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PART |
ITEM 1. BUSINESS

Introduction

Redwood Trust, Inc., together with its subsidiaries, is a financial institution that seeks to invest in real estate related
assets that have the potential to provide attractive cash flows over a long period of time and support our goal of
distributing attractive levels of dividends to our stockholders. For tax purposes, we are structured as a real estate

investment trust, or REIT. We are able to pass through substantially all of our earnings generated at our REIT to our

stockholders without paying income tax at the corporate level. We pay income tax on the REIT taxable income we
retain and on the income we earn at our taxable subsidiaries. Redwood was incorporated in the State of Maryland on

April 11, 1994, and commenced operations on August 19, 1994. Our executive offices are located at One Belvedere

Place, Suite 300, Mill Valley, California 94941. A further description of our business is set forth in Part II, Item 7 of

this Annual Report on Form 10-K.

References herein to Redwood, the company, we, wus, and our include Redwood Trust, Inc. and its consolida
subsidiaries, unless the context otherwise requires. Financial information concerning our business is set forth in
Management s Discussion and Analysis of Financial Condition and Results of Operations, the Consolidated Financial
Statements and Notes thereto, and supplementary data, which is included in Part II, Items 7, 7A, and 8 of this Annual
Report on Form 10-K.

Our website can be found at www.redwoodtrust.com. We make available, free of charge through the investor
information section of our website, access to our annual reports on Form 10-K, quarterly reports on Form 10-Q,
current reports on Form 8-K, and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of
the U.S. Securities Exchange Act of 1934, as well as proxy statements, as soon as reasonably practicable after we
electronically file such material with, or furnish it to, the U.S. Securities and Exchange Commission (SEC). We also
make available, free of charge, access to our Corporate Governance Standards, charters for our Audit Committee,
Compensation Committee, and Corporate Governance and Nominating Committee, our Corporate Governance
Standards, and our Code of Ethics governing our directors, officers, and employees. Within the time period required
by the SEC and the New York Stock Exchange, we will post on our web site any amendment to the Code of Ethics
and any waiver applicable to any executive officer, director, or senior officer (as defined in the Code of Ethics). In
addition, our web site includes information concerning purchases and sales of our equity securities by our executive
officers and directors, as well as disclosure relating to certain non-generally accepted accounting principles (GAAP)
and financial measures (as defined in the SEC s Regulation G) that we may make public orally, telephonically, by

webcast, by broadcast, or by similar means from time to time. The information on our website is not part of this
Annual Report on Form 10-K.

Our Investor Relations Department can be contacted at One Belvedere Place, Suite 300, Mill Valley, CA 94941, Attn:
Investor Relations, telephone (866) 269-4976.

Cautionary Statement

This Annual Report on Form 10-K and the documents incorporated by reference herein contain forward-looking
statements within the meaning of the safe harbor provisions of the Private Securities Litigation Reform Act of 1995.

PART | 6
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Forward-looking statements involve numerous risks and uncertainties. Our actual results may differ from our beliefs,
expectations, estimates, and projections and, consequently, you should not rely on these forward-looking statements as
predictions of future events. Forward-looking statements are not historical in nature and can be identified by words
such as anticipate, estimate, will, should, expect, believe, intend, seek, plan and similar expression:
forms, or by references to strategy, plans, or intentions. These forward-looking statements are subject to risks and
uncertainties, including, among other things, those described in this Annual Report on Form 10-K under the caption
Risk Factors. Other risks, uncertainties, and factors that could cause actual results to differ materially from those
projected are described below and may be described from time to time in reports we file with the SEC, including
reports on Forms 10-Q and 8-K. We undertake no obligation to update or revise any forward-looking statements,
whether as a result of new information, future events, or otherwise.

Cautionary Statement 7
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Statements regarding the following subjects, among others, are forward-looking by their nature: (i) our competitive
position and our ability to compete efficiently in the future; (ii) our future capital needs and our ability to access
additional capital if needed; (iii) our future investment strategy and our ability to find attractive investments and future
trends relating to our pace of acquiring or selling assets, including, without limitation, statements about the likelihood
of, and our participation in, future securitization transactions and our potential future investment activity in the
commercial real estate sector; (iv) the future returns we may earn on our investment portfolio; (v) future market and
economic conditions, including, without limitation, future conditions in the residential and commercial real estate
markets and related financing markets; (vi) our beliefs about the future direction of housing market fundamentals,
including, without limitation, home prices, mortgage delinquencies and loan modification programs, inventory of
homes for sale, and mortgage interest rates; (vii) our views on the sustainability of government interventions into
various financial markets and the possible future effects of the government s withdrawal from such interventions; (viii)

the future of the status of Fannie Mae and Freddie Mac, the role of the Federal Housing Administration, and other
issues the resolution of which may depend on political factors and actions; (ix) our expectations regarding future
credit losses and impairments on our investments (including as compared to our original expectations and credit
reserve levels) and our ability to generate attractive returns even if losses increase above current estimates; (x) the
drivers of our future earning and future trends in operating expenses; (xi) our board of directors intention to pay a
regular dividend of $0.25 per share per quarter in 2010; (xii) our anticipation of additional losses for tax accounting
purposes; and (xiii) our expectations relating to tax accounting that we may report a taxable loss in 2010 and that we
expect any 2010 dividends will be characterized as a return of capital.

Important factors, among others, that may affect our actual results include: general economic trends, the performance
of the housing, mortgage, credit, and broader financial markets, and their effects on the prices of earning assets and
the credit status of borrowers; federal and state legislative and regulatory developments, and the actions of
governmental authorities, including those affecting the mortgage industry or our business; our exposure to credit risk
and the timing of credit losses within our portfolio; the concentration of the credit risks we are exposed to, including
due to the structure of assets we hold and the geographical concentration of real estate underlying assets we own; our
exposure to adjustable-rate and negative amortization mortgage loans; the efficacy and expense of our efforts to
manage or hedge credit risk, interest rate risk, and other financial and operational risks; changes in credit ratings on
assets we own and changes in the rating agencies credit rating methodologies; changes in interest rates; changes in
mortgage prepayment rates; the availability of high-quality assets for purchase at attractive prices and our ability to
reinvest cash we hold; changes in the values of assets we own; changes in liquidity in the market for real estate
securities; our ability to finance the acquisition of real estate-related assets with short-term debt; the ability of
counterparties to satisfy their obligations to us; our involvement in securitization transactions and the risks we are
exposed to in executing securitization transactions; exposure to litigation arising from our involvement in
securitization transactions; whether we have sufficient liquid assets to meet short-term needs; our ability to
successfully compete and retain or attract key personnel; our ability to adapt our business model and strategies to
changing circumstances; changes in our investment, financing, and hedging strategies and new risks we may be
exposed to if we expand our business activities; exposure to environmental liabilities and the effects of global climate
change; failure to comply with applicable laws and regulations; our failure to maintain appropriate internal controls
over financial reporting and disclosure controls and procedures; changes in accounting principles and tax rules; our
ability to maintain our status as a real estate investment trust (REIT) for tax purposes; limitations imposed on our
business due to our REIT status and our status as exempt from registration under the Investment Company Act of
1940; decisions about raising, managing, and distributing capital; and other factors not presently identified.

This Annual Report on Form 10-K may contain statistics and other data that in some cases have been obtained from or
compiled from information made available by servicers and other third-party service providers.

Cautionary Statement 8



Edgar Filing: REDWOOD TRUST INC - Form 10-K

Cautionary Statement



Edgar Filing: REDWOOD TRUST INC - Form 10-K

TABLE OF CONTENTS

Certifications

Our Chief Executive Officer and Chief Financial Officer have executed certifications dated February 25, 2010, as
required by Sections 302 and 906 of the Sarbanes-Oxley Act of 2002, and we have included those certifications as
exhibits to this Annual Report on Form 10-K. In addition, our Chief Executive Officer certified to the New York
Stock Exchange (NYSE) on May 20, 2009 that he is unaware of any violations by Redwood Trust, Inc. of the NYSE s
corporate governance listing standards in effect as of that date.

Employees

As of December 31, 2009, Redwood employed 68 people.

ITEM 1A. RISK FACTORS

The following is a summary of the risk factors that we believe are most relevant to our business. These are factors
which, individually or in the aggregate, we think could cause our actual results to differ significantly from anticipated
or historical results. In addition to understanding the key risks described below, investors should understand that it is
not possible to predict or identify all risk factors, and consequently, the following is not a complete discussion of all
potential risks or uncertainties. We undertake no obligation to update forward-looking statements, whether as a result
of new information, future events, or otherwise. Investors are advised, however, to review any further disclosure we
make in our reports on Forms 10-Q and 8-K filed with the SEC.

General economic trends and the performance of the housing, mortgage, and
broader financial markets may adversely affect our business and the value of,
and returns on, real estate-related and other assets we own or may acquire.

The values of, and the cash flows from, the assets we own are affected by developments in the U.S. economy. There is
particular uncertainty about the prospects for economic growth as the country exits the recent serious recession. A
number of factors influence the potential uncertainty, including, but not limited to, high current unemployment, rising
government debt levels, prospective Federal Reserve policy shifts, the withdrawal of government interventions into
the financial markets, changing U.S. consumer spending patterns, and changing expectations for inflation and
deflation. Income growth and unemployment levels affect borrowers ability to repay loans underlying our assets, and
there is risk that economic activity could be weaker than anticipated as the country exits the recent recession.

Real estate values and the ability to generate returns by owning or taking credit risk on loans secured by real estate are
important to our business. We anticipate continued weakness in many residential and commercial real estate markets
and related mortgage markets. Still, that weakness could exceed our expectations, harming the value of our assets,
earnings, and access to liquidity.

The economic downturn and the significant government interventions into the financial markets and fiscal stimulus
spending over the last two years have contributed to significantly increased U.S. budget deficits. This upward pressure
on U.S. budget deficits has the potential to put upward pressure on U.S. interest rates, should the major lenders to the
U.S. government become alarmed and need additional incentive to fund the U.S. deficit. It is possible we would not
fully anticipate such a shift or all the negative consequences of such a shift in the interest rate environment. Thus,
higher long term interest rates could adversely affect our overall business, income, and our ability to pay dividends, as

Certifications 10
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discussed further below under Interest rate fluctuations can have various negative effects on us and could lead to
reduced earnings and increased volatility in our earnings.

Since the Fall of 2008, government intervention has been important to support real estate markets, the overall U.S.
economy, capital markets, and mortgage markets. We expect the government will gradually withdraw this support. It
is possible we will not accurately anticipate the timing of that withdrawal and it is possible we will not fully anticipate
all the implications of that withdrawal. If we do not fully and accurately anticipate the implications of the withdrawal
of government intervention, it is possible that our earnings, cash flows, dividends, and liquidity will be negatively
affected.

General economic trends and the performance of the housing, mortgage, andbroader financial markets may advers
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Mortgage markets have received tremendous U.S. government support. In fact, the government s support of mortgage
markets through its support of Fannie Mae and Freddie Mac was recently expanded, as the U.S. Treasury chose to
backstop these government sponsored enterprises for three years, without limit. This outsized support for these entities
may cause Fannie Mae and Freddie Mac to continue to dominate mortgage and securitization activity, inhibiting the
return of private mortgage securitization. This has potentially negative consequences to us, since we have traditionally
taken an active role in assuming credit risk in the private sector mortgage market, often via securitization.

If the Federal Reserve completes its $1.25 trillion agency mortgage-backed securities purchase program and
discontinues agency mortgage-backed securities acquisitions by March 2010 as planned, there could be significant
implications for mortgage-related securities pricing. There is risk to returns we expect on our mortgage-related assets
if we do not fully and accurately anticipate the broader implications for mortgage-backed securities pricing.

While market participants expect the Federal Reserve to abandon its low interest rate policy at some point, it is very
difficult, if not impossible, to predict the timing or implications of the Federal Reserve s rate hikes. It is possible
Redwood will not accurately anticipate the future interest rate environment; our business may be harmed by our

inability to accurately anticipate the developments on the interest rate front.

Federal and state legislative and regulatory developments, and the actions of

governmental authorities and entities, may adversely affect our business and

the value of, and the returns on, mortgages, mortgage-related securities, and
other assets we own or may acquire in the future.

As noted above, our business is affected by conditions in the residential and commercial real estate markets and the
broader financial markets, as well as by the financial condition and resources of other participants in these markets.
These markets and many of the participants in these markets are subject to, or regulated under, various federal and
state laws and regulations. In some cases, the government or government sponsored entities directly participate in
these markets. In particular, because issues relating to residential real estate and housing finance can be areas of
political focus, federal and state governments may be more likely to take actions that affect residential real estate, the
markets for financing residential real estate, and the participants in residential real estate-related industries than they
would with respect to other industries. As a result of the government s statutory and regulatory oversight of the
markets we participate in and the government s direct and indirect participation in these markets, federal and state
governmental actions, policies, and directives can have an adverse effect on these markets and on our business and the
value of, and the returns on, mortgages, mortgage-related securities, and other assets we own or may acquire in the
future, which effects may be material.

As an example, we believe that Fannie Mae, Freddie Mac, and the Federal Housing Administration accounted for
approximately 90% of the financing for new residential mortgage loans in 2009. These entities, in turn, currently
receive much of their financing from the U.S. Treasury Department or the Federal Reserve System. As a result, most
of the market for housing finance in the U.S. is controlled by the federal government and can be materially affected by
decisions of federal policy makers, the President, and Congress, and they may establish or change existing laws,
regulations, and policies to respond to political rather than market pressures. If the federal government determines to
maintain or expand its current role in the markets for financing residential mortgage loans, it may adversely affect our
business due to the difficulty of effectively competing with it. Even if the federal government determines to decrease
its role in the markets for financing residential mortgage loans, it may establish regulations for other market
participants that have an adverse effect on our ability to effectively participate or compete or which may diminish or
eliminate the returns on, mortgages, mortgage-related securities, and other assets we own or may acquire in the future.

Federal and state legislative and regulatory developments, and the actions of governmental authorities art®Rentities.



Edgar Filing: REDWOOD TRUST INC - Form 10-K

During the third quarter of 2008, the federal government commenced implementation of programs designed to provide
homeowners with assistance in avoiding residential mortgage loan foreclosures. In addition, certain mortgage lenders
and servicers then voluntarily, or as part of settlements with law enforcement authorities, established loan
modification programs relating to the mortgages they hold or service. Subsequently, in early 2009, the President
announced administration plans aimed at reducing foreclosures through loan modification and refinancing programs.
In addition, members of Congress have at times indicated support for additional legislative relief for homeowners,
including a proposed amendment of the bankruptcy

Federal and state legislative and regulatory developments, and the actions of governmental authorities artBentities.
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laws to permit the forgiveness of principal on first lien mortgage loans in bankruptcy proceedings. These loan
modification programs, as well as future law enforcement and legislative or regulatory actions, including possible
amendments to the bankruptcy laws, may adversely affect the value of, and the returns on, the mortgage loans and the
related mortgage securities we currently own or may acquire in the future.

The recent credit crisis, financial turmoil, and the economic recession that followed led to a level of federal
governmental intervention in the financial markets and into the affairs of particular financial institutions that was
unprecedented. These events revealed the extent to which the functioning of financial markets and the ability of
particular counterparties to perform can be affected by, and be dependent on, the policies and actions of the
government. They also prompted the government to begin offering attractive financing to certain industry participants,
through programs such as the Public-Private Investment Program and the Term Asset-Backed Securities Loan
Facility, which arguably gave a competitive advantage to firms taking advantages of these programs. These and other
types of governmental interventions may not be predictable and may not benefit us and, therefore, could adversely
affect our financial position and our ability to compete.

Furthermore, the recent credit crisis and subsequent financial turmoil prompted the President and Congress to develop
comprehensive statutory and regulatory proposals for reforming the U.S. financial system. These financial reform
plans are expected to be aimed at, among other things, promoting robust supervision and regulation of financial firms,
establishing comprehensive supervision of financial markets, protecting consumers and investors from financial
abuse, providing the government with additional tools to manage financial crises, and raising international regulatory
standards and improving international cooperation, but their scope could be expanded beyond what has been currently
proposed. Implementation of all or part of any such financial reform plan, whether through new laws or new
regulations, including changes to the manner in which financial institutions, financial products, and financial markets
operate and are regulated and any related changes in the accounting standards that govern them, could adversely affect
our business and results of operations by subjecting us to regulatory oversight, making it more expensive to conduct
our business, reducing or eliminating any competitive advantage we may have, limiting our ability to expand, or could
have other adverse effects on us.

Ultimately, there can be no assurance that governmental actions will directly benefit our business or otherwise have a
lasting and beneficial impact on the financial markets and, in fact, they may adversely affect us, possibly materially.
We cannot predict whether or when such actions may occur or what impact, if any, such actions could have on our
business, results of operations, and financial condition.

The nature of the assets we hold and the investments we make expose us to
credit risk that could negatively impact the value of those assets and
investments, our earnings, dividends, cash flows, and access to liquidity, and
otherwise negatively affect our business.

Overview of credit risk

We assume credit risk with respect to residential and commercial real estate loans through the ownership of securities
backed by residential and commercial real estate loans, collateralized debt obligation (CDO) securities backed by
residential and commercial loans and real estate securities, and through residential and commercial real estate loans.

Credit losses on residential real estate loans can occur for many reasons, including: poor origination practices; fraud;
faulty appraisals; documentation errors; poor underwriting; legal errors; poor servicing practices; weak economic

conditions; increases in payments required to be made by borrowers; declines in the value of homes; earthquakes, the

The nature of the assets we hold and the investments we make expose us to credit risk that could negatividy impac
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effects of global climate change (including flooding, drought, and severe weather) and other natural events; uninsured
property loss; over-leveraging of the borrower; costs of remediation of environmental conditions, such as indoor
mold; changes in zoning or building codes and the related costs of compliance; acts of war or terrorism; changes in
legal protections for lenders and other changes in law or regulation; and personal events affecting borrowers, such as
reduction in income, job loss, divorce, or health problems. If the U.S. economy or the housing market continues to
weaken, our credit losses could increase beyond levels that we currently anticipate.

The nature of the assets we hold and the investments we make expose us to credit risk that could negativiely impac
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In addition, rising interest rates may increase the credit risks associated with residential real estate loans. For example,
the interest rate is adjustable for most of the loans securitized by securitization entities we have sponsored and for a
portion of the loans underlying residential and CDO securities we have acquired from securitizations sponsored by

others. Accordingly, when short-term interest rates rise, required monthly payments from homeowners will rise under

the terms of these adjustable-rate mortgages, and this may increase borrowers delinquencies and defaults.

Credit losses on commercial real estate loans can occur for many of the reasons noted above for residential real estate
loans. Losses on commercial real estate loans can also occur for other reasons including decreases in the net operating
income from the underlying property, which could be adversely affected by a weakened U.S. economy. Moreover,
many commercial real estate loans are not fully amortizing and, therefore, the borrower s ability to repay the principal
when due may depend upon the ability of the borrower to refinance or sell the property at maturity.

Commercial real estate loans are particularly sensitive to changes in the local economy, so even minor local adverse
economic events may adversely affect the performance of commercial real estate assets. Mezzanine loans, distressed
assets, and loan participations have concentrated credit, servicing, and other risks. We have in the past directly
originated some of our commercial loans and participated in the origination of others, and may do so again in the
future. Directly originating, or being a participant in the direct origination of, commercial loans may expose us to
credit, legal, and other risks that may be greater than when we acquire loans originated by others.

We may incur losses on commercial real estate loans and securities for reasons not necessarily related to an adverse
change in the performance of the property. This includes bankruptcy by the owner of the property, issues regarding the
form of ownership of the property, poor property management, origination errors, inaccurate appraisals, fraud, and
non-timely actions by servicers. We review the underlying loan files prior to acquiring commercial loans and
securities backed by commercial loans, but our review may not uncover these or other issues at that time. By the time
these problems become apparent, we may have little or no recourse to the issuer of the securities or seller of the loan
and we may incur credit losses as a result.

We may have heightened credit losses associated with certain securities we own.

Within a securitization of residential and commercial real estate loans, various securities are created, each of which
has varying degrees of credit risk. We may own the securities with the most concentrated credit risk or the least
concentrated credit risk within a securitization, in each case, assuming a certain amount of credit risk associated with
the underlying real estate loans.

In general, losses on an asset securing a residential or commercial real estate loan included in a securitization will be
borne first by the owner of the property (i.e., the owner will first lose the equity invested in the property) and,
thereafter, by mezzanine or preferred equity investors, if any, then by a cash reserve fund or letter of credit, if any,
then by the first-loss security holder, and then by holders of more senior securities. In the event the losses incurred
upon default on the loan exceed any equity support, reserve fund, letter of credit, and classes of securities junior to
those in which we invest (if any), we may not be able to recover all of our investment in the securities we hold. In
addition, if the underlying properties have been overvalued by the originating appraiser or if the values subsequently
decline and, as a result, less collateral is available to satisfy interest and principal payments due on the related
security, then the first-loss securities may suffer a total loss of principal, followed by losses on the second-loss and
then third-loss securities (or other residential and commercial securities which we own).

The nature of the assets underlying some of the securities we hold could increase the credit risk of those securities.

The nature of the assets we hold and the investments we make expose us to credit risk that could negativily impac
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For certain types of loans underlying our securities the loan rate or borrower payment rate may increase over time,
increasing the potential for default. For example, a portion of the securities we acquire, or have an indirect interest in
through our investment in the Acacia entities we sponsor, are backed by residential real estate loans that have negative
amortization features. The rate at which interest accrues on these loans may change more frequently or to a greater
extent than payment adjustments on an adjustable-rate loan, and adjustments of monthly payments may be subject to

limitations or may be limited by the borrower s option to

The nature of the assets we hold and the investments we make expose us to credit risk that could negatively impac
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pay less than the full accrual rate. As a result, the amount of interest accruing on the remaining principal balance of
the loans at the applicable adjustable mortgage loan rate may exceed the amount of the monthly payment. This is

particularly a risk in a rising interest rate environment. Negative amortization occurs when the resulting excess (of

interest owed over interest paid) is added to the unpaid principal balance of the related adjustable mortgage loan. For
certain loans that have a negative amortization feature, the required monthly payment is increased after a specified
number of months or after a maximum amount of negative amortization has occurred in order to amortize fully the

loan by the end of its original term. Other negative amortizing loans limit the amount by which the monthly payment
can be increased, which results in a larger final payment at maturity. As a result, negatively amortizing loans have

performance characteristics similar to those of balloon loans. Negative amortization may result in increases in

delinquencies, loan loss severity, and loan defaults, which may, in turn, result in payment delays and credit losses on

our investments. Other types of loans to which we are exposed, such as hybrid loans and teaser-rate adjustable-rate
loans, may also have greater credit risk than more traditional amortizing mortgage loans.

We have concentrated credit risk in certain geographical regions and may be disproportionately affected by an
economic or housing downturn, natural disaster, terrorist event, global warming, or any other adverse event specific
to those regions.

A decline in the economy or difficulties in certain real estate markets, such as a high level of foreclosures in a
particular area, are likely to cause a decline in the value of residential and commercial properties. This, in turn, will
increase the risk of delinquency, default, and foreclosure on real estate underlying securities and loans we hold with

properties in those regions. This may then adversely affect our credit loss experience and other aspects of our

business, including our ability to securitize real estate loans and securities.

The occurrence of a natural disaster (such as an earthquake, tornado, hurricane, or a flood), or the effects of global
climate change (including flooding, drought, and severe weather), may cause decreases in the value of real estate
(including sudden or abrupt changes) and would likely reduce the value of the properties collateralizing the mortgage
loans we own or those underlying the securities we own. Since certain natural disasters may not typically be covered
by the standard hazard insurance policies maintained by borrowers, the borrowers may have to pay for repairs due to
the disasters. Borrowers may not repair their property or may stop paying their mortgage loans under those
circumstances, especially if the property is damaged. This would likely cause foreclosures to increase and lead to
higher credit losses on our loans or on the pool of mortgage loans underlying the securities in which we provide
credit-enhancement.

We have residential credit risk in all states although we do not have more than 1% of our residential loans in any one
zip code. However, a significant number of residential and real estate loans that underlie the securities we own are
secured by property in California, so we have more credit risk within California than other states. Other states with

concentrated residential loan credit risk through our ownership in securities include Florida and New York. We also

have commercial credit risk in most states.

To the extent global warming adversely affects certain geographic areas (e.g., coastal regions), our geographic
concentration could lead to disproportional reduction in values on underlying properties on loans on which we take

credit risk.

We assume credit risk on a variety of residential and commercial mortgage assets through our investments in Acacia
entities.

The Acacia entities we sponsor own securities issued by various residential and commercial real estate loan
securitization entities. Acacia entities also own CDO securities created and issued by others and these securities

The nature of the assets we hold and the investments we make expose us to credit risk that could negativisy impac
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usually have concentrated risks with respect to residential and commercial real estate. Other assets held by Acacia
entities include loans, debt instruments, and derivatives. Assets held by Acacia entities are reported as part of our
consolidated securities portfolio on our consolidated balance sheets. Generally, we do not control or influence the
underwriting, servicing, management, or loss mitigation efforts with respect to the underlying assets in these
securities.Some of the securities Acacia entities own are backed by subprime and alt-a residential loans that have
substantially higher risk characteristics than prime-residential loans and are expected to have higher rates of
delinquency and loss than prime residential loans. Some of these securities were acquired from Sequoia securitization
entities that we have sponsored. When the pools of residential or

The nature of the assets we hold and the investments we make expose us to credit risk that could negatividy impac
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commercial loans underlying any of the securitizations in which an Acacia entity owns an interest experience poor
credit results, the securities issued by that Acacia entity could have their credit ratings down-graded, could suffer
declines in fair value, or could experience principalor interest losses. When any of these events occurs, it likely
reduces our long-term returns and near-term cash flows from the Acacia equity securities we have acquired. As a
result of poor credit performance and outlook of the underlying securities with the Acacia entities, most of these
securities have been downgraded and cash flows to most of our Acacia equity securities and other junior securities
have been cut off. We do not currently anticipate sponsoring any new Acacia securitization transactions.

The timing of credit losses can harm our economic returns.

The timing of credit losses can be a material factor in our economic returns from residential and commercial loans and
securities. If unanticipated losses occur within the first few years after a loan is originated or a securitization is
completed, those losses could have a greater negative impact on our investment returns than unanticipated losses on
more seasoned loans or securities. In addition, higher levels of delinquencies and cumulative credit losses within a
securitized loan pool can delay our receipt of the principal and interest that is due to us under the terms of the
securities backed by that pool. This would also lower our economic returns. The timing of credit losses could be
affected by the creditworthiness of the borrower, the borrower s willingness and ability to continue to make payments,
and new legislation, legal actions, or programs that allow for the modification of loans or ability for borrowers to get
relief through bankruptcy or other avenues.

Our efforts to manage credit risks may fail.

We attempt to manage risks of credit losses by continually evaluating our investments for impairment indicators and
establishing reserves under GAAP for credit and other risks based upon our assessment of these risks. We cannot
establish credit reserves for tax accounting purposes. The amount of capital and cash reserves that we hold to help us
manage credit and other risks may prove to be insufficient to protect us from earnings volatility, and liquidity issues.
If these increased credit losses are greater than we anticipated and we need to increase our credit reserves or in the
event that assets that have declined in value are deemed to be other-than-temporarily impaired, our GAAP earnings
might be reduced. Increased credit losses may also adversely affect our cash flows, dividend distribution requirements
and payments, asset fair values, access to short-term borrowings, and our ability to securitize assets.

Despite our efforts to manage credit risk, there are many aspects of credit risk that we cannot control. Our quality
control and loss mitigation operations may not be successful in limiting future delinquencies, defaults, and losses, or
they may not be cost effective. Our underwriting reviews may not be effective. The securitizations in which we have
invested may not receive funds that we believe are due from mortgage insurance companies and other counterparties.

Loan servicing companies may not cooperate with our loss mitigation efforts or those efforts may be ineffective.
Service providers to securitizations, such as trustees, bond insurance providers, and custodians, may not perform in a

manner that promotes our interests.

The value of the homes collateralizing residential loans may decline. The value of the commercial properties
collateralizing commercial loans may decline. The frequency of default and the loss severity on loans upon default
may be greater than we anticipate. Interest-only loans, negative amortization loans, adjustable-rate loans, larger
balance loans, reduced documentation loans, subprime loans, alt-a loans, second lien loans, loans in certain locations,
and loans that are partially collateralized by non-real estate assets may have increased risks and severity of loss. If
loans become real estate owned as a result of foreclosure, we bear the risk of not being able to sell the property and
recovering our investment and of being exposed to the risks attendant to the ownership of real property.

The nature of the assets we hold and the investments we make expose us to credit risk that could negativly impac
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Changes in consumer behavior, bankruptcy laws, tax laws, regulation of the mortgage industry, and other laws may
exacerbate loan losses. Future changes in rules that would enable loans owned by a securitization entity to be modified
may not be beneficial to our interests if the modifications reduce the interest we earn and increase the eventual
severity of a loss. In some states and circumstances, the securitizations in which we invest have recourse as owner of
the loan against the borrower s other assets and income in the event of loan default; however, in most cases, the value
of the underlying property will be the sole effective source of funds

The nature of the assets we hold and the investments we make expose us to credit risk that could negativ&ly impac
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for any recoveries. Other changes or actions by judges or legislators regarding mortgage loans and contracts, including
the voiding of certain portions of these agreements, may reduce our earnings, impair our ability to mitigate losses, or
increase the probability and severity of losses. Any expansion of our loss mitigation efforts as we grow our portfolio
will increase our operating costs and the expanded loss mitigation efforts may not reduce our future credit losses.

Credit ratings assigned to debt securities by the credit rating agencies may not accurately reflect the risks associated
with those securities. Furthermore, downgrades in the credit ratings of bond insurers or any downgrades in the credit
ratings of mortgage insurers could increase our credit risk, reduce our cash flows, or otherwise adversely affect our
business and operations.

We generally do not consider credit ratings in assessing our estimates of future cash flows and desirability of our
investments (although our assessment of the quality of an investment may prove to be inaccurate and we may incur
credit losses in excess of our initial expectations).

We note that the assignment of an investment grade rating to a security by a rating agency does not mean that there is
not credit risk associated with the security or that the risk of a credit loss with respect to such security is necessarily
remote. However, securities we own do have credit ratings, and to the extent we securitize loans and securities, we

will be required to rely on the credit rating agencies to provide ratings on the securities created by these securitization

entities.

Rating agencies rate debt securities based upon their assessment of the safety of the receipt of principal and interest
payments. Rating agencies do not consider the risks of fluctuations in fair value or other factors that may influence the
value of debt securities and, therefore, the assigned credit rating may not fully reflect the true risks of an investment in

securities. Also, rating agencies may fail to make timely adjustments to credit ratings based on available data or
changes in economic outlook or may otherwise fail to make changes in credit ratings in response to subsequent events,
so that our investments may be better or worse than the ratings indicate. Credit rating agencies may change their
methods of evaluating credit risk and determining ratings on securities backed by real estate loans and securities.
These changes may occur quickly and often. The market s ability to understand and absorb these changes, and the
impact to the securitization market in general, are difficult to predict. Such changes may have an impact on the
amount of investment-grade and non-investment-grade securities that are created or placed on the market in the future.

Downgrades to the ratings of securities could have an adverse effect on the value of some of our investments and our
cash flows from those investments, particularly our equity investments in Acacia entities. The underlying documents
of each Acacia securitization entity state that certain average rating levels must be met on the securities held by the
entity, and if not met, then cash that would otherwise be distributed to the equity holders or the lower-rated debt
holders, would instead be distributed to the more senior debt holders. Our investments in Acacia are primarily in the
equity of these securitization entities, and the vast number of downgrades that rating agencies reported have caused
most of the Acacia entities to fail this average rating test, which, in turn, has adversely affected our cash flows from
our investments in these entities.

Some of the securities held by the Acacia entities as well as some of the securities held by Redwood are insured by
bond insurers such as Ambac Financial Group Inc., MBIA Inc., and Financial Guaranty Insurance Co., which are
commonly known as monoline insurers. These monoline insurers historically have had AAA credit ratings and this
credit rating has been passed on to any bonds that they insure. The high number of recent credit downgrades and other
recent market turbulence has revealed that these monoline insurers have greater credit risk exposure than previously
realized and the credit ratings of a number of these insurers have been downgraded as a result. Any decline in the
credit rating of a monoline insurer generally results in a corresponding decline in the credit ratings of the securities
insured by that insurer.

The nature of the assets we hold and the investments we make expose us to credit risk that could negativay impac
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Some of the loans held by our Sequoia securitization entities, or in which we have an indirect interest through
securities we hold through Acacia entities or at Redwood, are insured in part by mortgage insurers. Mortgage
insurance protects the lender or other holder of a loan, up to a specified amount, in the event the borrower defaults on
the loan. Mortgage insurance generally is required only when the principal amount of the loan at the time of
origination is greater than 80% of the value of the property (loan-to-value). Any inability of the mortgage insurers to
pay in full the insured portion of the loans that we hold would adversely affect the

10

The nature of the assets we hold and the investments we make expose us to credit risk that could negativa®y impac



Edgar Filing: REDWOOD TRUST INC - Form 10-K

TABLE OF CONTENTS

value of the securities we own that are backed by these loans, which could increase our credit risk, reduce our cash
flows, or otherwise adversely affect our business.

Changes in prepayment rates of residential real estate loans could reduce our
earnings, dividends, cash flows, and access to liquidity.

The economic returns we earn from most of the residential real estate securities and loans we own (directly or
indirectly) are affected by the rate of prepayment of the underlying residential real estate loans. Prepayments are
unpredictable and adverse changes in the rate of prepayment could reduce our cash flows, earnings, and dividends.

Adverse changes in cash flows would likely reduce an asset s fair value, which could reduce our ability to borrow
against that asset and may cause a market valuation adjustment for GAAP purposes, which could reduce our reported
earnings. While we estimate prepayment rates to determine the effective yield of our assets and valuations, these
estimates are not precise, and prepayment rates do not necessarily change in a predictable manner as a function of
interest rate changes. Prepayment rates can change rapidly. As a result, changes can cause volatility in our financial
results, affect our ability to securitize assets, affect our ability to fund acquisitions, and have other negative impacts on
our ability to grow and generate earnings.

We own a number of securities backed by residential loans that are particularly sensitive to changes in prepayments
rates. These securities include interest-only securities (I0s) that we acquire from third parties and from our Sequoia
entities. Faster prepayments than we anticipated on the underlying loans backing these 10s will have an adverse effect
on our returns on these investments.

Interest rate fluctuations can have various negative effects on us and could
lead to reduced earnings and increased volatility, in our earnings.

Changes in interest rates, the interrelationships between various interest rates, and interest rate volatility could have
negative effects on our earnings, the fair value of our assets and liabilities, loan prepayment rates, and our access to
liquidity. Changes in interest rates can also harm the credit performance of our assets. We generally seek to hedge
some but not all interest rate risks. Our hedging may not work effectively, or we may change our hedging strategies or
the degree or type of interest rate risk we assume.

A majority of our equity-funded assets have adjustable-rate coupons (coupons that reset within a year and at least once
per year thereafter). The cash flows we receive from these assets may vary as a function of interest rates, as may the
reported earnings generated by these assets. We may also acquire loans and securities which are generally held as
inventory prior to sale to a securitization entity or as a longer term investment. We may fund assets with equity and
with floating rate debt and to the extent these assets have fixed or hybrid interest rates (or are adjustable with an
adjustment period longer than our short-term debt), an interest rate mismatch would exist and we would earn less (and
fair values may decline) if interest rates rise. We may or may not seek to mitigate interest rate mismatches for these
assets with a hedging program using interest rate agreements and, to the extent we do use hedging techniques, they
may not be successful.

Interest rate changes have diverse and so
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