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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
Common Stock, no par value The NASDAQ Stock Market LLC

(NASDAQ Global Select Market)
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 ☐  No ☒

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or 15(d) of the Act. Yes ☐  
 No ☒

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 ☒  No ☐

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 during
the preceding 12 months (or for such shorter period that the Registrant was required to submit and post such files).
Yes ☒  No ☐

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. ☐

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 ☐Accelerated filer ☒Non‑accelerated filer ☐
(Do not check if a
smaller reporting
company)

Smaller reporting company ☐

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

The aggregate market value of the common stock held by non-affiliates of the Registrant as of June 30, 2016, based
upon the closing price on that date of $10.53 per share as reported on the NASDAQ Global Select Market, and
19,786,746 shares held, was approximately $208.4 million.

As of February 15, 2017, there were 37,944,319 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 2017 Annual Meeting of Shareholders to be held on May 25, 2017
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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, 2016.
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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, Rule 175 promulgated thereunder, and
Section 21E of the Securities Exchange Act of 1934, as amended, Rule 3b‑6 promulgated thereunder 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. Risks and uncertainties that could cause our
financial performance to differ materially from our goals, plans, expectations and projections expressed in
forward-looking statements include those set forth in our filings with the Securities and Exchange Commission (“SEC”),
Item 1A of this Annual Report on Form 10-K, and the following listed below:

· current and future economic and market conditions in the United States generally or in the communities we serve,
including the effects of declines in property values, high unemployment rates and overall slowdowns in economic
growth should these events occur;

· effects of and changes in trade, monetary and fiscal policies and laws, including the interest rate policies of the
Federal Open Market Committee of the Federal Reserve Board;

· changes in inflation, interest rates, and market liquidity which may impact interest margins and impact funding
sources;

· volatility in credit and equity markets and its effect on the global economy;
· changes in the competitive environment among financial or bank holding companies and other financial service

providers;
· changes in consumer and business spending and saving habits and the related effect on our ability to increase assets

and to attract deposits;
· our ability to develop and promote customer acceptance of new products and services in a timely manner;
· risks associated with concentrations in real estate related loans;
· an oversupply of inventory and deterioration in values of California commercial real estate;
· a prolonged slowdown in construction activity;
· other than temporary impairment charges to our securities portfolio;
· changes in the level of nonperforming assets and charge offs and other credit quality measures, and their impact on

the adequacy of the Company’s allowance for loan losses and the Company’s provision for loan losses;
· 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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· changes in our capital management policies, including those regarding business combinations, dividends, and share
repurchases, among others;

· operational issues stemming from, and/or capital spending necessitated by, the potential need to adapt to industry
changes in information technology systems, on which we are highly dependent;

· our ability to keep pace with technological changes, including our ability to identify and address cyber-security risks
such as data security breaches, “denial of service” attacks, “hacking” and identity theft;

· inability of our framework to manage risks associated with our business, including operational risk and credit risk;
· risks of loss of funding of Small Business Administration or SBA loan programs, or changes in those programs;
· effect and uncertain impact on the Company of the enactment of the Dodd Frank Wall Street Reform and Consumer

Protection Act of 2010 and the rules and regulations promulgated by supervisory and oversight agencies
implementing the new legislation;

· effect of lower corporate tax rates if enacted on the Company’s deferred tax asset;
· significant changes in applicable laws and regulations, including those concerning taxes, banking and securities;

· effect of changes in accounting policies and practices, as may be adopted by the regulatory agencies, as
well as the Public Company Accounting Oversight Board, the Financial Accounting Standards Board and
other accounting standard setters;

· costs and effects of legal and regulatory developments, including resolution of legal proceedings or regulatory or
other governmental inquiries, and the results of regulatory examinations or reviews;

· availability of and competition for acquisition opportunities;
· risks associated with merger and acquisition integration;
· risks resulting from domestic terrorism;
· risks of natural disasters and other events beyond our control; and
· our success in managing the risks involved in the foregoing factors.
Forward-looking statements speak only as of the date they are made. The Company does not undertake to update
forward-looking statements to reflect circumstances or events that occur after the date the forward-looking statements
are made or to reflect the occurrence of unanticipated events. You should consider any forward looking statements in
light of this explanation, and we caution you about relying on forward-looking statements.

4
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PART I

ITEM 1 — BUSINESS

General

Heritage Commerce Corp, a California corporation organized in 1997, is a bank holding company registered under the
Bank Holding Company Act of 1956, as amended. We provide a wide range of banking services through Heritage
Bank of Commerce, our wholly‑owned subsidiary. Heritage Bank of Commerce is a California state‑chartered bank
headquartered in San Jose, California and has been conducting business since 1994.

Heritage Bank of Commerce is a multi‑community independent bank that offers a full range of commercial banking
services to small and medium‑sized businesses and their owners, managers and employees. We operate through 11 full
service branch offices located entirely in the southern and eastern regions of the general San Francisco Bay Area of
California in the counties of Santa Clara, Alameda, Contra Costa, and San Benito. Our market includes the
headquarters of a number of technology based companies in the region commonly known as “Silicon Valley.”

Our lending activities are diversified and include commercial, real estate, construction and land development,
consumer and Small Business Administration (“SBA”) guaranteed loans. We generally lend in markets where we have a
physical presence through our branch offices. We attract deposits throughout our market area with a customer‑oriented
product mix, competitive pricing, and convenient locations. We offer a wide range of deposit products for business
banking and retail markets. We offer a multitude of other products and services to complement our lending and
deposit services. In addition, Bay View Funding provides factoring financing throughout the United States.

As a bank holding company, Heritage Commerce Corp is subject to the supervision of the Board of Governors of the
Federal Reserve System (the “Federal Reserve”). We are required to file with the Federal Reserve reports and other
information regarding our business operations and the business operations of our subsidiaries. As a California
chartered bank, Heritage Bank of Commerce is subject to primary supervision, periodic examination, and regulation
by the Department of Business Oversight — Division of Financial Institutions (“DBO”), and by the Federal Reserve, as its
primary federal regulator.

Our principal executive office is located at 150 Almaden Boulevard, San Jose, California 95113, telephone number:
(408) 947-6900.

At December 31, 2016, we had consolidated assets of $2.57 billion, deposits of $2.26 billion and shareholders’ equity
of $259.8 million.

When we use “we”, “us”, “our” or the “Company”, we mean the Company on a consolidated basis with Heritage Bank of
Commerce. When we refer to “HCC” or the “holding company”, we are referring to Heritage Commerce Corp on a
standalone basis. When we use “HBC”, we mean Heritage Bank of Commerce on a standalone basis.

The Internet address of the Company’s website is “http://www.heritagecommercecorp.com,” and the Bank’s website is
“http://www.heritagebankofcommerce.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 website.

Recent Acquisitions
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We have grown over the past five years through the acquisitions discussed below, as well as through organic growth.

Focus Business Bank

On August 20, 2015, we completed the acquisition of Focus Business Bank (“Focus Bank”) for an aggregate transaction
value of $66.6 million. We acquired from Focus Bank total assets, at fair value, of approximately $438.8 million,
loans (including loans held‑for‑sale) of $174.8 million, at fair value, and deposits of $405.1 million, at fair
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value. We issued approximately 5,456,713 shares of our common stock to Focus Bank shareholders, at an exchange
ratio of 1.8235 shares of Heritage Commerce Corp common stock per Focus Bank share.

Bay View Funding

On November 1, 2014, Heritage Bank of Commerce acquired CSNK Working Capital Finance Corp. d/b/a Bay View
Funding (“Bay View Funding”) for approximately $22.52 million. Bay View Funding provides business-essential
working capital factoring financing to various industries throughout the United States. Bay View Funding’s
administrative offices are located at 2933 Bunker Hill Lane, Suite 210, Santa Clara, CA 95054.

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 June 1994. HBC operates through eleven full service branch offices. The locations of
HBC’s current offices are:

San Jose: Administrative Office

Main Branch

150 Almaden Boulevard   

San Jose, CA 95113

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

Danville: Branch Office

387 Diablo Road    

Danville, CA 94526

Morgan Hill: Branch
Office

18625 Sutter
Boulevard 

Suite 100      

Morgan Hill,
CA 95037

Fremont: Branch Office

3137 Stevenson Boulevard

Fremont, CA 94538

Pleasanton: Branch
Office
300 Main
Street
Pleasanton,
CA 94566

Gilroy: Branch Office

7598 Monterey Street       

Suite 110

Sunnyvale: Branch
Office

333 W. El
Camino Real
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Gilroy, CA 95020 Suite 150 

Sunnyvale,
CA 94087

Hollister: Branch Office

351 Tres Pinos Road        

Suite 102A 

Hollister, CA 95023

Walnut Creek: Branch
Office

101 Ygnacio
Valley Road 

Suite
100            

Walnut
Creek, CA
94596

Los Altos: Branch Office
419 South San Antonio Road
Los Altos, CA 94022

Lending Activities

We offer a diversified mix of business loans encompassing the following loan products: (i) commercial and industrial
loans; (ii) commercial real estate loans; (iii) construction loans; and (iv) SBA loans. We also offer home equity lines
of credit (“HELOCS”), to accommodate the needs of business owners and individual clients, as well as consumer loans
(both secured and unsecured). In the event creditworthy loan customers’ borrowing needs exceed our legal lending
limit, we have the ability to sell participations in those loans to other banks. We encourage relationship banking,
obtaining a substantial portion of each borrower’s banking business, including deposit accounts.

As of December 31, 2016, the percentage of our total loans for each of the principal areas in which we directed our
lending activities were as follows: (i) commercial and industrial 40% (including SBA loans, asset-based lending, and
factored receivables); (ii) commercial real estate loans 44%; (iii) land and construction loans 5%; (iv) residential
mortgage
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loans 4%; and (v) consumer (including home equity) 7%. 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.

Commercial and Industrial Loans.  Our commercial loan portfolio is comprised of operating secured and unsecured
loans advanced for working capital, equipment purchases and other business purposes. Generally short‑term loans have
maturities ranging from thirty days to one year, and “term loans” have maturities 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 generally provide for floating or fixed interest rates,
with monthly payments of both principal and interest. Repayment of secured and unsecured commercial loans
depends substantially on the borrower’s underlying business, financial condition and cash flows, as well as the
sufficiency of the collateral. Compared to real estate, the collateral may be more difficult to monitor, evaluate and sell.
It may also depreciate more rapidly than real estate. Such risks can be significantly affected by economic conditions.

Our factoring receivables portfolio is originated by Bay View Funding. Factored receivables are receivables that have
been transferred by the originating organization and typically have not been subject to previous collection efforts.
These receivables are acquired from a variety of companies, including but not limited to service providers,
transportation companies, manufacturers, distributors, wholesalers, apparel companies, advertisers, and temporary
staffing companies. The average life of the factored receivables is 35 days.

HBC’s commercial loans, except for the asset-based lending and the factored receivables at Bay View Funding, are
primarily originated from locally‑oriented commercial activities in communities where HBC has a physical presence
through its branch offices.

Commercial Real Estate Loans.  The commercial real estate (“CRE”) loan portfolio is comprised of loans secured by
commercial real estate. These loans are generally advanced based on the borrower’s cash flow, and the underlying
collateral provides a secondary source of payment. HBC generally restricts real estate term loans to no more than 75%
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 advanced for longer
maturities. CRE loans typically involve large balances to single borrowers or groups of related borrowers. Since
payments on these loans are often dependent on the successful operation or management of the properties, as well as
the business and financial condition of the borrower, repayment of such loans may be subject to adverse conditions in
the real estate market, adverse economic conditions or changes in applicable government regulations. If the cash flow
from the project decreases, or if leases are not obtained or renewed, the borrower’s ability to repay the loan may be
impaired.

During the fourth quarter of 2016, the Company purchased $31.1 million of CRE loans on properties located primarily
in the San Francisco Bay Area, with an average loan principal amount of approximately $1.8 million, and weighted
average yield of 3.88%, net of servicing fees to the servicer.  At December 31, 2016, the purchased CRE loans
outstanding totaled $31.0 million.

Construction Loans.  We make commercial construction loans for rental properties, commercial buildings and homes
built by developers on speculative, undeveloped property. We also make construction loans for homes built by owner
occupants. The terms of commercial construction loans are made in accordance with our loan policy. Advances on
construction loans are made in accordance with a schedule reflecting the cost of construction, but are generally limited
to a 70% loan‑to‑value ratio, as completed. Repayment of construction loans on non‑residential properties is normally
expected from the property’s eventual rental income, income from the borrower’s operating entity or the sale of the
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subject property. In the case of income‑producing property, repayment is usually expected from permanent financing
upon completion of construction. At times we provide the permanent mortgage financing on our construction loans on
income‑producing property. Construction loans are interest‑only loans during the construction period, which typically
do not exceed 18 months. If HBC provides permanent financing the short‑term loan converts to permanent, amortizing
financing following the completion of construction. Generally, before making a commitment to fund a construction
loan, we require an appraisal of the property by a state‑certified or state‑licensed appraiser. We review and inspect
properties before disbursement of funds during the term of the construction loan. The repayment of construction loans
is dependent upon the successful and timely completion of the construction of the subject property, as well as the sale
of the property to third parties or the availability of permanent financing upon completion of all improvements.
Construction loans expose
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us to the risk that improvements will not be completed on time, and in accordance with specifications and projected
costs. Construction delays, the financial impairment of the builder, interest rate increases or economic downturn may
further impair the borrower’s ability to repay the loan. In addition, the borrower may not be able to obtain permanent
financing or ultimate sale or rental of the property may not occur as anticipated. 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.

SBA Loans. SBA loans are made through programs designed by the federal government to assist the small business
community in obtaining financing from financial institutions that are given government guarantees as an incentive to
make the loans. HBC has been designated as an SBA Preferred Lender. Our SBA loans fall into three categories, loans
originated under the SBA’s 7a Program (“7a Loans”), loans originated under the SBA’s 504 Program (“504 Loans”) and
SBA “Express” Loans. SBA 7a Loans are commercial business loans generally made for the purpose of purchasing real
estate to be occupied by the business owner, providing working capital, and/or purchasing equipment or inventory.
SBA 504 Loans are collateralized by commercial real estate and are generally made to business owners for the
purpose of purchasing or improving real estate for their use and for equipment used in their business. The SBA
“Express” Loans or lines of credit are for businesses that want to improve cash flow, refinance debt, or fund
improvements, equipment, or real estate. It features an abbreviated SBA application process and accelerated approval
times, plus it can offer longer terms and lower down payment requirements than conventional loans.

SBA lending is subject to federal legislation that can affect the availability and funding of the program. From time to
time, this dependence on legislative funding causes limitations and uncertainties with regard to the continued funding
of such programs, which could potentially have an adverse financial impact on our business.

Home Equity Loans.  Our home equity line portfolio is comprised of home equity lines of credit to customers in our
markets. Home equity lines of credit are underwritten in a manner such that they result in credit risk that is
substantially similar to that of residential mortgage loans. Nevertheless, home equity lines of credit have greater credit
risk than residential mortgage loans because they are often secured by mortgages that are subordinated to the existing
first mortgage on the property, which we do not hold, and they are not covered by private mortgage insurance
coverage.

Residential Mortgage Loans.   During the year ended December 31, 2016, the Company purchased jumbo single
family residential mortgage loans totaling $57.5 million, all of which are domiciled in California, with an average loan
principal amount of approximately $834,000, and weighted average yield of 3.00%, net of servicing fees to the
servicer. Residential mortgage loans outstanding at December 31, 2016 totaled $52.9 million. HBC does not originate
first trust deed home mortgage loans or home improvement loans, other than HELOCS.

Consumer Loans.  The consumer loan portfolio is composed of miscellaneous consumer loans including loans for
financing automobiles, various consumer goods and other personal purposes. Consumer loans are generally secured.
Repossessed collateral for a defaulted consumer loan may not provide an adequate source of repayment for the
outstanding loan, and the remaining deficiency may not warrant further substantial collection efforts against the
borrower. In addition, consumer loan collections are dependent on the borrower’s continued financial stability, which
can be adversely affected by job loss, divorce, illness or personal bankruptcy. Furthermore, the application of various
federal and state laws, including federal and state bankruptcy and insolvency laws, may limit the amount which can be
recovered on such loans.

Deposit Products

As a full-service commercial bank, we focus deposit generation on relationship accounts, encompassing non-interest
bearing demand, interest bearing demand, and money market. In order to facilitate generation of non-interest bearing
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demand deposits, we require, depending on the circumstances and the type of relationship, our borrowers to maintain
deposit balances with us as a typical condition of granting loans. We also offer certificates of deposit and savings
accounts. We offer a “remote deposit capture” product that allows deposits to be made via computer at the customer’s
business location. We also offer customers “e-statements” that allows customers to receive statements electronically,
which is more convenient and secure than receiving paper statements.

For customers requiring full Federal Deposit Insurance Corporation (“FDIC”) insurance on certificates of deposit in
excess of $250,000, we offer the CDARS® program, which allows HBC to place the certificates of deposit with other
participating banks to maximize the customers’ FDIC insurance. HBC also receives reciprocal deposits from other
participating financial institutions.
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Electronic Banking

While personalized, service-oriented banking is the cornerstone of our business plan, we use technology and the
Internet as a secondary means for servicing customers, to compete with larger banks and to provide a convenient
platform for customers to review and transact business. We offer sophisticated electronic or “internet banking”
opportunities that permit commercial customers to conduct much of their banking business remotely from their home
or business. However, our customers will always have the opportunity to personally discuss specific banking needs
with knowledgeable bank officers and staff who are directly accessible in the branches and offices as well as by
telephone and email.

HBC offers multiple electronic banking options to its customers. It does not allow the origination of deposit accounts
through online banking, nor does it accept loan applications through its online services. All of the HBC’s electronic
banking services allow customers to review transactions and statements, review images of paid items, transfer funds
between accounts at HBC, place stop orders, pay bills and export to various business and personal software
applications. HBC online commercial banking also allows customers to initiate domestic wire transfers and ACH
transactions, with the added security and functionality of assigning discrete access and levels of security to different
employees of the client and division of functions to allow separation of duties, such as input and release.

We also offer our internet banking customers an additional third party product designed to assist in mitigating fraud
risk to both the customer and the Bank in internet banking and other internet activities conducted by the customer, at
no cost to the customer.

Other Banking Services

We offer a multitude of other products and services to complement our lending and deposit services. These include
cashier’s checks, bank by mail, night depositories, safe deposit boxes, direct deposit, automated payroll services,
electronic funds transfers, online bill pay, homeowner association services, and other customary banking services.
HBC currently operates ATMs at five 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 addresses the growing needs of its customers and to analyze other
markets for potential expansion opportunities.

Investments

Our investment policy is established by the Board of Directors. The general investment strategies are developed and
authorized by our Finance and Investment Committee of the Board of Directors. The investment policy is reviewed
annually by the Finance and Investment Committee, and any changes to the policy are subject to approval by the full
Board of Directors. The overall objectives of the investment policy are to maintain a portfolio of high quality and
diversified investments to maximize interest income over the long term and to minimize risk, to provide collateral for
borrowings, and to provide additional earnings when loan production is low. The policy dictates that investment
decisions take into consideration the safety of principal, liquidity requirements and interest rate risk management. All
securities transactions are reported to the Board of Directors’ Finance and Investment Committee on a monthly basis.

Sources of Funds

Deposits traditionally have been our primary source of funds for our investment and lending activities. We also are
able to borrow from the Federal Home Loan Bank of San Francisco and the Federal Reserve Bank of San Francisco to
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supplement cash flow needs. Our additional sources of funds are scheduled loan payments, maturing investments, loan
repayments, income on other earning assets, and the proceeds of loan sales and securities sales.

Interest rates, maturity terms, service fees and withdrawal penalties are established on a periodic basis. Deposit rates
and terms are based primarily on current operating strategies and market interest rates, liquidity requirements and our
deposit growth goals.
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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 Contra
Costa, and San Benito county region, the three counties within which the Company operates, the top three institutions
are all multi‑billion dollar entities with an aggregate of 270 offices that control a combined 54.85% of deposit market
share based on June 30, 2016 FDIC market share data. HBC ranks sixteenth with 0.99% share of total deposits based
on June 30, 2016 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. Larger banks are seeking
to expand lending to small businesses, which are traditionally community bank customers. 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, asset management groups, mortgage banking companies, credit unions, finance
and insurance companies, internet‑based 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 and smart phones, mail, personal computer, ATMs, self‑service branches, and/or in‑store branches.

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 financial companies, and has also intensified competitive conditions.
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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.”
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Employees
Full-time equivalent employees were 263, 260, and 242 at December 31, 2016, 2015, and 2014, respectively.

Supervision and Regulation

Introduction

Banking is a complex, highly regulated industry. Regulation and supervision by federal and state banking agencies are
intended to maintain a safe and sound banking system, protect depositors and the FDIC’s insurance fund, and to
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, FDIC, and the DBO.

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.

Set forth below is a description of the significant elements of the laws and regulations applicable to HCC and HBC.
The description is qualified in its entirety by reference to the full text of the statutes, regulations and policies that are
described. Also, such statutes, regulations and policies are continually under review by the U.S. Congress and state
legislatures and federal and state regulatory agencies. A change in statutes, regulations or regulatory policies
applicable to HCC or HBC could have a material effect on our business.

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 and periodic examination by the Federal Reserve. HCC is also required to file
with the Federal Reserve periodic reports of our operations and any additional information regarding HCC and its
subsidiaries as the Federal Reserve may require.

HCC is also a bank holding company within the meaning of Section 1280 of the California Financial Code.
Consequently, HCC is subject to examination by, and may be required to file reports with, the DBO. The DBO
approval may be required for certain mergers and acquisitions.

SEC and Nasdaq.  HCC’s stock is traded on the NASDAQ Global Select Market (under the trading symbol “HTBK”),
and HCC is subject to rules and regulations of The NASDAQ Stock Market, including those related to corporate
governance. HCC is also subject to the periodic reporting requirements of Section 13 of the Securities Exchange Act
of 1934, as amended (the “Exchange Act”), which requires HCC to file annual, quarterly and other current reports with
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 HCC promulgated by the SEC under Section 13 of the Exchange Act.
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The Sarbanes Oxley Act of 2002.  HCC is subject to the accounting oversight and corporate governance requirements
of the Sarbanes‑Oxley Act of 2002, as amended (the “Sarbanes-Oxley Act”), including: (i) required executive
certification of financial presentations; (ii) increased requirements for board audit committees and their members;
(iii) enhanced disclosure of controls and procedures and internal control over financial reporting; (iv) enhanced
controls over and reporting of insider trading; and (v) increased penalties for financial crimes and forfeiture of
executive bonuses in certain circumstances.
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Permitted Activities.  In general, the BHCA limits the business of bank holding companies to banking, managing or
controlling banks and other activities that the Federal Reserve has determined to be so closely related to banking as “to
be a proper incident thereto.”  We are also prohibited, with certain exceptions, from acquiring direct or indirect
ownership or control of more than 5% of the voting shares of any company unless the company is engaged in banking
activities or the Federal Reserve determines that the activity is so closely related to banking as to be a proper incident
to banking. The Federal Reserve’s approval must be obtained before the shares of any such company can be acquired
and, in certain cases, before any approved company can open new offices.

Bank holding companies that qualify and elect to be treated as “financial holding companies” may engage in a broad
range of additional activities that are: (i) financial in nature or incidental to such financial activities; or
(ii) complementary to a financial activity and do not pose a substantial risk to the safety and soundness of depository
institutions or the financial system generally. These activities include securities underwriting and dealing, insurance
underwriting and making merchant banking investments. We have not elected to be treated as a financial holding
company status and have not engaged in any activities determined by the Federal Reserve to be financial in nature or
incidental or complementary to activities that are financial in nature.

The BHCA does not place territorial restrictions on permissible non‑banking activities of bank holding companies. The
Federal Reserve has the power to order any bank holding company or its subsidiaries to terminate any activity or to
terminate its ownership or control of any subsidiary when the Federal Reserve has reasonable grounds to believe that
continuing such activity, ownership or control constitutes a serious risk to the financial soundness, safety or stability
of any bank subsidiary of the bank holding company.

Affiliate Transactions.  Transactions between banking subsidiaries and their affiliates are regulated by Sections 23A
and 23B of the Federal Reserve Act and Federal Reserve Regulation W. The Federal Reserve Act imposes
quantitative and qualitative requirements and collateral requirements on covered transactions by HBC with, or for the
benefit of, its affiliates including HCC. Generally, Sections 23A and 23B limit the extent to which HBC or its
subsidiaries may engage in “covered transactions” with any one affiliate to an amount equal to 10% of HBC’s capital
stock and surplus, and contain an aggregate limit on all such transactions with all affiliates to an amount equal to 20%
of such capital stock and surplus, and requires those transactions to be on terms at least as favorable to HBC as if the
transaction were conducted with an unaffiliated third party. Covered transactions are defined by statute to include a
loan or extension of credit, as well as a purchase of securities issued by an affiliate, a purchase of assets (unless
otherwise exempted by the Federal Reserve) from the affiliate, certain derivative transactions that create a credit
exposure to an affiliate, the acceptance of securities issued by the affiliate as collateral for a loan, and the issuance of a
guarantee, acceptance or letter of credit on behalf of an affiliate. In addition, any credit transactions with an affiliate
must be secured by designated amounts of specified collateral.

Source of Strength Doctrine.  Federal Reserve policy historically required bank holding companies to act as a source
of financial and managerial strength to their subsidiary banks. Dodd-Frank codified this policy as a statutory
requirement. Under this requirement the holding company is expected to commit resources to support its bank
subsidiary, including at times when the holding company may not be in a financial position to provide it. Bank
holding companies must 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. A bank
holding company’s failure to meet its source‑of‑strength obligations may constitute an unsafe and unsound practice or a
violation of the Federal Reserve’s regulations or both. The source‑of‑strength doctrine most directly affects bank holding
companies where a bank holding company’s subsidiary bank fails to maintain adequate capital levels. In such a
situation, the subsidiary bank will be required by the bank’s federal regulator to take “prompt corrective action.” Any
capital loans by a bank holding company to its subsidiary bank are subordinate in right of payment to deposits and to
certain other indebtedness of such subsidiary bank. The BHCA provides that in the event of a bank holding company’s
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bankruptcy any commitment by the bank holding company to a federal bank regulatory agency to maintain the capital
of a bank subsidiary will be assumed by the bankruptcy trustee and entitled to priority of payment.

Sound Banking Practices.  Bank holding companies and their non‑banking subsidiaries are prohibited from engaging in
activities that represent unsafe and unsound banking practices or that constitute violation of law or regulations. Under
certain conditions the Federal Reserve may conclude that certain actions of a bank holding company such as a
payment of a cash dividend, would constitute an unsafe and unsound banking practice. The Federal Reserve also has
the authority to regulate the debt of bank holding companies, including the authority to impose interest rate ceilings
and reserve requirements on such debt. Under certain circumstances the Federal Reserve may require a bank holding
company to file
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written notice and obtain its approval prior to purchasing or redeeming its equity securities, unless certain conditions
are met.

Acquisitions.  The BHCA, the Bank Merger Act, the California Financial Code and other federal and state statutes
regulate acquisitions of commercial banks and other FDIC‑insured depository institutions. HCC must obtain the prior
approval of the Federal Reserve before: (i) acquiring direct or indirect ownership control more than 5% of the voting
stock of any FDIC‑insured depository institution or other bank holding company (unless we own a majority of such
bank’s voting shares); (ii) acquiring all or substantially all of the assets of any bank or bank holding company; or
(iii) merging or consolidating with any other bank holding company. Under the Bank Merger Act, the prior approval
of the Federal Reserve is required for HBC to merge with another bank or purchase all or substantially all of the assets
or assume any of the deposits of another FDIC‑insured depository institution. In reviewing applications seeking
approval of merger and acquisition transactions, bank regulators consider, among other things, the competitive effect
and public benefits of the transactions, the capital position and managerial resources of the combined organization, the
risks to the stability of the U.S. banking or financial system, the applicant’s performance record under the Community
Reinvestment Act of 1977, as amended (“CRA”), the applicant’s compliance with fair housing and other consumer
protection laws and the effectiveness of all organizations involved in combating money laundering activities. In
addition, failure to implement or maintain adequate compliance programs could cause bank regulators not to approve
an acquisition where regulatory approval is required or to prohibit an acquisition even if approval is not required.

HCC is also subject to the Change in Bank Control Act of 1978, as amended (the “Control Act”), and related Federal
Reserve regulations, which provide that any person who proposes to acquire at least 10% (but less than 25%) of any
class of a bank holding company’s voting securities is presumed to control the company (unless the company is not
publicly held and some other shareholder owns a greater percentage of voting stock). Any person who would be
presumed to acquire control or who proposes to acquire control of more than 25% of any class of a bank holding
company’s voting securities or who proposes to acquire actual control must provide the Federal Reserve with at least
60 days prior written notice of the acquisition. The Federal Reserve may disapprove a proposed acquisition if: (i) it
would result in adverse competitive effects; (ii) the financial condition of the acquiring person might jeopardize the
target institution’s financial stability or prejudice the interests of depositors; (iii) the competence, experience or
integrity of any acquiring person indicates that the proposed acquisition would not be in the best interests of the
depositors or the public; or (iv) the acquiring person fails to provide all of the information required by the Federal
Reserve Board. Any proposed acquisition of the voting securities of a bank holding company that is subject to
approval under the BHCA is not subject to the Control Act notice requirements. Any company that proposes to
acquire “control”, as those terms are defined in the BHCA and Federal Reserve regulations, of a bank holding company
or to acquire 25% or more of any class of voting securities of a bank holding company would be required to seek the
Federal Reserve’s prior approval under the BHCA to become a bank holding company.

Tie‑in Arrangements.  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 HCC or HBC; or (iii) the customer must not obtain some other credit, property or services from
competitors, except reasonable requirements to assure soundness of credit extended.

Heritage Bank of Commerce

General.  As a California commercial bank whose deposits are insured by the FDIC, HBC is subject to regulation,
supervision, and regular examination by the FDIC, the DBO and by the Federal Reserve as HBC’s primary Federal
regulator. The regulations of these agencies govern most aspects of a bank’s business.
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California banks are also subject to various federal statutes and regulations including Federal Reserve Regulation O,
Federal Reserve Act Sections 23A and 23B and Regulation W and similar state statutes, which restrict or limit loans
or extensions of credit to “insiders,” including officers, directors and principal shareholders, and loans or extension of
credit by banks to affiliates or purchases of assets from affiliates, including parent bank holding companies, except
pursuant to certain exceptions and terms and conditions at least as favorable to those prevailing for comparable
transactions with unaffiliated parties.
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Pursuant to the Federal Deposit Insurance Act, as amemded (“FDIA”), and the California Financial Code, California
state chartered commercial banks may generally 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 or subsidiaries of bank holding companies. Further,
California banks may conduct certain “financial” activities in a subsidiary to the same extent as may a national bank,
provided the bank 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 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, 2016, HBC
was in compliance with the FHLB’s stock ownership requirement. FHLB stock is carried at cost and classified as a
restricted security. Both cash and stock dividends are reported as income.

HBC is a member of the Federal Reserve Bank (“FRB”) of San Francisco. As a member of the FRB, the Bank is
required to own stock in the FRB of San Francisco based on a specified ratio relative to our capital. FRB stock is
carried at cost and may be sold back to the FRB at its carrying value. Cash dividends received are reported as income.

Depositor Preference.  In the event of the “liquidation or other resolution” of an insured depository institution, the
claims of depositors of the institution, including the claims of the FDIC as subrogee of insured depositors, and certain
claims for administrative expenses of the FDIC as a receiver, will have priority over other general unsecured claims
against the institution. If an insured depository institution fails, insured and uninsured depositors along with the FDIC,
will have priority in payment ahead of unsecured, non‑deposit creditors including the parent bank holding company
with respect to any extensions of credit they have made to such insured depository institution.

Brokered Deposit Restrictions.  Well‑capitalized institutions are not subject to limitations on brokered deposits, while
an adequately capitalized institution is able to accept, renew or roll over brokered deposits only with a waiver from the
FDIC and subject to certain restrictions on the yield paid on such deposits. Undercapitalized institutions are generally
not permitted to accept, renew, or roll over brokered deposits. HBC is eligible to accept brokered deposits without
limitations.

Loans to One Borrower.  With certain limited exceptions, the maximum amount that a California bank may lend to
any borrower at any one time (including the obligations to the bank of certain related entities of the borrower) may not
exceed 25% (and unsecured loans may not exceed 15%) of the bank’s shareholders’ equity, allowance for loan loss, and
any capital notes and debentures of the bank.

Loans to Directors, Executive Officers and Principal Shareholders.  The authority of HBC to extend credit to its
directors, executive officers and principal shareholders, including their immediate family members and corporations
and other entities that they control, is subject to substantial restrictions and requirements under Sections 22(g) and
22(h) of the Federal Reserve Act and Regulation O promulgated thereunder, as well as the Sarbanes‑Oxley Act. These
statutes and regulations impose specific limits on the amount of loans HBC may make to directors and other insiders,
and specified approval procedures must be followed in making loans that exceed certain amounts. In addition, all
loans HBC makes to directors and other insiders must satisfy the following requirements:

· the loans must be made on substantially the same terms, including interest rates and collateral, as prevailing at the
time for comparable transactions with persons not affiliated with HCC or HBC;

· HBC must follow credit underwriting procedures at least as stringent as those applicable to comparable transactions
with persons who are not affiliated with HCC or HBC; and

· the loans must not involve a greater than normal risk of non‑payment or include other features not favorable to HBC.
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Furthermore, HBC must periodically report all loans made to directors and other insiders to the bank regulators, and
these loans are closely scrutinized by the regulators for compliance with Sections 22(g) and 22(h) of the Federal
Reserve Act and Regulation O. Each loan to directors or other insiders must be pre‑approved by the HBC board of
directors with the interested director abstaining from voting.
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Community Reinvestment Act.  The CRA is intended to encourage insured depository institutions, while operating
safely and soundly, to help meet the credit needs of their communities. The CRA specifically directs the federal bank
regulatory agencies, in examining insured depository institutions, to assess their record of helping to meet the credit
needs of their entire community, including low‑and moderate‑income neighborhoods, consistent with safe and sound
banking practices. The CRA further requires the agencies to take a financial institution’s record of meeting its
community credit needs into account when evaluating applications for, among other things, domestic branches,
consummating mergers or acquisitions or holding company formations.

The federal banking agencies have adopted regulations which measure a bank’s compliance with its CRA obligations
on a performance based evaluation system. This system bases CRA ratings on an institution’s actual lending service
and investment performance rather than the extent to which the institution conducts needs assessments, documents
community outreach or complies with other procedural requirements. The ratings range from “outstanding” to a low of
“substantial noncompliance.” HBC had a CRA rating of “satisfactory” as of its most recent regulatory examination.

Environmental Regulation.  Federal, state and local laws and regulations regarding the discharge of harmful materials
into the environment may have an impact on HBC. Since HBC is not involved in any business that manufactures, uses
or transports chemicals, waste, pollutants or toxins that might have a material adverse effect on the environment,
HBC’s primary exposure to environmental laws is through its lending activities and through properties or businesses
HBC may own, lease or acquire. Based on a general survey of HBC’s loan portfolio, conversations with local
appraisers and the type of lending currently and historically done by HBC, management is not aware of any potential
liability for hazardous waste contamination that would be reasonably likely to have a material adverse effect on the
Company as of December 31, 2016.

Customer Information Security.  The Federal Reserve and other bank regulatory agencies have adopted guidelines for
safeguarding confidential, personal customer information. These guidelines require financial institutions to create,
implement and maintain a comprehensive written information security program designed to ensure the security and
confidentiality of customer information, protect against any anticipated threats or hazards to the security or integrity of
such information and protect against unauthorized access to or use of such information that could result in substantial
harm or inconvenience to any customer. HBC has adopted a customer information security program to comply with
such requirements.

Privacy. The Gramm-Leach-Bliley Act of 1999 and the California Financial Information Privacy Act require financial
institutions to implement policies and procedures regarding the disclosure of nonpublic personal information about
consumers to non‑affiliated third parties. In general, the statutes require explanations to consumers on policies and
procedures regarding the disclosure of such nonpublic personal information and, except as otherwise required by law,
prohibit disclosing such information, except as provided in HBC’s policies and procedures. HBC has implemented
privacy policies addressing these restrictions which are distributed regularly to all existing and new customers of
HBC.

Anti‑Money Laundering and the USA PATRIOT ACT.  A major focus of governmental policy on financial institutions
in recent years has been aimed at combating money laundering and terrorist financing. The USA PATRIOT Act of
2001, or the USA Patriot Act, substantially broadened the scope of United States anti‑money laundering laws and
regulations by imposing significant new compliance and due diligence obligations, creating new crimes and penalties
and expanding the extra‑territorial jurisdiction of the United States. Financial institutions are also prohibited from
entering into specified financial transactions and account relationships and must use enhanced due diligence
procedures in their dealings with certain types of high‑risk customers and implement a written customer identification
program. Financial institutions must take certain steps to assist government agencies in detecting and preventing
money laundering and report certain types of suspicious transactions. Regulatory authorities routinely examine
financial institutions for compliance with these obligations, and failure of a financial institution to maintain and
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implement adequate programs to combat money laundering and terrorist financing, or to comply with all of the
relevant laws or regulations, could have serious legal and reputational consequences for the institution, including
causing applicable bank regulatory authorities not to approve merger or acquisition transactions when regulatory
approval is required or to prohibit such transactions even if approval is not required. Regulatory authorities have
imposed cease and desist orders and civil money penalties against institutions found to be violating these obligations.

Office of Foreign Assets Control Regulation.  The U.S. Treasury Department’s Office of Foreign Assets Control
(“OFAC”), administers and enforces economic and trade sanctions against targeted foreign countries and regimes under
authority of various laws, including designated foreign countries, nationals and others. OFAC publishes lists of
specially
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designated targets and countries. HCC and HBC are responsible for, among other things, blocking accounts of and
transactions with such targets and countries, prohibiting unlicensed trade and financial transactions with them and
reporting blocked transactions after their occurrence. Failure to comply with these sanctions could have serious legal
and reputational consequences, including causing applicable bank regulatory authorities not to approve merger or
acquisition transactions when regulatory approval is required or to prohibit such transactions even if approval is not
required.

The Dodd‑Frank Wall Street Reform and Consumer Protection Regulation Act

The implementation and impact of legislation and regulations enacted since 2008 in response to the U.S. economic
downturn and financial industry instability continued through 2016 as modest recovery returned to many institutions
in the banking sector. Certain provisions of the Dodd-Frank Wall Street Reform and Consumer Protection Regulation
Act, as amended (“Dodd‑Frank”), which was enacted in 2010, are now effective and have been fully implemented,
including: (i) revisions in the deposit insurance assessment base for FDIC insurance and a permanent increase in
coverage to $250,000; (ii) the permissibility of paying interest on business checking accounts; (iii) the removal of
barriers to interstate branching; (iv) required disclosure and shareholder advisory votes on executive compensation;
(v) final new capital rules; (vi) a final rule to implement the so called Volcker rule restrictions on certain proprietary
trading and investment activities; and (vii) final rules and increased enforcement action by the Consumer Financial
Protection Bureau.

Aspects of Dodd‑Frank are still subject to rulemaking and will take effect over several years, making it difficult to
anticipate the overall financial impact on the Company, its customers or the financial services industry more
generally. However, certain provisions of Dodd‑Frank will significantly impact, or already are, affecting our operations
and expenses, including but not limited to changes in FDIC assessments, the permitted payment of interest on demand
deposits, and enhanced compliance requirements. Some of the rules and regulations promulgated or yet to be
promulgated under Dodd‑Frank will apply directly only to institutions much larger than ours, but could indirectly
impact smaller banks, either due to competitive influences or because certain required practices for larger institutions
may subsequently become expected “best practices” for smaller institutions. We have and expect that we may need to
devote even more management attention and resources to evaluate and make any changes necessary to comply with
statutory and regulatory requirements under Dodd‑Frank.

The Volcker Rule

In December 2013, the federal bank regulatory agencies adopted final rules that implement a part of Dodd‑Frank
commonly referred to as the “Volcker Rule.” Under these rules and subject to certain exceptions, banking entities are
restricted from engaging in activities that are considered proprietary trading and from sponsoring or investing in
certain entities, including hedge or private equity funds that are considered “covered funds.” These rules became
effective April 1, 2014, although certain provisions are subject to delayed effectiveness under rules promulgated by
the Federal Reserve. HCC and HBC held no investment positions at December 31, 2016 or December 31, 2015, which
were subject to the final rule. Therefore, while these new rules may require us to conduct certain internal analysis and
reporting, we believe that they will not require any material changes in our operations or business.

Deposit Insurance

The FDIC is an independent federal agency that insures deposits up to prescribed statutory limits of federally insured
banks and savings institutions and safeguards the safety and soundness of the banking and savings industries. The
FDIC insures HBC’s customer deposits through the Deposit Insurance Fund (the “DIF”) up to prescribed limits for each
depositor. Pursuant to Dodd‑Frank, the maximum deposit insurance amount has been permanently increased to
$250,000. The amount of FDIC assessments paid by each DIF member institution is based on its relative risk of
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default as measured by regulatory capital ratios and other supervisory factors.

As required by Dodd-Frank, the FDIC adopted a DIF restoration plan which became effective on January 1, 2011.
Among other things, the plan: (i) raises the minimum designated reserve ratio, which the FDIC is required to set each
year, to 1.35% and removes the upper limit on the designated reserve ratio and consequently on the size of the fund;
(ii) requires that the fund reserve ratio reach 1.35% by 2020; (iii) eliminates the requirement that the FDIC provide
dividends from the fund when the reserve ratio is between 1.35% and 1.50%; and (iv) continues the FDIC’s authority
to declare dividends when the reserve ratio at the end of a calendar year is at least 1.50%. The FDIC has set a
long-term goal of getting its reserve ratio up to 2.00% of insured deposits by 2027.
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In 2016 our FDIC insurance assessment was $1.2 million. We are generally unable to control the amount of premiums
that we are required to pay for FDIC insurance. If there are additional bank or financial institution failures or if the
FDIC otherwise determines, we may be required to pay even higher FDIC premiums than the recently increased
levels. These announced increases and any future increases in FDIC insurance premiums may have a material and
adverse effect on our earnings and could have a material adverse effect on the value of or market for our common
stock.

In addition to DIF assessments, banks must pay quarterly assessments that are applied to the retirement of Financing
Corporation (“FICO”) bonds issued in the 1980’s to assist in the recovery of the savings and loan industry. The FICO
assessment amount fluctuates quarterly, but was 0.0014% of average total assets less average tangible equity for the
third quarter of 2016. As of the date of this report, the Company had not received the FICO assessment for the fourth
quarter of 2016. Those assessments will continue until the Financing Corporation bonds mature in 2019.

The FDIC may terminate a depository institution’s deposit insurance upon a finding that the institution’s financial
condition is unsafe or unsound or that the institution has engaged in unsafe or unsound practices that pose a risk to the
DIF or that may prejudice the interest of the bank’s depositors. The termination of deposit insurance for a bank would
also result in the revocation of the bank’s charter by the DBO.

Capital Adequacy Requirements

Bank holding companies and banks are subject to similar regulatory capital requirements administered by state and
federal banking agencies. The federal bank regulatory agencies revised the previous risk-based and leverage capital
requirements for banking organizations to meet requirements of Dodd-Frank and to implement the international Basel
Committee on Banking Supervision Basel III agreements (the “Basel III capital rules”). These requirements became
effective on January 1, 2015, but many elements are being phased in over multiple future years. The risk-based capital
guidelines for bank holding companies and, additionally for banks, prompt corrective action regulations (See “Prompt
Corrective Action Provisions”), require capital ratios that vary based on the perceived degree of risk associated with a
banking organization’s operations for both transactions reported on the balance sheet as assets, such as loans, and those
recorded as off-balance sheet items, such as commitments, letters of credit and recourse agreements. The risk-based
capital ratio is determined by classifying assets and certain off-balance sheet financial instruments into weighted
categories, with higher levels of capital being required for those categories perceived as representing greater risks and
dividing its qualifying capital by its total risk-adjusted assets and off-balance sheet items. Capital amounts and
classifications are also subject to qualitative judgments by regulators about components, risk weighting, and other
factors. Bank holding companies and banks engaged in significant trading activity may also be subject to the market
risk capital guidelines and be required to incorporate additional market and interest rate risk components into their
risk-based capital standards. To the extent that the new rules are not fully phased in, the prior capital rules continue to
apply.

Many of the requirements in the Basel III capital rules and other regulations and rules are applicable only to larger or
internationally active institutions and not to all banking organizations, including institutions currently with less than
$10 billion or assets, which includes the HCC and HBC.

Prior to January 1, 2015, the risk-based capital guidelines included a minimum required ratio of qualifying Tier 1
capital plus Tier 2 capital to total risk weighted assets of 8% or total risk‑based capital ratio, and a minimum required
ratio of Tier 1 capital to total risk weighted assets of 4% or Tier 1 risk‑based capital ratio. The guidelines also provided
for a minimum ratio of Tier 1 capital to average assets, or “leverage ratio,” of 3% for institutions having the highest
regulatory rating, and 4% for all other institutions.
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The Basel III capital rules: (i) introduced a new capital measure called “common equity Tier 1” and related regulatory
capital ratio of common equity Tier 1 to risk‑weighted assets; (ii) specified that Tier 1 capital consists of common
equity Tier 1 and “Additional Tier 1 capital” instruments meeting certain revised requirements; (iii) mandated that most
deductions/adjustments to regulatory capital measures be made to common equity Tier 1 and not to the other
components of capital; and (iv) expanded the scope of the deductions from and adjustments to capital as compared to
existing regulations. Under the Basel III capital rules, for most banking organizations, the most common form of
Additional Tier 1 capital is noncumulative perpetual preferred stock and the most common form of Tier 2 capital is
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subordinated debt and a portion of the allowance for loan and lease losses, which in each case, are subject to new
capital rules’ specific requirements.

Under the Basel III capital rules, the following were the initial minimum capital ratios applicable to HCC and HBC as
of January 1, 2015:

· 4.5% common equity Tier 1 (as a subset of Tier 1) to risk‑weighted assets;
· 6.0% Tier 1 capital (common equity Tier 1 plus Additional Tier 1 capital) to risk‑weighted assets;
· 8.0% total capital (Tier 1 capital plus Tier 2 capital) to risk‑weighted assets; and
· 4.0% Tier 1 non-risk based leverage ratio.
The Basel III capital rules also introduced a new “capital conservation buffer,” for banking organizations to maintain a
common equity Tier 1 ratio more than 2.5% above these minimum risk‑weighted asset ratios. The capital conservation
buffer is designed to absorb losses during periods of economic stress. Banking institutions with a ratio of common
equity Tier 1 to risk‑weighted assets above the minimum but below the capital conservation buffer will face constraints
on dividends, equity repurchases and compensation based on the amount of the shortfall. The implementation of the
capital conservation buffer was phased in beginning on January 1, 2016 at 0.625% and will be phased in over a
four‑year period (increasing by that amount on each subsequent January 1, until it reaches 2.5% on January 1, 2019).
Thus, when fully phased‑in on January 1, 2019, HCC and HBC will be required to maintain this additional capital
conservation buffer of 2.5% of common equity Tier 1, resulting in the following minimum capital ratios:

· 7.0% common equity Tier 1 to risk weighted assets;
· 8.5% Tier 1 capital to risk weighted assets;
· 10.5% total capital to risk weighted assets; and
· 4.0% Tier 1 non-risk based leverage ratio.
The Basel III capital rules provide for a number of deductions from and adjustments to common equity Tier 1. These
include, for example, the requirement that: (i) mortgage servicing rights; (ii) deferred tax assets arising from
temporary differences that could not be realized through net operating loss carrybacks, and (iii) significant
investments in non‑consolidated financial entities be deducted from common equity Tier 1 to the extent that any one
such category exceeds 10% of common equity Tier 1 or all such items, in the aggregate, exceed 15% of common
equity Tier 1. Implementation of the deductions and other adjustments to common equity Tier 1 began on January 1,
2015 and will be phased‑in over a four‑year period (beginning at 40% on January 1, 2015 and an additional 20% per
year thereafter). The risk-weights of certain assets for purposes of calculating the risk-based capital ratios are changed
for high volatility commercial real estate acquisition, development and construction loans, certain past due
non-residential mortgage loans and certain mortgage-backed and other securities exposures.

In 2015, HCC and HBC made a one‑time election as permitted under the Basel III capital rules to continue the current
capital standards under which the effects of accumulated other comprehensive income or loss (“AOCI”) items included
in shareholders’ equity (for example, unrealized gains or losses on securities held in the available‑for‑sale portfolio)
under U.S. GAAP are excluded for the purposes of determining regulatory capital ratios. HCC and HBC made this
election in order to avoid significant variations in the level of capital depending upon the impact of interest rate
fluctuations on the fair value of its available‑for‑sale securities portfolio.

Based on existing capital levels at December 31, 2016, HCC and HBC meet all capital adequacy requirements under
the Basel III capital rules on a fully phased‑in basis.

The appropriate federal banking agency may under certain circumstances reclassify a well capitalized insured
depository institution as adequately capitalized. An institution may be reclassified if the appropriate federal banking
agency determines (after notice and opportunity for a hearing) that the institution is in an unsafe or unsound condition
or
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deems the institution to be engaging in an unsafe or unsound practice. The appropriate agency is also permitted to
require an adequately capitalized or undercapitalized institution to comply with the supervisory provisions as if the
institution were in the next lower category (but not treat a significantly undercapitalized institution as critically
undercapitalized) based on supervisory information other than the capital levels of the institution.

At each successively lower capital category, an insured bank is subject to increased restrictions on its operations. For
example, a bank is generally prohibited from paying management fees to any controlling persons or from making
capital distributions if to do so would make the bank “undercapitalized.” Asset growth and branching restrictions apply
to undercapitalized banks, which are required to submit written capital restoration plans meeting specified
requirements (including a guarantee by the parent holding company, if any). “Significantly undercapitalized” banks are
subject to broad regulatory authority, including among other things, capital directives, forced mergers, restrictions on
the rates of interest they may pay on deposits, restrictions on asset growth and activities, and prohibitions on paying
bonuses or increasing compensation to senior executive officers without FDIC approval. Even more severe restrictions
apply to “critically undercapitalized” banks. Most importantly, except under limited circumstances, not later than
90 days after an insured bank becomes critically undercapitalized the appropriate federal banking agency is required to
appoint a conservator or receiver for the bank.

For more information on the Company’s capital, see Part II, Item 7, Management’s Discussion and Analysis of
Financial Condition and Results of Operation — Capital Resources.

Consumer Compliance and Fair Lending Laws
We are subject to a number of federal and state consumer protection laws that extensively govern our relationship
with our customers. These laws include the Equal Credit Opportunity Act, the Fair Credit Reporting Act, the Truth in
Lending Act, the Truth in Savings Act, the Electronic Fund Transfer Act, the Expedited Funds Availability Act, the
Home Mortgage Disclosure Act, the Fair Housing Act, the Real Estate Settlement Procedures Act, the Fair Debt
Collection Practices Act, the Service Members Civil Relief Act, the Military Lending Act, and these laws’ respective
state‑law counterparts, as well as state usury laws and laws regarding unfair and deceptive acts and practices. These
and other federal laws, among other things, require disclosures of the cost of credit and terms of deposit accounts,
provide substantive consumer rights, prohibit discrimination in credit transactions, regulate the use of credit report
information, provide financial privacy protections, prohibit unfair, deceptive and abusive practices, restrict our ability
to raise interest rates and subject us to substantial regulatory oversight. Violations of applicable consumer protection
laws can result in significant potential liability from litigation brought by customers, including actual damages,
restitution and attorneys’ fees. Federal bank regulators, state attorneys general and state and local consumer protection
agencies may also seek to enforce consumer protection requirements and obtain these and other remedies, including
regulatory sanctions, customer rescission rights, action by the state and local attorneys general in each jurisdiction in
which we operate and civil money penalties. Failure to comply with consumer protection requirements may also result
in our failure to obtain any required bank regulatory approval for merger or acquisition transactions we may wish to
pursue or our prohibition from engaging in such transactions even if approval is not required.

Dodd‑Frank created a new, independent federal agency, the Consumer Financial Protection Bureau (“CFPB”), which was
granted broad rulemaking, supervisory and enforcement powers under various federal consumer financial protection
laws. The CFPB is also authorized to engage in consumer financial education, track consumer complaints, request
data and promote the availability of financial services to underserved consumers and communities. Although all
institutions are subject to rules adopted by the CFPB and examination by the CFPB in conjunction with examinations
by the institution’s primary federal regulator, the CFPB has primary examination and enforcement authority over
institutions with assets of $10 billion or more. The Federal Reserve has primary responsibility for examination of
HBC and enforcement with respect to federal consumer protection laws so long as HBC has total consolidated assets
of less than $10 billion, and state authorities are responsible for monitoring our compliance with all state consumer
laws. The CFPB also has the authority to require reports from institutions with less than $10 billion in assets, such as
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HBC, to support the CFPB in implementing federal consumer protection laws, supporting examination activities, and
assessing and detecting risks to consumers and financial markets.

The consumer protection provisions of Dodd‑Frank and the examination, supervision and enforcement of those laws
and implementing regulations by the CFPB have created a more intense and complex environment for consumer
finance regulation. The CFPB has significant authority to implement and enforce federal consumer finance laws,
including the Truth in Lending Act, the Equal Credit Opportunity Act and new requirements for financial services
products provided
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for in Dodd‑Frank, as well as the authority to identify and prohibit unfair, deceptive or abusive acts and practices. The
review of products and practices to prevent such acts and practices is a continuing focus of the CFPB, and of banking
regulators more broadly. The ultimate impact of this heightened scrutiny is uncertain but could result in changes to
pricing, practices, products and procedures. It could also result in increased costs related to regulatory oversight,
supervision and examination, additional remediation efforts and possible penalties. In addition, Dodd‑Frank provides
the CFPB with broad supervisory, examination and enforcement authority over various consumer financial products
and services, including the ability to require reimbursements and other payments to customers for alleged legal
violations and to impose significant penalties, as well as injunctive relief that prohibits lenders from engaging in
allegedly unlawful practices. The CFPB also has the authority to obtain cease and desist orders providing for
affirmative relief or monetary penalties. Dodd‑Frank does not prevent states from adopting stricter consumer protection
standards. State regulation of financial products and potential enforcement actions could also adversely affect our
business, financial condition or results of operations.

Prompt Corrective Action Provisions

The Federal Deposit Insurance Act requires the federal bank regulatory agencies to take “prompt corrective action” with
respect to a depository institution if that institution does not meet certain capital adequacy standards, including
requiring the prompt submission of an acceptable capital restoration plan. Depending on the bank’s capital ratios, the
agencies’ regulations define five categories in which an insured depository institution will be placed: well-capitalized,
adequately capitalized, undercapitalized, significantly undercapitalized, and critically undercapitalized. At each
successive lower capital category, an insured bank is subject to more restrictions, including restrictions on the bank’s
activities, operational practices or the ability to pay dividends or executive bonuses. Based upon its capital levels, a
bank that is classified as well-capitalized, adequately capitalized, or undercapitalized may be treated as though it were
in the next lower capital category if the appropriate federal banking agency, after notice and opportunity for hearing,
determines that an unsafe or unsound condition, or an unsafe or unsound practice, warrants such treatment.

The prompt corrective action standards were changed when the Basel III capital rules became effective in 2015. Under
the new rules, a financial institution will be: (i) “well capitalized” if the institution has a total risk‑based capital ratio of
10.0% or greater, a Tier 1 risk‑based capital ratio of 8.0% or greater, common equity Tier 1 capital ratio of 6.5% or
greater, and a leverage ratio of 5.0% or greater, and is not subject to any order or written directive by any such
regulatory authority to meet and maintain a specific capital level for any capital measure; (ii) “adequately capitalized” if
the institution has a total risk‑based capital ratio of 8.0% or greater, a Tier 1 risk‑based capital ratio of 6.0% or greater,
common equity Tier 1 capital ratio of 4.5% or greater, and a leverage ratio of 4.0% or greater; (iii) “undercapitalized” if
the institution has a total risk‑based capital ratio that is less than 8.0%, a Tier 1 risk‑based capital ratio of less than
6.0%, common equity Tier 1 capital ratio of less than 4.5%, or a leverage ratio of less than 4.0%; (iv) “significantly
undercapitalized” if the institution has a total risk‑based capital ratio of less than 6.0%, a Tier 1 risk‑based capital ratio of
less than 4.0%, common equity Tier 1 capital ratio of less than 3.0%, or a leverage ratio of less than 3.0%; and
(v) “critically undercapitalized” if the institution’s tangible equity (defined as Tier 1 capital plus non‑Tier 1 perpetual
preferred stock) is equal to or less than 2.0% of average quarterly tangible assets. As of December 31, 2016, both
HCC and HBC were deemed to be well capitalized for regulatory purposes.

Enforcement Authority

The federal and California regulatory structure gives the bank regulatory agencies extensive discretion in connection
with their supervisory and enforcement activities and examination policies, including policies with respect to the
classification of assets and the establishment of adequate loan loss reserves for regulatory purposes. The regulatory
agencies have adopted guidelines to assist in identifying and addressing potential safety and soundness concerns
before an institution’s capital becomes impaired. The guidelines establish operational and managerial standards
generally relating to: (i) internal controls, information systems and internal audit systems; (ii) loan documentation;
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(iii) credit underwriting; (iv) interest rate exposure; (v) asset growth and asset quality; and (vi) compensation, fees,
and benefits. Further, the regulatory agencies have adopted safety and soundness guidelines for asset quality and for
evaluating and monitoring earnings to ensure that earnings are sufficient for the maintenance of adequate capital and
reserves.

If, as a result of an examination the DBO or the Federal Reserve should determine that the financial condition, capital
resources, asset quality, earnings prospects, management, liquidity, or other aspects of HBC’s operations are
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unsatisfactory or that HBC or its management is violating or has violated any law or regulation, the DBO and the
Federal Reserve, and separately the FDIC as insurer of the HBC’s deposits, have residual authority to:

· require affirmative action to correct any conditions resulting from any violation or practice;
· direct an increase in capital and the maintenance of higher specific minimum capital ratios, which may

preclude HBC from being deemed well capitalized and restrict its ability to accept certain brokered
deposits;

· restrict HBC’s growth geographically by products and services or by mergers and acquisitions, including bidding in
FDIC receiverships for failed banks;

· enter into or issue informal or formal enforcement actions, including required board of directors’ resolutions,
memoranda of understanding, written agreements and consent or cease and desist orders or prompt corrective action
orders to take corrective action and cease unsafe and unsound practices;

· require prior approval of senior executive officer or director changes, remove officers and directors and assess civil
monetary penalties; and

· take possession of and close and liquidate HBC or appoint the FDIC as receiver.
Dividends

It is the Federal Reserve’s policy that bank holding companies should generally pay dividends on common stock only
out of income available over the past year, and only if prospective earnings retention is consistent with the
organization’s expected future needs and financial condition. It is also the Federal Reserve’s policy that bank holding
companies should not maintain dividend levels that undermine their ability to be a source of strength to its banking
subsidiaries. Additionally, in consideration of the current financial and economic environment, the Federal Reserve
has indicated that bank holding companies should carefully review their dividend policy and has discouraged payment
ratios that are at maximum allowable levels unless both asset quality and capital are very strong.

HBC is a legal entity that is separate and distinct from its holding company. HCC receives cash through dividends
paid by HBC. Future cash dividends by HBC will depend upon management’s assessment of future capital
requirements, contractual restrictions, and other factors. The ability of the Board of Directors of HBC to declare a cash
dividend to HCC is subject to California law, which restricts the amount available for cash dividends to the lesser of a
bank’s retained earnings or net income for its last three fiscal years (less any distributions to shareholders made during
such period). Where this test is not met, cash dividends may still be paid, with the prior approval of the DBO in an
amount not exceeding the greatest of: (i) retained earnings of the bank; (ii) the net income of the bank for its last fiscal
year; or (iii) the net income of the bank for its current fiscal year. A California bank may also with the prior approval
of the DBO and approval of the bank’s shareholders distribute a dividend in connection with a reduction of capital of
the bank. If the DBO 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 DBO may order the bank not to pay the
dividend. Since HBC is a 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.

The California General Corporation Law prohibits HCC from making distributions, including dividends, to holders of
its common stock or preferred stock unless either of the following tests are satisfied: (i) the amount of retained
earnings immediately prior to the distribution equals or exceeds the sum of (A) the amount of the proposed
distribution plus (B) any cumulative dividends in arrears on all shares having a preference with respect to the payment
of dividends over the class or series to which the applicable distribution is being made; or (ii) immediately after the
distribution, the value of HCC’s consolidated assets would equal or exceed the sum of its total liabilities, plus the
amounts that would be payable to satisfy the preferential rights of other shareholders upon a dissolution that are
superior to the rights of the shareholders receiving the distribution.
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Stock Redemptions and Repurchases

It is an essential principle of safety and soundness that a banking organization’s redemption and repurchases of
regulatory capital instruments, including common stock, from investors be consistent with the organization’s current
and prospective capital needs. In assessing such needs, the board of directors and management of a bank holding
company should consider the factors discussed previously under “Dividends”. The risk‑based capital rule directs bank
holding companies to consult with the Federal Reserve before redeeming any equity or other capital instrument
included in Tier 1 or Tier 2 capital prior to stated maturity, if such redemption could have a material effect on the level
or composition of the organization’s capital base. Bank holding companies experiencing financial weaknesses, or that
are at significant risk of developing financial weaknesses, must consult with the appropriate Federal Reserve
supervisory staff before redeeming or repurchasing common stock or other regulatory capital instruments for cash or
other valuable consideration. Similarly, any bank holding company considering expansion, either through acquisitions
or through new activities, also generally must consult with the appropriate Federal Reserve supervisory staff before
redeeming or repurchasing common stock or other regulatory capital instruments for cash or other valuable
consideration. In evaluating the appropriateness of a bank holding company’s proposed redemption or repurchase of
capital instruments, the Federal Reserve will consider the potential losses that the holding company may suffer from
the prospective need to increase reserves and write down assets from continued asset deterioration and the holding
company’s ability to raise additional common stock and other Tier 1 capital to replace capital instruments that are
redeemed or repurchased. A bank holding company must inform the Federal Reserve of a redemption or repurchase of
common stock or perpetual preferred stock for cash or other value resulting in a net reduction of the bank holding
company’s outstanding amount of common stock or perpetual preferred stock below the amount of such capital
instrument outstanding at the beginning of the quarter in which the redemption or repurchase occurs. In addition, a
bank holding company must advise the Federal Reserve sufficiently in advance of such redemptions and repurchases
to provide reasonable opportunity for supervisory review and possible objection should the Federal Reserve determine
a transaction raises safety and soundness concerns.

Regulation Y requires that a bank holding company that is not well capitalized or well managed, or that is subject to
any unresolved supervisory issues, provide prior notice to the Federal Reserve for any repurchase or redemption of its
equity securities for cash or other value that would reduce by 10% or more the holding company’s consolidated net
worth aggregated over the preceding 12‑month period.

Incentive Compensation

Dodd‑Frank requires the federal bank regulators and the SEC to establish joint regulations or guidelines prohibiting
incentive‑based payment arrangements at specified regulated entities, including HCC and HBC, having at least
$1 billion in total assets that encourage inappropriate risks by providing an executive officer, employee, director or
principal stockholder with excessive compensation, fees, or benefits or that could lead to material financial loss to the
entity. In addition, these regulators must establish regulations or guidelines requiring enhanced disclosure to
regulators of incentive‑based compensation arrangements. The agencies have proposed such regulations, but the
regulations have not been finalized. If the regulations are adopted in the form initially proposed, they will impose
limitations on the manner in which we may structure compensation for our executives.

The proposed regulations apply to incentive compensation paid to “covered persons” at covered financial institutions,
including executive officers, employees, directors and principal shareholders (those who own 10% or more of the
institution’s shares). The proposed regulations prohibit a covered financial institution from creating or maintaining an
incentive‑based compensation arrangement that encourages inappropriate risks by providing a covered person either:
(i) with excessive compensation; or (ii) with incentive‑based compensation that could lead to material financial loss to
the financial institution. Under the proposed regulations incentive‑based compensation is excessive if amounts paid are
unreasonable or disproportionate to the services provided by the covered person taking into consideration factors
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listed in the regulations, including the financial condition of the covered financial institution and practices at
comparable institutions. A compensation arrangement would be considered able to lead to material financial loss
unless, it: (i) balances risk and financial reward (for example by using deferral of payment); (ii) is compatible with
effective controls and risk management; and (iii) is supported by strong corporate governance. Under the proposed
regulations covered financial institutions must also maintain policies and procedures governing the award of
incentive‑based compensation in line with the institution’s size, complexity and business activities and the scope and
nature of its use of incentive‑based compensation.
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The Federal Reserve and FDIC have also issued comprehensive final guidance on incentive compensation policies
intended to ensure that the incentive compensation policies of banking organizations do not undermine the safety and
soundness of such organizations by encouraging excessive risk‑taking. The guidance, which covers all employees that
have the ability to materially affect the risk profile of an organization, either individually or as part of a group, is
based upon the key principles that a banking organization’s incentive compensation arrangements should: (i) provide
incentives that appropriately balance risk and financial results in a manner that does not encourage employees to
expose their organizations to imprudent risk; (ii) be compatible with effective internal controls and risk management;
and (iii) be supported by strong corporate governance, including active and effective oversight by the organization’s
board of directors.

The Federal Reserve will review, as part of the regular, risk‑focused examination process, the incentive compensation
arrangements of banking organizations, such as us, that are not “large, complex banking organizations.” These reviews
will be tailored to each organization based on the scope and complexity of the organization’s activities and the
prevalence of incentive compensation arrangements. The findings of the supervisory initiatives will be included in
reports of examination. Deficiencies will be incorporated into the organization’s supervisory ratings, which can affect
the organization’s ability to make acquisitions and take other actions. Enforcement actions may be taken against a
banking organization if its incentive compensation arrangements or related risk management control or governance
processes, pose a risk to the organization’s safety and soundness and the organization is not taking prompt and
effective measures to correct the deficiencies.

The scope, content and application of the U.S. banking regulators’ policies on incentive compensation continue to
evolve. It cannot be determined at this time whether compliance with such policies will adversely affect the ability of
the Company to hire, retain and motivate key employees.

Other Pending and Proposed Legislation

Other legislative and regulatory initiatives which could affect HCC, HBC and the banking industry in general may be
proposed or introduced before the United States Congress, the California legislature and other governmental bodies in
the future. Such proposals, if enacted, may further alter the structure, regulation and competitive relationship among
financial institutions, and may subject HCC or HBC to increased regulation, disclosure and reporting requirements. In
addition, the various banking regulatory agencies often adopt new rules and regulations to implement and enforce
existing legislation. It cannot be predicted whether, or in what form, any such legislation or regulations may be
enacted or the extent to which the business of HCC or HBC would be affected thereby.

ITEM 1A — RISK FACTORS

Our business, financial condition and results of operations are subject to various risks, including those discussed
below. The risks discussed below are those that we believe are the most significant risks, although additional risks not
presently known to us or that we currently deem less significant may also adversely affect our business, financial
condition and results of operations, perhaps materially.

Risks Relating to Our Industry

Our business may be adversely affected by business and economic conditions.

Our business activities and earnings are affected by general business conditions in the United States and in our local
market area. These conditions include short‑term and long‑term interest rates, the prevailing yield curve, inflation,
unemployment levels, monetary policy, consumer confidence and spending, political issues, legislative and regulatory
changes, broad trends in industry and finance, fluctuations in both debt and equity capital markets, and the strength of
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the economy in the United States generally and in our market area in particular, all of which are beyond the Company’s
control. While there are signs of economic conditions improving, the U.S. budget deficit and uncertainty in European
economies underline that the economy remains uncertain. Business activity across a wide range of industries and
regions is greatly affected. Financial institutions continue to be affected by long‑term unemployment and
underemployment rates and a stricter regulatory environment. While our market areas have not experienced the same
degree of challenge in unemployment as other areas, the effects of these issues have trickled down to households and
businesses in our markets. In view of the concentration of our operations and the collateral securing our loan portfolio
in the southern and eastern regions of the general San Francisco Bay Area of California, we may be particularly
susceptible to adverse economic conditions in the State of California. There can be no assurance that the recent
economic improvement is sustainable and
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credit worthiness of our borrowers will not deteriorate. Deterioration in economic conditions could result in an
increase in loan delinquencies and non‑performing assets, decreases in loan collateral values and a decrease in demand
for the Company’s products and services, among other things, any of which could adversely impact on our financial
condition and results of operations.

Additional requirements imposed by Dodd-Frank and related regulation could adversely affect us.
Dodd-Frank imposed additional regulatory requirements including the following:

· the establishment of strengthened capital and liquidity requirements for banks and bank holding companies,
including minimum leverage and risk-based capital requirements no less than the strictest requirements in effect for
depository institutions as of the date of enactment;

· the requirement by statute that bank holding companies serve as a source of financial strength for their depository
institution subsidiaries;

· enhanced regulation of financial markets, including the derivative and securitization markets, and the elimination of
certain proprietary trading activities by banks;

· additional corporate governance and executive compensation requirements; enhanced financial institution safety and
soundness regulations, revisions in FDIC insurance assessments; and

· the creation of new regulatory bodies, such as the Bureau of Consumer Financial Protection and the Financial
Services Oversight Counsel.

Some of the provisions remain subject to final rulemaking and/or implementation. Accordingly, we cannot fully assess
its impact on our operations and costs.

Current and future legal and regulatory requirements, restrictions, and regulations, including those imposed under
Dodd-Frank, may adversely impact our profitability and may have a material and adverse effect on our business,
financial condition, and results of operations. We may also be required to invest significant management attention and
resources to evaluate and make changes required by the legislation and related regulations and may make it more
difficult for us to attract and retain qualified executive officers and employees.

New capital and liquidity standards adopted by the U.S. banking regulators have resulted in banks and bank holding
companies needing to maintain more and higher quality capital than has historically been the case.
New capital standards, both as a result of Dodd-Frank and the U.S. Basel III capital rules have had a significant effect
on banks and bank holding companies. The Basel III capital rules require bank holding companies and their bank
subsidiaries to maintain substantially more capital, with a greater emphasis on common equity. For additional
information, see “Capital Adequacy Requirements” under Part I, Item 1 “Business.” 

The need to maintain more and higher quality capital going forward than historically has been required, and generally
increased regulatory scrutiny with respect to capital levels, could limit the Company’s business activities, including
lending, and its ability to expand, either organically or through acquisitions. It could also result in being required to
take steps to increase its regulatory capital that may be dilutive to shareholders or limit its ability to pay dividends or
otherwise return capital to shareholders, or sell or refrain from acquiring assets, the capital requirements for which are
not justified by the assets’ underlying risks.

We are subject to extensive government regulation that could limit or restrict our activities which in turn may
adversely impact our ability to increase our assets and earnings.
The banking industry is subject to extensive federal and state regulation.  We are subject to supervision and regulation
by a number of governmental regulatory agencies, including the Federal Reserve, the DBO and the FDIC. Regulations
adopted by these agencies, which are generally intended to provide protection for depositors and customers rather than
for the benefit of shareholders, govern a comprehensive range of matters relating to ownership and control of
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our common stock, our acquisition of other companies and businesses, permissible activities for us to engage in,
maintenance of adequate capital levels, and other aspects of our operations. These bank regulators possess broad
authority to prevent or remedy unsafe or unsound practices or violations of law. The laws and regulations applicable
to the banking industry could change at any time and we cannot predict the effects of these changes on our business
and profitability. Increased regulation could increase our cost of compliance and adversely affect profitability.
Moreover, certain of these regulations contain significant punitive sanctions for violations, including monetary
penalties and limitations on a bank’s ability to implement components of its business plan, such as expansion through
mergers and acquisitions or the opening of new branch offices. In addition, changes in regulatory requirements may
add costs associated with compliance efforts. Furthermore, government policy and regulation, particularly as
implemented through the Federal Reserve System, significantly affect credit conditions. As a result of the negative
financial market and general economic trends, there is a potential for new federal or state laws and regulation
regarding lending and funding practices and liquidity standards. Bank regulatory agencies have been and are expected
to be aggressive in responding to concerns and trends identified in examinations, including the expected issuance of
formal enforcement orders. Negative developments in the financial industry and the impact of new legislation and
regulation in response to those developments could negatively impact our business, business, results of operations and
financial condition.

We face a risk of noncompliance and enforcement action with the Bank Secrecy Act and other anti money laundering
statutes and regulations.
The Bank Secrecy Act, the USA Patriot Act of 2001, and other laws and regulations require financial institutions,
among other duties, to institute and maintain an effective anti-money laundering program and file suspicious activity
and currency transaction reports as appropriate. The federal Financial Crimes Enforcement Network (a bureau of the
U.S. Department of Treasury) is authorized to impose significant civil money penalties for violations of those
requirements and has recently engaged in coordinated enforcement efforts with the individual federal banking
regulators as well as the U.S. Department of Justice, Drug Enforcement Administration, and Internal Revenue Service.
We are also subject to increased scrutiny of compliance with the rules enforced by the Office of Foreign Assets
Control and compliance with the Foreign Corrupt Practices Act. If our policies, procedures and systems are deemed
deficient, we would be subject to liability, including fines and regulatory actions, which may include restrictions on
our ability to pay dividends and the necessity to obtain regulatory approvals to proceed with certain aspects of our
business plan. Failure to maintain and implement adequate programs to combat money laundering and terrorist
financing could also have serious reputational consequences for us. Any of these results could materially and
adversely affect our business, results of operations and financial condition.

Increased deposit insurance costs and changes in deposit regulation may adversely affect our results of operations.
As a result of recent economic conditions and the enactment of Dodd Frank, the FDIC has increased the deposit
insurance assessment rates in recent years and thus raised deposit premiums for insured depository institutions. If
these increases are insufficient for the Deposit Insurance Fund to meet its funding requirements, further special
assessments or increases in deposit insurance premiums may be required which we may be required to pay. We are
generally unable to control the amount of premiums that we are required to pay for FDIC insurance. If there are
additional banks or financial institution failures, we may be required to pay even higher FDIC premiums than the
recently increased levels. Any future additional assessments, increases or required prepayments in FDIC insurance
premiums may materially adversely affect our results of operations.

Regulations relating to privacy, information security and data protection could increase our costs, affect or limit how
we collect and use personal information and adversely affect our business opportunities.
We are subject to various privacy, information security and data protection laws, including requirements concerning
security breach notification, and we could be negatively impacted by these laws. For example, our business is subject
to the Gramm-Leach-Bliley Act of 1999 which, among other things: (i) imposes certain limitations on our ability to
share nonpublic personal information about our customers with nonaffiliated third parties; (ii) requires that we provide
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certain disclosures to customers about our information collection, sharing and security practices and afford customers
the right to “opt out” of any information sharing by us with nonaffiliated third parties (with certain exceptions); and (iii)
requires we develop, implement and maintain a written comprehensive information security program containing
safeguards appropriate based on our size and complexity, the nature and scope of our activities, and the sensitivity of
customer information we process, as well as plans for responding to data security breaches. Various state and federal
banking regulators and states have also enacted data security breach notification requirements with varying levels of
individual, consumer, regulatory or law enforcement notification in certain circumstances in the event of a security
breach.
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Moreover, legislators and regulators in the United States are increasingly adopting or revising privacy, information
security and data protection laws that potentially could have a significant impact on our current and planned privacy,
data protection and information security-related practices, our collection, use, sharing, retention and safeguarding of
consumer or employee information, and some of our current or planned business activities. This could also increase
our costs of compliance and business operations and could reduce income from certain business initiatives. This
includes increased privacy-related enforcement activity at the federal level, by the Federal Trade Commission, as well
as at the state level, such as with regard to mobile applications.

Compliance with current or future privacy, data protection and information security laws (including those regarding
security breach notification) affecting customer or employee data to which we are subject could result in higher
compliance and technology costs and could restrict our ability to provide certain products and services, which could
have a material adverse effect on our business, financial conditions or results of operations. Our failure to comply with
privacy, data protection and information security laws could result in potentially significant regulatory or
governmental investigations or actions, litigation, fines, sanctions and damage to our reputation, which could have a
material adverse effect on our business, financial condition or results of operations.

Risks Related to Our Market and Business

Our profitability is dependent upon the economic conditions of the markets in which we operate.
We operate primarily in Santa Clara County, Contra Costa County, Alameda County, and San Benito County and, as a
result, our financial condition and results of operations are subject to changes in the economic conditions in those
areas. Our success depends upon the business activity, population, income levels, deposits and real estate activity in
these markets. Although our customers’ business and financial interests may extend well beyond these market areas,
adverse economic conditions that affect these market areas could reduce our growth rate, affect the ability of our
customers to repay their loans to us and generally affect our financial condition and results of operations. Our lending
operations are located in market areas dependent on technology and real estate industries and their supporting
companies. Thus, our borrowers could be adversely impacted by a downturn in these sectors of the economy that
could reduce the demand for loans and adversely impact the borrowers’ ability to repay their loans, which would, in
turn, increase our nonperforming assets. Because of our geographic concentration, we are less able than regional or
national financial institutions to diversify our credit risks across multiple markets.

Our business is subject to interest rate risk and variations in interest rates may negatively affect our financial
performance.
Fluctuations in interest rates may negatively impact our banking business and may weaken demand for some of our
products. Our earnings and cash flows are largely dependent on net interest income, which is the difference between
the interest income we receive from interest-earning assets (e.g., loans and investment securities) and the interest
expense we pay on interest-bearing liabilities (e.g., deposits and borrowings). The level of net interest income is
primarily a function of the average balance of interest-earning assets, the average balance of interest-bearing liabilities
and the spread between the yield on such assets and the cost of such liabilities. These factors are influenced by both
the pricing and mix of interest-earning assets and interest-bearing liabilities. Interest rates are volatile and highly
sensitive to many factors that are beyond our control, such as economic conditions and policies of various
governmental and regulatory agencies, and, in particular the monetary policy of the Federal Open Market Committee
of the Federal Reserve System (“FOMC”). In recent years, it has been the policy of the FOMC and the U.S. Treasury to
maintain interest rates at historically low levels through its targeted Federal funds rate and the purchase of U.S.
Treasury and mortgage-backed securities. The average yield on our interest-earning assets has decreased during the
recent low interest rate environment. If a low interest rate environment persists, our net interest income may further
decrease. This would be the case because our ability to lower our interest expense has been limited at these interest
rate levels, while the average yield on our interest-earning assets has continued to decrease. Moreover, as interest rates
begin to increase, if our floating rate interest-earning assets do not reprice faster than our interest-bearing liabilities in
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a rising rate environment, our net interest income could be adversely affected. If our net interest income decreases,
this could have an adverse effect on our profitability, including the value of our investments.

Changes in monetary policy, including changes in interest rates, could influence not only the interest we receive on
loans and securities and the amount of interest we pay on deposits and borrowings, but also our ability to originate
loans and deposits. Historically, there has been an inverse correlation between the demand for loans and interest rates.
Loan origination volume usually declines during periods of rising or high interest rates and increases during periods of
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declining or low interest rates. Changes in interest rates also have a significant impact on the carrying value of certain
of our assets, including loans, real estate and investment securities, on our balance sheet. We may incur debt in the
future and that debt may also be sensitive to interest rates.

The cost of our deposits is largely based on short-term interest rates, the level of which is driven primarily by the
FOMC’s actions. However, the yields generated by our loans and securities are often difficult to re-price and are
typically driven by longer-term interest rates, which are set by the market or, at times, the FOMC’s actions, and vary
over time. The level of net interest income is therefore influenced by movements in such interest rates and the pace at
which such movements occur. If the interest rates paid on our deposits and other borrowings increase at a faster pace
than the interest rates on our loans and other investments, our net interest income may decline and, with it, a decline in
our earnings may occur. Our net interest income and earnings would be similarly affected if the interest rates on our
interest-earning assets declined at a faster pace than the interest rates on our deposits and other borrowings. Any
substantial, unexpected, prolonged change in market interest rates could have a material adverse effect on our
business, financial condition or results of operations.

Changes in interest rates can also affect the level of loan refinancing activity, which impacts the amount of
prepayment penalty income we receive on loans we hold. Because prepayment penalties are recorded as interest
income when received, the extent to which they increase or decrease during any given period could have a significant
impact on the level of net interest income and net income we generate during that time. A decrease in our prepayment
penalty income resulting from any change in interest rates or as a result of regulatory limitations on our ability to
charge prepayment penalties could therefore adversely affect our net interest income, net income or results of
operations.

Changes in interest rates can also affect the slope of the yield curve. A decline in the current yield curve or a flatter or
inverted yield curve could cause our net interest income and net interest margin to contract, which could have a
material adverse effect on our net income and cash flows, as well as the value of our assets. An inverted yield curve
may also adversely affect the yield on investment securities by increasing the prepayment risk of any securities
purchased at a premium. A flattening or inversion of the yield curve or a negative interest rate environment in the
United States could create downward pressure on our net interest margin.

Changes in interest rates could also have a negative impact on our results of operations by reducing the ability of
borrowers to repay their current loan obligations or by reducing our margins and profitability. As of December 31,
2016, 55% of our loans were advanced to our customers on a variable or adjustable-rate basis and another 45% of our
loans were advanced to our customers on a fixed-rate basis. We do not use derivative instruments to swap our
economic exposure to a variable-rate basis. As a result, an increase in interest rates could result in increased loan
defaults, foreclosures and charge-offs and could necessitate further increases to the allowance for loan and lease
losses, any of which could have a material adverse effect on our business, financial condition or results of operations.
In addition, a decrease in interest rates could negatively impact our margins and profitability.

The prohibition restricting depository institutions from paying interest on demand deposits, such as checking
accounts, was repealed effective on July 21, 2011 as part of Dodd-Frank. Current interest rates for this product are
very low because of current market conditions and, so far, the impact of the repeal has not been significant to us.
However, we do not know what market rates will eventually be and, therefore, we cannot estimate at this time the
long-term impact of the repeal on our interest expense on deposits. If we need to offer higher interest rates on
checking accounts to maintain current clients or attract new clients, our interest expense will increase, perhaps
materially. Furthermore, if we fail to offer interest in a sufficient amount to keep these demand deposits, our core
deposits may be reduced, which would require us to obtain funding in other ways or risk slowing our future asset
growth.
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We are subject to liquidity risk that may affect our ability to meet our obligations and grow our business.
Liquidity risk is the risk that we will not be able to meet our obligations, including financial commitments, as they
come due and is inherent in our operations. This risk can increase due to a number of factors, including an
over-reliance on a particular source of funding (including, for example, short-term and overnight funding) or
market-wide phenomena such as market dislocation and major disasters. Like many banking companies, we rely on
customer deposits to meet a considerable portion of our funding, and we continue to seek customer deposits to
maintain this funding base. We obtain deposits directly from our commercial customers.  In the past, we have obtained
deposits from and “brokered deposits” through third parties that offer our deposit products to their customers. As of
December 31, 2016, we had $2.26 billion in direct deposits, $9.4 million in deposits originated through the CDARS
program, and no deposits originated
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through brokerage firms. A key part of our liquidity plan and funding strategy is to expand our direct deposits as a
source of funding. However, these deposits are subject to potentially dramatic fluctuations in availability or price due
to certain factors outside our control, such as a loss of confidence by customers in us or the banking sector generally,
customer perceptions of our financial health and general reputation, increasing competitive pressures from other
financial services firms for retail or corporate customer deposits, changes in interest rates and returns on other
investment classes, which could result in significant outflows of deposits within short periods of time or significant
changes in pricing necessary to maintain current or attract additional deposits.

Competition among U.S. banks for customer deposits is intense, may increase the cost of retaining current deposits or
procuring new deposits, and may otherwise negatively affect our ability to grow our deposit base. Any changes we
make to the rates offered on our deposit products to remain competitive with other financial institutions may adversely
affect our profitability and liquidity. Interest-bearing accounts earn interest at rates established by management based
on competitive market factors. Maintaining and attracting new deposits is integral to our business and a major decline
in deposits or failure to attract deposits in the future, including any such decline or failure related to an increase in
interest rates paid by our competitors on interest-bearing accounts, could have an adverse effect on our results of
operations and financial condition. The demand for the deposit products we offer may also be reduced due to a variety
of factors, such as demographic patterns, changes in customer preferences, reductions in consumers’ disposable
income, regulatory actions that decrease customer access to particular products, or the availability of competing
products. An inability to grow, or any material decrease in, our deposits could have a material adverse effect on our
cost of funds and our ability to satisfy our liquidity needs. Maintaining a diverse and appropriate funding strategy
remains challenging.

Our results of operations may be adversely affected by other than temporary impairment charges relating to our
securities portfolio.
We may be required to record future impairment charges on our securities if they suffer declines in value that we
consider other than temporary. Numerous factors, including the lack of liquidity for sales of certain securities, the
absence of reliable pricing information for securities, adverse changes in the business climate, adverse regulatory
actions or unanticipated changes in the competitive environment, could have a negative effect on our securities
portfolio and results of operations in future periods. Significant impairment accounting charges could also negatively
impact our regulatory capital ratios.

Our business depends on our ability to successfully manage credit risk.
The operation of our business requires us to manage credit risk. As a lender, we are exposed to the risk that our
borrowers will be unable to repay their loans according to their terms, and that the collateral securing repayment of
their loans, if any, may not be sufficient to ensure repayment. In addition, there are risks inherent in making any loan,
including risks with respect to the period of time over which the loan may be repaid, risks relating to proper loan
underwriting, risks resulting from changes in economic and industry conditions and risks inherent in dealing with
individual borrowers. In order to successfully manage credit risk, we must, among other things, maintain disciplined
and prudent underwriting standards and ensure that our bankers follow those standards. The weakening of these
standards for any reason, such as an attempt to attract higher yielding loans, a lack of discipline or diligence by our
employees in underwriting and monitoring loans, the inability of our employees to adequately adapt policies and
procedures to changes in economic or any other conditions affecting borrowers and the quality of our loan portfolio,
may result in loan defaults, foreclosures and additional charge-offs and may necessitate that we significantly increase
our allowance for loan and lease losses, each of which could adversely affect our net income. As a result, our inability
to successfully manage credit risk could have a material adverse effect on our business, financial condition or results
of operations.

An important feature of our credit risk management system is our use of an internal credit risk rating and control
system through which we identify, measure, monitor and mitigate existing and emerging credit risk of our customers.
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As this process involves detailed analysis of the customer or credit risk, taking into account both quantitative and
qualitative factors, it is subject to human error. In exercising their judgment, our employees may not always be able to
assign an accurate credit rating to a customer or credit risk, which may result in our exposure to higher credit risks
than indicated by our risk rating and control system. Although our management seeks to address possible credit risk
proactively, it is possible that the credit risk rating and control system will not identify credit risk in our loan portfolio
and that we may fail to manage credit risk effectively. As a result of movements in watch and substandard loans
during fiscal year 2016, it is possible that loans on such status will result in future charge-offs.
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Some of our tools and metrics for managing credit risk and other risks are based upon our use of observed historical
market behavior and assumptions. We rely on quantitative models to measure risks and to estimate certain financial
values. Models may be used in such processes as determining the pricing of various products, grading loans and
extending credit, measuring interest rates and other market risks, predicting losses, assessing capital adequacy and
calculating regulatory capital levels, as well as estimating the value of financial instruments and balance sheet items.
Poorly designed or implemented models present the risk that our business decisions based on information
incorporating such models will be adversely affected due to the inadequacy of that information. Moreover, our models
may fail to predict future risk exposures if the information used in the model is incorrect, obsolete or not sufficiently
comparable to actual events as they occur, or if our model assumptions prove incorrect. We seek to incorporate
appropriate historical data in our models, but the range of market values and behaviors reflected in any period of
historical data is not at all times predictive of future developments in any particular period and the period of data we
incorporate into our models may turn out to be inappropriate for the future period being modeled. In such case, our
ability to manage risk would be limited and our risk exposure and losses could be significantly greater than our
models indicated.

Our allowance for loan losses may not be adequate to cover actual loan losses which could adversely affect our
earnings.

We maintain an allowance for loan losses for probable incurred losses in the portfolio. The allowance is established
through a provision for loan losses based on management’s evaluation of the risks inherent in the loan portfolio and the
general economy. The allowance is also appropriately increased for new loan growth. The allowance is based upon a
number of factors, including the size of the loan portfolio, asset classifications, economic trends, industry experience
and trends, industry and geographic concentrations, estimated collateral values, management’s assessment of the credit
risk inherent in the portfolio, historical loan loss experience and loan underwriting policies. The allowance is only an
estimate of the probable incurred losses in the loan portfolio and may not represent actual losses realized over time,
either of losses in excess of the allowance or of losses less than the allowance.

In addition, we evaluate all loans identified as impaired loans and allocate an allowance based upon our estimation of
the potential loss associated with those problem loans. While we strive to carefully manage and monitor credit quality
and to identify loans that may be deteriorating, at any time there are loans included in the portfolio that may result in
losses, but that have not yet been identified as non‑performing or potential problem loans. Through established credit
practices, we attempt to identify deteriorating loans and adjust the allowance for loan losses accordingly. However,
because future events are uncertain and because we may not successfully identify all deteriorating loans in a timely
manner, there may be loans that deteriorate in an accelerated time frame. We cannot be sure that we will be able to
identify deteriorating loans before they become nonperforming assets, or that we will be able to limit losses on those
loans that have been so identified. Changes in economic, operating and other conditions which are beyond our control,
including interest rate fluctuations, deteriorating values in underlying collateral (most of which consists of real estate),
and changes in the financial condition of borrowers, may cause our estimate of probable losses or actual loan losses to
exceed our current allowance. As a result, future additions to the allowance may be necessary. Further, because the
loan portfolio contains a number of commercial real estate, construction, and land development loans with relatively
large balances, deterioration in the credit quality of one or more of these loans may require a significant increase to the
allowance for loan losses. Our regulators, as an integral part of their examination process, periodically review our
allowance for loan losses and may require us to increase our allowance for loan losses by recognizing additional
provisions for loan losses charged to expense, or to decrease our allowance for loan losses by recognizing loan
charge‑offs, net of recoveries. Any such additional provisions for loan losses or charge‑offs, as required by these
regulatory agencies, could have a material adverse effect on our business, results of operations and financial condition.

In June 2016, the Financial Accounting Standards Board (“FASB”) issued an Accounting Standards Update, Financial
Instruments—Credit Losses: Measurement of Credit Losses on Financial Instruments. The standard is the final guidance
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on the new current expected credit loss (“CECL”) model. The amendments in this update replace the incurred loss
impairment methodology in current GAAP with a methodology that reflects expected credit losses and requires
consideration of a broader range of reasonable and supportable information to estimate future credit loss estimates. As
CECL encompasses all financial assets carried at amortized cost, the requirement that reserves be established based on
an organization’s reasonable and supportable estimate of expected credit losses extends to held‑to‑maturity debt
securities. The update amends the accounting for credit losses on available‑for‑sale securities, whereby credit losses will
be presented as an allowance as opposed to a write‑down. In addition, CECL will modify the accounting for purchased
loans with credit deterioration since origination, so that reserves are established at the date of acquisition for
purchased loans. Lastly, the amendment requires enhanced disclosures on the significant estimates and judgments
used to estimate
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credit losses, as well as on the credit quality and underwriting standards of an organization’s portfolio. These
disclosures require organizations to present the currently required credit quality disclosures disaggregated by the year
of origination or vintage. The guidance allows for a modified retrospective approach with a cumulative effect
adjustment to the balance sheet upon adoption (charge to retained earnings instead of the income statement). The new
guidance is effective for public business entities for fiscal years, and interim periods within those years, beginning
after December 15, 2019, and early adoption is permitted. We are currently evaluating the impact of adopting the new
guidance on our consolidated financial statements.

Nonperforming assets take significant time to resolve and adversely affect our results of operations and financial
condition.

At December 31, 2016, nonperforming loans were 0.20% of the total loan portfolio and nonperforming assets were
0.13% of total assets. Nonperforming assets adversely affect our earnings in various ways. We do not record interest
income on nonaccrual loans or foreclosed assets, thereby adversely affecting our income, and increasing our loan
administration costs. Upon foreclosure or similar proceedings, we record the repossessed asset at the estimated fair
value, less costs to sell, which may result in a write down or losses. A significant increase in the level of
nonperforming assets from current levels would increase our risk profile and may impact the capital levels our
regulators believe are appropriate in light of the increased risk profile. While we reduce problem assets through
collection efforts, asset sales, workouts, restructurings and otherwise, decreases in the value of the underlying
collateral, or in these borrowers’ performance or financial condition, whether or not due to economic and market
conditions beyond our control, could adversely affect our business, results of operations and financial condition. In
addition, the resolution of nonperforming assets requires significant commitments of time from management and our
directors, which can be detrimental to the performance of their other responsibilities.

The small to medium‑sized businesses to which we lend may have fewer financial resources to weather a downturn in
the economy which could materially harm our operating results and financial condition.

We serve the banking and financial services needs of small and medium‑sized businesses. Small to medium‑sized
businesses frequently have smaller market shares than their competition, may be more vulnerable to economic
downturns, often need substantial additional capital to expand and compete and may experience significant volatility
in operating results. Any one or more of these factors may impair a borrower’s ability to repay a loan. In addition, the
success of a small to medium‑sized business often depends on the management talents and efforts of one or two
persons or a small group of persons, and the death, disability or resignation of one or more of these persons could have
a material adverse impact on the business and its ability to repay a loan. Economic downturns and other events that
negatively impact our market areas could cause us to incur substantial credit losses that could negatively affect our
results of business, results of operations and financial condition.

We may suffer losses in our loan portfolio despite our underwriting practices.
We mitigate the risks inherent in our loan portfolio by adhering to sound and proven underwriting practices, managed
by experienced and knowledgeable credit professionals. These practices include analysis of a borrower’s prior credit
history, financial statements, tax returns, and cash flow projections, valuations of collateral based on reports of
independent appraisers and verifications of liquid assets. Although we believe that our underwriting criteria is
appropriate for the various kinds of loans we make, we may incur losses on loans that meet our underwriting criteria,
and these losses may exceed the amounts set aside as reserves in our allowance for loan loss.

Our loan portfolio has a large concentration of real estate loans in California which involve risks specific to real estate
values.
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A downturn in our real estate markets in California could adversely affect our business because many of our loans are
secured by real estate. Real estate lending (including commercial, land development and construction, and purchased
residential mortgage loans) is a large portion of our loan portfolio. At December 31, 2016, approximately
$878.6 million, or 59% of our loan portfolio, was secured by various forms of real estate, including residential and
commercial real estate. Included in the $878.6 million of loans secured by real estate were $430.9 million (or 49%) of
owner‑occupied loans. The real estate securing our loan portfolio is concentrated in California. The market value of
real estate can fluctuate significantly in a short period of time as a result of market conditions in the geographic area in
which the real estate is located. Real estate values and real estate markets are generally affected by changes in
national, regional or local economic
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conditions, the rate of unemployment, fluctuations in interest rates and the availability of loans to potential purchasers,
changes in tax laws and other governmental statutes, regulations and policies and acts of nature, such as earthquakes
and natural disasters particular to California. Additionally, commercial real estate lending typically involves larger
loan principal amounts and the repayment of the loans generally is dependent, in large part, on sufficient income from
the properties securing the loans to cover operating expenses and debt service. If real estate values including values of
land held for development decline, the value of real estate collateral securing our loans could be significantly reduced.
Our ability to recover on defaulted loans by foreclosing and selling the real estate collateral would then be diminished
and we would be more likely to suffer losses on defaulted loans.

Our customers are reliant on the economic and financial health of their customers.  Should their customers,
individually or collectively, experience economic or financial distress, for whatever reason, including but not limited
to a general downturn in the economy, it could negatively impact our customers’ ability to meet the terms and
conditions of their loan obligations to the Bank.

Our construction and land development loans are based upon estimates of costs and value associated with the
complete project. These estimates may be inaccurate and we may be exposed to more losses on these projects than on
other loans.

At December 31, 2016, land and construction loans, including land acquisition and development totaled $81.0 million
or 5% of our loan portfolio. This amount was comprised of 16% owner occupied and 84% non‑owner occupied
construction and land loans. Risk of loss on a construction loan depends largely upon whether our initial estimate of
the property’s value at completion of construction equals or exceeds the cost of the property construction (including
interest) and the availability of permanent take‑out financing. During the construction phase, a number of factors can
result in delays and cost overruns. Because of the uncertainties inherent in estimating construction costs, as well as the
market value of the completed project, it is relatively difficult to evaluate accurately the total funds required to
complete a project and the related loan‑to‑value ratio. As a result, construction loans often involve the disbursement of
substantial funds with repayment dependent primarily on the completion of the project and the ability of the borrower
to sell the property, rather than the ability of the borrower or guarantor to repay principal and interest. If estimates of
value are inaccurate or if actual construction costs exceed estimates, the value of the property securing the loan may
be insufficient to ensure full repayment. If our appraisal of the value of the completed project proves to be overstated,
our collateral may be inadequate for the repayment of the loan upon completion of construction of the project. If we
are forced to foreclose on a project prior to or at completion due to a default, there can be no assurance that we will be
able to recover all of the unpaid balance of and accrued interest on the loan as well as related foreclosure and holding
costs. In addition, we may be required to fund additional amounts to complete the project and may have to hold the
property for an unspecified period of time.

Our use of appraisals in deciding whether to make a loan on or secured by real property does not ensure the value of
the real property collateral.

In considering whether to make a loan secured by real property we generally require an appraisal of the property.
However, an appraisal is only an estimate of the value of the property at the time the appraisal is conducted, and an
error in fact or judgment could adversely affect the reliability of an appraisal. In addition, events occurring after the
initial appraisal may cause the value of the real estate to decrease. As a result of any of these factors the value of
collateral backing a loan may be less than estimated, and if a default occurs we may not recover the outstanding
balance of the loan.

Supervisory guidance on commercial real estate concentrations could restrict our activities and impose financial
requirements or limits on the conduct of our business.
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The federal banking agencies have issued guidance on sound risk management practices for concentrations in
commercial real estate lending intended to help ensure that institutions pursuing a significant commercial real estate
lending strategy remain healthy and profitable while continuing to serve the credit needs of their communities.
Recently there have been concerns about commercial real estate lending and underwriting expressed by the agencies
along with historical concerns that rising commercial real estate loan concentrations may expose institutions to
unanticipated earnings and capital volatility in the event of adverse changes in commercial real estate markets.
Existing guidance reinforces and enhances existing regulations and guidelines for safe and sound real estate lending
by providing supervisory criteria, including numerical indicators to assist in identifying institutions with potentially
significant commercial real estate loan concentrations that may warrant greater supervisory scrutiny. The guidance
does not limit banks’ commercial real estate lending, but rather guides institutions in developing risk management
practices and levels of capital that are commensurate with the level and nature of their commercial real estate
concentrations. Our lending and risk management practices will
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be taken into account in supervisory evaluation of capital adequacy. If our risk management practices with regard to
this portion of our portfolio are found to be deficient, it could result in increased reserves and capital costs or a need to
reduce this type of lending which could negatively impact earnings.

Repayment of our commercial loans is often dependent on the cash flows of the borrower, which may be
unpredictable, and the collateral securing these loans may fluctuate in value.

At December 31, 2016, commercial loans totaled $604.3 million or 40% of our loan portfolio, (including SBA
guaranteed loans and factored receivables). Commercial lending involves risks that are different from those associated
with residential and commercial real estate lending. Real estate lending is generally considered to be collateral based
lending with loan amounts based on predetermined loan to collateral values and liquidation of the underlying real
estate collateral being viewed as the primary source of repayment in the event of borrower default. Our commercial
loans are primarily made based on the cash flows of the borrowers and secondarily on any underlying collateral
provided by the borrowers. A borrower’s cash flows may be unpredictable, and collateral securing those loans may
fluctuate in value. Although commercial loans are often collateralized by equipment, inventory, accounts receivable,
or other business assets, the liquidation of collateral in the event of default is often an insufficient source of repayment
because accounts receivable may be uncollectible and inventories may be obsolete or of limited use, among other
things.

We depend on cash dividends from our subsidiary bank to pay cash dividends to our shareholders and to meet our
cash obligations.
As a holding company, dividends from our subsidiary bank provide a substantial portion of our cash flow used to pay
cash dividends on our common and preferred stock and other obligations. Various statutory provisions restrict the
amount of dividends HBC can pay to HCC without regulatory approval. See “Item 1 — Business — Supervision and
Regulation — Dividends.”

We may need to raise additional capital in the future and such capital may not be available when needed or at all.
We may need to raise additional capital in the future to provide us with sufficient capital resources and liquidity to
meet our commitments and business needs. Our ability to raise additional capital, if needed, will depend on, among
other things, conditions in the capital markets at that time which are outside of our control, and our financial
performance. We cannot be assured that such capital will be available to us on acceptable terms or at all. Any
occurrence that may limit our access to the capital markets may adversely affect our capital costs and our ability to
raise capital. Moreover, if we need to raise capital in the future, we may have to do so when many other financial
institutions are also seeking to raise capital and would have to compete with those institutions for investors. An
inability to raise additional capital on acceptable terms when needed could have a material adverse effect on our
business, results of operations and financial condition.

We must effectively manage our growth strategy.

We seek to expand our franchise safely and consistently. A successful growth strategy requires us to manage multiple
aspects of the business simultaneously, such as following adequate loan underwriting standards, balancing loan and
deposit growth without increasing interest rate risk or compressing our net interest margin, maintaining sufficient
capital, maintaining proper system and controls, and recruiting, training and retaining qualified professionals.

As part of our general growth strategy we may expand into additional communities or attempt to strengthen our
position in our current markets by opening new offices, subject to any regulatory constraints on our ability to open
new offices. To the extent that we are able to open additional offices, we are likely to experience the effects of higher
operating expenses relative to operating income from the new operations for a period of time which may have an
adverse effect on our levels of reported net income, return on average equity and return on average assets.
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New lines of business or new products and services may subject us to additional risks.

From time to time, we may implement or may acquire new lines of business or offer new products and services within
existing lines of business. There are substantial risks and uncertainties associated with these efforts, particularly in
instances where the markets are not fully developed. In developing and marketing new lines of business and new
products and services we may invest significant time and resources. We may not achieve target timetables for the
introduction and development of new lines of business and new products or services and price and profitability targets
may not prove
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feasible. External factors, such as regulatory compliance obligations, competitive alternatives, and shifting market
preferences, may also impact the successful implementation of a new line of business or a new product or service.
Furthermore, any new line of business and/or new product or service could have a significant impact on the
effectiveness of our system of internal controls. Failure to successfully manage these risks in the development and
implementation of new lines of business or new products or services could have a material adverse effect on our
business, results of operations and financial condition.

There is risk related to acquisitions.
We plan to continue to grow our business organically. However, from time to time, we may consider potential
acquisition opportunities that we believe support our business strategy and may enhance our profitability. We face
significant competition from numerous other financial services institutions, many of which will have greater financial
resources than we do, when considering acquisition opportunities. Accordingly, attractive acquisition opportunities
may not be available to us. There can be no assurance that we will be successful in identifying or completing any
future acquisitions.

Acquisitions of financial institutions involve operational risks and uncertainties and acquired companies may have
unforeseen liabilities, exposure to asset quality problems, key employee and customer retention problems and other
problems that could negatively affect our organization. We may not be able to complete future acquisitions and, if we
do complete such acquisitions, we may not be able to successfully integrate the operations, management, products and
services of the entities that we acquire and eliminate redundancies. The integration process could result in the loss of
key employees or disruption of the combined entity’s ongoing business or inconsistencies in standards, controls,
procedures, and policies that adversely affect our ability to maintain relationships with customers and employees or
achieve the anticipated benefits of the transaction. The integration process may also require significant time and
attention from our management that they would otherwise direct at servicing existing business and developing new
business. We may not be able to realize any projected cost savings, synergies or other benefits associated with any
such acquisition we complete.

While our management is experienced in acquisition strategy and implementation, acquisitions involve inherent
uncertainty and we cannot determine all potential events, facts and circumstances that could result in loss or give
assurances that our investigation or mitigation efforts will be sufficient to protect against any such loss.

In addition, we must generally satisfy a number of meaningful conditions prior to completing any acquisition,
including, in certain cases, federal and state bank‑regulatory approval. Bank regulators consider a number of factors
when determining whether to approve a proposed transaction, including the effect of the transaction on financial
stability and the ratings and compliance history of all institutions involved, including the CRA, examination results
and anti‑money laundering and Bank Secrecy Act compliance records of all institutions involved. The process for
obtaining required regulatory approvals has become substantially more difficult as a result of the financial crisis,
which could affect our future business. We may fail to pursue, evaluate or complete strategic and competitively
significant business opportunities as a result of our inability, or our perceived inability, to obtain any required
regulatory approvals in a timely manner or at all.

Although we have historically shown the ability to grow organically as well as through acquisition, our ability to grow
may be limited if we cannot make acquisitions.

Issuing additional shares of our common stock to acquire other banks and bank holding companies may result in
dilution for existing shareholders and may adversely affect the market price of our stock.
In connection with our growth strategy, we have issued, and may issue in the future, shares of our common stock to
acquire additional banks or bank holding companies that may complement our organizational structure. Resales of
substantial amounts of common stock in the public market and the potential of such sales could adversely affect the
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prevailing market price of our common stock and impair our ability to raise additional capital through the sale of
equity securities. We usually must pay an acquisition premium above the fair market value of acquired assets for the
acquisition of banks or bank holding companies. Paying this acquisition premium, in addition to the dilutive effect of
issuing additional shares, may also adversely affect the prevailing market price of our common stock.
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We may experience goodwill impairment.

If our estimates of segment fair value change due to changes in our businesses or other factors, we may determine that
impairment charges on goodwill recorded as a result of acquisitions are necessary. Estimates of fair value are
determined based on a complex model using cash flows, the fair value of our Company as determined by our stock
price, and company comparisons. If management’s estimates of future cash flows are inaccurate, fair value determined
could be inaccurate and impairment may not be recognized in a timely manner. If the fair value of the Company
declines, we may need to recognize goodwill impairment in the future which would have a material adverse effect on
our results of operations and capital levels.

Our decisions regarding the fair value of assets acquired could be different than initially estimated, which could
materially and adversely affect our business, financial condition, results of operations, and future prospects.
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