| -alSource

DEAR SHAREHOLDER:

The world changes fast. Five years ago we were in a housing
boom and access to debt was plentiful. Two and half years
later. it was hard to finance even government securities.
Today, the corporate debt markets are nearlyas liquid as
they have ever been. Our only choice in such a world is to
remain focused on those principles we have espoused since

' ourfoundmg maintain high caplta! levels, with reliable
access to liquidity, and operate as a specialist Mth adeep
commltment to strong credit Work These prin ciples do not
guarantee good results every year, but they do produce
solid results across cycles. 2

that followed than in the robust years. We learned that the

endurmg principles we were founded on— those which
allowed us to come out of the other side ofthe crisisin
good shape——are all that really matter. :

two very rough years, we made significant progress in
2010 as we returned the Company to proﬁtab lity; substan-
tially ir increased new loan orrgmatrons, drama ally reduced
debt; rmproved liquidity at the Parent Company, and moved
meamngfully closer to completion of our transformation to a
bank business model pairing an independent regronal bank
with a national lending platform. Although the consolidated
Company ﬁnancrals showed a loss last year, primarily dueto

e aISource Bank its f

was profitable i in 2
board in 2011 and beyond.

We ﬁnlshed 2010 with 65% of total Company assets at
CapltaISource Bank, versus 46% one year earlier. The Bank
core loan portfolio grew by 25% during th

pace of new loan originations was twice th

2010 we funded over $1.6 billion in Joans

2011 productron to be 10-15% hrgher-—pu

funded loans above $1.8 billion. This orrgrnatlo’n level is
remarkable in a world where many of our banking peers
struggled to add new loans, and it reflects the value of our
diversified national lending platform. 2

by the addition ofthree \n ssesin 2010 to further

diversify our nationwide lending platform. These gr

got off to a terrific start as the corporate asset finance, small
business and professional practice lending teams together
accounted for nearly 21% of loans funded last year. Our
multifamily business, which operates primarily in Southern :
California and was a 2009 addition, completed its first r'ull
year of operatron and contributed an additional 14% of ur :
2010 loans. Itisno surprrse, however, that healthcare Iend— ’
ing contributed the most to our overall production at 28% -
Itis our perennral strength and includes asset based, cash
flow and real estate Iendrng 3

For th ull year, netmterest income at Capi

du , ). In the fourth
quarter net interest margin at the Bank topped 5%-——a level
we expect to maintain for the full year of 2011, as net loan
growth should offset the antrcrpated hrgher cost of funds If
rnterest rates rise.

We continued tode Jever the Parent Company balanc

: sheet—lowerrng debt last year by nearly $3 billion, or 60%

from year-end 2009 and ending 2010 with just over $2 bﬂhon
of Parent Company debt about 40% of which is non-recourse.

The sale of our healthcare net lease assets, loan sales and
other asset dispositions throughout the year boosted our
 December we
otes, which
bility to use a
portron of that cash to purchase $2 1 n of outstand-
ing convertible debentures this coming July. We expect to
end 2011 with high levels of liquidity as loans continue to
pay off, and we actrvely dispose of Parent Company assets :
throughout theyear.

One of our key strategic goals for 2011 is to achieve another 4
year of double-digit loan growth at the Bank, while redeploy—
ing excess liquidity. and maintaining underwriting dlscrphne
We anticipate growmg the CapitalSource Bank loan book,
which stood at $3.8 billion on December 31st, by 20— 25%
this year assuming about $900 million of Ioan amortization
and ayoffs occur. As demonstrated in 2010, our lending

’ { strength
inations engine h - evident.




Turning next to our efforts to obtain a commercial bank-
ing charter for CapitalSource Bank... We currently have a
California Industrial Bank charter, which was obtained at
the time we formed our Bank in July of 2008. We operate
21 retail branches in deposit-rich Southern and Central
California. Those branches are run very efficiently, with
each averaging over $220 million of deposits at year-end—
representing per branch growth during 2010 of approxi-
mately 7%. While the current charter does not present any
barriers in terms of our projected growth and profitability
this year, there are a number of longer-term benefits that
a commercial charter would provide. The most direct way
for us to convert to a commercial charter is for the Parent
Company to become a Bank Holding Company regulated
by the Federal Reserve. We are engaged in an active and
on-going series of meetings and reviews with Federal
Reserve Bank staff, which we are hopeful will conclude
with the approval of our application for bank holding
company status. We expect the process will be completed
by year-end, including the simultaneous conversion to a
commercial bank charter.

In January of last year we established a new management
structure which includes Steve Museles and Jim Pieczynski
as Co-CEOs of the Parent Company and Tad Lowrey as CEQ
of CapitalSource Bank. Jim is based on the West Coast, where
he focuses on loan originations and coordination with the
Bank’s executive management team in Los Angeles. Steve,
who is based in our Chevy Chase office, has focused his
attention on our regulatory relationships and reducing the
Parent Company’s portfolio. They all worked together on
efforts to reduce our operating expenses and to guide our
Bank through a very successful 2010 from both a financial
and regulatory perspective.

We will have an important anniversary in mid-2011,
when we complete the first three years of operation of
CapitalSource Bank. At that time we will no longer be
subject to certain capital requirements and other standards
typical for a de novo bank which were part of the initial
FDIC and DFl approval Orders. We have run the Bank with
capital levels well in excess of regulatory minimums since
its inception, however, and expect to continue to do so for
the foreseeable future.

Our primary goals and objectives for the coming year are
simpie and straight-forward:

+ Convert CapitalSource Bank to a commercial charter;

+ Continue to turn excess equity at the Parent Company
into cash, through normal loan payoffs and asset sales.
Doing so will permit us to further reduce debt and

reinvest excess capital in the Bank or return it to share-
holders. Last December our Board of Directors took the
first step by authorizing the repurchase of $150 million of
our common stock and we purchased approximately $10
million of our shares prior to year-end.

+ Expand loan growth at CapitalSource Bank. Our experi-
enced origination teams, operating nationally across 12
business lines, have the capacity to double the size of the
Bank'’s current loan portfolio over the next three years,
and the bank is well-positioned to fund this growth with
ample capital and liquidity and access to ongoing stable
and low-cost funding.

- Continue cutting costs. The Bank is efficiently run and
growing. As we continue to streamline business func-
tions, pay off debt and sell loans at the Parent, however,
we will achieve additional cost savings and operating
efficiencies. For the full year 2010 we reduced our total
operating expenses by nearly $50 million, or 17.5%,
from the prior year. Much of those savings came from a
significant reduction in outside professional fees related
to loan workouts. As the credit profile of our legacy loan
portfolio continues to improve, those fees and expenses
will be reduced further this year.

Achieving each of these priorities will permit us to accom-
plish our overriding goal, which is to grow our consolidated
profitability and earnings power through loan growth, stable
credit, the orderly disposition of legacy loans at the Parent
and operating expense reductions. Though not a short term
benefit, becoming a commercial bank by year-end will set
the stage for future organic growth and acquisitions.

We are confident of our ability to accomplish these strate-
gic objectives in the coming year. We have a deep bench
oftalent, a strong balance sheet and valuable deposit
gathering and asset generation platforms. The wind

is now in the Company’s sails—a luxury we have not
enjoyed for several years.

I am extremely proud of what the CapitalSource team has
accomplished over the past three years, as we survived
the financial crisis and emerged in a very strong and
competitively advantageous position. | want to thank ail
of our stakeholders for their hard work and support.

John K. Delaney
Chairman
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"PART 1
CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This Form 10-K, including the footnotes to our audited consolidated financial statements included herein,
contains “forward-looking statements” within the meaning of the Private Securities Litigation Reform Act of 1995,
which are subject to numerous assumptions, risks, and uncertainties, including certain plans, expectations, goals
and projections and statements about our deposit base and capital ratios, our intention to originate loans at
CapitalSource Bank, our portfolio runoff and growth, our expectations regarding future credit performance, cur
delinquent, non-accrual and impaired loans, charge offs, expected payments on securitized loans related to the
maturities of the term debt securitizations, our liquidity and capital position, repayment of our indebtedness, our
plans regarding the.3.5% and 4.0% Convertible Debentures, CapitalSource Bank’s capitalization and accessing of
financing, expected prepayment speeds of and our intention to hold our investment securities, economic and market
conditions for our business, our expectations regarding our application to become a bank holding company and
convert CapitalSource Bank’s charter to a commercial charter, the performance of our loans, in particular our high
balance loans, loan yields, the impact of the Dodd-Frank Wall Street Reform and Consurmer Protection Act of 2010
(“Dodd-Frank™) on our operations, the impact of accounting pronouncements, taxes and tax audits and exami-
nations, our unfunded commitments, risk management, and our valuation allowance with respect to, and our
realization and utilization of, net deferred tax assets, net operating loss carryforwards and built-in losses. All
statements contained in this Form 10-K that are not clearly historical in nature are forward-looking, and the words
“anticipate,” “assume,” “intend,” “believe,” “forecast,” “expect,” “estimate,” “plan,” “continue,” “will,” “should,”
“look forward” and similar expressions are generally intended to identify forward-looking statements. All forward-
looking statements (including statements regarding future financial and operating results and future transactions
and their results) involve risks, uncertainties and contingencies, many of which are beyond our control, which may
cause actual results, performance, or achievements to differ materially from anticipated results, performance or
achievements. Actual results could differ materially from those contained or implied by such statements for a
variety of factors, including without limitation: changes in economic or market conditions or investment or lending
opportunities may result in increased credit losses and delinquencies in our portfolio; movements in interest rates
and lending spreads may adversely affect our borrowing strategy and rate of growth; operating under the Dodd-
Frank regulatory regime could be more costly and restrictive than expected; we may not be successful in
maintaining or growing deposits or deploying capital in favorable lending transactions or originating or acquiring
assets in accordance with our strategic plan; competitive and other market pressures including a significant decline
in market interest spreads could adversely affect loan pricing; the nature, extent, and timing of any governmental
and regulatory actions and reforms; the success and timing of other business strategies and asset sales; continued or
worsening charge offs, reserves and delinquencies may adversely affect our earnings and financial results; we may
not receive the regulatory approvals needed to become a bank holding company within our expected time frame or
at all, changes in tax laws or regulations could adversely affect our business; hedging activities may result in
reported losses not offset by gains reported in our audited consolidated financial statements; and other risk factors
described in our audited consolidated financial statements, and other risk factors described in this Form 10-K and
documents filed by us with the Securities and Exchange Commission (the “SEC”). All forward-looking statements
included in this Form 10-K are based on information available at the time the statement is made.

¢ 2 ¢ 2% ¢

We are under no obligation to (and expressly disclaim any such obligation to) update or alter our forward-
looking statements, whether as a result of new information, future events or otherwise, except as required by law.

The information contained in this section should be read in conjunction with our audited consolidated financial
statements and related notes and the information contained elsewhere in this Form 10-K, including that set forth
under Item 1A, Risk Factors.



ITEM 1. BUSINESS
Overview

References to we, us, the Company or CapitalSource refer to CapitalSource Inc. together with its subsidiaries.
References to CapitalSource Bank include its subsidiaries, and references and to Parent Company refer to
CapitalSource Inc. and its subsidiaries other than CapitalSource Bank. - i

We are a- commercial lender that, primarily through our wholly owned subsidiary, CapitalSource Bank,
provides financial products to small and middle market businesses nationwide and provides depository products and
services in southern and central California. As of December 31, 2010, we had 1,401 loans outstanding, with an
aggregate outstanding principal balance of $6.4 billion. Included in the loan portfolio are certain loans shared
between CapitalSource Bank and the Parent Company. ' '

For the year ended December 31, 2010, we operated as two reportable segments: 1) CapitalSource Bank and
2) Other Commercial Finance. For the years ended December 31, 2009 and 2008, we operated as three reportable
segments: 1) CapitalSource Bank, 2) Other Commercial Finance, and 3) Healthcare Net Lease. Our CapitalSource
Bank segment comprises our commercial lending and banking business activities, and our Other Commercial
Finance segment comprises our loan portfolio and other business activities in the Parent Company. Our Healthcare
Net Lease segment comprised our direct real estate investment business activities, which we exited completely with
the sale of the remaining assets related to this segment during the year ended December 31, 2010. We have
reclassified all comparative period results to reflect our two current reportable segments. For additional informa-
tion, see Note 24, Segment Data, in our audited consolidated financial statements for the year ended December 31,
2010. '

- Through our CapitalSource Bank segment activities, we provide a wide range of financial products primarily
to small and middle market businesses throughout the United States and also offer depository products and services
in southern and central California, which are insured by the Federal Deposit Insurance Corporation (“FDIC”) to the
maximum amounts permitted by regulation. As of December 31, 2010, CapitalSource Bank had 1,031 loans
outstanding, with an aggregate outstanding principal balance of $3.8 billion and deposits of $4.6 billion.

Through our Other Commercial Finance segment activities, the Parent Company provides financial products
primarily to small and middle market businesses. Our activities in the Parent Company consist primarily of
satisfying existing loan commitments made prior to CapitalSource Bank’s formation and receiving payments on
that loan portfolio. As of December 31, 2010, our Other Commercial Finance segment had 400 loans outstanding,
and the Parent Company held total loans having an aggregate outstanding principal balance of $2.6 billion.

As of December 31, 2010, our average loan size was $4.5 million, and our average loan exposure by client was
$5.7 million. Our loans generally have a remaining maturity of one to five years with a weighted average remaining
term to maturity of 3.6 years as of December 31, 2010. The majority of our loans require monthly interest payments
at variable rates and, in many cases, our loans provide for interest rate floors that help us maintain our yields when
interest rates are low or declining. We price our loans based upon the risk profile of our clients. As of December 31,
2010, our geographically diverse client base consisted of 1,115 clients with headquarters in 49 states, the District of
Columbia, Puerto Rico and select international locations, primarily in Canada and Europe. ‘

Developments During Fiscal Year 2010

During 2010, we further simplified our business and progressed in our transformation to a banking model by
continuing to originate new loans in CapitalSource Bank, completely divesting the remaining assets in our
Healthcare Net Lease segment, substantially eliminating our involvement in and exposure to our 2006-A term debt
securitization (the “2006-A Trust”), which resulted in our deconsolidating the entity, broadening our lending
platform, improving our Parent Company liquidity, repaying a significant portion of Parent Company indebtedness,
strengthening our balance sheet and implementing our strategy to convert our bank’s industrial charter to a
commercial charter.



Exit of Skilled Nursing Home Ownership Business

In June 2010, we completed the sale of our long-term healthcare facilities to Omega Healthcare Investors, Inc.,
and, as a result, we exited the skilled nursing home ownership business. Consequently, we have presented the
financial condition and results of operations for this business as discontinued operations for all periods presented.
Additionally, the results of the discontinued operations include the activities of other healthcare facilities that have
been sold since the inception of the business.

Deconsolidation of the 2006-A Term Debt Securitization

In July 2010, we delegated certain of our collateral management and special serv1c1ng rlghts in our 2006-A
Trust and sold our equity interest and certain notes issued by the 2006-A Trust for $7.0 million. In October 2010, we
assigned our special servicing rights so that we are no longer the named special servicer of the 2006-A Trust. As a
result of the delegation and sale transaction, we concluded that we were no longer the primary beneficiary and
deconsolidated the 2006-A Trust, which resulted in the removal of all of its assets and liabilities, including
$801.9 million of loans, net, $55.6 million of restricted cash and $891.3 million of term debt from our consolidated
balance sheet. Consequently, comparisons made to. our operating results for the year ended December 31, 2010
reflect the impact of this deconsolidation on certain categories of income and expense in our audited consolidated
statements of operations, including interest income, interest expense and the provision for loan losses.

Bank Charter Conversion

We are pursuing our strategy of converting CapitalSource Bank to a commercial bank. Our current strategy for
achieving this goal involves becoming a bank holding company under the Bank Holding Company Act of 1956.
Subject to ongoing discussions with regulatory authorities, we expect to file an application to convert the existing
industrial charter of CapitalSource Bank to a commercial charter and to file an application to become a bank holding
company. This process is moving forward and we continue to expect it can be concluded during the second half of
2011. There is no assurance that any of the regulatory authorities will approve our applications.

Broadening of Our Lending Platform

In 2010, we added three new lending platforms to our product offerings: Small Business Lending, which
provides loans to small businesses, including loans guaranteed by the Small Business Administration (“SBA”);
Corporate Asset Finance, which provides loans to clients for use in purchasing and leasing equipment, machinery
and other assets necessary.for their operations; and Professional Practice Lending, which provides loans to
professional practices including dentists, physicians, pharmacists and optometrists.

Share Repurchase Program

In December 2010, our Board of Directors authorized the repurchase of up to $150.0 million of our common
stock over a period of up to two years. Any share repurchases made under the stock repurchase plan will be made
through open market purchases or privately negotiated transactions. The amount and timing of any repurchases will
depend upon market conditions and other factors and repurchases may be suspended or discontinued at any time. In
December 2010, we repurchased 1 ,415,000 shares of our common stock under the share repurchase plan, at an
average price of $7.01 per share for a total purchase price of $9.9 million. All shares repurchased under the share
repurchase plan were retired upon settlement.

Improvement in Parent Company Liquidity

In 2010, we closed several transactions that strengthened our balance sheet and improved liquidity at the Parent
Company. As of December 31, 2009, we had four secured credit facilities with aggregate commitments of
$691.3 million and an aggregate outstanding principal balance of $542.8 million. As of December 31, 2010, we had
four secured credit facilities with aggregate commitments of $167.5 million and an aggregate outstanding principal
balance of $67.5 million. During the first quarter of 2011, we repaid and terminated all of the credit facilities with
the exception of our syndicated bank facility, which had no outstanding balance as of December 31, 2010.
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‘As of December 31, 2010, the Parent Company’s unrestricted cash and immediately available: borrowing
capacity was $466.9 million and $100.0. million, respectively, representing increases of $50.5 million and
$15.7 million, respectively, from December 31, 2009. ‘ o

Loan Products and Service Offerings
Senior Secured Loans

We make senior secured, asset-based, real estate and cash flow loans, which have a first priority lien in the
collateral securing the loan. Asset-based loans are collateralized by specified assets of the client, generally the
client’s accounts receivable, inventory and/or machinery.'Rcal estate loans are secured by senior mortgages on real
property. We make cash flow loans based on our assessment of a client’s ability to generate cash flows sufficient to
repay the loan and to maintain or increase its enterprise value during the term of the loan. Our cash flow loans

generally are secured by a security interest in all or substantially all of a client’s assets.
Our lending activities are primarily focused on the following sectors:
o Equipment leasing and finance: equipment .loaril‘s ‘and.:,leases éollateralized by the specific equipment
financed; S o
o Healthcare: real estate, asset-based and cash ﬂov? ioans to healthcare providers;
o Commercial real estate: mortgage loans on a vaﬁety of commercial property types;
» Multifamily real estate;
« Lender finance loans secured by timeshare, auto and other consumer receivables;

« Security: asset-based and cash flow loans.to companies in the physical security, government security, and
public safety sectors; '

o Technology: loans to technology companies that provide critical product or service offerings, including

wireless communication tower owner/operators, information technology hosting providers and managed
service providers;

o Small business lending: loans guaranteed in part by the SBA to small businesses; and

s Professional practices: business IOahs ‘primarily _to).déntists, physicians, pharmacists and optometrists.

Depository Products and Services

Through CapitalSource Bank’s 21 branches in squthem and céntrai California, we provide savings and money
market accounts, individual retirement accour‘_lt'products and certificates of deposit. These products are insured up
to the maximum amounts permitted by the Federal Deposit Insurance Corporation (“FDIC”).



Asof December 31,2010, our portfolio of assets by type was as follows (percentages by gross carrying values):

Loan Products and Investments by Type

Investment
Securities, beld-
to~maturity
2%

Other
Investments
1%

Subordinate Loans
12%

Investment

Securities,

available-for-sale
19%

Senior Secured
Loans
44%

First Mortgage
Loans
22% :
As of December 31, 2010, our loan portfolio by.geographic région was as.follows:
Loan Portfolio by Geographic Region(1)

Wi Other © BZ 777 eg
5o 10% 1%: 10%

International
ma 8%

(1) Geographic region is based on the legal address of the borrower.



CapitalSource Bank Segment Overview

“As of December 31, 2010 and 2009, the CapitalSource Bank segment included:
" December 31,

2010 2009
($ in thousands)
Assets:
Cash and cash equivalents(1) . .......... ... ... .o iin.. $ 377,054 $ 821,980
Investment securities, available-for-sale. . ..................... . 1,510,384 901,764
Investment securities, held-to-maturity ........ e 184,473 242,078
Commercial real estate “A” Participation Interest, net ....... e — 530,560
P ) N e 3,848,511 3,061,426
Federal Home Loan Bank of San Franciscostock . ............... 19,370 20,195
Total ..ot P $5,939,792  $5,578,003
Liabilities:
Deposits . ...t e Cee e $4,621,273  $4,483,879
" Federal Home Loan Bank of San Francisco borrowings. . .......... 412,000 200,000
2017 N $5,033,273 ~ $4,683,879

(1) As of December 31, 2010 and 2009, the amounts include restricted cash of $23.5 million and $65.9 million,
respectively.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.

Cash and Cash Eguivalents

Cash and cash equivalents consist of amounts due from banks, U.S. Treasury securities, short—term investments
and commerc1al paper with original maturity of three months or less. For additional 1nformat10n, see Note 4, Cash
and Cash Equivalents and Restricted Cash, in our accompanying audited consohdated ﬁnanc1a1 statements for the
year ended December 31, 2010. "

Investment Securities, Available-for-Sale

Investment securities, available-for-sale, consists of discount notes issued by Fannie Mae, Freddie Mac and the
Federal Home Loan Bank (“FHLB”) (“Agency discount notes™), callable notes issued by Fannie Mae, Freddie Mac,
the FHLB and Federal Farm Credit Bank (“Agency callable notes™), bonds issued by the FHLB (“Agency debt”),
residential mortgage-backed securities issued and guaranteed by Fannie Mae, Freddie Mac or Ginnie Mae (“Agency
MBS”), residential mortgage-backed securities rated: AAA issued by non-government-agencies (“Non-agency
MBS”), corporate debt securities and U.S. Treasury and agency securities. CapitalSource Bank pledged a
significant portion of its investment securities, available-for-sale, to the Federal Home Loan Bank of San Francisco
(“FHLB. SF”) and the Federal Reserve Bank (“FRB”) as a source of borrowing capacity as of December 31, 2010.
For additional information on our investment securities, available-for-sale, see Note 6, Investments, in our
accompanying audited consolidated financial statements for the year ended December 31, 2010.

‘Investment Securities, Held-to-Maturity

Investment securities, held-to-maturity, consists of commermal mortgage—backed securities rated AAA. For
addmonal information on our investment securities, held-to-maturity, see Note 6, Investments, in our accompanying
audited consolidated financial statements for the year ended December 31, 2010. :
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Commercial Real Estate “A” Participation Interest

The “A” Participation Intetest, representing our share in a pool of commiercial real estate loans and related
assets, was fully repaid during the fourth quarter of 2010. For additional information on the “A” Participation
Interest, see Note 5, Commercial Lending Assets and Credit Quality, in our accompanying audited consolidated
financial statements for the year ended December 31, 2010.

CapitalSource Bank Segment Loan Portfolio Composition

Total CapitalSource Bank loan portfolio reflected in the portfolio statistics below includes loans held for sale
of $14.2 million as of December 31, 2010. CapitalSource Bank did not have loans held for sale as of December 31,
2009.

As of December 31,2010 and 2009, the composition of the CapitalSource Bank loan portfolio by loan type was
as follows:

December 31,

2010 2009
) : - ($ in thousands)
Commercial. . . .. e e e $2,029,407 53% $1,594,974 52%
Real eState. .. .......oooveunennnenn... e 1,634,062 42 1,086,961 36
‘Real estate —construction . . . ..................... 185042 5 379491 | 12

TOAL(1) o v vvee e e e e $3,848,511  100% $3,061,426  100%

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.

. The CapitalSource Bank loan portfolio has original maturities ranging from three to eight years. As of
December 31, 2010, the weighted average original term to maturity and weighted average remaining term of our
CapltaISource Bank loan portfoho were approximately 6.5 years and 4.5 years, respectively. As of December 31,
2010, the weighted average remaining lives of the CapitalSource Bank loan portfolio by loan type were as follows:

Due in Due in
One Year One to Due After )
or Less Five Years:- Five Years:~ - Total
o ($in thousands)

Commercial. . ............iiiiiiii., $175000 $1,615811 $238,596  $2,029,407
Realestate .................. e ... 350,087 . 789,489 | 494486 1,634,062
Real estate — construction. .. ....... ... 138,680 40,125 6,237 185,042
Total(1)........... e $663,767  $2,445425 $739,319  $3.,848,511

'(1): Excludes the impact of deferred loan fees and discounts and the allowance for loan losses Includes lower of
"cost or fair value adjustments on loans held for sale. : : :

As of December 31 2010, approximate]y 68% of the adjustable rate portfolio comprised loans that are subject
to an interest rate floor and are accruing interest. Due to low market interest rates as of December 31, 2010,
substantially all loans with interest rate floors were bearing interest at such floors. The Welghted average spread
between the floor rate and the fully indexed rate on the loans was 1.91% as of December 31; 2010. To the extent the
underlying indices subsequently increase, CapitalSource Bank’s interest yield on this portfoho will not rise as
quickly due to the effect of the interest rate floors. -



As of December 31,2010, the composition of CapitalSource Bank loan balances by index and by loan type was
as follows: i ; , , i I I T

Lean Type
: Real Estate-
Commercial Real Estate ‘Construction ™" Total Percentage
($ in thousands)
{-Month LIBOR ... ........ $ 625619 $ 979972  $ 47360  $1,652.951 43%
2-Month LIBOR . . ... ... .. 33,925 - - 33,925 1
3 Month LIBOR . .. ......00" 464228 41,089 — 505,317 13
6-Month LIBOR .. . ........ 52,384 57800 0, — 110,184 3
PEME . o oo e 519,111 719218 5742 604,131 15
Other ... cveeeeeeeen 66,593 8% 0 — 74,889 2
Total adjustable rate loans. . .. 1,761,860' ' 1,1‘66,'43’5 : 53, 102 2,981,397 77
Fixed rate 10ans . ... ...« coe 001608 B97A80 . 618,817 17
Loans on non-accrual status, . 45919 70438 131,940 248,297 6
Fotal Toans(1) . ..« v voooooo $2.020407 $1634062  $185042  $3.848511  100%

(1) Excludes the impact of deferred loan fees and diSc'ounfs and the allowance for foan losses. Includes lower of
cost or fair value adjustments on loans held for sale. o

As of December 31, 2010, our CapitalSource Bank loan portfolio by industry was as follows (percentages by
gross carrying values as of December 31, 2010):

CapitalSource Bank L()ah Portfolio by Industry '

Whotesale
Retail Trade F;/dc Other Services (except Public
1% e Administration)
Real Estate 3%
d Rent:
4an cn‘al : Accommodation and
and Leasing Food Services
14 23%
Professional, ;.
Scientific,and

Technical
Services
2%

Mining : L > : Caonstraction
2% 1% ;-

Manufacturing {_: Financeand T
5% ° Tnsusance Y
. 10%
Managerientof
Companies and
Eatérprises
8%
Information: =/ i -:Health Care and
8% : Social Assistance

2%



As of December 31,2010, CapitalSource Bank’s largest loan had an outstanding balance of $129.2 million. As
of December 31, 2010, our CapitalSource Bank commercial loan portfolio by loan balance was as follows:

CapitalSource Bank Loan Portfolio by Loan Balance

Less Than $1MM

6%
$30MM or Greater

35%

$1MM to
$4.99MM
13%

$5MM to
$9.99MM
13%

- $25MM to
$29.99MM

39 $10MM to

$14:99MM

$20MM to 13%

$24.99MM $15MMto
9% $19.99MM
‘ 8%

As of December 31, 2010, the number of loans, average loan siZe, 'number of clients and averége loan size pér
client by loan type for CapitalSource Bank were as follows:

Average Loan

Number Average Number of Size per
of Loans(1) Loan Size(2) Clients Client(2)

($ in thousands)
Commercial . ................. .. ...... 400 $ 5074 . 303 $ 6,698
Realestate(3). ............... e 0614 2,661 585 2,793
Real estate — construction ‘ 17 10,885 14 13,217

Overall CapitalSource Bank loan pqrtfo’hq} 3733 o 902 4,267

(1) Includes 30 loans shared with the Other/fCommermal Fmance 'segment

(2) Excludes the impact of deferred loan fees and d1scounts and the aHowance for loan losses. Includes lower of
cost or fair value adjustments ‘on loans held for sale

(3) Includes 237 multi-family loans with an average loan size of $1 4 mllhon

FHLB SF Srtock

Investments in FHLB SF stock are recorded at h1storxcal cost: "FHLB SF stock does not have a readily
determinable fair value, but can generally be sold back to the FHLB SF at par value upon stated notice. The
investment in FHLB SF stock is periodically evaluated for impairment based on, among other things, the capital

adequacy of the FHLB and its overall financial condition. No impairment losses have been recorded through
December 31, 2010.
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Deposits

As of December 3'1,:2010 and 2009, a summary of CapitalSource Bank’s deposit portfolio by product type and
the maturities of the certificates of deposit portfolio were as follows: :

December 31,

2010 2009
Weighted Weighted
Average Average
Balance Rate Balance Rate

($in thousands_)
Interest-bearing deposits:

Money market. ... ... PPN $ 236,811 0.78% $ 258,283 0.99%
SAVINES. . vt 694,157 0.84 599,084 1.09

Certificates of deposit . .. .......... e 3,690,305 1:27 3,626,512 1.68
Total interest-bearing deposits . . ............. $4,621,273 1.18 $4,483,879 1.56

December 31, 2010

Weighted

Average
Balance Rate

($ in thousands)
Remaining maturity of certificates of deposit:

060 3 MONMS . « v o e v et et ieeie e $1,027,182 1.09%
410 6 MONIIS . &« o v v i et e e 965,723 1.09
T D MONAS . « « o v v e i e e e e 446,046 . 1.26
100 12 TOMENS « « « v v v e e et e et e e e 464,873 137
Greater than 12 months ... .. F 786,481 1.67
Total certificates of dEpoOSit. .. ... vvv i © $3,690,305 1.27

FHLB SF Borrowings

FHLB SF borrowings increased to $412.0 million as of December 31, 2010 from $200.0 million as of
December 31, 2009. These borrowings were used primarily for interest rate risk management and short-term
funding purposes. The weighted average remaining maturities of the borrowings were approximately 2.3 years and
1.9 years as of December 31, 2010 and 2009, respectively. :

As of December 31, 2010, the remaining maturity and the weighted average interest rate of FHLB SF
borrowings were as follows:

Weighted

Average
Balance Rate

. : : ($ in thousands)

Less thal 1 YEar. .« .o v venvneeneneane e ees et $151,000 1.03%
After 1 year through 2 years. . ........oooiiiieeinninnenens 53,000 2.01
After 2 years through 3 Years ... .......oooeveeeiennnnneenes 43,000 1.35
After 3 years through 4 Years . . ..........oeeeeeennnneneneen 55,000 2.34
After 4 years through 5 YEars . . .. .....ooovenoeeenaorniase o 95,000 2.08
AFEr 5 YEATS + oo vt v vie e e 15,000 - 2.88
Total ..o N e [ $412,000 1.67



Other Commercial Finance Segment Overview

As of Deg:ember 31, 2010 and 2009, the Other Commercial Finance segment included:

December 31, .
2010 2009
($ in thousands)

Assets: R

Investment securities, available-for-sale ................ ... ... . $ 12527 $ 58,827
Loans(1) . ... i o 2,509,699 5,220,814
Other investments(2) . .................. ... ... .. ... ... . . 71,889 96,517
Total ................... B e $2,594,115  $5,376,158

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includeé lower of
cost or fair value adjustments on loans held for sale.

(2) Includes investments carried at cdst, investmehts carried at fair value and investments accounted for under the
equity method.

0ther~Cbmmercidl Finance Segment Loan Portfolio Composition

Total Other Commercial Finance loan portfolio reflected in the portfolio statistics below includes loans held
for sale of $191.1 million and $0.7 million as of December 31, 2010 and 2009, respectively.

As of December 31, 2010 and 2009, the composition of the Other Commercial Finance loan portfolio by loan -
type was as follows: ‘ ‘ '

December 31,

2010 2009
’ , ($ in thousands)
Commercial . . . . . | O $2,209064  88% $3,441,481  66%
Real estate. .. ... ... E 192,096 8 939,598 18
Real estate —construction . . . .................. .. . 108,539 4 839,735 16
Total(1) . ... $2,509,699 100% $5,220,814 100%

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan IOsseé. Includes lower of
cost or fair value adjustments on loans held for sale. ‘ ’

Our loans generally have original maturities ranging from three to ten years. As of'December 31, 2010, the
weighted average term to maturity and weighted average remaining term of our Other Commercial Finance loan
portfolio were approximately 6.5 years and 2.3 years, respectively. As of December 31, 2010, the weighted average
remaining lives of the Other Commercial Finance loan portfolio by loan type were as follows:

Duein . -  Duaein
One Year One to Due After - .
or Less Five Years Five Years Total
i ($ in thousands)

: Commercia]. e e $494,657  $1,462,661 ° $251,746  $2,209,064
Realestate ..., ..., .0oovvoon ... 155,742 22,574 13,780 192,096
Real estate — construction. . .............. 67,648 40,891 — 108,539
Total(1). . ..o $718,047  $1,526,126 - $265526  $2,509,699

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes loWer of
cost or fair value adjustments on loans held for sale. ‘ . :

As of December 31, 2010, approximately 45% of the adjustable rate loan portfolio comprised loans that are
subject to an interest rate floor and are accruing interest. Due to low market interest rates as of December 31, 2010,
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substantially all loans with interest rate floors were bearing interest at such floors. The weighted average spread
between the floor rate and the fully indexed rate on the loans was 2.34% as of December 31, 2010. To the extent the
underlying indices subsequently increase, the interest yield on these adjustable rate loans will not rise as quickly due
to the effect of the interest rate floors.

As of December 31, 2010; the compositibn of Other Commercial Finance loan balances by index and by loan
type was as follows:

Loan Type )
: Real Estate-
Commercial Real Estate Construction Total Percentage
L ol ($ in thousands)

1-Month LIBOR . . ... ...... 0§ 923755 TsoL681.$ —  $1015436 40%
2-Month LIBOR . . .......... B = = 23,172 1
3-Month LIBOR . . . ......... 265,046 L — — 265,046 11
6-Month LIBOR . ... ........ 38,146 S — — 38,146 2
1-Month EURIBOR . . ....... 103,759 R - 103,759 4
3-Month EURIBOR . ........ 28,363 el — 28,363 1
6-Month BURIBOR . ........ o040 — 22294 1
PHME . oo eeeeeeennn 430,131 8455 39868 ~ _ 478454 19
Total adjustable rate loans . ... 1,834,666° 100,136 39,868 1,974,670 79
Fixedrate loans ............ 53,900 30,640 : C - 84,540 3
Loans on non-accrual status. . .. __ 320,498 61,320 68,671 450489 = 18
Total loans(1) . .. ... .. e $2,209,064  $192,096  $108,539  $2,509,699 100%

(1) Exclﬁdéé the impé%:t of deferred loan fees and discounts and the allowance for loan l_ossesy. vIrivclbudés lower of
cost or fair value adjustments on loans held for sale. ' ' \
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As of December :31; 2010, our Other: Commercial: Finance loan portfoho by ‘industry -was as follows
(percentages by gross carrying values as of December 3L 2010) o : S

Other Commercial Finance Loan Portfelio by Industry

Transportation and
Retail Trade Warehousing
Real Estate 4% b 18 Accommodation and
and Rental : G Food Services
and Leasing : 10%
3% e S
Professionali: .
e R Construction
Scientific; and g : 29,
: Technical Services - . °
5%

Other Services :
(except Public . Finance and
Administration) , Insurance

3% 12%
Manufacturing
14%
Management of
Cornipanies and
Enterprises ¢
13%:
Health Care and
Infortation Social Assistance
0% : 22%

As of December 31, 2010, the largest commercial loan in our Other Commercial Finance segment had an
outstanding balance of $325.0 million and is a mezzanine loan to a borrower that owns, operates, leases or manages
211 skilled nursing facilities, 24 ‘assisted living facilities and three ‘transition care units in 13 ‘states. ‘As of
December 31, 2010, our Other Commercial Finance loan portfolioc by loan balance was as follows:

Other Commercial Finance Loan Portfolic by Loan Balance

Less Than $1MM
1%
$1MM to
$4.99MM
15% -

$30MM or

Greater
34%
$5MM to
$9.99MM
16%
$25MM to
$29.99MM
4%
$20MM to $10MM to
$24.99MM $15MM to $14.99MM
59, $19.99MM 14%
11%
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As of December 31, 2010, our Other Commercial Finance loan portfolio by geographicregion was-asfollows:

Other Commercial Fmance Loan Portfolio by Geographlc Regmn(l)

Wi Other ’CA‘ "

6%

.+ International
15%

TMAT
2%

MN MD
2% 2% 2%
(H Geogr’aphic region” is based on the legal'address of 'the 'bOrrOWCr.

“Asof December 31,2010, the number of Ioans average loan size, number of clients and average loan size per
client by loan type: were as follows ,

Average Loén' .

Number of " Avérage  Number of " Size per
Loans(1) Loan:Size(2) - o Clients:: -, Client(2)
St : : ($-in thousands) - :

Commercial ............ R .. 355 $6,223 218 $10,133

Real estate . ... . ... R EP R .32 6,003 28 6,861

Real estate — CONSIIHCHON o viwviivn s wwnitvione oo A3 28,349 120000000 9,045
“Overall Other Commercial Fmance loan - : , ' ' T

sportfolio i Jriin v rei L e =400+ 6,270 258 s 9721

(1) “Inctudes 30 Toans shared with CapltaISource Bank.
2). Excludes the impact of deferred Joan fees and d1sc0unts and the allowance for loan losses.
Other Investments
The Parent Company has made investments in some of our borrowers in connection with the loans provided to

them. These investments usually comprised equity | interests such as common stock, preferred stock, hmlted hab1hty
company interests, hmlted partnershlp interests and warrants.

dnvestment Securities, Available‘for,—sale

Investment securltles, avaﬂabie for-sale c0n31st of corporate debt; equ1ty securities and our interests.in the
2006-A Trust... / ~ :
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Enterprise Risk Management

We take an enterprise-wide approach to risk management designed to support our organizational and strategic
objectives and to enhance shareholder value. Global risk oversight is conducted by senior management and
overseen by the Board of Directors.’ As part of its oversight responsibilities, the-Board ménitors how management
operates the Company and manages strategic, credit, liquidity, financial, market, regulatory/compliance, legal,
fraud, reputation, compensation, and operational risks. The involvement of the full Board in setting our business
strategy is a fundamental part of its assessment and establishment of appropriate risk tolerances for the Company.

Board Level Risk Oversight

While the full Board of Directors is respons1b1e for nsk over51ght committees of the Board provide direct
oversight of risks arising from specific activities. The Audit Committee oversees financial and accounting risk,
including internal controls, and operational and regulatory risk. The Audit Committee receives periodic risk
assessment reports from our internal audit department assessing the pnmary accounting and financial risks facing
CapitalSource and management’s cons1derat10ns for: mltlgatmg these risks. The Audit Committee also assesses the .
guidelines and policies that govern the pr(aeesses for 1dent1fy1ng and assessing significant financial and accounting
risks and formulating and implementing steps to mjnimize such risks and exposures. The Audit Committee
considers risks in the financial reporting and dlsclosure process “and review policies on financial risk control
assessment and accounting risk exposure. The Audit Committee meets with management, including our Co-Chief
Executive Officers, Chief Financial Officer, our internal audit.department, auditors and our independent registered
public accounting firm in executive sessions at least quarterly, and with our General Counsel as necessary from time
to time.

The Audit Committee also supervises the internal audit function, which provides the Audit Committee with
periodic assessments of our risk management processes and internal quality-control procedures. The Audit
Committee periodically reviews our internal audit department, 1ncludmg its 1ndependence and reporting authorlty
and obligations and the development and coordination of proposed audit plans for coming:years. The Audit
Committee receives notification of material adverse findings from internal audits and a progress report at least
quarterly on the proposed internal audit plan, as appropriate, with explanations for changes from the original plan.
The Audit Committee reviews with management and the independent audit department the adequacy of our internal
control structure and procedures for financial reporting and the resolution of any identified material weaknesses or
significant deficiencies in such internal control structure and procedures.

The Asset, Liability and Credit Policy (“ALCP”) Committee meets periodically but no less freqnently than
quarterly and assists the Board in overseeing and reviewing our asset, liability and credit risk management and
strategies, including the significant policies, procedures and practices employed to manage these risks. The ALCP
Committee periodically reviews our liquidity and cash management, the quality of our. loan portfolio; and our credit
practices, policies and procedures. The ALCP Committee also reviews information regarding problem assets and
portfolio concentrations and trends.

- The Compensation Committee provides oversight with respect to compensation-related risks and strives to
ensure that the Company’s incentive and other compensation policies and practices are consistent with the Company’s
business strategies and in compliance with applicable laws and regulatory guidance. Managemenit régularly assesses
our compensation policies and practices to identify and mitigate compensation-related risks as appropriate.

Management Level Risk Oversight

While the Board has ultimate oversight responsibility for our risk management, we have utilized management
level committees to actively assess and manage risks across the Company. As of February 2011 our Board of
Directors established a formal enterprise-wide management level Enterprise Risk Management (“ERM”) infra-
structure that aligns with bank regulatory guidance. The ERM infrastructure is governed by a Board approved ERM
Policy and administered by a management ERM Committee (“ERMC”) chaired by our Chief Compliance Officer.
The ERMC comprises executive and senior level management and reports to the Board on enterprise-wide risks and
risk management. The ERMC is responsible for implementing’ risk identification, assessment and monitoring
systems, where applicable, and has oversight responsibility for the processes that identify, measure, mitigate and
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report on the Company’s risk categories, including strategic, credit, liquidity, financial, market, regulatory
compliance, legal, fraud, reputation, compensation and operational risks. ’

Financing

We depend on depository and external financing sources to fund our operations. We employ a variety of
financing arrangements, including deposits, secured credit facilities, term debt, convertible debt, subordinated debt
and equity. As a member of the FHLB SF, one of 12 regional banks in the FHLB system, CapitalSource Bank had
financing availability with the FHLB SF as of December 31, 2010 equal to 20% of CapitalSource Bank’s total
assets.

Competition

- Our markets are competitive and characterized by varying competitive factors. We compete with a large
number of financial services companies, including:

» commercial banks and thrifts;

* specialty and commercial finance companies;
¢ private investbmentvbfunds; :

« jnsurance companies; and

« investment banks.

Some of our competitors have substantial market positions. Many of our competitors are large companies that
have substantial capital, technological and marketing resources. Some of our competitors also have access to a
lower cost of capital. We believe we compete based on: '

« in-depth knowledge of our clients’ industries and their business needs based upon information received from
our clients’ key decision-makers, analysis by our experienced professionals and interaction between our
clients’ decision-makers and our experienced professionals; - '

« our breadth of product offerings and flexible and creative approach to structuring products that meet our
clients’ business and timing needs; and ' T

« our superior client service.

Supervision and Regulation

Our bank operations are subject to regulation by federal and state regulatory agencies. This regulation is
intended primarily for the protection of depositors and the deposit insurance fund, and secondarily for the stability
of the U.S. banking system. It is not intended for the benefit of stockholders of financial institutions. CapitalSource
Bank is a California industrial bank and is subject to supervision and regular examination by the FDIC and the
California Department of Financial Institutions (“DFI”). CapitalSource Bank’s deposits are insured up to the
maximum amounts permitted by regulation. ‘

* Although the Parent Company is not directly regulated or supervised by the DFI, the FDIC, the Federal
Reserve Board or any other federal or state bank regulatory authority either as a bank holding company or
otherwise, the FDIC has authority pursuant to arrangements with the Parent Company and CapitalSource Bank to
examine the Parent Company and its relationship and transactions between it and CapitalSource Bank and the effect
of such relationships and transactions on CapitalSource Bank. The Parent Company also is subject to regulation by
other applicable federal and state agencies, such as the SEC. We are required to file periodic reports with these
regulators and provide any additional information that they may require. '

The following summary describes some of the more significant laws, regulations, and policies that affect our
operations; it is not intended to be a complete listing of all laws that apply to us. From time to time, federal, state and
foreign legislation is enacted and regulations are adopted which may have the effect of materially increasing the
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cost of doing business, limiting or expanding permissible activities, or affecting the competitive balance between
banks and other financial services providers. We cannot predict whether or when potential legislation will be
enacted, and if enacted, the effect that it, or any implementing regulations, would have on our financial condition or
results of operations.

General

CapitalSource Bank must file reports with the DFI and the FDIC concerning its activities and financial
condition in addition to obtaining regulatory approvals prior to changing its approved business plan or entering'into
certain transactions such as mergers with, or acquisitions of, other financial institutions. CapitalSource Bank will
complete its initial three year de novo period in July 2011. It is our expectation that upon completion of the initial
three year de novo time period, both CapitalSource Bank and the Parent Company will cease being subject to the
various conditions contained in the FDIC Order granting deposit insurance and the DFI Order establishing
CapitalSource Bank as is customarily the case for de novo banks upon reaching their three-year anniversary date.
Notwithstanding the termination of any such conditions, we will remain subject to bank safety and soundness
requirements as well as to various regulatory capital requirements established by federal and state regulatory
agencies, including any new conditions that our regulators may determine.

Under current FDIC guidance CapitalSource Bank is required to file a revised business plan for years four to
seven of an expanded de novo period. During this expanded time period, CapitalSource Bank may be subject to
increased supervision than would otherwise be applicable to a bank that has been in existence longer than three
years, including enhanced FDIC supervision for compliance examinations and Community Reinvestment Act
evaluations. There are periodic examinations by the DFI and the FDIC to evaluate CapitalSource Bank’s safety and
soundness and compliance with various regulatory requirements. The regulatory structure also gives the regulatory
authorities extensive discretion in connection with théir supervisory and enforcement activities and examination
policies, including policies with respect to the credit classification of assets and the establishment of adequate loan
loss reserves for regulatory purposes. Any change in such policies, whether by the regulators or Congress, could
have a material adverse impact on our operations. ;

The FDIC and DFI have enforcement authority over our operations, which includes, among other things, the
ability to assess civil money penalties, issue cease-and-desist or removal orders and initiate injunctive actions. In
general, these enforcement actions may be initiated for violations of laws and regulations and unsafe or unsound
practices. Other actions or inaction may provide the basis for enforcement action; including misleading or untimely
reports filed with the FDIC or DFI. Except under certain circumstances, public disclosure of final enforcement
actions by the FDIC or DFI is required. o

In addition, the investment, lending and branching authority of CapitalSource Bank is prescribed by state and
federal laws and CapitalSource Bank is prohibited from engaging in any activities not permitted by these laws.

California law provides that industrial banks. are generally subject to a limit on loans to one borrower. An
industrial bank based in California may not make a loan or extend credit to a single or related group of borrowers in
excess of 15% of its unimpaired capital and surplus. An additional amount may be lent, equal to 10% of unimpaired
capital and surplus, if secured by specified readily marketable collateral. As of December 31, 2010, CapitalSource
Bank’s limit on loans to one borrower was $157.4 million if unsecured and $262.4 million if secured by collateral.

The FDIC and DF], as well as the other federal banking agencies, have adopted guidelines establishing safety
and soundness standards on such matters as loan underwriting and documentation, asset quality, earnings, internal
controls and audit systems, interest rate risk exposure and compensation and other employee benefits. Any
institution that fails to comply with these standards must submit a compliance plan.

The Parent Company has entered into a supervisory agreement with the FDIC (the “Parent Agreement”)
consenting to examination of the Parent Company by the FDIC to monitor compliance with the laws and regulations
applicable to CapitalSource Bank and its affiliates. The Parent Company and CapitalSource Bank are parties to a
Capital Maintenance and Liquidity Agreement (“CMLA”) with the FDIC providing that, to the extent Capital-
Source Bank independently is unable to do so, the Parent Company must maintain CapitalSource Bank’s total risk-
based capital ratio at not less than 15% and must maintain CapitalSource Bank’s total risk-based capital ratio at all
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times to meet or exceed the levels required for a bank to be considered “well-capitalized” under the relevantbanking
regulations. Additionally, pursuant to requirements of the FDIC, the Parent Company has provided a $150.0 million
unsecured revolving credit facility that CapitalSource Bank may draw on at any time ‘it or the FDIC deems
necessary. The Parent Agreement also requires the Parent Company to maintain the capital levels of CapitalSource:
Bank at the levels required in the CMLA. i o

It is important to meet minimum capital requirements established by the FDIC and the DFI for CapitalSource
Bank to avoid mandatory or additional discretionary actions initiated by these regulatory agencies. These potential
actions could have a direct material effect on our audited consolidated financial statements. Based upon the
regulatory framework, we must meet specific capital guidelines that involve quantitative measures of the banking
assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting practices. Our
capital amounts, the ability to pay dividends and other requirements and classifications are ‘also subject to
qualitative judgments by the regulators about risk weightings and other factors.

The international Basel Committee on Banking Supervision published the final text of Basel III on Decem-
ber 16, 2010, which introduces new minimum capital requirements, two liquidity ratios, a charge for credit value
adjustment and a leverage ratio, among other things. The Basel III requirements will be implemented over an
extended period of time. This time period will not commence and will have a minimal impact on us until such time
as the U.S. banking regulators adopt the Basel III requirements. We will continue to monitor developments relating
to Basel 111 adoption in the U.S. and its potential impact 6n our operations. - R

' Federal Home Loan Bank System

CapitalSource Bank is a member of the FHEB SF. Among other benefits, éach FHLB serves as a reserve or
central bank for its members within its assigned region and makes available-advances and loans to its mernbers.
Each FHLB is funded primarily from proceeds derived from the sale of consolidated obligations of the FHLB
System. As a member, CapitalSource Bank is required to purchase and maintgin stock in the FHLB SF. As of
December 31, 2010, CapitalSource Bank had $19.4 million in FHLB SF stock, which was in compliance with this
requirement. There can be no assurance that the FHLB,SF will pay dividends at the same rate it has paid in the past,
or that it will pay any dividends in the future. : :

Dodd-Frank Act

The Dodd—Frank Wall Street Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act”), an
initiative directed at the financial services industry, was signed into law by President Obama on July 21, 2010. The
Dodd-Frank Act represents a comprehensive overhaul of the financial services industry within the United States,
establishes the new federal Bureau of Consumer Financial Protection (the “BCFP”), and will require the BCFP and
other federal agencies, including the SEC, to undertake assessments and rulemaking. The majority of the provisions
in the Dodd-Frank Act are aimed at financial institutions that are significantly larger than the Parent Company or
CapitalSource Bank. Nonetheless, there are provisions with which we will have to comply both as apublic company
and a financial institution. At this time, it is difficult to predict the full extent to which the Dodd-Frank Act or the
resulting regulations will impact our business and operations. As rules and regulations are promulgated by the
federal agencies responsible for implementing and enforcing the provisions in the Dodd-Frank Act, we will need to
apply adequate resources to ensure that we are in compliance with all applicable provisions. Compliance with these
new laws and regulations may result in additional costs and may otherwise adversely impact our results of
operations, financial condition or liquidity, any of which may impact our financial condition or results of operations.

A requirement of the Dodd-Frank Act is for the FDIC to set a designated minimum Deposit Insurance Fund
(“DIF”) ratio of 1.35% for any year, compared to the current minimum DIF ratio of 1.15%, by September 30, 2020.
The FDIC is also required to offset the effect that this DIF rate increase has on insured depository institutions
(“IDI””) with total consolidated assets of less than $10.0 billion. The Dodd-Frank Act also provides that.an IDI’s
assessment base be changed from the IDI’s insured deposits to its average total consolidated assets minus average
tangible equity during the assessment period. - :
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In the fourth quarter of 2010, in response to the Dodd-Frank Act, the FDIC adopted a new Restoration Plan,
- which foregoes the FDIC’s previously announced assessment rate increase of three basis points previously
scheduled to go-into effect January 1, 2011, keeps the current assessment rate schedule in effect, and aims to
bring the DIF ratio to 1.35% by September 20, 2020 as mandated by the Dodd-Frank Act. The FDIC will also
release a new definition of the assessment base. The FDIC will pursue further rulemaking in 2011 to establish its
methods for reaching the 1.35% DIF rate by the statutory deadline and the manner by which the DIF rate offset will
take effect. - ' _ ‘ ‘ : '

With the goals of maintaining a positive fund balance and steady, predictable assessment rates throughout
economic and credit cycles, the FDIC also adopted a notice of proposed rulemaking to set the designated reserve
ratio at 2.0% and to lowervasse‘ssment rates when the reserve ratio reaches 1.15%. In addition, the FDIC would
continue to adopt lower rate schedules in lieu of issuing dividends when the reserve ratio exceeds 2.0% and 2.5%.

The Dodd-Frank Act also established requirements for financial institutions with consolidated assets in excess
of $1 billion to established risk based incentive compensation programs. Federal regulatory agencies are currently
drafting rules to implement this component of the Dodd-Frank Act. We are monitoring the rulemaking process and ‘
reviewing current incentive compensation programs for compliance with and in preparation for future implemen-
tation of joint agency rules. ’ ‘

Insurance of Accounts and Regulation by the FDIC

CapitalSource Bank’s deposits are insured up to the maximum amounts permitted by the DIF of the FDIC,
currently $250,000. As insurer, the FDIC imposes deposit insurance premiums and is authorized to conduct
examinations of and to require reporting by FDIC insured institutions. It also may prohibit any FDIC insured
institution from engaging in any activity the FDIC determines by regulation or order to pose a serious. risk to the
insurance fund. The FDIC also has the. authority to initiate enforcement actions against insured institutions. -

On October 7, 2008, the FDIC established a Restoration Plan for the DIF to return the DIF to its statutorily
mandated minimum reserve ratio of 1.15% within five years. In 2009, the Restoration Plan was amended to extend
the restoration period to seven years and Congress subsequently amended the statute to allow the FDIC up to eight
years to return the DIF reserve ratio to 1.15%, absent extraordinary cifc‘umstances. To meet this reserve ratio by the
end of 2016, the FDIC amended its Restoration Plan and adopted a uniform 3 basis point increase in the initial
assessment rates effective January 1, 2011.

The Dodd-Frank Act establishes a minimum designated reserve ratio (“DRR”) of 1.35% of estimated insured
deposits, provides discretion to the FDIC to develop a new assessment base, mandates the FDIC adopt a restoration
plan should the fund balance fall below 1.35%, and provides dividends to the industry should the fund balance exceed
1.50%. The Dodd-Frank Act requires the DRR to be achieved by September 30, 2020. On February 7,2011, the FDIC
adopted a final rule that revises the assessment base and assessment rate schedule effective April I, 2011, and, in lieu
of dividends, provides for reduced assessment rates once the DRR exceeds 2.00% and again at 2.50%. Assessments
generally will be calculated using an insured depository institution’s average assets minus average tangible equity. The .
initial assessment rates range between 5 basis points for a low ;isk institution to 35 basis points for a high risk
institution, with further rate adjustments for the level of unsecured debt and brokered deposits held by an institution.

* A significant increase in FDIC assessment rates would have an adverse effect on the operating expenses‘and -
results of operations of CapitalSource Bank. There can be no prediction as to what assessment rates will be in the
future. Insurance of deposits may be terminated by the FDIC upon a finding that the institution has engaged in
unsafe or unsound practices, is in an unsafe or unsound condition to continue operations or has violated any
applicable law, regulation, rule, order or condition imposed by the FDIC or the DFI. - :

Prompt Corrective Action

The FDIC and DFI are required to take certain supervisory actions against undercapitalized banks, the severity
of which depends upon the institution’s degree of undercapitalization. Generally, an institution is considered to be
“undercapitalized” if it has a core capital ratio of less than 4.0% (3.0% or less for institutions with the highest
examination rating), a ratio of total capital to risk-weighted assets of less than 8.0%, or a ratio of Tier 1 capital to
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risk-weighted assets of less than 4.0%. An institution that has a core capital ratio that is less than 3.0%, a total risk-
based capital ratio- less than 6.0%, and a Tier 1 risk-based capital ratio of less than 3.0% is considered to be
“significantly undercapitalized” and-an institution that has a tangible capital ratio equal to or less than 2.0% is
deemed to be “critically undercapitalized.” Subject to.a narrow exception, the FDIC or DFI is required to appoint a
receiver or conservator for a bank that is “critically undercapitalized.” Regulations also- require that a capital
restoration plan be filed with the FDIC and DFI within 45 days of the date an institution receives notice that it is
“undercapitalized,” “significantly undercapitalized” or “critically undercapitalized.” In addition, numerous man-
datory supervisory actions become immediately applicable to an undercapitalized institution, including, but not
limited to, increased monitoring by regulators and restrictions on growth, capital distributions and expansion.
“Significantly undercapitalized” and “critically undercapitalized” institutions are subject to more extensive
mandatory regulatory ‘actions. The FDIC or DFI also could take any one of a number of discretionary supervisory
actions, including the issuance of a capital directive and the replacement of senior executive officers and directors.

The risk-based capital standard requires banks to maintain Tier 1 and total capital (which is defined as core
capital and supplementary capital) to risk-weighted assets of at least 4% and 8%, respectively, to be considered
“adequately capitalized.” In determining the amount of risk-weighted assets, all assets, including certain off-
balance sheet assets, recourse obligations, residual interests and direct credit substitutes, are assigned by a risk-
weight factor of 0% to 100%, per regulation based on the risks believed inherent in the type of asset. Core capital is
defined as common stockholders’ equity (including retained earnings), certain noncumulative perpetual preferred
stock-and related surplus and minority-interests in equity accounts of consolidated subsidiaries, less intangibles
other than certain mortgage servicing rights and credit card relationships. The components of supplementary capital
currently include cumulative preferred stock, long-term perpetual preferred stock, mandatory convertible securities,
subordinated debt and intermediate preferred stock, the allowance for loan and lease losses limited to a maximum of
1.25% of risk-weighted assets and up to 45% of unrealized gains on available-for-sale equity securities with readily
determinable fair market values. Overall, the amount of supplementary capital included as part of total capital
cannot exceed 100% of core capital. " R ' ’ '

“To remain in compliance with the conditions imposed by the FDIC, CapitalSource Bank is required to maintain
a total risk-based capital ratio of not less than 15% and must at all times be “well-capitalized,” which requires
CapitalSource Bank to have minimum total risk-based capital ratio of 15%, Tier 1 risk-based capital ratio of 6% and
_Tier 1 leverage ratio of 5%. Further, the DFI approval order requires that CapitalSource Bank, during the first three
years of operations, maintain a minimum ratio of tangible shareholder’s equity to total tangible assets of 10.0%. As
of December 31, 2010, CapitalSource Bank had Tier-1 leverage, Tier-1 risked-based capital and total risk based
capital ratios of 13.15%, 16.86% and 18.13%, respectively, each in excess of the minimum percentage requirements
for “well-capitalized” institutions. As of December 31, 2010, CapitalSource Bank satisfied the DFI capital ratio
requirement with a ratio of 12.61%. For additional information, see Note 18, Bank Regulatory Capital, in our
accompanying audited consolidated financial statements for the year ended December 31, 2010.

Limitations on Capital Distributions

FDIC and DFI regulations impose various restrictions on banks with respect to their ability to make
distributions of capital, which include dividends, stock redemptions. or repurchases, cash-out mergers and other
transactions charged to the capital account. Generally, banks may make capital distributions during any calendar
year up to 100% of net income for the year-to-date plus retained net income for the two preceding years if they are
well-capitalized both before and after the proposed distribution. However, an institution deemed to be in need of
more than normal supervision by the FDIC and DFI may have its dividend authority restricted by the regulating
bodies. CapitalSource Bank is prohibited from paying dividends without consent from our regulators.

Transactions with Affiliates

CapitalSource Bank’s authority to engage in transactions with “affiliates” is limited by Sections 23A and 23B
of the Federal Reserve Act as implemented by the Federal Reserve Board’s Regulation W. The term “affiliates” for
these purposes generally means any company that controls or is under common control with an institution, and
includes the Parent Company as it relates to CapitalSource Bank. In general, transactions with affiliates must be on
terms that are as favorable to the institution as comparable transactions with non-affiliates. In addition, specified
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types of transactions are restricted to an aggregate percentage of the institution’s capital. Collateral in specified
amounts must be provided by affiliates to receive extensions of credit from an institution. Federally insured banks
are subject, with certain exceptions, to restrictions on extensions of credit to their parent holding companies or other
affiliates, on investments. in the stock or other securities of affiliates and on the taking of such stock or securities as
collateral from any borrower. In addition, these institutions are prohibited from engaging in specified tying
arrangements in connection with any extension of credit or the providing of any property or service. :

Community Reinvestment Act

. Under the Community Reinvestment Act, every FDIC insured institution has a continuing and affirmative
obligation consistent with safe and sound banking practices to help meet the credit needs of its entire community,
including low and moderate income neighborhoods, The Community Reinvestment Act does not establish specific
lending requirements or programs for financial institutions nor does it limit an institution’s discretion to develop the
types of products and services that it believes are best suited to its particular community, consistent with the
Community Reinvestment Act. The Community Reinvestment Act requires the FDIC, in connection with the
examination of CapitalSource Bank, to assess the institution’s record of meeting the credit needs of its community
and to take such record into account in its evaluation of certain applications, such as a merger or the eéstablishment of
a branch, by CapitalSource Bank. The FDIC may use an unsatisfactory rating as the basis for the denial of an
application. Due to the heightened attention being given to the Community Reinvestment Act in the past few years,
CapitalSource Bank may be required to devote additional funds for investment and lending in its local community.

" Regulatory and Criminal Enforcement Provisions

; The FDIC and DFI have primary enforcement responsibility over CapitalSource Bank and have the authority
to bring action against all “institution-affiliated parties,” including stockholders, attorneys, appraisers and accoun-
tants who knowingly or recklessly participate in wrongful action likely to have an adverse effect on an insured
institution. Formal enforcement action may range from the issuance of a capital directive or cease and desist order to
removal of officers or directors, receivership, conservatorship or termination of deposit insurance. Civil penalties
cover a wide range of violations and can amount to $25,000 per day, or $1.1 million per day in especially egregious
cases. The FDIC has the authority to take such action under certain circumstances. Federal law also establishes
criminal penalties for specific violations. ' a

Environmental Issues Associated with Real Estate Lending

The Comprehensive Environmental Response, Compensation and Liability Act (“CERCLA”), a federal
statute, generally imposes strict liability on all prior and current “owners and ‘operators” of sites containing
hazardous waste. However, Congress acted to protect secured creditors by providing that the term “owner and
operator” excludes a person whose ownership is limited to protecting its security interest in the site. Since the
enactment of the CERCLA, this “secured creditor exemption” has been the subject of judicial interpretations which
have left open the possibility that lenders could be liable for clean-up costs on contaminated property that they hold
as collateral for a loan. To the extent that legal uncertainty exists in this area, all creditors, including the Parent
Company and CapitalSource Bank, that have made loans secured by properties with potential hazardous waste
contamination (such as petroleum contamination) could be subject to liability: for cleanup costs, which costs often
substantially exceed the value of the collateral property. R o o :

" Privacy Standards

The Gramm-Leach-Bliley Financial Services Modernization Act of 1999 (“GLBA”) modernized the financial
services industry by establishing a comprehensive framework to permit affiliations among commercial banks,
insurance companies, securities firms and other financial service providers. CapitalSource Bank is subject to
regulations implementing the privacy protection provisions of the GLBA. These regulations require CapitalSource
Bank to disclose its privacy policy, including identifying with whom it shares “non-public personal information” to
consumers at the time of establishing the customer relationship and annually thereafter. The State of California’s
Financial Information Privacy Act provides greater protection for consumer’s rights under California Law to restrict
affiliate data sharing. ‘ : | o C ~ :
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Anti-Money Laundering and Customer Identification

As part of the Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and
Obstruct Terrorism Act of 2001 (“USA Patriot Act”), Congress adopted the International Money Laundering
Abatement and Financial Anti-Terrorism Act of 2001 (“IMLAFATA”). IMLAFATA amended the Bank Secrecy Act
(“BSA”) and adopted additional measures that established or increased existing obligations of financial institutions,
including CapitalSource Bank, to identify their customers, monitor and report suspicious transactions, respond to
requests for information by federal banking regulatory authorities and law enforcement agencies, and, at the option
of CapitalSourée Bank, share information with other financial institutions. The U.S. Secretary of the Treasury has
adopted several regulations to implement these provisions. Pursuant to these regulations, CapitalSource Bank is
required to implement appropriate policies and procedures relating to anti-money laundering matters, including
compliance with applicable regulations, suspicious activities, currency transaction reporting and customer due

diligence. Our BSA compliance program 1s subject to federal regulaiory review.

. Other Laws and Regulations

We are subject to many other federal statutes and regulations, such as the Equal Credit Opportunity Act, the
Truth in Savings Act, the Fair Credit Reporting Act, the Fair Housing Act, the National Flood Insurance Act and
various federal and state privacy protection laws. These laws, rules and regulations, among other things, impose
licensing obligations, limit the interest rates and fees that can be charged, mandate disclosures and notices to
customers mandate the collection and reporting of certain data regarding customers, regulate marketing practices
and require the safeguarding of non-public information of customers. Penalties for violating these laws could
subject us to lawsuits and could also result in administrative penalties, including, fines and reimbursements. We are
also subject to federal and state laws prohibiting unfair or fraudulent business practices, untrue or misleading
advertising and unfair competition. ‘ ‘

In recent years, examination and enforcement by the state and federal banking agencies for non-compliance
with the above-referenced laws and their implementing regulations have become more intense. Due to these
heightened regulatory concerns, we may incur additional compliance costs or be required to expend additional
funds for investments in our local community.

The federal government continues to evaluate possible new laws and regulations, which if enacted, could have
a material impact on us, including among other things increased reporting obligations, restrictions on current
lending activities, federal and state supervision and increased expenses t0 operate as a bank.
Regulation of Other Activities

Some other aspects of our operations are subject to supervision and regulation by governmental authorities and
may be subject to various laws and judicial and administrative decisions imposing various requirements and
restrictions, whiph, among other things:

* regulate éredit and) lending acﬁvities, including establishing liéensing requirements in some jurisdictions;
« establish the maximum interest rates, finance charges and other fees we may charge our clients;

* govern secured transactions;

* require specifiéd information disclosures to our clients;

« set collection, foreclosure, repossession and claims handling procedures and other trade practices;

« regulate our clients’ insurance coverage;

* prohibit discrimination in the extension of credit and administration of our loans; and

« regulate the use and reporting of certain client information.

In addition, many of our healthcare clients receive significant funding from governmental sources and are
subject to licensure, certification and other regulation and oversight under the applicable Medicare and Medicaid
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programs. These regulations and governmental oversight, both on federal and state levels, indirectly affect our
business in several ways as discussed below.

* Failure to comply with the applicable laws and regulation by our clients could result in loss of accreditation;
denial of reimbursement, imposition of fines, suspension or decertification from federal and state health care
programs, loss of license and closure of the facility.. - ' :

* With limited exceptions, the law prohibits payment of amounts owed to healthcare providers under the
Medicare and Me"d'icaid programs to be directed to any entity other than actual ‘providers approved for

~ participation in the applicable pr,o'grams. Accordingly, while we lend money that is secured by pledges of
Medicare and Medicaid receivables, if we were required to invoke our rights to the pledged receivables, we
would be unable to collect receiVables payable under these programs directly. We would need a court order
to force collection’directly against these governmiental payers. ' '

* Hospitals, nursing facilities and other providers of healthcare services are not always assured of receiving
adequate Medicare and Medicaid reimbursements to cover the actual costs of operating the facilities and
providing care to patients. In addition, modifications to reimbursement payment mechanisms, statutory and
regulatory changes, retroactive rate ‘adjustments, administrative rulings, policy interpretations, payment
delays, and government funding restrictioiis could result in payment delays or alterations in reimbursements
affecting providers’ cash flows with 'possible material adverse effect on a facility’s liquidity.

.* Many states are presently considering enacting, or have already enacted, reductions in the amount of funds
appropriated to healthcare programs resulting in rate freezes or reductions:to their Medicaid payment rates
and often curtailments of coverage afforded to Medicaid enrollees. Most of our healthcare clients depend on
Medicare and Medicaid reimbursements, and reductions in reimbursements, caused by either payment cuts,
census declines, staffing shortages, or other operational forces from these programs may have a negative
impact on their ability to generate adequate revenues to satisfy their obligations to us. There are no
assurances that payments from governmental payors will remain at levels comparable to present levels or
will, in the future, be sufficient to cover the costs allocable to patients eligible for coverage under these
programs. : i R ' TR

* For our clients to remain eligible to receive reimbursements under the Medicare and Medicaid programs the
clients must comply with a number of conditions of participation and other regulations imposed by these
programs, and are subject to petiodic federal and state surveys-fo-ensure compliance with various clinical

~ and operational covenants. A client’s failure to comply with these covenants and regulations may cause the
client to incur penalties and fines and other sanctions, or lose its eligibility to continue to receive
reimbursements under the programs, which could result in the client’s inability to make scheduled payments
to us.

Employees

As of December 31, 2010, we employed 625 people, 329 of whom were employed by CapitalSource Bank. We
believe that our relations with our employees are’ good. o i '
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Executive Officers :

Our executive officers and their ages and positions are as follows:

Name IR ‘Age PO_SiﬁS)_l;
Johh K. ,Delaneyl'. e e 47 . Executive Chairmaﬂ .
Steven. A. Museles. ... . ... 47 . Co-Chief Executive Officer -
- James J. Pieczynski .. oo oo 48 - Co-Chief Executive Officer
Douglas H. (Tad) Lowrey........... 58 Chief Executive Officer and President —
' CapitalSource Bank
DonaldF. Cole .................. 40 Chief Financial Officer
John A.Bogler .......0.o. o oo 45 . Chief Financial Officer —- CapitalSource Bank

Bryan D. Smith'. . ... ... w........ 40 Senior Vice Presidentand Chief Accounting Officer

Biographies for our executive officers are as follows:

John K. Delaney, 47, afounder of the Company, has served as our Executive Chairman since January 2010, as a
director and Chairman of our Board since our inception in 2000, and as our Chief Executive Officer from our
inception in 2000 until January 2010: Mr.-Delaney received his undergraduate degree from Columbia University
and his juris doctor degree from Georgetowi University Law Center. =~ ° = '

Steven A. Museles, 47, has served as a director and Co-Chief Executive Officer since January 2010.
Mr. Museles previously served as our Executive Vice President, Chief Legal Officer and Secretary from our
inception in 2000 until January 2010, and in similar capacities for CapitalSource Bank from July 2008 through
December 2009. Mr. Museles received his undergraduate degree from the University of Virginia and his juris doctor
degree from Georgetown University Law Center.

James J. Pieczynski, 48, has served as a director and Co-Chief Executive Officer since January 2010.
Mr. Pieczynski previously served as our President — Healthcare Real Estate Business from November 2008 until
January 2010, our Co-President — Healthcare and Specialty Finance from January 2006 until November 2008,
Managing Director — Healthcare Real Estate Group from February 2005 through December 2005, and Director —
Long Term Care from November 2001 through January 2005. Mr. Pieczynski served on the board of directors and
audit committee of Florida East Coast Industries Inc. from June 2004 until June 2006. Mr. Pieczynski received his
undergraduate degree from the University of Illinois, Urbana-Champaign.

Douglas H. (Tad) Lowrey, 58, has served as the Chief Executive Officer and President of CapitalSource Bank
since its formation on July 25, 2008. Prior to his appointment, Mr. Lowrey served as Executive Vice President of
Wedbush, Inc., a private investment firm and holding company, from January 2006 until June 2008. Mr. Lowrey
served as Chairman, President and Chief Executive Officer of Jackson Federal Bank from 1999 until February 2005
following its sale to Union Bank of California. Mr. Lowrey is an elected director of the Federal Home Loan Bank of
San Francisco. He received his undergraduate degree from Arkansas Tech University and was licensed in 1977 in
the state of Arkansas as a certified public accountant.

Donald F. Cole, 40, has served as our Chief Financial Officer since May 2009. Mr. Cole previously served as
our Chief Administrative Officer from September 2008 until May 2009, our interim Chief Accounting Officer from
March 2008 until September 2008, our Chief Administrative Officer from January 2007 until March 2008, our
Chief Operations Officer from February 2005 until January 2007, and our Chief Information Officer from July 2003
until February 2005. Mr. Cole received his undergraduate degree and masters of business administration from the
State University of New York at Buffalo and a juris doctor degree from the University of Virginia School of Law. He
was licensed in 1996 in the state of New York as a certified public accountant.

John A. Bogler, 45, has served as Chief Financial Officer of CapitalSource Bank since its formation on July 25,
2008. Prior to his appointment, Mr. Bogler served as Chief Financial Officer of Affinity Financial Corporation from
January 2008 until July 2008. Mr. Bogler served as a financial consultant specializing in bank acquisition and de
novo activities from February 2005 until January 2008 and was Chief Financial Officer at Jackson Federal Bank
from April 2000 until February 2005. Mr. Bogler received his undergraduate degree from Missouri State University
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in 1988, became a certified public accountant in the State of Missouri in 1991 and became a chartered financial
analyst in 1998.

Bryan D. Smith, 40, has served as our Chief Accounting Officer since September 2008 and was appointed
Senior Vice President and Chief Accounting Officer in May 2009. Previously, Mr. Smith worked as a consultant to
us from June 2008 until his appointment as our Chief Accounting Officer in September 2008, and served as our
Controller — Strategy Execution from January 2007 until May 2008, and our Controller from October 2003 until
January 2007. Mr. Smith received his undergraduate degree from Virginia Tech in 1993 and was licensed in 1994 in
the State of Maryland as a certified public accountant.

Other Information

Our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all
amendments to those reports are available free of charge on our website at www.capitalsource.com as soon as reasonably
practicable after such material is electronically filed with or furnished to the Securities and Exchange Commission or by
contacting CapitalSource Investor Relations, at (800) 695-3457 or investor.relations @capitalsource.com.

We also provide access on our website to our Principles of Corporate Governance, Code of Business Conduct
and Ethics, the charters of our Audit, Compensation, Asset, Liability and Credit Policy and Nominating and
Corporate Governance Committees -and .other corporate governance documents. Copies of these documents. are
available to any shareholder upon written request made to our corporate secretary at our Chevy Chase, Maryland
address. In addition, we intend to disclose on our website any changes to or waivers for our executive officers or »
directors from, our Code of Business Conduct and Ethics.
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ITEM 1A. RISK FACTORS

_ Our business faces many risks. The risks described below may not be the only risks we face. Addmonal rzsks
that we do not yet know of or that we currently believe are immaterial may also impair our business operations. If
any. of the events, or circumstances described in the followmg risk factors actually occur, our business, financial
condition or results of operations could suffer, and the trading price of our securities could decline. The
U.S. economy is still in the process of recovering from an economic recession, and a slow recovery may adversely
impact on our business and operations, including, without limitation, the credit quality of our loan portfolio, our
liquidity and our earnings. You should know that many of the risks described may apply to more than just the
subsection in which we grouped them for the purpose of this presentation. As a result, you should consider all of the
following risks, together with all of the other information in this Annual Report on Form 10-K, before deczdmg to
invest in our securities.

Risks Related to Our Lending Activities

Our results of operatzon and financial condttton would be adversely affected if our allowance for loan
losses is not sufficient to absorb actual losses.

- Experience in the financial services industry indicates that a portion of our loans in all categories of our lending
business will become delinquent or impaired, and some may only be partially repaid or may never be repaid at all.
Our methodology for establishing the adequacy of the allowance for loan losses depends on subjective determi-
nations and judgments about our borrowers’ ability to repay. Despite management’s efforts to estimate the specific
allowance, ultimate resolutions of specific loans may result in actual losses that are greater than our allowance.
Deterioration in general economic conditions and unforeseen risks affecting customers may have an adverse effect
on our borrowers’ capacity to repay their obligations, whether our risk ratings or valuation analyses reflect those
changing conditions. Changes in economic and market conditions may increase the risk that the allowance would
become inadequate if borrowers experience economic and other conditions adverse to their businesses. Maintaining
the adequacy of our allowance for loan losses may require that we make significant and unanticipated increases in
our provisions for loan losses, which would materially affect our results of operations and capital adequacy.
Recognizing that many of our loans individually represent a significant percentage of our total allowance for loan
losses, adverse collection experience in a relatively. small number of loans could require an increase in our
allowance. Federal and State regulators, as an integral part of their respective supervisory functions, periodically
~ review a portion of our loan portfolio. The regulatory agencies may require changes to credit ratings or grades on
loans, which could lead to an increase in the allowance for loan losses, increased provisions for loan losses and as
appropriate, recognition of further 16an charge-offs based upon their judgments, which may be different from ours.
Increases in the allowance for loan losses required by these regulatory agen01es could have a negatlve effect on our
results of operations and financial condition.

We may not recover all amounts that are contractually owed to us by our borrowers.

‘We expect to experience charge-offs and delinquencies on our loans in the future. In addition, like other
commercial lenders, we have experienced missed and late payments, failures by clients to comply with operational
and financial covenants in their loan agreements and client performance below that which we expected when we
originated the loan. Most of our loans bear interest at variable interest rates. If interest rates increase, interest
obligations of our clients may also increase. Some of our clients may not be able to make the increased interest
payments, resulting. in defaults on their loans. If we experience material losses on our portfolio, such losses would
have a material adverse effect on our revenues, net income, results of operation and financial condition, to the extent
the losses exceed our allowance for loan losses.

We may be unable to act in a timely fashwn S0 as to prevent a loss of our loan to a client and we may
make errors in evaluatmg information reported by our clients. As a result, we may suffer losses on loans
or may make advances that we would not have made if we had properly evaluated the information.

Our clients may experience operational or financial problems that, if not timely addressed, could result in a
substantial impairment or loss-of the value of our loan to the client. We may fail to identify problems because our
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client did not report them in a timely manner or, even if the client did report the problem, we may fail to address it
quickly enough or at all. Even if clients provide us with full and accurate disclosure of all material information
concerning their businesses, we may misinterpret or incorrectly analyze this information. Mistakes may cause us to
make loans that we otherwise would not have made or, to fund advances that we otherwise would not have funded,
or result in losses on one or more of our loans. As a result, we could suffer loan losses which could have a material
adverse effect on our revenues, nét income and results of operations and ﬁnanc1al condition, to the extent the losses
exceed our allowance for loan losses.

We make loans to privately owned small and medtum-Stzed companies that present a greater risk of loss
than loans to larger compames.

Our portfoho consists primarily of commercial loans to small and medium-sized, privately owned businesses.
Compared to larger, publicly owned firms, these companies generally have limited access to capital and higher
funding costs, may be in a weaker financial position and may need more capital to expand or compete. These
financial challenges may make it difficult for our clients to make scheduled payments of interest or principal on our
loans. Accordingly, loans made to these types of clients entail’ hlgher risks than loans made to companies that are
able to access a broader array of credit sources. :

In addition, there is generally no publicly available information about the small and med1um—s1zed privately
owned companies to which we lend. Therefore, we underwrite our loans based on detailed financial information and
projections provided to us by our clients and we must rely on our clients and the due diligence efforts of our
employees to obtain the information relevant to making our credit decisions. We rely upon the management of these
companies to provide full and accurate disclosure of material information concerning. their business, financial
condition and prospects. Wé may not have access to all of the material information about a particular client’s
business, financial condition-and prospects, or a client’s accounting records may be poorly maintained or organized.
The client’s business, financial condition and prospects may ‘also change rapidly in the current economic
environment. In such instances, we may not make a fully informed: cred1t de01s1on which may lead, ultlmately,
toa fallure or 1nab1hty to recover our loan in its entlrety :

Some of our clients require licenses, permits and other governmental authorizations to operate their
businesses, which may be revoked or modified by applicable governmental authorities. Any revocation or

" modification could have a material adverse effect on the buszness of a cltent and, consequently, the value of
our loan to that client. '

- In addition to clients.in the hea]thcare industry suject to Medicare and Medicaid regulation, clients in other
industries require permits and licenses from various governmental authorities to operate their businesses. These
governmental authorities may revoke or modify these licenses or permits if a client is found to be in violation of any
regulation to which it is subject. In addition, these licenses may be subject to modification by order of governmental
authorities or periodic renewal requirements or changes as a result of changes in the law. The loss of a permit or
license, whether by termination, modification or failure to renew, could i impair the client’s ability to operate its
business, which could impair the client’s ability to generate cash flows necessary to service our loan or repay
indebtedness upon maturity, either of which outcomes would reduce our revenues, cash flow and net income. See
the Supervision and Regulation section of Item 1, Business, above for additional discussion of spemﬁc regulatory
and governmental oversight apphcable to many of our healthcare clients.

Our concentration of loans to a limited number of clients within a particular industry or region could
impair our revenues if the industry or region were to expertence economic dtfﬁculttes or changes in the :
regulatory environment. :

In our normal course of business, we engage in lending activities with clients primarily throughout the
United States. As of December 31, 2010, the single largest industry concentration was healthcare and social
assistance, which made up approximately 22% of our loan portfolio. As of December 31, 2010, taken in the
aggregate, non-healthcare real estate loans made up approx1mate1y 24% of our loan portfolio. As of December 31,
2010, the two largest geographical concentrations were Florida and California, which each making up approx-
imately 10% of our loan portfolio. As of December 31, 2010, $931.9 million, or 15%, of our portfolio consisted of
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loans to four clients with aggregate loan balances that are individually greater than $100.0 million. Of this amount,
loans to one real estate client totaling $121.1 million were on non-accrual. If any particular industry or geographic
region were to experience economic difficulties, the overall timing and amount of collections on our loans to clients
operating in those industries or geographic regions may differ from what we expected and it could have a material
adverse impact on our financial condition or results of operations. ’ '

. Because of the nature of our loans and the manner in which we disclose client and loan concentrations,
it may be difficult to evaluate our risk exposure to any particular client or group of related clients

We have several clients that are related to each other through common ownership or managemeht. In situations
where clients are related through common ownership, to the extent the common owner suffers financial distress, the

cofninon owner may be unable to continue to support our clients, which could, in turn, lead to financial difficulties
for those clients. Further, some of our clients are managed by the same entity and, to the extent that management
entity suffers financial distress or is otherwise unable to continue to manage the operations of the related clients,
those clients could, in turn, face financial difficulties. In both of ‘these cases, our clients could have difficulty
servicing their debt to us, which could have an adverse effect on our financial condition.

‘Our bdlloon loans and bullet loans may involve a greater degree of risk than other types of loans.

‘As of December 31, 2010, approximately 88% of the outstanding balance of out commercial loans comprised
either balloon loans or bullet loans. A balloon loan is a term loan with a series of scheduled payment installments
calculated to amortize the principal balance of the loan so that, upon maturity of the loan, more than 25%, but less
than 100%, of the loan ‘balance remains unpaid and must be satisfied. A bullet loan is a loan with no scheduled
payments of principal before the maturity date of the loan. : ‘ L

Balloon loans and bullet loans involve a greater degree of risk than other types of loans because they generally
require the borrower to make a large, final payment upon the maturity of the loan. The ability of a client to make this
final payment upon the maturity of the loan typically depends upon its ability to generate sufficient cash flow to
repay the loan prior to maturity, to refinance the loan or to sell the related collateral securing the loan, if any. The
ability of a client to accomplish any of these goals will be affected by many factors, including the availability of
financing at acceptable rates to the client, the financial condition of the client, the marketability of the related
collateral, the operating history of the related business, tax laws and the prevailing general economic conditions.
Consequently, a client may not have the ability to repay the loan at maturity, and we could lose some or all of the
principal of our loan. : :

.. We are limited in pursuing certain of our rights and remedies under our Term B, second lien and mezzanine
loans, which may increase our risk of loss on these loans.

‘Term B loans 'générally are senior secured loans that are equal as to collateral and junior as to righ't of payment
to clients’ other senior debt. Second lien loans génerally are junior as to both collateral and right of payment to
clients’ ‘senior debt. Mezzanine loans may not have the benefit of any lien against clients’ collateral and generally
are junior to any lienholder both as to collateral (if any) and payment. Collectively, Term B, second lien and
mezzanine loans comprised 16% of the aggregate outstanding balance of our commercial loan portfolio as of
Decemiber 31, 2010. As a result of the subordinate nature of these loans, we may be limited in our ability to enforce
our rights to collect principal and interest on these loans or to recover any of the loan balance through our right to
foreclose upon collateral. For example, we typically are not contractually entitled to receive payments of principal
on a subordinated loan until the senior loan is paid in full, and may only receive interest payments on these loans if
the client is not in default under its senior loan. In many instances, we are also prohibited from foreclosing on these
loans until the senior. loan is paid in full. Moreover, any amounts that we might realize as a result of our collection
efforts or in connection with a bankruptcy or insolvency proceeding under these loans must generally be turned over
to the senior lender until the senior lender has realized the full value of its own claims. These restrictions may
materially and adversely affect our ability to recover the principal of any non-performing Term B, second lien or
mezzanine loans. :
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The collateral securing a loan may not be sufficient to protect us from a partial or complete loss if we -
have not properly obtained or perfected a lien on such collateral or if the loan becomes non-performing,
and we are required to foreclose. ' ' ‘ e - ‘ ' :

While most of our loans are secured by a lien on specified collateral of the client, there is no assurance that we
have obtained or properly perfected our liens, or that the value of the collateral securing any particular loan will
protect us from suffering a partial or complete loss if the loan becomes non-performing and we move to foreclose on
the collateral. In such event, we could suffer loan losses which could have a material adverseé effect'on our revenue,
net income, financial condition and results of operations. e g TR

Our leveraged loans are not fully covered by the value of assets or collateral of the client and, conse-

quently, if any of these loans becomes non-performing, we couli_i,si;ﬁ"er a loss of some or all of our value

in the loan. o S o o h

“Leveraged lending involves lending money to a client based primarily on the expected cash flow, profitability

and enterprise value of a client rather than on the value of its assets. As of December 3 1, 2010, approximately 33%
of the loans in our portfolio were leveraged loans under which we had advanced 38% of the aggregate outstanding
loan balance of our portfolio. The value of the assets which we hold as collateral for these loans is typically
substantially less than the amount of money we advance to a client under these loans. When a leveraged loan
becomes non-performing, our primary recourse to recover some or all of the principal of our loan is to force the sale
of the entire company as a going concern or restructure the company in a way we believe would enable it to generate
sufficient cash.flow over time to repay our loan. Neither of these alternatives may be an available or viable option or
generate enough proceeds to repay the loan. Additionally, given recent and current economic conditions, many of
our leveraged loan clients have and may: continue to suffer decreases in revenues.and net income, making them more
likely to underperform and default on our loans and making it less likely that we could obtain sufficient proceeds
from a restructuring or sale of the company. If we are a subordinate lender rather than the senior lender in a
leveraged loan, our ability to take remedial action is constrained by our agreement with the senior lender and our
financial condition may suffer. : R R , v

We are not the agent for a portion of our loans and, consequently, have little or no control over how
those loans are administered or controlled. ' : = ' :

We are ncithef the agent.of the lending group that receives payments under, nor the agent of the lending group
that controls the collateral for purposes of administering, loans comprising approximately 28% of the aggregate
outstanding balance of our loan portfolio as of December 31, 2010. We may not receive the same financial or
operational information as we receive for loans for which we are the agent. As aresult, it may be more difficult for
us to track or rate these loans than it is for the loans for which we are the agent. Additionally, we may be prohibited
or otherwise restricted from taking actions to'enforce the loari or'to foreclose upon the collateral securing the loan or
otherwise exercise remedies without the agreement of other lenders holding a specified minimum aggregate
percentage, generally a majority or two-thirds of the outstanding principal balance. It is possible that an agent for
one of these loans may not manage the loan to our standards or may choose not to take the same actions to enforce
the loan, to foreclose uporn the.collateral securing the loan or to exercise remedies that we would or would not take if
we were agent for the loan. We also could experience losses in the event of the bankruptcy Qf the agent.

_ We are the agent for‘ loans in which syndicates _bf 'lejm,lers payrticip'atev and, in the event of a loss on anj
. such loan, we could have liability to other members of the syndicate related to our management and
servicing of the loan.

As of December 31, 2010, we were either the paying, administrative or the collateral agent or all for a group of
third-party lenders for loans with outstanding commitments of $2.1 billion. When weé are the agent representing a
syndicate of lenders fora loan in administering the loan, receiving all payments under the loan and/or controlling
the collateral for purposes of administering the loan, we often receive financial and/or opetational information
directly from the borrower and are responsible for providing some or all of this information to our co-lenders. We
may also be responsible for taking actions on behalf of the lending group to enforce the loan, to foreclose upon the
collateral securing the loan or to exercise remedies. it is possible that as agent for one of these loans we may not
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manage the loan to the applicable standard. In addition, we may choose a different course of action than one or more
of our co-lenders would take to enforce the loan, to foreclose upon the collateral securing the loan or to exercise
remedies if our co-lenders were in a position to manage the loan. If we do not administer these loans in accordance
with our obligations and the applicable legal standards and the lending syndicate suffers a loss on the loan, we may
have liability to our co-lenders. ‘

If we do not obtain or maintain the necessary licenses and approvals, we will not be allowed to acqutre,
fund or originate small business loans or residential mortgage loans or other loans in some states, which
could adversely affect our operations.

We engage in lending activities which involve the collection of numerous accounts, as well as compliance with
various federal, state and local laws that regulate consumer lending. Many states in which we do business require
that we be licensed, or that we be eligible for an exemption from the licensing requirement, to conduct our business.
We also engage in small business lending which is regulated by the Small Business Administration. We cannot
assure you that we will be able to obtain all the necessary licenses and approvals, or be granted an exemption from
the licensing requirements, that we will need to maximize the acquisition, funding or origination of residential
mortgages, small business, or other loans or that we will not become liable for a failure to comply with the myriad of
regulations applicable to our lines of business.

We are in a competitive business and may not be able to take advantage of attractive opportunities.

Our markets are competitive and characterized by varying competitive factors. We compete with a large
number of companies, including:

« commercial banks and thrifts;

*

specialtyband commercial fihance companies;
* private investment funds;

« insurance companies; and

* investment banks.

" Some of our competitors have greater financial, techmcal marketing and other resources and market positions
than we do. They also have greater access to capital than we do and at a lower cost than is available to us.
Furthermore, we would expect to face increased price competition on deposits and if finance companies, banks or

other competitors seek to expand within or enter our target markets. Increased competition could cause us to reduce
our pricing and lend greater amounts as a percentage of a client’s eligible collateral or cash flows. Even with these
changes, in an increasingly competitive market, we may not be able to attract and retain depositors or clients or
maintain or grow our business and our market share and future revenues may decline. If our existing clients choose
to use competing sources of credit to refinance their loans, the rate at which loans are repaid may be increased,
which could change the characteristics of our loan portfolio as well as cause our anticipated return on our existing
loans to vary.

Risks Impacting Funding our Operations

Our ability to operate our business depends on our ability to maintain our external financing and raise
sufficient deposits.

CapitalSource Bank’s ability to maintain or raise sufficient deposits may be limited by several factors,
mcludmg )

. competltlon from a varlety of competitors, many of which offer a greater selection of products and services
and have greater financial resources; :
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* as a California state-chartered industrial bank, CapitalSource Bank is permitted to offer only savings, money
market and time deposit products which limitations ‘may adversely 1mpact its ab1hty to compete
effectlvely, and s ,

. deposuors negative views of the Company could cause deposnors to w1thdraw their deposits or seek ‘higher
rates.

While we expect to maintain and continue to raise deposits at.a reasonable rate.of interest, there is no assurance
that we will be able to do so successfully.

In addition, given the short average maturity of CapitalSource Bank’s deposits to the maturity of its loans, the
inability of CapitalSource Bank to raise or maintain depos1ts could compromise our ability to operate our business,
1mpa1r our 11qu1d1ty and threaten our solvency

Aside from deposit funding; CapitalSource Bzank may obtain back-up hqu1d1ty from the Parent Company
pursuant to the $150.0 million revolving credit facility it has established with the Parent- Company, and other
facilities it has established with the FHLB SF, and the FRB. The availability of these sources of funds may ‘be
limited or threatened in the event of a severe economic crisis. If the liquidity or financial performance of the Parént
‘Company weakens, CapitalSource Bank may not be able to draw on the $150.0 million revolving credit facility. The
access to borrowing from FHLB SF may be materially impacted should Congress alter or dissolve the Federal Home
Loan Bank system. Our access to the FRB primary credit program may be materially impacted should the FRB
modify its credit program and limit CapitalSource Bank’s access to the program. As a result, if the ability of
CapitalSource Bank to attract and retain suitable levels of deposns weakens, this could negatively impact our
business, financial condition, results of operations and the market price of our common stock.

CapitalSource Bank is prohibited from paying dividends without the consent of our regulators, and we do not
anticipate that dividends from CapitalSource Bank will provide liquidity to. find the operations of the Parent
Company for the foreseeable future. The Parent Company is dependent on loan collections and the proceeds of loan -
sales to fund its operations. A shortfall in loan proceeds may impair.our ability to fund our operations or to repay our
existing debt.

Mandatory redemption provisions under our indebtedness may limit our ability to maintain sufficient
liquidity.
The terms of our outstanding convertible debentures require us to make offers to repurchase them in 2011 and 2012.

As of December 31, 2010 the principal amounts of convertible debentures that we may be required to purchase in those
years are $280.5 million in July 2011 and $250.0 million in July 2012. If the conversion prices of all of these debentures.
remain significantly out of the money, we would expect that all of the holders would elect to tender their debentures to us
in response to these offers, requiring us to pay the respective principal amounts in cash at the conclusion of each offer. If
we are unable to sell sufficient assets, raise new capital or restructure these payment obligations, we may. not have
sufficient liquidity to make these required prepayments by these dates. Consequently, we could default on these payment
obligations, which would trigger cross-defaults under our other debt. In such circumstances, our business, liquidity and
operations would be materially adversely affected, and we may not be able to'continue operating.

We must comply with various covenants and obligations under our indebtedness and our failure to do so
could adversely affect our ability to operate our business, manage our portfolio or pursue certain
opportumtzes

The Parent Company is subject to financial and non-financial covenants under our indebtedness, including,
without limitation, with respect to restricted payments, interest coverage, minimum tangible net worth, leverage,
maximum delinquent and charged-off loans, servicing standards, and limitations on incurring or guaranteeing
indebtedness, refinancing existing indebtedness, repaying subordinated indebtedness, making investments, divi-
dends, distributions, redemptions or repurchases of our capital stock, entering into transactions with affiliates
selling assets, creating liens and engaging in a merger, sale or consolidation. If we were to default under our
indebtedness by violating these covenants or otherwise, our lenders’ remedies would include the ability to, among
other things, transfer servicing to another servicer, foreclose on collateral, accelerate payment of all amounts
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payable under such indebtedness and/or terminate their commitments under such indebtedness. A default under our
indebtedness could have a material adverse affect on our business, financial condition, 11qu1d1ty posmon and our
ability to continue to operate our business.

In addition, upon the occurrence of specified servicer defaults our lenders under our credit facility and the
holders of the notes issued in our term debt securitizations may elect to terminate us as servicer of the loans under
the applicable facility or term debt securitizations and appoint a successor servicer or replace us as cash manager for
our secured facilities and term debt securitizations. If we were terminated as servicer, we would no longer receive
our sérvicing fee. In addition, because there can be no assurance that any successor servicer would be able to service
the loans according to our standards, the performance of our loans could be materially adversely affected and our
income generated from those loans significantly reduced.

Substantially all of the assets of the Parent Company are pledged or otherwise encumbered by liens we have
granted in favor of our lenders. The restrictive.covenants in our indebtedness may, among other things, impair our
ability and reduce our flexibility to operate our business, restrict our ability to optimally restructure our existing
debt, plan for or react to changes in our business, the economy and/or markets, or limit our ability to engage in
activities that may be in our long-term best interest, thereby negatively impacting our financial condition or results
of operations. Our failure to comply with these restrictive covenants could result in an event of defauit that, if not
cured or waived, could result in the acceleration. of all or a substantial portion of our debt.

Our commitments to lend addttwnal amounts to extstmg chents exceed our resources avatlable to fund
these commztments :

“As of Decgmber 31, 2010, we had $1.9 billion of unfunded commitments to extend credit, of which
$958.7 millioh were commitments of CapitalSource Bank and $977.7 million were commitments of the Parent
Company. Due to their nature, we cannot know with certainty the aggregate amounts we- will be required to fund
under these unfunded commitments. In many cases, our obligation to fund unfunded commitments is subject to our
clients’ ability to provide collateral to secure the requested additional fundings, the collateral’s satisfaction of
eligibility requirements, our clients’ ability to meet specified precondmons to borrowing, including compliance
with the loan agreements, and/or our discretion pursuant to the terms of the loan agreements. In other cases,
however, there are no such prerequisites to future fundings by us, and our clients may draw on these unfunded
commltments at any time. Clients may seek to draw on our unfunded commltments to improve their cash posmons
We expect that these unfunded commitments will continue to exceed the Parent Company’s available funds. Our
failure to sat1sfy our full contractual funding commitment to one or more of our clients could create breach of
contract and lender hab111ty for us and irreparably damage our reputation in the marketplace, which would have a
matenal adverse effect on our ability to continue to operate our business.

Fluctuating interest rates could adversely affect our profit margins.

We borrow money from our lenders at variable interest rates and raise short-term deposits at prevailing rates in
the relevant markets. We generally lend money at variable rates based on either prime or LIBOR indices. Our
operating results and cash flow depend on the difference between the interest rates at which we borrow funds and
raise deposits and’ the interest rates at which we lend these funds. Because many of our loans are cuirently below
their contractual interest rate floors, upward movements in interest rates will not 1mmed1ately result in additional
interest income, although these movements would increase our cost of funds. Therefore, any upward movement in
rates may result in a reduction of our net interest income. For additional information about interest fate risk, see
Management’s Discussion and Analysis of Financial Condition and Results of Operattons — Market Risk
Management.

Interest on some of our borrowirigs is based in part on the rates and maturities dt' which vehicles sponsored by
our lenders issue asset backed commercial paper. Changes in market interest rates or the relationship between
market interest rates and asset backed commercial paper rates could increase the effective cost at which we borrow
funds under some of our indebtedness. :
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In addition, changes in market interest rates, or in the relationships between short-term and long-term market
interest rates, or between different interest rate indices, could affect the interest rates charged on interest earning
assets differently than the interest rates paid on interest bearing liabilities, which could result in an increase in
interest expense relative to our interest income.

Hedging instruments involve inherent risks and costs and may adversely affect our earnings.

We have entered into-interest rate swap agreements and other contracts for interest rate risk management
purposes. Our hedging activities vary in scope based on a number of factors, including the level of interest rates, the
type of portfolio investments held, and other changing market conditions. Interest rate hedging may fail to protect or
could adversely affect us because, among other things:

* interest rate hedging can be expensive, particularly during periods of volatile interest rates;

“» available interest rate hedgmg may not correspond dlrectly with the interest rate risk for which protection is
sought; :

* the duration of fhe hedge may not match the duration of the related liability or asset;

* the credit quality of the party owing money on the hedge may be downgraded to such an extent that it impairs
our ability to sell or assign our side of the hedging transaction; and

* the party owing money in the hedglng transaction may default on its obhgatlon to pay.

Because we do not employ hedge accountlng, our hedging act1v1ty may materially adversely affect our
earnings. Therefore, while we pursue such transactions to reduce our interest rate risks, it is possible that changes in
interest rates may result in losses that we would not otherwise have incurred if we had not engaged in any such
hedging transactions. For additional information, see Note 21, Derivative Instruments, in our accompanying
audited consolidated financial statements for the year ended December:31, 2010. .-

The cost of using hedging instruments increases as the period covered by the instrument increases and during
periods of rising and volatile interest rates. We may increase our hedging activity and, thus, increase our hedging
costs during periods when interest rates are volatile or rising. Furthermore, the enforceablhty of agreements
associated with derivative instruments we use may depend on compliance with applicable statutory, commodity and
other regulatory requirements and, depending on the identity of the counterparty, applicable international
requirements. In the event of default by a counterparty to hedging arrangements, we may lose unrealized gains
associated with such contracts and may be required to execute replacement contract(s) on market terms which may
be less favorable to us. Although generally we seek to reserve the right to terminate our hedgmg positions, it may not
always be pos51b1e to dispose of or close outa hedgmg position without the consent of the hedging counterparty, and
we may not be able to enter into an offsetting contract in order to cover our risk. We cannot assure you that a liquid
secondary market will exist for hedging instruments purchased or sold, and we may be required to maintain a
position until exercise or expiration, which could result in losses.

We may enter into derivative contracts that could expose us to future contingent liabilities.

Part of our investment strategy involves entering into derivative contracts that require us to fund cash payments
In certain circumstances. Our ability to fund these contingent liabilities will depend on the liquidity of our assets and
access. to fundmg sources at the time, and the need to fund these contingent liabilities could materially adversely
impact our financial condition. For additional information, see Note 21, Derivative Instruments, in our accom-
panying audlted consolidated flnanCIal statements for the year ended December 31, 2010

Risks Related to Our O'perations

We are subject to extensive government regulation and supervision, which limit our flexibility and could
result in adverse actions by regulatory agencies against us.

We are subject to extensive federal and state regulation and supervision that govern, limit or otherwise affect
almost all aspects of our operations. Such banking regulation and supervision is intended primarily to protect
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customers, depositors and the FDIC Deposit Insurance Fund — not our shareholders. These laws and regulations,
among other matters, establish minimum capital requirements, limit the business activities we can conduct, prohibit
various business practices, limit the dividends or distributions CapitalSource Bank can pay, establish reporting
requirements, require approvals or consent for many types of transactions or business changes, and establish
standards for financial and managerial safety and soundness. Our state and federal regulators periodically conduct
examinations of our business, including for compliance with laws and regulations. Failure to comply with laws,
regulations, policies or the regulatory orders pursuant to which we operate, even if unintentional or inadvertent,
could result in adverse actions by regulatory agencies against us. Such actions could result in higher capital
requirements, higher insurance premiums, additional limitations on our activities, termination of deposit insurance,
civil monetary penalties and fines, which in each case could have material adverse effects on our business, financial
condition, results of operation or reputation. See the Supervision and Regulation section of Item 1, Business, above,
Note 18, Bank Regulatory Capital, in our accompanying audited consolidated financial statements for the year
ended December 31, 2010 and Item 7, Financial Statements and Supplementary Data.

Changes in laws and regulations, including the enactment of the Dodd-Frank Act, may have a material
- effect on our operations.

We are currently facing increased regulation and supervision of our industry as a result of the financial crisis in
the banking and financial markets. Additional regulation and supervision may increase our costs and limit our
ability to pursue business opportunities. Federal and state legislatures and regulatory agencies continually review
banking laws, regulations and policies for possible changes. Changes to banking laws or regulations, including
changes in their interpretation or implementation, could materially affect us in substantial and unpredictable ways.
Such changes could subject us to additional costs, limit or restrict our ability to use capital for business purposes,
limit the types of financial services and products we may offer or increase the ability of non-banks to offer
competing financial services and products, among other things. In addition, increased regulatory requirements,
whether due to the adoption of new laws and regulations, changes in existing laws and regulations, or more
expansive or aggressive interpretations of existing laws and regulations, may have a material adverse effect on our
business, financial condition, results of operations and reputation.

The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010, or the Dodd-Frank Act, imposes a
number of significant regulatory and compliance changes in the banking and financial services industry. Many
provisions of the Dodd-Frank Act must be implemented by regulations to be adopted by various government
agencies. These regulations, and other changes in the regulatory regime, may include additional requirements,
conditions, and limitations that may impact us. Certain provisions of the Dodd-Frank Act that may have a material
effect on our business are noted below.

+ The Dodd-Frank Act requires a study regarding the continued exemption of industrial banks from the Bank
Holding Company Act of 1956, as amended, or BHC Act. As a state-chartered industrial bank, Capital-
Source Bank is currently exempt from the definition of “bank” under the BHC Act. If this exemption is
eliminated following this study, then, in order to continue to own CapitalSource Bank, the Parent Company
would be required to register as a bank holding company, or BHC. If we were unsuccessful in registering as a
BHC or another exception does not become available to us, our continued ownership of CapitalSource Bank
would not be permissible. We are in discussions with regulators regarding our applications to become a
BHC; but there is no assurance that any of the regulatory authorities will-approve our applications.

o The Dodd-Frank Act directs the federal banking agencies to issue regulations requiring that the parent
company of any insured depository institution serve as a “source of financial strengt ” to its subsidiary
depository institution. The source of strength requirement had historically applied only to bank holding
companies and their subsidiary banks. The adoption of these regulations under the Dodd-Frank Act would
expand the application of this requirement to us. Under the source of strength doctrine, the Parent Company
would be required to support the safety and soundness of CapitalSource Bank. The banking regulators could
require the Parent Company to contribute additional capital to CapitalSource Bank or to take, or refrain from
taking, other actions for the benefit of CapitalSource Bank.
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* The Dodd-Frank Act limits the acquisition of control of an industrial bank by a non-financial firm. For a
period of three years beginning on July 21, 2010, the Dodd-Frank Act generally requires that the banking

- regulators approve any proposed change in control of an industrial bank, such as CapitalSource Bank, if the
proposed acquirer is engaged in commercial activities not deemed financial.

« Pursuant to the Dodd-Frank Act in July of this year, one or more of our subsidiaries may be required to
register as an investment adviser with the SEC under the Investment Advisers Act of 1940, as amended, or
the Advisers Act, or alternatively, with one or more states under relevant state securities laws in which case
such subsidiaries would become subject to comprehensive investment advisor regulation at either a federal
or state level.

* The Dodd-Frank Act provision commonly referred to as the “Volcker Rule,” once implemented, may place
certain restrictions on the Parent Company due to our ownership of and affiliation with CapitalSource Bank;
and we may need to take certain actions that we determine to be necessary or advisable to comply with the
Volcker Rule.

These rules and regulations, and other changes in the regulatory regime, may include additional requirements,
conditions, and limitations that could increase our compliance costs and materially adversely affect our business,
operations, financial results and the price of our common stock.

Regulators are considering increased capital standards for banking organizations, including under the -
Basel 111 framework which may have a material effect on our operations. -

We are required by regulators to satisfy minimum capital standards On September 12, 2010, the over51ght
body of the Basel Committee on Banking Supervision announced an international agreement to a heightened set of
capital requirements for internationally active banking organizations in the United States and around the world,
known as Basel III, The Basel III changes, and other regulatory initiatives in the wake of the financial crisis, are
expected to result in higher regulatory capital standards and expectations for banking organizations. However, the
timing and scope of U.S. implementation of Basel III and other regulatory capital initiatives remain uncertain, and it
is difficult at this time to predict how any new standards would be applied to us and CapitalSource Bank. Higher
capital requirements, or changes in the manner in which regulatory capltal standards are implemented, could
adversely affect our ﬁnanc1a1 results. . : : «

We face risks in connection with our strategic undertakings and new businesses, products or services. -

If appropriate opportunities present themselves, we may engage in strategic activities, which could include
acquisitions, joint ventures, or other business growth initiatives or undertakings. There can be no assurance that we
will successfuily identify appropriate opportunities, that we will be able to negotiate or finance such activities or
that such activities, if undertaken, will be successful.

In order to finance future strategic undertakings, we might obtam additional equity or debt financing. Such
financing might not be available on terms favorable to us, or at all. If obtained, equity financing could be dilutive
and the incurrence of debt and contingent liabilities could have materlal adverse effect on our business, results of
operations and ﬁnanc1a1 condltlon

Our ability to execute strategic activities successfully will depend on a variety of factors. These factors likely
will vary on the nature of the activity but may include our success in integrating the operations, services, products,
personnel and systems of an acquired company into our business, operating effectively with any partner with whom
we elect to do business, retaining key employees, achieving anticipated synergies, meeting expectations and
otherwise realizing the undertaking’s anticipated benefits. Our ability to address these matters successfully cannot
be assured. In addition, our strategic efforts may divert resources or management’s attention from ongoing business
operations and-may subject us to additional regulatory scrutiny. If we do not successfully execute a strategic
undertaking, it could adversely affect our business, financial condition, results of operations, reputation and growth
prospects. In-addition, if we were able to conclude that the value of an acquired business had decreased and that the
related goodwill had been impaired, that conclusion would result in an impairment of goodwill charge to us, which
should adversely affect our results of operations. :
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In addition, from time to time, we may.develop and grow new lines of business or offer new products and
services within existing lines of business. There are substantial risks and uncertainties associated with these efforts,
particularly in 1nstances where the markets are not fully developed. In developing and marketing new lines of
business and/or new products and services we may invest significant time and resources. Initial timetables for the
introduction and development of new lines of business and/or new products or services may not be achieved and
price and profitability targets may not prove feasible. External factors, such as compliance with regulations,
competitive alternatives and shifting market preferences, may also impact the successful implementation of a new
line of business or a new product or service. Furthermore, any new line of business and/or new product or service
could have a significant impact on the effectiveness of our system of internal controls. Failure to successfully
manage these risks in the development and implementation of new lines of business or new products or services
could have a material adverse effect on our business, results of operations and financial condition.

‘The change of control rules under Section 382 of the Internal Revenue Code may limit our ability to use
net operating loss carryovers and other tax attributes to reduce future tax payments or our willingness to
issue equity. v

We have net operating loss carryforwards for federal and state income tax purposes that can be utilized to offset
future taxable income. If. we were to undergo a change in ownership of more than 50% of our capital stock over a
three-year period as measured under. Section 382 of the Internal Revenue Code, our ability to utilize our net
operating loss carryforwards, certain built-in losses and other tax attributes recognized in years after the ownership
change generally would be limited. The annual limit would equal the product of the applicable long term tax exempt
rate and the value of the relevant taxable entity’s capital stock immediately before the ownership change. These
change of ownersh1p rules generally focus on ownership changes involving stockholders owning directly or
indirectly 5% or more of a company’s outstanding stock, including certain public groups of stockholders as set forth
under Section 382, and those arising from new stock issuances and other equity transactions, which may limit our
willingness. and ability to issue new equity. The determination of whether an ownership change occurs is complex
and not entirely within our control. No assurance can be given as to whether we have undergone, or in the future will
undergo, an ownership change under Section 382 of the Internal Revenue Code.

The requirements of the Investmenthompanv Act impose limits on our operations that impact the way we
acquire and manage our assels and operations.

We conduct our operations 50 as not to be requlred to reglster as an investment company under the Investment
Company Act of 1940, as amended, or the Investment Company Act. We believe that we are primarily engaged in
the business of commercial lending, and not in the bus1ness of investing, reinvesting, and trading in securities, and
therefore are not requlred to reglster under the Investment Company Act.

While we do not believe we are engaged in an investment company business, we nevertheless endeavor to
conduct our operations in a manner that would permit us to rely on one or more exemptions under the Investment
Company Act. Our ability to rely on these exemptions may limit the types of loans and other assets we own.

One of our wholly owned subsidiaries, CapitalSource Finance LLC (“Finance™), is a guarantor on certain of-
our indebtedness, which guarantees could be deemed to cause Finance to have outstanding securities for purposes of
the Investment Company Act. Finance or other subsidiaries may guarantee future indebtedness from time to time.
Fven if one or more of our subsidiaries were deemed to be engaged in investment company business and the
provisions of the Investment Company Act were deemed to apply on an individual basis to our wholly owned
subsidiaries, we attempt to conduct our busiriess in a manner that we believe would permit our entities to rely on
exemptions from reg1strat1on under the Investment Company Act.

If we or any subsidiary were required to reglster under the Investment Company Act and could not rely on an
exemption or exclusion, we-or such subsidiary could be characterized as an investment company. Such charac-
terization would require us to either change the manner in which we conduct our operations; or register the relevant -
entity as an investment company. Any modification of our business for these purposes.could have amaterial adverse
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effect on us. Further, if we or a sub51d1ary were determlned to be an unregistered investment company, we or such
subsidiary: :

« could be subject to monetary pehalties and injunctive relief in an action brought by the SEC and could be
found to be in default of some of our indebtedness;

* may be unable to enforce contracts with third parties, and third parties could seek to rescind transactions
undertaken during the period it was estabhshed that we or such sub51dlary was an unregistered 1nvestment
company;

* may have to significantly reduce the amount of leverage in our business;

e may have to restructure operations dramatically;

may have to raise substantial amounts of additional equity to come into compliance with the limitations
prescnbed under the Investment Company Act; and

* may have to terminate agreements with our affiliates.

If changes in the market value of and/or net income from certain assets of one’or more of our subsidiaries
would affect our ability to rely on certain exemptions from registration under the Investment Company Act, we may
need to make decisions with respect to these assets that we otherwise would not make absent the Investment
Company Act consideration. Such decisions may have a material adverse effect on our busmess operatlons
financial results and the pnce of our common stock.

Our systems may experzence an mterruptwn or'breach in security which could subject us to mcreased
operating costs as well as htzgatwn and other liabilities.

We rely on the computer and telephone systems and network infrastructure that we use to conduct our business.
These systems and infrastructure could be vulnerable to unforeseen problems. Our operations are dependent upon’
our ability to protect our computer and telephone equipment against damage from fire, power loss, telecommu-
nications failure or a similar catastrophic event. Any damage or failure that causes an interruption in our operations
could have an adverse effect on our clients. In addition, we must be able to protect the computer systems and
network infrastructure utilized by us against physical damage, security breaches and service disruption caused by
the internet or other users. Such break-ins and other disruptions would jeopardize the security of information stored
in and transmitted through our systems and network infrastructure, which may result in significant liability to us and
deter potential clients. While we have systems, policies and procedures designed to prevent or limit the effect of the
failure, interruption or security breach of our systems and mfrastructure there can be no assurance that these
measures will be successful and that any such failures, interruptions or security breaches will not occur or, if they do
occur, that they will be adequately addressed. In addition, the failure of our clients to maintain appropriate security
for their systems also may increase our risk of loss in connection with loans made to them. The occurrence of any
failures, interruptions or security breaches of systems and infrastructure could damage our reputation, resultina.
loss of business and/or clients, result in losses to us or our clients, subject us to additional regulatory scrutiny, cause
us to incur additional expenses, or expose us to civil litigation and possible financial liability, any of which could
have a material adverse effect on our business, financial condition and results of operations.

Our controls and procedures may Jail or be circumvented.

We review and update our internal controls, disclosure controls and procedures, and corporate governance
policies and procedures. Any system of controls, however well designed and operated, is based in part on certain
assumptions and can provide only reasonable, not absolute, assurances that the objectives of the system are met.
Any failure or circumvention of our controls and procedures or failure to comply with regulations related to controls
and procedures could have a material adverse effect on our business, results of operations and financial condition. In
addition, if we identify material weaknesses in our internal control over financial reporting or are otherwise required
to restate our financial statements, we could be required to implement expensive and time-consuming remedial
measures and could lose investor confidence in the accuracy and completeness of our financial reports. This could
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have an adverse effect on our business, financial condition and results of operations, including our stock price, and
could potentlally subject us to 11t1gat10n

We revoked our REIT electzon whtch could have adverse legal implications.

We operated as a REIT through 2008, but revoked our REIT election as of January 1, 2009. We had agreed in
contracts relating to some of our financings that we will use reasonable efforts to remain qualified as a REIT. While
we believe our decision not to qualify as a REIT for 2009 was reasonable, it could nevertheless be deemed to breach
certam of our agreements. If the counterparties to these ﬁnancmgs allege breaches of those agreements, we may be
subJect to lengthy and costly litigation, and if we were not to prevail in such litigation, we may be required to repay
certain indebtedness prior to stated maturity, which would materially impair our liquidity.

We are under audit for our 2006 through 2008 taxable years and, if the Ihternal Revenue Service determined
that we violated REIT requirements and failed to qualify as a REIT or otherwise under reported tax liabilities
during those years which we operated as a REIT, it could adversely impact our results of operations.

We operated as a REIT from January 1, 2006 through December 31, 2008. Our senior management had limited
experience in managmg a portfoho of assets under the highly complex tax rules governing REITs and we cannot
assure you that we operated our business within the REIT requirements. Given the highly complex nature of the
rules governing REITs and the importance of factual determindtions, the Intérnal Revenue Service, or IRS, could
contend that we violated REIT requirements in one or more of these years. We are currently under audit by the IRS
for.our 2006, 2007 and 2008 or otherwise underreported. tax liabilities tax returns. To the extent it were to be
determined that we did not comply with REIT requirements for one or more of our REIT years or otherwise under
reported tax liability, we could be required to pay additional corporate federal income tax and certain state and local
income taxes for the relevant years. Also, we could be required to pay taxes (which could be 51gn1ﬁcant in amount)
that would be due if we were to avail ourse]ves of certain savings provisions, if they are available, to preserve our
REIT status for the relevant years, either of whlch could have adverse affects on our financial results and the value of
our common stock.

Risks Related to our Common Stock
We may not pay dividends on our commdn stock.

We expect to retain a majority of our earnings, " consistent with dividend policies of other commercial
depository institutions, to redeploy in our business. Our board of directors, in its sole discretion, will determine the
amount and frequency of dividends to our shareholders based on a number of factors including, but not limited to,
our results of operations, cash flow and capital requirements, economic conditions, tax considerations, borrowing
capacity and other factors, including debt covenant restrictions prohibiting the payment of dividends after defaults.
In addition, for so long as our 2014 Senior Secured Notes are outstanding, absent sufficient restricted payment
capacity, we cannot make cash dividend payments that exceed $0.01 per share per quarter. As of December 31,
2010, we had $142.5 million, or $0.44 per share, of restricted payment capacity, however, we cannot assure we will
have restricted payment capacity in the future, or that even if we do, we will utilize such restricted capacity to pay
any dividend on our common stock. If we change our dividend policy our stock price could be adversely affected.

Some provisions of Delaware law and our certificate of incorporation and bylaws as well as certain banking
laws may deter third parties from acquiring us.

Our certificate of incorporation and bylaws provide for, among other things:

* a classified board of directors;

« restrictions on the ability of our shareholders to fill a vacancy on the board of directors;

« the authorization of undesignated preferred stock, the terms of which may be established and shares of which
may be issued without shareholder approval; and

« advance notice requirements for shareholder proposals.
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We also are subject to the anti-takeover provisions of Section 203 of the Delaware General Corporation Law,
which restricts the ability of any shareholder that at any time holds more than 15% of our voting shares to acquire us
without the approval of shareholders holding at least 66%% of the shares held by all other shareholders that are
eligible to vote on the matter.

Federal banking laws, including regulatory approval requirements, could make it more difﬁcult for a third party
to acquire us, which could inhibit a business combination and adversely affect the market price of our common stock.

These laws and anti-takeover defenses could discoutage delay or prevent a transaction involving a change in
control of our company. These provisions could also discourage proxy contests and make it more difficult for you and
other shareholders to elect directors of your choosing and cause us to take other corporate actions than you des1re

ITEM 1B. UNRESOLVED STAFF COMMENTS

None,

ITEM 2. PROPERTIES

We lease office space in Los Angeles California and Chevy Chase, Maryland a suburb of Washmgton D.C,
under operating leases. We also maintain offices in Arizona, California, Colorado, Connecticut, Delaware, Georgia,
Florida; Illinois, Massachusetts, Missouri, New York, North Carolina, Pennsylvania, Tennessee, Texas, Wisconsin
and in the United Kingdom. We believe our leased facilities are adequate for us to conduct our business.. -

In June 2010, we completed-the sale of our long-term healthcare facilities to Omega Healthcare Investors, Inc.
(“Omega”) and as a result, we exited the skilled nursing home ownership business. Consequently, we have
presented the financial condition and results of operations for this business as discontinued operations for all periods
presented. Additionally, the results of the discontinued operations include the activities of other healthcare facilities
that have been sold since the inception of the business. For additional information, see Note 3, Discontinued
Operations, in our accompanying audited consolidated financial statements for the year ended December 31, 2010.

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are party to legal proceedings. We do not believe that any currently pehding' or
threatened proceeding, if determined adversely to us, would have a material adverse effect on our business, financial
condition or results of operations, including our cash flows.
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ITEM 4. RESERVED

PART II

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MAT-
TERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Price Range of Common Stock

Our common stock is traded on the New York Stock Exchange (“NYSE”) under the symbol “CSE.” The high

and low sales prices for our common stock as reported by the NYSE for the quarterly periods during 2010 and 2009
were as follows:

High  Low
2010: .
Fourth QUarter . ... v i et e et e i et i ie i ii e e e $7.13  $5.14
Third QUArter. . .. ... ovvereennens [P .. 568 457
Second Quarter .................. e e 6.32 3.87
ISt QUATIET « .+« o v e e e et ee e e et e e e e e D S 6.05  4.00
2009:
FOULtH QUAIET . .+« « v e e e et e e e e e e e e e e et e e et e s 434 299
Third Quarter. .. .......... TN P ... 508 355
"Second QuArter .. .............. B A 497  1.19
FlISt L 1V 1= S R 4.62 0.90

On February 24, 2011, the last reported sale price of our common stock on the NYSE was $7.66 per share.

Holders

~ As of February 24, 2011, there were 750 holders of record of our common stock. The number of holders does
not include 1nd1v1dua1s or entities who beneficially own shares, but whose shares are held of record by a broker or
cleanng agency, and each such broker or cleanng agency is included as one record holder. American Stock
Transfer & Trust Company serves as transfer agent for our shares of common stock.

Dividend Policy
For the years ended December 31, 2010 and 2009, we declared and paid dividends as follows:
Dividends
Declared
and Paid per
Share
2010 2009
FOUTth QUATTET . .+« v ettt et ee e e s e e e $0.01  $0.01
Third QUAIEr. . . o o v ot et e ettt e et e e 0.01 0.01
Second QUATTET . . .o\t vttt e 0.01 0.01
First QUAET . ..o ottt ittt - 0.01 0.01
Total dividends declared and paid . . .. .. ... o i i $0.04  $0.04

ll

For shareholders who held our shares for the entire year, the $0.04 per share dividend declared and paid in 2010
was classified for tax reporting purposes as return of capital.

We expect to retain a majority of our earnings, consistent with dividend policies of other commercial
depository institutions, to redeploy in our business. Qur Board of Directors, in its sole discretion, will determine the
amount and frequency of dividends to be provided to our shareholders based on a number of factors including, but
not limited to, our results of operations, cash flow and capital requirements, economic conditions, tax
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considerations, borrowing capacity and other factors, including debt covenant restrictions prohibiting the payment
of dividends after defaults. In addition, for so long as our 2014 Senior Secured Notes are outstanding, absent
sufficient restricted payment capacity , we cannot make cash dividend payments that exceed $0.01 per share per
quarter. As of December 31, 2010, we had $142.5 million, or $0.44 per share, of restricted payment capacrty,
however, 'we cannot assure we will have restricted payment capacity in the future. 4

Purchases of Equity Securities by the Issuer and Afﬁhated Purchasers

A summary of our repurchases of shares of our common stock for the three months ended December 31 2010,
was as follows:

Maximum Number
Total Number of of Shares (or
. Shares Purchased  Approximate Dollar
Total Number  Average  as Part of Publicly Value) that May
of Shares Price Paid  Announced Plans Yet be Purchased

‘ _ Purchased(1) per Share or Programs Under the Plans
October 1 — October 31, 2010. . . . . . 5600  $5.71 — ' —
November 1 — November 30, 2010 . . 2,703 6.60 — —
December 1 — December 31,2010 .. 1,237,830 6.98 1,090,000 —
Total . .................. . ..... 1,246,133 $6.97 1,090,000(2) $142,386,143(2)

(1) Includes the number of shares acquired as payment by employees of applicable statutory minimum withholding
taxes owed upon vesting of restricted stock granted under our Third Amended and Restated Equlty Incentive
Plan.

(2) In December 2010; our Board of Directors authorized the repurchase of up to $150.0 million of our common
stock over a period of up to two years. Any share repurchasés made under the stock repurchase plan will be
made through open market purchases or privately negotiated transactions. The amount and timing of any
repurchases will depend on market conditions and other factors and repurchases may be suspended or
discontinued at any time.. In December 2010, we repurchased 1,415, 000 shares of our common stock under

the share repurchase plan at an average price of $7. 01 per share for a total purchase price of $9.9 million. Of
these purchases, purchases of 325 ,000 shares at an average price of $7.08 per share were settled in January
2011, which, for accounting purposes, were recorded in December 2010. All shares repurchased under the share
repurchase plan were retired upon settlement.
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Performance Graph

The following graph compares the performance of our common stock during the five-year period beginning on
December 31, 2005 to December 31, 2010, with the S&P 500 Index and the S&P 500 Financials Index. The graph
depicts the results of investing $100 in our common stock, the S&P 500 Index, and the S&P 500 Financials Index at
closing prices on December 31, 2005, assuming all dividends were reinvested. Historical stock performance during
this period may not be indicative of future stock performance.

Comparison of Cumulative Total Return

$200
—+ CapitalSource Inc.
—— S&P 500 Index
$150 | —O— S&P 500 Financials Index
:’: A\ .
s N
> /
$100L A
=]
=
]
. . —0
$0 T 1 ] 1
12/31/2005 12/31/2006 12/31/2007 12/31/2008 12/31/2009 12/31/2010
P]::lis:d Year Ended December 31,
Company/Index 12/31/05 2006 2007 2008 2009 2010
CapitalSource Inc. . ...........ooouniinen.. $100  $1322 $ 955 $279 - $243 §$ 438
S&P500Index. ...t 100 115.8 122.2 77.0 97.3 112.0
S&P 500 Financials Index. . . ................. 100 119.2 97.0 433 50.8 57.0
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ITEM 6. SELECTED FINANCIAL DATA

You should read the data set forth below in conjunction with our audited consolidated financial statements and
related notes, Management’s Discussion and Analysis of Financial Condition and Results of Operations and other
financial information appearing elsewhere in this report. The following tables show selected portions of historical
consolidated financial data as of ‘and for the five years ended December 31, 2010. We derived our selected
consolidated financial data as of and for the five years ended December 31, 2010, from our audited consolidated
financial statements, which have been audited by Ernst & Young LLP, independent registered public accounting firm.

Year Ended December 31,
2010 2009 2008 2007 2006
($ in thousands, except per share and share data)

Results of operations:

Interest income . ................... $ 639,641 $ 871,946 $ 1,209,469 $ 1,378,690 $ 1,119,336
Interestexpense . . .. ................ 232,096 427,312 677,707 838,072 615,120
Net interest income . ................ 407,545 444,634 531,762 540,618 504,216
Provision for loan losses . . . ........... 307,080 845,986 593,046 78,641 81,562
Net interest income (loss) after provision for - ' S .

loanlosses. ..................... 100,465 (401,352) (61,284) 461,977 422,654
Operating expenses. . . .......... e 228,554 277,503 254,600 234,182 204,116
Total other (expense) income . . . ..... ... - (33,235) (95,675) (142,830) (13,309) 105,042

Net (loss) income from continuing

operations before income taxes and

cumulative effect of accounting change . . (161,324) (774,530) (458,714) 214,486 - 323,580
Income tax (benefit) expense(1)......... (20,802) 136,314 (190,583) 87,563 37,177

Net (loss) income from continuing
operations before cumulative effect of

accounting changes . . .............. : (140,522) (910,844) - (268,131) 126,923 286,403
Cumulative effect of accounting change, net i e
of taXes . . ... ... — — — — 370
Net (loss) income from continuin;
operations .............. e (140,522) (910,844) (268,131) 126,923 286,773
Net income from discontinued operations,
omnetoftaxes ..................... 9,489 49,868 49,350 37,148 12,228
Gain (loss) from sale of discontinued -
operations, net of taxes . ............ 21,696 (8,071) 104 156 —
Net (loss)income. . . ................ (109,337) (869,047) (218,677) 164,227 299,001
Net (loss) income attributable to
noncontrolling interests . . ........... (83) (28) 1,426 4,938 4,711
Net (loss) income attributable to
CapitalSource Inc. .. .............. $  (109,254) $ (869,019) $ (220,103) $ 159,280 § 294,290
Basic (loss) income per share:
From continuing operations . .. ......... $ 044) $ 297) % (1.07) $ 066 $ 1.72
From discontinued operations ... ....... 0.10 0.14 0.20 0.19 0.07
Attributable to CapitalSource Inc. .. ..... $ 0.34) $ 2.84) $ 0.88) $ 083 $ 1.77
Diluted (loss) income per share:
From continuing operations . .. ......... $ 044) $ 297) % (1.07) $ 0.66 $ 1.69
From discontinued operations .......... 0.10 0.14 0.20 0.19 0.07
Attributable to CapitalSource Inc. . ... ... $ (0.34) $ 2.84) $ (0.88) $ 082 $ 1.74
Average shares outstanding:
Basic ........ ... ... .. . 320,836,867 306,417,394 251,213,699 191,679,254 166,273,730
Diluted .. ........................ 320,836,867 306,417,394 251,213,699 193,282,656 169,220,007
Cash dividends declared per share . . . . ... $ 004 $ 004 $ 1.30  $ 238 § 2.02
Dividend payout ratio attributable to
CapitalSource Inc. . ... ............. 0.12) (0.01) (1.48) 2.87 1.14

(1) As a result of our decision to elect REIT status beginning with the tax year ended December 31, 2006, we
provided for income taxes for the years ended December 31, 2008, 2007 and 2006, based on effective tax rates
of 36.5%, 39.4% and 39.9%, respectively, for the income earned by our taxable REIT subsidiaries (“TRSs”).
We did not provide for any income taxes for the income earned by our qualified REIT subsidiaries for the years
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ended December 31, 2008, 2007 and 2006. Effective January 1, 2009, we revoked our REIT election. We
provided for income (benefit) expense on the consolidated (loss) incurred or income earned based on effective
tax rates of 12.9%, (17.6)%, 41.5%, 39.6%, 11.1% and 38.5% in 2010, 2009, 2008, 2007 and 2006, respectively.

December 31,

2010 2009 2008 2007 2006
($ in thousands)
Balance sheet data:
Investment securities, available-for-sale. . $1,522,911 $ 960,591 $ 679,551 S $ - 13309 $ 61,904
Investment securities, held-to-maturity - . 184,473 242,078 14,389 — —
Mortgage-related receivables, net . ... .. — — 1,801,535 2,033,296 2,286,083
Mortgage-backed securities pledged, .

trading. . ... oovei - — 1,489,291 4,030,180 3,476,424
Commercial real estate “A” Participation
“Interest, DEL . ...t — ~ 530,560 1,396,611 —_— —
Total loans, net(1) ................. 5,922,650 7,549,215 8,857,631 9,525,454 7,563,718
‘Direct real estate investments, net. . . . . . — —_ - e —_
Assets of discontinued operations, held ’

forsale ........covineon.. e — 624,650 1,062,992 1,098,287 788,539
Total aSSELS « o v v v v v 0,445,407 12,261,050 18,419,632 18,039,364 15,209,295
DEpOoSits ... vvvviii 4,621,273 4,483,879 5,043,695 S — —
Repurchase agreements . ............ ' — — 1,595,750 3,910,027 3,510,768
Credit facilities ............cooo.. 67,508 542,781 1,445,062 2,207,063 2,251,658
Termdebt . ... ivv i 979,254 2,956,536 - 5,338,456 7,146,437 5,766,370
Other borrowings from continuing

OPETAtioNs . . .o vv e vvne e 1,375,884 1,204,074 1,223,502 1,318,288 949,919
Total borrowings from continuing ~ - '

IS UiTe | 2,422,646 4,703,391 9,602,770 14,581,815 12,478,715
Liabilities of discontinued operations . . . — 363,293 420,505 439,937 368,460
Total shareholders’ equity. . .......... 2,053,942 2,183,259 2,830,720 2,651,466 2,210,314
Portfolio statistics: ‘

Number of loans closedtodate ....... 3,543 2,815 2,596 2,457 1,986
Number of loans paid off to date ...... (2,142) (1,737) (1,524) (1,243) 914)
) Number of loans .. ....covveenenen.n 1,401 1,078 1,072 1,214 1,072
Total loan commitments . . ... ........ $8,592,968 $11,600,297 $13,296,755 $14,602,398 $11,929,568
Average outstanding loan size. . ....... $ 4538 $ - 7,720 $ 8,857 $ 8,128 $ 7,323
- Average balance of loans(2) . ......... $7,375,775 $ 9,028,580 $ 9,655,117 §$ 8,959,621 $ 6,932,389
Employees as of yearend. . . ......... 625 665 716 562 548

(1) Includes loans held for sale and loans held for investment, net of deferred loan fees and discounts and the

allowance for loan losses.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.
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Year Ended December 31,

2010 2009 2008 2007 2006
Performance ratios:
Return on average assets:
(Loss) income from continuing operations ............... (1.36)% (6.41)% (1.62)% 0.80% 2.43%
Net(loss)income ............. ..., .. (1.06)% (5.69% (1.25)% 0.95% 2.34%
Return on average equity: ,
(Loss) income from continuing operations . .............. (6.97)% (43.86)% (11.73)% 6.55% 18.40%
Net(oss)income ................. ... ..ouunun... (5.42)% (31.96)% (7.53)% 6.55% 14.89%
Yield on average interest-earning assets(1) .. ............. 6.65% 6.42% 7.84% 9.17% 9.34%
Costof funds(1). ...... ... .o i 290% 3.60% 4.88% 6.11% 6.10%
Net interest margin(1) .. .................. ... ....... 424% 327% 345% 3.60% 421%
Operating expenses as a percentage of average total
assets(1) ... .. 221% 195% 1.54% 1.48% 1.73%
Core lending spread(1). . ............................ 751% 741% 680% 623% 7.18%
Credit quality ratios(2):
Loans 30-89 days contractually delinquent as a percentage of
average loans (asof yearend) ...................... 0.44% 333% 317% 0.85% 2.16%
Loans 90 or more days delinquent as a percentage of average
loans (asof yearend). . ............... ... ... ... 503% 550% 1.49% 0.60% 0.80%
Loans on non-accrual status as a percentage of average
loans (asof yearend). ............................ 1099% 12.89% 4.65% 1.74% 2.35%
Impaired loans as a percentage of average loans (as of year »
end). . ... 14.65% 15.10% 7.32% 325% 3.60%
Net charge offs (as a percentage of average loans) . ........ 578% 730% 3.10% 0.64% 0.69%
Allowance for loan losses as a percentage of average loans (as
ofyearend)...... ... ... ... .. . 517% 7.09% 4.48% 142% 1.54%
Capital and leverage ratios: )
Total debt and deposits to equity (as of year end)(1)........ 3.43x 440x 5.34 x 5.69x 10.82x
Average equity to average assets(1) .................... 19.49% 14.61% 13.85% 12.20% 13.19%
Equity to total assets (as of yearend)(1)................. 21.75% 17.93% 15.81% 15.13% 7.99%

(1) Ratios calculated based on continuing operations.
(2) Credit ratios calculated based on average gross loans, which exclude the impact of deferred loan fees and
discounts and the allowance for loan losses. ~
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

Overview

We are a commercial lender that, primarily through our wholly owned subsidiary, CapitalSource Bank,
provides financial products to small and middle market businesses nationwide and provides depository products and
services in southern and central California. As of December 31, 2010, we had 1,401 loans outstanding, with an
aggregate outstanding principal balance of $6.4 billion. Included in the loan portfolio are certain loans shared
between CapitalSource Bank and the Parent Company.

For the year ended December 31, 2010, we operated as two reportable segments: 1) CapitalSource Bank and
2) Other Commercial Finance. For the years ended December 31, 2009 and 2008, we operated as three reportable
segments: 1) CapitalSource Bank, 2) Other Commercial Finance, and 3) Healthcare Net Lease. Our CapitalSource
Bank segment comprises our commercial lending and banking business activities, and our Other Commercial
Finance segment comprises our loan portfolio and other business activities in the Parent Company. Our Healthcare
Net Lease segment comprised our direct real estate investment business activities, which we exited completely with
the sale of the remaining assets related to this segment during the year ended December 31, 2010. We ‘have
reclassified all comparative period results to reflect our two current reportable segments. For additional informa-
tion, see Note 24, Segment Data, in our audited consolidated financial statements for the year ended December 31
2010.

Through our CapitalSource Bank segment activities, we provide a wide range of financial products primarily
to small and middle market businesses throughout the United States and also offer depository products and services
in southern and central California, which are insured by the Federal Deposit Insurance Corporation (“FDIC”) to the
maximum amounts permitted by regulation. As of December 31, 2010, CapitalSource Bank had 1,031 loans
outstanding, with an aggregate outstanding principal balance of $3.8 billion and deposits of $4.6 billion.

Through our Other Commercial Finance segment activities, the Parent Company provides financial products
primarily to small and middle market businesses. Our activities in the Parent Company consist primarily of
satisfying existing loan commitments made prior to CapitalSource Bank’s formation and receiving payments on our
existing loan portfolio. As of December 31, 2010, our Other Commercial Finance segment had 400 loans
outstanding, and the Parent Company held total loans having an aggregate outstanding principal balance of
$2.6 billion.

As of December 31, 2010, our average loan size was $4.5 million, and our average loan exposure by client was
$5.7 million. Our loans generally have a remaining maturity of one to five years with a weighted average remaining
term to maturity of 3.6 years as of December 31, 2010. The majority of our loans require monthly interest payments
at variable rates and, in many cases, our loans provide for interest rate floors that help us maintain our yields when
interest rates are low or declining. We price our loans based upon the risk profile of our clients. As of December 31,
2010, our geographically diverse client base consisted of 1,115 clients with headquarters in 49 states, the District of
Columbia, Puerto Rico and select international locations, primarily in Canada and Europe.

Consolidated Results of Operations

We currently operate as two reportable segments: 1) CapitalSource Bank and 2) Other Commercial Finance.
Our CapitaiSource Bank segment comprises our commercial lending and banking business activities; and our Other
Commercial Finance segment comprises our loan portfolio and other business activities in the Parent Company.

Explanation of Reporting Metrics

Interest Income. Interest income represents interest earned on loans, the senior participation interest in a pool
of commercial real estate loans and related assets (the commercial “A” Participation Interest), investment securities,
other investments, cash and cash equivalents, and collateral management fees as well as amortization of loan
origination fees, net of the direct costs of origination and the amortization of purchase discounts and premiums,
which are amortized into income using the interest method. Although the majority of our loans charge interest at
variable rates that adjust periodically, we also have loans charging interest at fixed rates.
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Interest Expense. Interest expense is the amount paid on deposits and borrowings, including the amortization
of deferred financing fees and debt discounts. Interest expense includes borrowing costs associated with credit
facilities, term debt, convertible debt, subordinated debt, FHLB SF borrowings and interest paid to depositors. Our
2014 Senior Secured Notes, convertible debt and three series of our subordinated debt bear a fixed rate of interest.
Deferred financing fees, debt discounts and the costs of issuing debt, such as commitment fees and legal fees, are
amortized over the estimated life of the borrowing. Loan prepayments that trigger mandatory or optional debt
repayments and repurchases may materially affect interest expense on our term debt since in the period of
prepayment the amortization of deferred financing fees and debt acquisition costs is accelerated. :

Provision for Loan Losses. The provision for loan losses is the periodic cost of maintaining an appropriate
allowance for loan and lease losses inherent in our portfolio. As the size and mix of loans within these portfolios
change, or if the credit quality of the portfolios change, we record a provision to appropriately adjust the allowance
for loan losses.

Operating Expenses. Operating expenses include compensation and benefits, professional fees, travel, rent,
insurance, depreciation and amortization, marketing and other general and administrative expenses, including
deposit insurance premiums.

Other Income/Expense. ~ Other income (expense) consists of gains (losses) on the sale of loans, gains (losses)
on the sale of debt and equity investments, dividends, unrealized appreciation (depreciation) on certain investments,
other-than-temporary impairment on investment securities, available for sale, gains (losses) on derivatives, gain
(loss) on our residential mortgage investment portfolio, due diligence deposits forfeited, unrealized appreciation
(depreciation) of our equity interests in certain non-consolidated entities, servicing income, income from our
management of various loans held by third parties, gains (losses) on debt extinguishment at the Parent Company, net
expense of real estate owned and other foreclosed assets, and other miscellaneous fees and expenses.

Income Taxes. We provide for income taxes as a “C” corporation on income earned from operations. For the
tax years ended December 31, 2010 and 2009, our subsidiaries were not able to participate in the filing of a
consolidated federal tax return. As a result, certain subsidiaries had taxable income that was not offset by taxable
losses or loss carryforwards of other entities. We plan to reconsolidate our subsidiaries for federal tax purposes
starting in 2011. We are subject to federal, foreign, state and local taxation in various jurisdictions.

We account for income taxes under the asset and liability method. Under this method, deferred tax assets and
liabilities are recognized for future tax consequences attributable to differences between the consolidated financial
statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and
liabilities are measured using enacted tax rates for the periods in which the differences are expected to reverse. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes
the change.

From 2006 through 2008, we operated as a REIT. Effective January 1, 2009, we revoked our REIT election and
recognized the deferred tax effects in our audited consolidated financial statements as of December 31, 2008.
During the period we operated as a REIT, we were generally not subject to federal income tax at the REIT level on
our net taxable income distributed to shareholders, but we were subject to federal corporate-level tax on the net
taxable income of our taxable REIT subsidiaries, and we were subject to taxation in various foreign, state and local
Jurisdictions. In addition, we were required to distribute at least 90% of our REIT taxable income to our
shareholders and meet various other requirements imposed by the Internal Revenue Code, through actual operating
results, asset holdings, distribution levels, and diversity of stock ownership.

Periodic reviews of the carrying amount of deferred tax assets are made to determine if the establishment of a
valuation allowance is necessary. A valuation allowance is required when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. All evidence, both positive and negative, is evaluated when
making this determination. Items considered in this analysis include the ability to carry back losses to recoup taxes
previously paid, the reversal of temporary differences, tax planning strategies, historical financial performance,
expectations of future earnings and the length of statutory carryforward periods. Significant judgment is required in
assessing future earning trends and the timing of reversals of temporary differences. -
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In 2009, we established a valuation allowance against a substantial portion of our net deferred tax assets for
subsidigries where we determined that there was significant negative evidence with respect to our ability to realize
such assets. Negative evidence we considered in making this determination included the incurrence of operating
losses at several of our subsidiaries, and uncertainty regarding the realization of a portion of the deferred tax assets
at future points in time. As of December 31, 2010 and 2009, the total valuation allowance was $413.8 million and
'$385.9 ‘million, respectively. Although realization is not assured, we believe it is more likely than not that the
December 31, 2010 net deferred tax. asseis of $97.5 million will be realized. We intend to maintain a valuation
allowance with respect to our deferred tax assets until sufficient positive ev1dence exists to support its reductlon or
- reversal. - :

Operatmg Results for the Years Ended December 31, 2010, 2009. and 2008

As further described below, the most significant factors influencing our consolidated results of operations for
the year ended December 31, 2010, compared to the year ended December 31, 2009 were:

» . Decreased provision for loan losses; .
. Decons011dat10n of the 2006-A Trust;
. Decreased balance of Parent Company 1ndebtedness,

* Changes in income tax provisions (benefits) due to the estabhshment in 2009 of valuation allowances with
respect to our deferred tax assets, and a net operating loss carryback in 2010 of one of our corporate entities;

 Decreased balance of our commercial lending portfolio;

* Repayment in full of the “A” Participation Interest;

. Gams and losses on our 1nvestments

J Galns and losses on debt extmgulshment

. \«kDecreased operatlng expenses :

* Net expense’of real estate owned and other foreclosed assets;
e Losses on derivatives; B

¢ Changes in‘lending and borrowing spreads; and

* Divestiture of our Healthcare Net Lease segment.
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» For the years ended December 31, 2010, 2009 and 2008, our consolidated average balances and the resultlng
average. interest yields and rates were as follows

Year Ended December 31,
2010 : CTT 2009 : i 2008(1)
Interest * Interest . Interest

. Average Income/  Yield/ Average Income/ . Yield/ Average Income/  Yield/
 Balance (Expense) Rate Balance (Expense) ' Rate Balance (Expense) Rate

($ in: thousands)
Interest-earning assets: 4T (IR :
Cash and cash equivalents . ......... $ 512,034 $ 1399 027%$ 1,111218 $ 4562 041%$ 871,111 $ 23,738 2.73%
Investment securities,

available-for-sale(2). . ... ........ 1435992 . 36872 257% 859,546 34,052 3.96% . 242,668 15,854  6.53%
Investment securities, held to maturity . . . 209,383 24,776 11.83% 175631 20,496 11.67% 235 67 - 28.51%
Mortgage related receivables, net . ... ... . o= = — 1612254 74276 4.61% 1,921,538 94,485 4.92%
Mortgage-backed securities pledged, )

trading. .................. . — —_ — 58,102 6,411 11.03% 2,190,775 122,181 5.58%
Commercial real estate “A” Participation . )

Interest,met. . .. .............. 188,801 12961 6.86% 907,613 47457 523% = 700,973 54226  1.14%
Loans(3) .........ovvniiuinn, 7,247,342 563,565 7.78% 8,847,113 684,603 7.74% 9,486,415 898,790 9.47%
Otherassets . . . .......c.ovvunen 19,704 68  0.35% 20,745 89  043% 8,651 128 1.48%
Total interest-earning assets . . ....... $ 9,613,256 $639,641 6.65% $13,592,222  $871,946 ' 6.42% $15,422,366 $1,209,469  7.84%
Assets of discontinued operations; held e R .

forsale ........... ... ..., 312,326 1,062,992 © . 1,098,288
Cash and due from banks. . . ........ 389,871 81,645 475,441
Other non interest-carning assets . . . . . . 343,365 ; 535,120 ) 608,878
Total assets . . ................. $10,658,318 $15,271,979 $17,604,973
Interest-bearing liabilities: k l ,

Deposits . ... $ 4,588,140 $ 60,052 1.31%$ 4,604,887 $109,430 2.38%$ 2,207,210 .$ 76,245 3.45%
Repurchase agreements . . .......... — — — 124,549 1,874  150% 2,374,890 85458  3.60%
Credit facilities . ... ............. 274435 35135 1280% 1,122,498 91479 ' 8.15% - 1,781,486 123,468  6.93%
Termdebt .................... 1,919,086 69901 3.64% 4,806,129 152,989 3.18% 6,240,744 300,723 4.82%
Other borrowings. . . . ............ 1,228,300 67,008 546% 1,197,238 71,540 5.98% 1,285,442 91,813 7.14%
Total interest-bearing liabilities . . .. ... $ 8,009,961 . $232,096  2.90% $11,855,301 $427,312 . 3.60% $13,889,772. $ 677,707 = 4.88%
Non interest-bearing liabilities. . . .. ... 320,127 277,070 . 330,668 )

Liabilities of discontinued operations(4). . 263,615 420,505 439,938

Total Liabilities ................. 8,593,703 o 12,552,876 - - 14,660,378

Shareholders’ equity . . ... ......... 2,065,115 2,719,103 2,944,595

Total liabilities and shareholders’ ; s

eqUEtYy ... ... $10,658,818 $15,271,979 $17,604,973
Net interest income and net yield on

interest-earning assets(5). . .. ...... $407,545 .24% $444.634 3.27% $ 531,762 3.45%

(1) CapitalSource Bank commenced operations on July 25, 2008 and related average balances reflect 160 days of
activity in 2008.

(2) The average yields for investment securities available-for-sale were calculated based on the amortized costs of
the individual securities and do not reflect any changes in fair value, which were recorded in accumulated other
comprehensive income (loss) in our audited consolidated balance sheets. The average yields for investment
securities held-to-maturity have also been calculated using amortized cost balances.

(3) Average loan balances are net of deferred fees and discounts on loans. Non-accrual loans have been included in
the average loan balances to determine the average yield earned on loans.

(4) For the years ended December 31, 2010, 2009 and 2008, there was $15.2 million, $12.4 million and
$19.6 million, respectively, of interest expense related to liabilities of discontinued operations.

(5) Net interest income is defined as the difference between total interest income and total interest expense which is
calculated on a continuing operations basis. Net yield on interest-earning assets is defined as net interest-
earnings divided by average total interest-earning assets.
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For the years ended December 31, 2010 and 2009, changes in interest income, interest expense and net interest
income as a result of changes in volume, changes in interest rates or both were as follows:

2010 Compared to 2009 2009 Compared to 2008
Due to Change in:(1) Due to Change in:(1)
Rate Volume Net Change Rate Volume Net Change
» : ($ in thousands)
Increase (decrease) in interest
income: 4
Cash and cash equivalents . . ... .. $ (1,211) $ (1,952) $ (3,163) $ (24,357) $ 5,181 $ (19,176)
Investment securities, :
available-for-sale . . . . .. Vioe.. o (14,746) 17,567 2,821 (8,367) 26,565 18,198
Investment securities, : '
held-to-maturity . .. .......... ‘ 290 3,990 4,280 - (63) 20,492 20,429
Mortgage related receivables, net. . — (74,276)  (74,276) (5,690)  (14,519)  (20,209)
"Mortgage-backed securities : B o ‘
pledged, trading. ............ — 6,412) (6,412) 61,212 (176,982) (115,770)
Commercial real estate “A” S SN
Participation Interest, net . ..... . 11,519 (46,015)  (34,496)  (20,287) 13,518 (6,769)
LOANS . o v v v eeveeee s 3,347 (124,385) (121,038) (156,601) (57,586) (214,187)
Other assets. + i v v vvveeeeeeenns 17) 4) 21 (134) 95 (39)
Total decrease in interest income . . (818) (231,487) (232,305) (154,287) (183,236) (337,523)
Increase (decrease) in interest : ‘
expense: _ : . o
Deposits . ...vvviinee (48,981) 397) (49,378)  (29,561) 62,746 33,185
Repurchase agreements . ........ — (1,874) (1,874)  (31,799)  (51,785)  (83,584)
Credit facilities . . . . .. R 35,245 (91,589 (56,344) 19,127 (51,116) (31,989
Other borrowings. . . .. ... un 19,503 (102,591)  (83,088)  (88,079) . (59,655) (147,734)
Interest expense related to ’ TR : Co
discontinued operations ....... (6,351) 1,819 .£4,532)  (14,277) (5,996) - (20,273)
" Total decrease in interest U D o ' : "
CXPENSE . .o v i e BEr (584) (194,632) (195,216) _(144,589) (105,806) (250;395)
Net decrease in net interest : o o ’ o '

income ........... ... 000 $ (234) $ (36,855) $ (37,089) $ (9,698) $ (77.430) § (87,128)

(1) The change in interest due to both volume and rates has been allocated in proportion to the relationship pf the
absolute dollar amounts of the change in each. \ o "
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Our consolidated operating results for the year ended December 31, 2010, compared to the year ended
December 31, 2009, and for the year ended December 31, 2009, compared to the year ended December 31, 2008,
were as follows:

Years Ended December 31, 2010 vs. 2009 2009 vs. 2008
2010 2009 2008 % Change % Change
($ in thousands)
Interest income. . . .................... $ 639,641 $ 871,946 $1,209,469 27N % (28)%
Interest €Xpense . ........ ..., 232,096 427,312 677,707 _46 .37
Provision for loan losses. . .............. 307,080 845,986 593,046 64 43)
Operating expenses. . . .............. Ga 228,554 277,503 254,600 18 ©
Otherexpense ....................... (33,235)  (95,675)  (142,830) 65 . 33
Net loss from continuing operations before . : a
~income taxes ...................... (161,324)  (774,530)  (458,714) 79 (69)
Income tax (benefit) expense ............ (20,802) 136,314 (190,583) 115 172)
Net loss from continuing operations . . . ... . (140,522) (910,844)  (268,131) 85 (240)
Net income from discontinued operations, o
netoftaxes . ........ ... ...... 9,489 49,868 49,350 8D ’ 1
Gain (loss) from sale of discontinued L , :
.- -operations, net of taxes . .. ............ 21,696 - (8,071) 104 369 (7,861)
Netloss........ S e (109,337)  (869,047) (218,677) 87 - (297)
Net (loss) income attributable to o ‘ :
noncontrolling interests. . ............. (83) (28) 1,426« (196) (‘102)
N¢t loss attributable to CapitalSource Inc. .. (109,254)  (869,019)  (220,103) 87 (295)

Discontinued Operations

" InJune 2010, we completed the sale of our remaining long-term healthcare facilities and exited the skilled
nursing home ownership business. As a result, all consolidated comparisons below reflect the éontinuing results of
our operations. Income from discontinued operations decreased to $31.2 million, including a gain on disposal of
$21.7 million, for the year ended December 31, 2010 from $41.8 million, including a loss on disposal of
$8.1 million, net of tax, for the year ended December 31, 2009 and $49.5 million including a gain on disposal
of :$0.1- million: for the year ended December 31, 2008. For additional information, see Note 3, Discontinued

Operations, in our accompanying audited consolidated financial statements for the year ended December 31, 2010.

Opefating Expénses

. 2010 vs. 2009. Consolidated operating expenses decreased to $228.6 million for the year ended Decem-
ber 31, 2010 from $277.5 million for the year ended December 31, 2009. The decrease was primarily due to a
$20.5 million decrease in professional fees, a $17.5 million decrease in compensation and benefits driven by a
decrease in headcount, a $4.2 million decrease in provision for unfunded loan commitments related to Capital-
Source Bank, a $2.0 million decrease in depreciation and amortization expense, and a $1.5 million decrease in FDIC
premiums.

2009 vs. 2008.  Consolidated operating expenses increased to $277.5 million for the year ended December 3 1,
2009 from $254.6 million for the year ended December 31, 2008. The increase was primarily due to the inclusion of
twelve months of operating expenses related to CapitalSource Bank in 2009, while only five months were included
in 2008, which caused an $8.0 million increase in FDIC premiums paid by CapitalSource Bank, including a one-
time special assessment of $2.5 million paid to the FDIC’s Deposit Insurance Fund, which was part of a required
payment for all insured institutions. In addition, rental expenses increased $7.2 million, primarily due to the
addition of CapitalSource Bank occupancy expenses as well as a new office lease in Chevy Chase, Maryland, and a
$4.7 million increase in professional fees. These increases were partially offset by a $1.8 million decrease in
marketing expenses, related primarily to the one-time promotion and advertising expenses related to the com-
mencement of CapitalSource Bank’s operations and a $4.1 million decrease in travel and entertainment expenses. |
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Income Taxes

2010 vs. 2009. Consolidated income tax benefit for the year ended December 31, 2010 was $20.8 million,
compared to income tax expense of $136.3 million for the year ended December 31, 2009. The change in income tax
expense was caused primarily by the establishment of valuation allowances at several corporate entities during 2009
that did not recur in-2010, and the carryback of a net operating loss of one of our corporate entities in 2010.

2009 vs. 2008. Consolidated income tax expense for the year ended December 31, 2009 was $136.3 million,
compared to an income tax benefit of $190.6 million for the year ended December 31, 2008. The change in income
tax expense was caused primarily by deferred tax asset valuation allowances established in 2009 and deferred tax
benefit recorded in 2008 related to the revocation of our REIT election.

Comparison of the Years Ended December 31, 2010, 2009 and 2008
We have reclassified all comparative prior period segment information to reflect our two curtent reportable
segments. The discussion that follows differentiates our results of operations between our segments.
_ CapitalSource Bank Segmént,

CapitalSource Bank commenced operations on July 25, 2008. As a result, the comparison of the results of
operations for this segment relates to the full years ended December 31, 2010 and 2009 and only 160 days of
operatlons in 2008.

. Our CapltaISource Bank segment operatmg results for the year ended December 31, 2010, compared to the
year ended December 31, 2009, and for the year ended December 31, 2009, compared to the year ended
December 31’ 2008, were as follows:

Years Ended December 31, 2010 vs. 2009 2009 vs. 2008

2010 2009 2008 % Change % Change
. ($ in thousands) :

" Interest income. . ........... $333,625 $310,741 $148,104 7% 110%
Interest expense . ........... 65,267 111,873 76,246 42 (CY))
Provision for loan losses. . . . .. 117,105 213,381 55,600 45 (284)

. ‘Operating expehses ........ .. 113,696 100,474 : 43,287 (13) (132)
Other income . ... ...ou..... 27,686 38,060 12,45 1 27 206

. Income tax expense (benefit) . . 13,628 (6,228) (6,089) . (319) 2

Net income (loss)........... . 51,615+ (70,699) *(8,489) 173 (733)

Interest Income

2010vs. 2009. Total interest income increased to $333.6 million for the year ended December 31, 2010 from
$310.7 million for the year ended December 31, 2009, with an average yield on interest-earning assets of 5.97% for
the year ended December 31, 2010 compared to 5.58% for the year ended December 31, 2009. During the years
ended December 31, 2010 and 2009, interest income on loans was $260.4 million and $212.4 million, respectively,
yielding 7.71% and 7.50% on average loan balances of $3.4 billion and $2.8 billion, respectively. During the years
ended December 31, 2010 and 2009, $29.4 million and $11.4 million, respectively, of interest income was not

recognized for loans on non-accrual, which negatively impacted the yield on loans by 0.87% and 0.40%,
respectively.

. Interest income on the commercial real estate “A” Participation Interest was $13.0 million and $47.5 million,
during the years ended December 31, 2010 and 2009, respectively, yielding 6.86% and 5.23% on average balances
of $188.8 million and $907.6 million, respectively. The commercial real estate “A” Participation Interest was
purchased at a discount and had a stated coupon equal to one-month LIBOR plus 1.50%. The unamortized discount
was accreted into income using the interest method. During the years ended December 31, 2010 and 2009, we
accreted $9.5 million and $29.8 million, respectively, of discount into interest income on loans in our audited
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consolidated statements of operations. The commercial real estate “A™ Participation Interest was fully repaid in
October 2010.

Durzing the years ended- December 31, 2010 and 2009, interest income from our mvestments including
available-for-sale and held-to-maturity securities, was $58.8 million and $46.5 million, respectively, yielding
3.65% and 4.64% on average balances of $1.6 billion and $1.0 billion, respectively. During the year ended
December 31, 2010, we purchased $1.5 billion and $9.7 million of investment securities, available-for-sale and
held-to-maturity, respectively, while $946.8 million and $85.4 niillion of priricipal repayments were received from
our investment securities, available-for-sale and held-to-maturity, respectively. For the year ended December 31,
2009, we purchased $1.4 billion and $236.4 million of investment secufities, available-for-sale and held-to-ma-
turity, respectively, while $1.2 billion and $23.4 million, respectively, of principal repayments were received.

During the years ended December 31, 2010 and 2009, interest income on cash and cash equivalents was
$1.4 million and $4.3 million, respectively, y1e1d1ng 0.35% and 0.53% on average balances of $391.1 million and
$807.7 million, respectively: ..

2009 vs. 2008. Total interest income increased to $310.7 million for the year ended December 31, 2009 from
$148.1 million for the year ended December 31, 2008, with an average yield on interest-earning assets of 5.58% for
the year ended December 31, 2009 compared to 5.75% for the year ended December 31, 2008. The increase was
primarily due to the inclusion of only five months of its operations in 2008 as CapitalSource Bank commenced
operations on July 25, 2008 compared to a full year in 2009. During the years ended December 31, 2009 and 2008,
interest income on loans was $212.4 million and $75.8 million, respectively, yielding 7.50% and 7.25% on average
loan balances of $2.8 billion and $1.0 billion, respectively. During the year ended December 31, 2009, we reversed
$11.4 million of accrued interest on non-accrual loans, negatively impacting the yield on loans by 0.40%. We did
not.reverse any accrued interest on non-accrual loans during the year ended December 31, 2008.

Interest income on the commercial real estate “A” Participation Interest was $47.5 million and $54.2 million
during the years ended December 31, 2009 and 2008, respectively, yielding 5.23% and 7.74% on average balances
of $907.6 million and $701.0 million, respectively. During the years ended December 31, 2009 and 2008, we
accreted $29.8 million and $23.8 million, respectively, of discount into interest income on loans in our audlted
consohdated ‘statements of operations.

During the years ended December 31, 2009 and 2008, interest income from our investments, including
available-for-sale and held-to-maturity securities, was $46.5 million and $7.5 million, respectively, yielding 4.64%
and 3.76% on average balances of $1.0 billion and $200.0 million, respectively. During the year ended Decem-
ber 31, 2009, we purchased $1.4 billion and $236.4 million of investment securities, available-for-sale and
held-to-maturity, respectively, while $1.2 billion and $23.4 million of principal repayments were received from our
investment securities, available-for-sale and held-to-maturity, respectively. For the year ended December 31, 2008,
we purchased $1.2 billion and $14.3 million of investment securities, available-for-sale and held-to-maturity,
respectively, while $478.1 million of principal repayments were received from available-for-sale securities.

During the years ended December 31, 2009 and 2008, interest income on cash and cash equivalents was
$4.3 million and $10.4 million, respectively, yielding 0.53% and 1.68% on average balances of $807.7 million and
$619.1 million, respectively. ;

Interest Expense

2010vs. 2009. Total interest expense decreased to $65 3 nulhon for the year ended December 31, 2010 from
$111.9 million for the year ended December 31, 2009. The decrease was primarily due to a decrease in the average
cost of interest-bearing liabilities which was 1.34% and 2.36% during the years ended December 31, 2010 and 2009,
respectively. Our average balances of.interest-bearing liabilities, consisting of deposits and borrowings, were
$4.9 billion and $4.7 billion during the years ended December 31, 2010 and 2009, respectively. Our interest expense
on deposits for the years ended December 31, 2010 and 2009 was $60.1 million and $109.4 million, respectively,
with an average cost of deposits of 1.31% and 2.38%, respectively, on average balances of $4.6 billion for both
periods. During the year ended December 31, 2010, $4.7 billion of our time deposits matured with a weighted
average interest rate of 1.44% and $4.8 billion of new and renewed time deposits were issued at a weighted average
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interest rate of 1.11%. During the year ended December 31, 2009, $5.9 billion of our time deposits, including
brokered deposits, matured with a weighted average interest rate of 3.03% and $5.3 billion of new and renewed time
deposits were issued at a weighted average interest rate of 1.64%. Additionally, during the year ended December 31,
2010, our weighted average interest rate of our liquid account deposits, savings and money market accounts,
declined from 1.06% at the begirining of the year to 0.83% at the end of the year. During the year ended
Décember 31, 2010, our interest expense on borrowings, consisting of FHLB SF borrowings, was $5.2 million with
an average cost of 1.92% on an average balance of $271.7 million. During the year ended December 31, 2010, there
were $252.0 million in advances taken and $40.0 million of maturities. During the year ended December 31, 2009,
our interest expense on borrowings, consisting of FHLB SF borrowings, was $2.5 million with an average cost of
1.83% on an average balance of $133.2 million.

2009vs. 2008.  Total interest expense increased to $111.9 million for the year ended December 31,2009 from
$76.2 million for the year ended December 31, 2008. The increase was primarily due to the inclusion of only five
months of its operations in 2008 as CapitalSource Bank commenced operations on July 25, 2008 compared to a full
year in 2009. During the years ended December 31, 2009 and 2008, our average cost of interest-bearing liabilities
was 2.36% and 3.45%, respectively. Our average balance of interest-bearing liabilities, consisting of deposits and
borrowings, was $4.7 billion and $2.2 billion, during the years ended December 31, 2009 and 2008, respectively.
Our interest expense on deposits for the years ended December 31, 2009 and 2008, was $109.4 million and
$76.2 million, respectively, with an average cost of deposits of 2.38% and 3.45% on an average balance of
$4.6 billion and $2.2 billion, respectively. During the year ended December 31, 2009, $5.9 billion of our time
deposits matured with a weighted average interest rate of 3.03% and $5.3 billion of new time deposits were issued at
a weighted average interest rate of 1.64%. During the year ended December 31, 2008, $3.1 million of our time
deposits, including brokered deposits, matured with a weighted average interest rate of 3,47% and $2.9 billion of
new time deposits were issued at a weighted average interest rate of 3.48%. Additionally, during the year ended
December 31, 2009, our weighted average interest rate of our liquid deposits, savings and money market accounts,
declined from 2.66% at the beginning of the year to 1.06% at end of the year, During the year ended December 31,
2009, our interest expense on borrowings, consisting of FHLB SF borrowings, was. $2.5 million with an average
_cost of 1.83% on an average balance of $133.2 million. For the year ended December 31, 2008, our weighted
average interest rate of our liquid deposits, savings and money market accounts, increased from 2.62% to 2.66% at
the end of the period. During the year ended December 31,2009, no borrowings matured or were repaid. There were
no borrowings from the FHLB. SF during the year ended December 31, 2008. . :

Net Interest Margin

‘The yields of income earning assets and the.costs of intefest—bearing liabilities in this segment for the years
ended December 31, 2010, 2009 and 2008 were as follows: : :

" Years Ended December 31,
2010 2009 2008

Weighted Net . Weighted ‘ Weighted Net
Average Interest  Average  Average - NetInterest Average Average Interest ~ Average
Balance Income Yield/Cost  Balance Income - Yield/Cost Balance Income Yield/Cost

($ in thousands)
Total interest-earning - : : ‘
cassets(l) ... $5,588,812 $333,625  5.97% $5,571,407 $310,741  5.58% $2,573,993 $148,104 5.75%
Total interest-bearing
liabilities(2) . . . . ... . .. 4,859,847 65267 134~ 4738114 111873 236 2,207,210 76246 345
Net interest spread . . . .. ... $268,358  4.63% $198,868  3.22% - §$71,858  230%
4.80%

Net interest margin .. ..... 357% 2.79%

€))] ‘Intere‘st-ear'ning assets include cash and cash equivalents, investments, the commercial real estate “A”
. Participation Interest and loans.

(2) Interest-bearing liabilities include deposits and borrowings.
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Provision for Loan Losses

Our provision for loan losses is based on our evaluation of the adequacy -of the existing allowance for loan
losses in relation to total loan portfolio and our periodic assessment of the inhercnt risks relating to the loan portfolio
resulting from our review of selected individual loans. For details of activity in our provision for loan losses, see the
Credit Quality and Allowance for Loan Losses section.

Operating Expenses

2010vs. 2009. Operating expenses increased to $113.7 million for the year ended December 31, 2010 from
$100.5 million for the year ended December 31, 2009. The increase was primarily due a $22.9 million increase in
loan referral fees, partially offset by a $4.2 million decrease in-provision for unfunded commitments, a $1.7 million
decrease in employee benefit costs, and a $1.5 million decrease in FDIC premiums. :

2009 vs. 2008.  Operating expenses increased to $100.5 million for the year ended December 31, 2009 from
$43.3 million, for the year ended December 31, 2008. The increase was primarily due to the inclusion of only five
months of its operations in 2008 as CapitalSource Bank commenced operations on July 25, 2008 compared to a full
year in 2009. The increase also reflects an increase in deposit premium expense due to an increase in the FDIC
deposit premium assessment rate and a special assessment of $2.5 million, which was part of a required payment for
all insured institutions, offset by lower advertising and promotion costs of $1.0 million related to the commence-
ment of CapitalSource Bank’s operations. ‘ ,

CapitalSource Bank relies on the Parent Company to source loans, provide loan origination due diligence
services and petform certain underwriting services. For these services, CapitalSource Bank pays the Parent
Company loan referral fees based upon the commitment amount of each new loan funded by CapitalSource Bank
during the period. We do not capitalize loan referral fees. These fees are eliminiated in consolidation. These fees are
included in other operating expenses and were $37.5 million, $14.6 million and $7.6 million for the years ended
December 31, 2010, 2009 2008, respectively. CapitalSource Bank subleases from the Parent Company office space
in several locations and also leases space to the Parent Company in other facilities in which CapitalSource Bank is
the primary lessee. Each sublease arrangement was established based on then market rates for comparable
subleases. ‘ ‘ - ‘ '

Other Income

CapitalSource Bank provides loan servicing for loans and other assets, which are owned by the Parent
Company and third parties, for which it receives fees based on the number of loans or other assets serviced. Loans
being serviced by CapitalSource Bank for the benefit of others were $4.7 billion and $7.7 billion as of December 31,
2010 and 2009, respectively, of which $2.5 billion and $5.2 billion were owned by the Parent Company.

2010vs. 2009. - Other income, which primarily consists of loan servicing fees paid to CapitalSource Bank by
the Parent Company, decreased to $27.7 million for the year ended December 31, 2010 from $38.1 million for the
year ended December 31, 2009 primarily due to an $8.3 million decrease in loan servicing fees paid by the Parent
Company to CapitalSource Bank. This decrease in loan servicing fees was primarily a result of the sale of the
remaining direct real estate investments and a decrease in the Parent Company’s loan portfolio. The decrease in
other income was also attributable to a $4.4 million decrease in gains onloan sales; a $2.6 million increase in net
expense of real estate owned and other foreclosed assets and a $2.4 million decrease in foreign currency exchange
gains, partially offset by a $4.3 million increase in loan fees and a $2.8 million decrease in losses on derivatives.

2009 vs. 2008. Other income increased to $38.1 million for the year ended December 31, 2009 from
$12.5 million for the year ended December 31, 2008 primarily due to a $13.7 million increase in loan servicing fees
paid by the Parent Company to CapitalSource Bank. The increase in loan servicing fees paid to CapitalSource Bank
was primarily due to the inclusion of only five months of its operations in 2008 as CapitalSource Bank commenced
operations on July 25, 2008, cémpafed to a full year in 2009. The increase in other income was also attributable to a
$4.5 million gain on loan sales compared to no loan sales in 2008, and a $3.1 million gain on foreign currency
exchange in 2009 compared to a $3.8 million loss on foreign currency exchange in 2008.
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Other Commercial Finance Segment

Our Other Commercial Finance segment operating results for the year ended December 31,2010, compared to
the year ended December 31, 2009, and for the year ended December 31, 2009, compared to the year ended
December 31, 2008, were as follows: : '

Years Ended December 31, | 2010 vs. 2009 2009 vs. 2008
2010 2009 2008 % Change % Change
($ in thousands) .

Interest income . . ... oo vvve et $ 315934 $567,214  $1,056,867 (44)% 46)%
Interest expense .................. 166,829 315,439 601,461 47 48
Provision for loan losses . . .......... 189,975 632,605 537,446 70 (18)
Operating expenses . . . ... ......... 174,426 221,690 234,571 21 5
Other income (expense). .. .......... (1,932) (86,261) (117,204) 98 . 26
Income tax (benefit) expense. ........ (34,430) 142,542 (184,494) 124 . 77

Net loss from continuing operations. .. .  (182,798)  (831,323) (249,321) 78 © (233)

Interest Income

2010 vs. 2009. TInterest income decreased to $315.9 million for the year ended December 31, 2010 from
$567.2 million for the year ended December 31, 2009, primarily due to a decrease in average total interest-earning
assets, including the impact of the deconsolidation of the 2006-A Trust in July 2010. The 2006-A Trust contributed
$28.1 million to interest income for the year ended December 31, 2010, compared with $73.9 million for the year
ended December 31, 2009. During the year ended December 31,2010, the average balance of interest-earning assets
decreased by $4.0 billion, or 49.6%, compared to the year ended December 31, 2009, due to the deconsolidation of
mortgage related receivables related to the sale of our beneficial interests in securitization special purpose entities in
December 2009, the deconsolidation of the 2006-A Trust in 2010 and the runoff of Parent Company loans. During
the year ended December 31, 2010, yield on average interest-earning assets increased to 7.80% from 7.06% for the
year ended December 31, 2009. During the year ended December 31, 2010, our lending spread to average one-
month LIBOR was 7.77% compared to 7.60% for the year ended December 31, 2009. Fluctuations in yields are
driven by a number of factors, including changes in short-term interest rates, including changes in the prime rate or
one-month LIBOR, the coupon on loans that pay down or pay off, non-accrual loans and modifications of interest
rates on existing loans.

2009 vs. 2008. Interest income decreased to $567.2 million for the year ended December 31, 2009 from
$1.1 billion for the year ended December 31, 2008, primarily due to an increase in non-accrual loans, a decrease in
average total interest-earning assets and a decrease in yield on average interest-earning assets. During the year
ended December 31, 2009, our average balance of interest-earning assets decreased by $4.8 billion, or 37.4%,
compared to the year ended December 31, 2008, primarily due to the sale of $1.6 billion of residential mortgage-
backed securities that were issued and guaranteed by Fannie Mae or Freddie Mac (“Agency RMBS”) during the first
quarter of 2009 as well as a decrease in loans resulting from the sale of $2.2 billion of loans to CapitalSource Bank
from the Parent Company in 2008. During the year ended December 31, 2009, yield on average interest-earning
assets decreased to 7.06% compared to 8.23% for the year ended December 31, 2008. This decrease was primarily
the result of an increase in non-accrual loans and the sale of the mortgage related receivables, a decrease in short-
term interest rates, partially offset by an increase in our core lending spread.

Interest Expense

.+.2010 vs. 2009. Total interest expense decreased to $166.8 million for the year ended December 31, 2010
from $315.4 million for the year ended December 31, 2009. The decrease was primarily due to a decrease in average
interest-bearing liabilities of $4.0 billion, or 55.9%, primarily due to the deconsolidation of term debt related to the
sale of our beneficial interests in securitization special purpose entities in December 2009, combined with the
impact of the deconsolidation of the 2006-A Trust in July 2010 and the reduction of the outstanding balances on our
credit facilities and other term debt. Our cost of borrowings increased to 5.30% for the year ended December 31,
2010 from 4.42% for the year ended December 31, 2009, as a result of higher deferred financing fee amortization
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and the change in the mix of our borrowing composition due to the deconsolidation of the 2006-A Trust, which had
lower borrowing costs than the remainder of our borrowings.

2009 vs. 2008. Total interest expense decreased to $315.4 million for the year ended December 31, 2009
from $601.5 million for the year ended December 31, 2008. The decrease was primarily due to a decrease in average
interest-bearing liabilities of $4.5 billion, or 38.8%, primarily due to repayment of repurchase agreements of
$1.6 billion during the first quarter of 2009. Also contributing to the decrease in our interest expense was a decrease
in our cost of borrowings, which was 4.42% and 5.16% for the years ended December 31, 2009 and 2008,
respectively, as a result of lower LIBOR and CP rates on which interest on our term securitizations and credit
facilities is based. '

Net Interest Margin

2010 vs. 2009. Net interest margin was 3.68% for the year ended December 31, 2010, an inctease of 0.55%
from 3.13% for the year ended December 31, 2009. This increase was primarily due to the reduction in the ratio of
interest bearing liabilities to interest bearing assets, partially offset by a decrease in our net interest spread. Net
interest spread was 2.50% for the year ended December 31, 2010, a decrease of 0.14% from 2.64% for the year
ended December 31, 2009, primarily due an increase in our cost of borrowings.

2009 vs. 2008. Net interest margin was 3.13% for the year ended December 31, 2009, a decrease of 0.42%
from 3.55% for the year ended December 31, 2008. The decrease in net interest margin was primarily due to the
decrease in interest income offset by a decrease in our costs of funds as measured by a spread to short-term market
rates on interest such as LIBOR. Net interest spread was 2.64% for the year ended December 31, 2009, a decrease of
0.43% from 3.07% for the year ended December 31, 2008. The decrease in net interest spread is attributable to the
changes in its interest-earning assets and 1nterest—bear1ng l1ab111t1es as described above.

The yields of income. earning assets and the costs of interest- beanng liabilities in this segment for the years
ended December 31, 2010, 2009 and 2008 were as follows:

Years Ended December 31,
2010 - 2009 2008

‘Weighted Net - Average Weighted Net - Average Weighted Net Average

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

Balance Income  Cost Bal Income Cost Balance Income Cost

($ in thousands) )

Total interest-eamingvas‘sets(l) ..... .. $4,048,597 $315,934 7.80% $8,035,897 $567,214 7.06% $12,844,580 $1,056,867 8.23%
Total interest-bearing liabilities(2) . .. .. 3,150,115 166,829 330 7,137,868 - 315439 442 11,659,636 601,461 3.16
Net interest spread . . . .. .......... $149,105 2:50% $251,775  2.64% © 455406 3.07%
Net interest margin ... ........... 3.68% 313% 3.55%

¢)) Interest—earmng assets include cash and cash equivalents, restricted cash, mortgage-related receivables, loans
and investments in debt securities. :

2 Interest—bearmg liabilities include repurchase agreements, secured and unsecured credit facilitieys, term debt,
convertible debt and subordinated debt.

Operating Expenses

- 2010vs. 2009.  Operating expenses decreased to $174.4 million for the year ended December 31, 2010 from
$221.7 million for the year ended December 31, 2009, primarily due to a $19.9 million decrease in professional
fees, a $16.6 million decrease in compensation and benefits, and a $8.3 million decrease in loan servicing fees paid
to CapitalSource Bank. Operating expenses as a percentage of average total assets increased to 3.80% for the year
ended December 31, 2010 from 2.59% for the year ended December 31, 2009 primarily due to the decrease in total
assets as a result of the deconsolidation of the 2006-A Trust, the sale of our mongage related receivables during
2009 and the runoff of Parent Company loans.
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2009 vs. 2008. Operating expenses decreased to $221.7 million for the year ended December 31, 2009 from
$234.6 million for the year ended December 31, 2008, primarily due to a $28.3 million decrease in compensation
and benefits, primarily related to a $18.4 million decrease in incentive compensation and the transfer of employees
from the Parent Company to CapitalSource Bank, and a $4.3 million decrease in travel and entertainment expenses,
partially offset by a $15.7 million increase in loan servicing fees paid to CapitalSource Bank, a $3.0 million increase
in professional fees and a $2.7 million increase in rent expense resulting from a new office lease in Chevy Chase,
Maryland. Operating expenses as a percentage of average total assets increased to 2.59% for the year ended
December 31, 2009, from 1.69% for the year ended December 31, 2008.

Other Income (Expense)

2010 vs. 2009. Other expense decreased to $1.9 million for the year ended December 31, 2010 from
$86.3 million for the year ended December 31, 2009, primarily due to gains on investments, gains on debt
extinguishment and a gain on the deconsolidation of the 2006-A Trust, partially offset by an increase in net expense
of real estate owned and other foreclosed assets. Further explanation of the decrease is described below.

" Gains on investments were $54.1 million for the year ended December 31, 2010, compared to losses of
$30.7 million for the year ended December 31, 2009. This change was primarily due to a $42.2 million increase in
realized gains on sales of investments, a $19.4 million increase in dividend income, an $11.7 million decrease in
other-than-temporary impairments on our available-for-sale securities and cost-basis investments and a $12.1 mil-
lion decrease in unrealized losses on cost basis investments. '

The year ended December 31, 2009 included $15.3 million in gains on our _residentiél\mortgage' investmént
portfolio. Our residential mortgage-backed securities were sold and the related derivatives were unwound during the first
quarter of 2009. As such, there was no activity related to this portfolio during the year ended December 31, 2010.

Gains on extinguishment of debt were $0.9 million for the year ended December 31, 2010, compared to losses
of $40.5 million on extinguishment of debt for the year ended December 31, 2009. The gains during 2010 were
primarily attributable to the extinguishment of certain classes of our convertible debt. The losses during 2009 were
primarily the result of exchanges of certain classes of our convertible debt into common stock, partially offset by the
extinguishment of certain term debt securitizations.

Net expense of real estate owned and other foreclosed assets increased to $108.2 million for the year ended
December 31, 2010 compared to $47.8 million for the year ended December 31, 2009, primarily due to a
$41.7 million increase in provision for losses related to loans acquired through foreclosure, a $17.1 million increase
in unrealized losses on real estate owned and a $10.5 million increase in real estate impairments, partially offsetby a

$12.9 million decrease in realized losses on sales of real estate owned.

Other income was $59.0 million for the year ended December 31, 2010 compared to $25.2 million for the year
ended December 31, 2009. This increase was primarily due to a $22.9 million increase in referral fees, a
$16.7 million gain on the deconsolidation of the 2006-A Trust, $8.0 million in earnings in the equity of subsidiaries
during the year ended December 31, 2010, compafed to $1.3 million in losses during the year ended December 31,
2009 and a $7.0 million increase in gains on foreign currency exchange. These increases were partially offset by a
$13.6 million increase in lower of cost or fair value adjustments to our loans held for sale, and a $7.7 million
increase in litigation-related expenses in 2010.

2009 vs. 2008. Other expenses decreased to $86.3 million for the year ended December 31, 2009 from
$117.2 million for the year ended December 31, 2008, primarily due to decreases in losses on our investments,
decreases in losses on our derivative instruments and changes in our residential mortgage investment portfolio,
partially offset by losses on debt extinguishment and increases in net expense of real estate owned and other
foreclosed assets.

Losses on investments decreased to $30.7 million for the year ended December 31, 2009 from $73.8 million for
the year ended December 31, 2008, primarily due to a $43.9 million decrease in unrealized losses on investments
and a $9.6 million decrease in impairments of investments, partially offset by $0.8 million of net realized losses on
the sales of investments during the year ended December 31, 2009, compared to $5.9 million in net realized gains on
sales of investments during the year ended December 31, 2009.
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Losses on derivatives decreased to $8.0 million for the year ended December 31, 2009 from $36.8 million for
the year ended December 31, 2008, primarily due to changes in fair value of swaps to minimize our exposure to
variations in interest rates. In addition, losses on derivatives during 2008 included $8.2 million in losses related to
collateralized loan obligations.

Gains on our residential mortgage investment portfolio securities were $15.3 million for the year ended
December 31, 2009 compared with losses of $102.8 million for the year ended December 31, 2008. Our residential
mortgage-backed securities were sold and the related derivatives were unwound during the first quarter of 2009.

Losses on debt extinguishment were $40.5 million for the year ended December 31, 2009, compared to gains on
debt extinguishment of $58.9 million for the year ended December 31, 2008. The losses during 2009 were primarily the
result of exchanges of certain classes of our convertible debt into common stock, partially offset by the extinguishment of
certain term debt securitizations. The gains during 2008 were primarily attributable to the purchases of certain tranches of
our term debt at discounts, the exchange and retirement of certain classes of our subordinated debt, partially offset by
losses incurred on the exchange of certain classes of our convertible debt for our common stock. ‘

Net expense of real estate owned and other foreclosed assets was $47.8 million for the year ended Decem-
ber 31, 2009 compared to expense of $19.7 million for the year ended December 31, 2008, primarily due a
$15.5 million increase in realized losses on sales of real estate owned and a $5.3 million increase in operational
expenses related to real estate owned and other foreclosed assets. o ’ '

Other income was $25.2 million for the year ended December 31 » 2009 compared to-$56.3 million for the year
ended December 31, 2008. This decrease was primarily due a to a $16.6 million decrease in income from loan fees,
$10.4 million in net losses from loans held for sale duri g the year ended December 31, 2009, compared to net gains
of $7.7 million during the year ended December 31, 2008, partially offset by $5.3 million in goodwill impairm’ent

during 2008. We had no goodwill impairment during 2009.
Financial Condition

, Consolidated

Portfolio Composition

As of December 31, 2010 and 2009, the composition of our consolidated portfolio was as follows:

December 31,
2010 - 2009
($ in thousands)

Assets: ‘ R ,

Cash and cash equivalents(1) ....................... e $ 949,036 $ 1,339,663
Thvestment secun'ties,;availabl,e-for-sale. e e e 1,522,911 960,591
Investment securities, held—t_o—maturity ......................... 184,473 242,078
Comimercial real estate “A” Participation Interest, net . ............. —_ 530,560
Loans(2) .............oo i 6,358,210 8,282,240 v
FHLB SFstock ................0 . ... e 19,370 20,195
Other investments .................. ... ... . ... ... ... ... . 71,889 96,517
Total ... . $9,105,889  $11,471,844
Liabilities: - ;
Deposits ........... e e e et e $4,621,273  $ 4,483,879
FHLB SF borrowings. ................. e e 412,000 200,000
Total ... $5,033,273  $ 4,683,879

1) ‘Asof December 31, 2010 and 2009, the amounts include restricted cash of $128.6 million and $168.5 million,
respectively.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.
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Cash and Cash Equivalents

Cash and cash equivalents consist of amounts due from banks, U.S. Treasury securities, short-term investments
and commercial paper with an initial maturity of three months or less. For additional information, see Note 4, Cash
and Cash Equivalents and Restricted Cash, in our accompanying audited consolidated financial statements for the
year ended December 31, 2010. ‘ ’ ‘ :

Investment Securities

As of December 31, 2010, 2009, and 2008, the outstanding book values of our trading and investment
securities were as follows: : « B o
December 31,
2010 2009 : 2008
($ in thousands) ‘

Trading securities:

Agency mortgage-backed securities. .. ....... ... L $ — $ —  $1,489,291

Investment securities, available-for-sale: .

Agency debt obligations(1) . ......... .. ..ol L% 431,292 - $324998 $ 495,337

Agency MBS . ... PP 870,155 418,390 142,236

Non-agency MBS .. ... .o 113,684 153,275 377
Equity securities. .. ... T SR © 263 52,984 213

Corporate debt . . ............ e 5135 . 9618 38,972

Collateralized loan obligations ...................... 12,249 1,326 2,416

U.S. Treasury and agency securities .................. 90,133 — e

Total investment securities, available-for-sale............ $1,522,911 - $960,591° $ 679,551

Investment securities, held-to-maturﬁfy: o ,
Commercial mortgage-backed securities ............... § 184,473 $242.078 $ 14,389

(1) Includes discount notes, callable notes, and debt notes issued by various Government Sponsored Enterprises
(“GSEs”), including $79.4 million, $5.0 million, $249.0 million and $78.9 million of securities issued by
. Fannie Mae, Freddie Mac, FHLB and Federal Farm Credit Bank, respectively, as of December 31, 2010.
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Investments by Maturity Dates

As of December 31, 2010, the carrying amounts, contractual maturities and welghted average ylelds of our
investment securities were as follows C

Due in Due Between D'ue Between )
One Year or One and Five and Due after
Less Five Years Ten Years(1) Ten Years(2) Total
($ in thousands)

Investment securities,

available-for-sale: T ' ~ ‘ -’ v
Agency debt obligations . ... $208,856 $202,963 $ 5,109 $ 14364 $ 431,292
Agency MBS ............ — — 30,775 839,380 870,155
Non-agency MBS . ........ ‘ — — 47,214 66,470 113,684
Equity securities . ......... — — — 263 263,
Corporate debt ........... 5,120 — L - 5,135
Collateralized loan B ,

obligations. ............ — —_ — 12,249 112,249
U.S. Treasury and agency : "

securities. . ... .ii.. ... '. 69,982 — — 20,151 - 90,133
Total investment $ecurities, ' A

available-for-sale . . . ... .. $283,958 $202,963 $83,113 $952,877 - $1,522,911
Weighted average yield(3) . . 0.37% 1.91% 4.50% 3.05% 2.47%
Investment securities, ' ‘ ‘ '

held-to-maturity:
Commercial mortgage-backed- ’ S , :

securities. . .. .......... $ — $ 26,035 $ — ; $158,4V38 $ 184,473
Total investment securities, T

held-to-maturity. ... ... .. $ — $ 26,035 $  — $158,438  $ 184,473
Welghted average yleld(3) —% 8.28% —% 13.44% 12.71%

[

(1) Includes Agency and Non-agency MBS, with fair values of $30 8 Imlhon and $47 2 mllllon respectively, and
weighted average expected maturities of approximately 2.44 years and 3.22 years, respectively, based on
interest rates and expected prepayment speeds as of December 31, 2010.

(2) Includes Agency and Non-agency MBS, including CMBS, with fair values of $839.4 million and $231.2 mil-
lion, respectively, and weighted average expected maturities of approximately 4.47 years and 1.58 years,
respectively, based on interest rates and expected prepayment speeds as of December 31, 2010. Includes
securities with no stated maturity.

(3) Calculated based on the amortized costs of the individual securities and does not reflect any changes in fair
value of our investment securities, available for sale, which were recorded in accumulated other comprehensive
income (loss) in our audited consolidated balance sheets.

Actual maturities of these securities may differ from contractual maturity dates because issuers may have the
right to call or prepay obligations.

Investment Securities, Available-for-Sale

Investment securities, available-for-sale, consists of Agency discount notes, Agency callable notes, Agency
debt, Agency MBS, Non-agency MBS, corporate debt securities, U.S. Treasury and agency securities, equity
securities and our interests in the 2006-A Trust. CapitalSource Bank pledged substantially all of the investment
securities, available-for-sale to the FHLB SF and the FRB as a source of borrowing capacity as of December 31,
2010. For additional information, see Note 6, Investments, in our accompanying audited consolidated financial
statements for the year ended December 31, 2010.
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Investment Securities, Held-to-Maturity

As of December 31, 2010 and 2009, investment secﬁrifiés; held-to-maturity consisted of commercial
mortgage-backed securities rated AAA. For additional information, see Note 6, Investments, in our accompanying
audited consolidated financial statements for the year ended December 31, 2010.

Loan Portfolio Composition

The outstanding unpaid principal balance of loans in our loan portfolio (including loans held for sale) by
category as of December 31, 2010, 2009, 2008, 2007 and 2006 was as follows:

December 31,

2010 2009 2008 2007 ’ 2006
' < ($ in thousands)
Commercial . ............ $4,238471  $5,036,455 $6,118,609  $6,334,670  $5,003,978
Realestate .. ............ 1,826,158 2,026,559 1,959,426 1,979,571 2,056,116
Real estate — construction . . 293,581 1,219,226 - 1,377,757 1,497,232 754,592
Total loans(1). ........... $6,358,210 $8,282,240 © "$9,455,792  $9,811,473 " $7,814,686

(1) Excludes the impaét of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.

As of December 31, 2010, the number of loans, average loan size, number of clients and average loan size per
client by loan type were as follows:

Average

Number of Average Number of Loan Size
Loans(1) Loan Size(2) Clients per Client(2)

‘ o ($ in thousands) )

Commercial . .............. P R 729 $ 5,814 484 $ 8,757

Real estate(3). ............ P . 644 2,836 607 3,008
Real estate — cons_truction e e 28 10,485 24 12,233

Total loans(1). . ......cvvviiiiian s 1,401 4,538 1,115 5,702

(D Includes 30 loans shared between’CapitaISource Bank and the Other Commercial Finance segment.

@ Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost.or fair value adjustments on loans held for sale. :

(3) Includes 239 multi-family loans with an average loan size of $1.5 million.
Although our loan portfolio included borrowérs from more than 18 industries as of December 31, 2010, we had

a concentration of over 10% of our loan balances in four industries in particular. These industries and their
respective percentage to total loans were as follows:

Percentage of

_Total Loans
Healthcare and social assistance . ... .. PR [P . 21.5%
Accommodation and food SETVICES. . . .. . oottt 17.5%
Finance and inSUrance . ... ......o.ovvvuennenenn e e 10.9%
Real estate . ...... e e e 10.2%

The 773 loans within these industries are to 664 borrowers located throughout most of the United States
(45 states and the District of Columbia). The largest loan was $325.0 million, which was 5.1% of total loans.
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Loan Balances by Maturities

As of December 31, 2010, the contractual maturmes of our loan portfolio (including loans held for sale) were
as follows:

Due in ! .
Oné Year Due in One to Due After
or Less Five Years Five Years Total
($ in thousands)

Commercial. . ............................ $ 669,657 $3,078,472 $ 490,342 $4,238,471
Rea] estate ........ ... ... . L, ) 505,829 812,063‘ 508,266 1,826,158
Real estate — construction ........... e o ' 206,328 81,016 6,237 293,581
Total(1). ... ..ot $1,381,814 $3,971,551 $1,004,845  $6,358,210

(1) Excludes the impact of deferred loan fees and dlscounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.
Sensitivity in Loans to Changes in Interest Rates

As of December 31, 2010, the total amount of loans due after one year with predetermiried interest rates and
floating or adjustable interest rates were as follows: :

Loans with
Loans with Floating
Predetermined - or Adjustable :
Rates(1) Rates Total
($ in thousands)
Commercial .......................... e PN $272,995 $3,040,287v_ . $3,313,282
Realestate .. ............ ... ... .. ... ... . ... 416,553 861,739 1,278,292 .
Real estate — construction . . . .. ........ . ... ... ... ... — 72,232 72,232
Total'loans(2) . . .. ... o $689,548 $3,974,258 $4,663,806

(1) Represents loans for which the interest rate is fixed for the entire term of the loan.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.

As of December 31, 2010, the composmon of our loan balances by adjustable fate index and by loan typé was
as follows: : s

Loan Type
- Real Estate - .
Commercial - Real Estate  Construction Total Percentage
. . . s (8 in thousands)

I-Month LIBOR . ................ $1,549,374  $1,071,653 $ 47,360 $2,668,387 42%
2-Month LIBOR . ................ 57,097 — — 57,097 1
3MonthLIBOR . ................ 729274 41,089 — 770,363 " 12
6-Month LIBOR . ................ 90,530 57,800 —_ 148,330 . 2
1-Month EURIBOR . ... . ... e 103,759 — — 103,759 2
3-Month EURIBOR .. ............. © 28,363 — —_ 28,363 —
6-Month EURIBOR. . . ............ 22,294 — — 22,294 —
Prime......................... 949,242 87,733 45,610 1,082,585 17
Other......................... 66,593 8,296 — 74,889 _2
Total adjustable rate loans . ......... 3,596,526 1,266,571 92,970 4,956,067 78
Fixedrate loans. . . ............... 275,528 427,829 — .. 703,357 11
Loans on non-accrual status . ........ 366,417 131,758 200,611 698,786 11
Total loans(1) . .................. $4,238,471  $1,826,158 $293,581 $6,358,210 100%

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.
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Credit Quality and Allowance for Loan Losses

Non-performihg loans are loans accounted for on a non-accrual basis, accruing loans which are contractually -
past- due 90 days or more as to principal or interest payments, and other loans identified as troubled debt
restructurings (“TDRs”) as defined by GAAP. : ‘

Loans accounted for on a non-accrual basis are loans on which interest income is no longer recognized on an
accrual basis.and loans for which a specific provision is recorded for the full amount of accrued interest receivable.
We will place a loan on non-accrual status if there is substantial doubt about the borrower’s ability to service'its debt
and other obligations or if the loan is 90 or more days past due and is not well-secured and in the process of
collection. ' i o :

TDRs are loans that have been restructured as a result of deterioration in the borrower’s financial position and
for which we have granted a concession to the borrower that we would not have otherwise granted if those
conditions did-not exist. ' : ' : : :

The outstanding unpaid principeil balances of non-performing loans in our consolidated ’\loan‘ portfolio as of
December 31, 2010, 2009, 2008, 2007 and 2006 ‘were as follows: - L )
" December 31,

2010 ¢ 2009 2008 - 2007 2006
. " ($ in thousands) :

Non-accrual loans . ; ( o
Commercial(1). . .. v v iin e $366.417  $ 406,002 $283,997 $146,553  $142,138

Realestate(2) .. ..vovvvrnnenennenenens 131,758 208,848 38,860 16,097 * 46,585
Real estate — construction(3) ... . . .« o i 200,611 - 453,235 94,207 - 22,044 7,881
Total loans on'non-accrual . . .....vovnon. . $698,786 $1,068,085 $417,064  $184,694  $196,604

Accruing loans contractually past-due
90 days or more L

Commercial. . . ... ... e ST § 3244 § 43213 $ 7429 $ 2227 $  —

Real eStale. . o v ot e eeeee i eaaaneens 6,238 — 24,135 — 12,600
Real estate — construction . . . ... ... .. AN 39,806 23,780 — — 1,728
Total accruing loans contractually past-due . _ N o

90 dayS OF MOTE. .« oo v v vveeveevnnnns " $ 49288 $ 66993 $ 31,564 $ 2,227 $ 14328
Troubled debt restructurings(4) ) ; )
Commercial. . ......ovnvunnnn e $118,988 $ 96,415  $139,948. .$139,801 $ 81,783
Real eState. . . oo oo i v i it eeneennans 35,689 15,328 1,404 1,476 —_
Total troubled debt restructurings . ... ... ... $154,677 $ 111,743  $141,352 $141277 § 81,783
Total non-performing loans - ' :
Commercial . .. ..o v i $488,649 $ 545,630 $431,374  $288,581 - $223,921
Realestate. . .........- e . 173,685 224,176 64,399 17,573 59,185
Real estate — construction'. . .. vv oo v v e v - 240,417 477,015 94,207 22,044 - 9,609
Total non-performing loans ....... e L $902,751 $1,246,821 $589,980  $328,198 $292,715

(1), Includes $0.8 million and $41 .5 million of loans held for sale as of December 31, 2010 and 2008, respectively.
There were no non-accrual commercial loans held for sale as of December 31, 2009, 2007 and 2006. .

(2) There were no non-accrual real estate loans held for sale as of December 31, 2010, 2009, 2008, 2007 and 2006.

(3) Includes $13.9 million, $0.7 million and $7.0 million of loans held for sale as of December 31, 2010, 2009 and
2008, respectively. There were no non-accrual real estate construction loans as of December 31,2007 and 2006.

(4) Excludes non-accrual loans and accruing loans contractually past-due 90 days or more.
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Potential problem loans are loans that are not considered non-performing loans, as disclosed above, but loans
where management is aware of information regarding potential credit problems of a borrower that leads to serious
doubts as to the ability of such borrowers to comply with the loan repayment terms. Such defaults could-eventually
result in the loans being reclassified as non-performing loans. We had $83.0 million in potential problem loans as of
December 31, 2010, primarily related to an impaired loan that was restructured during the first quarter of 2011.

-+ Of our non-accrual loans, $22.4 million were 30-89 days delinquent and $270.5 million were over 90 days
delinquent as of December 31, 2010, and $182.5 million were 30-89 days delinquent and $388.5 million were over
90 days delinquent as of December 31, 2009. Accruing loans 30-89 days delinquent were $5.4 million and
$95.3 million as of December 31, 2010 and 2009, Tespectively. :

* Many of our real estate construction loans include an interest reserve that is established upon origination of the
loan. We tecognize interest income from the reserve during the construction period as long as the interest is deemed
collectible. As part of our ongoing credit review process, we monitor the construction of the underlying real estate to
determine whether the project is progressing as originally planned. If we determine that adverse changes have
occurred such that full payment of principal and interest is no longer expected, we will place the loan on non-accrual
status and establish a specific reserve or charge off a portion of the principal balance, as appropriate.

“We maintain a comprehensive credit policy manual that is supplemented by specific loan product underwriting
guidelines. Among other things, the credit policy manual sets forth requirements that meet the regulations enforced
by both the FDIC and the DFL. Several examples of such requirements are the loan-to-value limitations for real
estate secured loans, various real estate appraisal and other third-party reports standards, and collateral insurance
requirements.

Our underwriting guidelines outline specific underwriting standards and minimum specific risk accepténce
criteria for each lending product offered, including the use of interest reserves. For additional information, see
Credit Risk Management within this section.

We maintain servicing procedures for real estate construction loans, the objective of which is to maintain the
proper relationship between the loan amount funded and the value of the collateral securing the loan. The principal
servicing tasks include, but are not limited to: ’

* Monitoring construction of the project to evaluate the work in place, quality of construction (compliance
with plans and specifications) and adequacy of the budget to complete the project. We generally use a third
party consultant for this evaluation, but also maintain frequent contact with the borrower to obtain updates
on the project. B : ‘ '

* Monitoring compliance with the terms and conditions of the loan agreement, which contains important
- construction and leasing provisions. o

* Reviewing and approving advance requests per the loan agreement which establishes the frequency,
conditions and process for making advances. Typically, each loan advance is conditioned upon funding
only for work in place, certification by the construction consultant, and sufficient funds remaining in the loan
budget to complete the project.

Additionally, our risk rating policies require that the assignment of a risk rating should consider whether the
capitalization of interest may be masking other performance related issues. The adequacy of the interest reserve:
generally is evaluated each time a risk rating conclusion is required or rendered with particular attention paid to the
underlying value of the collateral and its ongoing support of the transaction. Obtaining updated third-party
valuations is considered when significant negative variances to expected performance exist. Generally, our policy
on-updating appraisals is to obtain current appraisals subsequent to the impairment date if there are significant
changes to the underlying assumptions from the most recent appraisal. Some factors that could cause significant
changes include the passage of more than twelve months since the time of the last appraisal; the volatility of the
local market; the availability of financing; the inventory of competing properties; new improvements to, or lack of
maintenance of, the subject property or competing surrounding properties; a change in zoning; environmental
contamination; or failure of the project to meet material assumptions of the original appraisal. We generally
consider appraisals to be current if they are dated within the past twelve months. However, we may obtain an
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-updated appraisal on a more frequent basis if in our determination there are significant changes to the underlying
assumptions from the most recent appraisal. As of December 31, 2010, $62.4 million of our collateral dependent
loans had an appraisal older than twelve months. The fair value of the collateral for these loans was determined
through inputs outside of appraisals, including actual and comparable sales transactions, broker price opinions and
other relevant data. Of these loans, $24.5 million related to a shared national credit reviewed by federal examiners
during 2010.

Six of the 28 loans that comptise our real estate construction portfolio as of December 31,2010 have been extended,
renewed or restructured since origination. These modifications have occurred for various reasons including, but not
limited to, changes in business plans, work-out efforts that were best achieved via a restructuring or discounted pay off.

In considering the performing status of a real estate construction loan, the current payment of interest, whether
in cash or through an interest reserve, is only one of the factors used in our analysis. Our impairment analysis
generally considers the loan’s maturity, the likelihood of a restructuring of ‘the loan and if that restructuring
constitutes a troubled debt restructuring, whether the borrower is current on interest and principal payments, the
condition of underlying assets and the ability of the borrower to refinance the loan at market terms. Although an
initerest reserve may mitigate a delinquency that could cause impairment, other issues with the loan or borrower may
lead to an impairment determination. Impairment is then measured based on a fair market or discounted cash flow
value to assess the current value of the loan relative to the principal balance. If the valuation analysis indicates that
repayment in full is doubtful, the loan will be placed on non-accrual status and designated as non-performing.

Interest income recognized on the real estate construction loan portfolio was $20.9 million, $67.3 million and
$101.7 million for the years ended December 31,2010, 2009 and 2008, respectively. Cumulative capitalized interest
on the real estate construction loan portfolio was $301.8 million and $277.3 million as of December 31, 2010 and
2009, respectively. As of December 31, 2010 and 2009, $240.4 million, or 81.9%, and $477.1 million, or 39.0%,
respectively, of the total real €state construction loan portfolio was non-performing. :

The decrease in the non-performing loan balance from December 31, 2009 to December 31, 2010 is primarily
due to the. deconsolidation of the 2006-A Trust. Non-performing loans related to the 2006-A Trust as of
December 31, 2009 were $227.5 million, including $207.7 million of non-accrual loans, $5.0-million of accruing
loans contractually past due 90 days or more, and $14.8 million of TDRs. The remaining $116.5 million decrease in
the non-performing loan balance was primarily due to pay offs, charge offs, and foreclosures on those loans, and a
decrease in the number of loans that became non-performing during 2010. :

The activity in the allowance for loan losses for the years ended December 31, 2010, 2009, 2008, 2007 and
2006 was as follows: , , o » L
Year Ended December 31,. -

2000 2009 2008 2007 2006
($ in thousands)

Balance as of beginning of year [ ........ PN $ 586,696 $423,844 - $138930 $120,575 $ 87,370
Charge offs: ) . : .

COMIMEICIAL .+ v v o e s ittt e it tee e e (145,681)  (308,554)  (206,822) (46,314)  (43,399)

Realestate. ... .covvveeennounnnn e e e (112,504) (76,919) (16,173) (2,416) 4,592)

Real estate — construction . ............. e e (126,912).  (204,381) (49,188) (9,664) (115)
Total Charge offs . . ..o vt vvn e s (385,097) - (589,854) - -(272,183) _(58,394) °(48,106)
Recoveries

COmMMEICIAl « « + o v e et et e e s 827 11,299 1,122 — . —

Realestate. .. .....oveuuennn R PN 97 16, — 13 —

Real estate — CONSrUction . .. . ... oo nnn P R 6 46 161 892 100
Total TECOVETIES . . o v v v v e e e e v enenns O 930 11,361 1,283 905 100
Netchargeoffs . ................ N (384,167) © (578,493). (270,900) (57,489)  (48,006)
Charge offs upon transfer to held forsale .. . ... e (42,353) (33,907 (20,991) (1,732) —
Deconsolidation of 2006-ATrust . . . . ... .. e e e e ¥ e (138,134) . — C— —— —
Provision for 10an 108SES . « « « v v s v v v e en e eseo. 307,080 775,252 576,805 77,576 81,211
Balance asof end of year. . . ... .vvv i $329,122 . $586,696 $ 423,844  $138,930  $120,575
Net charge offs as a percentage of average : ) .

loans outstanding . . ........... P 5.8% 6.4% 2.8% 0.6% 0.7%




The allowance for loan losses allocated to each category of loans and the percentage of each category to our
total loan portfolio as of December 31, 2010, 2009, 2008, 2007 and 2006 was as follows: ST

" December 31, .
2010 72009 2008 2007 2006
g "~ "+ ($in thousands) R

Allocation by Category

Commercial .............. I e e oo $229,144 ¢ $261,392 - $306,505 -$112,374 - $. 97,867
Real estate .............. L PRI 78,572 . 138,575 67,698 14,413 14,982
Real estate — construction . . ... ... S e 21,406 186,729 49,641 12,143 ¢ 77726
Total loan loss allowance . . . .. i w0 .$329,122 - $586,696 $423,844 - $138,930 $120,575
Percentage of Total Loan Portfolio by - R o
Category o 4 . - ; N ‘ C

Commercial . . .. ...... v et s s oo 667%  60.7%. 647% . 64.6% = 64.0%
Realestate ..........c.oviiiienisinnnn o 287% 24.6% . . 20.7%. 202%. ., :.26.3%
Real estate — construction .. i ;..o .ol W o 46% o 14.7% 1 14.6%. . - 152%: - 9.9%
Total ..o 1000%  1000% 100.0% ~ 100.0%  “100.0%

- Our allowance for loan losses decreased by $257.6 million to $329.1 million as of December 31,2010 from
$586.7 million as of December 31, 2009. This decrease comprised a $220.0 million décrease in general reserves and-
a $37.6 million decrease in specific reserves.on impaired loans-as further described below. - :

The decrease in the general reserves was primarily due to a reduction in the amount of unpaid principal balance
of non-impaired loans due to loan payoffs, principal payments, loan sales, loans newly classified as impaired, and
lower expected losses in the portfolio due to a shift in loan mix and the ‘deconsolidation-of the 2006-A Trust, which
resulted in the removal of $91.9 million of general reserves related to the loans held for investment which were.
derecognized from our balance sheet during the period: A$ of December 31, 2010, the unpaid principal balance of
non-impaired loans had decreased t0-$5.4 billion and the general reserves allocated to that portfolio had decreased
to $250.2 million, representing an ‘effective reserve percentage of 4.6%. As of December 31, 2009, the unpaid
principal balance of non-impaired loans was $7.1 billion and the general reserves allocated to that portfolio were .
$470.2 million, representing an effective reserve percentage of 6.6%. The lower effective reserve percentage
reflects the lower historical losses generally expetiénced by the non-impaired loaris remaining in our portfolio as of
December 31, 2010 as a result of the shift in loan mix. Our loans in categories with the greatest historical loss
experience continue to pay off. Additionally, the majority of our new originations are in those categories with lower
historical loss experience. '

The decrease in the specific reserves was primarily related to $426.5 million of charge offs taken on impaired
loans and the removal of $46.3 million in specific reserves due to the deconsolidation of the 2006-A Trust as
described above. These decreases ‘were partially offset by the addition of $435.2 million of specific reserves on
impaired loans outstanding as of December 31, 2010. The carrying values of our impaired loans reflect incurred
losses that are inherent in our loan portfolio. .

We employ a formal quarterly process to both identify impaired loans and record appropriate specific reserves
based on available collateral and other borrower-specific information. As of December 31, 2010, the unpaid principal
balance of impaired loans was $931.2 million with a specific allowance attributable to that portfolio of $79.0 million.
Additionally, as of December 31, 2010, $463.1 million of the original legal balance of that portfolio had been previously
charged off as collection was deemed remote for portions of these loans. The total prior charge offs and specific reserves
as of December 31, 2010 of $505.3 million represented an expected total loss of 37.2% of the legal balance of $1.4 billion
(the December 31, 2010 balance plus amounts previously charged off). As of December 31, 2009, ‘the total unpaid
principal balance of impaired loans was $1.3 billion with a specific reserve attributable to that portfolio of $116.5 million.
Additionally, as of December 31, 2009, $442.4 million of the original legal balance of that portfolio had been previously
charged off as full collection was deemed remote for portions of these loans. The total prior charge offs and specific
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reserves as of December 31, 2009 of $559.0 million represented an expected total loss of 33.0% of the original legal
balance of $1.7 billion (the December 31, 2009 balance plus amounts previously charged off).

Analysis of Short-term Borrowings

" Short-term borrowings are borrowings with an original maturity of one year or less, of which securities sold
under repurchase agreements, was our only significant category for the year ended December 31, 2008. We had no
significant categories of short-term borrowings for the years ended December 31, 2010 and 2009.

As of and for the years ended December 31, 2010, 2009 and 2008 information about our securities sold under
repurchase agreements was as follows: :

Year Ended December 31,

2010 2009 2008
) ($ in thousands)
Balance as of year end . . . ..o vorenee e, $— $— $1,499,250
Average daily balance during theyear............. $—— $— $2,268,868
Maximum outstanding month-end balance.......... $— $— $3,780,942
Weighted average interest rate during the year... .. .. —% —% 3.5%
Weighted average interest rate as of yearend ...... ) —% —% 2.6%

CapttalSource Bank Segment

As of December 31, 2010 and 2009, the CapitalSource Bank segment included:

December 31,
2010 2009
($ in thousands)

Assets:

Cash and cash equivalents(1) . ....... ..., $ 377,054 $ 821,980
Investment securities, available-for-sale ...................... ... 1,510,384 - 901,764
Investment securities, held-to-maturity . ......... ... .. ... .00t 184,473 242,078
Commercial real estate “A” Participation Interest,net............... — 530,560
Loans(2) « oo o i i e e 3,848,511 3,061,426
FHLB SF StOCK « . o oo i e i vt et ettt et ieaa e 19,370 20,195
1 -1 P $5,939,792  $5,578,003
Liabilities:

DEPOSIES .« . o v v et viee e eie e $4,621,273  $4,483,879
FHLB SF borrowmgs. R R R EEREE: 412,000 200,000
71 T $5,033,273  $4,683,879

(1) As of December 31, 2010 and 2009, the amounts include restricted cash of $23.5 million and $65.9 million,
respectively.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses Includes lower of
cost or fair value adjustments on loans held for sale.

Cdsh and Cash Equivalents

Cash and cash equivalents consist of amounts due from banks, U.S. Treasury securities, short-term investments
and commercial paper with an initial maturity of three months or less. For additional information, see Note 4, Cash
and Cash Equivalents and Restricted Cash, in our accompanying audited consolidated financial statements for the
year ended December 31, 2010.
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Investment Securities, Available-for-Sale

Investment securities, available-for-sale, consists of Agency discount notes, Agency callable notes, Agency
debt, Agency MBS, Non-agency MBS, corporate debt securities and U.S. Treasury and agency securities.
CapitalSource Bank pledged a significant portion of its investment securities, available-for-sale, to the: FHLB
SF and the FRB as a source of borrowing capacity as of December 31, 2010. For additional information, see Note 6,
Investments, in our accompanying audited consolidated financial statements for the year ended December 31, 2010.

Investment Securities, Held-to-Maturity

Investment securities, held-to-maturity, consists of AAA-rated commercial mortgage-backed securities. For
additional information on our investment securities, held-to-maturity, see Note 6, Investments, in our accompanying
audited consolidated financial statements for the year ended December 31, 2010.

Commercial Real Estate “A” Participation Interest

The commercial real estate “A” Participation Interest was fully repaid during the fourth quarter of 2010. For
additional information on the commercial real estate “A” Participation Interest, see Note 5, Commercial Lending
Assets and Credit Quality, in our accompanying audited consolidated financial statements for the year ended
December 31, 2010. o

CapitalSource Bank Segment Loan Portfolio Composition

Total CapitalSource Bank loan portfolio reflected in the portfolio statistics below includes loans held for sale of
$14.2 million as of December 31, 2010. CapitalSource Bank did not have loans held for sale as of December 31, 2009.

As of December 31, 2010 and 2009, the compos1t10n of the CapitalSource Bank loan portfoho by loan type was
as follows:

December 31,
2010 2009
($ in thousands)
Commercial . . ...........c0ui . $2,029,407 53% $1,594,974 52%
Realestate. .. ..... ... 1,634,062 42 1,086,961 . 36
Real estate — construction . . . . .. ..o e e, - 185042 . 5 379491 12
Total ... ..., $3.8485 i1 100% $3,061,426 100%

As of December 31,2010, the scheduled maturities of the CapitalSource Bank loan portfolio by loan type were
as follows:

Due in
One Year Due in One Due After
or Less to Five Years Five Years Total -
($ in thousands)

Commercial ...........ccooeeennnn.... $175,000 $1,615,811  $238,596  '$2,029,407
Realestate ........................... 350,087 789,489 494,486 1,634,062
Real estate — construction. . . ............. 138,680 - 40,125 6,237 185,042
Total loans(1) ...... SR [ $663,767  $2,445,425 $739,319 '$3,848,511

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale. :

As of December 31, 2010, approximately 68% of the adjustable rate portfolio is subject to an interest rate floor
and is accruing interest. Due to low market interest rates as of December 31, 2010, substantially all loans with
interest rate floors were bearing interest at such floors. The weighted average spread between the floor rate and the
fully indexed rate on the loans was 1.91% as of December 31, 2010. To the extent:the underlying indices
subsequently increase, CapitalSource Bank’s interest yield on this portfolio will not rise as qulckly due to the effect
of the interest rate floors. »
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As of December 31, 2010, the composition of CapitalSource Bank loan balances by adjustable rate index and
by loan type was as follows:

" Loan Type
Real Estate-
Commercial Real Estate Construction Total Percentage
($ in thousands)
1-Month LIBOR . .......... $ 625619 $ 979,972 $ 47,360 $1,652,951 43%
2-Month LIBOR . .......... 33,925 — — 33,925 1
3-Month LIBOR . . ......... 464,228 41,089 — 505,317 13
6-Month LIBOR . .......... 52,384 57,800 — 110,184 3
Prime................... 519,111 79,278 5,742 604,131 15
Other ...........ovvin 66,593 8,296 - 74,889 2
Total adjustable rate loans. ... 1,761,860 1,166,435 - 53,102 2,981,397 77
Fixed rate loans ........... 221,628 397,189 —_ 618,817 17
Loans on non-accrual status. . . 45919 70,438 131,940 248,297 _6
Total loans(1) .. ........... $2,029,407  $1,634,062 $185,042  $3,848,511 100%

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale. ‘

As of December 31, 2010, the number of loans, average loan size, number of clients and average loan Size per
client by loan type were as follows:

) Average
Number of  Average Loan = Number of Loan Size
Loans(1) Size(2) Clients per Client(2)
($ in thousands)
Commercial . ..........covuuiirunnnnn.. 400 $ 5,074 303 $ 6,698
Realestate(3) ... ..., 614 2,661 585 2,793
Real estate — construction ............... 17 - 10,885 14 13,217
Overall CapitalSource Bank loan portfolio. . . . 1,031 3,733 902 ' 4,267

(1) Includes 30 loans shared with the Other Commercial Finance segment.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale.

(3) Includes 237 multi-family loans with an average loans size of $1.4 million.
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“Credit Quality and Allowance for Loan Losses

The outstanding unpaid principal balances of non-performing loans in the CapitalSource Bank loan portfolio
as of December 31, 2010 and 2009 were as follows:

December 31,

2010 2009

o ($ in thousands)
Non-accrual loans ; : P
Commercial . .. .ot e $ 45919 $ 41,809
Real estate . . ..o ittt i it e i e e e e 70,438 57,190
Real estate — construction. . ... ............. e e e e 131,940 74,932
Total loans on non-accrual. ... ... U $248,297 $173,931
Accruing loans contractually past-due 90 days or more \ :
Commercial . ..... .. vtiiiin i e e e e $ 2712 $ —
Realestate ..:.......... L e e i R — —
Real .estate — CONSHIUCHON. . . iy vivie v v v e v o s T — 17,695
Total accruing loans contractually past-due 90 days ormore............. $ 272 $ 17,695
Troubled debt restructurings(1) R ' o ,
CommMErcial . . . ottt et e e $ —  $ —
Realestate ............... B el e 35,689 —
Real estate — CONSLIUCHON. . . . v v v vt ettt et ee et e eie e . — o —
Total troubled debt restructurings. : . .. ... e e e $ 35689 $ —
Total non-performing loans '
Commercial ............. e S $ 46,191  $ 41,809
Realestate ............ ... % ..., e e e e . 106,127 57,190
Real estate — construction. . . . .. e e 131,940 92,627
Total non-performing loans . . ... e T T $284,258 - $191,626

(1) Excludes non-accrual loans and accruing loans contractually past-due 90 days or more.
 We had one $76.2 million potential problem loan as of Deéembér 31, 2010.

Of our non-accrual loans, $3.9 million and $28.6 million were'30—89 days delinqueht, and $69.8: million and
$84.1 million were over 90 days delinquent as of December 31, 2010 and 2009, respectively. Accruing loans
30-89 days delinquent were $5.3 million and $1.1 million as of December 31, 2010 and 2009, respectively.
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“The activity in the allowance for loan losses for the years ended December 31, 2010 and 2009 was as follows:

" Year Ended December 31,
- 2010 S 2009 2008
‘ B ‘ ) . ($ in thousands)

Balance as of beginning ofyear.......... e ... $152508 $ 55600 $ —
_Charge offs: S . ‘ _ v ‘ v
Commereial. . ..o e R U PN (4,854) (10,919) —
-Real estate- . . . ... e R el (70,437) (21,134) —
Real estate — construction. . . ... ... SRR T SO0 (46,103) (73,245) —

Total charge OfFS « . « v+ oo v envenereieenonnenseene e (121,304)  (105298) _
Recoveries: o . , ; ‘

Commergial. . .. ... P PR e ™ T =
Realestate ... .....ocnvnnn- e e e — _ . -
Real estate — CONSTIUCHON . « « o v v v v v enia e L= — —
Total recoveries . . . co.v v o os e P = — —
Net charge offs .. ... ..0i . . oo Ui o0 (121,394) 0 (105,298) L=

Charge offs upon transfer to held forsale............... T @3341) 1 (1L,175) —
Provision for loan losses: :

GENETAL .« o v e et e ettt e (11,003) 78,400 55,600

SPECFiC. . v vv e R 128,108 134,981 —

Total provision for 10an 1088es . . ... ... .vvevvo ... 117,005 213,381 55,600

Balance as of end of year......... U U . i %124878  $152,508  $55,600 -

Allowance for loan losses ratio . ........... ........... 32% 5.0% 2.1%

Provision for loan losses ratio .. ......coviiiin e 3.0% 6.9% 2.1%

Net charge offs as a percentage of average loans outstanding . . , 4.2% 3.8% —%

During the years ended December 31, 2010 and 2009, loans with an aggregate carrying value of $374.2 million
and $36.8 million, respéctively, as of their respective restructuring dates, were involved in troubled debt
restructurings.. Loans involved in these troubled debt restructurings are assessed as impaired, generally for a
period of atleast oné year following the restructuring, assuming the loan performs under the restructured terms and
the restructured terms were at market. There were no specific reserves allocated to loans that were involved in TDRs
as of December 31, 2010, and there were $2.2 million in specific reserves allocated to loans that were involved in
TDRs as of December 31, 2009.

Of the total $128.1 million and $135.0 million specific provisions for loan losses for the years ended
December 31, 2010 and 2009, respectively, $124.0 million and $110.0 million, respectively, related to commercial
real estate and real estate construction loans. Due to the large individual credit exposures and characteristics of real
estate and real estate construction loans, the level of charge offs in this area has been volatile.

Given our loss experience, we consider our higher-risk loans within the commercial real estate portfolio to be
loans secured by collateral that have not reached stabilization. As of December 31,2010 and 2009, commercial real
estate loans that have not reached stabilization had an outstanding principal balance of $178.8 million and
$381.6 million, respectively. This amount was net of cumulative charge offs taken on these loans of $21.0 million
and $52.1 million, respectively. No specific reserves were allocated to these loans as of December 31,.2010. There
was $15.6 million of specific reserves allocated to these loans as of December 31, 2009.

During the year ended December 31, 2010, CapitalSource Bank restructured three commercial real estate loans
into new loans using an “A note / B note” structure where the B note component has been fully charged off. The
contractual principal balances of these three loans prior to the restructurings totaled $91.6 million. In connection
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with the restructurings, $8.8 million of debt was forgiven and charged off, and $4.9 million was collected as
principal payments, leaving $59.9 million of A notes and $18.2 million of B notes. As of December 31, 2010, the
carrying value of the.A notes was $56.5 million, and the B notes had no carrying value.

The workout strategy discussed above results in the A note equaling a balance the borrower can service and is
underwritten to a loan to value ratio based on the current collateral valuation. The A note may be upgraded based on
the revised terms and management’s assessment of the borrower’s ability and intent to repay. The A note is
structured at a market interest rate, and the A note debt service is typically covered by the in-place property
operations allowing it to be placed on accrual status. The reduced loan amount induces the borrower to continue to
support the loan and maintain the collateral despite the observed reduction in the collateral value. The B note
usually bears no interest or an interest rate significantly below the market rate. The A note contains amortization
provisions, and the B note requires amortization only after the full repayment of the A note.

Accrual status for each loan, including restructured A notes, is considered on a loan by loan basis. The newly
established principal balance of the A note is set at a level where the borrower is expected to keep the loan current
and where the underlying collateral value adequately supports the loan. The revised structure is intended to allow
the A loan to be placed on accrual status.

All loans that have undergone this A note / B note restructurin g are considered TDRs. The A notes are deemed
impaired and remain so classified for at least one year from the date of the restructuring. After one year, the A notes
are evaluated quarterly to determine if the loan performance has complied with the terms of the TDR such that the
impairment classification may be removed. '

FHLB SF Stock

Investments in FHLB SF stock are recorded at historical cost. FHLB SF stock does not have a readily
determinable fair value, but can generally be sold back to the FHLB SF at par value upon stated notice. The
investment in FHLB SF stock is periodically evaluated for impairment based on, among other things, the capital
adequacy of the FHLB and its overall financial condition. No impairment losses have been recorded through
December 31, 2010, ' ' '

Deposits

As of December 31, 2010 and 2009, a summary of CapitalSource Bank’s deposits by product type and the
maturities of the certificates of deposit were as follows: :

- December 31,
2010 . 2009
Weighted Weighted
Average " "Average
Balance - Rate Balance - Rate
o ($ in thousands) ’
Interest-bearing deposits:
Money market . . . .. i $ 236,811 0.78% $ 258,283 0.99%
Savings........... e e e e 69.4,157-_ .. 084 . . 599,084 1.09
Certificates of deposit . .. ................ 3,690,305 1.27 3,626,512 1.68
Total interest-bearing deposits . .............. $4621273 - 1.18 $4,483,879 1.56
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December 31, 2010

Weighted
Average
Balance Rate

($ in thousands)

Rema;ining maturity of certificates of deposit:

Oto3months............ e e $1,027,182 °  1.09%
4to6months. ... ... - 965,723 1.09
TO9ImMONthS . ...ttt S .. 446,046 1.26
10to 12months . ............. e 464,873  1.37
Greater than 12 months. .................. e e 786,481 1.67
Total certificates of deposit. . ...... .. .o i $3,690,305. 1.27

For the years ended December 31, 2010 and 2009, the average balances and the weighted average interest rates
on deposit categories in excess of 10% of average total deposits were as follows:

December 31,
2010 B 2009
Weighted Weighted
o © . . Average Average . Average : Average
Balance "~ Rate Balance Rate
($ in thousands)
Savings deposits ... .. .. i $ 956,736 087% $ 776,807 1.42%
Time deposits . ............. e 3,631,404 1.43 3,828,080 2.57
Total dEPOSILS « . .+ .o v e vt eeieeee e, $4,588,140  131% $4,604,887  2.38%

" As of December 31, 2010, the composition of certificates of deposit in the amount of $100 000 or more and
categorized by time remaining to maturity was as follows ($ in thousands):

D0 3 MONINS .ttt ot e e e e e $ 414,197
4to6months ... ..o e e, 468,796
7to12months ................ e PR R NI 433,335,
Greater than 12 months . T T P . - 415,897
‘Total certificates of deposit in the amount of $100,000 or more. . ........... e 1,732,225
All other certificates of deposit ... ........ ... ... . i i '1,958,080

Total certificates of dePOSIt . .ot v vt i i ettt i i e e $3,690,305

FHLB SF Borrowings

FHLB SF borrowings increased to $412.0 million as of December 31, 2010 from $200.0 million as of
December 31, 2009. These borrowings were used primarily for interest rate risk management and short-term
funding purposes. The weighted average remaining maturities of the borrowings were approximately 2.3 years and
1.9 years as of December 31, 2010 and 2009, respectively.
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As .of December 31, 2010, the remaining maturity and the weighted average interest rate of FHLB SF
borrowings were as follows:

Weighted
Average
Balance Rate
($ in thousands)
ILessthan lyear .. .................c.... A $151,000 1.03%
After 1 yearthrough 2 years .. ....... ..o, .. 53,000 2.0t
After 2 years through 3 Years . ... ..........ueuueenneunnnnaannnnn 43,000° 1.35
After 3 years through 4 years .......... ... ... 55,000 2.34
After 4 years through S years ..............oiiiinenriinnnnannnns. " 95000  2.08
After Syears. . ... .o iu i . 15,000 -2.88
Total. ... ... e U | $412,000  1.67

Other Commercial Financé Segment

As. of December 31, 2010 and 2009, the Other Commercial Finance segment included:

December 31,
2010 2009
($ in thousands)

Assets: »

Investment securities, available-for-sale .. ........... [ $ 12,527 $: 58,827
“Loans(l):....ovuinin.. e b e e e e e e SPUPI 2,509,699 5,220,814

Other investments(2) ........ R AT S T 71,877 . 96,517 .

Total ....... e e e e P P $2,594,103 - $5,376,158

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses Includes lower of
cost or fair value adjustments on loans held for sale. :

(2) Includes investments carried at cost, investments carried at fair value and investments accounted for under the
equity method.
Investment Securities, Available-for-sale

Investment securities, avallable-for-sale consist of corporate debt equlty securities and our 1nterests in the
2006-A Trust. - -

-Other Investments
The Parent Company has made investments in some of our borrowers in connection with the loans provided to
them. These investments usually include equity interests such as common stock, preferred stock, limited liability
company interests, limited partnership interests and warrants.

Other Commercial Finance Segment Loan Portfolio Composition

Total Other Commercial Finance loan portfolio reflected in the portfolio statistics below includes loans held
for sale of $191.1 million and $0.7 million as of December 31, 2010 and 2009, respectively.
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- As of December 31, 2010 and 2009, the composition of the Other Commercial Finance loan portfoho by loan

type was as follows:

December 31,

100% $5,220,814

20190 2009
($ in thousands)
$2,209,064  88% $3,441,481  66%
192,096 8 939,598 18
108,539 4 839,735 16
$2,509,699 100%

As of December 31, 2010, the scheduled maturities of the Other Commercial Finance loan portfoho by loan

type were as follows:

Due in Due in .
One Year One to Due After
or Less - Five Years Five Years Total
($ in thousands)

Commercial. . . ..o v vttt e $494,657 $1 ,462,661 $251,746 $2,209,064
Realestate ............cciuiuiiniunnn 155,742 22,574 13,780 192,096
Real estate —construction. .. ......... ... 67,648 40,891 — 108,539
TOAl . o o v ettt e e e e e $718,047  $1,526,126° $265,526 © $2,509,699

As of December 31, 2010, the composition of Other Commercial Finance loan balances by adjustable rate

index and by loan type was as follows:

Loan Type
Real Estate- :
Commercial Real Estate  Construction Total Percentage
($ in thousands)
I-Month LIBOR ... ......... $ 923,755 $ 91,681 $ —  $1,015,436 40%
2-Month LIBOR . ... ........ 23,172 — — 23,172 1
3-Month LIBOR ............ 265,046 — — 265,046 11
6-Month LIBOR . .. ........ 38,146 — — 38,146 .. 2
1-Month EURIBOR ......... 103,759 — — 103,759 4
3-Month EURIBOR.-. . ....... 28,363 —_ — 28,363 : -
6-Month EURIBOR ......... 22,294 = — 22,294 1
Prime.................... 430,131 8,455 39,868 ‘ 478,454 19
Total adjustable rate loans. . ... 1,834,666 100,136 39,868 1,974,670 79
" Fixed rate loans ............ 53900 30,640 — 84,540 3
Loans on non-accrual status. . . . 320,498 61,320 68,671 450,489 18
Total loans(1) .. ............ $2,209,064  $192,096 $108,539 $2,509,699 100%

(1) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of

cost or fair value adjustments on loans held for sale.

As of December 31, 2010, approximately 45% of the adjustable rate loan portfolio comprised loans that are
subject to an interest rate floor and were accruing interest. Due.to low market interest rates as of December 31, 2010,
substantially all loans with interest rate floors were bearing interest at such floors. The weighted average spread
between the floor rate and the fully indexed rate on the loans was 2.34% as of December 31, 2010. To the extent the
underlying indices subsequently increase, the interest yleld on these adjustable rate loans will not rise as qulckly due

to the effect of the interest rate floors.
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As of December 31, 2010, the number of loans, average loan size, number of clients and average loan size per
client by loan type were as follows:

Average Average
Number of Loan Number of Loan Size

Loans(1) Size(2) Clients per Client(2)

’ ‘ y ($ in thousands)

Commercial . . . .......... TR 355 $6,223 - 218 $10,133
Realestate. ..........coiiiiiemninnnnnnnn. 32 6,003 28 6,861
Real estate — cONStUCHON . . .. ... vvvvinnns .13 8349 12 9,045
Total . e 400 6270 258 9,721

(1) Includes 30 loans shared with CapitalSource Bank.

(2) Excludes the impact of deferred loan fees and discounts and the allowance for loan losses. Includes lower of
cost or fair value adjustments on loans held for sale

Credit Quality and Allowance for Loan Losses

The outstanding unpaid principal balances of non-performing loans in Other Commercial Finance loan
portfolio as of December 31, 2010 and 2009 were as follows:

December 31,
. 2010 2009
($ in thousands)

Non-accrual loans

Commercial ............. S U S $320,498 $ 364,193
Realestate . ............ PR AR TS o 61,320 151,658
Real estate — construction’ ..... . P e e 68,671 378,303
Total loans onnon-accrual . ...........coviiunn.. e e $450,489 $ 894,154
Accruing loans contractually past-due 90 days or more :

Commercial .. cu it e $ 2972  § 43213
Real estate . . v v i e et S . 6,238 SRR
Real estate — CONSLUCHON . o v v v v vsee e ve e eee e ans e 39,806 6,085
Total accruing Ioans contractually past-due 90 days or mote' ........... $ 49,016 $ 49,298
Troubled debt restructurmgs(l) o ‘ ) \ ‘ '
COMMEICIAl -« v v v e e e e e e R $118988 $ 96,415
O — 15,328
Total troubled debt restructurings . ...... .. Ceeae Ciees e $118,988 §$§ 111,743
Total non-performing loans

Commercial .. .......c.ooviiniiiiini.n e e $442,458 $‘503,_821‘,
Realestate . ... i e i e -67,558 166,986
Real estate —construction ... ....... ..ot 108,477 384,388
Total NON-PETfOIMING 10ADS + « + « + « v ev s eeire e esenere e e ann . $618,493  $1,055,195

(1) Excludes non-accrual loans and accrumg loans contractually past-due 90 days or more.

We had $6.8 million in potential problem loans as of December 31, 2010
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Of our non-accrual loans, $18.5 million and $153.9 million were 30-89 days delinquent, and $200.7 million
and $304.4 million were over 90 days delinquent as of December 31, 2010 and 2009, respectively. Accruing loans
30-89 days delinquent were $0.1 million and $94.2 million as of December 31, 2010 and 2009, respectively.

The activity in the allowance for 1oan losses for the years ended December 31, 2010 and 2009 was as <f0110ws:

Year Ended December 31,

2010 2009 2008
($ in thousands)

Balance as of beginning of year .............. ... $ 434,188  $368,244 $ 138,930
Charge offs: .

COMMETCIAl .+ o\ v vv et e (140,827)  (297,635) . (206,822)

Real @StALE . . . o vvvvecnem et (42,067) (55,785) = (16,173)

Real estate — CONSIUCHON .. o\ v v iv v evvnor e eeneen (80,809)  (131,136) (49,188)
Total charge offs. . . . . [P RPN e (263,703) (484,556) (272,183)
Recoveries: ‘

Commercial .. ... e R PP 827 11,299 1,122

Realestate.................................7'.. 97 16 _—

Real estate — CONSLUCHON . ..« v vvenrenrosesneenes 6 46 161
TOtal TECOVETIES « o v v v v v et ra e n s s e e v 930 . 11,361 1,283
Net charge offs. .. cvvvvnnerrnnene e (262,773)  (473,195) (270,900)
Charge offs upon: transfer to heldforsale ............... (19,012) (22,732) (20,991)
Deconsolidation of 2006-A term debt securitization . . . ... .. (138,134) — —
Provision for loan losses: ’ ' ‘

General ..o e et ... (117,161) 55,303 167,044

SPECHFIC + o v vvevie e 307,136 506,568 354,161
Total provision for loan LOSSES. « v v v v v i vee s 189,975 561,871 521,205
Balance as of end of>y'ear P R TR $ 204,244 $434,188 § 368,244
AlloWance for loan losses ratio . . . ... e e 8.1% 8.3% 5.5%
Provision for loan 10sses ratio . . .......oovener e 7.6% 10.7% 7.7%
Net charge offs as a percentage of average loans

OUtStanding . . . . . oo v e e 7.2% 9.5% 4.3%

We consider a loan to be impaired when, based on current information, we determine that it is probable that we
will be unable to collect all amounts due according to the contractual terms of the original loan agreement. In this
regard, impaired loans include those loans where we expect to encounter a significant delay in the collection of,
and/or shortfall in the amount of contractual payments due to us as well as loans that we have assessed as impaired,
but for which we ultimately expect to collect all payments. ’

During the years ended December 31, 2010 and 2009, loans with an aggregate carrying value of $645.6 million
and $884.5 million, respectively, as of their respective restructuring dates, were involved in troubled debt
restructurings. Additionally, loans involved in these TDRs are assessed as impaired, generally for a period of
at least one year following the restructuring, assuming the loan performs under the restructured terms and the
restructured terms were at market. The specific reserves allocated to loans that were involved in TDRs were
$35.5 million and $22.8 million as of December 31, 2010 and 2009, respectively.

The decrease in the provision for loan losses and charge offs for the year ended December 31, 2010 compared
to the year ended December 31; 2009 was primarily driven by a decrease in charge offs related to impaired
commercial and real estate construction loans. Our loans in categories with the greatest historical loss experience
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continue to pay off. Additionally, the majority of our new originations are in categories with lower- historical loss
experience. The increase in provision for loan losses and charge offs for the year ended December 31,-2009
compared to the year ended December 31, 2008 was driven largely from charge offs in our real estate portfolio
which includes land, second lien real estate and mortgage rediscount loans. Due to the large individual credit
exposures and characteristics of real estate loans, the level of charge offs in this area has been volatile in the past.
However, we have few remaining large real estate loans in our portfolio and believe that we have appropriately
reserved for all incurred losses. As of December 31, 2010 and 2009, the total outstanding principal balance of these
higher-risk loans was $84.5 million and $561.5 million, respectively.

Liquidity and Capital Resources

Liquidity is a measure of our sources of funds available to meet our obligations as they arise. We require cash to
fund new and existing loan commitments, repay and service indebtedness, make new investments, fund net deposit
outflows and pay expenses related to general business operations. Our primary sources of liquidity are cash and cash
equivalents, new borrowings and deposits, proceeds from asset sales, servicing fees from securitizations, principal
and interest collections, and additional equity and debt financings.

We separately manage the liquidity of CapitalSource Bank and the Parent Company as required by regulation.
Our liquidity management is based on our business plans for the Parent Company and CapitalSource Bank and
assumptions related to expected cash inflows and outflows that we believe are reasonable. These business plans
include the assumption that substantially all newly originated loans will be funded by CapitalSource Bank.

- As of December 31, 2010, we had $1.9 billion of unfunded commitments to extend credit, of which
$958.7 million were commitments of CapitalSource Bank and $977.7 million were commitments of the Parent
Company. Due to their nature, we cannot know with certainty the aggregate amounts we will be required to fund
under these unfunded commitments. In many cases, our obligation to fund unfunded commitments is subject to our
clients’ ability to provide collateral to secure the requested additional fundings, the collateral’s satisfaction of
eligibility requirements, our clients’ ability to meet specified preconditions to borrowing, including compliance
with the loan agreements, and/or our discretion pursuant to the terms of the loan agreements. In other cases,
however, there are no such prerequisites or discretion to future fundings by us, and our clients may draw on these
- unfunded commitments at any time. Although we expect that these unfunded commitments will continue to exceed
the Parent Company’s available funds, we forecast adequate liquidity to fund the expected borrower draws under
these commitments. To the extent there are unfunded commitments with respect to a loan that is owned partially by
CapitalSource Bank and the Parent Company, unless our client is in default; CapitalSource Bank is obligated in
some cases, pursuant to intercompany agreements, to fund its portion of the unfunded commitment before the
Parent Company is required to fund its portion. Our failure to satisfy our full contractual fundin g commitment to one
or more of our clients could create breach of contract and lender liability for us and irreparably damage our
reputation in the marketplace.

Unless otherwise specified, the figures presented in the following paragraphs are based on current forecasts
and take into account activity since December 31,2010. The information contained in this section should be read in
conjunction with, and is subject to and qualified by the information set forth under Item 1A, Risk Factors, and the
Cautionary Note Regarding Forward Looking Statements in. this - Annual Report on Form 10-K.

CapitalSource Bank Liquidity

The most significant variable in CapitalSource Bank’s liquidity management is our expectation regarding the
net growth in the loan and deposit portfolios. CapitalSource Bank’s primary sources of liquidity include: deposits,
payments of principal and interest on loans and securities; cash equivalents, and borrowings from the FHLB SF.
Secondary sources of liquidity may also include: capital contributions and borrowings from the Parent Company,
bank borrowings, and the issuance of debt securities. We intend to maintain sufficient liquidity at CapitalSource
Bank to meet depositor demands and fund loan commitments and operations as well as to maintain liquidity ratios
required by our regulators.

CapitalSource Bank’s primary uses of liquidity include: - funding new and existing loans, purchasing invest-
ment securities, funding net deposit outflows, and paying operating expenses, including intercompany payments to
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the Parent Company for origination and other services performed on CapitalSource Bank’s behalf. CapitalSource
Bank operates in accordance with the conditions imposed in connection with regulatory approvals obtained upon its
formation, including requirements applicable until July 2011 that CapitalSource Bank maintain a total risk-based
capital ratio of not less than 15%, capital levels required for a bank to be considered “well-capitalized” under
relevant banking regulations, and a ratio of tangible equity to tangible assets of not less than 10%. In addition, we
have a policy to maintain 10% of CapitalSource Bank’s assets in unencumbered cash, cash equivalents and
investments. In accordance with regulatory guidance, we have identified, modeled and planned for the financial,
capital and liquidity impact of various events and scenarios that would cause a large outflow of deposits, a reduction
in borrowing capacity, a material increase in loan funding obligations, a material increase in credit costs or any
combination of these events. We anticipate that CapitalSource Bank would be able to mamtam sufﬁc1ent liquidity
and ratios in excess of its requlred minimum ratios in these events and scenarios.

- CapitalSource Bank’s primary source of 11qu1d1ty‘ is deposits, most of which are in the form of certificates of
deposit. As of December 31, 2010, deposits at CapitalSource Bank were $4.6 billion. We utilize various product,
pricing, and promotional strategies in our deposit business, so that we are able to obtain and maintain sufficient
deposits to meet our liquidity needs. For additional information, see Note 9, Peposits, in our accompanying audited
consolidated financial statements for the year ended December 31, 2010. ,

CapitalSource Bank supplements its deposit funding with borrowings from the FHLB SF. As a member of the
FHLB SE, CapltalSource Bank had financing availability with the FHLB SF as of December 31, 2010 equal to 20%
of CapitalSource Bank’s, total assets. The maximum financing available under this formula was $1.2 billion and
$1.1 billion as of December 31, 2010 and 2009, respectively. The financing is subject to various terms and
conditions including pledging acceptable collateral, satisfaction of the FHLB SF stock ownership requirement and
certain limits regarding the maximum term of debt. As of December 31,2010, collateral with an estimated fair value
of $912.3 million was pledged to the FHLB SE.

As of December 31, 2010 and 2009, CapitalSource Bank had borrowing capa01ty with the FHLB SF based on
pledged collateral as follows:

December 31,
2010 2009
($ in thousands)
Borrowing capacity.’. . .. ........ouini.... e $ 885,842  $ 965,195
Less: outstanding principal ... ..... .. .. . . i e (412,000) - (200,000)
Less: outstanding letters of ¢redit . .% .. .......... ... ... . ., (600) (750)
Unused bOITOWing Capacity . .. .. ... ..veeeiee . $473242  $ 764,445

Cap1talSource Bank participates in the primary credit program of the FRB of San Francisco’s discount window
under which approved depository institutions are eligible to borrow from the FRB for periods of i iip to 90 days. As of
December 31, 2010, collateral with an estimated fair value of $188.0 million had been pledged under this program,
and there were no borrowings outstanding under this program.

CapitalSource Bank also maintains a portfolio of investment securities. As of December 31, 2010, Capital-
Source Bank had $353.6 million of cash and cash equivalents and $1.5 billion in investment securities,
available-for-sale. The investment portfolio comprises primarily highly liquid securities that can be sold and
converted to cash if additional liquidity needs arise.

Parent Company Liquldity

The Parent Company’s need for liquidity is based on our expectation that the balance of our existing loan
portfolio and other assets held in the Parent Company will run off over time. The Parent Company’s primary sources
of liquidity include;: cash and cash equivalents, principal and interest payments, asset sales, and servicing fees from
securitizations. A portion of the proceeds from some of these sources is required to be used to' make mandatory
repayments on our indebtedness. The Parent Company also has access to secondary sources of liquidity including:
bank borrowings and the issuance of debt securities, subject to restrictions under existing indebtedness; and the
issuance of additional shares of equity. CapitalSource Bank is prohibited from paying dividends until July 2011
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without consent from our regulators. We do not anticipate that dividends from CapitalSource Bank will provide any
liquidity to fund the operations of the Parent Company for the near term future.

The Parent Company’s primary uses of liquidity include: interest and principal payments on our existing debt,
operating expenses; share repurchases; any dividends that we may pay; and the funding of unfunded commitments.
The Parent Company is required to redeem its 3.5% and 4.0% Convertible Debentures at the option of the
noteholders on July 15, 2011. As-of December 31, 2010, outstanding balances on the 3.5% and 4.0% Convertible
Debentures were $8.4 million and $272.1 million, respectively. We currently intend to repurchase these Convertible
Debentures with cash at or prior to July 15, 2011.

Pursuant to agreements with our regulators, to the extent CapitalSource Bank independently is unable to do so,
the Parent Company must maintain CapitalSource Bank’s total risk-based capital ratio at not less than 15% and must
maintain the capital levels of CapitalSource Bank at all times to meet the levels required for a bank to be considered
“well-capitalized” under the relevant banking regulations. Additionally, pursuant to requirements of our regulators,
the Parent Company has provided a $150.0 million unsecured revolving credit facility to CapitalSource Bank that
CapitalSource Bank may draw on at any tlme it or the FDIC deems necessary. As of December 31, 2010, this facility
was undrawn.

The Parent Company is subject to financial and non-financial covenants under our indebtedness, including,
with respect to restricted payments, leverage, servicing standards, and limitations on incurring or guaranteeing
indebtedness, refinancing existing indebtedness, repaying subordinated indebtedness, making investments, divi-
dends, distributions, redemptions or repurchases of our capital stock, selling assets, creating liens and engaging in a
metger, sale or consolidation. If we were to default under our indebtedness by violating these covenants or
otherwise, our investors’ remedies would include the ability to, among other things, transfer servicing to another
servicer, foreclose on collateral, and/or accelerate payment of all amounts payable under such indebtedness.

In addition, upon the occurrence of specified servicer defaults, the holders of the asset-backed notes issued in our
term debt may elect to terminate us as servicer of the loans and appoint a successor servicer or replace us as cash manager.
If we were terminated as servicer, we would no longer receive our servicing fee. In addition, because there can be no
assurance that any successor servicer would be able to service the loans according to our standards, the performance of
our loans could be materially adversely affected and income generated from those loans significantly reduced.

In February 2010, to avoid potential events of default, we amended the covenant for the minimum tangible net
worth in our syndicated bank credit facility and our CS Funding III, CS Funding VII and CS Europe credit facilities
to require that our tangible net worth be no less than $1.7 billion, plus 70% of net proceeds from the issuance of
capital stock and/or conversion of debt after the amendment date. In addition, we modified the maturity date on our
syndicated bank credit facility from March 31, 2012 to December 31, 2011 and agreed to reduce the aggregate
commitment amount on the facility to $200.0 million as of April 30, 2010, to $185.0 million by January 31,2011
and thereafter by an additional $15.0 million per month, unless otherwise reduced by the receipt of collateral
proceeds. In May 2010, we modified the maturity date on our CS Europe credit facility from May 28, 2010 to May 6,
2011.

In December 2010, we completed a consent solicitation regarding our 12.75% Notes and entered into a
supplemental - indenture which (1) -permits ‘us to use -available cash to purchase our convertible debentures
redeemable in July 2011 and July 2012; (2) modified the formula for calculating our restricted payment capacity;
(3) permits us to contribute the equity in our remaining four securitizations to CapitalSource Bank, and (4) allows us
to obtain secured debt with a minimum advance rate of 40%, rather than the previous 75% requirement,; in each
case, subject to our satisfying certain collateral coverage tests.

As of December 31, 2010, the Parent Company had four secured credit facilities with aggregate commitments
of $167.5 million and an aggregate outstanding principal balance of $67.5 million. During the first quarter of 2011,
we terminated all of the credit facilities with the exception of our syndicated bank facility, which had an aggregate
commitment of $100.0 million and no ‘outstanding balance as of December 31, 2010.

We terminated our Dividend Reinvestment and Stock Purchase Plan effective March 1, 2010.
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Tn December 2010, our Board of Directors authorized the repurchase of $150.0 million of our common stock over a
period of up to two years. In December 2010, we repurchased 1,415,000 shares of our stock in open market transactions
for a total purchase price of $9.9 million. All shares repurchased under this plan were retired upon settlement.

For additional information, see Note 12, Shareholders’ Equity, in our accompanying audited consolidated
financial statements for the year ended December 31, 2010.

Special Purpose Entities

We use special purpose entities (“SPEs”) as part of our funding activities, and we service loans that we have
transferred to these entities. The use of these special purpose entities is generally required in connection with our
non-recourse secured term debt financings to legally isolate from us loans that we. transfer to these entities if we
were to enter into a bankruptcy proceeding.

We evaluate all SPEs with which we are affiliated to determine whether such entities must be consolidated for
financial statement purposes. If we determine that such entities represent variable interest entities, we consolidate
these entities if we also determine that-we are the primary beneficiary of the entity. For special purpose entities for
which we determine we are not the primary beneficiary, we account for our economic interests in these entities in
accordance with the nature of our investments. The assets and related liabilities of all special purpose entities that
we use to issue our term debt are recognized in our accompanying audited consolidated balance sheets as of
December 31, 2010 and 2009.

Commitments, Guarantees & Contingencies

As of December 31, 2010 and 2009, we had unfunded commitments to extend credit to our clients of $1.9 billion
and $2.8 billion, respectively, of which $29.7 million and $86.5 million, respectively, was to related parties. For
additional information, see Note 20, Related Party Transactions, in our accompanying audited consolidated financial
statements for the year ended December 31, 2010. Due to their nature, we cannot know with certainty the aggregate
amounts we will be required to fund under these unfunded commitments. Additional information on these contingencies

is included in Note 19, Commitments and Contingencies, iIn our audited consolidated financial statements for the year
ended December 31, 2010, included in our Form 10-K, and Liquidity and Capital Resources herein.

We have non-cancelable operating leases for office space and office equipment, which expire over the next
fourteen years and contain provisions for certain annual rental escalations. The lease for our Chevy Chase,
Maryland space requires estimated minimum payments of $5.6 million per annum.

We provide standby letters of credit in conjunction with several of our lending arrangements. As of
December 31, 2010 and 2009, we had issued $143.4 million and $182.5 fnillion, respectively, in letters of credit
which expire at various dates over the next five years. If a borrower defaults on its commitment(s) subject to any
letter of credit issued under these arrangements, we would be responsible to meet the borrower’s financial
obligation and would seek repayment of that financial obligation from the borrower. These arrangements had
carrying amounts totaling $3.8 million and $6.1 million, as reported in other liabilities in our accompanying audited
consolidated balance sheets as of December 31, 2010 and 2009, respectively. We also provide standby letters of
credit under certain of our property leases. '

In connection with certain securitization transactions, we have made customary representations and warranties
regarding the characteristics of the underlying transferred assets and collateral. Prior to any securitization
transaction, we generally performed due diligence with respect to the assets to be included in the securitization

transaction and the collateral to ensure that they satisfy the representations and warranties. In our capacity as
originator and servicer in certain securitization transactions, we may be required to repurchase or substitute loans

which breach a representation and warranty as of their date of transfer to the securitization or financing vehicle.

During 2010, we sold all of our remaining direct real estate investment properties. We are responsible for
indemnifying the current owners for any remediation, including costs of removal and disposal of asbestos that
existed prior to the sales, through the third anniversary date of the sale. We will recognize any remediation costs if
notified by the current owners of their intention to exercise their indemnification rights, however, no such
notification has been received to date. As of December 31, 2010, sufficient information was not available to

83



estimate our potential liability for conditional asset retirement obligations as the obligations to remove the asbestos
from these properties continue to have indeterminable settlement dates. ‘

From time to time we are party to legal proceedings. We do not believe that any currently pending or threatened
proceeding, if determined adversely to us, would have a material adverse effect on our business, financial condition
or results of operations, including our cash flows. R

Contractual Obligations

In addition to our scheduled maturities on our debt, we have future cash obligations under various types of
contracts. We lease office space and office equipment under long-term operating leases and we have committed to
contribute up to an additional $11.3 million to 18 private equity funds, and $0.8 million to an equity investment. The
contractual obligations under our debt are included in our audited consolidated balance sheet as of December 31,
2010. The expected contractual obligations under our certificates of deposit, debt, operating leases and commit-
ments under non-cancelable contracts as of December 31, 2010, were as follows:

Certificates of - Credit Term . .Convertible Subordinated - Notes
Deposit Facilities(1)  Debt(2) Debt(3) Debt(4) Payable Other(5) Total

) , (§ in thousands)
2011 ... ... L. L. $2,903,824 $63,980 $ 50,503 $280,523 $ = — $151,000 $ 14,934 $3,464,764
2012 ... .. P 689,031 3,528 74,372 250,000 —_ 53,000 13,921 1,083,852
2013 ... 34,941 — 506,747 — - 45,948 11,625 599,261
2014 ... 31,386 — 300,000 — —_ 55,000 9,639 396,025
2015 ... 31,123 -— 62,031 —_— - 95,000 7,736 195,890
Thereafter. . . ............ — -—_ — — 437,286 15,000 51,441 503,727
Total .................. $3,690,305 $67,508: $993,653 $530,523 $437,286 $414,948 $109,296 $6,243,519

(1) The cdntractual ’obligatio'ns for credit facilities are computed based on the stated maturities of the facilities
including amortization periods but not considerin g optional annual renewals and assume utilization of available
term-out features. During the first quarter of 2011, we terminated all of the credit facilities with the exception of
our syndicated bank facility, which had a zero balance as of December 31, 2010. ' o

(2) The amounts are presented gross of net unamortized discounts of $0.1 million on our term debt securitizations
- and $14.3 million on the 2014 Senior Secured Notes. Contractual obligations on our term debt securitizations
are computed based on their estimated lives. The estimated lives are based upon the contractual amortization
schedule of the underlying loans. These underlying loans are subject to prepayment, which could shorten the
life of the term debt securitizations; conversely, thé underlying loans may be amended to extend thejr term,
which may lengthen the life of the term debt securitizations. At our option, we may substitute loans for prepaid
loans up to specified limitations, which may also impact the life of the term debt securitizations.

(3) The contractual obligations for convertible debt are computed based on the initial put/call date and are
presented gross of net unamortized discount of $6.9 million. The legal maturities of the convertible debt are
2034 and 2037. For additional information, see Note 2, Summary of Significant Accounting Policies, and
Note 11, Borrowings, in our accompanying audited consolidated financial statements for the year ended
December 31, 2010. ; o v

(4) The contractual ‘obligeitions for subordinated debt are computed based on the legal maturities, which are
between 2035 and 2037. ' ' '

(5) Includes operating leases and -non-cancelable contracts.

We enter into derivative contracts under which we either receive cash or are required to pay cash to
counterparties depending on changes in-interest rates. Derivative contracts are carried at fair value on our audited
consolidated balance sheet as of December 31, 2010, with the fair value representing the net present value of
expected future cash receipts or payments based on market interest rates as of the balance sheet date. The fair values
of the contracts change daily as market interest rates change. Further discussion of derivative instruments is
included in Note 2, Summary of Significant Accounting Policies, and Note 21, Derivative Instruments, in our
accompanying audited consolidated financial statements for the year ended December 31, 2010.
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Credit Risk Management

Credit risk is the risk of loss arising from adverse changes in a client’s or counterparty’s ability to meet its
financial obligations under agreed-upon terms. Credit risk exists primarily in our loan and derivative portfolios. The
degree of credit risk will vary: based on many factors including the size of the asset or transaction, the credit
characteristics of the client, the contractual terms of the agreement and the availability and quality of collateral. We
manage credit risk of our derivatives and credit-related arrangements by limiting the total amount of arrangements
outstanding with an individual counterparty, by obtaining collateral based on management’s assessment of the
client and by applymg umform cred1t standards mamtamed for all activities with credit risk.

As appropriate, the Parent. Company and CapitalSource Bank credit committees evaluate and approve credit
standards and oversee the credit risk management function related to our loans and other investments. Their primary
responsibilities include ensuring the adequacy of our credit risk management infrastructure, overseeing credit risk
management strategies and methodologies, monitoring economic and market conditions having an impact on our
credit-related activities, and evaluatmg and momtonng overall credit risk and monitoring our client’s financial
condition and performance.- - : »

Substantially all new loans have been originated at CapitalSource Bank since its formation, and we maintain a
comprehensive credit policy manual for those loans that is supplemented by specific loan product underwriting
guidelines. Among other things, the credit pohcy manual sets forth requirements that meet the regulations enforced
by both the FDIC and the DFI. Examples of such requirements include the loan to value limitations for real estate
secured loans, standards for real estate appraisals and other third-party reports, and collateral insurance
requlrements

Our underwriting guidelines outline specific underwriting standards and minimum specific risk acceptance
criteria for each lending product offered. Loan types defined within these guidelines have three broad categories,
within our commercial, real estate, and real estate construction loan portfolios. These categories include asset-based
loans, cash flow loans, and real estate loans, and each of these broad categories has specific subsections that define
in detail the following:

» Loan structures, which includes the lien positions, amortization provisions and loan tenors;
* Collateral descﬁptions"and appropriate valuation methods;
* Underwriting considefat_ions which include minimum diligence and verification requirements; and

« Specific risk acceptance criteria which enumerate for each loan type the minimum acceptable credit
performance standards. Examples of these criteria include maximum loan-to-value amounts for real estate
loans, maximum advance rate amounts for asset-based loans and minimum historical and projected debt
service coverage amounts for all loans

We measure and document each loan’s dompliance with our specific risk acceptance criteria at underwriting. If
at underwrmng, there is an exception to these criteria, an explanatlon of the factors that mitigate this additional risk
generally is considered before an approval is granted

Credit risk management for our loan portfolios beglns with an assessment of the credit risk profile of a client
based on an analysis of the client’s financial position. As part of the overall credit risk assessment of a client, each
commercial credit exposure or transaction is assigned a risk rating that is subject to approval based on defined credit
approval standards. While rating criteria vary by product, each loan rating focuses on the same two factors:
collateral and financial performance. Subsequent to loan origination, risk ratings are monitored on an ongoing basis.
If necessary, risk ratmgs are adjusted to reflect changes in the client’s or counterparty s financial condition, cash
flow or financial situation. We use risk ratlng aggregations to measure and evaluate concentrations within
portfohos In making decisions regardmg credit, we consider risk rating, collateral, industry and single name
concentration limits.

We use a variety of tools to continuously monitor a client’s or counterparty’s ab111ty to perform under its
obligations. Additionally, we syndicate loan exposure to other lenders, sell loans and use other risk mitigation
techniques to manage the size and risk profile of our loan portfolio.
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Concentrations of Credit Risk

In our normal course of business, we engage in lending activities with clients primarily throughout the United
States. As of December 31, 2010, the single largest industry. concentration was healthcare and social assistance,
which made up approximately 22% of our loan portfolio. As of December 31, 2010, taken in the aggregate, non-
healthcare real estate loans made up approximately 24% of our loan portfolio. As of December 31, 2010, the two
largest geographical concentrations were Florida and California, which each making up approximately 10% of our
loan portfolio.

As of December 31, 2010, $931.9 million, or 15%, of our portfolié consisted of loanis to four clients with
aggregate loan balances that are individually greater than $100.0 million. Of this amount, loans to one real estate
client totaling $121.1 million were on non-accrual. The remaining loans were performing.

 Selected information pertaining to our five largest credit relationships as of December 31, 2010 was as follows:

Amount ot‘ Allowance . Date of Last Amount

Loan. % of Total ; Loan for Loan Underlying ~ Collateral of Last -
Balance Portfolio Loan Type Industry at Ongimﬂon Commi Performing  Losses Collateral(l) - Appraisal Appraisal
($ in thousands) —_—
$ 371,270 5.8% Commercial and Health Care and.  $607,180 . $ 371,270 = Yes $—  Stock pledge . . N/A N/A(Q2)
Real Estate " Social Assistance ‘ : )
238,129 3.8 .Commercial and  Accommodation and 173,663 252,467 Partial(3) —  Timeshare N/A © N/A@)
Real Estate — Food Services and receivables
Construction Finance and : '
. : Insurance . .
201,310 3.2 Real Estate Accommodation and 5,006 205,171  Yes —  Portfolio of  December 2006 — $449,694(5)
Food Services vacation November 2010
; ) ) properties ‘ Lo
121,148 1.9 Real Estate—  Accommodation and . 60,130 141,731  No — Hotel June 2010 . 182,000(6)
* Construction ‘ Food Services
96,021 1.5 Commercial and ~ Health Careand 122,248~ 112341 Yes ~ — Nursing care January 2005 134,710(7)
o Real Estate Social Assistance facilities .
$1,027,878 16.2% $968,227  $1,082,980

(1) Represents the primary collateral securing the loan. In certain cases, there may be additional types of collateral.

(2) The primary collateral that secures our loan balance of $371.3 million as of December 31, 2010 is a stock
pledge of the Parent Company that owns nursing care facilities valued at $2.1 billion based on appraisals dated
May and June 2007. Total senior debt secured by the nursing care facilities was $1.3 billion as of September 30,
2010. Of our total loan balance, $46.3 million was senior debt.

(3) This credit relationship includes multiple loans, one of which, with a balance of $39.9 million; is non-
performing.

(4) The collateral that secures our loan balance of $238,1 million primarily comprises timeshare receivables and
timeshare real estate and had a total value of $737.4 million as of December 31, 2010. Total senior debt,
including our loan balance, secured by the collateral was $338.2 million as of December 31, 2010.

(5) Total senior debt, including our loan balance was $309 7 million as of December 31, 2010.
(6) Total senior debt, including our loan balance was $185.7 million as of December 31, 2010.

(7) Total senior debt, including our loan balance, was $115.1 million as of December 31, 2010. The nursing care
facilities real estate secures $75.5 million of our loan balance as of December 31, 2010.. The remainder of the
loan balance of $20.5 million as of December 31, 2010 is secured by -accounts receivable. '

Problem loans in our portfolio of loans held for investment may include non-accrual loans, accrumg loans
contractually past-due, or TDRs. Our remediation efforts on problem loans are based upon the characteristics of
each specific situation. The various remediation efforts that we may undertake include, among other things, one of
or a combination of the following:

* request that the equity owners of the borrower inject additional capital;

* require the borrower to provide us with  additional collateral;
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» request additional guaranties or letters of credit;

* request the borrower to improve cash ﬂow by taklng act;Ions such as selhng non- strateglc assets or reducmg
operatrng expenses

* modify the terms of our debt 1nclud1ng the deferral of prrncrpal or 1nterest payments where we w111
. appropriately classify the modification as a TDR;

* » initiate foreclosure proceedings on the collateral; or
o sell the loan in certain cases where there is an interested third-party buyer.

There were 118 credit relationships in the non-performing portfolio as of December 31, 2010, and our largest
non-performing credit relationship totaled $121.1 million and comprised 13.4% of our total non-performing foans.
This credit relationship cornpnses real estate construction loans to a borrower in the accommodation and food
services industry. The primary collateral supporting these loans is a hotel. These loans were originated in June 2007.
The outstanding loan balances as ‘of December 31, 2010 for this relationship are inclusive of charge offs taken to
reduce the outstanding loan balances to the estimated fair value of the collateral based upon an appraisal received in
2010.

TDRs are loans that have been restructured asa result of deterioration in the borrower s ﬁnanc1al position and
for which we have, granted a concession to the borrower that we would not have otherwise granted if those
conditions did not exist. Our concession strategies in TDRs are intended to minimize our economic losses as
borrowers experience financial difficulty and provide an alternative to foreclosure. The success of these strategies is
highly dependent on 6ur borrowers’ ability and willingness to repay under the restructured terms of their loans.
Continued adverse changes in the economic environment or in borrower performance could negatively impact the
outcome of these strategies. .

A summary of concessions granted by loan type, including the accrual status-of the loans as of December 31,
2010 and 2009 is as follows: -

December 31,

2010 2009
Non-acérual  Accrual’ Total Non-accrual ~ Accrual Total
. ($ in thousands)

Commercial

Interest rate and fee reductlon v, $24185 % — $ 24,185 $ 23501 § — $ 23501

Maturity extension. . ............ 104,872 79,481 184,353 100,321 25,893 126,214

Payment deferral . . . ............ 18,235 4,189 22424 29,909 32,423 62,332
" Multiple concessions . . . . 5‘7,912 35,121 .. 93,033 56,003 ‘ 38,199 . 94,202
. ! ' 205,204 - 118,791  323:995 = 209,734 . 96,515 306,249
Real estate ' . R o :

Interest rate and fee reduction .. ... 1,880 — 1,80 2270 — 12,270

Maturity extension. ............. 25,910 35471 61,381 36,420 10,927 47,347
_Multiplé concessions . . . . . e o - = — 4438 4,438

\ 27,790 35,471 63,261 38,690 . 15,365 54,055
Real estate — construction ) ‘ ! B ’ :
Maturity extension.:.......... W 153,982 : — 153,982 - 66,102 —_ 66,102

Multiple concessions . .. ......... 13,875 — 13,875 — — .
_ 167,857 . — 167,857 66,102 — 66,102
Total.......... D .. -$400,851 $154,262 $555,113 - $314,526 $111,880 $426,406

We have experienced losses incurred on some TDRs subsequent: to their initial restructuring. These losses
include both additional specific reserves and charge offs on the restructured loans. The majority of such losses has
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been incurred on our commercial loans and is primarily due to the borrowers’ failure to consistently meet their
financial forecasts that formed the bases for our restructured loans. Examples of circumstances that resulted in the
borrowers not being able to meet their forecasts included acquisitions of other businesses that did not have the
expected positive impact on financial results, significant delays in launching products and services, and continued
deterioration in the pricing estimates of businesses and product lines that the borrower expected to sell to generate
proceeds to repay the loan. In certain of these cases, the TDRs occurred prior to 2008, and the borrowers performed
under the terms of the restructured loans for a period of time before their operations were negatively impacted by
recent market conditions.

- Losses incurred on TDRs since their initial restructuring by concession and loan type for the years ended
December 31, 2010, 2009 and 2008 were as follows:

Year Ehded’ December 31,

2000 2009 2008
‘ ($ in thousands)
Commercial . o
Interest rate and fee reduction ................cccvvu.... $ 8391 $ 8,623 $26,319
- Maturity extension” . . . .. i R SR I L. 15513 30,460 17,274
Payment deferral .......... o 2564 949 33,450
" Multiple concessions . . .. ... PP e 42754 21,436 5,448
69,222 61,468 82,491
Real estate : . S
Maturity eXtension . . . .. .vuvt it e e 1,484 10,666 3,686
‘Int_erestwrate and fee reduction ...... R .. e 11,047 .

1,874 10,666 ~ 14,733
Real estate-construction

Maturity éxtensiqn e e IR ceieeo.. 5,508 — —
Multiple cOncessions ... .......c.uuiiir .. 4,562 — —
10,070 - O —

Total .. ............ AU P ceeeeei... 381166 $72,134 $97,224

Of the additional losses recognized on commercial loan TDRs since their initial restructuring for the year
ended December 31, 2010, 0.8% related to loans for which the initial TDR on the borrower occurred prior to 2008,
23.3% related to loans that had additional modifications subsequent to their initial TDRs, and all related to loans
that were on non-accrual status as of December 31, 2010. We recognized approximately $2.8 million of interest
income for the year ended December 31, 2010 on the commercial loans that experienced losses during this period.

Of the additional losses recognized on commercial loan TDRs since their initial restructuring for year ended
December 31, 2009, 1.8% related to loans for which the initial TDR on the borrower occurred prior to 2008, 73.8%
related to loans that had additional modifications subsequent to their initial TDRs, and all of the additional losses
related to loans that were on non-accrual status as of December 31, 2009. We recognized approximately $2.8 million
of interest income for the year ended December 31, 2009 on the commercial loans that experienced losses during
this period.

Of the additional losses recognized on commercial loan TDRs since their initial restructuring for year ended
December 31, 2008, 58.0% related to loans that had additional modifications subsequent to their initial TDRs, and
all of the additional losses related to loans that were on non-accrual status as of December 31, 2008. We recognized
approximately $7.8 million of interest income for the year ended December 31, 2008 on the commermal loans that
experienced losses during this period.
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Derivative Counterparty Credit Risk

Derivative financial mstruments expose us to credlt risk in the event of nonperformance by counterpartles to
such agreements. This risk consists pnmanly of the termmatxon value of agreements where we are in a favorable
position. Credit risk related to derivative financial instruments is considered and provided for separately from the
allowance for loan losses. We manage the credit risk assoc1ated with various derivative agreements through
counterparty credit review and monitoring procedures. We obtain collateral from all counterparties based on terms
stipulated:in the collateral support annex. We also monitor all exposure and collateral requirements daily on a per
counterparty basis. We continually monitor the fair value of collateral received from counterparties and may request
additional collateral from counterparties -or return collateral pledged as deemed appropriate. Our agreements
generally include master netting agreements whereby the counterparties are entitled to settle their derivative
positions “net” As of December 31, 2010 and 2009, the gross positive fair value of our derivative financial
instruments was $41.3 million and $14.3 million, respectively. Our master netting agreements reduced the exposure
to this gross positive fair value by $26.3 million and $13.7 million as of December 31, 2010 and 2009, respectively.
We held $15.3 million and $0.5 million of collateral against derivative financial instruments as of December 31,
2010 and 2009, respectively.

Market RlSk Management

Market risk is the risk that values of assets and liabilities or revenues will be adversely affected by changes in
market conditions such as interest rate fluctuations. This risk is inherent in the financial instruments associated with
our operations and/or activities, which result in the recognition of assets and liabilities in our audited consolidated
financial statements, including loans, securities, short-term borrowings, long-term debt, trading account assets and
liabilities and derivatives.

The primary market risk to which we are exposed is interest rate risk, which is inherent in the financial
instruments associated with our operations, primarily including our loans and borrowings. Our traditional loan
products are non-trading positions and are reported at amortized cost. Additionally, debt obligations that we incur to
fund our business operations are recorded at historical cost: While GAAP requires a historical cost view of such
assets and liabilities, these positions are still subject to changes in economic value based on varymg market
condmons

Interest Rate Risk Management

Interest rate risk in our normal course of business refers to the change in earnings that may result from changes
in interest rates, primarily various short-term interest rates, including LIBOR-based rates and the prime rate. We
attempt to mitigate exposure to the earnings impact of interest rate changes by conducting the majority of our
lending and borrowing on a variable rate basis. The majority of our loan portfolio bears interest at a spread to the
LIBOR rate or a prime-based rate with most of the remainder bearing interest at a fixed rate. Approximately half of
our borrowings bear interest at a spread to LIBOR or CP, with the remainder bearing interest at a fixed rate. Our
deposits are fixed rate, but at short terms. We are also exposed to changes in interest rates in certain of our fixed rate
loans and investments. We attempt to mitigate our exposure to the earnings impact of the interest rate changes in
these assets by engaging in hedging activities as discussed below. For additional information, see Note 21,
Derivative Instruments, in our accompanying audited consolidated financial statements for the year ended
December 31, 2010. ‘

The estimated changes in net interest income for a twelve-month period based on changes in the interest rates
applied to the combined portfolios of our segments as of December 31, 2010, were as follows (§ in thousands):

Rate Change

(Basis Points)

~100.. .. O L. $(640)
50 e PR U (88) .
+50 ... T S U TR 2,727
100 .« 6,802



For the purpose of the above analysis, we included loans, investment securities, borrowings, deposits and
derivatives. In addition, we assumed that the size of the current portfolio remains the same as the existing portfolio
as of December 31, 2010. Loans, investment securities and deposits are assumed to be replaced as they run off. The
new loans, investment securities and deposits are assumed to have interest rates that reflect our forecast of
prevaﬂmg market terms. We also assumed that LIBOR does not fall below 0. 15% for loans and borrowmgs and that
the pnme rate does not fall below 3.0% for Ioans ‘

Approxunately 49% of the aggregate outstandmg principal amount of our loans had interest rate floors and
were accruing interest.as of December 31, 2010. Of the loans with interest rate floors, approximately 47% had
contractual rates below the interest rate floor and the floor was providing a benefit to us. The loans with contractual -
interest rate ﬂoors as of December 31 2010 were as follows: : '

Amouot Percentage of
QOutstanding Total Portfolio
i Sty ($ in thousands)
‘Loans with contractual interest rates: S
Below the interest rate floor . . ... ....... i $2,989,300 47%
Exceeding the interestrate floor . . ........................ 37,187 , 1
Atthe interest rate floOr . . . . oo oot it i e e 86,849 o 1
Loans with interest rate floors on non-accrual bl e e e T ¢, 258,061 4
Loans with no mterest rate ﬂoor. SR ST e 02,986,813 47
. Total....... A e eediieieeeeieeiieeeio.. $6358210 100%

As of December 31, 2010, the outstandihg unpaid principal balance of loans subject to k1nteretst rafe floors by
ad_]ustable rate mdex and by the spread between the ﬂoor rate and the fully 1ndexed rate were as follows

» N " Basis Points :
~ Above Floor ) Q-100 ‘ 101~ 200. 201-300 300+ Total:

’ ' ‘ ) (8 in thousands) : o !
1-Month LIBOR ......... .. $15075  $331,566 $ 801,876 $366,570 $320,310  $1,835,397
2-Month LIBOR ........... — — 23,663 2,163 8,099 33,925
3-Month LIBOR ........... — 2254 262,571 151,847 28,732 465691
6-Month LIBOR .. ......... — — 41,106 59,681 7,869 108,656
Prime ................... 22,112 273,500 94,011 137,046 126,143 652812
Other. . . ... SR — 13869 1,028 11,958 - 16,855

Total adjustable rate loans . 37,187 641,,47.6 : 1,224;2'55 719,265 491,153 3,113,336

Non-accrual loans subject to -+«

-interest rate floors. ... . .. ol : ; ' el : ~ 258,061
Total loans subject to interest =~ ' N o
rate ﬂoors ..... L. . .. $37,187 $641,476 '$1',224,255 $719,265  $491,153 _ 3,371,397
Loans not. subj.ectvto interest . - o e ‘
rate floors .............. . 2,986,813
Total loqns. cameresees NP P $6,358,210

We enter into interest rate swap agreements to minimize the economic effect of interest rate fluctuations
specific to our fixed rate debt and certain fixed rate loans. We also enter into additional basis swap agreements to
hedge basis risk between our LIBOR-based term debt and the prime-based loans pledged as collateral for that debt.
These basis swaps modify our exposure to interest rate risk by synthetically converting fixed rate and prime rate
loans to one-month LIBOR. Our interest rate hedging activities partially protect us from the risk that interest
collected under fixed-rate and prime rate loans will not be sufficient to service the interest due under the one-month
LIBOR-based term debt.
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We also use interest rate swaps to hedge the interest rate risk of certain fixed rate debt. These interest rate swaps
modify ‘our exposure to interest rate risk by synthetically converting fixed rate debt to one-month LIBOR.

We have also entered into relatively short-dated forward exchange agreements to minimize exposure to foreign
currency risk arising from foreign currency denominated loans. For additional information, see Note 21, Derivative
Instruments and Note 22, Credit Risk, in our accompanying audited consolidated financial statements for the year
ended December 31, 2010. :

Goodwill Impairment - ‘ : R ‘ . B

" Goodwill must be allocated to reporting units and tested for impairment. We test goodwill for impairment at
least annually, and more frequently if ‘events or circumstances, indicate that there may be justification for
conducting an interim test. Impairment testing is ‘performed at the reporting unit level. The first step of the annual
test is a comparison of the fair value of each reporting unit to its carrying amount, including goodwill. If the fair
value is less than the carrying value, then the second step of the test is heeded to measure the amount of potential
goodwill impairment. The implied fair value of the goodwill is calculated and compared with the carrying amount
of goodwill. If the carrying value of goodwill exceeds the implied fair value of that goodwill, then we would
recognize an impairment Joss in the amount of the difference, which would be recorded as a charge against net (loss)
income. '

As of December 31, 2010, our annual test for goodwill impairment on CapitalSource Bank, which represents
the reporting unit level at which goodwill is. currently recorded, was performed by an independent third party
valuation specialist. The valuation specialist employed various -approaches to compute values of CapitalSource
Bank, including valuation of comparable public companies, discounted cash flow analysis, recent merger and
acquisition precedent transactions, and regression analysis based on return on tangible equity to price/tangible book
value. Critical assumptions that were used as part of these approaches include the selection of a comparable set of
public companies, the selection of market comparable merger and acquisition transactions, the discount rate applied
to future earnings, and the potential future earnings of CapitalSource Bank. The range of values computed in this
valuation assessment exceeded CapitalSource Bank’s carrying value by 29.8% to 73.0% and, accordingly, we
concluded that goodwill was not impaired-as of December 31, 2010.

The comparable public companies approach yielded the lowest value in the range of values computed for
CapitalSource Bank by the valuation specialist. For this approach, the valuation specialist calculated an implied
equity valuation based on price to tangible book value using sixteen comparable banks with similar characteristics
to CapitalSource Bank. Selection of comparable banks was based on bank size and loan portfolio mix. To consider
the degree of uncertainty in this- approach, the valuation specialist applied +/- 10% to the price to tangible book
value multiple assumption to generate_ a range of values. - ' ‘

The valuation of CapitalSource Bank may be negatively impacted by operating losses or a downturn in the
economy causing banks to trade at reduced multiples of price to tangible book value. We will continue to test
goodwill for impairment at least annually, and more frequently if events or circumstances, such as adverse changes
in the business climate, indicate that there may be justification for conducting an interim test.

Critical Accounting Estimates

Accounting policies are integral to understanding our Management’s Discussion and Analysis of Financial
Condition and Results of Operations. The preparation of the audited consolidated financial statements in confor-
mity with GAAP requires management to make certain judgments and assumptions based on information that is
available at the time of the financial statements in determining accounting estimates used in the preparation of such
statements. Our significant accounting policies are described in Note 2, Summary of Significant Accounting
Policies, in our audited consolidated financial statements for the year ended December 31, 2010, and our critical
accounting estimates are described in this section. Accounting estimates are considered critical if the estimate
requires management to make assumptions and judgments about matters that were highly uncertain at the time the -
accounting estimate was made and if different estimates reasonably could have been used in the reporting period, or
if changes in the accounting estimate are reasonably likely to occur from period to period that would have a material
impact on our financial condition, results of operations or cash flows. We have established detailed policies and
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procedures to ensure that the assumptions and judgments: surrounding these. areas are adequately - controlled,
independently reviewed and consistently applied from petiod-to period. Management has discussed the develop-
ment, selection and disclosure of these critical accounting estimates with the Audit Committee of the Board of

Directors and the Audit Committee has reviewed our disclosure related to these estimates.

Allowance for Loan Losses

The allowance for loan losses is management’s estimate of probable losses inherent in“the loan ‘and lease
portfolio. Management performs detailed reviews of the portfolio quarterly to determine if impairment has occurred
and to assess the adequacy of the allowance for loan losses, based on historical and current trends and other factors
affecting loan losses. Additions to the allowance for loan losses are charged to current period vcarnilng‘s' through the
provision for loan losses. Amounts determined to be uﬁQollectible are charged directly against the allowance for
loan losses, while amounts recovered on pfevippis_lyf chafged-off accounts increase the.ﬁallowancfe.

The loan portfolio includes balances with non-homogeneous exposures. These loans are evaluated individ-
ually, and are risk-rated based upon borrower, collateral and industry-specific information that management
believes is relevant to determining the occurrence of a loss event and measuring impairment. Loans are then
segregated by risk according to our internal risk rating scale. Higher risk loans are individually analyzed for
impairment. Management establishes specific allowances for.loans determined: to be individually impaired. All
impaired loans are valued to determine if a specific allowance is warranted. The valuation analysis for the specific
allowance is based upon one of the three valuation' methods (i) ‘the present value of expected future cash flows
discounted at the loan’s initially contracted effective yi€ld; (ii) the loan’s observable market price; or.(iii) the fair
value of the collateral. The appropriate valuation methodology generally reflects the chosen loan resolution strategy
being pursued to maximize the loan recovery. Estimated costs to sell are considered in the impairment valuation
when such costs are expected to reduce-the cash flows available to repay or otherwise satisfy: the loan. Any
guarantees provided by the borrower are typically not considered when determining our potential for specific 10ss.

In addition to the specific allowances for impaired loans, we- maintain: allowances that are based on an
evaluation of inherent losses in our commercial loan portfolio. These allowances are based on an analysis of
historical loss experience, current economic conditions and performance trends and any other pertinent information

within specific portfolio segments.

As set forth in detail below, the process for determining the f’e’s’ervé_ factors érid the rela‘ted‘le,vel of lqén loss
reserves is subject to numerous estimates and assumptions that require judgment about the timing, frequency and
severity of credit losses that could materially affect the provision for loan losses and, therefote, net incorie. Within
this process, management is required to make judgments related, but not limited, to: (i) risk ratings for: loans;
(ii). market and collateral values and discount rates for individually evaluated loans; (iii) loss rates used; for
commercial loans; and (iv) adjustments made to assess certain factors, including overall credit and economic
conditions. : : : : gt e

Our allowance for loan losses is sensitive to the risk ratings assigned to loans, and to corresponding: reserve
factors that we use to estimate the allowance and that are reflective of historical losses. We assign reserve factors to
the loans in our portfolio, which dictate the percentage of the total outstanding loan balance that we réserve. We
review the loan portfolio information regularly to détermine whether it is necessary for ‘us to further revise our
reserve factors. The reserve factors used in the calculation are determined by analyzing ‘the following elements:

"~ » the types of loans, for example, land, comrhercial‘ real estat'e, healthcare rec‘eivabl‘es’or cash flow;
‘¢ our historical losseé with regard to the ioan types; - -
. * borrower industry; | ' | |
; the relative seniority of our secuﬁty intefest; :
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-« our expected losses with regard to the loan types; and
« the internal credit rating assigned to the loans.

We update these reserve factors periodically to capture actual and recent ‘behavioral characteristics of the
portfolios. We estimate the allowance by applying historical loss factors derived from loss tracking mechanisms
associated with actual portfolio activity over a specified period of time. These estimates are adjusted when
necessary based on additional analysis of long-term average loss experience, external loan loss data and other risks
identified from current and expected credlt market conditions and trends, including management’s judgment for
estimated inaccuracy and uncertainty.

We also consider the need for qualitative factors which we use to provide for uncertainties surrounding our
estimation process including changes in the volume of our problem loans, changes in the value of collateral for our
collateral dependent loans, and the existence of certain loan concentrations.

The sensitivity of our allowance for loan losses to potentlal ‘changes in our“reserve factors (in terms of
percentage) applied to our overall loan portfolio as of December 31, 2010 was as follows:

Estlmated Increase
(Decrease) in the

Change in Reserve Factors ' - ‘ Allowance for Loan Losses
o N ) ‘ ($ in thousands)
025% .o ee e e DU L $ 17,380
C000% e e USRS 6,952
O10)% . .+ v e e e e e e e ‘ (6,902)
(025)% . . e e e ettt e O (16,944)

These sensitivity analyses do not represent management’s expectations of the deterioration, or improvement,
in risk ratings, but are provided as hypothetical scenarios to assess the sensitivity of the allowance for loan losses to
changes in key inputs. We believe the reserve factors currently in use are appropriate. The process of determining
the level of allowance for loan losses involves a high degree of judgment. If our internal credit ratings, reserve
factors or specific reserves for 1mpa1red loans are not accurate, our allowance for loan losses may be misstated. In
addition, our operating results are sensitive to changes in the reserve factors utlhzed to deterrmne our related
provision for loan losses

We also consider whether losses might be incurred in connection with unfunded -commitments to lend
although, in making this assessment, we exclude from consideration those commitments for which funding is
subject to our approval based on the adequacy of underlying collateral that is requ1red to be presented by a borrower
or other terms and conditions.

For detailed analysis on the historical loan loss experience and the roll-forwards of the allowance for loan
losses for the last five fiscal years, see Table 9, Summary of Loan Loss Experience, within the Statistical Dzsclosures
included in Item 1, Business of this Form 10-K.

Fair Value Measurements

Fair value is defined as the price that would be received to sell an asset or pa1d to transfer a liability (i.e., the
“exit price”) in an orderly transaction between market part101pants at the measurement date.

In accordance with GAAP, we prioritize the inputs into valuatlon techmques used to measure fair value. This
hierarchy, consisting of three levels of inputs, prioritizes observable data from active markets and gives the lowest
priority to unobservable inputs. Assets and liabilities that are actively traded in the marketplace or that have values
based on readily available market value data require little, if any, subjectivity to be applied when determining the
fair value. These are classified as either Level 1 or Level 2. Whether an asset or liability is classified as Level 1 or
Level 2 depends largely on its similarity with other items in the marketplace and our ability to obtain corroborative
data regarding whether the market in which the instrument trades is active. Fair value measurements on assets and
liabilities that are based on prices or valuation techniques that require inputs that are both unobservable and are
significant to the overall measurement are classified as level 3.
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As of December 31, 2010, 16.56% and 1.06% of total assets and total liabilities, respectively, were recorded at
fair value on a recurring basis. Of these assets carried at fair value on a recurring basis, $0.3 million (0.003% of total
assets) were classified as Level 1, $1.6 billion (16.43% of total assets) were classified as Level 2 and $12.5 million
(0:13% of total assets) were classified as Level 3 as of December 31, 2010. From a liability ' perspective,
$78.3 million (1.06% of total liabilities) were classified as Level 2 as of December 31, 2010. As of December 31,
2010, no liabilities were classified as Level 1 or Level 3 within the fair value hierarchy.

It is our policy to maximize the use of observable market based inputs, when appropriate, to value our assets
and liabilities carried at fair value on a recurring basis or to determine whether an adjustment to fair value is needed
for assets and liabilities carried at fair value on a non-recurring basis. Given the nature of some of our assets carried
at fair value, whether on a recurring or nonrecurring basis, clearly determinable market based valuation inputs are
often not available. Therefore, the fair value measurements of these instruments utilize unobservable inputs and are
classified as Level 3 within the fair value hierarchy. We may be required to apply significant judgments in
determining our fair value estimates for these assets.

Due to the unavailability of observable inputs for our Level 3 assets, management assumptions used in the
valuation models play a significant role in these fair value estimates. In times of severe market volatility and
illiquidity, there may be more uncertainty and variability with lack of market data to use in the valuation process. An
illiquid market is one in which little or no observable activity has occurred or one that lacks willing buyers. To factor
in market illiquidity, management makes adjustments to certain inputs in the valuation models and makes other
assumptions to ensure fair values are reasonable and reflect current market conditions.

Fair value is a market-based measure considered from the perspective of a market participant who holds the
asset or owes the liability rather than an entity-specific measurement. Therefore, even when market assumptions are
not readily available, management’s own assumptions are set to reflect those that market participants would use in
pricing the asset or liability at the measurement -date. For additional information, see Note 23, Fair Value
Measurements, in our accompanying audited consolidated financial statements for the year ended December 31,
2010.

The estimates of fair values reflect our best judgments regardmg the appropriate valuation methods and
assumptions that market participants would use in determining fair value. The amount of judgment involved in
estimating the fair value of an asset or liability is affected by a number of factors, such as the type of instrument, the
liquidity of the markets for the instrument and the contractual characteristics of the instrument. The selection of a
method to estimate fair value for each type of financial instrument depends on the reliability and avallablhty of
relevant market data. Judgments in these cases include, but are not limited to:

* Selection of third-party market data sources;

* Evaluation of the expected reliability of the estimate;

* Reliability, timeliness and cost of alternative valuation methodologies; and
* Selection of proxy instruments, as necessary.

Due to the lack of observability of significant inputs, we must make assumptions in deriving our valuation
inputs based on relevant empirical data surrounding interest rates, asset prices, timing of future cash flows and credit
performance. In addition, assumptions must be made to reflect constraints on liquidity, counterparty credit quality
and other unobservable factors. Imprecision surrounding our assumptions related to unobservable market inputs
may impact the fair value of our assets and liabilities. Furthermore, use of different methods to derive the fair value
of our assets and liabilities could result in different fair value estimates at the measurement date.

We record, on a recurring basis, fair value adjustments on our loans held for investment when we have
determined that it is necessary to record a specific reserve against the loans. To measure the: required specific reserve
for loans that are collateral dependent, we utilize the fair value of collateral, less costs to sell. During the year ended
December 31, 2010, we recognized losses of $153.3 million related to our loans held for investment measured at fair
value on a nonrecurring basis. These losses were attributable to an increased number of loans requiring a specific
reserve during the year, as well as declines in the fair value of collateral for these loans.
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Income Taxes

We are subject to the income tax laws of the United States, its states and municipalities and the foreign
jurisdictions in which we operate. These tax laws are qomplex and subject to different interpretations by the
taxpayer and the relevant governmental taxing authorities. In establishing a provision for income tax expense, we
must make judgments and interpretations about the applidation of these inherently complex tax laws. We must also
make estimates about when, in the future, certain items will affect taxable income in the various tax jurisdictions,
both domestic and foreign.

Disputes over interpretations of the tax laws may be subj ect to review/adjudication by the court systéms of the
various tax jurisdictions or may be settled with the taxing authority upon examination or audit.

We provide for income taxes as a “C” corporation on income earned from operations. For the tax years ended
December 31, 2010 and 2009, our subsidiaries were not able to participate in the filing of a consolidated federal tax
return. As a result, certain subsidiaries had taxable income that was not offset by taxable losses or loss carryforwards
of other entities. We plan to reconsolidate our subsidiaries for federal tax purposes starting in 2011. We,are subject
to federal, foreign, state and local taxation in various jurisdictions.

We use the asset and liability method of accounting. Under the asset and liability method, deferred tax assets
and liabilities are recognized for future tax consequences attributable to differences between the consolidated
financial statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax
assets and liabilities are measured using enacted tax rates for the periods in which the differences are expected to
reverse. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the change. .

From 2006 through 2008, we operated as areal estate investment trust (“REIT”). Effective January 1, 2009, we
revoked our REIT election and recognized the deferred tax effects in our audited consolidated financial statements
as of December 31, 2008. During the period we operated as a REIT, we were generally not subject to federal income
tax at the REIT level on our net taxable income distributed to shareholders, but we were subject to federal corporate-
level tax on the net taxable income of our taxable REIT subsidiaries, and we were subject to taxation in various
foreign, state and local jurisdictions. In addition, we were required to distribute at least 90% of our REIT taxable
income to our shareholders and meet various other requirements imposed by the Internal Revenue Code (the
“Code™), through actual operating results, asset holdings, distribution levels, and diversity of stock ownership.

Periodic reviews of the carrying amount of deferred tax assets are made to determine if the establishment of a
valuation allowance is necessary. A valuation allowance is required when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. All evidence, both positive and negative, is evaluated when
making this determination. Ttems considered in this analysis include the ability to carry back losses to recoup taxes
previously paid, the reversal of temporary differences, tax planning strategies, historical financial performance,
expectations of future earnings and the length of statutory carryforward periods. Significant judgment is required in
assessing future earnings trends and the timing of reversals of temporary differences.

We established a valuation allowance against a substantial portion of our net deferred tax assets for subsidiaries
where we determined that there was significant negative evidence with respect to our ability to realize such assets.
Negative evidence we considered in making this determination included the incurrence of operating losses at
several of our subsidiaries, and uncertainty regarding the realization of a portion of the deferred tax assets at future
points in time. As of December 31, 2010 and 2009, the total valuation allowance was $413.8 million and
$385.9 million, respectively. Although realization is not assured, we believe it is more likely than not that the
December 31, 2010 net deferred tax assets of $97.5 million will be realized. We intend to maintain a valuation
allowance with respect to our deferred tax assets until sufficient positive evidence exists to support its reduction or
reversal.

We have net operating loss carryforwards for federal and state income tax purposes that can be utilized to offset
future taxable income. If we were to undergo a change in ownership of more than 50% of our capital stock over a
three-year period as measured under Section 382 of the Internal Revenue Code (the “Code”), our ability to utilize
our net operating loss carryforwards, certain built-in losses and other tax attributes recognized in years after the
ownership change generally would be limited. The annual limit would equal the product of (a) the applicable long
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During the years ended December 31, 2010 and 2009, we recorded $20.8 million of income tax benefit and
$136.3 million of income tax expense, respectively, with respect to our income from continuing operations. The
effective income tax rate for these periods was 12.9% and (17.6)%, respectively. ‘ '

We file income tax returns with the United States and various state, local and foreign jurisdictions and
generally remain ‘subject to exainin'ationsby. these tax jurisdictions for tax years 2006 through 2009. In 2008, we

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to certain financial market risks, which are discussed in detail in Management’s Discussion

]

for a detailed discussion iof our der_ivatives, see Note 21? Derivative Instruments and N ote 22, Credit Risk, in an
accompanyingiaudibted consolidated financial statements for the year ended December 31, 2010.
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MANAGEMENT REPORT ON INTERNAL CONTROLS OVER FINANCIAL REPORTING

The management of CapitalSource Inc. (“CapitalSource”) is responsible: for establishing and maintaining
adequate internal control over financial reporting. CapitalSource’s internal control system was designed to provide
reasonable assurance to CapitalSource’s management and board of directors regarding the preparation -and fair
presentation of published financial statements.

- All internal control systems, no matter how well designed, have inherent limitations. Therefore, even those
systems determined to be effective can provide only reasonable assurance with respect to financial statement -
preparation and presentation..." - i : ‘ : '

CapitalSource’s management assessed the effectiveness of the company’s internal control over financial
-reporting as of December 31, 2010. In making this assessmenit, it used the criteria set forth by the Committee df
Sponsoring Organizations of the Treadway Commission (COSO) in Internal Control — Integrated Framework.
Based on such assessment management believes that, as of December 31, 2010, the company’s internal control over
financial reporting is effective based on:those criteria. ‘

CapitalSource’s ihdepehdent regiStered public accdlinting firm, Ernst & Young LLP, has issued an audit report
on the effectiveness of the Company’s internal control over financial reporting. This report appears on page 98.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING
FIRM ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The Board of Directors and Shareholders of Cap1ta1$ource Inc.

We have audited CapitalSource Inc.’s (“CapitalSource”) internal control over financial reporting as of
December: 31, 2010, based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (the COSO criteria). CapitalSource’s
management is responsible for maintaining effective internal control over financial reporting, and for its assessment
of the effectiveness of internal control over financial reporting included in the accompanying Management Report
on Internal Controls over Financial Reporting. Our respons1b111ty is to express an opinion on the Company’s mtemal
control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over ﬁnanc1al reporting, assessing the risk that a material
weakness exists, testing and evaluating the design and operating effectiveness of internal control based on the
assessed risk, and performing such other procedures as we considered necessary in the circumstances. We believe
that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, CapitalSource Inc. maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2010, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of CapitalSource Inc. as of December 31, 2010 and 2009, and the
related consolidated statements of operations, shareholders’ equity, and cash flows for each of the three years in the
period ended December 31, 2010 and our report dated February 28, 2011 expressed an unqualified opinion thereon.

/s/ ErnsT & YounG LLP

McLean, Virginia
February 28, 2011
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of CapitalSource Inc.

We have audited the consolidated balance sheets of CapitalSource Inc. (“CapitalSource”) as of December 31,
2010 and 2009, and the related consolidated statements of operations, shareholders’ equity, and cash flows for each
of the three years in the period ended December 31, 2010. These financial statements are the responsibility of
CapitalSource’s management. Our responsibility is to express an opinion on these financial statements based on our
audits. -

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
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 evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of CapitalSource Inc. at December 31, 2010 and 2009, and the consolidated results
of its operations and its cash flows for each of the three years in the period ended December 31, 2010, in conformity
with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), CapitalSource’s internal control over financial reporting as of December 31, 2010, based on criteria
established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission and our report dated February 28, 2011 expressed an unqualified opinion thereon.

/s/ ERNST & YounG LLP

McLean, Virginia
February 28, 2011
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CapitalSource Inc.

Consolidated Balance Sheets

ASSETS
Cash and cash eqUAValents . ... ..o vvetne et i
Restricted cash (including $46.5 million and $98.1 million, respectively, of cash
that can only be used to settle obhgatlons of consolidated VIEs). ..........
Investment securities:
Available-for-sale, at fairvalue ........... ... ... i i il
Held-to-maturity, at amortized cost ... ... ... ..ot

Total INVEStMENt SECULILIES . + + « vt v o v e vt et eee et it ve e e
Commercial real estate “A” Participation Interest, net.....................
Loans:
Loans held forsale . ... ittt i e e e e et
Loatis held for investment . . . v ov v ottt e e e e et v i
Less deferred loan fees and discounts. ... ... iniinn e e
Less allowance for 10am 10SSES . . v vt v ittt it et et it et et

Loans held for investment, net (including $889.7 million and $3.1 billion,
respectively, of loans that can only be used to settle obligations of
L copsolidated VIES). oottt e

TOtal JOANS . . . o oot e e e e e e e e s
Interest 1eCeivable . . . .. oo e e e e e
Other INVESHMENES « . v v v vttt ettt e ittt e e tie st e oo
Goodwill. . .........c.o L., e s

(011175 G- 13- =1 1 OO \

Assets of discontinued operations, held forsale . ..................... ...
Total assets . . ... ......... e B N

Liabilities:
Deposits

Credit faCIlIIES . & o oot e et e e e v e e e e

Term debt (including $693.5 million and $2.7 billion, respectively, in
~  obligations of consolidated VIEs for which there i is no recourse to the

general credit of CapitalSource Inc.)............ T e i

Other BOITOWINES . . . .« oot i it i i e i e e
Other labilities. . . .. ... ... v i i i e e .
Liabilities of discontinued operatlons ...............................
Total Habilities . ... ..ot i i i et e e
Shareholders’ equity:
Preferred stock (50,000,000 shares authorized; no shares outstanding) .. ... ..
Common stock ($0.01 par value, 1,200,000,000 shares authorized;
323,225,355 and 323,042,613 shares issued and outstanding, respectively) . .
Additional paid-in capital. . ........ ... .. i
Accumulated deficit. . . . ... . . e
Accumulated other comprehensive income, net. . ......................
Total CapitalSource Inc. shareholders’ equity ... ......... ... ... oo a..
Noncontrolling interests . . .. ..o oottt i e

Total shareholders’ equity ........... ..o,
Total lLiabilities and shareholders’ EQUILY . . o oo

See accompanying notes.
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December 31,

2010 2009
($ in thousands, except share
amounts)
$ 820450 §$1, 171 195
128,586 168 468
1,522,911 960,591
184,473 242,078
1,707,384 1,202,669
— /530,560
205,334 670
6,152,876 8,281,570
(106,438) (146,329)
(329,122) (586,696)
5,717,316 7,548,545
5,922,650 7,549,215
57,393 87,647
71,889 96,517
173,135 173,135
563,920 656,994
. — 624,650
$ 9,445,407

$12,261,050

$ 4,621,273

$ 4,483 879

67,508 542,781
979,254 2,956,536
1,375,884 1,204,074
347,546 363,293
— 527,228
7,391,465 10,077,791
13232 3,230
3,911,341 3,909,364
(1,870,572)  (1,748,822)
9,941 19,361
2,053,942 2,183,133
— 126
2,053,942 2,183,259
$ 9,445,407  $12,261,050




CapitalSource Inc.

Consolidated Statements of Operations

Net interest income:
Interest income:

Loans ... e e e e e

Total interest income. . . . ....... it

Interest expense:

Deposits. . ..o e
Borrowings .......... .. ... i e -

Total interest eXpense . .. .. ovvvev v e e an. s ..

Net interest income (loss) after provision for loan losses .. ... ..

Operating expenses:

Compensation and benefits . .......................:.
Professional fees. . . ....... .. i e

Total operating eXpenses. . . . ..o vt vn e ennnnnnn

Other income (expense):

Gain (loss) on investments, net . ...............c.cou....
"Lossonderivatives . . ... ... .. i
“Gain (loss) on residential mortgage investment portfolio . . . . .
"Gain (loss) on extinguishment of debt . ............. R
Net expense of real estate owned and other foreclosed assets . .. .

Otherincome, net. . ...........oittiirnennnnnnnnnn.
Total other expense. . ....... e S A I S

Net loss from continuing operations before income taxes . . . .
‘Income tax (benefit) expense . .. ................. e

Net loss from continuing operations . ................ T
Net income from discontinued operations, net of taxes . . ... ..

Net gain (loss) from sale of discontinued operations, net of
B £ 3. O

Net loss attributable to CapitalSourceInc, .. .............

Basic loss per share:

From continuing operations . . ............ e
From discontinued operations ................c0.unun.
Attributable to CapitalSource Inc. .. ............ e

Diluted loss per share:

~ From continuing operations . . ............. e :
From discontinued operations ........................
Attributable to CapitalSource Inc. .. ... e e

Average shares outstanding:

Basic. . ... . e

Year Ended December 31,

2010

2009

2008

($ in thousands, except per share data)

See accompanying notes.
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306,417,394

$ 576526 $ 806336 $ 1,047,501
61,648 60959 . 138,102
1,467 4,651 23.866
639,641 871,946 1,209,469
60,052 109,430 - 76,243
172,044 317,882 601,462
232,096 427312 677,707
407,545 444,634 531,762
307,080 845,986 593,046
100465 - (401352) (61,284)

122,077 139,607 143,401
36,466 56.932 52,578
70,011 80,964 58,621
228,554 277,503 254,600
54,059 (30,724) (73,569
(8.644) (13.055) (41,082)
- 15,308 (102,779)
925 (40,514) 58.856
(110,814) (47,769) (19.750)
31.239 21,079 35,494
(33.235) (95,675) (142,830)
(161,324) (774,530) (458,714)
(20,802) 136314 (190,583)
(140522)  .(910,844)  (268,131)
0489 - .. 49.868 49350
21,696 (8,071 104
(109,337) 869,047) (218,677
" (83) 7 (28) 1,426

$  (109254) $ (869,019) $ (220,103)

$. (044 S Q97 $ 07

$ 010 $ 0.14 $ 0.20

$ ©034) $ 284 $ 0.88)

$ . (044) S 297) $ (1.07)

$ 0.10 .$ 014 $ 0.20

$ ©34) $ 284 $ . (088

320,836,867 306,417,304 251,213,699

320,836,867 251,213,699



CapitalSource Inc.

Consolidated Statements of Shareholders’ Equity

CapitalSource Inc. Shareholders’ Equity

Accumulated
Other
Additional Comprehensive Total
Common  Paid-in  Accumulated Income, Noncontrolling Shareholders’
Stock Capital Deficit net Interests Equity
_ ($ in thousands)
Total shareholders’ equity as of December 31,
2007 ... e $2,207 $2,941,329 $ (342,466) $ 4,950 45,446  $2,651,466
Conversion of noncontrolling interests into :

CapitalSource Inc. common stock . . ........ 20 44,969 — — (44,989) —
Net (loss)income. . ... .covvvevn v — —  (220,103) — 1,426 (218,677)
Other comprehensive loss: v

Unrealized gain, netof tax............... — —_ —_— 4,145 —_ 4,145

Total comprehensive loss . . .............. (214,532)
Dividends paid . ........... ..o — 4,463  (305,856) — (1,426) (302,819)
Proceeds from issuance of common stock, net . . . 539 601,047 — — — -601,586
Exchange of convertible debt. . . ............ 62 73,078 — — — 73,140
Stock option eXpense .. ... ... a i — 1,019 — — — 1,019

~Exercise of Options. . . ... ..o 1 361 — — — 362
Restricted stock activity ................ .. 0)] 31,140 —_ —_ — 31,139
Tax benefit on exercise of options ........... — 109 — — — 109
Tax benefit on vesting of restricted stock grants . . — (10,750) — — — (10,750)

Total shareholders’ equity as of December 31,
2008 ... ... e e 2,828 3,686,765  (868,425) 9,095 457 2,830,720
NEtIoss v vve v e i e — — (869,019 - . — (28) (869,047)
Other comprehensive loss:
Cumulative effect of adoption of investment

valuation guidance . ................on — — 397 “(397) — -
Unrealized gain, netof tax ................ — — e 10,663 — 10,663
Total comprehensive loss. . . ......... e (858,384)
Divestiture of noncontrolling interests . . .. ... .. — — _ — (303) (303)
Repurchase of common stock. .. ............ 6) (%) — — — (800)
Dividendspaid .......... ...l — m4) (11,775) — — (12,499
Proceeds from issuance of common stock, net . . . 203 76,902 — — — 717,105
Exchange of convertibledebt. .............. 198 118,358 — — — 118,556
Stock option expense . . ... ..ol — 5,898 — — — 5,898
Restricted stock activity .................. 7 22,959 — — — 22,966

Total shareholders’ equity as of December 31, ‘ :
2009 .. ... ... R $3,230 $3,909,364 $(1,748,822) $19,361 $ 126 $2,183,259
Netloss ......... e e — —  (109,254) . — (83) (109,337)

_ Other comprehensive loss:

- Unrealized loss, netof tax. . . .............. — — —_ (9,420) — . .(9420)
Total comprehensive loss. . . ............... : (118,757)
Divestiture of noncontrolling interests . . .. ..... — — — — 43) 43)
Repurchase of common stock. . ............. (14) 9,928) — — — (9,942)
Dividendspaid .............c.ovivnnn.. — (455)  (12,496) — — (12,951)
Stock option expense . ......... .. e — 4,752 — — — 4,752
Exercise of options. . . ................... 3 1,077 — — — 1,080
Restricted stock activity . ................. 13 6,531 - — — 6,544

Total shareholders’ equity as of December 31, ‘
2000 .. $3,232 $3,911,341 $(1,870,572) $ 9,941 $§ —  $2053942

See accompanying notes.
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CapitalSource Inc.
Consolidated Statements of Cash Flows

Operatmg expenses:
Net loss
Adjustments to reconcile net loss to net cash provided by operatmg activities:

Stock option expense
Restricted SIOCK EXPENSE. . v 4 v v v oot
(Gain) loss on extinguishment of debt
Amortization of deferred-loan fees and discounts
Paid-in-kind interest.on loans
Provision for 10an 108ses. . . . . . . ... G
. (Benefit) provision for unfunded commitments. . ., . ............ A P e
Amortization of deferred financing fees and discounts. .. . . .. ..o e e
Depreciation and amortization. . . . .. .......... L T M

Non-cash (gain) loss on investments, net
* Gain on assets acquired through business combination
Gain on deconsolidation of 2006-A Trust
Impairment of Parent Company goodwill. . . . . . oo vt vttt e
Non-cash loss on foreclosed assets and other property and equipment disposals -
Unrealized (gain) loss on’derivatives and forengn currencies, net
Unrealized (gain) loss on residential mortgage investment portfolio, net
Net decrease in mortgage-backed secunnes pledged, trading
Amortization of discount on resid
Accretion of discount on commercial real estate “A” participation Mterest. .\ , . . ..o
Decrease (increase) in interest recgivable
Decrease in loans held for sale,net. .. ... ...............
Decrease (increase) in other assets

Cash prov1ded by operating activities
Investing activities:

Decrease in restricted cash . . . ... ... . e e e e e e

Decrease in mortgage-related receivables, net. . . . ... ... .. e e
Decrease in-.commercial real estate “A” participation Interest, Bet . . . . . .. o vt it i e
Assets acquired through business combination, net of cash’ acqulred ;
Cash received from2006-A Trust delegation and sale transaction
Acquisition of CS Advisors CLO II
Decrease (increase) in Joans, NEL. . . . . . o v o v it et e e
Cash received (paid) for real estate
Acquisition of marketable securities, available for sale, net
Reduction (acquisition) of marketable securities, held to maturity, net
Reduction (acquisition) of other investments; net. . . . .. ... e e
Net cash acquired in FIL transacnon

Cash provided by investing activities
Financing activities:

Payment of deferred financing fees

Deposits accepted, net of repayments
Repayments under repurchase agreements, net
Repayments on credit facilities, net
Borrowings of term debt
Repayments and extinguishment of termdebt. . . . ... .......... .. ... L. T S
(Repayments) borrowings under other borrowings, net
Proceeds from issuance of common stock, net of offering costs
Repurchase of common stock
Proceeds from exercise of options
Tax expense on share-based payments. . . .
Payment of dividends. . . ... ... ...

Cash used-in financing activities. . . . . . . . . . L L

(Decrease) increase in cash and cash equivalents
Cash and cash equivalents as of beginning of year

" Cash'and cash equivalents as of end of year

Supplemental information:

Cash, paid (received) during the year for:
Interest
Income taxes, Net. .\ v o v v v i DR e e e e e e

Noncash transactions from investing and financing activities:
Third-party assumption of debt
Assets acquired through foreclosure
Stock received from Omega Healthcare Investors InC. . . . . v oo v v vttt e e e
Note receivable issued to Omega Healthcare Investors Inc.
Exchange of common stock for convertible debentures. . .. . . .o o v i e e

Assumption of FIL assets and labilities. . . ... ... ... e I e e e e e ‘

Assumption of note payable
Acquxsmon of real estate. . ... e e e e e e e N

See  accompanying notes.
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Years Ended December 31,

2010

2009

2008

($ in thousands)

$ (869,047) $ (218,677)

4752 5,898 1,019
9,583 24,997 42575
©25) 40,610 . (58.856)

(168100 (71,534 (90,967)
487 (12,676) 15,852
307,080 845,986 593,046
(442) 3,704 —
50,926 63,538 118,140
2.175) 31,701 39,457
4,343 67,397, . (152.451)
*(41:670) 31,765 )
(37724 - —
(16,723) - —
i — 5,344
70,080 46,818 17202
(5,556) 16,721 41,093
R (66.676): 50,085
— 1485144 2,559389
i S, (8,619)
©.548) . 9781 (3777)
31,196 (18313) Y
9,378 20936 269,983
99,310 458583 . (483.124)
(19.649) " (199075) 123,943
300576~ 1,870,696 2,956,890
53,656 237,141 94,420
W 1754555 . 214,298
540,108 895,832 447,804
(98,800) — T
7,000 - B
.- = (18,619)
1345895 © - 462,036 - - (63,049)
330,643 292837 -, (10,121)
(558399)  (241,018) . (639, 116)
7564 QI304Y) -
85,488 L 19,612 48,956)
- — 3,187,037
(6600) - (18537) . (5.594)
1783634 3,189410. © 3,158,104
(Q1,968) © (45573) . (75931)
137,699 (560497) . (126]773)
—  (1,595,750) (2,314277)
(4639200 - (910.281): -~ (9122276)
14784 326,449 56,108
(1,988:592) (2,698.918) - (1,808,720)
99277y 199071 - (I4177)
o 77105 601755
(7.635) @800y < —
1,080 — 362
e (10,641)
(12951) (12455  (290,560)
QM0780)  (5221,649)  (4,955,130)
(356,570) . (161,543) . . 1,159,864
LI77,020 1338563 ' 178699
$ 820450 1,177,020 $717338,563

$ 2083445 405524 $ 641312

T (46114 65992
$ 203679 $ - — —
130,034 219,745 127,315
— 50561 =

- 59,354 -

— 61,618 44,880

- — 73292185

— — 25729

= — 2,120

— — 44,989

— — 13,827



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

¥

Note 1. Organization

References to we, us, the Company or CapitalSource refer to CapitalSource Inc. together with its subsidiaries.
References to CapitalSource Bank include its subsidiaries, and references to Parent Company refer to Capital-
Source Inc. and its subsidiaries other than CapitalSource Bank.

We are a commercial lender that, primarily’ through our wholly owned subsidiary, CapitalSource Bank,
provides financial products to small and middle market businesses nationwide and provides depository products and
services in southern and central California. As of December 31, 2010, we had 1,401 loans outstanding, with an
aggregate outstanding principal balance of $6.4 billion. Included in the loan portfoho are certain loans shared
between CapitalSource Bank and the Parent Company.

Our primary commercial lendmg products and deposnory products and services include: =

. Semor Secured Loans. - We make senior secured, asset-based, real cstate and cash ﬂow loans, which have a
first priority lien in the collateral securing the loan. Asset-based loans are collateralized by specified assets
of the client, generally the client’s accounts receivable; inventory and/or machinery. Real estate loans are
secured by senior mortgages on real property. We make cash flow loans based on our assessment of a client’s
ability to generate cash flows sufficient to repay the loan and to maintain or increase its enterprise value
during the term of the loan. Our cash flow loans generally are secured by a security interest in all or
substantially all of a client’s assets. ;

. Depository'Products and Services. Through CapitalSource Bank’s 21 branches in southem and central
California, we provide savings and money market accounts, individual retirement account products and
certificates of deposit. These products are insured up to the maximum amounts permitted by the Federal
Deposit Insurance Corporation (“FDIC”)

For the year ended December 31, 2010, we operated as two reportable segments: 1) CapitalSource Bank and
2) Other Commercial Finance. For the years ended December 31, 2009 and 2008, we operated as three reportable
segments: 1) CapitalSource Bank, 2) Other Commercial Finance, and 3) Healthcare Net Lease. Our CapitalSource
Bank segment comprises our commercial lending and banking business activities, and our Other Commercial
Finance segment comprises our loan portfolio and residential mortgage business activities in the Parent Company.
Our Healthcare Net Lease segment comprised our direct real estate investment business activities, which we exited
completely with the sale of all of the assets related to this segment and consequently, we have presented the financial
condition and results of operations within our Healthcare Net Lease segment as discontinued operations for all
periods presented. We have reclassified all comparative period results to reflect our two current reportable
segments. For additional information, see Note 24, Segment Data.

Note 2. Summary of Significant Accounting Policies
Our financial reporting and accountmg policies conform to U S. generally accepted accountmg prmmples
(GGG A AP”)
Use of Estimates

The preparation of our audited consolidated financial statements in conformity with GAAP requires man-
agement to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assets and liabilities at the date of the financial statements and the reported amounts of income and
expenses during the reporting period. Management has made significant estimates in certain areas, including
valuing certain financial instruments and other assets, assessing financial instruments and other assets for
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

impairment, assessing the realization of deferred tax assets and determining the allowance for loan losses. Actual
results could differ from those estimates.

Principles of Consolidation

The accompanying financial statements reflect our consolidated accounts and those of other entities in which
we have a controlling financial interest including our majority-owned subsidiaries and variable interest entities
(“VIEs”) where we determined that we are the primary beneficiary. All 51gn1ﬁcant mtercompany accounts and
transactions have been eliminated.

Discontinued Operations

In June 2010, we completed the sale of our remaining long-term healthcare facilities and exited the skilled
nursing home ownership business. Accordingly, the financial position and results of operations of these direct real
estate investments have been removed from the detail line items and separately presented as “discontinued
operations.” As a result, all consolidated financial results reflect the continuing results of our operations. For
additional information, see Note 3, Dzscontmued Operations.

Fair Value Measurements

In accordance with GAAP, we prioritize the inputs into valuation techniques used to measure fair value. This
hierarchy prioritizes observable data from active markets, placing measurements using those inputs in Level 1 of the
fair value hierarchy, and gives the lowest priority to unobservable inputs and classifies these as Level 3 mea-
surements. The three levels of the fair value h1erarchy are described below

Level 1 — Valuations based on unadjusted quoted prices in active markets for identical assets or
liabilities that we have the ability to access at the measurement date;

Level 2 — Valuations based on quoted prices for similar instruments in active markets, quoted prices for
identical or similar instruments in markets that are not active or models for which all significant inputs are
observable in the market either directly or indirectly; and

Level 3 - Valuations based on models that use inputs that are unobservable in the market and s1gn1ﬁcant
to the overall fa1r value measurement.

A financial instrument’s level within the fair value hierarchy is based on the lowest level of any input that is
significant to the fair value measurement. Fair value hierarchy classifications are reviewed on a quarterly basis.
Changes related to the observability of inputs to a fair value measurement may result in a reclassification between
hierarchy levels.

Fair value is a market-based measure considered from the perspective of a market participant who holds the
asset or owes the liability rather than an entity-specific measurement. Therefore, even when market assumptions are
not readily available, management’s own assumptions attempt to reflect those that market participants would use in
pricing the asset or liability at the measurement date. For additional information, see Note 23, Fair Value
Measurements.

Cash and Cash Equivalents

We consider all highly liquid investments with original maturities of three months or less to be cash
equivalents. For the purpose of reporting cash flows, cash and cash equivalents include amounts due from banks,
U.S. Treasury secuntles, short-term investments and commercial paper with an original matunty of three months or
less.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Loans .

Loans held for investment in our portfolio are recorded at the principal amount outstanding, net of deferred
loan costs or fees and any discounts received or premiums paid on purchased loans. Deferred costs or fees, discounts
and premiums are amortized over the contractual term of the loan. :

Loans held for sale are accounted for at the lower of cost or fair value, which is determined on an individual
loan basis, and include loans we originated or purchased that we intend to sell, in whole or in part, in the secondary
market. Direct loan origination costs or fees, discounts and premiums are deferred at origination of the loan and not
amortized into income. ‘ '

As part of our management of the loans held in our portfolio, we will occasionally transfer loans from held for
investment to held for sale. Upon transfer, any associated allowance for loan loss is charged-off and the carrying
value of the loans is adjusted to the estimated fair value less costs to sell. The loans are subsequently accounted forat
the lower of cost or fair value, with valuation changes recorded in other income, net in our audited consolidated
statements of operations. Gains or losses on the sale of these loans are also recorded in other income, net in our
audited consolidated statements of operations. In certain circumstances, loans designated as held for sale may later
be transferred back to the loan portfolio based upon our intent and ability to hold the loans for the foreseeable future.
We transfer these loans to loans held for investment at the lower of cost or fair value.

Credit Quality

Credit risk within our loan portfolio is the risk of loss arising from adverse changes in a client’s or
counterparty’s ability to. meet its financial obligations under agreed-upon terms. The degree of credit risk will
vary based on many factors including the size of the asset or transaction, the credit characteristics of the client, the
contractual terms of the agreement and the availability and quality of ‘collateral.

We use a variety of tools to continuously monitor a client’s ability to perform under its obligations.
Additionally, we syndicate loan exposure to other lenders, sell loans and use other risk mitigation techniques
to manage the size and risk profile of our loan portfolio. "

Credit risk management for the loan portfolio begins with an assessment of the credit risk profile of a client
based on an analysis of the client’s payment performance, cash flow and financial position. As part of the overall
credit risk assessment of a client, each commercial credit exposure is assigned an internal risk rating that is subject
to approval based on defined credit approval standards. While rating criteria vary by product, each loan rating
focuses on the same two factors: collateral and financial performance. Subsequent to loan origination, risk ratings
are monitored on an ongoing basis. If necessary, risk ratings are adjusted to reflect changes in the client’s financial
condition, cash flow or financial position. We use risk rating aggregations to measure and evaluate concentrations
within the loan portfolio. In making decisions regarding credit, we consider risk rating, collateral, and, industry
concentration limits. k

We believe that the likelihood of not being paid according to the contractual terms of a loan is, in large part,
dependent upon the assessed level of risk associated with the loan. The internal rating that is assigned to a loan
provides a view as to the relative risk of each loan. We employ an internal risk rating scale to establish a view of the
credit quality of each loan. This scale is based on the credit classifications of assets as prescribed by government
regulations and industry standards. ' ‘ ' ' ’ '

Allowance for Loan Losses

Our allowance for loan losses represents management’s estimate of incurred loan losses inherent in our loan
and lease portfolio as of the balance sheet date. The estimation of the allowance for loan losses is based on a variety
of factors, including past loan loss experience, the current credit profile of our borrowers, adverse situations that
have occurred that may affect the borrowers’ ability to repay, the estimated value of underlying collateral and
general economic conditions. Provisions for loan losses are recognized when available information indicates that it
is probable that a loss has been incurred and the amount of the loss can be reasonably estimated.
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

We perform quarterly and systematic detailed reviews of our loan portfolio to identify credit risks and to assess
the overall collectability of the portfolio. The allowance on certain pools of loans with similar characteristics is
estimated using reserve factors that aré reflective of historical loss rates. -

Our portfolio is reviewed regularly, and, on a periodic basis, individual loans are reviewed and assigned a risk
rating. Loans subject to individual reviews are analyzed and segregated by risk according to our internal risk rating
scale. These risk ratings, in conjunction with an analysis of histbrical loss experience, current economic conditions,
industry petformance trends, and any other pertinent information, including individual valuations on impaired
loans, are factored in the estimation of the allowance for loan losses. The historical loss experience is updated
qQuarterly to incorporate the most recent data reflective of the current economic environment. o

A loan is considered impaired when, based on current information and events, it is probable that we will be
unable to collect all amounts due, including principal and Interest, according to the contractual terms of the
agreement. Impairment on individual loans is measured based on the present value of payments expected to be
Teceived, observable market prices for the loan, or the estimated fair value of the collateral, If the recorded
investment in an impaired loan exceeds the present value of payments expected to be received or the fair value of the
collateral, a specific allowance is established as a component of the allowance for loan losses. '

When available information confirms that specific loans or portions thereof are uncollectible, these amounts
are charged off against the allowance for loan losses. To the extent we later collect amounts previously charged off,
we will recognize a recovery by increasing the allowance for loan losses for the amount received.

*We also consider whether losses may have been incurred in connection with unfunded commitments to lend. In
making this assessment, we exclude from consideration those commitments for which funding is subject to our
approval based on the adequacy of underlying collateral that is required to be presented by a client or other terms
and conditions. Reserves for losses related to unfunded commitments are included within other liabilities on our
audited consolidated balance sheets.

Foreclosed AsSets

Foreclosed assets, includes foreclosed property.and other assets received in full or partial satisfaction of a loan.
We recognize foreclosed assets upon the earlier of the loan foreclosure event or when we take physical possession of
the asset (i.e., through a deed in lieu of foreclosure transaction). Foreclosed assets are initially measured at their fair
value less estimated cost to sell. We treat any excess of our recorded investment in the loan over the fair value less

estimated cost to sell the asset as a charge off to the loan.

" Real estate owned (“REO”) represents property obtained through foreclosure. REO that we do not intend to
sell is classified separately as held for use, is depreciated and is recorded in other assets in our audited consolidated
balance sheets. We report REO that we intend to sell, are actively marketing and that are available for immediate
sale in their current condition as held for sale. These REO are reported at the lower of their carrying amount or fair
value less estimated selling costs, from the date of foreclosure, and are not depreciated. The fair value of our REQ is
determined by third party appraisals, when available. When third party appraisals are not available, we estimate fair
value based on factors such as prices for similar properties in similar geographical areas and/or assessment through
observation of such properties. We recognize a loss for any subsequent write-down of the REO to its fair value less
its estimated costs to sell through a valuation allowance with an offsetting charge to net expense of real estate owned
and other foreclosed assets in our audited consolidated statements of operations. A recovery is recognized for any
subsequent increase in fair value less estimated costs to sell up to the cumulative loss previously recognized through
the valuation allowance. We recognize REO operating costs and gains or losses on sales of REQ through net
expense of real estate owned and other foreclosed assets in our audited consolidated statements of operations.

Goodwill Impairment

+ . Goodwill must be allocated to reporting units and tested for impairment: We test goodwill for impairment at
least annually, and more frequently if events or circumstances, such as adverse changes in the business climate,
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

indicate that there may be justification for conducting an interim test. Impairment testing is performed at the
reporting unit level. The first step of the test is a comparison of the fair value of each reporting unit to its carrying
amount, including goodwill. The fair ‘values of each reporting unit are determined using either independent third
party or internal valuations. If the fair value is less than the carrying Value, then the second step of the test is needed
to measure the amount of potential goodw111 impairment. The implied fair value of the goodwill is calculated and
compared with the carrylng amount of goodwrll If the carrying value of goodw111 exceeds the implied fair value of
that goodw111 then we would recognize an impairment loss in the amount of the difference, which would be
recorded as a charge aga,rnst net (loss) 1ncome

During the years ended December 31, 2010 and 2009, we did not record any goodwill impairment. During the
year ended December 31, 2008, we recorded, $5.3 million of goodwill impairment. The balance of goodwill of
$173.1 million as of both December 31, 2010 and 2009 was attributable to the acquisition of CapitalSource Bank
and was not considered to be impaired.

Investments in Debt Securities and Equity Securities That Have Readily Determinable Fair Values

Al debt securrtres as well as all purchased equ1ty secuntres that have readily deterrmnable fair values, are
class1f1ed in our audited consohdated balance sheets based on management § intention on the date of purchase. Debt
securrtles wh1ch management has the intent and ab111ty to hold to maturity are class1f1ed as held-to- matunty and
reported at ‘amortized cost. Debt securities not classified as held-to- maturrty or trading, as well as equity
investments in publicly traded entities, are classified as available-for-sale and carried at fair value with net
unréalized gains and losses included. in;accumulated other comprehens1ve income . (loss) on our audited consol-
idated balance sheets: on an-after-tax. basis. S

Investments in Equity Securities That Do Not Have Readily Determinable Fair Values

Purchased common stock or preferred stock that is not pubhcly traded and/or does not have a readily
determinable fair value is accounted for pursuant to the equity method of accounting if we have the ability to
significantly influence the operating and financial policies of an investee. This is generally presumed to exist when
we own between 20% and 50% of a corporation, or when we own greater than 5% of a limited partnership or
similarly structured entity. Our share of earnings and losses in equity method investees is included in other income,
net of expenses in our audited consolidated statements of operations. If we do not have this s1gn1ﬁcant influence
over the investee, the cost method is used to account for the equity interest.

For investments ‘accounted for using the cost or equity method of accounting, management evaluates
information such as budgets, business plans, and financial statements of the investee in addition to quoted ‘market
prices, if any, in determining whether an other-than-temporary decline in value exists. Factors indicative of an
other-than-temporary decline in value include, but are not limited to, recurring operating losses and credit defaults.
We compare the estimated fair value of each investment to its carrying value quarterly. For any of our investments in
which the estimated fair value is less than its carrying value, we consider whether the 1mpa1rment of that investment
is other-than-temporary.

If it has been determined that an investment has sustained an other-than-temporary decline in its value, the
equity interest is written down to its fair value through gain (loss) on 1nvestments ‘net and a new carrying value for
the investment:is established: ~ 5

Reahzed gains or losses resulting from the sale of 1nvestments are calculated usrng the specific 1dent1frcatron
method and are included in gain (loss) on investments, net in our audited consolidated statements of operations.

In situations where we hold both a loan and an equity method investment in an investee, we will continue to
apply our pro rata share of losses in the investee to the balance of the loan once the equity investment has been fully
written down. ' :
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Transfers of Financial Assets

We account for transfers of loans and other financial assets to third partles or special purpose entities (“SPEs”)
that we establish as sales if we determine that we have rehnqmshed effective control over the transferred assets. In
such transactions, we derecognize the transferred assets, recognize and measure at fair value any assets obtained and
liabilities assumed, including servicing assets and liabilities and record ‘a gain or loss on the sale based upon the
difference between the fair value of the assets obtained and liabilities assumed and the carrying amount of the
transferred assets. If we transfer a portion of a financial asset that qualifies as a participating interest, we allocate the
previous carrying amount of the entire financial asset between the participating interests sold and the interest that
we continue to hold based on their relative fair values at the transfer date.

' We account for transfers of financial assets in which we receive cash cons1deratlon, but for which we determine
that we have not relinquished control, as secured borrowings. :

Investments in Warrants and Options

In connection with certain lending arrangements, we sometimes receive warrants or options to purchase shares
of common stock or other equity interests from a client without any payment of cash in connection with certain
lendmg arrangements. These investments are initially recorded at their estimated fair value. The carrying value of
the related loan is adjusted to reflect an original issue discount equal to the estimated fair value ascribed to the equity
interest. Such original issue discount is accreted: to fee income over the contractual life of the loan in accordance
with our income recognition policy.

H

Warrants and options that are assessed as derivatives are subsequently measured at fair value through earnings
as a component of gain (loss) on investments, net on our audited consolidated statements of operations. -
Deferred Financing Fees

Deferred financing fees represent fees and other direct incremental costs incurred in connection w1th our
borrowings. These amounts are amortlzed into income as interest expense over the estimated life of the borrowmg
using the interest method. '

~ Property and Equipment

Property and equlpment are stated at cost and depre01ated or amomzed usmg the stralght—lme method over the
following estimated useful lives: :

Buildings and improvements............. PITIR SN R 10 to 40 years
Leasehold improvements ..... e e O P remaining lease term
- Computer SOftWare . . ... ...t i i e e e 3 years-
Equipment ................. R N 5 years
Furnitare ........... RO L SO P ' ‘7 years

Income Recognition on Loans

Interest income, including income on impaired loans, fees due at maturity and paid-in-kind (“PIK”) interest, is
recorded on an accrual basis to the extent that such amounts are expected to be collected. Carrying value
adjustments of revolving lines of credit are amortized into interest and fee income over the contractual life of a loan
on a straight line basis, while carrying value adjustments of all other loans are amortized into earnings over the
contractual life of a loan using the interest method. In applying the interest method, the effective y1eld oh aloan is
determined based on its contractual payment terms, ‘adjusted for actual prepayments.

- Loan origination fees are deferred and amortized as adjustments to the related loan’s yield over the contractual
life of the loan. We do not take loan fees into income when a loan closes. In connection with the prepayment of a
loan, any remaining unamortized deferred fees for that loan are accelerated and, depending upon the terms of the
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loan, there may be an additional fee that is charged based upon the prepayment and recognized in the penod of the
prepayment.

- We accrete any- discount from purchased loans into interest income in accordance with our policies up to the
amount of contractual interest and principal payments expected to be collected. If management assesses that, ipon
purchase, a portion of contractual interest and principal payments are not expected to be collected, a portion of the
discount will not be accreted (non-accretable dlfference) o

We will place a loan on non-accrual status if there is substantial doubt about the borrower’s ability to service its
debt and other obligations or if the loan is 90 or more days past due and is not well-secured and in the process of
collection. When aloan is placed on non-accrual status, accrued and unpaid interest 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 brought current. Payments received on non-accrual loans are generally first applied to principal. A
loan may be returned to accrual status when its interest or principal is current, repayment of the remaining
contractual prmmpal and interest is expected or when the loan otherwise becomes well-secured and is in the process
of collection. Cash payments received from the borrower and applied to the principal balance of the loan while the
loan was on non-accrual status are not reversed if a loan is returned to accrual status.

We continue to recognize interest income on loans that have been identified as impaired, but that have not been
placed on non-accrual status. If the loan is placed on non-accrual status, accrued and unpaid interest is reversed and
the recognition of interest and fee i income on that loan will stop until factors indicating doubtful collection no longer
exist and the loan has been brought current.

Income Recogmtwn and Impairment Recogmtwn on Securities

For our investments. in debt securities, we use the interest method to amortize deferred items, including
prennums discounts and other basis adjustments, into interest income. For debt securities representing non-
investment grade beneficial interests in securitizations, the effective yield is determined based on the estimated cash
flows of the security. Changes in the effective yield of these securities due to changes in estimated cash flows are
recognized on a prospective basis as adjustments to interest income in future periods. The effective yield on all other
debt securities that have not expenenced an other-than-temporary impairment is based on the contractual cash flows
of the secunty

Dechnes in the fa;lr value of debt secur1t1es classified as available-for-sale or held-to-maturity are reviewed to
determine whether the impairment is other-than-temporary. This review considers a number of factors, including
the severity of the decline in fair value, current market conditions, historical performance of the security, credit
ratings and the length of time the investment has been in an unrealized loss position. If we do not expect to recover
the entire amortized cost basis of the security, an other-than-temporary impairment is considered to have occurred.
In assessing whether the entire amortized cost basis of the security will be recovered, we compare the present value
of cash flows expected to be collected from the security with its amortized cost. The present value of cash flows is
determined using a discount rate equal to the effective yield on the security. If the present value of cash flows
expected to be collected is less than the amortized cost basis of the security, then the impairment is considered to be
other-than-temporary. Determination of whether an impairment is other-than-temporary requires significant
judgment surrounding the collectability of the investment including such factors as the financial condition of
the issuer, expected prepayments and expected defaults.

When we have determined that an other—than -temporary 1mpa1rment has occurred, we separate the impairment
amount into a component representing the credit loss and a component representing all other factors. The credit loss
component is recognized in earnings and is determined by discounting the expected future cash flows of the security
by the effective yield of the security. The previous amortized cost basis less the credit component of the impairment
becomes the new amortized cost basis of the security. Any remaining impairment, representing the difference
between the new amortized cost of the security and its fair value is recognized through other comprehensive
income. We also consider impairment of a security to be other-than-temporary if we have the intent to sell the
security or it is more likely than not that we will be required to sell the security before recovery of its amortized cost
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basis. In these situations, the entire amount of the impairment represents the credit component and is recognized
through earnings.

In periods following the recognition of an other-than-temporary impairment, the difference between the new
amortized cost basis and the cash flows expected to be collected on the security are accreted as interest income. Any
subsequent changes to estimated cash flows are recogmzed as prospective adjustments to the effective yield of the
security. :

Derivative Instruments

‘We enter into denvatxve contracts prlmanly to manage the interest rate risk associated with certain assets,
hablhtles, or probable forecasted transactions. As of December 31, 2010 and 2009, all of our derivatives were held
for risk management purposes, and none were designated as accounting hedges.

Our derivatives are recorded in other assets or other liabilities, as appropriate, on our audited consolidated
balance sheets. The changes in fair value of our derivatives and the related interest accrued are recognlzed in other
income, net of expenses on our audlted consohdated statements of operations.

Income Taxes

We provide for income taxes as a “C” corporat1on on 1ncome earned from operations. For the tax years ended -
December 31, 2010 and 2009, our subsidiaries were not ablé to participate in the filing of a consolidated federal tax
return. As a result, certain subsidiaries had taxable income that was not offset by taxable losses or loss carryforwards
of other entities. We plan to reconsolidate our subsidiaries for federal tax purposes startmg in 2011. We are subject
to federal, foreign, state and local taxation in various jurisdictions.

We account for income taxes under the asset and liability method. Under this method, deferred tax assets and
liabilities are recognized for future tax consequences attributable to differences between the consolidated financial
statement carrying amounts of éxisting assets and liabilities and their respective tax bases. Deferred tax assets and
liabilities are measured using enacted tax rates for the periods in which the differences are expected to reverse. The
effect on deferred tax assets and 11ab111t1es ofa change in tax rates is recogmzed in income in the period that includes
the change. :

From 2006 through 2008, we operated as a real estate investment trust (“REIT”). Effective January 1, 2009, we
revoked our REIT election and recognized the deferred tax effects in our andited consolidated financial statements
as of December 31, 2008. During the period we operated as a REIT, we were generally not subject to federal income
tax at the REIT level on our net taxable income distributed to shareholders, but we were subject to federal corporate-
level tax on the net taxable income of our taxable REIT subsidiaries, and we were subject to taxation in various
foreign, state and local jurisdictions. In addition, we were required to distribute at least 90% of our REIT taxable
income 'to our shareholders and meet various other requirements imposed by ‘the Internal Revenue Code (the
“Code™), through actual operatmg results, asset holdings, dlstrlbutlon levels and diversity of stock ownershlp

‘ Penodlc reviews of the carrymg amount of deferred tax assets are made to determine if the establishment of a
valuation allowance is necessary. A valuation allowance is required when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. All evidence, both positive and negative, is evaluated when
making this determination. Items considered in this analysis include the ability to carry back losses to recoup taxes
previously paid, the reversal of temporary differences, tax planning strategies, historical financial performance,
expectations of future earnings and the length of statutory carryforward periods. Significant Judgment is requlred in
assessmg future earning trends and the tlmmg of reversals of temporary differences.

Net Income (Loss) per Share

. Basic net income (loss) per share is based on the welghted average number of common shares outstanding
during each period. Diluted net income (loss) per share is based on the weighted average number of common shares
outstanding during each period, plus common share equivalents computed for stock options, stock units, stock
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dividends declared, restricted stock and convertible debt. Diluted net loss per share is adjusted for the effects of
other potentially dilutive financial instruments only in the periods in which such effect is dilutive.

‘Bonuses

Bonuses are accrued ratably, pursuant to a variable methodology partially based on our performance, over the
annual performance period. . o '

On a quarterly basis, management recommends a bonus accrual to the Compensation Committee of our Board
of Directors pursuant to our variable bonus methodology. This recommendation is in the form of a percentage of
regular salary paid and is based upon the cumulative regular salary:paid from the start of the annual performance
period. through the end of the particular quarterly reporting period. In developing its recommendation to the
Compensation Committee, management analyzes certain key performance metrics. The actual bonus accrual
recorded is that amount-approved each quarter by the Compensation Committee.

Segment Reporting

Public business enterprises are required to report financial and descriptive information about its reportable
operating segments including a measure of segment profit or loss, certain specific revenue and expense items and
segment assets. We currently operate as two reportable segments: 1) CapitalSource Bank and 2) Other Commercial
Finance. Our CapitalSource Bank segment comprises our commercial lending and banking business activities, and
our Other Comir16rcial Finance segment comprises our loan portfolio and other business activities in the Parent
Company. '

New Accounting Pronouncements

In June 2009, the Financial Accounting Standards Board (“FASB”) amended its guidance on the accounting
for transfers and servicing of financial assets and extinguishments of liabilities and established additional
disclosures about transfers of financial assets, including securitization transactions, and the nature of an entity’s
continuing exposure to the risks related to transferred financial assets: The amendment applies to all entities and
eliminates the concept of a “qualifying special-purpose entity” and changes the requirements for derecognizing
financial assets. This guidance was effective as of the beginning of the first annual reporting period that begins after
November 15,-2009 for all transfers occurring subsequent to the adoption date. We adopted this guidance on
January 1, 2010, and it did not have a material impact om our audited consolidated financial statements.

In June 2009, the FASB issued guidance changing how a reporting entity determines when an entity referred to
as a variable interest entity that is insufficiently capitalized or is not controlled through voting (or similar rights)
should be consolidated. This guidance also requires enhanced disclosures about variable interest entities that
provide users of financial statements with more transparent information about an enterprise’s involvement in a
variable interest entity and ongoing reassessments of whether an enterprise is the primary beneficiary of a variable
interest entity. It does not change the existing scope for accounting and assessment of variable interest entities;
however, it includes entities that were previously considered qualifying special-purpose entities, as the concept of a
qualifying special-purpose entity was eliminated. This guidance was effective for the first annual reporting period
that begins after November 15, 2009. We adopted this guidance on January 1, 2010. As further explained in Note 5,
Commercial Lending Assets and Credit Quality, our adoption resulted in ‘an increase in our number of variable
interest entities. This increase is primarily the result of borrowers that have undergone troubled debt restructuring
transactions, requiring us to reconsider whether the borrowers qualify as variable interest entities. However, based
on our analysis of each transaction, we have not met the characteristics of a primary beneficiary with respect to these
entities, and thus, do not consolidate them. As a result, our adoption of this guidance did not have a material impact
on our audited consolidated financial statements. ‘ ) ‘ L

.In January 2010, the FASB amended its guidance on fair value measurements and disclosure which was
intended to improve transparency in financial reporting by requiring enhanced disclosures related to fair value
measurements. These new disclosures would provide for disclosure of transfers between Level 1 and Level 2 of the
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fair value hierarchy, of fair value measurements for each class of assets and liabilities presented, of separate
information for purchases, sales, issuances, and settlements in the rollforward of activity of Level 3 fair value
measurements, and of valuation techniques used in recurring and nonrecurring fair value measurements for both
Level 2 and Level 3 measurements. This guidance was effective for interim and annual reporting periods ending
after March 15, 2010, except for the guidance related to purchases, sales, issuances, and settlements in the
rollforward of activity of Level 3 fair value measurements, which is effective for annual reporting periods ending
after December 31, 2010. We adopted this guidance effective January 1, 2010, and it did not have a material impact
on our audited consolidated financial statements. .. - - : '

In March 2010, the FASB amended its guidance on derivatives and hedging to clarify the type of embedded
credit derivative that is exempt from embedded: derivative bifurcation requirements. ‘Only an embedded credit
derivative that is related solely to the subordination of one financial instrument to another qualifies . for the
exemption. Entities that have contracts containing an embedded credit derivative feature in a form other than such
subordination may need to separately account for the embedded credit derivative feature. This guidance was
effective in the first interim or annual fiscal period beginning after June 15, 2010. We adopted this guidance
effective July 1, 2010, and it did not have a material impact on our audited consolidated financial statements.

'In April 2010, the FASB amended its guidance on loans to clarify that modifications of loans that are accounted
for within a pool of loans do not result in the removal of those loans froin the pool even if the modification would
otherwise be considered a troubled debt restructuring. An entity continues to be required to consider whether the
pool of assets in which the loan is included is impaired if expected cash flows for the pool change. Loans accounted
for individually continue to be subject to the previously issued troubled debt restructuring accounting provisions.
This guidance was effective in the first interim or annual fiscal period ending on or after July 15, 2010 and should be
applied prospectively. We adopted this guidance effective J uly 1, 2010, and it did not have a material impact on our
audited consolidated financial statements. i ‘

In July 2010, the FASB amended its guidance on financing receivables to improve the disclosures that an entity
provides about the credit quality of its financing receivables and the related allowance for credit losses. As a result
of these amendments, an entity is required to disaggregate by portfolio segment and class certain existing
disclosures and provide certain new disclosures about its financing receivables and related allowance for credit
losses. This guidance was effective for interim and annual periods beginning after December 15, 2010 for
disclosures as of the end of a period and for disclosures related to activity during a period. We adopted this guidance
on October 1, 2010. For further information, see Note 5 — Commercial Lending Assets and Credit Quality.

Reclassifications

Certain amounts in the prior year’s audited éonsolidated financial statements have been reclassified to conform
to the current year presentation, including the reclassification of fee income to interc‘/st‘ income or other income, net
and the reclassification of letter of credit fee expense from interest expense to other income, net in our audited
consolidated statements of operations. Accordingly, the reclassifications have been appropriately reflected
throughout our audited consolidated financial statements. ' ‘ o

Note 3. Discontinued Operations

In June 2010, we completed the sale of our remaining long-term healthcare facilities to Omega Healthcare
Investors, Inc. (“Omega”), and as a result, we exited the skilled nursing home ownership business. Consequently, we
have presented the financial condition and results of operations for this business as discontinued operations for all
periods presented. Additionally, the results of the discontinued operations include the activities of other healthcare
facilities that have been sold since the inception of the business. S :
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The condensed balance sheets as of December 31, 2010 and 2009 for our discontinued operations were as
follows:
December 31,

2010 2009
($ in thousands)

- Assets:. . ’ .

Cash and cash equivalents and restricted cash. ... ... AP AV $ — $ 19,599
Direct real estate investments, DEt. . .« ..o vvv e e = 554,157
OFhEr BSSELS . + + + e e e v e e e e eem e e e na e e s s — - 50,894
Totalassets......................'...........................“.. $ —  $624,650
Liabilities: . -

Mortgage debt . ... ..o vvvvvner e P $ — . $447,683
NOtES PAYADIE .« + . v e vvee e ae e iee e e — 20,000
Other liabilities .. ........iewnenn e RPN — 59,545
Total HADIHEES . « « ¢ o v oo e v v e s ean e s oae s ea e $ — $527,228

The condensed statements of operations for the years ended December 31, 2010, 2009 and 2008 for our
discontinued operations were as follows:

_Yeaf Ended December 31,
2010 2009 v 2008

($ in thousands)
Revenue: - : . o N ‘
Operating lease inCOME . . . ... .onvvveevins i e e 1 $28,750 $107,296 $107,748
Expenses: . : , :
TNEEIESE . o v vieve s e e 15,183 12,415 19,607 -
Depreciation: . . ...« vvvvn s SRR e e s 2540 . 31,520 35,889
General and administrative. . .......... ... e i e . 1,481 - 3,832 706
Othere;cpense..........._.‘....'.........,...“ ......... 57 .5,558 848
Total expenses . ... ... - R IS 19,261 53,325 57,050
Gain (loss) from sale of discontinued operations . . v .. ...t 21,696 (7,716) - 104
Income tax expense ....... e e en e e — 4458 1,348
Net income attributable to discontinued operations. . . .. ... $31,185 $41,797 ' 49,454
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Note 4. - Cash and Cash Equivalents and Restricted Cash

As of December 31,2010 and 2009, our cash and cash equivalents and restricted cash balances were as follows:

December 31,
2010 2009
Unrestricted Restricted Unrestricted Restricted
< ($ in thousands)

Cash and cash equivalents and restricted cash
from continuing operations:

. Cash, and due from banks(1) ............. | $576,276  $ 58,814 $ 447,632 $ 24,575
‘Interest-bearing deposits in other banks(2). .. 70,383 10,213 135,410 7,012
Othe: short-term investments(3) .......... 173,791 59,559 418,176 136,881

Investment securities(d) . . . . . PP — — 169,977 —
Total cash and cash equivalents and restricted - ' A
cash from continuing operations . ......... 820,450 128,586 1,171,195 168,468

Cash and cash equivalents and restricted cash
from discontinued operations:

- Cash and due from banks .. .. ... .. RO e 5,825 13,774

Total cash and cash equivalents and restricted
cash....... e e e e $820,450  $128,586  $1,177,020 $182,242

(1) Includes principal and interest collections, including those related to loans held by securitization trusts or
pledged to credit facilities. A portion of these collections are invested in money market funds that invest
primarily in U.S. Treasury securities.

(2) Represents prihcipa’;l and interest collections on loan assets pledged to credit facilities. Included in these
balances for CapitalSource Bank were $63.6 million and $119.1 million in deposits at the Federal Reserve Bank
(“FRB”) as of December 31,2010 and 2009, respectively. A :

3) liépresents princiﬁél and interest collections, including those rélated to loans held by securitization trusts or
pledged to credit facilities and also includes short-term investments held by CapitalSource Bank. Principal and
interest collections are invested in money market funds that invest primarily in U.S. Treasury securities.
CapitalSource Bank cash is invested in (i) short term investment grade commercial paper which is rated by at
least two of the three major rating agencies (S&P, Moody’s or Fitch) and has a rating of Al (S&P), P1
(Moody’s) or F1 (Fitch), and (ii) in money market funds that invest primarily in U.S. Treasury and Agency
securities and repurchase agreements secured by the same.

(4) Includes discount notes with AAA ratings totaling $170.0 million as of December 31, 2009 issued by the
Federal Home Loan Bank System (“FHLB”) of San Francisco (“FHLB SF”), Fannie Mae or Freddie Mac.
These investments had a remaining weighted average maturity of 61 days as of December 31, 2009. We did not
hold any such investment securities as of December 31, 2010.

Note 5. Commercial Lending Assets and Credit Quality

As of December 31, 2010 and 2009, our commercial lending assets had an outstanding balance of $6.4 billion
and $8.8 billion, respectively. Included in these amounts were loans held for investment, loans held for sale, and a
commercial real estate participation interest (the “A” Participation Interest”). As of December 31, 2010 and 2009,
interest and fee receivables totaled $52.7 million and $83.3 million, respectively.
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The outstanding unpaid principal balance of loans in ‘our portfolio, including loans held for sale, by type of
loan, as of December 31, 2010 and 2009 was as follows: ' : '

. ' December 31, .
2010 2009

($ in thousands)
Commercial . . ... ... DU S SN e $4,238471 - 67% $5,036455  61%
REal ESHALE . . . o v e ev e eee e e '1,826,158 29 2,026,559 24
Real estate — CONSIUCHON . .+ .« oo vvuvenneneeononns 293581 4 1219226 15

CTO@I(1) s e e SR T $6,358210  100% $8,282.240  100%

(1) Excludes deferred loan fees and discounts and the allowance for loan lc;sses. Includés 10wer of cost or fair value
adjustments on loans held for sale. : :
Commercial Real Estate “A” Participation Interest -

The “A” Participation Interest was fully paid off in October 2010. Activity with respect to the “A” Participatidn
Interest for the years ended December 31, 2010 and 2009 was as follows ($ in thousands): .

“A” Participation Interest as of December 31,2008 ........ e e $1,396,611
Principal PAYMENLS . . .. oo vuvvevneeees s e s ot (895,832)
DiSCOUNt ACCTEHON . .+ v v v e e e veaee e eniaeenns e S PR 1 29.781
“A” Participation Interest as of December 31,2009 .. ....... U 530,560
Principal PAYMENLS « . . . oo v nvv e enve s e (540,108)
Discount accretion. . . . ....... e e e e e 9,548
“A” Participation Interest as of Décember 31,2010 oot e ‘$ —
Loans Held for Sale

Loans held for sale are recorded at the lower of cost or fair value in our audited consolidated balance sheets.

Our analysis to determine when to sell a loan is performed on a loan-by-loan basis and considers several
factors, including the credit quality of the loan, any financing secured by the loan and any requirements related to
the release of liens and use of sales proceeds, the potential sale price relative to our loan valuation, our liquidity
needs, and the resources necessary to ensure an adequate recovery if we continued to hold the loan. When our
analysis indicates that the proper strategy is to sell a loan, we initiate the sale process and designate the loan as held
for sale. '

During the years ended December 31,2010 and 2009, we transferred to held for sale loans held for investment
with a carrying value of $387.2 million and $130.7 million, respectively, including impaired loans with a carrying
value of $117.2 million and $55.4 million, respectively, based on our decision to sell these loans as part of an overall
workout strategy. During the year ended December 31, 2010; loans with a carrying value of $31.8 million were
transferred as part of a sale of loan participations to a third party in conjunction with the transaction surrounding the
2006-A term debt securitization (the “2006-A Trust”). In addition, we transferred to held for sale loans held for
investment with a carrying value of $155.0 million based on our decision to sell these loans as part of a strategy to
divest the assets of our subsidiaries based in the ‘United Kingdom. Transfers to loans held for sale resulted in
$24.5 million and $11.7 million in losses due to valuation adjustments at time of transfer for the -years ended
December 31, 2010 and 2009, respectively. We also reclassified $49.5 million and $6.9 million of loans from held
for sale to held for investment during the years ended December 31, 2010 and 2009, respectively, based upon our
intent to retain these loans for investment. No loans were transferred between loans held for sale and loans held for
investment during the year ended December 31, 2008. : ‘ ‘ '
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. During the years ended December 31, 2010, 2009 and 2008, we recognized net pre-tax losses on the sale of
loans of $7.8 million, $7.9 million and $2.8 million, respectively.

As of December 31,-2010 and 2009, loans held for sale with an outstanding balance of $14.7 million and
$0.7 million, respectively, were classified as non-accrual loans.

We recorded $4.9 million and $21,000 of fair value write-downs on non-accrual loans held for sale during the
years ended December 31, 2010 and 2009, respectively.

Loans Held for Investment

Loans held for investment are recorded at the principal amount outstanding, net of deferred loan costs or fees
and any discounts received or premiums paid on purchased loans. We maintain an allowance for loan and lease
losses for loans held for investment, which is calculated based on management’s estimate of incurred loan losses
inherent in our loan portfolio as of the balance sheet date. This methodology is used consistently to develop our
allowance for loan losses for all loans in our loan portfolio, and, as such, we maintain a single portfolio segment.
The loans in our portfolio are grouped into seven loan classes, based on the level that we use to assess and monitor
the risk and performance of the portfolio.

Non-performing loans are loans accounted for on a non-accrual basis, accruing loans which are contractually.
past due 90 days or more as to principal or interest payments and other loans identified as troubled debt
restructurings (“TDRs”) as defined by GAAP. '

As of December 31, 2010, the carrying value of each class of loans held for investment, separated by
performing and non-performing categories, was as follows:

Class Performing Non-Performing Total
($ in thousands)

Healthcare Asset-Based . ....................... $ 269,339 $ 2925 $ 272,264
Asset-Based....................... .. ... .. ... 1,352,039 194,625 1,546,664
CashFlow............... ... ... ... .. ... 1,558,783 264,786 1,823,569
Healthcare Real Estate.. . .. ..................... 841,774 28,866 870,640
RealEstate ............................. ... 725,972 356,087 1,082,059
Multi-Family . .......... .. ... ... ... ... ... 328,300 11,010 339,310
Small Business ... ..... ... .. ... ... .. e 101,761 10,171 111,932
Total(1) . ......oo .. e e $5,177,968  $868,470 $6,046,438

(1) Excludes loans held for sale. Balances are net of deferred loan fees and discounts.

As of December 31, 2010,'_thte .carrying value of each class of loans held for investrﬁent, by internal risk rating,
was as follows: ' '

Internal Risk Rating

: Special :
Class :. . Pass Mention Substandard Doubtful -Total
o ’ , (§ in thousands)

Healthcare Asset-Based . . ... .. $ 245486 $ 9243 $ 15509 $ 2,026: $ 272,264
Asset-Based. . .............. - 1,207,990 39,612 169,986 129,076 1,546,664 .
CashFlow................. 1,110,779 216,399 350,287 . 146,104 1,823,569
Healthcare Real Estate . ... ... 773,955 37,730 - 47,090 11,865 870,640
Rea,l Estate . ............ S 396,044 98,401 470,034 117,580 1,082,059
Multi-Family .. ............. 330,017 — 8,919 374 339,310
Small Business ............. 97,444 6,278 5,514 2,696 111,932
Total(1)................... $4,161,715  $407,663 $1,067,339  $409,721 $6,046,438

(1) Excludes loans held for sale. Balances are net of deferred loan fees and discounts.
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Non-Accrual and Past Due Loans

As of December 31, 2010, the carrying value of non-accrual loans was as follows ($ in thousands):

HealthcareAsset-Based...........................................; ..... $ 2925
ASSEt-Based . . oo v SRR 142,847
Cash FIOW « v eveveecan e ses i 183,606
Healthcare Real Estate ........ R REREE [ R 28,866
Real Estate. ... .. T 265,615
MUIG-FAMILY « + + e v evveeeeeee i mes s s s e T 11,010
SImAll BUSIIESS . « ¢« v e v e v evvnmeneaeme s s s s s 4,980

TOtal(1) o v vvvvivnr e D R L $639,849

(1) Excludes loans held for sale and purchased credit impaired loans. Balances are net of deferred loan fees aﬁd
discounts.

As of December 31, 2010, delinquent loans in our loan portfolio were as follows:

. Greater than 90
30-89 Days Past = Greater than 90 Days Past Due and
Due Days Past Due  Total Past Due Current Total Loans Accruing -
($ in thousands) .
Healthcare Asset-Based . . . . . $ — $ - $ —  § 22264 $ 272,264 $ —
Asset-Based. . .. ... 8,074 27,130 35,204 1,500,537 1,535,741 3,244 -
CashFlow.............- 10,573 . 60,644 71,217 1,752,352 1,823,569 —
Healthcare Real Estate. . . . .. — 25,887 25,887 840,527 866,414 —
Real Estate . ...........- 54 148,197 148,251 924,590 1,072,841 45,783
Multi-Family . . .........- 2,324 9,293 11,617 327,692 339,309 —
Small Business. . .. ... - 4317 4981 . 9,298 97,444 106,742 —
Total(1) .. vvovvivvnene $25,342 $276,132 $301,474 $5,715,406  $6,016,880 $_42£)g7_

(1) Excludes loans held for sale and purchased credit impaired loans. Balances are net of deferred loan fees and
discounts.

As of December 31, 2009, non-accrual loans and accruing loans greater than 90 days past due were $1.1 billion
and $67.0 million, respectively.
Impaired Loans

We consider aloan to be impaired when, based on current information, we determine that it is probable that we
will be unable to collect all amounts due in accordance with the contractual terms of the original loan agreement. In
this regard, impaired loans include loans where we expect to encounter a significant delay in the collection of,
and/or a shortfall in the amount of contractual payments due to us. \

Assessing the likelibood that a loan will not be paid according to its contractual terms involves the
consideration of all relevant facts and circumstances and requires a significant amount of judgment. In general,
and for such purposes, factors that are considered include:

 The current performance of the borrower;
« The current economic environment and financial capacity of the borrower to preclude a default;

« The willingness of the borrower to provide the support necessary to preclude a default (including' the
potential for successful resolution of a potential problem through modification of terms); and
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* The borrower’s equity position in the underlying collateral, if applicable, based on our best estimate of the
fair value of the Q(_)llateral. ; _ _ ‘
In assessing the adequacy of available evidence, we consider whether the receipt of payments is dependent on
the fiscal health of the borrower or the sale, refinancing or foreclosure of the loan. '

As of December 31, 2010, information pertaining to our impaired loans wés as follows:‘

Carrying Legal Principal  Related Average Interest Income
Value(1) Balance(2) Allowance Balance Recognized

(8 in thousands)

With no related allowance recorded:

Healthcare Asset-Based. . . . . . e e e $ 463 $ 825 $ — . $ 1575 -$ 132
AssetBased .......... ... .. .. ... . 96,514 180,659 — 147,560 5,158
CashFlow................ ... .. .. ... 128,658 205,454 — 181,308 6,487
Healthcare Real Estate .. ............. ... .. . . . 18,881 19892 - 20,119 11
Real Estate. . . . . I st o0 3829 47430 190,510 5,770
Multi-Family ............ ... . . ... 11,010 15,402 — 2,655 35
Small Business . ... ...... .. AT LV e 9,861 17,708 - U 4317 —
Total. .. oo 588679 847,363 — 548,044 17,593
With allowance recorded: - o F I A' ‘ L

Healthcare Asset-Based. . .. ... .. ... . .. R 2,462 11,614 (675) 4,908 —
Asset-Based . . . . . .. Vel S R 98762 112,732 (21,684) 60,580 23
CashFlow .........0.0..... . AL L L 142,171 191,172 (33,069) 109,825 1,501
Healthcare Real Estate .. ........... ... . .. . . 9,984 11,278 (2,323) 9,101 179
Real Estate. . . . . . .. S, e e 69,128 92,833 (21,076) 407720 1,624
Multi-Family ..... ... .. IS SRR — — — 13,425 —
Small Business . . .. .. e e 310 - 359 (141) 1,096 =
Total. ... 322,817 419,988 (78,968) 606,655 3727
Total impaived loans. . ........ .. .. .. oo $91149  $1267351 $(78,968)  $1,154,699 $21,320

(1) Carrying value of impaired loans before applying speciﬁc reserves. Excludes loans held for sale. Balances are
net of deferred loan fees and discounts, '

(2) Represents the contractual -amounts owed to us by borrowers. = -

As of December 31, 2010, the carrying value of impaired loans with no related allowance recorded was
$588.7 million. Of this amount, $222.4 million related to loans that were charged off to their carrying value. This
was primarily the result of collateral dependent loans for which ultimate collection depends solely on the sale of the
collateral. The remaining $366.3 million relates to loans that have no recorded charge-offs or specific reserves as of
December 31, 2010, based on our estimates that we ultimately will collect all interest and principal amounts due.

As of December 31, 2009, the carrying value of impaired loans was $597.4 million, net of specific reserves of
$116.5 million. Included in these loans were loans with a carrying value of $223.0 million related to the 2006-A
Trust. As of December 31, 2009, we had loans with a carrying value of $517.1 million that we assessed as impaired
and for which we did not record any specific reserves. R :

The average balances of impaired loans during the years ended December 31, 2010, 2009 and 2008 were
$1.2 billion, $927.4 million and $455.7 million, respectively. The total amounts of interest income .that were
recognized on impaired loans during the years ended December 31, 2010, 2009 and 2008 were $21.3 million,
$29.0 million and $29.0 million, respectively. The amounts of cash basis interest income that were recognized on
impaired loans during the years ended December 31, 2010 and 2009 were $0.6 million and $50,000, respectively.
There was no cash basis interest income recognized during the year ended December 31, 2008. If our non-accrual
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loans had performed in accordance with their original terms, interest income would have been increased by
$142.5 million, $127.0 million and $50.3 million for the years ended December 31, 2010, 2009 ‘and 2008,
respectively.

Allowance for Loan Losses

Activity in the-allowance for loan losses related to our loans held for investment for the years ended
December 31, 2010, 2009.and 2008, res_ppct_ively, was as follows:

Year Ended December 31,
2010 2009 2008
($ in thousands)

Balance as of beginning of year ...... e e e .. $586,696°  $423,844  $ 138,930

Charge offs ............0 i e il e eedo. (385,097) (589,854)  (272,183)

RECOVEIIES « + v v v veeeeeienn e 930 11,361 . 1,283

Net charge offs(1) ........ e e . (384,167)  (578,493) (270,900)

Charge offs upon transfer to held for sale ............. ‘. (42,353) (33,907) - (20,991)

Deconsolidation of 2006-A Trust. . . .........0 ... ... ... (138,134) R —

Provision for loan losses........... A 307,080 775,252 576,805
_Balance as of end Of YEar . . , ... .veervrnnnreeesnn. . $329,122  $586,696 $423844

(1) Includes $71.6 million and $51.4 million in charge offs related to loans in the 2006-A Trust for the years ended
December 31, 2010 and. 2009, respectively. There were no charge offs related to loans in the 2006-A Trust for
the year ended December 31, 2008.

As of December 31, 2010 the balances of the allowance for loan losses and the carrymg value of loans held for
investment d1saggregated by 1mpa1rment methodology were as follows:

Allowance fof,

" Loans Loan Losses

($ in thousands)
Individually evaluated for impairment . ... ...................... $ 904,466 $ (78,019)
Collectively evaluated for impairment . .. ............ ... vh... 5,217,393 (249,912)
Acquired loans with deteriorated credit quality ................... 31,017 (1,191)
Total . . .... 86,152,876 $(329,122)

Troubled Debt Restructurings

During the years ended December 31, 2010 and 2009, loans with an aggregate carrying value, which includes
principal, deferred fees and accrued interest, of $1.0 billion and $921.3 million, respectively, as of their respective
restructuring dates, were involved in TDRs. Loans involved in these TDRs are assessed as impaired, generally for a
period of at least one year following the restructuring. A loan that has been involved in a TDR might no longer be
assessed as impaired one year subsequent to the restructuring, assuming the loan performs under the restructured
terms and the restructured terms were at market. As of December 31,2010 and 2009, all of our TDRs were classified
as impaired loans
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The aggregate carrying values of loans that had been restructured in TDRs as of December 31, 2010 and 2009
were. as follows:

December 31,

2010 2009
($ in thousands)
Non-accrual . .........coovuun.. Wt o T i e . $400,851  $314,526
ACCIUING. « « oo oo e e AT TR 154262 111,880
Total.......... e $555,113  $426,406

We recorded charge offs related to these restructured loans of $134.5 million, $184:3 million and $143.1 million, for
the years ended December 31, 2010, 2009 and 2008, respectively. The specific reserves related to these loans were
$35.5 million and $25.1 million as of December 31, 2010 and 2009, respectively.

For a loan that accrues interest immediately after that loan is restructured in a TDR, we generally do not charge
off a portion of the loan as part of the restructuring. If a portion of a loan has been charged off, we will not accrue
interest on the remaining portion of the loan if the charged off portion is still contractually due from the borrower.
However, if the charged off portion of the loan is legally forgiven through concessions to the borrower, then the
restructured loan may be placed on accrual status if the remaining contractual amounts due on the loan are
reasonably assured of collection. In addition, for certain TDRs, especially those involving a commercial real estate
loan, we may split the loan into a performing A note and a B note, placing the A note on accrual and charging off the
B note. For an amortizing loan with monthly payments, the borrower is required to demonstrate sustained payment
performance for a minimum-of six-months to return a non.-'accr,ual restructured loan to accrual status..: -

Our evaluation of whether collection of interest and pnnc1pa1 is reasonably assured is based on the facts and
circumstances of each individual borrower and our assessment of the borrower’s ab111ty and intent to repay in
accordance with the revised loan terms. We generally consider such factors as payment history of the borrower,
indications of support by sponsors and other interest holders, the terms of the modified loan, the value of any
collateral securing the loan and projections of future performance of the borrower.

Loans Pledged to the FHLB

As of December 31, 2010, CapitalSource Bank had loans held for investment with an unpaid principal balance
of $166.1 million pledged to the FHLB as collateral for its financing facility. There were no loans pledged as of
December 31, 2009.

Foreclosed Assets
Real Estate Owned (“REQO”)

When we foreelose on areal estate asset that collateralizes a loan, we record the asset at its estimated fair value
less costs to sell at the time of foreclosure if the related REO is classified as held for sale. Upon foreclosure, we
evaluate the asset’s fair value as compared to the loan’s carrying amount and record a charge off when the carrying
amount of the loan exceeds fair value less costs to sell. For REO determined to be held for sale, subsequent valuation
adjustments are recorded as a valuation allowance, which is recorded as a component of net expense of real estate
owned and other foreclosed assets in our audited consolidated statements of operations. REO that does not meet the
criteria of held for sale is classified as held for use and initially recorded at its fair value. The real estate asset is
subsequently depreciated over its estimated useful life. Fair value adjustments on REO held for use are recorded
only if the carrying amount of an asset is not recoverable and exceeds its fair value.
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As of December 31, 2010 and 2009, we had $92.3 million and $101.4 million, respectively, of REO classified
as held for sale, which was recorded in other assets in our audited consolidated balance sheets. Activity in REO held
for sale for the years ended December 31, 2010, 2009 and 2008 was as follows:

Year Ended December 31,

20190 2009 ~ 2008
. ($ in thousands)
Balance as of beginning of year. .. ..................... $101,401 §$ 84437 §$ 19,741
Acquired in business combination . .......... ....... L 2,014 — —
Transfers from loans held for investment .. ............... 138,103 102,974 88,657
Fair value adjustments . . .......... .o i .. (40,536) (32,033) (16,677)
Transfers from (to) REO heid foruse. .« ..... e 2,850 (11,259) e
Real estate sold. . ...... e e (111,567)  (42,718) (7,284)
Balance as of end of year .. ... .......o.oove... LU0 0% 92265 $101,401  $ 84,437

During the years ended December 31, 2010, 2009 and 2008, we recognized a loss of $2.1 million, a loss of
$15.0 million and a gain of $0.5 million, respectively, on the sales of REO held for sale as a component of net
expense of real estate owned and other foreclosed assets in our audited consolidated statements of operations.

As of December 31, 2010 and 2009, we had $1.4 million and $19.7 million, respectively, of REO classified as
held for use, which was recorded in other assets in our audited consolidated balance sheets. During the years ended
December 31, 2010 and 2009, we recognized impairment losses of $12.9 million and $2.4 million, respectively, on
REO held for use as a component of net expense of real estate owned and other foreclosed assets in our audited
consolidated statements of operations. There were no such impairments in 2008.

Other Foreclosed Assets

When we foreclose on a loan to a borrower whose underlying: collateral consists of loans, we record the
acquired loans at the estimated fair value less costs to sell at the time of foreclosure. At the time of foreclosure, we
record charge offs when the carrying amount of the original loan exceeds the estimated fair value of the acquired
loans. As of December 31,2010 and 2009, we had $55.8 million and $127.2 million, respectively, of loans acquired
through foreclosure, net of valuation allowances of $3.2 million and $2.8 million, respectively, which were recorded
in other assets in our audited consolidated balance sheets. We recorded a provision for losses of $42.1 million and
$3.6 million related to loans acquired through foreclosure as a component of net expense of real estate owned and
other foreclosed assets in our audited consolidated statements of operations for the years ended December 31, 2010
and 2009, respectively. We did not record a provision for losses related to loans acquired through foreclosure for the
year ended December 31, 2008.
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Note 6. Investments
Investment Securities, Available-for-Sale

As of December 31, 2010 and 2009, our investment securities, available-for-sale were as follows:

December 31,
2010 2009
Gross - Gross Gross Gross
Amortized Unrealized Unrealized Fair Amortized Unrealized Unrealized Fair
Cost Gains - Losses Value Cost Gains Losses Value
) ($ in thousands) .
Agency discountnotes ... $ 164917 § 57 § — $ 164974 $49988 $ 8 $§ — $ 49,99
Agency callable notes. . . . 164,219 418 - (1,749) 162,888 = 252,175 143 (1,788): 250,530
Agency debt .......... 102,263 1,167 — 103,430 24,430 315 (273) 24472
Agency MBS .......... 860,441 15,035 (5,321) 870,155 412,853_., 5,999 . 462) 41_8,390
Non-agency MBS....... 112,917 1,640 (873) 113,684 152,913 1,()31_ (669) 153,275
Equity securities. .. .. ... 202 - 61 e 263 51,074 2246 1 (336) 52,984
Corporate debt . . ....... 5,013 -~ 122 — 5,135 12,349 ’ 877  (3,608) 9,618
Collateralized loan ' - o v : “
_obligations . ......... 12,249 — o — 12,249 1,018 308 — 1,326
U.S. Treasury and agency . L : \ : : R
securities - .. ........ . 90,587 24 (478). 90,133 o — — —
Total'................ - $1,512,808 '$18,524- $(8,421) $1,522,911 $956,800 $10,927 $(7,136) $960,591

Included in investment securities, available-for-sale, were discount notes issued by Fannie Mae, Freddie Mac
and the FHLB (“Agency discount notes™), callable notes issued by Fannie Mae, Freddie Mac, the FHLB and Federal
Farm Credit Bank (“Agency callable notes™), bonds:issued by the FHLB (“Agency debt”), commercial and
residential mortgage-backed securities issued and guaranteed by Fannie Mae, Freddie Mac or Ginnie Mae (“Agency
MBS?”), commercial and residential mortgage-backed securities issued by non-government agencies (“Non-agency
MBS?”), equity securities, corporate debt, investments in collateralized loan obligations, and U.S. Treasury and
agency securities. SO S :

The amdrtized bost and fair value of investment securities, available-for-sale that CapitalSource Bank pledged
as collateral :as of December 31, 2010 and 2009 were as follows: - T oo R

December 31,

2010 2009
Source Amortized Cost Fair Value Amortized Cost Fair Value
(8 in thousands) )
FHLB ....... ... .. .. ... $877,766 $889,888 $781,747 $786,425
FRB. ... . 35,056 34,256 17,979 18,076
Non-government Correspondent Bank(1) . . 37,979 37,989 — —
Government Agency(2)............... 29,069 29,305 — —

$979,870 $991,438 $799,726 $804,501

(1) Represents the amounts CapitalSource Bank pledged as collateral for letters of credit and foreign exchange
contracts. :

(2) Represents the amounts CapitalSource Bank pledged as collateral to secure funds deposited by a local
government agency.
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During the years ended December 31, 2010, 2009, and 2008, we sold investment securities, available-for-sale -
for $79.5 million, $45.6 million and $82.3 million, respectlvely, recognizing. net pre-tax gains of $5 9 million,
$0.5 million and $0.2 million, respectively. ‘

During the years ended December 31, 2010, 2009y and 2008, we recogmzed $1.1 nulhon $5 0 mﬂhon and
$7.5 million, respectively, of net unrealized after-tax gains, related to our available-for-sale investment securities, as
a component of accumulated other comprehenswe income, net in our audited consolidated balance sheets.

Dunng the years ended December’ 31 2010, 2009, and 2008, we recorded other than temporary impairments
(“OTTI”) of $3.6 million, $11.8 million, and $17.9 million, respectively, included as a component of g gain (loss) on
investments, net, in our audited consolidated statements of operations, related to declines in the fair value 6f certain
corporate debt securities. Additionally, during the year ended December 31,2010, we recorded OTTI of $0.3 million
on equity securities, included as a component of gain, (loss) on investments, net in our audited consohdated
statements of operations. We recorded no OTTI on equ1ty securities during the years ended December 31, 2009 and
2008. During the year ended December 31, 2010, we recorded no OTTI on collateralized loan obligations. We
recorded $1.8 million and $3.0 million of OTTI on collateralized loan obligations during. the years ended
December 31, 2009 and 2008, respectively, included as-a component of gain (loss) on investments, net in.pur
audited consolidated statements of operations. ' : .

Investment Secuﬁﬁes, Held-to-Matuﬁty

As of December 31, 2010 and 2009, the amortized cost of investment securities, held-to-maturity, was
$184.5 million and $242.1 million, respectively and consisted of commercial mortgage-backed securities rated
AAA held by CapitalSource Bank. The amortized costs and estimated fair values of the investment securities,
held-to—matunty, that CapitalSource Bank pledged as collateral as of December 31, 2010 and 2009 were as follows:

December 31,

‘ . 2010 ' 2009
" Source: ; Amortized Cost . Fair Value = Amortized Cost  Fair Value
i - ' ($ in thousands) ‘ ;
FHIB ........... R $ 21,260  $ 22431 $ 68,351 $ 70 330 .,
FRB......0oviiiiiiiiiiainennns 143,927 153,756 173,702 191,825

$165,187 . :$176,187 $242,053 $262,155
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*  Unrealized Losses on Investment Securities

" As of December 31, 2010 and 2009, the gross unrealized losses and'fair values of investment se¢uritiés that
were in unrealized loss positions were as follows:

Less Than 12 Months 12 Months or More } . = Tetal"
Gross Gross Gross..
Unrealized Unrealized Unrealized

Losses - . Fair Value ' Losses’ Fair Value - Losses Fair Value
($ in thousands) .

As of December 31, 2010
Investment Securities,

Available-for-Sale: N _ .

Agency callable notes. . ............. (1,749) 92,471 — — (1,749) 192,471
Agency MBS. ....... ... ... 00, (5,321) 252,844 S — (5,321 252,844
Non-agency MBS. ................. (835) - 20,905 (38) 78,384 (873) 29,289
U.S. Treasury and agency securities . . . . . - (478) 20,151 — — T (478) 20,151
Total Investment Securities, . - o i

Available-for-Sale . .......... v $(8,383) $386,371 $ (38) $ 8,384 $(8421)  $394,755
Total Investment Securities, o ' ' '

Held-to-Maturity(1). . ............ $ O $1354 $ — $ — $ 9D § 13524
As of December 31, 2009
Investmient Securities,

Available-for-Sale: : : ‘ S CH :
Agency callable notes. . ... ... T $(1,788) - $209,397 ~-$§ — $ 0 — o $(1,788) - - $209,397
Agencydebt .............. .. ..., s G @273) . 15,167+ - = (273) . . 15,167
Agency MBS. ............... P (462) 49,118 — — (462) 49,118
Non-agency MBS. . ................ (669). 48,868 — — (669) 48,868
Equity securities . ... .............. —_— — (336) 178 (336) 178
Corporatedebt. . .. ................ (3,608) (. — — (3,608) —
Total Investment Securities,

Available-for-Sale . .............. $(6,527)  $307,383 $(609) $15,345 $(7,136)  $322,728
Total Investment Securities, : ‘

Held-to-Maturity(1). . ............ $-(143) $ 9,99 $ — $ - $ (143) § 999

(1) Consists of commercial mortgage-backed securities rated AAA held by CapitalSource Bank.

Securities in unrealized loss positions are analyzed individually as part of our ongoing assessment of OTTI,
and we do not believe that any unrealized losses in our portfolio as of December 31, 2010 and 2009 represent an
OTTIL. The losses are primarily related to four agency callable notes and nine Agency MBS. The unrealized losses
are attributable to fluctuations in their market prices due to current market conditions and interest rate levels.
Agency securities have the highest debt rating and are backed by government-sponsored entities. As such, we
expect to recover the entire amortized cost basis of the impaired securities. We have the ability and the intention to
hold these securities until their fair values recover to cost or maturity.
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Contractual Maturities

As of December 31, 2010 the contractual maturmes of our avallable-for—sale and held—to -maturity investment
securities were as follows:

* Investment Securities, Investments Securities,
Available-for-Sale Held-to-Maturity
. Estimated Estimated
Amortized Cost Fair Value Amortized Cost Fair Value
R ; ' ‘ ($ in thousands) .

Due in one year or less. e P $ 283,728  $ 283,958 $ — $ —
Due after one year. through five. years .......... < 202,649 202,963 26,035 30,682
Due after five years through ten years(1)........ 80,797 83,113 — . —
Due after ten years(2)(3). ................... 945,634 952,877 158,438 164,756
Total ...oi i e $1,512,808 $1,522,911 $184,473 $195,438

(1) Includes Agency and Non-agency MBS, with fair values of $30.8 million and $47.2 million, respectively, and
weighted average expected maturities of approximately 2.44 years and 3.22 years, respectlvely, based on
interest rates and expected prepayment speeds as of December 31, 2010.

(2) Includes Agency and Non-agency MBS, including CMBS, with fair values of $839.4 million and $231.2 million,
respectively, and weighted average expected maturities of approximately 4.47 years and 1.58 years, respectively,
based on interest rates and expected prepayment speeds as of December 31, 2010.

(3) Includes securities with no stated maturity.

Other Investments

~ As of December 31, 2010 and 2009, our other vinvestments were as follows:

December 31,
2010 2009
; ($ in thousands)
Investments carried @t COSE .. . ... ovvii i . $33,062  $53,205
Investments carried at fa1r value R S P 222 1,392
Investments accounted for under the equlty method . ............... weewe.. 38,605 41,920

Total .......... .. . . . i e e $71,889  $96,517

During the years ended December 31, 2010, 2009 and 2008, we sold dther investments for $57.3 million,
$23.3 million and $14.3 million, respectively, recognizing net pre-tax gains of $35.3 million, a net pre-tax loss of
$2.3 million, and a net pre-tax gain of $5.9 million, respectively, included as a component of loss on investments, net
in the audited consolidated statements of operations. During the years ended December 31, 2010, 2009 and 2008,
we recorded OTTI of $2.5 million, $13.2 million and $60.0 million, respectively, relating to our investments carried
at cost, included as a component of gain (loss) on investments, net in the audited consolidated statements of
operations.

We recorded no OTTI on our MBS securities during the years ended December 31, 2010 and 2009,
respectively. During the year ended December 31, 2008, we recorded $4.1 million of OTTI as a component of
gain (loss) on residential mortgage investment portfolio in our audited consolidated statements of operations.
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.Note 7. Guarantor Information

The following represents the supplemental consohdatmg condensed financial information as of December 31,
2010 and December 31, 2009 and for the years ended December 31, 2010 2009, and 2008 of @ Cap1taISource Inc.,
which as discussed in Note 11, Borrowings, is the issuer of our 2014 Senior Secured Notes, as well as our Senior
Debentures and Subordinated Debentures, (together, the “Debentures™), (ii) CapitalSource Finance LLC (“‘Capital-
Source Finance”), which is a guarantor.of our: 2014 Senior Secured Notes and the Debentures, and (iii) our
subsidiaries that are not guarantors of the 2014 Senior Secured Notes or the Debentures. CapitalSource Finance, a
wholly owned indirect subsidiary of CapitalSource Inc., ‘has guaranteed our 2014 Senior Secured Notes and the
Senior Debentures, fully and uncondltlonally, on a senior basis and has guaranteed the Subordinated Debentures,
fully and unconditionally, on a senior subordinate basis. Separate audited consolidated financial statements of the"
guarantor are not presented, as we have determined that they would not be matenal to ihvestors. SR
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NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Consolidating Balance Sheet

December 31, 2010
CapitalSource Finance LLC
Combined Non- Combined Other Non-
' Guarantor Guarantor  Guarantor i Consolidated
CapitalSource Inc.  Subsidiaries  Subsidiaries Subsidiaries Eliminations CapitalSource Inc.
. ($ in thousands)
ASSETS

Cash and cash equivalents . ... ....... $ 94614 $ 353666 $ 252,012 $ 120,158 $ 820,450
Restric;éd cash. .................. — 39,335 85,142 4,109 — 128,586
Investment securities:

Available-for-sale, at fair value . . . . .. — 1,510,384 — 12,527 — 1,522,911

Held-to-maturity, at amortized cost . . . — 184,473 — — — 184,473

Total investment securities . ........ ‘ — 1,694,857 — 12,527 — 1,707,384
Commercial real estate “A” participation

interest,net . .................. — — — — — —
Loans:

Loans held forsale . ............. — 171,887 16,202 17,245 — 205,334

Loans held for investment .......... ‘ — 5,008,287 284,445 860,144 — 6,152,876

Less deferred loan fees and discounts. . — (79,877) (10,362)  (18,429) 2,230 (106,438)

Less allowance for loan losses. . . . . . . - — (223,553) (29,626)  (75,943) | — (329,122)

Loans held for investment, net ... ... — 4,704,857 244457 765,772 - 2,230 5,717,316

Totalloans. ................... — 4,876,744 260,659 783,017 2,230 5,922,650
Interest receivable. . . .............. — 25,780 18,174 13,439 — 57,393
Investment in subsidiaries . .......... 2,339,200 3,594 1,561,468 1,623,244 (5,527,506) —
Intercompany receivable . ........... 375,000 9 134,079 301,241  (810,329) —
Other investments. . . .............. — 52,066 13,887 5,936 — 71,889
Goodwill. . .. ................... — 173,135 — — — 173,135
Other assets. . . .......... e © 89,198 249,119 156,557 234,034  (164,988) 563,920
Total assets . .. .................. $ 2,898,012 $7,468,305 $2,481,978 $3,097,705 $(6,500,593) $ 9,445,407

: LIABILITIES AND SHAREHOLDERS’ EQUITY

Liabilities:

Deposits . ...vveii e $ 0 — 584621273 $ — 3 — 3 —  $4,621,273

Credit facilities. . ............... — 65,606 —_ 1,902 — 67,508

Termdebt . ................... 285,731 - - 693,523 — — — 979,254

Other borrowings . ...... e 523,650 412,000 440,234 — — 1,375,884

Other liabilities. . .. ........... .. 34,658 170,408 121,227 208,816  (187,563) 347,546

Intercompany payable ............ — 46,850 301,241 - 441,372 (789,463) —

Total liabilities . . . . . P « 844,039 6,009,660 862,702 652,090 (977,026) 7,391,465
Shareholders’ equity: : '

Common stock . . ............... : 3,232 921,000 — —  (921,000) 3,232

Additional paid-in capital . ... ...... - 3,911,344 74,588 679,241 2,556,428 (3,310,260) 3,911,341

(Accumulated deficit) retained ;

€AMNINGS . . .. %\ vvuenenn.... (1,870,544) 457,302 930,076 (114,898) (1,272,508) (1,870,572)
Accumulated other comprehensive

income,net. ................. 9,941 5,155 9,959 ‘4,087 (19,801) 9,941
Total CapitalSource Inc. shareholders’ '

EQUILY . ...t e 2,053,973 1,458,645 1,619,276 2445617 (5,523,569) 2,053,942
Noncontrolling interests . . ......... — — — (2) 2 —
Total shareholders’ equity. ... ... ... 2,053,973 1,458,645 1,619,276 2,445,615 (5,523,567) 2,053,942
Total liabilities and shareholders’ - ;

EqUILY . ... e ~'$ 2,898,012 $7,468,305  $2,481,978 $3,097,705 $(6,500,593) $ 9,445,407
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Consolidating Balance Sheet

December 31, 2009
CapitalSource Finance LLC
Combined Non- Combined  Other Non-
. Guarantor Guarantor  Guarantor Consolidated
CapitalSource Inc.  Subsidiaries  Subsidiaries Subsidiaries Eliminations CapitalSource Inc.
($ in thousands)
‘ ASSETS .
Cash and cash equivalents . . . ......... $ 99,103 $ 760343  § 265977 $ 45772 § — " $ LI7L,195
Restrictedcash . .. ................ — 72,754 58,250 37,464 — 168,468
Investment securities:
Available-for-sale, at fair value . ... ... —_ 902,427 663 515010 0 — 960,591
Held-to-maturity, at amortized cost.. . . . . ~ — 242,078 — — = 242,078
Total investment securities . ......... — 1,144,505 663 57,501 — 1,202,669
Commercial real estate “A” participation ‘
interest,met, .. ... ... — 530,560 — — — 530,560
Loans: )
Loans held forsale . . ............. — — 670 — —_ - 670
Loans held for investment. . . .. ...... — 5,323,957 247119 2,710,500 6) 8,281,570
Less deferred loan fees and discounts . . . —_ (77,853) (10,428) (38,154) (19,894) :(146,329)
Less allowance for loan losses . ... ... — (285,863) (76,800)  (224,033) — (586,696)
Loans held for investment, net. ....... —_ 4,960,241 159,891  2,448.313 (19,900) 7,548,545
Totalloans . .. ........... e — 4,960,241 160,561 2,448,313 (19,9000 7,549,215
Interest receivable . ... ............. — 14,143 69,548 3,956 — 87,647
Investment in subsidiaries ... ........ - 2,716,099 10,702 1,522,375 1,347,149 (5,596,325) —
Intercompany receivable .. ........... 375,000 9 133,674 319,249 (827,932) —
Other investments . . ... ............ — 66,068 14,400 16,049 — 96,517
Goodwill. . ........ ... ... ... ..., — 173,135 — — — 173,135 -
Other assets . . . . . . e 63214 - 221,990 ° 108,071 395,024 (131,305) 656,994
Assets of discontinued operations, held for ; '
sale. . .. i — el — - — 624,650 — 624,650
Total assets .. ................... $3,253416 $7,954450 - $2,333519  $5295,127 $(6,575462)  $12,261,050
LIABILITIES AND SHAREHOLDERS’ EQUITY
Liabilities: :
Deposits. .. ..., $ — $4,483879 -~ $ - — 3§ — $ 4,483,879
Credit facilities ................. 193,637 166,107 56,707 126,330 — 542,781
Termdebt. .. .....0......«..o... 282,938 1,539,915 — 1,133,683 — 2,956,536
Other borrowings . . .. ............ 561,347 200,000 442,721 — — 1,204,074
Other liabilities . .. . . e 32,328 129,604 148,568 198,951 (146,158) 363,293
Intercompany payable . ............ — 46,350 319,249 447,730 (813,829) _ —.
Liabilities of discontinued operations. . . . — — — 527,228 — 527,228
Total liabilities. ... ,......... ORI 1,070,250 6,566,355 967,251 2,433,922 959,987) 10,077,791
Shareholders’ equity: , ,
Common stock . ...:.... RN . 3,230 921,000 .. — — (921,000) - 3230
Additional paid-in capital . . ... ...... 3,909,366 (224,375) 705,847 3,082,775  (3,564,249) 3,909,364
(Accumulated deficit) retained earnings . . (1,748,791) 676,881 641,102 (235,374)  (1,082,640) (1,748,822)
Accumulated other comprehensive
income,met .. ........... ..., 19,361 14,589 19,319 13,680 (47,588) 19,361
Total CapitalSource Inc. shareholders’ , . .
eqUILY. .. i 2,183,166 1,388,095 1,366,268 2,861,081  (5,615477) 2,183,133
Noncontrolling interests . . . ... ...... — — — 124 2 126
Total shareholders’ equity. ... ....... 2,183,166 1,388,095 1,366,268 2,861,205 - (5,615,475) 2,183,259
Total liabilities and shareholders’ equity . . $ 3,253,416 $7,954450  $2,333519 §5,295,127 $(6,575462)  $12,261,050
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Consolidating Statement of Operations
For the Year Ended December 31, 2010

CapitalSource Finance LLC
Combined Non- Combined Other
. Guarantor Guarantor Non-Guarantor Consolidated
CapitalSource Inc. Subsidiaries  Subsidiaries Subsidiaries  Eliminations CapitalSource Inc.
($ in thousands)
Net interest income:
Interest income:
OGNS .\ v v - $ 40421 $420794  $ 25515  $119,376  § (29,580) $ 576,526
Investment securities . . . ... ... — 58,837 118 2,693 — 61,648
Other . ..o vv e viees — 1,455 7 5 — 1,467
Total interest income. . .. .. ... 40,421 481,086 25,640 122,074 (29,580) 639,641
Interest expense:
Deposits .. oo ree e R 60,052 — — — 60,052
Borrowings ... ..o e 101,481 30,579 28,294 63,779 (52,089) 172,044
Total interest expense . ... .... 101,481 90,631 28,294 63,779 (52,089) 232,096
Net interest (loss) income . . . ... . . (61,060) 390,455 (2,654) 58,295 22,509 407,545
Provision for loan losses. . .. ...... — 123,412 (17,517) 201,185 — 307,080
Net interest (loss) income after
provision for loan losses . ... .. .. (61,060) 267,043 14,863 (142,890) 22,509 - 100,465
Operating expenses:
Compensation and benefits ...... 1,302 50,088 70,687 — — 122,077
Professional fees . ........... iy 2,451 2,627 25,372 6,016 — 36,466
Other administrative expenses . . . . 4,560 69,713 47,677 25,709 (77,648) 70,011
Total operating expenses . . . . .. .. 8,313 122,428 143,736 31,725 (77,648) 228,554
Other (expense) income: : )
Gain on investments, net. .. ..... —_ 30,855 1,012 22,192 — 54,059
(Loss) gain on derivatives . ... ... — (2,487) 18,727 (24,384) — (8,644)
Gain on debt extinguishment . .. . . 925 — — — — 925
Net expense of real estate owned .
and other foreclosed assets. . . . . —_ (22,222) 4,219) (84,373) . — (110,814)
Other (expense) income, net. . .. .. (2,613) 34,150 50,809 25,963 (77,070) 31,239
(Loss) earnings in subsidiaries . . . . (84,787) (3,934) 145,434 105,977 (162,690) —
Total other (expense) income T (86,475) 36,362 211,763 44 875 (239,760) (33,235)
Net (loss) income from continuing , ,
operations before income taxes . . (155,848) 180,977 82,890 (129,740)  (139,603) (161,324)
Income tax (benefit) expense. . ... .. (46,594) 18,033 — 7,759 ' — - (20,802)
Net (loss) income from continuing ,
operations ................. (109,254) 162,944 82,890 (137,499)  (139,603) (140,522)
Net income from discontinued : ,
operations, net of taxes ... ..... - — — 9,489 — 9,489
Net gain from sale of discontinued
operations, net of taxes . . . ... .. — — — 21,696 — . 21,696
Net (loss) income . .. ............ (109,254) 162,944 82,890 (106,314)  (139,603) (109,337)
Net loss attributable to s ' C
noncontrolling interests ....... — — — (83) — (83)
Net (loss) income attributable to
CapitalSourceInc. .. ......... $(109,254) $162,944  $ 82890  $(106,231) - $(139,603) $(109,254)
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Consolidhting Statement of Operations
For the Year Ended December 31, 2009

' -CapitalSource Finance LL.C
Combined Non- Combined  Other Non-
: Guarantor Guarantor Guarantor Consolidated
“CapitalSource Inc. Subsidiaries Subsidiaries " Subsidiaries Eliminations CapitalSource Inc.
($ in thousands) ‘
Net interest income:

Interest income: ' ' '
Loans.......... PN +$ 19,326 $484,889 $ 59784 $275151 $(32,814) $ 806,336
Investment securities . . . .. a - . 46,868 368 13,723 — 60,959
Other................... —_ 4,390 110 151 — 4,651
Total interest income . .. . . ... 19,326 536,147 60,262 289,025  (32,814) 871,946

Interest expense:

Deposits. . ............... — 109,430 — — — 109,430
Borrowings .. ............. 118,366 49,679 132,145 144,090 (26,398) 317,882
Total interest expense . . . . . L 118,366 159,109 32,145 144,090 (26,398) 427312
Net interest (loss) income . . ... ... (99,040) 371,038 28,117 144,935 (6,416) 444,634
Provision for loan losses . .....: . L 277,570 140,640 427,776 — - 845986
Net interest (loss) income after
provision for loan losses. . . .. . .. (99,040) 99,468 (112,523)  (282,841) (6,416) (401,352)
Operating expenses: B g o Lo Co

Compensation and benefits . . . . . . 1,321 51,917 86,369 —_— — 139,607

Professional fees . . ........... %762 3,450 38,016 7,704 - 56,932

Other administrative expenses ... - .. 4,163 54,503 57,479 49,427 (84,608) 80,964

Total operating expenses. . . ... .. 3 13,246 109,870 181,864 57,131 .- (84,608) .. 277,503

Other (expense) income: . . — o

Loss on investments, net. . . . . . . . — (10,452) (2,778)  (17,494) — . (30,724)

Loss on derivatives . .......... -—_ (9,669) (1,302) (732) (1,352) - (13,055)

Gain on residential mortgage : ) ' : ‘ S
investment portfolio . . . . .. PR = — — 15,308 — - 15,308

(Loss) gain on debt ‘ ; . :
extinguishment ,........ ... (57,128) 1,617 — 14,997 —. . (40514)

Net expense of real estate owned , o » =
and other foreclosed assets .". . . —_ (8,990) 4807 (33972 - . (47,769)

Other (expense) income, net . . ... (3,138) 40,886 61,096 8,305. . (86,070 . 21,079

Loss in subsidiades . ... ....... " (706,908) (794) (15,909)  (263,983) 987,594 —

Intercompany . ............... — L — 3,558. (3,558) — —

Total other (expense) income .. . . (767,174) 12,598 39,858  (281,129) - 900,172 (95,675)°

Net (loss) income from continuing . ; , ,
operations before income taxes . . (879,460) 2,196 (254,529) - (621,101) 978,364 (774,530)
Income tax (benefit) expense . . . . .. (10,441) (8,483) 224 155,014 .. 136,314
Net (loss) income from continuing ‘ ‘ -

operations................. (869,019) 10,679 (254,753)  (776,115) 978,364 ~(910,844)
Net income from discontinued ' ’

operations, net of taxes. . . ... .. — — — 49,868 C e 49,868
Loss from sale of discontinued '

operations, net of taxes ....... — — — (8,071) — (8,071)
Net (loss) income ............. (869,019) 10,679 (254,753)  (734318) 978364  (869,047)
Net loss attributable to . ‘ :

noncontrolling interests . . . . ... — — — 28 . — S (28)
Net (loss) income attributable to , i ‘

CapitalSource Inc. ....... ... $(869,019) $ 10,679 $(254,753) $(734,290) $978,364 $(869,019)
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Consolidating Statement of Operations
-For the Year Ended December 31, 2008

CapitalSource Finance LLC
Combined Non- Combined  Other Non-
) . . Guarantor Guarantor  Guarantor Consolidated
‘CapitalSource Inc. Subsidiaries Subsidiaries Subsidiaries Eliminations CapitalSource Inc.
' ($ in thousands)
Net interest income:
Interest income: Coe W IR ,
Loans. ..........coovnn.. $ 4335 $510,592 $ 72,729 $468,799 $ (8954) $1,047,501
Investment securities ........ — 8,406 828 128,868 - 138,102
Other.................. ~. — 12,029 2879 8,958 — 23,866
Total interest income ........ 4,335 531,027 76,436 606,625 (8,954) 1,209,469
Interest expense: ; .
Deposits. . . ... .. vt e C— 76,245 — . — — 76,245
“Borrowings . ... ... ... 93,827 142,046 47,241 331,723 -+ (13,375) " 601,462
" Total interest expense .. . ... .. 93,827 218,291 47,241 331,723 (13,375) .. - 671,707
Net interest (loss) income ... .. .. . (89,492) 312,736 29,195 274902 | 4421 531,762
Provision for loan losses . ........ — 55,600 479,281 58,165 . ,— 593,046
Net interest (loss) income after : » ) , R o
provision for loan losses. ....... (89,492) 257,136 (450,086) 216,737 - 4421. (61,284)
Operating expenses: I ,

" Compensation and benefits . . . . . . 1,061 29,446 112,890 4 _ 143,401

_.Professional fees . .. .......... 3,577 5,596 34,668 . 10,728 (1,991) 52,578
.Other administrative expenses . . . 38,175 24,765 " 48480 4414 - (57213) . 58,621
Total operating expenses. . . ... .. : 42,813 59,807 196,038 15,146 (59,204) 254,600

Other (expense) income: : \ ) , o

Loss on investments, net. .. ..... e (10,492) 9,147)  (53,716) 214) (73,569)
(Loss) gain on derivatives. ... ... B — (7,449) 36,829 (66,179) (4,283) (41,082)
Loss on residential mortgage » ‘ : '

investment portfolio . . ....... _ — —_ —  (102,779) — (102,779)
(Loss) gain on debt ' . L N '

extinguishment . ........... (28,296) 4,160 29,854 53,138 — © 58,856
Net expense of real estate owned o ‘

_and other foreclosed assets . . .. — — 14,970y (4,780) — (19,750)
Other (expense) income, net. . . . . ., (1,372) 12,856 92,020 1,837 (69,847) . 35,494
(Loss) earnings in subsidiaries. . . . (47,939) — 96,776  (288,141) 239,304 - —
Intercompany . .............. — (83,213) 137,126 (53,913) _— —
Total other (expense) income . . . . (77,607) (84,138) 368,488  (514,533) 164,960 (142,830)

Net (loss) income from continuing - - : : o ‘
operations before income taxes ..~ (209,912) 113,191 (277,636) (312,942) 228,585 (458,714)
Income tax expense (benefit) . . .. .. 9,977 16,417 —  (216977) —  (190,583)
Net {loss) income from continuing o S
operations. . ..............." (219,889) 96,774 (277,636)  (95,965) - 228,585 (268,131)
Net income from discontinued _ ' _ '
operations, net of taxes. ....... — — — 49,350 — 49,350
Gain from sale of discontinued
‘operations, net of taxes. .. ..... — : — — 104 e 104
Net (loss) income ............. (219,889) 96,774 (277,636)  (46,511) 228,585 (218,677)
Net income attributable to ) : : P
noncontrolling interests ....... — 4 — 1,428 6) 1,426
Net (loss) income attributable to : , ‘ o
CapitalSource Inc. .......... $(219,889) $ 96,770 $(277,636) $ (47,939) $228,591. $ (220,103)
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Consolidating Statement of Cash Flows

‘For the Year Ended December 31, 2010

CapitalSource Finance LLC
Combined Non- Combined  Other Non-
: Guarantor Guarantor  Guarantor Consolidated
CapitalSource Inc.  Subsidiaries  Subsidiaries Subsidiaries Eliminations CapitalSource Inc.
($ in thousands)
Operating activities:
Net (1088) INCOME. . . . . o oo v iv e nene e $(109,254) $162944 $ 82,890 $ (106,314) $(139,603) = $ (109,337)
Adjustments to reconcile net (loss) income to net cash - . . ) \ )
provided by (used in) operating activities:
Stock optiop expense . . ... ... i — 1,559 3,193 — — 4,752
Restricted stock expense . ... .. e es s — 1458 8,125 — — 9,583
Gain on extinguishment of debt . .............. SR (925) — — — — .(925)
Amortization of deferred loan fees and discounts. . . . .. ... — (67,865) 2,582 (11,527) — (76,810)
Paid-in-kind interest on loans. . . ......... ... ... — (5,150) 1,540 4,097 — 487
Provision for 10an 10SS€S . . .. vt v i — 123,411 (17,517), 201,186 — -307,080
-Provision for unfunded commitments ... . ... ... e — (442) — — — . (442)
Amortization of deferred financing fees and discounts . : ... . . 28,010 8,492 (982) 15,406 — 50,926
Depreciation and amiortization . . .. ... .o, : — (9,760) 3,847 3,738 — (2,175)
(Benefit) prov1s10n for deferred income taxes . . ......... - (31,023) . (220) 35,586 — 4343
Non-cash gain on investments, net. .. .. . oo\ e it —_ (27,799) (1,337) (12,534) — (41,670)
Non-cash loss on foreclosed assets and other property and : : :
equipment disposals. . . ... ... — 17,843 5,751 46,486 — 70,080
Gain on assets acquired through business combination. . . . . . — (3,724) — T — (3,724)
" ‘Gain'on deconsolidation of 2006-ATrust. . . . ... .5 i —_ - -— (16,723) — ©(16,723)
Unreallzed (gain) loss on derivatives and forexgn currenmes, : co
D T S I — 2,753) (27,118) 24315 - —_ .-(5,556)
Accretlon of discount on commerclal real estate “A” ) , ) . . L
participation interest . ............ ... ... e = (9,548) — - — (9,548)
(Increase) decrease in interest receivable . . . . . . L = (10,837 51,391 " (9,358) — 31,196
(Increase) decrease in loans held for sale, net . . . ... ... .. —_ 1,771) 1,754 9,395 — 9,378
Increase in intercompany receivable. . . ... ......... .. — — (405) 18,008  (17,603) -
(Increase) decrease in otherassets. . .. .............. (22,664) (19,525) (29,181) 137,020 ~ 33,660 99,310
(Decrease) increase in other liabilities ... .,........... (113) 36,248 (28,208) 13,829 - (41,405) (19,649)
Net transfers with subsidiaries . . .. .......... ... ... 378,909 (77,770) 121,944 (585,775) 162,692 ‘ —
Cash provided by (used in) operating activities . . . ... .... 273,963 83,988 178,049 (233,165) (2,259) 300,576
Investing activities: .
Decrease (1ncrease) inrestricted cash. . .. ...vuunn... _— 33419 (26,892) . 47,129 — 53,656
Decrease in commercial real estate “A” participation interest. . — 540,108 — — ©o— - 540,108
Assets acquired through business conibination, net of cash- - ; : ‘ )
acquired. . ... e — (98,800) —_ — — (98,800)
.- Cash received from 2006-A Trust delegation and sale c )
fAnsaction . . .., v vttt [ . — —_ —_ 7000 — . -1,000
Decrease (increase) in loans,net. . .. .. ..o oo e ol ‘ — 114,091 (89,397) 1,343,308 (22,107) :1,345,895
Cash received for real estate . . .. ......... e e — = . — 339,643 — - 339,643
Acquisition of marketable securities, avaxlable for sale, net . . . = (558,399) — — _— (558,399)
Reduction of marketable securities, held to maturity, net . . . . - 75,643 — — — 75,643
(Acquisition) reduction of other investinents, net . . . . ... .. L= (5,489) 2,391 88,586 Cle— 85,488
(Acquisition) disposal of property and equipment, net . . . . ... — (1,626) (5,833) ... 859  — ... (6,600)
Cash provided by (used in) mvestmg activities: . . ...i ... - 98,947.  (119,731) ..1,826,525 (22,107 1,783,634
Financing activities: e ) :
Payment of deferred financing fees . .. . ... ........0; (18,082) (1,099) - 2 ©(2,789) o (21,968)
Deposits accepted, net of repayments . . . .. ........... — 137,699 — — — .- 137,699
Increase (decrease) in intercompany payable ............ — —_ (18,008) ~  (6,358) 24,366 . —
Repayments on credit facilities, nét . .. ... .......... (193,637) (91,656) (54,199)  (124,428) —_— . (463,920)
Borrowings of termdebt . . ....... .. . L — — — 14,784 (i 14,784
Repayments and extinguishment of termdebt . . . ... ... .. — (846,556) —  (1,142,036) — (1,988,592)
(Repayments of) borrowings under other borrowings. . . .. .. (47,227) 212,000 (78)  (263,972) L — 99,277)
Proceeds from exercise of options . . . . .............. 1,080 — — — — 1,080
Repurchase of common stock . ., ... ... L i L : (7,635) — — —_— — (7,635)
Payment of dividends . .. ... ... ottt (12,951) — — — — (12,951)
Cash (used in) provided by finaricing activities . . . . ... .. . (278,452) (589,612) (72,283)  (1,524,799) 24,366 - '(2,440,780)
(Decrease) increase in cash and cash equivalents .. ... ... .. (4,489) (406,677) (13,965) 68,561 s " (356,570)
Cash and cash equivalents as of beginning of year ......... 99,103 760,343 265,977 51,597 L 1,177,020
Cash-and cash equivalents as of end of year . . .. ......... $ 94,614 $353,666 $252012 $§ 120,158 § — . § 820,450
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Consolidating Statement of Cash Flows
For the Year Ended December 31, 2009

CapitalSource Finance LL.C
Combined Non- Combined  Other Non-
. Guarantor Guarantor  Guarantor Consolidated
CapitalSource Inc.  Subsidiaries  Subsidiaries Subsidiaries Eliminations CapitalSource Inc.
. ($ in thousands)
Operating activities: -
Net (10SS) ICOME. « o'y v v viv cfe v v vt i e ne e o $(869,019) - § 10,679 $(254,753) $ (734,318) $978364 § (869,047)
Adjustments to reconcile net (loss) income to net cash
provided by (used in) operating activities:
Stock option expense. . . . .. ... i e o 1,103 4,795 — - 5,808
" Restricted stock expense. . . ... ... i ot — 3,491 21,506 — — 24,997
Loss (gain) on extinguishment of debt . . .. .. .. ... 57,128 (1,617) — (14,901) — 40,610
Amortization of deferred Toan fees and discounts . ... . —_ (17,244)  (34478) (25,812) - (77,534)
Paid-in-kind interest on loans. . . . . . e . — (13,838) 358 804 — '(12,676)
Provision for loan losses. . ... ..... . ...... I — 278,042 140,640 427,304 — + 845,986
Provision for unfunded commitments . . ' . ... ... 3,704 — — — 3,704
Amortization of deferred’ ﬁnancmg fees and dlscounts 32,214 14,926 418 15,980 — 163,538
Depreciation and amortization . .. ... ........... — 9,107) 3,691 37,117 — 31,701
Provision (benefit) for deferred income taxes . . ... ... 6,879 (21,924) 7 82,435 — 67,397
Non-cash loss on investments,net. ... ........... — 18,825 2,847 10,093 — 31,765
Non-cash loss on foreclosed assets and, other property and
" equipment disposals. . . ... ... — 4,391 4,637 37,7190 —_ 46,818
Unrealized loss on derivatives and foreign currencies,
T A — 7,459 17 9,245 — 16,721
Unrealized gain on residential mortgage investment :
portfolio,met . . . ... ... .. — —_ — (66,676) — (66,676)
- Net decrease in mortgage-backed securities pledged, .
trading. . .......... T e i —_— — — 1485144 — 1,485,144
Accretion of discount on commercial real estate “A”
participation interest. . . . . ... ... — (29,781) — — f— 29,781)
Decrease (increase) in interest receivable. . . .. ... ... — 10,068 (59,199) 30,818 - (18,313)
Decrease in loans held for sale,net . . ........ S — 3,606 17,330 — — 20,936
(Increase) decrease in intercompany recexvable ....... (300,000) — 52,091 (55,249) 303,158 —
(Increase) decrease.in other assets. . ... . ... ... R (18,072) (118,624) 141,378 505,731 - (51,830) 458,583
(Decrease) increase in other liabilities . ... ........ (30,886) (93,649) 95,957 (208,864) 38,367 (199,075)
Net transfers with subsidiaries . ....... R 1,722,522 (304,190) 127,067 (557,570) (987,829) —
Cash provided by (used in) operating activities . . . . . .. 600,766 (253,680) 264,309 979,071 280,230 1,870,696
Investing activities: o
(Increase) decrease in restricted cash . ... ............ — (37,059) 23,087 251,113 — 237,141
Decrease in mortgage-related receivables,net . . ... .. .. .. — —_ — 1,754,555 — 1,754,555
Dectease in commercial real estate “A” participation interest. . . — 895,832 - — — 895,832
Decrease (increase) in loans, net. . . ................ —_— 741435  (221,987) (66, 237) 8,825 462,036
Cash received forreal estate . . .. ......cooounu — — — 292,837 — 292,837
Acquisition of marketable securities, avallable-for-sale net. . . — (241,018) - — — (241,018)
Acquisition of marketable securities, held-to-maturity, net . . . . — (213,048) — — — (213,048)
Reduction of other investments, net ... . ... .......... — 5,055 2,835 11,722 - 19,612
(Acquisition) disposal of property and equ1pment net..... — (12,656) (7,867) 1,986 — (18,537)
Cash provided by (used in) investing activities . ........ — 1,138,541 - - (203,932) 2,245,976 8,825 3,189,410
Financing activities: : :
Payment of deferred financing fees . . ... ............ (32,556) (641) 17 (12,553) — 45,573y
Deposits accepted, net of repayments. . . ... .........0 — (560,497) — — (560,497)
Increase in intercompany payable . ... .............. —_ —_ 196,332 92,723 (289,055) —
Repayments under repurchase agreements, net- . .. ....... — —_ —  (1,595,750) ‘ (1,595,750)
(Repayments of) borrowings on cxedlt facilities, net ... (696,363) (294,946) (29,701) 110,729 — (910,281)
Borrowings of termdebt . . ... L. L. L 281,898 6,000 - 38,551 — 326,449
Repayments and extinguishment of termdebt . . .. .. ... .. — (704,688) —  (1,994,230) — (2,698,918)
(Repayments of) borrowings under other borrowings. . .. .. . . (118,503) 200,000 (74) 117,648 —_ 199,071
Proceeds from issuance of common stock, net of offering
0SS . v v e e e 77,105 — — —_ — 77,105
Repurchase of commonstock . ................... (800) — — — — - (800)
Payment of dividends . ... ..................... (12,455) — — — — (12,455)
Cash (used in) provided by financing activities . . . .. ... .. (501,674) (1,354,772) 166,734  (3,242,882)  (289,055) (5,221,649)
Increase (decrease) in cash and cash equivalents. .. ...... .. 99,092 469,911) 227,111 (17,835) — 7 (161,543)
Cash and cash equivalents as of beginning of year . ........ 11 1,230,254 38,866 69,432 — 1,338,563
Cash and cash equivalents as of end of year . .. .......... $ 99,103 $ 760,343 $265977 $ 51,597 $ - $ 1,177,020
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Consolidating Statement of :Cash Flows
For the Year Ended December: 31, 2008

CapitalSource Finance LLC
Combined Non- Combined Other Non-
Guarantor ~ Guarantor  Guarantor ’ Consolidated
* CapitalSource Iic.  ‘Subsidiaries  Subsidiaries Subsidiaries Eliminations CapitalSource Inc,
($ in thousands)
Operating activities: ) C
Net (loss) income: . . . . e Ve e $(219,889) $ 96,774 $(277,636) § (46,511) $ 228,585 - § (218,677)
Ad]ustments to reconcile net income to net cash (used 1n) g Lo
provided by operating activities: ‘
Stock option.expense. . . . . ... ... FN — 53 966 — —_ 1,019
Restricted stock expense. . ... ............ — 3,385 39,190 —_ —_ 42,575
Loss (gain) on extinguishment of debt .. ... ... 28,296 - (4,160) (29,854) (53,138) - — . (58,856)
Amortization of deferred loan fees and discounts . vy — (38,544) .. (33,738) -  (18,685). .. .. — »+(90,967)
Paid-in-kind interest on loans. . . .. . ..... ... ... - 7,887 5,27 2,680 .= - 15852
Provision for loan 10sses: . . .. .. .., ........ .,‘. : —_ 55,600 479,281 58,165 ... . — --593,046
Amortization of deferred financing fees and discounts . . . 55,216 28,059 2,600 L 32,265 — 118,140
‘Depreciation and amortization .. . . . ... ... ... e — 2,717 23,639 ..33,101 — 39,457
Provision (benefit) for deferred income taxes . . . . . . . 3,689 (34,096) (3,071) ~ (118,973). - (152,451)
. 'Non-cash loss (gain) on investments, net . . . ........ ‘ — 55,542 26,789 @8y . — 82,250
~ Impairment of Parent Company goodwill. . . . ..... .. — — - 5,344 — — 534
Non-cash loss on foreclosed assets and other property and )
equipment disposals. . .................... — — 17,202 — — 17,202
Unrealized loss on derivatives and foreign currencies; ’ : ! R
DB . oo e e e e —_— 26,202 - 3,632 11,259 — 41,093
Unrealized loss on residential mortgage investment
portfolio, met . . . . ..., ... e —_— —_—" — 50,085 — 50,085
:Net decrease in mortgage-backed securities pledged, . ST
trading. . ... ... L — — 2,559,389 — 2,559,389
Amortization of discount on residential mortgage ’
INVESIMENtS . . . . i — —  m = (8619) - - - 48,619)
Accretion of discount on commercial real estate “A” - 2 o
participation interest. . ..., ... awii. ...y S — 23,777) - — — o (23,777)
(Increase) decrease in interest recelvable e — (18,849) 20,600 . 32,232 c— - 33983
Decrease in loans held for sale, net . . w5 ... .. — 52,788 10,470. 206,725 — 269,983
Decrease (1ncrease) in intercompany recel,vable ...... e — . = 100,336 (56,194) . . (44,142) -
. Increase in othier assets . ... ... .... .. ..., .. R (4,627) (40,242) (90,391) - (509,843) 161,979 (483,124)
Increase (decrease) in other Liabilities. . . ... ... PR 19,864 - 168,221 (28,783) 128,004 - (163,363).. 123,943
Net transfers with subsxdlanes e e s (564,742) - 462,131 48,010 293,380 (238,779) —
Cash (used in) prov1ded by operating actlvmes .......... ) (682,193) 799,691 299,862  2,595250  (55,720) 2,956,890 . .
Investing activities: ) o .
Decrease (increase) in restricted cashr. . . . . e —_ 45,087 87,591 (38,258) — 94,420
Decrease in mortgage-related receivables, net . . . .. ... ... — — — 214,298 — 214,298
Decrease in commercial real estate “A” partlclpatlon mterest 2 — 447,804 - = : — — ‘447,804
Acquisition of CS Advisors CLOTE .. .. .+ .. :.....%." - — — — (18,619) — (18,619)
(Increase) decrease in loans, met . . . . .. ............. — (1,768;175)  (316,348) - 2,010,447 - 11,027 (63,049)
Cash paid forreal estate. . . .. ................... — —_ —_ _(10,121‘) Ce— ~(10,121)
Acquisition of marketable securities, available- for sale, net . —_ (639,116) : —_ (639,116)
Acquisition of other investments, net . . ... J. ... ... .. e (43,269) (514) (5 173) — '(48,956)
Net cash acquired in FIL transaction . . .......... SPSRET — 3,187,037 — - — < 3,187,037
Acqu1s1t10n of property and equipment, net .. ... .. .. ... — ) (1,644) (3,373) (577) — o (5,59
‘Cash prov1ded by (used in) mvestmg actlvmes .......... — 1,227,724  (232,644) 2,151,997 11,027 3,158,104
Financing activities: : : e
Payment of deferred financing fees .. ... ... .. ... s 42,1100 - (20,754) 273 (13,340) — (75,931)
Deposits accepted net of repayments . . . ... ... ... ... — (126,773) — — C (126,773)
(Decrease) increase in intercompany-payable . .. .. ... ... — — (84,889) - 40,747 - 44,142 e
Repayments under repurchase agreements, net ... . . . ..: N — (12,673) s, (2,301,604) —  .(2,314.277)
Borrowings on (repayments of) credit facilities, net . . ., ... 409,763 (456,591) 100,712 (966,160) — -(912,276)
Borrowings of termdebt .. ... .. ... .. ..., Ceeie — — — 56,108 — 56,108
Repayments and extinguishment of termdebt . . .. .. ... ., - . (331,881) -—  (1,477,390) 551 (1,808,720)
Repayments of other borrowings. . . ... ............. — — .. (63453) " (10,724) — (74,177)
Proceeds from issuance of common stock, net of offering o o ) )

COSES « o v e e e 601,755 — — —_ — 601,755
Proceeds from exercise of options . . . .. ............. 362 — — — —_ ) 362
Tax expense on share based payments . .......... Vo — — — (10,641) -~ 7 (10,641)
Paymentof dividends .. . . ... ... . (287,566) — — (2,994) — (290,560}
Cash provided by (used in) financing activities .. . . . . . . . . 682,204 (948,672)  (47,357). .(4,685,998) . . 44,693 « - - (4,955,130) :

Increase in cash and cash equivalents © .. ... . ... ... ) 11 1,078,743 19,861 61,249 Y= 1,159,864
Cash and cash equivalents as of beginning of year . .. ....... - — 151,511 19,005 8,183 — -178,699
Cash and cash equivalents as of end of year . .. .......... $ 11 $1,230254 § 38866 $ 69,432 § —  $1,338,563
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Note 8. Property and Equipment

We own property and equipment for use in our operations. As of December 31, 2010 and 2009, property and
equipment included in other assets on our audited consolidated balance sheets consisted of the following:

December 31,

2010 2009
; ($ in thousands)
Land . ... e $ 125 $ 125
Buildings .. ........................ e e 465 . 465
Equipment . . . ... e e e e e e 19,060 19,410
Computer SOfEWare . . .. ... ot e 5,178 4,977
Fumiture ... ..o e e 6,294 7,066
Leasehold improvements. . . . . T 25,076 25,702
Accumulated depreciation and amortization. ... ......................- (26,476)  (25,898)
Total ......... e e e $29,722 $ 31,847

Depreciation of property and equipment totaled $11.0 million, $10.7 million and $6.9 million for the years
ended December 31, 2010, 2009 and 2008, respectively. -

Note 9. .. Deposits

As of December 31, 2010 and 2009, CapitalSource Bank had $4.6 billion and $4.5 billion, respectlvely, in
deposits insured up to the maximum limit by the FDIC. In 2010, the United States Congress permanently increased
the deposit insurance level from $100,000 to $250,000. As of December 31, 2010 and 2009, CapitalSource Bank
had $1.7 billion and $1.5 billion, respectively, of certificates of deposit in the amount of $100,000 or more. As of
December 31, 2010 and 2009, CapitalSource Bank had $266.7 million and $199.7 million, respectively, of
certificates of deposit in the amount of $250,000 or more.

As of December 31,2010 and 2009,‘th,e' weighted a{lerage_ interest rates for savings and money market deposit
accounts were 0.83% and 1.06%, respectively, and for certificates of deposit were 1.27% and 1.68%, respectively.

The weighted average interest rates for all deposits as of December 31, 2010 and 2009 were 1.18% and 1.56%,
respectlvely :

As of December 31, 2010 and 2009, deposits at CapitalSource Bank were as follows:

December 31,
2010 2009
.($ in thousands)

Interest-bearing deposits: ‘ - :
Money market . .......... e PR O G $ 236,811 - $ 258,283

Savings. ........ e e e R 694,157 599,084
Certificates of deposit .. ... ...ttt 3,690,305 3,626,512
Total interest-bearing deposits .........: e $4,621,273 - $4,483,879
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As of December 31, 2010, certificates of deposit at CapitalSource Bank detailed by maturity were as follows:

Weighted
Amount Average Rate
($ in thousands)
Maturing by:
December 31, 2011 .. ..o it e e $2,903,824 1.16%
December 31,2012 ... ..o it e 689,031 1.54
December 31, 2013 .. ... .. i e e e 34,941 2.13
December 31, 2014 . . .. .. i e e e 31,386 2.87
December 31,2015 ............... O P 31,123 2.66
Total. ..o e e e 83,690,305 1.27

For the years ended December 31, 2010, 2009 and 2008, interest expense on deposits was as follows:

Year Ended December 31,
2010 2009 2008
($ in thousands)
Savings and money market. . ........... T $ 8291 $ 11,014 $ 7,887
Certificates of deposit .. ....... ..ot iiininnnn. 51,994 98,309 67,498
Brokered certificates of deposit ........... ... .o it — 456 1,137
Fees for early withdrawal. . . .. ...... ... ... ... . ... . ... (233) (349) “(277)
- Total interest expense on deposits. . ... .............. Lo... $60,052 0 $109.430 $76,245

Noté 10. Variable Interest Entities
Troubled Debt Restructurings

On January 1, 2010, we adopted new accounting guidance surrounding the consolidation of variable interest
entities. The new guidance removes the exemption for TDRs as events that may require the reconsideration of
whether or not an entity is a variable interest entity. As a result, certain of our TDRs, both those preceding and
following the adoption date, were determined to qualify as events requiring the reconsideration of our borrowers as
variable interest entities. Through reconsideration, we determined that certain of our borrowers involved in TDRs
did not hold sufficient equity at risk to finance their activities without subordinated financial support and, as a result,
we have concluded that these borrowers were variable interest entities upon the adoption of the new guidance.

However, we also determined that we should not consolidate these borrowers because we do not have a
controlling financial interest. The equity investors of these borrowers have the power to direct the activities that will
have the most significant impact on the economics of these borrowers. These equity investors’ interests also provide
them with rights to receive benefits in the borrowers that could potentially be significant. As a result, we have
determined that the equity investors continue to have a controlling financial interest in the borrowers subsequent to
the restructuring. '

Our interests in borrowers qualifying as variable interest entities were $493.7 million as of December 31, 2010
and are included in loans held for investment in our audited consolidated balance sheet. For certain of these
borrowers, we may have obligations to fund additional amounts through either unfunded commitments or letters of
credit issued to or on behalf of these borrowers. Consequently, our maximum exposure to loss as a result of our
involvement with these entities was $610.6 million as of December 31, 2010.

Term Debt Securitizations

In conjunction with our commercial term debt securitizations, we established and contributed loans to separate
single purpose entities (collectively, referred to as the “Issuers™). The Issuers are structured to be legally isolated,
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bankruptcy remote entities. The Issuers issued notes and certificates that are collateralized by the underlying assets
of the Issuers, primarily comprising contributed loans. We service the underlying loans contributed to the Issuers
and earn periodic servicing fees paid from the cash flows of the underlying loans. We have no legal obligation to
repay the outstanding notes or certificates or.contribute additional assets to the entities. As of December 31, 2010
and 2009, the total outstanding balances of these commercial term debt securitizations were $1.0 billion and
$3.7 billion, respectively. These amounts include $328.2 miltion and $1.0 billion of notes and certificates that we
held as of December 31, 2010 and 2009, respectively.

We have determined that the Issuers are variable interest entities, subject to applicable consolidation guidance
and have concluded that the entities were designed to pass along risks related to the credit performance of the
underlying loan portfolio. Except as set forth below, as a result of our power to direct the activities that most
significantly impact the credit performance of the underlying loan portfolio and our economic interests in the
Issuers, we have concluded that we are the primary beneficiary of each of the Issuers. Consequently, except as set
forth below, we report the assets and liabilities of the Issuers in our audited consolidated financial statements,
including the underlying loans and the issued notes and certificates held by third parties. As of December 31, 2010
and 2009; the carrying amounts of the consolidated liabilities related to the Issuers were $697.5 million and
$2.7 billion, respectively. These amounts include term debt recorded in our audited consolidated balance sheets and
represent obligations for which there is no recourse to us. As of December 31, 2010 and 2009, the carrying amounts
of the consolidated assets related to the Issuers were $901.9 miilion and $3.1 billion, respectively. These amounts
include loans held for investment, net recorded in our audited consolidated balance sheets and relate to assets that
can only be used to settle obligations of the Issuers.

During the third quarter of 2010, we delegated certain of our collateral management and special servicing
rights in the 2006-A Trust and sold our equity interest and certain notes issued by the 2006-A Trust for $7.0 million.
As a result of the transaction, we determined that we no longer had the power to direct the activities that most
significantly impact the economic performance of the 2006-A Trust. In making this determination, we assessed the
character and significance of the servicing and collateral management fees paid to the delegate and concluded that
such fees represented an implicit variable interest in the 2006-A Trust. This assessment involved significant
judgment surrounding the credit performance and timing of cash flows of the underlying assets of the 2006-A Trust,
including the performance of additional assets to be purchased by the 2006-A Trust, pursuant to the terms of the
indenture. In October 2010, we assigned our special servicing rights so that we are no longer the named special
servicer of the 2006-A Trust.

As a result of the determination above, we concluded that we were no longer the primary beneficiary and
deconsolidated the 2006-A Trust. We also concluded that the deconsolidation of the 2006-A Trust qualified as a
financial asset transfer and that the transaction resulted in-our surrendering control over the financial assets held by
the 2006-A Trust. This resulted in the removal of carrying amounts of $801.9 million of loans, $55.7 million of
restricted cash and $891.3 million of term debt from our consolidated balance sheet and the recognition of a gain of
$16.7 million, recorded in other income; net inour consolidated statements of income for the three months ended
September 30, 2010. As of December 31, 2010, the fair value of beneficial interests in the 2006-A Trust that we had
repurchased in the market subsequent to the initial securitization was $12.2 million and were classified as
investment securities, available for sale in our consolidated balance sheets. During the six months ended
December 31, 2010, there were no realized or unrealized gains or losses recorded to this interest from the date
of deconsolidation. We have no additional funding commitments or other obligations related to these interests.
Except for a guarantee provided to a swap countefparty of the 2006-A Trust, we have not provided any additional
financial support to the 2006-A Trust during the year ended December 31, 2010. This swap had a fair value of
$15.1 million as of December 31, 2010. The interests in the Trust and the swap guarantee comprise our maximum
exposure to loss related to the 2006-A Trust,
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Note 11. Borrowings

‘As of December 31, 2010 and 2009, the composition of our outstanding borrowings from continuing and
discontinued operations was as follows:

December 31,
2010 - 2009
($ in thousands)

Outstanding borrowings from continuing operations:k

Credit facilities ........... P SRR Lol $ 67,508 0§ 542,781
Termdebt(l) .......... ... . ... O S S 979,254 . 2,956,536
Other borrowings: S S
"~ Convertible debt, net(2) ............... A T LN ©523,650 561,347
Subordinated debt. . . ... ..., 437286 - 439,701
" FHLB SF borrowings . . . .............. L © 412,000 200,000
Notes payable. ... ............. e .. 2,948 3,026
Total other borrowings ... .........c,v.ouus., et e e e s ‘. . 1,375,884 1,204,074
Total outstanding borrowings from continuing operations . .. ... Loy 2,422,646 4,703,391
‘Outstanding borrowings from discontinued operatlons '
Mortgage debt(3) ... ....... ... .. P o — 447,683
Notes payable . ...........ccviiinenennnnn.. e — 20,000
Total outstanding borrowings from discontinued operations . . .. ... . . . — - 467,683

" Total BOrrowings : . ..o v i T SO $2,422.646 $5,171,074-

(1) Amounts presented are net of debt discounts of $14. 4 million and $17 4 mllhon as of December 31 2010 and
2009 respectively.

(2) Amounts presented are net of debt discounts of $6.9 million and $18 7 million as of December 31, 2010 and
2009, respectively.

(3) In June 2010,-all mortgage debt was assumed. or repald upon the sale of the related propertles to Omega

Credit Facilities

We have utilized secured credit facilities to finance our commercial loans and for general corporate purposes.
Our committed credit facility capacities were $167.5 million and $691.3 million as of December 31, 2010 and 2009,
respectively. As of December 31, 2010, interest on our credit facility borrowings is charged at variable rates that
may be based on one or more of one-month LIBOR, one-month EURIBOR, and/or an applicable commercial paper
(“CP™) rate. As of December 31, 2010 and 2009, total: undrawn capacities' under our credit facilities were
$100.0 million and $148.5 million, respectively, which were limited by issued and outstandmg letters of credit
totaling $21.0 million and $55.7 million, respectively.

In February 2010, to avoid potential events of default, we amended the covenant for the minimum ta'ngible net
worth in our syndicated bank credit facility and our CS Funding I1I, CS Funding VII and CS Europe credit facilities
to require that our tangible net worth be no less than $1.7 billion, plus 70% of net proceeds from the issuance of
capital stock and/or conversion of debt after the amendment date. In addition, we modified the maturity date on our
syndicated bank credit facility from March 31, 2012 to December 31, 2011 and agreed to reduce the aggregate
commitment amount on the facility to $200.0 million as of April 30, 2010, to'$185.0 million by January 31, 2011
and thereafter by an additional $15.0 million per month, unless otherwise reduced by the receipt of collateral
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proceeds. In May 2010, we modified the maturity date on our CS Europe credit facility from May 28, 2010 to May 6,
2011. During the first quarter of 2011, weterminated all of the credit facilities with the exception of our syndicated
bank facility, which had an aggregate commitment of $100.0 million and no outstanding balance as of December 31,
2010.

Décember 31,2010 December 31, 2009 December 31, 2010
Aggregate Aggregate s
Outstanding Outstanding
Committed Principal ~ Collateral Committed . Principal - Collateral Interest Stated
Capacity Outstanding Balance(1)  Capacity Outstandmg Balance(1) Rate(2) Maturity Date
(§ in thousands) _ .
Credit Facilities: e )
CS Funding IIT . . . . . .. $ 1626 §$ 1,626 $ 81,236 $ 41,287 § 41,287 § 119,354 LIBOR + 4.00% May 29, 2012
CS Funding VIL. . . . . .. 1,902 1,902 145,739 200,162 126,330 237,742 CP + 4.00% April 17, 2012
CS Europe(3) . ... ..... 63,980 63,980 261813 124820 124,820 314,870 EURIBOR + 4.00%(4) May 6, 2011
CShe(5).......... 100,000 — 1,784,565 325,000 250,344 1,872,627 LIBOR + 6.50%(6) December 31, 2011

Total credit facilities .. . . $167,508 $67,508 $2,273,353 $691,260 $542,781  $2,544,593

(1) Represents the outstanding balances of assets that were plédged as colléteral to these credit facilities,‘including‘
$1.0 billion and $1.4 billion, as of December 31, 2010 and 2009, respectively, of loans.

(2) AsofDecember 31, 2010, the one- month LIBOR was 0. 26% the one-month EURIBOR was 0.78%; and the CP
rate for CS Funding VII was 0,26%.

(3) Asof December 31, 2010, CS Europe was a €47.8 million multi-currency facility with principal outstanding in
Euro and British Pound Sterhng (“GBP”). The amounts presented were translated into USD using the
“applicable spot rates as of December 31, 2010.

€] Borrowmgs in Euro or GBP are at EURIBOR or GBP LIBOR +4.00%, respectrvely, and borrowmgs inUSD are
at LIBOR + 4.00%.

(5) Our syndicated bank credit facility requires that we reduce the aggregate commitments to zero by December 31,
2011 unless otherwise reduced by the receipt of collateral proceeds prior to this date. Our 12.75% First Priority
Senior Secured Notes due in July 2014 (the “2014 Senior Secured Notes™) share in the collateral securing this
facility. The Aggregate Collateral Balance comprises loan assets and other assets that qualify as Available
Assets as defined under the credit agreement. :

(6) LIBOR + 6.50% or at an alternative base rate, which is the greater of the prime rate for USD borrowings or the
Federal Funds Rate + 0.50%, or for forergn currency borrowings, at the prevarhng EURIBOR rate + 6.50% or
GBP LIBOR + 6.50%.

Term Debt

In conjunction with each of our commercial term debt securitizations, we established and contributed
commercial loans to separate Issuers. The Issuers are structured to be legally isolated, bankruptcy remote entities.
The Issuers issued notes and certificates that are collateralized by the underlying assets of the Issuers, primarily
comprising contributed loans.

We continue to service the underlying commercial loans contributed to the Issuers and earn periodic servicing
fees paid from the cash flows of the underlying commercial loans. We have no legal obligation to repay the -
outstanding notes or certificates or contribute additional assets to the entity.

In February 2010, to avoid a potential event of default, we amended our 2007-A term debt securitization to
require that our tangible net worth be no less than $1.7 billion, plus 70% of net proceeds from the issuance of capital
stock and/or conversion of debt after the amendment. During the first quarter of 2011, this term debt securitization
was terminated.
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In July 2010, we deconsolidated the 2006-A Trust, which resulted in the removal of all of its assets and
liabilities, including $891.3 million of term debt, from our audited consolidated balance sheet as of December 31,
2010. For additional information on the deconsolidation of the 2006-A Trust, see Note 10, Variable Interest Entities.

Our outstanding term debt transactions in the form of asset securitizations held by third parties as of

December 31, 2010 and 2009, were as follows:

Outstanding Third Party Held
Debt Balance as of

Amounts December 31, Interest Rate Original Expected
Issued 2010 2009 Spread(1) © Maturity Date
) ($ in thousands)
2006-1
Class A.............. $567,134 $ — $46,701 0.12% April 20, 2010
ClassB.............. 27,379 —_ 12,637 0.25% June 21, 2010
ClassC.............. 68,447 26,132 31,592 0.55% September 20, 2010
ClassD.............. 52,803 24,371 24,372 1.30% December 20, 2010
Class E(2) . ........ L 31,290 — — 2.50% June 20, 2011
ClassF(2) ............ 35202 — — N/A N/A
782,255 50,503 115,302
2006-2 »
Class A-1 ............ 300,000 27,036 175,556 0.24% May 20, 2013
Class A2 ............ 550,000 . _— 260,667 0.21% September 20, 2012
Class A-3 ............ 147,500 62,859 147,500 0.33% May 20, 2013
ClassB.............. 71,250 71,250 71,250 0.38% June 20, 2013
ClassC3)............ 157,500 151,500 151,500 0.68% June 20, 2013
ClassD@3)............ - 101,250 98,000 98,000 1.52% June 20, 2013
ClassE@)......... . 56,250 20,000 20,000 2.50% June 20, 2013
Class F(2)".'. e 116,250 — — N/A N/A
1,500,000 430,645 924,473
2006-A , ;
Class A-1A .......:.. 70,375 — 62,865 0.26% January 20, 2037
Class A-R(5) . ......... 200,000 — 130,160 0.27% January 20, 2037
Class A2A . .......... 500,000 — 424,640 0.25% January 20, 2037
Class A-2B ........... 125,000 — 125,000 0.31% January 20, 2037
ClassB.............. - 82,875 —_ 57,875 0.39% January 20, 2037
Class C......... .. 62,400 — 32,400 0.65% January 20, 2037
ClassD..... e . 30,225 — 30,225 0.75% January 20, 2037
ClassE.............. 30,225 — 15,225 0.85% January 20, 2037
ClassF .............. 26,650 —_ 5,078 1.05% January 20, 2037
Class G........... N 33,150 — 10,172 1.25% January 20, 2037
ClassH....... e 31,200 — 31,796 1.50% January 20, 2037
ClassJ(2) ............ 47,450 — — 2.50% - January 20, 2037
Class K2)............ 60,450 — — N/A N/A
1,300,000 — 925,436
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Outstanding Third Party Held
Debt Balance as of '

Amounts December 31, . Interest Rate Original Expected
Issued 2010 . 2009 Spread(1) Maturity Date
($ in thousands)
2007-1 ~
Class A....oovvvnnn.. $ 586,000 $ 62,841 $ 224434  0.13% May 21, 2012
ClassB.............. 20,000 11,531 11,531 0.31% July 20, 2012
ClassC.o oo 84,000 48429 48,429 0.65%  February 20, 2013
ClassD.............. 48,000 27,673 27673 . 150%  September 20, 2013
Class B(2) .. .......... 34,000 — — N/A January 21, 2014
Class F(2) ... ... 28,000 — — N/A N/A
' 800,000 150474 312,067

2007-A . . ,
Class Ao oo, 1,250,000 — 208,246 1.50% May 31, 2011
Class B.............. 83,333 o — N/A May 31, 2011

1,333,333 — 208,246 ' '
2007-2
Class A....... I 400,000 62,031 188,368 1.10% October 21, 2019
Class BQ). . . .. .. e 10,000 — . —  NA " October 21, 2019
Class C2). .. ... e 90,000 — — N/A October 21, 2019

500,000 62,031 188,368

Total ................ $6,215,588 $693,653 $2,673,892

(1) The interest rate of 2007-2 is based on the CP rate, which was 0.28% and 0.18% as of December 31, 2010 and
2009, respectively. All of our other term debt transactions are based on one-month LIBOR, which was 0.26%
and 0.23% as of December 31, 2010 and 2009, respectively.

(2) Securities initially retained by us. During the third quarter of 2010, we sold our retained interests.in the Class J
and K notes issued by the 2006-A Trust.

(3) We repurchased certain bonds from third party investors at fair market value. The total of $9.3 mllhon of
repurchased debt reflects two classes of the 2006-2 securitization as of December 31, 2010. The tables reflect
outstanding debt to third party investors, and therefore, eliminate the portions of debt owned by us.

(4) $20.0 million of these securities were originally offered for sale. The remaining $36.3 million of the securities
are retained by us.

(5) Variable funding note.

The expected aforementioned maturity dates are based on the contractual maturities of the underlying loans
held by the securitization trusts. If the underlying loans experience delinquencies or have their maturity dates
extended, the interest payments collected on them to repay the notes may be delayed. The note holders may get cash
flows from the transactions faster if the notes remain outstanding beyond the stated maturity dates and upon other
termination events, in which case our cash flow from these transactions would be delayed unt11 the notes senior to
our retained interests are retired.

In July 2009, we issued $300.0 million principal amount of the 2014 Senior Secured Notes at an issue price of
93.966% in a private offering to “qualified institutional buyers” as defined in Rule 144A under the Securities Act
and outside the United States in reliance on Regulation S under the Securities Act pursuant to an indenture (the
“Indenture”) by and among CapitalSource Inc., the subsidiary guarantors and U.S. Bank National Association, as
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trustee. We received net proceeds of $273.8 million from the issuance of the 2014 Senior Secured Notes, which
were used to reduce the commitments of the extending lenders under our syndicated bank credit facility. The 2014
Senior Secured Notes accrue interest at a rate of 12.75% per annum from July 27, 2009. Interest is payable semi-
annually in arrears on January 15 and July 15 of each year, commencing on January 15, 2010. The 2014 Senior
Secured Notes will mature on July 15, 2014, Repayment of the 2014 Senior Secured Notes may be accelerated upon
the occurrence of events of defaults specified in the Indenture.

The Indenture contains a covenant that generally limits cash dividends and dividends in other property paid on
our common stock and other capital stock to amounts that do not exceed the cumulative amount of our consolidated
net income (as defined for purposes of the Indenture) plus (i) the net cash proceeds of certain equity offerings, and
(ii) the net reduction of specified investments. The Indenture does not restrict payment of a regular quarterly
dividend not to exceed $0.01 per share, as adjusted for certain transactions.

The 2014 Senior Secured Notes contain certain covenants that, among other things, limit our ability and the
ability of our restricted subsidiaries, to incur or guarantee additional indebtedness, pay dividends or make other
distributions on, or redeem or repurchase, our capital stock, make certain investments or other restricted payments,
refinance our existing indebtedness, repay subordinated indebtedness, enter inito transactions with affiliates, sell
assets, create liens, pay dividends and other payments to CapitalSource Inc., designate unrestricted subsidiaries,
issue or sell stock of subsidiaries, and engage in a merger, sale or consohdatlon All of the covenants are subject to a
number of important qualifications and exceptions. ‘

In December 2010, we completed a consent solicitation regarding our 12.75% Notes and entered. into a
supplemental indenture which (1) permits us to use available cash to purchase our convertible debentures
redeemable in July 2011 and July 2012; (2) modified the formula for calculating our restricted payment capacity;
(3) permits us to contribute the equity in our remaining four term debt securitizations to CapitalSource Bank; and
(4) allows us to obtain secured debt with.a minimum advance rate of 40%, rather than the previous 75%
requirement, in each case, subject to our satisfying certain collateral coverage tests.

We may redeem some or all of the 2014 Senior Secured Notes at a redemption price equal to 100% of their principal
amount plus a “make-whole” premium. In addition, before July 15, 2012, we may redeem up to 35% of the aggregate
principal amount of the 2014 Senior Secured Notes ata redemptlon price of 112.75% of their principal amount with the
netcash proceeds of certain equity offerings. If we undergo a change of control, sell certain of our assets, or, under certain
circumstances, receive certain cash proceeds from loan collateral, we may be required to offer to purchase 2014 Senior
Secured Notes from holders at 101% of their principal amount, in the case of a change of control, or 100% of their
principal amount, in the case of asset sales or receipt of loan collateral proceeds. Accrued and unpaid interest on the 2014
Senior Secured Notes would also be payable in each of the foregomg events of redemption or purchase.

The 2014 Semor Secured Notes are secured on.a senior basm, equally and ratably with our ex1st1ng syndicated
bank credit facﬂlty and any future senior obhgaﬂons by all of the assets that are pledged by us to secure our
syndicated bank credit facility and by secured intercompany notes issued to us by our subsidiaries which are
guarantors of the obligations under our existing syndicated bank credit facility but not guarantors of the 2014 Senior
Secured Notes. These intercompany notes are pledged as part of the security for the 2014 Senior Secured Notes:

As of.December 31, 2010 and 2009, our 2014 Senior Secured Notes had balances of $285.7 million and
$282.9. million, respectively, net of discounts of $14.3 million and $17.1 million, respectively.

Convertible Debt:

We have issued five series of convertible debentures as part of our financing activities. Two of the series, our
1.25% Senior Convertible Debentures due 2034 (originally issued in March 2004) and our 1.625% Senior
Subordinated Convertible Debentures due 2034 (originally issued in April 2007), were repurchased in full during
2009. As:a result, our outstanding convertible debt as of December 31, 2010 and 2009 comprises only our
3.5% Senior Convertible Debentures due 2034 (originally issued in July 2004; the “Senior Debentures”), our
4% Senior Subordinated Convertible Debentures due 2034 (originally issued in April 2007), and our 7.25% Senior
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- Subordinated. Convertible Debentures due 2037 (originally issued -in July 2007; the-4% debentures and the
7.25% debentures, together, the “Subordinated Debentures” and, together with the Senior Debentures, - the
“Debentures™).

Our outstanding conVertible debentures as of December 31, 2010 and 2009, and their applicable conversion
rates, effective conversion prices per share, and number of shares used to determme aggregate cons1derat1on as of
December 31, 2010 were as follows

Décember 31,2010

Outstanding Balance C]::)f:s::ls‘i,(em
S as of December 31, Conversion - Price per - - Number-of
Debentures _ ) 2010 2009 Rate(1) Share(1) Shares

. ($ in thousands)
3.5% Senior Convertible v e : S ey
Debentures due 2034 ......... $ 8446 $ 8,446 48.0727 $20.80 .- 406,022

4.0% Senior Subordinated : .
Convertible Debentures due ’ ‘ ‘
2034 ... L 272,077 321,554 48.0727 2080 13;079_,476
7.25% Senior Subordinated o o e T
" - Convertible Debentures due °

2037 . 250,000 250,000 36.9079 27.09 9,226,975
Debt discount, net of I ~f Co
amortization(2) . . ... .. e . (6,873) (18,653) = L — —

Total .. ... P T S .. $523,650  $561,347 - : : 22,712,473 .

Equlty components recorded in e
‘additional paid-in cap1tal. e $101,220 , $101,220

(l) As of December 31, 2010 the Debentures may convert into the stated number of shares of common stock per
$1,000 principal amount of Debentures, subJect to certain conditions. The conversion rates and prices of our
_ convertible debt are subject to adjustment based on the average pnce of our common stock ten busmess days
prior to the ex-dividend date and on the dividends we pay on our common stock See below for further,
information regarding the adJustments of the conversion rates and prices.

(2) As of December 31, 2010, the unamortized discounts on our 3. 5%, 4.0% and 7. 25% ‘Senior Convertlble
Debentures w111 be amortized through July 15, 2011 July 15, 2011 and July 15, 2012, respectively:" ’

The convers1on rate and pr1ce adjusts each time we pay a dividend on our common stock, w1th the fair value of
each adjustment taxable to the holders. The 3.5% Debentures and 4% Debentures are redeemable for cash at our
option at any time on or after July 15, 2011 at a redemption price of 100% of their principal amount plus accrued
interest. Holders of the 3.5% Debentures or 4% Debentures have the right to require us to repurchase some or all of
their respective debentures for cash on July 15, 2011, and each five-year anniversary thereafter at a price of 100% of
their principal amount plus accrued interest. Holders of the 3.5% or 4% Debentures also have the right to require us
to repurchase some or all of their respective debentures upon certain events constituting a fundamental.change.
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For the years ended December 31, 2010, 2009 and 2008, the interest expense recognized on our Debentures
and the effective interest rates on the liability components were as follows:
Year Ended December 31,
2010 2009 2008
($ in thousands)

Interest expense recognized on:

Contractual interest Coupon .. ... .........ocuvrenn... $30,128 $31,785 $34,645
Amortization of deferred financing fees . . ... e 1,358 1,414 2,235
Amortization of debt discount . .......... e e e 10,455 12,085 18,461
Total interest expense recognized.......... PP $41,941 $45,284 $55,341
Effective interest rate on the liability component:
1.25% Senior Débentures due 2034(1) .. .............. — 8.30% °  829%
1.625% Senior Subordinated Debentures due 2034(1) .. ... — T 7.33% - 6.81%
3.5% Senior Debentures due 2034 ... ................ 7.25% 7.25% 7.25%
4.0% Senior Subordinated Debentures due 2034 ......... 7.68% 7.68% 7.68%

7.25% Senior Subordinated Debentures due 2037 ........ 7.79%; . 7.79% 7.79%

(1) Repurchased or exchanged for equity during 2009.

If not earlier redeemed or repurchased, the 3.5% Debentures will pay contingent interest, subject to certain
limitations, beginning on July 15, 2011. This contingent interest feature is indexed to the value of our common
stock, which is not clearly and closely related to the economic characteristics and risks of the 3.5% Debentures. The
contingent interest feature represents an embedded derivative that must be bifurcated from its host instrurment and
accounted for separately as a derivative instrument. However, we determined that the fair value of the contingent
interest feature at inception was zero based on our option to redeem the 3.5% Debentures prior to incurring any
contingent interest payments. If we were to exercise this redemption option, we would not be required to make any
contingent interest payments and, therefore, the holders of the 3.5% Debentures cannot assume they will recelve
those payments. We continue to conclude that the fair value of the contingent interest feature is zero. The
3.5% Debentures are unsecured and unsubordmated obhgatlons and are guaranteed by one of our wholly owned
subsidiaries. For additional information, see Note 7, Guarantor Informatlon

In April 2007, we completed exchange offers relating to our 1.25% Debentures and 3.5% Debentures. At
closing, we issued $177.4 million in aggregate principal amount of 1.625% Debentures, in exchange for a like
principal amount of our 1.25% Debentures, and we issued $321.6 million in aggregate principal amount of
4% Debentures in exchange for a hke principal amount of our 3. 5% Debentures. The results of the exchange offers
were as follows:

Amount Amount
Outstanding Outstanding
Prior to at Completion of
‘ Exchange Exchange
Securities C Offers Offers
($ in thousands)
1.25% Senior Debentures due 2034 . . ........ ... i $225,000 $ 47,620
1.625% Senior Subordinated Debentures due 2034 . .............. — 177,380
3.5% Senior Debentures due 2034 . . ........ ... ... 330,000 8,446
4.0% Senior Subordinated Debentures due 2034 ... .............. — 321,554
Total . .. e $555,000 $555,000

Subsequent to the exchange offers, the 1.25% Debentures and the 1.625% Debentures were exchanged for
equity or repurchased in 2008 and in 2009.
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In July 2007, we issued $250.0 million principal amount of 7.25% senior subordinated convertible notes due
2037 bearing interest at a rate of 7.25% per year. The 7.25% Debentures were sold at a price of 98% of the aggregate.
principal amount of the notes. The 7.25% Debentures had an initial conversion rate of 36.9079 shares of our
common stock per $1,000 principal amount of notes, representing an initial conversion price of approximately
$27.09 per share. The conversion rate and price will adjust if we pay dividends on our common stock greater than
$0.60 per share, per quarter, with the fair value of each adjustment taxable to the holders. '

The 7.25% Debentures are redeemable for cash at our option at any time on or after July 20, 2012 at a
redemption price of 100% of their principal amount plus accrued interest. Holders of the 7.25% Debentures have the
right to require us to repurchase some or all of their debentures for cash on July 15, 2012 and each five-year
anniversary thereafter at a price of 100% of their principal amount plus accrued interest. Holders of the
7.25% Debentures also have the right to require us to repurchase some or all of their 7.25% Debentures upon
certain events constituting a fundamental change. :

The Subordinated Debentures are guaranteed on a senior subordinated basis by CapitalSource Finance. For
additional information, see Note 7, Guarantor Information. The Subordinated Debentures rank junior to all of our
other existing and future secured and unsecured indebtedness, including the outstanding Senior Debentures, and
senior to our existing and future subordinated indebtedness.

The Subordinated Debentures provide for a make-whole amount upon conversion in connection with certain
transactions or events that may occur prior to July 15, 2011 and July 15, 2012 for the 4% Debentures and the
7.25% Debentures, respectively, which, under certain circumstances, will increase the conversion rate by a number
of additional shares. The Subordinated Debentures do not provide for the payment of contingent interest.

Holders of each series of the Debentures may convert their debentures prior to maturity only if the following:
conditions occur: »

1) The sale price of our common stock for at least 20 trading days during the period of 30 consecutive
trading days ending on the last trading day of the previous calendar quarter is greater than or equal to 120% of
the applicable conversion price per share of our common stock on such last trading day;

2) During the five consecutive business day period after any five consecutive trading day period in which
the trading price per debenture for each day of that period was less than 98% of the product of the conversion
rate and the last reported sale price of our common stock for each day during such period (the “98% Trading
Exception”); provided, however, that if, on the date of any conversion pursuant to the 98% Trading Exception
that is on or after July 15, 2019 for the 3.5% Debenture or 4% Debentures and on or after July 15, 2022 for the
7.25% Debentures, the last reported sale price of our common stock on the trading day before the conversion
date is greater than 100% of the applicable conversion price, then holders surrendering debentures for
conversion will receive, in lieu of shares of our common stock based on the then applicable conversion rate,
shares of common stock with a value equal to the principal amount of the debentures being converted;

3) Specified corporate transactions occur such as if we elect to distribute to all holders of our common
stock rights or warrants entitling them to subscribe for or purchase, for a period expiring within 45 days. after
the date of the distribution, shares of our common stock at less than the last reported sale price of a share of our
common stock on the trading day immediately preceding the declaration date of the distribution; or distribute
to all holders of our common stock, assets, debt securities or rights to purchase our securities, which
distribution has a per share value as determined by our board of directors exceeding 5% of the last reported sale
price of our common stock on the trading day immediately preceding the declaration date for such distribution;

4) We call any or all of the Debentures of such series for redemption; or

5) We are a party to a consolidation, merger or binding share exchange, in each case pursuant to which
our common stock would be converted into cash or property other than securities.

We are unable to assess the likelihood of meeting conditions (1) or (2) above for the Debentures as both
conditions depend on future market prices for our common stock and the Debentures. We believe that the likelihood
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of meeting conditions (3), (4) or (5) related to the specified corporate transactions occurring for the Debentures is
remote since we have no current plans to distribute rights or warrants to all holders of our common stock, call any of
our Debentures for redemption or enter a consolidation, merger or binding share exchange pursuant to which our
common: stock would be converted into cash or property other than securities.

Under the terms of the Indenture goverhing 3.5% Debentures and 4% Debentures, we have the ability to make
irrevocable elections to pay the principal balance in cash upon any conversion prior to or at maturity. The principal
balance of our 7.25% Debentures is required to be settled in cash upon redemption or conversion. During the third
quarter of 2008, we began applying the if-converted method to determine the effect on diluted net income per share
of shares issuable pursuant to our Senior Debentures, 1.625% Debentures and 4% Debentures as we are no longer
assuming cash settlement of the underlying principal. The only impact on diluted net income per share from our
7.25% Debentures results from the application of the treasury stock method to any conversion spread on this
instrument. For additional information, see Note 16, Net Loss per Share.

In February 2009, we entered into an agreement with an existing security holder and issued 19,815,752 shares
of our common stock in exchange for approximately $61.6 million in aggregate principal amount of our outstanding
1.625% Debentures held by the security holder, and our wholly owned subsidiary, CapitalSource Finance, paid
approximately $0.6 million in cash to the security holder in exchange for the guaranty on such notes by such
subsidiary. We retired all of the debentures acquired in the exchange. In connection with this exchange, we incurred
a loss of approximately $57.5 million in the first quarter of 2009, which included a write-off of $0.4 million in
deferred financing fees and debt discount. '

In accordance with the terms of the 1.25% and 1.625% Debentures, we offered to repurchase $118.5 million of
our outstanding convertible debentures, all of which were tendered, repurchased and retired in March 2009.

Subordinated Debt

We have issued subordinated debt to statutory trusts (“TP Trusts™) that are formed for the purpose of issuing
preferred securities to'outside investors, which we refer to as Trust Preferred Securities (“TPS”). We generally
retained 100% of the common securities issued by the TP Trusts, representing 3% of their total capitalization. The
terms of the subordinated debt issued to the TP Trusts and the TPS issued by the TP Trusts are substantially
identical. : :

* The TP Trusts are wholly owned indirect subsidiaries of CapitalSource. However, we have not consolidated the
TP Trusts for financial statement purposes. We account for our investments in the TP Trusts under the equity method
of accounting pursuant to relevant GAAP requirements. S

We had subordinated debt outstanding totaling $437.3 million and $439.7 million as of December 3 1,2010 and
2009, respectively. - v ;

As of December 31, 2010, our outstanding subordinated debt transactions were as follows (amounts in

thousands):

Trust Formation Interest Rate as of

TPS Series Date - Debt Issued Maturity Date _ - Date Callable(1) December 31, 2010
2005-1  November 2005  $103,093  December 15,2035  December 15, 2010 2.25%(2)
20052 - December 2005 $128,866. - January 30,2036 January 30, 2011 6.82%(3)
2006-1 February 2006 $ 51,545 - . April 30, 2036 April 30, 2011 6.96%(4)
20062 *  September 2006 $ 51,550 October 30, 2036 - October 30, 2011 6.97%(5)
2006-3 September 2006 € 25,775 October 30, 2036 October 30, 2011 3.04%(6)
2006-4 December 2006 $ 21,908 January 30, 2037 January 30, 2012 2.24%(2)
2006-5  December 2006 $ 6,650  January 30, 2037 January 30, 2012 2.24%(2)
2007-2 June 2007 $ 39,177 July 30, 2037 July 30, 2012 2.24%(2)

(1) The subordinated debt is callable by us in whole or in part at par at any time after the stated date.
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(2) Bears interest at a floating interest rate equal to three-month LIBOR plus 1.95%, resetting quarterly at various
dates.

(3) Bears a fixed rate of interest of 6.82% through J anuary 30, 2011 and then bears interest at a floating interest rate
equal to three-month LIBOR plus 1.95%, resetting quarterly.

(4) Bears a fixed rate of interest of 6.96% through-April 1, 2011 and then bears mterest at a floating interest rate
equal to three-month LIBOR plus 1.95%, resetting quarterly.

(5) Bears a fixed rate of interest of 6. 97% through October 30, 2011 and then bears interest at a floating 1nterest rate
equal to three- month LIBOR plus 1.95%, resetting quarterly

(6) Bears interest at a floating interest rate equal to three- month EURIBOR plus 2.05%, resetting quarterly.

 The subordinated debt described above is unsecured and ranks subordinate and junior in right of payment to all
of the Parent Company’s indebtedness.

" FHLB SF Borrowings and FRB Credit Program

As a member of the FHLB SF, CapitalSource Bank had financing availability with the FHLB SF as of
December 31, 2010 equal to 20% of CapitalSource Bank’s total assets. The maximum financing available under this
formula was $1.2 billion and $1.1 billion as of Decembei 31,2010 and 2009, respectively. The financing is-subject
to various terms and conditions including pledging acceptable collateral; satisfaction of the FHLB SF stock
ownership requirement and certain limits regarding the maximum term of debt. Asof December 31, 2010, collateral
with an estimated fair value of $912.3 million was pledged to the FHLB SF.-

As of December 31, 2010 and 2009, Capltalsource Bank had borrowing capa01ty with the FHLB SF based on
pledged collateral as follows

December 31,

2010 2009

’ _ ) ‘ ($ in thousands)
BOITOWINE CAPACIY . « « + « + v e v e eeee e O ... $885842 '$ 965,195
Less: outstanding principal . ............... [P e (412,000)  (200,000)
Less: outstandmg letters of Credit « oo e . 600)  (750)
Unused borrowing capacity .- : ... ..ol oo e $ 473,242 - $ 764,445

As of December 31, 2010 and 2009, collateral with amortized costs of $179.0 million and $191.8 million,
respectively, and fair values of $188.0 million and $209.9 million, respectively, had been pledged under the primary
credit program of the FRB of San Francisco’s discount window under which approved depository institutions are
eligible to borrow from the FRB for periods of up to 90 days, but there were no borrowings outstanding.
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Debt Maturities

The on-balance sheet contractual obligations under our credit facilities, term debt, convertlble debt subor-
dinated debt and notes payable as of December 31, 201() were as follows:

Other Borrowings

Credit : Convertible : - Subordinated
Facilities(1) Term Debt(2) Debt(3) Debt(4) Notes Payable Total
' ($ in thousands)
2001 ... . $63,980 $ 50,503 $280,523 $ — $151,000 $ 546,006
2012 ....... PRI 3,528 74,372 250,000 e , 53,000 380,900
2013....... e — 506,747 — — 45948 552,695
2014 ....... .. e — 300,000 e . © 55,000 355,000
2005 ...l —_ 62,031 — - 95,000 157,031
Thereafter ........... — — —_ 437,286 15,000 452,286
Total ............... $67,508 $993,653 $530,523 $437,286  $414,948 $2,443,918

(1) The contractual obligations for credit facilities are computed based on the stated final maturities of the facilities
not considering amortization, optional annual renewals, and assumes utilization of available term-out features.
During the first quarter of 2011, we terminated all of the credit facilities with the exception of our syndicated
bank facility, which had an aggregate commitment of $100.0 million and no outstanding balance as of
December 31, 2010.

(2) The amounts are presented gross of net unamomzed discounts of $0 1 million on our term debt securitizations
and $14.3 million on the 2014 Senior Secured Notes. Contractual obligations on our term debt securitizations
are computed based on their estimated lives. The estimated lives are based upon the contractual amortization
schedule of the underlying loans. These underlying loans are subject to prepayment, which could shorten the
life of the term debt securitizations; conversely, the underlying loans may be amended to extend their term,
which may lengthen the life of the term debt securitizations.

(3) The contractual obligations for our convertible debt are computed based on the initial put/call date. The legal
maturity of our 7.25% Debentures is 2037, and the legal maturities of our other series of Debentures are 2034,
The amounts are presented gross of net unamortized discounts of $6.9 million.

(4) The contractual obligations for subordinated debt are computed based on the legal maturities, which are
between 2035 and 2037

“Interest Expense

The weighted average interest rates on all of our borrowings, ineiudirlg amortization of deferred financing
costs, for the years ended December 31, 2010, 2009 and 2008 were 2.9%, 3.6% and 4.9%, respectively.

Deferred Financing Fees

As of December 31, 2010 and 2009, deferred financing fees of $46.9 million and $62.6 million, respectlvely,
net of accumulated amortization of $110.8 million and $107.0 million, respectively, were included in other assets in
our audited consolidated balance sheets.

Debt Covenants

The Parent Company is subject to financial and non-financial covenants under our indebtedness, including,
with respect to restricted payments, leverage, servicing standards, and limitations on incurring or guaranteeing
indebtedness, refinancing existing indebtedness, repaying subordinated indebtedness, making investments, divi-
dends, distributions, redemptions or repurchases of our capital stock, selling assets, entering into transactions with
our affiliates creating liens and engaging in a merger, sale or consolidation. If we were to default under our
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indebtedness by violating these covenants or otherwise, our investors’ remedies would include the ability to, among
other things, transfer servicing to another servicer, foreclose on collateral, and/or accelerate payment of all amounts
payable under such indebtedness.

In addition, upon the occurrence of specified servicer defaults, our lenders under our credit facility and the
holders of the asset-backed notes issued in our term debt may elect to terminate us as servicer of the loans under the
applicable facility or term debt and appoint a successor servicer or replace us as cash manager for our secured
facilities and term debt. If we were terminated as servicer, we would no longer receive our servicing fee.

In February 2010, we amended the tangible net worth covenant for our syndicated bank credit facﬂlty and other
indebtedness for the reporting period ended December 31, 2009 and future periods. The amendments were obtained
to provide certainty that the net loss reperted for the quarter and the year ended December 31, 2009, after makmg
certain adjustments as provided for in the covenant definition, would not cause an event of default under these
facilities.

Note 12. Shareholders’ Equity
Common Stock Shares Outstanding

Common stock share activity for the years ended December 31, 2010, 2009 and 2008 was as follows:

Outstanding as of December 31, 2007 ....... SR e R 220,704,800
Issuanceofcommonstock................_.....‘...........; ........... 61,644,758
Exercise of Options. . . . ...t e e e 57,327
Restricted stock and other stock activities . .. ......... ... L D, 397,326

Outstanding as of December 31,2008 . .............~....cuun. e i 282,804,211
Issuance of common stock .. ..... e e e e e e e e - 40,044,073
Repurchase of common stock . .. ... oo o i (639,400)
Exercise Of OPHOMS. . . o v vttt i e et 2,718
Restricted stock and other stock activities . ... .....covn v e i 831,011

Outstanding as of December 31,2009 ............ A S A A 323,042,613
Repurchase of common stock . . . . .. e e I AP (1,415,000)
Exercise of options. . ......... [ . . e 309,801
Restricted stock and other stock activities . . . oo v v i it it i i e e 1,287,941

Outstanding as of December 31,2010 ......... ... ... i 323,225,355

Share Repurchase Plans

" In December 2010 our Board of Directors authorized the repurchase of up to $150.0 million of our common
stock over a period of up to two years. Any share repurchases made under the stock repurchase plan will be made
through open market purchases or privately negotiated transactions. The amount and timing of any repurchases will
depend on market conditions and other factors and repurchases may be suspended or discontinued at any time. In
December 2010, we repurchased 1,415,000 shares of our common stock under the share repurchase plan, at an
average price of $7.01 per share for a total purchase price of $9.9 million. All shares purchased under the share
purchase plan were retired upon settlement. Our ability to repurchase additional shares may be limited by the terms
of our 2014 Senior Secured Notes, and there is no assurance that we will repurchase additional shares.

In March 2009, our Board of Directors previously authorized us to repurchase up to $25.0 mllhon of our
common stock through open market purchases or privately negotiated transactions from time to time for a period of
up to two years. During the year ended December 31, 2009, we purchased 639,400 shares of our common stock
under this share repurchase plan, at'a weighted average price of $1.22 per share for a total purchase price of

151



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)"

$0.8 million. All shares purchased under the share purchase plan were retired upon settlement. This. plan was
terminated. upon the approval of the share repurchase plan that was authorized during 2010. !

Dividend Remvestment and Stock Purchase Plan

*'We had a Dividend Reinvestment and Stock Purchase Plan (the “DRIP”) for shareholders dunng 2009.
Partlc1pat1on in the DRIP allowed common shareholders to-reinvest cash dividends and'to purchase additional
shares of our common stock, in some cases at a discount from the market price. During the year ended December 31, .
2009, there were no direct purchases made under the DRIP. During the year ended December 31, 2008, we received
$198.1 million related to the direct purchase of 15. 4 million shares of our common stock pursuant to the DRIP. In
addltlon we received proceeds of $0.1 million and $38.7 million, respect1vely, related to cash dividends reinvested
in 36,000 and’ 3.6 million shares of our common stock during the years ended December 31, 2009 and 2008
respectively. We terminated the DRIP effective March 1, 2010.

Equity Offerings

In February 2009, we entered into an agreement with an existing security holder and 1ssued 19,815, 752 shares
of our common stock in exchange for approximately $61.6 million in aggregate pr1n01pa1 amount of our outstanding
1.625% Debentures held by the security holdér,.and our wholly owned subsidiary, CapitalSource Finance, paid
approximately $0.6 million in cash to the security holder in exchange for the CapitalSource Finance guaranty on
such notes by such subsidiary. We retired all of the Debentures acquired in the exchange. In connection with this
exchange, we incurred a loss of approximately $57.5 million in the first quarter of 2009, which 1ncluded a write-off
of $0.4 million in deferred financing fees and -debt discount.

In July 2009, we sold approximately 20.1 million shares of our common stock in an underwritten public offering at
a price of $4.10 per share, including the approximately 2.6 million shares purchased by the underwriters pursuant to their
over-allotment option. In connection with this offering, we received net proceeds of approximately $77.0 million.

Note 13. Employee Benefit Plan

Our employees are eligible to participate in the CapitalSource Finance LL.C 401(k) Savings Plan-(*401(k)
Plan™), a defined contribution plan in accordance with Section 401(k)-of the Internal Revenue Code of 1986, as
amended. For the years ended December 31, 2010, 2009 and 2008, we contributed $1 8 million, $1 8 million and
$2.0 million, respectively, in matching contributions to the 401(k) Plan.

Note 14. Income Taxes

We provide for income taxes as a “C” corporation on income earned from operations. For the tax years ended
December 31, 2010 and 2009, our subsidiaries were not able to participate in the filing of a consolidated federal tax
return. As aresult, certain subsidiaries had taxable income that was not offset by taxable losses or loss carryforwards
of other entities. We plan to reconsolidate our subsidiaries for federal tax purposes starting in 2011. We are subJect
to federal, forelgn state and local taxation in various Junsdlctlons '

We account for income taxes under the asset:and liability method Under this method, deferred tax assets: and
liabilities are recognized for future tax consequences attributable to differences between the consolidated financial
statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and .
liabilities are measured using enacted tax rates for the periods in which the differences are expected to reverse. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized.in income in the period that includes
the change. :

From 2006 through 2008, we operated as a REIT. Effective January-1, 2009, we revoked our REIT election and
recognized the deferred tax effects in our audited consolidated financial statements as of December 31, 2008.
During the period we operated as a REIT, we were generally not subject to federal income tax at the REIT level on -
our net taxable income distributed to shareholders, but: we were subject to federal corporate-level tax on the net
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taxable income of our taxable REIT subsidiaries, and we were subject to taxation in various foreign, state and local
jurisdictions. In addition, we were required to distribute at least 90% of our REIT taxable income to our
shareholders and'meet various other requirements imposed by the Internal Revenue Code, through actual operating
results, asset holdings, distribution levels, and diversity of stock ownership.

The components of income tax (benefit) expense from continuing operations for the years ended December 31,
2010, 2009 and 2008 were as follows:

Year Ended December 31,
2010 2009 2008
($ in thousands)

Current: ' oo
Federal .. ...ttt $(27,898) $ 69,020 $ (70,274)
State . . . .. SN e e ceeees (2,637) 17,220 7,858
Foreign ............ oo, e 4,881 © 2,953 22,515
© Total CULTENE ...\ vvvttee e e (25,654) 89,193  (39,901)
Deferred: ; :
Federal .. ..ooiiii et 7,979 17,175 (112,756)
SHAE L L e (2,649) 34,890 (37,828)
FOreign .. ...ovovoii i, e (478) (4.944) (98)
C Totaldeferred .. ...vviiiiii e 4852 47,121 = (150,682)
Income tax (benefit) eXpPense . . ... .vvv v v eneneunnnnn. $(20,802) $136,314  $(190,583)

We had no income tax expense from discontinued operations during the year ended December 31, 2010.
Income tax expense from discontinued operations was $4.5 million and $1.3 million for the years ended
December 31, 2009 and 2008, respectively.

For the year ended December 31, 2010, we had $20.9 million of pre-tax income and $182.2 m11110n of pre-tax
loss that was attributable to foreign and domestic operations, respectively. For the year ended December 31, 2009,
we had $3.0 million of pre-tax income and $777.5 million of pre-tax loss that was attributable to foreign and
domestic operations, respectively. For the year ended December 31, 2008, we had $15.8 million of pre-tax income
and $474.5 million of pre-tax loss that was attributable to foreign and domestic operations, respectively.

The reconciliations of the effective income tax rate and the federal statutory corporate mcome tax rate for the
years ended December 31, 2010, 2009 and 2008, were as follows:

Year Ended December 31,
2010 2009 2008

Federal SEAUIOTY TALE - - + + + « + v v e e e o et 350% 35.0% 35.0%

Sale of healthcare net lease business................. PP 10.8 —_ =
Sale of 2006-A TIUSE . ... ovvveeeeeeie ettt P L5y — —
Benefit of REIT election. . . e T, e e — — (12.3)
State income taxes, net of federal tax bepefit. . ....... ... ... .. ..., .. 43 4.3 1.9
Induced conversion of convertible debentures . ... ............... ... - (2.6) —
"« Valuation allowance . .. ... ...ttt e i e e (17.3) (49.8) —
- Impact of revoking REIT election(1).................... e e — — 238
O her . . e e e e 4.8) (4.5 (6.9

Effective INCOME tAX TALE . . . v v v ie st e et i e et e v ene e 12.9% (17.6)% 41.5%

(1) In connection with revokmg our REIT election, we recogmzed '$97.7 million of net deferred tax assets relatmg
to our REIT qualifying activities into 1ncome durmg the year ended December 31, 2008.
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Deferred income taxes are recorded when revenues and expenses are recognized in different periods for
financial statement and income tax purposes. Net deferred tax assets are included in other assets in our audited
consolidated balance sheets. The components of deferred tax assets and liabilities as of December 31, 2010 and
2009 were as follows:

December 31,
2010 2009
($ in thousands)

Deferred tax assets:

Allowance for 1oan 10Sses . ... ... ittt $ 144,019  $ 221,027
Net unrealized losses on investments . . .. ....coovee e e nennnnnn.. 108,102 103,124
Net unrealized losses on other real estate owned .................. 14,411 6,558
Net operating losses—federal. . . ........................... L. 188,850 136,879
Net operating losses — state, net of federal tax benefit.............. 25,911 27,835
Capital losses — federal and state . ............................ 31,742 8,402
Share-based compensation awards . ... .............euin... 11,118 16,045
Non-accrual interest . ... ...t it e 9,507 26,950
Other ................. ... .. ... U P 86,846 79,663
Total deferred tax assets . ... .......ouiiin i, 620,506 626,483
Valuation allowance . ... .......c.. i, (413,761)  (385,858)
Total deferred tax assets, net of valuation allowance ................. 206,745 240,625
Deferred tax liabilities: :
Mark-to-market onloans. ............ ..., 59,885 113,090
Unamortized bond premium ... ..... 0. ... . 24.459 —
Other ... . 24,864 20,478
‘ Total deferred tax Habilities. .. ....... ... ... - 109,208 133,568
Net deferred tax assets e P P $ 97,537 $ 107,057

Periodic reviews of the carrying amount of deferred tax assets are made to determine if the establishment of a
valuation allowance is necessary. A valuation allowance is required when it is more likely than not that all or a
portion of a deferred tax asset will not be realized. All evidence, both positive and negative, is evaluated when
making this determination. Items considered in this analysis include the ability to carry back losses to recoup taxes
previously paid, the reversal of temporary differences, tax planning strategies, historical financial performance,
expectations of future earnings and the length of statutory carryforward periods. Significant judgment is required in
assessing future earnings trends and the timing of reversals of temporary differences.

In 2009, we established a valuation allowance against a substantial portion of our net deferred tax assets for
subsidiaries where we determined that there was significant negative evidence with respect to our ability to realize
such assets. Negative evidence we considered in making this determination included the incurrence of operating
losses at several of our subsidiaries, and uncertainty regarding the realization of a portion of the deferred tax assets
at future points in time. As of December 31, 2010 and 2009, the total valuation allowance was $413.8 million and
$385.9 million, respectively. Although realization is not assured, we believe it is more likely than not that the
December 31, 2010 net deferred tax assets of $97.5 million will be realized. We intend to maintain -a valuation
allowance with respect to our deferred tax assets until sufficient positive evidence exists to support its reduction or
reversal.

We have net operating loss carryforwards for federal and state income tax purposes that can be utilized to offset
future taxable income. If we were to undergo a change in ownership of more than 50% of our capital stock over a
three-year period as measured under Section 382 of the Internal Revenue Code (the “Code”), our ability to utilize
our net operating loss carryforwards, certain built-in losses and other tax attributes recognized in years after the
ownership change generally would be limited. The annual limit would equal the product of (a) the applicable long
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term tax exempt rate and (b) the value of the relevant taxable entity’s capital stock immediately before the
ownership change. These change of ownership rules generally focus on ownership changes involving stockholders
owning directly or indirectly 5% or more of a company’s outstanding stock, including certain public groups of
stockholders as set forth under Section 382 of the Code, and those arising from new stock issuances and other equity
transactions. The determination of whether an ownership change occurs is complex and not entirely within our
control. No assurance can be given as to whether we have undergone, or in the future will undergo, an ownership
change under Section 382 of the Code. '

As of December 31, 2010 and 2009, we had net operating loss carryforwards of $539.6 million and
$391.1 million, respectively, for federal tax purposes, which will be available to offset future taxable income.
If not used, these carryforwards will begin to expire in 2028 and would fully expire in 2030. To the extent net
operating loss carryforwards, when realized, relate to non-qualified stock option and restricted stock deductions, the
resulting benefits will be credited to stockholders’ equity. As of December 31, 2010 and 2009, we had state net
operating loss carryforwards of $664.4 million and $583.9 million, respectively, which will expire in varying
amounts beginning in 2012 through 2030.

As of December 31, 2010 and 2009, we had capital loss:carryforwards of $81.6 million and $21.6 million,
respectively, for federal tax purposes which will be available to offset future capital gains. If not used, these
carryforwards will begin to expire in 2014 and will fully expire in.2015. '

As of December 31, 2010, we have foreign tax credit carryforwards of $2.7 million for federal tax purposes,
which will be available to offset future federal income tax. If not used, these carryforwards will begin to expire in
2016 and would fully expire in 2017. :

We adopted the provisions for accounting for uncertain tax positions in accordance with the current accounting
standards on January 1,2007. A reconciliation of the beginning and ending amount of unrecognized tax benefits for
the years ended December 31, 2010 and 2009 are as follows: o

Year Ended
December 31,
2010 2009
($ in thousands)

Balance as of the beginning of Year ... ......ovvernererrrecens $ 62,210  $19,747
Additions for tax positions of prior years . ........... e T S 4136 48,375
Reductions for tax positions of prior years ............. SURTEP AR o (13,892) (1,615)
Settlements..................................; ..... PR — (4,297
Balance as of the end of year. . .. ........... R SRR $ 52454  $62,210

As of December 31, 2010 and 2009, our unrecognized tax benefit that may affect the effective tax rate is
approximately $4.7 million and $3.5 million, respectively. Due to potential for resolution of federal and state
examinations and the expiration of various statutes of limitations, it is reasonably possible that our gross
unrecognized tax benefits may decrease within the next twelve months by a range of zero to $48.0 million;

however, we have sufficient net operating losses and other adjustments to offset these potential tax liabilities.

We recognize interest and penalties accrued related to unrecognized tax benefits as a component of income
taxes. For the years ended December 31, 2010, 2009, and 2008, we recognized ($9.4) million, $6.2 million and
$2.7 million in interest (benefit) expense and penalties, respectively. We had $1.3 million and $11.0 million for the
payment of interest and penalties accrued as of December 31, 2010 and 2009, respectively.

We file income tax returns with the United States and various state, local and foreign jurisdictions and
generally remain subject to examinations by these tax jurisdictions for tax years 2006 through 2009. In 2008, we
settled an Internal Revenue Service examination for the tax years 2005 and 2004 and in 2009 and 2008, we settled
certain state examinations for the tax years 2005, 2004 and 2003. In connection with the settlement and conclusion
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of these examinations, we incurred penalty and interest expense of $1.0 million in’2009 and paid taxes in the amount
of $4.3 million and $16.7 million in 2009 and 2008, respectively. We are currently under examination by the Internal
Revenue Service and certain states for the tax years 2006 to 2008. .

Note 15. Comprehensive Loss

Comprehensive loss for the years ended December 31, 2010, 2009 and 2008 was as follpwé:

Year Ended December 31,
2010 2009 2008
’ o ($ in thousands) ,
Net loss from continuing operations . . . . .. ... beeeeeaa. $(140,522)  $(910,844) $(268,131)
Net income from discontinued operations, net of taxes. . . . . . 9,489 49,868 49,350
Gain (loss) from sale of discontinued operations, net of ‘ ' a '
BXes ... © 21,696 8,071 - 104
Netloss................ .. .. .. ... ... .. .. (109,337)  (869,047)  (218,677)
Unrealized gain (loss) on available-for-sale securities, net of ‘ ‘ o
TAXES. . 1,133 (608). : 7,857
Unrealized (loss) gain on foreign currency translation, net of '
taxes .................... P (10,469) 11,357 (2,892)
Unrealized loss on cash flow hedges, net of taxes . . . ... (84) ‘ (86) _ (820 )
Comprehensive loss .................. ... ... .. .. (118,757) - (858,384) (214,532) -
. Comprehensive (loss) income attributable to noncontrolling o .
. interests ........... . e enes . e P ‘ (83) . (28) 1,426
Comprehensive loss attributable to CapitalSource Inc. . .. .. . $(118,674) $(858,356) $(215,958)

Accumulated other comprehensive income, net, as of December 31, 2010 and 2009 was as follows:

December 31,

2010 2009
o : (8 in thousands)
Unrealized gain on available-for-sale securities, net of tax .. ... ...... coens. $5763  $ 5,027
Unrealized gain on foreign currency translation, netof tax............. .. .. 4,178 14,647
Unrealized gain on cash flow hedge, net of tax . . ... e, — 84
Effect of adoption of amended investment guidance............... ... . N — (397)
Accumulated other comprehensive income, net ............. .. ... ... $9,941  $19.361
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Note 16. Net. Loss Per Share

The ckomput‘ations of basic and diluted net loss per share attributable to CapitalSource Inc. for the years ended
December 31, 2010, 2009 and 2008, respectively, were as follows:
o ST oo ’ s ~ Year Ended December 31,
C20100 0 2009 : 2008

($ in thousands, except per share data)

Net incoime ‘(loss): -

From continuing operations . ..............0..... § (140522) $ © (910,844) §  (268,131)
From discontinued operations, net of taxes . ......... " 9,489 49,868 49,350
“From sale of discontinued operations, net of taxes . . .. ' 21,696 (8,07H) 104
Total from discontinued opérations ..... L. ‘.'. R " 31,185 41,797 49,454
Attributable to CapitalSource Inc. ................ (109,254) (869,019)  (220,103)

Average shares—basic..................... e 320,836,867 306,417,394 251,213,699
Effect of dilutive securities:’ - ' C " o '
Option shares ... .. .. T P — — —
Unvested restncted stock ....... N — —_ —
Stock units . ... P o AP — — —
Conversion premium on the Debentures ... ....... _ S = — —

Average shares — diluted. . ... .. .. e e .. 320,836,867 306,417,394 251,213,699
Basic net income (loss) per share , ’
From continuing operations . . . .. SO, L .3 0.44) $ 2.97) $ - (1.07)
From discontinued operations, net of taxes . e 0.10 0.14 0.20
Attributable to CapltaISource Inc. ....... e ' (0.34) ' 2.84) (0.88)
Dihited net income (loss) per share ' '
From continuing operations .. ........... i 8 0.44) $ 297)'% (1.07)
From discontinued operations, pet of taxes.. .. .. ... 0.10 0.14 0.20
Attributable to CapitalSource Inc. . ..o i (0 34) (2.84) (0 88)

. The welghted average shares that have an ant1d11ut1ve effect in the calculation of diluted net loss per share
attnbutable to CapitalSource Inc. and have been excluded from the computatlons above were as follows:

Year Ended December 31,
2010 - 2009 2008
StOCK UNILS . ot oe e e 3,679,234 2,509,297 144,95?. ‘
Stock options. ... ......... e P 2,845,512 5,689,616  82812,062
Non-managing member UNQtS ... — — 826,476
Shares subject to a written call option. .. ............. — 2,346,825 7,401,420
Shares issuable upon conversion of convertible debt . . . . . 14,510,369 15,633,859 12,710,307
Unvested restricted stock . ........ . o o oL 813,145 1,971,253 2,488,571

Note 17. Stock-Based Compensatlon
Eqmty Incentive Plan

A total of 66.0 million shares of common stock have been reserved for issuance under the CapitalSource Inc.
Third Amended and Restated Equity Incentive Plan, as amended (the “Plan”). Any shares that may be issued under
the Plan to any person pursuant to an option or stock appreciation right (a “SAR”) are counted against this limit as
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one share for every one share granted. Any shares that may be issued under the Plan to any person, other than
pursuant to an option or SAR, are counted against this limit as one and one-half shares for every one share granted.

As of December 31, 2010, there were 14.7 million shares subject to-outstanding grants and:33.0 million shares
remaining available for future grants under the Plan. The Plan will expire on the earliest of (1) the date as of which
the Board of Directors, in its sole discretion, determines that the Plan shall terminate, (2) following certain corporate
transactions such as a merger or sale of our assets if the Plan is not assumed by the surviving entity, (3) at such time
as all shares of common stock that may be available for purchase under the Plan have been issued or (4) April 29,
2020. 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.

Total compensation cost recognized in income pursuant to the Plan was $14.3 million, $30.9 million and
$43.6 million for the years ended December 31, 2010, 2009 and 2008, respectively.
Stock Options

Stock option activity for the year ended December 31, 2010 was as follows:
Weighted Weighted Average

Average Remaining Aggregate
Exercise Contractual Life . Intrinsic
Options Price (in years) Value
($ in thousands)
Outstanding as of December 31, 2009... 7,671,792 $ 566 8.65 $ 2,922
Granted'. .............. et - 1,586,374 5.32
Exercised. . ... e e e e (309,801) 3.49
Expired ..........c...... e e (192,303) 19.27
Forfeited . ......... ... .. ... ... (510,884) 4.05
Outstanding as of December 31, 2010... 8,245,178 545 8.20 23,392
Vested as of December 31, 2010....... 3,795,247 6.97 . 7.46 10,258
Exercisable as of December 31, 2010 ... 3,795,247 6.97 .. 7.46 10,258

For the years ended December 31, 2010, 2009 and 2008, the weighted average grant date fair values of options
granted were $3.21, $1.91 and $2.65, respectively. The total intrinsic values of options exercised during the years
ended December 31, 2010, 2009 and 2008, were $0.7 million, $10,845 and $0.5 million, respectively. As of
December 31, 2010, the total unrecognized compensation cost related to unvested options granted pursuant to the
Plan was $6.7 million. This cost is expected to be recognized over a weighted average period of 1.98 years.

For awards containing only service and/or performance based vesting conditions, we use the Black-Scholes
option-pricing model to estimate the fair value of each option grant on its grant date. The assumptions used in this
model for the years ended December 31, 2010, 2009 and 2008, were as follows:

Year Ended December 31,
2010 2009 2008
Dividend yield . ........ ..o 0.75% 1.2% 12.0%
Expected volatility . ... .....c...oorinen.... DU 87.0%  84.2% 49.6%
Risk-free interest rate . . ... ....ccvinitt s 1.6% 1.7% 2.8%
Expected life .......... e e e 4.0 years 4.0 years 4.0 years

The dividend yield is computed based on annualized dividends and the average share price for the period. The
expected volatility is based on the historical volatility of CapitalSource Inc.’s stock price in the most recent period
that is equal to the expected term of the options being valued. The risk-free interest rate is the U.S. Treasury yield
curve in effect at the time of grant based on the expected life of the options. The expected life of our optlons granted
represents the period of time that the options are expected to be outstanding. ' .
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Restricted Stock Awards and Restricted Stock Units

Restricted stock activities, including restricted stock awards and restricted stock units, for the year ended
December 31, 2010, were as follows:

Weighted
Average

Grant-Date

Shares Fair Value
Outstanding as of December 31, 2009. e 6,521,876 $7.52
- Granted .. ... ..... e e e e Lo 2,045,220 6.11
Vested . ....... ... . P (1,612,906) 5.40
;Fdrfe"it"ed ........................................ e . (484,142) 9.38
Ou.tstand_ing as of December 31, 2010(1).............. e 6,470,048 5.64

(1) Includes 2.6 million and 0.7 million vested and unvested restricted stock units, respectively.

The fair value of unvested restricted stock awards and restricted stock units is determined based on the closing
trading ‘price of our common stock on the grant date, in accordance with the Plan. The weighted average grant date
fair value of restricted stock awards and restricted stock units granted during the years ended December 31, 2010,
2009 and 2008 was $6.11, $3.45 and $8.78, respectively.

The total fair value of restricted stock awards and restricted stock units that vested during the years ended
December 31, 2010, 2009 and 2008 was $8.6 million, $5.9 million and $31.7 million, respectively. As of
December 31, 2010, the total unrecognized compensation cost related to unvested restricted stock awards and
restricted ‘stock units granted pursuant to the Plan was $16.1 million, which is expected to be recognized over a
weighted average period of 2.69 years.

Note 18. Bank Regulatory Capital

CapitalSource Bank is subject to various regulatory capital requirements established by federal and state
regulatory agencies. Failure to meet minimum capital requirements can result in regulatory agencies initiating
certain mandatory and possibly additional discretionary actions that, if undertaken, could have a direct material
effect on our audited consolidated financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, CapitalSource Bank must meet specific capital guidelines that involve
quantitative measures of its assets and labilities as calculated under regulatory accounting practices. CapitalSource
Bank’s capital amounts and other requirements are also subject to qualitative judgments by its regulators about risk
weightings and other factors. See Ttem 1, Business — Supervision and Regulatzon for a further descnpt1on of
CapitalSource Bank 8 regulatory requirements.

The calculatlons of the respectlve capital amounts at CapltalSource Bank as of December 31, 2010, were as
follows ($ in thousands): :

Common stockholder’s equity at CapitalSource Bank . .. ........... e $ 924,644

Less: ‘

. Disallowed goodwill and other disallowed intangible assets. . ................... (161,799)
Unrealized gain on available-for-sale securities. .. ........... ... ... ......... (6,024)

Total Tier-1 Capital. .. ... ot i v e e e e e e 756,821

Add: Allowable portion of the allowance for loan lossesand other . . ............... 57,001

Total Risk-Based Capital .. .......................... e .. $ 813822

Under prompt corrective action regulations, a “well-capitalized” bank must have a total risk-based capital ratio
of 10%, a Tier 1 risk-based capital ratio of 6%, and a Tier 1 leverage ratio of 5%. Under its approval order from the
FDIC, CapitalSource Bank must be “well capitalized” and at all times have a minimum total risk-based capital ratio
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of 15%, a minimum Tier-1 risk-based capital ratio of 6% and a minimum Tier 1 leverage ratio of 5%. CapitalSource
Bank’s capltal ratios and the minimum requirement as of December 31, 2010 and 2009 were as follows

December 31,

2010 2009
Actual Minimum Required Actual Minimum Required
Amount Ratio Amount Ratio Amount Ratio Amount Ratio
‘ : e ($ in thousands)
Tier-1 Leverage . ........ $756,821 13.15% $287,830 5.00% $699,323  12.80% $273,153 5.00%
Tier-1 Risk-Based Capltal 756,821 16.86 269,335 6.00 699,323 16.19 259,175 . 6.00
Total Risk-Based Cap1ta1 813,822 18.13 673,336  15.00 754,580 1747 647, 938 15.00

The California Department of Financial Institutions (the “DFI”) approval order requires that CapltalSource
Bank, until July 2011, maintain a minimum ratio of tangible shareholder’s equity to total tangible assets of at least
10.00%. As of December 31, 2010 and 2009, CapitalSource Bank satisfied the DFI capital ratio requirement with
ratios of 12.61% and 12.32%, respectively.

Note 19. Commltments and Contmgenc1es

We have non- cancelable operating leases for office. space and offlce equ1pment The leases expn‘e over the next
fourteen years and contain provisions for certain annual rental escalations.

As of December 31, 2010, future minimum lease payments under non-cancelable operating leases, including
leases held at CapitalSource Bank, were as follows ($ in thousands):

DOTT L i e s s s $ 14,934
D012 0 v e e e e e e e s e ‘13,921
2003 e e e e e e e e e e e e e e e e e i A e e e 11,625
2014 . e e e e e b 9,639
2005 e e e e 7,736
Thereafter . . . . ot e e e e e e e e e e e 51,441
Total(l) ............................................................. $109 296

(1) Minimum payments have not been reduced by minimum sublease rentals of $11.9 million due in the future
under noncancelable’ subleases

* Rent expense was $18.1 mllhon $18 6 mllhon and $1 1 A million for the years ended December 31, 2010 2009
and 2008, respectlvely :

We provide standby letters of credlt in conjunctlon with several of our lendlng arrangements and property lease
obligations. As of December 31, 2010 and 2009, we had issued $143.4 million and $182. 5 million, respectively, in these
stand-by letters of credit which expire at various dates over the next five years. If a borrower defaults on its
commitment(s) subject to any letter of credit issued under these ‘arrangements, we would be required to meet the
borrower’s financial obligation and would seek repayment of that financial obligation from the borrower. These
arrangements had carrying amounts totaling $3.8 million and $6.1 million, as reported in other liabilities in our audited
consolidated balance sheets as of December 31, 2010 and 2009, respectively.

As of December 31, 2010 and 2009, we had unfunded commitments to extend credit to our clients of
$1.9 billion and $2.8 billion, respectively including unfunded commitments to extend credit by CapitalSource Bank
of $958.7 million and $914.9 million, respectively, and by the parent company of $977.7 million and $1.9 billion,
respectively. Due to their nature, we cannot know with certainty the aggregate amounts we will be required to fund
under these unfunded commitments. In many cases, our obligation to fund unfunded commitments is subject to our
clients’ ability to provide collateral to secure the requested additional fundings, the collateral’s satisfaction of
eligibility requirements, our clients’ ability to meet specified preconditions to borrowing, including compliance
with the loan agreements, and/or our discretion pursuant to the terms of the loan agreements. In other cases,
however, there are no such prerequisites to future fundings by us and our clients may draw on these unfunded
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commitments at any time. Although we expect that these unfunded commitments will continue to exceed the Parent
Company’s available funds, we forecast adequate liquidity to fund the expected borrower draws under these
commitments. To the extent there are unfunded commitments with respect to a loan that is owned partially by
CapltaISource Bank and the Parent Company, unless our client is in default, CapitalSource Bank is obligated in
some cases pursuant to intercompany agreements to fund its portlon of the unfunded commltment before the Parent
Company is required to fund its portlon

During the year ended December 31, 2010, we sold all of our remaining direct real estate investment
properties. We are responsible for indemnifying the current owners for any remediation, including costs of removal
and disposal of asbestos that existed prior to the sales, through the third anniversary date of the sale. We will
recognize any remediation costs if notified by the current owners of their intention to exercise their indemnification
rights, however, no such notification has been received to date. As of December 31, 2010, sufficient information was
not available to estimate our potential liability for conditional asset retirement obligations as the obhgatlons to
remove the asbestos from these properties continue to have indeterminable settlement dates.

From time to time we are party to legal proceedings.- We do not believe that any currently pending or threatened
proceeding, if determined adversely to us, would have a material adverse effect on our business, financial condition
or results of .operations, including our cash flows.

Note 20. Related Party Transactions

We have from time to time in the past, and expect that we may from time to time in the future, enter into
transactions with' companies in which our directors, executive officers, nominees for directors, 5% or more
beneficial owners or certain of their affiliates have material interests. Our Board of Directors, or a committee of
disinterested directors, is charged with considering and approving these types of transactions, Management believes
that each of our related party loans has been, and will continue to be, subject to the same due diligence, underwriting
and rating standards as the loans that we make to unrelated third parties.

As of December 31, 2010 and 2009, we had committed to lend $53.7 million and $86. 5 m1111on respectlvely, to
- such entities of which $24.0 million and $64.0 million, respectively, was outstanding. These loans bear interest
ranging from 3.30% to 7.75% as of December 31, 2010 and 3.26% to 8.75% as of December 31, 2009. For the years
ended December 31, 2010, 2009 and 2008, we recognized $6.7 million, $4 7 million and $9.2 million, respectively,
in interest and fees from these loans.

Activity in related party loans for the year ended December 31, 2010, was as follows ($ in thousands):

Balance as of January 1, 2010 . .. .. ... . .. $ 63,990
AVANCES . ..ot e e 300,067
Repayments. .. ........ e e e e e e e e e (335,846)
Loan sales. . . ... (20,626)
Reclassifications to related party . . . ... ..ottt 16,421

Balance as of December 31, 2010 . . . . ...ttt $ 24,006

Note 21. Derivative Instruments

We are exposed to certain risks related to our ongoing business operations. The primary risks managed through
the use of derivative instruments are interest rate risk and foreign exchange risk. We do not enter into derivative
instruments for speculative purposes. As of December 31, 2010, none of our derivatives were designated as hedging
instruments pursuant to GAAP.

We enter into various derivative instruments to manage our exposure to interest rate risk. The objective is to
manage interest rate sensitivity by modifying the characteristics of certain assets and liabilities to reduce the adverse
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effect of changes in interest rates. We primarily use interest rate swaps and basis swaps to manage our interest rate
risks. -

Interest rate swaps are contracts in which a series of interest rate cash flows, based on a specific notional
amount as well as fixed and variable interest rates, are exchanged over a prescribed period. To minimize the
economic effect of interest rate fluctuations specific to our fixed rate debt and certain fixed rate loans, we enter into
interest rate swap agreements whereby either we pay a fixed interest rate and receive a variable interest rate or we
pay a variable interest rate and receive a fixed interest rate over a prescribed period.

" We also enter into basis swaps to eliminate risk between our LIBOR-based term debt securitizations and the
prime-based loans pledged as collateral for that debt. These basis swaps modify our exposure to interest rate risk
typically by converting our prime rate loans to a one-month LIBOR rate. The objective of this swap activity 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 one-month LIBOR based term debt. '

We enter into forward exchange contracts to hedge foreign currency denominated loans we originate against
foreign currency fluctuations. The objective is to manage the uncertainty of future foreign exchange rate
fluctuations. These forward exchange contracts provide for a fixed exchange rate which has the effect of reducing
or eliminating changes to anticipated cash flows to be received from foreign currency-denominated loan trans-
actions as the result of changes to exchange rates.

During the years ended December 31, 2010, 2009 and 2008, we recognized net realized and unrealized losses
of $8.6 million, $13.1 million and $41.1 million, respectively, related to these derivative instruments.

As of December 31, 2010, the notional amounts and fair values of our various derivative instruments as well as
their locations in our audited consolidated balance sheets were as follows:

Notional Fair Value
Amount Other Assets = Other Liabilities. -
($ in thousands)
Interest rate CONtractS. . . . ..o v vttt iiteen e ennn - $1,287,399 $41,309 $77,410
Foreign exchange contracts . .................... 35,557 = 877
Total ..o, . PR $1,322,956  $41,309 $78,287

As of December 31, 2009, the notional amounts and fair values of our various derivative instruments as well as
their locations in our audited consolidated balance sheets were as follows:

Notional Fair Value
Amount Other Assets Other Liabilities
($ in thousands)
Interest rate CONtractS. ... ........c.ovunnuenn... $2.,380,365 $14,073 $78,736
Foreign exchange contracts . .................... 53,683 256 3,926

Total .. ... Sereeiiareae s $2,434,048 $14,329 $82,662
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The gains and losses on our derivative instruments recognized during the years ended December 31, 2010,
2009 and 2008 as well as the locations of such gains and losses in our audited consolidated statements of operations
were as follows:

Gain (Loss) Recognized in Income in Year

» Ended December 31,
. Location 2010 2009 2008
) . ($ in thousands)
Interest rate contracts. .. ... . Loss on derivatives $(6,055) $ (4,748) $ (47,455)
Interest rate contracts. . ... .. Gain (loss) on residential

mortgage investment portfolio o ,
~ — 896 (101,468)
Foreign exchange contracts .. Loss on derivatives - (2,589) (8,307) - 14,582

Total . ......covvninnn. $(8,644)  $(12,159) - $(134,341)

Note 22 Credlt Risk

In the normal course of business, we utilize various financial instruments to manage our: exposure to interest
rate and other market nsks These financial instruments, which consist of derivatives and credlt-related arrange-
ments, involve, to varying degrees, elements of credit and market risk in excess of the amounts recorded on our
audited consolidated balance sheets in accordance with apphcable accounting standards.

Credit risk is the risk of loss arising from adverse changes in a client’s or counterparty’s ability to meet its
financial obligations under agreed-upon terms. Market risk is the possibility that a change in market prices may
cause the value of a financial instrument to decrease or become more costly to settle. The contract or notional

.amounts of financial instruments, which are not included in our audited consolidated balance sheets, 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 credit risk of our derivatives and credit-related arrangements by limiting the total amount of
arrangements outstanding by an individual counterparty, by obtaining collateral based on management’s assessment
of the chent and by applying uniform credit standards maintained for all activities with credlt risk.
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- Contract or.notional amounts and the credit risk amounts for.derivatives and credit-related arrangements as of
December 31, 2010 and. 2009, were as follows: : :

December 31,

2010 o 2009
Contract or Contract or
“Notional Credit Risk Notional Credit Risk
Amount Amount Amount Amount
($ in thousands) .
Derivatives: . : .
Interest rate swaps . .............. Lok e $ 726,889 $41,309 $1,267,049 $14,073
S IntereSt rate CAPS Lo v vt i e —_— —_ 269,478 —
" Poreign exchange contracts. .. .............. 035,557 — - 53,683 256
VT(')tz_tl_' der'ivatiye’s_v. R e $ 762,446 $41,309 $1,590,210 $14,329
Credit-related arrangements: v
Commitments to extend credit .......... L... $1,936,356 $18,036 $2,838,915 $25,838
. Commitments to extend letters of credit .. .. .. 2 267,268 17,425 371,528 24,430
Total credit-related arrangements .............. $2,203624 $35461 $3210443 $50.268

* Derivatives

- Derivative instruments expose us to credit risk in the event of nonperformance by counterparties to such
-agreements. This risk exposure consists primarily of the termination value of agreements where we are in a
favorable position. We manage the credit risk associated with various derivative agreements through counterparty
credit review and monitoring procedures. We obtain collateral from certain counterparties and monitor all exposure
and collateral requirements daily. We continually monitor the fair value of collateral received from counterparties
and may request additional collateral from counterparties or return collateral pledged as deemed appropriate. As of
December 31, 2010, we also posted collateral of $10.0 mllhon related to counterparty requirements for fore1gn
exchange contracts at CapitalSource Bank. Our agreements generally include master netting agreements whereby
we are entitled to settle our individual derivative positions with the same counterparty on a net basis upon the
occurrence of certain events. As of December 31, 2010, our derivative counterparty exposure was as follows ($ in
thousands):

Gross derivative cOUNterparty €XpOSUIE . . ... ....vuveeee s et $ 41,309
Master netting agreements. . ... ... ... v ttn ettt (26,297)
Net derivative counterparty eXpoSUIe . . . ... .vvvv vttt et et e e e e $ 15,012

We report our derivatives in our audited consolidated balance sheets at fair value on a gross basis 1rrespect1ve
of our master netting arrangements. We held $15.3 million and $0.5 million of collateral against our derivative
instruments that were in an asset position as of December 31, 2010 and 2009, respectively. For derivatives that were
in a liability position, we had posted collateral of $53.1 million and $59.8 million as of December 31, 2010 and
2009, respectively. For additional information, see Note 21, Derivative Instruments.

Credit-Related Arrangements
As of December 31, 2010 and 2009, we had committed credit facilities to our borrowers of approximately
$8.6 billion and $11.6 billion, respectively, of which approximately $1.9 billion and $2.8 billion, respectively, were

unfunded. Our failure to satisfy our full contractual funding commitment to one or more of our borrower’s could
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create a breach of contract and lender liability for us and damage our reputation in the marketplace, which could
have a material adverse effect on our business.

We provide standby letters of credit in conjunction with several of our lending arrangements. As of
December 31, 2010 and 2009, we had issued $143.4 million and $182.5 million, respectively, in letters of credit
which expire-at various dates over the next five years. If a borrower defaults on its commitment(s) subject to any
letter of credit issued under these arrangements, we would be responsible to meet the borrower’s financial
obligation and would seek repayment of that financial obligation from the borrower.

In our normal course of business, we engage in transactions with clients throughout the United States. As of
- December 31, 2010, the single largest industry concentration was healthcare and social assistance, which made up
approximately 21.5% of our commercial loan portfolio. As of December 31, 2010, the two largest geographical
concentrations were Florida and California, which made up 10.5%-and 9.7% of our commercial loan portfolio,
respectively.

Note 23. Fair Valué Measurements

We use fair value measurements to record fair value adjustments to certain of our assets and liabilities and to
determine fair value disclosures. Invéstment securities; avallable fot-sale, warrants and derivatives are recorded at
fair value on a recurring basis. In addition, we may be required, in specific circumstances, to measure certain of our
assets at fair value on a nonrecurring basis, including investment securities, held-to-maturity, loans held for sale,
loans held for investment, REO and certain other investments.

, Fair Value Détefmination

Fair value is based on quoted market prices or by using market based inpuits where available. Given the nature
of some of our assets and liabilities, clearly determinable market based valuation inputs are often not available;
therefore, these assets and liabilities are valued using internal estimates. As subjectivity exists'with respect to many
of our valuation estimates used, the fair values we have disclosed may not equal prices that we may ultlmately
realize if the assets are sold or the liabilities settled with third parties.

Below is a description of the valuation methods for our-assets and liabilities recorded at fair value on either a
recurring or nonrecurring basis. While we believe the valuation methods are appropriate and consistent with other
market participants, the use of different methodologies or assumptions to determine the fair value of certain assets
and liabilities could result in a different estimate of fair value at the measurement date.

165



NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Assets and Liabilities
Cash

. Cash and cash equlvalents and restrlcted cash are recorded at historical cost The carrying amount is a
reasonable estimate of fair value as these instruments have short-term maturities and interest rates that approximate
market.

Investment Securities, Available-for-Sale

Investment securities, available-for-sale, consist of U.S. Treasury bills, Agency discount notes, Agency
callable notes, Agency'debt, Agency MBS, Non-agency MBS, and corporate debt securities that are carried at fair
value on a recurring basis and classified as available-for-sale securities. Fair value adjustments on these investments
are generally recorded through other comprehensive income. However, if impairment on an investment, availa-
ble-for-sale is deemed to be other-than-temporary, all or a portion of the fair value adjustment may be reported in
earnings. The securities are valued using quoted prices from external market participants, including pricing
services. If quoted prices are not available, the fair value is determined using quoted prices of securities with similar
characteristics or independent pricing models, wh1ch utilize observable market data such as benchmark yields,
reported trades and issuer spreads. These securities are primarily class1f1ed within Level 2 of the fair value
hierarchy.

Investment securities, available-for-sale, also consist of collateralized loan obligations, which include the
interests we hold in the deconsolidated 2006-A Trust, and corporate debt securities, which consist primarily of
corporate bonds, whose values are determined using internally developed valuation models. These models may
utilize discounted cash flow techniques for which key inputs include the timing and amount of future cash flows and
market yields. Market yields. are based on comparisons to other instruments for which market data is available.
These models may also utilize industry valuation benchmarks, such as multiples of EBITDA, to determine a value
for the underlying enterprise. Given the lack of active and observable trading in the market, our collateralized loan
obligations and corporate debt securities are classified in Level 3.. ,

Investment securities, available-for-sale, also consist of equity securities which are valued using the stock price
of the underlying company in which we hold our investment. Our equity securities are classified in Level 1 or 2
depending on the level of activity within the market.

Investment Securities, Held-to-Maturity

Investment securities, held-to-maturity consist of commercial mortgage-backed-securities. These securities
are generally recorded at amortized cost, but are recorded at fair value on a non-recurring basis to the extent we
record an OTTI on the securities. Fair value measurements are determined using quoted prices from external market
participants, including pricing services. If quoted prices are not available, the fair value is determined using quoted
prices of securities with similar characteristics or independent pricing models, which utilize observable market data
such as benchmark yields, reported trades and issuer spreads.

Loans Held for Sale

Loans held for sale are carried at the lower of cost or fair value, with fair value adjustments recorded on a
nonrecurring basis. The fair value is determined using actual market transactions when available. In situations when
market transactions are not available, we use the income approach through internally developed valuation models to
estimate the fair value. This requires the use of significant judgment surrounding discount rates and the timing and
amounts of future cash flows. Key inputs to these valuations also include costs of completion and unit settlement
prices for the underlying collateral of the loans. Fair values determined through actual market transactions are
classified within Level 2 of the fair value hierarchy, while fair values determined through internally developed
valuation models are classified within Level 3 of the fair value hierarchy.
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Loans Held for Investment

Loans held for investment are recorded at outstanding principal, net of any deferred fees and unamortized
purchase discounts or premiums and net of an allowance for loan losses. We may record fair value adjustments on a
nonrecurring basis when we have determined that it is necessary to record a specific reserve against a loan and we
measure such specific reserve using the fair value of the loan’s collateral. To determine the fair value of the
collateral, we may employ different approaches depending on the type of collateral. '

In cases where our collateral is a fixed or other tangible asset, including commercial real estate, our
determination of the appropriate method to use to measure fair value depends on several factors including the
type of collateral that we are evaluating, the age of the most recent appraisal performed on the collateral, and the
time required to obtain an updated appraisal. Typically, we obtain an updated third-party appraisal to estimate fair
value using external valuation specialists. ‘ -

For impaired collateral dependent commercial real estate loans, we typically obtain an updated appraisal as of
the date the loan is deemed impaired to measure the amount of impairment. In situations where we are unable to
obtain a timely updated appraisal, we perform internal valuations which utilize assumptions and calculations
similar to those customarily utilized by third party appraisers and consider relevant property specific facts and
circumstances. In certain instances, our internal assessment of value may be based on adjustments to outdated
appraisals by analyzing the changes in local market conditions and asset performance since the appraisals were
performed. The outdated appraisal values may be discounted by percentages that are determined by analyzing
changes in local market conditions since the dates of the appraisals as well as by consulting databases, comparable
market sale prices, brokers’ opinions of value and other relevant data. We do not make adjustments that increase the
values indicated by outdated appraisals by using higher recent sale comparisons.

" Impaired collateral dependent commercial real estate loans for which ultimate collection depends solely on the
sale of the collateral are charged off to the estimated fair value of the collateral less estimated costs to sell. For
certain of these loans, we charged off to an amount different than the value indicated by the most recent appraisal.
This was primarily the result of both factors causing the appraisal to be outdated as outlined above and other factors
surrounding the loans not considered by appraisals, such as pending loan sales and other transaction specific factors.
As of December 31, 2010 and 2009, we charged off an additional $58.2 million, net, and $2.3 million, net,
respectively, in loan balances compared with amounts that would have been charged off based-on the appraised
values of the collateral. ‘

Our policy on updating appraisals related to these originated impaired collateral dependent commercial real
estate loans generally is to obtain current appraisals subsequent to the impairment date if there are significant
changes to the underlying assumptions from the most recent appraisal. Some factors that could cause significant
changes include the passage of more than twelve months since the time of the last appraisal; the volatility of the
local market; the availability of financing; the inventory of competing properties; new improvements to, or lack of
maintenance of, the subject property or competing surrounding properties; a change in zoning; environmental
contamination; or failure of the project to meet material assumptions of the original appraisal. This policy for
updating appraisals does not vary by commercial real estate loan type.

We continue to monitor collateral values on partially charged-off impaired collateral dependent commercial
real estate loans and may record additional charge offs upon receiving updated appraisals. We do not return such
partially charged-off loans to performing status, except in limited circumstances when such loans have been
formally restructured and have met key performance criteria including compliance with restructured payment
terms. We do not return such partially charged-off loans to performing status based solely on the results of
appraisals.

In cases where our collateral is not a fixed or tangible asset, we typically use industry valuation benchmarks to
determine the value of the asset or the underlying enterprise.

When fair value adjustments are recorded on loans held for investment, we typically classify them in Level 3 of
the fair value hierarchy.
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We determine the fair value estimates of loans held for investment for fair value disclosures primarily using
external valuation specialists. These valuation specialists group loans based on credit rating and collateral type, and
the fair value is estimated utilizing discounted cash flow techniques. The valuations take into account current
market rates of return, contractual interest rates, maturities and assumptions regarding expected future cash flows.
Within each respective loan grouping, current market rates of return are determined based on quoted prices for
similar instruments that are actively traded, adjusted as necessary to reflect the illiquidity of the instrument. This
approach requires the use of significant judgment surrounding current market rates of return, liquidity adjustments
and the timing and amounts of future cash flows. R :

B

Other Investments

Other investments accounted for under the cost or equity methods of accounting are carried at fair value on a
nonrecurring basis to the extent that they are determined to be other-than-temporarily impaired during the period.
As there is rarely an observable price or market for such investments, we determine fair value using internally
developed models. Our' models utilize industry valuation benchmarks, such as multiples of EBITDA, to determine a
value for the underlying enterprise. We reduce this value by the value of debt outstanding to arrive at an estimated
equity value of the enterprise. When an external event such as a purchase transaction, public offering or subsequent
equity sale occurs, the pricing indicated by the external event will be used to corroborate our private equity
valuation. Fair value measurements related to these investments are typically classified within Level 3 of the fair
value hierarchy. - o ~

" Warrants

Warrants are carried at fair value on a recurring basis and generally relate to privately held companies.
Warrants for privately held companies are valued based on the estimated value of the underlying enterprise. This fair
value is derived principally using a multiple determined either ffbm comparable public company data or from the
transaction where we acquired the warrant and a financial performance indicator based on EBITDA or another
revenue measure. Given the nature of the inputs used to value privately held company warrants, they are classified in
Level 3 of the fair value hierarchy. ' o o

FHLB SF Stock

Our investment in FHLB stock is recorded at historical cost. FHLB stock does not have a readily determinable
fair value, but may be sold back to the FHLB at its par value with stated notice. The investment in FHLB SF stock is
periodically evaluated for impairment based on, among other things, the capital adequacy of the FHLB and its
overall financial condition. No impairment losses have been recorded through December 31, 2010.

Derivative Assets and Liabilities

Derivatives are carried at fair value on a recurring basis and primarily relate to interest rate. swaps, caps, floors,
basis swaps and forward exchange contracts which we enter into to manage interest rate risk and foreign exchange
risk: Our derivatives are principally traded in over-the-counter markets where quoted market prices ate not readily
available. Instead, derivatives are measured using market observable inputs such as interest rate yield curves,
volatilities and basis spreads. We also consider counterparty credit risk in valuing our derivatives. We typically
classify our derivatives in Level 2 of the fair value hierarchy.

Real Estate Owned

REO is initially recorded at its estimated fair value at the time of foreclosure. REO held for sale is carried at the
lower of its carrying amount or fair value subsequent to the date of foreclosure, with fair value adjustments recorded
on a nonrecurring basis. REO held for use is recorded at its carrying amount, net of accumulated depreciation, with
fair value adjustments recorded on a nonrecurring basis if the carrying amount of the real estate is not recoverable
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and exceeds its fair'value. When available, the fair value of REOQ is determined using actual market transactions.

When market transactions are not available, the fair value of REO is typically determined based upen recent

appraisals by third parties. We may or may not adjust these third party appraisal values based on our own internally .
developed judgments and estimates. To the extent that market transactions or third party appraisals are not available,

we use the income approach through internally developed valuation models to estimate the fair value. This requires

the use of significant judgment surrounding discount rates and the timing and amounts of future cash flows. Fair

values determined through actiial market transactions are classified within Level 2 of the fair value hierarchy while

fair values determined through third party appraisals and through internally developed .valuation models are

classified within Level 3 of the fair value hierarchy. V ' ‘

Other Foreclosed Assets

When we foreclose on a borrower whose underlying collateral consists of loans, we record the acquired loans
at the estimated fair value at the time of foreclosure. Valuation of that collateral, which often is a pool of many small
balance loans, is typically performed utilizing internally developed estimates. These estimates rely upon default and
recovery rates, market discount rates and the underlying value of collateral supporting the. loans. ’Undérlying
collateral values may be supported by appraisals or broker price opinions. When fair value adjustments are recorded
on these loans, we typically classify them in Level 3 of the fair value hierarchy: . ‘

Deposits

Deposits are carried at historical cost. The carrying amounts of deposits for savings and money market
accounts and brokered certificates of deposit are deemed to approximate fair value as they either have no stated
maturities or short-term maturities. Certificates of deposit are grouped by maturity date, and the fair value is
estimated utilizing discounted cash flow techniques. The interest rates applied are rates currently being offered for

similar certificates of deposit within the respective maturity groupings.
Credit Facilities )
The fair value of credit facilities is estimated based on current market interest rates for similar debt instruments
adjusted for the remaining time to maturity.
Term Debt

Term debt comprises term debt securitizations and our 2014 Senior Secured Notes. For disclosure purposes;
the fair values of our term debt securitizations and 2014 Senior Secured Notes are determined based on actual prices
from recent third party purchases of our debt when available and based on indicative price quotes received from
various market participants when recent transactions have not occurred. '

Other Borrowings

Our other borrowings comprise convertible debt and subordinated debt. For disclosure purposes, the fair value
of our convertible debt is determined from quoted market prices in active markets or, when the market is not active,
from quoted market prices for debt with similar maturities. The fair value of our subordinated debt is determined
based on recent third party purchases of our debt when available and based on indicative price quotes received from
market participants when recent transactions have not occurred.

Off-Balance Sheet Financial Instruments

Loan Commitments and Letters of Credit

Loan commitments and letters of credit generate ongoing fees at our current pricing levels, which are
recognized over the term of the commitment period. For disclosure purposes, the fair value is estimated using the
fees currently charged to enter into similar agreements, taking into account the remaining terms of the agreements,
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the current creditworthiness of the counterparties and current market conditions. In addition, for loan commitments,
the market rates of return utilized in the valuation of the loans held for investment as described above are applied to
this analysis to reflect current market: conditions. ' ‘

Assets and Liabilities Carried at Fa_ii Value on a Recurring Basis

Assets and liabilities have been grouped in their entirety within the fair value hierarchy based on the lowest
level of input that is significant to the fair value measurement. Assets and liabilities carried at fair value on a

recurring basis on the balance sheet as of December 31, 2010 were as follows:

Mea:?:xi-:n‘::}ll:eas of Quoted Prices in Significant Other Significant
December 31, Active Markets for Observable Unobservable
2010 Identical Assets (Level 1) Inputs (Level 2) Inputs (Level 3)
($ in thousands) )
Assets ,
_.‘Invgstrriéx‘lt securities, évai]able—for—sale:‘ t B
~ Agency discount notes. . . . . e $ 164974 - § — $ 164,974 $ - —
Agency callable notes . . . .......... ' 162,888. — 162,888 —
Agencydebt.................... 103,430 — 103,430 —
Agency MBS . . ... e e 870,155 — 870,155 —
Non-agency MBS ... ............. 113,684 — 113,684 i —
Equity securities. . ............... ‘ 263 _ 263 B - _
Corporate debt ... ............ L 5135, — ‘ 5,120 15
Collateralized loan obligations . ...... 12249 - — 12,249
US. Treasury and agency securities . . 90,133 ____—— 90,133 —
Total investment securities, : )
available-for-sale ................ 1,522,911 263 1,510,384 12,264
Investments carried at fair value: ' .
Warrants . . .. .. R 222 - = = 222
Other assets held at fair value: S t
Derivative assets. . ....... Cee 41,309 = 41,309 —
Total assets . . .................... $1,564,442 $263 $1,551,693 $12,486
Liabilities N ‘ - _'
Other liabilities held at fair value: . » . N
Derivative Habilities . . ............ $ 78,287 §_: $ 78,287 $  —
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. Assets and liabilities carried at fair value on a recurring bas1s on the balance sheet as of December 31, 2009

were as follows:

Assets

Investment securities, available-for-sale:

Agency discount notes. ... .. ..
Agency callable notes . . .. .....
Agency debt. ............. ‘.
Agency MBS .. ... ... .....
Non-agency MBS . .. ........
Equity securities. . .. ...... I
Corporate debt . .. ..........
Collateralized loan obligation. . .

Total investment securities,
available-for-sale

Investments carried at fair value:

Warrants . . ... ocve it

Other assets held at fair value:

Derivative assets . .. .. .......

Total assets . . .........c......

Liabilities
Other liabilities held at fair value:

Derivative liabilities .........

Fair Val
Meas:r;men‘tleas of .. Quoted Prices in Significant Other  Significant
December 31, Active Markets for Observable Unobservable
. 2009 Identical Assets (Level 1)  Inputs (Level 2) Inputs (Level 3)
-~ ($ in thousands)
$ 49,996 $8 — $ 49,996 $ —
250,530 -— 250,530 —
24,472 — 24,472 _—
418,390 — 418,390 —
153,275 — 153,214 61
52,984 52,984 — —
9,618 _ 5,161 4,457
© 1,326 —_ — 1,326
960,591 52,984 901,763 5,844
1,392 — — 1392
14,329 — 14,329 —
$976,312 $52,984 $916,092 $7,236
$ 82,662 3 — $ 82,662 $ -

A summary of the changes in the fair values of assets and liabilities carried at fair value for the year ended
December 31, 2010 that have been classified i in Level 3 of the fair value hierarchy was as follows:

Total

Realized

and

Unrealized
Gains
(Losses)

Purchases,

Sales,

: Issuances,

and

Settlements,

Net

Realized and Unrealized
Gains (Losses)
Included in
Balance as of Other
January 1, Included in Comprehensive
2010 Income Income, Net
Assets
Investment securities, available
for sale: )
Non-agency MBS. . ......,. § 6l $ — $ -
Corporate debt. . . ... .. e 4,457 (2,368) 2,896
Collateralized loan - :
obligation . . .......... 1,326 636 (308)
Total . ... i 5,844 (1,732) - 2,588
Warants . . .o . v v e 1,392 117 —
Total assets . .. ..o.oonvnn $7,236 $(1,615) $2,588
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($ in thousands)

$ —
528

328

856
117

8973

$ ©6D
4,970

10,595

5,564
(1,287)
$ 4277

Transfers Un(l‘;ia;:‘l:ed

lfnlfg u:)s Balance as of (Losses) as of
OLeVe ©  December 31, December 31,
In  (Out) 2010 2010

$— $— $ — $ —
- = 15 (3,594)
= — 1224 =
— - 12264 (3,594)
= = 222 __(605)
$— $—  $12486 $(4,199)
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A summary of the changes in the fair values of assets and liabilities carried at fair value for the year ended
December 31, 2009 that have been classified in Level 3 of the fair value hierarchy was as follows:
Realized and Unrealized

. Purchases,
Gains (Losses) © " Total Sales, Unrealized
‘ :  ‘Included in  Realized and Issuances, ansfers Gains
Balances as of Other Unrealized and In (O“It) of Balance as of (Losses) as of
January 1,  Included in Comprehensxve Gains Settlements, _Le_v_e__L December 31, December 31,
2009 Income Income, Net (Losses) Net _le__ (Out) 2009 2009
($ in thousands) ’
Assets
Investment securities, available
for sale: )
Non-agency MBS. . . ... . $ 377 $ an $ 52 % 69 % @41 $— $— $ 61 $ an
Corporate debt. . . ... ... - 33,886 (10,893) (2,676) (13,569) (15,860) — — 4,457 151
Collateralized loan : ’ .
obligation . ......... 2,361 (1,232) 308 (924) (111) i = 1,326 (1,232)
Total .............. . 36,624 (12,142) (2,420). (14,562) (16,218) — — 5,844 (1,098)
Warrants . ., ........ co. 4661 @ -, . @y (248 — — 1392 (185)
Total assets . ... ......... $41,285 $(12,163) $(2,420) . . $(14,583) - $(19,466). . $— $_—_ - $7,236 $(1,283)

Realized and unrealized gains and losses on assets and liabilities classified in Level 3 of the fair value
hierarchy included in income for the year ended December 31, 2010, reported in 1nterest 1ncome and gain (loss) on
investments, net were as follows:

Interest Gain (Loss)‘on
‘Income Investments, Net

: , ($ in thousands)
Total gains (losses) included in earnings for the year.............. .. $159 $(1,774)
Unrealized gains (losses) relating to assets held at yearend. ........... — (4,199)

Realized and unrealized gains and losses on assets and liabilities classified in Level 3 of the fair value
hierarchy included in income for the year ended December 31, 2009, reported in interest income, loss on
investments, net, and loss on residential mortgage investment portfolio were as follows:

: ' ‘ R ' Loss on

Interest - Loss on Resndentlal Mortgage
Income  Investments, Net Investment Portfolio

($ in thousands)

- Total gains (losses) included ineamings 'for the

B =Y A AT SR $895 $(13,588). $4
Unreahzed gains (losses) relatmg to assets held at N
yearend .............. .. .. 739 (2,018) @)

Assets Carried at Fair Value on a Nonrecurring Basis

We may be required, from time to time, to measure certain assets at fair value on a nonrecurring basis."As
described above, these adjustments to fair value usually result from the application of lower of cost or fair value
accounting or write downs of individual assets. The tables below provide the fair values of those assets for which
nonrecurring fair value adjustments were recorded during the years ended December 31, 2010 and 2009, classified
by their position in the fair value hierarchy. The tables also provide the gains (losses) related to those assets recorded
during the years ended December 31, 2010 and 2009.
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‘Fair Valiie” " " Quoted Prices in’ ‘ Bl Total Net Losses for
Measurement as of  Active Markets: . Slgmﬁcant Othet Slgnlﬁcant . the Year Ended
December 31, " for Identical ~ Observable Inputs Unobservable December 31,
2010 Assets (Level 1) i .:. (Level 2) ‘‘Inputs (Level 3) 2010 -
($ in thousands)
Assets o B

Loans held for sale . . viv oo vne vt $205,334 .o $— $205,334 $ — . $(23237)
Loans held for investment(1).. .. ... .. 185,303 — — 185,303 (153,275)
Investments carried at cost. . ........ 606 L — — 606 - (2,540)

Investments accounted for under the : . e
equity method. . . ... ... T 199 — — 199 .. (837
REOD) . oovevn.n. . 41826 — - 47,826 (45,484)
Loan receivables. . . . . . . PP - 53373 = — 53,373 (42,079)
Total SSEts . ... ...ovvrvnnnn.. - $492,641 $— - $205,334 $287 307‘ $(267,452)

(1) Represents impaired loans held for investment measured at fair value of the collateral less transaction costs.
Transaction costs were not significant during the period. .

(2) Represents REO measured at fair value of the collateral less transaction costs. Transaction costs were not
s1gn1ﬁcant durlng the period. ' " - e ‘ : o S A
The table below: prov1des the fair values of those assets for which nonrecurrmg fair value adJustments were
recorded during the year ended December 31,2009, classified by their position in the, falr value hierarchy. The table
also provides the gains (losses) related to those assets recorded during the year ended December 31, 2009.

Fair Value Quoted Prices in Total Net Losses for
Measurement as of Active Markets  Significant Other Significant: - ;. the Year Ended;
December 31, for Identical Observable Inputs  Unobservable December 31,
2009 Assets (Level 1) (Level 2) _ Inputs (Level 3) 2009
v o ’ (8 in thousands) ) : o
Assets ‘ _ L B -
Loans held for sale .. ... ..... .. $ 670  $— . $670 T — % (3438
Loans held for 1nvestment(l). . 388;982 L= i o — R 388982 (276,650)
Investments carried af cost R S l2,’9’l4, = = 12914 (12,542)
Investments accounted for under T P o
 the equity method ... ...... AP ( — — 610 (2,802)
REO(2)............ Lo 80,674 — — ' 80674 (17,156)
Loan receivables.............. 127,173 = — 127173 (3,594)
Total SSets... . ............... $611,023 $— $670  $610,353  $(316,182)

(1) Represents impaired loans held for investment measured at fair value of the loan’s collateral less transaction
costs. Transaction costs were not significant during the period.

(2) Represents REO measured at fair value of the collateral less transaction costs. Transaction costs were not
significant during the period,

Fair Value of Financial Instruments

A financial instrument is defined as cash, evidence of an ownership interest in an entity, or a contract that
creates a contractual obligation or right to deliver or receive cash or another financial instrument from a second
entity on potentially favorable terms. The methods and assumptions used in estimating the fair values of our
financial instruments are described above.
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The table below provides fair value estimates for our financial instruments as of December 31, 2010 and 2009,
excluding financial assets and liabilities for which carrying valiie is d reasonable estimate of fair value and those
which are recorded at fair value on a recurrmg basis.

December 31,
2010 2009
Carrying Value Fair Value = Carrying Value - Fair Value
N ($ in thousands) :

" Assets:
Commercial real estate “A” Part1c1pat10n '
Interest, met . .. .....voviinen.... $ — $ — $ 530,560 '$ 530,390
‘ Loans held for investment, net . ....... 5,717,316 5,767,160 7,548,545 7,255,318
Investments carried at cost. . ......... 33,062 64,735 53,205 87,940
Investment securities, held-to-maturity . . 184,473 195,438 242,078 262,181
Liabilities: :
Deposits . . .o vvivie i 4621273 4,628903 4,483,879 4,486,285
Credit facilities ................... 67,508 - 66,464 542,781 - 497,036
Termdebt . ............ ... [N 979,254 921,169 2,956,536 .. 2,162,533
Convertible debt, net . .............. 523,650 539,297 .. 561,347 . .. 525,860
Subordinated debt ................. 437,286 253,626 439,701 255,027
Mortgage debt........ e e - 447,683 426,865
Loan commltments and letters of o - a S o .
credit......... 0 ... SR A ' — 32972 — 45455

Note 24. * Segment Data

For the year ended December 31, 2010 we operated as two reportable segments: 1) CapitalSource Bank and
2) Other Commercial Finance. For the years ended December 31, 2009 and 2008, we operated as three reportable
segments: 1) CapitalSource Bank, 2) Other Commercial Finance, and 3) Healthcare Net Lease. Our CapltaISource
Bank segment comprises our commercial lending and banking business activities, and our Other Commercial
Finance segment comprises our loan portfolio and other business activities in the Parent Company Our Healthcare
Net Lease segment comprised our direct real estate investment business activities, which we exited completely with
the sale of all of the assets related to this segment during 2010. We have reclassified all comparative periodr results to
reflect our two current reportable segments. In addition, for comparative purposes, overhead and other intercom-
pany allocations have been reclassified from the Healthcare Net Lease segment into the Other Commercial Finance
segment for the years ended December 31, 2010, 2009 and 2008. o
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The financial results of our operating segments as of and for the years ended December 31, 2010, 2009 and
2008, were as follows: :
Year Ended December 31, 2010

Oth
CapitalSource Commee:cial Intercompany Consolidated
Bank(1) Finance Eliminations- Total
($ in thousands)
Total interest income . . .. ............ $ 333,625 § 315934 $ (9,918) $ 639,641
Interest €XPense. . .« . v o vvcevevovann 65,267 166,829 _ 232,096 -
Provision for loan.losses ............. 117,105 189,975 — . 307,080
Operating expenses ................. 113,696 174,426 (59,568) - 228,554
Other .income (expense), net. . .. ....... - .27,686 (1,932) (58,989) . (33,235)
Net income (loss) from continuing : L : o
operations before income taxes....... 6_5,243 (217,228) (9,339) (161,324)
Income tax expense (benefit) . . ..0..... 13,628 (34,430) — (20,802)
Net income (loss) from continuing o ” ; o
Operations . ... .......veiaeiiann $ 51,615  $(182,798) $ (9,339)  $ (140,522)
" Total assets as.of December 31, 2910. e v$6,117,368 I$3,418?897 . $(90,858), $9,445,407.
‘Year Ended December 31, 2009 .
; Other ' o :
CapitalSource Commercial = - Intercompany Consolidated
Bank(1) Finance Eliminations . Total
($ in thousands) )
“Total interestincome . .............- $ 310,741 $ 567,214 § (6,009) = $ 871,946
Interest expense. . . . . . . R R ) ‘111,873 315439 - 427,312
Provision for loan losses . ........... 213,381 632,605 - 845,986
Operating €Xpenses . ........ PP 100,474 221,690 - (44,661) . 277,503
Other income (expense), net. ......... 38,060. - (86,261) (47,474) (95,675) -
Net loss from continuing operations ‘ o , ' . '
before income taxes . . . .. [P (76,927) ~ - (688,781) (8,822) (774,530)
Income tax (benefit) expense . ........ (6,228) 142,542 — 136314

 Net loss from continuing operations . . .. $_(70,699) §$(831,323) ~$ (8822) § (910,844) -
Total assets as of December 31, 2009. . . $5,682,949 $6,680,576 $(102,475) $12,261,050
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Year Ended December 31,.2008 -

Oth . o .
CapitalSource Conmee:cial Intercompany Consolidated
Bank(1) Finance Eliminations Total
L . : o ($ in thousands)

Total interest income . . R . $ 148,104 $ 1,056,867 $ 4,498 $ 1,209,469
Interest expense . . . .. SRR L 76,246 601,461 — 677,707
Provision for loan losses . .......... 55,600 537,446 i 593,046
Oﬁerating expenses ......... R 43,287 234,571 (23,258) - 254,600
Other income (expense), net. . .. .. P 12,451 (117,204) (38,077) (142,830)
Net loss from continuing operations ' "
- before income taxes . . ...... e (14,578) - (433,815) (10,321) (458,714)
Income tax benefit................ (6,089) (184,494) P e e (190,583)
Net loss from continuing operations ... $ (8489) §$ (249.321) '$.110321) $ (268,131)

Tofai assets as of December 31, 2008 .. $6,112572 $12,468,828 , $(161,7‘68)‘ ’$18’419’632p

1) C’a;;i‘taISourCe Bank éegmént commenced operations on July 25, 2008.

The acédunting pOliciés of each of the individual operating segments are the same as those described in Note 2,
Summary of Significant Accounting Policies. Currently, substantially all of our business activities occur within the
United States of America; therefore, no additional geographic disclosures are necessary.

Intercompany Eliminations - -

The.intercompany eliminations consist of eliminations for intercompany activity among the segments..Such
activities primarily include services provided by the Parent Company to CapitalSource Bank and by. CapitalSource
Bank to.the Parent Company, loan sales. between the Parent Company and CapitalSource . Bank, daily loan
collections received at CapitalSource Bank for Parent Company loans and daily loan disbursements paid at the

Parent Company for CapitalSource Bahk loans.
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Note 25. Parent Company Information

As ,of December 31, 2010 and _2009, the Parent Company condensed financial information was as follows:

Condensed Balance Sheets

December 31,
2010 2009 .
($ in thousands)

Assets: . ‘ :
Cashand cashequivalents . .. ............................... $ 94,614  $ 99,103
Investment in subsidiaries: c Co
~ Bank subsidiary. . . . ... e e e e 924,644 > - 868,324
Non-Bank subsidiaries . ...« .. ..o 1,414,556 1,847,775
Total investment in subsidiaries . .. ................. e e e 2,339,200 2,716,099
Other assets ................ e R S 464,198 438,214
Total assets ...\ ........ ool 32898012 $3253416
‘Lia‘bilities and Shareholders’ Equity: : ‘ ‘ , ‘
- Credit facilities . ... ... e $ — $ 193,637
* Other borrowings. . . . . . . R S 809,381 844,285
~ Other liabilities . P S 34658 32,328
Total liabilities ... .......0.c....oiuiiii it 844,039 1,070,250
Shareholders’ Equity: - ‘
Common StOCK . ..ot e 3,232 3,230
Additional paid-in capital. . . ................. . ... . 0. ... 3,911,344 3,909,366
Accumulated deficit. .. ..... ... ... ... (1,870,544)  (1,748,791)
Accumulated other comprehensive income, net. .......... e 9,941 19,361
Total shareholders’ equity .............. .. 0.0 ennn... 2,053,973 2,183,166

Total liabilities and shareholders’ equity. .. ................... $ 2,898,012 $ 3,253,416
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Condensed Statements of Operations

Year Ended December 31,
2010 2009 2008
($ in thousands)

Net investment income: :

TNterest INCOME . . . o o vttt it et ittt e e e eeeenenans $ 40421 $ 19,326 $ 4,335

INterest €XPense . ... ..ovvr et 101,481 118,366 93,827
Net investment 10SS ... .o iiieen et ieinneeeerennn (61,060) (99,040) (89,492)
Operating expenses: .

Compensation and benefits . .............. .. ..., .. 1,302 1,321 1,061

Professional fees. ... ......... ..., T 2,451 7,762 3,577

Other administrative EXPEMSES « .+ oo vt v i 4,560 4,163 38,175
Total operating €Xpenses. . .. .. ..o vt et enrrroneanas 8,313 13,246 42,813
Other income (expense): ‘ ' Lo

Other EXPENSE. . . .\ v vt e e eiive e e e e (1,688)  (60,266)  (29,668)

Earnings (loss) in Bank subsidiary. .................. 51,614 (70,699) (8,491)

Loss in non-Bank subsidiaries . ... .................. (136,401) -~ (636,209) (39,448)
Total Other EXPenSe. . . . ot v v e e s i ee e (86,475) (767,174) - (77,607)
Net loss before income taxes ... e . (155,848)  (879,460) (209,912)
Ipcome tax (benefit) expense ............. .. e, (46,594) (10,441) 9,977
NEELOSS . . o v e e e e ettt e e e $(109,254)  $(869,019)  $(219,889)
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Condensed Statements of Cash Flows
Year Ended December 31,

2010 2009 2008
($ in thousands)
Cash provided by (used in) operating activities:. ........ $273963 $ 600,766 $(682,193)
Cash provided by investing activities:. . . .............. — — —
Financing activities:
(Repurchase of) proceeds from issuance of common
stock...... P (7,635) 77,105 601,755
Payment of dividends .. ....... ... .. ..o i (12,951) (12,455)  (287,566)
_(Repayments of) borrowings on credit facilities, net. ... .. (193,637)  (696,363) 409,763
 Borrowings of termdebt . ... .. ... .ol L. — 281,898 —
‘Repayments of other borrowings . .. ........ ... ...... 47,227)  (118,503) —
(0117 ST USRI (17,002) (33,356) (41,748)
Cash provided by financing activities: .............. .- (278,452) - (501,674) 682,204
(Decrease) increase in cash and cash equivalents . . ........ (4,489) 99,092 11
Cash and cash equivalents as of beginning ofyear......... 99,103 11 —
Cash and cash equivalents as of end of year ............. ' $ 94614 $ 99,103 $ 11
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Note 26. Unaudited Quarterly Information

Unaudited quarterly information for each of the three months in the years ended December 31, 2010 and 2009,
was as follows: i

Three Months Ended .
December 31, September 30,  June 30, March 31,
. 0 . P

201 2010 - - - 2010 - ° 2010
($ in thousands, except per share data) i

Interestincome . . .......................... $150,377 $1,53,130 $164,720 $ 171,414
Interest expense . ......... D 48,430 57,908 60,757 65,001
Netinterest income . . ... ......ove e .... 101,947 95,222 103,963 106,413
P_rovision forloan losses . .......ccoueuvunnen... 24,107 38,771 _25,262_ 218,940
Net interest income (loss) after provision for loan o o

fosses . .................. e 77,840 56,451 78,701 ~(112,527)
Operating expenses . ... ... ... PN Loooe. 56,991 54,767 153,591 63,205
Other (expense)'income . ... .. ... .. ..... . (16,904) 40,750 - (34,806) (22,275)
Net income (loss) from continuing operations before . o ' e

income taxes..,.......... e 3,945 42,434 (9,696)  (198,007)
Income tax (benefit) expense .................. (1,966) - (35,668) 4,174y = 21,006
Net income (loss) from continuing operations.. . . . . . . 5911 78,102 (5,522) " (219,013)
Net income from discontinued operations, net of s e - L e

taxes ............ R — —_ 2,166 7,323
Gain (loss) from sale of discontinued operations, net

oftaxes .......... . ..., —_— — 21,696 —_
Netincome (108S) .. ..........cvvuuioo. ... 5,911 78,102 18,340 (211,690)
Net loss attributable to noncontrolling interests. . . . . . — (83) — —
Net income (loss) attributable to CapitalSource Inc. .. $ 5,911 $ 78,185 $ 18,340  $(211,690)
Basic income (loss) per share:
From continning operations . ........ S $ 002 $ 024 $ (002 $ (0.68
From discontinued operations . .. ............... $ — 3 — $ 008 $ 002
Attributable to CapitalSource Inc. . . . ............ $ 002 $ 024 $ 006 $ (0.66)
Diluted income (loss) per share:
From continuing operations . .................. $ 002 $ 024 $ 002 $ (0.68)
From discontinued operations . .. ............... $ — $ — $ 008 $ 0.02
Attributable to CapitalSource Inc. . . .. ........... $ 002 $ 024 $ 006 $ (0.66)
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" NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Three Months Ended

December 31, September 30,
2009 2009

June 30, March 31,

2009 2009

* ($ in thousands, except pér share data)

181

Interest income.,. . ... ... .. .. e erde - $.198,136. - $ 208,162 . $.216,746  $ 248,902
Interest expense R e e . 91,721 . -+.101,438 .~ 107,017 127,136
Net interest-income. . ... ... ... Veer ol o000 106,418 00 106,724 109,729 121,766
Provision for loan 1osses ~ . ... .0, o o v Svi Lk 265,487 221,385 - 203,847 155,267 .
Net interest loss ‘after prov151on for loan losses.......... (159,072) (114,661) ' (94,118) (33,501)
Operating expenses. © .. ... % ... 0. 1. ... UL 75,833 0 64,426 68,159 * - 69,085
Otherexpense .............:. B T (6,437) " (8,544) (8,833) (71,861)
Net loss from’ continuing operations before i mcome taxes... . i (241,342) (187,631).. (171,110) - (174,447)
Income tax expense (benefit) . ..................... 5,125 97,089 89,441 (55,341)
Net loss from continuing operations . ................ (246,467) f(284,“720)‘ "~ (260,551) (119,106)'
. Net income from discontinued operations,. net of taxes .. ... . 12,760 10,484 - 13,045 .. 13,579
-(Loss) gain from.sale of discontinued operatlons, net of , o
otaxes L.l P e e (10,215) , — 937 1,207
Net 1osS.. . ... ...~ N e e e e e e e e v 00(243,922) 0 - (274,236) - (246,569). - (104,320) - -
‘Net .income. (loss) attnbutable to noncontrollmg interests . L= 10 (22) . (16)
Net loss attributable 'to. CapxtalSource Inc......... U ©9(243,922) - $(274,246) - $(246,547) $(104,304)
Basic i income (loss) per share - ‘ I ) ‘ ’ B
_ From continuing operatlons e e . .8 01 $  (0.90) $ ©87)$ (4D
‘ ‘From dlscontmued operations. . . . . .. ieeriseeenee.. $000 8003 S 005 $ 0.05
" Attributable to CapitalSource Inc. ................ . 0%$ 076 $§ (087) $ (082)$ (0.36)
Diluted income (loss) per share:
From continuing operations . . ..................... $ @©77) $ (@090 $ (08NS (04D
From discontinued operations. . ... ................. $ o001 $ 003 $ 005$% 005
Attributable to CapitalSource Inc. . ................. $ @©76) $ (087) $ (©082)$ (036)



ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None

ITEM 9A. CONTROLS AND PROCEDURES

We carried out an evaluation, under the supervision and with the participation of our management, including
our Co-Chief Executive Officers and Chief Financial Officer, of the effectiveness of the design and operation of our
disclosure controls and procedures pursuant to Rule 13a-15 of the Securities Exchange Act of 1934, as amended.
Based upon that evaluation, our co-Chief Executive Officers and Chief Financial Officer concluded that our
disclosure controls and procedures were effective as of December 31, 2010. There have been no changes in our
1ntema1 control over financial reporting during the quarter ended December 31,2010, that have matenally affected,
or are reasonably hkely to materially affect, our internal control over financial reporting.

Reference is made to the Management Report on Internal Controls over Financial Reportmg on page 97.

ITEM 9B OTI-IER INFORMATION

‘On February 24, 2011, the Compensation Committee of the Board of Directors adopted specific performance
criteria which the Compensation Committee expects to consider when making cash bonus awards for 2011 to the
Co-Chief Executive Officers of the Parent Company. The criteria, in addition to the overall objective of achieving
pre-tax net income for CapitalSource Bank of $150.0 million, include achieving new funded originations in 2011 of
$1.8 billion, measures of credit losses, progress toward converting CapitalSource Bank’s charter from an ILC to a
commercial bank charter, reducing the Parent Company’s level of classified assets, simplification of our operating
structure, and reducing operating expenses. Achievement of any one or more of the performance targets will not
require the Compensation Committee to award any specific bonus amount, or any bonus at all. While the
Compensation Committee believes the targets are achievable, it also believes they present appropriate challenges to
the Co- -CEOs and, if met, would be reflective of a ‘high level of performance by the executlves and by the Company.
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PART Il

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

A listing of our executive officers and their biographies are included under Item 1, Business, in the section
entitled “Executive Officers” on page 25 of this Form 10-K.

The members of our Board of Directors, their pnnmpal occupatlons and the Board commlttees on which they
serve are as follows: . : R

' William G. Bymes
‘Private Investor

John K. Delaney

Executive Chairman

Frederick W. Eubank, {®®

Managmg Partner, Pamlico Cap1ta1 Management LP

Andrew B. Fremder®®
President, East Bay College Fund

Sara Grootwassink Lewis®® .
Chief Executlve Officer, Lewis Corporate AdVlSOl‘S LLC

C. William Hosler“)@) SRR o
Private Investor and Consultant. to TPG

Tlmothy M. Hurdm
Managing Director, Madison Dearborn Partners, LLC

Steven A. Museles
Co-Chief Executive Officer

James J. Pieczynski
Co-Chief Executive Officer

(1) Audit Committee

(2) Compensation Committee

(3) Nominating and Corporate Governance Committee .
(4) Asset, Liability and Credit Policy Committee

Biographies for our non-management directors and additional information pertaining to directors and
executive officers and our corporate governance as well as the remaining information called for by this item
are incorporated herein by reference to Election of Directors, Corporate Governance, Board of Directors and Other
Matters — Section 16(a) Beneficial Ownership Reporting Compliance and other sections in our definitive proxy
statement for our 2011 Annual Meeting of Stockholders to be held April 27, 2011, which will be filed within
120 days of the end of our fiscal year ended December 31, 2010 (the “2011 Proxy Statement”).

Our Co-Chief Executive Officers and Chief Financial Officer have delivered, and we have filed with this
Form 10-K, all certifications required by rules of the SEC and relating to, among other things, the Company’s
financial statements, internal controls and the public disclosures contained in this Form 10-K. In addition, on
May 26, 2010, our Co-Chief Executive Officers certified to the New York Stock Exchange (the “NYSE”) that they
were not aware of any violations by the Company of the NYSE’s corporate governance listing standards and, as
required by the rules of the NYSE. We expect our Co-Chief Executive Officers to provide a similar certification
following the 2011 Annual Meeting of Stockholders.
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ITEM 11. EXECUTIVE COMPENSATION

Information pertaining to executive compensation is incorporated herein by reference to Executive Compen-
sation in the 2011 Proxy.Statement with'respéstto our 201 1:Annual Meeting of Stockholders to be held on April 27,
2011.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL. OWNERS AND MANAGEMENT
. AND RELATED STOCKHOLDER MATERS

Information pertaining to security ownership of management and certain beneficial owners of the registrant’s
Common Stock is incorporated herein by reference to Voting Securities and Principal Holders Thereof and other
sections of the 2011 Proxy Statement with respect to our 2011 Annual Meeting of Stockholders to be held on
April 27, 2011.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR |
INDEPENDENCE

Information pertaining to certain relationships and related transactions and dlrector mdependence is. 1ncor~
porated herein by reference to Corporate Governance and Compensation Committee Interlocks and Insider
Participation and other sections of the 2011 Proxy Statement with respect to our 2011 Annual Meetmg of
Stockholders to be held on April 27, 2011. S

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information pertaining to principal accounting fees and services is mcorporated herem by reference to Report
of the Audit Committee of the 2011 Proxy Statement with respect to our 201 1 Annual Meetmg of Stockholders to be
held on April 27, 2011. e :
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES'
15(a)(1) Financial Statements

i

The audited consolidated financial statements of the registrant as listed in the “Index to Consolidated Financial
Statements” included in Item 8, Financial Statements and Supplementary Data, on page 99 of this report, are filed as
part of this report. '

15(a)(2) Financial Statement Schedules

Consolidated financial statement schedules have been omitted because the required information is not present,
or not present in amounts sufficient to require submission of the schedules, or because the required information is
provided in our audited consolidated financial statements or notes thereto.

15(a)(3) Exhibits "

The exhibits listed in the accompanying Index to Exhibits are filed as part of this report.
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Signatures

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has

duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.
CAPITALSOURCE INC. ‘

Date: February 28, 2011 . /s/  STEVEN A. MUSELES

Steven A. Museles
Director and Co-Chief Executive Officer
(Principal Executive Officer) '

Date: February 28, 2011 o /s/_JAMES J. PIECZYNSKI

James J. Pieczynski
Dxrector and Co-Chief Executive Officer
(Principal Executive Officer)

Date: February 28, 2011 o . B ) /s/  DONALD F. COLE

Donald F. Cole
Chief Financial Officer
(Principal Financial Officer)

Date: February 28, 2011 /s/  BRYAN D. SMITH

Bryan D. Smith

Senior Vice President and Chief Accounting Officer

(Principal Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the

following persons on behalf of the registrant and in the capacities indicated on February 28, 2011.

/s/ - JOHN K. DELANEY /s/ WILLIAM G. BYRNES
John K. Delaney, Executive Chairman of the Board of William G. Byrnes, Director
Directors
/s/ FREDERICK W. EUBANK, II /s/ C. WILLIAM HOSLER
Frederick W. Eubank, II, Director C. William Hosler, Director
/s/ ANDREW B. FREMDER /s/ TIMOTHY M. HURD
Andrew B. Fremder, Director . Timothy M. Hurd, Director

/s/. SARA GROOTWASSINK LEWIS
Sara Grootwassink Lewis, Director
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Exhibit
No

3.1

3.2

4.1

42
4.3
4.3.’1
44

| 4.4‘.1

10.1

10.2

103.1

10.3.2

10.3.3

10.34

104

INDEX TO EXHIBITS

Description

Second Amended and ,Restated Certificate of Incorporation (composite verSion; reflects all amendments
through May 1, 2008)(incorporated by reference to exhibit 3.1 to the Form 10-Q filed by CapitalSource on
May 12, 2008).

Amended and Restated Bylaws (composite version; reflects ‘ 511 amendments thfough February 16,
2011)(incorporated by reference to exhibit 3.1 to the Form 8-K filed by CapitalSource on February 18, 2011).

Indenture dated as of July 7, 2004, by and among CapitalSource Inc., as issuer, U.S. Bank National
Association, as trustee, and CapitalSource Holdings LLC and CapitalSource Finance LLC, as guarantors,
including form of 3.5% Senior Convertible Debenture due 2034 (incorporated by reference to exhibit 4.1 to
the Registration Statement on Form S-3 (Reg. No. 333-118738) filed by CapitalSource on September 1,
2004). : -

First Supplemental Indenture dated as of October 18, 2004, by and among the CapitalSource Inc., as issuer,
CapitalSource Holdings Inc. and CapitalSource Finance' LLC, as guarantors, and U.S, Bank National
Association, as trustee (incorporated by reference to exhibit 4.1.1 to the Registration Statement on Form S-3
(Reg. No. 333-118738) filed by CapitalSource - on October 19, 2004).

Indenture dated as'of April 4, 2007, by and among CapitaiSource Inc., as issuer, CapitalSource Finance LLC,
as guarantor, and Wells Fargo Bank, N.A., as trustee (incorporated by reference to exhibit 4.4 to the
Form 10-K filed by CapitalSource on March 2, 2009).

Indenture dated as of July 30, 2007, by and between CapitalSource Inc., as issuer, and Wells Fargo Bank,
N.A., as trustee (incorporated by reference to exhibit 4.20 to the Form 10-Q filed by CapitalSource on
November 9, 2007). ' : -

First Supplementadl Indenture dated as of July 30, 2007, by and between CapitalSource Inc., as issuer,
CapitalSource Finance LLC, as guarantor, and Wells Fargo Bank, N.A., as trustee (incorporated by reference
to exhibit 4.20.1 to the Form 10-Q filed by CapitalSource on November-9, 2007).

Indenture dated as of July 27, 2009 between CapitalSource Inc., the guarantors of the notes from time to time
parties thereto and U.S. Bank National Association, as trustée (incorporated by reference to exhibit 4.1 to the
Form 8-K filed by CapitalSource on July 30,-2009). S SRR S

Supplemental Indenture dated as of December 9, 2010 amiong CapitalSoutce Inc., CapitalSource Finance
LLC, as guarantor and U.S. Bank National Association, as trustee (incorporated by reference to exhibit 4.1 to
the Form 8-K filed by CapitalSource on December 9, 2010). : et

Capital Maintenance and Liquidity Agreement dated as of July 25, 2008, among CapitalSource Inc.,
CapitalSource TRS 'LLC (formerly CapitalSource TRS Inc.), CapitalSource Finance LLC, CapitalSource
Bank and the FDIC (incorporated by reference to exhibit 10.1 to the Form 8-K filed by CapitalSource on
July 28, 2008). , : : :

Parent Company Agreement dated as of July 25, 2008, among CépitalSou_fce Inc‘., Capitaleurce TRSLLC
(formerly CapitalSource TRS Inc.), CapitalSource Finance' LLC, CapitalSource Bank and the FDIC
(incorporated by reference to exhibit 10.2 to the Form 8-K filed by CapitalSource on July 28, 2008).

Office Lease ‘Agreement. dated April 27, 2007 by and between Wisconsin Place Office LLC and
CapitalSource Finance LLC (incorporated by reference to: exhibit 10.4- to the Form .10-K filed by
CapitalSource on March 2, 2009).

Amendment No. 1 to Lease dated August 25, 2008 by and between Wisconsin Place’ Office LLC and
CapitalSource Finance LLC (incorporated by referencé to exhibit 10.6 to the Form 10-Q filed by

CapitalSource on August 10, 2009).

Amendment No. 2 to Lease dated February 17, 2009 by and between Wisconsin Place Office L.C and
CapitalSource Finance LLC (incorporated by reference to exhibit 10.7 to the Form 10-Q filed by

CapitalSource on August 10, 2009).

Sublease of Office Lease Agfeement dated as of September 1, 2010 by and between CapitalSource Finance
LLC and Brown Investment Advisory and Trust Company (incorporated by reference to exhibit 10.1 to the
Form 10-Q filed by CapitalSource on November 4, 2010). '

Office Lease dated November 5, 2008, by and between Providence 130 State College Brea, LLC and
CapitalSource Bank (incorporated by reference to exhibit 10.1 to the Form 10-Q filed by CapitalSource on
May 11, 2009). ' B
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Exhibit
No

10.5

10.6

10.7

10.8

Description

Fourth Amended and Restated Intercreditor and Lockbox Administration Agreement dated as of June 30,
2005, among Bank of America, N. A., as lockbox bank, CapitalSource Finance LLC, as originator, original
servicer and lockbox servicer, CaprtalSource Funding Inc., as owner; and the financing agents (incorporated
by reference tor exhibit 10.39 to the Form 10-Q filed by Caplta]Source on August 5, 2005).

Fifth Amended and Restated Three Party Agreement Relating to Lockbox Services and Control dated as of
June 30, 2005, among Bank of America, N.A., as the bank, CapitalSource Finance LLC, as originator,
original servicer and lockbox servicer, CaprtalSource Funding Inc., as the owner, and the financing agents
(incorporated by reference to exhibit 10.40 to the. Form 10-Q flled by CapitalSource on August 5, 2005).

Ameénded Sécurity Agreement dated as of July 27, 2009 by and-among CapitalSource Inc. and certain direct
and indirect subsidiaries of CapitalSource Inc. that are or become guarantors collectively, the guarantors and
the obligors, and Wachovia Bank, National Association, as collateral agent (composite version; reflects all
amendments through November 5, 2009)(1ncorporated by reference to exhibit 10.11 to the Form 10-K filed

by CapitalSource:on March. 1, 2010).

Amended Pledge Agreement dated as.of July 27, 2009 by and among CapltalSource Inc. and certain direct

- and indirect subsidiaries of CapitalSource Inc. that are or become guarantors' collectively, the guarantors and

- 10.9

-10.10

10.11*
10.12.1%
10.12.2%

10.12.3*

10.12.4*

10.12.5%

10.13.1*
10.13.2%
10.13.3*

10.13.4*

10.14.1%

10.14.2%

10.14.3*

pledgors, Wachovia Bank, National Association, as collateral agent, Wells Fargo Bank, National Association
as collateral custodian and CapitalSource Finance LLC, as servicer.(composite. version; reflects all
amendments through November. 5, 2009)(incorporated by reference to exhibit 10.12 to the Form 10-K
filed by CapitalSource on March 1, 2010).

Indenture dated as of September 28, 2006, by and among CapnalSource Commercral Loan Trust 2006-2, as
the issuer, and Wells Fargo Bank, National Association, as the indenture trustee (mcorporated by reference to
exhibit 4.16 to the Form 8-K filed by CapitalSource on October 4, 2006).

Sale and Servicing Agreement dated as of September 28; 2006, by and among CaprtalSource Commercial
Loan Trust 2006-2, as the issuer, CapitalSource. Commercial Loan LLC, 2006-2, as the trust depositor,
CapitalSource": Finance LLC, as the originator and. as the servicer, and Wells Fargo Bank, National
Association, as the indenture trustee and as the backup servicer (incorporated by reference to

~ exhibit 10.66 to the Form 8-K filed by CapltaISOurce on October 4, 2006)

Third Amended and Restated Equity Incentive Plan (composite version; reflects all amendments through
April 29, 2010) (incorporated by reference to.exhibit 10.1 to the Registration Statement on Form S-8 filed by
CapitalSource on May 3, 2010).

Form of Non-Qualified Optron Agreement (2005) (1ncorporated by reference to exhibit 10.1 to the Form 8-K
filed by CapitalSource on January 31, 2005).

Form .of Non-Qualified Option Agreement (2007) (1ncorporated by reference to exhibit 10.81 to the
Form 10-Q filed by CapitalSource on August 8, 2007). SR

Form of Non-Qualified Option Agreement (2008) (incorporated by reference to exhlbrt 10.8 to the
Form -10-Q filed by CapitalSource on August 11,-2008).

“Form of Non-Qualified Option Agreement (2010). (mcorporated by reference to exhlbrt 10.32.4 to the

Form 10-K filed by CapitalSource on March 1,-2010).

Form of Non-Qualified Option Agreement (July 2010) (incorporated by reference- to exhibit 10.5 to the
Form 10-Q filed by CapitalSource on August 3, 2010).

Form of Non-Qualified Option Agreement for Directors (2005) (1nc0rporated by reference to exhibit 10.2 to

~the Form 8:K filed by CapitalSource on January 31, 2005).

Form of Non-Qualified Option Agreement for Directors (2007) (mcorporated by reference to exhibit 10.78 to
the Form 10-Q filed by CapitalSource on August 8, 2007).

Form of Non-Qualified Option Agreement for Directors (2008) (incorporated by reference to exhibit 10.18. 3
to the Form 10-K filed by CapitalSource on February 29, 2008).

Form of Non-Qualified Option Agreement for Directors (2010) (1ncorporated by reference to exhibit 10 334
to the Form 10-K filed by CaprtalSource on March 1, 2010). -

Form of Restricted Stock Agreement (2005) (incorporated by reference to exhlbrt 10 3 to the Form 8-K filed
by CapitalSource on January 31, 2005).

Form of Restricted Stock Agreement (2007) (1ncorporated by reference to exhibit 10.79 to the Form 10-Q
filed by CapitalSource on August 8, 2007).

Form of Restricted Stock Agreement (2008) (incorporated by reference to exh1b1t 10.6 to the Form 10-Q filed
by CapitalSource on August 11, 2008).
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Exhibit

_No

10.14.4%
10.14.5*
10.14.6%
10.14.7%
10.15.1%
10.15.2#
10.15.3%
10.15.4%
10.15.5%
10,16.1%
10.16.2+
10.16.3*
10.16.4%
10.16.5*

10.16.6*

10.17.1%*

10.17.2*%

10.17.3*
10.17.4*
10.18%*
10.19*

10.20*
10.21*

10.22%
10.23*

10.24*

Description
Form of Restricted Stock Agreement (2009) (incorporated by reference to exhibit 10.7 to the Form 10-Q filed
by CapitalSource on May 11, 2009). ‘

Form of Restricted Stock Agreement (2010) (incorporated by reference to exhibit 10.34.5 to the Form 10-K
filed by CapitalSource on March 1, 2010).

Form of Restricted Stock Agreement (April 2010) (incorporated by reference to exhrbrt 10.7 to the
Form 10-Q filed on May 5, 2010).

Form of Restricted Stock Agreement (July 2010) (1ncorporated by reference to exhibit 10.6 to the Form 10-Q
filed on August 3, 2010).

Form of Restricted Stock Agreement for Directors (2007) (incorporated by reference to exhibit 10.76 to the
Form 10-Q filed by CapitalSource on August 8, 2007).

Form of Restricted Stock Agreement for Directors (2008) (incorporated by reference to exhibit 10.20.2 to the
Form 10-K filed by CaprtalSource on February 29, 2008).

Form of Restricted Stock Agreement for Directors (2009) (incorporated by reference to exhibit 10.8 to the
Form 10-Q filed by CapitalSource on May 11, 2009).

Form of Restricted Stock Agreement for Directors (2010) (1ncorporated by reference to exhibit 10 36.4 to the
Form 10-K filed by CapitalSource on March 1, 2010).

Form of Restricted Stock Agreement for Directors (April 2010) (incorporated by reference to exhibit 10.8 to

the Form 10-Q filed by CapitalSource on May 5,,2010).

Form of Restricted Unit Agreement (2007) (incorporated by reference to exhlbrt 10. 70 to the Form 8-K filed
by CapitalSource on March 13, 2007).

Form of Restricted. Stock. Unit Agreement (2007) (incorporated by reference to exhibit 10.80 to the
Form 10-Q filed by CapitalSource on August 8, 2007).

Form of Restricted Stock Unit Agreement (2008) (incorporated by reference to exhibit 10.7 to the Form 10-Q
filed by CapitalSource on August 11, 2008).

Form of Restricted Stock Unit Agreement (2010) (incorporated by reference to exh1b1t 10.9 to the Form 10-Q
filed by CapitalSource on May 5, 2010).

Form of Restricted Stock Unit Agreement (April 2010) (1ncorporated by reference to exhibit 10.9 to the
Form 10-Q filed by CapitalSource on ‘May 5, 2010).

Form of Restricted Stock Unit Agreement (July 2010) (mcorporated by referénce to- exhibit 10.7 to the
Form 10-Q filed by CapitalSource on August 3, 2010).

Form of Restricted Stock Unit Agreement for Directors (2007) (mcorporated by reference to exh1b1t 10. 77 to
the Form 10-Q filed by CapitalSource on August 8, 2007). ,

“Form of Restricted Stock Unit Agreement for Directors (2008) (incorporated by reference to exhibit 10.22.2

to the Form 10-K filed by CapitalSource on February 29, 2008).:

Form of Restricted Stock Unit Agreement for Directors (2010) (incorporated by reference to exhibit 10.37.3
to the Form 10-K filed by CapitalSource on March 1, 2010).

Form of Restricted Stock Unit Agreement for Directors (April 2010) (incorporated by reference to
exhibit 10.10 to the Form 10-Q filed by CapitalSource on May 5, 2010).

CapitalSource Inc. Amended and Restated Deferred :Compensation Plan effective July 28, 2010
(incorporated by reference to exhibit 10.2 to the Form 10- -Q filed by CapitalSource on November 4, 2010).

Summary of Non-employee Director Compensation (incorporated by reference to -exhibit 10.8 to the
Form 10-Q filed by CapitalSource on November 10, 2008).

CapitalSource 2011 CEO Compensation Program.{

CapitalSource Bank Compensation for Non-Employee Directors (incorporated by reference to exhlbrt 10.40
to the Form 10-K filed by CapitalSource on March 1, 2010).

Form of Indemnification Agreement between CapitalSource Inc. and each of its non-employee directors
(incorporated by reference to exhibit 10.4 to the Form 10-Q filed by CapitalSource on November 7, 2003).

Form of Indemnification Agreement between CapitalSource Inc. and each of its employee directors
(incorporated by reference to exhibit 10.5 to the Form 10-Q filed by CapitalSource on November 7, 2003).

Form of Indemnification Agreement between CapitalSource Inc. and each of its executive officers
(incorporated by reference to exhibit 10.6 to the Form 10-Q filed by CapitalSource on November 7, 2003).

189



Exhibit
No

10.25%

10.26%

10.27*
10.28*
10.29%
10.30*

10.31%
10.32%
10.33%

12.1
21.1
23.1
31.1.1
31.1.2
31.2
32
99.1

101.INS

101.SCH
101.CAL
101.LAB

101.PRE

101.DEF

Description

Amended and Restated Employment Agreement dated December 16, 2009 between CapitalSource Inc. and
John K. Delaney (incorporated by reference to exhibit 10.1 to the Form 8-K filed by CapitalSource on
December 18, 2009).

Form of Restricted Stock Unit Agreement for John K. Delaney, as amended J uly 16, 2010 (incorporated by
reference to exhibit 10.10 to the Form 10-Q filed by CapitalSource on August 3, 2010).

Amendment dated J uly 16, 2010 to the Amended and Restated Employment Agreement dated December 16,
2009 between CapitalSource Inc. and John K. Delaney (incorporated by reference to exhibit 10.9 to the
Form 10-Q filed by CapitalSource on August 3, 2010).

Amended and Restated Employment Agreement dated December 16, 2009 between CapitalSource Inc. and
Steven A. Museles (incorporated by reference to exhibit 10.2 to the Form 8-K filed by CapitalSource on
December 18, 2009).

Amended and Restated Employment Agreement dated December 16, 2009 between CapitalSource Inc. and
James J. Pieczynski (incorporated by reference to exhibit 10.3 to the Form 8-K filed by CapitalSource on
December 18, 2009). \‘

~ Amended and Restated Employment Agreement dated as of July 29, 2010 between CapitalSource Bank and
Douglas Hayes Lowrey (incorporated by reference to exhibit 10.11 to the Form 10-Q filed by CapitalSource

on August 3, 2010).

Employment Agreement dated July 29; 2010 by and between CabitalSource Inc. and Donald F. Cole.
(incorporated by reference to exhibit 10.12 to the Form 10-Q filed by CapitalSource on August 3, 2010).

Letter Agreement'dated February 16, 2011" by and between CapitalSource Finance LLC and Bryan D.
Smith.{ ’

CapitatSourcé Bank Change in Control Agreement dated January 21, 2009 by and between CapitalSource
Bank and John A. Bogler.t )

Ratio of Earnings to Fixed Charges.t -

List of Subsidiaries.

Consent of Ernst & Young LLP. ‘ .
Rule 13a — 14(a) Certification of Co-Chief Executive Officer.{
Rule 13a — 14(a) Certification of Co-Chief Executive Officer.T‘
Rule 13a — 14(a) Certification of Chief Financijal Officer.t
Section 1350 Certifications. :

- Federal Deposit Insurance Corporation in Re: CapitalSource Bank (In Organization) Pasadena, California,

Applications for Federal Deposit Insurance and Consent to Purchase Certain Assets and Assume Certain
Liabilities and Establish 22 Branches — Order Granting Deposit Insurance, Approving a Merger, and
Consenting to the Establishment of Branches dated June 17, 2008 (incorporated by reference to exhibit 99.1

to the Form 8-K filed by CapitalSource on June 18, 2008)

XBRL Instance Documentt

XBRL Taxonomy Extension Schema Documentf
XBRL Taxonomy Calculation Linkbase Documentf
XBRL Taxonomy Label Linkbase Documentt
XBRL Taxonomy Presentation Linkbase Documentf
XBRL Taxonomy Definition Documentf

1 Filed herewith.

* Management contract or compensatory plan or arrangement.

The registrant agrees to furnish to the Commission, upon request, a copy of each agreement with respect to
long-term debt not filed herewith in reliance upon the exemption from filing applicable to any series of debt that
does not exceed 10% of the total consolidated assets of the registrant.
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