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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K

x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934
For the fiscal year ended December 31, 2018 or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934
For the transition period from to
Commission File Number 000-29480
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(Exact name of registrant as specified in its charter)
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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 NASDAQ Stock Market LL.C

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 y

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

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 y No ~
Indicate by check mark whether the registrant has submitted electronically every Interactive Data File required to be
submitted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or for
such shorter period that the registrant was required to submit such files). Yes y No ~
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Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405 of this
chapter) is not contained herein, and will not be contained, to the best of the 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,
smaller reporting company, or an emerging growth company. See the definitions of "large accelerated filer",
"accelerated filer", "smaller reporting company," and "emerging growth company" in Rule 12b-2 of the Exchange Act
Large accelerated filer y Accelerated filer ~

Non-accelerated filer © Smaller reporting company ~

Emerging growth company

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards pursuant to Section 13(a) of the
Exchange Act.
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yes © Noy
The aggregate market value of the voting and non-voting common equity held by non-affiliates of the registrant as of
June 30, 2018, based on the closing price of its common stock on such date, on the NASDAQ Global Select Market,
of $34.85 per share, and 33,420,421 shares held by non-affiliates was $1,164,701,672. The registrant had 36,879,557
shares of common stock outstanding as of February 19, 2019.
DOCUMENTS INCORPORATED BY REFERENCE
Portions of the registrant’s definitive Proxy Statement for the 2019 Annual Meeting of Shareholders will be
incorporated by reference into Part III of this Form 10-K.
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CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report on Form 10-K ("Form 10-K") may contain forward-looking statements within the meaning of the
Private Securities Litigation Reform Act of 1995. Forward-looking statements often include the words “believes,”
“expects,” “anticipates,” “estimates,” ‘“forecasts,” “intends,” “plans,” “targets,” “potentially,” “probably,” “projects,” “outlook’
expressions or future or conditional verbs such as “may,” “will,” “should,” “would” and “could.” These forward-looking
statements are subject to known and unknown risks, uncertainties and other factors that could cause actual results to
differ materially from the results anticipated, including:

our ability to successfully integrate any assets, liabilities, customers, systems, and management personnel from our
recent mergers with Puget Sound Bancorp, Inc., and Premier Commercial Bancorp, or may in the future acquire, into
our operations and our ability to realize related revenue synergies and cost savings within expected time frames or at
all, and any goodwill charges related thereto and costs or difficulties relating to integration matters, including but not
limited to customer and employee retention, which might be greater than expected;

the credit risks of lending activities, including changes in the level and trend of loan delinquencies and write-offs and
changes in our allowance for loan losses and provision for loan losses that may be impacted by deterioration in the
housing and commercial real estate markets, which may lead to increased losses and non-performing assets in our
loan portfolio, and may result in our allowance for loan losses not being adequate to cover actual losses, and require
us to increase our allowance for loan losses and provision for loan losses;

changes in general economic conditions, either nationally or in our market areas;

changes in the levels of general interest rates, and the relative differences between short and long term interest rates,
deposit interest rates, our net interest margin and funding sources;

risks related to acquiring assets in or entering markets in which we have not previously operated and may not be
familiar;

fluctuations in the demand for loans, the number of unsold homes and other properties and fluctuations in real estate
values in our market areas;

results of examinations of us by the bank regulators, including the possibility that any such regulatory authority may,
among other things, require us to increase our allowance for loan losses, write-down assets, change our regulatory
capital position, affect our ability to borrow funds or maintain or increase deposits, or impose additional requirements
on us, any of which could affect our ability to continue our growth through mergers, acquisitions or similar
transactions and adversely affect our liquidity and earnings;

legislative or regulatory changes that adversely affect our business including but not limited to, the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010 (“Dodd-Frank Act"), the Expected Credit Loss model required by
the Financial Accounting Standards Board through Accounting Standard Update 2016-13 beginning with the Form
10-Q as of the first quarter of 2020, and implementing regulations, changes in regulatory policies and principles, or
the interpretation of regulatory capital or other rules as a result of Basel III;

our ability to control operating costs and expenses;

tncreases in premiums for deposit insurance;

the use of estimates in determining fair value of certain of our assets, which estimates may prove to be incorrect and
result in significant declines in valuation;

staffing fluctuations in response to product demand or the implementation of corporate strategies that affect our
workforce and potential associated charges;

.disruptions, security breaches, or other adverse events, failures or interruptions in, or attacks on, our information
technology systems or on the third-party vendors who perform several of our critical processing functions;

our ability to retain key members of our senior management team;

costs and effects of litigation, including settlements and judgments;

our ability to implement our growth strategies;

tncreased competitive pressures among financial service companies;

changes in consumer spending, borrowing and savings habits;

the availability of resources to address changes in laws, rules, or regulations or to respond to regulatory actions;
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adverse changes in the securities markets;
tnability of key third-party providers to perform their obligations to us;

changes in accounting policies and practices, as may be adopted by the financial institution regulatory agencies or the
Financial Accounting Standards Board (“FASB"), including additional guidance and
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interpretation on accounting issues and details of the implementation of new accounting methods; and

other economic, competitive, governmental, regulatory, and technological factors affecting our operations, pricing,
products and services and the other risks described elsewhere in this Form 10-K.

Some of these and other factors are discussed in this Form 10-K under the caption Item 1A. Risk Factors and
elsewhere in this Form 10-K. Such developments could have a material adverse impact on our business, financial
position and results of operations.

We caution readers not to place undue reliance on any forward-looking statements on any forward-looking statements
discussed in this Form 10-K. Moreover, you should treat these statements as speaking only as of the date they are
made and based only on information then actually known to us. We do not undertake and specifically disclaim any
obligation to revise any forward-looking statements to reflect the occurrence of anticipated or unanticipated events or
circumstances after the date of such statements. These risks could cause our actual results for future periods to differ
materially from those expressed in any forward-looking statements by, or on behalf of, us, and could negatively affect
our operating results and stock price performance.

As used throughout this report, the terms “we”, “our”, “us”, “Heritage” or the “Company” refers to Heritage Financial
Corporation and its consolidated subsidiaries, unless the context otherwise requires.

PART I

ITEM 1. BUSINESS

General

Heritage Financial Corporation is a bank holding company that was incorporated in the State of Washington in August
1997. We are primarily engaged in the business of planning, directing, and coordinating the business activities of our
wholly owned subsidiary, Heritage Bank (the "Bank"). The deposits of the Bank are insured by the Federal Deposit
Insurance Corporation (“FDIC").

Heritage Bank is headquartered in Olympia, Washington and conducts business from its 64 branch offices located
primarily along the I-5 corridor in the western Washington and the greater Portland, Oregon area. We additionally
have offices located in central Washington, primarily in Yakima County.

Our business consists primarily of commercial lending and deposit relationships with small and medium sized
businesses and their owners in our market areas, and attracting deposits from the general public. We also make real
estate construction and land development loans and consumer loans. The Bank also originates for sale or investment
purposes one-to-four family residential loans on residential properties located primarily in our market.

Business Strategy

Our business strategy is to be a community bank, seeking deposits from our communities and making loans to
customers with local ties to our markets. We believe we have an innovative team providing financial services and
focusing on the success of our customers. We are committed to being the leading community bank in the Pacific
Northwest by continuously improving customer satisfaction, employee empowerment, community investment and
shareholder value. Our commitment defines our relationships, sets expectations for our actions and directs
decision-making in these four fundamental areas. We will seek to achieve our business goals through the following
strategies:

Expand geographically as opportunities present themselves. We are committed to continuing the controlled
expansion of our franchise through strategic acquisitions designed to increase our market share and enhance franchise
value. We believe that consolidation across the community bank landscape will continue to take place and further
believe that, with our capital and liquidity positions, our approach to credit management, and our extensive acquisition
experience, we are well-positioned to take advantage of acquisitions or other business opportunities in our market
areas. In markets where we wish to enter or expand our business, we will also consider opening de novo branches. In
the past, we have successfully integrated acquired institutions and opened de novo branches. We will continue to be
disciplined and opportunistic as it pertains to future acquisitions and de novo branching, focusing on the Pacific
Northwest markets we know and understand.
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Focus on Asset Quality. A strong credit culture is a high priority for us. We have a well-developed credit approval
structure that has enabled us to maintain a standard of asset quality that we believe is conservative while at the same
time allowing us to achieve our lending objectives. We will continue to focus on loan types and markets that we know
well and where we have a historical record of success. We focus on loan relationships that are well-diversified in both
size and industry types. With respect to commercial business lending, which is our predominant lending activity,
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we view ourselves as cash-flow lenders obtaining additional support from realistic collateral values, personal
guarantees and other secondary sources of repayment. We have a problem loan resolution process that is focused on
quick detection and implementing feasible solutions. We seek to maintain strong internal controls and subject our
loans to periodic internal loan reviews.

Maintain Strong Balance Sheet. In addition to our focus on underwriting, we believe that the strength of our balance
sheet provides us with the flexibility to manage through a variety of scenarios including additional growth-related
activities. As of December 31, 2018, the ratio of our allowance for loan losses to loans receivable, net was 0.96% and
the ratio of the allowance for loan losses to nonperforming loans was 255.73%. Our liquidity position was also strong,
with $161.9 million in cash and cash equivalents as of December 31, 2018. As of December 31, 2018, the regulatory
capital ratios of our subsidiary bank were well in excess of the levels required for “well-capitalized” status, and our
consolidated common equity tier 1 capital to risk-weighted assets, total risk-based capital, Tier 1 risk-based capital
and leverage capital ratios were 11.7%, 12.9% 12.1% and 10.5%, respectively.

Deposit Growth. Our strategic focus is to continuously grow deposits with emphasis on total relationship banking
with our business and retail customers. We continue to seek to increase our market share in the communities we serve
by providing exceptional customer service, focusing on relationship development with local businesses and strategic
branch expansion. Our primary focus is to maintain a high level of non-maturity deposits to internally fund our loan
growth with a low reliance on maturity (certificate) deposits. At December 31, 2018, our non-maturity deposits were
89.5% of our total deposits. Our technology-based products, including on-line personal financial management,
business cash management and business remote deposit products enable us to compete effectively with banks of all
sizes. Our retail and commercial management teams are well-seasoned and have strong ties to the communities we
serve with a strong focus on relationship building and customer service.

Emphasize business relationships with a focus on commercial lending. We will continue to market primarily
commercial business loans and the deposit balances that accompany these relationships. Our seasoned lending staff
has extensive knowledge and can add value through a focused advisory role that we believe strengthens our customer
relationships and develops loyalty. We currently have and will seek to maintain a diversified portfolio of lending
relationships without significant concentrations in any industry.

Recruit and retain highly competent personnel to execute our strategies. Our compensation and staff development
programs are aligned with our strategies to grow our loans and core deposits while maintaining our focus on asset
quality. Our incentive systems are designed to achieve balanced, high quality asset growth while maintaining
appropriate mechanisms to reduce or eliminate incentive payments when appropriate. Our equity compensation
programs and retirement benefits are designed to build and encourage employee ownership at all levels of the
Company and we align employee performance objectives with corporate growth strategies and shareholder value. We
have a strong corporate culture, which is supported by our commitment to internal development and promotion from
within as well as the retention of management and officers in key roles.

History

Heritage Bank celebrated its 90th anniversary during 2017. The Bank was established in 1927 as a federally-charted
mutual savings bank. In 1992, the Bank converted to a state-charted mutual savings bank under the name Heritage
Savings Bank. Through the mutual holding company reorganization of the Bank and the subsequent conversion of the
mutual holding company, the Bank became a stock savings bank and a wholly-owned subsidiary of the Company
effective August 1997. Effective September 1, 2004, Heritage Savings Bank switched its charter from a
state-chartered savings bank to a state-chartered commercial bank and changed its legal name from Heritage Savings
Bank to Heritage Bank.

The Company acquired North Pacific Bancorporation in June 1998 and Washington Independent Bancshares and its
wholly-owned subsidiary, Central Valley Bank, in March 1999. In June 2006, the Company completed the acquisition
of Western Washington Bancorp and its wholly owned subsidiary, Washington State Bank, N.A., at which time
Washington State Bank, N.A. was merged into Heritage Bank.

Effective July 30, 2010, Heritage Bank entered into a definitive agreement with the FDIC, pursuant to which Heritage
Bank acquired certain assets and assumed certain liabilities of Cowlitz Bank, a Washington state-chartered
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commercial bank headquartered in Longview, Washington. The acquisition included nine branches of Cowlitz Bank,
including its division Bay Bank, which opened as branches of Heritage Bank on August 2, 2010. The acquisition also
included the Trust Services Division of Cowlitz Bank.

Effective November 5, 2010, Heritage Bank entered into a definitive agreement with the FDIC, pursuant to which
Heritage Bank acquired certain assets and assumed certain liabilities of Pierce Commercial Bank, a Washington
state-chartered commercial bank headquartered in Tacoma, Washington. The acquisition included one branch, which
opened as a branch of Heritage Bank on November 8, 2010.
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