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Part I -- FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

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

March 31, December 31,
(Dollars in thousands) 2004 2003
ASSETS
Cash and due frombanks........ccocoovvvvvevviviiveeieeeeeeeeeee $ 49,684 $ 39,978
Interest bearing deposits in other financial institutions.. 2,041 2,039
Federal funds SOl ......ccooouiiiieeieeceee e 67,700 72,200
Total cash and cash equivalents.........cocecevevirennincinecnceene 119,425 114,217
Securities available-for-sale, at fair value.. 204,705 153,473
Loans held for sale, at lower of cost or market..........c.ococeevvveveeeeceeeneennen. 25,512 30,638
Loans, net of deferred costs 670,739 666,088
Allowance for probable 10an 10SSes......ccoevereirernineireereeeeeeeene (12,151) (13,451)
LOANS, NETueiiiiiieiiiicieecetie ettt et ere e e erae e e eaee e 658,588 652,637
Premises and equUIPMENt, NEt......ceceriiiiiriiriieiieiieiee et 3,711 4,034
Accrued interest receivable and other assets.. 20,673 20,425
Corporate owned life insurance.........c.ccoueeenee. 25,602 25,273
Other INVESTMENTS ....viiiieiiiiiie ettt e eate e eaeeeeteeesnnee s 2,507 2,504
TOTAL $ 1,060,723 $ 1,003,201
LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities :
Deposits
Demand, noninterest bearing $ 287,633 $ 238,423
Demand, interest bearing.......... 108,764 105,260
Savings and MONEY MArKet........ccveerieirerieerieireeeeseee e 340,212 345,886
Time deposits, under $100........ccccveireirereieeeeeeeeee e 39,724 39,869
Time deposits, $100 and over.. 97,634 94,002
Brokered deposits.... 11,018 11,970
Total dePOSItS..evireeeireeireeieeeeeee e 884,985 835,410
Accrued interest payable and other liabilities..........coceevrerererercencinene 10,057 10,643
Other DOTTOWINES c.uvvenieiiieiieieeeee et es 48,600 43,600
Notes payable to subsidiary grantor trusts.......coeoveverereerierenennennne 23,702 23,702
Total HabilitIeS .....ocveeveeeieeeeeeeeeeeeeee et 967,344 913,355
Commitments and contingencies
Shareholders' equity:
Preferred stock, no par value; 10,000,000 shares authorized;
NONE OULSEANAING .eveviieniriiieieiee ettt - --
Common stock, no par value; 30,000,000 shares authorized;
shares outstanding: 11,495,008 at March 31, 2004
and 11,381,037 at December 31,2003...........ccocoieviiieieieieieeeeeeeereea 65,776 65,234
Unallocated ESOP shares........ccooceeevinieieinieieieieeeae (380) (443)
Accumulated other comprehensive income, net of taxes.... 1,000 79
Retained earnings.....coceoveveeeneinieeneninenecneeseeeeeeeeeenes 26,983 24,976
Total shareholders' equity......cocooceviririniriiieeeeeeecee 93,379 89,846
TOTAL $ 1,060,723 $ 1,003,201

See notes to condensed consolidated financial statements



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

Three Months Ended

March 31,
(Dollars in thousands, except per share data) 2004 2003
Interest income:
Loans, including fees......cocooiiiiiiiiiiiiii e, 10,514  § 11,185
Securities, taxable......ooiiiiiiiiii 1,284 1,069
Securities, non-taxable.........ocoviiiiiiiiiiiii 115 96
Interest bearing deposits in other financial institutions.... 3 16
Federal funds sold..........oooiiiiiiiiii 68 82
Total interest income 11,984 12,448
Interest expense:
LDy T O L PP 1,581 2,280
Subsidiary grantor tTUSES. ..o.vuin it 482 490
(O R 1D P TP T PP 126 3
T otal INTEreSt EXPEMSC.cuuunin ittt ettt ettt eene e 2,189 2,773
Net interest income before provision for probable
L0 AN 10 S8 S ettt ittt e 9,795 9,675
Provision for probable loan 1osses..........oceeiiiiiiiiiiinnn, 600 1,300
Net interest income after provision for probable
L0 B 0 1 13T N 9,195 8,375
Noninterest income:
Gain on sale of loans.......coooiiiiiiiiiiiiiiii 727 557
SerVICING IMCOM Cuunitiiiniteiinit et 505 425
Service charges and other fees on deposit accounts.......... 473 411
Appreciation of company owned life insurance ............... 329 334
Gain on sale of securities available-for-sale...................... 212 425
Mortgage brokerage fees.......oooviiiiiiiiiiiiiiiiiiiiii 119 363
(O R 1D TP P PP 109 449
Total noninterest IMCOME......ooiriiirii ittt 2,474 2,964
Noninterest expenses:
Salaries and employee benefits.........c.coveiiiiiiiiiiiiin, 4,720 4,704
O L CUP ATICY ttttitetet ettt ettt e 1,050 819
Loan origination COSES...c.uuriitiiitiiiiiiiieeceiece e 357 317
Professional fees....cooiiiiiiiiiii 355 271
Advertising and promotion.....coouveiiiiiiiiiiiiineieeeaens 247 171
Furniture and equipment........coeveiiiiiiiiiiiiiiieiieeeeens 237 391
(03 TS R AT B (ol PPN 185 250
T elephone. oo 113 83
Stationery & Supplies.....coooeiiuiiiiiiiiiiiiiii 70 106
L0 T 1 1,378 1,388
Total NONINEEreSt EXPENSES.cutranenininenenininieeeeaeaeaeaeaeaaannans, 8,712 8,500
Income before provision for income taXes......cocoeveveveeennnnnn, 2,957 2,839
Provision for inCome taxes...coevuniieiiiiiniiniiiiieeiieeennn, 950 910
NeEt iMCOM @ uuinernineenineenieeenreeeneerencescnsescnsessnsescnsascnsascnsascnses 2,007 S 1,929
Earnings per share:
BaSIC ittt 0.18 § 0.17
Diluted. e 0.17 § 0.17

See notes to condensed consolidated financial statements
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HERITAGE COMMERCE CORP AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)
Three Months Ended

March 31,

(Dollars in thous ands) 2004 2003
Cash flows from operating activities:
INEE IILCOINIC .ottt ettt e eae s et et et et et et eese s eesesseesesaesseenesaesseeneerean $ 2,007 $ 1,929
Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation and amortiZation..........ecveerueeeerieirieerieeeeeeeseeeeeeesseeesessesesees 472 429
Provision for probable 10an l0SSeS......ccuveievirieirieiieieeseeeieeee e 600 1,300
Gain on disposals of property and equipment...........cccecevveereeirieerenieenieeenns (10) --
Gain on sale of securities available-for-sale.........cc.cecvevervenieveniecineceneeeene, (212) (425)
Amortization /accretion of discounts and premiums on securities................ 116 350
Gains 0N Sales 0T I0ANS ...cvciviiicieieiiceteee et (727) (557)
Proceeds from sales ofloans held forsale.......ccovvviiviieeiiiciciiceceeeeee, 13,480 10,855
Originations of loans held forsale.........cooveiinreinnee e (12,450) (18,341)
Maturities ofloans held for sale.......c..ooieiieiiiiiiiieiieeeceeeeeeeee e 4,823 9,351
Appreciation of Company Owned Life Insurance..........cccceceeeverreneccnenneenne. (329) (334)
Effect of changes in:

Accrued interest receivable and other asSets.......cocvevievereiriecirienieenieennns (227) 956

Accrued interest payable and other liabilities..........ccoeeveeererieiniecrernenn (1,124) 171
Net cash provided by operating activiti€S.......ceeeveereererrererererereeereeesereeenne 6,419 5,684
Cash flows from investing activities:
Net (increase) decrease i I0anS......c.ceceeueeieirieirieieiieereesee e (6,551) 22,101
Purchases of securities available-for-sale.........ccccooueviiieinevieiinieisieeceieeienns (70,162) (4,087)
Maturities/paydowns/calls of securities available-for-sale.........c.cccoeeuennee. 2,890 9,098
Proceeds from sales of securities available-for-sale.........cocoevvvvveviicviiiiennens 17,637 21,370
(Purchases) redemption of other investments..........ccceceveevenieeneeniecneeenenn, 3) 316
Purchases of premises and eqUIPMENt......cccecveverieerieinenieiniereeeee e (139) (115)
Net cash (used in) provided by investing activiti€s........ccceververereerererereneecnnas (56,328) 48,683
Cash flows from financing activities:
Net increase (decrease) in dePOSIES...ccverueerreirerirerieenieieeriee et eeeenes 49,575 (17,310)
Net proceeds fromissuance of common StOCK.......ccooveiverieeniecineniseneenecns 542 274
Net change in 0ther DOTTOWINES ....c.cvveirieieiieiieieieeeeeeeee e 5,000 --
Net cash provided by (use in ) financing activitieS........ceeveverveverrecerrereererrennnnen 55,117 (17,036)
Net increase in cash and cash equivalents.........ccccocevevereeieennieneeneeeeeeen 5,208 37,331
Cash and cash equivalents, beginning of period.......cccceeeceeevieenecrneceeennennn, 114,217 86,632
Cash and cash equivalents, end of period $_ 119425 $ 123,963
Supplemental disclosures of cash paid during the period for:

T TS ettt ettt et ettt et e et e et e e e e e saeeae et re et nenes $ 2,547 $ 3,385

TNCOIME LAXES covvuvenveretereetiaetcaeeeeeesaesssae s s s sse s sse s sse s sse s s s s s s s s s saesensesensesnans $ - S 350

See notes to condensed consolidated financial statements



HERITAGE COMMERCE CORP AND SUBSIDIARIES
Notes to Condensed Consolidated Financial Statements
March 31, 2004
(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 annual 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, 2003. The Company has
also established the following unconsolidated subsidiary grantor trusts: Heritage Capital Trust I; Heritage Statutory
Trust [; 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 ended March 31, 2004 are not necessarily indicative of the results expected for any
subsequent period or for the entire year ending December 31, 2004.

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, 3.31% and 3.34% for March 31, 2004 and 2003; stock volatility of
37% and 22% in March 31, 2004 and 2003; 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

March 31,

(Dollars in thousands, except per share data) 2004 2003
Net income

AS TEPOTLEA. ...ttt $ 2,007 $ 1,929

Less: Compensation expense for amortization of fair value of

stock awards, net 0f taXes.......cccevviieriiiiiniieniiecece (183) (176)

PTO fOIMA. ..o $ 1,824 $ 1,753
Net income per common share - basic

AS TEPOTEEA. ettt e e $ 0.18 $ 0.17

Pro fOrMA. . eeviiiiieiit e $ 0.16 $ 0.16
Net income per common share - diluted

AS TEPOTLEA. ...ttt $ 0.17 $ 0.17

Pro fOrma......cooouiiiiiiiiiciic e $ 0.15 $ 0.15

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. There were 117,770 and 843,584 stock options at March 31, 2004 and 2003 considered to be antidilutive
and excluded from the computation of diluted earnings per share. 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:

March 31,
2004 2003
Weighted average common shares outstanding - used
in computing basic earnings per share..........cccceueeeineeel 11,375,388 11,135,467
Dilutive effect of stock options outstanding,
using the treasury stock method.............ooooiiiiiiiiiiinns 422,941 261,432
Shares used in computing diluted earnings per share............ 11,798,329 11,396,899

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

March 31,

(Dollars in thousands) 2004 2003
NEt INCOME....eeieeeiiieeeiiiee et ee et e et e e e eieeeeeeeeeeeeeeeens $ 2,007 $ 1,929

Other comprehensive income (loss), net of tax:

Net unrealized holding gains (losses) on available-for-sal

securities and Interest-Only strips during the period....... 1,065 (63)
Less: reclassification adjustment for realized

gains on available-for-sale securities

included in net income during the period............ccccceee. (144) (289)
Other comprehensive income (loss)......... . 921 (352)
Comprehensive income.................. $ 2,928 $ 1,577




5) Supplemental Retirement Plan

The Company has a supplemental retirement plan covering key executives and directors (Plan). The Plan is a
nonqualified defined benefit plan and is unsecured and unfunded and there are no Plan assets. For the current fiscal
year ending December 31, 2004, the Company estimates the contributions to be paid to the Plan will be $1,200,000
of which $237,000 was paid in the first quarter of 2004. The following table presents the amount of periodic benefit
cost recognized for the quarters ended March 31, 2004 and 2003:

March 31,
(Dollars in thousands) 2004 2003
Components of net periodic benefits cost
SEIVICE COSLururniuiriririnirereiieeete ettt $ 182 $ 114
Interest COSt..c.oeererereeuenennee 102 50
Amortization of (ZaiN)/10SS.....cceeveevevrrrerrerirrrrererniennes 40 (6)
Net periodic benefit COSt.....ivmimieierrrerrrerenne, $ 324 $ 158

6) 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 March 31, were as follows:

(Dollars in thousands) 2004 2003

Commitments to extend credit...... $ 290,827 $ 282,094

Standby letters of credit................ 8,542 2,738
$ 299,369 $ 284,832

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 considered significant.

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
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extending loan facilities to clients. The Company has a deferred liability of $22,000 as of March 31, 2004, which
represents the premiums received on the outstanding financial standby letters of credit. The Company recognizes
these premiums as income as the commitments are used or as they expire.

7 Reclassifications

Certain amounts in the December 31, 2003 and March 31, 2003 financial statements have been reclassified to
conform to the March 31, 2004 financial statements 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. 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 (the "Bank").
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 consolidated
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, we
use a 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 our financial results. We use historical loss factors as
one factor in determining the inherent loss that may be present in our loan portfolio. Actual losses could differ
significantly from the historical factors that we use. We apply Accounting Principles Board (APB) No. 25,
“Accounting for Stock Issued to Employees” and related interpretations to account for our stock option plan awards.
Other estimates that we use are related to the expected useful lives of our depreciable assets. In addition GAAP itself
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may change from one previously acceptable method to another method. Although the economics of our transactions
would be the same, the timing of events that would impact our transactions could change.

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 formula losses 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 differ from 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 18.

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 March 31,
2004, 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. A
corresponding decrease in the value of the I/O strip receivable would also be expected.

Stock Based Awards

Under APB No. 25, compensation cost for stock options is measured as the excess, if any, of the fair market value of
the Company’s stock at the date of the grant over the amount required to be paid to the Company by the optionee
upon exercising the option. Because 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 is required to be
recognized for stock options on the date of grant.



RESULTS OF OPERATIONS
Overview

Net income for the three months ended March 31, 2004 was $2,007,000, up 4% from $1,929,000 for the three
months ended March 31, 2003. Earnings per diluted share were $0.17 for the three months ended March 31, 2004
and 2003. Annualized return on average assets and return on average equity for the quarter ended March 31, 2004
were 0.82% and 8.83%, compared with returns of 0.85% and 9.32%, for the same period in the prior year.

For the three months ended March 31, 2004, as compared with the same period in the prior year, net interest income
increased slightly from $9,675,000 to $9,795,000, an increase of $120,000, or 1%. The Company's net interest
margin was 4.38% for the three months ended March 31, 2004, down 26 basis points from 4.64% for the three
months ended March 31, 2003, the change reflects the decrease in the yields on earning assets of 61 basis points
offset by a corresponding decrease in the cost of interest bearing liabilities of 47 basis points and the effects of the
change in mix of earning assets, primarily the increase in the average level of investment securities, and the mix in
interest bearing liabilities.

Total assets as of March 31, 2004 were $1,060,723,000, an increase of $117,608,000, or 12%, from $943,115,000 as
of March 31, 2003, and an increase of $57,522,000, or 6%, from total assets of $1,003,201,000 as of December 31,
2003. Total deposits as of March 31, 2004 were $884,985,000, an increase of $60,359,000, or 7%, from
$824,626,000 as of March 31, 2003, and an increase of $49,575,000, or 6%, from total deposits of $835,410,000 as
of December 31, 2003.

Total loan portfolio as of March 31, 2004 were $670,739,000, an increase of $19,213,000, or 3%, from
$651,526,000 as of March 31, 2003 and an increase of $4,651,000, or 1%, from $666,088,000 as of December 31,
2003. The Company's allowance for probable loan losses was $12,151,000, or 1.81%, of total loans at March 31,
2004. This compares with an allowance for probable loan losses of $14,247,000, or 2.19%, and $13,451,000, or
2.02% of total loans at March 31, 2003 and December 31, 2003. The decrease in the overall level of the allowance
of loan losses since December 31, 2003 is primarily the result of a $2,000,000 charge-off related to one unsecured
commercial loan in the first quarter of 2004 offset by the provisions made during the quarter. The Company's
nonperforming assets were $4,801,000, compared to $4,800,000 as of March 31, 2003 and $4,580,000 as of
December 31, 2003.

The Company's shareholders' equity at March 31, 2004 was $93,379,000, up from $84,143,000 at March 31, 2003
and $89,846,000 as of December 31, 2003. The increase in shareholders’ equity is a result of the income generated
during the period, the exercise of common stock options and the increase in other comprehensive income from fair
value changes. Book value per share increased to $8.12 at March 31, 2004, from $7.50 at March 31, 2003 and $7.89
at December 31, 2003. The Company's leverage capital ratio was 11.54% at March 31, 2004 compared to 11.25% at
March 31, 2003 and 11.17% at December 31, 2003.
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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

March 31, 2004

For the Three Months Ended

March 31,2003

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

(Dollars in thousands) Balance Expense Rate Balance Expense Rate
Assets:
LOANS, GrOSS. . ieiueieiiiieiiiieeieee sttt e ettt $ 691,624 § 10,514 6.11% $ 693,852 § 11,185 6.54%
Investment SECUMTLIES. .. ...ouuniiiiieiiiiee e 176,184 1,399 3.19% 116,921 1,165 4.04%
Interest bearing deposits in other financial institutions.... 2,039 3 0.59% 7,312 16 0.89%
Federal funds sold...........coooviiiiiiiniiiiiiiiicieee 29,145 68 0.94% 28,014 82 1.19%

Total interest earning assets..........coeevvrevvvunevvvvvvenenenenes 898,992 §$ 11,984 5.36% 846,099 $ 12,448 5.97%
Cash and due from banks.........ccoooovveiiiiiiiiiiieeieee 45,035 37,211
Premises and equipment, Net.........occceveerrniiieeriniiieeeennnnns 3,983 5,215
OtRET @SSEES...uuueieiiiiiiiiieee et 31,777 34,431

T Otal ASSELS...eieiiiiiiiiieiieeeit et $_ 979,787 $_ 922,956
Liabilities and shareholders' equity:
Deposits:
Demand, interest bearing.............oevvveveeriniiieeeeniiiieeeeennns $ 106,143 $ 119 0.45% $ 92,657 $ 146 0.64%
Savings and money market..........ccceeevviiiiiienniiiiieenninnen, 336,364 841 1.01% 302,756 976 1.31%
Time deposits, under $100.........covvveeriiiiiiiieiiiiiiieieeeee 39,611 142 1.44% 45,165 243 2.18%
Time deposits, $100 and OVer.......cccvveeeiiiiiieeriiiiieeeenns 96,251 349 1.46% 107,853 550 2.07%
Brokered deposits.........ceeeriiiriiieniiiiiiienie e 11,652 130 4.49% 37,947 365 3.90%
Other borrowings...........ccccue... 52,191 608 4.69% 24,022 493 8.32%

Total interest bearing liabilities... 642,212 $ 2,189 1.37% 610,400 $ 2,773 1.84%
Demand, noninterest bearing...... . 234,693 217,630
Other Habilities.......cceiruieeiiiiiriiii e 11,502 10,978

Total Habilities.......cueeriiiriiiiiiie e 888,407 839,008
Shareholders' equity........cccccooiuiiiiiiiiiiiiiiiie e 91,380 83,948

Total liabilities and

shareholders' equity.........ccovvuvrieeeriiiiieeiiiieeeeiiiieeeenns $_ 979,787 $_ 922,956

Net interest iNCOME / MATIN.....oovveevieeeieeiieieieeeieriieieeneees $ 9,795 4.38% $ 9,675 4.64%

Note: Yields and amounts earned on loans include loan fees of $991,000 and $1,101,000 for the three month periods ended March 31, 2004
and 2003, 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 $4,171,000 and $4,800,000 for the period ended March 31, 2004 and 2003, respectively, are
included in the average balance calculation above.

The Company's net interest income for the three months ended March 31, 2004 was $9,795,000, an increase of
$120,000, or 1%, over the same three month period in the prior year. For the three months ended March 31, 2004
compared to the same periods in the prior year, average interest earning assets increased by $52,893,000, or 6%.
For the three months ended March 31, 2004, the average yield on interest earning assets was 5.36%, down 61 basis
points from 5.97% for the same period in 2003. Over the same period the rates paid on interest bearing liabilities
declined 47 basis points to 1.37% from 1.84%. As a result, the net interest margin decreased 26 basis points to
4.38% for the three months ended March 31, 2004, from 4.64% for the same period in the prior year. The decrease
in the first quarter of 2004 compared to the same period in the prior year was primarily attributable to the continuing
low interest rate environment and changes in the level and mix of earning assets and interest bearing liabilities.
Overall, the changes in volume contributed $373,000 to net interest income while the effect of the changes in rates
reduced this contribution by $253,000 resulting in the overall increase in March 31, 2004 from March 31, 2003 of
$120,000.
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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 March 31,
2004 vs. 2003
Increase (Decrease) Due to Change In:

Average Average Net
(Dollars in thousands) Volume Rate Change
Interest earning assets
LOANS, GTOSS ...vuruveieriereeiierireeseseeseseessae e ssas et esaes e ssasssnans $ 27) $ (644) $ (671)
INVEStMENtS SECUTIHIES ....covevvereeerreeieeeiriseeeeeeteieieie et 472 (238) 234
Interest bearing deposits in other financial institutions...... ®) %) (13)
Federal funds sOId........ccocevevereieiereieeieceececceeeeeceseen 3 (17) (14)
Total interest €arming asSetS.......oeovurereeeeererereeeueerereeseerereeeeenees $ 440 $ (904) $ (464)
Interest bearing liabilities
Demand, interest bearing..........coevvevereeeeerereriseerneereresieienerenenens 15 (42) 27
Savings and MONey mMArket..........coceevereverereeeerereeeeeennenas 81 (216) (135)
Time deposits, under $100...........ccoevereerererererrieeeeeeeenas (20) (81) (101)
Time deposits, $100 and OVET.......ccoverurierrieirieereseeens (43) (158) (201)
Brokered deposSits......coeieurueuriniierirereeer e (294) 59 (235)
Other bOITOWINGS.....c.covvveerererereriririreens 328 (213) 115
Total interest bearing liabilities $ 67 $ (651) $ (584)
Net INTETEST INCOIMIE. c.vvveeeerereeeeeeeeeteeereeeeeeeeeeeseeeeeseeseeseeseneeneens $ 373§ (253) $ 120

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 months ended March 31, 2004, the provision for
probable loan losses was $600,000, compared to $1,300,000 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)
March 31, 2004 versus 2003
(Dollars in thousands) 2004 2003 Amount Percent

Gain on sale 0f10ANS ... s $ 727 $ 557§ 170 31 %
SerVICING MNCOME......cecvevvrierieirireeeieiieeiseesieesesseesseeassesenseenns 505 425 80 19 %
Service charges and other fees on deposits accounts....... 473 411 62 15 %
Appreciation of company owned life insurance.................. 329 334 ®) (D)%
Gain on sale of securities available-for-sale......................... 212 425 (213) (50)%
119 363 (244) (67)%
109 449 (340) (76)%
$ 2474 § 2964 § (490) (17)%

Noninterest income for the three months ended March 31, 2004 was $2,474,000, down 17% from $2,964,000 for the
same period in the prior year. The decrease was primarily due to the amendment of an equipment lease agreement
resulting in a change in the classification from equipment under operating leases to a direct financing lease
arrangement, which is now included in the loan portfolio. As a result, the payment amounts are now recorded as
principal and interest payments rather than noninterest income and expenses. The decrease in gain on sale of
securities available-for-sale of $213,000 and mortgage brokerage fees of $244,000, which resulted from the change
in the underlying market conditions, for the first quarter of 2004 from the prior year was partially offset by an
increase in gains on sales of loans of $170,000 and servicing income of $80,000, which 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 increases in service charges and other fees on deposit accounts of $62,000 was due to
an increase in the activity and level of demand deposit accounts.

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)
March 31, 2004 versus 2003
(Dollars in thousands) 2004 2003 Amount Percent
Salaries and employee DENefits.......ccovvevrvrrrrrreereienieeinnnns $ 4720 $ 4704 $ 16 0%
OCCUPANCY ..ottt beeesese st sessessesssssaees 1,050 819 231 28 %
Loan origination COSES.......wrrrrrrruriieerrieereiseseessessesesesseens 357 317 40 13 %
Professional fees........ococovvvrvrrerrinerinnes 355 271 84 31 %
Advertising and promotion 247 171 76 44 %
Furniture and equipment 237 391 (154) (39)%
CHENE SEIVICES c..cuvvieuerreiirciieeeereeereeessesesseaesessesessesessessesesseaees 185 250 (65) (26)%
TEIEPRONE......eeiieieteeeier et 113 83 30 36 %
Stationery & SUPPUES.......c.eveueeereeereereeircereeeree e 70 106 (36) B4)y%
OLRET..... ettt et nsees 1,378 1,388 (10) (D%
TOLAL ..ottt e $ 8712 $ 8500 $ 212 2%
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The following table indicates the percentage of noninterest expense in each category:

For The Three Months Ended March 31,

Percent Percent
(Dollars in thousands) 2004 of Total 2003 of Total
Salaries and employee benefits........coovreoeeveereneereneerininnenenns $ 4,720 54% $ 4,104 55 %
OCCUPANCY ...ttt ettt sesssaees 1,050 12 % 819 10 %
Loan origination COSES.......vwrrrerrrerrrieernrreeeeisessessesseesessesens 357 4% 317 4%
Professional fees.......c.cveueiirnieinieeniineneneeeieereeesenenenns 355 4 % 271 3%
Advertising and promotion..........cceeeeeereeeeererressereessssessnenns 247 3% 171 2%
Furniture and equipment 237 3% 391 5%
Client services 185 2% 250 3%
Telephone........cccoveeeerereninnne 113 1% 83 1%
Stationery & SUPPHES......cccoeveererriererrieeieeresesssseseiseneenens 70 1% 106 1%
OtRET ettt 1,378 16 % 1,388 16 %
TOtAL e $ 8,712 100 % $ 8,500 100 %

Noninterest expenses for the three months ended March 31, 2004 were $8,712,000, up $212,000, or 2%, from
$8,500,000 for the same period in the prior year.

For the three month period ended March 31, 2004 compared to the three month period ended March 31, 2003:

e Salaries and benefits increased $16,000, or less than 1%, to $4,720,000, as compared to the same period in the
prior year. Salaries and benefits are expected to increase in the second quarter of 2004 by approximately
$1,100,000 for severance payments to be paid as a result of the resignation of the chief executive officer
effective May 5, 2004. See Part II Item 4 and Exhibit 4.1 for additional information.

e Occupancy increased by $231,000, or 28%, primarily as a result of increased rental costs, depreciation on
leasehold improvements and write-offs associated with the outsourcing of the data processing function.
Occupancy costs, as a percentage of total noninterest expenses increased to 12% from 10% over the
comparative three month periods.

e Loan origination costs increased by $40,000, or 13%, to $357,000. The increase from 2003 was primarily due
to continued growth in the loan portfolio. Loan origination cost, as a percentage of total noninterest expenses
remained fairly constant over the comparative three month periods.

e Professional fees increased $84,000, or 31%, to $355,000. The increases were primarily due to increased legal
expenses. Professional fees, as a percentage of total noninterest expenses increased to 4% from 3% over the
comparative three month periods.

e  Advertising and promotion increased $76,000, or 44%, to $247,000. The increase from 2003 was primarily as a
result of several new promotions and sponsorships in 2004. Advertising and promotion, as a percentage of toal
noninterest expenses increase to 3% from 2% over the comparative three month periods.

e Furniture and equipment decreased by $154,000, or 39%, to $237,000, due to the decrease in the level of
purchase of small equipment, fewer equipment repairs, and lower depreciation on furniture and equipment in
2004. Furniture and equipment, as a percentage of total noninterest expenses decrease to 3% from 5% over the
comparative three month periods.

e Client services decreased $65,000, or 26%, to $185,000, due to the decrease in services fees charged to the

Company from the third party vendors in 2004. Client services, as a percentage of total noninterest expenses
decreased to 2% from 3% over the comparative three month periods.
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e Telephone expense increased by $30,000, or 36%, to $113,000. Telephone expense, as a percentage of total
noninterest expenses remained fairly constant over the comparative three month periods.

e Stationery and supplies decreased by $36,000, or 34%, to $70,000. Stationery and supplies, as a percentage of
total noninterest expenses also remained fairly constant over the comparative three month periods.

e  Other noninterest expense decreased slightly by $10,000, or 1%, to $1,378,000.

Income Taxes

The provision for income taxes for the three months ended March 31, 2004 was $950,000, as compared to $910,000
for the same periods in the prior year. The following table shows the income tax rate for each period indicated.

Three Months Ended
March 31,
2004 2003
INCOME taXTate.....c.cvcveveeeeeee e 32,13 % 32.05 %

The difference in the effective tax rate compared to the statutory tax rate of 42% is primarily the result of the
Company’s investment in Bank Owned Life Insurance policies whose earnings are not subject to taxes, low income
housing tax credits and investments in municipal securities.

FINANCIAL CONDITION

Total assets increased $57,522,000, or 6%, to $1,060,723,000 at March 31, 2004 from $1,003,201,000 at
December 31, 2003, and increased $117,608,000, or 12%, from $943,115,000 at March 31, 2003. Securities
available-for-sale increased $51,232,000, or 33%, to $204,705,000 at March 31, 2004 from $153,473,000 at
December 31, 2003, and increased $105,269,000, or 106%, from $99,436,000 at March 31, 2003. Total loan
portfolio increased $4,651,000, or 1%, to $670,739,000 at March 31, 2004 from $666,088,000 at December 31,
2003, and increased $19,213,000, or 3%, from $651,526,000 at March 31, 2003. The increase in the assets was
primarily funded by increases in deposits and other borrowings. Total deposits increased $49,575,000 or 6% to
$884,985,000 at March 31, 2004 from $835,410,000 at December 31, 2003, and increased $60,359,000, or 7%, from
$824,626,000 at March 31, 2003. Other borrowings increased $5,000,000, or 11%, to $48,600,000 at March 31,
2004 from $43,600,000 at December 31, 2003. The Company did not have any other borrowings at March 31, 2003.

Securities Portfolio

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

March 31, December 31,
(Dollars in thousands) 2004 2003 2003
Securities available-for-sale (at fair value):
U.S. TICASUTY ...ovvvereiereeirieierieineesssaessaesseessaessassenans $ 6,021 $ 4,631 $ 7,015
U.S. Government Agencies........cooweeueereremrererereneennen. 63,301 33,434 36,115
Mortgage-Backed Securities........cccooeeererereeererenenns 105,377 40,335 79,615
MUNICIPAIS ..o 14,835 9,115 15,704
CMOS ..ottt aenas 15,171 11,921 15,024
Total securities available-for-sale.........ccococvveveuennne. $ 204,705 $ 99.436 $ 153,473
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The following table summarizes the composition of the Company’s investment securities and the weighted average
yields at March 31, 2004:

March 31, 2004
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 Treasury......cccoeveveveverennne $ - - % $ 6,021 1.67% $ -- - % $ -- - % $ 6,021 1.67%
U.S Government Agencies.......... - - 9% 63,301 2.17 % - - % - - % 63,301 217 %
Mortgage-Backed Securities........ - - % 331 5.08 % 7,980 3.54 % 97,066 4.09 % 105,377  4.05 %
Municipals - Nontaxable............ 472 491 % 11,998 2.93 % 2,365 3.29 % - - % 14,835 3.05%
(@1, (O - 9% -- - 9% -- - % 15,171 3.08 % 15,171  3.08 %
Total available-for-sale 491 % $_81,65 226 % $.10,345 348 % $_112,237 3959% $.204,705 3.25%
Note: Yield on non-taxable municipal securities are not presented on a fully tax equivalent basis.

Loans

Total loan portfolio increased $4,651,000, or 1%, to $670,739,000 at March 31, 2004 from $666,088,000 at
December 31, 2003, and increased $19,213,000, or 3%, from $651,526,000 at March 31, 2003.

For the three months ended March 31, 2004, $12,450,000 in loans guaranteed by the U.S. Small Business
Administration (SBA) were generated and held for sale, and $12,753,000 of SBA loans held for sale was sold into
the secondary market.

At March 31, 2004 and December 31, 2003, the Company serviced SBA loans, which it had sold into the secondary
market of approximately $125,117,000 and $117,770,000. At March 31, 2004 and December 31, 2003, the carrying
amount of the servicing assets was $1,967,000 and $1,876,000, respectively. There was no valuation allowance as
of March 31, 2004 or December 31, 2003. The balance of Interest-Only (I/O) strip receivable at March 31, 2004
and December 31, 2003 was $2,960,000, net of unrealized gain of $945,000, and $2,803,000, net of unrealized gain
of $925,000, respectively. These assets represent the servicing spread generated from the sold guaranteed portions
of SBA loans. Servicing income from these loans was $505,000 for the quarter ended March 31, 2004, compared to
$425,000 for the same period in 2003. Amortization of the related assets was $380,000 for the quarter ended March
31, 2004, compared to $297,000 for the same period in 2003. Heritage Bank of Commerce is a preferred lender
with the U.S. Small Business Administration, which allows the Company to grant certain U.S. Small Business
Administration loans without the prior approval of the SBA.

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

March 31, December 31,

(Dollars in thousands) 2004 Total 2003 Total
Commercial.........ooeveveveerererereeeeereeeeeenns $ 275,536 41% $ 281,561 42 %
Real estate - mortgage.......cocovvvevereverirenennne 287,833 43 % 276,908 42 %
Real estate - land and construction.......... 101,389 15 % 101,082 15 %
Direct financing lease..........cocoevvveveverriennnne 3,749 1% 3,931 1%
CONSUMET.......coeverrerenrererenane 1,715 0% 1,743 0%

Total loans 670,222 100 % 665,225 100 %
Deferred loan costs 517 863
Allowance for loan losses........cccceueueuenenen. (12,151) (13,451)
LOANS, TEL et eeernae $ 658,588 $ 652,637
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The loan portfolio is primarily composed of commercial loans to companies principally engaged in manufacturing,
wholesale, and service businesses and real estate lending, with the balance in direct equipment finance leases and
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. 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.

The following table sets forth the maturity distribution of the Company’s loan portfolio at March 31, 2004:

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

Commercial........coooveeeeveveeierceeeeeeeee $ 262,182 $ 12,610 $ 744 3 275,536
Real estate - mortgage........coceeveveueererecnnes 199,890 48,526 39,417 287,833
Real estate - land and construction.......... 101,389 -- -- 101,389
982 2,767 -- 3,749
1,470 245 -- 1,715
$ 565913 $ 64,148 $ 40,161 $ 670,222
Loans with variable interest rates............. $ 549996 $ 30,829 $ - 3 580,825
Loans with fixed interest rates................... 15,917 33,319 40,161 89,397
Totalloans........c.cccoeveveveeeeereceeecee $ 565913 $ 64,148 $ 40,161 $ 670,222

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 March 31, 2004, approximately 87% 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
the Company has granted a concession on the interest paid or original repayment terms due to financial difficulties
of the borrower. Other real estate owned (“OREO”) consists of real property acquired through foreclosure on the
related underlying defaulted loans. The following table shows nonperforming assets at the dates indicated:

March 31, December 31,

(Dollars in thousands) 2004 2003 2003
Nonaccrual 0ans..........cooeeevveeeeeeveeeereeeeeenens $ 4,171 $ 4,800 $ 3972
Loans 90 days past due and still accruing 630 - 608
Restructured loans..........cceveeeinnccccnrncnccrennnn: - - --

Total nonperforming loans................... 4,801 4,800 4,580
Other real estate owned..........cccccueureneee. - - -

Total nonperforming assets $ 4,801 $ 4,800 $ 4,580
Nonperforming assets as a percentage of

period end loans plus other real estate owned 0.72 % 0.74 % 0.69 %
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As of March 31, 2004, the Company had $4,171,000 loans on nonaccrual status, compared to $3,972,000 as of
December 31, 2003, which were considered impaired loans. The impaired loans had a related valuation allowance
of $1,287,000 and $464,000 at March 31, 2004 and December 31, 2003, respectively. The Company had $630,000
and $608,000 loans past due 90 days or more and still accruing interest, no restructured loans and no foreclosed
assets as of March 31, 2004 and December 31, 2003.

The Company had $4,800,000 in loans on nonaccrual status as of March 31, 2003, which were considered impaired
loans. The impaired loans had a related valuation allowance of $634,000 at March 31, 2003. The Company had no
loans past due 90 days or more and still accruing interest, no restructured loans and no foreclosed assets as of March
31, 2003.

The Company had $258,000 and $106,000 in foregone interest income on nonaccrual loans for the three months
ended March 31, 2004 and 2003, respectively. The Company had $17,000 and zero in interest income for cash
payments received on nonaccrual loans for the three months ended March 31, 2004 and 2003, respectively.

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.

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:
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Three Months Ended For the Year Ended

March 31, December 31,

(Dollars in thousands) 2004 2003 2003
Balance, beginning of period / year.................. $ 13451 § 13,227 % 13,227
Net charge-offS......ccovveeeeeieeeeeeeeeeeeeenas (1,900) (280) (2,676)
Provision for probable loan losses................... 600 1,300 2,900
Balance, end of period / year............cccooeueenne. $ 12,151 § 14247 3 13,451
Ratios:
Net charge-offs to

average loans outstanding...........ccecevevevenee. 1.16 % 0.17 % 0.41 %
Allowance for loan losses to average

lOANS....ciiiicie e 1.84 % 2.15% 2.07 %
Allowance for loan losses to total

LOANS ..o 1.81 % 2.19 % 2.02 %
Allowance for loan losses to

nonperforming assets........covveeeerereeeeereneens 253 % 297 % 294 %

Charge-offs reflect the realization of losses in the portfolio that were recognized previously though provisions for
probable loan losses. The net charge-offs as of March 31, 2004 were $1,900,000, compared to $280,000 as of
March 31, 2003. 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:

March 31, 2004 March 31,2003 December 31, 2003
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.......cccccevveeeiiiiiiiiiiiiiiiienn, $ 9,013 327 % $ 7,910 309 % $ 9,628 342 9
Real estate - mortgage..........cccueeneee. 1,803 0.63 % 3,157 1.26 % 2,003 0.72 %
Real estate - land and construction..... 1,199 1.18 % 3,180 225 % 1,714 1.70 %
Direct financing lease......................... 37 0.99 % -- - % 39 0.99 9
CONSUMET ....eeeeriiiieeeaiiiieeeeiiieee e 38 2.22 % 51 1.81 % 37 2.12 %
Unallocated........ccoooeeeviieeniienieene. 61 ) (51) - % 30 - %
Total ceeienieieeiieeeee e $§ 12,151 1.81 % $ 14,247 2.19 % § 13,451 2.02 %

The decrease in the overall level of the allowance and in the allowance as a percentage of total loans since
December 31, 2003 is primarily the result of the activity related to one unsecured commercial loan. As reported in
the Form 10-K for the fiscal year ended December 31, 2003, during the first quarter of 2004 the Company identified
a $4 million unsecured commercial line of credit with risks that created doubt about full repayment under the
original terms of the agreement. The loan was placed on nonaccrual and a specific reserve was established.
Subsequent to placement on nonaccrual, the Company was advised that the borrower had filed for bankruptcy
protection.  Although the Company continues to negotiate with the borrower within the framework of the
bankruptcy, $2.0 million was charged-off in the first quarter of 2004, and a specific reserve of $1.0 million was
established for the remaining balance of $2.0 million. Other than the loans already classified, the Company has not
identified any additional potential problem loans at March 31, 2004.

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.
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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
excess of the amount determined by the application of the formula allowance. As of March 31, 2004,
nonperforming loans had a related specific valuation allowance of $1,335,000 compared to a specific valuation
allowance of $474,000 at December 31, 2003.

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 March 31, 2004 was $10,755,000, compared to
$12,947,000 on December 31, 2003. The decrease was primarily attributable to the charge-off related to one
commercial unsecured loan and the specific reserve established for that loan.

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 March 31, 2004, the Company’s unallocated allowance was $61,000,
compared to $30,000 on December 31, 2003. 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
Company 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

Total deposits were $884,985,000 at March 31, 2004, up 6%, compared to deposits of $835,410,000 at December
31, 2003, and up 7% from $824,626,000 at March 31, 2003. Compared to December 31, 2003, noninterest bearing
demand deposits increased $49,210,000, or 21%, primarily due to a short term $30,328,000, or 51%, increase in title
and escrow deposits at March 31, 2004; interest bearing demand deposits increased $3,504,000, or 3%; savings and
money market deposits decreased $5,674,000, or 2%; time deposits increased $3,487,000, or 3%; and brokered
deposits decreased $952,000, or 8%.

20



The following table summarizes the distribution of average deposits and the average rates paid for the periods

indicated:
Three Months Ended Year Ended
March 31, 2004 December 31,2003
Average Average
Average Rate Average Rate
(Dollars in thousands) Balance Paid Balance Paid
Demand, noninterest bearing..............cocceueeenee. $ 234,693 - % $ 238,467 - %
Demand, interest bearing............coceeeurerenee 106,143 0.45 % 96,772 0.51 %
Saving and money market....... 336,364 1.01 % 318,774 1.16 %
Time deposits, under $100 39,611 1.44 % 43,060 1.85 %
Time deposits, $100 and over. 96,251 1.46 % 101,406 1.79 %
Brokered deposits......ocoveverereriririrereririnirieirirenns 11,652 4.49 % 24,559 4.05 %
Total average deposits.......coveverererererererenenes $ 824,714 077 % $ 823,038 0.95 %

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
March 31, 2004.

% of

(Dollars in thousands) Balance Total
ThIee MONTNS O €SS ....c.vveiveceeececee ettt ses st sas s saesan $ 48,229 44 %
Over three months through twelve MONthS..........cocovveeeerreereeneeneereerere e 50,040 46 %
OVEr tWEIVE IMONENS ... 10,383 10 %
TOLAL ..ottt sttt st st ranene $ 108,652 100 %

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

March 31,
2004 2003
Return on average assets........cooveeeeerennen. 0.82 % 0.85 %
Return on average equity 8.83 % 9.32 %
Average equity to average assets ratio... 933 % 9.10 %

Annualized return on average assets and return on average equity for the quarter ended March 31, 2004 were 0.82%
and 8.83%, respectively, compared with returns of 0.85% and 9.32%, respectively, for the same period in 2003. The
equity to asset ratio for the quarter ended March 31, 2003 was 9.33%, compared to 9.10% for the same period in
2003.
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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 March 31, 2004, 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 sold..........cccooovviiiiiiioieieiieeeecee e $ 67,700 $ - 3 - 3 - 8 - 3 67,700
Interest bearing deposits in other financial Institutions..... 2,041 - - - -- 2,041
SECUITEICS. .ttt ettt 327 145 81,651 122,582 -- 204,705
TOtal l0ANS.....eitiiiiieiii et 525,456 66,486 64,148 40,161 -- 696,251
Total interest €arning assets.........c.eeereeeernveeennieeernneeenns 595,524 66,631 145,799 162,743 -- 970,697
Cash and due from banks............cccoveeiriiiiiniiieiiiieeieees - -- - -- 49,684 49,684
Other assets............c.uuve.. -- 25,602 -- -- 14,740 40,342
Total assets... $ 595,524 $_ 92,233 $_ 145,799 $ 162,743 $ 64,424 $ 1,060,723
Interest bearing liabilities:
Demand, interest bearing...........c.ocveveeeiereeverieriereeerienns $ 108,764 $ - 3 - 3 - 8 - $ 108,764
Savings and money market..........ccoocueiiiiiiiiiiiiee . 340,212 -- -- -- - 340,212
TiIMeE AePOSIES...vvreeeiiireiiiieeiiiie et et e e ee e e e eeeee e 64,103 69,438 14,835 -- -- 148,376
Other DOTTOWINGS. .....veeiiiiieniiiiieniiieeeiree et 8,800 -- 39,800 -- - 48,600
Notes payable to subsidiary grantor trusts............ccceceveen. 9,279 -- -- 14,423 -- 23,702
Total interest bearing liabilities............... 531,158 69,438 54,635 14,423 -- 669,654
Noninterest demand deposits.......... 89,807 - -- - 197,826 287,633
Accrual interest payable and other liabilities... - -- - -- 10,057 10,057
Shareholders' equity........ccovueeeiiiieeiiiieenieeeiee e -- -- -- -- 93,379 93,379
Total liabilities and shareholders' equity..............cccccue.n. $ 620,965 $_ 69,438 $ 54,635 $_ 14,423 $_ 301,262 $_1,060,723
Interest rate sensitivity GAP.........cccovviviiieriiiieiicieieenens $ (25,441) $_ 22795 $ 91,164 §$ 148,320 $ (236.838) $ --
Cumulative interest rate sensitivity GAP........ o $(25,441) $  (2,646) $ 88,518 $ 236,838 $ - $ --
Cumulative interest rate sensitivity GAP ratio (2.40)% (0.25)% 8.35 % 22.33 % - % - %

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
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.
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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 March 31, 2004, the Company’s primary liquidity ratio was 20.75%,
comprised of $82,123,000 in investment securities available-for-sale with maturities (or probable calls) of up to five
years, less $19,993,000 of securities that were pledged to secure public and certain other deposits as required by law
and contract; Federal funds sold of $67,700,000, and $49,684,000 in cash and due from banks, as a percentage of
total unsecured deposits of $864,992,000.

Capital Resources

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

March 31, December 31,
(Dollars in thousands) 2004 2003 2003
Capital components:
Tier 1 Capital......coveeeeneeeneeeincenecinecnenn, $ 113412 $ 104,166 $ 110,891
Tier 2 Capital......ccvceeeveeeenceeeneencireceenn, 10,725 10,117 10,403
Total risk-based capital...................... $ 124137 $ 114283 § 121,294
Risk-weighted assets.......coeovvrrerernnnnns $ 857,965 $ 803,951 $ 830,537
Average assets $ 982777 $ 925821 $ 992,608
Minimum
Regulatory
Requirements
Capital ratios:
Total risk-based capital............co........ 145 % 142 % 14.6 % 8.0 %
Tier 1 risk-based capital............ccceuee.e. 132 % 13.0 % 13.4 % 4.0 %
Leverage ratio (1)...cccoceveeeeeeeienererenennns 11.5 % 11.3 % 11.2 % 4.0 %
(1 Tier 1 capital divided by average assets (excluding goodwill).

At March 31, 2004 and 2003, and December 31, 2003, the Company’s capital met all minimum regulatory
requirements. As of March 31, 2004, management believes that HBC was considered “Well Capitalized” under the
Prompt Corrective Action Provisions.

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
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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 control 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. - SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

On May 4, 2004, the Company announced that Brad L. Smith had tendered his resignation as Chief Executive
Officer and Director to facilitate the settlement with shareholders who had nominated alternative directors for the
upcoming annual meeting. Chairman of the Board William Del Biaggio, Jr. was appointed interim CEO effective
immediately, while a search for permanent CEO is completed. The Board appointed Ranson Webster to fill the seat
vacated by Smith. Webster is the Company’s largest individual shareholder and is one of the founders of HBC. As
part of the proposed settlement agreement, the Concerned Shareholders Committee has agreed in principle not to
further pursue proxy solicitation measures for two years. The settlement and standstill agreement and the
Company’s press release of May 5, 2004 announcing execution of the definitive agreement are attached to this
report as Exhibits 4.1 and 4.2, respectively, and incorporated herein by reference.

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 filed a Current Report on Form 8-K dated March 18, 2004 under item 5 to report Phillip Boyce
resigned as a Direct of Heritage Commerce Corp and Heritage Bank of Commerce.

The Registrant furnished a Current Report on Form 8-K dated January 20, 2004 under Item 7 and 12, to report its
year end 2003 financial results, containing condensed summarized statements of financial position and results of
operations.

The Registrant furnished a Current Report on Form 8-K dated April 23, 2004 under item 7 and item 12 to report its
quarter ended March 31, 2004 financial results, containing condensed summarized statements of financial position
and results of operations.
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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)
May 10, 2004 /s/ William Del Biaggio, Jr.
Date William Del Biaggio, Jr.
Interim Chief Executive Officer
May 10, 2004 /s/ Lawrence D. McGovern
Date Lawrence D. McGovern

Chief Financial Officer

Exhibit Index

Exhibit Description

4.1 Settlement and Standstill Agreement dated May 5, 2004 relating to proxy
contest involving James “Jim” D’Amico, Arthur “Art” Carmichael, Jr., William
“Boots” Del Biaggio, III, William “Bill” D. Dallas, Tracey Enfantino, Robert
W. Peters, Gary L. Thornhill, Ranson W. Webster and Norman “Norm” P.
Creighton.

4.2 Company’s press release of May 5, 2004 relating to signing of Settlement and
Standstill Agreement dated May 5, 2004 (exhibit 4.1 to this report)

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

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

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

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