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Part I -- FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS



HERITAGE COMMERCE CORP AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS (UNAUDITED)

June 30, December 31,
(Dollars in thousands) 2003 2002
ASSETS
Cash and due frombanks..........oooeveiviiiiieeieiiceeceeeee s $ 49,506 $ 35,610
Interest bearing deposits in other financial institutions...........cccceeeeeeeees 8,459 7,022
Federal funds SOId........c.ocvoiveiiieieieeeceeee e 75,500 44,000
Total cash and cash equivalents.........cccocevevvvrrvvnnreneernene 133,465 86,632
Securities available-for-sale, at fair value.........cccoocevvevveieieiceieeeene. 156,360 126,443
Loans held for sale, at lower of cost or market...........ccccveveevevivrevvvecvennennns 27,871 28,084
Loans, net of deferred COStS....oviimiiniiiiieiceeeeeeeeree e, 637,563 673,907
Allowance for probable 10an loSSes......covvveueurerenrcieirireeeeeeeeee, (14,692) (13,227)
LOANS, NET..oiiieiieiectieeeeeeeete et ettt 622,871 660,680
Premises and eqUIPIMENT, NEL........cccvevererireririreririririririeetseeeete e 4,643 5,194
Accrued interest receivable and other aSSetS......covvvvvveevieieieceieiieeene 24,668 24,549
Other INVESTMENTS ....vivieeiiiiiieieeeeeeeeee ettt ettt et eresresreens et ensessessseneas 26,573 27,170
TOT ALttt asanas $ 996,451 $ 958,752
LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities:
Deposits
Demand, noninterest BEaring..........coueveveveeerirrierereiersenreresesesesssnenss $ 275950 $ 248,616
Demand, interest bearing.............. 98,025 94,309
Savings and money market 307,715 290,417
Time deposits, under $100...........ccevrirereieiiceeriee s 43,057 46,341
Time deposits, $100 and OVer.........ccceuvurieeerririeereireeeeeeeens 101,125 114,613
Brokered depOSItS....cvvurieiririeieieiririeieieieieieieeieieteie et seane 22,033 47,640
TOtAl AEPOSIES ..vveveieieiereterereteeieieie ettt sn s s 847,905 841,936
Accrued interest payable and other liabilities.........cccccvevereereierecrerinennne. 38,817 11,599
Mandatorily redeemable cumulative trust preferred
securities of subsidiary grantor trust........cceeeeeveeeeieeeneneeeneeene 23,000 23,000
Total HabilitIES .......cvoveveeeeeeeeeeceteececeee et 909,722 876,535

Commitments and contingencies
Shareholders' equity:
Preferred stock, no par value; 10,000,000 shares authorized;
NONE OULSTANAING.c.vrererieiieiirireeeeiieete sttt es st aebesesesesesesesens - -
Common stock, no par value; 30,000,000 shares authorized;
shares issued and outstanding: 11,296,868 at

June 30,2003 and 11,214,414 at December 31, 2002.........c.ccoevvennneee. 64,798 64,002
Unallocated ESOP SNAr€s........ccoceueveueveiereeieeeeieeeisessssssesesssssssenanens (568) (693)
Accumulated other comprehensive income, net of taxes..........c.c.c..... 1,505 1,714
Retained arnings......cceevueueuereueieieieieieieieieeeie ettt eaenes 20,994 17,194

Total shareholders' €qUILY.......ccoeeeeeveririririreriririrrirrrsseees 86,729 82,217
TOTAL.oeeeeee ettt ea bbbt b bt senan $ 996,451 $ 958,752

See notes to condensed consolidated financial statements



HERITAGE COMMERCE CORP AND SUBSIDIARIES
CONDENSED CONSOLIDATED INCOME STATEMENTS (UNAUDITED)

(Dollars in thousands, except per share data)

Interest income:
Loans, including fees.........coooviiiiiiiiniiiiiniiceiieceeieee
Securities, taxable..............ovvvviiiiiiiiiiiiiiiiiieiiaaans
Securities, Non-taxable.................uvvvuvviiviviiiieiiiiiniiiinnnannn,
Interest bearing deposits in other financial institutions....
Federal funds sold..........c.eeveiiiiiiiiiiiieiceeee e,

Total interest income

Interest expense:

Net interest income before provision for probable

10a10 10SSES......oovuviiiiiiiiiiiic i
Provision for probable loan losses
Net interest income after provision for probable

10a1 10SSES.......ouiiiiiiiii i

Noninterest income:
Gain on sale of loans............cccoeeiiiiiiiiiiiii
ServiCing INCOME. ...ceeiuviieiiiieeeiiiee et et e ieee e
Service charges and other fees on deposit accounts..
Other investments ....
Equipment 1€asing ...........cccccveeevveeenieeennns
Gain on sale of securities available-for-sale......................

Noninterest expenses:
Salaries and employee benefits..........ccoocuvienniieeniiiinnneene
OCCUPANCY ...ttt ettt ettt e
Furniture and equipment..........cocceeeviiieniiiennieeeniceenee.
Professional fees...........
Loan origination costs..
Client services..................

Total NONINEIest EXPENSES....eervrreernrreearrreenireeaiieeesnineens
Income before provision for income taxes...........ccceeveueeenn.
Provision for inCOME taXes.......cccueevueerureenueenureneeerieenieeene

NEt INCOME...eieeiiiieiiiieeiieee ettt e eieeeetee e e e e s

Earnings per share:

Three Months Ended

Six Months Ended

June 30, June 30,
2003 2002 2003 2002

10,799 § 11,700 $ 21,983 § 23,309
814 1,209 1,882 2,273
83 123 180 264
18 21 35 48
159 237 241 467
11,873 13,290 24,321 26,361
2,052 3,547 4,332 7,347
489 446 979 927
19 13 31 36
2,560 4,006 5,342 8,310
9,313 9,284 18,979 18,051
600 640 1,900 1,315
8,713 8,644 17,079 16,736
587 557 1,144 978
451 310 876 578
441 371 852 687
303 277 637 551
310 - 619 --
33 138 458 425
391 334 894 658
2,516 1,987 5,480 3,877
4,521 4,636 9,224 9,158
835 790 1,654 1,508
367 327 758 683
419 347 690 572
360 308 677 598
225 282 475 440
228 200 399 330
57 110 163 186
67 83 150 157
1,399 1,222 2,779 2,362
8,478 8,305 16,969 15,994
2,751 2,326 5,590 4,619
880 765 1,790 1,545
1,871 $ 1,561 $ 3,800 $ 3,074
0.17 $ 0.14 § 0.34 $ 0.28
0.16 $ 0.14 § 033 $ 0.27

See notes to condensed consolidated financial statements



HERITAGE COMMERCE CORP AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)

Six Months Ended

June 30,

(Dollars in thousands) 2003 2002
Cash flows from operating activities:
INEE IICOIIIC ...ttt ettt ettt et et ee et e s st ese e s enenesesns $ 3800 $ 3,074
Adjustments to reconcile net income to net cash provided by

(used in) operating activities:
Depreciation and amOTtZATION. .......c.eeeeueireriiieiee ettt teseeeseeenes 844 753
Provision for probable [0an 10SSeS......ovvvrririririririnirririeieeeeeeeeee e 1,900 1,315
Gain on sale of securities available-for-sale..........c.ccovrrirerererenee. (458) (425)
Net amortization of premiums / accretion of discounts 686 388
Gains on sales of loans held for sale.........cccoeeivinnininnnrnnnnenes (1,144) (978)
Proceeds from sales ofloans held forsale........oooovviveiiieeiciecieceeeene 23,751 22,846
Originations of loans held forsale........cccovveerieeeeeceeeeee e (36,721) (33,435)
Maturities of loans held for Sale.........ovvvvivieieiieiiieieccece e 14,327 7,229
Appreciation of corporate owned life INSUTANCE......c.ocevevererererereeeeeeereennens (637) 951)
Effect of changes in:

Accrued interest receivable and other aSSets.......ocovviveeieveirieeereveereererenenas (119) (7,920)

Accrued interest payable and other liabilities............cccceuenv... (1,242) 539
Net cash provided by (used in) operating activities 4,987 (7,565)
Cash flows frominvesting activities:
Net decrease N IOANS ........ocveeevieveeeriieecteeereetereteee ettt se et ese s s enan 35,078 2,881
Loans transferred to other real estate OwWned.........cocceevvceeervnncceenincccnnnnen. 832 --
Purchases of securities available-for-sale...........ococeeeureeeeeeeeeeeeeccenen, (82,904) (33,194)
Maturities/paydowns/calls of securities available-for-sale 28,847 10,466
Proceeds from sales of securities available-for-sale...................... 23,562 10,356
Maturities/paydowns/calls of securities held-to-maturity......... - 2,146
Redemption (Purchases) of other investments..........ccoeevevveveirieeeensieierenenennns 1,234 (165)
Purchases of premises and equipment...........coceevrererererenceeerireneeeeeseeeeeeeens (293) (567)
Net cash provided by (used in) investing aCtiVities.......c.ovevrerereeeererereceeerenens 6,356 (8,077)
Cash flows from financing activities:
Net iNCrease M AEPOSIES ...cueveuereuruererereeeieieieitieeee ettt seeseseseees 5,969 10,556
Net proceeds from issuance of common stock 921 354
Net change in Other DOTTOWINEZS .......c.vveiriieriniiririrereriirerseetet sttt 28,600 --
Net cash provided by financing activiti€s........ceceeeverereereeereeeereirerererereenes 35,490 10,910
Net increase (decrease) in cash and cash equivalents..........cocevveeverrereeeennnn, 46,833 (4,732)
Cash and cash equivalents, beginning of period...........cccvvevevereireeeririrerererenenns 86,632 106,319
Cash and cash equivalents, end of period.........cccccvuveveererriicrereeneeeenens $ 133,465 $ 101,587
Supplemental disclosures of cash paid during the period for:

TIEETES L.ttt ettt ettt es s e s s et ne st et ene s esseeneaeas $ 5919 $ 9,747

TNCOIME TAKES ...ttt ettt s e e s e s et et eaeasesenens $ 1,570 $ 3,840

See notes to condensed consolidated financial statements



HERITAGE COMMERCE CORP AND SUBSIDIARIES
Notes to Condensed Consolidated Financial Statements
June 30, 2003
(Unaudited)

1) Basis of Presentation

The unaudited condensed consolidated financial statements of Heritage Commerce Corp (the “Company”) and its
wholly owned subsidiary: Heritage Bank of Commerce (HBC) have been prepared pursuant to the rules and
regulations for reporting on Form 10-Q. Accordingly, certain information and notes required by accounting
principles generally accepted in the United States of America ("GAAP") for complete financial statements are not
included herein. The interim statements should be read in conjunction with the consolidated financial statements
and notes thereto included in the Company’s Form 10-K for the year ended December 31, 2002. The Company has
also established the following subsidiary trusts: Heritage Capital Trust I; Heritage Statutory Trust I, Heritage
Statutory Trust II; and Heritage Commerce Corp Statutory Trust III which are Delaware Statutory business trusts
formed for the exclusive purpose of issuing and selling trust preferred securities.

HBC is a commercial bank serving customers located in Santa Clara, Alameda, and Contra Costa counties of
California. No customer accounts for more than 10 percent of revenue for HBC or the Company. Management
evaluates the Company’s performance as a whole and does not allocate resources based on the performance of
different lending or transaction activities. Accordingly, the Company and its subsidiary operate as one business
segment.

In the Company’s opinion, all adjustments necessary for a fair presentation of these condensed consolidated
financial statements have been included and are of a normal and recurring nature. Certain reclassifications have
been made to prior year amounts to conform to current year presentation.

The results for the three months and six months ended June 30, 2003 are not necessarily indicative of the results
expected for any subsequent period or for the entire year ending December 31, 2003.

2) Stock-Based Compensation

The Company accounts for stock-based awards to employees using the intrinsic value method in accordance with
Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees. No compensation
expense has been recognized in the financial statements for employee stock arrangements, as the Company’s stock
option plan provides for the issuance of options at a price of no less than the fair market value at the date of the
grant.

SFAS No. 123, Accounting for Stock-Based Compensation, requires the disclosure of pro forma net income and
earnings per share had the Company adopted the fair value method at the grant date of all stock options. Under
SFAS No. 123, the fair value of stock-based awards to employees is calculated through the use of option pricing
models, even though such models were developed to estimate the fair value of freely tradable, fully transferable
options without vesting restrictions, which differ significantly from the Company's stock option awards. Those
models also require subjective assumptions, which greatly affect the calculated values. The Company's calculations
were made using the Black-Scholes option pricing model with the following weighted average assumptions:
expected life, 84 months; risk-free interest rate, 0.82% and 1.68% for the quarter and six month periods ended June
30, 2003 and 2002; stock volatility of 17% and 28% for the quarter and six month periods ended June 30, 2003 and
2002; and no dividends during the expected term. The Company's calculations are based on a multiple option
valuation approach, and forfeitures are recognized as they occur.

Had compensation expense for the Company's stock option plan been determined under the requirements of SFAS
No. 123 the Company's pro forma net income and earnings per common share would have been as follows:



Three Months Ended Six Months Ended

June 30, June 30,
2003 2002 2003 2002

(Amounts in thousands, except per share data)
Net income

AS TEPOTEEU...eiiivieiiieeiieeiie ettt steesae e saaens $ 1,871 $ 1,561 $ 3,800 $ 3,074

Less: Compensation expense for amortization of fair value of

stock awards, net 0f taXes......covuveeeiriiiieiiiiiiieee e (191) (180) (379) (354)

Pro forma $ 1,680 $ 1,381 $ 3,421 $ 2,720
Net income per common share - basic

AS TEPOTEEA.o.vievievieie ittt ettt eb ettt $ 0.17  $ 0.14  $ 0.34 $ 0.28

Pro fOrma......coooiiiiiiiiiii e $ 0.15 $ 0.13 $ 0.31 $ 0.25
Net income per common share - diluted

AS TEPOTEE. ..ottt ettt $ 0.16 $ 0.14  § 0.33 $ 0.27

PrO fOTTMA. ottt $ 0.15 $ 0.12 $ 0.30 $ 0.24

3) Earnings Per Share

Basic earnings per share is computed by dividing net income by the weighted average common shares outstanding.
Diluted earnings per share reflects potential dilution from outstanding stock options, using the treasury stock
method. For each of the periods presented, net income is the same for basic and diluted earnings per share.
Reconciliation of weighted average shares used in computing basic and diluted earnings per share is as follows:

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Weighted average common shares outstanding - used
in computing basic earnings per share.............cccceueeenneen. 11,163,723 11,025,638 11,158,015 11,025,538
Dilutive effect of stock options outstanding,
using the treasury stock method..........ccccceeiiiiinnii. 385,108 346,292 329,616 301,935
Shares used in computing diluted earnings per share............ 11,548,831 11,371,930 11,487,631 11,327,473

4) Comprehensive Income

Comprehensive Income includes net income and other comprehensive income, which represents the change in the
Company’s net assets during the period from non-owner sources. The Company's sources of other comprehensive
income are unrealized gains and losses on securities available-for-sale and I/O strips, which are treated like
available-for-sale securities, and are presented net of tax. Reclassification adjustments resulting from gains or losses
on investment securities that were realized and included in net income of the current period that also had been
included in other comprehensive income as unrealized holding gains or losses in the period in which they arose are
excluded from comprehensive income of the current period. The Company's total comprehensive income was as
follows:



Three Months Ended Six Months Ended
June 30, June 30,
(Dollars in thousands) 2003 2002 2003 2002
NEt INCOMEC. ....ovviiiieieiiie et $ 1,871  $ 1,561 $ 3,800 $ 3,074

Other comprehensive income, net of tax:

Net unrealized holding gain on available-for-sale

securities and I/O strips during the period..............c........ 165 702 102 527
Less: reclassification adjustment for realized

gains on available-for-sale securities

included in net income during the period............c.cccee... (22) 93) 311) (283)
Other comprehensive income (10SS)........ccueevieiinieenieennnne. 143 609 (209) 244
Comprehensive iNCOME........ecuerriereeriieriiereesiresieesreenreeeees $ 2,014 $ 2,170  $ 3,591 §$ 3,318

5) Commitments and Contingencies
Financial Instruments with Off-Balance Sheet Risk

HBC is a party to financial instruments with off-balance sheet risk in the normal course of business to meet the
financing needs of its clients. These financial instruments include commitments to extend credit and standby letters
of credit. Those instruments involve, to varying degrees, elements of credit and interest rate risk, in excess of the
amounts recognized in the balance sheets.

HBC's exposure to credit loss in the event of non-performance of the other party to the financial instrument for
commitments to extend credit and standby letters of credit is represented by the contractual notional amount of those
instruments. HBC uses the same credit policies in making commitments and conditional obligations as it does for
on-balance sheet instruments. Credit risk is the possibility that a loss may occur because a party to a transaction
failed to perform according to the terms of the contract. HBC controls the credit risk of these transactions through
credit approvals, limits, and monitoring procedures. Management does not anticipate any significant losses as a
result of these transactions.

Commitments to extend credit as of June 30, were as follows:

(Dollars in thousands) 2003 2002

Commitments to extend credit........... $ 277,936 $ 280,849

Standby letters of credit..................... 2,339 3,749
$ 280,275 $ 284,598

Commitments to extend credit are agreements to lend to a client as long as there is no violation of conditions
established in the contract. Commitments generally have fixed expiration dates or other termination clauses. Since
some of the commitments are expected to expire without being drawn upon, the total commitment amount does not
necessarily represent future cash requirements. HBC evaluates each client's creditworthiness on a case-by-case
basis. The amount of collateral obtained, if deemed necessary by HBC upon the extension of credit, is based on
management's credit evaluation of the borrower. Collateral held varies but may include cash, marketable securities,
accounts receivable, inventory, property, plant and equipment, income-producing commercial properties, and/or
residential properties. Fair value of these instruments is not material.

Standby letters of credit are written with conditional commitments issued by HBC to guaranty the performance of a
client to a third party. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loan facilities to clients.



6) Reclassifications

Certain amounts in the December 31, 2002 and June 30, 2002 financial statements have been reclassified to conform
to the June 30, 2003 financial statement presentation.

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Discussions of certain matters in this Report on Form 10-Q may constitute forward looking statements within the
meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act
of 1934, as amended (the "Exchange Act"), and as such, may involve risks and uncertainties. Forward-looking
statements, which are based on certain assumptions and describe future plans, strategies, and expectations, are
generally identifiable by the use of words such as "believe", "expect”, "intend", "anticipate", "estimate", "project”, or
similar expressions. These forward-looking statements relate to, among other things, expectations of the business
environment in which the Company operates, projections of future performance, potential future performance,
potential future credit experience, perceived opportunities in the market, and statements regarding the Company's
mission and vision. The Company's actual results, performance, and achievements may differ materially from the
results, performance, and achievements expressed or implied in such forward-looking statements due to a wide
range of factors. The factors include, but are not limited to changes in interest rates, general economic conditions,
legislative and regulatory changes, monetary and fiscal policies of the US Government, real estate valuations,
competition in the financial services industry, and other risks. All of the Company’s operations and most of its
customers are located in California. During the past year, the availability of a sufficient supply of electrical power
in California has been unreliable at times. In addition, other events, including those of September 11, 2001, have
increased the uncertainty related to the national and California economic outlook and could have an effect on the
future operations of the Company or its customers, including borrowers. The Company does not undertake, and
specifically disclaims any obligation, to update any forward-looking statements to reflect occurrences or
unanticipated events or circumstances after the date of such statements.

Heritage operates as the bank holding company for its subsidiary bank: Heritage Bank of Commerce (“HBC”). HBC
is California state chartered bank, which offers a full range of commercial and personal banking services to residents
and the business/professional community in Santa Clara, Contra Costa and Alameda Counties, California.

CRITICAL ACCOUNTING POLICIES

General

Heritage Commerce Corp’s financial statements are prepared in accordance with accounting principles generally
accepted in the United States of America (GAAP). The financial information contained within our financial
statements is, to a significant extent, based on approximate measures of the financial effects of transactions and
events that have already occurred. A variety of factors could affect the ultimate value that is obtained either when
earning income, recognizing an expense, recovering an asset or relieving a liability. In certain instances, the
Company uses the discount factor and prepayment assumptions to determine the present value of assets and
liabilities. A change in the discount factor or prepayment spreads could increase or decrease the values of those
assets and liabilities which would result in either a beneficial or adverse impact to the Company’s financial results.
The Company used historical loss experience as one factor in determining the inherent loss that may be present in
the Company’s loan portfolio. Actual losses could differ significantly from the historical factors that we use. Other
estimates that the Company used are related to the expected useful lives of the Company’s depreciable assets. In
addition GAAP itself may change from one previously acceptable method to another method. Although the
economics of the Company’s transactions would be the same, the timing of events that would impact the Company’s
transactions could change.



Allowance for Probable Loan Losses

The allowance for probable loan losses is an estimate of the losses that may be sustained in the Company’s loan
portfolio. The allowance is based on two basic principles of accounting. (1) Statement of Financial Accounting
Standards (SFAS) No. 5 “Accounting for Contingencies”, which requires that losses be accrued when they are
probable of occurring and estimable and (2) SFAS No. 114, “Accounting by Creditors for Impairment of a Loan”,
which requires that losses be accrued based on the differences between the value of collateral, present value of
future cash flows or values that are observable in the secondary market and the loan balance.

The Company’s allowance for probable loan losses has three basic components: the formula allowance, the specific
allowance and the unallocated allowance. Each of these components is determined based upon estimates that can
and do change when the actual events occur. The formula allowance uses an historical loss view as an indicator of
future losses and as a result could differ from the losses incurred in the future. The specific allowance uses various
techniques to arrive at an estimate of loss. Historical loss information, and fair market value of collateral are used to
estimate those losses. The use of these values is inherently subjective and our actual losses could be greater or less
than the estimates. The unallocated allowance captures losses that are attributable to various economic events,
industry or geographic sectors whose impact on the portfolio have occurred but have yet to be recognized in either
the formula or specific allowances. For further information regarding our allowance for credit losses, see Allowance
for Probable Loan Losses on page 22.

Loan Sales and Servicing

The amounts of gains recorded on sales of loans and the initial recording of servicing assets and interest only strips
is based on the estimated fair values of the respective components. In recording the initial value of the servicing
assets and the fair value of the Interest-Only (I/O) strips receivable, the Company uses estimates which are made
based on management’s expectations of future prepayment and discount rates. For the quarter ended June 30, 2003,
management’s estimate of constant prepayment rate (“CPR”) was 14% and the weighted average discount rate
assumption was 10%. These prepayment and discount rates were based on current market conditions and historical
performance of the various pools of loans. If actual prepayments with respect to sold loans occur more quickly than
projected the carrying value of the servicing assets may have to be adjusted through a charge to earnings. Variations
in prevailing interest rates on borrowed funds, changes in general economic conditions, among other factors, could
cause changes in the prepayment experience. A corresponding decrease in the value of the I/O strip receivable
would also be expected.

Stock Based Awards

The Company accounts for its stock based awards using the intrinsic value method in accordance with Accounting
Principles Board (“APB”) Opinion No. 25 and related interpretations. Since the Company’s stock option plans
provide for the issuance of options at a price of no less than the fair market value at the date of the grant, no
compensation expense has been recognized in the financial statements at the date of grant.



RESULTS OF OPERATIONS
Overview

Net income for the three and six months ended June 30, 2003 was $1,871,000 and $3,800,000, up $310,000 and
$726,000, or 20% and 24%, as compared to the three and six months ended June 30, 2002. Earnings per diluted
share for the three and six months ended June 30, 2003 were $0.16 and $0.33, up 14% and 22% from $0.14 and
$0.27 per diluted share for the three and six months ended June 30, 2002. Annualized return on average assets and
return on average equity for the three months ended June 30, 2003 were 0.81% and 8.75%, up from 0.68% and
8.15%, for the same period in the prior year. Annualized return on average assets and return on average equity for
the six months ended June 30, 2003 were 0.83% and 9.03%, up from 0.68% and 8.13%, for the same period in the
prior year.

For the three and six months ended June 30, 2003, as compared with the same period in the prior year, net interest
income increased to $9,313,000 and $18,979,000 from $9,284,000 and $18,051,000, an increase of $29,000, or less
than 1% and $928,000, or 5%, respectively. The Company's net interest margin was 4.37% and 4.50% for the three
and six months ended June 30, 2003, compared with 4.40% and 4.31% for the three and six months ended June 30,
2002.

Total assets as of June 30, 2003 were $996,451,000, an increase of $71,350,000, or 8%, from $925,101,000 as of
June 30, 2002, and an increase of $37,699,000, or 4%, from total assets of $958,752,000 as of December 31, 2002.
Total deposits as of June 30, 2003 were $847,905,000, an increase of $29,441,000, or 4%, from $818,464,000 as of
June 30, 2002, and an increase of $5,969,000, or less than 1%, from total deposits of $841,936,000 as of December
31, 2002.

The total loan portfolio as of June 30, 2003 was $637,563,000, an increase of $8,140,000, or 1%, from $629,423,000
as of June 30, 2002 and a decrease of $36,344,000, or 5%, from $673,907,000 as of December 31, 2002. The
Company's allowance for probable loan losses was $14,692,000, or 2.30%, of total loans at June 30, 2003. This
compares with an allowance for probable loan losses of $11,856,000, or 1.88%, and $13,227,000, or 1.96% of total
loans at June 30, 2002 and December 31, 2002. The increase in the allowance for probable loan losses was
primarily due to the Company’s concern for the continued weaknesses in the economy, particularly in the
Company’s primary market area.

The Company's shareholders' equity at June 30, 2003 was $86,729,000, up from $77,345,000 at June 30, 2002 and
$82,217,000 as of December 31, 2002. The increase in shareholders’ equity is a result of the income generated over
the period and the exercise of common stock options offset by a decline in other comprehensive income from fair
value changes. Book value per share increased to $7.68 at June 30, 2003, from $6.94 at June 30, 2002 and $7.33 at
December 31, 2002. The Company's leverage capital ratio was 11.46% at June 30, 2003 compared to 10.34% at
June 30, 2002 and 10.73% at December 31, 2002.
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Net Interest Income and Net Interest Margin

The following table presents the Company’s average balance sheet, net interest income and the resultant yields and

rates paid for the period presented:

For the Three Months Ended

June 30, 2003

For the Three Months Ended
June 30, 2002

Average
Yield/
Rate

Average
Yield/
Rate

Average

(Dollars in thousands) Balance
Assets:
LOANS, ZrOSS. cuvietietieieeieetiereeteeeeeteeseeeeanseenneenneenneens $ 672,717
Investment SECUrItIES.........ccoeveveuvvriiiriieeeeeeeee e e e 119,062
Interest bearing deposits in other financial institutions.... 8,151
Federal funds sold.............coooeiiiiiiiiiiiiee e 54,025

Total interest €arning assets..........ceeveuvveeerriereeeennuneeennn 853,955
Cash and due from banks.......... 39,016
Premises and equipment, net. 4,944
Other assetS......cceeveeveeervennnnn. 33,156

T Otal @SSELS...uuuviieeeiiieeeeriieie e e ee e e ee e e e e e $ 931,071
Liabilities and shareholders' equity:
Deposits:
Demand, interest bearing...........ooccveeeerviieeeennnieeeennnineen. $ 96,564
Savings and money market.... . 303,219
Time deposits, under $100.........cooviiiiiieniiiiniiieiieeae 44,530
Time deposits, $100 and OVer...........ccceveevieeiiiieniieeiiens 103,542
Brokered deposits.......c.ceeeviiiriiiiniiiiiiiieneeeec 26,592
Other DOTTOWINGS. ... ...evieiiiiiieiiiiiie et 26,235

Total interest bearing liabilities...........ccccevvuireeernnieeenn. 600,682
Demand, noninterest bearing...........ccceevvveeeernriveeeennnnnee.. 235,557
Other Habiliti€s..........cccoviiiiiiiiiiiiiiieeeeeeee e 9,043

Total Habilities............ccooeeeiiiiiiiiiieiieeeeeeeeeeeeeeecces 845,282
Shareholders' equity.......ccoceivriiiriiiinieiiiieeceececee 85,789

Total liabilities and

shareholders' eqUIty........c.oovverierieiienieiieeiecreeeieeeee $_ 931,071

Net interest iNCOMe / MArgiN........cccuveerveerniveenieeeneeennne

Note: Yields and amounts earned on loans include loan fees of $954,000 and $1,111,000 for the three month periods ended June 30, 2003 and
2002, respectively. Interest income is reflected on an actual basis, not a fully taxable equivalent basis, and does not include a fair value
adjustment. Nonaccrual loans of $767,000 and $1,951,000 for the period ended June 30, 2003 and 2002, respectively, are included in

the average balance calculation above.

6.44%
3.02%
0.89%
1.18%
5.58%

0.56%
1.23%
1.98%
1.90%
4.10%
7.77%
1.71%

4.37%

7.00%
4.71%
1.37%
1.67%
6.30%

0.82%
1.93%
3.25%
2.85%
3.87%
9.09%
2.55%

4.40%



For the Six Months Ended

June 30,2003

For the Six Months Ended

June 30,2002

Interest Average Interest Average
Average Income/ Yield/ Average Income/ Yield/

(Dollars in thousands) Balance Expense Rate Balance Expense Rate
Assets:
LOANS, GrOSS. ouveeeieieeieeieeieete et eeeeneeeeeeeeenaeenee e enee e $ 683,284 § 21,983 6.49% $ 671,530 $ 23,309 7.00%
Investment securities 117,991 2,062 3.52% 108,080 2,537 4.73%
Interest bearing deposits in other financial institutions.... 7,736 35 0.91% 7,084 48 1.37%
Federal funds SOId.........cccooviiiiiiiiiiiiicic e 41,020 241 1.18% 57,075 467 1.65%

Total interest €arning assets.........cceevuvveeernrvreeeennuneeeenn 850,031 $ 24,321 5.77% 843,769 $ 26,361 6.30%
Cash and due from banks..........cccccvvvvveeiiieieeieneiiiiiiiinnens 38,110 36,657
Premises and equipment, Net.........ccceecueeeriieniieenieeniieens 5,079 5,563
Other SSETS......uuiiieriiiieeeeiiiee e e et ie e e eireeeeeeireeeeeeieeeeeeaes 33,449 28,998

TOtal @SSELS...oeiviieiiieiiie ettt $_ 926,669 $_ 914,987
Liabilities and shareholders' equity:
Deposits:
Demand, interest bearing...........c.cceeeveeiievieenieneeneenee $ 94,610 $ 283 0.60% $ 81,597 § 354 0.87%
Savings and money market 302,988 1,908 1.27% 255,098 2,428 1.92%
Time deposits, under $100 . 44,847 463 2.08% 63,056 1,112 3.55%
Time deposits, $100 and OVer.........ccccceeeviieeiiieiiieeiiene 105,698 1,040 1.98% 138,244 2,123 3.10%
Brokered deposits..........eeeeiiiiiiiiiiiiiie e 32,269 638 3.99% 68,554 1,330 3.91%
Other DOTTOWINES. ....cc.vevrirrterieiieetieeeeie et e 25,475 1,010 8.00% 21,224 963 9.15%

Total interest bearing liabilities...........cccoceevviieneiennnnn. 605,887 § 5,342 1.78% 627,773  § 8,310 2.67%
Demand, noninterest bearing ..........ccoceeevvueevrieenneenninenn. 226,595 201,092
Other Habilities...........ooooiiiiiiiiiiiiiiiiiieeee e 9,319 9,853

Total Habilities. .......eoovrriieieiieeereeec e 841,801 838,718
Shareholders' equity.........ccueeeeeeiiiiieiiiiiiiee e 84,868 76,269

Total liabilities and

shareholders' eqUIity........coovvervierierienieriesieeieeeieeeen $_ 926,669 $_ 914,987

Net interest income / Margin.........c.ceeeveereeerreeneeneeenneenns $ 18,979 4.50% $ 18,051 4.31%

Note: Yields and amounts earned on loans include loan fees of $2,055,000 and $2,252,000 for the six month periods ended June 30, 2003 and
2002, respectively. Interest income is reflected on an actual basis, not a fully taxable equivalent basis, and does not include a fair value
adjustment. Nonaccrual loans of $767,000 and $1,951,000 for the period ended June 30, 2003 and 2002, respectively, are included in
the average balance calculation above.

The Company's net interest income for the three and six months ended June 30, 2003 was $9,313,000 and
$18,979,000, an increase of $29,000 or less than 1% and $928,000 or 5% over the same periods in the prior year.
For the three and six months ended June 30, 2003 compared to the same periods in the prior year, average interest
earning assets increased by $7,533,000, or 1% and $6,262,000, or 1%. For the three months ended June 30, 2003,
the average yield on interest earning assets was 5.58%, down 72 basis points from 6.30% for the same period in
2002. Over the same period the rates paid on interest bearing liabilities declined 84 basis points to 1.71% from
2.55%. For the six months ended June 30, 2003, the average yield on interest earning assets was 5.77%, down 53
basis points from 6.30% for the same period in 2002. Over the same period the rates paid on interest bearing
liabilities declined 89 basis points to 1.78% from 2.67%. As a result, the net interest margin decreased 3 basis
points to 4.37% for the three months ended June 30, 2003 from 4.40% for the same period in the prior year but has
increased 19 basis points to 4.50% for the six months ended June 30, 2003 from 4.31% for the same period in the
prior year. The slight decrease in the second quarter and the increase for the six month period was primarily
attributable to the increase in average earning assets and the change in mix as average loan and investment balances
increased while average federal funds decreased, coupled with a decrease in average interest bearing liabilities,
primarily in time and brokered deposits, resulting in a decrease in the cost of interest bearing liabilities. The
continued low interest rate environment for the three and six months ended June 30, 2003 compared to the same
period in 2002 resulted in a reduction in net interest income of $455,000 and $247,000. This was mitigated by the
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overall growth in the level of earning assets and a reduction in the level of interest bearing liabilities which added
$484,000 and $1,175,000 to the net interest income for the three and six months ended June 30, 2003 compared to
the same periods in 2002.

The following table sets forth an analysis of the changes in interest income resulting from changes in the average
volume of interest earning assets and liabilities and changes in the average rates earned and paid. The total change
is shown in the column designated “Net Change” and is allocated in the columns to the left, to the portions
respectively attributable to volume changes and rate changes that occurred during the period indicated. Changes due
to both volume and rate have been allocated to the change in volume.

Three Months Ended June 30,
2003 vs. 2002
Increase (Decrease) Due to Change In:

Average Average Net
(Dollars in thousands) Volume Rate Change
Interest earning assets
LOANS, GTOSS curvurururiirerieeisreneseeesseessssesssessssssssesssessssssssssansssnens $ 4 945) $ (901)
INVEStMENtS SECUTTHIES ...cveveveverererererereieteeeeeieeeeseeeseeesesenssanens 42 477) (435)
Interest bearing deposits in other financial institutions...... 4 7 3)
Federal funds SOId.......cccoevvuveieirieiceecceceeceeeecene ® (70 (78)
Total interest earning assets $ 82 3 (1,499) $ (1,417
Interest bearing liabilities
Demand, interest bearing..........coceueeeeeveeererencereenrireeeeeereseenens 21 (52) 3D
Savings and money market..........coevveeeereueieueeeereeeeeeeenenns 106 (463) 357
Time deposits, under $100...........cceerrrrerrrrrerrireeeeeeene (70) (186) (256)
Time deposits, $100 and over (141) (316) (457)
Brokered Deposits (434) 40 (394)
Other bOITOWINGS.......ccvovevveeverririeieiriennns 116 (67) 49
Total interest bearing liabilities $ (402) $ (1,044) $ (1,446)
Net INTEreSt MCOME......ovvvieieieeeeeieeeeeeee et $ 484 $ (455) $ 29
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Six Months Ended June 30,

2003 vs. 2002

Increase (Decrease) Due to Change In:

Average Average Net
(Dollars in thousands) Volume Rate Change
Interest earning assets
LOANS, GTOSS cuvururirririsieetrieneseiesseessssesssesssessssessssessssssssssanssanens $ 378 $ (1,704) $ (1,326)
INVEStMENtS SECUTTHIES ...cveveveverererererereteteeeesieeeeeeseseessenenassanaens 173 (648) (475)
Interest bearing deposits in other financial institutions...... 3 (16) (13)
Federal funds SOId.......cocoueveirieieiririeieieccecceeeee e (94) (132) (226)
Total interest earing assets $ 460 $ (2,500) $ (2,040)
Interest bearing liabilities
Demand, interest DEaring........cocoveuveeerreerreeniereeneeeeeeeeesieeees $ 39 % (110) $ (71)
Savings and money mMarket..........coceevveeveeeereureerereierereeeeeenenas 302 (822) (520)
Time deposits, under $100...........ccevverrrerrrrerriieeeeeens (188) (461) (649)
Time deposits, $100 and over (320) (763) (1,083)
Brokered Deposits (717) 25 (692)
Other bOITOWINGS.......ccvevevrveeevrereereiriennes 169 (122) 47
Total interest bearing liabilities $ (715) $ (2,253) $ (2,968)
Net INTEreSt MCOME.....c.vveieieeeeeeeieeeeeeeeeee e $ 1,175 $ 247) $ 928

Provision for Probable Loan Losses

The provision for probable loan losses represents the current period expense associated with maintaining an
appropriate allowance for credit losses. The loan loss provision and level of allowance for each period is dependent
upon many factors, including loan growth, net charge-offs, changes in the composition of the loan portfolio,
delinquencies, management’s assessment of the quality of the loan portfolio, the valuation of problem loans and the
general economic conditions in the Company’s market area. Periodic fluctuations in the provision for loan losses
result from management’s assessment of the adequacy of the allowance for probable loan losses; however, actual
loan losses may vary from current estimates. For the three and six months ended June 30, 2003, the provision for
probable loan losses was $600,000 and $1,900,000, down $40,000 and up $585,000, respectively, from $640,00 and
$1,315,000 for the same periods in the prior year. See additional discussion at Allowance for Probable Loan

Losses.
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Noninterest Income

The following table sets forth the various components of the Company’s noninterest income for the periods

indicated:

Three Months Ended

Increase (decrease)

June 30, 2003 versus 2002
(Dollars in thousands) Amount Percent
Gain on sale 0f10aNS........oceuirirrrcree e $ 587 § 557 % 30 5%
SerVICING MCOME. ....eueeeeeeeaeereeeeecareeereseneeseeeseseneeseseseasseseeseenss 451 310 141 45 %
Service charges and other fees on deposits accounts....... 441 371 70 19 %
Other INVESTMENT.......cceueiriiiieiririeciertrceieresee et 303 277 26 9%
EqQuipment [€aSing........ccccvevreeeiinereieeesseesesessessseens 310 - 310 - %
Gain on sale of securities available-for-sale 33 138 (105) (76)%
391 334 57 17 %
$ 2,516 $ 1987 § 529 27 %
SixMonths Ended Increase (decrease)
June 30, 2003 versus 2002
(Dollars in thousands) 2003 2002 Amount Percent
Gain on Sale OF lOANS ......ocvvvieiiieeeeeeeeeeeeee e $ 1,144 $ 978  §$ 166 17 %
SerVICING IMCOME......euceeeeeieeereeeeecereeereseneeseeeseseneseeeesensseseeseenss 876 578 298 52 %
Service charges and other fees on deposits accounts....... 852 687 165 24 %
Other INVESTMENT......cceueiriiieirinieeierrceietetneeeietseeseiereeene 637 551 86 16 %
Equipment leasing 619 - 619 - %
Gain on sale of securities available-for-sale 458 425 33 8 %
OtRET ..ttt caerens 894 658 236 36 %
TOtAL .ot $ 5480 $ 3877 % 1,603 41 %

Noninterest income for the three and six months ended June 30, 2003 was $2,516,000 and $5,480,000, up 27% and
41% from $1,987,000 and $3,877,000 for the same periods in the prior year. The increases were primarily due to
the increases in service charges and fees of $70,000 and $165,000 attributable to an increase in demand deposits
which resulted in customers paying additional fees for services for the three and six month periods ended June 30,
2003 compared to the same periods in the prior year, increases in servicing income of $141,00 and $298,000, and
increases in gain on sale of loans of $30,000 and $166,000 for the three and six month periods ended June 30, 2003
compared to the same in the prior year. The increase in servicing income and in gains on sales of loans was
primarily the result of expansion of the SBA lending operation into additional geographic areas of California and the
overall increase in the level of loans serviced. The three and six month periods ended June 30, 2003 also includes
$310,000 and $619,000 from the leasing of medical equipment which the Company purchased in the fourth quarter
0f 2002. The purchase price of the leased equipment was $5,000,000.
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Noninterest Expense

The following table sets forth the various components of the Company’s noninterest expenses for the periods

indicated:

Three Months Ended Increase (decrease)

June 30, 2003 versus 2002

(Dollars in thousands) 2003 2002 Amount Percent
Salaries and employee benefits.........ovvvereuerreeriereereeriennnnns $ 4521 $ 4636 § (115) (2)%
OCCUPANCY ..ttt et nenes 835 790 45 6 %
Furniture and equipment...........c.ceveoeueurreneeeeereneseeereeeeeene 367 327 40 12 %
Professional fees. ..o 419 347 72 21 %
Loan origination COSES.....cceurrrruerreereieieieieieieiereresenerenenenenes 360 308 52 17 %
Client services 225 282 (57) (20)%
Advertising and promotion 228 200 28 14 %
Stationery & supplies 57 110 (53) (48)%
TelEPRONE...cviiiireeteere e 67 83 (16) (19)%
OtRET .ttt 1,399 1,222 177 14 %
TOtAL e $ 8478 $ 8305 § 173 2%

Six Months Ended

Increase (decrease)

June 30, 2003 versus 2002
(Dollars in thousands) 2003 2002 Amount Percent
Salaries and employee benefits $ 9224 § 9,158 $ 66 1%
OCCUPANCY ..ttt 1,654 1,508 146 10 %
Furniture and equipment..........cc.ceveeeeueerenereeereneseereeeeeene 758 683 75 11 %
Professional fees. ..o 690 572 118 21 %
Loan origination COSES.....cevrrreuereereieieieieieieierereienereenenenes 677 598 79 13 %
CHENT SETVICES ....vviueieiricecieietreeieeetseeeeeeseereseeeseseaseseseseaencaene 475 440 35 8 %
399 330 69 21 %
163 186 (23) (12)%
150 157 ™ @)%
OtRET .ttt 2,779 2,362 417 18 %
TOtAL e $ 16,969 $ 15994 $ 975 6 %
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The following table indicates the percentage of noninterest expense in each category:

For The Three Months Ended June 30,

Percent Percent

(Dollars in thousands) 2003 of Total 2002 of Total
Salaries and employee benefits........cocoeevvveneeerenerceeencnne $ 4,521 3% $ 4,636 56 %
OCCUPANCY ..ttt 835 10 % 790 10 %
Furniture and equUIpmMent.........cccoevvveverererirerenirirerseseeeeseenens 367 4% 327 4%
Professional fees ..o 419 5% 347 4%
Loan origination COSES......cuimrmreeeeerererereeerereseresesseseesens 360 4% 308 4%
CHENT SETVICES .uuvvivrvrueurererirersienereseesessssssssssssssssssssssssssssnns 225 3% 282 3%
228 3% 200 2%
57 1% 110 1%
67 1% 83 1%
1,399 17 % 1,222 15 %
$ 8,478 100 % $ 8,305 100 %

For The Six Months Ended June 30,

Percent Percent

(Dollars in thousands) 2003 of Total 2002 of Total
Salaries and employee benefits $ 9,224 54% $ 9,158 57 %
OCCUPANCY ..ttt 1,654 10 % 1,508 9 %
Furniture and equUIpmMent.........cccoevveeerererirerenirirrriseeeeeseennns 758 5% 683 4%
Professional fees........ccovvieiinccienincreerneeeeceeeenceens 690 4% 572 4%
Loan origination COSES......cummmmreeeerererereeereerereseseeseesens 677 4% 598 4%
CHENT SETVICES ...vvivereuerrererereisienesesiesesesssssssssssssssssssssssssssnnns 475 3% 440 3%
399 2 % 330 2%
163 1% 186 1%
150 1% 157 1%
OtRET oottt en 2,779 16 % 2,362 15 %
TOtAL ettt $ 16,969 100 % $ 15,994 100 %

Noninterest expenses for the three and six months ended June 30, 2003 were $8,478,000 and $16,969,000, up
$173,000 and $975,000, or 2% and 6%, from $8,305,000 and $15,994,000 for the same period in the prior year.

For the three months ended June 30, 2003, salaries and benefits decreased $115,000, or 2%, to $4,521,000, as
compared to the same period in the prior year. The decreases were primarily due to the decreased number of
employees to 212 as of June 30, 2003 compared to 234 as of June 30, 2002 attributable to the consolidation of the
Company’s subsidiaries in 2003. The impact of the merit raises and activity based commissions resulted in a slight
increase in salaries and benefits of $66,000, or 1%, to $9,224,000 for the six months of 2003, as compared to the
same period in the prior year.

For the comparative three month periods, occupancy increased by $45,000, or 6%, to $835,000, and for the six
month periods the increase was $146,000, or 10%, to $1,654,000 primarily as a result of increased rental costs.
Occupancy costs, as a percentage of total noninterest expenses remained fairly constant over the comparative three
and six month periods.

For the comparative three month periods, professional fees increased $72,000, or 21%, to $419,000, and for the six
month periods the increase was $118,000, or 21%, to $690,000 primarily due to increased costs from professional
service providers. Professional fees, as a percentage of total noninterest expenses remained fairly constant over the
comparative three and six month periods.
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For the comparative three month periods, furniture and equipment increased by $40,000, or 12%, to $367,000, and
for the six month periods the increase was $75,000, or 11%, to $758,000 primarily due to costs for the addition of
new facilities. Furniture and equipment, as a percentage of total noninterest expenses remained fairly constant over
the comparative three and six month periods.

For the comparative three month periods, loan origination costs increased by $52,000, or 17%, to $360,000, and for
the six month periods the increase was $79,000, or 13%, to $677,000 primarily due to continued growth in the loan
portfolio. Loan origination costs, as a percentage of total noninterest expenses remained fairly constant over the
comparative three and six month periods.

For the comparative three month periods, client services decreased $57,000, or 20%, to $225,000, primarily due to a
reduction in the level and pricing for certain of these services in 2003 compared to the same period in 2002, but for
the six month periods increased $35,000, or 8%, to $475,000 primarily due to the increase in services fees charged
to the Company from third party vendors in 2003 compared to the same period in 2002. Client services, as a
percentage of total noninterest expenses remained fairly constant over the comparative three and six month periods.

For the comparative three month periods, advertising and promotion increased $28,000, or 14%, to $228,000, and
for the six month periods the increase was $69,000, or 21%, to $399,000 primarily due to several new sponsorships
in 2003. Advertising and promotion, as a percentage of total noninterest expenses remained fairly constant over the
comparative three and six month periods.

For the comparative three month periods, stationery and supplies decreased by $53,000, or 48%, to $57,000, and for
the six month periods the decrease was $23,000, or 12%, to $163,000, primarily due to the decrease in the number of
employees in 2003. Stationery and supplies, as a percentage of total noninterest expenses remained fairly constant
over the comparative three and six month periods.

For the comparative three month periods, telephone expense decreased by $16,000, or 19%, to $67,000, and for the
six month periods the decrease was $7,000, or 4%, to $150,000, primarily due to the decrease in the number of
employees in 2003. Telephone, as a percentage of total noninterest expenses remained fairly constant over the
comparative three and six month periods.

For the comparative three month period, other noninterest expenses increased $177,000, or 14%, to $1,399,000, and
for the six month periods in the increase was $417,000, or 18%, to $2,779,000, primarily in support of the overall
growth of the Company and expenses related to the Company’s investment in a low income housing project and
leasing equipment.

Income Taxes

The provision for income taxes for the three and six months ended June 30, 2003 was $880,000 and $1,790,000, as
compared to $765,000 and $1,545,000 for the same periods in the prior year. The following table shows the income
tax rate for each period indicated.

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
INCOmME taXTate......cueevieeeriieeeeeeceeeeee e 31.99 % 32.89 % 32.02 % 3345 %

The difference in the effective tax rate compared to the statutory tax rate of 42% is primarily the result of the
Company’s receipt of tax free distributions from certain life insurance contracts, low income housing tax credits,
and the level of the Company's investments in municipal securities.
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FINANCIAL CONDITION

Total assets increased $37,699,000, or 4%, to $996,451,000 at June 30, 2003 from $958,752,000 at December 31,
2002, and increased $71,350,000, or 8%, from $925,101,000 at June 30, 2002. Total loan portfolio decreased
$36,344,000, or 5%, to $637,563,000 at June 30, 2003 from $673,907,000 at December 31, 2002, but increased

$8,140,000, or 1%, from $629,423,000 at June 30, 2002.

Total deposits increased $5,969,000 or 1% to

$847,905,000 at June 30, 2003 from $841,936,000 at December 31, 2002, and increased $29,441,000, or 4%, from
$818,464,000 at June 30, 2002. The growth of deposits was primarily in noninterest bearing demand deposits and
savings and money market accounts coupled with a decline time and brokered deposits.

The Company had $28,600,000 in other borrowings at June 30, 2003, which was primarily used to fund the
increases in the investment portfolio. The Company did not have any other borrowings at December 31, 2002 or

June 30, 2002.

Securities Portfolio

The following table sets forth the carrying value of investment securities at the dates indicated:

June 30, December 31,

(Dollars in thousands) 2003 2002 2002
Securities available-for-sale (at fair value)
U.S. TIASUIY .evvvvrvruriurrrrrinnrererrrrreeererereerreeeeeeeeeeeeeeens $ 4,617 $ 3,126 $ 4,740
U.S. Government AgEeNCieS........eeeeeeererrvunnereeeeennnnnnn. 38,265 63,007 48,029
Mortgage-backed securities.........ccoeveeeieviiiiinnneeieennn. 81,628 17,120 44,774
MUNIcipals......oueeiiiieiiiiiee e 11,350 3,648 12,134
Corporate bonds.......oeeeuuuiiiiiiiiiiiiiiiee e -- 2,617 2,632
CMOS ittt 20,500 14,799 14,134
T otal securities available-for-sale............................. $ 156,360 $ 104,317  $ 126,443
Securities held-to-maturity (at amortized cost)
Mortgage-backed SECUTities......oovrrerrieeiiniiiiiiiiiiianns $ - 8 3,588 § --
CMOS. it -- 85 --
MuUnicipals......eeieeeiiiiiii e -- 9,491 --

Total securities held-to-maturity..........cceceeeennnnne $ - 3 13,164 § --

The following table summarizes the composition of the Company’s investment securities and the weighted average

yields at June 30, 2003:

June 30, 2003
Maturity

After One and

After Five and

Within One Year Within Five Years Within Ten Years After Ten Years Total

(Dollars in thousands) Amount  Yield Amount  Yield Amount  Yield Amount  Yield Amount  Yield
Securities available-for-sale:

U.S. TTeasury.....cccocverververevennen $ 1,308 1.54 % $ 3,309 2.09 % $ - - % $ - - % $ 4,617 1.94
U.S. Government Agencies......... 10,371 3.82 % 27,894 2.78 % -- - % -- - % 38,265 3.06 %
Mortgage-backed securities......... -- - % -- - % 5,390 3.96 % 76,238 3.55 9 81,628 3.58 %
Municipals - taxable . -- - % 556 6.45 % -- - % -- - % 556 645 %
Municipals - nontaxable............ 476 4.88 % 6,351 3.82 % 3,967 331 % -- - % 10,794 3.68 %
CMOS.....coeeiieiieeeee e -- - % -- - % 1,616 2.98 % 18,884 2.27 % 20,500 233 %
Total available-for-sale.............. $ 12,155 3.62 % $38.110 295 9% $_10,973 358 % $.95,122 330 % $_156,360 3.26 %

Note:
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Loans

Total loans (exclusive of loans held for sale) decreased $36,344,000, or 5%, to $637,563,000 as of June 30, 2003
from $673,907,000 as of December 31, 2002, but increased $8,140,000, or 1%, from $629,423,000 as of June 30,
2002.

For the three and six months ended June 30, 2003, $18,380,000 and $36,721,000 in loans guaranteed by the U.S.
Small Business Administration (SBA) were generated and held for sale, and $12,309,000 and $22,607,000 of SBA
loans held for sale was sold into the secondary market.

At June 30, 2003 and December 31, 2002, the Company serviced SBA loans, which it had sold into the secondary
market of approximately $100,967,000 and $83,008,000. At June 30, 2003 and December 31, 2002, the carrying
amount of the servicing assets was $1,682,000 and $1,538,000, respectively. There was no valuation allowance as
of June 30, 2003 or December 31, 2002. The carrying amount of Interest-Only (I/O) strip receivable at June 30,
2003 and December 31, 2002 was $2,529,000 and $2,839,000, respectively. These assets represent the servicing
spread generated from the sold guaranteed portions of SBA loans. Servicing income from these loans was
$451,000 and $876,000 for the quarter and six months ended June 30, 2003, compared to $310,000 and $573,000 for
the same periods in 2002. Amortization of the related assets was $349,000 and $646,000 for the quarter and six
months ended June 30, 2003, compared to $322,000 and $565,000 for the same periods in 2002. HBC is a preferred
lender with the SBA, which allows the Company to grant certain SBA loans without the prior approval of the SBA.

The following table summarizes the composition of the Company’s loan portfolio at the dates indicated:

June 30, December 31,

(Dollars in thousands) 2003 Total 2002 Total
Commercial...........ooeeveveeereereeeereeerenn. $ 262,196 41 % $ 263,144 39 %
Real estate - mortgage.......cocoeveveveveverenennns 253,125 40 % 259,974 38 %
Real estate - land and construction.......... 118,887 18 % 147,822 22 %
CONSUIMET.....cvevireeeiriereeriere e e e 2,564 1% 2,850 1%

Totalloans.........ccceeeveeeeerceeeecceeeeeeee, 636,772 100 % 673,790 100 %
Deferred loan costs 791 117
Allowance for loan losses........ccccceueueunenee (14,692) (13,227)
Loans, Net.....ccceeeeeeueeeeeeeeeeeeenenens $ 622,871 $ 660,680

The Company's loan portfolio is based on commercial (primarily to companies engaged in manufacturing,
wholesale, and service businesses) and real estate lending, with the balance in consumer loans. While no specific
industry concentration is considered significant, the Company's lending operations are dependent on the technology
and real estate industries and their supporting companies located within the Company’s market area. Thus, the
Company's borrowers could be adversely impacted by a downturn in these sectors of the economy, which could
reduce the demand for loans and adversely impact the borrowers' abilities to repay their loans.
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The following table sets forth the maturity distribution of the Company’s loans at June 30, 2003:

Over One
Due in Year But
One Year Less Than Over
(Dollars in thousands) or Less Five Years Five Years Total

Commercial........c.oceeeeiereeiereeeeeereeeens $ 248,163 $ 11,308  $ 2,725 § 262,196
Real estate - mortgage........ocoeveeevevevererennnns 195,396 48,160 9,569 253,125
Real estate - land and construction.......... 118,887 - -- 118,887
CONSUMET.....cvieviereeeeeereeteeteereeeeeeeeereereeseenees 2,323 241 - 2,564
Totalloans.......cccceeeeeceriereeriereeeeeeeenen, $ 564,769 $ 59,709 § 12,294  § 636,772
Loans with variable interest rates............. $ 546,784 $ 32452 $ 2,073 $ 581,309
Loans with fixed interest rates................... 17,985 27,257 10,221 55,463
Totalloans........cceeveveeevereeeereeeeerene, $ 564,769 $ 59,709 $ 12294 $ 636,772

The table above also shows the distribution of such loans between those loans with predetermined (fixed) interest
rates and those with variable (floating) interest rates. Floating rates generally fluctuate with changes in the prime
rate as reflected in the western edition of The Wall Street Journal. At June 30, 2003, approximately 91% of the
Company’s loan portfolio consisted of floating interest rate loans.

Nonperforming assets

Nonperforming assets consist of nonaccrual loans, loans past due 90 days and still accruing, troubled debt
restructurings and other real estate owned. Management generally places loans on nonaccrual status when they
become 90 days past due, unless they are well secured and in the process of collection. When a loan is placed on
nonaccrual status, any interest previously accrued but not collected is generally reversed from income. Loans are
charged off when management determines that collection has become unlikely. Restructured loans are those where
HBC has granted a concession on the interest paid or original repayment terms due to financial difficulties of the
borrower. Other real estate owned (“OREQO”) consists of real property acquired through foreclosure on the related
underlying defaulted loans. The following table shows nonperforming assets at the dates indicated:

June 30, December 31,
(Dollars in thousands) 2003 2002 2002
Nonaccrual l0ans.........ccoeevveeeeveeveeeeeeeeeeeeeeeeeenen. $ 767 $ 1,951 $ 4,571
Loans 90 days past due and still accruing 1,032 415 -
Restructured 10ans.........ccoeveereeneriniierenisireensnnens - -- -
Total nonperforming loans.........cccccoveeeeunenne. 1,799 2,366 4,571
Other real estate owned..........cccovevevererncnenerereenns 832 - --
Total nonperforming assets..........c.ccoevevrvennn. $ 2,631 §$ 2,366 $ 4,571
Nonperforming assets as a percentage of
period end loans plus other real estate owned 0.41 % 0.38 % 0.68 %

As of June 30, 2003, the Company had $767,000 loans on nonaccrual status, compared to $1,951,000 in the same
period of the prior year, which were considered impaired loans. The impaired loans had a related valuation
allowance of $289,000 at June 30, 2003 and $190,000 at June 30, 2002. The Company had $1,032,000 loans past
due 90 days or more and still accruing interest, no restructured loans and $832,000 other real estate owned assets as
of June 30, 2003, compared to $415,000 loans past due 90 days or more and still accruing interest, no restructured
loans and no other real estate owned assets as of June 30, 2002. The Company had $4,571,000 loans on nonaccrual
status as of December 31, 2002, which were considered impaired loans. The impaired loans had a related valuation
allowance of $356,000 at December 31, 2002. The Company had no loans past due 90 days or more and still
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accruing interest, no restructured loans and no other real estate owned assets as of December 31, 2002. For the three
and six months ended June 30, 2003, the Company had $102,000 and $208,000 foregone interest income on
nonaccrual loans. The Company had no foregone interest income on nonaccrual loans as of December 31, 2002.
For the three and six months ended June 30, 2003, the Company recognized zero and $41,000 in interest income for
cash payments received on nonaccrual loans. The Company did not recognize any interest income for cash
payments received on nonaccrual loans for the three and six months ended June 30, 2002.

The Company assigns a risk grade consistent with the system recommended by regulatory agencies to all of its
loans. Grades range from "Pass" to "Loss" depending on credit quality, with "Pass" representing loans that involve
an acceptable degree of risk. Management conducts a critical evaluation of the loan portfolio monthly. This
evaluation includes periodic loan by loan review for certain loans to evaluate the level of impairment as well as
detailed reviews of other loans (either individually or in pools) based on an assessment of the following factors: past
loan loss experience, known and inherent risks in the portfolio, adverse situations that may affect the borrower's
ability to repay, collateral value, loan volumes and concentrations, size and complexity of the loans, recent loss
experience in particular segments of the portfolio, bank regulatory examination results, and current economic
conditions in the Company's marketplace, in particular the state of the technology industry and the real estate
market.

This process attempts to assess the risk of loss inherent in the portfolio by segregating loans into four components
for purposes of determining an appropriate level of the allowance: "watch," "special mention," "substandard" and
"doubtful." Additionally, the Company maintains a program for regularly scheduled reviews of certain new and
renewed loans by an outside loan review consultant. Any loans identified during an external review process that
expose the Company to increased risk are appropriately downgraded and an increase in the allowance for loan losses
is established for such loans. Further, the Company is examined periodically by the FDIC, FRB, and the California
Department of Financial Institutions at which time a further review of loan quality is conducted.

Loans that demonstrate a weakness, for which there is a possibility of loss if the weakness is not corrected, are
categorized as "classified." Classified loans include all loans graded substandard, doubtful and loss and may result
from problems specific to a borrower's business or from economic downturns that affect the borrower's ability to
repay or that cause a decline in the value of the underlying collateral (particularly real estate).

Allowance for Loan Losses

It is the policy of management to maintain the allowance for probable loan losses at a level adequate for risks
inherent in the loan portfolio. Based on information currently available to analyze loan loss delinquency and a
history of actual charge-offs, management believes that the loan loss allowance is adequate. However, the loan
portfolio can be adversely affected if California economic conditions and the real estate market in the Company's
market area were to continue to weaken. Additionally, any weakness of a prolonged nature in the technology
industry would have a negative impact on the local market. The effect of such events although uncertain at this time,
could result in an increase in the level of nonperforming loans and increased loan losses, which could adversely
affect the Company's future growth and profitability. No assurance of the ultimate level of credit losses can be given
with any certainty. Loans are charged against the allowance when management believes that the collectibility of the
principal is unlikely.
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The following table summarizes the Company’s loan loss experience as well as provisions, charge-offs and
recoveries to the allowance for loan losses and certain pertinent ratios for the periods indicated:

Six Months Ended For the Year Ended
June 30, December 31,

(Dollars in thousands) 2003 2002 2002
Balance, beginning of period / year.................. $ 13,227 § 11,154  $ 11,154
Net charge-offS.....ccovvvervivcecceeeeeeeeee (435) (613) (590)
Provision for probable loan losses................. 1,900 1,315 2,663
Balance, end of period / year.........c.ccoooevevneneeen. $ 14,692 $ 11,856  §$ 13,227
Ratios:
Net charge-offs to

average loans outstanding...........cccoceveererenee 0.13 % 0.19 % 0.09 %
Allowance for loan losses to average

JOANS ...t 225 % 1.86 % 2.07 %
Allowance for loan losses to total

OANS ...ttt 2.30 % 1.88 % 1.96 %
Allowance for loan losses to

NON-Performing aSSetS........cevererereerererererererenns 558 % 501 % 289 %

Charge-offs reflects the realization of losses in the portfolio that were recognized previously though provisions for
probable loan losses. The net charge-offs for the six months ended June 30, 2003 were $435,000, compared to
$613,000 for the six months ended June 30, 2002. Historical net charge-offs are not necessarily indicative of the
amount of net charge-offs that the Company will realize in the future.

The following table summarizes the allocation of the allowance for loan losses (ALL) by loan type and the allocated
allowance as a percent of loans outstanding in each loan category at the dates indicated:

June 30, 2003 June 30, 2002 December 31, 2002
Percent Percent Percent
of ALL by of ALL by of ALL by
category category category
to total to total to total
loans by loans by loans by
(Dollars in thousands) Amount category Amount category Amount category
Commercial.................... $ 8,551 3259 $ 5,834 272 % $ 6,349 241 o
Real estate - mortgage 2,522 1.00 % 2,254 0.90 % 2,411 0.93 %
Real estate - land and construction..... 1,722 1.45 % 2,997 1.87 % 3,574 242 %
60 2.36 % 101 2.39 % 47 1.63 %
1,837 - % 670 - % 846 - %
Total ceveieeeieie e $ 14,692 230% $ 11,856 1.88 % $ 13,227 1.96 %

The increase in the allowance for probable loan losses was primarily due the current mix in loans as commercial
loans have increased as a percentage of total loans while land and construction loans have decreased and the
Company’s concern for the continued weaknesses in the economy, particularly in the Company’s primary market
area. Other than the loans already classified at June 30, 2003, the Company has not identified any potential problem
loans.

Loans are charged against the allowance when management believes that the collectibility of the principal is
doubtful. The Company's methodology for assessing the appropriateness of the allowance consists of several key
elements, which include specific allowances, the formula allowance and the unallocated allowance.

Specific allowances are established in cases where management has identified significant conditions or
circumstances related to a credit that management believes indicate the probability that a loss may be incurred in
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excess of the amount determined by the application of the formula allowance. As of June 30, 2003, nonperforming
loans had a related specific valuation allowance of $289,000.

The formula allowance is calculated by applying loss factors to outstanding loans and certain unused commitments.
Loss factors are based on management's experience and may be adjusted for significant factors that, in
management's judgment, may affect the collectibility of the portfolio as of the evaluation date. Due to the
Company's limited historical loss experience, management utilizes their prior industry experience to determine the
loss factor for each category of loan. The formula allowance on June 30, 2003 was $12,566,000, compared to
$12,381,000 on December 31, 2002. The increase was attributable to several factors, most notably the change in the
mix of loans and an increase in certain factors used to estimate the reserve allocations.

The unallocated allowance is based upon management's evaluation of various conditions that are not directly
measured in the determination of the formula and specific allowances. The evaluation of the inherent loss with
respect to these conditions is subject to a higher degree of uncertainty because they are not identified with specific
problem credits or portfolio segments. As of June 30, 2003, the Company’s unallocated allowance was $1,837,000,
compared to $846,000 on December 31, 2002. In evaluating the appropriateness of the unallocated allowance,
management considered the changes in the trend of the volume and severity of past due and classified loans; and
trends in the volume of nonaccrual loans, troubled debt restructurings and other loan modifications, changes in
national and local economic and business conditions, trends, and developments, including the condition of various
market segments, changes in underwriting standards and collection, charge-off, and recovery practices, and changes
in the volume and mix of the loan portfolio and in credit concentrations particularly in commercial and real estate
land and construction lending. There can be no assurance that the adverse impact of any of these conditions on the
Bank will not be in excess of the range set forth above.

In addition, the current business, economic, and real estate markets along with the seasoning of the portfolio and the
nature and duration of the current business cycle will affect the amount of unallocated reserve.

In an effort to improve its analysis of risk factors associated with its loan portfolio, the Company continues to
monitor and to make appropriate changes to its internal loan policies. These efforts better enable the Company to
assess risk factors prior to granting new loans and to assess the sufficiency of the allowance for loan losses.

Management believes that it has adequately provided an allowance for estimated probable losses in the credit
portfolio. Significant deterioration in Northern California real property values or economic downturns could impact
future operating results, liquidity or capital resources and require additional provisions to the allowance or cause
losses in excess of the allowance.

Deposits

Deposits totaled $847,905,000 at June 30, 2003, up 1%, compared to deposits of $841,936,000 at December 31,
2002, and up 4%, compared to deposits of $818,464,000 at June 30, 2002. Compared to December 31, 2002,
noninterest bearing demand deposits increased $27,334,000 or 11%, interest bearing demand deposits increased
$3,716,000, or 4%, savings and money market deposits increased $17,298,000, or 6%, time deposits decreased
$16,772,000, or 10%, and brokered deposits decreased $25,607,000, or 54%.

The following table summarizes the distribution of average deposits and the average rates paid for the periods
indicated:
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Six Months Ended Year Ended

June 30, 2002 December 31, 2002
Average Average

Average Rate Average Rate

(Dollars in thousands) Balance Paid Balance Paid
Demand, noninterest bearing.............ocoeeeeeunnee. $ 226,595 - % $ 211,195 - %
Demand, interest bearing............coceevveveererrerenne 94,610 0.60 % 81,011 0.89 %
Saving and money market............ccevrvrreerrrrrinne 302,988 1.27 % 275,217 1.74 %
Time deposits, under $100..........cooeveeeerecurenenee. 44,847 2.08 % 56,097 3.14 %
Time deposits, $100 and over . 105,698 1.98 % 129,702 275 %
Brokered depositS......cooeeevevereririrerereeirininns 32,269 3.99 % 65,183 3.87 %
Total average deposits $ 807,007 1.08 % $ 818,405 1.63 %

Deposit Concentration and Deposit Volatility

The following table indicates the maturity schedule of the Company’s time deposits of $100,000 or more as of June
30, 2003.

% of

(Dollars in thousands) Balance Total
ThIe€ MONTRS OT IESS ...ttt ettt e e eenene $ 57,441 47 %
Over three months through twelve months...........cccceoeiiiiinninininnnee 46,320 37 %
OVET tWEIVE IMOMENS ..ottt ettt s s s et eneans 19,397 16 %
TOLAL ettt $ 123,158 100 %

The Company focuses primarily on servicing business accounts that are frequently over $100,000 in average size.
Certain types of accounts that the Company makes available are typically in excess of $100,000 in average balance
per account, and certain types of business clients whom the Company serves typically carry deposits in excess of
$100,000 on average. The account activity for some account types and client types necessitates appropriate liquidity
management practices by the Company to ensure its ability to fund deposit withdrawals.

Return on Equity and Assets

The following table indicates the ratios on the annualized return on average assets and average equity and average
equity to average assets for each indicated period.

Three Months Ended Six Months Ended
June 30, June 30,
2003 2002 2003 2002
Return on average assets........ccceeueenenen. 0.81 % 0.68 % 0.83 % 0.68 %
Return on average equity.......cccevvereeuenne, 875 % 8.15 % 9.03 % 8.13 %
Average equity to average assets ratio... 921 % 8.36 % 9.16 % 8.34 %

Annualized return on average assets and return on average equity for the quarter ended June 30, 2003 were 0.81%
and 8.75%, respectively, compared with returns of 0.68% and 8.15%, respectively, for the same period in 2002. The
equity to asset ratio for the quarter ended June 30, 2003 was 9.21%, compared to 8.34% for the same period in 2002.

Annualized return on average assets and return on average equity for the six months ended June 30, 2003 were
0.83% and 9.03%, respectively, compared with returns of 0.68% and 8.13%, respectively, for the same period in
2002. The equity to asset ratio for the six months ended June 30, 2003 was 9.16%, compared to 8.33% for the same
period in 2002.
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Interest Rate Risk

The planning of asset and liability maturities is an integral part of the management of an institution’s net yield. To
the extent maturities of assets and liabilities do not match in a changing interest rate environment, net yields may
change over time. Even with perfectly matched repricing of assets and liabilities, risks remain in the form of
prepayment of loans or investments or in the form of delays in the adjustment of rates of interest applying to either
earning assets with floating rates or to interest bearing liabilities. The Company has generally been able to control
its exposure to changing interest rates by maintaining primarily floating interest rate loans and a majority of its time
certificates with relatively short maturities

The following table sets forth the interest rate sensitivity of the Company’s interest-earning assets and interest-
bearing liabilities at June 30, 2003, using the rate sensitivity gap ratio. For purposes of the following table, an asset
or liability is considered rate-sensitive within a specified period when it can be repriced or when it is scheduled to
mature within the specified time frame:

Due in Due After
Within Three to One to Due After Not
Three Twelve Five Five Rate-
(Dollars in thousands) Months Months Years Years Sensitive Total
Interest earning assets:
Federal funds SOId.........eeeeeeeieeeeeeee e $ 75,500 $ - $ - 3 - $ - $ 75,500
Interest bearing deposits in other financial Institutions..... 8,459 -- -- -- -- 8,459
SECULTEICS. ¢ttt stee sttt nee -- 12,155 38,110 106,095 -- 156,360
Total loans......cc.eeeiiiiiiiiieie e 514,176 79,255 59,709 12,294 -- 665,434
Total interest €arning assets..........eeeevuvveeeeriueeeeenniveeaenns 598,135 91,410 97,819 118,389 -- 905,753
Cash and due from banks..........cccoeeeeeiiiiiiiiiiiiiiiiiieee e, -- -- -- -- 49,506 49,506
OtNET @SSEES. . uvvuiiieeeeeeiieiiieciee e e e -- -- -- -- 41,192 41,192
T Otal @SSETS...eeeuirieiiieeiiie ettt $_598,135 $_ 91410 $ 97,819 $ 118,389 §$ 90,698 $_996.451
Interest bearing liabilities:
Demand, interest bearing...........c.ccceevevveeveereeeereerreereeneennns $ 98,025 §$ - $ - 3 - 3 - $ 98,025
Savings and money market...........oeevviveiieiiiiiieeiniiieeene 307,715 -- - -- -- 307,715
TIME dEPOSIES...uvvieuiiiiiiie ettt 74,454 66,484 25,277 -- -- 166,215
Mandatorily Redeemable Cumulative
Trust Preferred Securities..........uuuvveeeeveeiiiiiiiiiiiiiieeeeeeens -- - - 23,000 - 23,000
Total interest bearing liabilities.. 480,194 66,484 25,277 23,000 -- 594,955
Noninterest demand deposits........cccuvvveereiiieeeniiiiieeeeiiieenns 110,757 -- - -- 165,193 275,950
Other labilities...........ooviiiiiiiiiiieeie e -- -- 29,080 - 9,737 38,817
Shareholders' equity........ccueeeeeriiiiieiiiiiiee e -- -- -- -- 86,729 86,729
Total liabilities and shareholders' equity.............c.ceveeneen. $ 590,951 $_ 66,484 $ 54,357 $_ 23,000 $_ 261,659 $ 996451
Interest rate sensitivity GAP......ccccoeviiiniiiniiiieec $_ 7,184 $_ 24926 $ 43462 $_ 95,389 $_ (170961 $
Cumulative interest rate sensitivity GAP..........cccooevveeennnnns $ 7,184 $ 32,110 $ 75,572 $ 170,961 $ - $
Cumulative interest rate sensitivity GAP ratio.................... 0.72 % 322 % 6.61 % 17.21 % )

The foregoing table demonstrates that the Company had a positive cumulative one year gap of $32,110,000, or
3.22% of total assets, at June 30, 2003. In theory, this would indicate that $32,110,000 more in assets than liabilities
would reprice if there were a change in interest rates over the next year. If interest rates were to increase, the positive
gap would tend to result in a higher net interest margin, conversely if interest rates were to decline, the positive gap
would tend to result in a lower interest margin. However, changes in the mix of earning assets or supporting
liabilities can either increase or decrease the net margin without affecting interest rate sensitivity. This characteristic
is referred to as a basis risk and, generally, relates to the repricing characteristics of certain short-term funding
sources.

Interest rate changes do not affect all categories of assets and liabilities equally or at the same time. Varying interest
rate environments can create unexpected changes in prepayment levels of assets and liabilities, which may have a
significant effect on the net interest margin and are not reflected in the interest sensitivity analysis table. Because of

26



these factors, an interest sensitivity gap report may not provide a complete assessment of the exposure to changes in
interest rates. To supplement traditional GAP analysis, the Company performs simulation modeling to estimate the
potential effects of changing interest rate environments. The process allows the Company to explore the complex
relationships within the GAP over time and various interest rate environments.

Liquidity risk represents the potential for loss as a result of limitations on the Company's ability to adjust for future cash
flows, to meet the needs of depositors and borrowers, and to fund operations on a timely and cost-effective basis. The
liquidity policy approved by the board of directors requires annual review of the Company's liquidity by the
asset/liability committee, which is composed of senior executives, and the finance and investment committee of the
board of directors.

The Company's internal asset/liability committee and the finance and investment committee of the board of directors
each meet monthly to monitor the Company's investments, liquidity needs and to oversee its asset/liability
management. The Company evaluates the rates offered on its deposit products on a weekly basis.

Liquidity and Liability Management

To meet liquidity needs, the Company maintains a portion of its funds in cash deposits in other banks, in Federal
funds sold, and in investment securities. At June 30, 2003, the Company’s primary liquidity ratio was 20.65% as a
percentage of total unsecured deposits of $834,413,000, comprised of $52,303,000 in investment securities
available-for-sale with maturities (or probable calls) of up to five years, less $13,492,000 of securities that were
pledged to secure public and certain other deposits as required by law and contract; Federal funds sold of
$75,500,000, and $57,965,000 in cash and due from banks.

Capital Resources

The following table summarizes risk-based capital, risk-weighted assets, and risk-based capital ratios of the Company:

June 30, December 31,
(Dollars in thousands) 2003 2002 2002
Capital components:
Tier 1 Capital $ 106,542 $ 94,159 $ 101,966
Tier 2 Capital. 10,106 9,921 10,563
Total risk-based capital $ 116,648 $ 104,080 $ 112,529
Risk-weighted assets.......ccocoueeererrrnnne. $ 803900 $§ 793424 $ 842,399
AVETAZE ASSELS.ouverereeieieeeieieieieieineeanns $ 929,905 $ 918,355 §$ 950,091
Minimum
Regulatory
Requirements
Capital ratios:
Total risk-based capital..........cccoeveeeene 14.5 % 13.1 % 134 % 8.0
Tier 1 risk-based capital..........cc.cc........ 13.3 % 11.9 % 12.1 % 4.0
Leverage ratio (1).....cccovveveveevvereeneennnns 11.5 % 10.3 % 10.7 % 4.0
(1 Tier 1 capital divided by average assets (excluding goodwill).

At June 30, 2003 and 2002, and December 31, 2002, the Company’s capital met all minimum regulatory
requirements. As of June 30, 2003, management believes that HBC was considered “Well Capitalized” under the
Prompt Corrective Action Provisions.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

No material changes have occurred during the quarter to the Company’s market risk profile or information. For
further information refer to the Company’s Form 10-K.

ITEM 4. CONTROLS AND PROCEDURES

(a) We carried out an evaluation under the supervision and with the participation of our management,
including our principal executive officer and principal financial officer, of the effectiveness of the design and
operation of our disclosure controls and procedures, as of the end of the period covered by this report, pursuant to
Rule 13a-15(b) under the Securities Exchange Act of 1934. Based on their review of our disclosure controls and
procedures, the principal executive officer and principal financial officer have concluded that our disclosure controls
and procedures are effective in timely alerting them to material information relating to us that is required to be
included in our periodic SEC filings.

(b) There were no changes in our internal controls over financial reporting that occurred during our last fiscal
quarter that have materially affected, or are reasonably likely to materially affect, such controls.

Part I — OTHER INFORMATION
ITEM 4. SUBMISSIONS OF MATTERS TO A VOTE OF SECURITY HOLDERS

The Company held its 2003 Annual Meeting of Shareholders on May 22, 2003. There were 11,222,564 issued and
outstanding shares of Company Common Stock on April 2, 2002, the Record Date for the 2003 Annual Meeting.
Each of the shares voting at the meeting was entitled to one vote.

At the 2003 Annual Meeting, the following actions were taken:
Election of Directors

The Company’s board is divided into three classes. At the 2003 Annual Meeting, four directors of the Company
were elected. The following chart indicates the number of shares cast for each elected director:

Name of Director Votes For Votes Withheld
James R. Blair 9,034,951 147,562
Roy E. Lave 9,035,051 147,462
William J. Del Biaggio, Jr. 8,929,554 252,959
Jack L. Peckham 9,034,941 147,572

In addition to the above four individuals, the following previously elected directors’ terms continued after the
meeting:

Name of Director Title
Frank G. Bisceglia Director
Phillip R. Boyce Director/Chairman of the Board
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Richard L. Conniff Director/Chief Operating Officer

Anneke Dury Director
Louis [“Lon”] O. Normandin Director
Humphrey P. Polanen Director
Kirk M. Rossmann Director
Brad L. Smith Director/Chief Executive Officer
Charles J. Toeniskoetter Director

Ratification of Deloitte & Touche, LLP as the Company’s auditors

The number of shares cast for and against the ratification of the Board of Directors’ selection of Deloitte & Touche,
LLP to serve as the Company’s auditors for the fiscal year ending December 31, 2003 was as follows:

FOR 9,118,003
AGAINST 6,306
ABSTENTIONS 58,204

ITEM 6. - Exhibits and Reports on Form 8-K

(a) Exhibits included with this filing:

The exhibit list required by this item is incorporated by reference to the Exhibit Index filed as part of this report.
(b) Reports on Form 8-K

The Registrant furnished a Current Report on Form 8-K dated July 23, 2003 under item 9 and item 12 to report its
second quarter ended June 30, 2003 financial results, and condensed consolidated financial information.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

Heritage Commerce Corp

(Registrant)
August 14, 2003 /s/ Brad L. Smith
Date Brad L. Smith, Chief Executive Officer
August 14, 2003 /s/ Lawrence D. McGovern
Date Lawrence D. McGovern, Chief Financial Officer
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Exhibit Index

Description

Certification of Registrant’s Chief Executive Officer Pursuant To
Section 302 of the Sarbanes-Oxley Act of 2003

Certification of Registrant’s Chief Financial Officer Pursuant To
Section 302 of the Sarbanes-Oxley Act of 2003

Certification of Registrant’s Chief Executive Officer Pursuant To
18 U.S.C. Section 1350

Certification of Registrant’s Chief Financial Officer Pursuant To
18 U.S.C. Section 1350
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