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C A U T I O N A R Y S T A T E M E N T

This Redwood Review contains forward-looking statements within the meaning of the safe
harbor provisions of the Private Securities Litigation Reform Act of 1995. Forward-looking
statements involve numerous risks and uncertainties. Our actual results may differ from our
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 expressions or their
negative forms, or by references to strategy, plans, goals, or intentions. These forward-looking
statements are subject to risks and uncertainties, including, among other things, those
described in our most recent 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 Securities and Exchange Commission, including reports on Forms 10-K, 10-Q, and 8-K.
We undertake no obligation to update or revise forward-looking statements, whether as a
result of new information, future events, or otherwise.

Statements regarding the following subjects, among others, are forward-looking by their
nature: (i) statements we make regarding Redwood’s business strategy and strategic focus,
including statements relating to our confidence in our overall market position, strategy and
long-term prospects, and our belief in the long-term efficiency of private label securitization as
a form of mortgage financing; (ii) statements we make regarding our new risk-sharing
arrangement with Fannie Mae, including our belief that, under this arrangement, we can
enhance the profitability of transacting in conforming loans that we plan to sell to Fannie Mae
during the fourth quarter of 2014, as well as our expectations of reducing taxpayer risk through
an upfront credit risk transfer and by increasing the role of private capital in the mortgage
market; (iii) statements we make regarding our new business relationships with the Federal
Home Loan Bank of Chicago (FHLBC), including our plan to acquire eligible residential loans
from up to approximately 750 Federal Home Loan Bank members and our expectations
regarding the timing for commencing the acquisition program, and our statements relating to
quantifying the acquisition opportunity; (iv) statements we make regarding the FHFA’s notice
of proposed rulemaking (NPR) relating to FHLB membership requirements, including the
potential implications for our captive insurance subsidiary’s membership in the FHLB;
(v) statements we make regarding the outlook for our commercial business, including our
positioning to benefit from a substantial wave of refinance opportunities set to begin in 2015,
industry estimates relating to maturing CMBS loans, our pipeline of loans under application for
the fourth quarter of 2014, and our projected total origination volume for 2014; (vi) statements
we make regarding the outlook for the residential mortgage market, including expectations
relating to residential loan originations in 2014; (vii) statements related to our residential
mortgage banking activities, including our long-term loan sale profit margin target of 25-to-50
basis points, our expectation to complete at least one more Sequoia securitization in the fourth
quarter of 2014, our expectation for whole loan sales to remain our most active distribution
channel for the remainder of 2014, statements we make relating to the risk retention rules
applicable to residential securitization transactions and our expectation of their impact on our

THE REDWOOD REVIEW | 3RD QUARTER 2014 2



C A U T I O N A R Y S T A T E M E N T

business and our expectations regarding the impact of timing differences related to loans
identified for purchase at September 30, 2014 on our reported income in the fourth quarter of
2014; (viii) statements relating to acquiring residential mortgage loans in the future that we
have identified for purchase or plan to purchase, including the amount of such loans that we
identified for purchase during the third quarter of 2014 and at September 30, 2014, and
statements relating to expected fallout and the corresponding volume of residential mortgage
loans expected to be available for purchase; (ix) statements relating to our estimate of our
investment capacity (including that we estimate our investment capacity at September 30, 2014
to be approximately $145 million), our statements related to sourcing additional capital prior to
the end of 2014, our belief that our remaining investment capacity is sufficient to fund our near-
term investment activities, the likelihood of needing additional capital to make sustained long-
term investments over the coming quarters, and our consideration of raising capital from
outside sources, such as through a convertible debt offering or other medium- or long-term
debt issuance; (x) statements we make regarding our dividend policy and our process for
determining dividends; and (xi) statements regarding our expectations and estimates relating
to the characterization for income tax purposes of our dividend distributions, our expectations
and estimates relating to tax accounting, tax liabilities and tax savings, and GAAP tax
provisions, our estimates of REIT taxable income and TRS taxable income, and our anticipation
of additional credit losses for tax purposes in future periods (and, in particular, our statement
that, for tax purposes, we expect an additional $36 million of tax credit losses on residential
securities we currently own to be realized over an estimated three- to five-year period).

Important factors, among others, that may affect our actual results include: general economic
trends, the performance of the housing, commercial real estate, 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;
developments related to the fixed income and mortgage finance markets and the Federal
Reserve’s statements regarding its future open market activity and monetary policy; 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 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 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 and loans; 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, the profitability of
those transactions, and the risks we are exposed to in engaging in securitization transactions;
exposure to claims and litigation, including litigation arising from our involvement in
securitization transactions; whether we have sufficient liquid assets to meet short-term needs;
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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; our failure to comply with applicable
laws and regulations; our failure to maintain appropriate internal controls over financial
reporting and disclosure controls and procedures; the impact on our reputation that could
result from our actions or omissions or from those of others; changes in accounting principles
and tax rules; our ability to maintain our status as a 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 Redwood Review 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.
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I N T R O D U C T I O N

Note to Readers:

We file annual reports (on Form 10-K) and quarterly reports (on Form 10-Q) with the Securities
and Exchange Commission. These filings and our earnings press releases provide information
about Redwood and our financial results in accordance with generally accepted accounting
principles (GAAP). We urge you to review these documents, which are available through our
website, www.redwoodtrust.com.

This document, called The Redwood Review, is an additional format for providing information
about Redwood through a discussion of our GAAP financial results, as well as other metrics,
such as taxable income. Supplemental information is also provided in the Financial Tables in
this Review to facilitate more detailed understanding and analysis of Redwood. We may also
provide non-GAAP financial measures in this Review. When we use non-GAAP financial
measures it is because we believe that these figures provide additional insight into Redwood’s
business. In each case in which we discuss a non-GAAP financial measure you will find an
explanation of how it has been calculated, why we think the figure is important, and a
reconciliation between the GAAP and non-GAAP figures.

References herein to “Redwood,” the “company,” “we,” “us,” and “our” include Redwood
Trust, Inc. and its consolidated subsidiaries. Note that because we round numbers in the tables
to millions, except per share amounts, some numbers may not foot due to rounding.
References to the “third quarter” refer to the quarter ending September 30, 2014, and
references to the “second quarter” refer to the quarter ending June 30, 2014, unless otherwise
specified.

We hope you find this Review helpful to your understanding of our business. We thank you for
your input and suggestions, which have resulted in our changing the form and content of The
Redwood Review over time.

Selected Financial Highlights

Quarter:Year

GAAP
Income

per Share

REIT Taxable
Income per

Share (1)

Annualized
GAAP Return

on Equity

GAAP Book
Value per

Share
Dividends
per Share

Q314 $0.50 $0.21 14% $15.21 $0.28

Q214 $0.18 $0.17 5% $15.03 $0.28

Q114 $0.14 $0.19 4% $15.14 $0.28

Q413 $0.29 $0.20 8% $15.10 $0.28

Q313 $0.25 $0.24 7% $14.65 $0.28

Q213 $0.71 $0.25 22% $14.69 $0.28

Q113 $0.69 $0.20 21% $14.54 $0.28

Q412 $0.50 $0.21 15% $13.95 $0.25

Q312 $0.48 $0.19 16% $12.88 $0.25

(1) REIT taxable income per share for 2014 are estimates until we file tax returns.
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S H A R E H O L D E R L E T T E R

Dear Fellow Shareholders:

During the third quarter of 2014, we made solid financial and operating progress as we
continued to leverage our residential and commercial loan platforms by expanding the types of
loan products we acquire, our group of loan sellers, and our distribution capabilities. Our loan
platforms are multidimensional and competitively strong. They provide us with the means to
create proprietary investments, generate fees, and build franchise value for shareholders.

Our residential mortgage-banking business had an impressive quarter, especially in light of the
challenging post-refinance market conditions for loan originations. Loan acquisitions were
$3.4 billion, an 89% increase over the prior quarter, with our new initiative of acquiring
conforming loans generating 46% of that total. Also of note, the gross margin on conforming
loan sales turned positive this quarter following our early focus on building market share and
establishing a meaningful competitive presence with our sellers. In our traditional business of
acquiring jumbo loans, gross margins remained strong and in excess of our long-term target
range of 25-to-50 basis points. Overall, the results of this quarter indicate to us that we have
moved beyond the start-up phase of platform building and into a more efficient operational
phase.

We have said many times that one of our strategic goals is to develop multiple ways to invest in
newly originated prime residential mortgage credit, particularly loans that were underwritten
and acquired through our mortgage-banking platform. This meant expanding beyond our
flagship Sequoia jumbo securitization program, which has remained the industry leader in
terms of post-crisis RMBS issuance activity. Since 2010, our Sequoia program has created
nearly $600 million of credit investments for our portfolio, as well as more than $200 million of
investments in interest-only securities and mortgage-servicing rights.

In September, we further expanded our entry into the conforming loan space by entering into
our first risk-sharing arrangement with Fannie Mae. Under this arrangement, Redwood can
enhance the profitability of transacting in conforming loan products by committing to absorb
the first one percent of credit losses on $1.1 billion of new conforming loans that we plan to
sell to Fannie Mae during the fourth quarter of 2014.

This risk-sharing arrangement provides a strong, direct alignment of interests between
Redwood and Fannie Mae for the acquisition and sale of high-quality mortgage loans.
Additionally, this transaction is expected to reduce taxpayer risk through an upfront credit risk
transfer and by increasing the role of private capital in the mortgage market, which is one of
the goals set forth in the 2014 FHFA Scorecard issued by the FHFA (Fannie Mae’s regulator).
We hope that it is the first of many such transactions for Redwood.

The Fannie Mae risk-sharing arrangement comes on the heels of our recent joint
announcement with the Federal Home Loan Bank of Chicago (FHLBC) that we plan to acquire
eligible residential loans from up to approximately 750 participating Federal Home Loan Bank
(FHLB) members. We also announced that one of our wholly-owned subsidiaries, a captive
insurance company, had become a member of the FHLBC, providing it with access to attractive
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financing for well-underwritten residential loans that it may acquire from other Redwood
subsidiaries or other sources.

Our insurance subsidiary’s membership in the FHLBC may be limited to five years under a
proposed rule that was issued by the FHFA in September. The Notice of Proposed Rulemaking
(NPR) seeks comments on a range of membership issues, including whether the FHFA should
move forward with its proposed ban on captive insurance company membership and a five-
year phase out of current captive insurance members. We plan to file a comment letter that will
clearly state how the business of our captive insurance subsidiary is closely aligned with the
mission of the FHLB System and meets the high safety and soundness standards of the FHLB
System. Notably, the outcome of the NPR will not affect our separate loan purchase program
with the FHLBC.

We will not attempt to put odds on the likelihood of this proposed rule change going into
effect. We can say that the initial public comment responses we have reviewed have been
decidedly opposed to the proposed rule changes applicable to captive insurance company
members of the FHLB system.

In our commercial business, we continued to grow our platform as a provider of both senior
and mezzanine financing for stabilized commercial properties. In the third quarter of 2014, we
originated $340 million of senior loans, a 128% increase over the prior quarter and our largest
quarterly origination volume to date. While gross margins declined modestly, they remain well
above historical industry averages and continue to exceed our long-term expectations. We
continued to add experienced staff in this business line during the third quarter as we prepare
to capitalize on the wave of refinance opportunities set to begin in 2015. The refinancing wave
is the product of the record $635 billion of CMBS issuance between 2005 and 2007. Industry
estimates suggest that the maturing CMBS loans represent about one-quarter of the maturing
commercial real estate loans over that time, which should result in a material opportunity to
provide commercial financing over the next few years.

Overall, we remain energized and focused on delivering value to those we do business with
and to you, our shareholders.

We appreciate your continued support.

Martin S. Hughes Brett D. Nicholas
CEO President
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Q U A R T E R L Y O V E R V I E W

Third Quarter 2014 Results

Overview

Our businesses generated strong operating and financial results in the third quarter of 2014,
despite persistent market volatility that may continue to impact our near-term quarterly results.
Our GAAP earnings more than covered our dividend payment to shareholders in the third
quarter of 2014, and we generated significant increases in our residential and commercial loan
purchase and origination volumes. We also achieved another strategic milestone in the third
quarter of 2014 by implementing a risk-sharing arrangement with Fannie Mae for conforming
residential loans. Our jumbo loan purchase program with the FHLBC continues to move
forward through its implementation phase, while our FHLB member subsidiary has been
actively financing jumbo loans at attractive terms. Finally, our commercial team completed a
record quarter of senior loan originations. Given the progress we are making in our businesses,
our rate of capital deployment increased during the third quarter and remained elevated
through October 2014.

Before we get into any further details, here is a summary of Redwood’s third quarter 2014
results:

� Earnings per share were $0.50 for the third quarter of 2014, up from $0.18 per share in the
second quarter of 2014. The increase in earnings is largely attributable to higher mortgage
banking income, particularly from our residential mortgage banking activities and a
favorable timing difference, combined with a steady contribution of net interest income from
our investment portfolio.

� Our GAAP book value per share was $15.21 at September 30, 2014, an increase from
$15.03 per share at June 30, 2014. The increase was primarily driven by GAAP earnings that
more than covered our third quarter dividend of $0.28 per share.

� Our residential loan acquisition volume was $3.4 billion in the third quarter of 2014, up 89%
from the second quarter of 2014. At September 30, 2014, our pipeline of loans identified for
purchase was $1.6 billion and included $1.3 billion of jumbo loans and $0.3 billion of
conforming loans, unadjusted for fallout expectations.

� We originated $340 million of senior commercial loans and $26 million of mezzanine
commercial loans in the third quarter of 2014. Our senior commercial loan pipeline, defined
as loans under application, totaled $199 million at September 30, 2014.

� We sold $456 million of securities in the third quarter of 2014 that were not part of our long-
term core holdings in order to free up capital for reinvestment. As a result, our residential
securities portfolio declined to $1.4 billion at September 30, 2014.
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We also reached an agreement in October 2014 to settle with the plaintiff, on mutually
satisfactory terms, the legacy Sequoia RMBS-related case that had been brought in 2010
relating to our Sequoia Mortgage Trust 2006-1 securitization transaction. The terms of the
settlement remain confidential.

Residential Update

Our residential mortgage banking business posted strong third quarter 2014 results. Jumbo
loan acquisitions doubled to $1.8 billion compared to the second quarter of 2014, while our
conforming loan acquisitions increased 78% to $1.5 billion over the same period. Higher loan
purchase volumes contributed positively to our mortgage banking results for the third quarter,
and also contributed to an increase in our investment in mortgage servicing rights (MSRs) –
which has roughly doubled over the past three quarters to a total of $135 million at
September 30, 2014. For the first nine months of 2014, total residential loan acquisitions
(jumbo and conforming) were $6.3 billion, down less than 3% from the same period in 2013.
Our business continues to benefit from the persistent expansion of our group of loan sellers,
which increased by a net 12 to 152 sellers at September 30, 2014.

Despite stronger macroeconomic data, including second quarter 2014 revised GDP growth of
4.6%, interest rates were relatively steady in the third quarter as the 10 year Treasury Note
yield ended unchanged from the beginning of the quarter. While broader economic growth
appears to be moving forward, the housing market is now lagging the recovery. Mortgage
rates are up meaningfully from 2013 lows (the 30-year fixed mortgage rate averaged 3.50% for
the first five months of 2013), averaging 4.24% for the first nine months of 2014. The resulting
reduction in refinancing activity has reverberated through the industry, with the Mortgage
Bankers Association further trimming their annual forecast for industry originations to $1 trillion
for 2014, down 43% from 2013 originations.

We executed our second and third Sequoia securitizations of 2014 in July and September, and
we expect to complete at least one more in the fourth quarter of 2014. These securitizations
created $39 million of subordinate investment securities for our portfolio. Although the
difference has narrowed, our whole loan sale execution for most jumbo loans continues to be
more attractive than our securitization execution as a result of strong loan demand from banks.
We expect whole loan sales to remain our most active distribution channel for the remainder of
2014. However, our subsidiary’s recently established FHLB financing capabilities provide us
with an alternative to selling or securitizing jumbo loans that we also plan to utilize. During the
third quarter of 2014, our FHLB member subsidiary financed $236 million of jumbo loans with
the FHLBC, investing approximately $37 million of our own capital at attractive levels.
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Risk Retention Rules

In October 2014, Federal regulators released the final risk retention rules applicable to
residential securitization transactions. Of note, these rules require risk retention by a sponsor in
the event that non-QM loans are included in a securitization transaction. Although we have
recently included non-QM loans in our Sequoia securitizations, we do not expect these rules to
have any adverse impact on our business. As a long-time investor in mortgage credit risk, our
residential business model is built to create and retain first-loss credit risk through the retention
of the subordinate securities issued through our Sequoia securitization platform – regardless of
whether they include QM or non-QM loans. We continue to explore alternative ways to source
more high-quality non-QM loans made to borrowers of the type we have traditionally financed
in the past.

MPF DirectTM

We are making steady progress on our initiative to acquire jumbo loans through the FHLBC’s
MPF DirectTM product. In the third quarter, we launched a pilot program with certain MPF
participating member banks to begin the process of making purchases of jumbo loans through
MPF DirectTM. To date, we are moving forward with 10 banks and we expect to begin acquiring
loans late in the fourth quarter of 2014. After this initial test phase, we plan to do a further roll
out to all interested MPF participants in 2015. It is too early to provide any metrics around the
potential size of this opportunity. For now, we think it has the potential to be a meaningful
source of residential loan acquisitions over time.

Commercial Update

Our commercial mortgage-banking and investments business had a very strong third quarter of
2014. During the third quarter, we originated 24 senior commercial loans totaling $340 million,
as compared to 15 loans totaling $149 million in the second quarter of 2014. Through the first
three quarters of 2014, we originated $608 million of senior commercial loans, as compared to
$563 million for the first three quarters of 2013. We entered the fourth quarter with a pipeline
of loans under application of $199 million, and when combined with the applications received
in October, we project our total origination volume will likely exceed $900 million for 2014, as
compared to $805 million in 2013.

During the third quarter, we added a senior originator in the Los Angeles area. Together with
other recent hiring in the New York area, this should position us well for 2015, which we expect
to be the first year of a wave of commercial refinancing activity resulting from the record
volumes of 10-year CMBS loans originated between 2005 and 2007.
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Summary of Financial Results

GAAP Earnings

In the third quarter of 2014, we earned $45 million, or $0.50 per share, an increase from
$16 million, or $0.18 per share, in the second quarter of 2014. The following table sets forth
the components of Redwood’s GAAP income for the third and second quarters of 2014.

GAAP Income
($ in millions, except per share data)

Three Months Ended

9/30/2014 6/30/2014

Net interest income 40 37

Reversal of provision for loan losses 2 -

Noninterest income

Mortgage banking activities, net 18 6

MSR income, net 6 (2)

Other market valuation adjustments, net (4) (4)

Realized gains, net 9 1

Total noninterest income, net 29 1

Operating expenses (21) (22)

Other income 2 -

Provision for income taxes (5) -

GAAP income $ 45 $ 16

GAAP income per share $ 0.50 $ 0.18

The increase in earnings shown above primarily resulted from a $28 million improvement in
noninterest income, predominately related to increased income from mortgage banking
activities, net. As noted above, mortgage banking income was higher as a result of a significant
increase in residential loan acquisition activity combined with higher margins. In addition, as
has been the case in recent prior quarters, our residential mortgage banking results were
effected by timing differences related to how we are required to account for loans in our jumbo
pipeline that are identified and hedged but not yet purchased at quarter end. Income from
mortgage banking activities benefited from these timing differences in the third quarter of
2014, whereas it was negatively impacted in the second quarter of 2014. These timing
differences are discussed further on page 17 in the Mortgage Banking Activities portion of the
Financial Insights section that follows.
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Other noninterest income increased due to $7 million of net gains from the sale of $456 million
of primarily senior residential securities during the third quarter of 2014. Net interest income
remained steady on our core holdings and increased quarter over quarter as a result of higher
average balances of residential and commercial loans held for sale or securitization.

Other income of $2 million reflects a reduction in our aggregate litigation reserve relating to
the three legacy Sequoia RMBS-related cases we reserved for in the fourth quarter of 2013.

GAAP Book Value

At September 30, 2014, our GAAP book value was $1.3 billion, or $15.21 per share, an
increase from $15.03 per share at June 30, 2014. The following table sets forth the changes in
Redwood’s GAAP book value per share for the third and second quarters of 2014.

Changes in GAAP Book Value Per Share
($ in per share)

Q3 2014 Q2 2014 Variance

Beginning book value $ 15.03 $ 15.14 $ (0.11)

Net income 0.50 0.18 0.32

Change in unrealized gains (losses), net (0.09) 0.09 (0.18)

Equity award distributions (0.02) (0.14) 0.12

Other, net 0.07 0.04 0.03

Dividends (0.28) (0.28) -

Ending book value $ 15.21 $ 15.03 $ 0.18

The increase in GAAP book value per share was primarily driven by GAAP earnings that more
than covered our third quarter dividend of $0.28 per share, in addition to covering a decline in
the value of hedges on our long-term debt. While in aggregate prices increased on our
securities portfolio, the realization of gains on sales of securities combined with a reduction in
the value of cash flow hedges on our long-term debt contributed to an overall reduction in
unrealized gains in the third quarter. The Financial Insights section on page 20 provides a
detailed analysis of the components of our GAAP balance sheet and book value.
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Quarterly Investment Activity

Our deployment of capital increased significantly in the third quarter of 2014 compared to the
prior quarter. The following table details our capital invested for the third and second quarters
of 2014.

Quarterly Investment Activity
($ in millions)

Q3 2014 Q2 2014

Residential

Sequoia RMBS $ 41 $ 85

Third-party RMBS 2 56

Less: Short-term debt/Other liabilities (25) (121)

Total RMBS, net 18 20

GSE risk sharing transaction 11 -

Loans, net – FHLB (1) 37 -

MSR investments 62 12

Total residential 128 32

Commercial

Mezzanine loans 26 6

Less: Borrowings - (2)

Total commercial 26 4

Capital invested $ 154 $ 36

(1) Includes loans pledged to FHLBC and FHLBC stock acquired, less FHLBC borrowings.

Net of financing, we deployed $154 million of capital in third quarter, up substantially from
$36 million in the second quarter of 2014. The increase in investment activity reflects a
combination of strong growth in our loan purchase volume and growing opportunities to put
capital to work. Notable investments in the third quarter included $39 million in retained
subordinate securities and $2 million of IO’s created from our two Sequoia securitizations,
$37 million of capital invested in $236 million of loans financed through our FHLB member
subsidiary, and $62 million of investments in MSRs.

Following the end of the third quarter of 2014 and through October 31, 2014, we invested net
capital of $21 million in loans financed through our FHLB member subsidiary, $8 million in
MSRs and $3 million in commercial mezzanine loans.
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At September 30, 2014, our residential securities portfolio had a market value of $1.4 billion,
down from $1.8 billion at June 30, 2014. This decline included $456 million of sales, and
$49 million of principal paydowns, partially offset by $43 million of acquisitions, and $11 million
in discount accretion. Included in this portfolio at quarter-end were $101 million of Sequoia
senior and IO securities, which are included in our Residential Mortgage Banking segment for
financial reporting purposes.

Capital and Liquidity

We maintained capital of $1.7 billion at September 30, 2014. This included $1.3 billion of
equity capital, $140 million of long-term debt due in 2037, and $288 million of medium-term
convertible debt due in 2018. It did not include $1.2 billion of residential loan warehouse debt,
which we primarily use to finance our inventory of residential loans awaiting sale, securitization,
or long-term financing by one of our subsidiaries through the utilization of FHLB advances. It
also did not include $647 million of financing through repurchase facilities for securities that we
believe offer an attractive levered return profile but do not otherwise meet our internal capital
return targets.

At September 30, 2014, we held $150 million in cash, and our investment capacity (defined as
the approximate amount of capital we had readily available for long-term investments) was
estimated to be approximately $145 million. As we mentioned in our last Redwood Review, our
rate of capital deployment in the second half of 2014 is requiring us to source additional capital
prior to the end of the year to support the growth in our investment opportunities. During the
third quarter of 2014, we generated approximately $49 million of internal capital through the
sale of $456 million of residential securities. The securities we sold included lower yielding
mezzanine securities and other senior securities financed with short-term repurchase debt and
capital. These sales resulted in $7 million of realized gains and reduced our short-term
repurchase debt to $647 million at September 30, 2014, from $854 million at June 30, 2014.
We also generated capital by more efficiently financing our accumulation of residential and
commercial loans held for sale, utilizing warehouse financing facilities where we deemed it
appropriate. While we believe our remaining investment capacity is sufficient to fund our near-
term investment activities, we will likely need additional capital to make sustained long-term
investments over the coming quarters. As a result, we are considering raising capital from
outside sources, such as through a convertible debt offering or other medium- or long-term
debt issuance.
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GAAP Income

Our consolidated GAAP net income for the third quarter of 2014 was $45 million, or $0.50 per
diluted common share, as compared to $16 million, or $0.18 per diluted common share, for the
second quarter of 2014. The following table presents the GAAP income statements for the
third and second quarters of 2014.

Consolidated Statements of Income
($ in millions, except per share data)

Three Months Ended

9/30/14 6/30/14

Interest income $ 53 $ 48

Net discount (premium) amortization 10 10

Total interest income 63 58

Interest expense (23) (21)

Net interest income 40 37

Reversal of provision for loan losses 2 -

Net interest income after provision 42 37

Noninterest income

Mortgage banking activities, net 18 6

MSR income, net 6 (2)

Other market valuation adjustments, net (4) (4)

Realized gains, net 9 1

Total noninterest income, net 29 1

Operating expenses (21) (22)

Other income 2 -

Provision for income taxes (5) -

Net income $ 45 $ 16

Net income per share $ 0.50 $ 0.18
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Net Interest Income

Net interest income was $40 million in the third quarter of 2014, an increase of $3 million from
the second quarter of 2014. The following table highlights the components of net interest
income for the third and second quarters of 2014.

Net Interest Income
($ in millions)

Three Months Ended

9/30/14 6/30/14

Net interest income by segment

Residential Mortgage Banking $ 13 $ 10

Residential Investments 25 25

Commercial Mortgage Banking and Investments 8 7

Corporate/Other net interest expense (1) (5) (5)

Total Net Interest Income $ 40 $ 37

(1) For each of the three months ended 9/30/14 and 6/30/14, net interest income from Corporate/Other includes $6 million of

interest expense from long-term debt that is not directly assigned or allocated to any segment and $1 million of net interest

income from legacy Sequoia entities.

Net interest income from our residential mortgage banking operations increased $3 million in
the third quarter of 2014, as the average balance of residential loans held-for-sale increased
43% to $1.3 billion primarily as a result of increased loan acquisitions. The amount of interest
income earned from loans held-for-sale is dependent on many factors, including the amount of
loans, the length of time they are on our balance sheet, and their interest rates.

Net interest income from our residential investments portfolio remained stable as a decrease in
interest income from a lower average balance of securities was mostly offset by higher average
yields in the current quarter. The average balance of our available-for-sale securities decreased
12% to $1.3 billion in the third quarter of 2014, primarily from the sale of $395 million of
securities during the third quarter of 2014. The average yield on our available-for-sale securities
increased to 8.0% in the third quarter from 7.4% in the second quarter of 2014, primarily
resulting from the securities sold during the third quarter that had lower average yields than
the remainder of the portfolio.

Net interest income from our commercial operations increased as the average balances of
senior loans held-for-sale increased 127% to $170 million, primarily as a result of increased loan
originations in the third quarter of 2014.

THE REDWOOD REVIEW | 3RD QUARTER 2014 16



F I N A N C I A L I N S I G H T S

Mortgage Banking Activities, Net

The following table presents the components of our mortgage banking activities for the third
and second quarters of 2014.

Mortgage Banking Activities
($ in millions)

Three Months Ended

9/30/14 6/30/14

Residential mortgage banking activities

Residential loans $ 17 $ 18

Risk management derivatives (4) (8)

Sequoia securities (1) (9)

Total residential mortgage banking activities 11 1

Commercial mortgage banking activities

Commercial loans 5 6

Risk management derivatives 2 (1)

Total commercial mortgage banking activities 6 5

Total mortgage banking activities, net $ 18 $ 6

Income from mortgage banking activities was $18 million for the third quarter of 2014, as
compared to $6 million in the second quarter of 2014.

Income from residential mortgage banking activities increased to $11 million in the third
quarter of 2014, as compared to $1 million in the second quarter of 2014. The improvement
primarily resulted from an increase in loan acquisition volume and related fair value gains
during the third quarter, with residential loan acquisitions increasing to $3.4 billion in the third
quarter of 2014 from $1.8 billion in the second quarter of 2014. The increase in acquisition
volume occured in both jumbo and conforming loans and resulted from a broad-based
increase in acquisition volume across our group of loan sellers.

Consistent with prior quarters, we continue to experience timing differences related to our
jumbo mortgage pipeline (defined as those loans we have identified for purchase), and the
hedging for those loans, making it difficult to fully ascertain our quarterly operating
performance from our high-level GAAP results. In both the third and second quarters of 2014,
we recorded expenses resulting from changes in the value of hedges associated with our
jumbo mortgage pipeline. However, the corresponding changes in value of the $1.3 billion and
$1.6 billion (unadjusted for expected fallout) of loans in our jumbo mortgage pipeline at
September 30, 2014 and June 30, 2014, respectively, were not recorded in earnings during the
respective periods. As a result of the timing differences at June 30, 2014, income from
mortgage banking activities benefited in the third quarter of 2014 and was negatively impacted
in the second quarter of 2014. We do not expect the timing difference related to the loans we
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had identified for purchase at September 30, 2014 to have a significant impact on our reported
income in the fourth quarter 2014.

Our commercial operations generated income from mortgage banking activities of $7 million in
the third quarter of 2014, up from $5 million in the second quarter of 2014. The improvement
was primarily due to higher origination volume in the third quarter of 2014. The benefit from
higher origination volume was partially offset by lower profit margins realized during the third
quarter. During the third quarter of 2014, we originated 24 senior commercial loans totaling
$340 million, as compared to 15 loans totaling $149 million in the second quarter of 2014.

MSR Income, Net

Income from our investments in mortgage servicing rights was $6 million in the third quarter of
2014, as compared to negative $2 million in the second quarter of 2014. Fee income
generated from MSRs was $5 million for the third quarter of 2014, as compared to $4 million in
the second quarter, as the aggregate principal amount of loans associated with our servicing
rights increased by $5.1 billion to $12.2 billion at September 30, 2014. The significant increase
in MSRs in the third quarter was primarily due to the bulk acquisition of MSRs associated with
$3.5 billion aggregate principal amount of loans that was completed on September 30, 2014
and will not generate fee increases for us until the fourth quarter of 2014. Our third quarter
MSR income also benefited from $2 million of positive market valuation adjustments, as
compared to negative $6 million in the second quarter, which resulted from declining interest
rates in the third quarter.

Other Market Valuation Adjustments, Net

Other market valuation adjustments were negative $4 million for both the third and second
quarters of 2014. In the third quarter of 2014, half of the adjustments were attributable to
interest rate hedging derivatives, with the remainder resulting from decreases in the market
value of trading securities and loans held-for-investment at fair value. The majority of
adjustments in the second quarter were attributable to declines in the value of interest-rate
hedging derivatives. These derivatives are used to manage risks associated with the net
interest rate exposure at our Residential Investments segment.

Realized Gains, Net

In the third and second quarters of 2014, we recognized $9 million and $1 million of gains,
respectively, related to sales and calls of residential investment securities. During the third
quarter of 2014, we sold $456 million of securities with the primary intent to generate capital
for reinvestment.

Operating Expenses

Operating expenses remained relatively stable at $21 million for the third quarter of 2014, as
compared to $22 million for the second quarter of 2014.
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Other Income

Other income of $2 million reflects a reduction in our aggregate litigation reserve relating to
the three legacy Sequoia RMBS-related cases we reserved for in the fourth quarter of 2013.

Provision for Income Taxes

During the third quarter of 2014, we recognized a provision for income taxes of $5 million,
compared to less than $1 million in the prior quarter, primarily related to higher GAAP income
from mortgage banking activities generated at our taxable REIT subsidiaries in the third quarter
of 2014. See the Taxable Income and Dividends section on page 29 for further information.
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Balance Sheet

The following table shows the components of our balance sheet at September 30, 2014.

Consolidating Balance Sheet (1)

September 30, 2014

($ in millions)

At Redwood
Consolidated

VIEs (2)
Redwood

Consolidated

Residential loans $ 1,741 $ 1,547 $ 3,288

Commercial loans 293 205 498

Real estate securities – Third party 619 233 853

Real estate securities – Sequoia (3) 542 - 542

Mortgage servicing rights 135 - 135

Cash and cash equivalents 150 - 150

Total earning assets 3,480 1,985 5,466

Other assets 114 32 146

Total assets $ 3,594 $ 2,017 $ 5,612

Short-term debt

Mortgage loan warehouse debt $ 1,241 $ - $ 1,241

Security repurchase facilities 647 - 647

Other liabilities 102 2 104

Asset-backed securities issued - 1,656 1,656

Long-term debt 697 - 697

Total liabilities 2,687 1,658 4,345

Stockholders’ equity 907 359 1,267

Total liabilities and equity $ 3,594 $ 2,017 $ 5,612

(1) The format of this consolidating balance sheet is provided to more clearly delineate between (i) the $2.0 billion of assets

belonging to certain securitization entities (variable interest entities, or VIEs) that we are required to consolidate on our

balance sheet in accordance with GAAP, but which are not legally ours, and the $1.7 billion of liabilities of these VIEs, which

are payable only from the cash flows generated by their assets and are, therefore, nonrecourse to us, and (ii) the $3.6 billion

of assets that are legally ours and the $2.7 billion of liabilities of ours for which there is recourse to us.

(2) Consolidated VIEs include certain Sequoia securitizations completed prior to 2012 as well as the Residential Resecuritization

and Commercial Securitization transactions we completed in 2011 and 2012, respectively, that we are required to

consolidate under GAAP. Our estimated GAAP investment in these entities was $359 million at September 30, 2014,

representing the difference between the aggregate assets and liabilities of these entities. Legally, we own only the securities

and interests that we acquired from these VIEs.

(3) Sequoia securitizations completed in 2012 and subsequently are treated as sales for GAAP, and the $542 million of securities

we have retained from these transactions, are reflected in the “At Redwood” column above in “Real Estate Securities –

Sequoia.”
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Residential Loans

The table below details residential loan activity at Redwood during the third and second
quarters of 2014.

Residential Loans at Redwood
($ in millions)

Three Months Ended

9/30/14 6/30/14

Beginning fair value $ 1,108 $ 775

Acquisitions 3,388 1,791

Sales (2,758) (1,467)

Principal payments (10) (5)

Change in fair value, net 12 14

Ending fair value $ 1,741 $ 1,108

Our $1.7 billion of residential loans at Redwood are comprised of loans held-for-sale through
our residential mortgage banking segment and loans held-for-investment in our residential
investments segment. In our residential mortgage banking segment, at September 30, 2014,
we owned $1.5 billion of prime residential loans, including $1.1 billion of jumbo loans and $400
million of conforming loans held-for-sale. These loans included $1.2 billion of 30-year fixed-rate
loans, $101 million of 10 to 25-year fixed-rate loans, $164 million of hybrid loans, and
$1 million of ARM loans. At September 30, 2014, our pipeline of loans identified for purchase
(unadjusted for fallout) included $1.3 billion of jumbo loans and $324 million of conforming
loans. See the Residential Mortgage Banking section on page 32 for additional information.

During the third quarter of 2014, we transferred $239 million of held-for-sale loans from our
residential mortgage banking segment to our residential investments and reclassified the loans
as held-for-investment. As of September 30, 2014, these loans were financed through our FHLB
member subsidiary.

The remainder of our residential loans, totaling $1.5 billion, are held in consolidated Sequoia
entities. Our investments in these entities, as estimated for GAAP, totaled $67 million at
September 30, 2014. This amount reflects the book value of our retained investments in
consolidated Sequoia entities and is based on the difference between the consolidated assets
and liabilities of the entities in the aggregate according to their GAAP carrying amounts.
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Commercial Loans

The following table details commercial loan activity during the third and second quarters of
2014.

Commercial Loans
Three Months Ended September 30, 2014

($ in millions)

Senior A/B Notes
Unsecuritized

Mezzanine
Securitized
Mezzanine Total

Beginning carrying value $ 51 $ 71 $ 92 $ 255 $ 469

Originations 340 - 26 - 366

Sales (291) - - - (291)

Principal payments/amortization - - - (51) (51)

Change in fair value, net 4 - - - 4

Change in allowance for loan losses - - - 1 1

Ending carrying value $ 105 $ 71 $ 118 $ 205 $ 498

Commercial Loans
Three Months Ended June 30, 2014

($ in millions)

Senior A/B Notes
Unsecuritized

Mezzanine
Securitized
Mezzanine Total

Beginning carrying value $ 77 $ 69 $ 87 $ 257 $ 491

Originations 149 - 6 - 155

Sales (181) - - - (181)

Transfers to other categories - - - - -

Principal payments/amortization - - - (2) (2)

Change in fair value, net 6 2 - - 7

Change in allowance for loan losses - - - - -

Ending carrying value $ 51 $ 71 $ 92 $ 255 $ 469

At September 30, 2014, we owned $498 million of commercial loans, as compared to
$469 million of commercial loans at June 30, 2014. During the third quarter of 2014, we
originated 24 senior loans and sold 24 senior loans. Additionally, we originated five mezzanine
loans during the third quarter. See the Commercial Mortgage Banking Activities section on
page 35 for additional information.
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Real Estate Securities

The following table presents the fair value of our residential real estate securities at
September 30, 2014. We categorize our Sequoia and third-party securities by portfolio vintage
(the year(s) the securities were issued), priority of cash flow (senior, re-REMIC, and subordinate)
and the underwriting characteristics of the underlying loans (prime and non-prime).

Real Estate Securities (1)

September 30, 2014

($ in millions)
Sequoia

Securities
2012-2014

Third-party Securities
Total

Securities
% of Total
Securities<=2005 2006-2008 2012-2014

Seniors

Prime $ 101 $ 278 $ 81 $ - $ 459 33%

Non-prime (2) - 190 4 - 194 14%

Total seniors 101 467 85 - 653 47%

Prime re-REMIC - 60 116 - 176 13%

Prime Subordinates

Mezzanine (3) 357 - - 55 412 30%

Subordinate 85 54 1 13 154 11%

Prime subordinates 442 54 1 69 565 41%

Total real estate securities $ 543 $ 581 $ 203 $ 69 $ 1,395 100%

(1) Included in the real estate securities table above are $233 million of senior securities that are included in the

Residential Resecuritization that we completed in July 2011. Under GAAP accounting, we account for the resecuritization as

a financing even though these securities are owned by the resecuritization entity and are legally not ours. We own only the

securities and interests that we acquired from the resecuritization entity, which amounted to $167 million at September 30,

2014. As a result, to adjust at September 30, 2014 for the legal and economic interests that resulted from the

resecuritization, Total Senior Securities would be decreased by $233 million to $421 million, Prime Re-REMIC Securities

would be increased by $167 million to $343 million, and Total Real Estate Securities would be reduced by $66 million to

$1.33 billion.

(2) Non-prime residential securities consist of Alt-A senior securities.

(3) Prime mezzanine includes securities initially rated AA, A, and BBB- and issued in 2012 or later.
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The table below details the change in fair value of real estate securities during the third and
second quarters of 2014.

Real Estate Securities
($ in millions)

Three Months Ended

9/30/14 6/30/14

Beginning fair value $ 1,845 $ 1,743

Acquisitions

Sequoia securities 41 85

Third-party securities 2 56

Sales

Sequoia securities (113) -

Third-party securities (342) (1)

Gain on sale 8 1

Effect of principal payments (46) (51)

Change in fair value, net 1 12

Ending fair value $ 1,395 $ 1,845

During the third quarter of 2014, we acquired $2 million of senior Sequoia IO securities,
$39 million of mezzanine and subordinate Sequoia securities, and $2 million of third-party
senior securities. During the third quarter of 2014, we sold $456 million of securities that
resulted in a $7 million gain. Included in these sales were $319 million of third-party senior
securities, $59 million of senior Sequoia securities, $16 million of Re-REMICs, $8 million of
third-party subordinate securities, and $54 million of mezzanine Sequoia securities.

At September 30, 2014, residential securities we owned (as a percentage of current market
value) consisted of fixed-rate assets (55%), adjustable-rate assets (17%), hybrid assets that reset
within the next year (27%), and hybrid assets that reset between 12 and 36 months (1%).
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Mortgage Servicing Rights (MSRs)

The table below details the change in fair value of Redwood’s MSRs during the third and
second quarters of 2014.

MSRs
($ in millions)

Three Months Ended

9/30/14 6/30/14

Beginning fair value $ 71 $ 65

Additions 62 12

Change in fair value, net 2 (6)

Ending fair value $ 135 $ 71

At September 30, 2014, we owned $61 million of jumbo MSR investments and $74 million of
conforming MSR investments associated with residential loans with aggregate principal
balances of $6.0 billion and $6.3 billion, respectively. We earn fees from these MSRs, but
outsource the actual servicing of the associated loans to a third-party servicer.

During the third quarter of 2014, we added $62 million of MSRs associated with $5.4 billion of
residential loans. Included in this amount are $43 million of bulk-purchased MSRs, and
$19 million of MSRs acquired through our residential mortgage banking operations. The GAAP
carrying value, which is the estimated fair value of our MSRs at September 30, 2014, was equal
to 1.10% of the aggregate principal balance of the associated residential loans. At September
30, 2014 the 60 day plus delinquency ratio was 0.01% and there were no loans greater than 90
days delinquent.
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Derivatives

The following table presents the fair value and notional value of derivative financial instruments
held at September 30, 2014 and June 30, 2014, which are components of other assets and
other liabilities on our consolidated balance sheet.

Derivatives
($ in millions)

9/30/14 6/30/14

Fair Value (1) Notional Fair Value (1) Notional

Risk management derivatives by segment:

Residential mortgage banking $ - $ 2,529 $ - $ 1,641

Residential investments 1 80 (2) 256

Commercial mortgage banking and investments 2 155 - 65

Loan purchase and forward sale commitments 1 652 1 625

Cash flow hedges on long-term debt (34) 140 (31) 140

Total derivative financial instruments, net $ (31) $ 3,555 $ (33) $ 2,726

(1) Fair values presented in this table represent the net value of derivative assets and liabilities associated with each of our

segments.

We use derivative financial instruments in part to mitigate the interest rate risk associated with
some of our residential and commercial loan activity, in addition to the net interest rate
exposure within our investment portfolio. Net changes in the fair value of risk management
derivatives are reflected in our income statement in Mortgage banking activities, net, for
residential and commercial mortgage banking segments and in Other market valuation
adjustments, net, for our residential investments segment. The timing of when we enter into
and exit these derivatives, and the corresponding levels of benchmark interest rates, has a
significant effect on the amount of valuation income or loss recognized. During the third
quarter of 2014, the aggregate fair value of risk management derivatives, including those
agreements that we exited during the quarter, declined by $4 million.

As part of our residential mortgage banking activities, we enter into agreements to purchase
and to sell conforming residential loans. These commitments qualify as derivatives and
changes in their fair values are recorded in Mortgage banking activities, net, in our income
statement.

Falling benchmark interest rates resulted in a $3 million increase to our derivative liability
related to cash flow hedges on our long-term debt. Changes in the fair value of our cash flow
hedges were recorded in shareholders’ equity through accumulated other comprehensive
income.
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Short-Term Debt

At September 30, 2014, we had short-term residential mortgage warehouse debt outstanding
of $1.2 billion, which was used to finance a portion of the $1.5 billion inventory of residential
mortgage loans held-for-sale. We also had short-term commercial mortgage warehouse debt
outstanding of $53 million, which was used to finance a portion of the $118 million inventory of
mezzanine commercial mortgage loans held-for-investment.

At September 30, 2014, we had five uncommitted residential mortgage warehouse facilities
with an aggregate borrowing capacity of $1.6 billion, and an uncommitted commercial
mortgage warehouse facility for senior loans with a borrowing capacity of $190 million. In
addition, as of September 30, 2014, one uncommitted commercial mortgage warehouse
facility for mezzanine loans and B-notes with a borrowing capacity of $150 million was
reclassified to short-term debt from long-term debt, due to the remaining term of the facility
falling below 12 months.

At September 30, 2014, we had short-term debt incurred through securities repurchase
facilities of $647 million, which was secured by $812 million of residential securities.

The table below details the activity of short-term debt during the third and second quarters of
2014.

Short-Term Debt by Collateral Type
($ in millions)

Residential Loans Residential Securities Commercial Loans

Q3 2014 Q2 2014 Q3 2014 Q2 2014 Q3 2014 Q2 2014

Beginning balance $ 852 $ 512 $ 854 $ 708 $ 12 $ 68

Borrowings 2,758 1,230 256 180 184 87

Repayments (2,422) (890) (464) (34) (195) (143)

LT to ST Debt - - - - 53 -

Ending balance $ 1,188 $ 852 $ 647 $ 854 $ 53 $ 12
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Long-Term Debt and ABS Issued

During the third quarter of 2014, our FHLB member subsidiary entered into a borrowing
agreement with the FHLBC. Under this agreement, our subsidiary may incur borrowings
secured by eligible collateral, including, but not limited to, residential mortgage loans and
residential mortgage-backed securities. At September 30, 2014, we had $204 million of
borrowings outstanding under this agreement.

At September 30, 2014, we had $288 million of convertible senior notes outstanding at a
stated interest rate of 4.625% (excluding deferred issuance costs), that are convertible into
41.1320 shares of common stock per $1,000 principal amount (equivalent to a conversion price
of $24.31 per common share and subject to certain adjustments) on or before their maturity in
April 2018.

At September 30, 2014, we had $140 million of other long-term debt outstanding due in 2037
with a stated interest rate of three-month LIBOR plus 225 basis points (excluding deferred
issuance costs). In 2010, we effectively fixed the interest rate on this long-term debt at
approximately 6.75% (excluding deferred issuance costs) through interest rate swaps.

At September 30, 2014, we had commercial secured borrowings of $66 million as a result of
our requirement under GAAP to classify certain senior commercial loans we originated and sold
to third parties as financings and not sales. These secured borrowings are recorded at their fair
value, which is equal to the fair value of the associated senior loans that were sold, but remain
on our balance sheet in accordance with GAAP.

At September 30, 2014, we had $1.7 billion outstanding of non-recourse, asset-backed debt
(ABS) issued at consolidated variable interest entities (VIEs). Included in this amount was
$57 million at a stated interest rate of one-month LIBOR plus 200 basis points related to our
Residential Resecuritization, $115 million at a stated interest rate of 5.62% (excluding deferred
issuance costs) related to our Commercial Securitization, and $1.5 billion at consolidated
Sequoia entities.
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Taxable Income and Dividends

Summary

As a REIT, Redwood is required to distribute to shareholders at least 90% of its REIT taxable
income. REIT taxable income is defined as taxable income earned at Redwood and its qualified
REIT subsidiaries. To the extent Redwood retains REIT taxable income, it is taxed at corporate
tax rates. Redwood also earns taxable income at its taxable REIT subsidiaries (TRS), which it is
not required to distribute.

Dividend Policy Overview

Our Board of Directors has maintained a policy of paying regular quarterly dividends, although
we have not been required to distribute dividends in recent years under the provisions of the
Internal Revenue Code applicable to REITs. In November 2013, the Board of Directors
announced its intention to pay a regular dividend of $0.28 per share per quarter in 2014. On
November 6, 2014, the Board of Directors declared a regular dividend of $0.28 per share for
the fourth quarter which is payable on December 29, 2014, to shareholders of record on
December 15, 2014.

Our Board’s practice has been to announce its intention with respect to the regular quarterly
dividend for the upcoming calendar year towards the end of the fourth quarter of each year.
The consistency and sustainability of the dividend over time has always been an important
consideration and priority. In recent years, the quarterly dividend rate has not been directly tied
to GAAP or REIT taxable earnings for any particular quarter. In addition, in deliberating about
dividends, the Board has generally considered numerous factors, including management’s
projections for the company’s GAAP and REIT taxable earnings, and also projections of cash
flows, capital, and liquidity. For example, in 2011, no change to the dividend rate was made,
even though our earnings were lower than the quarterly dividend, as we invested in building
our residential and commercial platforms.

Dividend Distribution Requirement

Our estimated REIT taxable income was $18 million, or $0.21 per share, for the third quarter of
2014 and $14 million, or $0.17 per share, for the second quarter of 2014. Under normal
circumstances, our minimum REIT dividend requirement would be 90% of our annual REIT
taxable income. However, we currently maintain a federal $70 million REIT net operating loss
carry forward (NOL) that affords us the option of retaining REIT taxable income up to the NOL
amount, tax free, rather than distributing it as dividends. Federal income tax rules require the
dividends paid deduction to be applied to reduce taxable income before the applicability of
NOLs is considered. We do not expect our estimated REIT taxable income to exceed our
dividend distributions in 2014; therefore, our entire NOL will likely carry forward into 2015.
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Income Tax Characterization of Dividend for Shareholders

Irrespective of our minimum distribution requirement, federal income tax rules require that the
actual dividends we distribute in 2014 be taxed at the shareholder level based on our full-year
2014 taxable income plus net capital gains before application of any loss carry forwards. Based
on this requirement, we expect much of the dividends we distribute in 2014 will be taxable as
ordinary income to shareholders and a smaller portion to be a return of capital, which is
generally non-taxable. None of Redwood’s 2014 dividend distributions are expected to be
characterized as long-term capital gains for federal income tax purposes. Factors that
significantly affect the taxation of our 2014 dividends to shareholders include but are not
limited to: (i) capital gains on sales of securities and (ii) the timing of realized credit losses on
legacy investments.

(i) For the nine months ended September 30, 2014, we realized net capital gains of
$15 million at the REIT level for tax purposes. Net capital gains generated by the REIT for
the entire year could increase the portion of our 2014 dividends that are characterized as
ordinary income to our shareholders. However, if the REIT realizes net capital losses for
2014, those losses would have no effect on the taxability of our 2014 dividends. None of
our 2014 dividend distributions are expected to be characterized as long-term capital
gains based on applicable federal income tax rules.

(ii) Our estimated REIT taxable income for the nine months ended September 30, 2014
included $5 million of realized credit losses on legacy investments that were taken in
previous periods for GAAP reporting purposes. We anticipate an additional $36 million of
tax credit losses to be realized over an estimated three to five-year period based on the
securities we currently own. This is a decrease from $59 million at December 31, 2013 and
$111 million at December 31, 2012. Even though the impact of realized losses on our
current period taxable income is declining, our GAAP earnings, which have provisioned for
these losses in prior periods, will likely continue to exceed our REIT taxable income.

GAAP Provision for Income Tax at Taxable REIT Subsidiaries

To the extent we expect to pay tax at the corporate level (generally as a result of activity at our
taxable REIT subsidiaries), we are required to record a tax provision for GAAP reporting
purposes. We recorded a tax provision of $5 million for the third quarter of 2014, as compared
to a tax provision of less than $1 million for the second quarter of 2014. The provision was
primarily due to GAAP income recorded at our TRS during the third quarter of 2014. Our total
tax provision of $4 million through the first nine months of 2014 is not intended to reflect the
actual amount we expect to pay as income tax expense in the current year, but rather a
deferred GAAP expense that we expect to pay in future periods, as taxable income is earned at
our TRS. A reconciliation of GAAP and taxable income is set forth in Table 2 of the Financial
Tables of this Redwood Review. We do not expect to generate excess inclusion income in
2014, but in the event we do, it is our intention to retain it at our TRS and not pass it through to
our shareholders.
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Summary

We operate our business in three segments: residential mortgage banking, residential
investments, and commercial mortgage banking and investments.

The table below presents our consolidated financial results for the third quarter of 2014 by
presenting the direct contribution of each segment separately. The table also includes a
reconciling column labeled “Corporate/Other” that includes the impact of our legacy
consolidated Sequoia Entities, certain long-term debt, and corporate operations not directly
attributable to our operating segments. Following the table below are descriptions of each
segment along with a summary of activity in each segment. Additional detail on our segments
and their results will be provided in our Quarterly Report on Form 10-Q for the period ended
September 30, 2014.

Segment Results
Three Months Ended September 30, 2014

($ in millions)

Residential
Mortgage
Banking

Residential
Investments

Commercial
Mortgage

Banking and
Investments

Corporate/
Other Total

Interest income $ 17 $ 28 $ 13 $ 6 $ 63

Interest expense (4) (3) (5) (11) (23)

Net interest income (expense) 13 24 8 (5) 40

Reversal of provision for loan losses - - 1 1 2

Net interest income (expense) after
provision 13 24 9 (5) 42

Noninterest income

Mortgage banking activities, net 11 - 6 - 18

MSR income, net - 6 - - 6

Other market valuation adjustments, net - (3) - - (4)
Realized gains, net - 8 - 1 9

Total noninterest income (loss), net 11 10 6 1 29

Operating expenses (10) (1) (2) (8) (21)

Other income - - - 2 2

Provision for income taxes (3) - (2) - (5)

Segment contribution $ 11 $ 34 $ 11 $ (11)

Net income $ 45

Additional Information:

Residential loans $ 1,502 $ 239 $ - $ 1,547 $ 3,288

Commercial loans - - 498 - 498

Real estate securities 101 1,294 - - 1,395

Mortgage servicing rights - 135 - - 135

Total Assets $ 1,635 $ 1,696 $ 527 $ 1,753 $ 5,612

THE REDWOOD REVIEW | 3RD QUARTER 2014 31



B U S I N E S S S E G M E N T S

Residential Mortgage Banking

Summary

The Residential Mortgage Banking segment primarily consists of a mortgage loan conduit that
acquires residential loans from third-party originators for subsequent sale. The jumbo loans we
acquire are typically sold through our Sequoia private-label securitization program or to
institutions that acquire pools of whole loans. The conforming loans we acquire are generally
sold to Fannie Mae and Freddie Mac (GSEs). Our residential loan acquisitions are usually made
on a flow basis as they are originated by banks or mortgage companies. We occasionally
supplement our flow purchases with bulk acquisitions as well.

This segment’s main source of revenue is income from mortgage banking activities, which
includes valuation increases (or gains) on the sale or securitization of loans, and from
IO securities and derivatives used to manage risks associated with these activities. Additionally,
this segment may generate interest income on loans held pending sale. Funding expenses,
direct operating expenses, and tax expenses associated with these activities are also included.

� During the third quarter of 2014, we identified $3.7 billion of loans for purchase and we
acquired $3.4 billion of loans, compared to the second quarter of 2014, when we identified
$3.2 billion of loans for purchase and we acquired $1.8 billion of loans.

� During the third quarter of 2014, we completed two prime jumbo securitizations totaling
$636 million, seven jumbo whole loan sale transactions totaling $699 million, and $1.5 billion
of conforming loan sales to the GSEs, as compared to the second quarter of 2014 when we
completed one prime jumbo securitization totaling $351 million, six jumbo whole loan sale
transactions totaling $357 million and sold $757 million of conforming loans to the GSEs.

� In the third quarter of 2014, industry-wide private-label jumbo RMBS issuance totaled
$3.1 billion, compared to $1.0 billion in the second quarter of 2014, according to Inside
Nonconforming Markets.

� Redwood has sponsored, through its Sequoia platform, $9.4 billion, or 40%, of the
$23.7 billion of total private-label RMBS issuance from 2010 through September 30, 2014, as
reported by Inside Nonconforming Markets.

� At September 30, 2014, the fair value of our residential loans held-for-sale was $1.5 billion,
an increase from $1.1 billion at June 30, 2014. At September 30, 2014, our pipeline of
residential loans identified for purchase (unadjusted for fallout) was $1.3 billion of jumbo
loans and $324 million of conforming loans. At September 30, 2014, IO and senior securities
retained from Sequoia securitizations totaled $101 million at this segment.

� Our group of residential loan sellers, which are third parties that can sell jumbo and
conforming loans to us, increased to a total of 152 at September 30, 2014, from 140 at
June 30, 2014.
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Residential Investments

Summary

The Residential Investments segment includes a portfolio of investments in residential
mortgage-backed securities (RMBS) retained from our Sequoia securitizations, as well as RMBS
issued by third parties. This segment also includes mortgage servicing rights (MSRs) associated
with residential loans securitized through our Sequoia program or sold to the GSEs or other
third parties, and MSRs purchased from third parties.

This segment’s main source of revenue is net interest income from portfolio securities and
income from MSRs. Additionally, this segment may realize gains upon the sale of securities or
MSRs. Funding expenses, hedging expenses, direct operating expenses, and tax expenses
associated with these activities are also included.

� At September 30, 2014, the fair value of the securities in the residential investments segment
totaled $1.3 billion, consisting of $359 million in prime senior securities, $194 million in non-
prime senior securities, $176 million in Re-REMIC securities, $412 million in mezzanine
securities, and $153 million in subordinate securities. The amortized cost of our available-for-
sale securities, which accounted for all but $8.1 million of securities (held as trading
securities) in this segment, was 75% of face value and the fair value was 88% of face value at
September 30, 2014.

� We financed our holdings of residential securities through a combination of short-term debt
secured by securities, our Residential Resecuritization, long-term debt and equity capital.
During the third quarter of 2014, average short-term debt secured by securities was
$801 million and the average asset-backed securities outstanding in the Residential
Resecuritization was $61 million.

� During the third quarter of 2014, we sponsored two Sequoia securitizations and retained
$2 million of IO securities in our Residential Mortgage Banking segment, $39 million of
mezzanine and subordinate securities and $4 million of MSR investments. The IO securities
retained from this securitization are included in the Residential Mortgage Banking segment.
In the second quarter of 2014, we sponsored one Sequoia securitization. At September 30,
2014, retained investments acquired from Sequoia securitizations totaled $543 million,
including $101 million of senior IO securities, $357 million of mezzanine securities,
$85 million of subordinate securities, and $62 million of MSRs.

� Information on the residential securities we own is set forth in Tables 5 through 7 in the
Appendix.
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Residential Investments (continued)

The following table presents information on residential securities in our residential investments
segment at September 30, 2014. For GAAP, we account for the large majority of these
securities as available-for-sale (AFS) and the others as trading securities, and in both cases the
securities are reported at their fair value at the report date.

Residential Securities

September 30, 2014

($ in millions)
Senior Subordinate

Prime Non-prime Re-REMIC Mezzanine Subordinate Total

Available-for-sale securities

Current face $ 363 $ 203 $ 206 $ 436 $ 259 $ 1,466

Credit reserve (4) (10) (17) - (43) (74)
Net unamortized discount (41) (34) (81) (38) (106) (299)

Amortized cost 318 159 109 398 110 1,093

Unrealized gains 42 27 67 14 45 196

Unrealized losses (1) - - (1) (2) (3)

Trading securities - 8 - - - 8

Fair value of residential securities $ 359 $ 194 $ 176 $ 412 $ 154 $ 1,294

Investments in MSRs

In the third quarter of 2014, Redwood’s investments in MSRs increased to $135 million, as we
added $62 million of MSRs associated with $5.4 billion aggregate principal amount of
residential loans and recognized market valuation adjustments of $2 million. At September 30,
2014 the value of loans associated with our investment in MSRs was $12.2 billion and the
GAAP carrying value of our MSRs was equal to 1.10% of the principal balance of the associated
residential loans.
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Commercial Mortgage Banking and Investments

Summary

The Commercial Mortgage Banking and Investments segment consists primarily of a mortgage
loan conduit that originates senior commercial loans for subsequent sale to third-party CMBS
sponsors or other investors. This segment also provides other forms of commercial real estate
financing directly to borrowers that may include mezzanine loans, subordinate mortgage loans,
and other forms of financing. We typically hold the mezzanine and other subordinate loans we
originate in our commercial investment portfolio.

This segment’s main sources of revenue are mortgage banking income, which includes
valuation increases (or gains) on the sale of senior commercial loans and associated hedges,
and net interest income from mezzanine or subordinate loans held in our investment portfolio.
Funding expenses, direct operating expenses, and tax expenses associated with these activities
are also included.

� Income from commercial mortgage banking activities was $6 million in the third quarter of
2014, as compared to $5 million in the second quarter of 2014.

� During the third quarter of 2014, we originated and funded 24 senior commercial loans for
$340 million, and sold 24 senior loans totaling $291 million. This compares to the second
quarter of 2014 when we originated and funded 15 senior loans for $149 million, and sold 13
senior loans totaling $181 million.

� At September 30, 2014, we had seven senior commercial loans held-for-sale with a carrying
value of $105 million.

� At September 30, 2014, we had $71 million of commercial loans at fair value classified as
held-for-investment. Of these loans, $66 million of A-notes were sold to third-parties but did
not meet the sale criteria under GAAP, and remain on our balance sheet. As a result, we also
recorded secured borrowings of $66 million, which are also carried at fair value. Our
investments in the B-notes related to these loan sales were $5 million at September 30,
2014.

� During the third quarter of 2014, we originated five commercial mezzanine loans for
$26 million, compared to two mezzanine loans for $6 million in the second quarter of 2014.
At September 30, 2014, our unsecuritized and securitized portfolios of commercial
mezzanine loans held for investment were $118 million and $205 million, respectively.

� At September 30, 2014, commercial loans held for investment had an outstanding principal
balance of $332 million (excluding A-notes), unamortized discount of $2 million, an
allowance for loan losses of $7 million, and a carrying value of $323 million.
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Commercial Mortgage Banking and Investments (continued)
� On average, our commercial held-for-investment mezzanine loans have a maturity of more

than five years, an unlevered yield in excess of 10% per annum before credit costs, a loan-to-
value ratio of 73% at origination, and a debt service coverage ratio at origination of 1.31x
based on underwritten cash flows at origination.

� At September 30, 2014, we had one loan with a carrying value of $26 million on our watch
list. The loan is current and we currently expect to receive all amounts due according to the
contractual terms of the loan.

The following table and charts provide information on our commercial mezzanine loan portfolio
as of September 30, 2014.

Commercial Mezzanine Loans at Redwood

September 30, 2014

Property Type Number of Loans

Original
Weighted Average

DSCR (1)

Original
Weighted Average

LTV (2)

Average Loan Size
($ in millions)

Multifamily 27 1.33x 79% $ 8

Hospitality 10 1.41x 63% 4

Office 7 1.23x 76% 9

Retail 6 1.16x 76% 6

Self Storage 3 1.39x 75% 2

Industrial 2 1.37x 70% 8

Total portfolio 55 1.31x 73% $ 6

(1) The debt service coverage ratio (DSCR) is defined as the property’s annual net operating income divided by the annual

principal and interest payments. The weighted average DSCRs in this table are based on the ratios at the time the loans

were originated and are not based on subsequent time periods during which there may have been increases or decreases in

each property’s operating income.

(2) The loan-to-value (LTV) calculation is defined as the sum of the senior and all subordinate loan amounts divided by the value

of the property at the time the loan was originated.
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Commercial Mortgage Banking and Investments (continued)

(1) Percentages based on outstanding loan balances

(2) Other includes NJ, OR, D.C., AL, KY, and MA, each with
less than 3%; and ten other states each with less than 1%

Property Type(1)

Self
Storage

6%

Office
19%

DE
3%

Other(2)

20%

CA
21%

NY
20%

FL
11%

MI
9%

TX
8%

WA
4%

TN
4%

Retail
15%

Industrial
1%

Hospitality
25%

Multi-family
34%

Geography(1)
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Redwood’s Business Strategy

We made a strategic decision in late 2009 to invest in and build out our residential and
commercial loan platforms. We did this in order to create our own steady sources of attractive
investments and fee-generating opportunities, as we assumed that large bank originators with
excess liquidity would be more likely to retain their originations for their own investment
portfolios than sell them into the secondary market to aggregators such as Redwood.

There is commonality between our residential and commercial business activities. In both
cases, we have established ourselves as an intermediary between borrowers and senior
investors in the capital markets. We believe that this strategy should work well with the
structure of our balance sheet and the talents and extensive relationships of the professionals
who make up our residential and commercial teams.

On the residential side, our focus since mid-2010 has been to acquire prime, jumbo mortgages
and the related mortgage servicing rights and to sell the loans through private-label
securitizations and whole-loan bulk-sales. While the initial market opportunity appeared small,
our confidence was driven by three primary business assumptions: 1) the government would
eventually reduce its outsized role in the mortgage market; 2) new bank regulation, Basel III,
and legacy portfolio issues would open up an opportunity for independent mortgage
companies; and 3) traditional triple-A institutional investors would return to the market to
provide attractive financing for prime residential loans through their investments in private-
label securities (“PLS”). In order to leverage the platform and to participate in risk-sharing
transactions contemplated under GSE reform, in the fourth quarter of 2013 we entered the
conforming segment of the market (defined as loans eligible for sale to Fannie Mae and
Freddie Mac) and we began to acquire conforming loans and the related servicing rights from
many of our jumbo loan sellers and new conforming-only loan sellers. Conforming loans we
acquire are expected to be sold to Fannie Mae or Freddie Mac.

On the commercial side, our focus has been on commercial loan refinancing demand expected
to result from the pre-crisis era of high-leverage lending. An immediate need was identified for
mezzanine capital that could bridge the gap between commercial borrowers’ funding needs
and what traditional senior lenders would provide in refinancing transactions. We also assumed
that we would eventually position our platform to become an originator of senior commercial
loans, offering value through greater flexibility and certainty of execution for borrowers. We
have made progress in both areas, as we have originated more than $375 million of mezzanine
loans since late 2010, and have originated more than $1.4 billion of senior commercial loans
since mid-2012.
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Redwood’s Business Model

Our business model has evolved substantially since the financial crisis began in 2007. This
evolution has been driven in part, by our desire to build a franchise with a value-producing
business model positioned to capitalize on the expected eventual reform of Fannie Mae and
Freddie Mac and to be competitive in the post-crisis era of greater regulatory and capital
requirements for all mortgage market participants, particularly for the more heavily regulated
banks.

Today, Redwood focuses on investing in mortgage- and other real estate-related assets and
engaging in residential and commercial mortgage banking activities. While we remain
structured as a REIT for tax purposes, we complement our tax-advantaged investments with
mortgage-banking activities conducted through taxable REIT subsidiaries that pay taxes and, if
desired, can generally retain earnings and reinvest the cash flows generated therein.
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A-NOTES
A-Notes are senior interests in commercial mortgage debt which are promissory notes secured by
either a deed of trust or a mortgage. A-Notes are senior to any subordinate financing, such as B-
Notes, and mezzanine financing. See B-Notes and Mezzanine Loan definitions.

ADJUSTABLE-RATE MORTGAGES (ARM)
Adjustable-rate mortgages (“ARMs”) are loans that have coupons that adjust at least once per year.
We make a distinction between ARMs (loans with a rate adjustment at least annually) and hybrids
(loans that have a fixed-rate period of 2-10 years and then become adjustable-rate).

AGENCY
Agency refers to government-sponsored enterprises (“GSEs”), including Federal National Mortgage
Association (“Fannie Mae”), Federal Home Loan Mortgage Corporation (“Freddie Mac”), and
Government National Mortgage Association (“Ginnie Mae”).

ALT-A SECURITIES and ALT-A LOANS
Alt-A securities are residential mortgage-backed securities backed by loans that have higher credit
quality than subprime and lower credit quality than prime. Alt-A originally represented loans with
alternative documentation, but the definition has shifted over time to include loans with additional
risk characteristics and in some cases investor loans. In an Alt-A loan, the borrower’s income may
not be verified, and in some cases, may not be disclosed on the loan application. Alt-A loans may
also have expanded criteria that allow for higher debt-to-income ratios with higher accompanying
loan-to-value ratios than would otherwise be permissible for prime loans.

AMORTIZED COST
Amortized cost is the initial acquisition cost of an available-for-sale (“AFS”) security, minus principal
repayments or principal reductions through credit losses, plus or minus premium or discount
amortization. At the point in time an AFS security is deemed other-than-temporarily impaired, the
amortized cost is adjusted (by changing the amount of unamortized premium or discount) by the
amount of other-than temporary impairment taken through the income statement.

ASSET-BACKED SECURITIES (ABS)
Asset-backed securities (“ABS”) are securities backed by financial assets that generate cash flows.
Each ABS issued from a securitization entity has a unique priority with respect to receiving principal
and interest cash flows and absorbing any credit losses from the assets owned by the entity.

AVAILABLE-FOR-SALE (AFS)
An accounting method for debt and equity securities in which the securities are reported at their fair
value. Positive changes in the fair value are accounted for as increases to stockholders’ equity and
do not flow through the income statement. Negative changes in fair value may be recognized
through the income statement or balance sheet.
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B-NOTES
B-Notes are subordinate interests in commercial mortgage debt which are either (i) evidenced by a
subordinated promissory note secured by the same mortgage that also secures the senior debt
relating to the same property or (ii) junior participation interests in mortgage debt that are
subordinate to senior participation interests in the same mortgage debt. B-Notes typically provide
the holder with certain rights to approve modifications to related lending agreements and to trigger
foreclosure under the mortgage following an event of default. B-Notes also typically provide the
holder certain limited rights to cure a borrower default under senior debt secured by the same
mortgage in order to keep the senior debt current and avoid foreclosure.

BOOK VALUE (GAAP)
Book value is the value of our common equity in accordance with GAAP.

COMMERCIAL MORTGAGE-BACKED SECURITIES (CMBS)
A type of mortgage-backed security that is secured by one or more loans on commercial
properties.

CONFORMING LOAN
A conforming loan is a mortgage loan that conforms to the underwriting standards of Fannie Mae
and Freddie Mac, including the maximum loan limit, which is currently $417,000 except in defined
high-cost areas of the country, where the limit is higher. Changes to this maximum loan limit are
announced annually by the Federal Housing Finance Agency (“FHFA”), which is the regulator and
conservator of both Fannie Mae and Freddie Mac.

CONSTANT (or CONDITIONAL) PREPAYMENT RATE (CPR)
Constant (or conditional) prepayment rate (“CPR”) is an industry-standard measure of the speed at
which mortgage loans prepay. It approximates the annual percentage rate at which a pool of loans
is paying down due to unscheduled principal prepayments.

CREDIT SUPPORT
Credit support is the face amount of securities subordinate (or junior) to the applicable security that
protects the security from credit losses and is generally expressed as a percentage of the
securitization’s underlying pool balance.

DEBT
Debt is an obligation of Redwood. See Long-term debt and Short-term debt.

FALLOUT
The percentage of loans that an originator plans or commits to sell to a buyer that ultimately do not
close and are not delivered to the buyer.

FASB
Financial Accounting Standards Board.

THE REDWOOD REVIEW | 3RD QUARTER 2014 42



G L O S S A R Y

FHFA
The FHFA refers to the Federal Housing Finance Authority.

FORWARD SALE COMMITMENT
A contract pertaining to the future sale of a loan at a specified price and within a specified time
period. Mortgage bankers often use forward sale commitments to hedge interest rate risk between
the date they agree to buy and the date in which the loan is sold, which is often between 30 and 60
days. This commitment qualifies as a derivative in accordance with GAAP. Any change in the value
of this forward sale commitment is recorded as a market valuation adjustment in mortgage banking
activities, net.

GAAP
Generally Accepted Accounting Principles in the United States.

GOVERNMENT SPONSORED ENTERPRISE (GSE)
A government sponsored enterprise is a financial services corporation created by the United States
Congress to enhance the flow of credit to targeted sectors of the economy. Among the GSEs
chartered by Congress are Fannie Mae, Freddie Mac, Ginnie Mae, and the Federal Home Loan
Banks. When we refer to GSEs, we are generally referring to Fannie Mae and Freddie Mac.

INTEREST-ONLY SECURITIES (IOs)
Interest-only securities (“IOs”) are specialized securities created by securitization entities where the
projected cash flows generated by the underlying assets exceed the cash flows projected to be
paid to the securities that are issued with principal balances. Typically, IOs do not have a principal
balance and they will not receive principal payments. Interest payments to IOs usually equal an
interest rate formula multiplied by a “notional” principal balance. The notional principal balances
for IOs are typically reduced over time as the actual principal balance of the underlying pool of
assets pays down, thus reducing the cash flows to the IOs over time. Cash flows on IOs are typically
reduced more quickly when asset prepayments increase.

INVESTMENT CAPACITY
The amount of capacity we estimate that we have to invest in new assets. Our estimate of our
investment capacity takes into account, among other things, cash on hand, cash we estimate we
could raise by prudently increasing short-term borrowings, and cash needed to cover short-term
operations, working capital, and a liquidity cushion.

JUMBO LOAN
A jumbo loan is a mortgage loan that generally conforms to the underwriting standards of Fannie
Mae and Freddie Mac except that the dollar amount of the loan exceeds the conforming loan limit
set annually by the FHFA. See Conforming Loan Definition.
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LEVERAGE RATIOS
Leverage ratios measure financial leverage and are used to assess a company’s ability to meet its
financial obligations. Financial leverage ratios are often expressed as debt to equity and assets to
equity. In the mortgage banking industry, financial leverage is most commonly calculated using
debt to equity. At Redwood, the two financial leverage ratios used are consolidated GAAP debt to
equity and recourse debt to equity. The former calculation includes the consolidated ABS issued
from certain Sequoia securitization entities (generally those issued prior to 2012) even though those
obligations are not financial obligations of Redwood but are obligations of each the consolidated
securitization trusts and are payable only from the cash flow from the assets owned by each of
those trusts. The latter calculation of recourse debt to equity excludes debt related to consolidated
securitizations and only includes debt for which Redwood has an obligation to repay. Both ratios are
calculated at the bottom of Table 3: Book Value and Financial Ratios in the Appendix section.

LOAN PURCHASE COMMITMENT
A commitment to purchase a residential mortgage loan from a mortgage loan originator at a
specified price and within a specified time period. A “best efforts” loan purchase commitment
becomes effective once the originator has closed the loan with the borrower. A “mandatory” loan
purchase commitment becomes effective once the commitment is entered into among the buyer
and the originator, regardless if the originator has closed the loan. Mortgage buyers such as
Redwood often issue 30 to 60 day loan purchase commitments to loan originators so they can in
turn offer a similar commitments to their borrowers. To hedge interest rate risk during the
commitment period, buyers will often enter in to a forward sale commitment or hedge the risk using
derivatives. (See forward sale commitment definition.) A loan purchase commitment for a
conforming loan qualifies as a derivative in accordance with GAAP. Any change in the value of a
loan purchase commitment is recorded as a market valuation adjustment in mortgage banking
activities, net. Our loan purchase commitment for a non-conforming loan does not qualify as a
derivative in accordance with GAAP and is not recorded as an asset or liability.

LONG-TERM DEBT
Long-term debt is debt that is an obligation of Redwood that is not payable within a year and
includes convertible debt, junior subordinated notes and trust preferred securities. We generally
treat long-term debt as part of our capital base when it is not payable in the near future.

MARK-TO-MARKET (MTM) ACCOUNTING
Mark-to-market (“MTM”) accounting uses estimated fair values of assets, liabilities, and hedges.
Many assets on our consolidated balance sheet are carried at their fair value rather than amortized
cost. Taxable income is generally not affected by market valuation adjustments.

MARKET VALUATION ADJUSTMENTS (MVAs)
Market valuation adjustments (“MVAs”) are changes in market values for certain assets and liabilities
that are reported through our GAAP income statement. They include all changes in market values
for assets and liabilities accounted for at fair value, such as trading securities and derivatives. They
also include the credit portion of other-than-temporary impairments on securities available-for-sale,
as well as impairments of loans held-for-sale and REO properties.
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MEZZANINE LOAN
A mezzanine loan is a loan secured by the membership interests, partnership interests, and/or stock
in a single purpose entity formed to own a commercial property, for example. If the mezzanine
borrower fails to make its payments or otherwise defaults under the mezzanine loan documents, the
mezzanine lender may pursue its remedies, including taking control of the single purpose entity that
owns the property.

MEZZANINE SECURITIES
Mezzanine securities are a type of subordinate security and refer to the securities in a residential
mortgage-backed securitization that are rated AA, A, and BBB. They rank junior to the AAA
securities, and senior to the securities rated below BBB which typically include BB and B rated
securities, and any non-rated securities.

MORTGAGE SERVICING RIGHT (MSR)
A mortgage servicing right (“MSR”) gives the holder the contractual right to service a mortgage
loan. MSRs typically include the right to collect monthly mortgage principal and interest payments,
as well as related tax and insurance payments, from borrowers, disburse funds to the mortgage
debt holders and remit related insurance and tax payments, collect late payments, and process
modifications and foreclosures. MSRs are created when mortgage loans are sold in a transaction in
which the seller retains the right to service the loans. The holder of an MSR receives a monthly
servicing fee (which generally ranges from 0.25% to 0.375% per annum of the outstanding principal
balance of the related mortgage loan), which is deducted from the borrower’s monthly interest
payments. For accounting purposes, MSRs are capitalized at the net present value of the servicing
fee less the servicing cost. When Redwood holds MSRs relating to residential mortgage loans, it
retains a sub-servicer to carry out actual servicing functions, as Redwood does not directly service
residential mortgage loans.

NON-PRIME SECURITIES
Non-prime securities are Alt-A, option ARM, and subprime securities. See definitions of Alt-A,
option ARM, and subprime securities.

OPTION ARM LOAN
An option ARM loan is a residential mortgage loan that generally offers a borrower monthly
payment options such as: 1) a minimum payment that results in negative amortization; 2) an
interest-only payment; 3) a payment that would fully amortize the loan over an original 31-year
amortization schedule; and, 4) a payment that would fully amortize the loan over a 15-year
amortization schedule. To the extent the borrower has chosen an option that is not fully amortizing
the loan (or negatively amortizing the loan), after a period – usually five years or once the negatively
amortized loan balance reaches a certain level (generally 15% to 25% higher than the original
balance) – the loan payments are recast. This recast provision resets the payment at a level that fully
amortizes the loan over its remaining life and the new payment may be materially different than
under the borrowers’ previous option.
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PREFERRED EQUITY
A preferred equity investment is an investment in preferred equity of a special purpose entity that
directly or indirectly owns a commercial property. An investor in preferred equity is typically entitled
to a preferred return (relative to a holder of common equity of the same entity) and has the right, if
the preferred return is not paid, to take control of the entity (and thereby control the underlying
commercial property).

PRIME RESIDENTIAL REAL ESTATE LOANS
Prime loans are residential loans with higher quality credit characteristics, such as borrowers with
higher FICO credit scores, lower loan-to-value ratios, lower debt-to-income ratios, greater levels of
other assets, and more documentation.

PRIME SECURITIES
Prime securities are residential mortgage-backed securities backed by prime loans, generally with
balances greater than conforming loan limits. Prime securities are typically backed by loans that
have relatively high weighted average FICO scores (e.g., 700 or higher at origination), low weighted
average LTVs (e.g., 75% or less at origination), limited concentrations of investor properties, and
low percentages of loans with low FICO scores or high loan-to-value ratios.

PRINCIPAL-ONLY SECURITIES (POs)
Principal-only securities (“POs”) are specialized securities created by securitization entities where
the holder is only entitled to receive regular cash flows that are derived from incoming principal
repayments on an underlying mortgage loan pool. This security is created by splitting a mortgage-
backed security into its interest and principal payments. The principal payments create a string of
cash flows which are sold at a discount to investors. These investors will receive the principal
portions of the monthly mortgage payments from the underlying pool of loans. The yield on a PO
strip depends on the prepayment speed of the underlying loan. The faster the principal is repaid,
the higher the yield an investor will receive.

PROFITABILITY RATIOS
Many financial institution analysts use asset-based profitability ratios such as interest rate spread
and interest rate margin when analyzing financial institutions. These are asset-based measures.
Since we consolidate the assets and liabilities of certain securitization entities for GAAP purposes,
our total GAAP assets and liabilities may vary over time, and may not be comparable to assets
typically used in profitability calculations for other financial institutions. As a result, we believe
equity-based profitability ratios may be more appropriate than asset-based measures for analyzing
Redwood’s operations and results. We provide various profitability ratios in Table 4 in the Financial
Tables in this Review.

REAL ESTATE INVESTMENT TRUST (REIT)
A real estate investment trust (“REIT”) is an entity that makes a tax election to be taxed as a REIT,
invests in real estate assets, and meets other REIT qualifications, including the distribution as
dividends of at least 90% of its REIT taxable income. A REIT’s profits are not taxed at the corporate
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level to the extent that these profits are distributed as dividends to stockholders, providing an
operating cost savings. On the other hand, the requirement to pay out as dividends most of the
REIT’s taxable profits means it can be harder for a REIT to grow using only internally-generated
funds (as opposed to raising new capital).

REAL ESTATE OWNED (REO)
Real estate owned (“REO”) refers to real property owned by the lender or loan owner that has been
acquired through foreclosure.

REIT SUBSIDIARY
A REIT subsidiary is a subsidiary of a REIT that is taxed as a REIT.

REIT TAXABLE INCOME
REIT taxable income is not a measure calculated in accordance with GAAP. REIT taxable income is
pretax income calculated for tax purposes at Redwood including only its qualifying REIT subsidiaries
(i.e., excluding its taxable subsidiaries, with certain adjustments). REIT taxable income is an
important measure as it is the basis of our dividend distribution requirements. We must annually
distribute at least 90% of REIT taxable income as dividends to shareholders. As a REIT, we are not
subject to corporate income taxes on the REIT taxable income we distribute. We pay corporate
income tax on the REIT taxable income we retain, if any (and we are permitted to retain up to 10%
of total REIT taxable income). A reconciliation of REIT taxable income to GAAP income appears in
Table 2 in the Financial Tables in this Review.

REMIC
A real estate mortgage investment conduit (“REMIC”) is a special purpose vehicle used to pool real
estate mortgages and issue mortgage-backed securities. REMICs are typically exempt from tax at
the entity level. REMICs may invest only in qualified mortgages and permitted investments,
including single family or multifamily mortgages, commercial mortgages, second mortgages,
mortgage participations, and federal agency pass-through securities.

RE-REMIC SECURITY
A Re-REMIC is a re-securitization of asset-backed securities. The cash flows from and any credit
losses absorbed by the underlying assets can be redirected to the resulting Re-REMIC securities in a
variety of ways.

RESECURITIZATION
A resecuritization is a securitization of two or more mortgage-backed securities into a new
mortgage-backed security.

RESIDENTIAL MORTGAGE-BACKED SECURITIES (RMBS)
A type of mortgage-backed security that is backed by a pool of mortgages on residential
properties.
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RETURN ON EQUITY (ROE)
ROE is the amount of profit we generate each year per dollar of equity capital and equals
GAAP income divided by GAAP equity.

SENIOR SECURITIES
Generally, senior securities have the least credit risk in a securitization transaction because they
are generally the last securities to absorb credit losses. In addition, the senior securities have
the highest claim on the principal and interest payments (after the fees to servicers and trustees
are paid). To further reduce credit risk, most if not all, principal collected from the underlying
asset pool is used to pay down the senior securities until certain performance tests are
satisfied. If certain performance tests are satisfied, principal payments are shared between the
senior securities and the subordinate securities, generally on a pro rata basis. At issuance,
senior securities are generally triple A-rated.

SEQUOIA
Sequoia is the brand name for securitizations of residential real estate loans Redwood
sponsors. Sequoia entities are independent securitization entities that acquire residential
mortgage loans and create and issue asset-backed securities (“ABS”) backed by these loans.
Most of the loans that Sequoia entities acquire are prime-quality loans. Most of the senior ABS
created by Sequoia are sold to third-party investors. Redwood usually acquires most of the
subordinated ABS and may also acquire the interest-only securities (“IOs”).

SHORT-TERM DEBT
Short-term debt is debt that is an obligation of Redwood and payable within a year. We may
obtain this debt from a variety of Wall Street firms, banks, and other institutions. We may issue
these or other forms of short term debt in the future. We may use short-term debt to finance
the accumulation of assets prior to sale to a securitization entity and to finance investments in
loans and securities.

SUBORDINATE DEBT INVESTMENTS
Subordinate Debt Investments mean Mezzanine Loans, Preferred Equity, and B-Notes.

SUBORDINATE SECURITIES (JUNIOR SECURITIES or NON-SENIOR SECURITIES)
Subordinate securities absorb the initial credit losses from a securitization structure, thus protecting
the senior securities. Subordinate securities have a lower priority to receive principal and interest
payments than the senior securities. Subordinate securities receive little, if any, principal payments
until certain performance tests are satisfied. If certain performance tests are satisfied, principal
payments are shared between the senior securities and the subordinate securities, generally on a
pro rata basis. Subordinate securities generally receive interest payments even if they do not
receive principal payments. At issuance, subordinate securities are generally rated double-A or
below.
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SUBPRIME SECURITIES
Subprime securities are residential mortgage-backed securities backed by loans to borrowers who
typically have lower credit scores and/or other credit deficiencies that prevent them from qualifying
for prime or Alt-A mortgages and may have experienced credit problems in the past, such as late
payments or bankruptcies. To compensate for the greater risks and higher costs to service the
loans, subprime borrowers pay higher interest rates, points, and origination fees.

TAXABLE INCOME
Taxable income is not a measure calculated in accordance with GAAP. Taxable income is pre-tax
income for Redwood and all its subsidiaries as calculated for tax purposes. Taxable income
calculations differ significantly from GAAP income calculations. A reconciliation of taxable income
to GAAP income appears in Table 2 in the Financial Tables in this Review.

TAXABLE SUBSIDIARY
A taxable subsidiary is a subsidiary of a REIT that is not taxed as a REIT and thus pays taxes on its
income. A taxable subsidiary is not limited to investing in real estate and it can choose to retain all
of its after-tax profits.

TO BE ANNOUNCED (TBA)
A term used to describe a forward Agency mortgage-backed securities trade. Pass-through
securities issued by Freddie Mac, Fannie Mae and Ginnie Mae trade in the TBA market. The term
TBA is derived from the fact that the actual mortgage-backed security that will be delivered to fulfill
a TBA trade is not designated at the time the trade is made. The securities are “to be announced”
48 hours prior to the established trade settlement date.
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