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PART T
Certain matters discussed in this Annual Report may constitute
forward-looking statements within the meaning of the Private Securities
Litigation Reform Act of 1995 (the "Reform Act") and, as such, may involve risks
and uncertainties. These forward-looking statements relate to, among other
things, expectations of the business environment in which Downey Financial Corp.
("Downey," "we," "us" and "our") operates, projections of future performance,

perceived opportunities in the market and statements regarding Downey's mission
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and vision. Downey's actual results, performance or achievements may differ
significantly from the results, performance or achievements expressed or implied
in such forward-looking statements. For discussion of the factors that might

cause such a difference, see Business—--Factors That May Affect Future Results on
page 17.

ITEM 1. BUSINESS
GENERAL

We were 1incorporated in Delaware on October 21, 1994. On January 23, 1995,

after we obtained necessary stockholder and regulatory approvals, we acquired
100% of the issued and outstanding capital stock of Downey Savings and Loan
Association (the "Bank") and the Bank's stockholders Dbecame holders of our

stock. Downey was thereafter funded by the Bank and presently operates as the
Bank's holding company. Our stock is traded on the New York Stock Exchange and
Pacific Exchange under the trading symbol "DSL."

The Bank was formed in 1957 as a California-licensed savings and loan
association and converted to a federal charter in 1995. As of December 31, 2001,
it conducts its Dbusiness through 137 retail deposit Dbranches, including 68
full-service in-store branches. Residential loans are originated or purchased:

o by branch managers in our branches;

o by loan officers who solicit loans from realtors and other Dbusiness
sources, to include via the internet from two California call centers;

o by wholesale loan representatives who obtain loans submitted by
mortgage brokers; and

o by purchases of loans from correspondent banking institutions or
mortgage bankers.

The Bank is regulated or affected by the following governmental entities
and laws:

o As a federally chartered savings association, the Bank's activities
and investments are generally governed by the Home Owners' Loan Act,
as amended, and regulations and policies of the Office of Thrift
Supervision (the "OTS").

o The Bank and Downey are subject to the primary regulatory and
supervisory Jjurisdiction of the OTS.

o As a federally insured depository institution, the Bank is regulated
and supervised by the Federal Deposit Insurance Corporation (the
"FDIC") with respect to some of its activities and investments.

o The Bank is a member of the Federal Home Loan Bank (the "FHLB") of San
Francisco, which is one of the 12 regional banks for federally insured
depository institutions comprising the Federal Home Loan Bank System.

o The Bank's savings deposits are insured through the Savings
Association Insurance Fund ("SAIF") of the FDIC, an instrumentality of
the United States government.

o The Bank is regulated by the Federal Reserve with respect to reserves
the Bank is required to maintain against deposits and other matters.

General economic conditions, the monetary and fiscal policies of the
federal government and the regulatory policies of governmental authorities
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significantly influence our operations. Additionally, interest rates on
competing investments and general market interest rates influence our deposit
flows and the costs we incur on interest-bearing liabilities, which represents
our cost of funds. Similarly, market interest rates and other factors that
affect the supply of and demand for housing and the availability of funds affect
our loan volume and our yields on loans and mortgage-—-backed securities.

Our primary business 1is banking and we are also involved in real estate
investments, each of which we discuss further below.

BANKING ACTIVITIES
Our primary business is banking. Our banking activities focus on:
o attracting funds from the general public and institutions; and

o originating and investing in loans, ©primarily residential real estate
mortgage loans, investment securities and mortgage-backed securities.

These mortgage—-backed securities include mortgage pass-through securities issued
by other entities and securities issued or guaranteed by government-sponsored
enterprises like the Federal National Mortgage Association, the Federal Home
Loan Mortgage Corporation and the Government National Mortgage Association.

Our primary sources of revenue from our banking business are:

o interest we earn on loans, investment securities and mortgage-backed
securities;

o fees we earn in connection with loans and deposits;

o gains on sales of our loans, investment securities and mortgage-backed
securities; and

o income we earn on loans and mortgage-backed securities we service for
investors.

Our principal expenses in connection with our banking business are:

o interest we 1incur on our interest-bearing 1liabilities, including
deposits, borrowings and capital securities; and

o general and administrative costs.
Our primary sources of funds from our banking business are:
o deposits;

o principal and interest payments on our loans and mortgage-backed
securities;

o proceeds from sales of our loans and mortgage—-backed securities; and

o borrowings and capital securities.
Scheduled payments we receive on our loans and mortgage-backed securities are a
relatively stable source of funds. However, the funds we receive from deposits

and prepayment of loans and mortgage-backed securities vary widely. Below is a
detailed discussion of our banking activities.
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LENDING ACTIVITIES

Historically, our lending activities have primarily emphasized our
origination of first mortgage loans secured by residential properties and retail
neighborhood shopping centers. To a lesser extent, our lending activities have

emphasized our origination of real -estate loans secured by multi-family,
commercial and industrial properties, including office buildings, land and other
properties with income producing capabilities. 1In addition, we have provided
construction 1loan financing for single family and multi-family residential
properties and commercial retail neighborhood shopping center projects. These
construction loan financings have included loans to joint ventures, which were
being engaged in by DSL Service Company, a wholly owned subsidiary of the Bank,
with other participants. We also originate loans to Dbusinesses through our
commercial banking operations.

We originate automobile loans directly through our branch network. We also
conducted an indirect auto-lending program through our purchase of new or used
automobile sales contracts from auto dealers in California and other western

states. Downey Auto Finance Corp., a previous wholly owned subsidiary of the
Bank, operated this indirect auto-lending program, but was sold in February
2000. For more information, see Management's Discussion and Analysis of

Financial Condition and Results of Operations—-—-Financial Condition--Sale of
Subsidiary on page 60.

Our primary focus will continue to be our origination of:

o adjustable rate single family mortgage loans, including subprime loans
which carry higher interest rates; and

O consumer loans.

We will also continue our secondary marketing activities of originating and
selling single family loans to various investors.

For more information, see below under the caption entitled Secondary
Marketing and Loan Servicing Activities on page 5. For additional information on
the composition of our loan and mortgage-backed securities portfolio, see

Management's Discussion and Analysis of Financial Condition and Results of
Operations——-Financial Condition--Loans and Mortgage-Backed Securities on page
33.

LOAN AND MORTGAGE-BACKED SECURITIES PORTFOLIO

We carry loans receivable held for investment at cost. Our net loans
receivable are adjusted for amortization of premiums and accretion of discounts
which are recognized in interest income using the interest method. Our
investments in mortgage-backed securities represent participating interests in
pools of first mortgage 1loans originated and serviced by the issuers of the
securities. We carry mortgage-backed securities held to maturity at unpaid
principal Dbalances, which are adjusted for unamortized premiums and unearned
discounts. We amortize premiums and discounts on mortgage-backed securities by
using the interest method over the remaining period to contractual maturity,
adjusted for anticipated prepayments.

We identify loans that may be sold before their maturity. In our balance
sheets, we classify these as loans held for sale and record them at the lower of
amortized cost or fair value. Amortized cost includes a basis adjustment to the
loan at funding resulting from the change in the fair value of the associated
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interest rate lock derivative from the date of commitment to the date of
funding. We recognize net wunrealized losses on these loans, 1f any, in a
valuation allowance by making charges to our income.

We carry mortgage-backed securities available for sale at fair value. We
report net unrealized gains or losses on these securities net of income taxes in
stockholders' equity and as a separate component of our other comprehensive
income until realized.

The residential mortgage loans we originate typically have contractual
maturities at origination of 15 to 40 years. To limit the interest rate risk
associated with these 15- to 40-year maturities, we, among other things,
principally originate adjustable rate mortgages for our own loan portfolio. We
originate fixed rate loans with the intention to sell the majority of them in
the secondary market on a non-recourse basis for cash. However, we occasionally
originate fixed rate loans for our own portfolio to facilitate the sale of real
estate we acquire in settlement of loans or which meet specific yield and other
approved guidelines. For more information, see Asset/Liability Management on
page 8. In addition, the average term of these fixed rate mortgage loans we
originate for our own portfolio historically has been significantly shorter than
their contractual maturity due to loan payoffs as a result of home sales or
refinancings and prepayments.

RESIDENTIAL REAL ESTATE LENDING

Our primary lending activity is our origination of mortgage loans secured
by single family residential properties consisting of one-to-four units located
primarily in California. We provide these mortgage loans for borrowers to
purchase residences or to refinance their existing mortgages at lower rates or
upon different terms. Our primary strategy is to originate adjustable rate
mortgages for our portfolio of loans we hold for investment. For more
information, see Asset/Liability Management on page 8. We also originate
residential fixed rate mortgage loans to meet consumer demand, but we intend to
sell the majority of these loans in the secondary market, rather than hold them
in our portfolio. We may, however, place residential fixed rate loans in our
portfolio of loans held for investment if these fixed rate loans are funded with
long-term funds to mitigate interest rate risk. 1In addition, we originate a
small volume of fixed rate loans for our own investment 1f they meet specific
yield and other approved guidelines, or to facilitate our sale of real estate
acquired in settlement of loans. For more information, see Secondary Marketing
and Loan Servicing Activities on page 5.

Our adjustable rate mortgages generally:

o begin with an incentive interest rate, which is an interest rate below
the current market rate, that adjusts to the applicable index plus a
defined spread, subject to periodic and lifetime caps, after one,

three, six or twelve months;

o provide that the maximum interest rate we can charge borrowers cannot
exceed the incentive rate by more than six to nine percentage points,
depending on the type of loan and the initial rate offered; and

o limit interest rate adjustments to 1% per adjustment period for those
that adjust semi-annually and 2% per adjustment period for those that
adjust annually.

Most of our adjustable rate mortgages adjust monthly instead of
semi-annually. These monthly adjustable rate mortgages:
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o have a lifetime interest rate cap, but no specified periodic interest
rate adjustment cap;

o have a periodic cap on changes in required monthly payments, which
adjust annually; and

o allow for negative amortization, which 1is the addition to 1loan
principal of accrued interest that exceeds the required monthly loan
payments.

Regarding negative amortization, if a loan 1incurs significant negative

amortization, then there is an increased risk that the fair wvalue of the
underlying collateral on the loan would be insufficient to satisfy fully the
outstanding principal and interest. We currently impose a limit on the amount of
negative amortization for loans with loan-to-value ratios of 80% or less. A
loan-to-value ratio is the ratio of the principal amount of the loan to the
lower of the sales ©price or appraised value at origination of the property
securing the loan. The limit on negative amortization is that the principal plus
the added amount cannot exceed 125% of the original loan amount. This limit does

not apply to subprime loans. Rather, for subprime loans the principal plus
negative amortization cannot exceed 110% of the original 1loan amount. At
year—-end 2001, loans with the higher 125% 1limit on negative amortization

represented about one-fourth of our adjustable rate one-to-four unit residential
portfolio. We permit adjustable rate mortgages to be assumed Dby qualified
borrowers.

During 2001, approximately 78% of our one-to-four unit residential real
estate loans were obtained by our wholesale loan representatives but originated
through outside mortgage brokers. We pay our wholesale loan representatives on a
commission basis. We consider the compensation we pay outside mortgage brokers
when we set the overall price of our mortgage loan products. These mortgage
brokers do not operate from our offices and are not our employees. Our branch
mangers and residential loan officers originated approximately 22% of our
one-to-four unit residential loans during 2001. We compensate residential loan
officers located in our call <centers on a salary basis plus a fixed amount per
loan they originate. Branch mangers and assistant managers are compensated a
fixed amount per loan they originate. Loan officers located outside our call
centers are compensated on a commission only basis and typically receive loan
referrals from real estate agents, builders and customers.

We require that our residential real estate loans be approved at various
levels of management, depending upon the amount of the loan. On a single family
residential loan we originate for our portfolio, the maximum amount we generally
will lend is $1 million. Our average loan size, however, is much lower. In 2001,
our average loan size was $309,000. We generally make loans with loan-to-value
ratios not exceeding 80%. We will make loans with loan-to-value ratios of over
80%, 1if the borrower obtains private mortgage insurance to reduce the effective
loan-to-value ratio to between 70% to 78%, consistent with secondary marketing
requirements. In addition, we require that borrowers obtain hazard insurance for
all residential real estate loans covering the lower of the loan amount or the
replacement value of the residence.

In our approval process for the loans we originate or purchase, we assess
both the value of the property securing the loan and the applicant's ability to
repay the loan. Loan underwriters analyze the loan application and the property
involved. Qualified appraisers on our staff or approved outside appraisers
establish the value of the <collateral through the use of full appraisals or
alternative wvaluation formats that meet regulatory requirements. Appraisal
reports prepared by outside appraisers are selectively reviewed by our staff
appraisers or by approved fee appraisers. We also obtain information about the
applicant's income, financial <condition, employment and credit history.
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Typically, we will verify an applicant's credit information for loans originated
by our retail loan representatives. For loans submitted from outside mortgage
brokers, we require the mortgage Dbroker to obtain, review and verify the
applicant's credit information and employment.

On our adjustable rate mortgages we offer with incentive interest rates, we
currently qualify applicants:

o for loan programs with no negative amortization at the higher of:
o the initial incentive interest rate; or
o the fully indexed interest rate.
o for loan programs that include negative amortization and are owner

occupied, at the minimum qualifying interest rate of 7.00%.

o for loan programs that include negative amortization and are non-owner
occupied, at the minimum qualifying interest rate of 7.25%.

Late in 1996, we began offering one-to-four unit residential loans to
borrowers who have or, in the case of purchases, will have equity in their homes
but whose credit rating contains exceptions which preclude them from qualifying
for lower or better market interest rates and terms. We refer to these lower
grade credits, which we characterize as "A-," "B" and "C" loans, as subprime
loans in our loan portfolio. Our subprime loans are characterized by lower
loan-to-value ratios and higher average interest rates than higher credit grade
loans or "A" loans. We believe these lower credit grade Dborrowers represent an
opportunity for us to earn a higher net return for the risks we assume. We have
developed specific underwriting guidelines for each classification of adjustable
subprime credit and qualify these applicants at the fully indexed rate. For
further information, see Regulation--Regulation of the Bank--Regulatory Capital
Requirements on page 11.

SECONDARY MARKETING AND LOAN SERVICING ACTIVITIES

As part of our secondary marketing activities, we originate some
residential real estate adjustable rate mortgages and fixed rate mortgages,
which we intend to sell. Accordingly, we classify these loans as held for sale
and carry them at the lower of cost or fair wvalue. Amortized cost includes a
basis adjustment to the loan at funding resulting from the change in the fair
value of the associated interest rate lock derivative from the date of
commitment to the date of funding. These loans are secured by first liens on
one-to-four wunit residential properties and generally have maturities of 30
years or less.

Generally, we use various hedging programs to manage the interest rate risk
of our fixed rate mortgage origination process. For further information, see
Asset/Liability Management and Market Risk on page 43.

We believe that servicing loans for others can be an important
asset/liability management tool because it produces operating results which, in
response to changes in market interest rates, tend to move opposite to changes
in net interest income. Because adjustable rate mortgages take longer to adjust
to market interest rates, net interest income associated with these loans is
expected to decline in periods of rising interest rates and increase in periods
of falling rates. In contrast, the value of a loan servicing portfolio normally:

o increases as interest rates rise and loan prepayments decrease; and
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o declines as interest rates fall and loan prepayments increase.

In addition, increased levels of servicing activities and the opportunity to
offer our other financial services in servicing loans for others can provide us
with additional income with minimal additional overhead costs.

Depending upon market pricing for servicing, we sell loans either servicing
retained or servicing released. When we sell loans servicing retained, we record
gains or losses from these loans at the time of sale. We calculate gains or
losses from our sale as the difference between the net sales proceeds and the
allocated basis of the loans sold. We capitalize mortgage servicing rights we
acquire through either our purchase or origination of mortgage loans we intend
to sell with servicing rights retained. We allocate the total cost of the
mortgage loans designated for sale to both the mortgage servicing rights and to
the mortgage loans without mortgage servicing rights based on their relative
fair wvalues. We disclose our mortgage servicing rights in our financial
statements and include them as a component of the gain on sale of loans. We
recognize impairment losses on the mortgage servicing rights through a valuation
allowance and record any associated provision as a component of loan servicing
fees. At December 31, 2001, our mortgage servicing rights totaled $57 million
and during 2001 we recorded a $10.6 million provision for impairment of our
mortgage servicing rights.

We may exchange loans we originate for sale with government agencies for
mortgage-backed securities collateralized Dby these 1loans. Our cost for the
exchange, a monthly gquaranty fee, is expressed as a percentage of the unpaid
principal Dbalance and 1is deducted from interest income. We can wuse the
securities we receive to collateralize various types of our borrowings at rates
that frequently are more favorable than rates on other types of liabilities and
also carry a lower risk-based capital requirement than whole loans. We carry
these mortgage-backed securities available for sale at fair value. However, we
record no gain or loss on the exchange in our statement of income wuntil the
securities are sold to a third party. Before we sell these securities to third
parties, we show all changes 1in fair value as a separate component of
stockholders' equity as accumulated other comprehensive income, net of income
taxes.

COMMERCIAL REAL ESTATE AND MULTI-FAMILY LENDING

We have provided permanent loans secured by retail neighborhood shopping
centers and multi-family properties. Our major loan officers conduct our
commercial real estate and multi-family lending activities. We compensate these
officers on a salary basis.

Commercial real estate and multi-family loans generally entail additional
risks as compared to single family residential mortgage lending. We subject each
loan, including 1loans to facilitate the sale of real estate we own, to our
underwriting standards, which generally include:

o our evaluation of the creditworthiness and reputation of the borrower;
and

o the amount of the borrower's equity in the project as determined on
the basis of appraisal, sales and leasing information on the property

and cash flow projections.

To protect the value of the security for our loan, we require Dborrowers to
maintain casualty insurance for the loan amount or replacement cost. In

10
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addition, for non-residential loans in excess of $500,000, we require the
borrower to obtain comprehensive general liability insurance. All commercial
real estate loans we originate must be approved by at least two of our officers,
one of whom must be the originating loan account officer and the other a
designated officer with appropriate loan approval authority.

CONSTRUCTION LENDING

We have provided construction loan financing for single family and
multi-family residential properties and commercial real estate projects, like
retail neighborhood shopping centers. Our major loan officers principally
originate these loans. We generally make construction loans at floating interest
rates Dbased upon the prime or reference rate of a major commercial Dbank.
Generally, we require a loan-to-value ratio of 75% or less on construction
lending and we subject each loan to our underwriting standards.

Construction loans involve risks different from completed project lending
because we advance loan funds based upon the security of the completed project

under construction. If the borrower defaults on the loan, then we may have to
advance additional funds to finance the project's completion before the project
can be sold. Moreover, construction projects are affected by uncertainties

inherent in estimating:

[¢) construction costs;

o potential delays in construction time;

o market demand; and

o the accuracy of the value on the completed project.

When providing construction loans, we require the general contractor to,
among other things, carry contractor's liability insurance equal to specific
prescribed minimum amounts, carry builder's risk insurance and have a blanket
bond against employee misappropriation.

COMMERCIAL LENDING

We originate commercial 1loans and revolving lines of credit and issue
standby letters of credit for our middle market commercial customers. We offer
the various credit products on both a secured and unsecured basis with interest
rates being either fixed or variable. Our portfolio emphasis is toward secured,
floating rate credit facilities. Our commercial banking group directs these
activities and focuses on our long-term, relationship-based customers. We also
utilize our retail branch network as a source of commercial customers, with the
lending to 