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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

x QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended September 30, 2007

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from              to             

Commission file number 001-33211

NewStar Financial, Inc.
(Exact name of registrant as specified in its charter)

Delaware 54-2157878
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification No.)

500 Boylston Street, Suite 1600, Boston, MA 02116
(Address of principal executive offices) (Zip Code)
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(617) 848-2500

(Registrant�s telephone number, including area code)

N/A

(Former Name, Former Address and Former Fiscal Year, if Changed Since Last Report)

Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x    No  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer� and �large accelerated filer� in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer  ¨    Accelerated Filer  ¨    Non-Accelerated Filer  x

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  x

As of November 9, 2007, 36,258,531 shares of common stock, par value of $0.01 per share, were outstanding.
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Note Regarding Forward Looking Statements

This Quarterly Report on Form 10-Q of NewStar Financial, Inc., contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934. These are statements that relate to future periods and include
statements about our:

� anticipated financial condition;

� expected results of operation;

� growth and market opportunities;

� future development of our products and markets;

� ability to compete; and

� stock price.
Generally, the words �anticipates,� �believes,� �expects,� �intends,� �estimates,� �projects,� �plans� and similar expressions identify forward-looking
statements. These forward-looking statements involve known and unknown risks, uncertainties and other important factors that could cause our
actual results, performance or achievements or industry results to differ materially from any future results, performance or achievements
expressed or implied by these forward-looking statements. These risks, uncertainties and other important factors include, among others:

� risks and uncertainties relating to our limited operating history;

� our ability to minimize losses and achieve profitability;

� our ability to effectively manage our growth;

� the competitive nature of the commercial lending industry and our ability to effectively compete;

� the regulation of the commercial lending industry by federal, state and local governments;

� the existence of delinquencies or non-accruals in our loans that would force us to take charge-offs exceeding our allowance for credit
losses;

� impairments to our debt products that could adversely impact our net income and assets and harm our results of operations;
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� volatility due to the relatively small number of loans and other debt products in our loan portfolio; and

� our ability to obtain external financing.
For a further description of these and other risks and uncertainties, we encourage you to carefully read section Item 1A. �Risk Factors� to our
Annual Report on Form 10-K for the year ended December 31, 2006 as supplemented by the Risk Factors in section Item 1A to our Quarterly
Reports on Form 10-Q for the quarters ended June 30, 2007 and September 30, 2007.

The forward-looking statements contained in this Quarterly Report on Form 10-Q speak only as of the date of this report. We expressly disclaim
any obligation or undertaking to disseminate any updates or revisions to any forward-looking statement contained in this Quarterly Report to
reflect any change in our expectations with regard thereto or any change in events, conditions or circumstances on which any forward-looking
statement is based, except as may be required by law.

2
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements.
NEWSTAR FINANCIAL, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

Unaudited

September 30,
2007

December 31,

2006
($ in thousands, except share
and par value amounts)

Assets:
Cash and cash equivalents $ 73,420 $ 103,269
Restricted cash 119,572 40,174
Residual interest in securitization 3,051 �  
Investments in debt securities, available-for-sale 37,636 203,121
Loans held-for-sale 117,528 62,620
Loans, net 1,933,469 1,437,832
Deferred financing costs, net 15,868 11,614
Interest receivable 14,501 19,849
Property and equipment, net 1,668 961
Deferred income taxes, net 11,421 14,705
Income tax receivable 12,355 �  
Other assets 10,590 21,047

Total assets $ 2,351,079 $ 1,915,192

Liabilities:
Repurchase agreements $ 545 $ 34,535
Credit facilities 705,401 625,910
Term debt 1,165,725 774,225
Accrued interest payable 26,629 23,200
Accounts payable 643 4,315
Income tax payable �  4,166
Other liabilities 25,042 25,426

Total liabilities 1,923,985 1,491,777

Stockholders� equity:
Common stock, par value $0.01 per share:
Shares authorized: 145,000,000 in 2007 and 2006;
Shares outstanding 36,254,443 in 2007 and 36,257,847 in 2006 363 363
Additional paid-in capital 476,666 463,925
Retained deficit (48,455) (38,582)
Common stock held in treasury, at cost $0.01 par value; 7,584 shares in 2007 (109) �  
Accumulated other comprehensive loss, net (1,371) (2,291)
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Total stockholders� equity 427,094 423,415

Total liabilities and stockholders� equity $ 2,351,079 $ 1,915,192

The accompanying notes are an integral part of these condensed consolidated financial statements.

3
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NEWSTAR FINANCIAL, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Unaudited

Three Months Ended

September 30,

Nine Months Ended

September 30,
2007 2006 2007 2006
($ in thousands, except per share amounts)

Net interest income:
Interest income $ 52,626 $ 32,980 $ 148,689 $ 77,060
Interest expense 28,071 19,122 78,877 44,962

Net interest income 24,555 13,858 69,812 32,098
Provision for credit losses 6,553 2,350 11,355 6,594

Net interest income after provision for credit losses 18,002 11,508 58,457 25,504

Non-interest income:
Fee income 3,334 1,100 10,177 2,843
Asset management income 1,471 478 3,686 751
Gain on derivatives 134 114 488 836
Gain (loss) on sale of loans and debt securities 11 �  (4,256) 24
Loss on investments in debt securities (1,979) �  (18,327) �  
Loss on residual interest in securitization (28,136) �  (28,136) �  
Other income 3,317 333 4,235 1,127

Total non-interest income (21,848) 2,025 (32,133) 5,581

Operating expenses:
Compensation and benefits 11,169 6,891 34,195 17,341
Occupancy and equipment 781 476 1,883 1,272
General and administrative expenses 2,309 1,201 6,745 4,065

Total operating expenses 14,259 8,568 42,823 22,678

Income (loss) before income taxes (18,105) 4,965 (16,499) 8,407
Income tax expense (benefit) (7,260) 2,072 (6,626) 3,534

Net income (loss) $ (10,845) $ 2,893 $ (9,873) $ 4,873

Basic income (loss) per share $ (0.30) $ 0.18 $ (0.27) $ 0.34
Diluted income (loss) per share (0.30) 0.18 (0.27) 0.33

The accompanying notes are an integral part of these condensed consolidated financial statements.
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NEWSTAR FINANCIAL, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS� EQUITY

Unaudited

Accumulated Other
Comprehensive Loss, net

Preferred
Stock

Common
Stock

Additional

Paid-in

Capital
Retained
Deficit

Treasury

Stock

Net Unrealized
Loss on

Investments

Net Unrealized
Loss

Derivatives

Total
Stockholders�

Equity
($ in thousands)

Balance at January 1, 2007 $ �  $ 363 $ 463,925 $ (38,582) $ �  $ (1,977) $ (314) $ 423,415
Net loss �  �  �  (9,873) �  �  �  (9,873)
Other comprehensive income (loss):
Net unrealized securities losses, net of
tax benefit of $5,706 �  �  �  �  �  (8,540) �  (8,540)
Recognition of net unrealized losses for
securities sold net of tax benefit of
$6,391 �  �  �  �  �  9,600 �  9,600
Net unrealized derivatives losses, net of
tax expense of $97 �  �  �  �  �  �  (140) (140)

Total comprehensive loss (8,953)
Shares reacquired from employee
transactions �  �  �  �  (109) �  �  (109)
Amortization of restricted common stock
awards �  �  9,982 �  �  �  �  9,982
Amortization of stock option awards �  �  2,759 �  �  �  �  2,759

Balance at September 30, 2007 $ �� $ 363 $ 476,666 $ (48,455) $ (109) $ (917) $ (454) $ 427,094

Accumulated Other
Comprehensive Loss,

net

Preferred
Stock

Common
Stock

Additional

Paid-in

Capital
Retained
Deficit

Treasury
Stock

Net Unrealized
Loss
on

Investments

Net Unrealized
Loss on

Derivatives

Total
Stockholders�

Equity
Balance at January 1, 2006 $ 109 $ �  $ 108,891 $ (11,401) $ �  $ (641) $ �  $ 96,958
Net income �  �  �  4,873 �  �  �  4,873
Other comprehensive loss:
Net unrealized securities gains, net of tax
expense of $270 �  �  �  �  �  375 �  375
Net unrealized derivatives losses, net of
tax benefit of $235 �  �  �  �  �  (361) (361)

Total comprehensive income 4,887
68 �  67,432 �  �  �  �  67,500
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Net proceeds from issuance of preferred
stock

Balance at September 30, 2006 $ 177 $ �  $ 176,323 $ (6,528) $ �  $ (266) $ (361) $ 169,345

The accompanying notes are an integral part of these condensed consolidated financial statements.
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NEWSTAR FINANCIAL, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Unaudited

Nine Months Ended September 30,
2007 2006

($ in thousands)
Cash flows from operating activities:
Net income (loss) $ (9,873) $ 4,873
Adjustments to reconcile net income to net cash used for operations:
Provision for credit losses 11,355 6,594
Depreciation and amortization and accretion (8,735) (4,141)
Amortization of debt issuance costs 2,277 2,572
Equity compensation expense 12,741 �  
Net loss on investments in debt securities 18,327 �  
Net loss on residual interest in securitization 28,136 �  
Net realized loss on loans and debt securities 4,256 �  
Deposit to securitization trust (37,031) �  
Net change in deferred income taxes 2,696 1,689
Net change in loans held-for-sale (54,908) (5,037)
Net change in interest receivable 5,348 (6,642)
Net change in other assets (1,806) (7,164)
Net change in accrued interest payable 3,323 15,349
Net change in accounts payable and other liabilities (6,930) 11,036

Net cash provided by (used in) operating activities (30,824) 19,129

Cash flows from investing activities:
Net change in restricted cash (79,398) (62,387)
Net change in loans (508,436) (436,102)
Purchase of debt securities available-for-sale (31,685) (151,988)
Proceeds from repayments of debt securities available-for-sale 21,368 72,549
Proceeds from sales of debt securities available-for-sale 157,007 �  
Proceeds from sale of loans 12,704 �  
Acquisition of property and equipment (1,052) (228)

Net cash used in investing activities (429,492) (578,156)

Cash flows from financing activities:
Proceeds from issuance of preferred stock �  67,500
Borrowings under repurchase agreements, net (33,884) (23,252)
Borrowings on credit facilities 1,077,174 788,210
Repayment of borrowings on credit facilities (997,683) (680,400)
Issuance of term debt 446,000 456,250
Repayment of term debt (54,500) (38,500)
Payment of deferred financing costs (6,531) (7,479)
Purchase of treasury stock (109) �  

Net cash provided by financing activities 430,467 562,329

Net increase (decrease) in cash during the period (29,849) 3,302
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Cash and cash equivalents at beginning of period 103,269 1,423

Cash and cash equivalents at end of period $ 73,420 $ 4,725

Supplemental cash flows information:
Interest paid $ 75,553 $ 33,926
Taxes paid 7,200 36
Decrease in fair value of investments in debt securities 14,246 645

The accompanying notes are an integral part of these condensed consolidated financial statements.

6
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NEWSTAR FINANCIAL, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

Unaudited

Note 1. Organization

NewStar Financial, Inc. (the �Company�), a Delaware corporation, is a commercial finance company that provides customized debt financing
solutions to middle market businesses, mid-sized specialty finance companies, issuers of asset-backed and commercial mortgage-backed
securities, and commercial real estate borrowers. The Company principally focuses on the direct origination of loans and other debt products that
meet its risk and return parameters. The Company�s direct origination efforts target private equity sponsors, corporate executives, regional banks,
real estate investors and a variety of other financial intermediaries to source transaction opportunities. Direct origination provides direct access
to customers� management, enhances due diligence, and allows significant input into customers� capital structure and direct negotiation of
transaction pricing and terms.

The Company operates as a single segment, and it derives revenues from three specialized lending groups:

� Middle Market Corporate, which originates, structures and underwrites senior debt and, to a lesser extent, second lien and mezzanine
debt for companies with annual EBITDA typically between $5 million and $50 million;

� Structured Products, which originates, structures and underwrites senior and subordinated debt for small and mid-sized specialty
finance companies with assets typically between $25 million and $250 million and invests in subordinated tranches of asset-backed
securitizations; and

� Commercial Real Estate, which originates, structures and underwrites first mortgage debt and, to a lesser extent, subordinated debt,
primarily to finance acquisitions of real estate properties typically valued between $10 million and $50 million, and invests in
subordinated tranches of commercial mortgage-backed securitizations.

Note 2. Summary of Significant Accounting Policies

Basis of Presentation

These interim condensed consolidated financial statements include the accounts of the Company and its subsidiaries (collectively, �NewStar�) and
have been prepared in accordance with U.S. generally accepted accounting principles (�GAAP�). All significant intercompany transactions have
been eliminated in consolidation. These interim condensed financial statements include adjustments of a normal and recurring nature considered
necessary by management to fairly present NewStar�s financial position, results of operations and cash flows. These interim condensed financial
statements may not be indicative of financial results for the full year. The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect certain reported amounts and disclosure of contingent assets and liabilities. Actual
results could differ from those estimates. The estimates most susceptible to change in the near-term are the Company�s estimates of its
(i) allowance for credit losses, (ii) valuation of investments, (iii) valuation of residual interest, (iv) determination of other than temporary and
temporary impairments and (v) recorded amounts of deferred income taxes. The interim condensed consolidated financial statements and notes
thereto should be read in conjunction with the Company�s Annual Report on Form 10-K for the year ended December 31, 2006.

Recently Adopted Accounting Standards

On January 1, 2007, the Company adopted SFAS No. 155, Accounting for Certain Hybrid Instruments, an amendment to Statement Nos. 133
and 140 (�SFAS 155�). SFAS 155, among other things, permits fair value remeasurement for any hybrid financial instrument that contains an
embedded derivative that otherwise would require bifurcation and establishes a requirement to evaluate interests in securitized financial assets to
identify interests that are freestanding derivatives or that are hybrid financial instruments that contain embedded derivatives requiring
bifurcation. Changes in fair value are recorded as realized gains and losses. The fair value election may be applied upon adoption of the
statement for hybrid instruments purchased or remeasured after the effective date and those that had been bifurcated under SFAS 133 prior to
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adoption. Implementation of the standard did not have a material effect on our results from operations or financial position.

On January 1, 2007, the Company adopted SFAS No. 156, Accounting for Servicing of Financial Assets � An Amendment of FASB Statement
No. 140 (�SFAS No. 156�), which amends SFAS No. 140 with respect to the accounting for separately recognized servicing assets and servicing
liabilities. SFAS No. 156 requires that all separately recognized servicing assets and servicing liabilities be initially measured at fair value, if
practicable. SFAS No. 156 permits, but does not require, the subsequent measurement of separately recognized servicing assets and servicing
liabilities using either an amortization- or fair value-based method. SFAS No. 156 also requires separate presentation of servicing assets and
liabilities

7

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 14



Table of Contents

subsequently measured at fair value in the balance sheet and additional disclosures for all separately recognized servicing assets and liabilities.
Implementation of the standard did not have a material effect on our results of operations or financial position.

On January 1, 2007, the Company adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes�An interpretation of FASB
Statement No. 109 (�FIN 48�). FIN 48 clarifies the accounting for uncertainty in income taxes recognized in a company�s financial statements. A
company can only recognize the tax position in the financial statements if the position is more-likely-than-not to be upheld on audit, based only
on the technical merits of the tax position. If the recognition threshold is met, the tax benefit is measured at the largest amount that is more than
50% likely of being realized upon ultimate settlement.

FIN 48 also addresses how interest and penalties should be accrued for uncertain tax positions, requiring that interest expense should be
recognized in the first period interest would be accrued under the tax law. The Company classifies all interest and penalties on recognized tax
benefits as a part of income tax expense. At January 1, 2007, the Company did not have any accrued interest or penalties.

At January 1, 2007, the Company did not have any unrecognized tax benefits and there have been no material changes since adoption. The
Company does not expect any significant changes within the next 12 months.

The Company files U.S. federal and U.S. state tax returns. As of January 1, 2007, the Company�s tax returns for the years ended 2006, 2005 and
2004 (year of the Company�s inception) remain subject to examination by the Internal Revenue Service and state tax authorities.

Recently Issued Accounting Standards

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (�SFAS 157�). SFAS 157 revises the definition of fair value,
provides guidance on the methods used to measure fair value and expands disclosure concerning fair value measurements. SFAS 157 establishes
a fair value hierarchy that distinguishes between observable inputs, which are assumptions based on market data obtained from independent
sources and unobservable inputs, which are a reporting entity�s internally developed assumptions based on the best information available when
there is little or no market activity for the asset or liability at the measurement date. The fair value hierarchy in SFAS 157 assigns highest
priority to quoted prices in active markets (Level 1) followed by observable inputs other than quoted prices (Level 2) and unobservable inputs
have the lowest priority (Level 3). SFAS 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007,
with early application permitted for entities that have not issued financial statements in the fiscal year of adoption. The Company does not
expect implementation of the standard to have a material effect on its results from operations or financial position.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities-Including an
amendment of SFAS No. 115 (�SFAS 159�). SFAS 159 permits entities to measure many financial instruments and certain other items at fair value.
An entity shall report unrealized gains and losses on items for which the fair value option has been elected in earnings at each subsequent
reporting date. The fair value option may be applied instrument by instrument (with a few exceptions), is irrevocable and is applied only to
entire instruments and not to portions of instruments. SFAS 159 is effective for financial statements issued for fiscal years beginning after
November 15, 2007. Early adoption is permitted as of the beginning of a fiscal year that begins on or before November 15, 2007, provided that
the entity also elects to apply the provisions of SFAS 157. The Company is currently considering the impact SFAS 159 will have on its results
from operations or financial position.

Note 3. Loans Held-for-Sale, Loans and Allowance for Credit Losses

Loans classified as held-for-sale consist of loans originated by the Company, intended to be sold or syndicated to third parties. These loans are
carried at the lower of aggregate cost, net of any deferred origination costs or fees, or market value.

At September 30, 2007 and December 31, 2006, outstanding balances of loans held-for-sale were as follows:

September 30,

2007

December 31,

2006
($ in thousands)

Middle Market Corporate $ 112,755 $ 45,793
Commercial Real Estate �  12,581

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 15



Structured Products 5,000 4,903

Gross loans held-for-sale 117,755 63,277
Deferred loan fees, net (227) (657)

Total loans held-for-sale $ 117,528 $ 62,620

8
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As of September 30, 2007 and December 31, 2006, loans consisted of the following:

September 30,

2007

December 31,

2006
($ in thousands)

Middle Market Corporate $ 1,550,492 $ 1,137,315
Commercial Real Estate 314,827 218,153
Structured Products 108,474 111,570

Gross loans 1,973,793 1,467,038
Deferred loan fees, net (9,952) (9,811)
Allowance for loan losses (30,372) (19,395)

Total loans, net $ 1,933,469 $ 1,437,832

The Company grants commercial loans and real estate loans to customers throughout the United States. Although the Company has a diversified
loan portfolio, should certain events occur, including, but not limited to, adverse economic conditions or adverse events affecting specific
clients, industries or markets, the ability of borrowers to make timely scheduled principal and interest payments on their loans may be adversely
affected.

During the nine months ended September 30, 2007, we sold four loans for an aggregate gain of $0.1 million.

In accordance with SFAS 114, Accounting by Creditors for Impairment of a Loan, any required impairment allowances are included in the
allowance for loan losses. A loan is considered impaired when it is probable that a creditor will be unable to collect all amounts due according to
the contractual terms of the loan agreement. The Company measures impairment of a loan based upon either the present value of expected future
cash flows discounted at the loan�s effective interest rate, the loan�s observable market price or fair value of the collateral if the loan is collateral
dependent, depending on the circumstances and the Company�s collection strategy. As of December 31, 2006, the Company had no impaired
loans.

During the three and nine months ended September 30, 2007 the Company classified one loan with a carrying value of $7.5 million as a troubled
debt restructuring as defined by SFAS No. 15, Accounting for Debtors and Creditors for Troubled Debt Restructurings, and it classified one
$7.3 million loan as impaired and on non-accrual status. The Company has recorded a $4.4 million specific reserve for the $7.3 million loan it
classified as impaired and on non-accrual status. On October 18, 2007, the Company received a $2.2 million partial payoff from the borrower.
This payment resulted in a loss of $4.3 million which was applied to the specific reserve as a charge off. The loan has a carrying value of $0.9
million.

The aggregate average balance of these loans during the three and nine months ended September 30, 2007 was $16.5 million and $20.2 million,
respectively. The total amount of interest income that was recognized during the three and nine months ended September 30, 2007 was $0.2
million and $1.3 million, respectively. The amount of cash basis interest income that was recognized for the three and nine months ended
September 30, 2007 was $0.1 million and $1.2 million, respectively.

For impaired loans or troubled debt restructurings on non-accrual status, the Company reverses the accrued interest previously recognized as
interest income subsequent to the last cash receipt. The recognition of interest income on the loan will resume when factors indicating doubtful
collection no longer exist, and the non-accrual loan has been brought current. The Company ceased accruing interest on the $7.3 million
non-accrual loan during the three months ended September 30, 2007. The Company continues to accrue interest on the $7.5 million troubled
debt restructuring.

At September 30, 2007, the $7.3 million loan on non-accrual status was the only delinquent loan.

A summary of the activity in the allowance for credit losses is as follows:
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Nine Months
Ended

September 30,

2007

Year

Ended

December 31,
2006

($ in thousands)
Balance, beginning of year $ 20,570 $ 8,035
Provision for credit losses 6,955 12,535
Specific reserve 4,400 �  
Loans charged off, net of recoveries �  �  

Balance, end of period $ 31,925 $ 20,570

As the Company�s loan portfolio continues to season, it expects to experience additional credit issues, delinquencies, losses, specific reserves and
charge offs as part of its normal course of business.

9
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Included in the allowance for credit losses at September 30, 2007 and December 31, 2006 is an allowance for unfunded commitments of $1.6
million and $1.2 million, respectively, which is recorded as a component of other liabilities on the Company�s consolidated balance sheet with
changes recorded in the provision for credit losses on the Company�s consolidated statement of operations. The methodology for determining the
allowance for unfunded commitments is consistent with the methodology for determining the allowance for loan losses and incorporates a
uniform probability of drawdown.

Loans that are deemed to be uncollectible are charged off and deducted from the allowance. The provision for credit losses and recoveries on
loans previously charged off are added to the allowance.

Based on the Company�s evaluation process to determine the level of the allowance for loan losses, management believes the allowance to be
adequate as of September 30, 2007 and December 31, 2006 in light of the estimated known and inherent risks identified through its analysis.

Note 4. Restricted Cash

Restricted cash as of September 30, 2007 and December 31, 2006 was as follows:

September 30,

2007

December 31,

2006
($ in thousands)

Interest collection on loans pledged to credit facilities $ 80,422 $ 7,137
Principal and interest collections on loans held in trust and prefunding amounts 35,586 26,382
Customer escrow accounts 3,564 6,655

Total $ 119,572 $ 40,174

Note 5. Investments in Debt Securities, Available-for-Sale

On June 29, 2007, the Company completed the sale of 50 investments in debt securities with an amortized cost of approximately $175.2 million
and recognized a $4.4 million loss on the sale. The Company retained a residual interest in the investments in the debt securities sold (see Note
6).

Amortized cost of investments in debt securities as of September 30, 2007 and December 31, 2006 was as follows:

September 30,
2007

December 31,
2006

($ in thousands)
Investments in debt securities�gross $ 41,608 $ 217,314
Unamortized discount (2,444) (10,918)

Investments in debt securities�amortized cost $ 39,164 $ 206,396

The amortized cost, gross unrealized holding gains, gross unrealized holding losses, and fair value of available-for-sale securities at
September 30, 2007 and December 31, 2006 were as follows:

Amortized

cost

Gross

unrealized

Gross

unrealized

Fair value
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holding gains holding losses
($ in thousands)

September 30, 2007:
Debt securities $ 39,164 $ 74 $ (1,602) $ 37,636

$ 39,164 $ 74 $ (1,602) $ 37,636

Amortized

cost

Gross

unrealized

holding gains

Gross

unrealized

holding losses Fair value
($ in thousands)

December 31, 2006:
Debt securities $ 206,396 $ 235 $ (3,510) $ 203,121

$ 206,396 $ 235 $ (3,510) $ 203,121

10
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During the nine months ended September 30, 2007, the Company deemed eleven debt securities in its residential mortgage-backed securities
(�RMBS�) portfolio to be other-than-temporarily impaired. Nine of the RMBS securities were sold as part of the securities portfolio sale of 50 debt
securities. The Company recorded a $12.8 million impairment loss in non-interest income related to theses sold securities. The Company
recorded a $5.5 million impairment loss in non-interest income related to its remaining RMBS portfolio which had a fair value of $1.7 million at
September 30, 2007.

The following is an analysis of the continuous periods during which NewStar has held investment positions which were carried at an unrealized
loss as of September 30, 2007:

September 30, 2007

Less than
12 Months

Greater than

or Equal to

12 Months Total
($ in thousands)

Number of positions 3 1 4
Fair value $ 6,042 $ 21 $ 6,063
Amortized cost 7,636 29 7,665

Unrealized loss $ 1,594 $ 8 $ 1,602

As of September 30, 2007, four of the Company�s investments in debt securities were deemed to be temporarily impaired by the Company. These
debt securities had an amortized cost of $7.7 million and an unrealized loss of $1.6 million. As a result of the Company�s comprehensive
evaluation of each of these securities, management concluded that the unrealized losses at September 30, 2007 were caused by changes in
interest rates and credit spreads. The Company�s evaluation of impairment included adjustments to prepayment speeds, delinquency and the
timing and level of losses on the loans within the underlying trusts. Based upon the Company�s impairment review process, and the Company�s
ability and intent to hold these securities until a recovery of fair value, the decline in the value of these investments is not considered to be other
than temporary.

Maturities of debt securities classified as available-for-sale were as follows at September 30, 2007 and December 31, 2006 (maturities of
asset-backed and mortgage-backed securities have been allocated based upon estimated cash flows, assuming no change in the current interest
rate environment):

September 30, 2007 December 31, 2006
Amortized

cost Fair value
Amortized

cost Fair value
($ in thousands)

Available-for-sale:
Due one year or less $ 10,765 $ 10,743 $ 22,698 $ 22,431
Due after one year through five years 19,553 19,417 91,788 91,008
Due after five years through ten years 8,846 7,476 91,910 89,682

Total $ 39,164 $ 37,636 $ 206,396 $ 203,121

Note 6. Residual interest

On June 29, 2007, the Company completed the sale of securities and loans with an aggregate amortized cost of $187.9 million to a third party
and reported a $4.4 million loss on the transaction. The residual interest in the assets sold had a fair value of $29.7 million at June 30, 2007 and
$3.1 million at September 30, 2007.
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The loss on the sale of securities and loans was based on the previous carrying amount of the financial assets allocated between the assets sold
and the retained interests based on their relative fair value at the date of transfer. Quoted market prices are generally not available for retained
interests, so the Company estimated the fair value of its residual interest based on the present value of expected future cash flows calculated
using management�s best estimates of key assumptions � credit losses, prepayment speed, forward yield curves and discount rates commensurate
with the risks involved. The Company retained servicing responsibilities in addition to its residual interest and no servicing asset or liability was
recorded. The Company�s residual interest is subordinate to debt holder rights to cash flows. The Company retained the rights to future cash
flows arising after the investors in the securitization trust have received the return for which they contracted. The investors and the securitization
trust have no recourse to the Company�s other assets for failure of debtor to pay when due or in relation to achievement of any minimum return.
The sale was completed through a newly formed subsidiary and an existing non-recourse financing arrangement was amended to facilitate the
transaction. The sale was comprised of $113.9 million of RMBS securities, the $10.4 million other debt product that the Company described in
its 2006 Annual Report on Form 10-K as having a potential credit issue, $50.9 million of other debt products and $12.7 million of loans. The
change in the fair value of the residual interest was recorded in the consolidated statement of operations. During the three and nine months ended
September 30, 2007, the Company recorded a $28.1 million loss on the residual interest. The loss for the quarter was
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driven by the following factors; (i) further deterioration in the performance of the underlying RMBS collateral assets impacting the anticipated
cash flows, (ii) the decision by the lender to end the reinvestment period, transitioning the facility to amortize with 100% of the cash flow used
to pay down the debt, and (iii) increasing the discount rate applied to the valuation model. During the three months ended September 30, 2007,
the Company increased the discount rate to 30%. The residual interest represents the full extent of the Company�s continued financial exposure to
the assets sold.

Note 7. Derivative Financial Instruments

During 2006, the Company entered into interest rate swap agreements which were designated as cash flow hedges of the risk of changes in the
Company�s interest payments on LIBOR based debt. At September 30, 2007, the interest rate swap agreements have a combined notional value
of $40.6 million and are effective from June 30, 2006 through July 1, 2015. The Company records the contracted interest rate swap net amounts
exchanged in interest expense in the accompanying consolidated statements of operations. During the nine months ended September 30, 2007,
the Company recorded hedge ineffectiveness of approximately $54,000 which is included in gain on derivatives in the consolidated statements
of operations.

Note 8. Repurchase Agreements

Securities sold under agreements to repurchase

Nine Months Ended

September 30,
2007

Year Ended

December 31, 2006
($ in thousands)

Outstanding at end of period $ 545 $ 34,535
Maximum outstanding at any month end 32,035 58,399
Average balance for the period 16,411 38,538
Weighted average rate at end of period 7.15% 5.99%

The Company enters into sales of securities under agreements to repurchase with clients and brokers. These agreements are treated as
collateralized financings, and the obligations to repurchase securities sold are reflected as a liability in the Company�s consolidated balance sheet.
At September 30, 2007 and December 31, 2006, the maturities of these agreements ranged from one to three months. The securities underlying
the agreements remain under the Company�s control. Investment securities with a market value of $3.0 million and $48.2 million were pledged as
collateral for the securities sold under agreements to repurchase at September 30, 2007 and December 31, 2006, respectively.

Note 9. Borrowings

Credit Facilities

At December 31, 2004, the Company had a $450 million joint loan sale and servicing agreement with Wachovia Capital Markets, LLC
(�Wachovia�), and CDC Commercial Products, Inc. Interest on the credit facility was accrued at the commercial paper rate, as defined by the
lender. During 2005 the Company amended this facility to reduce it to a $300 million facility with Wachovia and established a $300 million
credit facility with Citigroup Global Markets Realty Corp. as the note purchaser, and a $50 million facility with NATIXIS Financial Products
Inc. (�NATIXIS�) as the administrative agent discussed below.

In connection with the $300 million amended Wachovia credit facility, the Company formed a wholly owned subsidiary, NewStar CP Funding,
LLC, a single-purpose bankruptcy-remote entity, to purchase or hold loans and investments. The amount outstanding under the credit facility
may range up to 90% of the balances outstanding of the pledged loans and investments depending on the mix of assets and the rating and
diversification of the assets. In addition, NewStar must comply with various covenants the breach of which could result in a termination event.
At September 30, 2007, NewStar was in compliance with all such covenants. On February 16, 2007, the Company entered into an amendment to
its credit facility with Wachovia to increase the facility from $300 million to $400 million. Interest on this facility accrues at the commercial
paper rate, as defined by the lender, which was 6.53% at September 30, 2007. On August 3, 2007, the Company entered into an amendment to
this facility which, among other things, extended the maturity date to August 4, 2010. As of September 30, 2007, the outstanding balance under
this credit facility was $298.6 million.

In connection with the $50.0 million NATIXIS credit facility entered into in August 2005, which was subsequently increased to $75.0 million in
March 2006, we formed a wholly owned subsidiary, NewStar Short-Term Funding, LLC, a single-purpose bankruptcy-remote entity, to purchase
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or hold loans and investments. The amount outstanding under the credit facility may range up to 80% of the balances outstanding of pledged
loans and investments depending on the mix of assets and the rating and diversification of the portfolio. On August 8, 2007, the Company
entered into an amendment to this credit facility which extended the maturity date to November 24, 2007. In addition, NewStar Short-Term
Funding, LLC must comply with various covenants the breach of which could result in a termination event. At September 30, 2007, NewStar
Short-Term Funding, LLC was in compliance with all such covenants. Interest on this facility accrues at the commercial paper rate, as defined
by the lender. As of September 30, 2007, there was no outstanding balance.
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In connection with the $300 million credit facility agreement with Citigroup Global Markets Realty Corp., the Company formed a wholly owned
subsidiary, NewStar Warehouse Funding 2005, LLC, a single-purpose bankruptcy-remote entity, to purchase or hold loans and investments. The
amount outstanding under the credit facility may range up to 90% of the balances outstanding of the pledged loans and investments depending
on the mix of assets and the rating and diversification to the assets. In addition, the Company issued a demand note to the facility for up to $30
million. In addition, NewStar Warehouse Funding 2005, LLC must comply with various covenants the breach of which could result in a
termination event. At September 30, 2007, NewStar Warehouse Funding 2005, LLC was in compliance with all such covenants. On March 29,
2007, the Company entered into an amendment to its credit facility agreement with Citigroup Global Markets Realty Corp. to increase the
facility from $300 million to $400 million and extend the maturity date from December 30, 2008 to December 30, 2009. Interest on this facility
accrues at a variable rate per annum, which was 5.72% at September 30, 2007. As of September 30, 2007, the outstanding balance was $299
million. On November 8, 2007, the Company entered into an amendment to this facility which, among other things, extended the maturity date
to November 2010, completed the annual renewal of the liquidity line that supports the transaction to November 2008, and reduced the amount
outstanding under the facility to 80% of the balances outstanding of the pledged loans and investments depending on the mix of assets and the
rating and diversification to the assets. In addition the Company amended the issued demand note to the facility which increased the principal
amount to $40 million.

On March 21, 2006 the Company entered into a $200 million credit facility agreement with NATIXIS. In connection with this facility, the
Company formed a wholly owned subsidiary, NewStar Structured Finance Opportunities LLC (�SFO I�), a single-purpose bankruptcy-remote
entity, to purchase or hold loans and investments. On June 29, 2007, SFO I formed a wholly owned subsidiary, NewStar Structured Finance
Opportunities II, LLC (�SFO II�), a single-purpose bankruptcy-remote entity to purchase or hold loans and investments. In connection with the
formation of SFO II, SFO I sold all of its assets with an aggregate carrying value of $187.9 million to SFO II and SFO II assumed all of SFO I�s
liabilities associated with this credit facility. In addition, SFO II sold to the investors under this credit facility an undivided interest in each of the
assets financed thereunder. The sale of undivided interests was accounted for as a sale/transfer of financial assets under SFAS No. 140,
Accounting for Transfers and Servicing of Financial Assets and Extinguishment of Liabilities. (See Note 6)

On May 1, 2007, the Company formed a wholly-owned subsidiary, NewStar Asset Management LLC, to provide management services to
NewStar ArcTurus CLO I Ltd., (�ArcTurus I�) and acquire loans. ArcTurus I is currently inactive but continues to fund the existing loans through
participation interests acquired by Citigroup Financial Products Inc. The facility is scheduled to mature in May 2008, subject to earlier
termination upon the issuance of securities by ArcTurus I . Interest on this facility accrues at a variable rate per annum which was 5.65% at
September 30, 2007. As of September 30, 2007, the outstanding balance was $107.9 million.

Term Debt

In August 2005 the Company completed a term debt transaction. In conjunction with this transaction the Company established a separate
single-purpose bankruptcy-remote subsidiary, NewStar Trust 2005-1 (the �2005 CLO Trust�) and contributed $375 million in loans and
investments (including unfunded commitments), or portions thereof, to the 2005 CLO Trust. The Company remains the servicer of the loans and
investments. Simultaneously with the initial contributions, the 2005 CLO Trust issued $343.3 million of notes to institutional investors and
issued $31.6 million of trust certificates of which the Company retained 100%. The $291.5 million of outstanding notes are collateralized by the
specific loans and investments, principal collections account cash and principal payment receivables totaling $323.1 million at September 30,
2007.

Notes

originally

issued

Outstanding

balance

September 30,

2007

Interest

rate

Original

maturity

Ratings

(S&P/Moody�s/

Fitch)(1)
($ in thousands)

2005 CLO Trust:
Class A-1 $ 156,000 $ 155,982 Libor + 0.28% July 25, 2018 AAA/Aaa/AAA
Class A-2 80,477 28,630 Libor + 0.30% July 25, 2018 AAA/Aaa/AAA
Class B 18,750 18,748 Libor + 0.50% July 25, 2018 AA/Aa2/AA
Class C 39,375 39,371 Libor + 0.85% July 25, 2018 A/A2/A
Class D 24,375 24,372 Libor + 1.50% July 25, 2018 BBB/Baa2/BBB
Class E 24,375 24,372 Libor + 4.75% July 25, 2018 BB/Ba2/BB
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$ 343,352 $ 291,475

(1) These ratings are unaudited and were given in August 2005 and are subject to change from time to time.
In June 2006 the Company completed a term debt transaction. In conjunction with this transaction the Company established a separate
single-purpose bankruptcy-remote subsidiary, NewStar Commercial Loan Trust 2006-1 (the �2006
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CLO Trust�) and contributed $500 million in loans and investments (including unfunded commitments), or portions thereof, to the 2006 CLO
Trust. The Company remains the servicer of the loans. Simultaneously with the initial contributions of $356.9 million, the 2006 CLO Trust
issued $456.3 million of notes to institutional investors. The Company retained $43.8 million, amounting to 100% of the 2006 CLO Trust�s trust
certificates. The $428.3 million of outstanding notes are collateralized by the specific loans and investments, principal collection account cash
and principal payment receivables totaling $472.0 million at September 30, 2007.

Notes

originally

issued

Outstanding

balance

September 30,
2007

Interest

rate

Original

maturity

Ratings

(S&P/Moody�s/

Fitch)(1)
($ in thousands)

2006 CLO Trust
Class A-1 $ 320,000 $ 320,000 Libor +0.27% March 30, 2022 AAA/Aaa/AAA
Class A-2 40,000 12,000 Libor +0.28% March 30, 2022 AAA/Aaa/AAA
Class B 22,500 22,500 Libor +0.38% March 30, 2022 AA/Aa2/AA
Class C 35,000 35,000 Libor +0.68% March 30, 2022 A/A2/A
Class D 25,000 25,000 Libor +1.35% March 30, 2022 BBB/Baa2/BBB
Class E 13,750 13,750 Libor +1.75% March 30, 2022 BBB-/Baa3/BBB-

$ 456,250 $ 428,250

(1) These ratings are unaudited and were given in June 2006 and are subject to change from time to time.
In June 2007 the Company completed a term debt transaction. In conjunction with this transaction the Company established a separate
single-purpose bankruptcy-remote subsidiary, NewStar Commercial Loan Trust 2007-1 (the �2007-1 CLO Trust�) and could contribute up to
$600 million in loans and investments (including unfunded commitments), or portions thereof, to the 2007-1 CLO Trust. The Company remains
the servicer of the loans. Simultaneously with the initial contributions, the 2007-1 CLO Trust issued $546.0 million of notes to institutional
investors. The Company retained $54.0 million, amounting to 100% of the 2007-1 CLO Trust�s trust certificates. The $446.0 million of
outstanding notes are collateralized by the specific loans and investments, principal collection account cash and principal payment receivables
totaling $500.0 million at September 30, 2007.

Notes

originally

issued

Outstanding

balance

September 30,
2007

Interest

rate

Original

maturity

Ratings

(S&P/Moody�s/

Fitch)(1)
($ in thousands)

2007-1 CLO Trust
Class A-1 $ 336,500 $ 336,500 Libor +0.24% September 30, 2022 AAA/Aaa/AAA
Class A-2 100,000 �  Libor +0.26% September 30, 2022 AAA/Aaa/AAA
Class B 24,000 24,000 Libor +0.55% September 30, 2022 AA/Aa2/AA
Class C 58,500 58,500 Libor +1.30% September 30, 2022 A/A2/A
Class D 27,000 27,000 Libor +2.30% September 30, 2022 BBB/Baa1/BBB+

$ 546,000 $ 446,000

(1) These ratings are unaudited and were given in June 2007 and are subject to change from time to time.
Note 10. Stockholders� Equity
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Stockholders� Equity

The Company�s authorized capital consists of common stock. As of September 30, 2007, the following common stock was authorized and
outstanding:

September 30, 2007
Shares authorized Shares outstanding

(In thousands)
Common stock 145,000 36,254

14

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 28



Table of Contents

Series A Preferred Stock

In connection with its formation, the Company entered into Convertible Subscription Agreements on June 17, 2004 with its institutional
investors and the founding members of its management pursuant to which each investor and member of management agreed to collectively
purchase 21,000,000 shares of the Company�s Series A Preferred Stock for $10 per share.

In connection with the Series A Convertible Preferred Stock subscription, 1,583,335 warrants were issued. Each warrant allowed a warrant
holder that has satisfied specified conditions to purchase one share of Series A Preferred Stock at a purchase price of $10 per share (subject to
adjustment) prior to their expiration in June 2014. The warrants issued in connection with subscription of Series A Convertible Preferred Stock
were accounted for in accordance with Emerging Issues Task Force Issue No. 00-19 as an equity classified instrument.

In connection with the Company�s initial public offering on December 13, 2006, the Company�s Series A Convertible Preferred Stock
automatically converted into 19,266,791 shares of common stock and the related warrants converted into 1,452,656 common stock warrants at a
purchase price equal to $10.90 per share determined using a conversion ratio set forth in the Company�s amended and restated certificate of
incorporation. The conversion ratio adjusted the number of shares of common stock into which the Series A Convertible Preferred Stock and
warrants is convertible by taking into account the offering price per share of common stock in connection with the initial public offering, the
liquidation preference associated with the Series A Convertible Preferred Stock, any dividends paid to holders of the Series A Convertible
Preferred Stock prior to the date of conversion and any stock splits or similar transactions.

Class A Common Stock

Class A Common Stock issued and outstanding at September 30, 2006 was 3,885,671 shares. Members of management and certain employees
purchased an aggregate of 3,885,671 shares of NewStar�s Class A Common Stock for $0.01 per share that were subject to documents governing
issuance dated as of June 17, 2004, July 22, 2004, February 4, 2005 and August 22, 2005. The holders of Class A Common Stock were entitled
to one vote for each share held. Class A Common Stock was convertible into shares of common stock upon an initial public offering and
contemplated the issuance of additional equity instruments upon the occurrence of certain specified conditions, (�Class A Common�). In
connection with the Company�s initial public offering, on December 13, 2006, the Class A Common converted into 1,566,322 shares of restricted
common stock.

The Class A Common was subject to forfeiture upon termination of the management stockholder�s employment on a time-based schedule as
follows:

� 80% of the restricted stock was forfeited if termination occurred prior to the first anniversary of the date of the restricted stock
agreement;

� 60% of the restricted stock was forfeited if termination occurred prior to the second anniversary of the date of the restricted stock
agreement;

� 40% of the restricted stock was forfeited if termination occurred on or after the second anniversary but prior to the third anniversary
of the date of the restricted stock agreement;

� 20% of the restricted stock was forfeited if termination occurred on or after the third anniversary but prior to the fourth anniversary
of the date of the restricted stock agreement; and

� 0% of the restricted stock was forfeited if termination occurred on or after the fourth anniversary of the date of the restricted stock
agreement.

Further, all or a portion of the Class A Common may also have been forfeited (i) in connection with specified transfers of such shares by a
management stockholder, (ii) at the election of a management stockholder, (iii) in the event the management stockholder�s employment was
terminated under specified circumstances or (iv) upon the tenth anniversary of issuance.
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The forfeiture conditions lapsed upon a change of control or transfer of an aggregate of 75% of shares of Series A Preferred Stock. Additionally,
in the event that a member of management who purchased the stock no longer was employed by the Company, all or a portion of the Class A
Common was subject to repurchase under specified conditions.

Finally, restrictions governing the Class A Common remained in place until an IRR Release Date had occurred. An IRR Release Date was
defined as the Transfer of an aggregate of 75% of the Series A Preferred Stock in one or more transactions coupled with those investors realizing
a specified rate of return on their initial investment.

Prior to January 1, 2006, the Company accounted for the Class A Common under the recognition and measurement provisions of Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (�APB 25�), and related Interpretations, as permitted by Statement of
Financial Accounting Standard No. 123, Accounting for Stock-Based Compensation (�SFAS 123�). As amounts received were subject to return
upon forfeiture, the Company recorded the proceeds from the Class A Common issuance as a deposit classified in other liabilities. The issuance
of Class A Common
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was accounted for as a variable award under APB 25. The Company determined non-cash compensation cost as the difference in the value of the
Class A Common at the end of each accounting period over its issue price (its �intrinsic value�). As the performance measures outlined above were
deemed not probable of occurrence, no compensation expense was recognized for the Class A Common during 2005 and 2004.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (�SFAS 123R�), which replaces SFAS No. 123 and
supersedes APB 25. SFAS 123R requires all share-based payments to employees, including grants of employee stock options, to be recognized
in the financial statements based on their grant date fair values.

Effective January 1, 2006, the Company adopted the fair value recognition provisions of SFAS 123R for all share-based payments, using the
prospective transition method. As such, SFAS 123R is applied only to awards granted, modified, repurchased, or cancelled after January 1,
2006. The prospective method of adoption does not permit SFAS 123R to be applied to the nonvested portion of awards outstanding at the date
of initial application. In accordance with the prospective transition method, the Company�s consolidated financial statements for prior periods
have not been restated to reflect, and do not include, the impact of SFAS 123R.

Upon adoption of SFAS 123R, no compensation expense was recorded in relation to the Class A Common as the performance conditions were
not deemed probable of occurrence.

Amendment to Class A Common Award

On September 19, 2006, the Board of Directors voted to approve amendments to the restricted stock agreements, which govern the Class A
Common, such that, effective upon the initial public offering, the forfeiture, restriction and repurchase provisions are substantially removed and
an IRR Release Date is deemed to have been satisfied by the initial public offering.

The Company determined that the amendment to the Class A Common award be accounted for as a modification of equity instruments under the
provisions of SFAS No. 123R. Accordingly, the Company calculated compensation cost, amounting to $28.6 million, equal to the fair values of
the new equity instruments.

Common Stock

In connection with the Company�s initial public offering on December 13, 2006, the Company issued and sold 12,000,000 shares of its common
stock. On December 19, 2006, the underwriters of the initial public offering purchased an additional 1,800,000 shares of the Company�s common
stock.

Restricted Stock

In connection with the Company�s initial public offering, 1,631,160 shares of restricted stock were issued to certain employees of the Company.
The shares of restricted stock had a purchase price equal to the pricing of the Company�s initial public offering. The shares of restricted stock
vest ratably over a four-year service period. Restricted stock activity for the nine months ended September 30, 2007 was as follows:

Shares

Weighted average

grant-date fair value
($ in thousands)

Non-vested as of December 31, 2006 2,180,067 $ 37,061
Granted 9,000 131
Vested (338,682) (5,758)
Forfeited (12,404) (211)

Non-vested as of September 30, 2007 1,837,981 $ 31,223

The Company recognized $2.8 million and $10.0 million of compensation expense related to restricted stock during the three and nine months
ended September 30, 2007. The unrecognized compensation cost of $17.3 million at September 30, 2007 is expected to be recognized over
approximately the next five years.
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Stock Options

Under the Company�s 2006 Incentive Plan, the Company�s compensation committee may grant options to purchase shares of common stock.
Stock options may either be incentive stock options (�ISOs�) or non-qualified stock options. ISOs may only be granted to officers and employees.
The compensation committee will, with regard to each stock option, determine the number of shares subject to the stock option, the manner and
time of exercise, vesting, and the exercise price will not be less than 100% of the fair market value of the common stock on the date of the grant.
The shares of common stock issuable upon exercise of options or other awards or upon grant of any other award may be either previously
authorized but unissued shares or treasury shares.

In connection with the Company�s initial public offering, stock options exercisable for an aggregate 3,287,365 shares of common stock were
issued to certain employees of the Company. The options were subject to a 180 day underwriter�s
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lock up agreement that expired in June 2007. Stock options exercisable for an aggregate of 2,613,615 shares of common stock were issued at an
exercise price equal to the pricing of the Company�s initial public offering and were 60% vested at the IPO with the remaining 40% to vest
ratably over a four-year service period. The remaining options for 673,750 shares of common stock were issued at an exercise price equal to the
pricing of the Company�s initial public offering and vest ratably over a four-year service period.

Stock option activity for the nine months ended September 30, 2007 was as follows:

Options
Outstanding as of January 1, 2007 3,276,642
Granted 112,000
Exercised �  
Forfeited (30,000)

Outstanding as of September 30, 2007 3,358,642

Vested or expected to vest as of September 30, 2007 1,568,162

Exercisable as of September 30, 2007 1,568,162

For the nine months ended September 30, 2007, the weighted average grant date fair value of options granted was $6.10. As of September 30,
2007, the total unrecognized compensation cost related to nonvested options granted was $4.4 million. This cost is expected to be recognized
over a weighted average period of three years. During the three and nine months ended September 30, 2007, the Company recognized
compensation expense of $1.0 million and $2.8 million related to its stock options.

Note 11. Income (loss) Per Share

The components of income (loss) per share is presented as if the following took place June 18, 2004 (inception):

� the conversion of the Series A Convertible Preferred Stock to common stock,

� the conversion of the Series A Convertible Preferred Stock Warrants to common stock warrants, and

� the effect of a 1 for 2.4808 reverse stock split that occurred in connection with the initial public offering.
Accordingly, the income (loss) per share is calculated to include 15,821,992 and 14,190,145 shares of common stock for the three and nine
months ended September 30, 2006, respectively, as if issued and outstanding for the periods to reflect the above conversions.

The computations of basic and diluted income (loss) per share for the three and nine months ended September 30, 2007 and 2006 are as follows:

Three Months Ended

September 30,

Nine Months Ended

September 30,
2007 2006 2007 2006

(In thousands)
Numerator:
Net income (loss) $ (10,845) $ 2,893 $ (9,873) $ 4,873
Denominator:

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 33



Denominator for basic loss per common share 36,254 15,822 36,256 14,190

Denominator:
Denominator for diluted loss per common share 36,254 15,822 36,256 14,190
Potentially dilutive securities�options �  �  �  �  
Potentially dilutive securities�warrants �  521 �  521

Total weighted average diluted shares 36,254 16,343 36,256 14,711

Weighted average stock options of 3,356,955 and 3,322,725 and 1,452,656 warrants were not included in the computation of diluted income per
share for the three and nine months ended September 30, 2007, respectively, due to the fact that the results would be anti-dilutive.
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Note 12. Financial Instruments with Off-Balance Sheet Risk

The Company is party to financial instruments with off-balance sheet risk in the normal course of business to meet the financing needs of its
customers. These financial instruments include unused lines of credit, standby letters of credit and interest rate risk mitigation products. The
instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount recognized in the consolidated balance
sheet. The contract or notional amounts of those instruments reflect the extent of involvement the Company has in particular classes of financial
instruments.

The Company�s exposure to credit loss in the event of nonperformance by the other party to the financial instrument for standby letters of credit
is represented by the contractual amount of those instruments. The Company uses the same credit policies in making commitments and
conditional obligations as it does for on-balance sheet instruments.

Unused lines of credit are agreements to lend to a customer, provided that all conditions have been met. Commitments generally have fixed
expiration dates or other termination clauses and may require payment of a fee. Since certain commitments may expire without being drawn
upon, the total commitment amounts do not necessarily represent future cash requirements. The Company evaluates each customer�s
creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by the Company upon extension of credit, is
based on management�s credit evaluation of the borrower.

Standby letters of credit are conditional commitments issued by the Company to guarantee the performance by a borrower to a third party. The
credit risk involved in issuing letters of credit is essentially the same as that involved in extending loan facilities to borrowers.

Interest rate risk mitigation products are offered to enable customers to meet their financing and risk management objectives. Derivative
financial instruments consist predominantly of interest rate swaps, interest rate caps and floors. The interest rate risks to the Company of these
customer derivatives is mitigated by entering into similar derivatives having offsetting terms with other counterparties.

Financial instruments with off-balance sheet risk are summarized as follows:

September 30, 2007 December 31, 2006
($ in thousands)

Unused lines of credit $ 412,168 $ 302,856
Standby letters of credit 12,904 6,990
Interest rate risk mitigation products (notional) 377,068 145,238

Note 13. Employee Benefit Plans

The Company maintains a contributory 401(k) plan covering all full-time employees. The Company matches 100% of employee�s voluntary
contributions up to a limit of 6% of the employee�s compensation, subject to IRS guidelines. Expense for the three and nine months ended
September 30, 2007 was $0.1 million and $0.8 million, respectively, and for the three and nine months ended September 30, 2006 the expense
was $0.1 million and $0.5 million, respectively.

Note 14. Related-Party Transactions

Pursuant to an Investment Management Agreement dated August 3, 2005, the Company serves as investment manager of the NewStar Credit
Opportunities Fund, Ltd. (the �Fund�), a Cayman Islands exempted company limited by shares incorporated under the provisions of The
Companies Law of the Cayman Islands. The Fund pays the Company a management fee, payable monthly in arrears, based on the carrying value
of the total gross assets attributable to the applicable series of each class of shares at the end of each month. For the three and nine months ended
September 30, 2007, the Fund paid the Company $1.5 million and $3.7 million of asset management fees.

During 2006, the Company made a loan based on market terms to a company controlled by an affiliate of one of its officers. At September 30,
2007, the loan balance outstanding and amount of committed funds were $12.7 million and $14.2 million, respectively.

In June 2007, the Company made a loan based on market terms to a company which is partially-owned by a related party. At September 30,
2007, the loan balance outstanding and amount of committed funds were $13.2 million and $15.7 million, respectively.
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Note 15. Subsequent Events

On November 8, 2007, the Company entered into a $300 million term debt financing agreement with Deutsche Bank AG, New York Branch
(�Deutsche�) dated November 7, 2007. Interest on this agreement accrues at the commercial paper rate, as defined by the lender. In connection
with the Deutsche term debt financing agreement, the Company formed a wholly owned subsidiary, NewStar DB Term Funding, LLC, a
single-purpose bankruptcy-remote entity, to purchase or hold loans and investments. The term debt financing agreement has variable advance
rates which are expected to be 80% or higher based on the diversification and average rating of the targeted loan collateral. In addition, NewStar
must comply with various covenants the breach of which could result in a termination event. This term debt financing agreement matures on
May 7, 2009.

On November 12, 2007, the Company entered into a definitive agreement with institutional investors to issue 12.5 million shares of the
Company�s common stock in a private placement at a price per share of $10.00. The gross proceeds from the offering, which will close in two
tranches, will be $125 million. The first tranche of 7.25 million shares is expected to close on or about November 29, 2007, subject to customary
closing conditions. The closing of the second tranche of 5.25 million shares is subject to the Company obtaining stockholder approval at a
special meeting which is expected to be held no later than January 2008, and customary closing conditions.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations.
The following discussion contains forward-looking statements. Important factors that may cause actual results and circumstances to differ
materially from those described in such statements are described in Item 1A of our Form 10-K for the year ended December 31, 2006, the
additional risk factors listed in Item 1A to our Quarterly Reports on Form 10-Q for the quarters ended June 30, 2007 and September 30, 2007,
as well as throughout this Item 2. You are cautioned not to place undue reliance on the forward-looking statements contained in this document.
These statements speak only as of the date of this document and we undertake no obligation to update or revise these statements, except as may
be required by law.

RESULTS OF OPERATIONS FOR THE THREE AND NINE MONTHS ENDED SEPTEMBER 30, 2007 AND 2006

Overview

NewStar�s basic and diluted loss per share for the three and nine months ended September 30, 2007 was $0.30 and $0.27, respectively on a net
loss of $10.8 million and $9.9 million, respectively compared to net income of $2.9 million and $4.9 million for the three and six months ended
June 30, 2006. During the first nine months of 2007, our managed loan portfolio grew to $2.6 billion from $1.9 billion at December 31, 2006,
and loans owned by the NewStar Credit Opportunities Fund, Ltd. (the �NCOF�) increased $208.1 million to $491.4 million at September 30, 2007.

On June 29, 2007, we completed the sale of investments in debt securities and loans with an amortized cost of approximately $187.9 million and
recognized a $4.4 million loss on the sale. We retained a residual interest in the debt securities sold. During the three and nine months ended
September 30, 2007, we recognized a loss of $28.1 million on the residual interest. The loss for the quarter was driven by the following factors;
i) further deterioration in the performance of the underlying RMBS collateral assets impacting the anticipated cash flows, ii) the decision by the
lender to end the reinvestment period, transitioning the facility to amortize with 100% of the cash flow used to pay down the debt, and iii)
increasing of the discount rate applied to the valuation model. During the three months ended September 30, 2007, the Company increased the
discount rate to 30% to reflect the general widening of spreads in the marketplace. We have made no changes to our general approach in
projecting future liquidations/losses.

During the three and nine months ended September 30, 2007 the Company classified one loan with a carrying value of $7.5 million at June 30,
2007 as a troubled debt restructuring as defined by SFAS No. 15, Accounting for Debtors and Creditors for Troubled Debt Restructurings, and
classified one $7.3 million loan as impaired and on non-accrual status. The Company has recorded a $4.4 million specific reserve for the $7.3
million loan it classified as impaired and on non-accrual status.

Loan portfolio yield

Loan portfolio yield, which is interest income on our loans divided by the average balances outstanding of our loans, was 9.72% and 9.76% for
the three and nine months ended September 30, 2007, compared to 10.64% and 9.92% for the three and nine months ended September 30, 2006.
The decrease in loan portfolio yield was primarily driven by a decrease in prevailing interest rates over the prior year and, to a lesser extent,
changes in product mix and credit spreads in our loan portfolio.

Net interest margin

Net interest margin, which is net interest income divided by average interest earning assets, was 4.29% and 4.33% for the three and nine months
ended September 30, 2007 compared to 4.15% and 4.02% for the three and nine months ended September 30, 2006. The primary factors
impacting net interest margin are changes in our product mix, debt to equity ratio, prevailing interest rates, credit spreads and cost of borrowings.
In December 2006, we repaid $37.5 million of corporate debt which bore interest at LIBOR + 7.0% per annum.

Efficiency ratio

Our efficiency ratio, which is total operating expenses divided by net interest income before provision for credit losses plus total non-interest
income, was 526.87% and 113.65% for the three and nine months ended September 30, 2007, up from 53.94% and 60.19% for the three and
nine months ended September 30, 2006. The increase in our efficiency ratio for the three months ended September 30, 2007 was primarily due to
$2.0 million of impairment charges on investments in debt securities and the $28.1 million loss on the residual interest, partially offset by a
significant increase in net interest income and fee income resulting from the significant growth in our loan portfolio. The increase in our
efficiency ratio for the nine months ended September 30, 2007 was primarily due to $18.3 million impairment charges on investments in debt
securities and the $28.1 million loss on the residual interest, partially offset by a significant increase in net interest income and fee income
resulting from the significant growth in our loan portfolio.
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Allowance for credit losses

Allowance for credit losses ratio, which is allowance for credit losses divided by outstanding gross loans excluding loans held-for-sale, was
1.62% as of September 30, 2007 and 1.36% as of September 30, 2006. The allowance for credit losses at September 30, 2007 included a specific
reserve of $4.4 million and a general reserve of $27.5 million.

Delinquent loan rate

Delinquent loan rate is defined as total delinquent loans divided by outstanding gross loans. As of September 30, 2007, the delinquent loan rate
was 0.37%.

Non-accrual loan rate

Non-accrual loan rate, which is defined as total balances outstanding of loans in non-accrual status divided by our loans held for investment.
Loans are put on non-accrual status if they are 90 days or more past due or if management believes that there is reasonable doubt as to
collectibility in the normal course of business. The non-accrual loan rate was 0.37% as of September 30, 2007.

Net charge off rate

Net charge off rate as a percentage of loan portfolio, which is defined as charge offs net of recoveries divided by our loans held for investment.
A charge off occurs when management believes that all or part of the principal of a particular loan is no longer recoverable and will not be
repaid. As of September 30, 2007 we did not have any charge offs in our loan portfolio.

Return on average assets

Return on average assets, which is net income divided by average total assets, was not meaningful for the three and nine months ended
September 30, 2007 as we had net losses. Return on average assets for the three and nine months ended September 30, 2006 was 0.86% and
0.60%.

Return on average equity

Return on average equity, which is net income divided by average equity, was not meaningful for the three and nine months ended
September 30, 2007 as we had net losses. Return on average equity for the three and nine months ended September 30, 2006 was 7.09% and
4.65%.

Review of Consolidated Results

A summary of NewStar�s consolidated financial results for the three and nine months ended September 30, 2007 and 2006 follows:

Three Months Ended

September 30,

Nine Months Ended

September 30,
2007 2006 2007 2006

($ in thousands)
Net interest income:
Interest income $ 52,626 $ 32,980 $ 148,689 $ 77,060
Interest expense 28,071 19,122 78,877 44,962

Net interest income 24,555 13,858 69,812 32,098
Provision for credit losses 6,553 2,350 11,355 6,594

Net interest income after provision for credit losses 18,002 11,508 58,457 25,504
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Non-interest income:
Fee income 3,334 1,100 10,177 2,843
Asset management income 1,471 478 3,686 751
Gain on derivatives 134 114 488 836
Gain (loss) on sale of loans and debt securities 11 �  (4,256) 24
Loss on investments in debt securities (1,979) �  (18,327) �  
Loss on residual interest in securitization (28,136) �  (28,136) �  
Other income 3,317 333 4,235 1,127
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Total non-interest income (21,848) 2,025 (32,133) 5,581

Operating expenses:
Compensation and benefits 11,169 6,891 34,195 17,341
Occupancy and equipment 781 476 1,883 1,272
General and administrative expenses 2,309 1,201 6,745 4,065

Total operating expenses 14,259 8,568 42,823 22,678

Income (loss) before income taxes (18,105) 4,965 (16,499) 8,407
Income tax expense (benefit) (7,260) 2,072 (6,626) 3,534

Net income (loss) $ (10,845) $ 2,893 $ (9,873) $ 4,873

Comparison of the Three Months Ended September 30, 2007 and 2006

Interest income. Interest income increased $19.6 million, to $52.6 million for the three months ended September 30, 2007 from $33.0 million for
the three months ended September 30, 2006. The increase was primarily due to growth in average interest earning assets of $946.7 million,
partially offset by a decrease in the yield on average interest earning assets to 9.19% from 9.87% primarily driven by decrease in spreads on new
volume and to a lesser extent prepayments of higher yielding loans and change in the mix of earning assets. The increase in average interest
earning assets was primarily driven by the growth in loans of $989.8 million since September 30, 2006.

Interest expense. Interest expense increased $9.0 million, to $28.1 million for the three months ended September 30, 2007 from $19.1 million for
the three months ended September 30, 2006. The increase was primarily due to an increase in average borrowings of $654.6 million from
September 30, 2006 to fund growth in interest earning assets, partially offset by a decrease in our cost of borrowings. The decrease in our cost of
borrowings, to 6.16% from 6.58%, was primarily attributable to negotiated lower borrowing spreads on our credit facilities and increased use of
lower cost term debt securitizations.

Net interest margin. Net interest margin increased to 4.29% for the three months ended September 30, 2007 from 4.15% for the three months
ended September 30, 2006. The increase in net interest margin was primarily due to a decrease in our average cost of interest bearing liabilities
and changes in our debt to equity ratio, partially offset by a decrease in our average yield on interest earning assets. The net interest spread, the
difference between gross yield on our interest earning assets and the total cost of our interest bearing liabilities, decreased to 3.03% from 3.29%.

The following table summarizes the yield of interest earning assets and the cost of interest bearing liabilities for the three months ended
September 30, 2007 and 2006:

Three Months Ended September 30, 2007 Three Months Ended September 30, 2006
($ in thousands)

Average

Balance

Interest

Income/

Expense

Average

Yield/Cost

Average

Balance

Interest

Income/

Expense

Average

Yield/Cost
Total interest earning assets $ 2,272,435 $ 52,626 9.19% $ 1,325,704 $ 32,980 9.87%
Total interest bearing liabilities 1,808,174 28,071 6.16 1,153,528 19,122 6.58

Net interest spread $ 24,555 3.03% $ 13,858 3.29%

Net interest margin 4.29% 4.15%

Provision for credit losses. The provision for credit losses increased to $6.6 million for the three months ended September 30, 2007 from $2.4
million for the three months ended September 30, 2006. The increase in the provision was primarily due to a $4.4 million specific reserve and
the growth of our loan portfolio.
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Non-interest income. Non-interest income decreased $23.8 million, to negative $21.8 million for the three months ended September 30, 2007
from $2.0 million for the three months ended September 30, 2006. The decrease is primarily due to a $28.1 million loss on the residual interest
and a $2.0 million loss on investments in debt securities due to impairments of two of our debt securities, partially offset by an additional $2.2
million in fee income, $3.0 million in other income driven by a $2.5 million recognition of the fair value of one of our three equity positions, and
$1.0 million in management and performance fees related to the NCOF.

Operating expenses. Operating expenses increased $5.7 million, to $14.3 million for the three months ended September 30, 2007 from $8.6
million for the three months ended September 30, 2006. Employee compensation and benefits increased $4.3 million primarily as a result of the
non-cash compensation charge of $3.8 million related to restricted stock grants made
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since our inception, including equity awards made in connection with our initial public offering and higher employee headcount. The remaining
$1.4 million increase in operating expenses was attributable to an increase of $1.1 million in general and administrative expense and $0.3 million
in occupancy and equipment expenses. The increase in general and administrative expenses is primarily due to $0.3 million increase in
professional fees, $0.2 million increase in insurance expense, and other expenses associated with operating as a public company.

Income taxes. We account for income taxes consistent with the asset and liability method prescribed by SFAS No. 109, Accounting for Income
Taxes. Under this method, deferred income taxes reflect the net tax effects of temporary differences between the carrying amount of assets and
liabilities for financial statement and income tax purposes, as determined under applicable tax laws and rates.

For the three months ended September 30, 2007, we provided for income taxes based on an effective tax rate of 40.1%, and for the three months
ended September 30, 2006 we provided for income taxes based on a tax rate of 41.7%. Our effective rate for the three months ended
September 30, 2007 reflects the impact of nondeductible compensation expense incurred in connection with our initial public offering. The
decline in the effective tax rate is primarily due to the relative impact of state taxes between the periods. As of September 30, 2007 and
December 31, 2006, we had net deferred tax assets of $11.4 million and $14.7 million, respectively.

Comparison of the Nine Months Ended September 30, 2007 and 2006

Interest income. Interest income increased $71.6 million, to $148.7 million for the nine months ended September 30, 2007 from $77.1 million
for the nine months ended September 30, 2006. The increase was primarily due to growth in average interest earning assets of $1.1 billion,
partially offset by a decrease in the yield on average interest earning assets to 9.22% from 9.65% primarily driven by decrease in spreads on new
volume and to a lesser extent prepayments of higher yielding loans and change in the mix of earning assets. The increase in average interest
earning assets was primarily driven by the growth in loans of $989.8 million since September 30, 2006.

Interest expense. Interest expense increased $33.9 million, to $78.9 million for the nine months ended September 30, 2007 from $45.0 million
for the nine months ended September 30, 2006. The increase was primarily due to an increase in average borrowings of $772.4 million from
September 30, 2006 to fund growth in interest earning assets, partially offset by a decrease in our cost of borrowings. The decrease in our cost of
borrowings, to 6.23% from 6.53%, was primarily attributable to negotiated lower borrowing spreads on our credit facilities and increased use of
lower cost term debt securitizations.

Net interest margin. Net interest margin increased to 4.33% for the nine months ended September 30, 2007 from 4.02% for the nine months
ended September 30, 2006. The increase in net interest margin was primarily due to a decrease in our average cost of interest bearing liabilities
and changes in our debt to equity ratio, partially offset by a decrease in our average yield on interest earning assets. The net interest spread, the
difference between gross yield on our interest earning assets and the total cost of our interest bearing liabilities, decreased to 2.99% from 3.11%.

The following table summarizes the yield of interest earning assets and the cost of interest bearing liabilities for the nine months ended
September 30, 2007 and 2006:

Nine Months Ended September 30, 2007 Nine Months Ended September 30, 2006
($ in thousands)

Average

Balance

Interest

Income/

Expense

Average

Yield/
Cost

Average

Balance

Interest

Income/

Expense

Average

Yield/
Cost

Total interest earning assets $ 2,156,401 $ 148,689 9.22% $ 1,067,966 $ 77,060 9.65%
Total interest bearing liabilities 1,692,391 78,877 6.23 919,975 44,962 6.53

Net interest spread $ 69,812 2.99% $ 32,098 3.11%

Net interest margin 4.33% 4.02%

Provision for credit losses. The provision for credit losses increased to $11.4 million for the nine months ended September 30, 2007 from $6.6
million for the nine months ended September 30, 2006. The increase in the provision was primarily due to a $4.4 million specific reserve and the
growth of our loan portfolio.

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 43



Non-interest income. Non-interest income decreased $37.7 million, to negative $32.1 million for the nine months ended September 30, 2007
from $5.6 million for the nine months ended September 30, 2006. The decrease is primarily due to a $12.8 million impairment charge prior to
the sale of our investments in debt securities in our RMBS portfolio resulting from a severe correction of the RMBS market, a $28.1 million loss
on the residual interest a $4.3 million loss on sale of loans and
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securities, and $5.5 million loss on investments in debt securities due to impairments of two of our debt securities, partially offset by an
additional $7.3 million in fee income, $2.9 million in management and performance fees related to the NCOF and $3.1 million on other income
driven by a $2.5 million recognition of fair value of one of our three equity positions. On June 29, 2007, we completed the sale of securities and
loans totaling $187.9 million, including $113.9 million of RMBS holdings to a non-recourse, off-balance sheet financing vehicle and recognized
a $4.4 million loss on the sale. We retained a fair value residual interest in the assets sold, which had a fair value of $29.7 million at June 30,
2007 and $3.1 million at September 30, 2007. The residual interest includes the present value of the expected future cash flows that we will
receive from its retained interest. Any change in the fair value of the residual interest is recorded in the consolidated statement of operations. The
residual interest represents the full extent of our continued financial exposure to the assets sold.

Operating expenses. Operating expenses increased $20.1 million, to $42.8 million for the nine months ended September 30, 2007 from $22.7
million for the nine months ended September 30, 2006. Employee compensation and benefits increased $16.9 million primarily as a result of the
non-cash compensation charge of $12.7 million related to restricted stock grants made since our inception, including equity awards made in
connection with the initial public offering and higher employee headcount. The remaining $3.2 million increase in operating expenses was
attributable to an increase of $2.7 million in general and administrative expense and $0.6 million in occupancy and equipment expenses. The
increase in general and administrative expenses is primarily due to $1.0 million increase in professional fees, $0.7 million increase in insurance
expense, $0.4 million related to board of directors expenses, and other expenses associated with operating as a public company.

Income taxes. For the nine months ended September 30, 2007, we provided for income taxes based on an effective tax rate of 40.2%, and for the
nine months ended September 30, 2006 we provided for income taxes based on a tax rate of 42.0%. Our effective rate for the nine months ended
September 30, 2007 reflects the impact of nondeductible compensation expense incurred in connection with our initial public offering. The
decline in the effective tax rate is primarily due to the relative impact of state taxes between the periods.

FINANCIAL CONDITION, LIQUIDITY AND CAPITAL RESOURCES

Our primary sources of liquidity consist of cash flow from operations, credit facilities, term debt securitizations and proceeds from equity
offerings. We believe these sources will be sufficient to fund our operations, projected lending activities and other short-term liquidity needs.
Our future liquidity needs will be determined primarily based on the growth rate in our loan portfolio. To fund our loan portfolio growth, we
anticipate that we will need to incur additional indebtedness, enter into additional term debt securitizations or raise equity capital. We may need
to raise additional debt or equity capital based on various factors, including if our loan portfolio grows faster than anticipated, we are unable to
fund certain loans with credit facilities or term debt securitizations, or if our cash flow from operations is lower than expected. We may not be
able to raise such debt or equity capital on acceptable terms or at all. The incurrence of additional debt will increase our leverage and interest
expense, and the issuance of any debt or equity securities may be dilutive for existing shareholders.

On November 7, 2007, the Company entered into a $300 million term debt financing agreement with Deutsche Bank AG, New York Branch
(�Deutsche�). Interest on this term debt financing agreement accrues at the commercial paper rate, as defined by the lender. In connection with the
Deutsche term debt financing agreement, the Company formed a wholly owned subsidiary, NewStar DB Term Funding, LLC, a single-purpose
bankruptcy-remote entity, to purchase or hold loans and investments. The term debt financing agreement has variable advance rates which are
expected to be 80% or higher based on the diversification and average rating of the targeted loan collateral. In addition, NewStar must comply
with various covenants the breach of which could result in a termination event. This term debt financing agreement matures on May 7, 2009.

On November 12, 2007, the Company entered into a definitive agreement with institutional investors to issue 12.5 million shares of the
Company�s common stock in a private placement at a price per share of $10.00. The gross proceeds from the offering, which will close in two
tranches, will be $125 million. The first tranche of 7.25 million shares is expected to close on or about November 29, 2007, subject to customary
closing conditions. The closing of the second tranche of 5.25 million shares is subject to the Company obtaining stockholder approval at a
special meeting, which is expected to be held no later than January 2008, and customary closing conditions.

Cash and Cash Equivalents

As of September 30, 2007 and December 31, 2006, we had $73.4 million and $103.3 million, respectively, in cash and cash equivalents. Cash
received from our initial public offering represented a large portion of our cash balance at September 30, 2007. We invest a portion of cash on
hand in short-term liquid investments. From time to time, we may use a portion of our non-restricted cash to pay down our credit facilities.

Restricted Cash

We had $119.6 million and $40.2 million of restricted cash as of September 30, 2007 and December 31, 2006, respectively. The restricted cash
represents the balance of the principal and interest collections accounts and pre-funding amounts in our credit facilities, our term debt
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securitizations and customer holdbacks and escrows. The use of the principal collection accounts� cash is limited to funding the growth of our
loan portfolio within the facilities or paying down related credit facilities or term debt securitizations. The interest collection account cash is
limited to the payment of interest, servicing fees and other expenses of our credit facilities and term debt securitizations and, if either a ratings
downgrade or failure to receive ratings confirmation occurs on the rated notes in a term debt securitization at the end of the ramp up period or if
coverage ratios are not met, paying down principal with respect thereto. Cash to fund the growth of our loan portfolio and to pay interest on our
term debt securitizations represented a large portion of our restricted cash balance at September 30, 2007.
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Asset Quality and Allowance for Loan Losses

If a loan is 90 days or more past due or if management believes that there is reasonable doubt as to collectibility in the normal course of
business, it is our policy to place the loan on non-accrual status. When a loan is on non-accrual status, accrued interest previously recognized as
interest income subsequent to the last cash receipt in the current year will be reversed, and the recognition of interest income on that loan will
stop until factors indicating doubtful collection no longer exist and the loan has been brought current. We may make exceptions to this policy if
the loan is well secured and is in the process of collection. As of September 30, 2007, we had one $7.3 million loan classified as impaired and on
non-accrual status and one $7.5 million loan we classified as a troubled debt restructuring as defined by SFAS No. 15, Accounting for Debtors
and Creditors for Troubled Debt Restructurings. We ceased accruing interest on the $7.3 million non-accrual loan during the three months
ended September 30, 2007. We continue to accrue interest on the $7.5 million troubled debt restructuring. We recorded a $4.4 million specific
reserve for the $7.3 million we classified as impaired and on non-accrual status. On October 18, 2007, we received a $2.2 million partial payoff
from the borrower. This payment resulted in a loss of $4.3 million which was applied to the specific reserve as a charge off. The loan has a
carrying value of $0.9 million. As our loan portfolio continues to season, we expect to experience additional credit issues, delinquencies, losses,
specific reserves and charge offs as part of our normal course of business.

If a loan is 31 days or more past due it is our policy to categorize the loan as delinquent. At September 30, 2007, the $7.3 million loan on
non-accrual status was the only delinquent loan.

Despite our lack of historical loss experience, we have provided an allowance for loan losses to provide for losses inherent in the loans in our
loan portfolio. Our allowance for loan losses as of September 30, 2007 and December 31, 2006 was $30.4 million and $19.4 million, or 1.54%
and 1.32% of loans, gross, respectively.

Activity in the allowance for loan losses for the nine months ended September 30, 2007 and for the year ended December 31, 2006 was as
follows:

Nine Months Ended

September 30,
2007

Year Ended

December 31, 2006
($ in thousands)

Balance as of beginning of period $ 19,395 $ 7,610
Provision for loan losses 6,577 11,785
Specific reserve 4,400 �  

Balance as of end of period $ 30,372 $ 19,395

In addition, we maintained an allowance for losses on unfunded loan commitments as of September 30, 2007 and December 31, 2006 of $1.6
million and $1.2 million, respectively, resulting in an allowance for credit losses of 1.62% and 1.40% of outstanding loans, respectively.

Borrowings and Liquidity

As of September 30, 2007 and December 31, 2006, we had outstanding borrowings totaling $1.9 billion and $1.4 billion, respectively.
Borrowings under our various credit facilities, term debt securitizations and repurchase obligations have supported our loan growth.

As of September 30, 2007, our funding sources, maximum debt amounts, amounts outstanding and unused debt capacity, subject to certain
covenants and conditions, are summarized below:

Funding Source
Maximum Debt

Amount
Amounts

Outstanding
Unused Debt
Capacity Maturity

($ in thousands)
Repurchase agreements N/A $ 545 N/A Less than 1 year
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Credit facilities $ 1,275,000 705,401 $ 569,599 2007 � 2011
Term debt 1,345,572 1,165,725 179,847 2018 � 2022

Total $ 2,620,572 $ 1,871,671 $ 749,446

We must comply with various covenants the breach of which could result in a termination event, and at September 30, 2007, we were in
compliance with all such covenants. These covenants vary depending on the type of facility and are customary for facilities of this type.

Repurchase agreements

We enter into sales of securities under agreements to repurchase with customers and brokers. These agreements are treated as collateralized
financings, and the obligations to repurchase securities sold are reflected as a liability in our balance
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sheet. The securities underlying the agreements remain under our control. At September 30, 2007 and December 31, 2006, we had repurchase
agreements outstanding with a total carrying value of $0.5 million and $34.5 million, respectively. At September 30, 2007, the maturities of
these agreements ranged from one to three months with a weighted average interest rate of 7.15%. Debt securities with a market value of $3.0
million and $48.2 million were pledged as collateral for the securities sold under agreements to repurchase at September 30, 2007 and
December 31, 2006, respectively.

Credit facilities

As of September 30, 2007, we had four credit facilities: (i) a $400.0 million credit facility with Wachovia Capital Markets, LLC (�Wachovia�),
(ii) a $400.0 million credit facility with Citigroup Global Markets Realty Corp. (�Citigroup�), (iii) a $400.0 million credit facility with Citigroup
Financial Products Inc. and (iv) a $75.0 million facility with NATIXIS Financial Products, Inc. (�NATIXIS�).

The Wachovia credit facility was increased to $400.0 million pursuant to an amendment entered into on February 16, 2007 and has a principal
outstanding balance as of September 30, 2007 of $298.6 million. Interest on this facility accrues at the commercial paper rate, as defined by the
lender, which was 6.53% at September 30, 2007. On August 3, 2007, we entered into an amendment dated August 8, 2007 which, among other
things, extended the maturity date of this facility to August 4, 2010.

The Citigroup credit facility was increased to $400.0 million pursuant to an amendment entered into on March 29, 2007 and has a principal
outstanding balance as of September 30, 2007 of $299.0 million. The amendment also extended the maturity date from December 31, 2008 to
December 30, 2009. Interest on this facility accrues at a variable rate per annum, which was 5.72% at September 30, 2007. In addition, the
Company issued a demand note to the facility for up to $30.0 million. On November 8, 2007, we entered into an amendment to this facility
which, among other things, extended the maturity date to November 2010 and completed the annual renewal of the liquidity line that supports
the transaction to November 2008. In addition we amended the issued demand note to the facility which increased the principal amount to $40.0
million.

On May 1, 2007, we formed a wholly-owned subsidiary, NewStar Asset Management LLC, to provide management services to NewStar
ArcTurus CLO I Ltd., (�ArcTurus I�) and acquire loans. ArcTurus I is currently inactive but continues to fund existing loans through participation
interests acquired by Citigroup Financial Products Inc. The facility is scheduled to mature in May 2008, subject to earlier termination upon the
issuance of securities by ArcTurus I . Interest on this facility accrues at a variable rate per annum which was 5.65% at September 30, 2007. As of
September 30, 2007, the outstanding balance was $107.9 million.

We have a $75.0 million credit facility with IXIS that did not have an outstanding balance as of September 30, 2007. On August 8, 2007, we
entered into an amendment which extended the maturity date of this facility to November 24, 2007.

On March 21, 2006 we entered into a $200 million credit facility agreement with NATIXIS. In connection with this facility, we formed a wholly
owned subsidiary, NewStar Structured Finance Opportunities LLC (�SFO I�), a single-purpose bankruptcy-remote entity, to purchase or hold loans
and investments. On June 29, 2007, SFO I formed a wholly owned subsidiary, NewStar Structured Finance Opportunities II LLC (�SFO II�), a
single-purpose bankruptcy-remote entity to purchase or hold loans and investments. In connection with the formation of SFO II, SFO I sold all
of its assets with an aggregate carrying value of $187.9 million to SFO II and SFO II assumed all of SFO I�s liabilities associated with this credit
facility. In addition, SFO II sold to the investors under this credit facility an undivided interest in each of the assets financed thereunder. The sale
of undivided interests was accounted for as a sale/transfer of financial assets under SFAS No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishment of Liabilities.

Term debt securitizations

In August 2005, we completed our first term debt securitization. In conjunction with this transaction, we established a separate single-purpose
bankruptcy-remote subsidiary, NewStar Trust 2005-1 (the �2005 CLO Trust�) and initially sold and contributed $375.0 million in loans and other
debt products (including unfunded commitments), or portions thereof, to the 2005 CLO Trust. We remain the servicer of the loans and other debt
products. As such, we must comply with various covenants. Simultaneously with the initial sale and contributions, the 2005 CLO Trust issued
$343.3 million of notes, including variable funding notes to institutional investors, and issued $31.7 million of trust certificates, the junior-most
class of securities in the trust, of which we retained 100%. The notes are collateralized by the specific assets, principal collection account cash
and principal payment receivables totaling $323.1 million at September 30, 2007. Outstanding drawn notes at September 30, 2007 were $291.5
million. The 2005 CLO Trust has no significant assets other than the collateral. The stated maturity date of the notes is July 25, 2018. However,
we expect them to mature earlier assuming, among other things, certain collateral characteristics, certain repayment rates, no refinancing and the
exercise of a clean-up call repurchase option. The 2005 CLO Trust�s organizational documents and the indenture governing the notes contain
covenants that limit the 2005 CLO Trust�s ability to, among other
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things, consolidate with and merge into another entity, transfer or otherwise dispose of any property or assets, incur or otherwise become liable
for any indebtedness except for the notes, make distributions and redeem or purchase any equity interest or security.

The following table sets forth selected information with respect to the 2005 CLO Trust:

Notes and
certificates

originally

issued

Outstanding

balance

September 30,

2007

Borrowing

spread to

LIBOR

Ratings

(S&P/Moody�s/

Fitch)(1)
($ in thousands) %

2005 CLO Trust:
Class A-1 $ 156,000 $ 155,982 0.28% AAA/Aaa/AAA
Class A-2 80,477 28,630 0.30 AAA/Aaa/AAA
Class B 18,750 18,748 0.50 AA/Aa2/AA
Class C 39,375 39,371 0.85 A/A2/A
Class D 24,375 24,372 1.50 BBB/Baa2/BBB
Class E 24,375 24,372 4.75 BB/Ba2/BB

Total notes 343,352 291,475
Class F (trust certificates) 31,648 31,648 N/A N/A

Total for 2005 CLO Trust $ 375,000 $ 323,123

(1) These ratings were given in August 2005 and are subject to change from time to time.
In June 2006, we completed our second term debt securitization. In conjunction with this transaction, we established a separate single-purpose
bankruptcy-remote subsidiary, NewStar Commercial Loan Trust 2006-1 (the �2006 CLO Trust�) and initially sold and contributed $356.9 million
in loans and other debt products (including unfunded commitments) to the 2006 CLO Trust. We remain the servicer of the loans and other debt
products. As such, we must comply with various covenants. Simultaneously with the initial sale and contributions, the 2006 CLO Trust issued
$456.3 million of notes, including variable funding notes, to institutional investors and issued $43.8 million of trust certificates of which we
retained 100%. The notes are collateralized by the specific assets, principal collection account cash and principal payment receivables totaling
$472.0 million at September 30, 2007. Outstanding drawn notes at September 30, 2007 were $428.3 million. The 2006 CLO Trust has no
significant assets other than the collateral. The stated maturity date of the notes is March 30, 2022. However, we expect them to mature earlier
assuming, among other things, certain collateral characteristics, certain prepayment rates, no refinancing and the exercise of a clean-up call
repurchase option. The 2006 CLO Trust�s organizational documents and the indenture governing the notes contain covenants that limit the 2006
CLO Trust�s ability to, among other things, consolidate with and merge into another entity, transfer or otherwise dispose of any property or
assets, incur or otherwise become liable for any indebtedness except for the notes, make distributions and redeem or purchase any equity interest
or security.

The following table sets forth selected information with respect to the 2006 CLO Trust:

Notes and
certificates

originally

issued

Outstanding

balance

September 30,

2007

Borrowing

spread to

LIBOR

Ratings

(S&P/Moody�s/

Fitch)(1)
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($ in thousands) %
2006 CLO Trust:
Class A-1 $ 320,000 $ 320,000 0.27% AAA/Aaa/AAA
Class A-2 40,000 12,000 0.28 AAA/Aaa/AAA
Class B 22,500 22,500 0.38 AA/Aa2/AA
Class C 35,000 35,000 0.68 A/A2/A
Class D 25,000 25,000 1.35 BBB/Baa2/BBB
Class E 13,750 13,750 1.75 BBB-/Baa3/BBB-

Total notes 456,250 428,250
Class F (trust certificates) 43,750 43,750 N/A N/A

Total for 2006 CLO Trust $ 500,000 $ 472,000

(1) These ratings were given in June 2006 and are subject to change from time to time.
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In June 2007 we completed our third term debt transaction. In conjunction with this transaction we established a separate single-purpose
bankruptcy-remote subsidiary, NewStar Commercial Loan Trust 2007-1 (the �2007-1 CLO Trust�) and initially sold and contributed $500 million
in loans and other debt products (including unfunded commitments), to the 2007-1 CLO Trust. We remain the servicer of the loans and other
debt products. As such, we must comply with various covenants. Simultaneously with the initial sale and contributions, the 2007-1 CLO Trust
issued $546.0 million of notes, including variable funding notes, to institutional investors and issued $54.0 million of trust certificates of which
we retained 100%. The notes are collateralized by specific assets, principal collection account cash and principal payment receivables totaling
$500.0 million at September 30, 2007. Outstanding drawn notes at September 30, 2007 were $446.0 million. The 2007-1 CLO Trust has no
significant assets other than the collateral. The stated maturity date of the notes is September 30, 2022. However, we expect them to mature
earlier assuming, among other things, certain collateral characteristics, certain prepayment rates, no refinancing and the exercise of a clean-up
call repurchase option. The 2007-1 CLO Trust�s organizational documents and the indenture governing the notes contain covenants that limit the
2007-1 CLO Trust�s ability to, among other things, consolidate with and merge into another entity, transfer or otherwise dispose of any property
or assets, incur or otherwise become liable for any indebtedness except for the notes, make distributions and redeem or purchase any equity
interest or security.

The following table sets forth selected information with respect to the 2007-1 CLO Trust:

Notes

originally

issued

Outstanding

balance

September 30,
2007

Borrowing
spread to
LIBOR

Ratings

(S&P/Moody�s/

Fitch)(1)
($ in thousands)

2007-1 CLO Trust
Class A-1 $ 336,500 $ 336,500 0.24% AAA/Aaa/AAA
Class A-2 100,000 �  0.26 AAA/Aaa/AAA
Class B 24,000 24,000 0.55 AA/Aa2/AA
Class C 58,500 58,500 1.30 A/A2/A
Class D 27,000 27,000 2.30 BBB/Baa1/BBB+

Total notes 546,000 446,000
Class E (trust certificates) 29,100 29,100 N/A N/A
Class F (trust certificates) 24,900 24,900 N/A N/A

Total for 2007-1 CLO Trust $ 600,000 $ 500,000

(1) These ratings are unaudited and were given in June 2007 and are subject to change from time to time.
Contractual Obligations

The following table sets forth information relating to our contractual obligations as of September 30, 2007:

Payments due by period
Less than 1

year 1-3 years 3-5 years

More than 5

years Total
($ in thousands)

Repurchase agreements $ 545 $ �  $ �  $ �  $ 545
Credit facilities (1) �  705,401 �  �  705,401
Term debt (1) �  �  �  1,165,725 1,165,725
Non-cancelable operating leases (2) 1,537 2,719 1,793 205 6,254
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Total $ 2,082 $ 708,120 $ 1,793 $ 1,165,930 $ 1,877,925

(1) Amounts for credit facilities and term debt presented represent principal amounts due based on contractual maturity dates and do not
include interest amounts owed. The actual timing of payments will ultimately vary from the above data due to future fundings and
repayments we expect to occur.

(2) On March 12, 2007, we entered into a contract to sublease an additional 15,116 square feet of office space at our corporate headquarters in
Boston, MA. The sublease commenced May 15, 2007 and terminates February 28, 2013.
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OFF BALANCE SHEET ARRANGEMENTS

We are party to financial instruments with off-balance sheet risk in the normal course of business to meet the financing needs of our borrowers.
These financial instruments include unfunded commitments, standby letters of credit and interest rate mitigation products. The instruments
involve, to varying degrees, elements of credit and interest rate risk in excess of the amount recognized in the consolidated balance sheet. The
contract or notional amounts of those instruments reflect the extent of involvement we have in particular classes of financial instruments.

Our exposure to credit loss in the event of nonperformance by the other party to the financial instrument for standby letters of credit is
represented by the contractual amount of those instruments. We use the same credit policies in making commitments and conditional obligations
as we do for on-balance sheet instruments.

Unfunded commitments are agreements to lend to a borrower, provided that all conditions have been met. Commitments generally have fixed
expiration dates or other termination clauses and may require payment of a fee. Because certain commitments may expire without being drawn
upon, the total commitment amounts do not necessarily represent future cash requirements. We evaluate each borrower�s creditworthiness on a
case-by-case basis. The amount of collateral required is based on management�s credit evaluation of the borrower. At September 30, 2007, we
had $412.2 million of unfunded commitments.

Standby letters of credit are conditional commitments issued by us to guarantee the performance by a borrower to a third party. The credit risk
involved in issuing letters of credit is essentially the same as that involved in extending credit to our borrowers. At September 30, 2007 we had
$12.9 million of standby letters of credit.

Interest rate risk mitigation products are offered to enable customers to meet their financing and risk management objectives. Derivative
financial instruments consist predominantly of interest rate swaps, interest rate caps and floors. The interest rate risks to the Company of these
customer derivatives is mitigated by entering into similar derivatives having offsetting terms with other counterparties. At September 30, 2007,
the notional value of the interest rate mitigation products was $377.1 million.

On June 29, 2007, we completed the sale of securities and loans totaling $187.9 million, including $113.9 million of RMBS holdings to a
non-recourse, off-balance sheet financing vehicle and recognized a $4.4 million loss on the sale. We retained a residual interest in the assets
sold, which had a fair value of $29.7 million at June 30, 2007 and $3.1 million at September 30, 2007. Our valuation of the residual involves two
basic assumptions (i) a forecast of cash flows from the underlying collateral, and (ii) a discount rate applied to those cash flows. The valuation of
the residual performed as of June 30, 2007 used a discount rate of 15% a rate that was established by modeling the pool to create CDO tranches;
AAA through BBB which reflected a mix of debt in place against those assets and reflected an estimated market rate at that time. The loss for
the quarter was driven by the following factors; i) further deterioration in the performance of the underlying RMBS collateral assets impacting
the anticipated cash flows, ii) the decision by the lender to end the reinvestment period, transitioning the facility to amortize with 100% of the
cash flow used to pay down the debt, and iii) increasing the discount rate applied to the valuation model. During the three months ended
September 30, 2007, the Company increased the discount rate to 30% to reflect the general widening of spreads in the marketplace. We have
made no changes to our general approach in projecting future liquidations/losses. The change in the fair value of the residual interest is recorded
in the consolidated statement of operations. The residual interest represents the full extent of our continued financial exposure to the assets sold.

Critical Accounting Policies

Refer to the Company�s 2006 Annual Report on Form 10-K for a complete discussion regarding our critical accounting policies.

Item 3. Quantitative and Qualitative Disclosures About Market Risk.
We are exposed to changes in market values of our investment in debt securities, available-for-sale and derivatives, which are carried at fair
value. Fair value is defined as the market price for those securities for which a market quotation is readily available and for all other investments
and derivatives, fair value is determined pursuant to a valuation policy and a consistent valuation process. Where a market quotation is not
readily available, we estimate fair value using various valuation methodologies, including cash flow analysis, as well as qualitative factors.

As of September 30, 2007 and December 31, 2006, investments in debt securities available-for-sale totaled $37.6 million and $203.1 million,
respectively, and our net unrealized loss on those debt securities totaled $1.5 million and $3.5 million, respectively. Any unrealized gain or loss
on these investments is included in Other Comprehensive Income in the equity section of the balance sheet, until realized. The decrease in
carrying value is a result of sales in debt securities of $175.2 million.
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Interest rate risk represents a market risk exposure to us. Our goal is to manage interest rate sensitivity so that movements in interest rates do not
adversely affect our net interest income. Interest rate risk is measured as the potential volatility to our net interest income caused by changes in
market interest rates. During the normal course of business our
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lending to clients and our investments in debt securities create some interest rate risk as does the impact of ever-changing market conditions. We
attempt to mitigate this risk through our ALCO process taking into consideration balance sheet dynamics such as loan and investment growth
and pricing, changes in funding mix and maturity characteristics. The ALCO group reviews the overall rate risk position and strategy on an
ongoing basis. The ALCO group also reviews the impact on net interest income caused by changes in the shape of the yield curve as well as
parallel shifts in the yield curve.

We invested the proceeds from our December 2006 initial public offering in short term instruments to permit us ready access to cash in order to
fund our directly originated loan growth. As a result, our sensitivity to interest rate movement has increased. As the cash is redeployed and we
continue to grow our loan portfolio, this interest rate sensitivity as a percentage of earnings will decrease over time.

The following table shows the hypothetical estimated change in net interest income for a 12-month period based on changes in the interest rates
applied to our portfolio and cash and cash equivalents as of September 30, 2007. Our modeling is based on contractual terms and does not
consider prepayment:

Rate Change

(Basis Points)

Estimated Change in

Net Interest
Income

Over 12 Months
($ in thousands)

Decrease of 100 $ (3,965)
Increase of 100 3,965

As shown above, we estimate that a decrease in interest rates of 100 basis points would have resulted in a decrease of $4.0 million in our
annualized net interest income. We estimate that an increase in interest rates of 100 basis points would have resulted in an increase in our net
interest income of $4.0 million.

Item 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures

Our management, with the participation of our principal executive officer and principal financial officer, has evaluated the effectiveness of our
disclosure controls and procedures (as defined in Rule 13a-15(e) and 15d-15(e) under the Securities Exchange Act of 1934, as amended (the
�Exchange Act�)) as of the end of the period covered by this report (the �Evaluation Date�). Based on this evaluation, our principal executive officer
and principal financial officer concluded that, as of the Evaluation Date, these disclosure controls and procedures are effective.

Changes in Internal Control over Financial Reporting

There was no change in our internal control over financial reporting (as defined in Rule 13a-15(f) and 15d-15(f) under the Exchange Act)
identified in connection with the evaluation of our internal control that occurred during the first nine months of 2007 that has materially affected,
or is reasonably likely to materially affect, our internal control over financial reporting.

29

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 57



Table of Contents

PART II. OTHER INFORMATION

Item 1. Legal Proceedings.
We are not currently subject to any material legal proceedings.

Item 1A. Risk Factors.
We entered into a specific transaction comprised of loans to individual consumers, which present different risks than those associated with
commercial loans.

During the nine months ended September 30, 2007, we entered into a specific transaction comprised of individual consumer loans with an
outstanding balance of $11.6 million at September 30, 2007. The repayments of the individual loans are backed by an independent corporate
guarantee and we are fully indemnified by the independent party if legal action were brought against us.

Refer to the Company�s 2006 Annual Report on Form 10-K for a complete discussion regarding our risk factors.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds.
On December 13, 2006 the Securities and Exchange Commission declared effective our Registration Statement on Form S-1 (File
No. 333-137513) in connection with the initial public offering of our common stock. On December 19, 2006 we completed the sale of
13,800,000 shares of our common stock (including 1,800,000 shares pursuant to the exercise by the underwriters of their over-allotment option)
at a price of $17.00 per share. We received net proceeds in the initial public offering of approximately $218,178,000. No expenses were paid or
payments made to our directors, officers or affiliates or 10% owners of any class of our equity securities. From December 19, 2006 through
September 30, 2007 we used approximately $50,000,000 to repay short-term indebtedness under our credit facilities, approximately $38,925,000
to repay and terminate corporate debt, approximately $1,005,000 to pay accounting fees associated with the initial public offering,
approximately $25,000 to pay miscellaneous expenses associated with the initial public offering and approximately $65,700,000 to fund loan
growth. We hold the remaining proceeds in cash and cash equivalents.

Item 3. Defaults Upon Senior Securities.
None.

Item 4. Submission of Matters to a Vote of Security Holders.
None.

Item 5. Other Information.
None.

Item 6. Exhibits.

Description Method of Filing
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3(a) Amended and Restated Certificate of Incorporation of the

Company.
Previously filed as Exhibit 3(a) to the Company�s Annual
Report on Form 10-K for the year ended December 31,
2006 (File No. 001-33211) and incorporated herein by
reference.

3(b) Amended and Restated Bylaws of the Company. Previously filed as Exhibit 3(b) to the Company�s Annual
Report on Form 10-K for the year ended December 31,
2006 (File No. 001-33211) and incorporated herein by
reference.

30

Edgar Filing: NewStar Financial, Inc. - Form 10-Q

Table of Contents 59



Table of Contents

10(a) Amendment No. 9, dated as of August 8, 2007, to the
Amended and Restated Sale and Servicing Agreement dated as
of April 5, 2006, by and among NewStar CP Funding LLC, as
borrower, the Company, as originator and servicer, Wachovia
Bank, National Association, as swingline purchaser, Wachovia
Capital Markets, LLC, as administrative agent and VFCC
Agent, U.S. Bank National Association, as trustee, Lyon
Financial Services, Inc. as backup servicer an each conduit
purchaser and purchaser agents thereto from time to time.

Previously filed as Exhibit 10(h) to the Company�s Quarterly
Report on Form 10-Q for the quarter ended June 30, 2007 (File
No. 001-33211) and incorporated herein by reference.

10(b) Amendment No. 5, dated as of August 8, 2007, to the Secured
Loan and Servicing Agreement, dated as of August 26, 2005,
by and among NewStar Short-Term Funding LLC, as the
borrower, the Company, as the originator and the servicer,
MMP-5 Funding, LLC as the lender, NATIXIS Financial
Products, Inc., as the administrative agent and U.S. Bank
National Association, as the trustee.

Previously filed as Exhibit 10(i) to the Company�s Quarterly
Report on Form 10-Q for the quarter ended June 30, 2007 (File
No. 001-33211) and incorporated herein by reference.

31(a) Certification of Chief Executive Officer pursuant to Section
302 of the Sarbanes-Oxley Act of 2002.

Filed herewith.

31(b) Certification of Chief Financial Officer pursuant to Section
302 of the Sarbanes-Oxley Act of 2002.

Filed herewith.

32 Certifications pursuant to 18 U.S.C. Section 1350. Filed herewith.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned, thereunto duly authorized.

NEWSTAR FINANCIAL, INC.

Date: November 13, 2007 By: /s/ JOHN K. BRAY
John K. Bray
Chief Financial Officer
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EXHIBIT INDEX

Exhibit
Number Description Method of Filing
3(a) Amended and Restated Certificate of Incorporation of the

Company.
Previously filed as Exhibit 3(a) to the Company�s Annual Report
on Form 10-K for the year ended December 31, 2006 (File No.
001-33211) and incorporated herein by reference.

3(b) Amended and Restated Bylaws of the Company. Previously filed as Exhibit 3(b) to the Company�s Annual Report
on Form 10-K for the year ended December 31, 2006 (File No.
001-33211) and incorporated herein by reference.

10(a) Amendment No. 9, dated as of August 8, 2007, to the Amended
and Restated Sale and Servicing Agreement dated as of April 5,
2006, by and among NewStar CP Funding LLC, as borrower, the
Company, as originator and servicer, Wachovia Bank, National
Association, as swingline purchaser, Wachovia Capital Markets,
LLC, as administrative agent and VFCC Agent, U.S. Bank
National Association, as trustee, Lyon Financial Services, Inc. as
backup servicer an each conduit purchaser and purchaser agents
thereto from time to time.

Previously filed as Exhibit 10(h) to the Company�s Quarterly
Report on Form 10-Q for the quarter ended June 30, 2007 (File
No. 001-33211) and incorporated herein by reference.

10(b) Amendment No. 5, dated as of August 8, 2007, to the Secured
Loan and Servicing Agreement, dated as of August 26, 2005, by
and among NewStar Short-Term Funding LLC, as the borrower,
the Company, as the originator and the servicer, MMP-5
Funding, LLC as the lender, NATIXIS Financial Products, Inc.,
as the administrative agent and U.S. Bank National Association,
as the trustee.

Previously filed as Exhibit 10(i) to the Company�s Quarterly
Report on Form 10-Q for the quarter ended June 30, 2007 (File
No. 001-33211) and incorporated herein by reference.

31(a) Certification of Chief Executive Officer pursuant to Section 302
of the Sarbanes-Oxley Act of 2002.

Filed herewith.

31(b) Certification of Chief Financial Officer pursuant to Section 302
of the Sarbanes-Oxley Act of 2002.

Filed herewith.

32 Certifications pursuant to 18 U.S.C. Section 1350. Filed herewith.
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