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SELECTED FINANCIAL DATA

The selected financial data as of December 31, 2004 and 2003 and for the years ended December 31, 2004,
2003 and 2002 are derived from our audited financial statements included in this Form 10-K. The selected
financial data as of December 31, 2002, 2001 and 2000 and for the years ended December 31, 2001 and 2000 are
derived from audited financial statements not included in this Form 10-K. You should read these selected
financial data together with “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” and our audited and unaudited financial statements and notes thereto that are included in this

Form 10-K beginning on page F-1.

Consolidated Statements of Income Data

Days in period
Interest income net of amortization of premium

and discount
Interest expense

Net interest income
Gain on sales of securities
Net gain on derivative instruments
Expenses

Income from operations before minority interest . . .
Minority interest in net income of a subsidiary .. ..

Net income
Dividend on preferred stock

Net income available to common stockholders . . ..

Basic earnings per share available to common
stockholders

Average number of shares outstanding

Diluted earnings per share available to common
stockholders

Average number of diluted shares outstanding

Preferred Stock dividends declared per share

Common Stock dividends declared per share(1)

Consolidated Balance Sheets Data

Agency mortgage-backed securities, net
Residential real estate loans
Total assets
Repurchase agreements
Whole loan financing facilities
Mortgage-backed securities issued
Total liabilities
Stockholders’ equity
Number of common shares outstanding
Book value per share

Year Ended December 31,
2000 2001 2002 2003 2004
(amounts in thousands, except per share data)
366 365 365 365 366
$ 10,314 $ 10,768 $ 66,855 $ 100,077 $ 163,023
(8,674)  (6,363) (29,576) (45,661) (97,949)
1,640 4,405 37,279 54,416 65,074
— 430 4,709 3,497 259
— — — — 340
379 (1,129) (10,318) (7,718) (9,575)
1,261 3,706 31,670 50,195 56,098
— — — — (293)
$ 1261 $ 3,706 $ 31,670 $ 50,195 $ 55,805
$ — $ — 3 — 3 — 3 (369)
$ 1261 $ 3,706 $ 31,670 $ 50,195 $ 55,436
$ 054 % 152°% 1.81 $ 1.52 % 1.23
2,331 2,442 17,461 32,927 45,244
$ 054 % 150 $ 1.80 $ 1.52 % 1.22
2,331 2,467 17,591 33,112 45,329
$ —  $ — 3 — 3 —  $0.335417
.$ 040 $ 164 S 2.00 $ 1.56 $ 1.25
At December 31,
2000 2001 2002 2003 2004
(amounts in thousands, except per share data)

$134,889 $420,214 $2,430,103 $4,245,853 $4,588,541
$ — 3 — 3 —  $ —  $2,628,334
$141,834 $424,610 $2,443,884 $4,263,274 $7,319,070
$121,891 $325,307 $2,153,870 $3,775,691 $4,717,436
$ — 3 — 3 — 3 — $ 556,233
$ — 3 — 3 — 3 —  $1,494,851
$123,633 $369,613 $2,178,362 $3,805,877 $6,811,803
$ 18,201 $ 54,997 $ 265,522 $ 457,397 $ 507,036
2,350 6,951 25,346 42,707 46,497
$ 775 % 791 $ 1048 $ 10.71 $ 10.31

(1) On September 26, 2000, our board of directors announced that, beginning with the third quarter of 2000,
dividends would generally be declared after each quarter-end rather than during the applicable quarter.



Anworth Mortgage Asset Corporation
2004 Annual Report

Dear fellow shareholders,
I am writing to update you on the condition of our company.

During 2004, our Net Income was $55,436,000, or $1.22 per common share, compared to $50,195,000, or
$1.52 per common share, earned during 2003. Dividends declared during 2004 were $1.25 per share. Based on
our stock price of $10.71 as of December 31, 2004, these dividends represented an 11% dividend yield to our
shareholders.

The year 2004 contained several important milestones for our company:

e Our subsidiary, Belvedere Trust Mortgage Corporation, whose business strategy is to acquire and
securitize high quality jumbo residential mortgage loans had, as of December 31 2004, acquired and
owned $2.6 billion of these mortgage assets.

o In November, we issued $26 million of a new Series A Preferred Stock which provided investors an
8.625% yield and is listed on the New York Stock Exchange.

e Including our Series A Preferred Stock issuance, our paid-in equity capital increased from $489 million
to $561 million.

We believe that the business of Belvedere Trust will benefit Anworth shareholders by providing both an
additional method of acquiring mortgage-related assets and additional diversification and stability in the income
from which we pay dividends.

This increase in the amount of shareholders’ capital is an important benefit for our company because the
costs of running our business usually do not increase proportionately with the increase in capital. When this
happens, there is usually more Net Income per share from which we pay dividends to you, our shareholders.

After this increase in paid-in capital at year end, we had 46,497,000 common shares outstanding for which
we had received $535 million in capital, which is $11.51 per common share. It is one of our long-term goals to
increase the paid-in capital per common share so that there is more capital per share on which we can earn
income to pay dividends.

Our Business Strategy

When you review our financial statements, you will notice that our business profitability has six basic
components which, when combined, result in our Net Income for the year. A simplified formula that can be used
to calculate our Net Income is:

Interest Income minus Interest Expense minus Amortization of Premium minus Credit Loss minus Operating
Costs plus Capital Gains equals our Net Income.

While many of these terms are familiar to most of our shareholders, I believe that presenting a description of
each is periodically a good idea.

Interest Income—The interest we receive from our investment in residential mortgage loans and residential
mortgage-backed securities. With 45,329,000 being the average number of diluted shares outstanding during
2004, this amount was $214,426,000 or $4.73 per share.



Interest Expense—The interest we pay on the short-term and long-term collateralized borrowings that we
use to acquire most of our residential mortgages and residential mortgage-backed securities. In 2004, this amount
was $97,949,000 or $2.16 per share.

Amortization of Premium—The residential mortgage loans and residential mortgage-backed securities
which we purchase usually have interest rates that are higher than comparable quality bonds selling at par.
Offsetting this higher interest rate, we usually are required to pay a premium above the par value of our
residential mortgage loans and residential mortgage-backed securities. When the homeowners repay a mortgage
loan which we own, we expense the premium which we paid to purchase that mortgage asset. In 2004, this
amount was $51,403,000 or $1.13 per share.

Capital Gains—Whenever we sell an asset, we will recognize either a gain or loss. Since tax regulations
discourage us from making large volumes of sales, these transactions are not frequent. In 2004, gains from the
sales of mortgage assets and derivative hedging instruments amounted to $599,000 or $0.01 per share.

Credit Losses—While our Agency mortgage-backed securities are issued primarily by Fannie Mae or
Freddie Mac, who guarantee against loss, our residential mortgage loan portfolio is usually not guaranteed
against loss by anyone other than the homeowner. Each year, we set aside an actuarially calculated percentage of
these loans as a reserve against future losses. If the losses do not occur, we will eventually return the excess
reserves to the shareholders. In 2004, the amount of this reserve was $591,000. In 2004, no actual losses were
realized and charged against the reserve.

Operating Costs—These costs include the expenses normally associated with running a business. Like most
businesses, we pay our employees a salary and benefits and we pay rent on our offices. Due to the complex
nature of mortgage analytics, we utilize expensive computer software and hardware. We also retain lawyers,
accountants and other advisers to assist us in the management of our business. In 2004, this amount was
$8,984,000 or $0.20 per share, and represented an expense of about 0.12% of the company’s $7 billion of
mortgage assets.

Net Income—After we have used part of our Interest Income to pay all of these expenses, what is left is our
Net Income, which is what we use to pay dividends to you, our shareholders. As noted above, our Net Income
available to common shareholders in 2004 was $55,436,000 or $1.22 per share.

Form 10-K

As you read the attached Annual Report on Form 10-K, which is on file with the United States Securities
and Exchange Commission, you will observe that our book value per share, which includes unrealized gains and
losses as of December 31, 2004, declined to $10.31 per share from $10.71 per share on December 31, 2003.

You will also note that our portfolio is now divided into two components. One is our traditional portfolio of
mortgage-backed securities issued by Fannie Mae, Freddie Mac or Ginnie Mae which we call our Agency
portfolio. The other is our portfolio of high quality jumbo mortgage loans which we call our Whole Loan
portfolio.

Our Agency portfolio consists of 31% in adjustable-rate mortgage-backed securities with interest rate resets
within one year, 64% in adjustable-rate mortgage-backed securities resetting between one and five years, 4% in
fixed-rate mortgage-backed securities and 1% agency floating-rate CMOs. At year end, all of these securities
were issued by Fannie Mae, Freddie Mac or Ginnie Mae.

In our Form 10-K, you will also note the results of our securitization activities which provided the long-term
financing of our portfolio of mortgage loans acquired through Belvedere Trust. We have created these mortgage-

backed securities through our subsidiary, BellaVista Mortgage Trust, which issues these non-recourse debt
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securities. These securities, of which about 95% are rated AAA, have been acquired primarily by institutional
investors worldwide. The BellaVista Mortgage Trust registration documents filed with the Securities and
Exchange Commission can be retrieved from the SEC’s website, www.sec.gov, by entering “BellaVista” as the
issuer’s name.

Interest Rate Outlook

We presently envision that the short-term rate increases of 2004 will likely continue in 2005. We also
believe that, unless there is a sudden increase in global instability from terrorist or other geopolitical activities
resulting in a material weakness in the U.S. dollar, the United States economy should, as a whole, continue to
improve moderately, resulting in interest rate increases that would also be moderate. For Anworth, such
moderation should result in an environment that produces lower mortgage loan refinancing and, consequently,
lower amortization expense to counter the probably narrowing spread between the yield on our assets and our
cost of financing.

During 2004, the Federal Reserve changed its monetary policy from accommodative to restrictive as the
U.S. economy began to slowly pick up some steam. The Federal Reserve signaled its concern about the prospects
of rising speculation and inflation when it increased its target Fed Funds rate six times from 1.00% in June 2004
to the current level of 2.50%.

The result of this increase in short—term interest rates was a significant increase in our cost of borrowing to
finance our Agency portfolio, which increased from 1.51% at year-end 2003 to 2.34% at year-end 2004. The
coupon rate on our Agency portfolio declined from 4.31% at year-end 2003 to 4.28% at year-end 2004.

Our Stock’s Return

Anworth’s year-end closing price on the New York Stock Exchange was $10.71. This decline in our stock’s
price, along with the dividends received, resulted in a return to investors of approximately minus 14%, which is
the first negative total return in several years. Even with this recent negative return and since our initial public
offering in March 1998 at $9.00 per share, and with dividends reinvested at market prices, our stock has provided
investors with a compounded positive annual return of 17% per year through December 31, 2004.

This compounded return was achieved during a period when stocks in general failed to produce the types of
returns which many investors had come to expect to fund their retirements and lifestyle choices. During this
period, the S&P 500 stock index with dividends provided a compounded return of about 2% per year.

Our Series A Preferred Stock

As mentioned above, we issued in November a Series A Preferred Stock which trades on the New York
Stock Exchange. The issue price was $25.00 per share and the annual dividend rate is 8.625%. The dividend is
scheduled to be paid on the 15 of the first month in each calendar quarter. If you are interested in more details
about the Preferred Stock, a copy of its prospectus is available on the www.sec.gov website.

If the profitability level of the company continues to exceed the cost of paying the dividend to our preferred
shareholders, it will result in more earnings and dividends for our common shareholders. We also understand that
many investors seek a more predictable quarterly income from their investment portfolio and will find our
preferred stock more suitable than our common stock, whose dividends have fluctuated significantly.

Dividend Reinvestment and Stock Purchase Plan

We believe that our Dividend Reinvestment and Stock Purchase Plan continues to be an attractive benefit of
common stock ownership. Common stockholders can, without brokerage commissions, reinvest their dividends
in additional shares of Anworth common stock at a discount of 5% of the average market price. In addition,



shareholders and investors can, each month, purchase up to an additional $10,000 in Anworth shares at the
market price less the current discount rate of 1%. Please call or e-mail us to receive a prospectus that describes
the particulars of the Plan before you join or invest.

Anworth.com

The size of our investor e-mail list continues to grow and we are always pleased to add interested investors
to the list for news releases and the like. You can register yourself for e-mail alerts at our website,
www.anworth.com, where you can also get information about our corporate governance procedures, presentations
to investor groups and other statistical information.

Our Philosophy

We continue to believe that our company is well suited to participate in the mortgage finance industry and
provide a valuable service to residential homeowners. Many financial institutions that originate mortgage loans
no longer believe that keeping these loans in their portfolios is the most efficient use of their capital. Therefore,
these originators often promptly sell their residential mortgage loans to more permanent mortgage investors like
Anworth.

Anworth is now a significant financial intermediary mortgage organization with its being a long-term
beneficial owner of more than $7 billion of residential mortgage assets.

Many large institutional investors tend to speculate in mortgage rates and add to mortgage rate volatility.
We believe that we can improve mortgage rate stability by permanently owning residential mortgage securities
and loans in a very capital-efficient and tax-efficient manner. We believe that, over the long-term, Anworth and
the home-owning public can benefit significantly from this trend.

Annual Stockholders’ Meeting

As always, we invite you to attend our annual stockholders’ meeting in Santa Monica with the Pacific
Ocean and the famous Will Rogers state beach right outside our windows. And if that and our doughnuts aren’t
enough, we also give interesting demonstrations of the technology used to evaluate our residential mortgage-
backed securities and their convexity! I am confident that those who have come in the past will agree that we
provide good weather and an interesting and informative experience. If you need information regarding
directions, hotels, restaurants, etc, please give us a call.

As always, I thank you for your continued support.

e

Lloyd McAdams, CFA
Chairman and Chief Executive
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CAUTIONARY STATEMENT

This Report contains or incorporates by reference certain forward-looking statements. Forward-looking
statements are those that predict or describe future events or trends and that do not relate solely to historical
matters. You can generally identify forward-looking statements as statements containing the words “will,”
“believe,” “expect,” “anticipate,” “intend,” “estimate,” “assume” or other similar expressions. You should not
rely on our forward-looking statements because the matters they describe are subject to known and unknown
risks, uncertainties and other unpredictable factors, many of which are beyond our control. These forward-
looking statements are subject to assumptions that are difficult to predict and to various risks and uncertainties.
Therefore, our actual results could differ materially and adversely from those expressed in any forward-looking
statements as a result of various factors, some of which are listed under the section “Risk Factors™ at the end of
Item 7 of this Report. We undertake no obligation to revise or update publicly any forward-looking statements
for any reason.

9% < 9 <

EEINT3 9 < 9 <

As used in this Form 10-K, “company,” “we,” “us,” “our,” “Anworth” and “Anworth Mortgage” refer to
Anworth Mortgage Asset Corporation.

PART I
Item 1. BUSINESS

Overview

We are in the business of investing primarily in United States agency and other highly rated single-family
adjustable-rate and fixed-rate mortgage-backed securities and residential mortgage loans that we acquire in the
secondary market. United States agency securities are securities that are obligations guaranteed by the United
States government or its sponsored enterprises or agencies such as Fannie Mae (FNM), Freddie Mac (FHLMC)
or Ginnie Mae (GNMA). We seek attractive long-term investment returns by investing our equity capital and
borrowed funds in such securities. Our returns are principally earned on the spread between the yield on our
interest-earning assets and the interest cost of the funds we borrow.

We were incorporated in Maryland on October 20, 1997 and commenced our operations on March 17, 1998.
From the time of our inception through June 13, 2002, we were externally managed pursuant to a management
agreement with Anworth Mortgage Advisory Corporation, or the manager. As an externally managed company,
we had no employees of our own and relied on the manager to conduct our business and operations. On June 13,
2002, the manager merged with and into our company. As a result of the merger, we are an internally managed
company.

On November 3, 2003, we formed our wholly-owned subsidiary, Belvedere Trust Mortgage Corporation, or
Belvedere Trust. Belvedere Trust was formed to acquire, own and securitize mortgage loans, with a focus on
high credit-quality jumbo adjustable-rate, hybrid and second-lien mortgages. Belvedere Trust acquires mortgage
loans, securitizes a substantial amount of those mortgage loans and then retains a portion of the mortgage-backed
securities, while selling the balance to third parties in the secondary market. The mortgage-backed securities it
retains are purchased by one of our qualified REIT subsidiaries to maximize tax efficiency on the interest income
on those securities. Since its formation, Belvedere Trust has become an increasingly important part of our overall
operations. As of December 31, 2004, we had made an investment of approximately $96 million in Belvedere
Trust to capitalize its mortgage operations.

Belvedere Trust is externally managed by BT Management Company, L.L.C., or BT Management, a
Delaware limited liability company that is owned 50% by Anworth and 50% by the executive officers of
Belvedere Trust. BT Management manages Belvedere Trust through a management agreement with Belvedere
Trust pursuant to which BT Management manages the day-to-day operations of Belvedere Trust in exchange for
an annual base management fee and a quarterly incentive fee.



At December 31, 2004, we had total assets of $7.3 billion. Our portfolio consisted of $4.6 billion of agency
mortgage-backed securities allocated as follows: 31% agency adjustable-rate mortgage-backed securities, 64%
agency hybrid adjustable-rate mortgage-backed securities, 4% agency fixed-rate mortgage-backed securities and
1% agency floating-rate CMOs. Our non-agency mortgage-backed securities held at December 31, 2004 were
approximately $63 million, mostly retained from our first whole loan securitization. Mortgage loans held for
securitization at December 31, 2004 were $578 million and securitized mortgage loans were $2.05 billion. As of
December 31, 2004, Belvedere Trust’s assets comprised 37% of our overall assets, or approximately $2.7 billion
in mortgage-related assets. Our total equity at December 31, 2004 was $507 million. Common stockholders’
equity was approximately $480 million, or $10.31 per share. For the year ended December 31, 2004, we reported
net income of $55.8 million, or $1.22 per diluted share available to common stockholders.

We have elected to be taxed as a real estate investment trust, or REIT, under the United States Internal
Revenue Code (“the tax code”). As a REIT, we routinely distribute substantially all of the income generated from
our operations to our stockholders. As long as we retain our REIT status, we generally will not be subject to
federal or state taxes on our income to the extent that we distribute our net income to our stockholders. Certain
direct and indirect subsidiaries of Belvedere Trust are taxable REIT subsidiaries and, as such, are liable for
corporate income tax expenses.

Our Strategy
Investment Strategy

Our strategy is to invest primarily in United States agency and other highly rated single-family
adjustable-rate and fixed-rate mortgage-backed securities that we acquire in the secondary market and, through
our investment in our subsidiary, Belvedere Trust, we invest in primarily high quality jumbo residential real
estate mortgage loans. We seek to acquire assets that will produce competitive returns after considering the
amount and nature of the anticipated returns from the investment, our ability to pledge the investment to secure
collateralized borrowings and the costs associated with financing, managing, securitizing and reserving for these
investments. We do not currently originate mortgage loans or provide other types of financing to the owners of
real estate. Through Belvedere Trust, we also acquire mortgage loans with a focus on high credit-quality jumbo
adjustable-rate, hybrid and second-lien mortgages. Mortgage loans may be purchased from various suppliers of
mortgage-related assets throughout the United States, including savings and loans associations, banks, mortgage
bankers and other mortgage lenders. We may acquire mortgage loans directly from originators and from entities
which hold mortgage loans originated by others.

Financing Strategy

We finance the acquisition of mortgage-related assets with short-term borrowings and, to a lesser extent,
equity capital. The amount of short-term borrowings we employ depends on, among other factors, the amount of
our equity capital. We use leverage to attempt to increase potential returns to our stockholders. Pursuant to our
capital and leverage policy, we seek to strike a balance between the under-utilization of leverage, which reduces
potential returns to stockholders, and the over-utilization of leverage, which could reduce our ability to meet our
obligations during adverse market conditions.

We usually borrow at short-term rates using repurchase agreements. Repurchase agreements are generally
short-term in nature. We actively manage the adjustment periods and the selection of the interest rate indices of
our borrowings against the adjustment periods and the selection of indices on our mortgage-related assets in
order to limit our liquidity and interest rate-related risks. We generally seek to diversify our exposure by entering
into repurchase agreements with multiple lenders. In addition, we enter into repurchase agreements with major
lending institutions we believe are financially sound and are approved by our board of directors.

We finance our acquisition of residential real estate mortgage loans using long-term debt (obligations due
on pass-through certificates or bonds) through securitizations. The interest rates on the long-term debt are
variable and are based either upon the interest rates on the underlying loan collateral or upon LIBOR (London
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Interbank Offered Rate). The maturities on the long-term debt are also based upon the maturities of the
underlying mortgages. In addition, we enter into whole loan warehouse financing facilities to finance our
residential loan acquisitions prior to securitization. The whole loan warehouse financing facilities are short-term
borrowings that are secured by the loans.

Growth Strategy

In addition to the strategies described above, we intend to pursue other strategies to further grow our
earnings and our dividends per share which may include the following:

*  increasing the size of our consolidated balance sheets at a rate faster than the rate of increase in our
operating expenses;

e issuing new preferred stock and common stock when market opportunities exist to profitably increase
the size of our consolidated balance sheets through the use of leverage; and

e lowering our effective borrowing costs over time by seeking direct funding with collateralized lenders
rather than using financial intermediaries, and possibly using commercial paper, medium-term note
programs, preferred stock and other forms of capital.

Our Operating Policies and Programs
We have established the following four primary operating policies to implement our business strategies:
e our Asset Acquisition Policy;
e our Capital and Leverage Policy;
e our Credit Risk Management Policy; and

e our Asset/Liability Management Policy.

Asset Acquisition Policy

Our Asset Acquisition Policy provides guidelines for acquiring investments and contemplates that we will
acquire a portfolio of investments that can be grouped into specific categories. Each category and our respective
investment guidelines are as follows:

e Category I—At least 60% of our total assets will generally be adjustable- or fixed-rate mortgage
securities and short-term investments. Assets in this category will be rated within one of the two
highest rating categories by at least one nationally recognized statistical rating organization, or if not
rated, will be obligations guaranteed by the United States government or its agencies, Fannie Mae or
Freddie Mac. Also included in Category I are the portion of real estate mortgage loans that have been
deposited into a trust and have received a rating within one of the two highest rating categories by at
least one nationally recognized statistical rating organization.

e Category II—At least 90% of our total assets will generally consist of Category I investments plus
unsecuritized mortgage loans, mortgage securities rated at least investment grade by at least one
nationally recognized statistical rating organization, or shares of other REITs or mortgage-related
companies and the portion of real estate mortgage loans that have been deposited into a trust and have
received an investment grade rating by at least one nationally recognized statistical rating organization.

e Category IlI—No more than 10% of our total assets may be of a type not meeting any of the above
criteria. Among the types of assets generally assigned to this category are mortgage securities rated
below investment grade and leveraged mortgage derivative securities.

Under our Category III investment criteria, we may acquire other types of mortgage derivative securities
including, but not limited to, interest-only, principal-only or other mortgage-backed securities that receive a
disproportionate share of interest income or principal.



Capital and Leverage Policy

We employ a leverage strategy to increase our investment assets by borrowing against existing mortgage-
related assets and using the proceeds to acquire additional mortgage-related assets. Relative to our investment in
investment grade agency mortgage-backed securities, we generally borrow between eight to twelve times the
amount of our equity allocated to these investments. Our borrowings may vary from time to time depending on
market conditions and other factors deemed relevant by our management and our board of directors. We believe
that this will leave an adequate capital base to protect against interest rate environments in which our borrowing
costs might exceed our interest income from mortgage-related assets. We enter into collateralized borrowings
with major lending institutions which we believe are financially sound and are approved by our board of
directors.

Depending on the different cost of borrowing funds at different maturities, we may vary the maturities of
our borrowed funds in an attempt to produce lower borrowing costs. Our borrowings are short-term and we
manage actively, on an aggregate basis, both the interest rate indices and interest rate adjustment periods of our
borrowings against the interest rate indices and interest rate adjustment periods on our mortgage-related assets.

Our mortgage-related assets are financed primarily at short-term borrowing rates through repurchase
agreements and dollar-roll agreements. In the future, we may also employ borrowings under lines of credit and
other collateralized financings that we may establish with approved institutional lenders.

Belvedere Trust principally employs securitization to finance its ownership of real estate mortgage loans.

Credit Risk Management Policy

We review credit risk and other risks of loss associated with each of our potential investments. In addition,
we may diversify our portfolio of mortgage-related assets to avoid undue geographic, insurer, industry and
certain other types of concentrations. We may reduce certain risks from sellers and servicers through
representations and warranties. Our board of directors monitors the overall portfolio risk and determines
appropriate levels of provision for losses.

Compliance with our Credit Risk Management Policy guidelines is determined at the time of purchase of
mortgage assets based upon the most recent valuation utilized by us. Such compliance is not affected by events
subsequent to such purchase including, without limitation, changes in characterization, value or rating of any
specific mortgage assets or economic conditions or events generally affecting any mortgage-related assets of the
type held by us.

Asset/Liability Management Policy

Interest Rate Risk Management. To the extent consistent with our election to qualify as a REIT, we follow
an interest rate risk management program intended to protect our portfolio of mortgage-related assets and related
debt against the effects of major interest rate changes. Specifically, our interest rate management program is
formulated with the intent to offset, to some extent, the potential adverse effects resulting from rate adjustment
limitations on our mortgage-related assets and the differences between interest rate adjustment indices and
interest rate adjustment periods of our adjustable-rate mortgage-related assets and related borrowings.

Our interest rate risk management program encompasses a number of procedures, including the following:

*  monitoring and adjusting, if necessary, the interest rate sensitivity of our mortgage-related assets
compared with the interest rate sensitivities of our borrowings;

e attempting to structure our borrowing agreements relating to adjustable-rate mortgage-related assets to
have a range of different maturities and interest rate adjustment periods (although substantially all will
be less than a year); and

e actively managing, on an aggregate basis, the interest rate indices and interest rate adjustment periods
of our mortgage-related assets compared to the interest rate indices and adjustment periods of our
borrowings.



We expect to be able to adjust the average maturity/adjustment period of our borrowings on an ongoing
basis by changing the mix of maturities and interest rate adjustment periods as borrowings come due or are
renewed. Through the use of these procedures, we attempt to reduce the risk of differences between interest rate
adjustment periods of our adjustable-rate mortgage-related assets and our related borrowings.

Depending on market conditions and the cost of the transactions, we may conduct certain hedging activities
in connection with the management of our portfolio. To the extent consistent with our election to qualify as a
REIT, we may adopt a hedging strategy intended to lessen the effects of interest rate changes and to enable us to
earn net interest income in periods of generally rising, as well as declining or static, interest rates. Specifically,
hedging programs are formulated with the intent to offset some of the potential adverse effects of changes in
interest rate levels relative to the interest rates on the mortgage-related assets held in our investment portfolio and
differences between the interest rate adjustment indices and periods of our mortgage-related assets and our
borrowings. We monitor carefully, and may have to limit, our asset/liability management program to assure that
we do not realize excessive hedging income, or hold hedges having excess value in relation to mortgage-related
assets, which could result in our disqualification as a REIT or, in the case of excess hedging income, if the excess
is due to reasonable cause and not willful neglect, the payment of a penalty tax for failure to satisfy certain REIT
income tests under the tax code. In addition, asset/liability management involves transaction costs that increase
dramatically as the period covered by hedging protection increases and that may increase during periods of
fluctuating interest rates.

Prepayment Risk Management. We also seek to lessen the effects of prepayment of mortgage loans
underlying our securities at a faster or slower rate than anticipated. We accomplish this by structuring a
diversified portfolio with a variety of prepayment characteristics, investing in mortgage-related assets with
prepayment prohibitions and penalties, investing in certain mortgage security structures that have prepayment
protections and purchasing mortgage-related assets at a premium and at a discount. We invest in mortgage-
related assets that, on a portfolio basis, do not have significant purchase price premiums. Under normal market
conditions, we seek to maintain the aggregate capitalized purchase premium of the portfolio at 3% or less. In
addition, we can purchase principal-only derivatives to a limited extent as a hedge against prepayment risks. We
monitor prepayment risk through periodic review of the impact of a variety of prepayment scenarios on our
revenues, net earnings, dividends, cash flow and net consolidated balance sheets market value.

We believe that we have developed cost-effective asset/liability management policies to mitigate
prepayment risks. However, no strategy can completely insulate us from prepayment risks. Further, as noted
above, certain of the federal income tax requirements that we must satisfy to qualify as a REIT limit our ability to
fully hedge our prepayment risks. Therefore, we could be prevented from effectively hedging our interest rate
and prepayment risks.

Our Investments
Mortgage-Backed Securities

Pass-Through Certificates. We principally invest in pass-through certificates, which are securities
representing interests in pools of mortgage loans secured by residential real property in which payments of both
interest and principal on the securities are generally made monthly, in effect, “passing through” monthly
payments made by the individual borrowers on the mortgage loans which underlie the securities, net of fees paid
to the issuer or guarantor of the securities. Early repayment of principal on some mortgage-backed securities,
arising from prepayments of principal due to sale of the underlying property, refinancing or foreclosure, net of
fees and costs which may be incurred, may expose us to a lower rate of return upon reinvestment of principal.
This is generally referred to as “prepayment risk”. Additionally, if a security subject to prepayment has been
purchased at a premium, the unamortized value of the premium would be lost in the event of prepayment.

Like other fixed-income securities, when interest rates rise, the value of a mortgage-backed security
generally will decline. When interest rates are declining, however, the value of mortgage-backed securities with
prepayment features may not increase as much as other fixed-income securities. The rate of prepayments on
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underlying mortgages will affect the price and volatility of mortgage-backed securities and may have the effect
of shortening or extending the effective maturity of the security beyond what was anticipated at the time of
purchase. When interest rates rise, our holdings of mortgage-backed securities may experience reduced returns if
the owners of the underlying mortgages pay off their mortgages later than anticipated. This is generally referred
to as “extension risk”.

Payment of principal and interest on some mortgage pass-through securities, though not the market value of
the securities themselves, may be guaranteed by the full faith and credit of the federal government, including
securities backed by Ginnie Mae, or by agencies or instrumentalities of the federal government, including Fannie
Mae and Freddie Mac. Mortgage-backed securities created by non-governmental issuers, including commercial
banks, savings and loan institutions, private mortgage insurance companies, mortgage bankers and other
secondary market issuers, may be supported by various forms of insurance or guarantees including individual
loan, title, pool and hazard insurance and letters of credit which may be issued by governmental entities, private
insurers or the mortgage poolers.

Collateralized Mortgage Obligations. Collateralized mortgage obligations, or CMOs, are mortgage-
backed securities. Interest and principal on a CMO are paid, in most cases, on a monthly basis. CMOs may be
collateralized by whole mortgage loans, but are more typically collateralized by portfolios of mortgage pass-
through securities. CMOs are structured into multiple classes, with each class bearing a different stated maturity.
Monthly payments of principal, including prepayments, are first returned to investors holding the shortest
maturity class; investors holding the longer maturity classes receive principal only after the first class has been
retired. We will typically consider CMOs that are issued or guaranteed by the federal government, or by any of
its agencies or instrumentalities, to be United States government securities.

Other Mortgage-Backed Securities

Mortgage Derivative Securities. We may acquire mortgage derivative securities in an amount not to
exceed 10% of our total assets. Mortgage derivative securities provide for the holder to receive interest-only,
principal-only or interest and principal in amounts that are disproportionate to those payable on the underlying
mortgage loans. Payments on mortgage derivative securities are highly sensitive to the rate of prepayments on
the underlying mortgage loans. In the event of faster or slower than anticipated prepayments on these mortgage
loans, the rates of return on interests in mortgage derivative securities, representing the right to receive interest-
only or a disproportionately large amount of interest or interest-only derivatives, would be likely to decline or
increase, respectively. Conversely, the rates of return on mortgage derivative securities, representing the right to
receive principal-only or a disproportionate amount of principal or principal-only derivatives, would be likely to
increase or decrease in the event of faster or slower prepayments, respectively.

We may invest in inverse floaters, a class of CMOs with a coupon rate that resets in the opposite direction
from the market rate of interest to which it is indexed, including LIBOR or the 11t District Cost of Funds Index,
or COFI. Any rise in the index rate, which can be caused by an increase in interest rates, causes a drop in the
coupon rate of an inverse floater, while any drop in the index rate causes an increase in the coupon of an inverse
floater. An inverse floater may behave like a leveraged security since its interest rate usually varies by a
magnitude much greater than the magnitude of the index rate of interest. The leverage-like characteristics
inherent in inverse floaters result in a greater volatility of their market prices.

We may invest in other mortgage derivative securities that may be developed in the future.

Subordinated Interests. 'We may acquire subordinated interests, which are classes of mortgage-backed
securities that are junior to other classes of the same series of mortgage-backed securities in the right to receive
payments from the underlying mortgage loans. The subordination may be for all payment failures on the
mortgage loans securing or underlying such series of mortgage securities. The subordination will not be limited
to those resulting from particular types of risks, including those resulting from war, earthquake or flood, or the
bankruptcy of a borrower. The subordination may be for the entire amount of the series of mortgage-related
securities or may be limited in amount.



Mortgage Warehouse Participations. We may occasionally acquire mortgage warehouse participations as
an additional means of diversifying our sources of income. We anticipate that these investments, together with
our investments in other Category III assets, will not in the aggregate exceed 10% of our total mortgage-related
assets. These investments are participations in lines of credit to mortgage loan originators secured by recently
originated mortgage loans that are in the process of being sold to investors. Our investments in mortgage
warehouse participations are limited because they are not qualified REIT assets under the tax code.

Other Mortgage-Related Assets

Mortgage Loans. We also acquire and accumulate mortgage loans through Belvedere Trust as part of our
investment strategy until a sufficient quantity has been accumulated for securitization into high-quality
mortgage-backed securities in order to enhance their value and liquidity. We anticipate that any mortgage loans
that we acquire and do not immediately securitize, together with our investments in other mortgage-related assets
that are not Category I assets, will not constitute more than 40% of our total mortgage-related assets at any time.
Mortgage loans are acquired with the intention of securitizing them into high-credit quality mortgage securities.
Despite our intentions, however, we may not be successful in securitizing these mortgage loans. To meet our
investment criteria, mortgage loans acquired by us will generally conform to the underwriting guidelines
established by Fannie Mae, Freddie Mac or to secondary market standards for “A” quality mortgage loans.
Applicable banking laws generally require that an appraisal be obtained in connection with the original issuance
of mortgage loans by the lending institution and we do not intend to obtain additional appraisals at the time of
acquiring mortgage loans.

Mortgage loans are purchased from various suppliers of mortgage-related assets throughout the United
States including savings and loans associations, banks, mortgage bankers and other mortgage lenders. We acquire
mortgage loans directly from originators and from entities holding mortgage loans originated by others. Our
board of directors has not established any limits upon the geographic concentration or the credit quality of
suppliers of the mortgage-related assets that we acquire.

Other Investments. We may acquire other investments that include equity and debt securities issued by
other primarily mortgage-related finance companies, interests in mortgage-related collateralized bond
obligations, other subordinated interests in pools of mortgage-related assets, commercial mortgage loans and
securities, and residential mortgage loans other than high-credit quality mortgage loans. Although we expect that
our other investments will be limited to less than 10% of total assets, we have no limit on how much of our
stockholders’ equity will be allocated to other investments. There may be periods in which other investments
represent a large portion of our stockholders’ equity.

Belvedere Trust Mortgage Corporation

Belvedere Trust’s Business. Belvedere Trust is in the business of acquiring, owning and securitizing
residential real estate loans, with a focus on high credit-quality jumbo adjustable-rate, hybrid and second-lien
mortgages. Belvedere Trust, through taxable REIT subsidiaries, acquires mortgage loans from various originators
and suppliers of mortgage-related assets throughout the United States, including savings and loan associations,
banks, and mortgage bankers. Belvedere Trust has built relationships with and continues to expand upon a
diversified network of mortgage loan originators. Belvedere Trust’s loan sourcing efforts determine the quality,
consistency and volume of loans that it purchases. Belvedere Trust targets the types and attributes of the
mortgage loans it seeks to acquire and holds these mortgage loans until a sufficient quantity has been
accumulated for securitization into high-quality mortgage-backed securities.

Our Strategy for Belvedere Trust
Operating Strategy. Our operating strategies for Belvedere Trust include:

e targeting mortgages from high credit-quality niche segment of the first-lien jumbo, adjustable-rate and
hybrid mortgage markets, and second-lien mortgage markets, where superior risk-adjusted returns may
be available;



e continuing to develop comprehensive mortgage investment tools and discipline to support our asset
acquisition, portfolio management and risk management activities; and

e further developing the infrastructure to implement our business plan and obtaining the scaling benefits
of managing a large portfolio of whole loan assets.

We believe our strategy for Belvedere Trust currently provides it with certain competitive advantages,
including:

* by not originating or servicing mortgages itself, Belvedere Trust limits its fixed expenses and reduces
overhead costs;

e Belvedere Trust has agreements in place with a number of mortgage originators which we believe
provide Belvedere Trust with stable product sourcing while simultaneously allowing us to maintain
consistent quality controls;

e Belvedere Trust securitizes large pools of mortgages and, out of the larger pools of collateral, retains
securities which have features that specifically benefit our investment strategy; and

e Belvedere Trust has included in its portfolio to date primarily securities from its own securitizations.
We believe that the ability to select the mortgages that constitute collateral for the securitizations
promotes a consistent quality profile and provides Belvedere Trust with greater certainty regarding
expected performance.

Financing Strategy. Belvedere Trust leverages its capital allocated to whole-loan investment by borrowing
funds through short-term and long-term secured debt facilities. Our goal for Belvedere Trust is to use leverage
prudently, as dictated by our integrated risk management strategy, to enhance spread income and returns to
stockholders. The cornerstone of our long-term whole loan finance strategy is securitization of our whole loans.
Securitization materially limits liquidity risks and potentially maximizes risk-adjusted returns on capital.

To facilitate the financing of some of the mortgage-related assets which Belvedere Trust owns, they had in
place, at December 31, 2004, a variety of short-term borrowing arrangements, including repurchase agreements
with five dealers. At December 31, 2004, we also had three whole loan credit facilities with credit limits totaling
$850 million. When we purchase whole loans, we typically fund them through one of these warehouse facilities.
We have implemented a program to hedge select warehouse loans with Eurodollar futures contracts until they
have been priced as securities. The whole loans are kept in the warehouse facility where they earn a spread until
they are securitized.

Securitization Activities

Belvedere Trust is a qualified REIT subsidiary, but structures securitization transactions primarily through
taxable REIT subsidiaries (which generally are taxed as C corporations subject to full corporation taxation)
which in turn establish special purpose entities, or SPE, that issue securities through real estate mortgage
investment conduit, or REMIC, trusts. The principal business activity involves issuing various series of long-
term debt (in the form of pass-through certificates or bonds collateralized by residential real estate loans). The
collateral specific to each long-term debt series is the sole source of repayment of the debt and, therefore, our
exposure to loss is limited to our net investment in the collateral.

In January 2003, the Financial Accounting Standards Board, or FASB, issued FASB Interpretation No. 46,
“Consolidation of Variable Interest Entities, an Interpretation of ARB No. 517 (FIN 46). In December 2003,
FASB issued FIN No. 46R which replaced FIN 46 and clarified ARB 51. This interpretation provides guidance
on how to identify a variable interest entity, or VIE, and when a company should include in its financial
statements the assets, liabilities and activities of a VIE. Under FIN 46, a company must consolidate a VIE when
it is considered to be its primary beneficiary. The primary beneficiary is the entity that will absorb a majority
(50% or more) of the risk of expected losses and/or receive most of the expected residual benefit from taking on
that risk. We disclose our interests in VIEs under FIN 46 in the “Investments in Residential Real Estate Loans”
footnote.



Belvedere Trust sells a portion of the mortgage-backed securities to third parties in the secondary market,
while retaining the balance. The mortgage-backed securities retained by Belvedere Trust are purchased by one of
our qualified REIT subsidiaries to maximize tax efficiency on the interest income on those securities. Belvedere
Trust has, to date, retained the majority of the subordinate securities and certain of the senior securities from its
securitizations. From its formation through December 31, 2004, Belvedere Trust had securitized a total of $2.4
billion of mortgage loans. Through December 31, 2004, mortgage-backed securities with an initial balance of
approximately $1.8 billion had been sold to third parties. The balance, $635 million of original principal, was
retained by a qualified REIT subsidiary of Belvedere Trust. Some of the securities retained by Belvedere Trust
have been financed with short-term borrowings.

On September 10, 2004, the SEC declared effective a shelf registration statement on Form S-3 filed by
Belvedere Trust’s wholly-owned direct and indirect subsidiaries, BellaVista Finance Corporation and BellaVista
Funding Corporation, as co-registrants. This registration statement registered for sale to the public up to $2
billion in asset-backed securities. On October 28, 2004, BellaVista Funding Corporation completed the first
securitization on this registration statement by issuing approximately $608.1 million of mortgage-backed
securities backed by adjustable-rate and hybrid mortgage loans. On December 17, 2004, BellaVista Funding
Corporation completed the second securitization by issuing approximately $492 million of mortgage-backed
securities backed by adjustable-rate mortgage loans. These mortgage loans were purchased by BellaVista
Funding Corporation from Belvedere Trust Finance Corporation, another of Belvedere Trust’s wholly-owned
subsidiaries.

During the three months ended March 31, 2004, Belvedere Trust transferred approximately $253.0 million
of residential mortgage loans to a securitization trust, which was a qualified SPE, pursuant to a pooling and third
party servicing agreement. During the three months ended June 30, 2004, Belvedere Trust transferred
approximately $659.0 million of residential mortgage loans in two separate transactions to securitization trusts,
which were non-qualified SPEs, pursuant to pooling and third party servicing agreements. During the three
months ended September 30, 2004, Belvedere Trust transferred approximately $391.0 million of residential
mortgage loans to a securitization trust, which was a non-qualified SPE, pursuant to a pooling and third party
servicing agreement. During the three months ended December 31, 2004, Belvedere Trust transferred
approximately $1.1 billion of residential mortgage loans in two separate transactions to securitization trusts,
which were non-qualified SPEs, pursuant to pooling and third party servicing agreements.

Management Agreement

Belvedere Trust has entered into a management agreement with BT Management Company, L.L.C., or BT
Management, a Delaware limited liability company that is owned 50% by Anworth and 50% by the executive
officers of Belvedere Trust. Pursuant to the management agreement, BT Management manages the day-to-day
operations of Belvedere Trust in exchange for an annual base management fee and a quarterly incentive fee. The
annual base management fee is equal to 1.15% of the first $300.0 million of average net invested assets, plus
0.85% of the portion above $300.0 million. The incentive fee for each fiscal quarter is equal to 20% of the
amount of net income of Belvedere Trust, before incentive compensation, for such quarter in excess of the
amount that would produce an annualized return on equity equal to the Ten-Year U.S. Treasury Rate for such
fiscal quarter plus 1%.

The management agreement requires that Belvedere Trust pay all amounts earned thereunder each quarter,
subject to offset for accrued negative incentive compensation. For the year ended December 31, 2004, Belvedere
Trust paid BT Management incentive compensation of $714,000.

Competition

When we invest in mortgage-backed securities, mortgage loans and other investment assets, we compete
with a variety of institutional investors including other REITSs, insurance companies, mutual funds, pension
funds, investment banking firms, banks and other financial institutions that invest in the same types of assets.
Many of these investors have greater financial resources and access to lower costs of capital than we do.
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Employees

As of December 31, 2004, Anworth had eleven employees, seven of whom were part-time, and Belvedere
Trust had six full-time employees.

Company Information

We were incorporated in Maryland on October 20, 1997 and commenced our operations on March 17, 1998.
Our principal executive offices are located at 1299 Ocean Avenue, Suite 250, Santa Monica, California, 90401.
Our telephone number is (310) 255-4493 and our fax number is (310) 434-0070.

Information on our Company Website

Our website address is www.anworth.com. We make our annual reports on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K and amendments to those reports available free of charge on our website
as soon as reasonably practicable after we file these reports with the Securities and Exchange Commission. In
addition, we post the following information on our website:

e our corporate code of conduct, which qualifies as a “code of ethics” as defined by Item 406 of
Regulation S-K of the Securities Exchange Act of 1934;

e our corporate governance guidelines;
e charters for our Audit Committee, Nominating and Corporate Governance Committee and

Compensation Committee;

All of the above information is also available in print upon request to our secretary at the address listed
under the heading “Company” above.
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CERTAIN FEDERAL INCOME TAX CONSIDERATIONS

The following discussion summarizes particular United States federal income tax considerations regarding
our qualification and taxation as a REIT and particular United States federal income tax consequences resulting
from the acquisition, ownership and disposition of our capital stock. This discussion is based on current law and
assumes that we have qualified at all times throughout our existence, and will continue to qualify, as a REIT for
United States federal income tax purposes. The tax law upon which this discussion is based could be changed,
and any such change could have a retroactive effect. The following discussion is not exhaustive of all possible
tax considerations. This summary neither gives a detailed discussion of any state, local or foreign tax
considerations nor discusses all of the aspects of United States federal income taxation that may be relevant to
you in light of your particular circumstances or to particular types of stockholders which are subject to special tax
rules, such as insurance companies, tax-exempt entities, financial institutions or broker-dealers, foreign
corporations or partnerships, and persons who are not citizens or residents of the United States, stockholders that
hold our stock as a hedge, part of a straddle, conversion transaction or other arrangement involving more than
one position, or stockholders whose functional currency is not the United States dollar. This discussion assumes
that you will hold our capital stock as a “capital asset,” generally property held for investment, under the tax
code.

In reading the federal income tax disclosure below, it should be noted that although Anworth is combined
with all of its wholly-owned subsidiaries for financial accounting and reporting purposes, for federal income tax
purposes, only Anworth and its wholly-owned subsidiaries, Belvedere Trust Mortgage Corporation, BT
Management Holding Corporation, Belvedere Trust Secured Assets Corporation and BellaVista Finance
Corporation, constitute the REIT. Anworth’s remaining wholly-owned subsidiaries, Belvedere Trust Finance
Corporation, BT Residential Funding Corporation and BellaVista Funding Corporation, constitute a separate
consolidated group subject to regular income taxes.

We urge you to consult with your own tax advisor regarding the specific consequences to you of the
acquisition, ownership and disposition of stock in an entity electing to be taxed as a REIT, including the federal,
state, local, foreign and other tax considerations of such acquisition, ownership, disposition and election and the
potential changes in applicable tax laws.

General

Our qualification and taxation as a REIT depends upon our ability to continue to meet the various
qualification tests, imposed under the tax code and discussed below, relating to our actual annual operating
results, asset diversification, distribution levels and diversity of stock ownership. Accordingly, the actual results
of our operations for any particular taxable year may not satisfy these requirements.

We have made an election to be taxed as a REIT under the tax code commencing with our taxable year
ended December 31, 1998. We currently expect to continue operating in a manner that will permit us to maintain
our qualification as a REIT. All qualification requirements for maintaining our REIT status, however, may not
have been or will not continue to be met.

So long as we qualify for taxation as a REIT, we generally will be permitted a deduction for dividends we
pay to our stockholders. As a result, we generally will not be required to pay federal corporate income taxes on
our net income that is currently distributed to our stockholders. This treatment substantially eliminates the
“double taxation” that ordinarily results from investment in a corporation. Double taxation means taxation once
at the corporate level when income is earned and once again at the stockholder level when this income is
distributed. We will be required to pay federal income tax, however, as follows:

e we will be required to pay tax at regular corporate rates on any undistributed “real estate investment
trust taxable income,” including undistributed net capital gain;

*  we may be required to pay the “alternative minimum tax” on our items of tax preference; and
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e if we have (a) net income from the sale or other disposition of “foreclosure property”” which is held
primarily for sale to customers in the ordinary course of business, or (b) other non-qualifying income
from foreclosure property, we will be required to pay tax at the highest corporate rate on this income.
Foreclosure property is generally defined as property acquired through foreclosure or after a default on
a loan secured by the property or on a lease of the property.

To the extent that distributions exceed current and accumulated earnings and profits, they will constitute a
return of capital, rather than dividend or capital gain income, and will reduce the basis for the stockholder’s stock
with respect to which the distributions are paid or, to the extent that they exceed such basis, will be taxed in the
same manner as gain from the sale of that stock. For purposes of determining whether distributions are out of
current or accumulated earnings and profits, our earnings and profits will be allocated first to our preferred stock
and then to our common stock. Therefore, depending on our earnings and profits, distributions with respect to our
8.625% Series A Cumulative Preferred Stock, or our Series A Preferred Stock, (as compared to distributions with
respect to our common stock) are more likely to be treated as dividends than as return of capital or a distribution
in excess of basis.

As a result of recent changes in the tax law, dividends paid by regular C corporations to stockholders other
than corporations now are generally taxed at the rate applicable to long-term capital gains, which is a maximum
of 15%, subject to certain limitations. Because we are a REIT, however, our dividends, including dividends paid
on our Series A Preferred Stock, generally will continue to be taxed at regular ordinary income tax rates, except
in limited circumstances that we do not contemplate.

We will be required to pay a 100% tax on any net income from prohibited transactions. Prohibited
transactions are, in general, sales or other taxable dispositions of property, other than foreclosure property, held
primarily for sale to customers in the ordinary course of business. Under existing law, whether property is held as
inventory or primarily for sale to customers in the ordinary course of a trade or business depends on all the facts
and circumstances surrounding the particular transaction.

If we fail to satisfy the 75% gross income test or the 95% gross income test discussed below, but
nonetheless maintain our qualification as a REIT because certain other requirements are met, we will be subject
to a tax equal to:

e the greater of (i) the amount by which 75% of our gross income exceeds the amount qualifying under
the 75% gross income test described below, and (ii) the amount by which 95% of our gross income
exceeds the amount qualifying under the 95% gross income test described below, multiplied by a
fraction intended to reflect our profitability.

In the event of more than de minimis failure of any of the asset tests occurs in a taxable year after 2004, as
long as the failure was due to reasonable cause and not to willful neglect and we dispose of the assets or
otherwise comply with the asset tests within six months after the last day of the quarter in which we identify such
failure, we will pay a tax equal to the greater of $50,000 or 35% of the net income from the non-qualifying assets
during the period in which we failed to satisfy any of the asset tests.

In the event of a failure to satisfy one or more requirements for REIT qualification occurring in a taxable
year after 2004, other than the gross income tests and the asset tests, as long as such failure was due to reasonable
cause and not to willful neglect, we will be required to pay a penalty of $50,000 for each such failure.

We will be required to pay a nondeductible 4% excise tax on the excess of the required distribution over the
amounts actually distributed if we fail to distribute during each calendar year at least the sum of:

*  85% of our real estate investment trust ordinary income for the year;

*  95% of our real estate investment trust capital gain net income for the year; and

e any undistributed taxable income from prior periods.
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This distribution requirement is in addition to, and different from, the distribution requirements discussed
below in the section entitled “Annual Distribution Requirements.”

We may elect to retain and pay income tax on our net long term capital gain. In that case, a United States
stockholder would be taxed on its proportionate share of our undistributed long term capital gain (to the extent
that we make a timely designation of such gain to the stockholder) and would receive a credit or refund of its
proportionate share of the tax we paid.

If we own a residual interest in a REMIC, we will be taxable at the highest corporate rate on the portion of
any excess inclusion income that we derive from the REMIC residual interests equal to the percentage of our
stock that is held by “disqualified” organizations. Although the law is unclear, similar rules may apply if we own
an equity interest in a taxable mortgage pool. To the extent that we own a REMIC residual interest in a taxable
mortgage pool through a taxable REIT subsidiary, we will not be subject to tax. A “disqualified organization”
includes:

o the United States;

e any state or political subdivision of the United States;
e any foreign government;

e any international organization;

e any agency or instrumentality of any of the foregoing;

e any other tax-exempt organization, other than a farmers’ cooperative described in Section 521 of the
Internal Revenue Code, that is exempt both from income taxation and from taxation under the
unrelated business taxable income provisions of the Internal Revenue Code; and

e any rural electrical or telephone cooperative.

If we acquire any asset from a corporation which is or has been taxed as a C corporation under the tax code
in a transaction in which the basis of the asset in our hands is determined by reference to the basis of the asset in
the hands of the C corporation and we subsequently recognize gain on the disposition of the asset during the

ten-year period beginning on the date on which we acquired the asset, then we will be required to pay tax at the
highest regular corporate tax rate on this gain to the extent of the excess of:

o the fair market value of the asset, over

o our adjusted basis in the asset,

e in each case determined as of the date on which we acquired the asset.

A C corporation is generally defined as a corporation required to pay full corporate-level tax. The results
described in the preceding paragraph with respect to the recognition of gain will apply unless we make an
election under Treasury Regulation Section 1.337(d)-7T(c). If such an election were made, the C corporation

would recognize taxable gain or loss as if it had sold the assets we acquired from the C corporation to an
unrelated third party at fair market value on the acquisition date.

We will be subject to a 100% excise tax if our dealings with any taxable REIT subsidiaries (defined below)
are not at arm’s length.

In addition, not withstanding our REIT status, we may also have to pay certain state and local income taxes,
because not all states and localities treat REITSs in the same manner as they are treated for federal income tax
purposes.

Requirements for Qualification as a REIT
The tax code defines a REIT as a corporation, trust or association:

e that is managed by one or more trustees or directors;
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o that issues transferable shares or transferable certificates to evidence beneficial ownership;

e that would be taxable as a domestic corporation but for tax code Sections 856 through 859;

e thatis not a financial institution or an insurance company within the meaning of the tax code;
e thatis beneficially owned by 100 or more persons;

e that not more than 50% in value of the outstanding stock of which is owned, actually or constructively,
by five or fewer individuals, including specified entities, during the last half of each taxable year;

o that meets other tests, described below, regarding the nature of its income and assets and the amount of
its distributions; and

e thatelects to be a REIT or has made such election for a previous taxable year, and satisfies all relevant
filing and other administrative requirements established by the IRS that must be met to elect and retain
REIT status.

The tax code provides that all of the first four conditions stated above must be met during the entire taxable
year and that the fifth condition must be met during at least 335 days of a taxable year of twelve months, or
during a proportionate part of a taxable year of less than twelve months. The fifth and sixth conditions do not
apply until after the first taxable year for which an election is made to be taxed as a REIT.

For purposes of the sixth condition, pension trusts and other specified tax-exempt entities generally are
treated as individuals, except that a “look-through” exception generally applies with respect to pension funds.

Stock Ownership Tests

Our stock must be beneficially held by at least 100 persons, the “100 Stockholder Rule,” and no more than
50% of the value of our stock may be owned, directly or indirectly, by five or fewer individuals at any time
during the last half of the taxable year, the “5/50 Rule.” For purposes of the 100 Stockholder Rule only, trusts
described in Section 401(a) of the tax code and exempt under Section 501(a) of the tax code are generally treated
as persons. These stock ownership requirements must be satisfied in each taxable year other than the first taxable
year for which an election is made to be taxed as a REIT. We are required to solicit information from certain of
our record stockholders to verify actual stock ownership levels and our charter provides for restrictions regarding
the transfer of our stock in order to aid in meeting the stock ownership requirements. If we were to fail either of
the stock ownership tests, we would generally be disqualified from our REIT status. However, if we comply with
regulatory rules pursuant to which we are required to send annual letters to holders of our stock requesting
information regarding the actual ownership of our stock, and we do not know, or exercising reasonable diligence
would not have known, whether we failed to meet the 5/50 Rule, we will be treated as having met the 5/50 Rule.

Income Tests
We must satisfy two gross income requirements annually to maintain our qualification as a REIT:

*  We must derive, directly or indirectly, at least 75% of our gross income, excluding gross income from
prohibited transactions, from specified real estate sources, including rental income, interest on
obligations secured by mortgages on real property or on interests in real property, gain from the
disposition of “qualified real estate assets,” i.e., interests in real property, mortgages secured by real
property or interests in real property, and some other assets, income from certain types of temporary
investments, amounts, such as commitment fees, receive in consideration for entering into an
agreement to make a loan secured by real property, unless such amounts are determined by income and
profits, and income derived from a REMIC in proportion to the real estate assets held by the REMIC,
unless at least 95% of the REMIC’s assets are real estate assets (in which case, all of the income
derived from the REMIC), or the “75% gross income test”’; and
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*  We must derive at least 95% of our gross income, excluding gross income from prohibited
transactions, from (a) the sources of income that satisfy the 75% gross income test, (b) dividends,
interest and gain from the sale or disposition of stock or securities, or (¢) any combination of the
foregoing, or the “95% gross income test”.

Gross income from servicing loans for third parties and loan origination fees is not qualifying income for
purposes of either gross income test. Gross income from our sale of property that we hold primarily for sale to
customers in the ordinary course of business is excluded from both the numerator and the denominator in both
income tests. Beginning with our taxable year that started on January 1, 2005, income and gain from certain
transactions that we enter into to hedge indebtedness incurred or to be incurred to acquire or carry real estate
assets and that are clearly and timely identified as such are excluded from both the numerator and denominator
for purposes of the 95% gross income test (but not the 75% gross income test).

For purposes of the 75% and 95% gross income tests, a REIT is deemed to have earned a proportionate
share of the income earned by any partnership, or any limited liability company treated as a partnership for
federal income tax purposes, in which it owns an interest, which share is determined by reference to its capital
interest in such entity, and is deemed to have earned the income earned by any qualified REIT subsidiary (in
general, a 100%-owned corporate subsidiary of a REIT). Our qualified REIT subsidiary, BT Management
Holding Corporation, a Delaware corporation, owns a 50% interest in the profits, losses and capital of BT
Management Company, L.L.C., a Delaware limited liability company which is taxed as a partnership for federal
income tax purposes. Belvedere Trust Mortgage Corporation, or Belvedere Trust, our wholly-owned mortgage
subsidiary, has entered into a management agreement with BT Management Company which manages Belvedere
Trust’s investments and performs administrative services for Belvedere Trust. So long as BT Management
Holding Corporation is a qualified REIT subsidiary of ours and it owns an interest in BT Management Company,
we will be treated, for federal income tax purposes, as directly owning BT Management Holding Corporation’s
proportionate share of the assets, liabilities and income of BT Management Company for purposes of
determining our compliance with the REIT qualification tests. Certain of BT Management Company’s gross
income (for example, management fee income under the management agreement with Belvedere Trust) will not
be qualifying income under the 75% or 95% tests described above. Accordingly, we may decide to make a
taxable REIT subsidiary election for BT Management Holding Corporation in the future if we believe that such
non-qualifying income will jeopardize our ability to satisfy the 75% or 95% income tests. If we make a taxable
REIT subsidiary election for BT Management Holding Corporation, its proportionate share of BT Management
Company’s gross income will not be treated as our gross income for purposes of our REIT qualification tests, but
BT Management Holding Corporation’s taxable income will be subject to corporate level income tax. Any
dividends paid to us by BT Management Holding Corporation while it is a taxable REIT subsidiary will be
qualifying income for purposes of our satisfaction of the 95% income test, but not the 75% test. Interest earned
by a REIT ordinarily does not qualify as income meeting the 75% or 95% gross income tests if the determination
of all or some of the amount of interest depends in any way on the income or profits of any person. Interest will
not be disqualified from meeting such tests, however, solely by reason of being based on a fixed percentage or
percentages of receipts or sales.

The following paragraphs discuss in more detail the specific application of the gross income tests to us.

Interest. The term “interest,” as defined for purposes of both gross income tests, generally excludes any
amount that is based in whole or in part on the income or profits of any person. However, interest generally
includes the following:

e an amount that is based on a fixed percentage or percentages of receipts or sales; and

e an amount that is based on the income or profits of a debtor, as long as the debtor derives substantially
all of its income from the real property securing the debt from leasing substantially all of its interest in
the property, and only to the extent that the amounts received by the debtor would be qualifying “rents
from real property” if received directly by a REIT.
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If a loan contains a provision that entitles a REIT to a percentage of the borrower’s gain upon the sale of the
real property securing the loan or a percentage of the appreciation in the property’s value as of a specific date,
income attributable to that loan provision will be treated as gain from the sale of the property securing the loan,
which generally is qualifying income for purposes of both gross income tests.

Interest on debt secured by a mortgage on real property or on interests in real property, including, for this
purpose, discount points, prepayment penalties, loan assumption fees, and late payment charges that are not
compensation for services, generally is qualifying income for purposes of the 75% gross income test. However, if
the highest principal amount of a loan outstanding during a taxable year exceeds the fair market value of the real
property securing the loan as of the date the REIT agreed to originate or acquire the loan, a portion of the interest
income from such loan will not be qualifying income for purposes of the 75% gross income test, but will be
qualifying income for purposes of the 95% gross income test. The portion of the interest income that will not be
qualifying income for purposes of the 75% gross income test will be equal to the portion of the principal amount
of the loan that is not secured by real property—that is, the amount by which the loan exceeds the value of the
real estate that is security for the loan.

The interest, original issue discount, and market discount income that we receive from our mortgage loans
and mortgage-backed securities generally will be qualifying income for purposes of both gross income tests.
However, as discussed above, if the fair market value of the real estate securing any of our loans is less than the
principal amount of the loan, a portion of the income from that loan will be qualifying income for purposes of the
95% gross income test but not the 75% gross income test.

Fee Income. 'We may receive various fees in connection with originating mortgage loans. The fees will be
qualifying income for purposes of both the 75% and 95% income tests if they are received in consideration for
entering into an agreement to make a loan secured by real property, and the fees are not determined based on the
borrower’s income or profits. Therefore, commitment fees will generally be qualifying income for purposes of
the income tests. Other fees, such as fees received for servicing loans for third parties and origination fees, are
not qualifying income for purposes of either income test.

Dividends. Our share of any dividends received from any corporation (including any of our taxable REIT
subsidiaries, but excluding any REIT) in which we own an equity interest will qualify for purposes of the 95%
gross income test but not for purposes of the 75% gross income test. Our share of any dividends received from
any other REIT in which we own an equity interest will be qualifying income for purposes of both gross income
tests.

Rents from Real Property. We do not intend to acquire any real property, but we may acquire real property
or an interest therein in the future. To the extent that we acquire real property or an interest therein, rents we
receive will qualify as “rents from real property” in satisfying the gross income requirements for a REIT
described above only if the following conditions are met:

e First, the amount of rent must not be based in whole or in part on the income or profits of any person.
However, an amount received or accrued generally will not be excluded from rents from real property
solely by reason of being based on fixed percentages of receipts or sales.

e Second, rents we receive from a “related party tenant” will not qualify as rents from real property in
satisfying the gross income tests unless the tenant is a taxable REIT subsidiary, at least 90% of the
property is leased to unrelated tenants and the rent paid by the taxable REIT subsidiary is substantially
comparable to the rent paid by the unrelated tenants for comparable space. A tenant is a related party
tenant if the REIT, or an actual or constructive owner of 10% or more of the REIT, actually or
constructively owns 10% or more of the tenant.

e Third, if rent attributable to personal property, leased in connection with a lease of real property, is
greater than 15% of the total rent received under the lease, then the portion of rent attributable to the
personal property will not qualify as rents from real property.
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e Fourth, we generally must not operate or manage our real property or furnish or render services to our
tenants, other than through an “independent contractor” who is adequately compensated and from
whom we do not derive revenue. However, we may provide services directly to tenants if the services
are “usually or customarily rendered” in connection with the rental of space for occupancy only and are
not considered to be provided for the tenants’ convenience. In addition, we may provide a minimal
amount of “non-customary” services to the tenants of a property, other than through an independent
contractor, as long as our income from the services does not exceed 1% of our income from the related
property. Furthermore, we may own up to 100% of the stock of a taxable REIT subsidiary, which may
provide customary and non-customary services to tenants without tainting its rental income from the
related properties.

Hedging Transactions. From time to time, we enter into hedging transactions with respect to one or more
of our assets or liabilities. Our hedging activities may include entering into interest rate swaps, caps, and floors,
options to purchase these items, and futures and forward contracts. Beginning with our taxable year that started
on January 1, 2005, income and gain from “hedging transactions” will be excluded from gross income for
purposes of the 95% gross income test (but not the 75% gross income test). For taxable years after 2004, a
“hedging transaction” includes any transaction entered into in the normal course of our trade or business
primarily to manage the risk of interest rate, price changes, or currency fluctuations with respect to borrowings
made or to be made, or ordinary obligations incurred or to be incurred, to acquire or carry real estate assets. We
will be required to clearly identify any such hedging transaction before the close of the day on which it was
acquired, originated, or entered into. To the extent that we hedge for other purposes, or to the extent that a
portion of our mortgage loans is not secured by “real estate assets” ( as described below under “Asset Tests”) or
in other situations, the income from those transactions is not likely to be treated as qualifying income for
purposes of the 95% gross income test. All of our hedging income and gain likely will be non-qualifying income
for purposes of the 75% gross income test. We intend to structure any hedging transactions in a manner that does
not jeopardize our status as a REIT.

Prohibited Transactions. A REIT will incur a 100% tax on the net income derived from any sale or other
disposition of property, other than foreclosure property, that the REIT holds primarily for sale to customers in the
ordinary course of a trade or business. We believe that none of our assets will be held primarily for sale to
customers and that a sale of any of our assets will not be in the ordinary course of our business. Whether a REIT
holds an asset “primarily for sale to customers in the ordinary course of a trade or business” depends, however,
on the facts and circumstances in effect from time to time, including those related to a particular asset.
Nevertheless, we will attempt to comply with the terms of a safe-harbor provisions in the federal income tax laws
prescribing when an asset sale will not be characterized as a prohibited transaction.

It is our current intention that our securitizations of our mortgage loans through our qualified REIT
subsidiaries will not be treated as sales for tax purposes. If we were to transfer mortgage loans to a REMIC, this
transfer would be treated as a sale for tax purposes and the sale may be subject to the prohibited transactions tax.
As a result, we intend to securitize our mortgage loans through our qualified REIT subsidiaries only in non-
REMIC transactions.

Foreclosure Property. We will be subject to tax at the maximum corporate rate on any income from
foreclosure property, other than income that otherwise would be qualifying income for purposes of the 75% gross
income test, less expenses directly connected with the production of that income. However, gross income from
foreclosure property will qualify under the 75% and 95% gross income tests. Foreclosure property is any real
property, including interests in real property, and any personal property incident to such real property:

e thatis acquired by a REIT as the result of the REIT having bid on such property at foreclosure, or
having otherwise reduced such property to ownership or possession by agreement or process of law,
after there was a default or default was imminent on a lease of such property or on indebtedness that
such property secured;
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e for which the related loan or lease was acquired by the REIT at a time when the default was not
imminent or anticipated; and

e for which the REIT makes a proper election to treat the property as foreclosure property.

However, a REIT will not be considered to have foreclosed on a property where the REIT takes control of
the property as a mortgagee-in-possession and cannot receive any profit or sustain any loss except as a creditor of
the mortgagor. Property generally ceases to be foreclosure property at the end of the third taxable year following
the taxable year in which the REIT acquired the property, or longer if an extension is granted by the Secretary of
the Treasury. This grace period terminates and foreclosure property ceases to be foreclosure property on the first
day:

e on which a lease is entered into for the property that, by its terms, will give rise to income that does not
qualify for purposes of the 75% gross income test, or any amount is received or accrued, directly or
indirectly, pursuant to a lease entered into on or after such day that will give rise to income that does
not qualify for purposes of the 75% gross income test;

e on which any construction takes place on the property, other than completion of a building or any other
improvement, where more than 10% of the construction was completed before default became
imminent; or

e which is more than 90 days after the day on which the REIT acquired the property and the property is
used in a trade or business which is conducted by the REIT, other than through an independent
contractor from whom the REIT itself does not derive or receive any income.

Failure to Satisfy Gross Income Tests. If we fail to satisfy one or both of the gross income tests for any
taxable year, we nevertheless may qualify as a REIT for that year if we qualify for relief under certain provisions
of the federal income tax laws. Beginning with our taxable year starting January 1, 2005, those relief provisions
will be available if:

o our failure to meet those tests is due to reasonable cause and not to willful neglect, and
e following such failure for any taxable year, a schedule of the sources of our income is filed in

accordance with regulations prescribed by the Secretary of the Treasury.

We cannot predict, however, whether in all circumstance we would qualify for the relief provisions. In
addition, as discussed above, even if the relief provisions apply, we would incur a 100% tax on the gross income
attributable to the greater of the amount by which we fail the 75% gross income test or (ii) the amount by which
90% (95% beginning with our taxable year starting January 1, 2005) of our gross income exceeds the amount of
our income qualifying under the 95% gross income test, multiplied, in either case, by a fraction intended to
reflect our profitability.

Asset Tests

To qualify as a REIT, we also must satisfy the following asset tests at the end of each quarter of each
taxable year. First, at least 75% of the value of our total assets must consist of:

o cash or cash items, including certain receivables;

o government securities;

e interests in real property, including leaseholds and options to acquire real property and leaseholds;

* interests in mortgage loans secured by real property;

o stock in other REITsS;

e investments in stock or debt instruments during the one-year period following our receipt of new capital

that we raise through equity offerings or public offerings of debt with at least a five-year term; and
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o regular or residual interests in a REMIC. However, if less than 95% of the assets of a REMIC consists
of assets that are qualifying real estate-related assets under the federal income tax laws, determined as
if we held such assets, we will be treated as holding directly our proportionate share of the assets of
such REMIC.

Second, of our investments not included in the 75% asset class, the value of our interest in any one issuer’s
securities may not exceed 5% of the value of our total assets.

Third, we may not own more than 10% of the voting power or value of any one issuer’s outstanding
securities.

Fourth, no more than 20% of the value of our total assets may consist of the securities of one or more
taxable REIT subsidiaries.

Fifth, no more than 25% of the value of our total assets may consist of the securities of taxable REIT
subsidiaries and other taxable subsidiaries that are not taxable REIT subsidiaries and other assets that are not
qualifying assets for purposes of the 75% asset test.

For purposes of the second and third asset tests, the term “securities” does not include stock in another
REIT, equity or debt securities of a qualified REIT subsidiary or taxable REIT subsidiary, mortgage loans that
constitute real estate assets, or equity interests in a partnership. For purposes of the 10% value test, the term
“securities” does not include:

e “Straight debt” securities, which is defined as a written unconditional promise to pay on demand or on
a specified date a sum certain in money if (i) the debt is not convertible, directly or indirectly, into
stock, and (ii) the interest rate and interest payment dates are not contingent on profits, the borrower’s
discretion, or similar factors. “Straight debt” securities do not include any securities issued by a
partnership or a corporation in which we or any controlled taxable REIT subsidiary (i.e., a taxable
REIT subsidiary in which we own directly or indirectly more than 50% of the voting power or value of
the stock) hold non-"straight debt” securities that have aggregate value of more than 1% of the issuer’s
outstanding securities. However, “straight debt” securities include debt subject to the following
contingencies:

*  acontingency relating to the time of payment of interest or principal, as long as either (i) there is
no change to the effective yield of the debt obligation, other than a change to the annual yield that
does not exceed the greater of 0.25% or 5% of the annual yield, or (ii) neither the aggregate issue
price nor the aggregate face amount of the issuer’s debt obligations held by us exceeds $1 million
and no more than 12 months of unaccrued interest on the debt obligations can be required to be
prepaid; and

e acontingency relating to the time or amount of payment upon a default or prepayment of a debt
obligation, as long as the contingency is consistent with customary commercial practice.

*  Any loan to an individual or an estate.

*  Any “section 467 rental agreement,” other than an agreement with a related party tenant.
*  Any obligation to pay “rents from real property.”

e Certain securities issued by governmental entities.

*  Any security issued by a REIT.

*  Any debt instrument of an entity treated as a partnership for federal income tax purposes to the extent
of our interest as a partner in the partnership.

*  Any debt instrument of an entity treated as a partnership for federal income tax purposes not described
in the preceding bullet points if at least 75% of the partnership’s gross income, excluding income from
prohibited transaction, is qualifying income for purposes of the 75% gross income test described above
in “—Gross Income Tests.”
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The asset tests described above are based on our gross assets. For federal income tax purposes, we will be
treated as owning both the loans we hold directly and the loans that we have securitized through non-REMIC
debt securitizations. Although we will have a partially offsetting obligation with respect to the securities issued
pursuant to the securitizations, these offsetting obligations will not reduce the gross assets we are considered to
own for purposes of the asset tests.

We believe that all or substantially all of the mortgage loans and mortgage-backed securities that we will
own will be qualifying assets for purposes of the 75% asset test. For purposes of these rules, however, if the
outstanding principal balance of a mortgage loan exceeds the fair market value of the real property securing the
loan, a portion of such loan likely will not be a qualifying real estate asset under the federal income tax laws.
Although the law on the matter is not entirely clear, it appears that the non-qualifying portion of that mortgage
loan will be equal to the portion of the loan amount that exceeds the value of the associated real property that is
security for that loan. To the extent that we own debt securities issued by other REITs or C corporations that are
not secured by a mortgage on real property, those debt securities will not be qualifying assets for purposes of the
75% asset test. Instead, we would be subject to the second, third and fifth asset tests with respect to those debt
securities.

We will monitor the status of our assets for purposes of the various asset tests and will seek to manage our
investment portfolio to comply at all times with such tests. There can be no assurance, however, that we will be
successful in this effort. In this regard, to determine our compliance with these requirements, we will need to
estimate the value of the real estate securing our mortgage loans at various times. Although we will seek to be
prudent in making these estimates, there can be no assurances that the IRS might not disagree with these
determinations and assert that a lower value is applicable. If we fail to satisfy the asset tests at the end of a
calendar quarter, we will not lose our REIT status if:

e we satisfied the asset tests at the end of the preceding calendar quarter; and

e the discrepancy between the value of our assets and the asset test requirements arose from changes in
the market values of our assets and was not wholly or partly caused by the acquisition of one or more
non-qualifying assets.

If we did not satisfy the condition described in the second item, above, we still could avoid disqualification
by eliminating any discrepancy within 30 days after the close of the calendar quarter in which it arose.

In the event that, at the end of any calendar quarter beginning with our taxable year that started on January
1, 2005, we violate the second or third asset tests described above, we will not lose our REIT status if (i) the
failure is de minimis (up to the lesser of 1% of our assets or $10 million) and (ii) we dispose of assets or
otherwise comply with the asset tests within six months after the last day of the quarter in which we identify such
failure. In the event of a more than de minimis failure of any of the asset tests beginning with our taxable year
that started on January 1, 2005, as long as the failure was due to reasonable cause and not to willful neglect, we
will not lose our REIT status if (i) we dispose of assets or otherwise comply with the asset tests within six
months after the last day of the quarter in which we identify such failure and (ii) pay a tax equal to the greater of
$50,000 or 35% of the net income from the non-qualifying assets during the period in which we failed to satisty
the asset tests.

We currently believe that the loans, securities and other assets that we expect to hold will satisfy the
foregoing asset test requirements. However, no independent appraisals will be obtained to support our
conclusions as to the value of our assets and securities, or in many cases, the real estate collateral for the
mortgage loans that we hold. Moreover, the values of some assets may not be susceptible to a precise
determination. As a result, there can be no assurance that the IRS will not contend that our ownership of
securities and other assets violates one or more of the asset tests applicable to REITs.
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Distribution Requirements

Each taxable year, we must distribute dividends, other than capital gain dividends and deemed distributions
of retained capital gain, to our stockholders in an aggregate amount at least equal to:

o the sum of:

*  90% of our “REIT taxable income,” computed without regard to the dividends paid deduction and
our net capital gain or loss, and

*  90% of our after-tax net income, if any, from foreclosure property, minus

J the sum of certain items of non-cash income.

We must pay such distributions in the taxable year to which they relate, or in the following taxable year if
we declare the distribution before we timely file our federal income tax return for the year and pay the
distribution on or before the first regular dividend payment date after such declaration.

We will pay the federal income tax on taxable income, including net capital gain, that we do not distribute
to stockholders. Furthermore, if we fail to distribute during a calendar year, or by the end of January following
the calendar year in the case of distributions with declaration and record dates falling in the last three months of
the calendar year, at least the sum of:

*  85% of our REIT ordinary income for such year,
*  95% of our REIT capital gain income for such year, and

e any undistributed taxable income from prior periods,

we will incur a 4% nondeductible excise tax on the excess of such required distribution over the amounts we
actually distribute. We may elect to retain and pay income tax on the net long-term capital gain we receive in a
taxable year. See “—Taxation of Taxable U.S. Stockholders.” If we so elect, we will be treated as having
distributed any such retained amount for purposes of the 4% nondeductible excise tax described above. We
intend to make timely distributions sufficient to satisfy the annual distribution requirements and to avoid
corporate income tax and the 4% nondeductible excise tax.

It is possible that, from time to time, we may experience timing differences between the actual receipt of
income and actual payment of deductible expenses and the inclusion of that income and deduction of such
expenses in arriving at our REIT taxable income. Possible examples of those timing differences include the
following:

*  Because we may deduct capital losses only to the extent of our capital gains, we may have taxable
income that exceeds our economic income.

¢  We will recognize taxable income in advance of the related cash flow if any of our mortgage loans or
mortgage-backed securities are deemed to have original issue discount. We generally must accrue
original issue discount based on a constant yield method that takes into account projected prepayments
but that defers taking into account credit losses until they are actually incurred.

¢ We may recognize taxable market discount income when we receive the proceeds from the disposition
of, or principal payments on, loans that have a stated redemption price at maturity that is greater than
our tax basis in those loans, although such proceeds often will be used to make non-deductible
principal payments on related borrowings.

*  We may recognize taxable income without receiving a corresponding cash distribution if we foreclose
on or make a significant modification to a loan, to the extent that the fair market value of the
underlying property or the principal amount of the modified loan, as applicable, exceeds our basis in
the original loan.

¢ We may recognize phantom taxable income from any residual interests in REMICs or retained
ownership interests in mortgage loans subject to collateralized mortgage obligation debt.
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Although several types of non-cash income are excluded in determining the annual distribution requirement,
we will incur corporate income tax and the 4% nondeductible excise tax with respect to those non-cash income
items if we do not distribute those items on a current basis. As a result of the foregoing, we may have less cash
than is necessary to distribute all of our taxable income and thereby avoid corporate income tax and the excise
tax imposed on certain undistributed income. In such a situation, we may need to borrow funds or issue
additional common stock or preferred stock.

Under certain circumstances, we may be able to correct a failure to meet the distribution requirement for a
year by paying “deficiency dividends” to our stockholders in a later year. We may include such deficiency
dividends in our deduction for dividends paid for the earlier year. Although we may be able to avoid income tax
on amounts distributed as deficiency dividends, we will be required to pay interest to the IRS based upon the
amount of any deduction we take for deficiency dividends.

Recordkeeping Requirements

We must maintain certain records in order to qualify as a REIT. In addition, to avoid a monetary penalty, we
must request on an annual basis information from our stockholders designed to disclose the actual ownership of
our outstanding stock. We intend to comply with these requirements.

Failure to Qualify

Beginning with our taxable year that started on January 1, 2005, if we fail to satisfy one or more
requirements for REIT qualification, other than the gross income tests and the asset tests, we could avoid
disqualification if our failure is due to reasonable cause and not to willful neglect and we pay a penalty of
$50,000 for each such failure. In addition, there are relief provisions for a failure of the gross income tests and
asset tests, as described in “—Gross Income Tests” and “—Asset Tests.”

If we fail to qualify as a REIT in any taxable year, and no relief provision applies, we would be subject to
federal income tax and any applicable alternative minimum tax on our taxable income at regular corporate rates.
In calculating our taxable income in a year in which we fail to qualify as a REIT, we would not be able to deduct
amounts paid out to stockholders. In fact, we would not be required to distribute any amounts to stockholders in
that year. In such event, to the extent of our current and accumulated earnings and profits, all distributions to
stockholders would be taxable as ordinary income. Subject to certain limitations of the federal income tax laws,
corporate stockholders might be eligible for the dividends received deduction and domestic non-corporate
stockholders may be eligible for the reduced federal income tax rate of 15% on such dividends. Unless we
qualified for relief under specific statutory provisions, we also would be disqualified from taxation as a REIT for
the four taxable years following the year during which we ceased to qualify as a REIT. We cannot predict
whether in all circumstances we would qualify for such statutory relief.

Qualified REIT Subsidiaries

A qualified REIT subsidiary is any corporation in which we own 100% of such corporation’s outstanding
stock and for which no election has been made to classify it as a taxable REIT subsidiary. Belvedere Trust
Mortgage Corporation, BT Management Holding Corporation, Belvedere Trust Secured Asset Corporation and
BellaVista Finance Corporation, our wholly-owned subsidiaries, are currently treated as qualified REIT
subsidiaries. As such, their assets, liabilities, and income are generally treated as our assets, liabilities, and
income for purposes of each of the above REIT qualification tests. Belvedere Trust Mortgage Corporation may
elect to be taxed as a REIT in the future, possibly as early as its taxable year ending December 31, 2005. As
discussed above, we may decide to make an election to treat BT Management Holding Corporation as a taxable
REIT subsidiary at a future date.

Taxable REIT Subsidiaries

A taxable REIT subsidiary is any corporation in which we own stock (directly or indirectly) and which we
and such corporation elect to classify as a taxable REIT subsidiary. A taxable REIT subsidiary is not subject to

22



the REIT asset, income and distribution requirements, nor are its assets, liabilities, or income treated as our
assets, liabilities, or income for purposes of each of the above REIT qualification tests. Effective January 1, 2004,
we elected to treat Belvedere Trust Finance Corporation, a wholly-owned subsidiary of Belvedere Trust
Mortgage Corporation, as a taxable REIT subsidiary. Belvedere Trust Finance Corporation’s wholly-owned
subsidiaries, BT Residential Funding Corporation and BellaVista Funding Corporation, are also taxable REIT
subsidiaries. Except for Belvedere Trust Mortgage Corporation, we generally intend to make a taxable REIT
subsidiary election with respect to any other corporation in which we acquire securities constituting more than
10% by vote or value of such corporation and that is not a qualified REIT subsidiary. However, the aggregate
value of all of our taxable REIT subsidiaries must be limited to 20% of the total value of our assets.

We will be subject to a 100% penalty tax on any rent, interest, or other charges that we impose on any
taxable REIT subsidiary in excess of an arm’s length price for comparable services. We expect that any rents,
interest, or other charges imposed on any taxable REIT subsidiary will be at arm’s length prices.

We generally expect to derive income from our taxable REIT subsidiaries by way of dividends. Such
dividends are not real estate source income for purposes of the 75% income test. Therefore, when aggregated
with our non-real estate source income, such dividends must be limited to 25% of our gross income each year.
We will monitor the value of our investment in, and the distributions from, our taxable REIT subsidiaries to
ensure compliance with all applicable REIT income and asset tests.

Taxable REIT subsidiaries are generally subject to corporate level tax on their net income and will generally
be able to distribute only net after-tax earnings to its stockholders, including us, as dividend distributions.

Taxation of Taxable United States Stockholders

For purposes of the discussion in this Form 10-K, the term “United States stockholder” means a holder of
our stock that is, for United States federal income tax purposes:

o a citizen or resident of the United States;

e acorporation (including an entity treated as a corporation for federal income tax purposes), partnership,
or other entity created or organized in or under the laws of the United States or of any state thereof or
in the District of Columbia, unless Treasury regulations provide otherwise;

e an estate the income of which is subject to United States federal income taxation regardless of its
source; or

e atrust (i) whose administration is subject to the primary supervision of a United States court and which
has one or more United States persons who have the authority to control all substantial decisions of the
trust or (ii) that has a valid election in place to be treated as a United States person.

Distributions Generally

Distributions out of our current or accumulated earnings and profits, other than capital gain dividends, will
generally be taxable to United States stockholders as ordinary income. Provided that we continue to qualify as a
REIT, dividends paid by us will not be eligible for the dividends received deduction generally available to United
States stockholders that are corporations. To the extent that we make distributions in excess of current and
accumulated earnings and profits, the distributions will be treated as a tax-free return of capital to each United
States stockholder and will reduce the adjusted tax basis which each United States stockholder has in our stock
by the amount of the distribution, but not below zero. Distributions in excess of a United States stockholder’s
adjusted tax basis in its stock will be taxable as capital gain and will be taxable as long-term capital gain if the
stock has been held for more than one year. If we declare a dividend in October, November, or December of any
calendar year which is payable to stockholders of record on a specified date in such a month and actually pay the
dividend during January of the following calendar year, the dividend is deemed to be paid by us and received by
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the stockholder on December 31t of the previous year, but only to the extent we have any remaining
undistributed earnings and profits (as computed under the tax code) as of December 31st. Any portion of this
distribution in excess of our previously undistributed earnings and profits as of December 315 should be treated
as a distribution to our stockholders in the following calendar year for United States federal income tax purposes.
Stockholders may not include in their own income tax returns any of our net operating losses or capital losses.
Ordinary dividends to a United States stockholder generally will not qualify for the 15% tax rate for “qualified
dividend income.” However, the 15% tax rate for “qualified dividend income” will apply to our ordinary REIT
dividends (i) attributable to dividends received by us from non-REIT corporations such as a taxable REIT
subsidiary, and (ii) any income on which we have paid a corporate income tax.

Capital Gain Distributions

Distributions designated by us as capital gain dividends will be taxable to United States stockholders as
capital gain income. We can designate distributions as capital gain dividends to the extent of our net capital gain
for the taxable year of the distribution. This capital gain income will generally be taxable to non-corporate United
States stockholders at a 15% or 25% rate based on the characteristics of the asset we sold that produced the gain.
United States stockholders that are corporations may be required to treat up to 20% of certain capital gain
dividends as ordinary income.

Retention of Net Capital Gains

We may elect to retain, rather than distribute as a capital gain dividend, our net capital gains. If we were to
make this election, we would pay tax on such retained capital gains. In such a case, our stockholders would
generally:

e include their proportionate share of our undistributed net capital gains in their taxable income;

e receive a credit for their proportionate share of the tax paid by us in respect of such net capital gain;
and

e increase the adjusted basis of their stock by the difference between the amount of their share of our
undistributed net capital gain and their share of the tax paid by us.

Passive Activity Losses, Investment Interest Limitations and Other Considerations of Holding Our Stock

Distributions we make and gains arising from the sale or exchange of our stock by a United States
stockholder will not be treated as passive activity income. As a result, United States stockholders will not be able
to apply any “passive losses” against income or gains relating to our stock. Distributions by us, to the extent they
do not constitute a return of capital, generally will be treated as investment income for purposes of computing the
investment interest limitation under the tax code. Further, if we, or a portion of our assets, were to be treated as a
taxable mortgage pool, any excess inclusion income that is allocated to you could not be offset by any losses or
other deductions you may have.

Dispositions of Stock

A United States stockholder that sells or disposes of our stock will recognize gain or loss for federal income
tax purposes in an amount equal to the difference between the amount of cash or the fair market value of any
property the stockholder receives on the sale or other disposition and the stockholder’s adjusted tax basis in the
stock. This gain or loss will be capital gain or loss and will be long-term capital gain or loss if the stockholder
has held the stock for more than one year. In general, any loss recognized by a United States stockholder upon
the sale or other disposition of our stock that the stockholder has held for six months or less will be treated as
long-term capital loss to the extent the stockholder received distributions from us which were required to be
treated as long-term capital gains. All or a portion of any loss that a United States stockholder realizes upon a
taxable disposition of our common stock may be disallowed if the stockholder purchases other stock within 30
days before or after the disposition.
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Information Reporting and Backup Withholding

We report to our United States stockholders and the IRS the amount of dividends paid during each calendar
year and the amount of any tax withheld. Under the backup withholding rules, a stockholder may be subject to
backup withholding with respect to dividends paid and redemption proceeds unless the holder is a corporation or
comes within other exempt categories and, when required, demonstrates this fact, or provides a taxpayer
identification number or social security number, certifying as to no loss of exemption from backup withholding,
and otherwise complies with applicable requirements of the backup withholding rules. A United States
stockholder that does not provide us with its correct taxpayer identification number or social security number
may also be subject to penalties imposed by the IRS. A United States stockholder can meet this requirement by
providing us with a correct, properly completed and executed copy of IRS Form W-9 or a substantially similar
form. Backup withholding is not an additional tax. Any amount paid as backup withholding will be creditable
against the stockholder’s income tax liability, if any, and otherwise be refundable. In addition, we may be
required to withhold a portion of capital gain distributions made to any stockholders who fail to certify their non-
foreign status.

Taxation of Tax-Exempt Stockholders

The IRS has ruled that amounts distributed as a dividend by a REIT will be treated as a dividend by the
recipient and excluded from the calculation of unrelated business taxable income, or UBTI, when received by a
tax-exempt entity. Based on that ruling, provided that a tax-exempt stockholder has not held our stock as “debt
financed property” within the meaning of the tax code, i.e., property, the acquisition, or holding of which is
financed through a borrowing by the tax-exempt United States stockholder, the stock is not otherwise used in an
unrelated trade or business, and we or Belvedere Trust Mortgage Corporation do not hold a residual interest in a
real estate mortgage investment conduit, or REMIC, that gives rise to “excess inclusion” income, as defined in
Section 860E of the tax code, dividend income on our stock and income from the sale of our stock should not be
unrelated business taxable income to a tax-exempt stockholder. However, if we or Belvedere Trust Mortgage
Corporation were to hold residual interests in a REMIC, or if we or a pool of our assets or Belvedere Trust
Mortgage Corporation’s assets were to be treated as a “taxable mortgage pool,” a portion of the dividends paid to
a tax-exempt stockholder may be subject to tax as unrelated business taxable income. Although we do not believe
that we, or any portion of our assets or Belvedere Trust Mortgage Corporation’s assets, will be treated as a
taxable mortgage pool, no assurance can be given that the IRS might not successfully maintain that such a
taxable mortgage pool exists.

For tax-exempt stockholders that are social clubs, voluntary employee benefit associations, supplemental
unemployment benefit trusts, and qualified group legal services plans exempt from federal income taxation under
Sections 501(c)(7), (c)(9), (c)(17) and (c)(20) of the tax code, respectively, income from an investment in our
stock will constitute unrelated business taxable income unless the organization is able to properly claim a
deduction for amounts set aside or placed in reserve for certain purposes so as to offset the income generated by
its investment in our stock. Any prospective and current investors should consult their tax advisors concerning
these “set aside” and reserve requirements.

Notwithstanding the above, however, a substantial portion of the dividends you receive may constitute
UBTI if we are treated as a “pension-held REIT” and you are a pension trust which:

e s described in Section 401(a) of the tax code; and

o holds more than 10%, by value, of the interests in the REIT.

Tax-exempt pension funds that are described in Section 401(a) of the tax code and exempt from tax under
Section 501(a) of the tax code are referred to below as “qualified trusts.”
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A REIT is a “pension-held REIT” if:

e it would not have qualified as a REIT but for the fact that Section 856(h)(3) of the tax code provides
that stock owned by a qualified trust shall be treated, for purposes of the 5/50 Rule, described above, as
owned by the beneficiaries of the trust, rather than by the trust itself; and

e either at least one qualified trust holds more than 25%, by value, of the interests in the REIT, or one or
more qualified trusts, each of which owns more than 10%, by value, of the interests in the REIT, holds
in the aggregate more than 50%, by value, of the interests in the REIT.

The percentage of any REIT dividend treated as unrelated business taxable income is equal to the ratio of:

e the unrelated business taxable income earned by the REIT, less directly related expenses, treating the
REIT as if it were a qualified trust and therefore subject to tax on unrelated business taxable income, to

* the total gross income, less directly related expenses, of the REIT.

A de minimis exception applies where the percentage is less than 5% for any year. As a result of the
limitations on the transfer and ownership of stock contained in our charter, we do not expect to be classified as a
“pension-held REIT.”

Taxation of Non-United States Stockholders

The rules governing federal income taxation of “non-United States stockholders” are complex and no
attempt will be made herein to provide more than a summary of these rules. “Non-United States stockholders”
means beneficial owners of shares of our stock that are not United States stockholders (as such term is defined in
the discussion above under the heading entitled “Taxation of Taxable United States Stockholders™).

PROSPECTIVE AND CURRENT NON-UNITED STATES STOCKHOLDERS SHOULD
CONSULT THEIR TAX ADVISORS TO DETERMINE THE IMPACT OF FOREIGN, FEDERAL,
STATE AND LOCAL INCOME TAX LAWS WITH REGARD TO AN INVESTMENT IN OUR STOCK
AND OF OUR ELECTION TO BE TAXED AS A REAL ESTATE INVESTMENT TRUST, INCLUDING
ANY REPORTING REQUIREMENTS.

Distributions to non-United States stockholders that are not attributable to gain from our sale or exchange of
United States real property interests, and that are not designated by us as capital gain dividends or retained
capital gains, will be treated as dividends of ordinary income to the extent that they are made out of our current
or accumulated earnings and profits. These distributions will generally be subject to a withholding tax equal to
30% of the distribution unless an applicable tax treaty reduces or eliminates that tax. However, if income from an
investment in our stock is treated as effectively connected with the non-United States stockholder’s conduct of a
United States trade or business, the non-United States stockholder generally will be subject to federal income tax
at graduated rates in the same manner as United States stockholders are taxed with respect to those distributions,
and also may be subject to the 30% branch profits tax in the case of a non-United States stockholder that is a
corporation. We expect to withhold tax at the rate of 30% on the gross amount of any distributions made to a
non-United States stockholder unless:

e alower treaty rate applies and any required form, for example IRS Form W-8BEN, evidencing
eligibility for that reduced rate is filed by the non-United States stockholder with us; or

e the non-United States stockholder files an IRS Form W-8ECI with us claiming that the distribution is
effectively connected income.

Any portion of the dividends paid to non-United States stockholders that is treated as excess inclusion
income will not be eligible for exemption from the 30% withholding tax or a reduced treaty rate.

Distributions in excess of our current and accumulated earnings and profits will not be taxable to non-
United States stockholders to the extent that these distributions do not exceed the adjusted basis of the
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stockholder’s stock, but rather will reduce the adjusted basis of that stock. To the extent that distributions in
excess of current and accumulated earnings and profits exceed the adjusted basis of a non-United States
stockholder’s stock, these distributions will give rise to tax liability if the non-United States stockholder would
otherwise be subject to tax on any gain from the sale or disposition of its stock, as described below. Because it
generally cannot be determined at the time a distribution is made whether or not such distribution may be in
excess of current and accumulated earnings and profits, the entire amount of any distribution normally will be
subject to withholding at the same rate as a dividend. However, amounts so withheld are creditable against
United States tax liability, if any, or refundable by the IRS to the extent the distribution is subsequently
determined to be in excess of our current and accumulated earnings and profits. We are also required to withhold
10% of any distribution in excess of our current and accumulated earnings and profits if our stock is a United
States real property interest because we are not a domestically controlled REIT, as discussed below.
Consequently, although we intend to withhold at a rate of 30% on the entire amount of any distribution, to the
extent that we do not do so, any portion of a distribution not subject to withholding at a rate of 30% may be
subject to withholding at a rate of 10%.

Distributions attributable to our capital gains which are not attributable to gain from the sale or exchange of
a United States real property interest generally will not be subject to income taxation, unless (1) investment in
our stock is effectively connected with the non-United States stockholder’s U.S. trade or business (or, if an
income tax treaty applies, is attributable to a U.S. permanent establishment of the non-United States stockholder),
in which case the non-United States stockholder will be subject to the same treatment as United States
stockholders with respect to such gain (except that a corporate non-United States stockholder may also be subject
to the 30% branch profits tax), or (2) the non-United States stockholder is a non-resident alien individual who is
present in the United States for 183 days or more during the taxable year and certain other conditions are
satisfied, in which case the non-resident alien individual will be subject to a 30% tax on the individual’s capital
gains.

For any year in which we qualify as a REIT, distributions that are attributable to gain from the sale or
exchange of a United States real property interest, which includes some interests in real property, but generally
does not include an interest solely as a creditor in mortgage loans or mortgage-backed securities, will be taxed to
a non-United States stockholder under the provisions of the Foreign Investment in Real Property Tax Act of
1980, or FIRPTA. Under FIRPTA, distributions attributable to gain from sales of United States real property
interests are taxed to a non-United States stockholder as if that gain were effectively connected with the
stockholder’s conduct of a United States trade or business. Non-United States stockholders thus would be taxed
at the normal capital gain rates applicable to stockholders, subject to applicable alternative minimum tax and a
special alternative minimum tax in the case of nonresident alien individuals. Distributions subject to FIRPTA
also may be subject to the 30% branch profits tax in the hands of a non-United States corporate stockholder. We
are required to withhold 35% of any distribution that we designate (or, if greater, the amount that we could
designate) as a capital gains dividend. The amount withheld is creditable against the non-United States
stockholder’s FIRPTA tax liability.

Beginning with our tax year starting January 1, 2005, a capital gain distribution from a REIT to a foreign
investor has been removed from the category of effectively connected income, provided that (i) the distribution is
received with respect to a class of stock that is regularly traded on an established securities market located in the
United States (our stock currently is so traded) and (ii) the foreign investor does not own more than 5% of the
class of stock at any time during the taxable year within which the distribution is received. In that case, the
foreign investor is not required to file a U.S. federal income tax return by reason of receiving such a distribution.
The distribution is to be treated as a REIT dividend to that investor, taxed as a REIT dividend that is not a capital
gain. Also, the branch profits tax does not apply to such a distribution.

Gains recognized by a non-United States stockholder upon a sale of our stock generally will not be taxed
under FIRPTA if we are a domestically-controlled REIT, which is a REIT in which at all times during a specified
testing period less than 50% in value of the stock was held directly or indirectly by non-United States
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stockholders. Because our stock is publicly traded, we cannot assure our investors that we are or will remain a
domestically-controlled REIT. Even if we are not a domestically-controlled REIT, however, a non-United States
stockholder that owns, actually or constructively, 5% or less of our stock throughout a specified testing period
will not recognize taxable gain on the sale of our stock under FIRPTA if the shares are traded on an established
securities market.

If gain from the sale of the stock were subject to taxation under FIRPTA, the non-United States stockholder
would be subject to the same treatment as United States stockholders with respect to that gain, subject to
applicable alternative minimum tax, a special alternative minimum tax in the case of nonresident alien
individuals, and the possible application of the 30% branch profits tax in the case of non-United States
corporations. In addition, the purchaser of the stock could be required to withhold 10% of the purchase price and
remit such amount to the IRS.

Gains not subject to FIRPTA will be taxable to a non-United States stockholder if:

e the non-United States stockholder’s investment in the stock is effectively connected with a trade or
business in the United States, in which case the non-United States stockholder will be subject to the
same treatment as United States stockholders with respect to that gain; or

e the non-United States stockholder is a nonresident alien individual who was present in the United
States for 183 days or more during the taxable year and other conditions are met, in which case the
nonresident alien individual will be subject to a 30% tax on the individual’s capital gains.

Information Reporting and Backup Withholding

If the proceeds of a disposition of our stock are paid by or through a U.S. office of a broker-dealer, the
payment is generally subject to information reporting and to backup withholding (currently at a rate of 28%)
unless the disposing non-United States stockholder certifies as to his name, address and non-U.S. status or
otherwise establishes an exemption. Generally, U.S. information reporting and backup withholding will not apply
to a payment of disposition proceeds if the payment is made outside the U.S. through a foreign office of a foreign
broker-dealer. If the proceeds from a disposition of our stock are paid to or through a foreign office of a U.S.
broker-dealer or a non-U.S. office of a foreign broker-dealer that is (i) a “controlled foreign corporation” for
federal income tax purposes, (ii) a foreign person 50% or more of whose gross income from all sources for a
three-year period was effectively connected with a U.S. trade or business, (iii) a foreign partnership with one or
more partners who are U.S. persons and who in the aggregate hold more than 50% of the income or capital
interest in the partnership, or (iv) a foreign partnership engaged in the conduct of a trade or business in the
United States, then (i) backup withholding will not apply unless the broker-dealer has actual knowledge that the
owner is not a foreign stockholder, and (ii) information reporting will not apply if the non-United States
stockholder satisfies certification requirements regarding its status as a foreign stockholder.

State, Local and Foreign Taxation

We may be required to pay state, local and foreign taxes in various state, local and foreign jurisdictions,
including those in which we transact business or make investments, and our stockholders may be required to pay
state, local and foreign taxes in various state, local and foreign jurisdictions, including those in which they reside.
Our state, local and foreign tax treatment may not conform to the federal income tax consequences summarized
above. In addition, a stockholder’s state, local and foreign tax treatment may not conform to the federal income
tax consequences summarized above. Consequently, prospective investors should consult their tax advisors
regarding the effect of state, local and foreign tax laws on an investment in our stock.

Possible Legislative or Other Actions Affecting Tax Considerations

Prospective investors and stockholders should recognize that the present U.S. federal income tax treatment
of an investment in our stock may be modified by legislative, judicial or administrative action at any time and
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that any such action may affect investments and commitments previously made. The rules dealing with U.S.
federal income taxation are constantly under review by persons involved in the legislative process and by the
Internal Revenue Service and the U.S. Treasury Department, resulting in revisions of regulations and revised
interpretations of established concepts as well as statutory changes. Revisions in U.S. federal tax laws and
interpretations thereof could adversely affect the tax consequences of an investment in our stock.

Item 2. PROPERTY

We sublease approximately 5,500 square feet of office space in Santa Monica, California under a sublease
agreement with Pacific Income Advisers, Inc. that expires in 2012. Belvedere Trust subleases approximately
2,300 square feet of office space in San Francisco, California, under an agreement with Keefe, Bruyette and
Woods, Inc. that expires July 31, 2008.

Item 3. LEGAL PROCEEDINGS

We are not a party to any material pending legal proceedings.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of security holders during the quarter ended December 31, 2004.
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PART II
Item 5. MARKET FOR REGISTRANT’S PREFERRED EQUITY, COMMON EQUITY AND
RELATED STOCKHOLDER MATTERS
Market Information

Our Series A Preferred Stock began trading under the symbol ANHPrA on the New York Stock Exchange
on November 8, 2004. The high and low sale prices for our preferred stock, as reported by the New York Stock
Exchange, during the year ended December 31, 2004 are as follows:

2004
High Low
FIrst QUATTET . .. oottt e et e e e e e e e e e e $ — $ —
Second QUATTET .. ..ottt ettt e e e $ — $ —
Third QUATTET . . . oottt e e e e e e $ — $ —
Fourth QUATter . . ... .ottt e e e e e $25.05 $24.60

Our Common Stock began trading under the symbol ANH on the New York Stock Exchange on May 9,
2003. Our common stock previously traded under the symbol ANH on the American Stock Exchange. Preceding
March 17, 1998, there had been no public market for our common stock. The high and low sale prices for our
common stock, as reported by the American and New York Stock Exchanges, for the periods indicated are as
follows:

2003 2004
High Low High Low
First QUArtEr . .. ..ottt ettt e e e e e $13.13 $11.41 $14.28 $13.35
Second QUATTET .. ..o\t o ittt et $15.65 $13.00 $14.05 $10.06
Third QuUarter . . . ... $16.55 $13.70 $12.15 $10.04
Fourth Quarter . ......... .. .. . e $15.19 $12.93 $11.49 $10.19

Holders

As of March 14, 2005 there were approximately 11 record holders of our Series A Preferred Stock. On
March 14, 2005, the last reported sale price of our Series A Preferred Stock on the New York Stock Exchange
was $25.49 per share. As of March 14, 2005 there were approximately 1,568 record holders of our Common
Stock. On March 14, 2005, the last reported sale price of our Common Stock on the New York Stock Exchange
was $9.60 per share.

30



Dividends

We pay cash dividends on a quarterly basis. The following table lists the cash dividends declared on each
share of our Series A Preferred Stock for 2004 and on each share of our Common Stock for our most recent two
fiscal years. The dividends listed below were based primarily on the board of directors’ evaluation of earnings
and consideration of actions necessary to maintain our REIT status for each listed quarter and were declared on
the date indicated:

Cash Dividends
Cash Dividends ~ Cash Dividends _*¢r Common Share
Per Per Date Dividends
Preferred Share Common Share Declared
2003
First Quarter ended March 31,2003 .............. $ — $0.45 April 16, 2003
Second Quarter ended June 30,2003 .............. $ — $0.45 July 17,2003
Third Quarter ended September 30,2003 .......... $ — $0.33 October 15, 2003
Fourth Quarter ended December 31, 2003(1) ....... $ — $0.33 December 17, 2003
2004
First Quarter ended March 31,2004 .............. $ — $0.38 April 12, 2004
Second Quarter ended June 30,2004 .............. $ — $0.33 July 2, 2004
Third Quarter ended September 30, 2004 .......... $ — $0.27 October 13, 2004
Fourth Quarter ended December 31, 2004(2) ....... $0.335417 $0.27 December 15, 2004

(1) The common stock dividend was paid on January 27, 2004 to holders of record as of the close of business
on December 31, 2003.

(2) The Series A Preferred Stock dividend was paid on January 18, 2005 to holders of record as of the close of
business on December 31, 2004. The Common Stock dividend was paid on January 27, 2005 to holders of
record as of the close of business on December 31, 2004.

Equity Compensation Plan Information

The following table provides information as of December 31, 2004 with respect to our common shares
issuable under our 2004 Equity Compensation Plan:

(¢) Number of
securities
remaining

available for
(a) Number of future issuance
securities to be (b) Weighted- under equity
issued upon average exercise compensation
exercise of price of plans (excluding
outstanding outstanding securities
options, warrants  options, warrants reflected in
Plan Category and rights and rights column (a))
Equity compensation plans approved by security
holders(l) . .....o oo 1,383,670 $12.042 1,639,804
Equity compensation plans not approved by security
holders(2) . ..... ... i N/A N/A N/A
Total ... 1,383,670 $12.042 1,639,804

(1) In May 2004, our stockholders adopted the Anworth Mortgage Asset Corporation 2004 Equity
Compensation Plan which amended and restated our 1997 Stock Option and Awards Plan. The plan
authorized the board of directors or a committee of our board to grant options to purchase of up to 3,500,000
of the outstanding shares of our common stock. The plan does not provide for automatic annual increases in
the aggregate share reserve or the number of shares remaining available for grant.

(2) The Company has not authorized the issuance of its equity securities under any plan not approved by
security holders.
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Item 6. SELECTED FINANCIAL DATA

The selected financial data as of December 31, 2004 and 2003 and for the years ended December 31, 2004,
2003 and 2002 are derived from our audited financial statements included in this Form 10-K. The selected
financial data as of December 31, 2002, 2001 and 2000 and for the years ended December 31, 2001 and 2000 are
derived from audited financial statements not included in this Form 10-K. You should read these selected
financial data together with “Management’s Discussion and Analysis of Financial Condition and Results of
Operations” and our audited and unaudited financial statements and notes thereto that are included in this Form

10-K beginning on page F-1.

Consolidated Statements of Income Data

Year Ended December 31,

2000 2001 2002 2003 2004

(amounts in thousands, except per share data)

Daysinperiod ......... ... 366 365 365 365 366
Interest income net of amortization of premium and discount ... $10,314 $10,768 $ 66,855 $100,077 $ 163,023
Interest eXpense . ... ... (8,674) (6,363) (29,576) (45,661) (97,949)
Net intereSt iNCOME . . ..o vttt et e e e e e 1,640 4,405 37,279 54,416 65,074
Gain on sales of securities .. .............. ... — 430 4,709 3,497 259
Net gain on derivative instruments . ....................... — — — — 340
EXPENSES vttt ettt e (379) (1,129) (10,318)  (7,718) (9,575)
Income from operations before minority interest ............. 1,261 3,706 31,670 50,195 56,098
Minority interest in net income of a subsidiary ............... — — — — (293)
NEtiNCOME . . .ottt ettt e et ettt $ 1,261 $ 3,706 $ 31,670 $ 50,195 $ 55,805
Dividend on preferred stock ............. ... .. .. . ... $ — $ — $ — 3 — % (369)
Net income available to common stockholders . .............. $ 1,261 $ 3,706 $ 31,670 $ 50,195 $ 55,436
Basic earnings per share available to common stockholders .... $ 054 $§ 152 $ 181 $§ 152 §$ 1.23
Average number of shares outstanding . .................... 2,331 2,442 17,461 32,927 45,244
Diluted earnings per share available to common stockholders ... $ 054 $§ 150 $ 180 $ 152 $ 1.22
Average number of diluted shares outstanding ............... 2,331 2,467 17,591 33,112 45,329
Preferred Stock dividends declared per share ................ $8 — $ — § — § — 50335417
Common Stock dividends declared per share(1) .............. $ 040 $ 164 $ 200 $ 156 $ 1.25
At December 31,
2000 2001 2002 2003 2004
(amounts in thousands, except per share data)
Consolidated Balance Sheets Data
Agency mortgage-backed securities, net .............. $134,880 $420,214 $2,430,103 $4,245,853 $4,588,541
Residential real estate loans .. ...................... $S — $ — 3 — 3 —  $2,628,334
Total assets . . ...t e $141,834 $424,610 $2,443,884 $4,263,274 $7,319,070
Repurchase agreements . .......................... $121,891 $325,307 $2,153,870 $3,775,691 $4,717,436
Whole loan financing facilities ..................... $ — 3 — 3 — 3 — $ 556,233
Mortgage-backed securities issued .................. $ — $ — 8 — —  $1,494,851
Total liabilities ... ..., $123,633 $369,613 $2,178,362 $3,805,877 $6,811,803
Stockholders’ equity ...............iiiiiii. .. $ 18,201 $ 54,997 $ 265,522 $ 457,397 $ 507,036
Number of common shares outstanding .............. 2,350 6,951 25,346 42,707 46,497
Book value pershare ................ ... $ 775 % 791 § 1048 $ 1071 $ 1031

ey

On September 26, 2000, our board of directors announced that, beginning with the third quarter of 2000,

dividends would generally be declared after each quarter-end rather than during the applicable quarter.
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

The following discussion should be read in conjunction with our financial statements included elsewhere in
this Form 10-K. This discussion contains forward-looking statements that involve risks and uncertainties. Our
actual results could differ materially from those anticipated in these forward-looking statements as a result of
various factors including those set forth under “Risk Factors” herein.

General

We were formed in October 1997 to invest primarily in mortgage-related assets including mortgage pass-
through certificates, collateralized mortgage obligations, mortgage loans and other securities representing
interests in, or obligations backed by, pools of mortgage loans which can be readily financed. We commenced
operations on March 17, 1998 upon the closing of our initial public offering. Our principal business objective is
to generate net income for distribution to stockholders based upon the spread between the interest income on our
mortgage-backed securities and mortgage loans and the costs of borrowing to finance our acquisition of
mortgage-backed securities and mortgage loans.

We are organized for tax purposes as a REIT. Accordingly, we generally distribute substantially all of our
earnings to stockholders without paying federal or state income tax at the corporate level on the distributed
earnings. As of December 31, 2004, our qualified REIT assets (real estate assets, as defined in the tax code, cash
and cash items and government securities) were greater than 90% of our total assets, as compared to the tax code
requirement that at least 75% of our total assets must be qualified REIT assets. Greater than 99% of our 2004
revenue qualifies for both the 75% source of income test and the 95% source of income test under the REIT
rules. We believe we met all REIT requirements regarding the ownership of our common stock and the
distributions of our net income. Therefore, we believe that we continue to qualify as a REIT under the provisions
of the tax code.

From the time of our inception through June 13, 2002, we were externally managed by Anworth Mortgage
Advisory Company, or the manager, pursuant to a management agreement. As an externally managed company,
we had no employees of our own and relied on the manager to conduct our business and operations. On June 13,
2002, the manager merged with and into our company. The merger was approved by a special committee
consisting solely of our independent directors, our full board of directors and the vote of a majority of our
stockholders. Upon the closing of the merger, the management agreement terminated.

The market value of our common stock issued, valued as of the consummation of the merger, in excess of
the fair value of the net tangible assets acquired has been accounted for as a non-cash charge to operating
income. Since we did not acquire tangible net assets from the manager in the merger, the non-cash charge
equaled the value of the consideration paid in the merger, which was approximately $3.2 million. This non-cash
charge did not reduce our taxable income, of which at least 90% must be paid as dividends to stockholders to
maintain our status as a REIT. It did, however, reduce our reportable net income. In addition, we incurred
$295,000 in merger-related expenses.

On November 3, 2003, we formed a wholly-owned subsidiary called Belvedere Trust Mortgage
Corporation, or Belvedere Trust. Belvedere Trust was formed to acquire, own and securitize mortgage loans,
with a focus on the high credit-quality jumbo adjustable-rate, hybrid and second-lien mortgage markets.
Belvedere Trust acquires mortgage loans, securitizes a substantial amount of those mortgage loans and then
retains a portion of those mortgage-backed securities, while selling the balance to third parties in the secondary
market. The mortgage-backed securities that are retained are purchased by a qualified REIT subsidiary to
maximize tax efficiency on the interest income on those securities. Belvedere Trust was formed as a qualified
REIT subsidiary, but it structures securitizations through taxable REIT subsidiaries (which generally are taxed as
C corporations subject to full corporate taxation), which in turn establish special purpose entities, or SPE, that
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issue securities through real estate mortgage investment conduit, or REMIC, trusts. Since its formation,
Belvedere Trust has become an increasingly important part of our overall operations and, as of December 31,
2004, Belvedere Trust’s assets comprised 37% of our overall assets. Through December 31, 2004, we had made
an investment of approximately $96 million in Belvedere Trust to capitalize its mortgage operations.

During the three months ended March 31, 2004, Belvedere Trust transferred approximately $253.0 million
of residential mortgage loans to a securitization trust, which was a qualified SPE, pursuant to a pooling and third
party servicing agreement. During the three months ended June 30, 2004, Belvedere Trust transferred
approximately $659.0 million of residential mortgage loans in two separate transactions to securitization trusts,
which were non-qualified SPEs, pursuant to pooling and third party servicing agreements. During the three
months ended September 30, 2004, Belvedere Trust transferred approximately $391.0 million of residential
mortgage loans to a securitization trust, which was a non-qualified SPE, pursuant to a pooling and third party
servicing agreement. During the three months ended December 31, 2004, Belvedere Trust transferred
approximately $1.1 billion of residential mortgage loans in two separate transactions to securitization trusts,
which were non-qualified SPEs, pursuant to pooling and third party servicing agreements.

In January 2003, the Financial Accounting Standards Board, or FASB, issued FASB Interpretation No. 46,
“Consolidation of Variable Interest Entities, an Interpretation of ARB No. 517 (FIN 46). In December 2003,
FASB issued FIN No. 46R which replaced FIN 46 and clarified ARB 51. This interpretation provides guidance
on how to identify a variable interest entity, or VIE, and when a company should include in its financial
statements the assets, liabilities and activities of a VIE. Under FIN 46, a company must consolidate a VIE when
it is considered to be its primary beneficiary. The primary beneficiary is the entity that will absorb a majority
(50% or more) of the risk of expected losses and/or receive most of the expected residual benefit from taking on
that risk. We disclose our interests in VIEs under FIN 46 in the “Investments in Residential Real Estate Loans”
footnote.

Belvedere Trust is externally managed by BT Management Company, L.L.C., or BT Management, a
Delaware limited liability company that is owned 50% by Anworth and 50% by the executive officers of
Belvedere Trust. BT Management manages Belvedere Trust through a management agreement with Belvedere
Trust pursuant to which BT Management manages the day-to-day operations of Belvedere Trust in exchange for
an annual base management fee and a quarterly incentive fee.

Belvedere Trust, through taxable REIT subsidiaries, acquires mortgage loans from various suppliers of
mortgage-related assets throughout the United States, including savings and loan associations, banks, mortgage
bankers and other mortgage lenders. Belvedere Trust may acquire mortgage loans directly from originators and
from entities holding mortgage loans originated by others. Belvedere Trust has built relationships with and
continues to expand upon a diversified network of mortgage loan originators. Belvedere Trust’s loan sourcing
efforts determine the quality, consistency and volume of loans that it purchases. Belvedere Trust targets the types
and attributes of the mortgage loans it seeks to acquire and holds these mortgage loans until a sufficient quantity
has been accumulated for securitization into high-quality mortgage-backed securities.

At December 31, 2004, we had total assets of $7.3 billion. Our portfolio consisted of $4.6 billion of agency
mortgage-backed securities allocated as follows: 31% agency adjustable-rate mortgage-backed securities, 64%
agency hybrid adjustable-rate mortgage-backed securities, 4% agency fixed-rate mortgage-backed securities and
1% agency floating-rate CMOs. Our non-agency mortgage-backed securities held at December 31, 2004 were
approximately $63 million, mostly retained from our first whole loan securitization. Mortgage loans held for
securitization at December 31, 2004 were $578 million and securitized mortgage loans were $2.05 billion. As of
December 31, 2004, Belvedere Trust’s assets comprised 37% of our overall assets, or approximately $2.7 billion
in mortgage-related assets. Our total equity at December 31, 2004 was $507 million. Common stockholders’
equity was approximately $480 million, or $10.31 per share. For the year ended December 31, 2004, we reported
net income of $55.8 million, or $1.22 per diluted share available to common stockholders.
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Results of Operations
Years Ended December 31, 2004 and 2003

For the year ended December 31, 2004, our net income was $55,805,000, or $1.22 per diluted share
available to common stockholders, based on an average of 45,329,000 shares outstanding. For the year ended
December 31, 2003, our net income was $50,195,000, or $1.52 per diluted share available to common
stockholders, based on an average of 33,112,000 shares outstanding.

Net interest income for the year ended December 31, 2004 totaled $65,074,000, or 39.9% of total interest
income, compared to $54,416,000, or 54.4% of total interest income, for the year ended December 31, 2003. Net
interest income is comprised of the interest income earned on mortgage investments less interest expense from
borrowings. Interest income net of premium amortization expense for the year ended December 31, 2004 was
$163,023,000, compared to $100,077,000 for the year ended December 31, 2003, an increase of 62.9%. Interest
expense for the year ended December 31, 2004 was $97,949,000, compared to $45,661,000 for the year ended
December 31, 2003, an increase of 114.5%. As a result of investing the proceeds of our common and preferred
stock offerings, our assets and borrowings and the related interest income and interest expense have increased
significantly during the year. Although the amortized cost of Anworth’s agency mortgage-backed securities
increased by 8.5%, from $4.25 billion to $4.61 billion, the large increase in our mortgage-related assets and
borrowings was due to the growth of Belvedere Trust, our wholly-owned subsidiary. Belvedere Trust, which was
formed in November 2003, now represents approximately 37% of our total assets. The larger percentage increase
in interest expense was due primarily to the increase in interest rates during the year.

Premium amortization expense for Anworth increased $8,685,000, or 22%, from $38,934,000 to
$47,619,000, and it was $3,784,000 for Belvedere Trust, during the year ended December 31, 2004 due to the
increase in assets. During the year ended December 31, 2003, the increase in premium amortization expense
resulted from an increase in the constant prepayment rate of our agency mortgage-backed securities resulting
primarily from an extremely high volume of mortgage refinancings driven by record-low interest rates. These
refinancings occurred mainly in the second quarter of 2003 and their net effect was realized through the increase
in premium amortization expense in the third quarter of 2003.

The table below shows the approximate constant prepayment rate of our agency mortgage-backed securities:

First Second Third Fourth

Quarter Quarter Quarter Quarter

2004 . 27% 42% 36% 29%
2003 . 35% 40% 46% 32%

During the year ended December 31, 2004, we realized a gain on sale of securities of $259,000, or 0.2% of
total interest income, compared to $3,497,000, or 3.5% of total interest income, during the year ended December
31, 2003. During the year ended December 31, 2004, we also realized a net gain on derivative instruments of
$340,000, or 0.2% of total interest income, and we did not have any gain or loss on these instruments during the
year ended December 31, 2003.

Total expenses were $9,575,000 for the year ended December 31, 2004, compared to $7,718,000 for the
year ended December 31, 2003. The increase of $1,857,000 in total expenses was due primarily to an increase in
compensation and benefit expenses of $786,000 (due primarily to staffing at Belvedere Trust and an increase in
salaries at the Company), an increase in the provision for loan losses of $591,000 (relating to the residential real
estate loans at Belvedere Trust) and an increase in other expense of $1,423,000, partially offset by a decrease in
incentive compensation expense of $943,000.

Other expenses for the year ended December 31, 2004 were $3,766,000, compared to $2,343,000 for the
year ended December 31, 2003. This increase was due primarily to an increase in professional service fees of
$426,000 (due primarily to the addition of Belvedere Trust and its lending and securitization activities), an
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increase in fees relating to residential real estate loan acquisitions and securitizations (Belvedere Trust) of
$528,000, an increase in software and implementation costs of $194,000 (due primarily to the demands of
Sarbanes-Oxley regulations), an increase in consulting fees of $182,000 (due primarily to Sarbanes-Oxley
regulations) and a net increase in other costs of $93,000 (due primarily to Belvedere Trust).

Years Ended December 31, 2003 and 2002

For the year ended December 31, 2003, our net income was $50,195,000, or $1.52 per diluted share, based
on an average of 33,112,059 shares outstanding. For the year ended December 31, 2002, our net income was
$31,670,000, or $1.80 per diluted share, based on an average of 17,590,888 shares outstanding. The decrease in
our earnings per share in 2003 over 2002 was due to an increase in premium amortization expense. The increase
in premium amortization expense resulted from an increase in the constant prepayment rate (“CPR”) of our
mortgage-backed securities, resulting primarily from an extremely high volume of mortgage refinancings driven
by the record-low interest rates. These refinancings occurred mainly in the second quarter and their net effect was
realized through the increase in premium amortization expense in the third quarter.

The table below shows the approximate constant prepayment rate of our mortgage assets:
First Second Third Fourth
Quarter Quarter Quarter Quarter

2003 35% 40% 46% 32%
2002 33% 33% 28% 33%

Net interest income for the year ended December 31, 2003 totaled $54,416,000, or 54.4% of total interest
income, compared to $37,279,000, or 55.8% of total interest income, for the year ended December 31, 2002. Net
interest income is comprised of the interest income earned on mortgage investments less interest expense from
borrowings. As a result of investing the proceeds of our common stock offerings, our assets and borrowing have
increased significantly from last year. This has resulted in a large increase in our income and interest expense in
2003 compared to 2002. Also, during the year ended December 31, 2003, we realized a net gain on the sale of
assets in the amount of $3,497,000, or 3.5% of total interest income, compared to $4,708,605, or 7.0% of total
interest income, during the year ended December 31, 2002.

For the year ended December 31, 2003, our operating expenses increased to $7,718,000, or 7.7% of total
interest income, from $4,701,227, excluding acquisition costs and fees paid to external management company, or
7.0% of total interest income, for the year ended December 31, 2002. This increase was due primarily to the
internalization of the management of our company and increased expenses associated with compensation paid
under our incentive compensation plan.

Financial Condition

At December 31, 2004, we held agency mortgage assets whose amortized cost was approximately $4.61
billion, consisting primarily of $4.38 billion of adjustable-rate mortgage-backed securities, $18 million of
floating rate CMOs and $206 million of fixed-rate mortgage-backed securities. This amount represents an
approximate 8.5% increase from the $4.25 billion held at December 31, 2003. Of the adjustable-rate agency
mortgage-backed securities owned by us, 33% were adjustable-rate pass-through certificates whose coupons reset
within one year. The remaining 67% consisted of hybrid adjustable-rate mortgage-backed securities whose
coupons will reset between one year and five years. Hybrid adjustable-rate mortgage-backed securities have an
initial interest rate that is fixed for a certain period, usually three to five years, and thereafter adjust annually for
the remainder of the term of the loan.
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Agency Securities

The following table presents a schedule of agency mortgage-backed securities at fair value owned at
December 31, 2004 and December 31, 2003, classified by type of issuer (dollar amounts in thousands):

At December 31, 2004 At December 31, 2003
Fair Portfolio Fair Portfolio
Agency Value Percentage Value Percentage
FannieMae (FNM) ......... ... .. .. $3,301,406 72.0% $2,984,941 70.3%
Freddie Mac (FHLMC) ........ ... ... ... ... ... ... ... 1,157,910 252% 1,059,517 25.0%
Ginnie Mae (GNMA) ...... ... ... 129,225 2.8% 201,395 4.7%
Total agency mortgage-backed securities ............. $4,588,541 100.0% $4,245,853 100.0%

The following table classifies our portfolio of agency mortgage-backed securities owned at December 31,
2004 and December 31, 2003, by type of interest rate index (dollar amounts in thousands):

At December 31, 2004 At December 31, 2003
Fair Portfolio Fair Portfolio

Index Value Percentage Value Percentage
One-month LIBOR . ....... ... ... ... ... . ... ......... $ 18,584 04% $ 30,184 0.7%
Six-month LIBOR .. ....... ... ... ... ... . ... ......... 20,008 0.5% 17,131 0.4%
One-year LIBOR .. ... ... .. ... . .. .. .. .. 2,251,782 49.1% 1,439,064 33.9%
Six-month Certificate of Deposit ....................... 6,402 0.1% 8,831 0.2%
Six-month Constant Maturity Treasury .................. 1,648 0% 1,874 0%
One-year Constant Maturity Treasury ................... 2,006,235 43.7% 2,241,179 52.8%
Costof Funds Index . ........... .. .. 82,367 1.8% 105,854 2.5%
Fixed-Rate ... ... ... .. ... . . . 201,515 4.4% 401,736 9.5%

Total agency mortgage-backed securities ............. $4,588,541 100.0% $4,245,853 100.0%

The fair values indicated do not include interest earned but not yet paid. With respect to our hybrid
adjustable-rate mortgage-backed securities, the fair value of these securities appears on the line associated with
the index based on which the security will eventually reset, once the initial fixed interest rate period has expired.

Our total agency portfolio had a weighted average coupon of 4.28% at December 31, 2004. The average
coupon of the adjustable-rate securities was 4.13%, the hybrid average coupon was 4.30%, the CMO floaters
average coupon was 3.22% and the average coupon of the fixed-rate securities was 5.12%.

At December 31, 2004, the unamortized net premium paid for our mortgage-backed securities was $111
million.

We analyze our mortgage-backed securities and the extent to which prepayments impact the yield of the
securities. When the rate of prepayments exceeds expectations, we amortize the premiums paid on mortgage
assets over a shorter time period, resulting in a reduced yield to maturity on our mortgage assets. Conversely, if
actual prepayments are less than the assumed constant prepayment rate, the premium would be amortized over a
longer time period, resulting in a higher yield to maturity.

As of December 31, 2004, the average amortized cost of our agency mortgage-related assets was 102.5%,
the average amortized cost of the adjustable-rate securities was 102.5% and the average amortized cost of the
fixed-rate securities was 102.9%. Relative to our agency MBS portfolio, as of December 31, 2004, the average
interest rate on outstanding repurchase agreements was 2.25% and the average days to maturity was 184 days.
After adjusting for interest rate swap transactions, the average interest rate on outstanding repurchase agreements
was 2.34% and the weighted average term to next rate adjustment was 304 days.

37



Residential Real Estate Loans (Belvedere Trust)

Residential real estate loans held for securitization and held in securitization trusts are reflected in the
financial statements at their amortized cost. At December 31, 2004, residential real estate loans consisted of the

following (in thousands):

Residential Real Estate Loans

Principal balance

Unamortized premium and expenses

Carrying value

Residential
Real Estate Residential Real Total Residential
Loans Pending Estate Loans, Real Estate
Securitization Securitized Loans
$566,748 $2,015,175 $2,581,923
11,184 35,227 46,411
$577,932 $2,050,402 $2,628,334

As of December 31, 2004, residential real estate loans consisted of the following (in thousands)

Loan Description

First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate
First Lien Adjustable-Rate
Residential Real Estate

Delinquent Delinquent

Interest Rate Maturity Principal Balance Balance
Type Interest Rate Date Balance (30 Days) (60+ Days)
Moving
Treasury
Average ARM 1.000% — 6.000% 2034 —2035 $ 492,003 $§ — $ —
1-Month ARM 1.000% — 5.750% 2034 153,546 — —
6-Month ARM 2.250% — 6.750% 2033 — 2035 549,270 1,939 —
1-Year ARM  3.625% —7.125% 2033 — 2034 8,600 — —
3-Year Hybrid 2.875% — 7.000% 2033 — 2035 359,181 3,838 110
5-Year Hybrid 3.375% —7.125% 2033 — 2035 777,493 5,406 350
7-Year Hybrid 3.750% — 6.625% 2033 — 2035 217,700 1,219 754
10-Year Hybrid 4.500% — 6.750% 2034 —2035 24,130 — —
$2,581,923 $12,402 $1,214
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As of December 31, 2004, the residential real estate loans consisted of the following (in thousands):

Number of Principal
Range of Carrying Amounts of Loans Loans Balance
0800 . 261 $ 16,976
B100-8149 ..o 779 97,545
BI50-8100 .. 760 131,914
B200-8249 ..o 719 160,615
2508209 . 585 159,731
B300-8340 ..o 634 206,815
B350-8300 .. 804 301,503
BA00-8449 . . 611 258,586
4508400 . . 474 224,893
5008749 . 1,030 607,384
7508909 . .. 275 243,157
1,000 & Greater .. ... ..ottt 140 172,804

7,072 $2,581,923

The weighted average coupon on whole loans which we have securitized was 4.30% at December 31, 2004.

December 31,

Geographic Concentration 2004

Southern California . .. .......... ... . .. . . . 32%
Northern California . ... ... .. ... . .. . . . i 21%
Florida . . .. ... 6%
VILZINIA « ottt e e e 4%
THHNOIS . . ..o 3%
Colorado . ... ... 3%
Michigan . . ... ... 3%
Nevada . ... 3%
Other states (none greater than 2%) ... ........ ..ot . 25%
Total: . .o e 100%

Our residential real estate loan portfolio of $2.63 billion as of December 31, 2004 includes $578 million of
loans pending securitization and $2.05 billion in loans which have been securitized. The securitized residential
real estate loans serve as collateral for $1.49 billion of mortgage-backed securities issued and $545 million of
repurchase agreement financings. Belvedere Trust structures securitization transactions primarily through special
purpose entities (such as real estate mortgage investment conduit, or REMIC, trusts). The principal business
activity involves issuing various series of mortgage-backed securities (in the form of pass-through certificates or
bonds collateralized by residential real estate loans). The collateral specific to each mortgage-backed securities
series is the sole source of repayment of the debt and, therefore, our exposure to loss is limited to our net
investment in the collateral. Although the $2.05 billion of residential real estate loans which have been
securitized are consolidated on our balance sheets, the special purpose entities that hold such loans, including
BellaVista Funding Corporation, are legally separate from us and Belvedere Trust. Consequently, the assets of
these special purpose entities (including the securitized mortgage loans) are not available to our creditors or to
creditors of Belvedere Trust, and such mortgage loans are not assets of Anworth or of Belvedere Trust. Only our
interest in the securities issued by the special purpose entities are legal assets of Anworth and Belvedere Trust.
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At December 31, 2004, Belvedere Trust owned approximately $578 million in loans held for securitization.
This figure includes the face amount of the mortgages as well as accrued interest and premium or discount. The
loans consist of adjustable-rate single-family residential mortgages and hybrid single-family mortgages with
initial fixed-rate periods of three to ten years.

Hedging

We periodically enter into derivative transactions, in the form of forward purchase commitments and
interest rate swaps, which are intended to hedge our exposure to rising rates on funds borrowed to finance our
investments in securities. We designate these transactions as cash flow hedges. We also enter into derivative
transactions, in the form of forward purchase commitments, which are not designated as hedges. To the extent
that we enter into hedging transactions to reduce our interest rate risk on indebtedness incurred to acquire or
carry real estate assets, any income or gain from the disposition of hedging transactions should be qualifying
income for purposes of the 95% gross income test, but not the 75% gross income test.

As part of our asset/liability management policy, we may enter into hedging agreements such as interest rate
caps, floors or swaps. These agreements would be entered into to try to reduce interest rate risk and would be
designed to provide us with income and capital appreciation in the event of certain changes in interest rates. We
review the need for hedging agreements on a regular basis consistent with our capital investment policy. At
December 31, 2004, we were a counter-party to swap agreements, which are derivative instruments as defined by
FASB 133 and FASB 138, with an aggregate notional amount of $400 million and an average maturity of 3.6
years. We utilize swap agreements to manage interest rate risk and do not anticipate entering into derivative
transactions for speculative or trading purposes. In accordance with the swap agreements, we pay a fixed rate of
interest during the term of the swap agreements and receive a payment that varies with the three-month LIBOR
rate. At December 31, 2004, there were unrealized gains of approximately $4.1 million on our swap agreements.

During the year ended December 31, 2004, we also entered into Eurodollar transactions in order to mitigate
the impact of rising interest rates on planned securitization funding. There is typically a time difference between
the date we enter into an agreement to purchase whole loans and the date on which we fix the interest rates paid
for securitization financing. We are exposed to interest rate fluctuations during this period. In order to mitigate
this risk, we hedge our position using Eurodollar futures. Once the financing rates on the securitization are fixed,
we remove the hedge positions. In accordance with FASB 133, we recognize the change in value of the projected
cash flows on loans that we have purchased and loans that we have committed to purchase as well as the change
in value of the hedge instruments. The difference between these changes in value (the hedging ineffectiveness) is
included in income during the current period. For the year ended December 31, 2004, there were recognized
gains, net of recognized losses, of $340,000.

Liquidity and Capital Resources

Our primary source of funds consists of repurchase agreements, relative to our agency MBS portfolio, which
totaled $4.17 billion at December 31, 2004 and Belvedere Trust’s repurchase agreements, which totaled
$545 million at December 31, 2004. Belvedere Trust also had $556 million in whole loan financing facilities at
December 31, 2004. Our other significant source of funds for the year ended December 31, 2004 consisted of
payments of principal from our agency mortgage securities portfolio in the amount of $1.75 billion and
$141 million from our residential real estate loans.

Relative to our agency MBS portfolio, as of December 31, 2004, all of our repurchase agreements were
fixed-rate term repurchase agreements with original maturities ranging from one to twenty-four months.
Belvedere Trust enters into its own repurchase agreements. As of December 31, 2004, other than three
repurchase agreements that reprice monthly subject to a cap, all of Belvedere Trust’s repurchase agreements were
fixed-rate term repurchase agreements with original maturities ranging from one to thirty-six months. On
December 31, 2004, we had borrowing arrangements with 19 different financial institutions and had borrowed
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funds under repurchase agreements with 13 of these firms. As the repurchase agreements mature, we enter into
new repurchase agreements to take their place. Because we borrow money based on the fair value of our
mortgage-backed securities and because increases in short-term interest rates can negatively impact the valuation
of mortgage-backed securities, our borrowing ability could be reduced and lenders may initiate margin calls in
the event short-term interest rates increase or the value of our mortgage-backed securities declines for other
reasons. We had adequate cash flow, liquid assets and unpledged collateral with which to meet our margin
requirements during the year ended December 31, 2004.

We acquire residential mortgage loans from third party originators, including banks and other mortgage
lenders, through our Belvedere Trust subsidiary. Belvedere Trust structures securitization transactions primarily
through special purpose entities (such as real estate mortgage investment conduit, or REMIC, trusts). The
principal business activity involves issuing various series of mortgage-backed securities (in the form of pass-
through certificates or bonds collateralized by residential real estate loans). The collateral specific to each
mortgage-backed securities series is the sole source of repayment of the debt and, therefore, our exposure to loss
is limited to our net investment in the collateral. During the three months ended December 31, 2004, Belvedere
Trust transferred approximately $1.1 billion of residential mortgage loans in two separate transactions to
securitization trusts, which were non-qualified SPEs, pursuant to pooling and third party servicing agreements.
During the three months ended September 30, 2004, we transferred approximately $391 million of residential
mortgage loans to a securitization trust, which was a non-qualified SPE, pursuant to a pooling and third party
servicing agreement dated as of July 1, 2004. During the three months ended June 30, 2004, we transferred
approximately $345 million of residential mortgage loans (of which $147 million were purchased during the
second quarter of 2004) to a securitization trust, which was a non-qualified SPE, pursuant to a pooling and third
party servicing agreement dated as of April 1, 2004, and we acquired approximately $314 million of residential
mortgage loans which were transferred to a securitization trust pursuant to a pooling and third party servicing
agreement dated as of May 1, 2004. The servicing of the mortgage loans is performed by third parties under
servicing arrangements that resulted in no servicing asset or liability.

Five of the six securitization transactions in the year ended December 31, 2004 were accounted for as
financings. The residential real estate loans remain as assets on our balance sheet subsequent to securitization,
and the financing resulting from these securitizations is shown on our consolidated balance sheets as “mortgage-
backed securities issued.”

During the three months ended March 31, 2004, we transferred approximately $253 million of residential
mortgage loans to a securitization trust, which was a qualified SPE, pursuant to a pooling and third party
servicing agreement dated as of February 1, 2004. The transaction was accounted for as a sale. The securities are
carried at amortized cost, adjusted for fair market valuation based on quoted market prices. As these securities
include first loss security, we bear the credit risk associated with these mortgages. The principal balance
outstanding, at December 31, 2004, of all the securities from this transaction was $179 million; the amount
derecognized was $134 million and the amount recognized as our retained securities was $45 million. The
delinquent amount of all the principal balances from this transaction was $3 million and there have been no credit
losses to date.

In the future, we expect that our primary sources of funds will continue to consist of borrowed funds under
repurchase agreement transactions with one to twenty-four month maturities and of monthly payments of
principal and interest on our mortgage-backed securities portfolio. Our liquid assets generally consist of
unpledged mortgage-backed securities, cash and cash equivalents.

On April 21, 2004, we entered into a sales agreement with Cantor Fitzgerald & Co. (“Cantor”) to sell up to
6.0 million shares of common stock from time to time through a controlled equity offering program under which
Cantor will act as sales agent. Sales of the shares will be made on the New York Stock Exchange by means of
ordinary brokers’ transactions at market prices and through privately negotiated transactions. We intend to make
such sales when we believe the issuance of stock would be accretive to our stockholders. Through December 31,
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2004, we sold 292,500 shares under the controlled equity offering program which provided net proceeds to us of
approximately $3.2 million. The sales agent received an aggregate of approximately $99,000, which represents a
commission of 3% on the gross sales price per share under the sales agreement through December 31, 2004.

During the year ended December 31, 2004, we had raised approximately $41.6 million in capital under our
Dividend Reinvestment and Stock Purchase Plan and various officers and employees exercised stock options to
purchase approximately 68,000 shares, resulting in proceeds to us of approximately $0.6 million.

At December 31, 2004, our authorized capital included 20 million shares of $0.01 par value preferred stock.
During the quarter ended December 31, 2004, we issued 1,101,300 shares of Series A preferred stock, par value
$0.01 per share, liquidation preference $25.00 per share, resulting in net proceeds to us of approximately $26.4
million.

As of December 31, 2004, Belvedere Trust has entered into commitments to purchase mortgage loans in the
amount of $351 million and whole loan financing facilities which provide for up to $850 million in financing
secured by single-family mortgage loans. At December 31, 2004, Belvedere Trust has borrowed $556 million
under the facilities, secured by mortgage loans held for securitization with a face value of $567 million.

Off-Balance Sheet and Contractual Arrangements

The following table represents the Company’s contractual obligations as of December 31, 2004 (in
thousands):

Payments Due By Period
Less Than More Than
Total 1 Year 1-3 Years 3-5 Years 5 Years
Repurchase agreements
(Anworth Mortgage(1)) ................. $4,172,930 $3,705,930 $ 467,000 $§ — $ —
Repurchase agreements (Belvedere Trust(1)) .. 544,506 275,631 268,875 — —
Whole loan financing facilities . ............. 556,233 556,233 — — —
Mortgage-backed securities issued(2) ........ 1,494,851 373,523 490,249 275,765 355,314
Purchase commitments . ................... 350,513 350,513 — — —
Total(3) ... ..o $7,119,033  $5,261,830 $1,226,124 $275,765 $355,314

(1) These represent amounts due by maturity.

(2) Principal is paid on the mortgage-backed securities issued following receipt of principal payments on the
loans. For the table above, the principal payments have been estimated based on prepayment assumptions.
The actual principal paid in each year will be dependent upon the principal received on the underlying loans.

(3) This does not include annual compensation agreements, leases and incentive compensation agreements
which are more fully described in Note 9.

Stockholders’ Equity

We use available-for-sale treatment for our agency mortgage-backed securities which are carried on our
balance sheet at fair value rather than historical cost. Real estate loans are carried at historical cost. Based upon
these treatments, our total equity base at December 31, 2004 was $507 million. Common stockholders’ equity
was approximately $480 million, or $10.31 book value per share.

Under our available-for-sale accounting treatment, unrealized fluctuations in fair values of assets do not
impact GAAP income or taxable income but rather are reflected on the balance sheet by changing the carrying
value of the asset and reflecting the change in stockholders’ equity under Accumulated Other Comprehensive
Income, Unrealized Gain (Loss) on Available-for-Sale Securities.
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As a result of this mark-to-market accounting treatment, our book value and book value per share are likely
to fluctuate far more than if we used historical amortized cost accounting on all of our assets. As a result,
comparisons with some companies that use historical cost accounting for all of their balance sheet may not be
meaningful.

Unrealized changes in the fair value of mortgage-backed securities have one significant and direct effect on
our potential earnings and dividends: positive mark-to-market changes will increase our equity base and allow us
to increase our borrowing capacity while negative changes will tend to reduce borrowing capacity under our
capital investment policy. A very large negative change in the net market value of our mortgage-backed
securities might reduce our liquidity, requiring us to sell assets with the likely result of realized losses upon sale.
Accumulative Other Comprehensive Income, Unrealized Loss on Available-for-Sale Agency Securities was
$45.5 million or 1% of the amortized cost of agency mortgage-backed securities at December 31, 2004. This,
along with Accumulative Other Comprehensive Gain, Derivatives, of $4.1 million, and Accumulative Other
Comprehensive Loss, Other MBS, of $1.2 million, constitute the total Accumulative Other Comprehensive Loss
of $42.6 million.

Critical Accounting Policies

Management has the obligation to ensure that its policies and methodologies are in accordance with
generally accepted accounting principles. Management has reviewed and evaluated its critical accounting
policies and believes them to be appropriate.

The preparation of financial statements in accordance with generally accepted accounting principles requires
management to make estimates and assumptions in certain circumstances that affect amounts reported in the
accompanying financial statements. In preparing these financial statements, management has made its best
estimates and judgments of certain amounts included in the financial statements, giving due consideration to
materiality. We do not believe that there is a great likelihood that materially different amounts would be reported
related to accounting policies described below. Nevertheless, application of these accounting policies involves
the exercise of judgment and use of assumptions as to future uncertainties and, as a result, actual results could
differ from these estimates.

Our accounting policies are described in Note 1 to our financial statements. Management believes the more
significant of these to be as follows:

Revenue Recognition

The most significant source of our revenue is derived from our investments in mortgage-backed securities.
We reflect income using the effective yield method which, through amortization of premiums and accretion of
discounts at an effective yield, recognizes periodic income over the estimated life of the investment on a constant
yield basis, as adjusted for estimated prepayment activity. Management believes our revenue recognition policies
are appropriate to reflect the substance of the underlying transactions.

Interest income on our mortgage-backed securities is accrued based on the actual coupon rate and the
outstanding principal amount of the underlying mortgages. Premiums and discounts are amortized or accreted
into interest income over the expected lives of the securities using the effective interest yield method adjusted for
the effects of estimated prepayments based on the Statement of Financial Accounting Standards, or SFAS, No.
91, “Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial
Direct Costs of Leases,” an amendment of FASB Statements No. 13, 60, and 65 and a rescission of FASB
Statement No. 17. Our policy for estimating prepayments speeds for calculating the effective yield is to evaluate
historical performance, street consensus prepayment speeds and current market conditions. If our estimate of
prepayments is incorrect, we may be required to make an adjustment to the amortization or accretion of
premiums and discounts that would have an impact on future income.
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Allowance for Loan Losses

We establish and maintain an allowance for estimated loan losses inherent in our residential real estate loan
portfolio. The loan loss reserves are based upon our assessment of various factors affecting the credit quality of
our assets including, but not limited to, the characteristics of the loan portfolio, review of loan level data,
borrowers’ credit scores, delinquency and collateral value. The reserves are reviewed on a regular basis and
adjusted as deemed necessary. The allowance for loan losses on our real estate loans is established by taking loan
loss provisions through our consolidated statements of income.

Valuation of Investment Securities

We carry our investment securities on the balance sheet at fair value. The fair values of our mortgage-
backed securities are generally based on market prices provided by certain dealers who make markets in such
securities. The fair values of other marketable securities are obtained from the last reported sale of such securities
on its principal exchange or, if no representative sale is reported, the mean between the closing bid and ask
prices. If, in the opinion of management, one or more securities prices reported to us are not reliable or
unavailable, management estimates the fair value based on characteristics of the security it receives from the
issuer and available market information. The fair values reported reflect estimates and may not necessarily be
indicative of the amounts we could realize in a current market exchange. Losses on securities classified as
available-for-sale, which are determined by management to be other than temporary in nature, are reclassified
from accumulated other comprehensive income to current operations.

In March 2004, the Emerging Issues Task Force (EITF) of the FASB reached a consensus on Issue 03-1,
“The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments”. This EITF
applies to all debt and equity securities currently accounted for under FASB 115, “Accounting for Certain
Investments in Debt and Equity Securities”. EITF 03-1 requires an evaluation of whether impairment is other
than temporary. An impairment loss is equal to the difference between the investment’s cost and fair value. An
impairment is considered other than temporary if the investor does not have the ability and intent to hold for a
reasonable period of time sufficient for recovery of fair value and if it is probable that the investor will be unable
to collect all contractual amounts due or if the impairment is considered other than a minor impairment. A minor
impairment is considered 5% or less of value. For ordinary debt securities with no credit problems where the
decrease in fair value is caused solely by rising interest rates, an impairment is deemed other than temporary
unless the investor has the ability and intent to hold for a reasonable period of time sufficient for recovery of fair
value or if it is considered a minor impairment. The Company has reviewed its securities portfolio and does not
consider those securities that have been in a continuous loss position for 12 months or more to be other than
temporarily impaired due to the fact that they are government-sponsored agency securities with limited credit
risk and the Company has the ability and intent to hold these securities until a forecasted recovery, which may
mean until maturity. The FASB suspended the effective date of the consensus, other than disclosure
requirements.

Variable Interest Entities

In January 2003, the Financial Accounting Standards Board, or FASB, issued FASB Interpretation No. 46,
“Consolidation of Variable Interest Entities, an Interpretation of ARB No. 517 (FIN 46). In December 2003,
FASB issued FIN No. 46R which replaced FIN 46 and clarified ARB 51. This interpretation provides guidance
on how to identify a variable interest entity, or VIE, and when a company should include in its financial
statements the assets, liabilities and activities of a VIE. Under FIN 46, a company must consolidate a VIE when
it is considered to be its primary beneficiary. The primary beneficiary is the entity that will absorb a majority
(50% or more) of the risk of expected losses and/or receive most of the expected residual benefit from taking on
that risk.

Belvedere Trust structures securitization transactions primarily through non-qualified special purpose
entities (such as real estate mortgage investment conduit, or REMIC, trusts). The principal business activity
involves issuing various series of mortgage-backed securities (in the form of pass-through certificates or bonds
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collateralized by residential real estate loans). The collateral specific to each series of mortgage-backed securities
is the sole source of repayment of the debt and, therefore, our exposure to loss is limited to our net investment in
the collateral. Under FIN 46, these interests in non-qualified special purpose entities are deemed to be VIEs and
we are considered the primary beneficiary. In addition, we consolidate our interest in loans financed through
warehouse agreements where we are acquiring assets prior to securitization. We disclose our interests in VIEs
under FIN 46 in the Investments in Residential Real Estate Loans footnote.

Income Taxes

Other than Belvedere Trust Finance Corporation, BT Finance, as noted below, our financial results do not
reflect provisions for current or deferred income taxes. Management believes that we have and intend to continue
to operate in a manner that will continue to allow us to be taxed as a REIT and as a result does not expect to pay
substantial corporate level taxes. Many of these requirements, however, are highly technical and complex. If we
were to fail to meet these requirements, we would be subject to federal income tax.

BT Finance, our indirect wholly-owned subsidiary, is a taxable REIT subsidiary and may be liable for
corporate income tax expenses.

Subsequent Events

On January 19, 2005, we entered into an Amended and Restated Sales Agreement with Cantor to sell up to
2.0 million shares of our Series A Preferred Stock, and up to 5.7 million shares of our Common Stock, from time
to time through a controlled equity offering program under which Cantor acts as sales agent. The agreement
amended and restated the Sales Agreement that we entered into on April 21, 2004 with Cantor. Sales of the
shares of our Series A Preferred Stock and Common Stock are made on the New York Stock Exchange by means
of ordinary brokers’ transactions at market prices and through privately negotiated transactions. From
January 19, 2005 through March 14, 2005, we sold 509,200 shares of Series A Preferred Stock under the
controlled equity offering program which provided net proceeds to us of approximately $12.6 million. The sales
agent received an aggregate of approximately $337,000, which represents an average commission of
approximately 2.6% on the gross sales price per share.

On January 28, 2005, BellaVista Funding Corporation completed a securitization of mortgage-backed
securities backed by adjustable-rate and hybrid mortgage loans. The total amount of the securities underwritten
was approximately $898 million. These mortgage loans were purchased by BellaVista Funding Corporation from
Belvedere Trust Finance Corporation, another of our wholly-owned indirect subsidiaries. Belvedere Trust has
previously completed six other securitizations of mortgage loans and, since its formation, has securitized $3.3
billion of mortgage loans.
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RISK FACTORS

An investment in our stock involves a number of risks. Before making a decision to purchase our securities,
you should carefully consider all of the risks described in this annual report. If any of the risks discussed in this
annual report actually occur, our business, financial condition and results of operations could be materially
adversely affected. If this were to occur, the trading price of our securities could decline significantly and you
may lose all or part of your investment.

General Risks Related to Our Business

Our leveraging strategy increases the risks of our operations.

Relative to our investment grade agency mortgage-backed securities, we generally borrow between eight
and twelve times the amount of our equity, although our borrowings may at times be above or below this amount.
We incur this leverage by borrowing against a substantial portion of the market value of our mortgage-related
assets. Use of leverage can enhance our investment returns. Leverage, however, also increases risks. In the
following ways, the use of leverage increases our risk of loss and may reduce our net income by increasing the
risks associated with other risk factors, including a decline in the market value of our mortgage-backed securities
or a default of a mortgage-rela