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Our mission is to consistently produce superior returns for our investors and to deliver exceptional
service to our borrowers, clients and partners. As a lender, we execute sophisticated transactions and
implement capital solutions on behalf of borrowers who include the leading owners and operators in the
business. As an investor, we combine our broad real estate experience, unique capital markets expertise
and extensive network of contacts to create products that generate high risk adjusted returns. We execute
our business both as a balance sheet investor and as an invéstment manager through our CT Mezzanine
Partners family of funds. Capital Trust, Inc. is traded on the New York Stock Exchange under the symbol

“CT.” The company is headquartered in New York City.




We began the year by unveiling a new strategic
vision and corporate structure for Capital Trust.
The vision: a focused company that acts as
both a balance sheet investor and investment
manager, specializing in credit-driven financial
products that produce superior risk adjusted

returns.| The structure: a real estate investment

trust, wpich allows us to pay significant divi-
dends t}l) our shareholders on a tax efficient
basis thile continuing to grow both our balance
sheet and our third party assets under manage-

ment. Ii’he result: in 2003, our shareholders
realized a 57% return, inclusive of $1.80 per
share ir‘z dividends, and we believe that there is

more te come.

In 2003, we made solid progress in growing
both our balance sheet and investment man-
agemelJnt businesses. We re-started our corporate
investrr‘lent program in the late spring, collec-
tively adding approximately $150 million (gross)
of new} loans and investments to our balance
sheet by year-end. We restructured our invest-
ment management venture with Citigroup and
successfully raised $425 million of committed

equity capital for CT Mezzanine Partners 111,

the third in our series of private equity funds.

TO OUR SHAREHOLDERS:

All of this was accomplished in a challenging
environment, characterized by weak funda-
mentals in the property markets and fierce

competition in the capital markets.

Our current mezzanine investment strategies
are executed in part for our own balance sheet
and in part on behalf of our funds under man-
agement. Broadly defined, we invest in subor-
dinate commercial mortgage-backed securities
and make mezzanine debt investments in com-
mercial real estate properties, portfolios and
operating comparies that are junior to the first
mortgage and senior to the borrower’s equity.
Our program focuses on intense credit analysis
and structuring in order to create attractive
risk adjusted return opportunities. These invest-
ments are generally in the 50-85% “last dollar”
loan-to-value range and are secured by core
property types such as office, retail, hotel and
multifamily. Today, we are a recognized leader
in the commercial real estate mezzanine sector
with an unparalleled track record, having closed
in excess of $3.4 billion of investments in more
than 100 transactions with less than a 1% loss

experience in the aggregate.




On the corporate front, we executed a 1-for-3
reverse stock split in April, successfully sold
1.1 million common shares in a private place-
ment in June, and began the process of raising
the awareness of the “new” Capital Trust in the
public equity markets. As part of that campaign,
we have enhanced the disclosure that we include
in our financial statements and public filings,
with the belief that greater detail and trans-
parency will allow investors to better under-

stand and value our business.

Management and the Board are extrémely
excited about the potential to create a signifi-
cant public enterprise that consistently pro-
duces superior returns for its shareholders and
clients. The basic business plan is to keep doing
what we have been doing: first, originating loans
and investments for our balance sheet that
generate a growing stream of net interest mar-
gin with low volatility; and second, spbnsoring
and managing our CT Mezzanine Partners funds
for institutional and high-net-worth investors,
producing a steady flow of base management
fees and, over time, a recurring harvest of

incentive management fees that represent our

share of profits. Along the way, we believe that
we can expand into new products by develop-
ing additional balance sheet and investment
management strategies that leverage our core
skills in credit underwriting and sophisticated
financial structuring. We also recognize a need
to sequentially increase our scale, float and
liquidity, so interested investors have an

opportunity to buy into our story.

With the framework now set, we. are ready to

meet the challenge.

Thank you for your continued support.

./

Samuel Zell

Chairman of the Board of Directors

Sy

John R. Klopp
Chief Executive Officer
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CAPITAL TRUST, INC. AND SUBSIDIARIES
SELECTED FINANCIAL DATA

The following table sets forth selected consolidated financial data, which was derived from our historical consolidated financial
statements included in our Annual Reports on Form 10-K for the years then ended.

Prior to March 8, 2000, we did not serve as investment manager for any funds under management and only our historical financial
data as of and for the years ended after December 31, 1999 reflects the operating results from our investment management business.

You should read the following information together with the information contained under the caption “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” below and the consolidated financial statements and the notes
thereto included below.

Years Ended December 31,

2003 2002 2001 2000 1999

(in thousands, except for per share data)

Statement of Operations Data:

Revenues:
Interest and investment income $ 38,299 $ 47,207 $ 67,728 $ 88,433 $ 89,839
Income/(loss) from equity investments in affiliated Funds 1,526 (2,534) 2,991 1,530 —_
Advisory and investment banking fees — 2,207 277 3,920 17,772
Management and advisory fees from Funds 8,020 10,123 7,664 373 —

Total revenues 47,845 57,003 78,660 94,256 107,611
Operating Expenses:
Interest expense 9,845 17,992 26,348 36,931 39,791
General and administrative expenses 13,320 13,996 15,382 15,439 17,345
Depreciation and amortization 1,057 992 909 902 345
Net unrealized (gain)/loss on derivative securities and

corresponding hedged risk on CMBS — (21,134) 542 — —
Net realized (gain)/loss on sale of fixed assets,

investments and settlement of derivative securities — 28,715 — 64 (35)
Provision for/(recapture of) allowance for possible credit losses — (4,713) 748 5,478 4,103

Total operating expenses 24,222 35,848 43,929 58,814 61,549
Income/(loss) before income tax expense and distributions

and amortization on convertible trust preferred securities 23,623 21,155 34,731 35,442 46,062
Income tax expense 646 22,438 16,882 17,760 22,020
Income/(loss) before distributions and amortization on

convertible trust preferred securities 22,977 (1,283) 17,849 17,682 24,042
Distributions and amortization on convertible trust

preferred securities, net of income tax benefit 9,452 8,455 8,479 7,921 6,966
Net Income/(Loss) 13,525 (9,738) 9,370 9,761 17,076
Less: Preferred stock dividend and dividend requirement — —_— 606 1,615 2,375
Net income/(loss) allocable to common stock $ 13,525 $ (9,738) $§ 8764 $ 8,146 § 14,701
Per Share Information:
Net income/(loss) per share of common stock:

Basic $§ 227 $ (162) $ 130 $ 105 § 207

Diluted $ 223 % (162) $ 112 $§ 099 $ 165
Dividends declared per share of common stock $ 18 3 —  § — 3 — 3 —
Weighted average shares of common stock outstanding:

Basic 5,947 6,009 6,722 7,724 7111

Diluted 10,288 6,009 12,041 9,897 14,575

As of December 31,
2003 2002 2001 2000 1999

Balance Sheet Data:
Total assets $397,144 $384,976 $678,800 $644,392 $827,808
Total liabilities 211,661 211,932 428,231 338,584 522925
Convertible trust preferred securities 89,466 88,988 147,941 147,142 146,343
Shareholders’ equity 96,017 84,056 102,628 158,666 158,540




CAPITAL TRUST, INC. AND SUBSIDIARIES
MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND REEULTS OF DPERATIANS

Introduction

We are a fully integrated, self-managed finance and investment
management company that specializes in credit-sensitive struc-
tured financial products. To date, our investment programs
have focused on loans and securities backed by income-
producing commercial real estate assets. Since we commenced
our finance business in 1997, we have completed $3.4 billion
of real estate-related investments in 117 separate transactions.
In December 2002, our board of directors authorized an elec-
tion to be taxed as a real estate investment trust, or REIT, for
the 2003 tax year.

Currently, we make balance sheet investments for our own
account and manage a series of private equity funds on behalf
of institutional and individual investors. Our investment man-
agement business commenced in March 2000. Pursuant to a
venture agreement, we have co-sponsored three funds with
Citigroup Alternative Investments LLC: CT Mezzanine Part-
ners I LLC, CT Mezzanine Partners II LP and CT Mezzanine
Partners 1II, Inc., which we refer to as Fund I, Fund II and
Fund 111, respectively.

Balance Sheet Overview

At December 31, 2003, we had four investments in Federal
Home Loan Mortgage Corporation Gold securities with a face
value of $19,146,000. The securities bear interest at a fixed rate
of 6.5% of the face value. We purchased the securities at a net
premium and have $145:000 of the premium remaining to be
amortized over the remaining lives of the securities. After pre-
mium amortization, the securities bore interest at a blended rate
of 6.07% as of December 31, 2003, As of December 31, 2003,
the securities were carried at a market value of $20,052,000, a
$761,000 unrealized gain to their amortized cost.

We held eighteen investments in twelve separate issues of com-
mercial mortgage-backed securities, or CMBS, with an aggre-
gate face value of $215,512,000 at December 31, 2003.
$5,000,000 face value of the commercial mortgage-backed
securities earn interest at a variable rate which averages the
London Interbank Offered Rate, or LIBOR, plus 2.95% (4.11%
at December 31, 2003). The remaining $210,512,000 face
value of the commercial mortgage-backed securities eamn inter-
est at fixed rates averaging 7.70% of the face value. We pur-
chased the fixed rate commercial mortgage-backed securities at
discounts. As of December 31, 2003, the remaining discount to
be amortized into income over the remaining lives of the secu-
rities was $22,567,000. After discount amortization, the fixed
rate securities earn interest at a blended rate of 11.88% as of
December 31, 2003. As of December 31, 2003, the securities
were carried at market value of $158,136,000, reflecting a
$34,809,000 unrealized loss to their amortized cost.

On January 31, 2003, we purchased Citigroup Alternative
Investments’ 75% interest in Fund I for a purchase price of
approximately $38.4 million, including the assumption of lia-
bilities, equal to the book value of the fund. In conjunction
with the purchase, we began consolidating the balance sheet

and operations of Fund I in our consolidated financial state-
ments including four loans receivable totaling $50.0 million
and $24.1 million of borrowings under a credit facility.

In addition to those acquired with the purchase of Citigroup
Alternative Investments’ interest in Fund I, we have originated
or purchased nine new loans since December 31, 2002 totaling
$99.6 million and have no future commitments under any exist-
ing loans. We have received full satisfaction of four loans total-
ing $68.8 million and partial repayments on eight loans totaling
$18.4 million in the year ended December 31, 2003. At
December 31, 2003, we had outstanding loans receivable total-
ing approximately $183.7 million.

At December 31, 2003, we had fourteen performing loans
receivable with a current carrying value of $180,452,000. Two
of the loans, totaling $61,046,000, bear interest at a fixed
blended rate of interest of 11.94%. The twelve remaining
loans, totaling $119,406,000, bear interest at a variable rate of
interest averaging LIBOR plus 5.94% (7.34% at December 31,
2003 including LIBOR floors). One mortgage loan receivable
with an original principal balance of $8,000,000 reached matu-
rity on July 15, 2001 and has not been repaid with respect to
principal and interest. In December 2002, the loan was written
down to $4,000,000 through a charge to the allowance for pos-
sible credit losses. During the year ended December 31, 2003,
we received proceeds of $731,000 reducing the carrying value
of the loan to $3,269,000. In accordance with our policy for
revenue recognition, income recognition has been suspended
on this loan and for the year ended December 31, 2003,
$912,000 of potential interest income has not been recorded.
All other loans are performing in accordance with their terms.

At December 31, 2003, we had investments in funds of
$21,988,000, including $6,571,000 of unamortized costs that
were capitalized in connection with entering into the venture
agreement and related fund business. These costs are being
amortized over the lives of the funds and the related venture
agreement and are reflected as a reduction in income/(loss)
from equity investments in funds.

We utilize borrowings under a committed credit facility and a
term redeemable securities contract, along with repurchase
obligations, to finance our balance sheet assets.

At December 31, 2003, after assumption of the debt in con-
junction with the purchase of Citigroup Alternative Invest-
ments’ interest in Fund I, we were party to two credit facilities
with a commercial lender that provided for a total of $150 mil-
lion of credit. On June 27, 2003, we formally combined under
one facility the outstanding borrowings under the two facilities
and extended the maturity of the combined $150 million credit
facility for two additional years to July 16, 2005 on substan-
tially the same terms. At December 31, 2003, we had outstand-
ing borrowings under the credit facility of $38,868,000, and
had unused potential credit of $111,132,000, an amount of
available credit that we believe provides us with adequate lig-
uidity for our short-term needs. The credit facility provides for
advances to fund lender-approved loans and investments made




by us. Borrowings under the credit facility are secured by
pledges of assets owned by us. Borrowings under the credit
facility bear interest at specified rates over LIBOR, which rates
may fluctuate, based upon the perceived risk of the pledged
assets. The credit facility provides for margin calls on asset-
specific borrowings in the event of asset quality and/or market
value deterioration as determined under the credit facility. The
credit facility contains customary representations and war-
ranties, covenants and conditions and events of default. Based
upon borrowings in place at December 31, 2003, the effective
rate on the credit facility was LIBOR plus 1.50% (2.62% at
December 31, 2003). As of December 31, 2003, we had capi-
talized costs of $1,190,000 that are being amortized over the
remaining life of the facility (18.5 months at December 31,
2003). After amortizing these costs to interest expense, the all-
in effective borrowing cost on the facility as of December 31,
2003 was 4.58% based upon the amount currently outstanding
on the credit facility.

On December 31, 2003, we were party to a term redeemable
securities contract which provides for $75 million of financing
for portfolio assets. The term redeemable securities contract
has a two-year term, maturing in February 2004, with an auto-
matic one-year amortizing extension option, if not otherwise
extended. We had borrowings against the term redeemable
securities contract of $11,651,000 at December 31, 2003. We
pay interest on the term redeemable securities contract at spec-
ified rates over LIBOR based upon each asset financed by the
term redeemable securities contract. Based upon borrowings in
place at December 31, 2003, the blended rate on the term
redeemable securities contract is LIBOR plus 1.91% (3.06%
at December 31, 2003). As of December 31, 2003, we had cap-
italized costs of $64,000 that are being amortized over the
remaining life of the term redeemable securities contract
(2 months at December 31, 2003). After amortizing these costs
to interest expense, the all-in effective borrowing cost on the
facility as of December 31, 2003 was 6.41% based upon the
amount currently outstanding on the term redeemable securi-
ties contract.

In May 2003, we entered into 2 new master repurchase agree-
ment with a securities dealer that provided for $50,000,000 of
financing, which was increased to $100,000,000 in August
2003. As of December 31, 2003, we had utilized the master
repurchase agreement to finance the purchase of five loans.

In the third quarter of 2003, we entered into another repurchase
obligation in connection with the purchase of a loan and com-
mercial mortgage-backed securities. The repurchase agreements
are matched to the term of the underlying loan and commercial
mortgage-backed securities that mature between August 2004
and January 2005 and bear interest at specified rates over
LIBOR based upon each asset included in the obligation.

In the fourth quarter of 2003, we entered another repurchase
obligation in connection with the purchase of a loan. This
repurchase agreement comes due monthly and has a current
maturity date in March 2004.

At December 31, 2003, we had total outstanding repurchase
obligations of $146,894,000. Based upon advances in place at
December 31, 2003, the blended rate on the repurchase obliga-
tions is LIBOR plus 0.99% (2.15% at December 31, 2003). We
had capitalized costs of $312,000 as of December 31, 2003,
which are being amortized over the remaining life of the repur-
chase obligations. After amortizing these costs to interest
expense based upon the amount currently outstanding on the
repurchase obligations, the all-in effective borrowing cost on
the repurchase obligations as of December 31, 2003 was
2.66%. We expect to enter into new repurchase obligations at
their maturity.

We were party to two cash flow interest rate swaps with a total
notional value of $109 million as of December 31, 2003. These
cash flow interest rate swaps effectively convert floating rate
debt to fixed rate debt, which is utilized to finance assets that
earn interest at fixed rates. We received a rate equal to LIBOR
(1.12% at December 31, 2003) and pay an average rate of
4.24%. The market value of the swaps at December 31, 2003
was an asset of $168,000, which is recorded as interest rate
hedge assets and as an offset to accumulated other comprehen-
sive loss, net on our balance sheet.

We currently have $89,742,000 aggregate liquidation amount
of variable step up convertible trust preferred securities out-
standing that were issued by our consolidated statutory trust
subsidiary, CT Convertible Trust I. The convertible trust pre-
ferred securities represent an undivided beneficial interest in
the assets of the trust that consists solely of the $92,524,000
aggregate principal amount of our outstanding 8.25% step up
convertible junior subordinated debentures. The terms of the
securities mirror the interest, redemption and conversion terms
of the convertible debentures held by the trust. The convertible
trust preferred securities are convertible into shares of class A
common stock, in increments of $1,000 in liquidation amount,
at a conversion price of $21.00 per share and are redeemable
by us, in whole or in part, on or after September 30, 2004.

Distributions on the outstanding convertible trust preferred
securities are payable quarterly in arrears on each calendar
quarter-end and correspond to the payments of interest made
on the debentures, the sole assets of the trust. Distributions are
payable only to the extent payments are made in respect to the
debentures. The convertible trust preferred securities bear inter-
est at 10% through September 30, 2004. The interest rate
increases by 0.75% on October 1, 2004 and on each October 1
thereafter. If the quarterly dividend paid on a share of our class
A common stock multiplied by four and divided by $21.00 is
in excess of the interest rate in effect at that time, then the hold-
ers are entitled to be paid additional interest at that rate.

On September 30, 2002, we redeemed $60,258,000 aggregate
liquidation amount of the convertible trust preferred securities
that bore a coupon rate of 13.00% per annum through the date
of redemption.

In 2000, we announced an open market share repurchase pro-
gram under which we may purchase, from time to time, up to




CAPITAL TRUST, INC. AND SUBSIDIARIES
MANAGEMENT’S DISTUSSION AND ANALYEIS QF FINANCIAL
CONDITION AND RESULTS OF ODPERATIONS

(continued)

666,667 shares of our class A common stock. Since that time
the authorization has been increased by the board of directors
to purchase cumulatively up to 2,366,923 shares of class A
common stock.

In March 2003, we repurchased 66,427 shares of class A com-
mon stock under the open market share repurchase program
from a former employee at a price of $14.25 per share. After
the repurchase, we had purchased and retired, pursuant to the
program, 1,700,584 shares of class A common stock at an aver-
age price of $13.13, including commissions and had 666,339
shares remaining authorized for repurchase under the program.

In 2001 and 2002, in connection with the organization of Fund
I and Fund II, we issued to affiliates of Citigroup Alternative
Investments warrants to purchase 2,842,822 shares of class A
common stock. At December 31, 2002, all such warrants were
exercisable at $15.00 per share exercise price until March 8§,
2005. In January 2003, we purchased all of the warrants out-
standing for $2.1 million.

On June 18, 2003, we issued 1,075,000 shares of class A com-
mon stock in a private placement to thirty-two separate
investors, led by certain institutional clients advised by Lend
Lease Rosen Real Estate Securities, LL.C. Net proceeds to us
were $17.1 million after payment of offering costs and fees to
Conifer Securities, LLC, our placement agent.

At December 31, 2003, we had 6,536,345 shares of our class A
common stock outstanding.

Investment Management Overview

We operated principally as a balance sheet investor until the
start of our investment management business in March 2000
when we entered into a venture with affiliates of Citigroup
Alternative Investments to co-sponsor and invest capital in a
series of commercial real estate mezzanine investment funds
managed by us. Pursuant to the venture agreement, we have co-
sponsored with Citigroup Alternative Investments Fund I, Fund
11 and Fund III. We have capitalized costs of $6,571,000, net,
from the formation of the venture and the Funds that are being
amortized over the remaining anticipated lives of the Funds
and the related venture agreement.

Fund I commenced its investment operations in May 2000 with
equity capital supplied solely by Citigroup Alternative
Investments (75%) and us (25%). From May 11, 2000 to April
8, 2001, the investment period for the fund, Fund I completed
$330 million of total investments in 12 transactions. On
January 31, 2003, we purchased from an affiliate of Citigroup
Alternative Investments its 75% interest in Fund I for $38.4
million, including the assumption of liabilities. As of January
31, 2003, we began consolidating the operations of Fund I in
our consolidated financial statements.

Fund II had its initial closing on equity commitments on April
9, 2001 and its final closing on August 7, 2001, ultimately rais-
ing $845.2 million of total equity commitments, including
$49.7 million (5.9%) and $198.9 million (23.5%) from us and

Citigroup Alternative Investments, respectively. Third-party
private equity investors, including public and corporate pension
plans, endowment funds, financial institutions and high net
worth individuals, made the balance of the equity commit-
ments. During its two-year investment period, which expired
on April 9, 2003, Fund II invested $1.2 billion in 40 separate
transactions. Fund II utilizes leverage to increase its return on
equity, with a target debt-to-equity ratio of 2:1. Total capital
calls during the investment period were $329.0 million. On
January 1, 2003, the general partner of Fund II, which is owned
by affiliates of us and Citigroup Alternative Investments, vol-
untarily reduced the management fees for the remainder of the
investment period by 50% due to a lower than expected level of
deployment of Fund II's capital. CT Investment Management
Co. LLC, our wholly-owned taxable REIT subsidiary, acts as
the investment manager to Fund II and receives 100% of the
base management fees paid by the fund. As of April 9, 2003,
the end of the Fund II investment period, CT Investment
Management Co. began earning annual base management fees
of 1.287% of invested capital. Based upon Fund II's invested
capital at December 31, 2003, the date upon which the calcula-
tion for the next quarter is based, CT Investment Management
Co. will earn base management fees of $574,000 for the quar-
ter ending March 31, 2004.

Citigroup Alternative Investments and us, through our collec-
tive ownership of the general partner, are also entitled to
receive incentive management fees from Fund II if the return
on invested equity is in excess of 10% after all invested capital
has been returned. The Fund II incentive management fees are
split equally between Citigroup Alternative Investments and us.
We intend to pay 25% of our share of the Fund II incentive
management fees as long-term incentive compensation to our
employees. No such incentive fees have been earned at
December 31, 2003 and as such, no amount has been accrued
as income for such potential fees in our financial statements.
The amount of incentive fees to be received in the future will
depend upon a number of factors, including the level of interest
rates and the fund’s ability to generate returns in excess of 10%,
which is in turn impacted by the duration and ultimate perform-
ance of the fund’s assets. Potential incentive fees received as
Fund II winds down could result in significant additional
income from operations in certain periods during which such
payments can be recorded as income. If Fund II’s assets were
sold and liabilities were settled on January 1, 2004 at the
recorded book value, net of the allowance for possible credit
losses, and the fund equity and income were distributed, we
would record approximately $5.3 million of incentive income.

Since December 31, 2002, we have made equity contributions
to Fund II of $5.5 million and equity contributions to Fund II's
general partner of $757,000. We do not anticipate making any
additional equity contributions to Fund II or its general partner.
Our net investment in Fund Il and its general partner at
December 31, 2003 was $12.7 million. As of December 31,
2003, Fund II had 24 outstanding loans and investments total-
ing $517.6 million, all of which were performing in accordance
with the terms of their agreements.




On June 2, 2003, Fund III effected its initial closing on equity
commitments and on August 8, 2003, its final closing, raising a
total of $425.0 million in equity commitments. Our equity
commitment was $20.0 million (4.7%) and Citigroup Alterna-
tive Investments equity commitment was $80.0 million (18.8%),
with the balance made by third-party private equity investors.
From the initial closing through December 31, 2003, we have
made equity investments in Fund III of $2,800,000 and have
capitalized costs totaling $914,000, which are being amortized
over the remaining anticipated life of Fund III. As of December
31, 2003, Fund III had closed eight investments, totaling
$212.6 million, of which $182.3 million remains outstanding at
December 31, 2003.

CT Investment Management Co. receives 100% of the base
management fees from Fund IIT calculated at a rate equal to
1.42% per annum of committed capital during Fund III's two-
year investment period, which expires June 2, 2005, and 1.42%
of invested capital thereafter. Based upon Fund III’s $425.0
million of total equity commitments, CT Investment Manage-
ment Co. will earn annual base management fees of $6.0 mil-
lion during the investment period. We and Citigroup Alternative
Investments are also entitled to receive incentive management
fees from Fund III if the return on invested equity is in excess
of 10% after all invested capital has been returned. We will receive
62.5% and Citigroup Alternative Investments will receive 37.5%
of the total incentive management fees. We expect to distribute
a portion of our share of the Fund III incentive management
fees as long-term incentive compensation to our employees.

Year Ended December 31, 2003 Compared to Year
Ended December 31, 2002

We reported net income of $13,525,000 for the year ended
December 31, 2003, an increase of $23,263,000 from the net
loss of $9,738,000 for the year ended December 31, 2002. This
increase was primarily the result of certain transactions in 2002
which reduced net income, including the settlement of three
cash flow hedges resulting in a $6.7 million charge to earnings,
the write-down of deferred tax assets as a result of our decision
to elect REIT status for 2003, the write-down of a loan in Fund
I which caused a loss from equity investments in funds and the
inability to utilize capital losses generated in 2002 to reduce
current taxes. Also contributing to the increase in net income
was the reduction in income taxes in 2003 in connection with
our decision to elect REIT status. These increases were par-
tially offset by a recapture of the allowance for possible credit
losses in 2002.

Interest and related income from loans and other investments
amounted to $38,246,000 for the year ended December 31,
2003, a decrease of $8,833,000 from the $47,079,000 amount
for the year ended December 31, 2002. Average interest-earning
assets decreased from approximately $473.7 million for the
year ended December 31, 2002 to approximately $356.8 mil-
lion for the year ended December 31, 2003. The average inter-
est rate earned on such assets increased from 9.9% in 2002 to
10.7% in 2003. During the year ended December 31, 2003 and

December 31, 2002, the Company recognized $2.8 million and
$4.8 million, respectively, in additional income on the early
repayment of loans and investments. Without this additional
interest income, the earning rate for the 2003 period would
have been 9.9% versus 9.6% for the 2002 period. LIBOR rates
averaged 1.2% for the year ended December 31, 2003 and
1.8% for the year ended December 31, 2002, a decrease of
0.6%. The portion of our average assets that earn interest at
fixed rates did not decrease proportionately to the decrease in
assets that earn interest at variable rates in 2003, which served
to offset the decrease in earnings from the decrease in the aver-
age LIBOR rate.

We utilize our existing credit facility, the term redeemable
securities contract, and repurchase obligations to finance our
interest-earning assets.

Interest and related expenses amounted to $9,845,000 for the
year ended December 31, 2003, a decrease of $8,124,000 from
the $17,969,000 amount for the year ended December 31,
2002. The decrease in expense was due to a decrease in the
amount of average interest-bearing liabilities outstanding from
approximately $260.0 million for the year ended December 31,
2002 to approximately $193.8 million for the year ended
December 31, 2003, and a decrease in the average rate on interest-
bearing liabilities from 6.9% to 5.1% for the same periods. The
decrease in the average rate is substantially due to the decrease
in swap levels and rates and the increased use of repurchase
agreements as a percentage of total debt in the 2003 period at
lower spreads to LIBOR than the credit facilities utilized in the
2002 period.

We also utilize the capital provided by the outstanding convert-
ible trust preferred securities to finance our interest-earning
assets. During the year ended December 31, 2003 and 2002, we
recognized $9,452,000 and 38,455,000, respectively, of net
expenses related to its outstanding convertible trust preferred
securities. This amount consisted of distributions to the holders
totaling $8,974,000 and $14,439,000, respectively, and amorti-
zation of discount and origination costs totaling $478,000 and
$1,305,000, respectively, during the year ended December 31,
2003 and 2002. In the 2002 period, this total was partially offset
by a tax benefit of $7,289,000. Due to our decision to elect to be
taxed as a REIT, there is no tax benefit for the expense in the
2003 period. The decrease in the distribution amount and amor-
tization of discount and origination costs resulted from the elim-
ination of the dijstributions and discount and fees on the $60.3
million non-convertible amount of the convertible trust pre-
ferred securities, which was redeemed on September 30, 2002.

Other revenues decreased $325,000 from $9,924,000 for the
year ended December 31, 2002 to $9,599,000 for the year
ended December 31, 2003. In 2002, Fund I increased its
allowance for possible credit losses by establishing a specific
reserve for the single non-performing loan it was carrying. The
loss from equity investments in Funds during the year ended
December 31, 2002 was primarily due to this additional
expense. On January 31, 2003, we purchased from affiliates of
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Citigroup Alternative Investments their 75% interest in Fund I
and began consolidating the operations of Fund I in our consol-
idated financial statements, which further reduced earnings
from equity investments in Funds. On January 1, 2003, the gen-
eral partner of Fund II (owned by affiliates of us and Citigroup
Alternative Investments) voluntarily reduced by 50% the man-
agement fees charged to Fund II for the remainder of the
investment period due to a lower than expected level of deploy-
ment of the Fund’s capital. This, along with the reduction in
income when we began charging management fees on invested
capital for Fund II, partially offset by the management fees
charged to Fund III, reduced our management and advisory fees
from Funds by $2.1 million for the period. Also in 2002, we
earned a $2.0 million feeifrom our final advisory assignment.

General and administrative expenses decreased $676,000
to $13,320,000 for the year ended December 31, 2003 from
$13,996,000 for the year ended December 31, 2002. The
decrease in general and administrative expenses was primarily
due to reduced employee compensation. We employed an aver-
age of 25 employees during the year ended December 31, 2003
and 27 during the year ended December 31, 2002. We had 25
full-time employees at December 31, 2003.

During the year ended December 31, 2002, we recaptured
$4,713,000 of our previously established allowance for possi-
ble credit losses. We deemed this recapture necessary due to
the substantial reduction in the loan portfolio and a general
reduction in the default risk of the loans remaining based upon
current conditions. At December 31, 2003, we believe that the
reserve of $6,672,000 is adequate based on the existing loans
in our balance sheet portfolio.

We intend to make an €lection to be taxed as a REIT under
Section 856(c) of the Internal Revenue Code of 1986, as
amended, commencing with the tax year ending December 31,
2003. As a REIT, we generally are not subject to federal
income tax. To maintain qualification as a REIT, we must dis-
tribute at least 90% of our REIT taxable income to our share-
holders and meet certain other requirements. If we fail to
qualify as a REIT in any taxable year, we will be subject to fed-
eral income tax on our taxable income at regular corporate
rates. We may also be subject to certain state and local taxes on
our income and property. Under certain circumstances, federal
income and excise taxes may be due on our undistributed tax-
able income. At December 31, 2003, we were in compliance
with all REIT requirements and as such, have only provided for
income tax expense on taxable income attributed to our taxable
REIT subsidiaries in 2003.

Year Ended December 31, 2002 Compared to Year
Ended December 31, 2001

We reported a net loss dllocable to shares of class A common
stock of $9,738,000 for ithe year ended December 31, 2002, a
decrease of $18,502,000 from our net income allocable to
shares of class A common stock of $8,764,000 for the year
ended December 31, 2001. This decrease was primarily the

result of the inability to utilize capital losses generated in 2002 to
reduce current taxes, the write-down of deferred tax assets as a
result of our decision to elect REIT status for 2003, the settle-
ment of three cash flow hedges resulting in a $6.7 million charge
to earnings, the write-down of a loan in Fund I which caused a
loss from equity investments in funds and decreased net interest
income from loans and other investments, These decreases were
partially offset by increased advisory and investment manage-
ment fees, a recapture of the allowance for possible credit losses
and the elimination of the preferred stock dividend.

Interest and related income from loans and other investments
amounted to $47,079,000 for the year ended December 31,
2002, a decrease of $20,254,000 from the $67,333,000 amount
for the year ended December 31, 2001. Average interest-earning
assets decreased from approximately $570.6 million for the
year ended December 31, 2001 to approximately $473.7 mil-
lion for the year ended December 31, 2002. The average inter-
est rate earned on such assets decreased from 11.8% in 2001 to
9.9% in 2002. During the year ended December 31, 2002, we
recognized $1.6 million in additional income on the early
repayment of loans, while during the year ended December 31,
2001, we recognized $4.8 million in additional income on the
early repayment of loans. Without this additional interest
income, the earning rate for the year ended December 31, 2002
would have been 9.6% versus 11.0% for the year ended
December 31, 2001. LIBOR rates averaged 1.8% for the year
ended December 31, 2002 and 3.9% for the year ended
December 31, 2001, a decrease of 2.1%. Since substantial por-
tions of our assets earned interest at fixed rates, the decrease in
the average earning rate did not correspond to the full decrease
in the average LIBOR rate.

Interest and related expenses amounted to $17,969,000 for the
year ended December 31, 2002, a decrease of $8,269,000 from
the $26,238,000 amount for the year ended December 31,
2001. The decrease in expense was due to a decrease in the
amount of average interest-bearing liabilities outstanding from
approximately $321.8 million for the year ended December 31,
2001 to approximately $260.0 million for the year ended
December 31, 2002 and a decrease in the average rate paid on
interest-bearing liabilities from 8.2% to 6.9% for the same
periods. The decrease in the average rate was substantially due
to the increased use of repurchase obligations for debt financ-
ing in the year ended December 31, 2002 at lower spreads to
LIBOR than those obtainable under the credit facilities utilized
in the year ended December 31, 2001 and the decrease in the
average LIBOR rate. Due to the decrease in total debt, the per-
centage of debt that was swapped to fixed rates in the year
ended December 31, 2002 increased, partially offsetting the
previously discussed decreases in floating rates.

During the years ended December 31, 2002 and 2001, we rec-
ognized $8,455,000 and $8,479,000, respectively, of net
expenses related to our outstanding convertible trust preferred
securities. This amount consisted of distributions to the holders
totaling $14,439,000 and $15,237,000, respectively, and amor-
tization of discount and origination costs totaling $1,305,000




and $799,000, respectively, during the years ended December
31, 2002 and 2001. This was partially offset by a tax benefit of
$7,289,000 and $7,557,000 during the years ended December
31, 2002 and 2001, respectively. On April 1, 2002, in accord-
ance with the terms of the securities, the blended rate on such
securities increased from 10.16% to 11.21%. On October 1,
2002, after redemption of the non-convertible amount of the
convertible trust preferred securities, the rate on such securities
was 10.00%. The increase in the amortization of discount and
origination costs resulted from the recognition of the unamor-
tized discount and fees on the non-convertible amount
expensed upon redemption of the non-convertible amount on
September 30, 2002.

During the year ended December 31, 2002, other revenues
decreased $1,403,000 to $9,924,000 from $11,327,000 in the
year ended December 31, 2001. During the second quarter of
2001, Fund II commenced operations, which accounted for
approximately $2.6 million of additional management and
advisory fees in the year ended December 31, 2002. We also
recognized $2.0 million from our final advisory assignment.
These increases were offset by the write-down of a $26 million
investment in Fund I, which decreased our income from equity
investments in funds by approximately $6 million.

General and administrative expenses decreased $1,386,000 to
$13,996,000 for the year ended December 31, 2002 from
$15,382,000 for year ended December 31, 2001. The decrease
in general and administrative expenses was primarily due to
reduced executive compensation. We employed an average of
27 employees during both the year ended December 31, 2002
and the year ended December 31, 2001. We had 26 full-time
employees and one part-time employee at December 31, 2002.

During the year ended December 31, 2002, we recaptured
$4,713,000 of our previously established allowance for possi-
ble credit losses. We deemed this recapture necessary due to
the substantial reduction in the loan portfolio and a general
reduction in the default risk of the loans remaining based upon
current conditions.

For the year ended December 31, 2002 and 2001, we accrued
income tax expense of $22,438,000 and $16,882,000, respec-
tively, for federal, state and local income taxes. The increase
from 48.6% to 106.1% in the effective tax rate was primarily
due to capital losses being generated in 2002 that were not
deductible for tax purposes in that year and the reduction in
deferred tax assets due to the uncertainty of use in the future. In
December 2002, when we decided to elect REIT status for
2003, we wrote down our deferred tax asset to $1.6 million,
due to our inability to utilize the recorded tax benefits in the
future. The remaining $1.6 million deferred tax asset relates to
future reversals of taxable income in subsidiaries which will be
taxable REIT subsidiaries.

The preferred stock dividend and dividend requirement arose
from previously issued and outstanding shares of class A pre-
ferred stock. Dividends accrued on these shares at a rate of 9.5%
per annum on a per share price of $8.07. In 1999, 1,982,275

shares of class A preferred stock were converted into an equal
number of shares of class A common stock thereby reducing the
number of outstanding shares of class A preferred stock to
2,106,944 and the dividend requirement to $1,615,000 per
annum. In 2001, the remaining shares of class A preferred stock
were repurchased thereby eliminating the dividend requirement.

Liquidity and Capital Resources

At December 31, 2003, we had $8,738,000 in cash. Qur pri-
mary sources of liquidity for 2004 are expected to be cash on
hand, cash generated from operations, principal and interest
payments received on loans and investments, additional bor-
rowings under our credit facility and repurchase obligations
and proceeds from the sale of securities. We believe these
sources of capital are adequate to meet future cash require-
ments during 2004, We expect that during 2004, we will use a
significant amount of our available capital resources to satisfy
capital contributions required pursuant to our equity commit-
ments to Fund III and to originate new loans and investments
for our balance sheet. We intend to continue to employ lever-
age on our balance sheet assets to enhance our return on equity.

We experienced a net decrease in cash of $1,448,000 for the
year ended December 31, 2003, compared to a net decrease of
$1,465,000 for the year ended December 31, 2002. Cash pro-
vided by operating activities during the year ended December
31,2003 was $13,532,000, compared to $23,988,000 used dur-
ing the same period of 2002 as we generated a net loss of $9.7
million and used $23.6 million of cash to settle a fair value
hedge in 2002. For the year ended December 31, 2003, cash
provided by investing activities was $5,716,000, compared to
$301,336,000 during the same period in 2002 as we experi-
enced lower levels of loan and investment repayments in the
year ended December 31, 2003 than in the year ended
December 31, 2002 and we began making new loans and
investments for our balance sheet in the year ended December
31, 2003. We utilized the cash received on loan repayments in
both periods to reduce borrowings under our credit facilities
and our term redeemable securities contract that along with the
proceeds from the private placement of 1,075,000 shares of
class A common stock in June 2003 accounted for substantially
all of the change in the net cash used in financing activities
from $278,813,000 in the year ended December 31, 2002 to
$20,696,000 in the year ended December 31, 2003.

During the investment periods for Fund I and Fund II, we gener-
ally did not originate or acquire loans or commercial mortgage-
backed securities directly for our own balance sheet portfolio.
Now that the Fund II investment period has ended, we are orig-
inating loans and investments for our own account as permitted
by the provisions of Fund ITI. We expect to use our available
working capital to make contributions to Fund III or any other
funds sponsored by us as and when required by the equity com-
mitments made by us to such funds.

At December 31, 2003, we had outstanding borrowings under
our credit facility of $38,868,000, outstanding borrowings on

11




12

CAPITAL TRUST, INC. AND SUBSIDIARIES
MANAGEMENT’S DISCUSSION AND ANALYSIE OF FINANCIAL
CONDITION AND RESULTS OF DPERATIONS

(continued)

the term redeemable securities contract of $11,651,000 and
outstanding repurchase obligations totaling $146,894,000. The
terms of these agreements are described above under the cap-
tion “Balance Sheet Overview.” At December 31, 2003, we had
pledged assets that enable us to borrow an additional $43.1

million and had $326.0 million of credit available for the
financing of new and existing unpledged assets pursuant to
these sources of financing.

The following table sets forth information about our contrac-
tual obligations as of December 31, 2003:

Payment Due by Period

Less Than More Than
Contractual Obligations Total 1 Year 1-3 Years 3-5 Years 5 Years
(in thousands)

Long-Term Debt Obligations
Credit Facility $ 38,868 $ — $38,868 5 — 5 —
Repurchase Obligations 146,894 142,644 4,250 — —
Term redeemable securities contract 11,651 11,651 — — —
Convertible trust preferred securities 89,742 — — — 89,742
Operating Lease Obligations 4,338 971 1,924 1,443 —
Commitment to Fund ITIM 17,200 17,200 — — —
Total $308,693 $172,466 $45,042 $1,443 $89,742

(1) Fund III's investment period continues until June 2005 at which time our equity commitment to the fund expires. While we do not believe that
all of the equity commitment will be called by December 31, 2004, we have presented it as such as it could be called by then.

Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements.

Impact of Inflation

Our operating results depend in part on the difference between
the interest income earned on our interest-earning assets and
the interest expense incurred in connection with our interest-
bearing liabilities. Changes in the general level of interest rates
prevailing in the economy in response to changes in the rate of
inflation or otherwise can affect our income by affecting the
spread between our interest-earning assets and interest-bearing
liabilities, as well as, among other things, the value of our
interest-earning assets and our ability to realize gains from the
sale of assets and the average life of our interest-earning assets.
Interest rates are highly sensitive to many factors, including
governmental monetary iand tax policies, domestic and interna-
tional economic and political considerations, and other factors
beyond our control. We employ the use of correlated hedging
strategies to limit the effects of changes in interest rates on our
operations, including engaging in interest rate swaps and inter-
est rate caps to minimize our exposure to changes in interest
rates. There can be no assurance that we will be able to ade-
quately protect against the foregoing risks or that we will ulti-
mately realize an economic benefit from any hedging contract
into which we enter.

Critical Accounting Policies

Changes in management judgment, estimates and assumptions
could have a material effect on our consolidated financial state-
ments. Management has the obligation to ensure that its poli-
cies and methodologies are in accordance with generally
accepted accounting principles. During 2003, management
reviewed and evaluated its critical accounting policies and

believes them to be appropriate. Our accounting policies are
described in Note 4 to our consolidated financial statements.
The following is a summary of our accounting policies that we
believe are the most affected by management judgments, esti-
mates and assumptions:

Securities Available-for-Sale

We have designated our investments in commercial mortgage-
backed securities and certain other securities as available-for-
sale. Available-for-sale securities are carried at estimated fair
value with the net unrealized gains or losses reported as a com-
ponent of accumulated other comprehensive income/(loss) in
shareholders’ equity. Many of these investments are relatively
illiquid and their values must be estimated by management. In
making these estimates, management utilizes market prices
provided by dealers who make markets in these securities, but
may, under certain circumstances, adjust these valuations based
on management’s judgment. Changes in the valuations do not
affect our reported income or cash flows, but impact sharehold-
ers’ equity and, accordingly, book value per share.

Management must also assess whether unrealized losses on
securities reflect a decline in value that is other than temporary,
and, accordingly, write the impaired security down to its fair
value, through a charge to earnings. We have assessed our secu-
rities to first determine whether there is an indication of possible
other than temporary impairment and then where an indication
exists to determine if other than temporary impairment did in
fact exist. We expect a full recovery from our securities and did
not recognize any other than temporary impairment. Significant
judgment of management is required in this analysis that
includes, but is not limited to, making assumptions regarding
the collectibility of the principal and interest, net of related
expenses, on the underlying loans.




Income on these securities available-for-sale is recognized
based upon a number of assumptions that are subject to uncer-
tainties and contingencies. Examples of these include, among
other things, the rate and timing of expected principal pay-
ments, including prepayments, repurchases, defaults and liqui-
dations, the pass-through or coupon rate and interest rate
fluctuations. Additional factors that may affect our reported
interest income on our mortgage-backed securities include
interest payment shortfalls due to delinquencies on the underly-
ing mortgage loans and the timing and magnitude of credit
losses on the mortgage loans underlying the securities that are
a result of the general condition of the real estate market,
including competition for tenants and their related credit qual-
ity, and changes in market rental rates. These uncertainties and
contingencies are difficult to predict and are subject to future
events which may alter the assumptions.

We adopted Emerging Issues Task Force 99-20, “Recognition
of Interest Income and Impairment on Purchased and Retained
Beneficial Interests in Securitized Financial Assets” on January
1, 2001. In accordance with this guidance, on a quarterly basis,
when significant changes in estimated cash flows from the cash
flows previously estimated occur due to actual prepayment and
credit loss experience, we calculate a revised yield based on the
current amortized cost of the investment, including any other
than temporary impairments recognized to date, and the revised
cash flows. The revised yield is then applied prospectively to
recognize interest income.

Prior to January 1, 2001, we recognized income from these
beneficial interests using the effective interest method, based
on an anticipated yield over the projected life of the security.
Changes in the anticipated yields were calculated due to revi-
sions in our estimates of future and actual credit losses and pre-
payments. Changes in anticipated yields resulting from credit
loss and prepayment revisions were recognized through a
cumulative catch-up adjustment at the date of the change which
reflected the change in income from the security from the date
of purchase through the date of change in the anticipated yield.
The new yield was then used prospectively to account for inter-
est income. Changes in yields from reduced estimates of losses
were recoghized prospectively.

Loans Receivable

We purchase and originate commercial mortgage and mezza-
nine loans to be held as long-term investments. Management
must periodically evaluate each of these loans for possible
impairment. Impairment is indicated when it is deemed proba-
ble that we will not be able to collect all amounts due accord-
ing to the contractual terms of the loan. If a loan is determined
to be permanently impaired, we would write-down the loan
through a charge to the reserve for possible credit losses. Given
the nature of our loan portfolio and the underlying commercial
real estate collateral, significant judgment of management is
required in determining permanent impairment and the resulting

charge to the reserve which includes but is not limited to mak-
ing assumptions regarding the value of the real estate which
secures the mortgage loan.

Impairment of Securities

In accordance with Statement of Financial Accounting Standards
No. 115, when the estimated fair value of a security classified
as avaijlable-for-sale has been below amortized cost for a sig-
nificant period of time and we conclude that we no longer have
the ability or intent to hold the security for the period of time
over which we expect the values to recover to amortized cost,
the investment is written down to its fair value. The resulting
charge is included in income, and a new cost basis established.
Additionally, under Emerging Issues Task Force 99-20, when
significant changes in estimated cash flows from the cash flows
previously estimated occur due to actual prepayment and credit
loss experience and the present value of the revised cash flows
using the current expected yield is less than the present value
of the previously estimated remaining cash flows, adjusted for
cash receipts during the intervening period, an other than tem-
porary impairment is deemed to have occurred. Accordingly,
the security is written down to fair value with the resulting
change being included in income and a new cost basis estab-
lished. In both instances, the original discount or premium is
written off when the new cost basis is established.

After taking into account the effect of the impairment charge,
income is recognized under Emerging Issues Task Force 99-20
or Statement of Financial Accounting Standards No. 91, as
applicable, using the market yield for the security used in
establishing the write-down.

Revenue Recognition

The most significant sources of our revenue come from our
lending operations. For our lending operations, we reflect
income using the effective yield method, which recognizes
periodic income over the expected term of the investment on a
constant yield basis. Management believes our revenue recog-
nition policies are appropriate to reflect the substance of the
underlying transactions.

Provision for Loan Losses

Our accounting policies require that an allowance for estimated
credit losses be reflected in our financial statements based upon
an evaluation of known and inherent risks in our mortgage and
mezzanine loans. While we have experienced minimal actual
losses on our lending investments, management considers it
prudent to reflect provisions for loan losses on a portfolio basis
based upon our assessment of general market conditions, our
internal risk management policies and credit risk rating system,
industry loss experience, our assessment of the likelihood of
delinquencies or defaults, and the value of the collateral under-
lying our investments. Actual losses, if any, could ultimately
differ from these estimates.
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Risk Management and Financial Instruments

We utilize derivative financial instruments as a means to help
to manage our interest rate risk exposure on a portion of our
variable rate debt obligations, through the use of cash flow
hedges. The instruments utilized are generally either pay-fixed
swaps or LIBOR-based ‘interest rate caps, which are widely
used in the industry and typically entered into with major
financial institutions. Qur accounting policies generally reflect
these instruments at their fair value with unrealized changes in
fair value reflected in “Accumulated other comprehensive
income” on our consolidated balance sheets. Realized effects
on cash flows are generally recognized currently in income.

Income Taxes

Our financial results generally do not reflect provisions for cur-
rent or deferred income taxes on our REIT taxable income.
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, do not expect to pay substantial corporate-
level taxes (other than taxes payable by our taxable REIT sub-
sidiaries). Many of these requirements, however, are highly
technical and complex. If we were to fail to meet these require-
ments, we would be subject to Federal income tax.

New Accounting Standards

In September 2000, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards No. 140,
“Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities.”” This statement is applica-
ble for transfers of assets and extinguishments of liabilities
occurring after June 30, 2001. We adopted the provisions of
this statement as required for all transactions entered into on or
after January 1, 2001. Our adoption of Statement of Financial
Accounting Standards No. 140 did not have a significant
impact on us.

On January 1, 2001, 'we adopted Statement of Financial
Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended by Statement
of Financial Accounting Standards No. 137 and Statement of
Financial Accounting Standards No. 138, “Accounting for
Certain Derivative Instruments and Certain Hedging Activities.”
Statement of Financial Accounting Standards No. 133, as
amended, establishes accounting and reporting standards for
derivative instruments. Specifically Statement of Financial
Accounting Standards No. 133 requires an entity to recognize
all derivatives as either assets or liabilities in the consolidated
balance sheets and to measure those instruments at fair value.
Additionaily, the fair value adjustments will affect either share-
holders’ equity or net income depending on whether the deriv-
ative instrument qualifies as a hedge for accounting purposes
and, if so, the nature of the hedging activity. As of January 1,
2001, the adoption of the new standard resulted in an adjust-
ment of $574,000 to accumulated other comprehensive loss.

In the case of the fair value hedge, we hedged the component
of interest rate risk that can be directly controlled by the hedg-
ing instrument, and it is this portion of the hedge assets that
was being recognized in earnings. Mark to market on non-hedged
available-for-sale securities and non-hedged aspect of CMBS
are reported in accumulated in other comprehensive income.
Financial reporting for hedges characterized as fair value
hedges and cash flow hedges are different. For those hedges
characterized as a fair value hedge, the changes in fair value of
the hedge and the hedged item are reflected in earnings each
quarter. In the case of the fair value hedge, we hedged the com-
ponent of interest rate risk that can be directly controlled by the
hedging instrument, and it was this portion of the hedged assets
that is recognized in earnings. The non-hedged balance is classi-
fied as an available-for-sale security consistent with Statement
of Financial Accounting Standards No. 115, and was reported
in accumulated other comprehensive income. For those hedges
characterized as cash flow hedges, the unrealized gains/losses
in the fair value of these hedges were reported on the balance
sheet with a corresponding adjustment to either accumulated
other comprehensive income or to earnings, depending on the
type of hedging relationship. We discontinued our fair value
hedge transaction in 2002. In accordance with Statement of
Financial Accounting Standards No. 133, on December 31,
2003, the derivative financial instruments were reported at their
fair value as interest rate hedge assets of $168,000.

We are exposed to credit loss in the event of non-performance
by the counterparties to the interest rate swap and cap agree-
ments, although we do not anticipate such non-performance.
The counterparties would bear the interest rate risk of such
transactions as market interest rates increase.

In July 2001, the SEC released Staff Accounting Bulletin No.
102, “Selected Loan Loss Allowance and Documentation
Issues.” Staff Accounting Bulletin 102 summarizes certain of
the SEC’s views on the development, documentation and appli-
cation of a systematic methodology for determining allowances
for loan and lease losses. Our adoption of Staff Accounting
Bulletin 102 did not have a significant impact on us.

In July 2001, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 141, “Busi-
ness Combinations” and Statement of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Assets.”
Statement of Financial Accounting Standards No. 141 requires
the purchase method of accounting to be used for all business
combinations initiated after June 30, 2001. Statement of Finan-
cial Accounting Standards No. 141 also addresses the initial
recognition and measurement of goodwill and other intangible
assets acquired in business combinations and requires intangi-
ble assets to be recognized apart from goodwill if certain tests
are met. Statement of Financial Accounting Standards No. 142
requires that goodwill not be amortized but instead be meas-
ured for impairment at least annually, or when events indicate
that there may be an impairment. We adopted the provisions of
both statements, as required, on January 1, 2002 which did not
have a significant impact on us.




In October 2001, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards No. 144,
“Accounting for the Impairment or Disposal of Long-Lived
Assets.” Statement of Financial Accounting Standards No. 144
provides new guidance on the recognition of impairment losses
on long-lived assets to be held and used or to be disposed of,
and also broadens the definition of what constitutes a discon-
tinued operation and how the results of a discontinued opera-
tion are to be measured and presented. Statement of Financial
Accounting Standards No. 144 requires that current operations
prior to the disposition of corporate tenant lease assets and
prior period results of such operations be presented in discon-
tinued operations in our consolidated statements of operations.
The provisions of Statement of Financial Accounting Standards
No. 144 are effective for financial statements issued for fiscal
years beginning after December 15, 2001, and must be applied
at the beginning of a fiscal year. We adopted the provisions of
this statement on January 1, 2002, as required, which did not
have a significant financial impact on us.

In November 2002, the Financial Accounting Standards Board
issued Financial Accounting Standards Board Interpretation
No. 45, “Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness
of Others,” an interpretation of Financial Accounting Standards
Board Statement of Financial Accounting Standards No. 5,
“Accounting for Contingencies,” Statement of Financial Account-
ing Standards No. 57, “Related Party Disclosures,” Statement
of Financial Accounting Standards No. 107, “Disclosures about
Fair Value of Financial Instruments” and a rescission of
Financial Accounting Standards Board Interpretation No. 34,
“Disclosure of Indirect Guarantees of Indebtedness of Others, an
Interpretation of Statement of Financial Accounting Standards
No. 5. It requires that upon issuance of a guarantee, the
guarantor must recognize a liability for the fair value of the
obligation it assumes under that guarantee regardless of
whether the guarantor receives separately identifiable consider-
ation, such as a premium. The new disclosure requirements are
effective December 31, 2002. Our adoption of Interpretation
No. 45 did not have a material impact on our consolidated
financial statements, nor is it expected to have a material
impact in the future.

In January 2003, the Financial Accounting Standards Board
issued Interpretation No. 46, “Consolidation of Variable Interest
Entities,” an interpretation of Accounting Research Bulletin 51.
Interpretation No. 46 provides guidance on identifying entities
for which control is achieved through means other than through
voting rights, and how to determine when and which business
enterprise should consolidate a variable interest entity. In addi-
tion, Interpretation No. 46 requires that both the primary bene-
ficiary and all other enterprises with a significant variable
interest in a variable interest entity make additional disclosures.
The transitional disclosure requirements took effect almost
immediately and are required for all financial statements ini-
tially issued after January 31, 2003. In December 2003, the
Financial Accounting Standards Board issued a revision of

Interpretation No. 46, Interpretation No. 46R, to clarify the pro-
visions of Interpretation No. 46. The application of Interpre-
tation No. 46R is effective for public companies, other than
small business issuers, after March 15, 2004. We have evalu-
ated all of our investments and other interests in entities that
may be deemed variable interest entities under the provisions
of Interpretation No. 46. We have concluded that no additional
entities need to be consolidated. Commencing with financial
statements for periods ending after March 15, 2004, we will
deconsolidate CT Convertible Trust I. The deconsolidation
should not result in a significant impact to us.

In May 2003, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 150 “Account-
ing for Certain Financial Instruments with Characteristics of
both Liabilities and Equity.” This statement establishes stan-
dards for the classification and measurement of certain finan-
cial instruments with characteristics of both liabilities and
equity. The statement is effective for financial instruments
entered into and modified after May 31, 2003 and otherwise is
effective at the beginning of the first interim period beginning
after June 15, 2003. It is to be implemented by reporting the
cumulative effect of a change in an accounting principle of
financial instruments created before the issuance date of the
statement and still existing at the beginning of the interim
period of adoption. The implementation of the statement did
not have a material impact on the Company.

Note on Forward-Looking Statements

Except for historical information contained herein, this annual
report contains forward-looking statements within the meaning
of the Section 21E of the Securities and Exchange Act of 1934,
as amended, which involve certain risks and uncertainties.
Forward-looking statements are included with respect to,
among other things, our current business plan, business and
investment strategy and portfolio management. These forward-
looking statements are identified by their use of such terms and
phrases as “intends,” “intend,” “intended,” “goal,” “‘estimate,”
“estimates,” “expects,” “expect,” “expected,” “project,” “pro-
jected,” “ projections,” “plans,” “anticipates,” * anticipated,”
“should,” “designed to,” “foreseeable future,” “believe,”
“believes,” and “scheduled” and similar expressions. Our
actual results or outcomes may differ materially from those
anticipated. Readers are cautioned not to place undue reliance on
these forward-looking statements, which speak only as of the
date the statement was made. We undertake no obligation to pub-
licly update or revise any forward-looking statements, whether
as a result of new information, future events or otherwise.

IR RT3 3w

»

Important factors that we believe might cause actual results to
differ from any results expressed or implied by these forward-
looking statements are discussed in the cautionary statements
contained in Exhibit 99.1 to our Annual Report on Form 10-K
which are incorporated herein by reference. In assessing
forward-looking statements contained herein, readers are urged
to read carefully all cautionary statements contained in the
Form 10-K Annual Report.
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CAPITAL TRUST, INC. AND SUBSIDIARIES
QUANTITATIVE AND QUALITATIVE DISCLOSURES
ABOUT MARKET RISK

The principal objective of our asset/liability management activities is to maximize net interest income, while minimizing levels of
interest rate risk. Net interest income and interest expense are subject to the risk of interest rate fluctuations. To mitigate the impact of
fluctuations in interest rates, we use interest rate swaps to effectively convert fixed rate assets to variable rate assets for proper match-
ing with variable rate liabilities and variable rate liabilities to fixed rate liabilities for proper matching with fixed rate assets. Each
derivative used as a hedge is matched with an asset or liability with which it has a high correlation. The swap agreements are gener-
ally held-to-maturity and we do not use derivative financial instruments for trading purposes. We use interest rate swaps to effectively
convert variable rate debtito fixed rate debt for the financed portion of fixed rate assets. The differential to be paid or received on these
agreements is recognized as an adjustment to the interest expense related to debt and is recognized on the accrual basis.

The following table provides information about our financial instruments that are sensitive to changes in interest rates at December 31,
2003. For financial assets and debt gbligations, the table presents cash flows to the expected maturity and weighted average interest
rates based upon the current carrying values. For interest rate swaps, the table presents notional amounts and weighted average fixed
pay and variable receive:interest rates by contractual maturity dates. Notional amounts are used to calculate the contractual cash
flows to be exchanged under the contract. Weighted average variable rates are based on rates in effect as of the reporting date.

Expected Maturity Dates
2004 2005 2006 2007 2008  Thereafter Total  Fair Value

(dollars in thousands)

Assets:
Available-for-sale securities
Fixed Rate $ 6969 $ 4637 82876 $ 1,782 $ 1,104 $ 1,778 $ 19,146 $ 20,052
Average interest rate 6.07% 6.07% 6.07% 6.07% 6.07% 6.07% 6.07%
CMBS
Fixed Rate — — $7811 § 135 § 1,420 $201,146  $210,512 $153,136
Average interest rate — — 9.97% 9.80% 9.78% 11.99% 11.91%
Variable Rate $ 5,000 — — — —_ — $ 5,000 $ 5,000
Average interest rate 4.11% —_ — — — — 4.11%
Loans receivable
Fixed Rate $12,042 — — — — $ 49,004 $ 61,046 $ 69,235
Average interest rate 11.78% — — — — 11.98% 11.94%
Variable Rate $ 6,193 322,694 $ 915 $14452  $60,159 $ 18,300  $122,713 $122,160
Average interest rate 337% 6.54% 6.64% 8.94% 6.92% 8.54% 7.15%
Interest rate swaps
Notional amounts — — — — _ $109,000  $109,000 $ 168
Average fixed pay rate — — — — —_ 4.24% 4.24%
Average variable receive rate — — — — — 1.17% 1.17%
Liabilities:
Credit Facility
Variable Rate —  $38,868 — — — — $ 38,868 $ 38,868
Average interest rate — 4.58% — — — — 4.58%

Term redeemable
securities contract

Variable Rate $11,651 — — — — — $ 11,651 $ 11,651
Average interest rate 6.41% — — — — — 6.41%
Repurchase obligations
Variable Rate $54,279  $92,615 — — — —  $146,894 $146,894
Average interest rate 3.30% 2.28% — — — — 2.65%

Convertible trust
preferred securities
Fixed Rate — — —  $89,742 — — $ 89,742 $ 94,874
Average interest rate — — — 10.00% — — 10.00%
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The Board of Directors
Capital Trust, Inc. and Subsidiaries

We have audited the accompanying consolidated balance
sheets of Capital Trust, Inc. and Subsidiaries (the “Company”)
as of December 31, 2003 and 2002, and the related consoli-
dated statements of operations, shareholders’ equity and cash
flows for each of the three years in the period ended December
31, 2003. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards
generally accepted in the United States. Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by
management, as well as evaluating the overall financial state-
ment presentation. We believe that our audits provide a reason-
able basis for our opinion.

INDEPENDENT AUDITORS

In our opinion, the financial statements referred to above pres-
ent fairly, in all material respects, the consolidated financial
position of the Company at December 31, 2003 and 2002, and
the consolidated results of their operations and their cash flows
for each of the three years in the period ended December 31,
2003, in conformity with accounting principles generally
accepted in the United States.

Sanet + MLLP

New York, New York
February 17, 2004
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CAPITAL TRUST, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
December 31, 2003 and 2002
(in thousands, except per share data)

2003 2002
Assets
Cash and cash equivalents $ 8738 $ 10,186
Available-for-sale securities, at fair value 20,052 65,233
Commercial mortgage-backed securities available-for-sale, at fair value 158,136 155,780
Loans receivable, net of $6,672 and $4,982 reserve for possible credit
losses at December 31, 2003 and December 31, 2002, respectively 177,049 116,347
Equity investment in CT Mezzanine Partners I LLC (“Fund I"),
CT Mezzanine Partners II LP (“Fund I1”), CT MP I LLC (“Fund IT GP”)
and CT Mezzanine Partners III, Inc. (“Fund III”) (together “Funds™) 21,988 28,974
Deposits and other receivables 345 431
Accrued interest receivable 3,834 4422
Interest rate hedge assets 168 —
Deferred income taxes 3,369 1,585
Prepaid and other assets 3,465 2,018
Total assets $397,144 $384,976
Liabilities and Shareholders’ Equity
Liabilities:
Accounts payable and accrued expenses $ 11,041 $ 9,067
Credit facilities 38,868 40,000
Term redeemable securities contract 11,651 —
Repurchase obligations 146,894 160,056
Deferred origination fees and other revenue 3,207 987
Interest rate hedge liabilities — 1,822
Total liabilities 211,661 211,932
Company-obligated, mandatory redeemable, convertible trust preferred securities of
CT convertible Trust I, holding $89,742 of convertible 8.25% junior subordinated
debentures at December 31, 2003 and 2002 (“convertible trust preferred securities™) 89,466 88,988
Shareholders’ equity:
Class A 9.5% cumulative convertible preferred stock, $0.01 par value, $0.26 cumulative
annual dividend, no shares authorized, issued or outstanding at December 31, 2003
and 2002 (“class A preferred stock”) — —
Class B 9.5% cumulative convertible non-voting preferred stock, $0.01 par value, $0.26
cumulative annual dividend, no shares authorized, issued or outstanding at December 31, 2003
and 2002 (“class B jpreferred stock” and together with class A preferred stock, “preferred stock™) —_ —
Class A common stock, $0.01 par value, 100,000 shares authorized, 6,502 and 5,405 shares issued
and outstanding at December 31, 2003 and 2002, respectively (“class A common stock”) 65 54
Class B common stock, $0.01 par value, no shares authorized at December 31, 2003,
100,000 shares authorized at December 31, 2002, no shares issued and outstanding — —
at December 31, 2003 and 2002 (“class B common stock™)
Restricted class A common stock, $0.01 par value, 34 and 100 shares issued and outstanding
at December 31, 2003 and December 31, 2002, respectively (“restricted class A common
stock” and together with class A common stock and class B common stock, “common stock™) — 1
Additional paid-in capital 141,402 126,919
Unearned compensation (247) (320)
Accumulated other comprehensive loss (33,880) (28,988)
Accumulated deficit (11,323) (13,610)
Total shareholders’ equity 96,017 84,056
Total liabilities and shareholders’ equity $397,144 $384,976

See accompanying notes to consolidated financial statements.




CAPITAL TRUST, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF ODPERATIONS
For the Years Ended December 31, 2003, 2002 and 2001
(in thousands, except per share data)

2003 2002 2001
Income from loans and other investments:
Interest and related income $38,246 $ 47,079 $ 67,333
Less: Interest and related expenses (9,845) (17,969) (26,238)
Income from loans and other investments, net 28,401 29,110 41,095
Other revenues:
Management and advisory fees from affiliated Funds managed 8,020 10,123 7,664
Income/(loss) from equity investments in Funds 1,526 (2,534) 2,991
Advisory and investment banking fees — 2,207 277
Other interest income 53 128 395
Total other revenues 9,599 9,924 11,327
Other expenses:
General and administrative 13,320 13,996 15,382
Other interest expense — 23 110
Depreciation and amortization 1,057 992 909
Net unrealized (gain)/loss on derivative securities and
corresponding hedged risk on CMBS securities — (21,134) 542
Net realized loss on sale of fixed assets, investments and
settlement of derivative securities — 28,715 —
Provision for/(recapture of) allowance for possible credit losses — (4,713) 748
Total other expenses 14,377 17,879 17,691
Income before income taxes and distributions and amortization
on convertible trust preferred securities 23,623 21,155 34,731
Provision for income taxes 646 22,438 16,882

Income/(loss) before distributions and amortization on

convertible trust preferred securities 22,977 (1,283) 17,849
Distributions and amortization on convertible trust preferred securities,

net of income tax benefit of $7,289 and $7,557 for the years ended

December 31, 2002 and 2001, respectively 9,452 8,455 8,479

Net income/(loss) 13,525 (9,738) 9,370
Less: Preferred stock dividend — — 606
Net income/(loss) allocable to common stock $13,525 $ (9,738) $ 8,764

Per share information:
Net earnings/(loss) per share of common stock

Basic $ 227 $ 62 $ 130

Diluted $ 223 $ (1.62) $ 112
Dividends declared per share of common stock $ 1.80 $ — $ —
Weighted average shares of common stock outstanding

Basic 5,946,718 6,008,731 6,722,106

Diluted 10,287,721 6,008,731 12,041,368

See accompanying notes to consolidated financial statements.
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CAPITAL TRUST, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES [N

SHAREHOLDERS EQUITY
For the Years Ended December 31, 2003, 2002 and 2001
(in thousands)

Comprehensive
Income/(Loss)

Class A
Preferred
Stock

Class B
Preferred
Stock

Balance at January 1, 2001

Net income $ 9,370
Transition adjustment for recognition of derivative financial instruments —
Unrealized loss on derivative financial instruments, net of related income taxes (2,963)
Unrealized loss on available-for-sale securities, net of related income taxes (16,220)
Issuance of warrants to purchase shares of class A common stock —
Issuance of class A common stock unit awards —
Issuance of restricted class A common stock —
Restricted class A common stock earned —
Vesting of restricted class A common stock to unrestricted class A common stock —
Dividends paid on preferred stock —
Repurchase and retirement of shares of stock previously outstanding —

$8

$ 13

Balance at December 31, 2001 $ (9,813)

Net loss A $ (9,738)
Unrealized gain on derivative financial instruments, net of related income taxes 1,715

Unrealized loss on available-for-sale securities, net of related income taxes (794)
Issuance of class A common stock unit awards —

Issuance of restricted class A common stock —

Restricted class A common stock earned —

Vesting of restricted class A common stock to unrestricted class A common stock —

Repurchase and retirement of shares of class A

common stock previously outstanding —

Balance at December 31, 2002 $ (8,817)

Net income $ 13,525
Unrealized gain on derivative financial instruments, net of related income taxes 1,990
Unrealized loss on available-for-sale securities, net of related income taxes (6,882)
Issuance of restricted class A common stock —
Restricted class A common stock earned —
Sale of shares of class A-common stock under stock option agreement —
Cancellation of restricted class A common stock —
Vesting of restricted class A common stock to unrestricted class A common stock —
Repurchase and retirement of shares of class A

common stock previously outstanding —
Repurchase of warrants to purchase shares of class A common stock —
Dividends declared on class A common stock —
Shares redeemed in one for three reverse stock split —
Shares of class A common stock issued in private offering —

Balance at December 31, 2003 $ 8,633

See accompanying notes to consolidated financial statements.




Restricted Accumulated
Class A Class B Class A Additional Other
Common Common Common Paid-In Unearned Comprehensive Accumulated

Stock Stock Stock Capital Compensation Income/(Loss) Deficit Total
$63 $9 $1 $181,697 $ (468) $(10,152) $(12,505)  $158,666
— — — — — — 9,370 9,370
— — — — — (574) — (574)
— — — — — (2,963) — (2,963)
— — — — — (16,220) — (16,220)
— — — 3,276 — — — 3,276
— — — 625 — — — 625
— — 1 1,024 (1,025) — — —
— — — — 910 — — 910
1 — 1) — — — — —
— — — — — — (737) (737)
3) )] — (49,692) — — — (49,725)
61 — 1 136,930 (583) (29,909) (3,872) 102,628
— - — — — — (9,738) (9,738)
— — — — — 1,715 — 1,715
— — — — — (794) — (794)
— — — 313 —_ — — 313
— — 1 399 (400) — — —
— — — — 663 — — 663
1 — ) — — — — —
(8) — — (10,723) — — — (10,731)
54 — 1 126,919 (320) (28,988) (13,610) 84,056
— — — — — — 13,525 13,525
— — — — — 1,990 — 1,990
_ _ — — — (6,882) — (6,882)
— — — 356 (356) — — —
— — — — 237 — — 237
— — — 281 — — — 281
— — — (192) 192 — — —
1 — (0 — — — — —
m — — (946) — — — (947)
— — — (2,132) — — — (2,132)
— — —_ — — — (11,238) (11,238)
— — — (8) — - — ®
11 — — 17,124 — — — 17,135
$65 $— $— $141,402 $ 247 $(33,880) $(11,323)  $ 96,017
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CAPITAL TRUST, INC. AND SUBSIDIARIES

CONSDLIDATED STATEMENTS DF CASM FLOWS
For the Years Ended December 31, 2003, 2002 and 2001

(in thousands)

2003 2002 2001
Cash flows from operating activities:
Net income/(loss) $ 13525 $ (9.738) $ 9,370
Adjustments to reconcile net income/(loss) to net cash provided by operating activities:
Deferred income taxes (1,784) 8,178 (1,044)
Provision for/(recapture of ) provision for possible credit losses —_ (4,713) 748
Depreciation and amortization 1,057 992 909
Loss/(income) from equity investments in Funds (1,526) 2,534 (2,991)
Net gain on sales of CMBS and available-for-sale securities — (711) —
Cash paid on settlement of fair value hedge — (23,624) —
Unrealized loss on hedged and derivative securities — 2,561 542
Restricted class A common stock earned 237 663 910
Amortization of premiums and accretion of discounts on loans and investments, net 1,277) (2,3653) (2,853)
Accretion of discount on term redeemable securities contract — 680 3,897
Accretion of discounts and fees on convertibie trust preferred securities, net 478 1,305 799
Changes in assets and liabilities:
Deposits and other receivables 86 761 (981)
Accrued interest recéivable 3,126 192 2,627
Prepaid and other assets (1,471) (26) 1,659
Deferred originationifees and other revenue 2,165 (462) (961)
Accounts payable and accrued expenses (1,084) (215) 138
Net cash provided by/(used in) operating activities 13,532 (23,988) 12,769
Cash flows from investing activities:
Purchases of available-for-sale securities — (39,999) (257,877)
Principal collections on and proceeds from sales of available-for-sale securities 43,409 131,347 103,038
Purchases of CMBS (6,157) — —
Principal collections on and proceeds from sale of CMBS — 67,880 —
Principal collections on certificated mezzanine investments — — 22,379
Origination and purchase of loans receivable (99,600) — (13,319)
Principal collections on loans receivable 87,210 136,246 112,585
Equity investments in Funds (9,931) (5,973) (35,599)
Return of capital from Funds 10,758 11,840 28,942
Purchases of equipment and leasehold improvements (26) (5) (183)
Purchase of remaining interest in Fund I (19,947) — —
Net cash provided by/(used in) investing activities 5,716 301,336 (40,034)
Cash flows from financing activities:
Proceeds from repurchase obligations 55,672 179,861 251,503
Repayment of repurchase obligations (68,834) (167,685) (120,192)
Proceeds from credit facilities 104,015 118,500 191,870
Repayment of credit facilities (129,232) (199,711) (244,300)
Repayment of notes payable — 977 (891)
Repayment of convertible trust preferred securities — (60,258) —
Proceeds from term redeemable securities contract 20,000 35,816 —
Repayment of term redeemable securities contract (8,349) (173,628) —
Sale of shares of class A common stock under stock option agreement 281 — —
Dividends paid on class A preferred stock —_ — (737)
Dividends paid on c¢lass A common stock (8,297) — —
Repurchase of warrants to purchase shares of class A common stock (2,132) — —
Proceeds from sale of shares of class A common stock 17,135 — —_
Repurchase and retirement of shares of common and
Preferred Stock previously outstanding (955) (10,731) (49,725)
Net cash provided by/(used in) financing activities (20,696) (278,813) 27,528
Net increase/(decrease) in cash and cash equivalents (1,448) (1,465) 263
Cash and cash equivalents at beginning of year 10,186 11,651 11,388
Cash and cash equivalents at end of year $ 8,738 $ 10,186 $ 11,651

See accompanying notes to consolidated financial statements.




CAPITAL TRUST, INC. AND SUBSIDIARIES
NOTES TR TCONSDODLIDATER FINANCIAL STATEMENTS

1. Organization

9 <

References herein to “we,” “us” or “our” refer to Capital
Trust, Inc. and its subsidiaries unless the context specifically
requires otherwise.

We are a finance and investment management company that spe-
cializes in originating and managing credit sensitive structured
financial products. We will continue to make, for our own
account and as investment manager for the account of funds
under management, loans and debt-related investments in various
types of commercial real estate assets and operating companies.

On April 2, 2003, our charter was amended and restated and
then further amended to eliminate from our authorized stock
the entire 100,000,000 shares of our authorized but unissued
class B common stock and to effect a one (1) for three (3)
reverse stock split of our class A common stock. Fractional
shares resulting from the reverse stock split were settled in cash
at a rate of $16.65 multiplied by the percentage of a share
owned after the split.

All per share information concerning the computation of earn-
ings per share, dividends per share, authorized stock, and per
share conversion and exercise prices reported in the accompa-
nying consolidated interim financial statements and these notes
to consolidated financial statements have been adjusted as if
the amendments to our charter were in effect for all fiscal peri-
ods and as of all balance sheet dates presented.

2. REIT Election

In December 2002, our board of directors authorized our elec-
tion to be taxed as a real estate investment trust, or REIT, for
the 2003 tax year. We will continue to make, for our own
account and as investment manager for the account of funds
under management, credit sensitive structured financial prod-
ucts including loans and debt-related investments in various
types of commercial real estate.

In view of our election to be taxed as a REIT, we have tailored
our balance sheet investment program to originate or acquire
loans and investments to produce a portfolio that meets the
asset and income tests necessary to maintain qualification as a
REIT. In order to accommodate our REIT status, the legal
structure of future investment funds we sponsor may be differ-
ent from the legal structure of our existing investment funds.

In order to qualify as a REIT, five or fewer individuals may
own no more than 50% of our common stock. As a means of
facilitating compliance with such qualification, shareholders
controlled by John R. Klopp and Craig M. Hatkoff and trusts
for the benefit of the family of Samuel Zell each sold 166,666
shares of class A ¢common stock to an institutional investor in a
transaction that closed on February 7, 2003. Following this
transaction, our largest five individual shareholders own in the
aggregate less than 50% of the class A common stock.

3. Venture with Citigroup Alternative Investments LLC

On March 8, 2000, we entered into a venture with affiliates of
Citigroup Alternative Investments LLC pursuant to which they
agreed, among other things, to co-sponsor and invest capital in
a series of commercial real estate mezzanine investment funds
managed by us. Pursuant to the venture agreement, which was
amended in 2003, we have co-sponsored three funds with
Citigroup Alternative Investments; CT Mezzanine Partners [
LLC, CT Mezzanine Partners 11 LP and CT Mezzanine
Partners III, Inc., which we refer to as Fund I, Fund II and
Fund III, respectively.

Fund I was formed in March 2000. An affiliate of Citigroup
Alternative Investments and our wholly-owned subsidiary, as
members thereof, made capital commitments of up to $150 mil-
lion and $50 million, respectively. During its investment period,
Fund I made approximately $330 million of investments. In
January 2003, we purchased the 75% interest in Fund I held by
an affiliate of Citigroup Alternative Investments for a purchase
price of approximately $38.4 million (including the assumption
of liabilities), equal to the book value of the fund. On January
31, 2003, we began consolidating the balance sheet and opera-
tions of Fund I in our consolidated financial statements.

Fund IT was formed in April 2001. Fund II effected its final
closing on third-party investor equity commitments in August
2001. Fund IT had total equity commitments of $845.2 million
including $49.7 million made by us and $198.9 million made
by affiliates of Citigroup Alternative Investments. Third-party
private equity investors made the remaining equity commit-
ments. During its investment period (April 9, 2001 to April 9,
2003), Fund II made approximately $1.2 billion of investments.

Fund III was formed in June 2003. Fund III effected its final
closing on third-party investor equity commitments in August
2003. Fund III has total equity commitments of $425 million
including $20 million made by us and $80 million made by
affiliates of Citigroup Alternative Investments. Third-party pri-
vate equity investors made the remaining equity commitments.
Through December 31, 2003, Fund III made approximately
$213 million of investments.

Our wholly-owned subsidiary, CT Investment Management Co.,
LLC, serves as the exclusive investment manager to Fund |,
Fund IT and Fund III.

In connection with entering into the venture agreement and for-
mation of Fund I, we issued to affiliates of Citigroup
Alternative Investments warrants to purchase 1,416,667 shares
of class A common stock. In connection with the closings on
third-party investor equity commitments to Fund II, we issued
to affiliates of Citigroup Alternative Investments warrants to
purchase 1,426,155 shares of our class A common stock. In
total, we had issued warrants to purchase 2,842,822 shares of
our class A common stock. The warrants had a $15.00 per
share exercise price and were exercisable until expiration on
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CAPITAL TRUST, INC. AND SUBSIDIARIES
NOTES TO CONESOLIDATED FINANCIAL STATEMENTS

(continued)

March 8, 2005. We capitalized the value of the warrants at
issuance and they are being amortized over the anticipated lives
of the Funds. In January 2003, we purchased all of the outstand-
ing warrants for $2.1 million. We had no further obligations to
issue additional warrants to Citigroup at December 31, 2003.

4. Summary of Significant Accounting Policies

Principles of Consolidation

Our consolidated financial statements include our accounts and
the accounts of our wholly-owned subsidiaries, CT Investment
Management Co. (as described in Note 3), CT-F1, LLC (direct
member and equity owner of Fund I), CT-F2-LP, LLC (limited
partner of Fund IT), CT-F2-GP, LLC (direct member and equity
owner of Fund II GP), CT-BB Funding Corp. (finance sub-
sidiary for three mezzanine loans), CT Convertible Trust I (as
described in Note 13), CT LF Funding Corp. (finance sub-
sidiary for all of our CMBS securities), CT BSI Funding Corp.
and VIC, Inc., which together with us wholly owns Victor
Capital Group, L.P. and VCG Montreal Management, Inc. All
significant intercompany -balances and transactions have been
eliminated in consolidation.

Revenue Recognition

Interest income for our loans and investments is recognized
over the life of the invéstment using the effective interest
method and recognized oh the accrual basis.

Fees received in connection with loan commitments, net of
direct expenses, are deferred until the loan is advanced and are
then recognized over the term of the loan as an adjustment to
yield. Fees on commitments that expire unused are recognized
at expiration. Exit fees are also recognized over the estimated
term of the loan as an adjustment to yield.

Income recognition is generally suspended for loans at the ear-
lier of the date at which payments become 90 days past due or
when, in the opinion of management, a full recovery of income
and principal becomes doubtful. Income recognition is resumed
when the loan becomes contractually current and performance
is demonstrated to be resumed.

Fees from investment management services are recognized when
earned on an accrual basis. Fees from professional advisory serv-
ices are generally recognized at the point at which all Company
services have been performed and no significant contingencies
exist with respect to entitlement to payment. Fees from asset
management services are recognized as services are rendered.

Cash and Cash Equivalents

We classify highly liquid investments with original maturities of
three months or less from the date of purchase as cash equiva-
lents. At December 31, 2003 and 2002, a majority of the cash
and cash equivalents consisted of overnight investments in com-
mercial paper. We had no bank balances in excess of federally

insured amounts at December 31, 2003 and 2002. We have not
experienced any losses on our demand deposits, commercial
paper or money market investments.

Available-for-Sale Securities and Commercial Mortgage-
Backed Securities

We have designated our investments in commercial mortgage-
backed securities, or CMBS, and certain other securities as
available-for-sale. Available-for-sale securities are carried at
estimated fair value with the net unrealized gains or losses
reported as a component of accumulated other comprehensive
income/(loss) in shareholders’ equity. Many of these investments
are relatively illiquid and management must estimate their values.
In making these estimates, management utilizes market prices
provided by dealers who make markets in these securities, but
may, under certain circumstances, adjust these valuations based
on management’s judgment. Changes in the valuations do not
affect our reported income or cash flows, but impact sharehold-
ers’ equity and, accordingly, book value per share.

Management must also assess whether unrealized losses on
securities reflect a decline in value that is other than temporary,
and, accordingly, write the impaired security down to its fair
value, through a charge to earnings. We have assessed our
securities to first determine whether there is an indication of
possible other than temporary impairment and then where an
indication exists to determine if other than temporary impair-
ment did in fact exist. We expect a full recovery from our secu-
rities and did not recognize any other than temporary impairment.
Significant judgment of management is required in this analy-
sis that includes, but is not limited to, making assumptions
regarding the collectibility of the principal and interest, net of
related expenses, on the underlying loans.

Income on these available-for-sale securities is recognized
based upon a number of assumptions that are subject to uncer-
tainties and contingencies. Examples of these include, among
other things, the rate and timing of principal payments, includ-
ing prepayments, repurchases, defaults and liquidations, the
pass-through or coupon rate and interest rate fluctuations.
Additional factors that may affect our reported interest income
on our mortgage-backed securities include interest payment
shortfalls due to delinquencies on the underlying mortgage
loans and the timing and magnitude of credit losses on the
mortgage loans underlying the securities that are a result of the
general condition of the real estate market, including competi-
tion for tenants and their related credit quality, and changes in
market rental rates. These uncertainties and contingencies are
difficult to predict and are subject to future events that may
alter the assumptions.

We adopted Emerging Issues Task Force 99-20, “Recognition
of Interest Income and Impairment on Purchased and Retained
Beneficial Interests in Securitized Financial Assets” on January 1,
2001. In accordance with this guidance, on a quarterly basis,
when significant changes in estimated cash flows from the cash




flows previously estimated occur due to actual prepayment
and credit loss experience, we calculate a revised yield based
on the current amortized cost of the investment, including any
other-than-temporary impairments recognized to date, and the
revised cash flows. The revised yield is then applied prospec-
tively to recognize interest income.

Impairment of Available-for-Sale Securities and CMBS

In accordance with Statement of Financial Accounting Stan-
dards No. 115, when the estimated fair value of a security clas-
sified as available-for-sale has been below amortized cost for a
significant period of time and we conclude that we no longer
have the ability or intent to hold the security for the period of
time over which we expect the values to recover to amortized
cost, the investment is written down to its fair value. The result-
ing charge is included in income, and a new cost basis estab-
lished. Additionally, under Emerging Issues Task Force 99-20,
when significant changes in estimated cash flows from the cash
flows previously estimated occur due to actual prepayment and
credit loss experience and the present value of the revised cash
flows using the current expected yield is less than the present
value of the previously estimated remaining cash flows,
adjusted for cash receipts during the intervening period, an
other-than-temporary impairment is deemed to have occurred.
Accordingly, the security is written down to fair value with the
resulting change being included in income and a new cost basis
established. In both instances, the original discount or premium
is written off when the new cost basis is established.

After taking into account the effect of the impairment charge,
income is recognized under Emerging Issues Task Force 99-20
or Statement of Financial Accounting Standards No. 91, as
applicable, using the market yield for the security used in
establishing the write-down.

Loans Receivable and Reserve for Possible Credit Losses

We purchase and originate commercial mortgage and mezza-
nine loans to be held as long-term investments. Management
must periodically evaluate each of these loans for possible
impairment. Impairment is indicated when it is deemed proba-
ble that we will not be able to collect all amounts due accord-
ing to the contractual terms of the loan. If a loan were
determined to be permanently impaired, we would write-down
the loan through a charge to the reserve for possible credit
losses. Given the nature of our loan portfolio and the underly-
ing commercial real estate collateral, significant judgment of
management is required in determining permanent impairment
and the resulting charge to the reserve, which includes but is
not limited to making assumptions regarding the value of the
real estate that secures the mortgage loan.

Our accounting policies require that an allowance for estimated
credit losses be reflected in our financial statements based upon
an evaluation of known and inherent risks in our mortgage and
mezzanine loans. While we have experienced minimal actual

losses on our lending investments, management considers it
prudent to reflect provisions for loan losses on a portfolio basis
based upon our assessment of general market conditions, our
internal risk management policies and credit risk rating system,
industry loss experience, our assessment of the likelihood of
delinquencies or defaults, and the value of the collateral under-
lying our investments. Actual losses, if any, could ultimately
differ from these estimates.

Sales of Real Estate

We comply with the provisions of the FASB’s Statement of
Financial Accounting Standards No. 66, “Accounting for Sales
of Real Estate.” Accordingly, the recognition of gains is
deferred until such transactions have complied with the criteria
for full profit recognition under the statement.

Equity Investments in Fund I, Fund I, CT MP II LLC
(which we refer to as Fund II GP) and Fund III {which
together we refer to as Funds)

As the Funds are not majority owned or controlled by us, we
do not consolidate the Funds in our consolidated financial
statements. We account for our interest in the Funds on the
equity method of accounting. As such, we report a percentage
of the earnings of the Funds equal to our ownership percentage
on a single line item in the consolidated statement of opera-
tions as income from equity investments in the Funds.

Derivative Financial Instruments

In the normal course of business, we use a variety of derivative
financial instruments to manage, or hedge, interest rate risk.
These derivative financial instruments must be effective in
reducing its interest rate risk exposure in order to qualify for
hedge accounting. When the terms of an underlying transaction
are modified, or when the underlying hedged item ceases to
exist, all changes in the fair value of the instrument are
marked-to-market with changes in value included in net
income each period until the derivative instrument matures or
is settled. Any derivative instrument used for risk management
that does not meet the hedging criteria is marked-to-market
with the changes in value included in net income.

We use interest rate swaps to effectively convert variable rate
debt to fixed rate debt for the financed portion of fixed rate
assets. The differential to be paid or received on these agree-
ments is recognized as an adjustment to the interest expense
related to debt and is recognized on the accrual basis.

We have also used interest rate caps to reduce our exposure to
interest rate changes on investments. We would have received
payments on an interest rate cap if the variable rate for which
the cap was purchased exceed a specified threshold level and
would have recorded an adjustment to the interest income
related to the related earning asset. We had no interest rate caps
in place at December 31, 2003.
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To determine the fair values of derivative instruments, we use a
variety of methods and assumptions that are based on market
conditions and risks existing at each balance sheet date. For the
majority of financial instruments including most derivatives,
long-term investments and long-term debt, standard market
conventions and techniques such as discounted cash flow
analysis, option pricing models, replacement cost, and termina-
tion cost are used to determine fair value. All methods of
assessing fair value result in a general approximation of value,
and such value may never actually be realized.

The swap and cap agreements are generally held-to-maturity and
we do not use derivative financial instruments for trading purposes.

Equipment and Leasehold Improvements, Net

Equipment and leasehold improvements, net, are stated at orig-
inal cost less accumulated depreciation and amortization.
Depreciation is computed using the straight-line method based
on the estimated lives of the depreciable assets. Amortization is
computed over the remaining terms of the related leases.

Expenditures for maintenance and repairs are charged directly
to expense at the time incurred. Expenditures determined to
represent additions and: betterments are capitalized. Cost of
assets sold or retired and the related amounts of accumulated
depreciation are eliminated from the accounts in the year of
sale or retirement. Any resulting profit or loss is reflected in the
consolidated statement of operations.

Deferred Financing Costs

The deferred financing costs which are included in other assets
on our consolidated balance sheets include issuance costs related
to our debt and are amortized using the straight-line method
which is similar to the results of the effective interest method.

Accounting for Stock-Based Compensation

We comply with the provisions of the Financial Accounting
Standards Board’s Statement of Financial Accounting Standards
No. 123, “Accounting for Stock-Based Compensation.” State-
ment of Financial Accounting Standards No. 123 encourages the
adoption of a new fair-value based accounting method for

employee stock-based compensation plans. Statement of Finan-
cial Accounting Standards No. 123 also permits companies to
continue accounting for stock-based compensation plans as
prescribed by Accounting Principles Board Opinion No. 25.
However, companies electing to continue accounting for stock-
based compensation plans under Accounting Principles Board
Opinion No. 25, must make pro forma disclosures as if we
adopted the cost recognition requirements under Statement of
Financial Accounting Standards No. 123. We have continued to
account for stock-based compensation under Accounting Prin-
ciples Board Opinion No. 25. Accordingly, no compensation
cost has been recognized for the incentive stock plan or the
director stock plan in the accompanying consolidated state-
ments of operations as the exercise price of the stock options
granted thereunder equaled the market price of the underlying
stock on the date of the grant.

Pro forma information regarding net income and net earnings
per common share has been estimated at the date of the grant
using the Black-Scholes option-pricing model based on the fol-
lowing assumptions for the years ended December 31, 2002
and 2001 (no options were granted during the year ended
December 31, 2003):

2002 2001
Risk-free interest rate 430% 4.75%
Volatility 25.0%  25.0%
Dividend yield 0.0% 0.0%
Expected life (years) 5.0 5.0

The Black-Scholes option valuation model was developed for
use in estimating the fair value of traded options that have no
vesting restrictions and are fully transferable. In addition, option
valuation models require the input of highly subjective assump-
tions including the expected stock price volatility. Because our
employee stock options have characteristics significantly differ-
ent from those of traded options, and because changes in the
subjective input assumptions can materially affect the fair value
estimate, in our opinion, the existing models do not necessarily
provide a reliable single measure of the fair value of our
employee stock options. Weighted average fair value of each
stock option granted during the years ended December 31, 2002
and 2001 were $1.64 and $1.47, respectively.

For purposes of pro forma disclosures, the estimated fair value of the options is amortized to expense over the options’ vesting
period. Our pro forma information for the years ended December 31, 2003, 2002 and 2001 is as follows (in thousands, except for

net earnings (loss) per share of common stock):

2003 2002 2001
As Pro As Pro As Pro
Reported Forma Reported Forma Reported Forma
Net income $13,525  $13,280 $(9,738)  $(10,038) $9,370  $9,043
Net earnings per share of common stock:
Basic $ 227 § 223 $ (054 $ (0.56) $ 043 $ 042
Diluted $ 223 § 221 $(0.54) § (0.56) $ 037 $036

The pro forma information presented above is not representative of the effect stock options will have on pro forma net income or

earnings per share for future years.




Income Taxes

Our financial results generally do not reflect provisions for cur-
rent or deferred income taxes on our REIT taxable income.
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, do not expect to pay substantial corpo-
rate-level taxes (other than taxes payable by our taxable REIT
subsidiaries). Many of these requirements, however, are highly
technical and complex. If we were to fail to meet these require-
ments, we would be subject to Federal income tax.

Comprehensive Income

Effective January 1, 1998, we adopted the FASB’s Statement of
Financial Accounting Standards No. 130, “Reporting Compre-
hensive Income”. The statement changes the reporting of cer-
tain items currently reported in the shareholders’ equity section
of the balance sheet and establishes standards for reporting
of comprehensive income and its components in a full set of
general-purpose financial statements. Total comprehensive
income/(loss) was $8,633,000, ($8,817,000) and ($9,813,000)
for the years ended December 31, 2003, 2002 and 2001,
respectively. The primary component of comprehensive income
other than net income was the unrealized gain/(loss) on deriva-
tive financial instruments and available-for-sale securities, net
of related income taxes. At December 31, 2003, accumulated
other comprehensive loss is comprised of unrealized losses on
CMBS of $34,809,000 and unrealized gains on cash flow
swaps of $168,000 offset by unrealized gains on available-for-
sale securities of $761,000 netting to a total of $33,880,000.

Earnings per Share of Common Stock

Earnings per share of common stock are presented based on the
requirements of the FASB’s Statement of Accounting Standards
No. 128. Basic EPS is computed based on the income applica-
ble to common stock (which is net income or loss reduced by
the dividends on the preferred stock) divided by weighted aver-
age number of shares of common stock outstanding during the
period. Diluted EPS is based on the net earnings applicable to
common stock plus, if dilutive, dividends on the preferred
stock and interest paid on convertible trust preferred securities,
net of tax benefit, divided by weighted average number of
shares of common stock and potentially dilutive shares of
common stock that were outstanding during the period. At
December 31, 2003, potentially dilutive shares of common
stock include convertible trust preferred securities, dilutive
common stock options. At December 31, 2002, potentially dilu-
tive shares of common stock include convertible trust preferred
securities, dilutive common stock warrants and options and
future commitments for stock unit awards. At December 31,
2001, potentially dilutive shares of common stock include the
convertible preferred stock, convertible trust preferred securities,
dilutive common stock warrants and options and future commit-
ments for stock unit awards.

Use of Estimates

The preparation of financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclo-
sure of contingent assets and liabilities at the date of the con-
solidated financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual
results could differ from those estimates.

Reclassifications

Certain reclassifications have been made in the presentation of
the 2002 and 2001 consolidated financial statements to con-
form to the 2003 presentation.

Segment Reporting

We have established two reportable segments beginning
January 1, 2003. We have an internal information system that
produces performance and asset data for its two segments
along service lines.

The Balance Sheet Investment segment includes all of our activ-
ities related to direct loan and investment activities (including
direct investments in Funds) and the financing thereof.

The Investment Management segment includes all of our activi-
ties related to investment management services provided to us
and funds under management and includes our taxable REIT
subsidiary, CT Investment Management Co., and its subsidiaries.

Prior to January 1, 2003, we managed our operations as one
segment, therefore separate segment reporting is not presented
for 2002 and 2001, as the financial information for that seg-
ment is the same as the information in the consolidated finan-
cial statements.

New Accounting Pronouncements

In September 2000, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards No. 140,
“Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities.” This statement is applica-
ble for transfers of assets and extinguishments of liabilities
occurring after June 30, 2001. We adopted the provisions of
this statement as required for all transactions entered into on or
after January 1, 2001. Qur adoption of Statement of Financial
Accounting Standards No. 140 did not have a significant
impact on us.

On January 1, 2001, we adopted Statement of Financial
Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended by Statement
of Financial Accounting Standards No. 137 and Statement of
Financial Accounting Standards No. 138, “Accounting for Cer-
tain Derivative Instruments and Certain Hedging Activities.”
Statement of Financial Accounting Standards No. 133, as
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amended, establishes accounting and reporting standards for
derivative instruments. Specifically Statement of Financial
Accounting Standards No. 133 requires an entity to recognize
all derivatives as either assets or liabilities in the consolidated
balance sheets and to measure those instruments at fair value.
Additionally, the fair value adjustments will affect either share-
holders’ equity or net income depending on whether the deriv-
ative instrument qualifies as a hedge for accounting purposes
and, if so, the nature of the hedging activity. As of January 1,
2001, the adoption of the new standard resulted in an adjust-
ment of $574,000 to accumulated other comprehensive loss.

In the case of the fair value hedge, we hedged the component
of interest rate risk that can be directly controlled by the hedg-
ing instrument, and it is:this portion of the hedge assets that
was being recognized in earnings. Mark to market on non-
hedged available-for-sale securities and non-hedged aspect of
CMBS are reported in accumulated in other comprehensive
income. Financial reporting for hedges characterized as fair
value hedges and cash flow hedges are different. For those
hedges characterized as a fair value hedge, the changes in fair
value of the hedge and the hedged item are reflected in earn-
ings each quarter. In the case of the fair value hedge, we
hedged the component of interest rate risk that can be directly
controlled by the hedging instrument, and it was this portion of
the hedged assets that is recognized in earnings. The non-
hedged balance is classified as an available-for-sale security
consistent with Statement of Financial Accounting Standards
No. 115, and was reported in accumulated other comprehen-
sive income. For those hedges characterized as cash flow
hedges, the unrealized gains/losses in the fair value of these
hedges were reported on the balance sheet with a correspon-
ding adjustment to eithér accumulated other comprehensive
income or to earnings, depending on the type of hedging rela-
tionship. We discontinued our fair value hedge transaction in
2002. In accordance with Statement of Financial Accounting
Standards No. 133, on December 31, 2003, the derivative
financial instruments were reported at their fair value as inter-
est rate hedge assets of $168,000.

We are exposed to credit loss in the event of non-performance
by the counterparties to the interest rate swap and cap agree-
ments, although we do not anticipate such non-performance.
The counterparties would bear the interest rate risk of such
transactions as market interest rates increase.

In July 2001, the SEC released Staff Accounting Bulletin No.
102, “Selected Loan Loss Allowance and Documentation Issues.”
Staff Accounting Bulletin No. 102 summarizes certain of the
SEC’s views on the development, documentation and application
of a systematic methodology for determining allowances for
loan and lease losses. Our adoption of Staff Accounting Bulletin
No. 102 did not have a significant impact on us.

In July 2001, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 141, “Busi-
ness Combinations” and Statement of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Assets.”
Statement of Financial Accounting Standards No. 141 requires
the purchase method of accounting to be used for all business
combinations initiated after June 30, 2001. Statement of
Financial Accounting Standards No. 141 also addresses the ini-
tial recognition and measurement of goodwill and other intan-
gible assets acquired in business combinations and requires
intangible assets to be recognized apart from goodwill if cer-
tain tests are met. Statement of Financial Accounting Standards
No. 142 requires that goodwill not be amortized but instead be
measured for impairment at least annually, or when events indi-
cate that there may be an impairment. We adopted the provi-
sions of both statements, as required, on January 1, 2002,
which did not have a significant impact on us.

In October 2001, the Financial Accounting Standards Board
issued Statement of Financial Accounting Standards No. 144,
“Accounting for the Impairment or Disposal of Long-Lived
Assets.” Statement of Financial Accounting Standards No. 144
provides new guidance on the recognition of impairment losses
on long-lived assets to be held and used or to be disposed of,
and also broadens the definition of what constitutes a discon-
tinued operation and how the results of a discontinued opera-
tion are to be measured and presented. Statement of Financial
Accounting Standards No. 144 requires that current operations
prior to the disposition of corporate tenant lease assets and
prior period results of such operations be presented in discon-
tinued operations in our consolidated statements of operations.
The provisions of Statement of Financial Accounting Standards
No. 144 are effective for financial statements issued for fiscal
years beginning after December 15, 2001, and must be applied
at the beginning of a fiscal year. We adopted the provisions of
this statement on January 1, 2002, as required, which did not
have a significant financial impact on us.

In November 2002, the Financial Accounting Standards Board
issued Interpretation No. 45, “Guarantor’s Accounting and Dis-
closure Requirements for Guarantees, Including Indirect Guar-
antees of Indebtedness of Others,” an interpretation of Financial
Accounting Standards Board Statement of Financial Account-
ing Standards No. 5, “Accounting for Contingencies,” Statement
of Financial Accounting Standards No. 57, “Related Party
Disclosures,” Statement of Financial Accounting Standards No.
107, “Disclosures about Fair Value of Financial Instruments”
and rescission of Financial Accounting Standards Board
Interpretation No. 34, “Disclosure of Indirect Guarantees of
Indebtedness of Others, an Interpretation of Statement of Finan-
cial Accounting Standards No. 5.7 It requires that upon
issuance of a guarantee, the guarantor must recognize a liabil-
ity for the fair value of the obligation it assumes under that




guarantee regardless of whether the guarantor receives sepa-
rately identifiable consideration, such as a premium. The new
disclosure requirements are effective December 31, 2002. Our
adoption of Interpretation No. 45 did not have a material
impact on our consolidated financial statements, nor is it
expected to have a material impact in the future.

In January 2003, the Financial Accounting Standards Board
issued Interpretation No. 46, “Consolidation of Variable
Interest Entities,” an interpretation of Accounting Research
Bulletin 51. Interpretation No. 46 provides guidance on identi-
fying entities for which control is achieved through means
other than through voting rights, and how to determine when
and which business enterprise should consolidate a variable
interest entity. In addition, Interpretation No. 46 requires that
both the primary beneficiary and all other enterprises with a
significant variable interest in a variable interest entity make
additional disclosures. The transitional disclosure requirements
took effect almost immediately and are required for all financial
statements initially issued after January 31, 2003. In December
2003, the Financial Accounting Standards Board issued a revi-
sion of Interpretation No. 46, Interpretation No. 46R, to clarify
the provisions of Interpretation No. 46. The application of
Interpretation No. 46R 1is effective for public companies, other
than small business issuers, after March 15, 2004. We have eval-
uated all of our investments and other interests in entities that
may be deemed variable interest entities under the provisions of
Interpretation No. 46. We have concluded that no additional enti-
ties need to be consolidated. Commencing with financial state-
ments for periods ending after March 15, 2004, we will
deconsolidate CT Convertible Trust 1. The deconselidation
should not result in a significant impact to us.

In May 2003, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 150 “Account-
ing for Certain Financial Instruments with Characteristics of
both Liabilities and Equity.” This statement establishes stan-
dards for the classification and measurement of certain finan-
cial instruments with characteristics of both liabilities and
equity. The statement is effective for financial instruments
entered into and modified after May 31, 2003 and otherwise is
effective at the beginning of the first interim period beginning
after June 15, 2003. It is to be implemented by reporting the
cumulative effect of a change in an accounting principle of
financial instruments created before the issuance date of the
statement and still existing at the beginning of the interim
period of adoption. The implementation of the statement did
not have a material impact on the Company.

5. Available-for-Sale Securities

At December 31, 2003, our available-for-sale securities con-
sisted of the following (in thousands):
Gross

> Estimated
Amortized M Fair
Cost  Gains Losses Value
Federal Home Loan Mortgage
Corporation Gold, fixed
rate interest at 6.50%,
due September 1, 2031 $2368 $§ 89 $— %2457
Federal Home Loan Mortgage
Corporation Gold, fixed
rate interest at 6.50%,
due September 1, 2031 8,418 269 —_ 8,687

Federal Home Loan Mortgage

Corporation Gold, fixed

rate interest at 6.50%,

due September 1, 2031 721 28 — 749
Federal Home Loan Mortgage

Corporation Gold, fixed

rate interest at 6.50%,

due April 1, 2032 7,784 375 —

$19,291 § 761 $—

8,159
$20,052

We purchased the securities due September 1, 2031 on
September 28, 2001 at a premium to yield 6.07% with an antic-
ipated average life of 5.15 years with financing provided by the
seller through a repurchase agreement.

We purchased the security due April 1, 2032 in March 2002
at a discount with seller provided financing through a repur-
chase agreement.

At December 31, 2002, our available-for-sale securities con-
sisted of the following (in thousands):

Gross Estimated
Amortized __Unrealized Fair
Cost  Gains Losses Value
Federal Home Loan Mortgage
Corporation Gold, fixed
rate interest at 6.50%,
due September 1, 2031 $ 6,513 § 213 $— 36,726
Federal Home Loan Mortgage
Corporation Gold, fixed
rate interest at 6.50%,
due September 1, 2031 31,017 936 — 31,953

Federal Home Loan Mortgage

Corporation Gold, fixed

rate interest at 6.50%,

due September 1, 2031 1,770 60 —_ 1,830
Federal Home Loan Mortgage

Corporation Gold, fixed

rate interest at 6.50%,

due April 1, 2032 23,698 1,026 —

$62,998 $2,235 §—

24,724
$65,233
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We sold three securities due September 1, 2031 in June 2002
with an amortized cost of $75,006,000 for $75,358,000 result-
ing in a total gain of $352,000.

6. Commercial Mortgage-Backed Securities

We acquire rated and unrated subordinated investments in pub-
lic and private CMBS issues.

Because of a decision to sell a held-to-maturity security in
1998, we transferred all of our investments in commercial
mortgage-backed securities from held-to-maturity securities to
available-for-sale and continue to classify the CMBS as such.

During the year ended December 31, 1998, we purchased
$36,509,000 face amount of interests in three CMBS issued
by a financial asset securitization investment trust for
$36,335,000. In April 2001, we received $1.4 million of addi-
tional discount from the issuer of the securities in settlement of
a dispute with the issuer: In May 2002, we received full satis-
faction of $36,509,000. In connection with the early payoft, we
recognized an additional $370,000 of unamortized discount as
additional interest income in 2002.

On March 3, 1999, through our then newly formed wholly-
owned subsidiary, CT-BB Funding Corp., we acquired a port-
folio of fixed-rate “BB” rated CMBS from an affiliate of a then
existing credit facility lender. The portfolio, which is com-
prised of 11 separate issues with an aggregate face amount of
$246.0 million, was purchased for $196.9 million. In connec-
tion with the transaction, an affiliate of the seller provided
three-year term financing for 70% of the purchase price at a
floating rate above the London Interbank Offered Rate, or
LIBOR, and entered into an interest rate swap for the full dura-
tion of the portfolio seeurities thereby providing a hedge for
interest rate risk. The financing was provided at a rate that was
below the current market for similar financings and, as such,
we reduced the carrying amounts of the assets and the debt by
$10.9 million to adjust the yield on the debt to current market
terms. In June 2002, thiee sales of CMBS in two issues were
completed. The securities, which had a basis of $31,012,000
including amortization of discounts, were sold for $31,371,000
resulting in a net gain of $359,000.

During the year ended December 31, 2003, we purchased
$6,542,000 face amount of interests in two CMBS issues
for $6,157,000.

At December 31, 2003, ten CMBS issues with an aggregate
market value of $128.9 million and unrealized losses of $35.0
million have been in an unrealized loss position for greater than
twelve months. We believe that these market value losses are
temporary. We do not expect any actual losses in the classes of
the bonds that we hold and expect the value of the individual
bonds will increase as currently delinquent loans are resolved
and the bonds approach maturity.

At December 31, 2003; we have CMBS totaling $158,136,000
of which $153,136,000 earn interest (including the accretion of
the discounted purchase price) at fixed rates averaging 11.88%

of the book value and $5,000,000 earn interest at variable rates
averaging LIBOR plus 2.95% (4.11% at December 31, 2003).
The CMBS mature at various dates from August 2004 to
December 2014. At December 31, 2003, the expected average
life for the CMBS portfolio is 7.8 years.

7. Loans Receivable

We have classified our loans receivable into the following gen-
eral categories:

» First Mortgage Loans—These are single-property secured
loans evidenced by a primary first mortgage and senior to
any mezzanine financing and the owner’s equity. These loans
are bridge loans for equity holders who require interim
financing until permanent financing can be obtained. Our
first mortgage loans are generally not intended to be perma-
nent in nature, but rather are intended to be of a relatively
short-term duration, with extension options as deemed
appropriate, and typically require a balloon payment of prin-
cipal at maturity. We may also originate and fund permanent
first mortgage loans in which we intend to sell the senior
tranche, thereby creating a property mezzanine loan (as
defined below).

« Property Mezzanine Loans—These are single-property
secured loans which are subordinate to a primary first mort-
gage loan, but senior to the owner’s equity. A mezzanine loan
is evidenced by its own promissory note and is typically
made to the owner of the property-owning entity (i.e. the sen-
ior loan borrower). It is not secured by the first mortgage on
the property, but by a pledge of all of the mezzanine bor-
rower’s ownership interest in the property-owning entity.
Subject to negotiated contractual restrictions, the mezzanine
lender has the right, following foreclosure, to become the
sole indirect owner of the property subject to the lien of the
primary mortgage.

* B Notes—These are loans evidenced by a junior participa-
tion in a first mortgage against a single property; the senior
participation is known as an A Note. Although a B Note may
be evidenced by its own promissory note, it shares a single
borrower and mortgage with the A Note and is secured by the
same collateral. B Note lenders have the same obligations,
collateral and borrower as the A Note lender and in most
instances are contractually limited in rights and remedies in
the case of a default. The B Note is subordinate to the A Note
by virtue of a contractual arrangement between the A Note
lender and the B Note lender. For the B Note lender to
actively pursue a full range of remedies, it must, in most
instances, purchase the A Note.

Corporate Mezzanine Loans—These are investments in or
loans to real estate-related operating companies, including
REITs. Such loan investments take the form of secured debt
and may finance, among other things, operations, mergers
and acquisitions, management buy-outs, recapitalizations,
start-ups and stock buy-backs generally involving real estate
and real estate-related entities.




At December 31, 2003 and 2002, our loans receivable con-
sisted of the following (in thousands):

2003 2002

First mortgage loans $ 12,672  § 15202
Property mezzanine loans 106,449 98,268
B Notes 64,600 —
Corporate mezzanine loans — 7,859
183,721 121,329
Less: reserve for possible credit losses (6,672) (4,982)
Total loans $177,049  $116,347

In connection with our purchase of the Fund I interest held by
an affiliate of Citigroup Alternative Investments in January
2003, we recorded additional loans receivable of $50,034,000
and recorded a $1,690,000 increase to the reserve for possible
credit losses on the acquisition date. The assets were recorded
at their carrying value from Fund I, which approximated the
market value on the acquisition date.

One first mortgage loan with an original principal balance of
$8,000,000 reached maturity on July 15, 2001 and has not been
repaid with respect to principal and interest. In December
2002, the loan was written down to $4,000,000 through a
charge to the allowance for possible credit losses. During the
year ended December 31, 2003, we received proceeds of
$731,000 reducing the carrying value of the loan to
$3,269,000. In accordance with our policy for revenue recogni-
tion, income recognition has been suspended on this loan and
for the years ended December 31, 2003, 2002 and 2001,
$912,000, $958,000 and $1,144,000, respectively, of potential
interest income has not been recorded.

During the year ended December 31, 2003, we purchased or
originated three property mezzanine loans for $35,000,000 and
six B Notes for $64,600,000, received partial repayments on eight
mortgage and property mezzanine loans totaling $18,449,000 and
received three property mezzanine loans satisfactions and one
other loan satisfaction totaling $68,761,000. We have no out-
standing loan commitments at December 31, 2003.

At December 31, 2003, the weighted average interest rate in
effect, including amortization of fees and premiums, for our
performing loans receivable were as follows:

First mortgage loan 10.51%
Property mezzanine loans 10.14%
B Notes 6.62%

Total Loans 8.90%

At December 31, 2003, $119,405,000 (66%) of the aforemen-
tioned performing loans bear interest at floating rates ranging
from LIBOR plus 235 basis points to LIBOR plus 900 basis
points. The remaining $61,046,000 (34%) of loans bear interest
at fixed rates ranging from 11.62% to 11.67%.

The range of maturity dates and weighted average maturity
at December 31, 2003 of our performing loans receivable was
as follows:

Weighted

Average

Range of Maturity Dates Maturity

First mortgage loans December 2004 11 Months
Property mezzanine loans  July 2005 to July 2009 55 Months

B Notes
Total Loans

January 2006 to August 2008 47 Months
December 2004 to July 2009 S0 Months

At December 31, 2003, there are two loans secured by office
buildings in New York City to a related group of borrowers
totaling $61.0 million or approximately 15.4% of total assets.
For the year ended December 31, 2003, total gross revenues,
total operating expenses and net income before capital
improvements on the three buildings total $61.1 million, $25.5
million and $35.6 million, respectively (unaudited). There are
no other loans to a single borrower or to related groups of bor-
rowers that exceed ten percent of total assets. Approximately
48% of all performing loans are secured by properties in New
York. Approximately 45% of all performing loans are secured
by office buildings. These credit concentrations are adequately
collateralized as of December 31, 2003.

In connection with the aforementioned loans, at December 31,
2003 and 2002, we have deferred origination fees, net of direct
costs of $828,000 and $160,000, respectively, that are being
amortized into income over the life of the loan. At December
31, 2003 and 2002, we have also recorded $86,000 and
$1,694,000, respectively, of exit fees, which will be collected at
the loan pay-off. These fees are recorded as interest income on
a basis to realize a level yield over the life of the loans.

As of December 31, 2003, performing loans totaling
$170,451,000 are pledged as collateral for borrowings on our
credit facility, repurchase agreements and term redeemable
securities contract.

We have established a reserve for possible credit losses on
loans receivable as follows (in thousands):

2003 2002 2001
Beginning balance $4,982  $13,695 $12,947
Provision for (recapture of)
allowance for possible
credit losses —_ (4,713) 748

Additional reserve established
with Fund 1 purchase 1,690 — —_
Amounts charged against reserve
for possible credit losses —

$6,672

(4,000) —
$ 4982  $13,695

Ending balance
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8. Equity Investment in Funds
Fund I

As part of the venture with Citigroup Alternative Investments,
as described in Note 3, we held an equity investment in Fund I
during the years ended December 31, 2003, 2002 and 2001. The
activity for our equity investment in Fund I for the years ended
December 31, 2003, 2002 and 2001 is as follows (in thousands):

2003 2002 2001
Beginning balance $ 6,609 $21,087 $21,638
Capital contributions to Fund 1 — — 25,331
Company portion of
Fund I income/(loss) 143 (4,345) 2,934
Distributions from Fund I —  (10,133) (28,816)
Purchase of remaining fund equity (6,752) — —

Ending balance $ — % 6,609 $21,087

As of December 31, 2002, Fund I had loans outstanding total-
ing $50,237,000, all of which were performing in accordance
with the terms of the foan agreements. One loan for $26.0 mil-
lion, which was in default and for which the accrual of interest
had been suspended, was written down to $212,000 and distrib-
uted pro-rata to the members in December 2002. Upon receipt
of our share of the loan with a face amount of $6,500,000, we
disposed of the asset.

On January 31, 2003, we purchased from an affiliate of
Citigroup Alternative Investments its 75% interest in Fund [ for
$38.4 million (including the assumption of liabilities). As of
January 31, 2003, we began consolidating the operations of
Fund I in our consolidated financial statements.

For the years ended December 31, 2003, 2002 and 2001, we
received $17,000, $530,000 and $765,000, respectively, of fees
for management of Fund 1.

Fund I1

We had equity investments in Fund II during the years ended
December 31, 2003, 2002 and 2001. We account for Fund II on
the equity method of accounting as we have a 50% ownership
interest in the general partner of Fund II. The activity for our
equity investment in Fund II for the years ended December 31,
2003, 2002 and 2001 is as follows (in thousands):

2003 2002 2001
Beginning balance $ 12,277 $7024 $ —
Capital contributions to Fund II 5,459 5,150 7,097
Company portion of
Fund II income 2,144 1,810 54
Distributions from FundiIl (10,671)  (1,707) 127
Ending balance $ 9,209 $12277 §7,024

As of December 31, 2003, Fund II has loans and investments
outstanding totaling $517,591,000, all of which are performing
in accordance with the terms of the loan agreements.

For the years ended December 31, 2003, 2002 and 2001, we
received $3,904,000, $8,089,000 and $5,884,000, respectively,
of fees for management of Fund II.

Fund I1 GP

Fund II GP serves as the general partner for Fund II. Fund II
GP is owned 50% by us and 50% by Citigroup.

We had equity investments in Fund II GP during the years
ended December 31, 2003, 2002 and 2001. The activity for our
equity investment in Fund II GP is as follows (in thousands):

2003 2002 2001

Beginning balance $3,499 $2,675 $§ —

Capital contributions to Fund I GP 757 823 2,671
Company portion of

Fund II GP income (786) 1 4

Distributions from Fund II GP — — —

Ending balance $3,470  $3,499 $2,675

In addition, we earned $600,000, $1,505,000 and $1,015,000
of consulting fees from Fund II GP during the years ended
December 31, 2003, 2002 and 2001, respectively. At December
31, 2002 and 2001, we had receivables of $380,000 and
$1,015,000, respectively, from Fund II GP, which is included in
prepaid and other assets.

In accordance with the limited partnership agreement of Fund
I1, Fund II GP may earn incentive compensation when certain
returns are achieved for the limited partners of Fund II, which
will be accrued if and when earned.

Fund 111

On June 2, 2003, Fund III, our third commercial real estate
mezzanine investment fund co-sponsored with affiliates of
Citigroup Alternative Investments, effected its initial closing.
Fund III commenced its investment operations immediately fol-
lowing the initial closing and on June 27, 2003, July 17, 2003
and August 8, 2003, respectively, Fund III effected its second,
third and final closings resulting in total equity commitments in
Fund IIT of $425.0 million. The equity commitments made to
Fund III by us and affiliates of Citigroup Alternative Invest-
ments are $20.0 million and $80.0 million, respectively.

The activity for our equity investment in Fund III is as follows
(in thousands):

2003

Beginning balance $ —
Capital invested 2,800
Costs capitalized 914

Company portion of Fund I1I income 25

Amortization of capitalized costs (88)
Dividends received from Fund IIT (88)
Ending balance $3,563




As of December 31, 2003, Fund III has loans and investments
outstanding totaling $182,315,000, all of which are performing
in accordance with the terms of the loan agreements.

Based upon the $425.0 million aggregate equity commitments
made at the initial and subsequent closings, during the investment
period of Fund II, we will earn annual investment management
fees of $6.0 million through the service of our subsidiary, CT
Investment Management Co., as investment manager to Fund
III. During the year ended December 31, 2003, we received
$3,500,000 of fees for management of Fund III.

Investment Costs Capitalized

In connection with entering into the venture agreement and
related fund business, we capitalized certain costs, including
the cost of warrants issued and legal costs incurred in negotiat-
ing and concluding the venture agreement with Citigroup
Alternative Investments. These costs are being amortized over
the expected life of the fund business and related venture
agreement (10 years). The activity for these investment costs
for the years ended December 31, 2003, 2002 and 2001 is as
follows (in thousands):

2003 2002 2001

Beginning balance $6,589  $7443  $4,373
Costs capitalized — — 3,776
Amortization of capitalized costs (844) (854) (706)
Ending balance $5,745  $6,589  $7,443

9. Equipment and Leasehold Improvements

At December 31, 2003 and 2002, equipment and leasehold
improvements, net, are summarized as follows (in thousands):

Period of
Depreciation or

Amortization 2003 2002

Office and computer equipment 1 to 3 years $ 566 $ 554
Furniture and fixtures S years 146 146
Leasehold improvements Term of leases 388 388
1,100 1,088

Less: accumulated depreciation (808) (698)
$ 292 3 390

Depreciation and amortization expense on equipment and
leasehold improvements, which are computed on a straight-line
basis totaled $124,000, $138,000 and $203,000 for the years
ended December 31, 2003, 2002 and 2001, respectively.
Equipment and leasehold improvements are included at their
depreciated cost in prepaid and other assets in the consolidated
balance sheets.

10. Long-Term Debt
Credit Facility

Effective June 27, 2003, we entered into a new credit agree-
ment with a commercial lender who has been providing credit
to us since June 8, 1998,

The credit facility in effect for the year ended December 31,
2002, provided for a $100 million line of credit. In connection
with the Company’s purchase of the Fund I interest held by
affiliates of Citigroup Alternative Investments in January 2003,
the Company assumed the obligations under the credit facility
entered into by Fund I. There were outstanding borrowings of
$24,084,000 on the date of acquisition. The lender for the Fund
I credit facility was the same as the lender for our outstanding
credit facility and thus the two facilities were combined for
reporting purposes with the line of credit being increased to
$150 million.

On June 27, 2003, we formally combined under one facility the
outstanding borrowings of the two facilities and extended the
maturity of the $150 million credit facility for two additional
years to July 16, 2005, with an automatic nine month amortiz-
ing extension option, if not otherwise extended. We incurred an
initial commitment fee of $1,425,000 upon the signing of this
new agreement which is being amortized over the remaining
term of the agreement.

The credit facility provides for advances to fund lender-approved
loans and investments made by us, which we refer to as “funded
portfolio assets.” Our obligations under the credit facility are
secured by pledges of the funded portfolio assets acquired with
advances under the credit facilities.

Borrowings under the credit facility bears interest at specified
rates over LIBOR, which rates may fluctuate, based upon the
credit quality of the funded portfolio assets. This facility is also
subject to a minimum usage fee if average borrowings for a
quarter are less than a threshold amount. The credit facility
provides for margin calls on asset-specific borrowings in the
event of asset quality and/or market value deterioration as
determined under the credit facility. The credit facility contains
customary representations and warranties, covenants and con-
ditions and events of default. The credit facilities also contain a
covenant obligating us to avoid undergoing an ownership
change that results in John R. Klopp or Samuel Zell no longer
retaining their senior offices and directorships with us and
practical control of our business and operations.

At December 31, 2003, we have borrowed $38,868,000 under
the credit facility at an average interest rate of LIBOR plus
1.50% (2.62% at December 31, 2003). On December 31, 2003,
the unused amount of potential credit under the remaining
credit facility was $111,132,000. Assuming no additional uti-
lization under the credit facility and including the amortization
of fees paid and capitalized over the term of the credit facility,
the all-in effective borrowing cost was 4.58% at December 31,
2003. We have pledged assets of $78,022,000 as collateral for
the borrowing against such credit facility.

Term Redeemable Securities Contract

In connection with the purchase of our BB CMBS portfolio as
previously described in Note 6, an affiliate of the seller pro-
vided financing for 70% of the purchase price, or $137.8 mil-
lion, at a floating rate of LIBOR plus 50 basis points pursuant
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to a term redeemable securities contract. This rate was below
the market rate for similar financings, and, as such, a discount
on the term redeemable securities contract was recorded to
reduce the carrying amount by $10.9 million (which has been
amortized to $679,000), which had the effect of adjusting the
yield to current market terms. The debt had a three-year term
that expired in February 2002.

On February 28, 2002, we entered into a new term redeemable
securities contract. The current term redeemable securities con-
tract was utilized to finance certain of the assets that were pre-
viously financed with a maturing credit facility and term
redeemable securities contract. The term redeemable securities
contract, which allows for a maximum financing of $75 mil-
lion, is recourse to us and has a two-year term with an auto-
matic one-year amortizing extension option, if not otherwise
extended. We incurred an initial commitment fee of $750,000
upon the signing of the term redeemable securities contract and
we pay interest at specified rates over LIBOR. The new term
redeemable securities contract contains customary representa-
tions and warranties, covenants and conditions and events of
default. This term redeemable securities contract expired on
February 28, 2004 and was repaid with the financed assets
being financed under the credit facility.

At December 31, 2003, we have borrowed $11,651,000 under
the term redeemable securities contract at an average interest
rate of LIBOR plus 1.911% (3.06% at December 31, 2003). On
December 31, 2003, the unused amount of potential credit under
the term redeemable securities contract was $63,349,000.
Assuming no additional utilization under the term redeemable
securities contract and including the amortization of fees paid
and capitalized over the term of the term redeemable securities
contract, the all-in efféctive borrowing cost was 6.41% at
December 31, 2003. We thave pledged assets of $17,957,000 as
collateral for the borrowing against such term redeemable
securities contract.

Repurchase Obligations

At December 31, 2003, 'we were obligated to five counterpar-
ties under repurchase agreements.

The repurchase obligation with the first counterparty, an affili-
ate of a securities dealer, was utilized to finance CMBS securi-
ties. At December 31, 2003, we have sold CMBS assets with a
book and market value of $151,964,000 and have a liability to
repurchase these assets for $88,365,000 that is non-recourse to
us. This repurchase obligation had an original one-year term that
expired in February 2003 and was extended twice to February
2005. The liability balance bears interest at specified rates over
LIBOR based upon eachiasset included in the obligation.

The repurchase obligation with the second counterparty, a
securities dealer, arose in connection with the purchase of
Federal Home Loan Mortgage Corporation Gold available-for-
sale securities. At December 31, 2003, we have sold such
assets with a book and market value of $20,052,000 and have
a liability to repurchase these assets for $19,461,000. This

repurchase agreement comes due monthly and has a current
maturity date in March 2004. The liability balance bears inter-
est at LIBOR.

The repurchase obligation with the third counterparty, a securi-
ties dealer, was entered into on May 28, 2003 pursuant to the
terms of a master repurchase agreement and provides us with
the right to finance up to $50,000,000, which was upsized to
$100,000,000 in August 2003, by selling specific assets to the
counterparty. To December 31, 2003, the master repurchase
agreement has been utilized in connection with the purchase of
five loans during 2003. At December 31, 2003, we have sold
loans with a book and market value of $53,197,000 and have a
liability to repurchase these assets for $16,982,000. The master
repurchase agreement terminates on June 1, 2004, with an
automatic nine-month amortizing extension option, if not other-
wise extended, and bears interest at specified rates over LIBOR
based upon each asset included in the obligation.

The repurchase obligations with the fourth counterparty, a
securities dealer, were entered into during the third quarter of
2003 in connection with the purchase of a loan and CMBS
securities. At December 31, 2003, we have sold a loan and
CMBS with a book and market value of $9,950,000 and have a
liability to repurchase these assets for $8,210,000. The repur-
chase agreements are matched to the term of the underlying
loan and CMBS that mature between August 2004 and January
2005 and bear interest at specified rates over LIBOR based
upon each asset included in the obligation.

The repurchase obligation with the fifth counterparty, a securi-
ties dealer, was entered into during 2003 in connection with the
purchase of a loan. At December 31, 2003, we have sold a loan
with a book and market value of $16,325,000 and have a liabil-
ity to repurchase this asset for $13,876,000. This repurchase
agreement comes due monthly and has a current maturity date
in March 2004,

The average borrowing rate in effect for all the repurchase obli-
gations outstanding at December 31, 2003 was LIBOR plus
0.99% (2.15% at December 31, 2003). Assuming no additional
utilization under the repurchase obligations and including the
amortization of fees paid and capitalized over the term of the
repurchase obligations, the all-in effective borrowing cost was
2.65% at December 31, 2003.

11. Derivative Financial Instruments

On January 1, 2001, we adopted Statement of Financial
Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” as amended by Statement
of Financial Accounting Standards No. 138, “Accounting for
Certain Derivative Instruments and Certain Hedging Activities.”
Statement of Financial Accounting Standards No. 133, as
amended, establishes accounting and reporting standards for
derivative instruments. Specifically Statement of Financial
Accounting Standards No. 133 requires an entity to recognize
all derivatives as either assets or liabilities in the consolidated
balance sheets and to measure those instruments at fair value.




Additionally, the fair value adjustments will affect either share-
holders’ equity or net income depending on whether the deriv-
ative instrument qualifies as a hedge for accounting purposes
and, if so, the nature of the hedging activity. As of January 1,
2001, the adoption of the new standard resulted in an adjust-
ment of $574,000 to accumulated other comprehensive loss
and other liabilities.

In the normal course of business, we are exposed to the effect
of interest rate changes. We limit these risks by following
established risk management policies and procedures including
those for the use of derivatives. For interest rate exposures,
derivatives are used primarily to align rate movements between
interest rates associated with our loans and other financial
assets with interest rates on related debt financing, and manage
the cost of borrowing obligations.

We do not use derivatives for trading or speculative purposes.
Further, we have a policy of only entering into contracts with
major financial institutions based upon their credit ratings and
other factors. When viewed in conjunction with the underlying
and offsetting exposure that the derivatives are designed to hedge,
we have not sustained a material loss from those instruments, nor
do we anticipate any material adverse effect on our net income or
financial position in the future from the use of derivatives.

To manage interest rate risk, we may employ options, forwards,
interest rate swaps, caps and floors or a combination thereof
depending on the underlying exposure. To reduce overall interest
cost, we use interest rate instruments, typically interest rate swaps,
to convert a portion of our variable rate debt to fixed rate debt.
Interest rate differentials that arise under these swap contracts are
recognized as interest expense over the life of the contracts.

Financial reporting for hedges characterized as fair value
hedges and cash flow hedges are different. For those hedges
characterized as a fair value hedge, the changes in fair value of
the hedge and the hedged item are reflected in earnings each
quarter. In the case of the fair value hedges, we are hedging the
component of interest rate risk that can be directly controlled
by the hedging instrument, and it is this portion of the hedged
assets that is recognized in earnings. The non-hedged balance
is classified as an available-for-sale security consistent with
Statement of Financial Accounting Standards No. 115, “Account-
ing for Certain Investments in Debt and Equity Securities,” and
is reported in accumulated other comprehensive income. For
those hedges characterized as cash flow hedges, the unrealized
gains/losses in the fair value of these hedges are reported on
the balance sheet with a corresponding adjustment to either
accumulated other comprehensive income or to earnings,
depending on the type of hedging relationship.

We undertook the fair value hedge to sustain the value of our
CMBS holdings. This fair value hedge, when viewed in con-
junction with the fair value of the securities, was intended to
sustain the value of those securities as interest rates rise and
fall. During the twelve months ended December 31, 2001, we
recognized a loss of $5,479,000 for the decrease in the value of
the swap which was substantially offset by a gain of $4,890,000
for the change in the fair value of the securities attributed to the
hedged risk resulting in a $589,000 charge to unrealized loss
on derivative securities on the consolidated statement of opera-
tions. During the period from January 1, 2002 to December 20,
2002, we recognized a loss of $16,234,000 for the decrease in
the value of the swap which was substantially offset by a gain
of $15,924,000 for the change in the fair value of the securities
attributed to the hedged risk resulting in a $310,000 charge to
unrealized loss on derivative securities on the consolidated
statement of operations. In conjunction with the sale of the
CMBS previously discussed in Note 5, in order to maintain the
effectiveness of the hedge, we reduced the maturity of the fair
value hedge from December 2014 to November 2009 and rec-
ognized a realized gain for the payments received totaling
$940,000. On December 23, 2002, in order to eliminate accu-
mulated earnings and profits in anticipation of our election of
REIT status for tax purposes, the fair value hedge was settled
resulting in a realized loss of $23.6 million.

We utilize cash flow hedges in order to better control interest
costs on variable rate debt transactions. Interest rate swaps that
convert variable payments to fixed payments, interest rate caps,
floors, collars, and forwards are considered cash flow hedges.
During the period from January 1, 2002 to December 20, 2002
and during the year ended December 31, 2001, the fair value of
the cash flow swaps decreased by $3.3 million and $2.9 mil-
lion, respectively, which was deferred into other comprehen-
sive loss until the cash flow hedges were settled on December
23, 2002 and the settlement amount of $6.7 million was
recorded as a charge to earnings.

During the period from January 1, 2002 to December 20, 2002
and during the year ended December 31, 2001, we recognized
a loss of $62,000 and a gain of $47,000, respectively for the
change in time value for qualifying interest rate hedges. The
time value is a component of fair value that must be recognized
in earnings, and is shown in the consolidated statement of oper-
ations as unrealized loss on derivative securities. When the
interest rate cap was settled on December 23, 2002, we recog-
nized a realized loss of $51,000 on the consolidated statement
of operations. :
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In December 2002, we entered into two new cash flow hedge contracts. The following table summarizes the notional value and fair

value of our derivative financial instruments at December 31, 2003.

Hedge Type Notional Value Interest Rate Maturity Fair Value
Swap Cash Flow Hedge $85,000,000 4.2425% 2015 $118,000
Swap Cash Flow Hedge 24,000,000 4.2325% 2015 50,000

On December 31, 2003, ithe derivative financial instruments
were reported at their fair value as interest rate hedge assets
and the increase in the fair value of the cash flow swaps of
$168,000 was deferred into other comprehensive loss and will
be released to earnings over the remaining lives of the swaps.
The amount of the hedges’ ineffectiveness is immaterial and
reported as a component of interest expense.

Over time, the unrealized;gains and losses held in accumulated
other comprehensive income will be reclassified to earnings.
This reclassification is consistent with the timing of when the
hedged items are also recognized in earnings. Within the next
twelve months, we estimate that $3.1 million currently held in
accumulated other comprehensive loss will be reclassified to
earnings, with regard to the cash flow hedges.

12. Convertible Trust Preferred Securities

On July 28, 1998, we privately placed originally issued 150,000
8.25% step up convertible trust preferred securities (liquidation
amount $1,000 per security) with an aggregate liquidation
amount of $150 million.

The convertible trust preferred securities were originally issued
by our consolidated statutory trust subsidiary, CT Convertible
Trust I, referred to as the “Trust,” and represented an undivided
beneficial interest in the assets of the Trust that consisted solely
of our 8.25% step up convertible junior subordinated deben-
tures in the aggregate principal amount of $154,650,000 that
were concurrently sold and originally issued to the Trust.
Distributions on the convertible trust preferred securities were
payable quarterly in arrears on each calendar quarter-end and
correspond to the payments of interest made on the convertible
debentures, the sole assets of the Trust. Distributions were
payable only to the extent payments were made in respect to
the convertible debentures.

We received $145,207,000 in net proceeds, after original issue
discount of 3% from the.liquidation amount of the convertible
trust preferred securities and transaction expenses, pursuant to
the above transactions, which were used to pay down our credit
facilities. The convertible trust preferred securities were con-
vertible into shares of class A common stock at an initial rate of
85.47 shares of class A common stock per $1,000 principal
amount of the convertible debentures held by the Trust (which
was equivalent to a conversion price of $35.10 per share of
class A common stock).

On May 10, 2000, we modified the terms of the $150 million
aggregate liquidation amount convertible trust preferred securi-
ties. In connection with the modification, the then outstanding
convertible trust preferred securities were canceled and new
variable step up convertible trust preferred securities with an
aggregate liquidation amount of $150,000,000 were issued to
the holders of the canceled securities in exchange therefore,
and the original underlying convertible debentures were can-
celed and new 8.25% step up convertible junior subordinated
debentures in the aggregate principal amount of $92,524,000
and new 13% step up non-convertible junior subordinated
debentures in the aggregate principal amount of $62,126,000
were issued to the Trust, as the holder of the canceled bonds, in
exchange therefore. The liquidation amount of the new con-
vertible trust preferred securities was divided into $89,742,000
of convertible amount and $60,258,000 of non-convertible
amount, the distribution, redemption and, as applicable, con-
version terms of which, mirrored the interest, redemption and,
as applicable, conversion terms of the new convertible deben-
tures and the new non-convertible debentures, respectively,
held by the Trust.

Distributions on the new convertible trust preferred securities
are payable quarterly in arrears on each calendar quarter-end
and correspond to the payments of interest made on the new
debentures, the sole assets of the Trust. Distributions are
payable only to the extent payments are made in respect to the
new debentures. The new convertible trust preferred securities
initially bore a blended coupon rate of 10.16% per annum
which rate was to vary as the proportion of outstanding con-
vertible amount to the outstanding non-convertible amount
changes and step up in accordance with the coupon rate step up
terms applicable to the convertible amount and the non-
convertible amount.

The convertible amount bore a coupon rate of 8.25% per
annum through March 31, 2002 and increased on April 1, 2002
to the greater of (i) 10.00% per annum, increasing by 0.75% on
October 1, 2004 and on each October 1 thereafter or (ii) a per-
centage per annum equal to the quarterly dividend paid on a
share of common stock multiplied by four and divided by
$21.00. The convertible amount is convertible into shares of
class A common stock, in increments of $1,000 in liquidation
amount, at a conversion price of $21.00 per share. The convert-
ible amount is redeemable by us, in whole or in part, on or after
September 30, 2004.




Prior to redemption, the non-convertible amount bore a coupon
rate of 13.00% per annum. On September 30, 2002, the non-
convertible debentures were redeemed in full, utilizing addi-
tional borrowings on the credit facility and repurchase
agreements, resulting in a corresponding redemption in full of
the related non-convertible amount of convertible trust preferred
securities. In connection with the redemption transaction, we
expensed the remaining unamortized discount and fees on the
redeemed non-convertible amount resulting in $586,000 of
additional expense for the year ended December 31, 2002.

For financial reporting purposes, the Trust is treated as our sub-
sidiary and, accordingly, the accounts of the Trust are included
in our consolidated financial statements. Intercompany transac-
tions between the Trust and us, including the original convertible
and new debentures, have been eliminated in our consolidated
financial statements. The original convertible trust preferred
securities and the new convertible trust preferred securities are
presented as a separate caption between liabilities and share-
holders’ equity (“convertible trust preferred securities”) in our
consolidated balance sheet. Distributions on the original con-
vertible trust preferred securities and the new convertible trust
preferred securities are recorded, net of the tax benefit, in a
separate caption immediately following the provision for
income taxes on our consolidated statements of operations.

In accordance with Financial Accounting Standards Board
issued Financial Accounting Standards Board Interpretation
No. 46, “Consolidation of Variable Interest Entities,” beginning
January 1, 2004 we will no longer consolidate the operations of
the trust on our financial statements.

13. Shareholders’ Equity
Authorized Capital

We have the authority to issue up to 200,000,000 shares of
stock, consisting of (i) 100,000,000 shares of class A common
stock and (ii) 100,000,000 shares of preferred stock. The board
of directors is generally authorized to issue additional shares of
authorized stock without shareholder approval.

Common Stock

Class A common stock are voting shares entitled to vote on all
matters presented to a vote of shareholders, except as provided
by law or subject to the voting rights of any outstanding pre-
ferred stock. Holders of record of shares of class A common
stock on the record date fixed by our board of directors are
entitled to receive such dividends as may be declared by the
board of directors subject to the rights of the holders of any
outstanding preferred stock.

Preferred Stock

In 2001, we had outstanding two classes of preferred stock,
class A 9.5% cumulative convertible voting preferred Stock
and the class B 9.5% cumulative convertible non-voting pre-
ferred stock. In December 2001, following the repurchase of all
of the outstanding shares of preferred stock (as discussed
below), we amended our charter to eliminate from authorized
capital the previously designated class A preferred stock and
class B preferred stock and increase the authorized shares of
preferred stock to 100,000,000.

Common and Preferred Stock Transactions

In March 2000, we commenced an open market stock repur-
chase program under which we were initially authorized to
purchase, from time to time, up to 666,667 shares of class A
common stock. Since that time the authorization has been
increased by the board of directors to purchase up to 2,366,934
shares of class A common stock. As of December 31, 2003, we
had purchased and retired, pursuant to the program, 1,700,584
shares of class A common stock at an average price of $13.13
per share (including commissions).

We have no further obligations to issue additional warrants to
affiliates of Citigroup Alternative Investments at December 31,
2003. The value of the warrants at the issuance dates, $4,636,000,
was capitalized and is being amortized over the anticipated
lives of the fund business venture with affiliates of Citigroup
Alternative Investments. On January 31, 2003, we purchased
all of the outstanding warrants to purchase 2,842,822 shares of
class A common stock for $2,132,000.

In two privately negotiated transactions closed in April 2001,
we repurchased for $29,138,000, 210,234 shares of class A com-
mon stock, 506,944 shares of class B common stock, 506,130
shares of class A preferred stock and 758,037 shares of class B
preferred stock. In addition, in a privately negotiated transaction
closed in August 2001, we repurchased for $20,896,000, 66,667
shares of class A common stock, 411,451 shares of class B
common stock, 253,065 shares of class A preferred stock and
589,713 shares of class B preferred stock. We have repurchased
all of our previously outstanding preferred stock and elimi-
nated the related dividend.

On June 18, 2003, we issued 1,075,000 shares of class A com-
mon stock in a private placement. Thirty-two separate investors,
led by certain institutional clients advised by Lend Lease
Rosen Real Estate Securities, LLC, purchased the shares.
We received net proceeds of $17.1 million after payment of
offering expenses and fees to Conifer Securities, LLC, our
placement agent.
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Earnings per Share

The following table sets forth the calculation of Basic and Diluted EPS for the years ended December 31, 2003 and 2002:

Year Ended December 31, 2003

Year Ended December 31, 2002

Per Share Per Share
Net Income Shares Amount Net Loss Shares Amount
Basic EPS:
Net earnings/(loss) allocable to common stock $13,525,000 5,946,718 $2.27 $(9,738,000) 6,008,731 $(1.62)
Effect of Dilutive Securitiés:
Options outstanding forithe purchase of common stock — 67,581 — —
Convertible trust preferred securities exchangeable
for shares of common stock 9,452,000 4,273,422 — _
Diluted EPS:
Net earnings/(loss) per share of common
stock and assumed conversions $22,977,000 10,287,721 $2.23 $(9,738,000) 6,008,731 $(1.62)

The following table sets forth the calculation of Basic and
Diluted EPS for the year ended December 31, 2001:

Year Ended December 31, 2001

Per Share
Amount

Net Income Shares

Basic EPS:
Net earnings allocable
to common stock $ 8,764,000

6,722,106 $1.30

Effect of Dilutive Securities:
Options outstanding for the
purchase of common $tock
Warrants outstanding for
the purchase of
common stock
Future commitments for
stock unit awards for the
issuance of common stock
Convertible trust preferred
securities exchangeable for
shares of common stock
Convertible preferred stock

Diluted EPS:
Net earnings per share of
common stock and
assumed conversions

32,144

140,316

16,667

4,120,000
606,000

4,273,504
856,631

$13,490,000 12,041,368 $1.12

14. General and Administrative Expenses

General and administrative expenses for the years ended
December 31, 2003, 2002 and 2001 consist of (in thousands):

2003 2002 2001
Salaries and benefits $ 8306 $ 9276 $11,082
Professional services 2,127 1,806 1,545
Other 2,887 2,914 2,755
Total $13,320 $13,996 $15,382

15. Income Taxes

The Company intends to make an election to be taxed as a
REIT under Section 856(c) of the Internal Revenue Code of
1986, as amended, commencing with the tax year ending
December 31, 2003. As a REIT, we generally are not subject to
federal income tax. To maintain qualification as a REIT, we
must distribute at least 90% of our REIT taxable income to our
stockholders and meet certain other requirements. If we fail to
qualify as a REIT in any taxable year, we will be subject to fed-
eral income tax on our taxable income at regular corporate
rates. We may also be subject to certain state and local taxes on
our income and property. Under certain circumstances, federal
income and excise taxes may be due on our undistributed tax-
able income. At December 31, 2003, we were in compliance
with all REIT requirements.

During the year ended December 31, 2003, we recorded
$646,000 of income tax expense for income that was attributa-
ble to taxable REIT subsidiaries. Our effective tax rate for the
year ended December 31, 2003 attributable to our taxable REIT
subsidiaries was 107.9%. The difference between the U.S. fed-
eral statutory tax rate of 35% and the effective tax rate was pri-
marily state and local taxes, net of federal tax benefit, and
compensation in excess of deductible limits.

We have federal net operating loss carryforwards as of
December 31, 2003 of approximately $12.4 million. Such net
operating loss carryforwards expire through 2021. Due to an
ownership change in January 1997 and another prior ownership
change, a substantial portion of the net operating loss carryfor-
wards are limited for federal income tax purposes to approxi-
mately $1.4 million annually. Any unused portion of such
annual limitation can be carried forward to future periods. We
also have federal capital loss carryforwards as of December 31,
2003 of approximately $29.4 million that expire in 2007. The
utilization of these carryforwards would not reduce federal
income taxes but would reduce required distributions to main-
tain REIT status.




Deferred income taxes reflect the net tax effects of temporary
differences between the carrying amounts of assets and liabili-
ties for financial reporting purposes and the amounts used for
tax reporting purposes.

As we are operating in a manner to meet the qualifications to
be taxed as a REIT for federal income tax purposes during the
2003 tax year, we do not expect we will be liable for income
taxes or taxes on “built-in gain” on our assets at the federal
level or in most states in future years, other than on our taxable
REIT subsidiary. Accordingly, we eliminated substantially all
of our deferred tax liabilities other than that related to our tax-
able REIT subsidiary at December 31, 2002. The amounts for
2003 relate only to differences related to taxable earnings of
our taxable REIT subsidiaries.

The components of the net deferred tax assets are as follows
(in thousands):
December 31,

2003 2002
Fund II incentive management fees
recognized for tax purposes
not recorded for book $3,230 $ —
Net operating loss carryforward — 4,849
Capital loss carryforward — 13,573
Reserves on other assets and for
possible credit losses — 2,689
Other 279 (2,858)
Deferred tax assets 3,509 18,253
Valuation allowance (140)  (16,668)
$3,369 3 1,585

We recorded a valuation allowance to reserve a portion of
our net deferred assets in accordance with Statement of Finan-
cial Accounting Standards No. 109. Under Statement of
Financial Accounting Standards No. 109, this valuation allow-
ance will be adjusted in future years, as appropriate. However,
the timing and extent of such future adjustments cannot
presently be determined.

Prior to 2003, we filed a consolidated federal income tax retarn
as a C-corporation. The provision for income taxes for the
years ended December 31, 2002 and 2001 is comprised as fol-
lows (in thousands):

2002 2001

Current
Federal $ 8,752  $10,642
State 2,654 3,811
Local 2,802 3,473

Deferred
Federal 5,152 (732)
State 1,483 (72)
Local 1,595 (240)
Provision for income taxes $22438 $16,882

The reconciliation of income tax computed at the U.S. federal
statutory tax rate (35%) to the effective income tax rate for the
years ended December 31, 2002 and 2001 are as follows (in
thousands):

2002 2001
$ % 3 %
Federal income tax
at statutory rate $ 7,404 35.0% $12,156  35.0%
State and local taxes,
net of federal tax benefit 5,547 26.2% 4532 13.1%

Utilization of net operating

loss carryforwards (490) 2.3)% 490) (1.4)%
Capital loss carryforwards

not recognized due to

uncertainty of utilization 10,304 48.7% — — %

Compensation in excess of
deductible limits 502 2.4% 642 1.8%
Reduction of net

deferred tax liabilities (2,783) (13.1)% — — %
Other 1,954 9.2% 42 0.1%
$22,438 106.1% $16,882 48.6%

16. Employee Benefit Plans
Employee 401(k) and Profit Sharing Plan

In 1999, we instituted a 401(k) and profit sharing plan that
allows eligible employees to contribute up to 15% of their
salary into the plan on a pre-tax basis, subject to annual limits.
We have committed to make contributions to the plan equal to
3% of all eligible employees’ compensation subject to annual
limits and may make additional contributions based upon earn-
ings. Our contribution expense for the years ended December
31, 2003, 2002 and 2001, was $103,000, $110,000 and
$196,000, respectively.

1997 Long-Term Incentive Stock Plan

Our 1997 amended and restated long-term incentive stock plan
permits the grant of nonqualified stock option, incentive stock
option, restricted stock, stock appreciation right, performance
unit, performance stock and stock unit awards. A maximum of
147,001 shares of class A common stock may be issued during
the fiscal year 2004 pursuant to awards under the incentive
stock plan and the director stock plan (as discussed below) in
addition to the shares subject to awards outstanding under the
two plans at December 31, 2003. The maximum number of
shares that may be subject to awards to any employee during
the term of the plan may not exceed 333,334 shares and the
maximum amount payable in cash to any employee with
respect to any performance period pursuant to any performance
unit or performance stock award is $1.0 million.
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Incentive stock options shall be exercisable no more than ten
years after their date of igrant and five years after the grant in
the case of a 10% stockholder and vest over a period of three
years with one-third vesting at each anniversary date. Payment
of an option may be made with cash, with previously owned
class A common stock, by foregoing compensation in accord-
ance with performance compensation committee or compensa-
tion committee rules or by a combination of these.

Restricted stock may beigranted under the long-term incentive
stock plan with performance goals and periods of restriction as
the board of directors may designate. The performance goals
may be based on the attainment of certain objective and/or sub-
jective measures. In 2003, 2002 and 2001, we issued 17,500
shares, 25,125 shares land 75,927 shares, respectively, of
restricted stock. 12,707 shares were canceled in 2003 and
20,791 shares were canceled in 2001 upon the resignation of
employees prior to vesting. The shares of restricted stock

issued in 2003 vest one-third on each of the following dates:
February 1, 2004, February 1, 2005 and February 1, 2006. The
shares of restricted stock issued in 2002 vest one-third on each
of the following dates: February 1, 2003, February 1, 2004 and
February 1, 2005. The shares of restricted stock issued in 2001
vest one-third on each of the following dates: February 1, 2002,
February 1, 2003 and February 1, 2004. We also granted
17,361 shares of performance based restricted stock in 1999,
which were canceled in 2002.

The long-term incentive stock plan also authorizes the grant of
stock units at any time and from time to time on such terms as
shall be determined by the board of directors or administering
compensation committee. Stock units shall be payable in class
A common stock upon the occurrence of certain trigger events.
The terms and conditions of the trigger events may vary by
stock unit award, by the participant, or both.

The following table summarizes the activity under the long-term incentive stock plan for the years ended December 31, 2003, 2002

and 2001:
Weighted
Options Exercise Price Average Exercise
_ Outstanding per Share Price per Share
Outstanding at January 1, 2001 473,016 $12.375-%30.00 $21.11
Granted in 2001 151,512 $13.50 -$16.50 13.85
Canceled in 2001 (47,446) $12.375-%30.00 20.50
Outstanding at December 3]1, 2001 577,082 $12.375-830.00 $19.26
Granted in 2002 97,340 $15.90 15.90
Canceled in 2002 (17,172) $12.375-$18.00 13.79
Outstanding at December 3{1, 2002 657,250 $12.375-$30.00 $18.51
Exercised in 2003 (18,445) $12.375-$18.00 15.20
Canceled in 2003 (121,337) $12.375-$30.00 18.51
Outstanding at December 31, 2003 517,468 $12.375-$30.00 $19.09

At December 31, 2003, 2002 and 2001, options to purchase
417,730, 435,669 and 337,225 shares, respectively, were exer-
cisable. At December 31, 2003, the outstanding options have
various remaining contractual lives ranging from 2.00 to 8.09
years with a weighted average life of 5.59 years. The following
table presents the options outstanding and exercisable at
December 31, 2003 within price ranges:

Range for Total Total
Exercise Prices Options Options
per Share Outstanding Exercisable
$12.375-815.00 142,788 105,613
$15.01 -$18.00 249,122 186,559
$18.01 -$21.00 — —
$21.01 -$24.00 — —
$24.01 -$27.00 33,334 33,334
$27.01 -$30.00 92,224 92,224
Total 517,468 417,730

1997 Non-Employee Director Stock Plan

Our 1997 amended and restated non-employee director stock
plan permits the grant of nonqualified stock option, restricted
stock, stock appreciation right, performance unit, performance
stock and stock unit awards. A maximum of 147,001 shares of
class A common stock may be issued during the fiscal year 2004
pursuant to awards under the director stock plan and. the long-
term incentive stock plan, in addition to the shares subject to
awards outstanding under the two plans at December 31, 2003.

The board of directors shall determine the purchase price per
share of class A common stock covered by nonqualified stock
options granted under the director stock plan. Payment of non-
qualified stock options may be made with cash, with previ-
ously owned shares of class A common stock, by foregoing
compensation in accordance with board rules or by a combina-
tion of these payment methods. Stock appreciation rights may
be granted under the plan in lieu of nonqualified stock options,




in addition to nonqualified stock options, independent of non-
qualified stock options or as a combination of the foregoing. A
holder of stock appreciation rights is entitled upon exercise to
receive shares of class A common stock, or cash or a combina-
tion of both, as the board of directors may determine, equal in
value on the date of exercise to the amount by which the fair
market value of one share of class A common stock on the date
of exercise exceeds the exercise price fixed by the board on the
date of grant (which price shall not be less than 100% of the
market price of a share of class A common stock on the date of
grant) multiplied by the number of shares in respect to which
the stock appreciation rights are exercised.

Restricted stock may be granted under the director stock plan
with performance goals and periods of restriction as the board
of directors may designate. The performance goals may be
based on the attainment of certain objective and/or subjective
measures. The director stock plan also authorizes the grant of
stock units at any time and from time to time on such terms as
shall be determined by the board of directors. Stock units shall
be payable in shares of class A common stock upon the occur-
rence of certain trigger events. The terms and conditions of the
trigger events may vary by stock unit award, by the participant,
or both.

The following table summarizes the activity under the director stock plan for the years ended December 31, 2003, 2002 and 2001:

Weighted

Options Exercise Price Average Exercise

Outstanding per Share Price per Share

Qutstanding at January 1, 2001 85,002 $18.00-$30.00 $27.65
Granted in 2001 — $— —
Outstanding at December 31, 2001 85,002 $18.00-$30.00 27.65
Granted in 2002 — §— —_
Outstanding at December 31, 2002 85,002 $18.00-$30.00 27.65
Granted in 2003 — $— _
Outstanding at December 31, 2003 85,002 $18.00-$30.00 $27.65

At December 31, 2003, 2002 and 2001, all of the options out-
standing were exercisable. At December 31, 2003, the out-
standing options have a remaining contractual life of 3.54 years
to 4.08 years with a weighted average life of 3.98 years. 16,668
of the options are priced at $18.00 and the remaining 68,334
are priced at $30.00.

17. Fair Values of Financial Instruments

The Financial Accounting Standards Board’s Statement of
Financial Accounting Standards No. 107, “Disclosures about
Fair Value of Financial Instruments,” requires disclosure of fair
value information about financial instruments, whether or not
recognized in the statement of financial condition, for which it
is practicable to estimate that value. In cases where quoted
market prices are not available, fair values are based upon esti-
mates using present value or other valuation techniques. Those
techniques are significantly affected by the assumptions used,
including the discount rate and the estimated future cash flows.
In that regard, the derived fair value estimates cannot be sub-
stantiated by comparison to independent markets and, in many
cases, could not be realized in immediate settlement of the
instrument. Statement of Financial Accounting Standards No.
107 excludes certain financial instruments and all non-financial
instruments from our disclosure requirements. Accordingly, the
aggregate fair value amounts do not represent the underlying
value of we.

The following methods and assumptions were used to estimate
the fair value of each class of financial instruments for which it
is practicable to estimate that value:

Cash and cash equivalents: The carrying amount of cash on
hand and money market funds is considered to be a reasonable
estimate of fair value.

Available-for-sale securities: The fair value was determined
based upon the market value of the securities.

Commercial mortgage-backed securities: The fair value was
obtained by obtaining quotes from a market maker in the security.

Loans receivable, net: The fair values were estimated by using
current institutional purchaser yield requirements for loans
with similar credit characteristics.

Interest rate cap agreement: The fair value was estimated
based upon the amount at which similar financial instruments
would be valued.

Credit facility: The credit facilities are at floating rates of inter-
est for which the spread over LIBOR is at rates that are similar
to those in the market currently. Therefore, the carrying value
is a reasonable estimate of fair value.

Repurchase obligations: The repurchase obligations, which are
generally short-term in nature, bear interest at a floating rate
and the book value is a reasonable estimate of fair value.
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Term redeemable securities contract: The fair value was esti-
mated based upon the amount at which similar privately placed
financial instruments would be valued.

Convertible trust preferred securities: The fair value was esti-
mated based upon the amount at which similar privately placed
financial instruments would be valued.

Interest rate swap agreements: The fair values were estimated
based upon the amount at which similar financial instruments
would be valued.

The carrying amounts of all assets and liabilities approximate
the fair value except as!follows (in thousands): '

December 31, 2003 December 31, 2002

Fair
Value

Fair
Value

Carrying
Amount

Carrying
Amount

Financial Assets:
Loans receivable
Convertible trust
preferred securities

$183,721 $191,395 $121,329 $127,348

89,466 94,874 88,988 88,988
18. Supplemental Schedule of Non-Cash

and Financing Activities

Interest paid on our outstanding debt for 2003, 2002 and 2001
was $18,980,000, $32,293,000 and $38,290,000, respectively.
Income taxes paid by us in 2003, 2002 and 2001 were
$2,454,000, $8,275,000 and $11,583,000, respectively.

19. Transactions with Related Parties

We entered into a consulting agreement, dated as of January 1,
1998, with one of our directors. The consulting agreement had
an initial term of one year, which was subsequently extended to
December 31, 2002 and then allowed to expire. Pursuant to the
agreement, the director provided consulting services for us
including new business identification, strategic planning and
identifying and negotiating mergers, acquisitions, joint ven-
tures and strategic alliances. During each of the years ended
December 31, 2002 and 2001, we incurred expenses of
$96,000 in connection with this agreement.

Effective January 1, 2000, we entered into a consulting agree-
ment with another director. The consulting agreement had an
initial term of two years that expired on December 31, 2002.
Under this agreement, the consultant was paid $15,000 per
month for which the consultant provided services for us includ-
ing serving on the management committees for Fund I and
Fund II and any other tasks and assignments requested by the
chief executive officer. Effective January 1, 2003, we entered
into a new consulting agreement with the director with a term
of two years that expires on December 31, 2004. Under the

new agreement, the consultant is paid $10,000 per month for
which the consultant provides services for us including serving
on the management committees for Fund I and Fund II, serving
on the board of directors of Fund III, and any other tasks and
assignments requested by the chief executive officer. During
the years ended December 31, 2003, 2002 and 2001, we
incurred expenses of $120,000, $180,000 and $180,000,
respectively in connection with these agreements.

We pay Equity Group Investments, L.L.C. and Equity Risk
Services, Inc., affiliates under common control of the chairman
of the board of directors, for certain corporate services pro-
vided to us. These services include consulting on insurance
matters, risk management, and investor relations. During the
years ended December 31, 2003, 2002 and 2001, we incurred
$48,000, $57,000 and $100,000, respectively, of expenses in
connection with these services.

We pay Global Realty Outsourcing, Inc., a company in which
we have an equity investment and on whose board of directors
our president and chief executive officer serves, for consulting
services relating to monitoring assets and evaluating potential
investments. During the years ended December 31, 2003, 2002
and 2001, we incurred $147,000, $13,000 and $30,000, respec-
tively, of expenses in connection with these services.

20. Commitments and Contingencies

Leases

We lease premises and equipment under operating leases with
various expiration dates. Minimum annual rental payments at
December 31, 2003 are as follows (in thousands):

Years Ending December 31:

2004 $ 971
2005 962
2006 962
2007 962
2008 481
Thereafter —

$4,338

Rent expense for office space and equipment amounted to
$902,000, $899,000 and $852,000 for the years ended
December 31, 2003, 2002 and 2001, respectively.

Litigation
In the normal course of business, we are subject to various
legal proceedings and claims, the resolution of which, in man-

agement’s opinion, will not have a material adverse effect on
our consolidated financial position or our results of operations.




Employment Agreements

We have an employment agreement with our chief executive
officer that provided for an initial five-year term of employment
that ended July 15, 2002. The agreement has been automatically
extended twice for one-year terms, and currently ends on July
15, 2004, and contains extension options that extend the agree-
ment for additional one-year terms automatically unless termi-
nated by either party by April 17, 2004. The employment
agreement currently provides for an annual base salary of
$600,000, subject to calendar year cost of living increases at
the discretion of the board of directors. The chief executive
officer is also entitled to annual incentive cash bonuses to be
determined by the board of directors based on individual per-
formance and our profitability and is a participant in our long-
term incentive stock plan and other employee benefit plans.

21. Segment Reporting

We have established two reportable segments beginning
January 1, 2003. We have an internal information system that
produces performance and asset data for our two segments
along service lines.

The Balance Sheet Investment segment includes all of our activ-
ities related to direct loan and investment activities (including
direct investments in Funds) and the financing thereof.

The Investment Management segment includes all of our activ-
ities related to investment management services provided us
and third-party funds under management and includes our
taxable REIT subsidiary, CT Investment Management Co., and
its subsidiaries.

The following table details each segment’s contribution to our overall profitability and the identified assets attributable to each such
segment for the year ended and as of December 31, 2003, respectively (in thousands):

Balance Sheet Investment Inter-Segment
Investment Management Activities Total
Income from loans and other investments:
Interest and related income $ 38,246 5 — $ — $ 38,246
Less: Interest and related expenses (9,845) — — (9,845)
Income from loans and other investments, net 28,401 — — 28,401
Other revenues:
Management and advisory fees — 11,259 (3,239 8,020
Income/(loss) from equity investments in Funds 2,312 (786) — 1,526
Other interest income 29 185 (161) 53
Total other revenues 2,341 10,658 (3,400) 9,599
Other expenses:
General and administrative 3,214 10,106 — 13,320
Management fees paid 3,239 — (3,239) —
Other interest expense 161 — (161) —
Depreciation and amortization 845 212 — 1,057
Total other expenses 7,459 10,318 (3.400) 14,377
Income before income taxes and distributions and )
amortization on convertible trust preferred securities 23,283 340 — 23,623
Provision for income taxes — 646 — 646
Income before distributions and amortization on
convertible trust preferred securities 23,283 (306) —_ 22,977
Distributions and amortization on convertible
trust preferred securities 9,452 — — 9,452
Net income allocable to class A common stock $ 13,831 $ (306) $ — $ 13,525
Total Assets $387,727 $24,151 $(14,734) $397,144
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All revenues were generated from external sources within the
United States. The Investment Management segment earned
fees of $3,239,000 for management of the Balance Sheet
Investment segment for the year ended December 31, 2003,
which is reflected as offsetting adjustments to other revenues
and other expenses in the Inter-Segment Activities column in
the tables above.

Prior to January 1, 2003, we managed our operations as one
segment; therefore separate segment reporting is not presented
for 2002 and 2001, as the financial information for that seg-
ment is the same as the information in the consolidated finan-
cial statements,

22. Risk Factors

Our assets are subject to various risks that can affect results,
including the level and volatility of prevailing interest rates and
credit spreads, adverse changes in general economic conditions
and real estate markets, the deterioration of credit quality of
borrowers and the risks associated with the ownership and
operation of real estate. Any significant compression of the
spreads of the interest rates earned on interest-earning assets
over the interest rates paid on interest-bearing liabilities could
have a material adverse effect on our operating results as could
adverse developments in the availability of desirable loan and
investment opportunities and the ability to obtain and maintain

targeted levels of leverage and borrowing costs. Adverse
changes in national and regional economic conditions, includ-
ing acts of terrorism, can have an effect on real estate values
increasing the risk of undercollateralization to the extent that
the fair market value of properties serving as collateral security
for our assets are reduced. Numerous factors, such as adverse
changes in local market conditions, competition, increases in
operating expenses and uninsured losses, can affect a property
owner’s ability to maintain or increase revenues to cover oper-
ating expenses and the debt service on the property’s financing
and, consequently, lead to a deterioration in credit quality or a
loan default and reduce the value of our assets. In addition, the
yield to maturity on our CMBS assets are subject to the default
and loss experience on the underlying mortgage loans, as well
as by the rate and timing of payments of principal. If there are
realized losses on the underlying loans, we may not recover the
full amount, or possibly, any of our initial investment in the
affected CMBS asset. To the extent there are prepayments on
the underlying mortgage loans as a result of refinancing at
lower rates, our CMBS assets may be retired substantially ear-
lier than their stated maturities leading to reinvestment in lower
yielding assets. There can be no assurance that our assets will
not experience any of the foregoing risks or that, as a result of
any such experience, we will not suffer a reduced return on
investment or an investment loss.

23. Summary of Quarterly Results of Operations (Unaudited)

The following is a summary of the unaudited quarterly results of operations for the years ended December 31, 2003, 2002 and 2001

(in thousands except per share data):

March 31 June 30 September 30 December 31
2003
Revenues $11,139 $10,652 $14,517 $ 11,537
Net income $ 2,545 $ 2,586 $ 4,786 $ 3,608
Net income per share of common stock:
Basic $ 046 $ 046 $ 074 $ 0.55
Diluted $ 0486 $ 046 $ 0.66 $ 054
2002
Revenues $13,886 $16,579 $16,843 $ 9,695
Net income $ 1,573 $ 1,117 $ 1,553 $(13,981)
Net income per share of common stock:
Basic $ 025 $ 018 $ 026 $ (253)
Diluted $ 024 $ 0.18 $ 025 $ (2.53)
2001
Revenues $19,180 $19,849 $20,824 $ 18,807
Net income $ 1,724 $ 2,675 $ 2,899 $ 2,072
Preferred stock dividends $ 404 $ 125 $ 77 $ —
Net income per share o common stock:
Basic $ 018 $ 038 $ 044 $ 033
Diluted $ 018 $ 030 $ 0.34 $ 029
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Shareholders

There were approximately 1,350
holders of Class A Common Stock
as of March 2, 2004.

Form 10-K Availability

Requests for a copy of the Company’s
Annual Report on Form 10-K filed with
the Securities and Exchange Commission,
and any other investor inquiries from
individuals and institutional investors
should be directed to:

Investor Relations

Capital Trust, Inc.

410 Park Avenue, 14th Floor

New York, NY 10022

Email:

InvestorRelations @capitaltrust.com

The Commission also maintains a website
that contains reports, proxy information
and statements, and other information
regarding registrants that file electroni-
cally with the Commission. The website
address is http://www.sec.gov. The
company files electronically.

The certifications required by Section
302 of the Sarbanes-Oxley Act of 2002
have been signed by the chief executive
officer and the chief financial officer
and filed as exhibits to the Company’s
Annual Report on Form 10-K.

Common Stock Market Prices and Dividends

Our Class A Common Stock is listed on the New York Stock Exchange (NYSE),

ticker symbol CT.

The high and low sales prices for 2003 and 2002 on the NYSE were as follows:

2003 High Low Close Dividends
Ist QTR $18.75 $13.35 $17.25 $0.45
2nd QTR $19.62 $1449 $18.55 $0.45
3rd QTR $20.99 $18.60 $19.81 $0.45
4th QTR $23.40 $19.71 $22.70 $0.45
2002 High Low Close Dividends
1st QTR $17.25 $15.00 $15.00 $0.00
2nd QTR $15.60 $14.10 $15.60 $0.00
3rd QTR $15.75 $13.35 $14.70 $0.00
4th QTR $15.93 $12.72 $15.90 $0.00
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