collateral, and (3) the intent and ability of the Bank to retain its investment in these securities for a period 
of time sufficient to allow for any anticipated recovery in fair value. 

Management evaluates the restricted stock for impairment in accordance with Statement of Position 
(SOP) 01-6, Accounting by Certain Entities (Including Entities With Trade Receivables) That Lend to or 
Finance the Activities of Others.  Management’s determination of whether these investments are impaired 
is based on their assessment of the ultimate recoverability of their cost rather than by recognizing 
temporary declines in value.  The determination of whether a decline affects the ultimate recoverability of 
their cost is influenced by criteria such as (1) the significance of the 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, and (3) the impact of legislative and regulatory 
changes on institutions and, accordingly, on the customer base of the FHLB. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued)

Loans and Leases Receivable 

Loans and leases receivable are stated at their outstanding unpaid principal balances, net of an 
allowance for loan and lease losses and any deferred fees or costs.  Interest income is accrued on the unpaid 
principal balance.  Loan origination fees, net of direct origination costs, are deferred and recognized as an 
adjustment of the yield (interest income) of the related loans.  The Bank is generally amortizing these 
amounts over the contractual life of the loan. 

The accrual of interest is generally discontinued when the contractual payment of principal or interest 
has become 90 days past due or management has serious doubts about further collectibility of principal or 
interest, even though the loan is currently performing.  A loan may remain on accrual status if it is in the 
process of collection and is either guaranteed or well secured.  When a loan is placed on nonaccrual status, 
unpaid interest credited to income is reversed.  Interest received on nonaccrual loans generally is applied 
against principal.  Generally, loans are restored to accrual status when the obligation is brought current, has 
performed in accordance with the contractual terms for a reasonable period of time and the ultimate 
collectibility of the total contractual principal and interest is no longer in doubt.   

Allowance for Loan and Lease Losses 

The allowance for loan and lease losses is established through provisions for loan and lease losses 
charged against income.  Loans and leases deemed to be uncollectible are charged against the allowance for 
loan and lease losses, and subsequent recoveries, if any, are credited to the allowance. 

The allowance for loan and lease losses is maintained at a level considered adequate to absorb losses 
inherent in the portfolio.  Management’s periodic evaluation of the adequacy of the allowance is based on 
the Bank’s past loan and lease loss experience, known and inherent risks in the portfolio, current economic 
conditions and other relevant factors.  This evaluation is inherently subjective as it requires material 
estimates that may be susceptible to significant change, including the amounts and timing of future cash 
flows expected to be received on impaired loans and leases. 

The allowance consists of specific, general and unallocated components.  The specific component 
relates to loans that are classified as either 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 is lower than the carrying amount of that loan.  The 
general component covers non-classified loans and is based on historical loss 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. 

A loan or lease is considered impaired when, based on current information and events, it is probable 
that the Bank will be unable to collect the scheduled payments of principal or interest when due according 
to the contractual terms of the loan or lease agreement.  Factors considered by management in determining 
impairment include payment status, collateral value and the probability of collecting scheduled principal 
and interest payments when due.  Loans and leases that experience insignificant payment delays and 
payment shortfalls generally are not classified as impaired.   Management determines the significance of 
payment delays and payment shortfalls on a case-by-case basis, taking into consideration all of the 
circumstances surrounding the loan or lease and the borrower, including the length of the delay, the reasons  
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

for the delay, the borrower’s prior payment record and the amount of the shortfall in relation to the 
principal and interest owed.  Impairment is measured on a loan by loan basis for commercial and 
construction loans by either the present value of expected future cash flows discounted at the loan’s 
effective interest rate, the loan’s fair market value or the fair value of the collateral if the loan is collateral 
dependent.  In addition, various regulatory agencies, as an integral part of their examination process, 
periodically review the Bank’s allowance for loan and lease losses.  Such agencies may require the Bank to 
recognize additions to the allowance based on their judgments about information available to them at the 
time of their examination.  

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

Premises and Equipment 

Premises and equipment are stated at cost less accumulated depreciation.  Depreciation is computed on 
the straight-line method at rates based on the following range of useful lives: building and improvements - 
10-40 years, furniture, fixtures and equipment - 7 years, and computer equipment and data processing 
software – 2-3 years. 

Foreclosed Real Estate 

Real estate acquired through, or in lieu of, loan foreclosures is held for sale and is initially recorded at 
fair value less cost to sell at the date of foreclosure, establishing a new cost basis.  Subsequent to 
foreclosure, valuations are periodically performed by management and the assets are carried at the lower of 
carrying amount or fair value less cost to sell.  Revenue and expenses from operations and changes in the 
valuation allowance are included in net expenses from foreclosed assets. 

Transfers of Financial Assets 

Transfers of financial assets are accounted for as sales, when control of 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. 

Investment in Life Insurance 

The Bank invests in bank owned life insurance (“BOLI”) as a source of funding for employee benefit 
expenses.  BOLI involves the purchasing of life insurance by the Bank on a chosen group of employees.  
The Bank is the owner and beneficiary of the policies.  This life insurance investment is carried at the cash 
surrender value of the underlying policies.  Income from the increase in the cash surrender value of the 
policies is included in other income on the consolidated statements of operations. 

Advertising Costs 

The Company follows the policy of charging the costs of advertising to expense as incurred. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

Income Taxes 

Deferred income taxes are provided on the liability method whereby deferred tax assets are recognized 
for deductible temporary differences and deferred tax liabilities are recognized for taxable temporary 
differences.  Temporary differences are the differences between the reported amounts of assets and 
liabilities and the net operating loss carryforwards and their tax basis.  Deferred tax assets are reduced by a 
valuation allowance when, in the opinion of management, it is more likely than not that some portion of the 
deferred tax assets will not be realized.  Deferred tax assets and liabilities are adjusted for the effects of 
changes in tax laws and rates on the date of enactment. 

Share Based Compensation 

The Company accounts for its share based compensation under Financial Accounting Standards 
Board’s (FASB) Statement of Financial Accounting Standards (SFAS) No. 123 (revised 2004), Share-
Based Payment (“SFAS No. 123(R)”).  Share based compensation is based on the fair value of the equity or 
liability instruments issued, including stock options, restricted share plans, performance-based awards, 
share appreciation rights, and employee share purchase plans.  The Company measures the cost of 
employee services received in exchange for stock options based on the grant-date fair value of the award, 
and recognizes the cost over the period the employee is required to provide services for the award.   

Compensation cost has been measured using the fair value of an award on the grant dates and is 
recognized over the service period, which is usually the vesting period.   

Earnings Per Share 

Basic earnings per common share is computed based on the weighted average number of shares 
outstanding.  Diluted earnings per share is computed based on the weighted average number of shares 
outstanding, increased by the number of common stock equivalents calculated for stock options and 
restricted shares outstanding using the treasury stock method.  These purchases were assumed to have been 
made at the average market price of the common stock, during the respective year.     

On August 17, 2006, the Company’s Board of Directors declared a 5-for-4 stock split, effected in the 
form of a 25% stock dividend, to shareholders of record on September 1, 2006, and which was payable on  
September 15, 2006.  All weighted average share and per share information has been retroactively restated 
to reflect the impact of the dividend. 

Off-Balance Sheet Financial Instruments 

In the ordinary course of business, the Bank has entered into off-balance sheet financial instruments 
consisting of commitments to extend credit and letters of credit.  Such financial instruments are recorded in 
the consolidated balance sheet when they are funded. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued)

Recent Accounting Pronouncements 

FASB Statement No. 141(R)  

FASB Statement No. 141 (R), Business Combinations (“SFAS 141(R)”) was issued in December 2007. 
This Statement establishes principles and requirements for how the acquirer of a business recognizes and 
measures in its financial statements the identifiable assets acquired, the liabilities assumed, and any 
noncontrolling interest in the acquiree. The Statement also provides guidance for recognizing and 
measuring the goodwill acquired in the business combination and determines what information to disclose 
to enable users of the financial statements to evaluate the nature and financial effects of the business 
combination. This new pronouncement will impact the Company’s accounting for business combinations 
completed beginning January 1, 2009.   

FASB Interpretation No.  48 and Related Pronouncements 

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income 
Taxes – an interpretation of FASB Statement No. 109 (“FIN 48”) which clarifies the accounting for 
uncertainty in tax positions.  FIN 48 requires that companies recognize in their financial statements the 
impact of a tax position, if that position is more likely than not of being sustained on audit, based on the 
technical merits of the position.   In May 2007, the FASB issued FIN 48-1, Definition of Settlement in 
FASB Interpretation No. 48 (FIN 48-1), which provides guidance on how to determine whether a tax 
position is effectively settled for the purpose of recognizing previously unrecognized tax benefits.  Upon 
the FASB’s issuance of FIN 48-2, Effective Date of FASB Interpretation No. 48 for Certain Nonpublic 
Enterprises (FIN 48-2) in February 2008, the provisions of FIN 48 and FIN 48-1 became effective for the 
Company January 1, 2008, with the cumulative effect of the change in accounting principle recorded as an 
adjustment to opening retained earnings.  The Company adopted FIN 48 and FIN 48-1 in the first quarter of 
2008 and it did not have a material effect on the Company’s consolidated financial position or results of 
operations.   

EITF Issue No. 06-4 

In September 2006, the FASB ratified Emerging Issues Task Force Issue No. 06-04, “Accounting for 
Deferred Compensation and Postretirement Benefit Aspects of Endorsement Split Dollar Life Insurance 
Arrangements” (“EITF 06-04”).  EITF 06-04 requires the recognition of a liability related to the 
postretirement benefits covered by an endorsement split-dollar life insurance arrangement.  The consensus 
highlights that the employer (who is also the policyholder) has a liability for the benefit it is providing to its 
employee.  As such, if the policyholder has agreed to maintain the insurance policy in force for the 
employee’s benefit during his or her retirement, then the liability recognized during the employee’s active 
service period should be based on the future cost of insurance to be incurred during the employee’s 
retirement.  Alternatively, if the policyholder has agreed to provide the employee with a death benefit, then 
the liability for the future death benefit should be recognized by following the guidance in SFAS 106 or 
APB Opinion 12, as appropriate.  EITF became effective for the Company on January 1, 2008.  The 
adoption of EITF 06-04 did not have a material effect on the Company’s consolidated financial position or 
results of operations. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

EITF Issue No. 06-10 

In March 2007, the FASB ratified Emerging Issues Task Force Issue No. 06-10, “Accounting for 
Collateral Assignment Split-Dollar Life Insurance Agreements” (“EITF 06-10”). EITF 06-10 provides 
guidance for determining a liability for the postretirement benefit obligation as well as recognition and 
measurement of the associated asset on the basis of the terms of the collateral assignment agreement. EITF 
06-10 became effective for the Company on January 1, 2008.  The adoption of EITF 06-10 did not have a 
material effect on the Company’s consolidated financial position or results of operations. 

EITF Issue No.  06-11 

In June 2007, the Emerging Issues Task Force (EITF) reached a consensus on Issue No. 06-11, 
“Accounting for Income Tax Benefits of Dividends on Share-Based Payment Awards” (“EITF 06-
11”). EITF 06-11 states that an entity should recognize a realized tax benefit associated with dividends on 
nonvested equity shares, nonvested equity share units and outstanding equity share options charged to 
retained earnings as an increase in additional paid in capital. The amount recognized in additional paid in 
capital should be included in the pool of excess tax benefits available to absorb potential future tax 
deficiencies on share-based payment awards. EITF 06-11 should be applied prospectively to income tax 
benefits of dividends on equity-classified share-based payment awards that are declared in fiscal years 
beginning after December 15, 2007. The adoption of EITF 06-11 did not have a material impact on the 
Company’s consolidated financial position or results of operations.   

FASB Statement No. 162 

In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting 
Principles. This Statement identifies the sources of accounting principles and the framework for selecting 
the principles used in the preparation of financial statements.  This Statement is effective 60 days following 
the SEC’s approval of the Public Company Accounting Oversight Board amendments to AU Section 411, 
“The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles.”  The 
Company is currently evaluating the potential impact the new pronouncement will have on its consolidated 
financial statements. 

FSP EITF 03-6-1 

In June 2008, the FASB issued FASB Staff Position (FSP) EITF 03-6-1, “Determining Whether 
Instruments Granted in Share-Based Payment Transactions Are Participating Securities.”  This FSP 
clarifies that all outstanding unvested share-based payment awards that contain rights to non-forfeitable 
dividends participate in undistributed earnings with common shareholders.  Awards of this nature are 
considered participating securities and the two-class method of computing basic and diluted earnings per 
share must be applied.  This FSP is effective for fiscal years beginning after December 15, 2008.  The 
adoption of this new pronouncement on January 1, 2009 did not have a material impact on the Company’s 
financial condition or results of operations.   
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

FSP FAS 140-3 

In February 2008, the FASB issued a FASB Staff Position (FSP) FAS 140-3, “Accounting for 
Transfers of Financial Assets and Repurchase Financing Transactions.” This FSP addresses the issue of 
whether or not these transactions should be viewed as two separate transactions or as one "linked" 
transaction. The FSP includes a "rebuttable presumption" that presumes linkage of the two transactions 
unless the presumption can be overcome by meeting certain criteria. The FSP will be effective for fiscal 
years beginning after November 15, 2008 and will apply only to original transfers made after that date; 
early adoption will not be allowed. The Company does not believe the adoption of this new pronouncement 
will have a material impact on its financial condition or results of operations.   

2.  RESTRICTIONS ON CASH AND DUE FROM BANK BALANCES

The Bank is required to maintain average reserve balances with the Federal Reserve Bank and other 
correspondent banks.  The amount of these average required reserve balances was $458,000 and $364,000 
for the years ended December 31, 2008 and 2007, respectively.   

3.  TRADING SECURITIES 

 As of December 31, 2008, the Company had no trading securities.  As of December 31, 2007, the 
Company’s trading securities consisted of a U.S. Government Agency Security with an amortized cost and 
fair value of $2,999,000.  There is no unrealized gain or losses included in the statement of operations for 
this security for the year ended December 31, 2007.
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4.  SECURITIES 

The amortized cost and approximate fair value of securities available for sale and held to maturity as of 
December 31, 2008 and 2007 are summarized as follows: 

Amortized 
Cost 

Gross 
Unrealized 

Gains 

Gross 
Unrealized 

Losses 
Fair  

Value 
(In Thousands) 

    
December 31, 2008     
Available for sale:     
  Agency securities $      23,005 $           581  $               - $      23,586 
  Agency mortgage-backed securities        15,698 444             (59) 16,083 
  Municipal bonds 15,127 511           (731) 14,907 
  Equity securities 5,464 -                  - 5,464 

$      59,294 $        1,536 $        (790) $      60,040 

Held to maturity: 
  Agency mortgage-backed securities $      29,851 $           557 $          (52) $      30,356 
  Non-agency mortgage-backed securities 3,569 2           (914) 2,657 
  Municipal bonds         3,041 7             (33) 3,015 

$      36,461 $           566 $        (999) $      36,028 

December 31, 2007     
Available for sale:     
  Agency securities $      18,984 $           109  $               - $      19,093 
  Agency mortgage-backed securities        22,176 171           (117) 22,230 
  Corporate bonds 1,891 63                   - 1,954 
  Municipal bonds 13,704 55           (111) 13,648 
  Mutual funds 9,636 -             (60) 9,576 
  Equity securities 4,667 -                  - 4,667 

$      71,058 $           398 $        (288) $      71,168 

Held to maturity: 
  Agency mortgage-backed securities $      27,282 $                - $        (600) $      26,682 
  Municipal bonds         3,040 12               (1) 3,051 

$      30,322 $             12 $        (601) $      29,733 

At December 31, 2008 and 2007, the carrying amount of securities pledged to secure repurchase 
agreements was $19,239,000 and $19,092,000, respectively. 

During 2004, the Bank transferred $35,608,000 of securities available for sale to securities held to 
maturity.  The securities were transferred at their fair value on the date of transfer, which was $1,974,000 
less than the amortized cost of the securities.  This difference was reflected as a component of accumulated 
other comprehensive loss and is being accreted over the period to maturity of the respective securities.  At 
December 31, 2008, $719,000 of this difference remains unaccreted. 
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4.  SECURITIES (continued) 

The amortized cost and fair value of securities available for sale and held to maturity as of December 
31, 2008, by contractual maturity, are shown below.  Expected maturities may differ from contractual 
maturities because the securities may be called or prepaid without any penalties. 

Held to Maturity Available for Sale 
Amortized 

Cost Fair Value 
Amortized 

Cost Fair Value 
(In Thousands) 

Due after five years through 10 years $           2,792 $           2,768 $         14,695 $         15,332
Due after 10 years   249   247 23,437 23,161
Agency mortgage-backed securities 29,851 30,356 15,698 16,083
Non-agency mortgage-backed securities 3,569 2,657 - -
Equity securities - - 5,464 5,464

$         36,461 $         36,028 $         59,294 $         60,040

Gross gains of $186,000, $49,000, and $0 were realized on sales of securities available for sale during 
2008, 2007 and 2006, respectively.  Gross losses of $741,000, $31,000, and $0 were realized on sales and 
redemption of securities available for sale during 2008, 2007 and 2006, respectively. 

The following tables separate securities that have been in a continuous unrealized loss position for 
twelve months or more from those securities that have been in an unrealized loss position for less than 
twelve months as of December 31, 2008 and 2007. 

Less than 12 months 12 months or longer Total 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
December 31, 2008: (In Thousands) 
Available for sale:     
  Agency mortgage- 
     backed securities $        413 $            10 $    1,299 $             49 $    1,712 $           59 
  Municipal bonds 8,858 676 1,456 55 10,314 731

Held to maturity: 
  Agency mortgage- 
     backed securities 868 12 5,686 40 6,554 52
  Non-agency mortgage- 
     backed securities 1,795 914 - - 1,795 914
  Municipal bonds 1,470 26 492 7   1,962 33
Total temporarily 
   impaired securities $   13,404 $        1,638 $    8,933 $           151 $  22,337 $       1,789
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4.  SECURITIES (continued) 

Less than 12 months 12 months or longer Total 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
December 31, 2007:   (In Thousands)    
Available for sale:     
  Agency mortgage- 
     backed securities $              - $                - $   10,453 $           117 $   10,453 $           117 
  Municipal bonds 8,620 52 2,942 59  11,562 111
  Mutual funds - - 9,636 60 9,636 60

Held to maturity: 
  Agency mortgage- 
     backed securities - - 27,282 600 27,282 600
  Municipal bonds - - 497 1 497 1
Total temporarily 
   impaired securities $      8,620 $             52$   50,810 $           837 $   59,430 $           889

   
Management evaluates securities for other-than-temporary impairment when economic or market 

concerns warrant such evaluation.  Specifically, the Company determines whether the unrealized losses are 
temporary in accordance with FASB Staff Position (FSP) FAS 115-1 and FAS 124-1, “The Meaning of 
Other-than-Temporary Impairment and its Application to Certain Investments” and FSP EITF 99-20-1, 
“Amendments to the Impairment Guidance of EITF Issue No. 99-20”.  Consideration is given to the length 
of time and extent to which the fair value has been less than cost, the financial condition and near-term 
prospects of the issuer and the intent and ability of the Bank to retain its investment in the issuer for a 
period sufficient to allow for any anticipated recovery in fair value. For debt securities, management 
considers whether the securities are issued by the federal government or its agencies and whether 
downgrades by bond rating agencies have occurred.  In the case of mutual funds and equity securities, 
management reviews industry analysts’ reports and corporate financial performance or fund performance.  
The Bank had 99 securities with unrealized losses as of December 31, 2008, including 12 securities with 
unrealized losses for greater than 12 months, in which there have been no impairment charges recorded 
because the issuer’s are of high credit quality, management has the intent and ability to hold for the 
foreseeable future, and in management’s opinion the decline in fair value is largely due to changes in 
interest rates and present illiquidity in the market.  Management anticipates collecting contractual principal 
and interest payments and the fair value is expected to recover as the securities approach maturity. 

As a result of the continued decline in the net asset value of the Bank’s investment in an ultra-short 
mortgage fund and the fund manager’s decision to activate a redemption-in-kind provision, the Bank 
redeemed its shares in the fund in June 2008.  In connection with the redemption-in-kind, the Bank 
received approximately $1.2 million in cash and $7.4 million in mortgage-backed securities, based on its 
proportionate share of the securities held in the fund.  These securities received in the redemption are 
classified as held-to-maturity.  As a result of this transaction, the Company realized a loss of $741,000 on 
the difference in fair value of the securities redeemed as compared to the fair value of securities exchanged. 

As of December 31, 2008, the Company determined that certain non-agency mortgage backed 
securities in its held to maturity portfolio acquired in the redemption in kind met the criteria for other-than 
temporary impairment.  Specifically, the 28 securities were downgraded to below investment grade, and 
Stonebridge’s management felt their tranche position in the securities had projected  
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4.  SECURITIES (continued) 

cash flows below the future contractual principal and interest payments.  These securities had an adjusted 
carrying value of $799,000 after the Bank recognized an impairment charge of $1,207,000, which is 
presented in other income (loss).  In measuring the other-than-temporary impairment, the Company 
determined that in many cases, the market for securities was not active, and therefore used the guidance in 
FSP FAS 157-3, “Determining the Fair Value of a Financial Asset When the Market for that Asset Is Not 
Active.” 

Restricted stock, which represents required investments in the common stock of correspondent banks, 
is carried at cost and as of December 31, 2008 and 2007, consists of the common stock of Federal Home 
Loan Bank of Pittsburgh and Atlantic Central Bankers Bank. In December 2008, the FHLB of Pittsburgh 
notified member banks that it was suspending dividend payments and the repurchase of capital stock.   

Management has evaluated the restricted stock for impairment in accordance with Statement of 
Position (SOP) 01-6, Accounting by Certain Entities (Including Entities with Trade Receivables) That Lend 
to or Finance the Activities of Others.  Management believes no impairment charge is necessary related to 
the FHLB stock as of December 31, 2008. 

5.  LOANS AND LEASES RECEIVABLE 

The composition of net loans and leases receivable at December 31, 2008 and 2007 is as follows: 

2008 2007 
 (In Thousands) 

Commercial and industrial $                    32,785 $                   27,603
Construction and land development 66,989 68,403
Real estate-commercial 128,353 103,272
Real estate-residential 122,573 114,680
Real estate-home equity 31,226 28,018
Consumer 1,007 1,122

     Total loans  382,933  343,098

  Allowance for loan and lease losses (6,179) (3,310) 
  Unearned net loan origination fees (734) (318) 
  Unamortized premium on purchased loans   134   221 
     Net loans and leases  $                  376,154 $                 339,691

Impaired loans are summarized as follows: 

2008 2007 
(In Thousands) 

Impaired loans without a related allowance $                         7,400 $                     1,230
Impaired loans with a related allowance 8,027 3,178
     Total impaired loans $                       15,427 $                     4,408

Allowance for impaired loans $                         1,883 $                        446
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5.  LOANS AND LEASES RECEIVABLE (continued) 

For the years ended December 31, 2008, 2007, and 2006, the average recorded investment in these 
impaired loans was $15,034,000, $4,496,000, and $3,308,000 and the interest income recognized on these 
loans was $588,000, $243,000, and $175,000, respectively.  

The recorded investment in non-accrual loans was $13,318,000 and $2,388,000 at December 31, 2008 
and 2007, respectively.  The recorded investment in past due loans greater than 90 days and still accruing 
interest was $3,285,000 and $96,000 at December 31, 2008 and 2007, respectively. 

Approximately $195.3 million, or 51% of the Company’s loan portfolio was in commercial mortgages 
and construction loans at December 31, 2008.  While the Company does not have a concentration of credit 
risk with any single borrower or industry, repayments on loans in these portfolios can be negatively 
influenced by decreases in real estate values.  The Company mitigates this risk through stringent 
underwriting policies and procedures.  In addition, 20.7% of commercial mortgages were owner occupied 
properties as of December 31, 2008.  These types of loans are generally considered to involve less risk than 
non-owner-occupied mortgages. 

6.  ALLOWANCE FOR LOAN AND LEASE LOSSES 

The changes in the allowance for loan and lease losses for the years ended December 31, 2008, 2007 
and 2006 are as follows: 

   
2008 2007 2006 

 (In Thousands) 
Balance, beginning $    3,310 $    3,139 $    2,895
  Charge-offs of loans and leases (1,623) (375) (161) 
  Recoveries of loans and leases  17 16 80
  Transfer of allowance for off-balance sheet credit 
     exposures 103 - -
  Provision for loan and lease losses    4,372 530    325 
Balance, ending $    6,179 $    3,310 $    3,139 

In addition to the above, the Company has a reserve for off-balance sheet credit arrangements of 
$10,000 and $210,000, which is included in other liabilities at December 31, 2008 and 2007, respectively.   

7.  PREMISES AND EQUIPMENT 

The components of premises and equipment at December 31, 2008 and 2007 are as follows: 

2008 2007 
(In Thousands) 

Land $                            158 $                        158 
Building and improvements                   2,233                   2,175 
Furniture, fixtures and equipment   1,330   1,115 
Computer equipment  1,294 1,177 

5,015 4,625 
Less accumulated depreciation 2,292 1,901 

$                         2,723 $                     2,724 
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7.  PREMISES AND EQUIPMENT (continued) 

Depreciation expense for the years ended December 31, 2008, 2007 and 2006 was $392,000, $354,000, 
and $337,000, respectively.  During 2005 the Bank purchased a commercial real estate property located in 
Warminster, Bucks County, Pennsylvania to establish a full-service branch.   The building contains four 
separate units, two are leased to tenants and the remaining two are used by the Bank.  The Warminster 
Branch opened in the second quarter of 2006. The Bank paid approximately $1,475,000 for the building 
consisting of 9,020 square feet.  Rental income is netted against occupancy expense for financial statement 
presentation, and totaled $8,000, $25,000 and $43,000 for the years ended December 31, 2008, 2007, and 
2006, respectively. 

8.  DEPOSITS 

The components of deposits at December 31, 2008 and 2007 are as follows: 

2008 2007 
 (In Thousands) 

Demand, non-interest bearing $                    11,733 $                     9,821 
Demand, interest bearing 8,852 7,992 
Money market savings 74,827 81,840 
Time, $ 100,000 and over 97,823 65,433 
Time, other 165,834 156,916 
     Total deposits $                  359,069 $                 322,002 

At December 31, 2008, the scheduled maturities of time deposits are as follows (in thousands): 

2009 $          210,749 
2010 35,027 
2011  10,590 
2012  6,163 
2013     1,128 

 $          263,657 

9.  BORROWINGS 
    

The following table summarizes the components of borrowings at December 31, 2008 and 2007: 

2008 2007 

Balance 
Weighted-

average rate Balance 
Weighted-

average rate 
(Dollars In Thousands) 

Overnight borrowings and securities 
   sold under agreement to repurchase 

$          13,991 0.67% $          19,454 3.82% 

Borrowings with original maturity in        
   less than one year 

2,000 4.00% 10,000 5.33% 

Long-term borrowings and securities  
   sold under agreement to repurchase 

80,000 3.82% 71,063 4.03% 

Total Borrowings $          95,991 3.36% $        100,517 4.12% 
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9.  BORROWINGS (continued) 

Borrowings from the Federal Home Loan Bank of Pittsburgh are secured by a blanket lien against 
investment securities, real estate mortgages and home equity loans and may require delivery of collateral to 
the FHLB.  The Bank is required to maintain stock in the Federal Home Loan Bank of Pittsburgh of $5.4 
million and $4.6 million as of December 31, 2008 and 2007. The Bank has a maximum borrowing capacity 
with the Federal Home Loan Bank of approximately $215.5 million, of which $82.6 million was 
outstanding at December 31, 2008. 

Long-term borrowings consisted of the following at December 31, 2008 and 2007: 

         2008           2007 
(In Thousands) 

5 year FHLB amortizing note due March 2008 $              - $       1,063  
   fixed at 2.65% 
5 year FHLB term note due June 2008                 -        10,000  
   fixed at 2.49% 
3 year FHLB term note due December 2008                 -         10,000  
   fixed at 4.88% 
2 year FHLB term note due January 2010        10,000                  -  
   fixed at 3.16% 
5 year FHLB term note due May 2010        10,000         10,000  
   fixed at 4.30% 
3 year FHLB term note due August 2010        10,000         10,000  
   fixed at 4.98% 
3 year FHLB term note due December 2011        10,000                  -  
   fixed at 3.27% 
5 year FHLB term convertible select note due December 2011        10,000         10,000 
   fixed at 4.30% 
5 year term cancelable structured repurchase agreement due         10,000        10,000  
   March 2012 fixed at 4.35%  
5 year FHLB term convertible select note due January 2013        10,000                  -  
   fixed at 3.08% 
10 year FHLB term convertible select note due December 2017        10,000         10,000 
   fixed at 3.09% 

$     80,000  $     71,063  

Advances totaling $30 million are convertible advances.  Under the terms of these arrangements, the 
FHLB retains the option to convert the advances from fixed to variable rate as defined in the agreement.  If 
the FHLB were to exercise their options, the Bank has the ability to prepay the advances at no penalty.  At 
the current time no advances have been converted, and remain at a fixed rate of interest. 

The Bank’s $10.0 million structured repurchase agreement is with an investment bank for which 
securities with a carrying value of $11.0 million have been pledged as collateral.  The repurchase 
agreement has a final maturity of March 2012 but can be called by the counterparty on a quarterly basis.   
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9.  BORROWINGS (continued) 

Contractual maturities of long-term borrowings at December 31, 2008 were as follows (in thousands): 

2010      $       30,000 
2011               20,000  
2012               10,000  
2013               10,000 

Thereafter               10,000  
      $       80,000  

10.  SUBORDINATED DEBT 

On March 17, 2005, Stonebridge Statutory Trust I (the Trust), a statutory business trust established 
under Delaware law that is a wholly-owned non-consolidated subsidiary of the Company, issued $10.0 
million variable rate Preferred Securities with a stated value and liquidation preference of $1,000 per share.  
The Company purchased $310,000 of common securities of the Trust.  The Preferred Securities have a 
fixed rate of interest of 6.32%, which resets quarterly after five years to equal the London Interbank Offer 
Rate Index (LIBOR) plus 1.80%.  The Trust’s obligations under the Preferred Securities issued are fully 
and unconditionally guaranteed by the Company.  The proceeds from the sale of the Preferred Securities 
and the common securities were utilized by the Trust to invest in $10.3 million of Subordinated Debt issued 
to the Company.  The Subordinated Debt has a fixed rate of interest of 6.32% and resets quarterly after five 
years to equal the London Interbank Offer Rate Index (LIBOR) plus 1.80%.  The Subordinated Debt is 
unsecured and ranks subordinate and junior in right of payment to all indebtedness, liabilities and 
obligations of the Company.  The Subordinated Debt primarily represents the sole assets of the Trust.  
Interest on the Preferred Securities is cumulative and payable quarterly in arrears.  The Company has the 
right to optionally redeem the Subordinated Debt prior to the maturity date of March 17, 2035, on or after 
March 17, 2010, at the redemption price, plus accrued interest and unpaid distributions, if any, at the 
redemption date.  Under the occurrence of certain events, specifically a tax event, investment company 
event or capital treatment event as more fully defined in the Indenture dated March 17, 2005, the Company 
may redeem, in whole, but not in part, the Subordinated Debt at any time within 90 days following the 
occurrence of such event.  For regulatory reporting purposes, the Federal Reserve Board has indicated that 
the Trust Preferred Securities qualify as Tier I Capital subject to specified limitations.  Proceeds from any 
redemption of the Subordinated Debt would cause a mandatory redemption of the Preferred Securities and 
the common securities having an aggregate liquidation amount equal to the principal amount of the 
Subordinated Debt redeemed.   

11. LEASE COMMITMENTS AND TOTAL RENT EXPENSE 

The Bank leases its administration and operating facility with a branch location under a five-year lease 
agreement expiring in September 2011. The lessor is a related party of the Bank.  The lease terms are 
comparable to similarly outfitted office space in the Bank’s market.    As additional rent, the Bank is 
responsible for its proportionate share of operating expenses, including real estate taxes, insurance, utilities 
and maintenance.  The Bank also leases a branch office under an annual lease agreement and a second 
branch office under a six-year lease agreement. 
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11. LEASE COMMITMENTS AND TOTAL RENT EXPENSE (conti nued) 

Future minimum lease payments by year, broken down between related and non-related parties are as 
follows: 

Related Party Others Total 
(In Thousands) 

2009 $                   257 $                     96   $                   353
2010 263 87 350
2011 178 89 267
2012 - 92 92
2013 - 94 94

Thereafter - 4 4
$                   698 $                   462 $                1,160

Total rent expense was $380,000, $279,000, and $222,000 for the years ended December 31, 2008, 
2007 and 2006, respectively. 

12.  EMPLOYEE BENEFIT PLAN 

The Company has a 401(k) Plan for its eligible employees.  The Company’s contribution to the Plan is 
based on a 50% matching of employee’s voluntary contributions up to 6% of each employee’s salary.  
Additionally, the Company may contribute a discretionary profit sharing contribution.  Employer 
contributions charged to expense for the years ended December 31, 2008, 2007 and 2006 were $36,000, 
$90,000 and $61,000, respectively. 

13.  OTHER COMPREHENSIVE INCOME  

Accounting principles generally accepted in the United States of America require that recognized 
revenue, expenses, gains and losses be included in net income.  Although 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 stockholders’ equity section of the balance sheet, such items, along with net income, are 
components of comprehensive income. 
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13.  OTHER COMPREHENSIVE INCOME (continued) 

The components of other comprehensive income for the years ended December 31, 2008, 2007 and 
2006 are as follows: 

2008 2007 2006 
(In Thousands) 

Unrealized holding gains on securities available for sale $              81 $        433 $         232
Reclassification adjustment for (gains) losses included in 
     net income 555              (18) 

   
-

Reclassification adjustment for amortization of net  
    unrealized losses transferred from available for sale to 
    held to maturity 266 141            210 
Total other comprehensive income 902 556            442 
Tax expense (307) (189)  (151) 
     Net of tax amount  $             595 $        367 $         291 

14.  STOCK COMPENSATION PLAN 

The Company adopted the 1999 Stock Option Plan, as amended, (“Plan”) that provides for the grant of 
stock options to officers, key employees and directors of the Company and Bank.  Under the Plan, the 
Board of Directors is able to grant “incentive stock options” and “non-qualified stock options,” provided 
that only employees of the Company will be eligible to receive incentive stock options. A total of 600,000 
shares of common stock have been reserved for issuance under the Plan.  As of December 31, 2008, 
332,210 shares of common stock were remaining to be granted as options under this plan. 

New stock options granted to directors vest immediately at the date of grant and expire ten years from 
the date of grant.  Stock options granted to employees generally vest pro-rata over two to three years 
following the date of grant and expire ten years from the date of grant.   

Effective January 1, 2006, the Company adopted SFAS 123(R), Share-Based Payment, which requires 
that compensation cost relating to share-based payment transactions be recognized in the consolidated 
financial statements with measurement based upon the fair value of the equity or liability instrument issued.  
For the years ended December 31, 2008, 2007 and 2006, the Company recognized $5,000, $4,000, and 
$1,000, respectively, in compensation expense for stock options. 

The calculated value of each option grant was estimated on the date of grant using the Black-Scholes 
option-pricing model with the following weighted-average assumptions:  

2008 2007 2006
Dividend yield                     - 0.28% 0.00%
Expected life                     - 7.0 years 7.0 years
Expected volatility                     - 18.38% 18.00%
Risk-free interest rate                     - 4.72% 5.00%
Weighted-average fair value of options                     - $1.92 $1.54 
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14.  STOCK COMPENSATION PLAN (continued) 

The risk-free interest rates for periods within the contractual life of the awards are based on the U.S. 
Treasury yield curve in effect at the time of the grant.  The expected life is based on historical exercise 
experience.  The dividend yield assumption is based on the Company’s history and expectation of dividend 
payouts.  The expected volatility in 2007 and 2006 was based on the volatility of an appropriate regional 
bank index, as the Company is not actively traded.  No stock options were granted in 2008. 

The following summarizes changes in stock options outstanding under the Plan for the year ended 
December 31, 2008: 

Number of 
Options 

Weighted 
Average 

Exercise Price 

Outstanding, January 1 178,464 $                   7.89

   Forfeited (13,850)  9.02 

Outstanding, December 31 164,614 $                   7.79
Exercisable at December 31 162,448 $                   7.79

The following summarizes changes in the number of non-vested shares for the year ended December 
31, 2008: 

  
Number of 

Shares 

Weighted 
Average Grant 
Date Fair Value

  
Non-vested options, January 1                  8,832  $               1.84
   Forfeited                 (3,333)  2.06
   Vested                 (3,333) 1.82
Non-vested options, December 31                  2,166  $               1.54

The total intrinsic value of options exercised during 2008, 2007, and 2006 was $0, $0 and $45,000, 
respectively.  The total intrinsic value of options outstanding and exercisable at December 31, 2008 was 
$200,000.  Total compensation expense on the vesting of options was $5,000, $4,000, and $1,000, with tax 
benefits of $2,000, $1,000 and $0, for the years ended December 31, 2008, 2007, and 2006, respectively.  
As of December 31, 2008 there was $3,000 of total unrecognized compensation expense on non-vested 
stock options to be recognized over the next two years.   

Cash received from the exercise of options for 2008, 2007, and 2006 was $0, $0 and $137,000, 
respectively.  The tax benefit recognized upon the exercise of stock options totaled $0, $0, and $1,000, for 
the years ended December 31, 2008, 2007, and 2006, respectively. 
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14.  STOCK COMPENSATION PLAN (continued) 

The following table summarizes information about the Company’s stock options outstanding and 
exercisable at December 31, 2008: 

Options Outstanding  Options Exercisable 

Shares 
Exercise 

Price 

Weighted 
Average 

Remaining 
Contractual 

Life  Shares 
Exercise 

Price 

Weighted 
Average 

Remaining 
Contractual 

Life 
       

    42,812 $      4.00 0.5 years     42,812 $      4.00 0.5 years
13,738      8.00 5.4 years 12,905      8.00 5.3 years
2,500 8.20 8.4 years 1,167 8.20 8.3 years

40,625      8.80 6.4 years 40,625      8.80 6.4 years
64,939      9.60 5.8 years 64,939      9.60 5.8 years

During 2008 and 2007, certain directors elected to take stock in lieu of cash as their compensation for 
the year, which was based on the fair value of the stock at the date of grant and equaled the same amount of 
cash compensation offered to them.  Total compensation expense on these directors’ compensation shares
was $16,000 and $64,000, with tax benefits of $5,000 and $22,000, for the years ended December 31, 2008 
and 2007, respectively. 

In 2007, the Board approved a restricted stock plan with 100,000 shares authorized to issue restricted 
stock to members of its management team.  During 2007, 10,750 restricted stock awards were granted, 
valued at $7.20 per share.  During 2008, 6,000 restricted stock awards were granted valued at $7.20 per 
share and 7,500 shares were forfeited.  These awards are subject to a three-year cliff-vesting schedule based 
upon service.  As of December 31, 2008, 90,750 shares remained to be awarded in the plan. 

Generally, if the recipient leaves the Company before the end of the restricted period, the shares will be 
forfeited.  Compensation expense for the restricted stock is ratably recognized over the vesting period, 
based on the market value of the stock on the date of the grant.  For the years ended December 31, 2008 
and 2007, the compensation expense on the restricted stock awards was $20,000 and $15,000, respectively, 
with tax benefits of $7,000 and $5,000 recognized.  As of December 31, 2008, there was $31,000 of 
unrecognized compensation expense on non-vested restricted stock to be recognized over the next three 
years. 
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15.  EARNINGS PER SHARE 

The following table sets forth basic and diluted earnings per share calculations for the years ended 
December 31, 2008, 2007 and 2006: 

         2008           2007       2006 
(In thousands, except per share data)

Net income (loss) $     (1,768) $      2,000 $   1,610 

Weighted average common shares outstanding – basic         3,171 3,154 3,138 
Dilutive effect of stock options                - 20 26
Weighted average common shares outstanding – diluted         3,171 3,174 3,164 

Basic net income per common share $      (0.56) $        0.63 $     0.51 
Diluted net income per common share $      (0.56) $        0.63 $     0.51 

16.   INCOME TAXES 

Income tax (benefit) expense for the years ended December 31, 2008, 2007 and 2006 consisted of the 
following:   

2008 2007 2006 
Federal: (In Thousands) 

   Current $              421 $            662 $            866 
   Deferred             (1,140) 36 (185) 

               (719) 698 681

State: 
   Current 13 20 20
   Deferred - - -

13 20 20

Total $             (706) $            718 $            701 

The following is a reconciliation between income tax expense (benefit) at the statutory rate of 34% and 
actual tax expense:  

2008 2007 2006 
(In Thousands) 

At federal statutory rate: $              (841) $         924 $               787 
   Adjustments resulting from:  
     State tax, net of federal benefit                      8 13  13 
     Bank owned life insurance                   (60)             (57)                  (54) 
     Tax exempt interest income                 (179)           (179)                  (43) 
     Valuation allowance                  340 - -
     Nondeductible items and others                    26          17                     (2) 
    $              (706) $         718 $               701 
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16.   INCOME TAXES (continued)

Income tax (benefit) expense of ($260,000), $6,000 and $0 was recognized on security gains (losses) 
and impairment charges for the years ended December 31, 2008, 2007 and 2006, respectively. 

The net deferred tax asset is included in other assets on the consolidated balance sheet.  The 
components of the net deferred tax asset at December 31, 2008 and 2007 are as follows:   

2008 2007
                           (In Thousands) 

Deferred tax assets: 
   Allowance for loan and lease losses $                1,579 $                 690
   Allowance for off- balance sheet losses 3 71
   Nonaccrual interest income 171 94
   Restricted stock cliff vest 12 -
   Investment impairment 410 87
   Federal capital losses 340 -
   State net operating losses 222 199
   Unrealized losses on securities available for sale                            - 298
   Gross deferred tax asset 2,737 1,439
   Valuation allowance (562) (199) 
   Deferred tax asset net of valuation allowance 2,175 1,240

Deferred tax liabilities: 
   Depreciation (192) (99) 
   Unrealized gains on securities available for sale (9)                          - 

(201) (99)

Net deferred tax asset   $              1,974   $              1,141

In assessing the realizability of deferred tax assets, management considers whether it is more likely 
than not that some portion or all of the deferred tax assets will not be realized.  The ultimate realization of 
deferred tax assets is dependent upon the generation of future taxable income during the periods in which 
those temporary differences become deductible.   

As of December 31, 2008, the Company has state net operating loss carry forwards of $3,370,000 that 
expire through the year 2028.  Management does not believe that these net operating loss carry forwards 
will be utilized prior to their expiration, as they are at the holding company with little revenue opportunities 
to offset the losses, and as such, a valuation allowance has been provided for them. 

As of December 31, 2008, the Company has federal capital loss carry forwards of $999,000 that expire 
in 2013.  Management does not believe that these capital losses will be utilized prior to their expiration, as 
they are at the Bank with little capital gains opportunities to offset these capital losses, and as such a 
valuation allowance has been provided for them. 
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17.  TRANSACTIONS WITH EXECUTIVE OFFICERS, DIRECTOR S AND PRINCIPAL 
SHAREHOLDERS 

The Bank has had, and may be expected to have in the future, banking transactions in the ordinary 
course of business with its executive officers, directors, principal shareholders, their immediate families 
and affiliated companies (commonly referred to as related parties), on the same terms, including interest 
rates and collateral, as those prevailing at the time for comparable transactions with others.  At December 
31, 2008 and 2007 related party loans totaled $2,889,000 and $403,000, respectively.  During 2008, loan 
advances and repayments totaled $2,584,000 and $98,000, respectively. 

The Company leases its administrative and operating facility from a related party of the Bank.  Rent 
payments totaling $302,000, $255,000 and $239,000 were paid to this related party during 2008, 2007 and 
2006, respectively. 

18.  FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET R ISK 

The Bank is a party to financial instruments with off-balance sheet risk in the normal course of 
business to meet the financing needs of its customers.  These financial instruments include commitments to 
extend credit.  Such commitments involve, to varying degrees, elements of credit and interest rate risk in 
excess of the amount recognized in the consolidated balance sheets. 

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial 
instrument for commitments to extend credit is represented by the contractual amount of those instruments.  
The Bank uses the same credit policies in making and monitoring commitments and conditional obligations 
as it does for on-balance sheet instruments.  As of December 31, 2008 and 2007, the Company has a 
reserve related to credit losses for off-balance sheet instruments totaling $10,000 and $210,000, which is 
included in other liabilities. 

At December 31, 2008 and 2007, the following financial instruments were outstanding whose contract 
amounts represent credit risk: 
  

2008 2007 
(In Thousands) 

Commitments to grant loans $                4,475 $               22,359
Unfunded commitments under lines of credit 
    Home equity loans 11,412 11,733
    Commercial real estate, construction and land development 32,131 71,784
    Other 27,967 19,252
Commercial and standby letters of credit 2,803 3,585

Commitments to extend credit are agreements to lend to a customer as long as there is no violation 
of any condition established in the contract.  Since many of the commitments are expected to expire 
without being drawn upon, the total commitment amounts do not necessarily represent future cash 
requirements.  Commitments generally have fixed expiration dates or other termination clauses and may 
require payment of a fee.  The Bank evaluates each customer’s credit worthiness on a case-by-case basis.  
The amount of collateral obtained, if deemed necessary by the Bank upon extension of credit, is based on 
management’s credit evaluation.  Collateral held varies but may include personal or commercial real estate, 
accounts receivable, inventory and equipment.   
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18.  FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET R ISK 

Outstanding letters of credit written are conditional commitments issued by the Bank to guarantee the 
performance of a customer to a third party.  The majority of these standby letters of credit expire within the 
next twelve months.  The credit risk involved in issuing letters of credit is essentially the same as that 
involved in extending other loan commitments.  The Bank requires collateral supporting these letters of 
credit as deemed necessary.  The maximum undiscounted exposure related to those commitments at 
December 31, 2008 and 2007 was $2,803,000 and $3,585,000, respectively.  Except as specifically 
reserved for, management believes that the proceeds obtained through a liquidation of such collateral would 
be sufficient to cover the maximum potential amount of future payments required under the corresponding 
guarantees.  The current amount of the liability as of December 31, 2008 and 2007 for guarantees under 
standby letters of credit issued is not material. 

19.  CONCENTRATION OF CREDIT RISK

The Bank grants commercial, residential and consumer loans to customers primarily located in the 
Greater Delaware Valley of Pennsylvania and Harford County, Maryland.  The concentration of credit by 
type of loan is set forth in Note 5. The debtors’ ability to honor their contracts is influenced by the region’s 
economy. 

From time to time, the Bank will maintain balances with its correspondent banks that exceed the 
$250,000 federally insured deposit limits.  Management routinely evaluates the credit worthiness of these 
correspondent banks, and does not feel they pose significant risk to the Company. 

20.  REGULATORY MATTERS

The Bank is subject to various regulatory capital requirements administered by the federal banking 
agencies.  Failure to meet the 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.  Under capital adequacy guidelines and the regulatory framework for 
prompt corrective action, the Bank must meet specific capital guidelines that involve quantitative measures 
of assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting practices.  
The capital amounts and classification are also subject to qualitative judgments by the regulators about 
components, risk weightings and other factors. 

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

As of December 31, 2008, the most recent notification from the FDIC categorized the Bank as “well 
capitalized” under the regulatory framework for prompt corrective action.  To be categorized as “well 
capitalized” the Bank must maintain minimum Total risk-based, Tier 1 risk-based and Tier 1 leverage ratios 
as set forth in the table.  There are no conditions or events since that notification that management believes 
have changed the Bank’s category. 
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20.  REGULATORY MATTERS (continued) 

The Federal Reserve Board approved a final rule in 2006 that expands the definition of a small bank 
holding company (“BHC”) under the Board’s Small Bank Holding Company Policy Statement and the 
Board’s risk-based and leverage capital guidelines for bank holding companies.  Based on the ruling, the 
Company meets the eligibility criteria of a small BHC and is exempt from regulatory requirements 
administered by the federal banking agencies. 

The Company’s and Bank’s actual capital amounts and ratios as of December 31, 2008 and 2007 are 
presented in the table. 

Federal and state banking regulations place certain restrictions on dividends paid and loans or advances 
made by the Bank to the Company.  The Pennsylvania Banking Code provides that cash dividends may be 
declared and paid out of accumulated net earnings, which totaled $4.3 million at December 31, 2008.  In 
addition, dividends paid by the Bank to the Company would be prohibited if the effect thereof would cause 
the Bank’s capital to be reduced below applicable minimum capital requirements.  Loans or advances by 
the Bank to the Company are limited to 10% of the Bank’s capital stock and surplus, and must have 
collateral securing the loans or advances. 

Actual 
For Capital Adequacy 

Purposes 

To Be Well 
Capitalized Under 
Prompt Corrective 
Action Provisions 

Amount Ratio Amount Ratio Amount Ratio 
(Dollar Amounts In Thousands) 

      
December 31, 2008:       
  Total capital (to risk weighted assets)       
      Stonebridge Financial Corp. $      35,521   9.7% $            N/A N/A $         N/A N/A 
      Stonebridge Bank       37,465  10.2% ³   29,383  ³  8.0% ³   36,729 ³  10.0% 
  Tier 1 capital (to risk weighted assets)       
      Stonebridge Financial Corp. 27,906  7.6% N/A N/A N/A N/A 
      Stonebridge Bank  32,854      8.9% ³   14,692  ³  4.0% ³   22,038  ³    6.0% 
  Tier 1 capital (to total assets)       
      Stonebridge Financial Corp.  27,906  5.7% N/A N/A N/A N/A 
      Stonebridge Bank 32,854  6.7% ³   19,625   ³  4.0% ³   24,531 ³    5.0% 

      
      

December 31, 2007:       
  Total capital (to risk weighted assets)       
      Stonebridge Financial Corp. $      36,418  11.1% $            N/A N/A $         N/A N/A 
      Stonebridge Bank       36,307  11.1% ³   26,164  ³  8.0% ³   32,706 ³  10.0% 
  Tier 1 capital (to risk weighted assets)       
      Stonebridge Financial Corp. 30,530  9.3% N/A N/A N/A N/A 
      Stonebridge Bank  32,787  10.0% ³   13,082  ³  4.0% ³   19,623  ³    6.0% 
  Tier 1 capital (to total assets)       
      Stonebridge Financial Corp.  30,530  6.6% N/A N/A N/A N/A 
      Stonebridge Bank 32,787  7.1% ³  18,389   ³  4.0% ³   22,986 ³    5.0% 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 

Management uses its best judgment in estimating the fair value of the Company’s financial 
instruments; however, there are inherent weaknesses in any estimation technique.  Therefore, for 
substantially all financial instruments, the fair value estimates herein are not necessarily indicative of the 
amounts the Company could have realized in a sales transaction on the dates indicated.  The estimated fair 
value amounts have been measured as of their respective year-ends and have not been re-evaluated or 
updated for purposes of these financial statements subsequent to those respective dates.  As such, the 
estimated fair values of these financial instruments subsequent to the respective reporting dates may be 
different than the amounts reported at each year-end. 

In September 2006, the FASB issued FASB Statement No. 157, Fair Value Measurements (“SFAS 
157”), which defines fair value, establishes a framework for measuring fair value under GAAP, and 
expands disclosures about fair value measurements.  SFAS 157 applies to other accounting 
pronouncements that require or permit fair value measurements.  The new guidance is effective for 
financial statements issued for fiscal years beginning after November 15, 2007, and for interim periods 
within those fiscal years. 

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and 
Financial Liabilities-Including an Amendment of FASB Statement No. 115 (“SFAS 159”).  SFAS 159 
permits entities to choose to measure many financial instruments and certain other items at fair value.  The 
purpose of SFAS 159 is to improve financial reporting by providing entities with the opportunity to 
mitigate volatility in reported earnings caused by measuring related assets and liabilities differently without 
having to apply complex hedge accounting provisions.  Unrealized gains and losses on items for which the 
fair value option has been elected will be recognized in earnings at each subsequent reporting date.  SFAS 
159 is effective January 1, 2008.  SFAS 159 provides for early adoption for fiscal years beginning after 
November 15, 2007, provided: 

· the choice to adopt early is made within 120 days of the beginning of the fiscal year of adoption; 

· SFAS 157 is adopted at the same time; 

· the entity has not yet issued financial statements for any interim period of the fiscal year that 
includes the early adoption date; and 

· the choices to apply or not apply the fair value option are retroactive to the early adoption date. 

The Company adopted the provisions of SFAS 157 and SFAS 159 (the “new standards”) as of January 
1, 2007.  The Company began evaluating the potential impact of SFAS 157 and SFAS No. 159 after the 
issuance of SFAS 159 in February 2007.  The primary effect of SFAS 157 on the Company was to expand 
the required disclosures pertaining to the methods used to determine fair values.  Under SFAS 159, 
available-for-sale and held-to-maturity securities held at the date of adoption are eligible for the fair value 
option on that date.  By adopting the new standards early, we were able to modify our balance sheet 
management strategies in the context of a broader use of fair value accounting.  The factors influencing the 
Company’s decision to adopt the new standards early included: 

· the inversion of the Treasury  yield curve had compressed interest rate spreads on earning assets; 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued) 

· competition for low-cost deposits has increased significantly in the Company’s market place which 
has caused an increased dependence upon higher cost time deposits; 

· accounting for certain financial assets, primarily securities, at fair value enables the Company to 
more closely align their financial performance with the economic value of those assets; and 

· 2007 balance sheet management strategies shifted to altering the construct and usage of investment 
securities, increase the Company’s commercial loan portfolio, and increase use of short-term 
securities. 

Under the new standards, the use of fair value is specifically prohibited for our deposits.  As our 
deposits represent a very significant portion of our liabilities, we determined that to use fair value for most 
of our assets was not appropriate, as we would be measuring assets and liabilities differently and the overall 
presentation would not fairly present our financial position.  As our investment portfolio is utilized to 
address interest rate management objectives, we elected fair value for a portion of our securities portfolio 
that included mortgage-backed securities with high premiums and low coupons that would have an adverse 
impact in a falling rate environment.  These securities carried a weighted average yield of less than 4%, and 
that yield would decrease in a falling rate environment accompanied by increased prepayments and 
additional amortization of premiums.   

By moving these bonds into the trading account, they could be sold and replaced in the trading account 
by securities that were better structured for liquidity purposes. 

The following table is a summary of the securities transferred to trading upon the early adoption of the 
new standards at January 1, 2007: 

Amortized Cost 

Pre-tax Loss Upon 
the Adoption of 

the New Standards Fair Value 
 (In Thousands)  

Mortgage-backed securities transferred from 
     available for sale to trading securities: $              13,031 $                (499)$              12,532 

Total cumulative effect adjustment recorded in retained earnings at January 1, 2007 is as follows: 

Pre-tax loss upon the adoption of the new standards $                  (499)
Tax effect                      170 
Net of tax amount recorded as an adjustment to retained earnings  $                  (329)

Upon the adoption of the new standards at January 1, 2007, the amount charged to retained earnings as 
the cumulative effect adjustment differed from the unrealized loss included in accumulated other 
comprehensive loss by $26,000, net of taxes of $14,000, due to exit pricing as opposed to matrix pricing. 

For securities carried at fair value, interest and dividends earned are separately reported on the 
Statement of Operations. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued) 

During April 2007, the Company sold all mortgage-backed securities originally reclassified from its 
available for sale to its trading portfolio.  Securities held for the purposes of providing liquidity can be sold 
at any time.  Therefore, holding these investments at fair value provided greater transparency in financial 
reporting.  The decision to sell the securities was made on April 11, 2007.  The trading portfolio had 
recorded net gains of $17,000 on a pre-tax basis between January 1, 2007 and March 31, 2007.   

With the proceeds from the $11,816,000 in securities sold, the Bank purchased $10,124,000 in short-
term FHLB discount notes.  These investments were held in the trading account and marked to fair value on 
a monthly basis.  Depending on the Bank’s liquidity position, upon maturity of these notes, the funds were 
either reinvested into similar investments or into loans.  During 2007, trading account activity included 
$26,977,000 in purchases and $36,736,000 in sales and maturities and principal repayments.  During 2008, 
trading securities of $3,000,000 matured and no additional securities purchased were designated as trading. 

 In October 2008, the FASB issued FASB Staff Position 157-3, “Determining the Fair Value of a 
Financial Asset When the Market for that Asset is Not Active” (“FSP 157-3”), to clarify the application of 
the provisions of SFAS 157 in an inactive market and how an entity would determine fair value in an 
inactive market.  FSP 157-3 is effective immediately and applies to our December 31, 2008 financial 
statements.   
  

SFAS 157 establishes a fair value hierarchy that prioritizes the inputs to valuation methods used to 
measure fair value.  The hierarchy gives the highest priority to unadjusted quoted prices in active markets 
for identical assets or liabilities (Level 1 measurements) and the lowest priority to unobservable inputs 
(Level 3 measurements).  The three levels of the fair value hierarchy under SFAS 157 are as follows: 

Level 1:  Unadjusted quoted prices in active markets that are accessible at the measurement 
date for identical, unrestricted assets or liabilities. 

Level 2:  Quoted prices in markets that are not active, or inputs that are observable either 
directly or indirectly, for substantially the full term of the asset or liability. 

Level 3:  Prices or valuation techniques that require inputs that are both significant to the 
fair value measurement and unobservable (i.e. supported with little or no market activity). 

An asset or liability’s level within the fair value hierarchy is based on the lowest level of input that is 
significant to the fair value measurement. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued)

For assets measured at fair value on a recurring basis, the fair value measurements by level within the 
fair value hierarchy used at December 31, 2008 and December 31, 2007 are as follows: 

Description Total 

(Level 1) 
Quoted Prices 

in Active 
Markets for 

Identical 
Assets 

(Level 2)  
Significant 

Other 
Observable 

Inputs 

(Level 3) 
Significant 

Unobservable 
Inputs 

December 31, 2008 (In Thousands) 
Securities available for sale  $         60,040    $                 -   $        60,040   $                 - 

December 31, 2007 
Trading securities  $           2,999  $          2,999   $                 -     $                 -   
Securities available for sale             71,168            71,168                      -                      - 
Total  $         74,167  $        74,167   $                 -   $                 - 

Both observable and unobservable inputs may be used to determine the fair value of positions that 
the Company has classified within the Level 3 category.  As a result, any unrealized gains and losses for 
assets within the Level 3 category may include changes in fair value attributable to both observable (e.g. 
changes in market interest rates) and unobservable (e.g. changes in unobservable long-dated volatilities) 
inputs.  

 For financial assets measured at fair value on a nonrecurring basis, the fair value measurements by 
level within the fair value hierarchy used at December 31, 2008 and December 31, 2007 are as follows:

Description Total 

(Level 1) 
Quoted Prices 

in Active 
Markets for 

Identical 
Assets 

(Level 2)  
Significant 

Other 
Observable 

Inputs 

(Level 3) 
Significant 

Unobservable 
Inputs 

December 31, 2008 (In Thousands) 
Securities held to maturity  $              799  $                   -  $                  -  $              799
Impaired loans               6,144                         -                      -               6,144   
 Total  $           6,943  $                   -  $                  -  $           6,943

December 31, 2007 
Impaired loans  $           2,732  $                 -    $                 -    $           2,732

The following information should not be interpreted as an estimate of the fair value of the entire 
Company since a fair value calculation is only provided for a limited portion of the Company’s assets and 
liabilities.  Due to a wide range of valuation techniques and the degree of subjectivity used in making the 
estimates, comparisons between the Company’s disclosures and those of other companies may not be 
meaningful.  The following methods and assumptions were used to estimate the fair values of the 
Company’s financial instruments at December 31, 2008 and 2007. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued)

Cash and cash equivalents (carried at cost): 
The carrying amounts reported in the consolidated balance sheets for cash and due from banks and 

short-term instruments approximate their fair values due primarily to their short-term nature.  Cash 
equivalents include federal funds sold and mutual funds that price daily. 

Securities: 
 The fair value of trading securities and securities available for sale (carried at fair value) and held to 
maturity (carried at amortized cost) are determined by obtaining quoted market prices on nationally 
recognized securities exchanges (Level 1), or matrix pricing (Level 2), which is a mathematical technique 
used widely in the industry to value debt securities without relying on the securities’ relationship to other 
benchmark quoted prices.  For certain securities which are not traded in active markets or are subject to 
transfer restrictions, valuations are adjusted to reflect illiquidity and/or non-transferability, and such 
adjustments are generally based on available market evidence (Level 3).  In the absence of such evidence, 
management’s best estimate is used.  Management’s best estimate consists of both internal and external 
support on certain Level 3 investments.  Internal cash flow models using a present value formula that 
includes assumptions market participants would use including market discount rates, prepayment speeds 
and other factors, along with indicative exit pricing obtained from broker/dealers (where available) were 
used to support fair values of certain level 3 investments.  The carrying amount of restricted investment in 
bank stock approximates fair value, and considers the limited marketability of such securities.   

 Securities held to a maturity with a carrying amount of $799,000, net of an impairment reserve of 
$1,207,000 were determined to be other than temporarily impaired at December 31, 2008.  The impairment 
reserve was charged to operations during the year ended December 31, 2008. 

Loans Receivable (carried at cost): 
The fair values of loans are estimated using discounted cash flow analyses, using market rates at the 

balance sheet date that reflect the credit and interest rate risk inherent in the loans.  Projected future cash 
flows are calculated based upon contractual maturity or call dates, projected repayments and prepayments 
of principal.  Generally, for variable rate loans that reprice frequently with no significant change in credit 
risk, fair values are based on carrying values. 

 Impaired loans (generally carried at fair value): 
 Impaired loans are those that are accounted for under FASB Statement No. 114, Accounting by 
Creditors for Impairment of a Loan (“SFAS 114”), in which the Company has measured 
impairment generally based on the fair value of the loan’s collateral.  Fair value is generally 
determined based upon the independent third-party appraisals of the properties, or discounted cash 
flows based upon the expected proceeds.  These assets are included as Level 3 fair values, based 
upon the lowest level of input that is significant to the fair value measurements.  The fair value 
consists of the loan balances of $6,144,000, net of a valuation allowance of $1,883,000, at 
December 31, 2008, and loan balances of $2,732,000, net of a valuation allowance of $446,000 at 
December 31, 2007.  Additional provisions for loan losses of $1,437,000 and $446,000 were 
recorded on impaired loans during the years ended December 31, 2008 and 2007. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FINANCIA L INSTRUMENTS 
(continued)

Deposits (carried at cost): 
  The fair values disclosed for demand deposits (non-interest bearing checking accounts, interest bearing 

checking accounts and money market accounts) are, by SFAS 107 definition, equal to the amount payable 
on demand at the reporting date (i.e. their carrying amounts). 

Fair values for fixed-rate certificates of deposit are estimated using a discounted cash flow calculation 
of the contractual cash flows.  The discount rate is estimated using market rates currently being offered for 
borrowings with comparable remaining maturities. 

Short-term borrowings (carried at cost): 
The carrying amounts of short-term borrowings approximate their fair values.  

Long-term debt (carried at cost): 
Fair values of FHLB advances and structured notes are estimated using discounted cash flow analysis, 

based on quoted market prices for new advances with similar credit risk characteristics, terms and 
remaining maturity.  The prices obtained from this active market represent a fair value that is deemed to 
represent the transfer price if the liability were assumed by a third party. 

Subordinated debt (carried at cost): 
Fair values of subordinated debt are estimated using discounted cash flow analysis, based on market 

rates currently offered on such debt with similar credit risk characteristics, terms and remaining maturity.

Accrued interest receivable and payable (carried at cost):
The carrying amount of accrued interest approximates fair value.

Off-balance sheet instruments (disclosed at cost): 
  Fair values of off-balance sheet instruments are based on fees currently charged to enter into similar 

agreements taking into account the remaining terms of the agreements and the counterparties’ credit 
standing. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FINANCIA L INSTRUMENTS 
(continued)

The following table summarizes the carrying amount and fair value estimates of financial instruments 
at December 31, 2008 and 2007: 

2008 2007 
Carrying 
Amount Fair Value 

Carrying 
Amount Fair Value 

 (In Thousands) 
    

Assets:    
Cash and cash equivalents $          1,786 $       1,786 $          1,744 $       1,744 
Trading securities - - 2,999 2,999 
Securities, available for sale 60,040 60,040 71,168 71,168 
Securities, held to maturity 36,461 36,028 30,322 29,733 
Loans receivable 376,154 388,811  339,691  343,676 
Accrued interest receivable 2,267 2,267 2,207 2,207

Liabilities: 
Demand and savings deposits 95,412 95,412 99,653 99,653 
Time deposits 263,657 268,345 222,349 224,121 
Short-term borrowings 15,991 15,991 29,454 29,454 
Long-term borrowings 80,000 81,492 71,063 71,347 
Subordinated debt 10,310 3,468 10,310 8,720 
Accrued interest payable 823 823 857 857

Off-balance sheet financial 
      instruments: 
Letters of credit - - - -
Commitments to extend credit - - - -
Unfunded commitments under lines 
     of credit - - - -

22.  CONTINGENCIES 

     The Company is subject to legal proceedings and claims arising in the ordinary course of business.  It is 
management’s opinion that the ultimate resolution of these claims will not have a material adverse effect on 
the Company’s consolidated financial position or results of operations. 



STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

YEARS ENDED DECEMBER 31, 2008, 2007 AND 2006 

38

23.  SUBSEQUENT EVENTS 

On January 23, 2009, Stonebridge Financial Corp. entered into a letter agreement in which it received a 
$10,973,000 equity investment from the United States Department of Treasury under the Troubled Asset 
Repurchase Program (“TARP”) Capital Purchase Program (“CPP”).     Under the program, the Company 
issued and sold to the Treasury (i) 10,973 shares of the Company’s cumulative Senior Preferred Class C 
shares, par value of $1.00 per share, having a liquidation preference of $1,000 per share, and (ii) a Warrant 
to purchase an additional $549,000 in a separate class of Senior Preferred Class D shares.   

The Senior Preferred Class C shares qualify as Tier 1 capital and pay a dividend of 5% until January 
23, 2014, and a 9% dividend thereafter.  Subject to consultation with the appropriate Federal banking 
agency, the Company may redeem the Class C preferred stock at any time.   

On January 23, 2009, the Treasury exercised all of the warrants on the Class D preferred stock at the 
exercise price of $1.00 per share.  The Class D preferred stock also qualifies as Tier 1 capital and pays 
cumulative dividends at a rate of 9% per annum.  The Class D preferred stock may not be redeemed until 
all of the Class C preferred stock has been redeemed.   

With the inclusion of the new capital received through the Treasury program, the Company’s total risk-
based capital ratio, which was 9.7% at December 31, 2008, would increase to approximately 12.7%.  The 
Company expects to utilize the funds to meet the credit needs of its customers and communities, increase 
its capital base and support general corporate purposes. 


