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Washington, D.C. 20549

FORM 10-K

(MARK ONE)

ý ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
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OR

o TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
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FOR THE TRANSITION PERIOD FROM                                    TO                                   
Commission file number 000-23877
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Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class Name of Each Exchange on which Registered
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Securities registered pursuant to Section 12(g) of the Act: None

         Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes o    No ý
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         Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or I5(d) of the Act. Yes o    No ý

         Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. Yes ý    No o

         Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive
Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§ 232.405 of this chapter) during the preceding
12 months (or for such shorter period that the Registrant was required to submit and post such files). Yes o    No o

         Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of Registrant's knowledge, in definitive proxy or information statements incorporated by reference in Part III of this
Form 10-K, or any amendment to this Form 10-K. o

         Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller
reporting company. See the definitions of "large accelerated filer", "accelerated filer" and "small reporting company" in Rule 12b-2 of the
Exchange Act.

Large accelerated
filer o

Accelerated filer
o

Non-accelerated filer
o

(Do not check if a
smaller reporting

company)

Smaller reporting
company ý

         Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes o    No ý

         The aggregate market value of the common stock held by non-affiliates of the Registrant, based upon the closing price of its common stock
as of June 30, 2009 $3.73 per share, as reported on the NASDAQ Global Select Market, was approximately $38 million.

         As of March 10, 2010, there were 11,820,509 shares of the Registrant's common stock (no par value) outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

         Portions of the Registrant's definitive proxy statement to be filed with the Securities and Exchange Commission pursuant to
Regulation 14A in connection with the 2010 Annual Meeting to be held on May 27, 2010 are incorporated by reference into Part III of this
Report. The proxy statement will be filed with the Securities and Exchange Commission not later than 120 days after the Registrant's fiscal year
ended December 31, 2009.
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 Cautionary Note Regarding Forward-Looking Statements

        This Report on Form 10-K contains various statements that may constitute forward-looking statements within the meaning of Section 27A
of the Securities Act of 1933, as amended, or Securities Act, and Section 21E of the Securities Exchange Act of 1934, as amended, or Exchange
Act, and are intended to be covered by the safe harbor provisions of the Private Securities Litigation Reform Act of 1995. Any statements about
our expectations, beliefs, plans, objectives, assumptions or future events or performance are not historical facts and may be forward-looking.
These forward-looking statements often can be, but are not always, identified by the use of words such as "assume," "expect," "intend," "plan,"
"project," "believe," "estimate," "predict," "anticipate," "may," "might," "should," "could," "goal," "potential" and similar expressions. We base
these forward-looking statements on our current expectations and projections about future events, our assumptions regarding these events and
our knowledge of facts at the time the statements are made. These statements include statements relating to our projected growth, anticipated
future financial performance, and management's long-term performance goals, as well as statements relating to the anticipated effects on results
of operations and financial condition.

        These forward-looking statements are subject to various risks and uncertainties that may be outside our control and our actual results could
differ materially from our projected results. In addition, our past results of operations do not necessarily indicate our future results. The
forward-looking statements could be affected by many factors, including but not limited to:

�
Our ability to attract new deposits and loans;

�
Local, regional, and national economic conditions and events and the impact they may have on us and our customers;

�
Risks associated with concentrations in real estate related loans;

�
Increasing levels of classified assets, including nonperforming assets, which could adversely affect our earnings and
liquidity;

�
Market interest rate volatility;

�
Stability of funding sources and continued availability of borrowings;

�
Changes in legal or regulatory requirements or the results of regulatory examinations that could restrict growth and constrain
our activities, including the terms of our written agreement entered into by the Company and the Board of Governors of the
Federal Reserve System and the California Department of Financial Institutions;

�
Changes in accounting standards and interpretations;

�
Significant decline in the market value of the Company that could result in an impairment of goodwill;

�
Our ability to raise capital or incur debt on reasonable terms;

�
Regulatory limits on Heritage Bank of Commerce's ability to pay dividends to the Company;

�
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Effectiveness of the Emergency Economic Stabilization Act of 2008, the American Recovery and Reinvestment Act of 2009
and other legislative and regulatory efforts to help stabilize the U.S. financial markets;

�
Future legislative or administrative changes to the U.S. Treasury Capital Purchase Program enacted under the Emergency
Economic Stabilization Act of 2008;

�
The impact of the Emergency Economic Stabilization Act of 2008 and the American Recovery and Reinvestment Act of
2009 and related rules and regulations on our business operations and competitiveness, including the impact of executive
compensation restrictions, which may affect our ability to retain and recruit executives in competition with other firms who
do not operate under those restrictions; and

2
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�
Our success in managing the risks involved in the foregoing items.

        We are not able to predict all the factors that may affect future results. You should not place undue reliance on any forward-looking
statement, which speaks only as of the date of this Report on Form 10-K. Except as required by applicable laws or regulations, we do not
undertake any obligation to update or revise any forward-looking statement, whether as a result of new information, future events or otherwise.

PART I

ITEM 1 � BUSINESS

General

        Heritage Commerce Corp ("HCC") is registered with the Board of Governors of the Federal Reserve System as a Bank Holding Company
under the Bank Holding Company Act of 1956. HCC was organized in 1997 to be the holding company for Heritage Bank of Commerce
("HBC"). Subsequent to 1997, HCC became the holding company for Heritage Bank East Bay, Heritage Bank South Valley, and Bank of
Los Altos. On January 1, 2003, these banks were merged into HBC and now operate as branch offices serving their local markets. In June 2007,
HCC acquired Diablo Valley Bank which merged into HBC.

        HCC's only other direct subsidiaries are Heritage Capital Trust I (formed 2000), Heritage Statutory Trust I (formed 2000), Heritage
Statutory Trust II (formed 2001) and Heritage Statutory Trust III (formed 2002) (collectively, "Subsidiary Trusts"), which were formed solely to
facilitate the issuance of capital trust pass-through securities to enhance regulatory capital and liquidity. Pursuant to accounting guidance on
variable interest entities, the Subsidiary Trusts are not reflected on a consolidated basis in the financial statements of HCC.

        HCC's principal source of income is dividends from HBC. The expenditures of HCC, including (but not limited to) the payment of
dividends to shareholders, if and when declared by the Board of Directors, the cost of servicing debt, legal fees, audit fees, and shareholder
costs, will generally be paid from dividends paid to HCC by HBC.

        At December 31, 2009, HCC had consolidated assets of $1.36 billion, deposits of $1.09 billion and shareholders' equity of $172.3 million.
HCC's liabilities include $23.7 million in debt obligations due to the Subsidiary Trusts related to capital trust pass-through securities issued by
those entities.

        References herein to the "Company" "we", "us", and "our" refer to HCC and its consolidated subsidiary, unless the context indicates
otherwise.

        The Internet address of the Company's website is "http://www.heritagecommercecorp.com." The Company makes available free of charge
through the Company's website, the Company's annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and
amendments to these reports. The Company makes these reports available on its website on the same day they appear on the SEC's website.

Heritage Bank of Commerce

        HBC is a California state-chartered bank headquartered in San Jose, California. It was incorporated in November 1993 and opened for
business in January 1994. HBC is a multi-community independent bank that offers a full range of banking services to small to medium sized
businesses and their owners, managers and employees residing in Santa Clara, Alameda, and Contra Costa counties in California. We operate ten
full service branch offices throughout this geographic footprint. The locations of HBC's current offices are:

San Jose: Administrative Office
Main Branch
150 Almaden Boulevard
San Jose, CA 95113

3

Edgar Filing: HERITAGE COMMERCE CORP - Form 10-K

6



Table of Contents

Fremont: Branch Office
3077 Stevenson Boulevard
Fremont, CA 94538

Danville: Branch Office
387 Diablo Road
Danville, CA 94526

Gilroy: Branch Office
7598 Monterey Street
Suite 110
Gilroy, CA 95020

Los Altos: Branch Office
419 South San Antonio Road
Los Altos, CA 95032

Los Gatos: Branch Office
15575 Los Gatos Boulevard
Los Gatos, CA 95032

Morgan Hill: Branch Office
18625 Sutter Boulevard
Morgan Hill, CA 95037

Mountain View: Branch Office
175 E. El Camino Real
Mountain View, CA 94040

Pleasanton: Branch Office
300 Main Street
Pleasanton, CA 94566

Walnut Creek: Branch Office
101 Ygnacio Valley Road
Suite 100
Walnut Creek, CA 94596

        HBC's gross loan balances, excluding loans held-for-sale at the end of 2009 totaled $1.07 billion. HBC's lending activities are diversified
and include commercial, real estate, construction and consumer loans. HBC's commercial loans are made for working capital, financing the
purchase of equipment or for other business purposes. Such loans include loans with maturities ranging from thirty days to one year and "term
loans" with maturities normally ranging from one to five years. Short-term business loans are generally intended to finance current transactions
and typically provide for periodic principal payments, with interest payable monthly. Term loans normally provide for floating or fixed interest
rates, with monthly payments of both principal and interest. HBC's commercial loans are centered in locally-oriented commercial activities in
markets where HBC has a physical presence through its branch offices and loan production offices.

        HBC's real estate term loans consist primarily of loans made based on the borrower's cash flow and are secured by deeds of trust on
commercial and residential property to provide a secondary source of repayment. HBC generally restricts real estate term loans to no more than
80% of the property's appraised value or the purchase price of the property, depending on the type of property and its utilization. HBC offers
both fixed and floating rate loans. Maturities on such loans are generally restricted to between five and ten years (with amortization ranging from
fifteen to twenty-five years and a balloon payment due at maturity); however, SBA and certain real estate loans that can be sold in the secondary
market may be granted for longer maturities.
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        HBC's real estate land and construction loans are primarily short-term interim loans to finance the construction of commercial and single
family residential properties. HBC utilizes underwriting guidelines to assess the likelihood of repayment from sources such as sale of the
property or permanent mortgage financing prior to making the construction loan.

        HBC makes consumer loans for the purpose of financing automobiles, various types of consumer goods, and other personal purposes.
Additionally, HBC makes home equity lines of credit available to its clientele. Consumer loans generally provide for the monthly payment of
principal and interest. Most of HBC's consumer loans are secured by the personal property being purchased or, in the instances of home equity
loans or lines, real property.

        HBC also actively engages in Small Business Administration ("SBA") lending. HBC have been designated as an SBA Preferred Lender
since 1999.

        As of December 31, 2009, the percentage of our total loans for each of the principal areas in which we directed our lending activities were
as follows: (i) commercial 40% (including SBA loans), (ii) real estate secured loans 37%, (iii) land and construction loans 17%, and
(iv) consumer (including home equity) 6%. While no specific industry concentration is considered significant, our lending operations are located
in market areas dependent on technology and real estate industries and their supporting companies.

        In addition to loans, HBC offers a wide range of deposit products for retail and business banking markets including checking accounts,
interest-bearing transaction accounts, savings accounts, time deposits and retirement accounts. HBC attracts deposits from throughout our
market area with a customer-oriented product mix, competitive pricing, and convenient locations. At December 31, 2009, HBC had
approximately 15,700 deposit accounts totaling $1.09 billion, including brokered deposits, compared to 17,200 deposit accounts totaling
approximately $1.15 billion as of December 31, 2008.

        HBC offers a multitude of other products and services to complement our lending and deposit services. These include cashier's checks,
traveler's checks, bank-by-mail, ATM, night depository, safe deposit boxes, direct deposit, automated payroll services, electronic funds transfers,
online banking, and other customary banking services. HBC currently operates ATMs at six different locations. In addition, we have established
a convenient customer service group accessible by toll-free telephone to answer questions and promote a high level of customer service. HBC
does not have a trust department. In addition to the traditional financial services offered, HBC offers remote deposit capture, automated clearing
house origination, electronic data interchange and check imaging. HBC continues to investigate products and services that it believes address the
growing needs of its customers and to analyze other markets for potential expansion opportunities.

Diablo Valley Bank

        In June 2007, the Company acquired Diablo Valley Bank. The transaction was valued at approximately $65 million, including payments for
cancellation of options for Diablo Valley Bank common stock. Diablo Valley Bank shareholders received a per share consideration of $23.00.
Accordingly, the Company paid approximately $24 million in cash and issued 1,732,298 shares of the Company's common stock in exchange for
all outstanding Diablo Valley Bank shares and stock options. Prior to closing, Diablo Valley Bank redeemed all of its outstanding Series A
Preferred Stock for an aggregate of approximately $6.7 million in cash (including dividend payments).

U.S Treasury Capital Purchase Program

        On November 21, 2008, the Company entered into a Securities Purchase Agreement Standard Terms with the U.S. Treasury pursuant to the
U.S. Treasury Capital Purchase Program authorized under the Emergency Economic Stabilization Act. In accordance with the Purchase
Agreement the Company sold to the U.S. Treasury for an aggregate purchase price of $40 million, Series A Preferred Stock and a warrant to
purchase 462,963 shares of our common stock. Under the terms of the Capital Purchase Program, the Company is prohibited from increasing
dividends above $0.08 per share on its common stock, and from
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making certain repurchases of equity securities, including its common stock, without the U.S. Treasury's consent. Furthermore, as long as the
preferred stock issued to the U.S. Treasury is outstanding, dividend payments and repurchases or redemptions relating to certain equity
securities, including the Company's common stock, are prohibited until all accrued and unpaid dividends are paid on the Series A Preferred
Stock. In November 2009, the Company announced that it had suspended the payment of dividends on its Series A Preferred Stock.

Recent Regulatory Action

        On February 17, 2010 HCC and HBC entered into a written agreement with the Federal Reserve Bank of San Francisco, and the California
Department of Financial Institutions ("DFI"). Under the terms of the written agreement, the Company must obtain the prior written approval of
the Federal Reserve and DFI before it may (i) declare or pay any dividends, (ii) make any distributions of principal or interest on the Company's
outstanding trust preferred securities and related subordinated debt, (iii) incur, increase or guarantee any debt, (iv) redeem any outstanding stock,
or (v) take dividends or any other form of payment that represents a reduction in capital from HBC. The written agreement also requires the
Company to (i) submit a written plan to strengthen credit risk management practices, (ii) submit a written capital plan for sufficient
capitalization of both HCC and HBC , (iii) submit a written business plan for 2010 to improve the Company's earnings and overall financial
condition, (iv) comply with notice and approval requirements related to the appointment of directors and senior executive officers or change in
the responsibility of any current senior executive officer, (v) comply with restrictions on paying or agreeing to pay certain indemnification and
severance payments without prior written approval, (vi) submit a written plan to improve management of the Company's liquidity position and
funds management practices, (vii) notify the Federal Reserve and DFI no more than 30 days after the end of any quarter in which the capital
ratios of HCC or HBC fall below approved capital plan's minimum ratios, together with an acceptable plan to increase capital ratios above the
approved capital plan's minimum levels, (viii) comply with specified procedures for board (or a committee of the board) approval for the
extension, renewal or restructure of any "criticized loan", (ix) submit plans to improve the Company's position on outstanding past due and other
problem loans in excess of $2 million, (x) maintain policies and procedures and submit a plan for the maintenance of an adequate allocation for
loan and lease losses, and (xi) provide quarterly progress reports to the Federal Reserve and DFI.

        Prior to entering into the written agreement in February 2010, the Company had already ceased paying dividends on its common stock (in
the second quarter of 2009), suspended interest payments on its trust preferred securities and related subordinated debt (in the fourth quarter of
2009), and suspended dividend payments on its preferred stock (also in the fourth quarter of 2009).

        The Company is addressing the requirements of the written agreement, including efforts and plans to improve asset quality and credit risk
management, improve profitability and liquidity management, and maintain capital at a level sufficient for the respective risk profiles of HCC
(on a consolidated basis) and HBC. A committee of outside directors has been formed to monitor and coordinate compliance with the written
agreement.

        Failure to comply with the written agreement may subject HCC and HBC to additional supervisory actions and orders.

6
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Correspondent Banks

        Correspondent bank deposit accounts are maintained to enable the Company to transact types of activity that it would otherwise be unable
to perform or would not be cost effective due to the size of the Company or volume of activity. The Company has utilized several correspondent
banks to process a variety of transactions.

Competition

        The banking and financial services business in California generally, and in the Company's market areas specifically, is highly competitive.
The industry continues to consolidate and unregulated competitors have entered banking markets with products targeted at highly profitable
customer segments. Many larger unregulated competitors are able to compete across geographic boundaries, and provide customers with
meaningful alternatives to most significant banking services and products. These consolidation trends are likely to continue. The increasingly
competitive environment is a result primarily of changes in regulation, changes in technology and product delivery systems, and the
consolidation among financial service providers.

        With respect to commercial bank competitors, the business is dominated by a relatively small number of major banks that operate a large
number of offices within our geographic footprint. For the combined Santa Clara, Alameda and Contra Costa county region, the three counties
within which the Company operates, the top three institutions are all multi-billion dollar entities with an aggregate of 377 offices that control a
combined 52.37% of deposit market share based on June 30, 2009 FDIC market share data. HBC ranks fourteenth with 1.06% share of total
deposits based on June 30, 2009 market share data. These banks have, among other advantages, the ability to finance wide-ranging advertising
campaigns and to allocate their resources to regions of highest yield and demand. They can also offer certain services that we do not offer
directly, but may offer indirectly through correspondent institutions. By virtue of their greater total capitalization, these banks also have
substantially higher lending limits than we do. For customers whose needs exceed our legal lending limit, we arrange for the sale, or
"participation," of some of the balances to financial institutions that are not within our geographic footprint.

        In addition to other large regional banks and local community banks, our competitors include savings institutions, securities and brokerage
companies, mortgage companies, credit unions, finance companies and money market funds. In recent years, we have also witnessed increased
competition from specialized companies that offer wholesale finance, credit card, and other consumer finance services, as well as services that
circumvent the banking system by facilitating payments via the internet, wireless devices, prepaid cards, or other means. Technological
innovations have lowered traditional barriers of entry and enabled many of these companies to compete in financial services markets. Such
innovation has, for example, made it possible for non-depository institutions to offer customers automated transfer payment services that
previously were considered traditional banking products. In addition, many customers now expect a choice of delivery channels, including
telephone, mail, personal computer, ATMs, self-service branches, and/or in-store branches. Competitors offering such products include
traditional banks and savings associations, credit unions, brokerage firms, asset management groups, finance and insurance companies,
internet-based companies, and mortgage banking firms.

        Strong competition for deposits and loans among financial institutions and non-banks alike affects interest rates and other terms on which
financial products are offered to customers. Mergers between financial institutions have placed additional pressure on other banks within the
industry to remain competitive by streamlining operations, reducing expenses, and increasing revenues. Competition has also intensified due to
federal and state interstate banking laws enacted in the mid-1990's, which permit banking organizations to expand into other states. The
relatively large and expanding California market has been particularly attractive to out of state institutions. The Gramm-Leach-Bliley Act of
1999 has made it possible for full affiliations to occur between banks and securities firms, insurance companies, and other
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financial companies, and has also intensified competitive conditions. See Item 1 � "Business � Supervision and Regulation � Heritage Commerce
Corp � The Gramm-Leach-Bliley Act of 1999".

        In order to compete with the other financial service providers, the Company principally relies upon community-oriented, personalized
service, local promotional activities, personal relationships established by officers, directors, and employees with its customers, and specialized
services tailored to meet its customers' needs. Our "preferred lender" status with the Small Business Administration allows us to approve SBA
loans faster than many of our competitors. In those instances where the Company is unable to accommodate a customer's needs, the Company
seeks to arrange for such loans on a participation basis with other financial institutions or to have those services provided in whole or in part by
its correspondent banks. See Item 1 �"Business � Correspondent Banks."

Economic Conditions, Government Policies, Legislation, and Regulation

        The Company's profitability, like most financial institutions, is primarily dependent on interest rate differentials. In general, the difference
between the interest rates paid by the HBC on interest-bearing liabilities, such as deposits and other borrowings, and the interest rates received
by HBC on interest-earning assets, such as loans extended to customers and securities held in the investment portfolio, will comprise the major
portion of the Company's earnings. These rates are highly sensitive to many factors that are beyond the control of the Company and HBC, such
as inflation, recession and unemployment, and the impact which future changes in domestic and foreign economic conditions might have on the
Company and HBC cannot be predicted.

        The Company's business is also influenced by the monetary and fiscal policies of the federal government and the policies of regulatory
agencies, particularly the Federal Reserve Board. The Federal Reserve Board implements national monetary policies (with objectives such as
curbing inflation and combating recession) through its open-market operations in U.S. Government securities by adjusting the required level of
reserves for depository institutions subject to its reserve requirements, and by varying the target federal funds and discount rates applicable to
borrowings by depository institutions. The actions of the Federal Reserve Board in these areas influence the growth of bank loans, investments,
and deposits and also affect interest earned on interest-earning assets and paid on interest-bearing liabilities. The nature and impact of any future
changes in monetary and fiscal policies on the Company cannot be predicted.

        From time to time, federal and state legislation is enacted which may have the effect of materially increasing the cost of doing business,
limiting or expanding permissible activities, or affecting the competitive balance between banks and other financial services providers. In
addition, the various bank regulatory agencies often adopt new rules and regulations and policies to implement and enforce existing legislation.
It cannot be predicted whether, or in what form, any such legislation or regulations or changes in policy may be enacted or the extent to which
the business of the Bank would be affected thereby. The Company cannot predict whether or when potential legislation will be enacted and, if
enacted, the effect that it, or any implemented regulations and supervisory policies, would have on our financial condition or results of
operations. In addition, the outcome of examinations, any litigation or any investigations initiated by state or federal authorities may result in
necessary changes in our operations and increased compliance costs.

        On October 3, 2008, the Emergency Economic Stabilization Act of 2008 was enacted to restore confidence and stabilize the volatility in the
U.S. banking system and to encourage financial institutions to increase their lending to customers and to each other. Initially introduced as the
Troubled Asset Relief Program, the Emergency Economic Stabilization Act authorized the U.S. Treasury to purchase from financial institutions
and their holding companies up to $700 billion in mortgage loans, mortgage-related securities and certain other financial instruments, including
debt and equity securities issued by financial institutions and their holding companies in a troubled asset relief program. Initially, $350 billion or
half of
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the $700 billion was made immediately available to the U.S. Treasury. On January 15, 2009, the remaining $350 billion was released to the U.S.
Treasury.

        On October 14, 2008, the U.S. Treasury announced its intention to inject capital into nine large U.S. financial institutions under the U.S.
Treasury Capital Purchase Program, and since has injected capital into many other financial institutions, including the Company. On
November 21, 2008, the Company entered into a Letter Agreement and Securities Purchase Agreement � Standard Terms, pursuant to which the
Company issued and sold preferred stock and a common stock warrant for $40 million.

        On February 17, 2009, the American Recovery and Reinvestment Act of 2009 was signed into law. The American Recovery and
Reinvestment Act includes various programs intended to stimulate the economy. In addition, the American Recovery and Reinvestment Act
imposes certain new executive compensation and corporate governance requirements on all current and future Capital Purchase Program
recipients, including the Company, until the institution has repaid the U.S. Treasury, which is permitted under the American Recovery and
Reinvestment Act without penalty and without the need to raise new capital, subject to the U.S. Treasury's consultation with the recipient's
appropriate regulatory agency.

        See Item 1 � "Business � Supervision and Regulation � U.S. Treasury Capital Purchase Program" for further discussion of the requirement
under the Capital Purchase Program.

Supervision and Regulation

Introduction

        Banking is a complex, highly regulated industry. The primary goals of the regulatory scheme are to maintain a safe and sound banking
system, protect depositors and the Federal Deposit Insurance Corporation's ("FDIC") insurance fund, and facilitate the conduct of sound
monetary policy. In furtherance of these goals, Congress and the states have created several largely autonomous regulatory agencies and enacted
numerous laws that govern banks, bank holding companies and the financial services industry. Consequently, the growth and earnings
performance of the Company can be affected not only by management decisions and general economic conditions, but also by the requirements
of applicable state and federal statues, regulations and the policies of various governmental regulatory authorities, including the Federal Reserve
Board, FDIC, and the DFI.

        The system of supervision and regulation applicable to financial services businesses governs most aspects of the business of the Company,
including: (i) the scope of permissible business; (ii) investments; (iii) reserves that must be maintained against deposits; (iv) capital levels that
must be maintained; (v) the nature and amount of collateral that may be taken to secure loans; (vi) the establishment of new branches;
(vii) mergers and consolidations with other financial institutions; and (viii) the payment of dividends.

        From time to time laws or regulations are enacted which have the effect of increasing the cost of doing business, limiting or expanding the
scope of permissible activities, or changing the competitive balance between banks and other financial and non-financial institutions. Proposals
to change the laws and regulations governing the operations of banks and bank holding companies are frequently made in Congress, in the
California legislature and by various bank and other regulatory agencies. Future changes in the laws, regulations or polices that impact the
Company cannot necessarily be predicted, but they may have a material effect on the business and earnings of the Company.

Heritage Commerce Corp

        General.    As a bank holding company, HCC is registered under the Bank Holding Company Act of 1956, as amended ("BHCA"), and is
subject to regulation by the Federal Reserve Board. Under the BHCA, the Company is subject to periodic examination by the Federal Reserve
Board. HCC is also required to file periodic reports of its operations and any additional information regarding its activities and those of its
subsidiaries, as may be required by the Federal Reserve Board.
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        The Company is also a bank holding company within the meaning of Section 3700 of the California Financial Code. Consequently, HCC
and HBC are subject to examination by, and may be required to file reports with, the DFI. Regulations have not yet been proposed or adopted or
steps otherwise taken to implement the DFI's powers under this statute.

        The Federal Reserve Board has a policy that bank holding companies must serve as a source of financial and managerial strength to their
subsidiary banks. It is the Federal Reserve Board's position that bank holding companies should stand ready to use their available resources to
provide adequate capital to their subsidiary banks during periods of financial stress or adversity. Bank holding companies must also maintain the
financial flexibility and capital raising capacity to obtain additional resources for assisting their subsidiary bank.

        HCC's stock is traded on the NASDAQ Global Select Market, and as such the Company is subject to rules and regulations of the NASDAQ
Stock Market, including those related to corporate governance. The Company is also subject to the periodic reporting requirements of Section 13
of the Securities Exchange Act of 1934 (the "Exchange Act") which requires the Company to file annual, quarterly and other current reports with
the Securities and Exchange Commission (the "SEC"). HCC is subject to additional regulations including, but not limited to, the proxy and
tender offer rules promulgated by the SEC under Sections 13 and 14 of the Exchange Act, the reporting requirements of directors, executive
officers and principal shareholders regarding transactions in the HCC's common stock and short swing profits rules promulgated by the SEC
under Section 16 of the Exchange Act, and certain additional reporting requirements by principal shareholders of the Company promulgated by
the SEC under Section 13 of the Exchange Act.

        Bank Holding Company Liquidity.    HCC is a legal entity, separate and distinct from HBC. HCC has the ability to raise capital on its own
behalf or borrow from external sources. The Company may also obtain additional funds from dividends paid by, and fees charged for services
provided to, HBC. However, regulatory constraints on HBC may restrict or totally preclude the payment of dividends by HBC to HCC.

        HCC is entitled to receive dividends, when and as declared by HBC's Board of Directors. Those dividends may come from funds legally
available for those dividends, as specified and limited by the California Financial Code. Under the California Financial Code, funds available for
cash dividends by a California-chartered bank are restricted to the lesser of: (i) the bank's retained earnings; or (ii) the bank's net income for its
last three fiscal years (less any distributions to shareholders made during such period). With the prior approval of the DFI, cash dividends may
also be paid out of the greater of: (a) the bank's retained earnings; (b) net income for the bank's last preceding fiscal year; or (c) net income of
the bank's current fiscal year.

        If the DFI determines that the shareholders' equity of the bank paying the dividend is not adequate or that the payment of the dividend
would be unsafe or unsound for the bank, the DFI may order the bank not to pay the dividend. Since HBC is an FDIC-insured institution, it is
also possible, depending upon its financial condition and other factors, that the FDIC could assert that the payment of dividends or other
payments might, under some circumstances, constitute an unsafe or unsound practice and thereby prohibit such payments.

        Transactions With Affiliates.    HCC and any subsidiaries it may purchase or organize are deemed to be affiliates of HBC within the
meaning of Sections 23A and 23B of the Federal Reserve Act and the Federal Reserve Board's Regulation W. Under Sections 23A and 23B and
Regulation W, loans by HBC to affiliates, investments by them in affiliates' stock, and taking affiliates' stock as collateral for loans to any
borrower is limited to 10% of HBC's capital, in the case of any one affiliate, and is limited to 20% of HBC's capital, in the case of all affiliates.
In addition, transactions between HBC and other affiliates must be on terms and conditions that are consistent with safe and sound banking
practices; in particular, a bank and its subsidiaries generally may not purchase from an affiliate a low-quality asset, as defined in the Federal
Reserve Act. These restrictions also prevent a bank holding company and its other affiliates from

10

Edgar Filing: HERITAGE COMMERCE CORP - Form 10-K

13



Table of Contents

borrowing from a banking subsidiary of the bank holding company, unless the loans are secured by marketable collateral of designated amounts.
HCC and HBC are also subject to certain restrictions with respect to engaging in the underwriting, public sale and distribution of securities.

        Limitations on Business and Investment Activities.    Under the BHCA, a bank holding company must obtain the Federal Reserve Board's
approval before: (i) directly or indirectly acquiring more than 5% ownership or control of any voting shares of another bank or bank holding
company; (ii) acquiring all or substantially all of the assets of another bank; or (iii) merging or consolidating with another bank holding
company.

        Bank holding companies may own subsidiaries engaged in certain businesses that the Federal Reserve Board has determined to be "so
closely related to banking as to be a proper incident thereto." HCC, therefore, is permitted to engage in a variety of banking-related businesses.
Some of the activities that the Federal Reserve Board has determined, pursuant to its Regulation Y, to be related to banking are: (i) making or
acquiring loans or other extensions of credit for its own account or for the account of others; (ii) servicing loans and other extensions of credit;
(iii) performing functions or activities that may be performed by a trust company in the manner authorized by federal or state law under certain
circumstances; (iv) leasing personal and real property or acting as agent, broker, or adviser in leasing such property in accordance with various
restrictions imposed by Federal Reserve Board regulations; (v) acting as investment or financial advisor; (vi) providing management consulting
advice under certain circumstances; (vii) providing support services, including courier services and printing and selling MICR-encoded items;
(viii) acting as a principal, agent, or broker for insurance under certain circumstances; (ix) making equity and debt investments in corporations or
projects designed primarily to promote community welfare or jobs for residents; (x) providing financial, banking, or economic data processing
and data transmission services; (xi) owning, controlling, or operating a savings association under certain circumstances; (xii) selling money
orders, travelers' checks and U.S. Savings Bonds; (xiii) providing securities brokerage services, related securities credit activities pursuant to
Regulation T, and other incidental activities; and (xiv) underwriting dealing in obligations of the U.S., general obligations of states and their
political subdivisions, and other obligations authorized for state member banks under federal law.

        Additionally, under the Gramm-Leach-Bliley Act of 1999, qualifying bank holding companies making an appropriate election to the
Federal Reserve Board may engage in a full range of financial activities, including insurance, securities and merchant banking. The Company
has not elected to qualify for these financial activities.

        Federal law prohibits a bank holding company and any subsidiary banks from engaging in certain tie-in arrangements in connection with
the extension of credit. Thus, for example, HBC may not extend credit, lease or sell property, or furnish any services, or fix or vary the
consideration for any of the foregoing on the condition that: (i) the customer must obtain or provide some additional credit, property or services
from or to HBC other than a loan, discount, deposit or trust services; (ii) the customer must obtain or provide some additional credit, property or
service from or to the Company or any subsidiaries; or (iii) the customer must not obtain some other credit, property or services from
competitors, except reasonable requirements to assure soundness of credit extended.

        The Federal Reserve Board also possesses enforcement powers over bank holding companies and their non-bank subsidiaries to prevent or
remedy actions that represent unsafe or unsound practices or violations of applicable statutes and regulations.

        Interstate Banking and Branching.    The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (the "Interstate Banking
Act") regulates the interstate activities of banks and bank holding companies and establishes a framework for nationwide interstate banking and
branching. Since June 1, 1997, a bank has generally been permitted to merge with a bank in another state without state law authorization.
However, states were given the ability to prohibit interstate mergers with banks in their own
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state by "opting out" (enacting state legislation applying equality to all out of state banks prohibiting such mergers) prior to June 1, 1997.

        Since 1995, adequately capitalized and managed bank holding companies have been permitted to acquire banks located in any state, subject
to two exceptions: first, any state may still prohibit bank holding companies from acquiring a bank which is less than five years old; and second,
no interstate acquisition can be consummated by a bank holding company if the acquirer would control more than 10% of the deposits held by
insured depository institutions nationwide or 30% percent or more of the deposits held by insured depository institutions in any state in which
the target bank has branches. A bank may establish and operate de novo branches in any state in which the bank does not already maintain a
branch if that state has enacted legislation to expressly permit all out of state banks to establish branches in that state.

        In 1995, California enacted legislation to implement important provisions of the Interstate Banking Act discussed above and to repeal
California's previous interstate banking laws, which were largely preempted by the Interstate Banking Act.

        The changes effected by the Interstate Banking Act and California laws have increased competition in the environment in which the
Company operates to the extent that out of state financial institutions directly or indirectly enter the Company's market areas. It appears that the
Interstate Banking Act has contributed to accelerated consolidation within the banking industry.

        Capital Adequacy.    Bank holding companies must maintain minimum levels of capital under the Federal Reserve Board's risk-based
capital adequacy guidelines. If capital falls below minimum guideline levels, a bank holding company, among other things, may be denied
approval to acquire or establish additional banks or non-bank businesses.

        The Federal Reserve Board's risk-based capital adequacy guidelines, discussed in more detail below in the section entitled "Supervision and
Regulation � Heritage Bank of Commerce � Regulatory Capital Guidelines," assign various risk percentages to different categories of assets, and
capital is measured as a percentage of risk-weighted assets. Under the terms of the guidelines, bank holding companies are expected to meet
capital adequacy guidelines based both on total risk-weighted assets and on total assets, without regard to risk weights.

        The risk-based guidelines are minimum requirements. Higher capital levels will be required if warranted by the particular circumstances or
risk profiles of individual organizations. For example, the Federal Reserve Board's capital guidelines contemplate that additional capital may be
required to take adequate account of, among other things, interest rate risk, or the risks posed by concentrations of credit, nontraditional
activities or securities trading activities. Moreover, any banking organization experiencing or anticipating significant growth or expansion into
new activities, particularly under the expanded powers under the Gramm-Leach-Bliley Act, would be expected to maintain capital ratios,
including tangible capital positions, well above the minimum levels.

        Limitations on Dividend Payments.    The California General Corporation Law prohibits HCC from paying dividends on the common stock
unless: (i) its retained earnings, immediately prior to the dividend payment, equals or exceeds the amount of the dividend or (ii) immediately
after giving effect to the dividend, the sum of HCC's assets (exclusive of goodwill and deferred charges) would be at least equal to 125% of its
liabilities (not including deferred taxes, deferred income and other deferred credits) and the current assets of HCC would be at least equal to its
current liabilities, or, if the average of its earnings before taxes on income and before interest expense for the two preceding fiscal years was less
than the average of its interest expense for the two preceding fiscal years, at least equal to 125% of its current liabilities. Additionally, the
Federal Reserve Board's policy regarding dividends provides that a bank holding company should not pay cash dividends exceeding its net
income or which can only be funded in ways that weaken the bank holding company's financial health, such as by borrowing.

12

Edgar Filing: HERITAGE COMMERCE CORP - Form 10-K

15



Table of Contents

        The Gramm-Leach-Bliley Act of 1999.    On November 12, 1999, the Gramm-Leach-Bliley Act of 1999 (the "Financial Services
Modernization Act") was signed into law. The Financial Services Modernization Act is intended to modernize the banking industry by removing
barriers to affiliation among banks, insurance companies, the securities industry and other financial service providers. It provides financial
organizations with the flexibility to structure such affiliations through a holding company structure or through a financial subsidiary of a bank,
subject to certain limitations. The Financial Services Modernization Act establishes a new type of bank holding company, known as a "financial
holding company", that may engage in an expanded list of activities that are "financial in nature," which include securities and insurance
brokerage, securities underwriting, insurance underwriting and merchant banking.

        The Company does not expect to elect financial holding company status unless and until it intends to engage in any of the expanded
activities under the Financial Services Modernization Act which require such status. Unless and until it elects such status, the Company will only
be permitted to engage in non-banking activities that were permissible for bank holding companies as of the date of the enactment of the
Financial Services Modernization Act.

        The Financial Services Modernization Act also sets forth a system of functional regulation that makes the Federal Reserve Board the
"umbrella supervisor" for holding companies, while providing for the supervision of the holding company's subsidiaries by other federal and
state agencies. A bank holding company may not become a financial holding company if any of its subsidiary financial institutions are not
"well-capitalized" and "well-managed." Further, each bank subsidiary of the holding company must have received at least a satisfactory
Community Reinvestment Act ("CRA") rating. The Financial Services Modernization Act also expands the types of financial activities a
national bank may conduct through a financial subsidiary, addresses state regulation of insurance, generally prohibits unitary thrift holding
companies organized after May 4, 1999 from participating in new financial activities, provides privacy protection for nonpublic customer
information of financial institutions, modernizes the Federal Home Loan Bank system and makes miscellaneous regulatory improvements. The
Federal Reserve Board and the Secretary of the Treasury must coordinate their supervision regarding approval of new financial activities to be
conducted through a financial holding company or through a financial subsidiary of a bank. While the provisions of the Financial Services
Modernization Act regarding activities that may be conducted through a financial subsidiary directly apply only to national banks, those
provisions indirectly apply to state-chartered banks.

        In addition, HBC is subject to other provisions of the Financial Services Modernization Act, including those relating to CRA, privacy and
the safe-guarding of confidential customer information, regardless of whether the Company elects to become a financial holding company or to
conduct activities through a financial subsidiary of HBC.

        HCC and HBC do not believe that the Financial Services Modernization Act has had thus far, or will have in the near term, a material
adverse effect on their operations. However, to the extent that it permits banks, securities firms, and insurance companies to affiliate, the
financial services industry may experience further consolidation. The Financial Services Modernization Act is intended to grant to community
banks certain powers as a matter of right that larger institutions have accumulated on an ad hoc basis. Nevertheless, this act may have the result
of increasing the amount of competition that HCC and HBC face from larger institutions and other types of companies offering financial
products, many of which may have substantially more financial resources than HCC and HBC.

        The Sarbanes-Oxley Act of 2002.    The Sarbanes-Oxley Act of 2002 ("SOX") became effective on July 30, 2002, and represents the most
far reaching corporate and accounting reform legislation since the enactment of the Securities Act of 1933 and the Exchange Act of 1934. SOX
is intended to provide a permanent framework that improves the quality of independent audits and accounting services, improves the quality of
financial reporting, strengthens the independence of accounting firms and increases the responsibility of management for corporate disclosures
and financial statements.
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        SOX's provisions are significant to all companies that have a class of securities registered under Section 12 of the Exchange Act, or are
otherwise reporting to the SEC (or the appropriate federal banking agency) pursuant to Section 15(d) of the Exchange Act, including HCC
(collectively, "public companies"). In addition to SEC rulemaking to implement SOX, the NASDAQ Stock Market has adopted corporate
governance rules intended to allow shareholders to more easily and effectively monitor the performance of companies and directors. The
principal provisions of SOX, provide for and include, among other things: (i) the creation of an independent accounting oversight board;
(ii) auditor independence provisions that restrict non-audit services that accountants may provide to their audit clients; (iii) additional corporate
governance and responsibility measures, including the requirement that the chief executive officer and chief financial officer of a public
company certify financial statements; (iv) the forfeiture of bonuses or other incentive-based compensation and profits from the sale of a public
company's securities by directors and senior officers in the twelve month period following initial publication of any financial statements that
later require restatement; (v) an increase in the oversight of, and enhancement of certain requirements relating to, audit committees of public
companies and how they interact with the public company's independent auditors; (vi) requirements that audit committee members must be
independent and are barred from accepting consulting, advisory or other compensatory fees from the public company; (vii) requirements that
public companies disclose whether at least one member of the audit committee is a "financial expert' (as such term is defined by the SEC) and if
not discuss, why the audit committee does not have a financial expert; (viii) expanded disclosure requirements for corporate insiders, including
accelerated reporting of stock transactions by insiders and a prohibition on insider trading during pension blackout periods; (ix) a prohibition on
personal loans to directors and officers, except certain loans made by insured financial institutions on non-preferential terms and in compliance
with other bank regulatory requirements; (x) disclosure of a code of ethics and filing a Form 8-K for a change or waiver of such code; (xi) a
range of enhanced penalties for fraud and other violations; and (xii) expanded disclosure and certification relating to a public company's
disclosure controls and procedures and internal controls over financial reporting.

        The Company has not experienced any significant difficulties in complying with SOX.

Heritage Bank of Commerce

        General.    As a California chartered bank, HBC is subject to supervision, periodic examination, and regulation by the DFI and by the
Federal Reserve Board, as HBC's primary federal regulator. As a member bank, HBC is a stockholder of the Federal Reserve Bank of San
Francisco. If, as a result of an examination, the DFI or the Federal Reserve Board should determine that the financial condition, capital
resources, asset quality, earnings prospects, management, liquidity, or other aspects of HBC's operations are unsatisfactory or that HBC or its
management is violating or has violated any law or regulation, the DFI and the Federal Reserve Board, and separately the FDIC as insurer of
HBC's deposits, have residual authority to: (i) require affirmative action to correct any conditions resulting from any violation or practice;
(ii) direct an increase in capital; (iii) restrict HBC's growth geographically, by products and services or by mergers and acquisitions; (iv) enter
into informal nonpublic or formal public memoranda of understanding or written agreements; (v) enjoin unsafe and unsound practices and issue
cease and desist orders to take corrective action; (vi) remove officers and directors and assess civil monetary penalties; and (vii) take possession
and close and liquidate HBC.

        California law permits state chartered commercial banks to engage in any activity permissible for national banks. Therefore, HBC may
form subsidiaries to engage in the many so-called "closely related to banking" or "nonbanking" activities commonly conducted by national
banks in operating subsidiaries, and further, pursuant to the Financial Services Modernization Act, HBC may conduct certain "financial"
activities in a subsidiary to the same extent as may a national bank, provided HBC is and remains "well-capitalized," "well-managed" and in
satisfactory compliance with the CRA.

        HBC is a member of the Federal Home Loan Bank ("FHLB") of San Francisco. Among other benefits, each FHLB serves as a reserve or
central bank for its members within its assigned region and
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makes available loans or advances to its members. Each FHLB is financed primarily from the sale of consolidated obligations of the FHLB
system. As an FHLB member, HBC is required to own a certain amount of capital stock in the FHLB. At December 31, 2009, HBC was in
compliance with the FHLB's stock ownership requirement.

        Regulatory Capital Guidelines.    The federal banking agencies have established minimum capital standards known as risk-based capital
guidelines. These guidelines are intended to provide a measure of capital that reflects the degree of risk associated with a bank's operations. The
risk-based capital guidelines include both a definition of capital and a framework for calculating the amount of capital that must be maintained
against a bank's assets and off-balance sheet items. The amount of capital required to be maintained is based upon the credit risks associated
with the various types of a bank's assets and off-balance sheet items. A bank's assets and off-balance sheet items are classified under several risk
categories, with each category assigned a particular risk weighting from 0% to 100%. The following table sets forth the regulatory capital
guidelines and the actual capitalization levels for HBC and the Company as of December 31, 2009:

Adequately
Capitalized

Well
Capitalized HBC

Company
(consolidated)

(greater than or equal to)
Total risk-based capital 8.00% 10.00% 12.7% 12.9%
Tier 1 risk-based capital ratio 4.00% 6.00% 11.4% 11.6%
Tier 1 leverage capital ratio 4.00% 5.00% 9.9% 10.1%
        As of December 31, 2009, the Company's capital levels met all minimum regulatory requirements and HBC was considered "well
capitalized" under the regulatory framework for prompt corrective action. Except for terms of the written agreement with the FRB and DFI,
there are no conditions or events since December 31, 2009 that management believes has changed HBC's category. However, as discussed under
"Recent Regulatory Action," the written agreement signed in February 2010 requires the Company to submit a written plan to the FRB and DFI
for sufficient capitalization of both HCC (on a consolidated basis) and HBC, based on their respective risk profiles.

        To enhance regulatory capital and to provide liquidity, the Company, through unconsolidated subsidiary grantor trusts, issued $23.7 million
of trust preferred securities. These securities are currently included in our Tier 1 capital for purposes of determining the Company's Tier 1 and
total risk-based capital ratios. The Federal Reserve Board has promulgated a modification of the capital regulations affecting trust preferred
securities. Under this modification, effective March 31, 2011, the Company will be required to use a more restrictive formula to determine the
amount of trust preferred securities that can be included in regulatory Tier 1 capital. When the new regulations become effective, the Company
may include in Tier 1 capital an amount of trust preferred securities equal to no more than 25% of the sum of all core capital elements, which is
generally defined as shareholders' equity excluding accumulated other comprehensive income/loss, less goodwill and other intangible assets and
any related deferred income tax liability. The regulations currently in effect through March 31, 2011, limit the amount of trust preferred
securities that can be included in Tier 1 capital to 25% of the sum of core capital elements without a deduction for goodwill. Management has
determined that the Company's Tier 1 capital ratios would be substantially the same had the modification of the capital regulations been in effect
at December 31, 2009.

        Prompt Corrective Action.    The federal banking agencies possess broad powers to take prompt corrective action to resolve the problems of
insured banks. Each federal banking agency has issued regulations defining five capital categories: "well capitalized," "adequately capitalized,"
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"undercapitalized," "significantly undercapitalized," and "critically undercapitalized." Under the regulations, a bank shall be deemed to be:

�
"well capitalized" if it has a total risk-based capital ratio of 10.0% or more, has a Tier 1 risk-based capital ratio of 6.0% or
more, has a leverage capital ratio of 5.0% or more, and is not subject to specified requirements to meet and maintain a
specific capital level for any capital measure;

�
"adequately capitalized" if it has a total risk-based capital ratio of 8.0% or more, a Tier 1 risk-based capital ratio of 4.0% or
more, and a leverage capital ratio of 4.0% or more (3.0% under certain circumstances) and does not meet the definition of
"well capitalized";

�
"undercapitalized" if it has a total risk-based capital ratio that is less than 8.0%, a Tier 1 risk-based capital ratio that is less
than 4.0%, or a leverage capital ratio that is less than 4.0% (3.0% under certain circumstances);

�
"significantly undercapitalized" if it has a total risk-based capital ratio that is less than 6.0%, a Tier 1 risk-based capital ratio
that is less than 3.0% or a leverage capital ratio that is less than 3.0%; and

�
"critically undercapitalized" if it has a ratio of tangible equity to total assets that is equal to or less than 2.0%.

        Banks are prohibited from paying dividends or management fees to controlling persons or entities if, after making the payment the bank
would be "undercapitalized," that is, the bank fails to meet the required minimum level for any relevant capital measure. Asset growth and
branching restrictions apply to "undercapitalized" banks. Banks classified as "undercapitalized" are required to submit acceptable capital plans
guaranteed by its holding company, if any. Broad regulatory authority was granted with respect to "significantly undercapitalized" banks,
including forced mergers, growth restrictions, ordering new elections for directors, forcing divestiture by its holding company, if any, requiring
management changes, and prohibiting the payment of bonuses to senior management. Even more severe restrictions are applicable to "critically
undercapitalized" banks, those with capital at or less than 2%. Restrictions for these banks include the appointment of a receiver or conservator.
All of the federal banking agencies have promulgated substantially similar regulations to implement this system of prompt corrective action.

        A bank, based upon its capital levels, that is classified as "well capitalized," "adequa
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