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CapitalSource provides financing
tor small and mid-sized businesses,
offering unparalleled solutions to
the complex financial challenges
those businesses face—so they can
grow and prosper. We excel in

situations that require extraordi-
nary service, creativity, tlexibility,

insight and speed.
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Jason M. Fish

John K. Delaney

We are delighted to welcome you to our company and hope
that this, our first annual report, will serve as a useful overview
of our business. We encourage you to read the Statement of
Business Principles that follows this letter as It articulates
our core operating principles to our many stakeholders—
our shareholders, employees and clients.

A Bit of History

We started CapitalSource in early 2000 with a simple business
plan and three core beliefs. Our business plan is to be the
leading commercial finance company in the United States
focused on the needs of middle market borrowers that require
a more customized debt financing solution. "Leading” does
not mean “largest,” as we believe that quality, not quantity,
drives enterprise valug in commercial finance. Put another
way, we want to have as large a portfolio as we can that
meets our "standard.” Standard is strong credit perform-
ance and above-market yields—and we believe trying to
be the largest lender generally compromises standard.

CapitalSource was founded in response to a secular change
that occurred in the banking industry, creating the opportunity
for a large-scale commercial finance company. Given the
consolidation and significant growth of banks, we recognized
that banks would increasingly view high-touch, middle market
finance as less strategic. [n addition, we believed, based on
our experience, that we had the blueprint for a better lending
model. That model emphasizes speed of execution, deep
industry or sector expertise, unforgiving credit standards that
incorporate a dual-track underwriting approach and a full
embrace of technology. We had the unusual opportunity

to build a business for the long term, based on that model,
starting with a clean slate.

Our ptan was to build a portfolio of loans that met standard
and to grow the business initially with low teverage. To fund
this plan, we raised in excess of $500 milfion in equity capital
primarily from private investment funds with whom we had
pre-existing relationships, each of whom shared our vision
for CapitalSource. We successfully completed our IPO in the

dear shareholder:

35th month from inception—one month ahead of plan. At
this writing, we are in our 42nd month of operations and
have three observations to share with you. First, we have
successfully executed our business plan and still have territic
growth prospects. Second, we still hold our core beliefs and
have expanded upon them with the attached business prin-
ciples. Third, we have built what is unguestionably the best
team in the business.

Our View of 2003

2003 was a successful year for the company. As the result

of a large effort on the part of everyone in the business, we

produced the following results:

o Avoided significant credit problems

o Grew net income {measured on a pre-tax basis) by 219%

o Earned a pre-tax return on equity of 20% with average
leverage of 1.8:1

o Grew assets by 121%

o Maintained strong yields on a portfolio of 96% senior loans

o Diversified funding sources

o Improved execution of our term debt securitizations

o Completed our initial public offering

All three of our lending groups did their full part in driving
this performance.

The core members of our Healthcare Finance group have
now worked together for more than five years and have been
complemented by many fine, new additions. By almost any
measure, the tearm has built the best healthcare lending plat-
form focused on the needs of small to mid-sized providers.
When done well, which is not an inconsequential task,
healthcare asset-based lending is a very attractive business,
producing good returns with manageable risk.

The Structured Finance team has developed a diverse and
highly profitable business focused on a variety of niche
asset-oriented lending platforms, including real estate finance,
resort finance and lender finance. In 2003, these three platforms
developed as independent units, aliowing the Structured
Finance team to capitalize on its specialized expertise.




Finally, the Corporate Finance team has carved out a com-

pelling nichz financing smaller leveraged buyouts. In a market
that is incrizasingly awash in liquidity, we think our team has
a defensible market position in smaller buyouts, principally
because of its ability to conduct deeper, bottom-up due dili-
gence on 1hese transactions.

{ast year, “hese three groups in combination completed a
total of 2955 transactions. We expect all three groups to
have strorg growth in 2004.

All three of our lending groups benefit from the services of
CapitalAnalytics, our in-house due diligence and underwriting
business. With nearly 60 professionals—most of them CPAs—
and a forenisic orientation, CapitalAnalytics provides two critical
services to the lending groups and the company as a whole.
First, they dlay a due diligence role, reviewing and verifying the
financial condition of our prospective and current borrowers.
Second, tt ey serve a co-underwriting role, working in parallel
with the credit and investment professionals that reside in our
lending grmups. Our unforgiving credit standards are easier
to maintai because of CapitalAnalytics.

Qur View of the Business

Our business model is simple. We are, first and foremost, a
credit bus ness. Good credit work will always be our most
important asset, and we have come to call this our “credit
first” approach to the business. Second, we are a business
that is a good fit for creative, highly performing individuals;
in our minds this is a very good thing. Finally, our business
maodei resoects the creativity and intellectual capacity of the
individual ‘~hile also maintaining that we are stronger through
strict adherence to a'process. Put another way, these two
forces thit are often in opposition 10 one another within
other organizations-——creativity and process—coexist at
CapitaISdilrce in a way that makes us stronger.

Cur View on the Economy and Our Business
In genera’, since 96% of our portfolio is senior secured debt
that has keen carefully underwritten by us, we are buffered

from the impact of changing economic conditions. We have
derived certain insights on the direction of the economy
from our 400-plus lending relationships, including a certain
optimism among middie market CEQOs and private equity
sponsors. Over the past year, the spread in business valuations
between buyers and sellers has narrowed, which should
continue to drive strong deal flow. There is significant liquidity
in all the debt markets right now, except in specialty markets—
which is a good thing for CapitalSource.

Corporate Governance and Reporting

We are committed to the highest standard of corporate
governance and financial reporting. We are ourselves major
shareholders, holding the third- and fourth-largest number of
shares in the company. Qur goal is to report to you what we,
as shareholders, would want to know about the business.

Since we became a public company, we have added three
additional independent directors. They are terrific additions to
the board, and we are lucky to have them. All three of these
individuals sit on our audit committee and are immensely
qualified to do so.

We look forward to reporting our results to you in the years
ahead. In the process, we will try to avoid superlatives in our
financial reporting—that is, using words like “record” and
“all-time high"” and "landmark.” We believe our job is to
carry out our business plan in a highly disciplined manner
and to deliver good results. When we do, we plan to let
those results speak for themselves. When we don't, we
will try to explain the mistakes we made.

We enjoy working for you. Thank you.

Jason M. Fish
President

John K. Delaney
Chairman and
Chief Executive Officer



10 business principles

1.

economic goal

Our long-term economic goal is to manage our business to achieve a return on mvested

equity (measured on a pre-tax basis) in excess of 25%, regardless of economic conditions.

business plan

Our business is prmcnpally ongmanng loans and 1 investing in debt- or credlt—related securities. It is our

view that the most direct way to achieve our long-term. economic goal is by building lending platforms

“which originate loans that have superior risk-adjusted returns. Pur another way, we seek to originate

loans that have high returns relative to their risk profile. In general, this is achieved if the lending
platforms target inefficiencies in the debt markets, are staffed with experienced professionals, deliver a

superior product to the customer, are executed efﬁaently against their strategy, and maintain a strong

~and. dlsc1plmed credit culture

employees
Our people are our single greatest asset, and we work hard to reward them with a good working envi-

ronment. We are a meritocracy and seek to advance talent at a rapid pace. We allow original ideas—

driven by smart, creative people—to shape out-of-the-box solutions for our customers.

customer service

Our current lending platforms offer two distincr services to our clients. First, we try to act, in all
respects, faster than our competition. We believe speed is a virtue in commercial finance, and the
orientation of the company is to respond as quickly as we can to our clients. Second, we deliver

unique solutions to our borrowers. We call this “the original path to yes.” In addition to these core . _

- elements-of our service, we focus on-providing our customers with-the ‘highest level of courtesy,

- service and professionalism: Unless it compromises credit-quality; asset value or our business principles, -

no request from-a customer should-be denied. - -~ - -~ - - e - e e

credit

We operate with a “credit first” approach and always stress that the first order of business is to maintain
a good credit culture. Good credit work will be achieved by (a) sticking_to our lending discipline a.nd
(b) making decisions based on complete and accurate information. The company’s lending discipline
is to make loans only when they are secured by either: (a) a business, at a discount to the enterprise

value of that business in all market conditions, or (b)-by an asset, at a discount to_the_ liquidation

-value of that asset in-all market conditions: We have created a series of completely independent

checks and balances in each stcp of the cred1t and investment process.

[T




9 risk management

We manage risk in our business through strict financial controls, through an mdependent series of
checks and balances in the credit process, and through the creation of a culture of transparency related
to the underwriting and portfolio m-anagement process. It is our view that “group think” is the

most successful orientation for a business that has risk management at its core. We, therefore, force
active discourse on all credit decisions from groups within the business that have a different orientation

on risk and return.

use of leverage

We will limit leverage to a level below what we could obtain from the debt capital markets. While
this will limit returns, we believe our business (unlike a depository) will always be dependent upon
the capital markets. From time to time, the capiral markets experience disruptions that cannot be

predicted. The only way we know to manage through these disruptions is to maintain an adequare

2 cushion in our balance sheet. -~

corporate govemance

Wee will engage in best practices with respect to financial reporting, corporate governance and overall
business ethics. We try, on a regular basis, to be frank about the relative strengths and weaknesses

of our business, since both wilt existim varying degrees at all times.

business ethics

- We take great pride in-the integrity of the firm. Honesty and fair dealings dl‘lVC the daily activities

of our staff.

our work

| We take great pride in the quality of our work. Our people make a significant ¢ffort to do the best

work they can in all situations.
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We see significant
erowth opportunities in
the healthcare market,
where small and
mid-sized firms are
underserved by

traditional lenders.

The Healthcare Finance group operates in a market that
represents the largest segment of the U.S. economy, which
is dominated by small and mid-sized businesses in a period
of growth, consolidation and change. Despite the fact that
significant opportunities exist in this sector, lenders that
serve the healthcare market generally focus on companies
with borrowing needs in excess of $100 million and long
operating histories. In contrast, we concentrate on smalier

to mid-sized financing transactions.

We specifically target key healthcare submarkets, including
skilled nursing and assisted living providers; acute care and
long-term acute care hospitals; mental health providers;
home healthcare providers; pharmaceutical outsourcing
organizations; and a broad array of other healthcare service
companies. These clients often derive a significant portion of
their revenues from third-party reimbursements, particularly
Medicare and Medicaid. We provide a broad range of cash
flow and asset-based, floating-rate financing products |n
connection with acquisitions, refinancings and recapitaliza-

tions, as well as for general operations.

We have the healthcare industry expertise necessar
to underwrite healthcare services companies and thja
specialized systems to track and monitor healthcare
receivables transactions. More importantly, we always

work closely with our clients to structure financings that

meet their specific needs.
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Our experienced team
provides innovative
“Wall Street-style”
financial solutions to
the commercial real
estate market and lender

finance companies.

Our Structured Finance group provides on-balance sheet,

asset-based debt financing to small and mid-sized busi
nesses within the real estate and lender finance markets—
businesses that often require complex and responsiv
financing alternatives. Within the commercial real estate

market, we provide a broad array of products, to mgst

property types, to address virtually every debt capita
reguirement, including medium-term senior mortgages,
high leverage bridge loans and “gap equity” financings.

Within the lender finance market, we specialize in providing
innovative debt financing solutions tailored to the unique
requirements of specialty finance companies active in
a number of discrete niches, including consumer ang
commercial rediscount finance, vacation ownership and

mortgage finance.

Our experienced, specialized team uniquely positions us
to offer creative, flexible and user-friendly solutions to a
wide range of finance and real estate entities. These clients
are intelligent consumers of capital that find CapitalSaurce
to be a sophisticated and responsive provider of solutjons

for their borrowing needs.

Focused lending to smaller, underserved borrowers in these

specialized niches has allowed us to quickly develop|an

important and growing structured finance franchise.
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We have expertise in
specific industry sectors,
induding business
services, value-added
manufacturing,
consumer products

and services, retail

and media

Our Corporate Finance group works with leading privat
equity firms to deliver sophisticated debt financing for middle
market companies. We provide financing for extraordinary
corporate transactions, such as leveraged buyouts, cor:;soli—
dations, recapitalizations and corporate growth. Many of
our financing transactions are structured as senior and
mezzanine debt in the range of $1 million to $50 million.
By leveraging the asset base and structuring capabilities
that reside within CapitaiSource, the Corporate Fina ice
group can also provide highly structured solutions fo

complex financing needs.

Our expertise, combined with a commitment to personal

—

service, has built our reputation as a value-added fende

providing flexible, dependable and timely financing. Wi

()

work closely with our clients to deliver financing that meets
their specific needs in situations where timing is a crugial

factor. Our unigue and rigorous dual-track credit approyval

process enables us to move fast, often committing toa

financing request within two weeks.

We have relationships with some of the country’s leading
equity sponsors—relationships built on honesty and intﬁgrity,

and a willingness to put our client’s needs ahead of our pwn

in structuring transactions.
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As a dealcated due
diligence subsidiary,
we undertake credit
reviews and perform
audir procedures for
all transactions across

all business units.

Th <« d f 33 A wholly owned subsidiary of CapitalSource, CapitalAnalytics
1S credit rirst

provides in-house due diligence services to the company.
Staffed principally by underwriting officers who have signifi-

approach is central to

cant credit experience with banks, finance companies,
our bUSiH@SS m@dﬁﬂe and accounting and audit firms, CapitalAnalytics conducts
a detailed, comprehensive accounting examination of all

prospective CapitalSource clients as part of the undenwriting

process. This function helps to ensure the integrity and
independence of the underwriting and credit analysis
process. It also enables CapitalSource’s unigue dual-track

approach tc loan approvals: each review by CapitalAnalytics

takes place simultaneously with the review underway in the
Corporate Finance, Healthcare Finance or Structured Finance
lending group. This approach creates numercus checks
and balances, which are central to the loan approval process.

The staff of CapitalAnalytics includes individuals with
extensive experience in the focused industries served
by CapitalSource, including healthcare, real estate fingnce
and the core sectors within Corporate Finance. Although

CapitalAnalytics professionals are based in offices through-
out the country, they are all part of the centralized due
diligence operation and report directly to the Chief Credit
Officer, who sits on our four-member Credit Committee.
CapitalAnalytics’ centralized, resource-intensive approach

to due diligence underscores the importance of credit to

the company.




extraordmary service, creatwlty,

a.exlblhty, insight anc-speed:

<«

B CapltaJSource was able to utilize its healthcare mdustry expertise

and due diligence, underwriting and legal capabilities to structure
-a highly creative and flexible credit facility. The entire Healthcare
team at CapitalSource demonstrates an impressive depth of

healthcare knowledge and consistently employs an execution-

~ oriented approach, which translates into superior chent service

) ;’;ffipr@wded to Sun:

“""t'""“"”"’*""“‘ "Rmh‘ard K Matros; Chzurman st Chief Executive Officer ‘of Sun Healthcate' Group Inc.” ™~
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We are pleased to have recently com-

pleted our second successful closing
with CapitalSource. Due to the
sophisticated nature of our transactions,
both first mortgage financings required
creative, flexible solutions. On both

deals, we were particularly concerned

with certainty of timely execution,

and CapitalSource delivered each time

in spades. | ;
Patrick M. McGrath, Kingston Investors ) )

0 o vCXP’CI'i(:nCC, CapitalSource has repﬁeatedlyméde a concerted

"ot to understand its borrower’s business. Moreover, since they

ocul on the lower middle market, they “under‘stancéi the challéhges

atd fssues facing smaller, entrepreneurial companies. By working
barder and taking the time to understand the issues, the people
et ChpitalSource possess the insights to generateicreative and
Hexible financing solutions that enable businessés to grow and

etbond in a dynamic, competitive environment.

@hn Blick; Managing Director, H.1.G. Capital LLC ) )




certain employees

————John K. Delaney -

Chairmar and C‘ﬁiéf Executive Officer
~ Jason M. Fish
President

‘Bryan M. Corsini

~ - Chief-Credit Officer- ——

---Steven A. Museles :
Chief Legal Officer and Secretary --

Thomas A. Fink
'Chi:ef’Fi/n'ancial'o_'fﬁcer :

Dean C. Graham
Managing Director—Group Head
Healthcare Finance

Joséph A. Kenary, Jr.
Managing Director—Group Head

- _Corporate Finance -

Michael C. Szwajkowski
Managing Director—Group Head
Structured Finance

James M. Mozingo
Chief Accounting Officer

Donald F. Cole
Chief Information Officer

Stgvén.,Silver 7 -
Chiet-Marketing Officer

~Christopher . Woods
Chief Technology Officer

—Private-lnvestor- N K

" Sara L. Grootwassink*

" Managing Director
" Madison Dearborn Partners, LLC

John K. Delaney '
Chairman and Chief Executive Officer ’ e
Jason M. Fish

President

William G. Byrnes*

Frederick W. Eubank, Il
Partner - -
Wachovia Capital Partners, LLC

Andrew B. Fremder***

Member and Consultant

Faraflon Capital Management, L.L.C.

and Farallon Partners, L.L.C. i

Tully M. Friedman™**
Chairman and Chief Executive Officer ;
Friedman Fleischer & Lowe, L.L.C.

Chief Financial Officer
Washington Real Estate Investment Trust

Timothy M. Hurd**
Managing Director
Madison Dearborn Partners, LLC

Dennis P. Lockhart*
Professor

e e ——— ke ]

Georgetown University

Thomas F. Steyer**

Senior Managing Director and » B
Chief Investment Officer + -
Farallon Capital Management, L.L.C. i

Paul R. Wood*** \

*  Audit Committee
** Compensation Committee
***Nominating and Corparate Governance Commitiee
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financial and other data’ |

' You should reac the data set forth below in conjunctionwith our consolidated financial statements and related notes of CagitalSource
“lne., and “Manugement's Discussion and Analysis of Financial Condition and Results of Operations” and other finahcial informafrion ’
- appearing elsewhe_re in this Report.-The following tables show selected portions of audited historical consolidated finand_ial data _
~ as of and for th2 years ended December 31, 2003, 2002 and 2001 and for the period from-September 7, 2000, the date we com-

" menced operatmns through December 31, 2000. We derived our selected consolidated fmancral data as of and for the years ended
December 31,2003, 2002 and 2001 and for the period from September. 7, 2000, “the date we commenced operations, through

- December 31, 2000 from our-audited consolldated fmancral statements, which have been examrned and reported upon by Ernst &

~ ‘

- Young LLP, mde pendent auditors. . . : B . ) - !

»‘The average number of common shares outstandlng has‘been adjusted to reﬂect the recaprtallzatron that took ‘place on Augusf 30,
© 2002 as if it occurred on September 7, 2000 (mceptron) For additional description of the recapltalrzatron see Note 10, Shareholders

Equity, in ‘the.audited consolidated financial statements for.the year ended December 31, 2003. ‘ J‘

, . Peribd from
: . . . Year Ended December 31, ﬁig;?g:)r;}gggg
{$ in thousands, excapt per share data/ o B 2003° - 2002 - - 2001 Decemiger 31, 2000,
Results of operatlons : oL R o . ‘
interestincome = . - - S - $175,169 - - $73591 - - $21,915 : jr$2,478 S
Feeincome ~ ~ . o . o . 50,596 17,512 . . 4553 | 217 :
- Total'interest and fee.income ’ : - 225,765 '91,103 26,468 ! 2,695
Interest expense o o 39,956 13,974 4,286 205
Net inter_ezst and fee income - 185,809 77,129 22,182 . 2,400
Provision for loan losses =~ o - 11,337 6,688 ~ —
* Net interest and fee income after’ ~ . ) } A ’ I |
- provision for loan losses : - ) 174,472 © 70,441 22,182 | 2.400
: Total operating expenses : . . 67,807 33,695 - 15,589 - J‘ 2,525
Total other ircome - © °. oo o .. 25815 4,736 . 199 © | 63
“Net income floss) before income taxes ST 132,480 415682 . - 6792 - P82
"-~Income taxe: " o : : : 24,712 : - — v —
Nét income loss) C . S $107,768  © $41,682 $ 6,792 '$. (62)
‘Net income per share o oo ?
Basic - o 0§ 102 - § 043 8 007 'i$(000).
Diluted ‘ . : $ 101 ~$ 042 $.0.07 . 1$(0.00)
Average shares outstanding ‘ : r . _ i
Basic®? ‘ ‘ . . 105,281,806 97,701,088 . 97,246,279 97,(516 588

Diluted® . - : ] 07,170,585‘ ; 99,728,331 99,336,235 99,288‘,600

(1) The provrsron forincome taxes on the i income earned from August 7, 2003 to December 31, 2003 is based on a 38% effectrve tax rate Prior to our reorgamza
. tion as a "C" corporation on August B, 2003 we operated as a limited liability company and all income taxes were paid by the members. As'a “C” cc‘)rporatron, we
are responsible for the payment of all federal and State corporate income taxes. At the reorgamzatron date, we recorded a $4.0 million net deferred tax asset and: '
corresponding defurred tax benefit which lowered the effective tax rate. -

(2} Adjusted to re'lect the recaprtalrzatron that took place on August 30, 2002 as if it occurred on September 7, 2000 {inception).

i
|
‘v

|
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- Decem’be} 31,

8 in thousands) - : . ’ ' : . 2003 . . 2002 2001 - . 2000
" Balance sheet data ‘ , _ \ : : - ,

Loans . S © $2,416,907.  $1,073,680 . . $394,272 -  $ 84,528 -
Deferred loan fees =~~~ . - ' ‘ - (59,793) (30,316} (10,746) -~ (2,354)
Allowance for loan losses : ) - © . +{18,025)  (6,688) —_ -

~ Loans, net o ’ 2,339,089 1036676 383,526 . 82,174

. Total assets : . 2,567,001 1,160,605 429,642 105,755
Repurchase-agreements - . . © . 8446 T =, = o — .
Credit facilities - : v . 737,998 240,501 207,104 8281 . -
Term debt _ o . - 923,208 428,585 . = —
Total borrowings : ) T 1,669,652 | 669,086 207,104 8,251

Total shareholders’ equity o ) - 867132 473,682 215126 =~ 96,708 .

Portfolio statistics

-~ Number of loans closed to date - - . s04 - 209 3 s
Number of loans paid off to date : S8 . (24) {2y
Number of loans 5 ) o 417 . 185 71 : 15
Total loan commitments | R ' $3,673,369 $1,636,674 .  $580,640 $138,384
Average outstanding loan size 8 579 8 5804 $ 5,553 $ 5636
Average balance of loans outstanding during period $1,760,638 - $ 672,015 $186,051. . $ 52,948
Employees as of period end : ) . 285" L - - 86 30
- Period from

: September 7, 2000

. - Year Ended December 31, {Inception) through

{8 in thousands, except per share data) i : . 2003 2002 . 2001 December 31, 2000

~ Performance ratios S , o - :
Pre-tax return on average assets. - . ' o 7.00%- 5.63% 3.23% . 0.27)%

Pre-tax return on average equity - ‘ o J1957 . 12.23 486 {0.28)
Net interest margin after provision for loan-losses . : 922 '9.59 10.64 ©10.83
Operating expenses as a-percentage of ; o -
average total assets - . o 3.58 s 455 ¢ 741 . 1092
Efficiency ratio (operating expenses/net interest - - ’ ) :
and fee income) o o+ 385 < 436 - 703 108.2 -

Credit quality and Ievérage ratios
60 or more days contractual delinquencies as a

percentage of loans (at period end) - . . ‘ ) - 0.18% © 0.00% 0.00% 0.00%
- . Net chargeoffs as a percentage of average loans ~ 0.00 . 0.00 - .0.00 - 0.00
Allowance for loan losses as a percentage of ioans - T ‘ _
" (at period end) ' : 0.75 - .0.62 10.00 10.00
Total debt to equity (at period end) ~ ' : - 1.93x C1.41x - 0.96x - 0.09x
" Equity to total assets {at period end) : - 33.8% 40.8% . 50.1% 91.5%

18 CapitalSource Inc..




1(1.11(15\ l.l.lbllLO LU.DLLLOOJ.ULJ. airly

analysis of financial condltlon and

results of operatlons

The information r_:ontained in this section shou\d be read in conjunc-

tion with our consolidated financial statements and refated notes
and the information contained elsewhere in this Report under the

f caption “Selected Consolidated Financial and Other Data."”

0vervnew

We are a specralrzed commerci ial flnance company providing
loans to small and: medrum -sized businesses. Qur goat is to be .
the lender of choice forsmall and’ medium-sized businesses
wrth annual revenues ranging from $5 million to' $250 mrlllon
that” requrre cus:omized-and sophrstlcated debt flnahcmg We
conduct our business in one reportable segment through three
focused lending groups: ‘

. »  Corporaté I"inance, which generaHy provrdes senior and

mezzanine loans prrncrpally 10 busmesses backed by
private equity sponsors; .

¢ Healthcare Finance, which'generally provrdes asset-based

revolving lines of credit, first mortgage loans, equrpment

. financing and other senior and mezzanine loans to a broad

range of healthcare companies; and -

¢ © Structured Finance, which generally provrdes asset-based
lending to finance companies: and commercral real -
estate owners. :

We offer a rance of senior secured asset-based loans, first
mortgage loans, senior secured cash flow loans and mezzanine

_ loans to our clients. Our loans generally mature in two to five
years and range: in size from $1 million to $50 million, with an
" - average loan size-as of. December 31; 2003 of §5.8 million

Virtually all of our loans require monthly interest payments at

floating rates. 11 mariy cases, our‘[oans provide for interest rate
floors that help us maintain‘our yields when mterest rates are »
low.or declrnmq As of December 31, 2003, $1.8 bllhon or 74%,

of the aggrega?e outstandmg princidpal amount of our loan port- -

folio had intérest rate fioors. Of this amount, loans representing

99% of the outstanding principal amount of the loans with inter- -

est rate floors Jore interest at the interest rate floor as of
December 31, 2003. Consequently, as interest rates rise, our

. mterest income on these loans will not increase until the con-

tractual interest rates exceed the Ievel of the floor:

. Our revenue consists of interest and fees from our loans and, -
" 1o a lesser extint, other income which includes unrealized _

appreciation (d =pre\ciatr'o'n) on certain equity interests and gains
(Iosses) on the sale of warrants and other equity mterests Our
expenses- consist pnncrpally of interest expense and operating
expenses which include compensatron and employee benefits

" and other administrative expenses.

l . ) . A

The primary driver of our results of operations and f'ina"ncial'cohj
~ dition has been our significant growth since our rnceptron on .

September 7, 2000. Our interest earning ‘assets, whrch consrst
primarily of foans; grevv 1o $2.6 billion as of December 31 2003

N an increase of 117% from $1.2 billion as. of December 31, 2002

and gerierated a-gross yield of 11.92% for the year ended
December 31 2003 o : |

. We belreve that our rapid grovvth has not adversely affected

the credit qualrty of our portfolio. We expect to experrence

* credit losses in the future and have established an allowance

for loan losses consistent with our expectation of fosges inher--
ent in our portfalio. As of December 31, 2003, loans wrth an
aggregate principal balance of $4.3 million were 60 orr more
days delmquent Addmonally as of December 31, 20d3 loans
with an aggregate principal balance of $8.8 mrllron were on
non- accrual status. :

1
Like-all lenders, our busrness depends On our access to extemal
sources of financing ahd the cost of such fundmg Smce incep- -

. tion, we have funded our busmess through a combrnajuon of

credit facrlrtres term debt repurchase agreements, $511 .0 million
of equrty capital raised from private investors, $242.0 mrlhon of
equity from our initial public offering and rétained eammgs The
interest cost.of our borrowings for the year ended December 31

2003 was 3.32%. All of our term debt transactions have been
-accounted for as on balance sheet financings with no garn or Ioss
_ recorded on the transactions. As of December 31, ZOOb our debt

to eqguity ratio was 1 93>< ‘Our ability to continue 10 grovv depends

on our lénders’ access 10 the commercial paper markets and our o

access to the asset- backed debt capital markets. To the extent
these. merkets were to suffer from prolonged drsruptrons our
abrlrty to finarice contmued growth could be hamperéd We
believe that our capital structure and access to addmonal fundmg
sources provides us ‘with the ﬂeX|b|I|‘cy to continue to grow our
assets as we pursue attractrve lendlng opportunmes ‘

~ We accelerated our investments in our staffmg and other opera-
tional assets durrng our first years in operation, and: as aresult,.
. we believe our expenses generaHy will contmue (o) decrease

as a percehtage of our average total assets as we cqmtmue
to carefully contro! our operating expenses and spread these
EXpenses over a growing portfoho of loans. For the year ended
December 31, 2003, the ratio of our operating expehses to

" average total assets was.3.58%, down from 4.55% for the-year

J
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ended December 31, 2002. We will continue to focus on care-

- fully controlling our operating:expenses. If we are successful,
our margins should improve in future periods as our expenses
are spread over-a growing portfolio of loans.

_ Portfolio ‘Cbmp'os‘ition
The schedule below shows the average loan size and average
loan size per client by lending group as of December 31, 2003:

- Number Number

of Average of Loan Size

(§'in thousands)

Composition of portfolic,
by lending group:

© $7256 67

Corporate Finance 134 $14,509

Healthcare Finance ~ . © 180 4,104 126 5,212

Structured Finance | .123 6,408 118 6,679 .
$5,796 © 311 -~ § 7,771

Overall Portfolio ‘ 417

The schedule below showé the composition of our loan
portfolic by type and by lending group as of December 31,
2003 and 2002: -

December 31,

(8 in thousands) 2002

2003
Composition of portfolio ’
by foan type:
~ Senior secured -
asset-based.loans

$'802,115 33% $ 339,903 32%
Senior secured cash

flow loans 832,871 35 259,161 24
First mortgage loans - 677,404 28 350,668 33
Mezzanine loans 104517 4 123,948 - 11

Total ) - $2,416,907

Composition of portfolio
by Iending‘grou‘p:

100% - $1,073,680 100%

Corporate Finance $ 972,105 - 40% $ 387,314 - 36%

Healtficare Finance 656,671 27 321825 30
Structured Finance 788,131 33 364,541 34

Total - $2,416,907 - 100% $1,073,680 100%.
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18 in zhausade/ .

Average -

Loans Loan Size  Clients  Per Client

-a loan to a client. The equity interésts'include common stock,

The schedulebelow shows the scheduled maturities of our
loans as of December 31, 2003:,

Due in - Due- -
One to:- after. .

Duein.
. One Year .

or Less' _. Five_Years.. Five.Years. . Totale ———
Scheduled maturities i
by loan type:
- - Senior secured - T
‘asset-based loans  $154,126 '$ 647,989 $§  — $ 802,115
Semorsecured .. . ._.
cashflow loans . 107,872 707,928 17,071 832,871
First mortgage loans -158@11 519,393  — 677,404
Mezzanine loans 3,736 77,924 22,857 104,517
"~ Total - . $423,745 $1,953,234 $39,928 $2,416,307

The schedule below svhows the dollar amount of all fixed-rate
and adjustable-rate loans as of December 31, 2003:

Fixed Adjustable
Rates Rates Total .
Composition of portfolio ’
by loan type:
Senior secured o
‘asset-based loans $31,668 § 770,547  $§ 802,115
Senior secured cash o S ' -
flow loans 23,408 . . 809,463 832,871
First mortgage loans 22,357 655,047 - 677,404
Mezzanine loans 11,391 93,126 104,517
Total ‘ $88,724  $2,328,183

$2,416,907

We'also invest in equity interests, genérally in connection with

preferred stock, limited liability company interests and warrants
to burchasé equity instruments. As of December 31, 2003 and
2002, the carrying value of investments was $39.8 million and
$23.7 million,‘ respectively. Many of our investments are cafried
at fair value with increases and decreases recorded in other
income (expense). : :



Acqursmon of Assets

On March' 3, 2003, we purchased assets from another frnancral
rns‘ututron for a purchase price of approximately $174.8 million.
The assets acquired included 55 loans with an aggregate prin-
cipal balance ol approximately $188.5 million. The loans com-
prised a. Well—ee»asoned‘ portfolrdof performing loans with a
weighted averegé remaining life of approximately 14 months
at acguisition. Additionally, we purchased furniture and' equip- -
ment from the seller, assumed the seller's office lease of
'3,792 square fiet located in a suburb of Dallas, and added
nine former err ployees of the seller who were ‘responsible for

: managin‘g’the sicquired assets. '

Interest and Fee Income

_ Interest and fe:z income represents commercial Ioan mterest
"and net fee.income earned from our commercial Ioan operanons.
Virtually ali of cur loans charge interest at variable rates that
gene'rally-adjus: manthly. Loans representing approximately 74 %
of the aggregale outstanding balance of our loan portfolio as of
December 31, 2003 have interest rate floors, which protect us »

" from an erosion of‘earnings in a declining interest rate ‘environ-
ment. As intere:st rates rise, our interest income on loans with
interest rate flcors will not increase untrl the contractual interest

" rates exceed the level of the floors. Fee income includes the
amortrza‘uon of loan origination fees; nst of the drrect costs of .
onglnatlon am )rtlzatlon of original issue discount, the amortiza-
tion of the discount on loans acquired, and other fees charged to
borrowers. Logn prepayments may materially affect fee income
sinc‘e,‘ in the period of prepayment, the a_mortizatidn of remaining

. net loan origination fees and discounts is accelerated and pre-

payment penaliies may be assessed on'the prepaid loans.

interest Expense - . i

Interest expense is the amount paid on borrowings, inc|uding
the amortizaticn of deferred financing fees. All of our borrow-
ings charge interest at variable rates based an LIBOR or com-
mercial paper 1ates plus a margin. As our borrovvlngs increase
and as interes™ rates rise, olr interest expense will increase.
Deferred finan: |ng fees and the costs of acguiring debt, such
as commitment fees and Iegal fees, are amortized over the
life' of the borrowing. Loan prepayments may materially affect
interest. expense since in the peried of prepayment_the amorti-
~‘zation of re'm_a ninddeferred financing fees and debt acguisition
costs is accelerated.

Provision for Loan Losses » ’ ' 7‘
The provision for loan losses is the perrodrc cost of marntarnrng
an appropnate allowance for loan losses inherent in orhr portfolro

“As we add new loans to our portfolio, or if the credrt quality of
- the portfolio declines, we may record a provrsron 1o rncrease the

!

allowance for loan. losses.
Other Income (Expense) : i
Other income {expense).consists of gains {losses) on the sale

of warrants and other equity interests, unrealized apprematlon

- (depreciation) on certain equity interests, gains (1osees) on

derivatives, due diligence deposits forfeited, fees as“sociated‘

with HUD orrgrnatron activities, and other, mrscel!aneous fees
not attnbutable to our loan operations. ‘

Operating Expenses ' -

Operating expenses include compensatron and- benefrts profes- :
sional fees, travel, rent, deprecra‘non and amortrzatronr marketing
and other general and administrative expenses.

i
r ‘
Income Taxes »

We were originally orgamzed as a limited Irabllrty co%pany

During the period that we were organized as a hrnrred liability

) company, all income taxes were the responsibility of our.

individual members; therefore, our historical consolrdated
statements of income do not include any provision for income
taxes. Since our reorganization into & “C” corparation for

{income tax purposes in Adgust 2003, we are rasporisible for '

paying federal, state and local income taxes. Deferred tax

- liabilities and assets have been reflected in the consolidated

balance sheets. Deferred tax liabilities and assets ark deter-
mined based on the dn‘ferenr,es between the book” \al‘ue‘and
the tax basis of partlcular assets and liabilities, usrnc tax rates
scheduled to be in effect for the years in which the differences
are expected to reverse.

Segment Reporting- ‘ ’ ' !
Statement of Financial Accountrng Standards (“SFAS”) No. 131
Disclosures about Segments of an Enterprise and lTe/az‘ed

Information, requires that a public business enterpns“e report

financial and descriptive information about its reportabile operating

! ) . : . | :
- segments including a measure of segment profit or loss, certain

specific revenue and expense items, and segment asisets.
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Wevope'rate as a single business segment and, therefore, this
statement is not applicable. Because our clients require cus-
tomized ‘and sophisticated debt financing, we have created
three lending groups- to develop theindustry experience

: .requrred to structure loans that reflect the particular-credit and -
. security charactenstrcs requ.rred, by dlfferent types of clients.

However, we manage-our lending business as a whole rather
than by lending group. For example ‘
* To date, our resources have been sufﬂcrent to support our
lending business. We obtain resources for the benefit of the
entire company;and do not allocate resources o specific lend-
" ing groups based on their individual or relative performance.
We fund all of our logns from common funding sources.
o ' We Have established common loan origination, credit
underwriting, credit approval,’and loan monitoring pro-
‘ces‘ses which are used by all lending groups.

*  We do'not factor the identity of the lending group ongrnatrng' -

a loan into our decision as tor whether to fund proposed

loans. Rather, we fund every loan that is approved by our

credit commlttee and is acceptable to our customers and
" we expect this trend will conttnue

Results of Operations - ‘

Our results of operations are driven primarily by our rapid'
grow‘th since inception. The most significant factors influencing
our results of operations for thé periods descnbed in this
'sectron were: '

. Srgnn‘rcanr growth in average mterest earning assets;

s Accelerated amortization of loan d|scounts and prepayment _

fees over a growing loan portfolic;

e Increased borrowings to fund our growth;

. Increased provision for,lean losses as our portfolio contin-
ued-to grow and became more seasoned; and -

o . increased operating expenses, consisting primarily of higher

" employee compensation directly related to increases in the ‘

number of employees necessaryjto originate and manage
our loan 'portfolio.‘

Comparison of the Years Ended December 31, 2003 and 2002
Interest Income ; ) ' ' :
Interest income was $175.2 million for the ;/ear ended
Decemiber 31, 2003, an increase of $101.6 million, “or 138%

. from $73. 6 mrlhon for the year ended December 37,2002 The

increase was due to-growth in average. interest earning assets
of $1.2 billion, or 1568%, offset by a decline in the yield on aver-
age interest eamning assets of 77 basr’s"points The decline in
the yield on average interest earning. assets was. due pnmanly :
to overal[ declines in market interest rates. ‘ : o
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Fee Income

- Fee income was $50.6 million for the year ended December 31,

2003 an increase of $33:1 million, or 189% from $17.5 million
for the year ended December 31, 2002; The | increase was pri- -
marily due to the recognition of fee i income associated with the

' accelerated amortization of deferred net origination fees and

loan drscounts and prepayment fees in the aggregate amount )
of $16.6 million, for the year ended December 31, 2003. In
addition, the accretion of loan discounts into fee income related

- to purchased loans_contr[buted $3.4 million in additional fee

income for the year ended December 31, 2003. The remaining‘

$14.1 million i rncrease in fee income ‘was due to tne overall

growth in mterest earning assets

Interést Expense

_Interest'expense was $4O 0 mrllron for.the year ended

December 31, 2003, an increase of $26.0 million, of 186%,
from $14.0-million for the year-ended December 31, 2002..

‘The increase was due to an increase in‘average borroW}ngs of .

$812.6 million, or 208%, jco‘fund growth in interest earning
assets and an increase in our debt to equity ratio to 1.93x as of
December 31, 2003 from 1.41x as of December 31, 2002. This

. increase was offset by a decrease in our cost of borrowings

of 25 basis points to 3.32% for the year ended December 31,
2003 from-3. 57% for the year ended December 31, 2002. This.

decrease'was a- result of the falling interest rate envuronmen‘r -

dunng the year.

_Net Interest Marg/n ) :
. Net interest margrn defrned as net rnterest tncome drvrded by

average interest earning assets was 9.81% for the year ended

December 31, 2003, a decline of 69 basrs points from 10.50%

for the year ended Decémber 31 2002. The decrease in net

“interést margin was due t6 an increase in our. debt to equrty i

ratio due to additional borrowings, partla!ly offset by a decline:in
net interest spread. Net interest spread, the difference between -
our gross yield.on interest earning assets and the total cost of
our interest bearing liabilities, was 8.60% for the year ended
December 31 2003, a decrease of 23 basis points from 8.83%
for the year ‘ended December 31, 2002. Gross yield.is the sum
of interest and fee.income divided by our average interest earn-
ing assets. The decrease in net interest spread is attributable to
the,changes in its components as descrrbed above.
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The following te ble summarizes the yield and cost of interest earning assets and rnterest bearrng liabilities for the year en(}ied ‘

P

|

i

I

]

|

1

i

|

|

[

. {1) Interest earning assets include cash, restricted cash and gross loans. )
(2)-Interest bearing liabilities include repurchase agreements, credit facilities and term debt. . .

Prowsron for Loan Losses
- The+ provrsron for loan Iosses increased to s mnlron for
the year ended December 31, 2003 from $6.7 million for the

‘year ended December 31, 2002: The increase in the provision
reflected the giowth in the portfolio, the seasoning of the port-
"~ folio arid The ¢Farigé in 0UF metiodsldyy. As of December 31, - -
-....-2003, [oane wlm‘en aggregate. prinbc,ipa| balance of‘~$4ir~3fmiull.io_r_r
’ “Were’SO‘ or mor déys delinquent.'Acfditionally, as of December-31, -

2003, loans with an-aggrega’te}principal balance of $8,8 million

were on non-acsrual status. As of December 31, 2002, none of our

loans were 60 Jays or more delinguent or on non-accrual status.

_During the yea "ended December 31; 2003, we recorded spe-

cific reserves cf 82.7 millron for loans which. we considered-to
be impaired. We consider a loan to be impaired when, based'
on current info mation, it is probable that we will be- unable 1 :
collect all amotints due according to the contractual terms of

" the loan agreement, rncludlng principal and scheduled interest

payments. We had no impaired loans during 2002. -

Other Income

Other income vvas $25.8 million for the year ended December 31 ‘
2003, an.increzse of §21.1 mlllron or 449%, from $4.7 million

for the year ended December 31, 2002: Other income for the year
- ended Decemtier 31, 2003 included gains on equity interests

of $18.1 millior compared with $3.6 million as of December 31,
2002, an increzse of $14.5 million. The increase in other income:.
also was partialy attributable fo an increase of $3.9 milion'in fees-
arising from ou- activities in originating federally- insured-morigage
loans to clients of our Healthcare Finance Group and an increase

" of $1.2 milion n diligence deposits forfeited. Another component

of the increase in other income was a $0.6 million decrease in loss
on derivatives 1o $0.8 million for the year énded December 31,
2003 from $1.¢- milfion for the year ended December 31, 2002,

_ decreased to 3.58% for the year ended December 311,

Interest and - o Interest and
Weighted Fee Income/ Average : Werghted Fee Income/ Average
. - Average - Interest Yield/ Average Interest Yield/
(S in thousandsl o T _Balance  Expense  ~ Cost Balance Expense - Cost
Interest earnrnc assets: .
Interest incoine $175,169 9.25% "$73,591 10.02%
Fee-income © 50,596 . 287 » 17,512 . 2.38
3 Total interest exrning assets! v . 81,893,342 © 225765 . 11.92 . $734,393 91,103 | 12.40
Total-interest bearing liabilities™ . 1,204,252 39,956 332 391,615 13,974 |- 3.57
Net interest spread .- $185,809 8.60% - $77,129 | 8.83%
Net interest mergin {net yield ‘ ‘ o
~ on interest ea ning assets) 9.81% 10.50%

s

Operatmg Expenses T Cr T
Operating expenses were $67 8-million for the year ended
December 31, 2003, an increase of $34.2 million, or q-02%,
from $33.6 million for the year ended December 31, 2002
Contnbutrng jte] the increase was higher employee cornpen-

© sation, which incréased $21 7 million, or 96% ~The hugher
_employee compensation was attributablé to the incrdase in .|

employees to 285 as of December 31, 2003 from 164 as of -

- December 31,2002, as well a§ higher incentive com‘g:)ens‘ation

relating to the growth in our operating profits. A significant
portion of the employee compensation is composed bf annual

bonuses, which we atcrue throughout the year. For f‘he'years

ended December 31, 2b03 and 2002, bonus expensé totaled

- $19.8 miflion and $10.8 mlltron ‘respectively. The remarnrng

$12.5 million increase in operatrng expenses for the year ended
December 31, 2003 was attributable to an increase of $2.1 mil-

lion’in travel and entertarnment expenses, $3.2 million in profes-

sional fees, $1.3 million in rent, $1. 1 million in rnsuran‘ce and

J
$4.8 million in other general business expenses. |

Operating' expenses as a percentage of average total; assets '
2003
from 4.55% for the year ended Deeember 31,02002.jOu’r effi-

ciency ratio, which represents operatirig expenses as a percent-

age of our net interest and fee income, decreased to 36.5% for
the year ended December 31, 2003 from 43 8% for fhe vear

’ended December 31, 2002. The mprovements in omeratrng

expenses as a percentage of average total assets and the’
efficiency ratio were attributable to-controlling our operatrng
expenses and spreadrng those expenses over-a grawing port-
folio of loans. The improvement in our efficiency ratrb was also
partially the result of the significant increase in our net mterest
and fee income,
i
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. Income Taxes

We provided for income taxes on the income earned from
August 7,°2003 to December 31, 2003 based on a 38% effec-
tive tax rate. Prior to ourreorganization as a ”C“ corporation
on August 6, 2003 we operated as a limited habrhty company
and'all income taxes were paid by the members. At the reor-
ganization date, we recorded a $4.0 million net deferred tax
asset and corresponding deferred tax benefit which lowered

the effective tax rate. Since we were not a taxpayer prior to .

August 7, 2003 and due to the one-time deferred tax benefit,
our effective tax rate for the year ended December 31, 2003
was 18.7%. -

, Camparlson of the Years Ended December-3 1, 2002 and 2001 -
o -lnterest Income )

Interest income was $73.6 million for the year ended
December 3,1', 2002, an increase of $51.7 million, or 236%,
* from $21.9 million for the year ended December 31','2001. ,
The increase was due to a growth in average interest earning
assets of $525.9 million, or 252%, offset by a decline in the
yield on averabe interest earning assets of 49 basis points.
The decline in the yield on average interest earning éséets
was due largely to, overalr declines in rnarket interest rates.

Fee Income ‘ ,

Fee Encome was $17.5 million for the year ended December 31,
2002, an increase of $12.9 million; -.or 280%, from $4.8 million
for the year ended December 31, 2001. The i mcrease was due ’

. .10 loan growth.and. the recognition-of $31.8-million. in- fees related-

to the ‘accelerated amortization of the loan discount and prepay-
ment fees of a loan payoff.

Interest Expense
Our interest expense was $14.0 million for the year ended
December 31, 2002, an increase of $9.7 million, or 226%, from
$4.3 million for the year ended December 31,-2001. The increase
was due to increased average borrowings of $322.0 million, or
'463%, to fund grow'rh in interest earning assets and an increase

" in debt to equity ratio to 1.41x as of December 31 ,.2002 from

- 0.96x as of December 31, 2001. This was offset by a decrease
in our cost of borrowings of 258 basis points to 3.57% for the >

year ended December 31, 2002 from 6.1 5% for the year ended
December 31, 2001. This decrease was a result of higher usage
on the commercial paper conduit credit facility, which reduced the
amortization of deferred financing fees as a percentage of average
borrowings. Additionally, the-decrease in the cost of borrowings

~was due to the falling interest rate environment during the period
and the addition of new borrbwing facilities at lower margins.

Net Interest Margm
Net interest margin ‘was 10.50% for the year ended December. 31

* 2002, a decline of 14 basis points. from 10.64% for the year

ended December 31, 2001. The decrease was due to an increase
in our-debt to equity ratio and an increase in our net interest
spread. Our net interest spreed, the difference between our
gross yield on interest earning assets, and the total cost of our
interest bearingv!iabilities, increased 229 basis points. Gross yield
is the sum of interest income and fee‘income divided by our aver-
- age interest earnrng assets.. The lncrease in the interest spread '
is due pnmanly 10 the decrease in.our. cost of funds of 258 basis.

- points and arrincrease in-fee-income of 20-basis points, partia iy~_"" )

offset by the.decline in the yield on average interest earning ’
assets of 49 basis points.

“The following table summarizes the yields and costs of interest earmning assets and interest bearing liabilities for the years ended

December 31, 2002 and 2001:

Year Ended December 31,

2001

2002
’ - Interest and interest and
Weighted Fee Income/ - Average Weighted Fee Income/ Average
Average Interest Yield/ Average Interest Yield/
(% in thousands) Balance . Expense: Cost Balance Expense Cost .
Interest earning assets: '
Interest income $73,591 ©  10.02% $21,915 10.51%
Fee income . _ 17,512 2.38 . 4553 218
Total interest earning assets ” $734,393 91,103 12.40 $208,495 26,468 12.69
Total interest bearing liabilities 391,615 13,974 357 69,653 4,286 " 6.15°
Net interest spread $77,129 - 8.83% : $22,182 6.54% .
Net interest margin (net yield on - s ‘ ]
i‘nterest earning assets) ’ 'w% 1 10.64%

(1) Interest earnrng assets include cash, restncted cash and gross loans.

[2) Interest bearing liabilities include repurchase agreements, credit facrlmes and term debt
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‘Provision for Lc an Losses

~ The provision for loan losses increased to $6 7 mmron for the

year ended December 31, 2002 from zero for the year ended

: December 31 21301. The increaée in the provision reflected the’
- growth in the pertfolio, the seasonrng of the portfoho and &

- change in-our mathodology for calculating our allowance for loan

" losses. As of December 371, 2002 and 2001, none of our-loans
were greater then 60 days defmquent on non-accrual status,
nor were any lozns classified as troubled debt restructurings.

Other Income

Other income inzreased $4.5 million, to $4.7 million for the year
ended December 31, 2002 from $0.2 million for the year ended
December 31, 2001. The increase was primarily attributable to
$3.6 million in unrealized gains on the mark-to-market adjust-
“ments of invest nents, a $1.56 mi|lion increase in diligence
dep'osits forfeited, and HUD origination income of $0.7 million,
_ partially offset ty an increased loss on interest rate swaps of
$1 4 mrllron

’ ‘Operatmg Expenses -
Operatlng expenses were $33. 6 million for the year ended
December 31, 2002, an increase of $18.0 million, or 115.4%,
from $15.6 million for the year ended December 31, 2001.
Contributing to the increase was higher employee compensation,
which increasec $12.0 million, or 111.5%. The higher employee
compensation vsas attributable to the increase in employees to
184 from 86, as well as higher incentive compensation relating
to the growth in our.operating profits. A significant portion

of employee ccmpensation is composed of annual bonuses,

~ which we accrue throughout the year. For the years ended

'December 31 ..£002 and 2001, bonus expense totaled $10.8 mil- ‘

“lion and $5.2 million, respectively. The remaining $6.0 million
increase in operating expenses for the year ended December 31,
2002 in‘comparis‘on_to the year ended December 31, 2001 is

attributable to the increase of $1.3 million in marketing expense,
$1.1 millicn in legal fees,{$1‘ .1 million in travel and entertainment,

'$0.6 million in rent, $0.6 million in audit fees, $0.5 million in
deprecratron ex 3ense $0.3 million in bank fees and $O 5 mllhon ‘
in other genera busrness expenses,

. Operating expenses as a percentage of average total assets "
decreased to 4.56% for the year ended December 31, 2002 from
7.41 % for the year ended December 31, 2001 Cur efflcrency ratio
decreased to 43.6% for the year ended December 31, 2002 from

~70.3% for the year ended December 31, 2001. The improvement
in opérating expenses as a percentage of average total assets and -
the efficiency ratio was attributable to carefully controlhng our
operating expenses and spreadlng those expenses over a growrng
portfolio of loans, achieving increased economies of scale as our
assets have grown faster than our operating expenses:

" one of éur repurchase agreements as follows:

{
{
. Pre-tax Income . =~ .. ) !
!

Net income increased $34.8 mi Ilron or 511.8%, to $41,6 miltion,
or $0.42 _per share, for the year ended December 31, 2002 from
$6.8 million, or $0.07 per share for the year ended December 31,

200T. The increase in pre-tax-income was primarity attr ibutable

to an increase in interest and fee income associated with loan
growth as well as-a $5.0 million increase in other income related
to diligence deposits fon‘ei}fed and gains on equity interests off-
set by an increase in operating and intere‘st experises. ‘

~ During the years ended December 31, 2002 and 2001, Ive were
‘organized as a limited liability company and all mcome taxes

were the responsibility of our individual members; tnerefore our -
historical consolidated statements of income do not qclude any
provision for i income taxes. After reorganizing-into a C corpo-

ration for income tax purposes, we are responsible for paying

federal, state and local income taxes. . |

Financial Condltlon, Liquidity and Cap|tal Resources

“~Initial Public Offermg o +

" On August 12, 2003, we ciosed the sale of 23.43 mrHron shares

of our common stock in our initial public offering. Of tHls num-
ber, we sold 18.13 million shares and seHrng sharehoiders sold
5.3 mrHlon shares. The initial public offering price was‘$14 50
per share. We used the net proceeds of $242.0 mrllrdn from
the initial public offering to fund normal operations anb to repay

_indebtedness under our credit facilities and obligation{s under

¢ ° \We used approximately $28.2 million of the nat proceeds

from the initial public offering to repay all of the outstandlng
indebtedness under our $115 million credit facility

& We used $141.0 million of the net proceeds from the initial

public offering to repay the outstanding rndebtedness
under our primary $700 mrH/on credit facility wrtn five
commercial banks. - 1
* - We used $45.7 mlllron of the net- proceeds from\the initial
public offering to repay a portion of the outstand‘nng obliga-
tions under one of our repurchase agreements, r
. : J
I

Cash and Cash Equivalents
As of December. 31, 2003 and 2002, ‘we had $69.9 mr}lron and
$49.8 million, respectively, in cash and cash equrvalents We
|nvest cash on hand in short-term fiquid investments. Our objec-
tive is to maintain a low cash balance to avoid negatlve arbitrage.
We generally fund new loan originations and growth i |n revolvrng
loan ba(ancesv using advances under-our credit facilities.

|
]
|
|
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We had $79.9 million and $28.9 million of restricted cash as of
December 31, 2003 and 2002, respectivel\/ The restricted cash

- ‘represents.interest collections on loans pledged to-our credit -

facilities, collateral for letters of credit issued for the benefit of

a client, prrncrpal and interest collectrons,on loans. collateralizing

our term debt, and client holdbacks.and escrows. interest

_rate swap payments interest payable and servrcrng fees are . -

_deducted from the monthly interest collections funded by loans
collateralrzrng our credit facilities and term debt, and the remain-
‘ing restricted cash is returned to Us and becomes unrestricted

at that time.

Asset Quality and Allowance for Loan Loss

If a loan is 90 days or more past due,-or we expect that the bor--

rower will not be able to service its debt'and other obligations,
we will place the loan on non-accrual status. When a loan is
placed on non-accrual status, interest and fee receivable previ-

ously recognized as income but not yst paid is reversed and the-
" recognition of interest and fee income on that {oan will stop until

factors mdrcatrng doubtful collection no-longer exist and the loan

has been brought current. We will make exceptrons to this policy -
nc the loan is well secured and in the process of collectlon

As of‘Dece‘mber 31, 2003, loans wrth:_an aggregate prlncrpal’ i
balance of $4.3 rnillion were 60 or more days delinguent.
Additionally, -as of December 31, 2003, loans with an aggregate
principal'balance of $8.8 milli‘on were on non-accrual status. As
of Decernber 31, 2002, none of our loans was 60 or more days
delinguent or.on non-accrual status. As of December 31, 2003, -
|mparred loans totaled $10.4 million. Specific reserves for the

. impaired loans were $2.7 million as defined by SFAS No ll4 '

Accounting by Creditors for Impairment of a Loan. As of
December 31, 2002, there were no impaired loans. For the year
ended December 31, 2003, loans totaling $36.3 million as of

‘December 31, 2003 classified-as troubled debt restructurings as

defil’ied by SFAS No. 15, Accounting by Debtors and Credltors
for Troubled Debt Restructurings. As of December 31; 2002,
there were no troubled debt restructurings in the loan portfolio.
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- Despite our lack of historical loss-experience; we have provided
an allowance for loan losses to cover inherent losses in the loan

. 2003 and 2002 was $1_8._O million and $6.7 miliion, respectively.
‘These amounts equate to an estimated 0.756% and 0.62% of

as of December 31, 2002. With the growth of our loan portfolio, -

- (% in thousands) S T 2003- 2002 2001

‘in two"oom'panies: MedCap Properties, LLC {“MedCap”) and"
. Encore Medical Corporation (“Encore”). In October 2003, we
-sold our equity lnvestment ih MedCap for cash consideration-of

_ Encore totaling-$7.6 million. -

Borrowings under our various credit facilities, term debt,

 and increased our multi-bank credlt facility from $475.0 million
- t0 $700.0 million. For a detalled discussion of our borrowrngs
see Note 8, Borrowings, in our audited consolidated financial

portfolio. Our allowance for loanriosses as of Deéceémber 37,

loans as of December 31, 2003 and\_\2002, respectively. As of -
December 31, 2003, $2.7 million. of aliowance for loan losses
related 10 specific-reserves. There were no-specific reserves -

many of the loans are not seasoned and, therefore delinquencies
and charge offs likely will oceur in the future.

Activity in the allowanee for loan losses for the years ended
December 31, 2003, 2002 and 2001 was as follows:

Year Ended December 31, ’

Balance as of beginning l .

of period : $ 6,688 $ — $—.
Provision for loan losses 11,337 6,688 =
Charge offs S = — =
Balance as of end of-period $18,025 $6,688 §—

Investments ‘ ,
As of December 31,2003 and 2002, we had $39.8 million and -
$23.7 million, respectively in investments. This change resulted
from a $6.0 million increase in additional rnvestments anda .
$10.1 million increase in unreallzed gains on our investments.
As of December 31, 2002, 47% of our total equity interest was

$16.1 million, g‘enerating an estimated pretax gain of $12.6 mil-
lion. Durrng 2003, we recorded net galns on our lnvestment in

Borrow:ngs and quurdlty .
As of December 31, 2003.and 2002, we had outstanding.bor-"
rowings totaling.$1.7 billion and $669.1 million, respectlvely.

and repurchase agreements have supported our loan growth,

During the year ended December 31, 2003, we added two new
credit facilities, entered into three repurchase agreements,

statements for the year ended December 31, 2003.




As of December 31, 2003, our borrowings and funding sources,
maximum facili'y amount, amounts outstanding, and unused
available commitments, subject to certain minimum equity
restrictions and other covenants and conditions, are summa-

rized below:
Maximum .
) Facility Amounts  _Unused

Funding Source Amount QOutstanding - Capacity
{8 in thousands) o
Credit facilities $1,215,000 $ 737,998 = $477,002
Term debt - . 1,299,450 923,208 =
Repurchase agreements 308,000 - 8,446 300,000

$777,002

C-Total : , $1,669,652

M Our asset-backed notes are one-time fundings that pay down over time
vvrthout providing &ny- abmty for us to draw down additional amounts.

Credit Facilitie:
‘We use three credit facilities to fund our loans. The firstis a.
$700.0 million credit facility, which is secured by loans that
. meet specr'fied eligibility criteria. We obtain funding under this

‘ facrlny through 2 single-purpose subsrd|ary to which we transfer

eligible loans. Avarlabrhty under the facility depends on our bor-
rowing base, which is calculated based on the outstanding
principal amourit of eligible loans in the facility combined with
specified portfclio concentration criteria. These concentration
criteria reduce aur borrowing base by the aggregate principal
balance of loans that exceed the criteria. These concentration '
" criteria include, among other things:
_*  $20.0 milli>n limit on loan size; )
. " imits on azgregate pnncnpal balance of loans to borrowers
" in any one state or industry; and C
¢ limits on the aggregate principal balance of loans based on
- the type o loan, such as subordinate loans and mortgage
loans, and based on the internal risk ratings aséigned 10,
the loans.

Currently, the' maximum advance rate under this facility is 70%
of our borrowrng base."Under this facility, we are charged inter-
est at the comimercial paper rate, as defined’by each lender,
plus 1.'1/5%, which was 2.27% as of December 31, 2003

" During the years ended December 31, 2003, 2002 and 2001,

we had average outstanding borrowings under this facmty of

" $481.1 million, $215.6 million and $69.6 million, respectlvely

As of December 31, 2003, We had $431.0 million outstandlng
under this facility. The facility is scheduled to mature;on
February 25, 2006 and must be renewed annually at }the
option of our lenders. In February 2004, this credit facility was

eextended and is scheduled to expire on May 24, 2004, when

we expect anew facrlrty to be established. ‘ 1

An February 2003 we established a $135.0 million credrt facility

concurrently with the purchase of a portfolio of asset{s from
another financial institution. During 2003, we reduceo% the maxi-
mum facility amount of the facility to $115.0 million. \1Ne obtain
funding under this facility through a single-purpose, bankruptcy-
remote subsidiary Availability under the facility deper‘-ds on our

“borrowing base, which is calculated based on the outstanding

principal.amount of eligible loans in the facility combrned with
specified portfolio concentratjon criteria. Currently, the maximum
advance rate under this facility is 75% of our b‘o‘rrowipg base.
Under this-facility, weare generally not permitted to }pledge -
new loans. to the facility, but we may continue to dra\irv, repay,

‘and reborrow funds thereunder up to the amount of ﬁhe borrow-

ing base. Interest on borrowings under the facility is charged at -
the commercial paper rate plus 1.560%, which was 2.§2%~as of
December 31, 2003. As of December 31, 2003, we h:ad no-out-
standing balance under this facility. In February 2004, this credit
facility was extended and is scheduled to expire on A;pril 27,
2004, when we ekpect a new facility to be establishe‘rd,

In September 2003, we entered into a $400 million cre:dit facitity
with an affiliate of Citig‘roup Global Markets Inc. ( “Cit{group”)

.t finance our loans. The credit facility permrts us to obtain

ﬂnancrng of up to 75% of the outstanding prrncrpal balance

of commercial loans we originate and transfer to thrsﬁacrlrty,
depending upon their current laan rating and-priority o‘f payment
within the partrcular borrower’s capltal structure and ubject

to certain concentration fimits. During the time a commercral
loan is subject to the credit facility, we will pay Cmgroup a
percentage equal to LIBOR plus 1.00% applied to the amount
advanced to us on the commercial loan, which was 2.12% as

. of December 31, 2003. In March 2004, this credir fadility was

extended and is scheduled to expire on September 1‘16 2005.
As of Decernber 31, 2003, the outstanding balance under this
credit facility was $307.0 million.
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Term Debt/Asset Securitizations .

The following table summarizes our four term debt transactions in the form of asset securitizations completed through

December 31, 2003:- -

Outstand.ing

$1,550,849

(1) As of Decembér 31, 2003, the LIBOR rate was 1.12%.
(2) Securities retained by CapitalSource.

i’hr‘ough Dec_ember'31, 2003, we have completed four term
debt transactions. In conjunction with each transaction, we'
established a separate-single purpose subsidiary, CapitalSource
Commercial Loan Trust 2002-1 (“Trust 2002-1"), CapitalSource
Commercial Loan Trust 2002-2 (" Trust 2002-2"), CapitalSource
Commercial Loan Trust 2003-1 (“Tru‘s"c 2003-1") and
CapitalSource Commercial Loan Trust 2003-2 (" Trust 2003-2"),
(collectively.referred 1o as the “Trust‘s’f“ )v, and contributed

$1.6 billion in loans, or porticns thereof, to the Trusts.

. 28 . CapitalSource Inc:

$923,208

"Notes
) Originatly " Balance as of . Expected . . -

(% in thousands} Issued December 31, 2003 Interest Rate™ . Maturity Date
2002-1 : o ,

Class A $ 172,050 $ 37,922 LIBOR + 0.50% November 20, 2004

'Class B - 55;@56 ’ 55,056 LIBOR + 1.50% - March 20, 2005
" Class C 20,646 S — ONA N/A®

Class D 27528 = N/A - NA?

' 275,280 92,978 ‘ o
2002-2 " } ‘ v
Class A 187,156 47,257 LIBOR + 0.55% * May 20, 2005 -
Class B 48,823 48,823 LIBOR + 1.25% August 20, 2005
Class C 32549 32,549 LIBOR +2.10% January 20, 2006
Class D 24,412 — S N/A N/A®
Class E | 32,549 = NA . NA®

325,489 128,629 : o
20031 ‘ : S :
Class A 258,791 174,652 . LIBOR + 0.48'%" November 20, 2005
' Class.B 67,511 67,511 LIBOR + 1.15% July 20, 2006
Class C 45,007 45,007 LIBOR + 2.20% March 20, 2007
- Class.D . 33,755 S = s N AR
' Class E 45,007 - o= oA NiA ;
450,071 287,170
2003-2 ' L
Class A - 280,005 277,885 . LIBCR + 0.40% July 20, 2008
Class B 75,001 . 71,866 LIBOR + 0.95% July 20, 2008
Class C 45,001 - 43,120 " LIBOR +-1.60% - July 20, 2008
Class D - 22,500 - - 21,560 LIBOR =+ 2.50% July 20, 2008
Class E 67,502 . - ? N/A T N/AR
4 500,009 . ' 414,431 - '
Total

Simulténeduély'yy'ith the initial contribution of each tra’n'sactio,n,)
the Trusts issued $1.3 billion of notes to institutional investors.
We-retained $251.4 million in junior notes and-100% of the
Trusts’ trust certificates. We have treated the contribution

of the loaris to the Trusts and the related sale of notes by
the Trusts as a financing arrangement under SFAS No. 140,
Accbuntm‘g for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities {“SFAS No. 140”). The notes are
collateralized by all or portions of specific commercial loans.




The | Junror note< retained.by us are non- rnterest bearing secun«

" ties. The Trust 2002- 1, Trust 2002-2,and Trust 2003-1 notes

will receive pnnsrpal cash flows under the asset securitization
sequentially in order of their respective maturity dates. The jUnior
notes.of Trust 2002-1, Trust 2002-2 and Trust 2003-1 will begin
to receive princ pal cash flows under the asset securitization

“when the full pnncrpal balances of the respective senior notes -
have been retired. The Trust 2003-2 notes will receive principal

‘ cash flows.under the asset securitization pro rata based on the

respective original principal amounts of the classes of notes with.

respect to which such payments are made; provided, however,
if charged-off lcans exceed 8.0% of the loans securitized, there .
is an event of cefault, and in certain’other specified circum- -
stances, the jurior notes will not receive cash flows under the

. asset securitiza:ion until the full-principal balances of the senior . -

‘notes have been retired. As of December 31, 2003 and 2002, -
total amounts cutstanding under the term debf transactions.-
.were $923.2 m flion and $428.6 million, respectively.

All of our term debt transactions include provisions requiring
the estab‘lis‘hme‘zht of an'interest reserve. The required paia‘nce ’
“of the interest |‘eserve is equal to appro>‘<irnately 90 days of
interest on the outstanding notes plus the full principal amount :
of any delinquent loans. Generally, a loan is considered a delin-‘
~ quent loan when it is not a charged-off loan and the obligor'is -
delinquent in any interest or principal payment for one day for
asset—based lozns or 60 days for non asset-based loans.

As of ADecember 31, 2003 and 2002, none of the Toans Held in - +

" our asset secutitizations was a delinguent loan. If a loan held in
“an asset securitization becomes delinquent in the future, we
“would receive cither reduced or nc cash flows on our retained

interests from "he relevant asset securitization until the interest’
reserve requirement is'met thereunder. Subject to certain condi-

tions, we have the ability to repurchase or replace a loan held
in our asset se< urltrzatlons

The full principi il balances of the senror notes are expected

~ to be retired or: the dates setforth in the preceding schedule
‘based on an assumed 10% prepayment rate. If actuat prepay-
ment rates exceed the assumed prepayment rate, cash flows
. _' on'the junior notes may be received prior to those respective,
maturity dates. The expected maturity dates discussed in the
. preceding schedule are based upon the contractual maturity ’
dates of the ur derlying foans, and assume a constant annual -

Repurchase Agreements -
- We have also sold loans and our retained interestsin the Class D

prepayment rate of 10% and that there are no defaults or

dehnquencres on any of those loans: If the lcans have their
maturities extended, experrence defaults or delrnquencres or

"experiehce a prepayment rate of less than 10%, the rhterest

payments collected on the loans may.be used to. fund the inter--

_ est reserve or to make principal payments on the. notcs The
notes: issued under each term debt transaction |nc|ude accel

erated amortization provisions that require cash ﬂows to be
applred flrst to fully pay the senior noteholders if the senror
notes remain outstandrng beyond the expected matunty dates.
If the accelerated amortization provisions ‘are tnggered we

_would not receive cash flovvs from our retained | unror notes

until all the senior notes that have passed their expected

- maturity dates have been retned ;

As of December 31, 2003, the 2002-1, 2002-2 and 2003 1 term
debt transactions have experlenced no defaults or delrnquenmes )
and have experienced prepayment rates of 19.5%, 2J’ 4% and -
18.6%, respectlvely If these historical prepayment rates remain
constant, our retained notes in these.transactions would be
entrtled to receive cash flows beginning on.the followrng dates.
e Trust 2002-1 Class C and D notes—July 2C, 2000

*  Trust 2002-2, Class D and E. notes—QOctober 20, r2005 and
o Trust 2003-1, Class D and E notes—July 20, 200 \

The Class E notes of our 2003-2 term debt transaction” generally
will receive cash flows pro rata with the sen|or notes As of
December 31, 2003, the 2003-2 term debt transactron has
experrenced no defaults or delrnquencres ‘ i

|
i
|

notes’ of Trust 2002-2 and Trust 2003-1 under repurchase agree—
ments. R"epurchase agreements are short-term finankings, in

" which we sell loans to a third party and have an oblrgat)on to .

repurchase the Ioans on a future date. We have entered into

‘these agreements to raise proceeds through the sale rOf loans or -

pomons of loans that exceed.the concentration cntena specrfled

~in our credit facilities because these loans would not lpe included -

in our borrowing base under these facilities. As a resblt the
use of these repurchase agreements has improved our liquidity

~ position by providing us with increased overall borrovvrng capac-
~ity, while allowing us to continue to pursue attractlve‘ lending

opportunltles notwrthstandmg the concentration crltena Iﬂ our -

credit facilities.
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During the time that the thirdparty holds all or a portion of the
‘loan; itis entitled to any interest paid by the borrower on the
portion of the loan held by the third party. These repurchase
agreernents provide that the purchaser may mark the loans
down to fair market value, as determined by the purchaser: at.
any time and require us to satisfy a margin call or repurchase ,
~ the loan. Assets sold under repurchase agreements are included.
on the consolidated balance sheets as loans.

Under one repurchase agresment, we raised $117.5 million of

proceeds by selling interests in seven separate loans, our inter- -

estin the Class D notes of Trust 2002-2, and our interests in
the Class D notes of Trust 2003 1. As of December 31, 2003,
we had repurchased the seven separate loans and the Class D
notes subject to this repurchase agreement

Under another repurchase agreement, we raised $9.0 million
of proceeds by selling one loan totaling $9.0 million. The stated
borrowing rate for the repurchase agreement is LIBOR plus
3.00%. As of December 31,-2003, the outstanding balance of

this repurchase agreement was $8.4 million. We repurchased ‘
. this loan in January 2004,

In Aug‘ust 2003, we entered into a $300 million repurchase
agreement with an affiliate of Credit Suisse First Boston LLC
{“CSFB") to finance healthcare mortgage loans. This repuréhase
agreement allows us to sell healthcare mortgage loans that we
originate to CSFB for a purchase price equal to 70% of the out-
standing principal balance of those loans, and we have the obli-
gatron 1o repurchase the loans not later than 18 months after the
- sale: Our oblrgatron to repurchase loans may be accelerated if an
event of default under one or more of the purchased healthcare
mortgage loans occurs and under certain other conditions, such
as breach of one of our representatioris or warranties under
_the repurchase agreement. During the time a loan is owned by
CSFB we will pay CSFB an annual rate of LIBOR plus 1.25%
on the amount advanced to us on the mortgage loan. The repur-
chase agreernent is scheduled to terminate on July 31, 2008
and at that time we will be-required to repurchase any mortgage
lbans not previously repurchased. in addition at any time prior
to expiration of the repurchase agreement, CSFB may give
notrce of its intention to terminate the repurchase agreement
and require us to repurchase all outstanding mortgage loans

not sarlier repurchased on the date which is 364 days from such’

notice of termination. As of December 31,2003, no amount
was outstanding under this repurchase agreement. -
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" ‘requirement to-fund unfunded commitments is based o 6ur

Other Liquidity

Additional liquidity is provided by our cash flow from operations.
For the years ended December 31, 2003, 2002 and 2001, we
generated cash flow from operations of $86.8 million, $46.9 mil-
lion and $12.2 million, respectively. ' "

Proceeds from our equity offerings, borrowings on our credit
facilities, and the issuance of asset-backed notes in our term
debt transactions provide cash from financing activities. For the
years ended December 31, 2003, 2002 and 2001, we generated
cash flow from financing activities of $1.3 billion, $663.5 million
and $309.5 million, respectively.

Investlng activities prlmarrly relate to loan origination. For the

years ended December 31, 2003, 2002 and 2001, we used
cash in investing activities of $1.3 billion, $681.7 million and
$309.7 million, respectively. :

As of December 31, 2003, the amount of our unfunded commit-
ments to extend credit to our clients exceeded our unused
funding sources and unrestricted cash by $409.6 million. Our ™

clients’ ability fo provide additional collateral to secure the

' requested additional fundings, the additional collateral’s satisfac- -
tion of eligibility requirements and our client's ability to meet

certain other preconditions .to borrowing. Provided our client's
additional collateral meets all of the eligibility requirements of

" our funding sources, we believe that we have sufficient funding

capacity to meet short-term needs related to unfunded commit-
ments. If we do not have sufficient funding capacity to satisfy
these commitrments, our failure to satisfy our full contractual
funding commitment to pne or more of our clients could create
breach ‘of contract liability for us’and damage our reputation in
the marketplace, which could have a material adverse effect '
on our business. ‘

We exp'ect cash from operations, other sources of capital,
including additional borrowings on existing and future credit
facilities and term debt, to be adequate to support our projected
needs for funding our existing loan commitments in the' short-

. term. We.anticipate.that.in the future we may access other. -

sources of debt capital such as the convertible debt, unsecured
debt and commerciar paper markets to support our long-term
growth objectives. We cannot assure you we will have access
to these addrtlonal funding sources.



Off Balance Stieet Risk

' Depending on the legal structure of the transaction, term debt
transactions may either be accounted for as off balance sheet
with a gain or loss on the sale recorded in the statement of

" income or accouted for as an on balance sheet financing. The
. term debt transactions we completed in ‘May‘ 2002, October
-+ 2002, April 2003 and November 2003 were all recorded ds on
balance sheet firnancings. )

-We are subject 1o off balance sheet risk in the normal course

“of business primarily from comrmitments to extend credit. As of
‘December 31, 2003 and 2002, we had unfunded commitments
1o extend credit to.our clients of $1'3 billion and $563.0 miltion,

'respectrvely -These commrtments are subject 1o the same under-

“wiriting and ongoing portfoho maintenance as the on batance :
sheet financial instruments we ho!d

‘We use interest rate swap agreements to hedge fixed-rate and

prime rate loans. pledged as collateral for our term debt. Our
 interest rate swap agreements modify our exposure to interest
rate risk by converting fixed-rate and prime rate loans to a 30-
‘day"LIBOR rate During the year ended.December 31, 2‘0'03,
we entered into interest rate swaps to offset the basis swaps
required by our term debt. Additionally, ‘we use interest rate cap
égreements“to hedge loans withembedded interest rate caps -

Contractual Obligations

|
that are pledged as collatatal for our term debt. Our rnterest
rate hedgmg actlvrtles partially protect us from the risk ’that
interest collected under fixed-rate and prime rate Ioans}wr!l»
not be sufficient to service the interest due under the éo—day
LIBOR-based term debt. The fair markst values of the i‘nterest
rate swap agreements were $(1.9) million and $(2.7) mj’illion as
of D‘ec"ember 31, 2003 and 2002, respectively.. The falrfvalue
of the interest rate cap’agreemen’ts was not significant as of
December 31, 2003 and 2002. .~ ° : }

V»\/e'are required.to enter inta interest rate swaps if wd have
more than $50.0 miltion of fixed rate loans pledged as collateral

*under our multi-bank credit facility. As-of December 31 ,j2003, we

had only $44.1 million of‘fixed rates loans pledged. The‘refore as

~ of Décember 31; 2003, we were not required to enter |r1to inter-

est rate swaps. We may make addmonal fixed rate Ioahs in the
future which could require us to enter into new mterest rate .

swap agreements o . )

For a detailed discussion of our derrvatlves and off ba ance

sheet financial rnstruments see Note 16, Derivatives ‘and Off
Balance Sheet F/nancra/ Instruments, in the accompanymg
audited consolidated financial statements for the year ended
December 31, 2003 and “Qualitative and Ouant/tatrve
Disclosures about Market Risk” below. i

in addrtron o our scheduled maturities on our credit facilities and term debt, we have future cash obligations under various types of con--
tracts, We lease office space and office equipment under long-term operating leases. We have committed to purchase $12.3 nlrrllron of
additional 1nten=sts in'seven private equity funds. The contractual obligations under our repurchase aqreements credit facrlmeﬂ(: term debt,
operatrng lease:s, and commitments under non-cancelable contracts as of December 31, 2003 were as follows: j

: Repurchase Credit Term Operaiing Non-Cancelable ‘
. (&.ift thousands) Agreements ' -Facilities Debt Leases Contracts ~ | Total
2004 . . $8,446 $737,Q98 -$162,048 $ 4,122 . % - - r!$‘ 912,614
2005 . i c — —_ . 353,603 37 .- ! 357,324
2006 i L = — 215,050 3,602 1,440 219,992 .
2007 o = — 9387 3473 = | o748
12008 — — . 98832 3,361 4,042 | 108,235
Thereafter - , ‘ — - —~ 12,480 6768 . | 10248
Total ‘ $8,446 $737.998 $923,208 $30,659 $12,250 f$1 712,561
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The contractual obligations for term debt are computed based
on the contractual maturities of tne underlying loans pledged

as collateral and assume & constant prepayment rate of 10%.
The underlymg loans are “subject to prepayment, which would
shorten the life of the term debt transactions. The underlying
loans may be amended to extend their term, which will
lengthen the life of the term debt transactions. At our option,
we may substitute for prepaid loans up to 10% of the initial
aggregate outstandrng loan ba)ance Whlch may also impact
“the life of the term debt transactions.

Quantitative and Qualitative Disclosures about ‘
Market Risk ' 4 o ‘
Interest rate sensitivity refers to the change in earnings that
may result from the changes"fin the level of interest rates.
Our net interest income is affected by changes in various
interest rates, mdudmg LIBOR and the prime rate. The ma)orrty
of our loan portfoho bears mterest ata spread to the prime
rate. with the remainder beanng intergst at a fixed rate or-at
3 spread to LIBOR. As of December 371, 2003, approximately
4%.of our loan portfolio bore interest at a fixed rate. The
interest rates on our borrowings are based on LIBOR and
comrnercial paper rates. We attempt 10 mit'igate exposure 1o
the earninge impact of interest rate changes by lending and
borrowing funds on a variable rate basis. Except as required
by our various credit facilities as discussed above under “ Off
Ba/ance Sheet Risk” we do. not engage in.hedging activities
" because we have determined that the cost of hedgmg the
risks. associated with interest rate changes outweighs the
risk reduction beneﬂt

The followmg table shows the estlmated change in-net interest
income for a 12-month period based on changes in the interest
rates applied to our loan portfolio as of December 31, 2003:

Estimated Change in-

" Rate Change Net Interest income
(Basis Points) over 12 Months
‘ {8.in thousantds)
-100 $12,265
C+100 6,883)
+200° (8,009}
+300 (5,418)
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As shown above reductions in |nterest rates will result |n greater

‘mcreases in our net interest income and increases in interest
‘rates will-result in greater.decr_eases in our net interest income
" due primarily to the impact of interest rate floors included in the .
" loans re}presenting‘approxima;ery 74% of the aggregate principal

amount outstanding as of December 31, 2003.

We alsoare exposed to changes in market values of our
investments, many of which are carried at fair value. AS of
December 31, 2003; 2002 and 2001, investments totaled

$39.8 million, $23.7 million and $11.9 million, respectively, and

our unrealized gain on those eqwty interests totaled $§7.2 mrlllon
$2.1 mrlhon and $0, respectrvely

Critical Accountmg Policies

Our consohdated financial statements are based on the selec-
tion-and application of critical accounting policies, many of
which require managément'to make estimates and assump-
tions. The followmg descnbes the areas in which Judgments are
made by our management in the application of our accountmg
palicies that sugnn‘lcantly affect our financial condition and

results of operations. ‘ N

Income Recognition ‘

Interest and fee income is recorded on an accrual basis to the
extent that such amounts are expected to be collected. For
arnor‘rizing term loans, -original issue discounts and loani fees
{net of direct costs of origination) are amortized into fee income
using a method that approximates the effective interest method

~over the contractual in‘e of the loan.’ For revolving lines of credit

and non-amortizing term loans, ongrnal issue discounts and loan
fees (net of direct costs of origination) are amartized into fee”

’ '_inc/ome using the straight-line metnod over the contractual life

of the loan. Fees due at maturity are recorded over the contrac-
tual life of the loan in accordance with our policy to the extent

" that such amounts are expected to be collected.




If & loan is 90 days or more past.due, or wé expect that the bor-
fower will not be abls to service its debt and other obligations,

"~ we will place the loan on non-accrual status. When a loan is
placed on non-:iccrual status, interest and fee receivable previ-
ously recognized as incorne but not yet paid is reversed and the -
recognition of interest and fee income on that-loan will stop until
factors indicating doubtful collection no longer exist and the loan
has been brouc ht current. We wrll make exceptlons to this pO|le
it the loan is well secured and- ll"l ‘the process of collectron :

. Loan orlglnatlon fees are deferred and amortlzed as adjust— o
" ments to the related loan's yield over. the contractual lite of the

" loan. In certain loan arrangements, we receive warrants or other.

equity interests from. the client as additional origination fees.
Tbe clients granting these interests typically are not publicly
traded companies. We record the equity interests received at
estimated fair alue as determined using various valuation mod-
.els‘Which’atternpt to estimate the underlying value of the asso-
ciated entity. These models are then applied'to our ownership
share factoring in any-discounts for transfer restrictions or other.
terms which iripact the value. Any resulting discount on the
loan from reco-dation of warrant and other equity instruments
are accreted-into income over the term of the loan. If our esti-
mates of value of the equity interests received are not accurate,
our income waild be overstated. . ' '

'Alfowance foi Loan Loss
Our allowance for loan losses reflects the aggregate amount
‘of our reserves we have recorded for the loans in our portfollo
Using a proprietary loan resérve matrix, we assign a reserve
factor to each loan in the portfolio. The reserve faCtor assigned
"dictates the percentage of the total outstanding loan balance
th‘at’we-reser\«e.\‘The actual determination of a'given loan's
reserve factor is a function of three elements: : )
¢« the type of loan, for example; whether the loan is under-
written bzrsed on the borrower's assets, real estate or
cash flow;
.. whether he laan is senior or subordmated and
¢ the internal credit rating assigned to the loan.

i
|
|
i
1

. : i
- For example, riskier types of loans, such.as cash ﬂO\lv loans,
are assigned higher-reserve factors than less risky loaps such as .

asset-based loans. Further, a subordinate loan would lgenerally.

have a higher reserve factor than a senior loan, and loans. with

lower internal credit ratings would be assigned reser\le factors

<

h|gher than those with hlgher internal credit ratings. |

We evaluate the internal credit ratings assngned 10. loans monthly

to reflect the current credit risk of the borrower ‘The ‘reserve

factors are primarily based on hlstoncal industry loss ‘StatISthS )
adjusted for our owncredlt expenence and economic condltlons._

We also establrsh specn‘lc allowances for loan Iosses for
impaired loans based on a comparison of the recorded Carryrng
value of the loan to either the present value of the loan s
expectted cash flow, the loan's.estimated market»pricé or the
estimated fair value of the und‘erlying collateral. We clwar'ge off
loans agalnst the allowance when realization from the‘sale of

the collateral or the enforcement of guarantees does not exceed

the outstandlng foan amount. As of December 31, 2003, we
maintained a specific allowance for loan losses of $2l 7 million.
As of December 31, 2002 and 2001, there were no specn‘ac
allowances for loan losses

Prior to the adoption of our current loan loss methodblogy in

‘December 2002, we.evaluated the adequacy of our lloan loss

allowance by consrderlng trends in past-due accounts hlstorlcal
charge off and recovery rates, credit risk indicators, economlc ‘

‘conditions, on-going credit evaluations, overall portfollo size,

average cllent balances excess collateral and underl/vntmg
policies, among other items. We performed an account by-
account review to identify loans to be spacifically pnovrded

for and'charged off. . i o !

R !
If-our-internal credit ratings, reserve factors, or~speclific
allowances for loan losses are not accurate, our assets
would be overstated. . . i
' |
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Valuation of Investments

With respect to investments in publlcly traded equity mterests
we use quoted market values to value investments. With
respect to investments in privately held equity interests, each

" investment is valued using industry valuation-benchmarks,

and then the value is assigned a discount reflecting the illiquid
nature of the investment, as well as our minority, nen-control
position. V\/hen an extemal avent such as a purchase transac-
tion, public offering or subsequent equity sale occurs, the pric-

" ing indicated by the external event will.be used to corroborate

our private equity valuation. SecLJri‘ties that are traded in the
overthe-counter market or on a stock exchange generally
will be valued at the prevailing bid price on the valuation date.
Because of the inherent Uncertainty of determining the fair

' va\ue of investments that do not have a readily ascertamabte
. market value, the fair value of our investments may differ S|gn|f—

icantly from the values that would have been used had a ready
market eXlSTed for the investments, and the differences could
be material.”

Term Debt Transactions

. Periodically, we transfer pools of. loans to spec'ial purpose enti-

ties for use in term debt transactions. These on balance sheet

. term debt transactions comprise a significant source of our

overall funding, with the face amount of the outstandihg loans
assumed by third parties totaling $1.1 b|ll|on and $514.6 million
as of December 31, 2003 and 2002, respectively. On Aprcl 1,
2001, we adopted the requirements of SFAS No. 140, which
apphes prospectrvely to all term debt transactlons oceurring
after June 30, 2001, Adoption of SFAS No. 140 did not have a

* material impact on our operations or financial position. T_ransfers

of loans have not met the requirements of SFAS No. 140 for

" sales treatment and are, therefore, treated as secured borrow-
ings, with the transferred loans remaining in investments and
the related liability recorded in borrowings. If our judgments as

to whether the term debt transactions met the requirements for
on balance sheet financing were not appropriate, the accounting
would be materially different with gains or losses recorded on

~ the transfer of loans.
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"New Accounting Pronouncements

Effective January 1, 2003, CapitalSource adopted Financial,
Accounting Standards Board {“FASB”) Interpretation No. 45,

-Guarantor's Accounting and Disclosure Requirements for

Guaranteés, Including Indirect Guarantees of Indebtedness
of Others ("FIN 45"). FIN 45 requires a guarantor to recognize
a liability at the'inception of the guarantee. for the fair value of

. the obligation undertaken in issuing the guarantee and include

more detailed disclosure with respect to guarantees. The types
of -contracts -we enter into that meet the scope of this inter-

pretation are standby letters-of credit issued on behalf of bor-

rowers. FIN 45 is effective for the guarantees issued or modified
after December 31, 2002. The adoption of this'accounting pro-

. nouncement did not have a material effect on our consolidated

financial statements.

Effective July 1, 2003, CapitalSource adopted FASR Interpretation
No. 46, Consolidation of Variable Interest Entities (“FIN 46",

FIN 46 requires a variable interest entity to be consolidated by’

a company if that company is subject to a majority of the risk

of loss from the-variable interest entity’s activities or en‘titled to
receive a majority of the entity’s residual returns or both. FIN 46-
also requires disclosures about variable interest entities that a
company is not required to consolidate but i which it has a
significant variable interest. The adoption of this accounting. pro-

. nouncement did not have a material effect on our consolidated,
financial statements.




- ICport Of Indadcpendacnt auditors

Shareholders
CapitalSource: Inc.

 We have audite(l the accompanying consohdatéd balance sheets
of CapitaiSource Inc. {successor to CapitalSource Holdings LLC,
" "CapitalSource”’ as of December 31, 2003 and 2002, and the”~
‘related consolidated statements of income, shareholders’ equity
and cash flows tor each of the three years in the period ended
December 31, 2003, These financial statements are the reSpbn-
sibility of Capita Source’s management. Our resp'o'nsibilit\'/ is
to express an opinion on these financial statements based on

our audits.

- We conducted ouf audits in accordance with auditing standards
.generally accerted in the United States. Those standards
-Tequire that we plan and perform the audit to obtain reasonable
“assurance abolt whether the financial statements are free of
material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by
management, as well as e\}'élqating the overall financial state-
~ - ment presentaiion. We believe that our audits provide.a rea-
sonable basis far our o'pinion. o

- In our opinion, "he financial statements referred to above present

fairly, in all material respects, the consolidated financial position
of CapitalSource !ncf at December 31, 2003 and 2002, and the
consolidated results of its oper'ati-ons. and its cash flows for each
of'the three vears in the period ended December 31, 2003, in
com‘ofmity with accounting principles generally accepted in the

United States. - ) . .
| é_mt_-f  [LP

McLean, Virgiria-

February 27, 2004, )

except for the third paragraph-of Note 20,
as to which ths date is ' :
March 5, 2004

i
1

!
CapitalSourc% Inc.
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December 31,

(% in thousands) , ' ‘ N o . 2003 12002
Assets ) . , . )
Cashand cash equivalents = . . ' o . $ 69,865 . $ 49,806
Restricted cash : B ‘ ‘ 79913 28,873
. Loans; o : ' - ‘ o » ' - e
~ Loans . o - ‘ : 2,416,907 . - 1,073,680
Less.deferred fees and discounts , ; S - (69,793)° (30,316)
Less allowance for loan losses - ' ’ o S - . (18025 (6,688)
Loans, net . : ; ' ‘ . 2,339,089 1,036,676
Investments L o - : 39,788 " 23670
Deferred financing fees, net ' ‘ ' : - 17,348 11,214
Property and equipment, net v 8,690 . 5,087
. Other assets - : ‘ ‘ : . B 12,498 5,279

Total assets , I = . . $2,567,091 - $1,160,605

Liabilities and shareholders’ eqdity »

Liabilities: . , , . . , ,
Repurchase obligations . - R . $ 8446 —
Credit facilities .~ o ST 737,998 . 240501
Termdebt -~ - ' S . 923208 | 428,585
.Accounts payable and other fiabiliies ¢ L 29466 15803
: Due diligence deposits - o - o S L - 841 .'2,034

Total liabilities ~ ~ . - N 1,699,959 - 686923

- Shareholders’ equi_ty:’ I ,

' Members’ equity.(101,000,000 units authorized; no-units-and -- )
99,289,800 units outstanding, respectively) ' o S 473,765

“Preferred stock (50,000,000 shares authorized; no shares outstanding) = =
Common stock ($0.01 par value, 500,000,000 shares authorized; '

118,780,773 and no shares outstanding, respectively) : a o © 1188 _ —
Additional paid-in capital ’ o e ' 777,766 —-
Retained earnings ) o 4 : _ 108182 - =

" Deférred compensation | : o - oo ke (21,065 S
- Accumulated other comprehensive income (loss) | ‘ o . 1,081 ¢ .83
- Total sharsholders’ equity N . 867,132 473,682

Total liabilities and.shareholders’ equity o : I ' $2,567,091 ' $1,160,605

- .See accompanying notes. -
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2001

Year Ended December 31,
|
|

($ in thausands) , ‘ o K 2003 2002
Net interest and fee income , ‘ e R
Interest - < - o $175,169 . $73,591 -1$21,915
Fee income ‘ : . : 50,596 17,512 | - 4,553
Total interest and fee income C ) B L 225,765 . 91,103 } 26,468
Interest expense _ : o 39956 13974 | 4,286
- Netinterest and fee income - - o : . - 4 "_18‘.5‘,809 77,129 1 22,182
Provision for loan losses - . - ' 11,337 16,688 | C—
Net interest an 1 fee income after provision for loan losses _ X 174,472 70441 ; 22,182
" Operating expenses. ) A _ ‘ ‘ .
- Compensation and benefits : I : 44480 22,724 10,744 -
Other admin'strative- expenses o ‘ L " 23,347 10,871 j 4,845
Total operating expenses S g - 67,807 33,595 ‘ 15,589
|
‘Other income (expense). e R S : ‘
Diligence desosits forfeited o S ‘ RIS YcrA R 1844 1 37
Gain (loss) 01 investments, net ‘ o o 18,067, 3,673 ‘ - {135)
Loss on derivatives o ’ , o - {760) (1,396) ! 37
Other incoms o : . .. 5,437. 715 ; =
" Total otherificome - - S - . 25815 - 4736 - |- 199
Net income bufore income taxes . - : FEEE 132480 - 41,882 | 6,792
Income taxes / B ‘ o : : 24712 ‘ - e
- Netincome - o $107,768 $41,682 . $ 6,792
Net incdmg |2er share i _ ‘ o l _
Basic A T o ' . $ 1.02 $ 043 . < $ 007~
Diluted L : ) L A $ 101 .. § 042 1§ 007
- Average shares outstanding . - - o : A
Basic® . ) . ' ST ' 105,281,806 ~ 97,701,088 . = 97,246,279
Diluted ™ . . . . 107,170,585 99,728,331 _99:,3361235

m Adj'usted to reflect the recapitalization that took place on August 30, 2002 as if it occurred on January 1, 2007, )

See accompanyiny notes. »
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) . Accumulated
" Additional Other Total

) Members’ Common Paid-in Retained Déferred ‘Comprehensive Shareholders’

(§ in thousands). . . Equity - " Stock Capital Earnings Compensation Income (Loss) Equity
Total shareholders’ equity as = , , ,

of December 31, 2000 ' $ 970 $ — § - $ - & — & — $96700
Net income 6,792 = - = — — 6,792

. Members’ equity contributions ' 111,906- — - — — — Teos .

Equity raising costs - (374) - — = — o — L (@7a) -
Amortization of o ’ o

compensatory options » 02— S — - — 102
Total shareholders’ equity as =~ ) . o

of December 31, 2001 ' 215,126 — e F — — o~ 215,126
Net income S 41582 - — = - = — 41582
Other éomprehensive loss: ’ \

Unrealized losses on , _

’a\(ailablleor-sale securities o ' — = — — — 83 (83)
Total comprehensive income o v ) . 41,499
Members' equity contributions : 230,154 T — — — — 230,154
Members' distributions (16,200) — — - - —  (15.200)
Equity raising costs ] (5) — — - ‘ . - (5)
Amortization of : i '

compensatory options ) - - 232 = — . ‘ — — - 232
Exerciseofoptions ~~~ 7 . T T TToqgygtT S T T Tt T T T gye
Total shareholders’ equity as , , ‘ , ‘ .

of December 31,2002~ . 473,765 — - - = (83) 473,682
Net income s : 56,981 — — 50,787 = - 107,768
Other comprehensive income: ’ Co C ' >

Unrealized gains, net of tax e — — _ — 1,144 - 1,144

Total comprehensive income ' ‘ IR . ’ - 108,912
Members' equity ¢ontributions 71,153 —_ - — — — 71,153
Members' distributions . {32,698) - — - - = (32,698)
Proceeds from issuance of ' : o L ' o
common stock - — 182 263556 . — - — 263,738
Equity raising costs : - = (2103 - - = — (21,036)
Reorganization from LLC . . o o ,

to “C" Corporation - - (570,367) 993 - 511,979 57395 = —. ‘ — T
Amortization of ) ' | ) : ) ‘ ) ' ] ‘

compensatory options - - 202 B — - 816 - — - - 1,018
Exercise of options . . 26 2 597 : — o o= 625
Deferred compensation on jssuance ' ’ » '

of restricted shares . 938 1 20603 — (21,552 — —
Amortization of deferred compensation - R — — ’_ o= 487 - — 487
Tax benefit on issuance of options ’ — = 1,251 — — . — 1.251 B
Total shareholders’ equity as of . , T i

December 31, 2003 $ — $1,188 $777,766  $108,182 ${21,065) $1,061  $867,132

See accompanying notes.
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\COHSOlldated‘ statements Oor casn rrows

Year Ended December 31,,

Income taxe:s paid

See accompan\}irg notes.

27,163

(8:in thousands) 2003 2002 12001
. ) :
Operating activities : L L )
Net income $ 107,768 $ 41,582 $i 6,792 -
Adjustments to reconcile net inconﬁe 1o net cash provided L J
by operating activities: ‘ ’ - |
Amortization of compensatory options : 1,018 . . 232 < 102
~ Amortization of deferred fees — (33,741) {11,518) ‘ (2,411)
Provision 1 loan losses _ 11,337 . 6,688 | =
Arﬁorfizaﬁon of deferred financing fees °9,990 2,259 . \‘ 886
Depreciation and- amortization - 1,411 963 . 472
Provision for deferred income taxes . (3,617) — I
Amortization of deferred stock compensatidn " 487 — : —
{Gain) loss on investments, net {18,067) (3,673) . 135
Loss on derivatives 760 1,396 .37
Increase ir other assets {3,602) (1,870) o (469)
Increase ir- accounts payable and other liabilities. 14,287 9,171 " 6,355
(Decrease, increasey in due diligence deposits (1,193} 1,654 | 253"
Cash provided by operating activities 86,838 46,884 - 12,152
_Investing activities |
Increase in restricted cash (61,040) (22,428) J (5.701)
Net increase in loans, * (1,280,769) . _ (647,083) J1(298,941)
Disposal of {ncrease in} investments -3,093 '(8,287) f (3,138)
Acguisition ¢f property and eguipment (4,914). . (3,9006) i (1,888).
Cash used ir investing activities {1,333,630) (681,704) 1(309,668)
. ) J
Financing activities . - “
Members' contributions, net 71,153 230,149 111,632
Distributions to members (32,698) (15,200) - ‘ —
" Proceeds frc m'issuance of common stock, net 242,702 R — ; —
- Proceeds frem exercise of options R ;. B25 511 b —
-+ Borrowings inder repurchase ob‘ligations,, net: 8,446 Co— —
Borrowings -an-credit facilities, net ‘ 497,497 33,434 1,1,9_8,8'16_
Borrowings >f term debt 803,816 495,378 1 —
Repayments of term debt (308,710) {69,763) —
Payment of deferred financing feés (15,980) {11,033} i {883)
Cash providizd by financing activities 1,266,851 ' 663,476 : 309,465
Increase in cash and cash equivalents 20,059 28,656 | 11,948
Cash and cash equivalents as of beginning of year ' 49,806 21,150 ‘ 9,201
. Cash and cash equivalents as of end of year $ 69,865 $ 49,8086 ‘B 21,150
Supplemental information , ‘J
Interest paid $ 39,887 $ 11,707 5 3636

l
'
|
|
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notes to consolidated financial statements

Note 1. Organization
CapitélSource Inc. (“CapitaISource ), a Delaware corporatron
is.a commercra! finance company that provides a broad array
* of financial products to-smalland medrum-srzed businesses.-
We prowde the following products:
. Senior Secured Asset-Based Loans—loans secured
. by accounts receivable, inventory, equipment, and/or -
" other assets;
Senior Secured Cash Flow Loans—loans secured by a first:
priority Iren on assets;
First Mortgage Loans——non-tradrtronal short term real
“estate loans; . . - - ‘
" Mezzanine Loans—Ioans with subordinated lien positions; and
Private Equity Co-Investments—opportunistic equity invest-
_ ments, typically in conjunction with Iending relationships
and on'the same terms as other equity investors.' ‘

As of December 31, 2003, we are the: parent company of the-
following wholly owned significant subsidiaries:

Entity Purpose

CapitalSource Finance LLC - -

Primary operating subsidiary that
conducts lending business of -
CapitalSource..
Holding company for
CapitalSource Finance LLC.
Single-purpose, bankruptcy-
réemote subsidiary established in
accordance with a warehouse .
© credit facility. S ‘

‘ Capit’a!SQurce Holdings LLC

CapitalSource Funding LLC

" Single-purpose, bankruptcy-
remote subsidiary established in
accordance with a warehouse
éredrt‘facility.

CS Funding Il Depositor LLC |

CapitalSource Commercial
Loan Trust 2003-1

Single-purpose, bankruptcy-
remote subsidiary established
for issuance of term debt.
Slngle purpose, bankruptcy-
,remote subsidiary establlshed
for i lssuance of term debt. .

CapitalSource Commercial
Loan Trust 2003-2 _

i

" On August 6 ‘2003, CapltaISource became the successor to
CapitalSource Holdings LLC {“CapitaiSource Holdings™) through
a'reorganization.‘ In the reorganiz_ation, a wholly owned sub-
“sidiary of CapitalSource merged with and into CapitalSource
Holdings, with CapitalSource Holdings continuing as a wholly
'owne‘d subsidiary of CapitalSource. As a result of the merger,
the existingholders of units of membership interest in '
CapitalSource Holdings. received, on a one-for-one basis,

" shares of CapitalSource common stock in exchange for their
units, and the shares of CapitalSource common stock owned
by C'api-téISource Holdings were canceled. ’

.40 CapitalSource Inc.

amount, a total of 18.13 million shares were sold by us and

-ing included 2.13 million'shares of common stock sold by us’

“The aggregate sale price for all of the shares we sold was

‘ of our repurchase’ agreements.

_dated results of operations with all significant intercompany
_balances and transactions ehmrnated in consolrdatron )

yof three months or Iess to be cash equrvalents

‘Loans-

~ internally-developed loan reserve matrix, management assigns a.

- of three elements: o CoL

On August 12, 2003, we completed the sale of 23.43 million
shares of common stock in our initial public offering. Of this

6.3 million shares were sold by selling shareholders.. The clos-

pursuant to the exercise of the underwriters’ over-allotment
option. The initial public offering price was $14.50 per share.

approximately $262.9 million, resulting in net proceeds to us,
after payment of unde'rwriting discounts, commissions, and
other-expenses of approximately $242.0 milliheh'. We did not
receive- any proceeds from- the shares sold by the seHing'share- .
holders. The net proceeds from the. initial public ‘offering were
used to repay |ndebtedness under our credit facilities and one’

Note 2. Summary of Slgmflcant Accountmg Pohcles
Principles of Consolidation

The accompanymg financial statements reﬂect our consolxdated
accounts, including all of our subsidiaries and the related consoli-

Cash and Cash Equrvalents
We consider all hlghly liguid investments W|th orrgrnal maturrtres,

Loans are recorded at cost, net of deferred fees and the
allowance for loan losses. The balance of loans includes
accrued. interest i

AIIowance for Loan Losses »
The allowance for loan losses is maintained at the amount esti-
mated to be sufficient to absorb probable losses, net of recov- ‘
eries, inherent‘_in the Io_arr portfolio as of period end. Using an

reserve factor to each loan in'the portfolio. The assigned reserve
factor dictates the peréentage of the totat outstanding loan bal-

ance-to-be-provided-for-as an-aliowance for foan fosses™THE
actual determination of a given loan’s reserve factor is a tunctron

¢  The type of loan, for example; whether the loan is under-

written based on the borrower's assets, real estate or
cash flow; :
Whether the loan is senior or subordinated; and

* Theinternal credit rating assrgned to the loan.

The mternal cred|t ratmgs assrgned to loans.are perrodlcally evalu-
ated-and adjusted to reflect the’ changes in the credit risk of the
borrower. The resefve factors are primarily based on historical



industry loss statistics adjusted for our own credrt expenence
and economfc cc ndmons )

We con5|der a lcan to be lmpaired when, based\ on current
information, it is probable that we will be unable to collect all
" ‘amounts due according to the contractual terms of the loan -

agreement, including principal and scheduled interest payments.

Specific allowantes for lcan losses are established for impaired

"loans based on & comparison of the recorded carrying value of .

_the loan to-eithe " the present value of the loan’s expected cash
flow, the loan's estimated market price or the estimated fair
value of the undarlying collateral. Loans are charged off against

_the allowance when realization from the sale of the collateral
or the enforcement of guarantees does not exceed the cut-
standing loan aryount. - ) .

_ Prior to the adoption of our current loan loss methodology

- adopted in December 2002, we used the following loan loss
methodology. Ir evaluating the adequacy of the a||owa‘nce, we
considered tren ﬁs in past-due accQunts, historical charge off
‘and recovery ra‘es, credit risk indicators, economic conditions,
ongoing credit evaluations, overall portfolic size, average client
balances excess collateral and underwriting pollc1es among
other items. We- performed an account-by -account review to '
identify loans tc be’ specn‘ncally prowded for and charged off.

Investments
We acquire fnvvstments in common stock, preferred stock,
warrants, and cptionsto buy such eguity interests (" equity
- interests”) botti through direct purchases and in connectlon
with |end1ng activities.

Purchased equity interests in non-public entities are accounted
for under the ejuity method if our ownership positicn is large .
enough to influence the operating and financial policies of

the entity. This is ge‘neraHy presumed to exist when we o'vvn
betvveen 20% and 50%-of an mcorporated investee, or when

we own greater than 5% ofa llmtted partnership or limited lia- -

bility company investee. If our ownersn[p position is too small
to provide such mﬂuence the cost method is used to account
for the equity nterest

Purchased equity interests in publicly traded entities are’

-accounted for 3s available-for-sale securities and recorded at

fair market valiie with changes in fair value reflected as other
‘comprehensivis income, net of tax in the consolidated state-
ments of sharcholders’ equity in accordance with Statement of
Financial Acco anting Standards {"SFAS”) No. 115, Accounz‘ing
for Certain Investments in Debt and Equity Secunt/es

- Equny interesis received in connection Wuth lending arrange-

ments are typically warrants and options to purchase shares of .

common stock or other equity interests from the client. These
equity interests are initially recorded at estimated fair value.
Such fair values are determined using various valuation/models ‘

- |
"that attempt to estimate our share of the underlying equity

value of the assocxated entity. These estimates may reﬂect dis-
counts for exercise restrictions or other terms that cou!d impact .
value. We perform quarterly reviews of all equity mterests to
identify, measure, and record-any subsequent changec to the |

- fair value. To determine the fair vaiue of equity |ntere5t we uti-

lize quoted market prices for public entities and valuat[on tools

-including financial statements, budgets and business #»lans as

well as qualitative factors for non-public entities. Unrealized
gains and losses as a.result of the changes in estimated fair
values of equity mterests are recorded in other i mcome in the
consolidated statements of income or other comprehensxve

income, as appfopriate. Realized gatns or losses resultmg from .

- the sale of equity interests are rncluded in other Incon‘te inthe

1

‘consolidated statements of income. !

As:of December 31, 2003 and 2002, there are no futdre per-
formance obligations for equity interests. Equity rnterests that _
are not fully exercisable upon the date of receapt become

1
\

exermsable upon the passage of time:

In certain lending arrangements we receive equtty mterests
without any payment of cash as part of the overall loa n transac-
tion. The carrying value of the related loan is adjusted to reflect

- an original issue discount equal to the value ascribed [to the
equity interest. Such original issue discount is. accreted to fee
.income over the estimated life of the foan in accordance vvtth

our pohcy T . : » ‘j.

. As a result of the various exercise, redemption, or other liquida-

‘e R . . . o
tion provisions commonly associated with these wartants and
options, they are generally considered derivatives unld;er the pro-

fvis‘ionsof'SFAS No. 133, Accounting for Derivative Instruments

and Hedging Activities, ["SFAS No. 133"), as amendéd and
interpreted. In accordance-with SFAS No. 133, equity inte’rests
quahfylng as derivatives are carried at fair value with related
valuation ad]ustments reflected as loss (gain) on denvatrves in
the consolidated statements of income. . ‘ } ‘

Our share of earmngs and Josses in equity mvestees;are
included in other mcome in the consolrdated statements

- of income. Prior to the sale of the lnvestmen‘t in MedCap
Prdperties LLC ("MedCap”} in October 2003, we indluded
income from our investment in MedCap in interest mcome

because we received a guaranteed’ distribution of 12% per
annum on this investment for the first five years, Any
amounts received in excess of the guaranteed 12% (return Y
were applied against the carrying value of the equity interest.
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" Investment Impairment

Our investments are either accounted for at fair value, using the
cost or using the equity method of accounting. A judgmental
aspect of accounting for investments involves determining
whether an other-than-temporary decline in value of the invest-

“ment has been sustained. If it has been deterr‘ni-ned' that arr

equity interest has sustained an other-thanitemporary decline-in
its value, the equity interest is written down to its fair value, by
a.charge to earnings, and a new cost basis for the investment

is established. Such evaluation is dependent on the specific facts
and circumstances. Factors that are considered by us in deter-

“mining whether an other-than-temporary decline in value has
occurred include: the market value of the security in relation to its

cost basis; the financial condition of the investee; and the intent

-and ability 10 retain the investment for a sufficient period of time

to'allow for recovery in the market value of the investment.

_In evaluating the factors above for available-for-sale securities,
. management presumes a decling in value t0 be other-than-
- temporary if the quoted market ptice of the security is 20%
" or more below the investment's cost basis for a period of six

months or more (the 20% criteria) or the quoted market price
of the security is 50% or more below the security's cost baSIS
at any quarter end (the 50% criteria). However, the presumptlom
of an other-than tempoerary decline in these instances may be
overcome, if there is persuasive evidence indicating that the -
decline is temporary in nature. Additionally, there may be
instances where impairment losses are recognized even if

-the 20% and 50% criteria are not satistfied.

For investments accounted for using the cost or equity method
of accountmg, management evaluates information such as -

budgets, business plans, and financial statements in addition to

quoted market price, if any, in determining whether an other-
than-temporary decline in value exists.: Factors indicative of an
other-than-temporary decline include recurring operatinrg losses
and credit défaults. This list is not inclusive, and management
weighs all quantitati've and qualitative faotors in determining .

- whether an other-than-temporary decline in value exists.

Deferred Flnancmg Fees

Deferred financing fees represent fees and other direct incre-
mental costs incurred in connection vvlth our borrowings. These
amounts are amortized into the consolidated statements of

" income as interest expense ratably over the contractual term

of the borroWing using the effective interest method.
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" Property and Equipment.

Property and eguipment are stated at cost and depremated

or amortized usmg the strarght line method over the following

estimated useful lives:

easehold imprevements Remaining lease term

Computer software and web

development costs ' ) 3 years
Equipment - o 5 years
Furniture ) o 7 years

In accordance with Statement of Position 98-1, Aocouming for
the Costs of Computer Software Developed or Obtained for
Internal Use, we capitalize internal computer software costs
incurred during the-application developmeot stage Such capital-
ized costs are included in computer software. Computer soft-
ware costs incurred prior to or subsequent to the application

development stage are charged to expense as incurred.

Ihterest and Fee Income Recognition

Interest income-is recorded on the accrual basis to the extent
that such amounts are expected to be collected. For amortiziog‘
term loans, original issue discounts and loan fees (net of direct
costs of origination), are amortized into fee income using a
method that approximates the effective interest method over

" the contractual Jife of the loan. For revolving lines of credit and

nonamomzmg term loans original issue discounts and loan fees
{net of direct costs of origination) are amortized into fee income
using the straight-line method over the contractual life of the

loan. Fees due at maturity are recorded over the contractual life
of the loan in‘_aocordance with our, policy to the extent-that such - -
amounts are expected to be collected. ’

In 2003, we acquired portfolios of loans. We accrete any discount
from purchased loans into fee income in accordance with our
policies unless the contractual interest and principal payments are
not expected to be collected. If the contractual interest and princi-
pal payments.are not expected to be collected, a portion of the
discount will not be accreted (non-accretable difference). As of
December 31, 2003, we have $3. 4 million of discounts from pur-
chased loans ($4.9 million of which is accretable) reflected in
deferred fees‘and discounts in our consolidated balance sheet.
We accreted $6.4 million into fee income from purchased loan

~discounts during the year ended December 31, 2003.

" If a loan is 90 days or more past due, or the borrower is not

expected 1o be able 10 service its debt and other obligations,
the loan will be placed on non-accrual status. When a-loan is
placed on non-accrual status, interest receivable previously-rec-
ognized as income is reversed and the recogmtlon of interest
income on that loan will stop until factors indicating doubtful




a coHectron no Ionge r exist and the loan has been brought cur-

. rent We will make: exceptions 10 this’ polrcy if the loan is well
securéd and-in the process of collection Payments received
“on non-accrual loans are applied to principal.. On the date the :
borrower pays in full al\ overdue amounts, the borrowers Ioan

B will emerge from non-accrual status and all overdue charges
t(rncluding those from prror years) are recognized as rnterest '
. rncome in the cur ent penod

. Derrvatrves ’ .. ) . i
SFAS'No} 133 req Jires companies 1o recognize all of their-.dveriva-f
lives as either assiets or liabilities at fair value-in the balance .

- sheet. The accouriting for changes in the fair value {i.e;, gains or’
losses).of a derivé tive instrument depends on whether it has
been designated and qualifies as part of a hedging relationship
'and further on thi: type of hedging relatronshrp For those deriva-
“tives that are des gnated and qualify as hedging instruments, a

'_ company must dnsrgnate the; hedging instrument, based upon
the exposure being-hedged, . as either a fair vaiue hedge, cdsh

flow hadge or a Fedge of a net investment in & foreign ope‘ration.“

For derivatives trat are designated and gualify as a fair value )
hedge {i.e., hedging the exposure to changes in the fair value of

' _an asset or liabllity or an identified portion thereof that is attribut~ ‘

able to a particul‘zrr risk), the gain or loss-on the derivative instru-
ment as well as ‘:he/offsetting loss or gain on the hedged item
attributable to thi hedged risk are recognized in-current earnings
~during the perioc of the change in fair values. For derivatives that
are designated as and gualify as cash flow hedges {i.e., hedging

" ot a forecasted t-ansaction or of the variability of cash flows to be -

received or paid related 1o a récognized asset or liability), the gain
or. loss on the derivative instrument is recorded in’ either current

period earnings o in other comprehensive income. depending
on the’ effectrveness of the hedging relatronshrp

For derrvatives designated as a hedge; initiai assessments are
made as to whether the hedging relationship is expected to be

. highly effective and periodic eftecti.veness tests are performied.
The fair value and cash flow hedges entered into during the .

years ended De: cember 31, 2003 and 2002 were highly effec- a

_tive and continue to, be highly effectrve as of those dates.
Ineffectiveness was not srgnlficant Net cash payments for
derrvatrves des-gnated as a hedge were included in rnterest :
expense in the consolidated statements of income,

For derivatives not designated or qualifying as hedging instru-
ments, the, reicrted gain or loss (rncludrng both the changés.in
fair value as w=H as the impact of any cash’ paymerits made or
recerved) is rec ognrzed in current earnrngs each period and is
included in otter income (expense) in the consofrdated state-

ments of incoine,

" Income Taxes : o

As drscussed inNote 1, on August 6, 2003 CapitalSource

. became the successor to CapitalSource Holdings throug a

reorganization. CapitaISource Holdings was a Delaware Iirnrted
liability company. During the period that we were organrzed as
a'limited Iiabihty company, all income taxes wete the responsr-

_bility of our individual members; therefors, our historical con-

. solidated statements of i mncorne de not include -any provrsron

for income ‘taxes for all periods prior to August 6, 2003

i
Since'ourreorganizatron into-a COI’DOI’atIOﬂ fori |ncom,ie tax

purposes, we are responsible for pay,ing federal, state and

 local income taxes. Deferred tax liabilities and assets have
. been reflected in the consolrdated balance shests. Deferred tax

s

liabilities and assets are determined. based on the drfferences

between the book value and tax basis of particular assets and
liabilities; using tax rates scheduled to be in effect for tne vears
in which the differences are expected tor reverse

Stock-Based Compensation "

We account for our stook-based,compensation plan und

the recog‘nition and measurement principles of Accounrtlng
Principles Board ({APB"} Opinion No. 25, Accounting for Stock
lss'ued to Empfoyees ('7APB 25, and related rnterpret tions. In
accordance with APB 25, compensatron costis recognized for
our options and restricted stock granted to employeestwhere
the exercise price is less than the market price of the underly—
ing‘common stock on the date of grant. Such expense is recog-

, nized on a ratable basis over the related vesting perrod of the

{$ in thausands, except per share data) 2003 2002 ; 2001
. Net income as reported $107,768_' '$41,682 J $6,792
Add back: Stock-based com- SR ‘
‘pensation expense from- -
options included in reported - Voo
" net income, net of tax 759 224 102 -
Deduct: Total stock—based J
compensation expense L
determined under fair value- ) ) ‘( .
based method for all option ’ ’ i :
awards, net of tax (1,431} (581} (270}
Pro forma net income $107,096  $41,225  $6,624
Net income per share ' . r‘
Basic—as reported $ 1.02-.% 0.431 $ 007
Basic—pro forma - $ 1.02 0 % 042 $007
Diluted—as reported $ 101 . $ 042 $ 007
Diluted—pro forma $ 1.00 $ 041 $ 0.07
N ) " o
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award The following table illustrates the effect on net’ income
and net income per share as if we had applied the farri value

~ recognition provisions of SFAS No, 123, Accounting for Stock—A

Based Compensation, to stock-based compensation: |

- .. Year Ended December 31, .




The fair value of each option grant is estimated on the date of
the grant using the Black-Scholes option- p(’lClﬂg model with the
followmg weighted-average assumptions: i

Year Ended December 31,

2008 2002 2001
Dividend vield _ - - C—
Expected volatility -  30% 30% - 30%
Risk-free interestrate 35% 4.3% 5.0%

Expected life S B years B years 6 years -

The pro forma net effect of the toal stock-based compensation
expense determined under fair value-based method for all
awards may not be repr;esentativelof future disclosures
because the estimated fair value of options is amortized to
expense over the vestfng period, and additiona! options may
be gfanted in future vears.

Bonuses
Bonuses are accrued ratably over the annual performance period in

~ accordance with APB Opinion-No. 28, Interim Financial Reporting.

Marketing

- Marketing costs, including'adi/ertising, are expensed as incurred.

‘Use of Estimates

- The preparation of the cansolidated financial statements in

conformity with accounting principles generally accepted in the
United States requires management to make estimates that 4
affect the amounts reported in the consolidated financial state- -
ments and accompanying notes. Significant estimates include
the valuation of investments and the allowance for loan josses.”
Actual results could differ from those estimates.

Segment Reporting

‘ SFAS No. 13'1, Disclosures about Segmenrs of an Enterprise
and Related Information, requires that-a public business enter- .

prise report financial and descriptive’ information about its

reportable operating segmehts including a measure of segment

profit or loss certam specific revenue and expense items, and
segment assets
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We operate as a single business segment and, therefore, this
statement is not applicable. Because our clients require cus-

tomized and sophisticated debt ﬁnancing, we have created three
~ lending groups to develop the industry experience required to

structure loans that reflect the particular crédit and security char-
acteristics required by different types of clients. However, we
manage our lending business as a whole rather than by lending
group: We do not allocate résources to specific lending groups
based on their individual or relative performance. * .

‘New Accounting Pronouncemeénts

Efféctive January 1, 2003, we adopted Fi}iancial Acceunting'
Standards Board (“FASB”) Intarpretation No. 45, Guarantor's

. Accounting and Disclosure Requirements for Guarantess,

Including Indirect Gua‘ranteeé of Indebtedness of Others
(“FIN 45"). FIN 45 requires a guarantor to recognize a liability

. at the inception of the guarantese for the fair value of the obli-

gation undertaken in \ssumg the guaramee and include more
detailed duscfosure with respect to guarantees. The types of
contracts we enter into that meet the scope of this interpreta-
tion are standby letters of credit issued on’behalf of borrowers.
FIN 45 is effective for the guarantees issued or modified after
December 31, 2002. The adoption of this accounting pro-
nouncement did not have a material effect on our consolidated
fmancaa! statements.

Effective July 1, 2003 we adopted FASB Interpretation No. 48,
Consolidation of Variable Interest Entities (“FIN 46"). FIN-46

reduires a variable interest entity to be consolidated by a com-
pany if that company is subject to a majority of the risk of loss

. from the variable interest entity's activities or entitied to receive
a majority of the entity's residual returns or both. FIN 46 also

requires disclosures about variable interest entities that a
company is not required to consolidate but in which it has a” -

- significant variable interest. The adoption of this-accounting

pronouncement did not have a material-effect on our consofi-
dated financial statements.

Reclassifications

‘Certain amounts in prior year's consolidated financial state-
- ments have been reclassified to conform to the current

year presentation.




Note 3. Restricted Cash .
Restr‘ictéd cast as of December 31, 2003 and 2002 ‘was
as follows: ‘

December 31,

_ {8 in thousands) 2003 2002

Interest collectic: ns on loans pledged

to credit faciliti 38 (see Note 8) $14,843 $ 4,200 -
Collaterai for leters of credit issued ’

for the benefit of a client 1,544 6,622
Principal and intarest collections on

‘loans held by t'usts (see Note 8) 61,280 14,537.
Client holdbacks and escrows 2,248 3514

' $79,013 - $28,873

Total

For the interes: collections re!éted to the credit facilities and.
term d‘ebtreach month after deducting interest rate swap pay-
ments, interest payable, and servicing fees, the remaining
restricted cash is returned to us and becomes unrestricted -
at' that time.

Note 4. Allowance for Loan Losses - -
'Ac‘uvm/ in the allowance for loan Iosses for the years ended
December 31, 2003, 2002 and 2001 was as follows: i

Year Ended December 31,

{8 in thousands) 2003 2002 2001
Balance as of buginning of year  $ 6,688 $ — $—
Provision for lozn losses 11,337 6,688 —
Charge-offs - — — —
$ _— .

" Balance as of-end of year $18,025 $6,688

As of December 31, 2003, impaired loans totaled $10.4 million.
Specific reservss for the impaired loans were $2.7 million as
defined by SFAS No. 114, Accouhting by ‘Creditors for Impairment
of a Loan. As.cf December 31,2002, there were no impaired
loans. Additionally,-as of December 31“, 2003 -and 2002, loans
“with an aggrecate principal balance of $8.8 million and $0,
respectively, ware on non-accrual status. If the non-accrual loans ‘
had performed in accordance with théir original’terms, interest
income would 1ave been increased by $0.2 million for the year

: 'e-nded December 31, 2003. The average balance of impaired

foans during the: year ended Decem_ber 31 2003 was $12.0 million.

-the acqwsmon

1

" The amount of cash basis interest income that was re#ognized
. on impaired loans during the year ended December 31| 2003 was

not significant. . » .
|

For fhe year ended December 31, 2003, four loans vx‘/ith a
carrying va!ue of $36.3 million as of December 31, 2d03 were

- classified as troubled debt restructurings as defined by SFAS

No. 15, Accounting for Debtors and Creditors for ﬁouﬁa/ed Debt

Restructurings. The specific reserve for loans classifiéd as a
troubled debt restructuring was $0.5 million as of Dec‘ember 31,
2003. For the year ended December 31, 2002 there were no -
loans cfassmed as troubled debt restructurmgs

1

L

Note 5, Acqmsmon of. Assets oo

On March 3, 2003, we purchased assets from another financial

institution for a purchase price of approxmately $174;]8 million.
The assets acquired included 55 loans with an aggreg%ate orincipal
balance of approximately $188.5 miliion: The loans comprised a
weill-seasoned portfolio and had a weighted average riemai'm'ng
life of app(oximétely 14 months at acquisition. Additichally, we
purchased furniture and equipment from the seller, assumed the
seller’s office lease of 3,792 square feet located in a suburb of
Dallas, and added nine former employees of the sellenrwho were

- responsible for managing the acquired asse{s, including five audi--

tors, three loan officers and a‘development offiger. The office
lease has been renegotiated and extended through June 28,
2008 at a monthly rental expense of approximately $7,500.

We considered the provisions of SFAS No. 141, Bus/ness
Combinations, and EITF Issue No. 98-3, Detefrh/n/ng Whether - -
a an-r'none‘téry"fransécr/on Involves Receipt of Productive
Assets or of a Business, to determine if the assets acquired
constituted a business. Since all but a de minimis-amount of
the_fairkvalqe of the transferred set of activities and gssets is
represented by a‘single tangible asset, the loan portfolio, the

«concentration of value in the single asset is an indicator. that

an asset rather than a business was purchased. Therefore,
the acquisition of loans has been accounted for in ac;pordancye '
with SFAS No. 91, Accounting for Nonrefundable Fees and
Costs Associated with Or/ginaﬁng or Acquiring Loansand Initial-

D/rect Costs of Leases by expensmg the costs assogiated with
. o .

1

\

i
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Note 6. Investments

Investments as of December'31,‘2003_and‘ 200'2 were as follows:

»Decembér 31,2003 - k

December 317,‘2002

- Printing Solutions Holdings LLC. o
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250,000 common units

1.5%

~ 250,000 common units:

. -+ Carrying Percentage B © . Carrying Percentage.

(% in thousands) Investment - - Value Ownership Investment Value Ownership

Investments accounted for ‘

under the equity method: ‘ o
) Medcap Properties, LLC . $ — — 8,000 class’A units $7,562 7.5%

Medcap Holding IX LLC - 8,000 class A units 1,016 12.9% » : - =

Tremont Realty Capital LLC preferred shares 665 25.0% preferred shares 517 25.0%
4Tovta1 investments accounted for ' h ‘ '

‘under the equity method- ’ 1,680 8,079

Investments carried at cost: . » T \ . '

Acorn Products, Inc. 8,333 common stock 619 - 47% — —

- AIG Healthcare Partners limited partnership 349 “1.9% — —
S o interests -

APS.Healthcare, Inc., 671,877 series Ml 500 1% — —

) : o ' preferred stock - - o R . - - S

Arsenal Capital Partners - limited partnership 1,890 .. .1.3%: limited partnership 1,890 4.8%

i Qualified-Purchasers Fund-- ~ -interests - T T T e :‘“,i’h‘t‘e‘iés?t‘s"',‘"“‘“ o T
« - AE Europe Group, LLC ‘500,000 class A 500 16% — —
T T LT comman Ui’_TitS” . R . [ -
Bennington Marine LLC 437,433 common 473 . 1.3% — —
o . . " and preferred stock . - o
Cibernet Corperation 1,112,520 common 1,113 5.5% — —
) and preferred stock )

Daticon Holding Corporation 225,000 common stock ' 991 2,9%’ — —
-Daticon Holding Corporation 990 prefeired stock 9 . 27% — —

First Texas Acquisition Corp. . 23,684 common stock 24 24% — —

" First Texas Acquisition Corp.. 213 preferred stock 213 0.02% — —

Galen Partners Fund " limited partnership
o . -interests 380 2.1% — —

Global Compliance Services, Inc. membership interest 100 - . 1.4% — —

Group3640, Inc. 1,000.commen stock 1,000. 4.2%: , — —

HealthSTAR Communications, Inc. 429,103 class 1 series 562 - 1.2% 429,103 class 1 series 473. 1.2%

. - ) . A preferred stock L . . A preferred stock | ° A -

Interdynamics Holdings, Inc. 21,600 common stoé‘k 2,000 10.68% - 20,000 common stock 2,000 - 10.6%

: S and senior preferred andsenior preferred _- ’ :
stock * _ ‘ ‘stock - .

Kid's Line, LLC 2,780 class E 28 28% 2,780 class E 28 2.9%
o ) ¢ommon units common units: -

'Kinderhook Capital Fund, LLP - limited partnership’ 338 . 1.9% Lo — -

B : . interests ’ . ’ e . : ‘ o

Lakeland Holdings, LLC 500,000 class C and 500 . 0.7%" 500,000 class C and 500 "0.7%

. ’ L D preferredand - ‘ . D preferred-and. o )
o ‘common units ’ -, common units ‘

Lakeland Holdings, LLC 1,541 common units’ 273 . ©13% 1,541 common units 273 1.3%
‘Marshall Retail Group 578 common units - 398 ' .20% ‘ ' - -

- The Mitchell Gold Co, 4.55 common units - 750 4.3%- —_ . =

MTS Investors “lirnited partnership - B60 2.5% — —

S ) interests -

National Leisure Group; Inc. 486 preferred stock ‘W,OOQ © 06% . —_ —
.Option One Holdings Corp. 500,000 preferred 500 5.5% — —
o . " stock . o

Overton's Acquisition LLC 370,853 class A - 371 33% = —

' : ‘ common units
Printing Solutions Holdings LLC 682 junior preferred units 5 1.4% '692 junior preferred units T 1.4% -
'250. 250.




% . December 31, 2003 December §1, 2002

- Overton's Acquisition LLC

129,117 Class A
common units

CapitalSourceja Inc.

-

. Carrying ~ Percentage o o " Carrying H’ercent'age '
{8 in thousands) " Investment . Value Ownership - Investment Valus . Dwnership
Sterling Capital " limited partnership interest $ 406 0.6% . &8 - 1 -
Town Sports International; Inc. 23,000 series A-1'and 2,@318 1.5% 23,000 series A-1 and 2518 ' 1.7%
S ) - A-2 comman stock A-2 common stock ‘ o
Internationat Surf.ice 400,000 series B . 1,000 2.7% o B -
‘Preparation Corpioration - . preferred stock ) ‘ |
A o T - i
US Maintenance 9,989 preferred stock 997 2.7% - —
" US Maintenance 3,075 class B common stock 3" 3.1% — ; -
" Winston Equity Partnars |l limited partnership interests " 230 3.0% — =
-~ WKTM-Florida, LI.C non-voting equity interest ) — 20.0% N T
" Total investmients carried at-cost ‘ 20,850 oo 7,937 f
Investments carried at fair value: . ' ‘
Investment available for sale: , ‘ o
Acorn Products, ne. — — 233,354 common stock 586 - r‘ 5.0%
' Encdre, Medical Corporation” 1,283,879 common stock " 10,477 T 3.1% ' — .
- Warrants: - ‘ S o o S . p %
" APS Healthcare, Inc. - warrants to purchase: 4127 4 1.4%. ‘warrants to purchase " 134 | 3.0%
. ’ 858,409 common stock ’ ] : 859,409 common stock b
Aspen Educatioral Group, Inc.’ warrants to purchase 222 1.3% warrants to purchase 100 r 1.3%"
’ : T 506,176 common stock : 506,176 common stock .
Blades Board ani Skate, LLC warrants to purchase 7.0% — 7.0% warrants to purchase 7.0% — ' 7.0%
. : of the outstanding class it | - - of the outstanding class fl ]
. : membership interests R membership interests S
CIG Infernationa , LLC - 1 warrant to purchase 77 50% 1 warrant to purchase -1 J 5.0%
S member interests ‘ © member interests oo ]
- Cobr, Inc.. warrants to purchase 256 . 1.0% warrants to purchase 300 “ 1.0%
] 10 common stock: > 10 common stock I .
Encore Medical Corporation * ' ' ' — — warrants to purchase 3473 |  83%
v - : : 1,648,960 member o
. : . interests . ‘ .
. . . o . . | 9
-Enduracare Thetapy - warrants to purchase 16 - 0.8% - warrants. o purchase 95 1 - 0.8%
Management, nc. 75,000 class A i - 75,000 class A !
. ‘ common stock common stock ) ‘ :
Fetco\Holding Corperation - warrants to purchase — . B.0% . .warrants to purchase i — | 5.0%
ER N 72,186 common stock .. .. S s . 72,185 common stock o }
Group380, Inc: " warrants to purchase 279 5.1% — —
) : . 1,301 common stock ) ‘ : ! o
HealthSTAR Communications, Inc.  warrants to purchase- 270 . 1.4% ‘warrants to purchase 383 [ - 1.4%
. . 312,824 common stock o ' 312,924 common stock _ (\ -
|ntefdynémics Holdings, Inc. warrants to purchase- 433 -15% - warrants to purchase 954 | 1.5%,
o R 2,905 commion stock . "’ 3,375 common stock 1 ..
International Le ywear Group, Inc. warrants to purchase 50% = 396 5.0% e - —
. : : B of the outstanding common ' s : 3;
.. and preferred stock’ . . -
Kid's Line, LLC warrants to purchase 2,220 826 2.2% warrants to purchase 2,220. 646 | . 3.0%
T common stock : : -common stock ' .
’ National Waste Services, Inc. warrants to.purchase 207 . ‘ _ 4.0% . warrants to purchase 172 ‘w 4.0%
warrants 1o purchase classes . 129,430 classes A, B, C, : 129,430 classes A, B, C, i o
A, B, C, D, ani E of preferred D and E of preferred and D and E of preferred and i
stock and common stock . common stock - common stock f
. - N A . . h | i
Opticare Healtt.. Systems, Inc.- warrants to purchase 163 2.2% warrants to purchase . 75 22%
. o : 250,000 common stock 7 ’ 250,000 common stock ;‘ .
Option One Heldings Corp. warrants to purchase 14 9.3% - o — l\ —
: . 96,916 commori stock v : L
" ‘'warrants to pu‘rchaée - 84 1:2% . . — —
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December 31, 2003

December 31, 2002

. Carrying Percentage Carrying Percentage

{8 in thousands) Investment ' Value Ownership Investment ] Value Qwnership -

PCM3, Inc. warrants to purchase $ 6803 © 7.0% warrants to purchase 3 — 7.0%

: . 24,113,255 common : 24,113,255 common )

stock . stock o

Psychiatric Solutions, Inc. warrants to purchase ~ -~ 243 0:2% - warrants to-purchase - ' 47 0.3%
20,766 common stock ‘ ) 20,766 common stock - '

Team Products International, nc. warrants to purchase 1,621 5.5% — —

’ 5.5% of the outstanding :

common stock ) :

V.S.M. Holdings, LLC warrants-to purchase - 665 0.7% warrants to purchase 351 ©0.7%

: 46,667 common units . 48,667 common units :
Total investments carried ‘ '
at fair value . 17,258 7.367
Other . — 287
Total $39,788 $23,670

Each warrant is convertible into one'eqeity share or unit. Certain
investments are subject to clawback er put/call right provisions.
The investment and carrying value information is net of any
restrictions related to the warrant or underlying sharés/units.

In October 2003, we sold an equr’ty’rr’nv‘estment in MedCap for -

cash consideration of $16.1 million, generating an estimated
" pretax gain of $12.6 miilion. Pursuant-to the. terms of the sale,

approximafely $2.1 million of additional proceeds is currently being

held on our behalf in‘an indemnity escrow until March 31, 2005 to
- cover certain.defined petential'future liabilities. The receipt of any
or all of these proceeds is contingent upon future events which
are beyond our control. Additionally, a special—purpose limited .
liability company, Medcap Holdlng IX CLC, was created in this
transaction, and we fetain an equity |nterest in that entity which
had a carrying value of $1.0 million as of December 31, 2003.

As of December 31, 2003, we are committed to contribute
$12.3 miliion of additional interests in seven private eqdity :
funds. Subject to meeting certain performance targets, we are
committed to co}ntribute\cabr’tal up to §0.3 mitlion in 2004 to
Tremont Realty Capital LLC. L

Note 7. Property and Equipment
Property and equipment as of December 31 2003 and 2002
were as foHows

. . . Decembper 31,
(% in thousands) . . 2003 © 2002

Equipment $ 3,290 $2.049
Computer software and web .
development costs 1,753 1,172
Furniture 2,564 1,266
Leasehold improvements 3,554 1,877
Accumulated depreciation ' '
and amortization (2,571) {1.277)
$5,087

Total ’ $8,590 .
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Note 8. Borrowings

_Credit Facilities

in October 2000, we entered into a $150.0-million loan certifi-
cate and servicing agreement with Wachovia Securities LLC

{“Wachovia Securities”), formerly known as First Union

Securities, Inc., as administrative agent, and Variable Funding
Capital Corporation. In October 2001, the credit facility was

- amended to increase the facility amount to $250.0 million and-

extend.thé termination date to Octaber 1, 2004. In April 2002,

‘the credit facility was amended to increase the facility amount

to $425 0 million, extend'the termination date to April-24, 2005, |
and add another lender. In November 2002, the credit faciiity
was amended to increese the facility amount to $475.0 million
and to add another lender. in April 2003, the credit facility was
amended to increase the facility amount to $700.0 million and
to-add ancther lender. As of Deeember 31, 2003, loans with
principa'\ balances outstanding of $617.9 million and Series

R 2002-1 Class C and D nates (see Term Debt below) totaling

$20.6 million and $27.5 million, respectively, were p!edged as .
collateral for the credit facrlrty As’'of December 31, 2002, loans
with principal balances outstandrng of $536.0 mrllron and Series

-2002-1 Class C and D notes (see Term Debt below) totaling

$20.6 million and $27.5 million, respectively, were pledged as

. r:ollateral, for.the credit facility. As of December 31, 2003, the

outstanding balance under this credit facility was $431.0 million. -

in connection with the credit facility, we formed a wholly owned
subsidiary, CapitalSource Funding LLC, a single-purpose bank-
ruptcy‘remote entity, to purchase qualifying loans from us,
which are subsequently pledged under-the credit facility. The
amount outstandrng under the credit facility. may not exceed

70% of the princigal amount of the pledged loans. Interest on
the credit facility. accrues at the commercial paper'rate, as -
defined by each lender, plus 1.15%, which was 2.27% as of
December 31, 2003.




In February 2008, we established a $135.0 rnHIion commercial
' _paper-conduit fazility with:Wachovia, eonourrentiy with the’ pur-'
chase of a portfolio of assets from anther financial institution.
_Funding under this facility is obtained through a single-purpbse;

_ bankruptey-remote subsidiary, CapitalSource Acquisition Funding,

- LLC. This facility does not permit us to pledge additional collat-
*eral without the lender’s consent, but we may continue to
draw, repay and redraw funds thereunder. Specific commercial
toans are pledged as collateral for this facility. During 2003, we
reduced the maximum facility amount of the commercial paper
conduit facihry 13 $115.0 million. Interest on borrowings under
the facility is chiarged at the commercial paper rate, plus 1.50%.
As of December 31, 2003 we had no outstandrng balance under
this facility. : ‘

In September 203, we entered into a $400.0 million credit facil-
ity.with an affitisite of Citigroup Global Markets Ihc: ("Citigroup”}
to finance _our_loans.—anding under this facility is obtained
through a single-purpose, bankrdptcy-remote subsidiary, CS -
Funding Il Depcsitor LLC. The credit facility permits ~'us'to‘ obtain
financing of up to 756% of the outstanding principal balance '
of commercial loans we originate:and transfer to this facility,
depending upon their current foan rating and priorify of payment
wrthm the partisular borrower’s capital structure and subject to
certain concentration limits. As of December 31, 2003, loans
. with principal balances outstanding of $486.2 million were

- pledged as collateral for the credit facility. During the time a

- commercial loan is subject)’to the credit facility, we will pay
Citigroup a percentage equal to LIBOR plus 1.00% applied te
the amount advanced to-us on the commercial loan, which was’
2.12% at December 31, 2003. The credit facility has an initial
term of 364 days and is renewable by mutual agreemen‘r with
Citigroup. As of December 31, 2003, the outstanding balance
under this crecit facility was $307.0 million.

_Repurchase A greements .
., We have sold iull and partial loans and’interests in the Class D

notes of Trust 2002-2 and Trust 2003-1 under repurchase agree-’

ments. Repurchase agreements are short-term financings, in

which we se}l loans to a third party and we have an obligation -
to repurchase the loans on a future date. During the time that
" the third party holds all or a gortion of the loan, it is‘entitled\;{o

any interest p«id by the borrower on the portion of the loan held

by the third perty. Interest i is paid to the counterparty based on
_ thé amount of the loans sold. These repurchase agreements

. provide that the purchaser may mark the loans down to fair
market value, as determined by the purchaser, at any time and |

" chase agreement.

. { -
. . ]
i “
|
i

require us to satisfy a margin call or repurchase the loan. Assets:

sold under repurchase agreements are included on the consoh-

dated balance sheets as loans

< . . 1 .
In January 2003, we entered into a repurchase agreenﬁent»with

Nemura Credit & Capital Inc. {"Nomura™). The stated borrowing
rate for the repurchase agreement is-LIBOR plus.3:00%. We

. raised $9.0 million of proceeds by selling our interest in one

loan totaling $9 0 million to Nomura. As of December 31 2003,
the outstandmg balance of this repurchase agreemem was
$8.4 million." In January 2004, we repurchased the roan under
the Nomura repurchase agreement. As a result, we repard all

amounts.outstanding under this repurchase agreement

. : 1
In March 2003, we entered into a repurchase egree_rr“nent

with Wachovia. The stated borrowing rate for the regurchase
agreement with Wachovia is LIBOR plus 2.50%. Weiraised
$117.5 Imillion of proceeds by selling interest in seven!separate

. loans and our interest in the Class D notes of Trust 20;02-2 and

Trust 2003-1 {each as defined under the section Terrp Debt). -
As of Dscember 31, 2003, we had repurchased the éeven’ ’
separate. loans and the Class D notes sub ect to this: repur-

1
|
|

|

n Augdst 2003, we eniered into a $300 rillion master‘ repur-

chase agreement with an affiliate of Credit Suisse Firs’r Boston

LLC ("CSFB") to finance healthcare mortgage loans. Thrs repur-

chase agreement will-allow us to sell mortgage toans that we.
orrglnate 10 CSFB for & purchase price equal 10 70% of the out-

‘ ystanding principal balance of those mortgage loans, and we will

have the obligation to repurchase the loans no later than 18
o . |
months afterthe sale. Our obligation to repurchase loans may
1
be accelerated if an event of default under one or more of our

purchased mortgage loans occurs.and under certain o#her condi-
" tions, such as a breach of our representations of warranties under -

the repurchase agreemen't,-D'uring the time a mortgabe loan is
owned by CSFB, we will pay CSFB an annual rate of lTrIBOR plus

- 1.25% the amount advanced to-us on the mortgage lfoan. The

repurchase agreement is scheduled to terminate on July 31,

2008, and at that time we will be required to repurchase any

mortgage loans not previously repurchased. In additidm at any
time prior to expiration of the repurchase agreement‘ CSFB may
give notice of lts rntentlon to terminate the repurchaQe agree-

‘ment and require us to repurchase afl outstandrng mqrtgage loans

on the date which is 364.days from such notice of términation
As of December 31, 2003, no amount was Outstandlpg under

_this repurchase agreement.
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" Term Debt . )
. The following table summarizes our four term debt transactlons in the form of asset securltlzatrons completed through
: December 31, 2003: : : .

‘Notes™ ‘ Outstanding Balance - )
,' _ Originally as of December 31, ] : t e - ) Expected
{8 in thousands) - . Issued . . 2003 - - 2002 Interest Rate ™ Maturity Date -
'2002-1 ‘ v ‘ . ‘ _ , S S
Class A $ 172,050 $ 37,922 $131,548 LIBOR +.0.50% November 20,.2004
ClassB 55,056 55,056 55,056 . LIBOR + 1.50% March 20, 2005
Class C 20,646 — — - N/A NA®
" Class D 27,528 — — N/A Nae
275,280 92,978 186,604. ‘
.2002-2 _ , - : i
Class A 187,156 " 47,257 160,609 . LIBOR +055% May 20, 2005
Class B 48,823 48,823 48,823 LIBOR + 1.25% - August 20, 2005
Class C 32,549 . 32,549 32,549 . LIBOR +2.10% ~ January 20, 2006
Class D 24,412 — - N/A. N/A®
 ClassE . 32,549 — - N/A N/A®
’ 325,489 128,629 241,981
" 2003-1 . o B : S :
Ciass A 258,791 174,652 - LIBOR + 0.48% - November 20, 2005
Class B 67,511 67,511 — LIBOR + 1.15% July 20, 2008
Class C 45,007 | 45,007 — LIBOR + 2.20% March 20, 2007
Class D. 33,755 - — ‘ N/A N/A®
Class E 45,007 — — N/A  N/A®
L 450,071 287,170 — ’ S
2003-2 . _ B ‘ }
Class A 290,005 277,885 — LIBOR + 0.40% July 20, 2008
Class B’ 75,001 71,866 g LIBOR + 0.95% . July 20, 2008
Class C . 45,001 $43,120 — LIBOR + 1.60% July 20, 2008
Class D- 22,500 21,560 - LIBOR + 2.50% July 20, 2008
Class E " 67,502 — — ' N/A CNjAe
500,009 414,431 — '
Total. $923,208 . $428,585

$1,550,849 o

(1). As'of December 31 2003 and 2002, the LIBOR rate was 1.12% and 1. 38% respectrvely

(2) Securmes retained by CaprtalSouroe

Through December 31, 2003, we have completed four term
debt transactions,“ln conjunction with each transaction, we
estabtished‘a éeparate single purpose subsidiary, CapitalSource
. Commercial Loan Trust 2002-1 {“Trust 2002-t ), CapitélSource
Commercial Loan Trust 2002-2 (“Trust‘21002-2 "), CapitalSource‘
* Commercial Loan Trast 2003-1 (" Trust 2003-1") and

‘CapitalSource Commercial Loan Trust 2003-2 ("Trust 2003-2" '},
- {collectively referred to as the "Trusts"), 4and contributed

$1.6 billion-in loans, or portions tbereoff to the Trusts. Subject

t0 the satisfaction of certain conditions, we remain servicer

of the loans. Simultaneously with the initial contributions, the
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Trusts issued $1.3, billion of notes to institutional investors.
We retained $251.4 million in junior notes and 100%.0of the
Trusts trust certificates. The notes are collateralrzed by all or
portlons of specific commercial loans totaling $1. 1-billion as of

December 31, 2003. Wé have treated the contribution of the

loans to the Trusts.and the related sale of notes- bythe Trusts as
a financing arrangement under SFAS No. 140, Accountrng for

Transfers and Servicing of Financial Assets.and Extinguishments
of Liabilities ("SFAS No. 140"). As required by the terms of the ’
Trusts, we have entered into interest rate swaps and/or caps

1o mltrgate certain interest rate rlsk (see Note 16).




The Trust 2002- 1, Trust 2002-2 and Trust 2003-1 notes will
recelve principa cash flows urider the asset securitization
-sequentially in;order of their respectrve maturrty dates. The
- Trust 2003-2 notes will receive principal cash flows under the
asset securitizaion pro rata based on the respective original
pnncrpal amourts of the classes of hotes with respect to
which such payments are made. )

Interest Expen se

- The werghted cverage interest rates on all of our borrowrngs
including amonlzatron of deferred finance costs, for the years
ended Deceml:er 31, 2003, 2002 and 2001 were 3 3%, 3.7%
“-and 6.2%, respectively.

Covenants o
"CapitalSource Finance LLC, one of our wholly owned subsidi-
aries, services loans collateralizing the credit facilities and term -
" debt and must meet various firrancial and non-financial covenants.
The notes under the Trusts include acce.(erated amortization provi-
sions that requ re cash flows-to be applied to pay the noteholders

if the notes re‘main outstanding beyond the stated maturity d_ates.‘

- Failure to meet the covenants could result in the servicing to-be
transferred-to & subservicer. As of December 31, 2003, we were
in compllance with all of our covenants

- The expected aforementioned maturity dates are based on'the .

contractual mcturmes of the underlylng loans held by.the securi-
tization trust a1d an assumed constant prepayment rate of
10%. I the urder!yrng loans experlence_fdehnquencres or-have
their maturity Jates extehded, the interest payments collected
“on them to repay the notes may be delayed. The notes under
the Trusts incl ude- accelerated amortization provisions that
'require cash flows to be applied first to fully paythe notehold--
" ers if the notes remain outstanding beyond the stated maturity
dates. If the accelerated amortization provisions aré imposed,
we would receive no cash flows from the term debt on our '
retained'notes; until the notes senior to ours are retired.

 Note 9. Shareholders’ Equity By
During the period from January 1, 2001 through August 30,
2002, there were three classes of interests in CapitalSource”
Holdrngs pre‘erred rnterests common interests and employee
units. On.Aug ust 30, 2002, CapitalSource Holdrngs completed
a recapr’talfzatbn pursuant to"which all preferred interests

" and employee units were converted rnto commen. interests
A"Units"). Thu recaprtalrzatron transferred ownershrp ‘interests -
from the preterred interests holders to the holders of common
interest and employee units, eliminated certain preferred return
provisions to the preferred interest holders, and reduced the :
capital comrr.itments of thé members from $542 4 million to
$511 0 milliov: ‘

' O‘uts‘tanding as of December 31, 2002

- Outstanding as of December 31,, 2003

i
!
i
|
|

As of December 31 2002 the shareholders had contrrbuted
capital of $439.8 million and weré committed to fund an add

© tional $71 2 mhillion. During the’ period from January 1 12003 to

August 6, 2003, members contributed caprtal of $71 2 million

~and we paid distributions of $32 7 million to members

i

On August 6, 2003, CaprtalSource became the successor to
CaprtaISource Holdings through a‘reorganization. In the reorgani-

"zation, the existing holders of .units of membershrp rnterests in
" CapitalSource Holdings received, on a.one-for-one basls shares

of CapitalSource common stock in exchange for theif unrts
and the shares of Caprta!Source common stock owned by

CapitalSource Holdings were canceled . : ﬁ ‘
Common Stock Shares Outstandmg N

‘\Common stock shares outstanding &s of December 31 2003
2002 and 2001 were as foHows

1

|
L

-~ and 2001 A 99,289,800

: Issuance‘of ‘common’ stock ‘ c j1 8,188,773

Exercrse of options : 194,950

Issuance of restrictad stock shares - i 1,107,250 - °
118,780,773

1

(1) Adjusted to reflect the recaprtalrzatron that took piace on August 30, 2002

as'if it occurred on January 1, 200%. } 1
i

Employee Stock Purchase Plan

Effectrve ‘with our initial public offerrng on August 6, ’2003 our

Board of Directors and shareholders adopted the CaprtalSource
Inc. Employee Stock Purchase Plan (“ESPP"). The ESPP

. allows eligible employees to- rnvest 1% to 10% of therr eli g|b|e
: *compensatron to purchase our common. stock through payroH

deductions during established purchase periods, subject to
maximam purchase limitations. The purchase price for common -
stock purchased under the ESPP is 85% of the lessgr of the -

»tair market value of our common stock on the first day of the

applicable purchase period or the last day of the apr%tljcable pur-
chase period. A total of 2.0 million shares of’c’ommén'stock are
reserved for issuante under the ESPP. Such shares: of common
stock may be authorized but unissued shares of common stock,
treasury shares or shares of common stock purchas ‘ed on the -
open market by us. The ESPP will expire upon the earlrest of
such time as the Board.of Directors; in its discretion, chooses

to terminate the ESPP, when all of the shares of co%mon Stock

- have been |ssued under'the plan or.upon the exprretron of-ten

years from the effectrve date of the ESPP. We rssued 58,693
shares under the ESPP during the year ended December 31,
2003 for aggregate proceeds of $0.9 million. As of December 31,

2003, ‘there are current!y 1,941,307 shares remarnrng available

for rssuance under the ESPP C J
:
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Equ:ty Incentive Plan
In November 2000 we adopted the CaprtalSource Holdings LLC
2000 Equity Incentive Plan (the "Equity Incentive Plan”). The

Equity Incentive Plan was amended and restated in connection

with the recapitalization on August 30, 2002. Additionally, we
" have an option tc acquire 0.1 million shares from the Chief
Executive Officer and the president if certain options are exer-
cised by two employees. Options. issued under the Equity.
Incentive Plan are generally immediately exercisable, b_dr the

issued or (4) ten years after the effective date of the Plan. The

Plan is intended to give eligible employees, members of the Board
of Directors, and our consultants and advisors awards that are

linked to the performance of our common stock.

Optron actrvrty for the years ended December 31, 2003, 2002

and 2001 was as follows:

Weighted Averaée

. Options . Exercise Price
exercised units are subject to forfeiture provisions over a four- Outstanding as of

year period following the grant date, and expire ten years from December 31,2000 . . 32,500 $ 0.01
.the.grant date. We have the ability to repurchase shares owned Granted ' 1,894,750 1.20

. by employees, resulting from the exercise of optrons upon an Exercised i (3»80,{500). 0.28
employee’s termination.” . : 'Forfeited = —

: ) L o . Outstanding as of .
Er‘fect!ve wrrh our initial public offering on August 6, 2003, our December 31, 2001 " 1,548,750 140
. Board of Directors and shareholdsrs adepted the CapitalScurce ’ Granted o 944,500 ' 6.22
Inc. Second Amended and Restated Equity Incentive Plan (succes- Exercised r1,168,300) 155"
* sor to-the Equity Incentive Plan, the "Plan”). A total of 14.0 millicn Forfeited (6,750} - 15t
shares of common stock are reserved for issuance under the Plan. Outstanding as of - - - . T
The Plan will expire on the earliest of (1) the date as of which the December 31, 2002 . 1,316,200 . 476
Board .of Directors, in it sole discretion, determines. that the Plan Grante'd 1.037.600 15.18
shall'terminate, (2) following certain corporate transactions such Exercised . {194,950) 3.35
as a merger or sale of our assets if the Plan is not assumed by Forfeited (84.200) ) 5.33
the surviving entity, (3) at such time as all shares of common Outstanding as of .

stock that may be available for purchase undér the Plan have been‘ December 31, 2003 - 2,074,650 " $10.08

Optiens Outsfandrng )

Options Exercisable

. N Number Weighted Average . Number .
Range of Outstandrng as of Remaining Contractual  Weighted Average ) Exer_cisable‘ as of " Weighted Average
Exercise Price - .- December 31, 2003 Life (in years) Exercise Price - ..~ . December 31, 2003 -Exercise Price -
‘$o007 17,500 . 644 $-0.01 17,500 180,01
- $.0.24-$ 0.34 54375 - - 758" 030 54375 030
©$ 150-$ 3.56 494575 1 795 211 494,575 211
$ 8.52-$21.03 1,215,450 9.24 -~ 11.08 - 289,570 9.31
- $21.35-322.70 292,750 - 9.99 21.71 — —
$ 0.01-822.70 2,074,650 897 $10.06 - 856,020 $4.39,

For the years ended December 31, 2003 2002 and 2001 the werghted average estrmated fair value at the date of grant for optrons

granted was $5.85, $1.60 and $0. 52 respectively.
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Restricted Stock - e

We have issued grants of restricted common’stock to certam
employeegs and non- employee directors of the Board of Directors,
which do not vesst until the end of a restriction pericd, generally.
betwesn thres énd five yeers. Up to 5.0-milfion shares of the
14.0 million sharas authorized under the Equity Incentive Plan'may
be issued as restricted stock. For the vear ended December 31,
2003, we issued 1,107,250 shares of restricted stock ata
weighted-average fair value of $19.70. There were no restricted
stock grents during the years ended December 31, 2002 dr 2001.

Note 10. Em ployee Benefit Plan
"~ Our employees participate in the CapitalSource Fmance LLC
401(k) Savings 2lan ("401{k} Plan"), a defined contribution plan

in accordance wvith Section 401{k) of the Internal Revenue Code

of 1986, as.am3nded. ‘For the years ended December 31, 2003
2002, and-2001 we made no contributions to the 401 (k) Plan’
other than under employee salary deferrals.

Note 11. Income Taxes
The componems of i income tax expense (benefrt) are as follows:

" Year Ended December 31,

(8 in thousands) ' 2003 2002 2001
Current: o ’
Federal $25073 © $— $ —
State , 3256 - -
Total current. 28,329 —_ —
Déferréd: : )
 Federal (3,197) - -
State (4200~ — —
Total.deferred (3;617) _ —
Income tax exgense $24712 ©  $— - $—

Deferrediincoime taxes are recorded whenrevenues and
" expenses are 1ecognized in different periods for financial state-

.ment and inccme tax purposes. As of December 31, 2003 ‘

and 2002, corwponents of deferred tax assets and liabilities

_are as follows:
) Dedember 31,

" Balance as of December 31, 2003

{8 in thousands) 2003 2002

Deferred tax assets! . .
Allowance f.or loan losses . $6,818 $—
Other 1,324 - - )
Total deferred tax assets 8142 -

Deferred tax llibllltles )
Unrealized gain on investments - 4,162 . —
Property and equipment 1,008 ~ —
Other, net 5 —
Total deferrzd tax liabilities 5,175 —
Net deferred tax assets $2,967 §—

|
J
!
I
i
i
1
|
1
i

There are no valuation allowances provided for in any l)f our
deferred tax assets based on management's belief that it is
more likely than not that deferred tax assets will be re‘alized.

The effective tax rate differed from the statutory federal corpo-
rate income tax rate as follows ’ R *

i
l .
Year Ended December 31,

2003 2002 | 2007
. Federal statutory rate " 35.0% - 35.0% ‘ 350%
‘State income taxes, net of J '
federal tax benefit 1.6 00 . 0.0
Bensfit from deférred taxes ™ 3.0 00 | 00
Other® ‘ ' (149 (35.0) . (35.0
Effective tax rate” 18.7% | 0.0% .

0.0% |

(1) lmmedlately after reorganizing as a "C" corporanon on Augu ;t 8, 2003,

- we recorded a $4.0 mllllon net deferred tax asset and correspon(limg deferred

tax benefit which lowered the effectivé tax rate.

(2) We provided for income taxes on the income earned from Aﬂlgust 7, 2003
through December 31, 2003 based on a 38% effective tax rate. Prior to our -
reorganization as a “C" corporatron on August 6, 2003, we operglted as a lim
ited liability company and all income taxes were paid by the members.
Note 12. Comprehensive Income (Loss) 3

Accumulated other- comprehensrve income (loss) for the years
ended December 2003 2002 and 2007 was as follows

" ($ in thousands)

Balance as of December 31, 2001

and 2000 $ =
- Unrealized loss on’ N ! ‘
_ - available-for-salé security _ ; (83) -
Balance as of December 31, 2002 p “ ) (83)
Unrealized gain on available-for-sale ' j
security, net of $644 tax provision - ‘ 1,134
Unrealized gain on cash flow hedgs, r _ ‘
net of $6 tax provision K -10
| $1,061
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Note 13. Net Income per Share .
The computation of basic and diluted net income per share
for years ended December 31, 2003 2002 and 2001-was
as follows: "

Year Ended December 31',

(8 n thousands, except per share data) 2003 2002 - 2001
‘Basi¢ net income oo ) -
per share . _ .
Net income $107,768  $41582 . $6,793
' Average shares—basm“’ 105,281,806 97,701,688 97,246,279
Basic net.income T o o
per share o o $ 102 , & 043 $ 007
Diluted net income o o ‘ o
(loss} per share
' Net income - $1OZ,758 $41,682 $6,792
Average shares—basr’c_‘” 105,281,806 97,701,088 97,246,279'
- -Effect of dilutive securities:” e i L
Option shares and '
. Unvested restricted o o : _
stock 1,888,779 2,027,243 - 2,089,956 - -
: Average'shares—dilmed. 107,170,585 99,728,331 99,336,235
Diluted net income . - D o
per share 3. 1.01 $ 042 $ 0.07

(1) Adjusted to reflec1 the recaprtalrzatron that took place on Adgust 30, 2002
as if it occurred on January 1, 2001 For additional descnptron of the recapital-
ization, see Note 9.

Note 14, Commitments and Contingencies

We have non-cancelable operatmg Ieases for office space and
office equrpment The leases exprre over the next eight years
‘ ‘and contarn provrsrons for certain annual rental escalatrons

Future minimum Iease payments under non-cancelable operat-
~ing leases as of December 31, 2003 were as follows:

Bin rhousands) :

2004 ‘ $ 4,122

2005 13,721

2006 3,502

2007 3,473

" .2008 3,361
Thereafter 12,480 -
$30,659

Rent expense was $2.6 mitlion, $1.3 m||||on and $0. 7 mr!llon for

- the years ended December 31, 2003, 2002 and 2001, respectrvely. -

,
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As of December 31, 2003, we had arrahged for $62.1 million of

standby letters of credit | in COﬂJUﬂCTIOn with ceftain loans to’ our.
borrowers. If a borrower defaults on its commrtment(s) subject
to any letter of credit issued under these arrangements, we
would be responsible to meetﬂthe borrower's financial obligation:

. and would seek repayment of that financial obligation from the

borrower. In -accordance with FIN 45, we included the fair value
of these obligations, totalrng $1 6 mrlhon inthe consohdated
balance sheet as of December 31, 2003

Note 15.' Related Party'Transactione' o
Wachovia Securities is the deal agent on the. Credit Facilities and
the underwriter on the term debt descrlbed in Note 8. Wachovra
Bank National Assomatlon ( Wachovra Bank”) is the counter-
party on the derrvatrves described in Note 16. Both entrt:es may

"be deemed to be‘an affiliate of a 10% or more shareholder

N

E Loans or Investments Made: 'to Portfolio Compames of Our _-

Lead In vestors and Directors ’
We have from time to time. in the past, and expect that we may

from time to time in the future, make ‘Ioans'br invest in the-

equity. securities.of companies in which affiliates of our directors
have interests. Under our Prrncrples of Corporate Governance '

) our board of drrectors is charged with considering these types

of transactions, and none are approved without the prior consent

_ of all disinterested directors. Management believes that each of

our related party Ioans has been, and will continue to be, subject

* to the same due diligence,- undervvrrtmg and rating standards as

the loans that we-make to unrelated third pames

We sold a !oan pamcrpatlon totalmg $9.8 million to an afﬁlrate

..ofa.10%. or more shareholder-As-of- December 3%, 2003 and -
- 2002, the, loan participation totaléd $6.4 million and:$8.4 million,
. respectively. The loan pvarticipation was sold at par, therefore,

. no gam or Ioss was recorded as a result of the sale;

From tlme to tlme we have entered into transactions to !end

commit to lend, or participate in loans 1o affilistes of our 10%
or more shareholders. Management believes that these transac- ‘

~, tions, which were made with the consent of the drsrnterested
~ members of our board of drrectors were made on terms compa-

rable to other non- affmated Clrents /-\s of December 31, 2003
and 2002, CaprtalSource had commrtted to lend $137 3 and
$128 2 million, respectively, to these affiliates of which $49.8- mnl-

‘ lion and $52.5 million, respectively, was outstandmg These loans

bearinterest ranglng from 5:00% to 12.50% as of December 31,

. 2003. For the years ended December 31 . 2003, 200._2 and 2001,

we recognized $9.2 million, $9.1 million and $2.0 million, respéec-". .
tively, in. interest and fee‘s from these affiliates.




" We purchased 1 $14.0 million particfipation interest in a loan to
a company in which an affrlrate of a shareholder holds a srgnrﬂ-
cant equity pos tion. - R _ -

: Dunng 2002 ws Ient $1 5 mrlhon to varrous senior executwes
'to exercrse optlons 10 purchase shares of, which $1.3 million
and $1.4 millior -was outstanding as of December 31, 2003 and
2002 respectrvely The loans bear |nterest atan annuai rate of
5. 25% Whlch‘was con5|dered a talr market value rate at the
‘time of the exe cise, and are due December 31, 2006. For
the years ehdecl December, 31, 2003 and 2002, we recognized
“interest of appraximately $64, OOO and $63 000, respectively,
related o these loans

VVe subleased ¢ ffice space from a shareholder under an operat- ‘

ing lease. For the years ended December 31, 2003, 2002 and
) 2007, we paid rant to the member of $0.2 miltion, $0.1 mrlllon
and $46,000, respectrvely

Note 16: Deri\iatives and‘Off-BaIance Sheet
Financial Instruments ‘

'fn'the normal course of business, we utilize various financial

- instruments to inanage our exposure 10 interest rate and other

market risks. Tt ese financial instruments, which consist of

derivatives and :redit-related arrangements, involve, to varying

- degrees, elements of credit and market risk in excess of the

_amount recorded on the consolidated balance sheet in accor-
dance with genarally accepted accounting principles.

Credit risk repr\.esents' the potential loss that may occur because -

fa party to & transaction failsv to perform‘acco‘rding to the‘ter‘ms
of the contract. Market risk is the possibility that a change in
market pnces riay cause the value-of & financial instrument to
decrease or become more costly to settle. The. contract/notronal

“amounts of finacial instruments, which are not included in the -

consolidated balance sheet, do not necessarily represent credit
or market risk. However, they can be used to measure the -
“extent of involvement in various types of financial instruments.

We manage cre it risk of cur derivatives and unfunded commit- -

ments by limitiny the total amount of a'rrangements outstanding
by an individual counterparty; by obtaining collateral based on

management's zssessment of the 'client;,andvby applyin'g' uniform.

_credit standards maintained for all-activities with credit risk.

»_2003 and 2002 were as follows

" Total derivatives

i when the contract is issued C e

. . . . I
Contract or notional amounts and the credrt risk amodlnts for
derivatives and credit- related arrangements as of December 31,

. December 31,
7003 - 2002

Contract or Credit Contract or] Credit
- ) Notional N R‘rsk' Notional ! Risk
(8 in thousands) Amount Amount Amount - Amount

. . . |
Derivatives o o

Interest rate _ . : . i ]

swaps $1596,763 § 326 $508,8241 [ J—
234788 . 639 98212  —

'$1,830,951 § 965 ‘$607,036' $ = —

Interest rate caps

Credit-related
" arrangements
Commitments to .

extend credit - $1,256,463 $1,256,463 ,$562,9941j $662,994

Commitmentsto - ]

extend standby o . : ‘
letters of credit 62,108 62,108 -34,510] 34,510
Total credit-related ) - P ,
’ arrangements $1,318,571 $1,318,571 $597,504 | .$597,504
Derlvatlves

V\/e enter into various derrvatrve contracts to manage Jrn_terest
rate risk. The objective is to mianage interest rate sensitivity by,
modrfyrng the characteristics. of certain assets and liabilities to
reduce the adverse effect of changes in interest ratesr

" Interest rate swaps are contracts'in which a series of intere‘st

rate cash flows, based on a specmc notional amount and a fixed |
and floating interest rate are exchanged over a prescrlbed period.
Caps and floorsare contracts that transfer, modify, or: reduce
interest rate risk in exchange for the payment of a prémrum

. Derivatives expose us to credit and market risk. If the‘counter—

party fails to perform, the credit risk is equal to the far‘r value
gain of the derivative. When thé fair value of a denvative con-
tract is positive, this indicates the counterparty owes us, and .A
therefore, creates a repayment risk for us. When the. t"alr value
of'a derivative contract is. negative, we owe the’ countterparty

< and have no repayment rrsk AII rnterest rate swaps and interest
‘rate cap agreements have Wachovra as the counterparty

i Market risk i is the adverse effect that a change'in mterest rates
" has onthe value of a frnanc1a| instrument. We manage market

risk by only usrng derrvatlves as hedges agarnst exrstrng assets
and liabilities. - . ’ - oo
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Fair Value Hedges
We enter into interest rate swap agreements to hedge fixed-
rate loans pledged as collateral for the credit facilities. The.

interest rate swap agreements we utilize modify our exposure - -

to interest risk by converting our fixed-rate loans to a floating
rate. These agreements involve the receipt of floating rate
amounts in exchange for fixed rate interest payments over the
life of the agreement without an exchange of the underlying -
prrncrpal amount. The purpose of our mterest rate hedging actlvr-
ties is to protect us from.risk that intefest collected under the

_fixed-rate loans will not be sufﬁcrent to service the.interest due

. under the credit facilities and term debt.

For the years ended December 31, 2003 and 2002, we
expensed $0. 8 millicn and $0.2 million, respectively, releted
to the net cash payments for interest rate swaps accounted
for as fair value hedges. As of December 3T, 2003 and 2002, -
the fair value of the fair value hedges was $(1.2) million and
$(1.7) million, respectively. '

The interest rate swap agreements entered into during 2001
did not qualify for hedge accounting. As a result, during the
year ended December 31, 2001, wevrecegnized a net loss of
$37,000 in other income {expense) related to the fair value of
" the interest rate swap. c

Basis Swaps .
We enter into interest rate swap agreements to hedge prime
rate loans pledged as collateral for the Term Debt ("Basis
Swaps”). The interest rate swap agreements we utilize modify .
our exposure to interest risk typically by converting our prime
rate loans to a 30-day LIBOR rate. These agreements involve:
the receipt of prime rate amounts in exchange for 30-day LIBOR
rate interest payments over the life of the agreement without .
an exchange of the underlying principal amount. The purpose

* of our interest rate hedging activities is to protect us from risk
that interest collected under the prime rate loans will not be
sufficient to service the interest due under the 30-day LIBOR-
based term debt.

In November 2003, We entered into a basis- swap that qualified
for hedge acceunting in accordance with SFAS No. 133. The net:
cash payments for the basis swap and the change in fair value
during the year ended December 31, 20(_)(3 was insignificant. .

.-During the year ended December 31, 2003, we entered into inter- .

est rate swaps to offset the Basis Swaps required by our Term
Debt. These interest rate swaps, as well as certain interest rate
swaps entered into in 2002, did not qualify for hedge account- -
ing. During the years ended December 31, 2003 and-2002, we
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recognized a net loss of $(0.8) million and ${1.0) million, respec-'
tively, in other income (expense) related to the fair value of the
Basis Swaps that did not qualify for hedge accounting. For the
years ended December 31, 2003 and 2002, we expensed $1.2

million and $0.4 million, respectively, related to the net cash

payments for the Basis Swaps.

Interest Rate Caps
Trust 2002-2, Trust 2003-1 and Trust 2003-2 entered into interest

rate cap agreements with Wachovia Bank as the coqnterparty to -

hedge loans with embedded interest rate caps that are ’pledged
as collateral for the term debt. Simultaneously, we énterad into

‘ offsetting interest rate cap agreements with Wachovia. The

interest rate-caps are not des‘ignated and-do not qualify as hedg-

_ ing instruments; therefore, the gain or loss is recognized in cur-

rent earnings during the period of change. Since the interest rate
cap agreements are offsetting, the change’in value of the inter-
est rate cap agreements.has no impact on current earnings. The

fair value of the. interest rate cap agreements was not significant

as.of December 37, 2003 or 2002. .

Credit-Related Arrangements _

As of December 31, 2003, we are obligated to provide standby
letters of credit in conjunction with several of our lending
arrangements not to exceed $62.1 million at any time dunng the -
term of the arrangement with $6.4 million of standby letters of
credlt issued. If a borrower defaults on its commitment(s) sub- .
ject to any letter of credit issued under this arrangement, we v

_would be responsible to meet the borrower’s financial obligation

and would seek repayment of that financial obligation from the
borrower. We currently do not anticipate that we will be required
to fund commitments subject to any outstandrng standby letters
of credit. ’ ’

Note 17. Concentratlon of Credlt Risks :

In our normal course of busrness We engage in commermal lend-
ing activities with borrowers throughout the United States. As of
December 31,.2003 and 2002, we had committed credit facilities
to our borrowers of approximately $3.7 billion and $1.6 biltion,

‘respectrvely of which approxrmately $1.3 billion and $563.0 mil-

||on respectively, was unused. As of December 31, 2003 and
2002, the entire loan portfolio was diversified such that no
single borrower was greater than 10% of the portfolio. As of
December 31, 2003 and 2002, the sirigle largest industry concen-
tration is commercial real estate, which makes up approximately
15% and 20%, respectively, of the portfelio and the largest
geographic‘a\ concentration is California, W_hich makes up approxi-
mately 13% and 15% of the portfolio, respectively.




Note 18. Estimated Fair Value of Financial I.nstr'uments

SFAS No. 107 ("SFAS No. 107"), Disclosures abodt Fair Value of
Financial Instruments, requires the disclosure of the estimated

* fair value of on- and off-balance-sheet finartcial instruments. A

financial instrument is defined by SFAS No. 107 as cash, evi- .
dence of an ownership interest in an entity, or a contract that
createe a contrac ual obligation or right to.deliver to or receive
cash or another financial mstrument from a second entity on
paotentially favoral)le terms. '

Fair value estimaes are. made at a point in time, based on rele-

__vant market data and information about the financial instrument.
- SFAS.No.. 107 specn‘les that fair valies should be calculated
" based on the valize of one-trading- unit without regard to anv‘t .

premium or discount that may result from concentrations of
-ownership of a financial instrument, possible tax ramifications,.

" estimated transaction costs that may result from bulk sales

or the relationship between various financial instruments. Fair
value estimates ire based on judgments regarding current
economic conditions, interest rate risk characteristics, loss

. experience, and otherta'ctors. Many of these estimates involve

uncertainties and matters of significant judgment and cannot
be determined vvith precision. Therefore, the estimated fair
value may not b2 realizable in a current sale of the instrument.

Changes in asst mptldﬁs could significantly affect the estimates.

Fair value estim»ates methods and assumptions are set forth

below for our fmanmal instruments:

e (Cash and cash equivalents—The carrymg amount is a
reasonable estimate of fair value because of-the short

o ‘maturity of those instruments. o

* Restricted cash-~The carrying amount is a 'reasonabl_e esti-
mate of fair value due to the nature of this instrument.

--s  Loans—Th3 fair value of loans is estimated using a combi-

nation of methods, including discounting estimated future .
cash flows, using duoted?market prices for similar instru-
ments or. using quoted market prices for secutities backed
by similar cans. ‘ '

|
o
L
|
!
+
1
+
|

. /nvestments—For those lnvestments carrled at fair| value,.
we determined the fair value based on guoted marl<et
‘prices, when available.. For investments when no market
information is available, we estimaté fair value using vari-
ous-valuation tools mcludlng financial statements, pudgets
-and business plans as well as qualltatlve factors ?

‘& Repurchase agreements, credit facilities and term lﬂ’ebt——

Due to the adjustable rate nature of the borrowmg% fair
value is estimated to be the carrying value. !

'®  Loan commitments and stand-by letters of credit=The

fair l/alue;is estimated using the fees curreotly chajrged
_ to e_nter into slmilar agreements, taking into accoultt the
 remaining terms of the agreements and the curre‘rt‘t credit-

“worthiness of the counterparties. . j _. S

o  Derivatives—The fair value of the interest rate svvap and
interest rate caps (used for hedging purposesi is tpe esti-
mated amount that we Would receive or pay 1o te}'minate
the contract at the reportlng date as determmed ftom

quoted market prices. “

Thé carrying value of flnaﬂClal lnstruments and their estlmated

'

fair values are summarized below:-

December 31, i
2003 ‘ 2002

Derivatives

' Carrying Fair Carrying. - r Fair
{8 in thousands) . Value “Value . Value 1 Value
_Assets ' -
- Cashand cash o ' ; :
equivalents § .69865 ¢ 69865 ¢ 49806 $ 49,806
Restricted cash- 79913 79915 28873 | 28873
Loans 2,339,089 2,433,827 1,036,678 ‘ 1,090,774
Investments, L : l \
carried at : . :
fair value _17.258 17258_ » 7,367 l 7,367
Liabilities ] A
Debt 1,669,652 1669:652 669,086 = 669,086
Loan commitments |
and stand-by .. v !
letters of credit 1,318,57‘1 1,318,571 597,504 {l 597,504
1,806 1,806 - 2,670 | 2,670
i
|
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Note 19. Una,udifed Quarterly In'formati‘o_n

2003 and 2002:

Three Months Ended

' The table below summarizes unaudited quarterly information
for each of the three months in the years ended December 31,.

December 31, September 30,

Diluted . S
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0.25 -

0.29

- June 30, March 31,

{$ in thousands,-except per share data) 2003 . ° 2003 2003 2003
Interest income $53,797 $47,336 $40,944 $33,092
Fee’income ' 15358 15106 12,836 . 7,297
Total interest and o _ ‘ :
. feeincome - 69,165 62,441 - 53,780 40,388 -
Interest expense 12,547 - 10,304 10,065 7,040
Net interest and . R . .
, fee income 56,608 52,137 . 43,715 33,349
Provision for , L . o

loan-losses 172,878 77 3,687 2,059 2,716

-~ Netinterest and fee . o '

income after provision’ E - ) T
for foan losges - 53,732 48,450 41,656 30,634
Operating expenses 22,305 17,314 15030 13,158
Other income 16,330 6723 1947 815
Net income before o o ’

income taxes - 47757 © 37,859 . 28,573 18,29
_Income taxes™ 18,148 6,564 .- —
Net income $29,609 $31,295 $28573 $18,201
Net income per share: I }

Basic '$ 025 $ 029 $ 029 $ 019

028

0.18

Three Months Ended

Dlluted

0.12

December 31, September 30,  June 30, March 31,

{8 in thousands, excep{/:ershare data)' 2002 . 2002 - 2002 2002
Interest income $25,203 $20,279 %1 6,197 $_1 1,912
sFee income - 5,142 - 4,415 3,217 4,738
Total interest and ' -

fee income. - 30,345 24,694 19,41‘4/ 16,650
Interest expense 4722 47148 2953 2,161
Net interest and . ) ) N S

fee income. . 25,623 20,546 16,461 14,499
Provision for ’ )

loan-iosses ) 6,688 - — — —
Net interest and fee

income after provision ' ) )

" for loan losses” . T 18935 - 20,546 ., 16,461 14,489
4Operat|ng expenses - 11,840 . 8,603 6,881 -8,271
_Otherincome-- wo- fomm 87 =236 902 TTNIET

~ Net'income before S -

income.taxes. - - 7,992 12,1797 11,4827 18,929 .

Income taxes"" = - = —
Net income . $ 7,992 $12,179 -$11,482° §$ 9,929
Net'i mcome per share: ) N . -
Basic $ 008 $ 012 $,012 $ 010 -
1 0:08 0.12

0.10

(1) We recorded income tax expense on the income earned beginning on

paid by the members

Note 20. Subsequent Events
In February 2004, the expiration dates of our $700.0- mnHion

and- $115 O million- credit facilities wrth Wachovra were
~ extended to-May 24, 2004 and April 27, 2004, respectively,

’ August 7, 2003. Priof to our reorganization as a “C"-corporation on August 6,
.2003, we operated as a limited Inabmty company and all income taxes were

..In February 2004, we entered into a repurchase agreement

with C\t\group We raised $41 .3 million of proceeds. by selhng

_ our interest in the-Class D' notes of Trdst 2002-2 and Trust )

2003-1. The stated borrowmg rate for the repurchase agree-
ment is LIBOR plus O 75% per.annum, payable quarterly.
The repurchase agreement is scheduled 1o termmate on

February. 18, 2005.

with Citigroup was extended to September 16, 2005,

'ln March 2004,’ the_ ex;)jiration date of our $400.0 credit facility
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$24.10

seeable. future.

-—-Shareholder

Services“1'31»»‘ O,

—--\Waehovia Bank. |

N -

A copy of our f
“‘“““10 O““ot]r“Boar

‘rGroup Nu 153

rtaily filings on Form

H-Committee-Charters Pnncrples of Corporate

Governance an

H Code of Business Conduct are a\(arlable with-
ug‘h-..euruvvebsitema.t_www.capi.ta.lsource..com

s request to:

Chevy Chase,

~For-additional-ipf

ation-please call-{866} 876-8723
iI'to.info@capitalsource.com. "

‘Investor Inqfiiries

‘Research anal

- - CapitalSource

sts and investors may direct their questions to:

kdrupa, Finance Director

ne.

4445 Willard Avenue

Chevy Chase,

VD 20815

Telephone: (3¢}1) 841-2847

E-mail address

tskarupa@capitalsource.com

Media Inqumes r

Requests for general mformanon or questions from news
media should be directed to: |

Paul Wardour, Director of Marketing

CapitalSource Inc. ;

4445 Willard Avenue '

Chevy Chase, MD 20815

Telephone: (301) 841-2745

E-mail address: pwardour@ca{pitaIsource.com
Independent Auditors
Ernst & Young LLP
MecLean, Virginia

Annual Meeting Date an:d Location

On behalf of your Board of Dljrectors and management,

we cordlall\/ invite you to attend the Annual Meeting iof
Shareholders to be held on Wednesday April 28, 2004

at 9:00 a.m. at the Mandarin Orrental Hotel, 1330 Maryland
Avenue, SW, Washington, DG 20024.

Forward-Looking Statements
This' Report, including the footnotes to our consolidatéd financial

‘statements mc-l-uded herein; contarns forward Iooklng. statements

within the. meanlng of Sectlon 27A of the Securmes Act and
Section 21E of the Securities Exchange Act of 1934. Forward-
looking statements relate to future events or our future financial
performance. We generally identify forward-looking statements
e “should,” "ex{pects "
‘intends, " “target,” 'prolects
testimates, " “predicts,” “poten-

by termindogy such as "may, will,”

“plans,” “anticipates,” ”could,”

“contemplates,

"o

"believes,”

Yial” or “continue” or the negdative of these terms or:other simi=
~lar words. These statements are only predictions. The outcome

of the events described in theése. forward-locking statéments.is...
subject to known and unknown risks, uncertainties and other

factors that may cause our clients’ or-our industry’s gctual

results; levels of activity, performance fol3 achrevememts to be
materlally dlfferent from any future results Ieve|s of "actwrty -

these factors is cornitained in OUr Form 10-Kas fited with the—
Securrtres‘and Exchange Cornmrssron on March 12, .goo4.

The forward-locking statemer,tts made in this Report relate only
to events as of the date on v:vhich the statements ar%e made.
We undertake no obligation tio update any forward-ldoking
statement; to reflect events dr circumstances after the date

on which the statement is n”fade or to reffect the octurrence

of unanticipated events. 1
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