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PART

ITEM BUSINESS

OM PATSY ERVIEW

flnex CapitaL Inc an rntermally rnanged in tgage real tate in stnknt Int or mortgage RUT whócb invests in

tncrtagc assei on kveraged basis Otjr eonirnon stoi1 ii trdcd cm he New York Stock Eichangc NYSE under the smho
DX and our .50% Series Curnutauc kenbk Preferred Stock jthc ScrsA Preferred Stock irad on the NYSE
under the snihc4 DXPRA Our oijtetve is to provide atractivc æskadjus$cd returns to or shareholders or the long term

thai arc rdkctie of kvcraged high quality Ikxcd inconie portfolio with on capital pr rti4in We seek to ptwkk

returns io our sharehoIden thrtwgh regular quatterly dividends and through capital appreciation

\c were ftirmcd in and conimcnccd operations in 9K lleginnirig with olirinception through 2O00our oçeraiions

largcl consisted of originating and sceuritizing various types of loans prineiHy single-family and commercial notgage loans

and rnanufaetured housing kinns Since 2000 we have been an investor in Agency and non-Agency mon -hacked securities

sMBS Agency MRS eonsisl rcsiJvnital MRS rRMBS and comnwrcial MRS CCMDS which conic with guamty of

prncip paymen1 by an agency of the US ninwntcw US vcmrncn-spunsorvd cntiiystich as Fiinnic 1ac and Freddie

Mat Noo-Agency M135 also nsistiug of KMI3S and CMI3 have nnsuch guamiyofpaymcin

Our pntnary source olincomc rs net Interest incoirw winch the excess of time interest income earned on our investments

over the cs of inancing these ln tnenr We invest our capital pursuant to ow Operating Policies as appri.ved by our Ikurd

L4 lrectors Our diversified investment stwaIeJy permits investment in Agency M9S and invcsuneIn grade rnmAgcncy MI3S

and inee 0Ot our invstinetmt have been in higher credit quality shorter duration irwcsnlcms Investments considered to be ot

higher credit qtialny lnwe less or lniited cpnsure to loss of principal whk investnwrits which have shorter dunitsons base lass

or limited vposure in cluumges in interest rates The target asset allocation for flue Company is in Agency MiS and 40% in

non-Agency MHS though our actual progress toward ilwv targets will vamy based on available investment opportunities

RMBS The Companys RMBS investments cwienlly cumist preMiuìinanly olAgency RMBS hut the Company has

owned stihstwial amounts u1mon-Agciwy ItMBS in the pts Agency RMBS include hybfid Agency adjiisibk-rate mortgage

loans CARMs and Agency ARMs Hybrid Agency ARMs are MI3S coftateralized by hybrid adjiustabla-rate mortgage loans

which are hews that have tixed rate of interest for specified period typically three to ten ycarsl arid which then adjust their

rilteresi rate at least annually to an iricrenieni over specified interest nile index as further discussed below Agency ARMs are

MI3S colIHeralized by adjusiabk-rate mortgage loans which have interest rates that generally will adjust at least annually to an

urwrcnicnt over ceirmed interest rate index Agency ARMs also include hybrid Agency ARMs that are past their fixed-rate

periods or within iv dye months of their initial reset period The Company may also invest in fixed-rate Agency RMBS liom lime

to trnw Additionally the Company invests in non-Agency RMI3S the majority of which are mated as investment grade These

rnvcstnwnts generall rescrnhk similartypcs otAgciwy ARMs hut lack guaranty ofpaymnarfl byim agency of the US government

or govcianwnt-sponsored entity

Interest rates on the adjustahk-ratv mortgage loans es4lateralizmng hturid Agency ARMs Agency ARMs and non-Agency

ARMs are based on spccdk index rates such as the London Interbank OThred Rate or LIBOR the one-year enrotani maturity



reaurv rae or CMT 1ie FIerat Reserit U.S 2mtnth uinutiie aer3g oTheta CMT or MTA or the hit Eitrki Ct
o1Ftktbd index or OH These loans hpsatIy hM1C tnterim md lifetime caps on ieres ralc djuinenLs or Mcresi rtc

iap Iimitin thc amount ttti iht ae on these oans may tset ir ny ghcii period

cams TbeCopnsAency and lursi rnongacIouisnd uornpriedoI

substntiall fted rate securities lsiarniat portlua olthe CMHS oned the Company collaterabed kiar secured

multitarnl prupertles Tpicalk these baits hat onte Iirin of prepament protecfton ptsisiona such as ptepameni lock

out or prtpanseiu uJnlpcnsatIon isions 4stch as .teld maintenance or prepameot penalh Yield mairnenanie and

preImen penah requirements ate tended to create an economic disincentie for tite loans to prepay Amounts required to

be paid dechne uer time ho cer and as loans age interest tases dec line naitet alites of the collateral supporLini ttie loan

increase prepayment penalties may not sere as meaningful eoomomic disincenthe to the borrower

CM8SK poniom of the Cotnpanys Agency and non.Agemcy CMBS also include irnerestoaly securities lOs which

represent the right to recei.c etccss mtcresr ments bus not principal cash flos based on the underhing unpaid principal

balance of the uttdcrlyrng pool of mo.iage loans these securities hits rio principal associated ss idi them the interest pas ments

receised are based on the unpaid principal balance iofien referred to as the notional amount of the underlin pool of morigage

Loam 10 securities generallp hase prtpameni protection in the torm of lock.otiis prepayment penalties or ield malmenrance

ass ciattd with the underlying icana

Factors thai 4ffEsi Our Results ef Cpetothinr end Financial CvndIds

The perfalmance of our iinesztnern portfolio silt depend otinsany factors many of which are beyond our control These

Iai.iors include but are not hmitrd to interns rates trcndrofmtcrtst rates the relatne steepness of interest rate cures prepasntent

ruLes on cir insesimenis competition for tmestinenb and economic todiUoits and their impact on the credit perfomtanc our

lnsestmcnts In addition the erformance of our ins esimesit portfolio and the as aitabatits fms merits at acceptable return bcsels

is nfluemed by actions taken and polic measures of th govwimenL including the Federal housing Finance

Admirnstration and the Department of die Treasury 4Lhc Treasurl and actions taken and polii.v measures oldie

Federal Reserve

In addition our business model may be impacted by other tictora such as the availability and cost of financing and the

state oldie overall credit markets Reductions in the availabifty of Onanucing for our inscstntents could signilicandy impact ow

business and force us to sell assets that se otherwise would not selL potentially at losses or at amounts below their true lair value

Other ractors also impacting our business include changes in regulatory rquirernents including requirements to qualif for

registration under the 1940 Act arid RUT requirements

Inserting in mortgage-related securities on leveraged basIs subjects us to number of risks including interest rate risk

prepayment and rnir.esLmenI risk credit risk market saluc tisk and liquidity risk which are discussed in Item IA RiL Factors

of Part land in beni 7.1.iquidii and Capital Resources as well as iii Item 7A Quanitstive and Qualitative 1i closures about

Market Risk of Part lb of this Annual Report on Form b0-l Please see these Items tint detailed discussion of these risks and the

potcnhal impact on our results of pesations and financial condition

Operating Policies and Restricliuins

We operate our buiiiess pursuant to ow Operating Policies as approved by our $onid of Directors which consist of our

Investment Management and Investment Rks Policies These policies set forth investment and risk limitations as they relate to

the Cornpaiys investment aclivities and arc reviewed annually by the hoard We also manage our operations and invesinienis to

comply with various REIT limitatIons 4asducussed further below in Fcdcral Income Tvc Considceaiions and ioavoidqualilying

as an nvesimcn company as such term is defined in the 1940 Act or as commodity poo1 operator under the Commodity Fchimgc

Act and the rules and regulations promulgated thereunder

In implementing the Operating Policics with respect to non-Agency MI3S we limit our purchases to MI3S which arc rated

viwestment-grade by as least one nationally recogni.ed statistical ratings organiration Wc also conduct our own independent

evaluation of the crcd risk on any non-Agency MIS such that we do not rely solely on the securitys credit raIin



The Operarnj P1icie ako imit ttc therall kerage of the Ccmny to scen times our sharetokieri equity capitaL up

to len tirne ow equi4 capsia iteted Agemc MRS srd si times our equity capital irweied in rton.Agency MRS In addition

aon oiher things tibere are limiaiorts on intevest rate and eorweity risL aad our caffliags at rI and our shareholders eqity
riL duc to hange in mierest rates ptcparneiii rates ettrnent prices and sprcnds The Operaiin Poltcies ceuire to

perforn ret of sreis tes on the inesrrnent porlcilio a1uc and titidity from aderte market conditions

IttY5ttneI lsaphy ond Smue

Our inesmem phiksoç1i is based on rop.don approach and forms thc foundation of ow ines1mil stralegy We
tbcu.s on the c.pecied thItadjusted outcome olany imt1menl which gien ow use of Ieietagr masi inchdethe terms ffinamcin

and the cpccted liquidity of the investment Key points of our stment phikopy and strategy include the folkwing

underiandiitj macroecomiic eondiiions mcluding the curreni slale of the i.S and lob economtes the regulator

en ironment competition for assct and the nvailability of tinsncsn

ecerw anahsis including understanding absolute returm rtlatie returns and riskadjusiri rtwin

seurit and ancuisj anahsis includmg sensit itv anahsis on credit interest rate olatility and markel babe rik and

anagin performance and pon1o3o risIs includm interest rate credit prcpameM and liquidity risks

tn eecutmt ow irnieslmeltl strale seek balance the ariou% ris1s olowning lagc assets with th esrnins

oppIrtunit on the in ntent We belie%e our stralegy o1irnesting in Agency and non-Agency mortgage assets prosides superior

of these risLs acrus our in%eslmcm portliIio and therefore proitks ample opçornrnisics to generate attractive risk

adjutrerf returns whik pm rin our shareholders capital We also beliese that our shorter duration strategy iII pro.ide less

sobtilit motif results and our butx value per common shre than strategies which invest in lonier duration assets wIth palenftalh

more mterest rate ris1

The perfomtance üfou inestment poctfcth wit depend on many factors including interest rates rend of mterest iae
the steepness nwrest rate cur.es ptcpainent rates on our itwestmments competition for intsLmeIiIS economic conditions and

their itupaci on the credit performance ofut inesunenLs and actions ia1cn by the US goserninent including the U.S Federal

Reserve and the United States lepaitmcnt oldie ireasury ihe Ircisury In addi$ion our buninesn model may be imjacte4 by

other factors wch as the state olthe overall credit markets which could impact the aai lability and coats of flnancnig See Factors

that Aflect Our Kestihs of Operations and Finaixttit Condition abose and Risk ciors.Risks Related to Our Husmes in Item

of Part oFthis Annual Report on Fonn tfl-K for Iher discussion

Financisg vii4 Heigisg Strwgy

We linance our investments pimarit through the use ot rcprrehase agreements and to tcsscr ctent non-re oursc

coliuternlod flnancng

Hrpurkas 4gvrnenv Kcpurhasc agreement financing is uricomnmrlted short-term tinaricrng in wh we pledge our

MI3S as collateral to secure kwis made by the rcpurchasenrvmcntcounterparty Repurchase agreements generally base tenns

3U-90 days though in some instances longer ternis may be ns.ailnbk and carry rate of interest which is usually based on

spread to one-month 1.1130K and used ftr the term of the agreerneni The amount borrowed undcv repurchase agreement ms

limited the lender to percntagc of the estimated markel value of the pledged collateral which is generally up to 95% oflhe

estimated narLet vnlue for Agency MRS arid up to O% tr higher credit quality non-gency MRS The difference between the

value olihe pledged MI3S collateral and the amoui or the repurchase arcetnent is the amount olcqwy we have in the

posmon and is intended to provide the lender some protection against fluctuations of value in the collateral artdor the failure by

us to repay the borrowing al niaturuy

II the fair alue of the MRS pledged tin colLateral declines knders may require that we pledge additional assets to

t.oItueralie the outstanding repwchase agreement borrowings by initiating margin call Our plc4gcd cetlialeral tiuctuates in

vatuC prirnanly as result olpnncipal payments and changes in market interest rates and spreads prevailing marlei yields actual

or anticipated prepayment speeds and other market conditions Lenders may also initiate margin calls during petiids of market

stress as result of actual or pectcd volatility in asset prices There is no minimum rniwtmt of collateral value decline required

before the lender could initiate margin c4111 lwc fail to meet any margin call our lenders have the right to terminate the repurchase



agtceinr and eJI th cotItcraI pkdgd aiiernpi io maimain cah and other liquid uriics in sirncknt ainowus io tnnagc

our cxposurc mrta1h by Iendeis

Rcpurctase wcement 1maneing prukted principally rn financial im1isuLiots nd bcoer.4cakr inifiar

citari of hqutdit for the tpiirchast arectncrn market mcnc marLet funds vduth proide coli4evI.bscd Iedin to thc

Iinanctat iititioazi4 kokr.aIercorntzrn1 tha in turn pros tdtd to the repurhae aretmern msrLet In odet to rci1uce

our epoure to eo epari-relatcd risk we generally seek to dirrify our epenure by entering into repurchase reeineMs ith

muhiple lenders

For ii herdiscuasuinofrcpurchase agreement financing please refer to Liquidity aedCapiial Resounes in Item

Pars of dth Annual Kepori on Form 11-K

VRcourc Cd1afeahgd Fwwiry We utilirn securiuiation financing to finance curitirnd mortgage loans and

certain MISS ecurtirauort 1tnanirig term Ing collateraliied at wstwed mortgage loans and is non- tkrse tO US

Each series o1Seurihrntion financing ma consist o1nouidaues o1 bonds at either tied or sartable rates of interest and haing

arying repayment semis Payrnensa recehed oa securitied mortgage loans and re essnatni income earned thereon is used to

niake payments on the securtitaiicn flttancng bonds

HJgin Sirtty Ow hedging ssraLeg is designed to reduce the impact on ow income and sharchoiders equity caused

the thdcrsc cftecb hanges in interest rates Ceralls in period ol rtsin rates our net income may be megati lv impacted

Irotn our bonro mg ciosn mcrcasin taslen titan irnatne on our assets and oar areholders equtt man deiine as result oP

dectimn market alut olosir MFS In hedging the nak olcttanges in intctcst rates we pnincipalls utihie Interest rare snap

agreements bus may also utilic interest rate cap or floor reements Futures contracts put and call options on securiiie or

SeuiritIes underlying 1uturc contracts 1onard rare agreements or suapuons Unless the rnterprctauon rules cbhthcd

pursuant to the Doddrank Act changes ill han ssmticant collateral posting reqwremeasts for snaps entered into quesu

to June 11 201 These postin requirements ttL1 niake swaps stgnificarnl more espenisne for the Company and may torte us

to iii ihe othtr stralegics ofhedgirig ow interest rate risk or further discussion please icier to item Rrt.k I-actors0 cortlained

sithin Part of the Annual kcport on Form l1lK

As ofIeceuiber 31 201 our hedging itisiruments consisted solely of micresi rate swap agreements Typically in an interest

rate swap transaction we will pay an agreed upon ficcd rate of imicrest determined at the time of entering into the agreement for

period typically between two and scien years while rccciing interest based on floating rate such as LINOR We intend to

comply with RFIT and las hrnitalions on our hedging instrunienis and also intend to limit oar use of hedgmg instruments to only

those described above We also intend to enter into hedging transactions only witS counterparties that we belicie hanc strong

credit rating to help miligaic the risk oIcounterpariy default or insohency

INDUSTRY OVFKVI EW

The public mortgage RUT industry has grown significantly since the beginning of 2001t and includes apprositnately 33

companies with total marLet capiudirasion of S50 biltkwt as or December 31 2112 Monguge KEITa provide liquidity to the

U.S real estate niaricets through the porchase of RMI3S and CMI3S arid through the origination or purchase oImortgage loans

The business models of mortgage RUTs range from investing only in Agency MI3S to imesing saibstantially in nors-iiwcsntcnt

grade MVIS and loans Each mortgage RUT wifl assume risks in its investment strategy Whereas we inseat in sliortcrduruOon

and higher quality MI3S in order to mitigate Interest tate nak and credit nsL other mortgage Ri ITs may be tHing to accept more

of these risks than we arc and invcst in 1onger.duraivn or lower-quality assets

the nerd tot pmate capital to replace the capital currently supporting mortgage finance ffrosn governmental and

quasi-governmental public entities such as Fannie Mae Ereddtc Mac GNMA nod the Federal Reserve we believe that mortgage

RUTs will continue to increase in impurlarscc to the US housing and mongagc finance industries In addition the uncertainty

around regulas ion of fnciaI institutions under the locId-Frank Act minimum capital standards thus may be implemented under

the asd Ill Accord increased risk-weightings for certain types of mortgage loans held by depository institudorts and other

potential regulatory changes may furthec
impact capital formation in the mortgage marlet wInch could favor mortgage ITs

There tire potential consequences to increased regulation howeser including increasing borrowing costs or reduced availability



cu repurchase agreement Iinancinij and the requirement io posi nilsc-arit arnoun oimargin in order to enter into deriti1c

Lr5tt53LIICn such as interest rate suap as diustd abos amunl other things In adthiioii as furthei isied in kern Risk

Faciurs7 heloi the SeunI and Liame ommtsiun SI-C is reng the esemption currenih used most moriagc

KEITs under the 1930 Act lithe SlC uhiinaieh resiricts the use olatich eseniplion mortgage KilT business models will likely

he tcerelv tesricted

OM Pill TIOX

The financtal wrices lutry in which compete is highly ctrnipetiIie market In pure asing iuses1rnenI and obaairnn

dinairnj compek iith oilier RE l1u broker deakr and iaseslment banking irma motoni lands banLa hedge

krnd mortae hanket lnuranix totnpanles lisernmeniaI bdies and other entities mari ufiluch have brealer financial

res.ourcts and kiss er cossolcapital than se do Increzsedeornpetition in the market may reducethemailable supply of inscaimem

arid ma drii prices ol ins eatmeiws to unacceptable lesels hich vould negauselv impact our ability meam an acctptabk anoum

olinccime from these estments Competition can also reduce the asailability of borrming capacity at our repurchase agreement

counterpanies as such capaciti is not umlimited and many olcrur repure eement counterpaisies limit the amount of financing

tlsc offer tu the in rgagc REIT industry

FEIWRAI INCOME TAX CONSIDERATIONS

El .e are required to abide Irs cenaiti retluirements oruaIi1icaiion as RHT under the Internal Resenue Code

of 19i6 amended 4the Codel To retain out REIT status the KEIT rules generally require that we imest primarily in real

estatertlated asseLs that our aetis ities be passise rather than aetise and that we distr4buc annually to our shareholders substantially

all of our iasabk income after trrain deduction including deduuions for our tas net operating loss NOt carryforiard Vic

could he subject to income tas if we failed Icr salist those requiremeriti We use she calendar year for both Las arid financial

repomrs purpuses

estimate thai our NOt en kirward sas approsinisely S135Q million as of leccmbrr 31 2012 subject to the

ornp1ciion our 2012 lederal inconbe tn return The NOl exprres substantially beginni in 2020 We can utilire our NOl

carry fod so 4Yrrsct our tasable earnings after taking the REIT distribution requirements into account s\s rcuPi or our public

o$Tcrmg ol cormrion stock in February 2012 we incurred an ci nership change as such term is defined in Section 32 oF the

Cork liascd on managcnienl armtvsis rind espers ihird.parn ads ice srbh necessarily includes certain ansuroplions nrgardin

ihecharacicriation under Section 32 ofouruse ofcapilal raised by us weddeirnirted that the ownershipehange underSection 32

hmitr our ability to use our NOl carry frw aid so masiriwyn amount or 13.4 million
per ycar This ammwtl limitation may

etTeci isely limit the cumulni ie amount of pre-urvnership change losses including certain recegniicd buik-in losses that we may

un he

There may he ditlrcncer hctueen taahk income and income computed in accordance with US generally accepted

accounting prmndp 4CrAAPl These dilTereres primarily arise from timing diflerences in the recognition of revenue and

espenre for Las and iA4iP purposes

Failure to saIisl certain ode requirements could cause into lose our status as REIT If we faded Icr quaiil as KFJT

an tasable year uc may be subccl 10 ledral income Ins including rims applicable ultemalise minimum tas at regular

corporate rates and would not rccesc deductions for disidends paid to slinrchoklcrs We could however uiilie our NOl

carryrorisard so oflci any tasable income In addition given the sic of our NOL cnnyiorward we could pursue
business plan

in the future in we ssould solurnarily forego our KIlT status liwe lost or otherisise surrendered our status as KIlT sic

could not elect REIlsialus again lbr fiveycars Several ofour ins estmcmls in sccuriticdmoilgage loans hriscowmcrshipreshnclions

limiting their ownership to REITs Therefore if we chose to forego our REIT status we would have to sell these investments or

otherwise proirid br REIT ownership olihese inicstmcnis Inaddiliors many olow rept eb esgrecrncnli lenslera require us so

maintain our KIlT status lfwc lost our KIlT status these leoders have the right to terminate any rcpurchac agreement kwmsiings

at that time



We also hae taab1e KHT sidiary 4TRS which had an NOL nsloruard olapprosirnaic S4..2 vniliori as oF

leeiher31 2012 subject to the completion of our 2012 Federal tnome tat return The IRS has limited operalioric and

accodin1y hate established lull takutioa allowance for the related deferred at asset

QarallfldN as REIT

Qsialificahon asa REIT quiets that wesansfy uariey of tests relatintj toour income assets di butionsaM ownership

The sigttitaM tests are summanmd below

rrr4Frworn To cotstirntc quahfying as RHI must satisfy Iwn distinct tests sith respect to the sources of

our income the 75% income tesf and the 95% income test The 75% income lest requires that derie at least 75% lour

gms mcome txcludrng soss income trorn prohbrted %ansactions from eiiarn rtal estte.raled sources In otder to

the 95 income test 95% at our rirss income For thc tas.aL4e sear must ctnist of either mcome that qualifies under the 75a

income test or certain other types of passire income

If we fail to meet either the 75% income test or the 95% income tess or both in tatable scar we rnih1 notlsckss

CorHrnue to quaPif as RE IT it our taslure was due to reasonable cause and not willful nelect and the nature and amounts of our

items ol gross income were properlt disclosed to the Internal Resenue Ser ice Ilosseser in such case we would be required

to pa lit equal to 100% of an etcess non.qua1if.in income

Msrat atari iysfic4thou ujAs.setr At the end oleach calendar quarter nc must meet multiple asstt tests Under the

7c% asset test at east 75% ol the tahae of ow total assets must represent cash or cash items tmcludtn receis able osernmern

sci.uraties or real estate assets Under the U% asset test we nuts not own mure than 10% of the outstanding sotin posser or

alue ot secunties olaztt single nun-go ernnieniat issuet pros ided such securities do mt quati under the 7S% asset teat or relate

to tatabk RI- II subsidiaries ttnder the asset tess owmership 01 an bLCt.s or securities that do not qualil under the 15

asset Lest must be lintned an respect of an single nori-goscrnmentat issuer to an amount not greater than l% of the salue of our

toial assets etctudivtg ownership of an ta.sabk RfIT subsidiaries

If we inadvertently lnilto salisly one or more of the asstl tests at the end of calendar quarter such Failure would not

cause us to lose ow RHT stitus. provided that ti we satisfied aD of the asset tests at the dose oldie preceding ccndarquarier

and Ot the discrepancy between the .ahacs oFow assets and the standards imposed by the asset tests citherdid not ealsi immediately

after the acquisition of
amj particular asset or was not wholly or partially caused by such an acquisition Ithe condition described

itt clause Cu of the preceding sentence was not satisfied we still could asoid dtsquahrreation eliminating ins discrcpancs

within 30 days afler the close of the calendar quarter in which it arose

In order to maintain our RI-IT status we must not be deemed to be closely held arid must hate more than

00 shareholders The closely held prohibition requires thai not more than 50% of the value of our outstanding shares be owned

by live or fcwer persons at any time dwing the last half of our taiutble year The rnorc than 100 shaichiolders nile requires that

we have at least 100 shareholders lor 335 days of twelve-month iaiabk year In the event that we ailed to satisfy the ownership

requirements we would be subject to Ones and be required to take curative action to meet the ownership requirements in order to

maintain our RI-IT status

iMPLOYFES

AsolDecemnbcr 312032 ste have 17 employees and one corporate otlice in Glen Allen Virinia None of our employees

are covered arty colleetisc bargaining agreements and we ale nor aware of ifl union oraniimg acus
ity relating to our

employees.



Ee.dve.OWscin vf the Re1strmnt

anie Age Currtnt Tflk Buiru kpr1eacc

Thorns Akin 60 Chairman olthc Board and Chief Executive Officei since Fcbiuary 20O Chairman of

Chief cwiie Ofieer the Qoard since 2003 managing general paitncr of TaIkoL

CapitI LLC since 1993

l3ron Boston 4i PresdeiH Chief Inveslnwnl President and Director etlecike March 2012 Chiel

Oflicci and Direeio hivctnien1 Officer since April 008 President of floson

Consulting Group fron Nombcr 2006 to April 2001t Vice

Chairman and Exeeutie Vice President of Sunset Financial

Resources Inc from Janual 2004 to October 2006

Slephcn Bcmcdcm tSl Executive Vice President Executive Vice Prcsidcnl and Chiefcrating Officer since

ChieIOpeiating Ollicier and November 2005 Eeeutie Vice President and Chief

Chief Financial .Wlkicr Financial Officer from September 2001 to November 2003

and beginning again in February 2X1

AVAILARIF 1NFORMA11O

We arc subjeem to the reponing requirements of the Echange Act and it rules and regulations The xchange Act requires

to ide reports pro statements and other information iih the SEC Copies of these reports pro statements and other

miormaliom can be read arid copied at

SEC Public Reference Room

tOO Street NE
Washington D.C 2OS4

tn lómkanori on the operal on of the Public Reference Room may be obtained by calling the SEC at -00-SEC4J330 The

SEC m.nunains e4site that contains repors prwy nwnis and other irilomiaOon regarding isueti that rc ckctronic.aliy

ith the SIC These materiak ma be obtained elecronicalb by accewng the SFCthome page

Our vjebsile can be round at inccipi cii OLrannul reports on Eocm I0K ourq uierI reports on Form

04 and our current reports Form .K and nmelidsne9lls to those reports flied or fumihvd pursuant to Secliori or 3d
the hLulge Act arc made table free otctarge throuti our websi as soon reonably puicikahk allersudt niateiint

eleciro caIt tiled ith or turnished to the

We hae adopted Cleor HiiCorikt and Ethc rcodc ofCiducr that applies to all ofouremployces oUccrs

iuid drrector Our Code of Conduct is also ailable free ctuugc on our wehsiic akrtg with our Audit Committee Charter our

and Corporate Gosernance Committee Charter timid our Compensation Conirniec Cbaricr We will post on our

ebsite amendments to the Code of Couiiuct or waiem-s from its proviskios if arty which are apptic.h4e to any
olour directors

nreecuuc oflccrs in accordance with SEC NYSI requirements

ITEI IA RISK JACtORS

tr business is sisject to variou% risks inchdin those described below Our business operating resuls timid financial

itinon could be materially timid tiherseIy affected by any or these risks Please note that additiori risks not presently known

In tl% that we currently deem mmaierial could ako impair our htiiness operating resuks and finciaL condition

Pac

Risks Related to Our Kusiness

Kisics RcLated to ulatory iui4 Lcgal Kirvrnents 20

Risks ted to Oing Our Smod 24



Kkks Kelated to Our Budnes

Our busjni model depeada on ow abWy so acreu she credit moreft soflwscc ow Investmeat Oar ittitblliy to access

on reas.onabie seras could moterMllj adrqrsd affect ow ope ousfJtsand.f coadltha and busisees.s which mas

In sam Rathdy .ffics the moret pe of ow shscL

We depend heaily upon the aailahihty of adequate fwding fbi our incstnbcnt acthities with such fuMing primarily

ms1sLub of rcpurhasc agreeniem finamm Our accc to flnaning depends upon number offaciors ocr uhich

mdc or no oornlrol includin

encral naitct and iiomc conditions

the actual or perceived 110.504 ial condition olcredit nwkea partlcrparits including bans ker-deakrs hcde lumd

and rnoncy.inarket funds anion others

the impact of go inmental policies and or regulsuocas on insotutions vith respect to acti Ities in the credit ivmar1ei

nwhet perception ofqualit and liquithi of the tpc ulassets in uhich we inest and

ntarlct perception of our financial strengah

Repurchase agreereenis are short.ieim eornmilmens of capital lisruptions or iilatility to the credit and repurchase

ajreement markets can and do pcnodicall occur and an rtsuli in dimimshesi financing capau1 fbi niongage seuntics These

tins can lead to ad.erse impacts on th sahits olmorigage securities If sesere em erc to occur lenders ma be un dln
or unable to proide fltaocrng fbi our 1ncsIme1as or nta be willing to proide finanung only at much higher rates Thw mna

nnpaci our profllabilii liv incre rig our brroirng costs or lorcing us to tell assets loan ctrenie case this may also resnlt

to our inabiltt to finance sonic or all ol our seurusei Inch could force us to liquidate all or portions olour in esiment portlolto

potentially in an adverse market eironniein

In addiLion it is poibk that the lenders that proide us with
ancing could experience changes in their ability or

iIIinncss to pr ide financing independent olour pcifonnanee or the alsic of ow a.sctc Such changes could tsr as result

of regulatory changes for lenders mnarketcorwJiiionsor their flnarsclaiconditkrn If major market participants cut the linancing

rT%arkcts or otherwise restrict their flnmricing to us it would increase the conipetition for available repurchase agreement fInancing

which could adversely oiled the marketability atid value olom securities and other financiid assets in which we invest and could

force us to sell assets potcntially when asset pncea are depreosod These actions would egalively impact our book value and our

prolitability

The amount of financing we receive under our repurchase agreements will be directly related to the lenders valuation of

the assets that secure outstanding borrowings Typicafly repurchase agreeniceta grant the respective lender the right to reevaluate

the market value oIthc assets that secure outstanding xinowings at any lime ha lcndcr determines that the value of the nascis

has decreased it has the tight to luiliate margin call margin call would require us to transfer addiiional assets to such lender

or to repay portion of the outsianding borrowings Any such margin call could have material adverse efThci on our results of

ocrahoits fmandal condition business liquidity and biIity to make distributions to shareholders and could cause the value of

our common stock to decline Wc may he forced to sell assets at significantly depressed prices to meet margin calls and to maintain

adequate liquidity which could cause us to incur losses Moreover to the ezicnt that we are Ibreed to sell assets because ofchanges

in market conditions other market participants may face similarpressures which could exaceibiatc difficult market environment

fwibcr depress market values of our assets and result in signifkasidy greater losses on our sale of such assets In an extreme case

of market duress market may ant exist for certain of our assets at any price

In addition repurchase agreement linancing were not available or if it were not available on reasonable terms we could

irnplcnwrn strategy of reducrng our leberage sellmg assets or not replacing MI3S as the amortuc and or prepay thereby

decreasing the outstanding aniotint of our related borrowings Such an action would likely reduce interest iecomc interest expense

and net income the estent which would depend on the level of reduction in assets and liabilities as well as the sale prices for

which the assets were sold



Rqchaseareswntar.geneiIIy

affict oNpttflIdbII

Repurthacc ajcmnt at tinrncings frirn kftdcN ith erg tcrm of nmcsy days Ics Sirix we

reI luvily borrowtigs undet repirihase grtirnn4ito tinatc ctitsn afoui irwesmeni oir ability adkt our irneiinai1

and prüfitabititv bjeciic depends ot our ability borrow in ufliieit amounts and on bvorable tcrwi ind to reacw repLce

maturing Frro 1ng on conunutius basis lithe it on hit borroi change in meaningful av our prohthbtlttv tna

bc aeied heh ttqtld rcmc dbsribwions to our shareholders

drdiae In rke siarkef volne tfavr assels mry canie MoA iwIe to decline and ar.y hr maiin callr that conid fiwre

os so sell atseLs atid adivrse marel csidfflons

The nirket sakic ci our asser is meraLI determined the nwrkcplacc on spread to the Treasur and or LIBOR

swap inicresi rate cs and iberalir will ims insersdy to changes in interest rates i.e. as Treasury and/or UBOR rates

the aluc of our esttjients vjft decrease The tnoscntcnt of the Trcasur arid LIBOR swap curves can result from

varict of factors including bw not limited to factors such as Federal Rcscrse poiks martet inflation expectal ons and market

perceptions of risk In pcrkxb of high c4azility spreads on our investments to the respective interest rate cure may increase

liich would have the same co sequence tiw the value olow assets as if the underlying interest rate curve had increased As most

out in estusests are ecinsidefed asamlabk fq side under GAAP and are therefore carried at fair value in cur finanual sl.aenients

the decline in value would caure our sliarehtikkrs equity to correspondingly decline

eause we utilize recourse collaleralized financing such as repurchase rcenwnts decline in the ruartet value of our

iusestnbcrn% may limit our ability to borrow against these ats or result in our lenders initiating margin calls and requiring

pledge ti additional collateral or cash Posting additional collateral or cash to stipport our bwrowinga vild reduce otsi liquidity

amid hrmi our ability to kverage our assets which could u4verscly affoci rair business As revalt we could be furved to sell sortie

of our assets in order ti rnaimnain liquidity Forced sales typically result in kwcr sales prices than do market saks made in the

normal course ol business If our mincstntcnls were liquidated at prices bdow the amortized cost basis of such investments we

would incur losses which could result in rapid deterioration of our financial condition

let inabiliy to ercertaIn e4wensntc in oar repwrrhase agrrYawmts and drtiwollsv in frunwmvt coaW ad rsnc affect oar

financial candÆinn rsavlta of operations and cndiJhris

In connection with cemlain of our repurchase icement and ticrisative instruments we arc required to maintain certain

finsncmal and fin iuciai Iiarrts The most restrictive requires that on any date we have mmtmwn of$3l millionothquidiy

iii minimum shareholders equity
ci SI mdliort and ilti and masimum dctitio.equtty ratio of 9-to In addition virtually

all of oh epurehase agreements require us to maintain cur status as REII and to be esempred rrthe provisions of the l4fl

Act omplrancv with these covenants depends on market factors arid the strength of our bnsirwss arid operating results %rwtis

risks immvcrtturties and events beyond our control could affect our ability to comply with these cnantsiuilure to comply with

these cosemarits could result in an event oldefault terrnmatiin nta repu base agnxnwnt acceleration oruli amounl.s owing tinder

time repurchase ag emeni and generally gives the counlcwpmly the rghi to esereise certain other remedies under the repurchase

agreement including the sale cr the asset subject to repurchase at the time of default unless we were able to ncgutiate waiver

in connection with any such duelioli related to failure comply with covenant Any such waiver could be conditioned on an

auiendment to the repurchase agreeriserit md any related guaranty agreement on terms that may be unfavorabk to us If we arc

unable to negotiate covenant waiver or replace or refinance our uaecls undv new repurchase facility on liavoruble terms or at

all cain tinancial condition results ol penslions and cash flows could be advenrely affected Further certain of our repurchase

agreements has crsiss.defmnmlt ervsavceleraiwn or similar provisions such that if we were to violate covenant under one

repurvhasv agreement that violation could lead tudeilults elerationsororher adverse events underother repurchasengsvenmcnts

lefinance oar n.n-4gemxriy with limited nanabrr of repertasc agreement kaim witlidnwal one sir more of

these kamkrs coaWforce ins in sell oar non..4geny M$ pacrnNalw ressed prices wfrk coaW laip.aci our profitahlll

Ii could also caace other kndes to wiiMrowflnwwlsgfsmr oar Agency M8S



Nti-Agcy MBS hizcurkalIy hac mow pri wIatiIiiy $tianAgcny MBS which Iimii the nuuibcrofkzi4cr wI1in
to iwo idc ftptIfthfts agrtmcrn fiitani.img 1o thc turmcs In period ofpr o1aitty ma bte bjct to margin calls

hch ctxikl a4crscly impact our liiudtty flics maigin calI% could resuk from ptct .olatiltt us thc nou-Agcn MBS or froi

hghet rna.ctn rcqurmctts the tendir in otdcr tc prn ick addioial tllaal as rcsuh Ihi pnct oIaiIi In addittoi

kiikr may kmgcr ffcr tisancin oinaAgcicy MBS wtk etld force us sciI.omc all itheic itwcstnnt

cld ii4 find tcplauuicm frnanctn In cither tnuamu we rna rcquird to dl aas-ts which oild ncgaItl irnpat tu

profiabilt Ift ati czninc sitwihon tf kst atginficarn amowii offinaiung or fwc rtixtcd Mgntfknt smowfl cfmarjin

cIlsoi ownoi-Agen MBS th% kndcrma wrcduccthcsrfinaacrngofourAgnc ML3S 1nsic.hac

EkcIy hk%e IC Cfl ddiiona1 üwcitxnents to maintain our liquidity

Afrerre dewkpa1Ent httwlvlng m4wflnanckI insdtwdon.i tv one ofoarfrnders coitli tho rtsdi In rapid redaedon in ant

in borrow and adiws4 affect oar bnslnes and profiti11

Since 2tYJ8 eseffis rn the tinanciat markets relating to major Iinancia insliwtknis hase ruised ctncerlls that material

adverse devckpnicnz invohing oic or more major flnaztcial institiMions could resuk in our knder reducing our aci ic funds

asaitabk under our repurchase agrecuierits. Such disruption could cause our lenders to reduce or terminate ow access to fisurv

bomwmgs In such scenario we may be breed to sell investments under adserse market editions We may also he unabk

to purchase additional estmcmts without aceesato atklitionai financing Either citheac escnts could ads cracly affect our business

azid profitability

if Itnier in as in rrparchase inuuaetion defralts on Its obllathn to .rseIl the wderiying secaty back to as at the artl of

the rransaeshm frr or Ifwe defaMit on oat .blijailoas nader repurchase agreea.en we will meat loss

Repurchase agrecnnnt transactions arc legally structured as the sale of security to lender in return for cash from the

lender These transaclions arc accounted br as ftnandng agreements because the lenders are obligated to resell the same securities

back tc as at the end of the transaction term Because the cash wc tce from the lender when we initially sell the securities to

the lender is less than the vainc of those securities if the lender defaults ott its obligation to resell the same securities back to us

we would incur loss on the transaction equal to the difference between the value olilie securities sold and the amount borrossed

from the knder The lender may default on its obligation to resell if it epcriences firinsicial diftkulty or if the lender has re

hypnchccatcd the security to another
party wbo tails to transfer the security to the kndcr Adthtkictally if we default on one ef our

obligations under repurchase agreement the lender can terinimila the transaction sell the undcrling collateral and cease entering

nile any other orpurchase Iransaclions with us Any kisses we incur on our repurchase transactions could adversely atTest our

earnings and reduce ow ability to pay dividends to our shareholders

decrease or lark af l.qtudlmry In oni inwstawntr nc adurrsr$ affect oui aruwss rnthràng oar ahUir to aloe and sell oar

assets

We 1n54s1 itt securities that mus nut publicly traded in liquid markets Though Agency .1Bc tsrs general lv deemed to

t.ery liquid ascurtly tuthuleot market s.onduions in the past hmue Ut times significantly and msgatiss.lv impacted the hquidrt of

these assets This has resulted in penocks of reduced pricing lisr Agency MBS tiumour repurchase ugresineru lenders In estroow

cases finanmg might nut avatlable torctatamn Agunq MBi eticrally our lenders will valuc gencv MBs bused oct liquidation

value in pcrids of significani nwket volatility

Vith rspsct to nnn Agenc MIY sush securiue typicalls eipcnnce grsater pilci snlntilits than Agency MRS as thsrv

no guaramny of pamsnt ranak Mae and rm4die Mas and they cmrn hi mors dmfhcult to vahis In nddnion thud parry priung

Ic nocs-Ageuc MBS rita be mon subvciise thim tot Ageni MRS As such non Agisney MRS an. typiuill less liquid than

Agency MRS and are subjeel to grunter mad of rqiurehasv agreement fssing not bung available market value 4lustlons

un4or lower advance rates and higher costs from lenders

lihiquidimy in our investment portfolio may make ii difficult for us to sell certain investment securities if the need or desire

arises In addition If we are required $o liquidate alt or portion of our portfolio quickly we may rinthac significantly less than

the value at which we have previously recorded certain of oar investment securities As it resuli our ibility to viny our portfolio

in response to changes in economic and other cmdiwns may be relatively hmitcsL which could adversely affect our results of

operations and financial condition
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The t1opdii fthv l.diJrwtA 4cv a.Jfvrnrv rr1thmapJvrnea.th ihi atI1et kitIad sksffe the mnrtg
iudathy ad the RM wrAet aykc as advte Impact avi hattIn rrsuks fqatimu.u4flaatd.J m4Lit

Of Juk 2I OtO th Pintined iMoIw major reform kgisIIo9 mute form oith Dodd.FrnL

lIStt Rclorrn amd Concurner Pmtetioi ti tht tocld.frank Act The Dodd raik Act gntrKeh chng he regaon

of ioancia intiiutkns and the financi services industry including the morigage nduLty The W-Frsnk Act tasks many

aenciec ih stumng ariet ot mct reguIaucn including rules reLated to mortgage onguunoo arid sevit.rng scunttiahon

and der aftcs Becaue number ol t5IIOri% under the Dodd-I- ram1 Act hae vet so be proposed or adped it is riOt sei kmo

hui these diuonal regulaticn ill ulimmaich a9et the burros rijeri tronrisent the rn4eumg en mroninem br RMB or mnierci

rate apc arid other de ties ConseqtiernL it no poesbk for us so predict how additional iegolaticwi ptusint to the Dodd

Frank Act smbI aftci our buitness and there can be no ai.nrance that the lodd.Erank Act kill not hate an adterse impact on our

retLibI ot OQtt fl and itnancial condinoii

In addition to the Dodd-Frtn1 Act the kasel Committee on flanking er ian in 2009 published I3asel HI

co1npreheni%e set of reform measures to strengthen the rcuIaOon sup ition and ritk ma aemont of the banldng sector In

June 1I the tedetal lwikin agencies proposed rules to implement the flasel Ill capital standards and implement cPiamgc

to the rtk csghLmn ianrds for aaseis held br depo%nor1 tutlons These measures aim to improe the banking sectorc

ahibi toabsorbs3 karnmn trom IlnariualarldecunomiL stress ha cthourc mproertsL tmanagcmnentandgovernanee

and Mrcngrtien bank transpareni arid di osures ot the date ot thi Annual Report on Form U-I the federal ban$sn1

regulators luedeIated implementation olihe proposed l3asel capital standards and related proponodct ange to risk.weigh1nis

trw aseI held depositors inSiniUmOnS to consider the signilicant solume of comments rectrcd on the proposed Raset LII

standards While we .siIl not he snbjeci to KaeI ill many of rnrr lenders .sifl be arid it is likely that 13ase1 UI in sonic ntamter

ilI impoci the cost and a.railahiliit of repurchase aeetnent financing when adopted arid implemented

In resptwueo the Jimnwliil cr.th In 299 the Federal Reserw ha ored maeraes cnndltlitt by InrM the federal frrnds

toet rate and has atWy 34thl to pr iprrswrr on Mlerrsl rates thronh the pnrrase of laster-wa Tremswrt

eevthkr andJLired-rate .4teJwy %fR The Federal Resents thronh the opeai
mathet peratlons the Federal lervei RanL

of Ars 1arA FRRV now owns rabslastlal amowth of Treatsus seeariNns aadflxed-rakAgenc MRS as reall .jJlhrse

effortr Ifthe Ieirrrl ybenu thtralrsg nionevair poftyor the IRRM swreia sell these serunfks twa arvwvnce

laVitintends to sefitheerarities longer-Semi interest rates are lMry to increase dramaticaIywk cowMnegathly itcp.c

ow rqsord res.rNs oar operations oar liquidity end our boo virlnr

Iii .posc to the tinancinl crisis un4 iii order to mitigate its Implicatiorit for the US cooriorny and linan.cinl system the

Federal Reser aggressis
cit eased nwncUir poltes throughout 2008 by reducing the aTgct for the federal funds rate l3 Lecember

2fi0 the Pederal Open Market Committee FOMC had i-educed its Largcl kderal finds rate to range olbeiween 0% and

ft which it still maintains as oIthe date ol this Annual Report on Form 10-K With the target lederat funds rate at the effc.ctisc

lo or bound the l-OM sought to pros ide additional pohcv monetary
stimulus by epandrng the holdtngb of longer term securities

mits portfolio including large-scale purchase-s ofTrcasury securities and cd-tate Agency RMRS which the market has referred

to as quantitative easing ocQF The purchases were intended to lower Iongcr-tenn interest rules in general arid mortgage rates

particular and contribute to an oterail casing of monetary conditions Open market operations i.e the purchase arid sale of

ecursties by the Federal Reser.e hae hutoricaIl been the pnmnary means by sbich the Federal Reserve implements monetary

policy Open market operations are conducted by the fRI3NY in compliance with muttsoriations poIicies and procedures

esahlishc-d by the FOMC

The Agency M135 purchase program was announced in Not ember 200 arid has coutmtied in sonic fashion since that

time The FOMC announced in January 2013 that it will continue to purchase through the l1I3NY Agency RMHS oS40 billion

per month and will rcinest the proceeds tiom paydowns receited on its cdsting Agency KMRS portfolio The FOMC is also

purchasing .45 billion per month in kmgcr4crm Treasury securities Taken together the FOMC has said thai it cmcpccts these

actions should maintain downward pressure on kmgcr-1errn interest rates support mortgage narkets arid help to make broader

inaiical conditions more aceommodative The FOMC has also indicated that ii will closely monitor information on economic

rind financial dcvekiprnenls in coming months If the outlook for the u_S labor market does not improve tsstamtially the FOMC

has said that ii will continue its purchases of Treasury and Agency MRS and employ its other policy tools as appcopiiale until
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stcii impcvttnent sdeed in cotttc 1pr sibiIity In iIcrrnirnng the sie pac aid cornposiOon cf ac purchases

LIC EOMC has said that ii will tke appitount ofthtIikcy eiflccy and ciwts ofuch purdses

ThciitnofLhc FcdeaIRee irthcofleid o1modirn US fliciahiLry upec1erntd The poesuiaI market

oLmI Iturn the Federal Reer fuiue ithdras at suppol these asset purchases ma be eiteme urther the uttintaic

d54olhon oI tnLt pureh3ed the Fcdctal Resene mot kni nd gniflcast pnc 4aIii coid oceur In such

cse ft hky thai ptice coud dtgIni which ou1d cawe ec1tte rn our book sJte i4 aJio ouId rcsutt rn margin cIis

ur Itndi with respect to Aac MRS that are pledged .s Iatera lot repurchcagrecnen1s Lfdcc1snei in prtc arestibr.iantiaI

this ou1d ore irileiat loss or at an otherwise nopponune tiie En wdcr meet mariin aHs or tey lei4er

In addiuon by keeping the effective targeted federal 1und rate at the raagc o1beteen 0%and 0i%the Federa Keser%c

has tept short-term mtercst raes loi hih has benefited our borroviing costs Once the Eederal Resere announces higher

targeted range or tI tnrkeis determiac that the Eedcral Reser is kLel to announce higher target range ow burros ing cosi

arc likely to increase which will negatively impact ow resoks of
operations and could impact our financial condition and book

value

flnciaiiosts in buereti inter may hope wrkn rupatM effects on its artd conid kad redaced pinfltabiIfy mid oine Mo

Fluctuations in interest rates impact us in number of ways For eampk in period of rising rates we may esperience

detlme our proliiabiht from borrov ing rates mcreasing lasier titan our assets reset or from our mestmcnts adus1ng less

Irequenth or relaw.e to diflerem index one.ear tHOR from our boo ngshich are typseall based on one-month

tHOR We may also ctpenence reduction in the market alue of our Agenq MBS and moo Agenc Ml3 as result ofhigher

teld requirements for these types of securities the market In period oldechning interest rates ma epenenee tareasing

prepaments resulting reduced profitabthti and return% of our capital In lower seidlng Investments as discussed ekehere

Although cannot predict the occurrence or precise impact of future interest rate fluctuations such fluctuations could negatiet

impact our resulLs operations and could impact our limacial condition and hooi value

Many of our investments are linrmccd with lxwrtwris which have shorter maturity or inlcrest-resct terms than the

associated investment In addition both our Agency and mon-Agency CMHS are Ihed-raic and significant portion olow ency

RMHS base fiod rate olinicresi for certain period of time and then reset semi-annually or annually based on an indc

as the si-mtwtth or one-year LIHOK or one-year CMI These securities are Thanced with repurchase agreements which bear

mtcresl based predominantly on one-month tHOR and generally have initial maturities between 30 arid 90 days In period of

rising rates rates on our borrowings will typically increase taster tItan rates on our assets reset which niay result in rcduction in

our net interest income The seenty ot any such decline would depend on our asset/liability cornpcsinon the time as well as

the magnitude and period over which inter- rates increase

AddnIomatl increases in interest rules mn negalivel aftect the market value of ow secuntics In sonic rnstane

increases in short-term rates are rapid enough that shorHcrm rates equal or cccc.d medium long term rates resiulong in flu or

pnscr1ed yield curve Any fixed-rate or hybrid ARM investments wifi generally be more negatively afrcted by these increases

tItan securities whose interest-rate pcriodically adjusts For those securities that we carry at estimated market value in our financial

statements we are required to reduce our shareholders equity or book value by the amount of any decrease in the market value

othesc securities In addition as mentioned elsewhere in these Risk Factors reductions iii market valise of our securities could

result in margin calls fnmn our lenders and could result in our being forced to 5c11 securities at loss

interest rare caps on the ARMs eoilaknththmg stir estsrerrts may ndwmae itffeei oar pri/kaMI1ts Interest rates increase

Because the interest rates cii the mortgage loans coltaternlrnng ARM securities are tvpscally based on an interest rate

index such as LI13OR the coupons earned on ARM securities adjust over timC The level of adjustment on the inicrest rates on

ARM securities is limited by contract and is based on the limItions of the underlying ARMs Such mortgage loans typically

have interim or periodic and lifetime interest rate caps which hmit the amount by which the interest rates can adjust Periodic

interest rate caps lumit the amount interest rates can adjust during any given period Littimc interest rate caps limit the amount

interest rates can adjust frn inception through rnaturny of partIcular loan In sustained period of rising interest rates or period

in which interest rates rise rapidly interest on ourARM securities could be limited due tcvihc ARM secvthiies reaching their periodic
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ir hietime ii1tft ca4 ma cperenLr pric %o1atihty ARM eciirflics apçwccach iMr cip may also epecience

declint it Uur pritabIiiv he repwdic greemesiis hith inatce our ARM eeuritie ha-e nc periodic or Iifeüe irnereit

rlc caps

thr biithtetr mjdeI depeis Mp.rt trn the cnittiiedoMyfFwmkMar mnd Frdde Mm ih Fairnk Mae and F.ddk

Wi civ ct wser toiehwrhIp hy the Federmi FIaartInj PMasicc 4ey 1HIPA Ai cwo th FIlM hm
atwdaJlthpitftht hoehddeP dfrrdat idaflfret nfre GS theIvfprevn wd amsent their

ett wk Fznttle Moe aspi FrN1e twvy bda sipperne by ti 7vua thiewh thI tedparchces
uffarndt Mat rni Ieidk Macpvfrrrdchs The kIrnatr 1wpacm the iiprmu ofPnk Moeatd 14i4iie MacJhm

the cmrrwuonhips md the vpporr the rrtd.rfrom the orwnimenl uidienniiibIe wid cvmldaffrd wui1e Ma
Nd Ffl.d4k Mac In inch thai vr hurbeii wrot atdflnmacMI crndoz iay be dwrnfy g/JVCIe

1K$ th filM pLcd Jnnn Ma nd in.kIii wkr ctnnrhip As tcni1or tJw FIIIA hi

hrd uI1iiiry pir annc Ma imd kti and hac cncid inl Prctrrd Stoek Pvrh Agreimcnt

hihftw Trcar entrehai Mae tand rrddk Mac flI sqaraidy mannarn nd wrh

ti commiun tn pirehac wvkrrcd sick ot Iarinc Mac and Fredthc Macfl

The prLlbIeIn% 1ixd by amme Mae uid Ir1thi 4ac wheh rvsuttd in their pIacincnt into frdvraI raiorhip and

rup4 ol Mg tk1 pkrt hJ.4 parsed ddiai ai1 fckni poLicy niaLen rcgurding tiw .oniinued rk of

tti .rnmcn in pn ithn tiqtidit tor m4wtpg Joan and Agency MBS On cbniary 21 2012 HI rckaacd il

St Plan fc Intcrprve orne cnhips whKh act ocib three goals for the ncxt phase oIt1w Fannie Mac and Preddie Mac

whtp These thive goals are to buik new infnatruciurv Ibi the secondary mortgage nuir1ct ii gradwifty contract

Fannie Mac and Freddie Mafa prsetwe in the marketplace while simphting and shrinking their operaiiom and Ciii rnntiun

lrvdoswv pr ni iwntiet and credit asailabihty lot mew and nrtmrnccd mortgages On October 2fl1 11w FFA rvkased

its hth paper trnntkd Buikling Ne lnlrastwcturv fot th Set.ondars Mortgage Marct which psopoces new snlrw4ruclure

tot rnie Mac and redd Mac that has two basic goals The first goal to repLace the euncn ouiiated maclures or Fannie

Mac and reddie Mac with cnnmn more efflcien infrastructure thai aligns 1w standards and pr tiecs of the two enr4iies

heginmn with core tinictiocis perlormciJ isy
both entities Mh as issuamce master serucirig bond admmisiration iicral

rmanagmctii and data in rattoat The sciund goal Ia to establish an upcratrng tmmcwor br rannie Mac and Freddie Mac thai

is amis1ent with the progress oft oixsing finance refum and encourages and acconu dIes the increased participation of prh ate

capital in assumnin credit risk .ociaied with the sc dary nsongage market

The FHFA rcecgnies that there are number olirnpeeliimcnils to their goals wluch niay or may not he surniountabk such

as the absence of ais gnifteani se midary mortgage market mcehanisnks beyond Fannie Mac and Freddie Mac and thai its

prcisals are in the lormatic stages As result it i-s unclear if the proposals will he enacted in any loam and iIenaCtLI how

cksd whai is enacted will resemble the otiginal pr posals from the FHM White Papa

With Fannie Maea and Freddte Macs future under debate the mature of their future guarantee obligations could be

comtsiderabl limited Aiw changes to the manire of their guarantee oNigaiions could redefine what ConslittIteS an Agency MRS

and could hac broad ademc mplicaaions for the market and our business operations and financial condition II Fannie Mac or

Frtdda Ma LhtnInatcd or their tructurc Lhangt signifieaniI limitation or remoaal of the guarantei obhgahon

nia hi wiabk to acquire
additional Agcni.y 4BS Thi would ri nioc nsateoal coanponcn of our rnesimcist strategy and would

make ii mare difficult t-c us to coruph with the p.oisions of the 1940 Act iJsce fluiher discsaion below regarding tic 1940 Act

Although the Treasair has committed to the soheimcy of Fannie Mac and Freddie Mac there can be no assurance that

these actions will he adequate fur their needs If these actions are inadequate Fannie Mae and Freddie Mac could fail to honor

their uararuees and other obligations liFannie Mae and Freddie Mac were unwilling or unable to honor the guarantee ofpraymcnt

on sern MBS or w.re pcrccii.d to hi less lki.h to honor lUlly uc1i guarantees wt oWd potentiall im.ur cubsiantml losse

on such securities and rsence extreme market price solailUty We rely on out Agency MRS as collateral for our finarseings

under oar repurchase agreements Any decline in their sIuc or pcrceied market uncertainty about their value would make it

more difficult fri us in otitain financing on acceptable terms or at all or to maintain out compliance with the terms of arty financing

transactions
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Fi11ilC OIiCC bat c1tan she rcIaionhip bctwten Fairnie Mtit and Fri4die Mac nd the US pemnent inehdin

thosc dt rsIt in thur incling do it ntionliiauon pm afti.iio e1ninaion ciete maske uncenaimt nd ha the

iffrct ofrtducing ihe ciual or penchrrd rdtuqiht fccuruie issued or uarneed by Farnne Mat md Freddie As

rtsul sach poIis ouId rnctee the ri1 of ci sn e$rncft$ fl A$enc MRS tsamntced Eanme Mae ndior Frrddie

ko posbk thaL sucb pobces could dsctsc rnpai1 t1e rnrtei br sunte and spreads which the tra4e All oP

LISt 1CWOifb could tnieriaIIy and atherseiy zffet ot busines oera1io rd flmsniaI coditioi

cii ctcii tth cM hai auir ffect on bsInrtufinancjm1 con41dm u.i 1adIt

Soreign credit in rlt.e United Staie and Europe is snernty wider pres4u result of iare budget dclicirs fiscal

imbalances and bc$o trend grih or ncaftt roih White edo not borrow directly Iroiii any soereitt loba1 rid appetite

impncted br chane in actual or peiceuied credit rrsl olthe Umted States 1-urope and Asia Aderse changes in to.erctgn

uedit ratunscould hae material a4erse tmpau on irtancil Letsandccononm ondiuons in the UniedSaiesand iorld ide

and on the avai lability of lnancrng as well as the prict of securities that we own Any such a4serse impact could hac material

atherse eliect on our liquidits Irnancial condition and results of operatiom

In addition since Fansie Mae and Freddie Mac are under con ratorship of the US oiemnacni whieh is supponinu

their seiuç It unclear if downgrade in the credit of the go cnwnent would tmpact its ability to maintain the sok ency

of these entities In such case the abiht of Fannie Mae and Freddie Mae to perform ptu tst to their uaran1ocs on Aemcy
MRS may he sesierely limited which could haie material atheist eflecs on our li4uidity financial condition and results of

operaiioms

CIa.tes Inprqsatyaaestl tales ois the ortae lana trrder1yin oar Irnesfawnts ito aduvesd loas pnrflafr tyand the

mmrket ralue of oar 1nvy.vnes Changes in prepoynienl roses also nb/ed its to slit at niL

Our in%tsmesua ubjcci us to prepayment riiI to the cseni that we own them at ptemiuins to htir par valuc We use

the efleciie eId method of
act.oiintrng tor ainonuatlon ol premiums hch is impacted actual and projected borcier

prep4ymenls ofwuicipal on the bans vi hether on oluntaes or imolumary basis wtderl ing our mciinbenzS ls

actual prcpaymcnls in excess of forecasts or increase our expectations of future prepayment activity we will arnoitire premiums

on inveslmcolson am accckratcd basis which may adversely sfTcci our profluibilisy

Pepayroents occur on both voluntary or involuntary basis Voluntary prepaymcrns tend to increase when interest rates

arc declining or in the case of ARMs or hybrid ARMs based on the shape of the yield curve CMI3S in which we invest generally

are protected the case of voluntary prepayments either from absolute prepayment lock-out on the loan or compensation br

future lost inicrest income on the loan through yield maintenance payments or prepayment penaliics The actual limel ofprepaymncuts

wilt he impacted by economic and market conditions including itevi loan underwriting rcquiremcnts Involuntary prepaymcrns

tend to increase in periods of economic stress Involuntary prepaymcnis occur for all of our investment types including Agency

RMI3S and CMlS and non-Agency RMI3S and CMRS

The vabe ol our RMI3S assets is allectad by prepayment rates on the mocigage loans underlying the RMHS and our

irwcstnient strategy includes making invcstmcrits based on our expectations regarding prepayment rates Prepayment rites that

rue aster than anticipated may increase or decrease the value of security depending on the type of secwiy amid the
price paid

toacquirc thesccurity.amd will imprictthcyieldon theaccurity Prepayment ratcsnsay beaflectcdby antanbcroticorsincluding
the availability of mortgage credit the relative inornic vitality at the area in which the related properties are located the average

remaining tile of the loans the average sue of the remaining loans the acrvicmg or the mortgage loans possible changes in lax

laws other opportunities for invesInicrn homeowner mobility and other economic social geographic demographic and legal

factors Conscqucn4 such prepayment rates canm be predicted with any certainty In making investment decisions we depend

on certain assumptions based upen historical trends with respect to the relationship bciwecn interest rates and prepaymenis under

normal market conditions If regulatory changes dislocations in the rcatdcmrnal mortgage market or other developments change
the way that prepayment trends hive historically responded to interest rate changes our ability to predict or make assumptions

regarding prepayment rates assesc the unarLet aliic of
target assets Ct umplerrieni hedging strategies and implement

techniques to hedge prepayment risks would be signi lkanlly aflecied which could materially adversely aRect our financial position

arid resullsofoperations tfwe maLe erroneous assumptions regarding prepayment rates we may experience signilkant investment

losses
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IfwCftCeiC inctastd rtpaymeiofour pflncipalm adeciInirg4rIow intrtstvaeenironmcm wcmayamar
rcLirn o.i ne compared the MUS that prepay gm the dethnin rnttrcsl rie en tronmeni

cur capilat in lower yieIdit in.esmens wifi likely hae lover rd iffltri income and redtced pothabilny uiles the C1n6Z

of l1ranciig these itwclrnen declines laster ihait the rate at which we may reitwesi

The Treaiort and Pn1res ctmdnaa to sreh ways to .sapport the U.S howIn marAel and the ovecall US ewmbdndhii

see1n woy to moe Iv eacle to rfinatsce loanr owned or atoteed F.nale Mae or Frvddle Mac iuhere the b.rrmr

mar hare nrgath eqnIv hi addIrIan mo1tgar loon hflt-athinproats and faawre eL%Imthw action maj adtws4 affect

the vaine of and the tentra on 4pencj RIRS iecvrftkr In Ih we MicI Since we oarAncy RM1S at pr Iatn.s to

their par baIgnce we eoitMhwur cnhatnntia Io.tcei on one 4eney RMU Ifmora.1r loan reflut.nans 1nereaied

The Treatur and the Iepanmeni of lcsin arid Urban Dewtkpment IlU hake implemented the Jome lTordabk

Rd n.rnce Prilram of NJ AR hich aIlo bo oers hoare current on thetr mwtgae pansenis to refinance leans ottgmated

LO or belorc Ma\ 2tHI wuli LurYtni lean io.aLue rattoe.ceedrng fl. merdet to redtaceheit m0Mh1 moflpge payments

II RP %pc1-lfit..aIt arct orrowers that ate urrCnt on their mongae pa ment hut ho ha negaoe equny in thesr home and

as rrul laae been unable to ttlinariee into kiwer cuss mo tage Cgien the dedine in current ThIOIIg.ge tnte compared wipre

Ma 2O04i HARP currntls et cpie on Iesember II 2013 Man olosw Ae.nc RMR that are collateraliied

mortgage leans hose coupons eseted current nosujae interest roles are ow red at premiums to their par balance HARP mitialk

was riot as successful as iritesided and recent changes to the program partiuLar1y with respect to Fannie Mac and Fredde Macs

tInplmenLa%ion ci HARP base led to meecased particpa1ion in HARP avid eneraLIy increased prepaymem actisity on Agency

RMHS II refrnan.e atisii i.tritimJt% to tnree tot AenLs RMRS or lwe tmcrcasc Iorecascd prepamcnts on our em
RMIS our net interest rncosne would be neganieh impacted the additional amoniiaticn of premium on our Agency RMRS

hi additkn we ma cpenience significant soltiiit in the monies salue of Agency RMHS as the rriarJet resets prepayment

tspccta1lons on Agenc RMRS Such o1aidu sxiuldleadiomiugin calls from our repurchase agreement lenders and could force

us to sell these securities under unfaoraNe conditions aiwi possibly at loss

he Treaun and II UI hasc also created number oldifferent programs intended to assist bonowers that are ssrutjgliiig

to a.e their mortgac paymcnl that may insoke among other things the modification of mortgage bans to reduce the principal

amount of ihc loans fliroiigb torbeaninre andor forgicsicss ai4or the rate of interest payable on the loans or to eemd the

pamenl tern olIhe loans lcian mcdi tcaiions such as these could result in our ultimately rccewiig less than we arc contractually

due on certain olur imestmcnts gniikant number ol loan modi0catiosn with respect to given security could negatisely

Impact the reoliesl yields and cash flows on such security These loan modification programs fuiu legislative or regulatory

actions including new ni-tgage loan rnodilicntron programs and possible amendments to the bankiuptc laws which reculi in

the modificalion of outstanding residential mortgage loans as well as changes in the requirements necessary to qualiti for

retinancing mortgage loans with Fannie Mac lre4dk Mat or jinnie Mac may adversely afteci the value of and the returns on

our sccunticd single-family mortgage loans and Agency JMHS

Ht inyr$ in lnkrrct only 10 thWirr rccntirs issned kr CP4HS secw1tiation mists which are bacAed princ4pallt by

mvlnjanvily orar loans Pie coaM tine me or all f.vr investment hi CMHN secudths lithe loans in the MRS
secvritiravion trails ancxpedlyprepaj

JO securnies has-c on principal amounts outstanding arid consist only of the right to receive cccss interest payments on

the tvndcrlymg CMHS loans included in the scicsrjtimt ion inisi We could lose some or alt clout investment in our 10 securities

tithe underlying loans in the MRS dethuli and are liquidated restructured or arc otherwise repaid or reflsi nced prior to their

espected repayment date Such an event would cause our net income to decline arid could also result in declines in market prices

on our MRS 10 securities thereby reducing our book vluc rnstilting in margin calls from repurehase agreement lenders and

adserscly affecting our inancial condition in addition loans underlying the CMBS may be protected from voluntary prepayment

through lock-out yield maintenance or prepayment penalty provisions In certain 10 securities yield maintenance or prepayment

penalties may not be sufficient tocompcsvsaic us ler the loss alfuture cicesa interest asa result otthc prepayment thereby adversely

affecting our reasilts of oprsaons



PraiIwic rrqitfris yleM maIa1ennce tharge ptqaysen peiuzItks defecanc Iack.4iivI In MRS 10 e..tds ss
NOiV be enforceable

OviQs in loan doctmcnts fo morgagcs in CMOS 10 scctwik in which we invcst rqirth yk3d maintanec

chargcs prcpymcrn pcnaI1s dcfcasanc or IOCk- prods may not bc cfotcbIe in came sacs amd wwlcr fcd1 bzkzuptcy

Lav Prcwisotn thc Ioai doewnems ruuinng yickl rnancnamce charcs and prpaymern penalties may aLso bc ioterprctxi

loflIituling the ookc1ion of irtcicst foi usuy pwposc Accordingly wc cannot ssswcd thai thc othgnIn of bornwcr ci

pa aa t4d mrntcnaiwc c1targ Of paprnern patty wwkr loan docurncrn in CMBS 10 secunly dl bc cnforcab1c Also

we nnot asswed that forcdosuicproccds imJca loan documern in aCMBS IOscwity wilt ufficIcnL pay an ctforccabk

yield main1cianc thargc If ykid mainienamx hargcs and prepayment pcnallics are no colIeicd ifs 1ok.out period is not

enforced we may inca tosses to wri1edoa the value oFthe CMBS ID security for the present value oidte amounts mot collected

This would also likely cause margin calls 1mm any lender on the CMI3S ID impacted

Pe lnci incommercial moiage loans and CMBScollaterafIedbycommerckl moroe kwns hkh aresecaredbybwome

prodvdg properties Sach loans are typically ma to single-asset entliks and the repayment of the loan Is dependenr

pNusc1pdj on the net operating income from performance and aJne of thi anderlybtg pmpeltj The s1atI income

performance rvsthc and propen names may ads4 nffici oar commercial morage loans and CMBS

Our commercial mortgage loans and CM3S are secured by multifamily and commercial property and art subject to risks

oldehnqucncy foreclosure and loss Commercial mongagc loans gtnemll have higher principal balance and the abitit cia

borrmcr to repay loan secured by an income-producing propcny typically is dependent upon the successful operation of the

property raihei than upon the cistemct of independent income or assets aithie borrower lithe net operating income of the property

is reduced the bonowess abshly to repa the loan may Lie impaired Net operating income olan income-producing property can

be affected by among other things tenant mi success of tenant businesses propert management decisions properly location

and condition competition from comparable types olpropcities changes in laws that increase operating er.penses or limit rents

that may be charged any need to address cnaronmeoial contaimnaflon at the property changes in national regional or local

economic conditions amdfoi specific industry segments declines in regional or local real eslate ialues and declines in regional or

local rental orocciapanc rates increases in inicicat rates real estate la rat sandotheroperatingespenses changes in go%cfnmcntal

niles regulalions and fiscal policies including enwonrmentnl kgistaflott and acts of Clod terrorism social unrest and LI\d

disiwnom

Commercial and mubitarnity propcrt values arid met operating momne dcncd rmn them are iubieet to solatility and

may be aflected ad%eracly by number of Pactors including but not limited to ma Ori1 regional arid local ecOiwmnic COnditiOllE

local real estate conditions changes or continued wealrneas in spcdlic industry scgrnenls perceptions by prospcctke tenants

retailers and shoppers of the safety coenlence serices and anractheness of the property the willingness and ability of the

prupert oi.ncr in preside capable management and adequale mamtcnancc cnrrstnrctwn quality age arid design dcvnograpinc

fctors rerroactise changes to building or similarcodes and increases in operasmg espenses such as energy cosIs

lecJmcs in the borroaers net operating income amdor declines in property islets of collateral securing comnmercuil

nsrtgage loans could rtsuit in dthutts on such loans declines in our book satire rromn reduced cam irigs andoc reductions to thc

market value or the rascatment

Crcdb ratings assigned to debt reconzwc lime mtIt rating agrmws may not accimroseb refirti the rrssassociated sum those

srcunes Clsangcs in credit ratings/or secierdics ire oiro orfiw- similarsrnrru5 migbt .wgatha4r rampart thi amarif nine

of these securities

Katnig agencies male securities based upon their assessment ot the said nithe receipt of principal arid mieresi payments

on the securities Rating agencies do not consider the risks of fluctuations in fair value or othcr fsew that may mfluencc the salem

cisecuritics and therefore the assigned crcdit mating may not fitily reflect the true th3s oran investment in securitIes Also rating

agencies may In$ to malc tnncly adjustments to credit ratings based on available data or changes in economic uttook or may

therwisc 1il to mskc changes in credit ratings in response to subactjucnt events so our inscatmenls may be better or worse than

the ratings indicate We attempt to reduce the impact of the risk that credit rating may net accurately reflect the risks associated

with particular debt security by not relying wlcty on credit rntIns as the indicator or the quality of as inscatment We make our

acquisition decisions after factoring in other information that we have obtained bui the Ioatrc wiuderlying the smcurny arid the
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ctcclit sub drnaticrn structue of the secusii flepæe theie elforu out assessment of the quality of an imesimem may ako proe
ui be accurate and we may incur credit osses in ccero of our niiial esp.aiions

Credit taOn ajesicics may change thefl methods of Craluain credit riak and determining rasings oo securities badcd

redi estate ksatt and secorfties These hanges ma Outlt quiclc and f1en The market abtlit to ut erslaid and absorb

these changes and the impact to the securiti/aDon market in general are diflicult to pedict Such changes ntay tta%e negaLic

rnlpa1 Otb the alue of securities thai we own

On awnettblp of e4ed nwnoge tunas jrrts to credit ritA an Ithoa we pta ride fur an akwancrfor loan

lasses an these Jonas as reqadrvd aside GAA Ike lots rvsevws ate baed art esrlasaes As reuilv meiaal hires ktcsuvd may
be lmrsjer Man oar rrseres rraIthr to to provide adillIkv.al reserres wkh wonidimpact airfinandal pot4thrn and resaks

u/options

We are subject to crtdii risk at resuti of our ownership of secuntid mortgage kans Credit risk is the risk of loss to

trom the falwe borrower 40r the prixeeda from the bquidatiori ul the wtder$m collaserall to fufl repa the prtnctpal

balance and iI%itres.i due on mortgage loan bortowrers abiity to repay the loan and the alue of the underlying collateral could

he ne iisctv impacted economic and market conditions These condition could be global nationaL regional or local in nature

We ptos.idc reserves fr losses on secisritiied mortgage loans based on the cwrem performance of th respec1ic pool or

on an tnctt tdual loan bests 11 losses are espersenced more rapidl disc to declusing property performance market condttions or

other facteq than we ha prof tiled for rn out reserses we ma be required to pros ide addttional reserves for these tosses In

askiiuott ow allowance icr loon losses is based on estimates and to the extent that proceeds from the liquidation olihe underlyirti

tollaietal are less titan our estimates we will record reduction In our peofhabulily for that penod equal to the shortfall

Oar efforts to massage cirdlf ritA may trot be tncorsfal In limldag de naendes arid dy/a aM In irnrIng lions or lows on

oar wsanenes If expedvawe Mgher than aaskipirted dellnqaeades and defrarks rant earathss oar book ssslae and oar

cask flow may be riegadntfr Iapard

There are many aspects of credit performance for our investments that we cannot control Third party scruicers provide

br the pnmar and siecial ser cin ol osr smtc4nmtt and con meriat mortgage loans and -Ageacs secuntics and CMHS

In that capacity these sets ice providers control all aspects ol loan collection toss mitigation default rnanagcnicnt and ultimate

resoluüon ofit defauhid loan We have nsk management tiwict ion which oversees the performance ol these scciceis and provides

limited asset management serviecs Loan servicing companies may not cooperate with our risk management cflorts or such efforts

be ineffcciise We tsne no contractual nghts with respeci to these senicers and our risk management operations may not lx

successful in limiting tuture delinquencies defaults and losses

The secuntiaIions in which we have invested may not receive funds thai we hetiese are due from mortgage insnrance

companies arid other counterpartics Sen cc providers to securiiiratinns such as iwsiecs bond insurance prowIdets guarantora

gnd jiodums may not perform in manner thai promotes our interests or may default on their obligation to the sccuritirauon

trust The value of the properties coitaiecu1iin the loans may decline causing higher tosses than anticipated on the liquidation

of the properly The frequency of default and the loss severity on loans that do default may be greater than we anticipated If

loans become real estate owned FOservicing companIes will base to manage these properties and may mel be able to sell

them Changes in consumer behas ior bankruptcy laws tax laws and other law may exacerbate loan losses In some states and

circumstances the securitiralions in which we insest have recourse as the owner of the Ioan against the borrowers other assets

and income in the event ot loan ddult however in mmcsi cases the value of the iintkrlymg property will he the olc source of

tinds for any recoveries

Gaarantasa ayftif to pevfrrstm on their obIntions to oar rrraskation irtots r.k cosiud retaIl in additional losses to at

In certain instances we base guararits cit payment on commercIal and smgle-faml mortgage loans pledged to

sccunti/aDon trusts see Item IA Quantitative and Qualitative Disclosures About Market RiskP These guarimlors have reported

substantial losses since oO1 eroding their respective capital bases and potentially adversely impacting their ability to make

payments where required Generally the guarantors will only make payment in the event of the default antI liquidation of the



c1Iaie1 4ppQ41ifl tte kn tJcse ankr 1iI Ia n2k paymen we may eqerierce Io.ce on the Iots iJa

wodd mi hawt eperieed

Ij he svbjta she awdaicd vlth indeqwafr 4W wuim trkesfto Ihftd.p.si ncepnddrt Wkh m.y
hri or oJwttIou He atto sejy on corpotte ireso mci hehaJfirx t4 othet hIdin ofsewiifrs In

nMt OM

Our Ioa1b airbd Io3rit un4eriyin zion.Agmy MRS own are icd third-party icrict pridets ShOUkt ericer

pcrtetice 1rnancl difficuIie ma iw bc abk tu petfcrm th obl tptiots Due to ppIicton cf pr ssons batdruptis

ser iier ho ha sought hankruptcs proteclion ma not be reued to make ad ance pauimeru to us 1amotntis due Iron

loan burroers Een ila sees itel were able to hancc tnOIUiLs rnrespei.i ofdelmnqueMluons its obligaimon dane
may be limited to the citetiI thai is does not eipeci tO oser the achtances due to the deicriorating crtdt oF the ddiisquent 1ois

In addition as iub an esternal serwice pros tdcr we are subjtt to the risks assoia1ed ssith inadequate or wiUnicl seriices for

other reasons Sersicers may not ads aie funds us that iiouW ordiriarsi be due because of errors misialculatsons or other

reasons Many borrows require notices and reminders to keep thcr loans current and to prevent delinquencies arid Foreclosures

which our sersicers may tad to pro.mde In the current economic ensironment many sersicers are epctiencing higher solumnes

ofddnquent loans than thcs hse in the
past and as remit thert is risk thai thcir operahonal IntraMructorts cunnt properis

procs this increased viurme substantial increase in our dtlinquencs rate resulting from
improper sers tsingor loan perfotrtnaricie

in general may result in credit loet

We also rely on corporate trustees to act on betmaif of us and other holders olsecurities in enforcing our rights Under the

terms of most securities we hoki we do not base the right to direch enforce remedies against the issuer of the security but instead

rntft.t rely on trustee to aCt on hehal1fu and other sceurmt hldcm Should trustee not be required to sake action under the

terms oithe securities or fail to take action we could espericnce losses

Our as af kJtIng strategies m1gafr ott Inreiyst rare espoture asa .iwbe JeeiM nsay udiyrseiy affect oar ionre may

e.ipose us fri rrivnserpatsy thL and any inrtease our canntlisgeiu liabilfrks

We may pursue sarious types of hedging slairgies including interest rate swap agreements interest iatc caps and other

denatmc transactions eotlectisch hedging instruments We cspcct hedging to asamsi us in mitigating and reducing our

esposure to higher uriteresl expenses and to lesser extent losses in book salue from adverse changes in interest rates Our

hedging ac1vity will sary in scope based on the leset and volatility ol interest rates the type of assets in our investment portfolio

and fmancing sources used No hedging strategy howcser can completely insulate us from the interest rate risks to uhich we are

cpmed and there is no assurance that the inipierneniat ion of any hedging strategy will hase the desired impact on our results of

operations or linancial condition Certain of the US federal income tax requirements that we must satisfy in order to qualify as

KEIT and certain Commodity Fulurc Trading Commission ruks regulations and guidance we must stisfy in order not to be

required so register as commodity poni operator may limit our ability to hedge against such risks In addition these hedging

strategies may adscrscly atTect us because hedging actismes msolsc an expense that we will incur regardless of the cflciivcncss

ci the hedging aclisily

Interest rate hedging may Iiil to protect or could adsersety arkct ms because among other things

intcresl rate hedging can be cxpensse particularly during periods ol rising and volatile intcrest rates

ailabk interest rate hedges may not correspomd directly wth the interest rate risl from which we seck protection

the duration orshe hedge may not match the duration of the related liability

the amnotmi of itwxime that REIT may earn from hedging transactions othcr than through taxable REIT sutisidiaries

to offset interest rate tosses may be limited by U.S federal income tax provisions governing REITs
the credit quality of the party owing money on the hedge may be downgraded to such an extent that it impairs our

ability to sell or assign our side of the hedging transaction

the party owing money in the hedging transaction may deliub on its obligation to pay
the value oidcthaiies used for hedging may be adjusted from time to lime in accordance with MAP 10 reflect

changes its fair value and dowwward adjustments or rnark4o-market losses would reduce our shamvholdciscquisy

and book value and



hcidge sxountiibg under GA AP is ettenieIy totnp1ex nd any iretTecttveae 1our hedge undct CIAAP ill imgct

our iternc o1opcra1iu

We epcc1 primatit use nirts rau ap agrternen to hedt arnt arncpa4ed future ireasi in inerct cpcnse

kom our rptirhasc agtmenu Should an nLtest rain wp 3grctmcflt cOIIrnCTP3fly NC UIth1e to maLe requd payrmerns

puruarn to the areemeni the hedged hah4n ould ttaac to be hedged for the retnrning term ot the tniere ale swap aVeement

hi addition rnas be at ri4 of lo ol any ollateraI held b% hedgtn tournerpart to an snteret rate stsap agrednenl should

the couvtteiparty become moleni or tile for hnkrtipec Our he4n uanactions which are imended to limit losei may actually

athersely affect our canings which could reduce our ability to pay dMdends to our sharchokkrs

hedging msiruments mottc risince ttte often art no traded on regulated exchanges guaranteed by an eachange or

learrn house or regulated sn or loreign gct ernnaental at4horiUes Co equenily there mas be no requtreinents tilt

record keeping linanctal respartsibihii Or segregation fctstomer both sod poiluns hrthemtore the enforceahilti

of hedging instruments ma depend on compltne ith appltcabk sistuors conintodviy and other regtatory reqwrements and

dependtmg on the idenuts of the couralerparn apphcabk international requirements The bunaes failure of hedging counterpsrt

nIt hoot ste enter aNti hedgttt trams.acuon st ill most likel result iii its default lefault party st ith sthom ste enter miti

hedging transaction nta result in the lass olunrealiid profits and force us to cover our commitments if ans at the then current

martet pre Although generalh ste still see1 to reserse the right to termmate our hedging positions ii may not sIts bc possible

to dis.pos ol or dose out hedgut position st uhuut the onscni of the hedging .caunteqar1y and ste mas not be abk to enter into

an offsetting contract in order to coser our risk In certain cinumsances liquid secondary martet may nor esist for hedging

mslruments purdiased or sold and ste nsas he required to maintain position until esercise or etpration sthich could fiCSuht in

kisses

hedging instruments could also requirc us to lurid cash payments in coin cireuttnaoces isuch as the early termination

Isedpn itisitutfleflt 4aused ht an eseni ol deluI or oilier soluntar or ins oluntai termination esent or the detistoit bs

hedging counterparts to request th posfflst ol collateral it is coutracul ossed under the teinn of the hedging instrument With

respect to the termination of an ctsting interest rate stap agreement the amount duc would generslh he equal to the unrealii-ed

Loss of the open interest rate %stap agreement position st ith the hedging counterparty and could also include other Ices and charges

Those economic losses stoqdd be reflected ira our results ofo rations and our ability to fund these obligations will depend on the

liquidity of our assets and access to capital at the time Any bosses we incur on our hedging inswmenIs could adsersely aflc

our earnings and reduce our ability to pay dasadends to our shareholders

PL wy chngrowthrresImen1 strategy apen rig polkies ii dradp ndoranretalke.tiwss soitthaehoMerinserrL

We rows change our ins estrneni strategy o9erutang policies di idetaid po1i and or asset allocation is ith respect to

mscstvmcnts acqisisi leserage growth operations iawkbtcdness capilaliiation and distributions at arty time stithout the

consent of our rhsrelsolders change in our irwesiment strategy may increase Our exposure to mterest rate andor credil rist

default nrl and real estate maitet fluctuations turthermote change in ourasset allocation could rcsuli itt orsr making inscslmentr

Ira ssetviegonesdiftrvnt ftom our historical rnsestmcrns These changes could ndersely alkct our lnanciah condition results

of opcratioin the marlct price our common stock or ow ability to pay diidcnds to our shasctaoidcis

nirçthf jot stayprr vent its from aeqitirisrg neninrestments if ra4kykI4 and we may not bra ackirowrinsrsment

obfretives wic may poterwiaily have reatM inçacl on var pettfttab1flfj

Our net income still Largely depend on our ability to acquire mortgage-related assets at favorable spreads oser our

borrost tog costs The as ailabilits ol mortgage related assets meeting our mveslmenl crilenfi depends upon among other things

the level el actisily in the real estatc martet and the quality of and demand ror sccwiiies in the mortgage sccurtialion and

secondary mar4eis The sire and level ofactisity in the residential real estate lending maitri depends on aarious factors including

interest rates regional and national economic conditions arid real estate salucs Inacquinag itweshmeuts we may compete stith

other purstuvsers oh these tipes ot insestnetits ins hiding but not limited to other mortgage KIlTs brriLer-dcskrs hedge lurids

banls savings and loans insurance companies mutual urwM and othcv entities that purchase assets similarto ours many of which

hne greater financial resources than we do As res it of all of these factors we may not be able to acquire suflicierit assets at

ncceptahk spreads to our bcwrosting costs ishich stould athersely af1cl our profitability



Newufs acpvIri nogeverakjMcis aUsthIlnas1ds oit ow eiirrentaetc siithrg In dedthe In oaeirnh.s

per shrtr

tn orkr to iuainiiii our pwtfoho sizc aiut our camings we rnut niavesi the cash flows rcctisc from nir ixbiing

tnstnwnt potfolio 194.ludmg muntith principal ind intcrct nicnla arid procceds from saks 1111w ssiis scquirc ui 11w

ftLwrc cam lower yitids than 1w assets carently on our rcportcd eanung per
share ill likely decline ocr time an thL nick

assets pay down or are sold The risk that ncwly-acquin-d invc1mcn1s will 90t cncratc yields as awEtive as yields on anreuzrcni

assets has been exacerbated in recern quinces due to the ciy low interest rate environment Federal Reseiw monetary palicy and

open niattet purchases of assets and incrcd conirpetition for ilwcstzncnt scewitics

Our Clwirmw and ChkfErecuth Officer devotes posilon of his dme to another company In cap.ty that could create

coiflkri of Interest that awy hara our 1nsestmeiU ipiwf.rnIdes this IncA ofafJl4lme mmlsent could also harm our

aperathi irsulA

Our Chairman and Chief Eceuive Officer Thomas Aküt is the managing general partner of TÆlkot Capital LIC to

hich he de4otes pornori of his ftnst TalL Capital in esis in both pna1 and public Lompalucs triduding ifl% CSlmtl in

common and preferred socs of tither pubh mortgagt REITs Mr Akin seth ittes ith respect to Talkot Capital result in hi

%pcmdnlg only portion aflus limn and effort on managmg our actn mci as he is under no contractual obligation thwh mandatt

that be desote numniuni amount of time to ow eompazi Suwi he is not fWl fucused on us at aft times this may harm our

osciall nagemcrn and operating results Iii addition though the uwes.lment strategy and activities of Talkot Capital are nut

direttly rLlatcd to us Mr Akin activities ab respect to Talkot Capital ma create conflicts Our Loqxwatl gocmanc pohcie

mclud formal nottlicaticin polities ith respect to potential issues ci conflict of interest lot .ornpcsng business opportunities

Cmpliu Mr Akin and all employees is desdv monitored ow Chief Finais iii Officer and Board of Dirtctors

Nonethckss Mr Akins tisiiics with rcspct to Talkot Capital could ereate conflicts of intcrcsL

Risks Rrlated to Reijulalorv and Legal RequIrements

Risks occWic to Our REIT Slatat

Quoif$sg as REIT L.rwalrcs kghly lechotcal and compIi provisions a/the todr and teduikul or oudrrtcni rnktIon

coaldJrcpurdr our lEFT quul/kwilan Maintolaisig oar REiTstirias reduce oar J1e4 Wiity to manage ant operations

Qtlicgtpori asa Kill nulies the hcation highly technkal and complex Code proiskms fur vihich only imIwd

pdicsalimd niimslruuie audwrities usisi Ivcn technical or inadvertent violation could jeopardize our RtlIqualilication

Our quulilkation as REIT will depend on our satithciiun of certain asset income urganizaliomal distributkin stockholder

ownership and other iremetns on continuing basis Our operations and use of rage aiso ubjvcis us to interpretations of

the Code arid technical or inadserient iolations of the relesani requkeinenas under the Code could cause as to lose our

status or to pay sinitkant penalties and interest in addition our ability to satisfy the requirements to qualify as REIT depends

in part on the actions of third parties user which we haie no control or only limIted int1ucncc including in eases where we own
an equity interest in an entity that is chssthcd as partnership for U.S kdcral income las purposes

Maintaining our RUT slatu may limit flesibihty in managing our uperinions For instance

It make frequent asset sales ruin our RLI1 entities to pcisons deemed customers tould be sieaed as

and thus subject to lOO% prohibited trarssaetiosi tasvs or other entity keel taxes on income rum such

tramsai.iiors

Compliance with the RUT income and asset requirements may limit the type or estent of hedging that we can

undertake

Our ability to own monietil estate related assets and earn ton-rcal estate related incense is limited Our ability to

own equity interests in other entIties is limited lIwe fail to comply with these limits we may he forced to liquidate

assets on short notice on unfaciruble icmss in onkr to maintain our RUT status

Our ability to invest in tasal4c subsidiaries Is limited under the RUT ruics Maintaining compliance with this

limitation could require us to constrain the growth of Inure taxable RUT fflhiatva
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Noiwiardini our NOL carrfonard meetmg mirtimurn RHT diidend disiribuon requiremern could reduce

our iuidit Eamsn no-a.s1i KIlT iaabk income could necessitate our seflin sue incurrin deb or raisins

ne equity in order to lund diyidend dittibu1ions

Stock ownership tests may limit our ability so raise signilleant aiotrnis of equity capital front one source

if do qefrs RElTorfolite aMqsroI/t ra REE tvm.yhe rahfrcfki Mrs arattceroatioaiid

coaMfoce vax liability which wnaid reduce Mv arnourat cmsh ormiiabir for dLrtdMNa.r to oat thareiroidrrs

We intend to operate in maimer that will allow us to quably as kEPT for federal income ta purposes Our quatiflcauion

RI-Il tilI depend on our attlaciiom ofertain aact income orgamiatiortal dlsnbuftcnl flot.khulder ownership and other

requirements on contmusng basis Our ability to satisfy the awl tests depends upon our analysis olthe characte istiom nd fair

maitet alues of our assets some of which are not susceptible so precise determmauson and for which we will met obtain

independent appraitab Our rntphancc th the RI-Il tlbccirne and quarteth asset requirements sIso depends upon ont abht to

%uccesthrlly manate the composition of our inomne and assets on an ouioimg basis

Ii were to lail to quahh as RE1T in any iasahk year we would be subject to federal nine tax after consideration

of our P401 arrnew aid but not consmdenn an di idenda paid to our shareholders dursn the respective ts year II we could

not oihcrwise otTse this taahle income with our NOP anvforward the resuIin corporate tax liability could be material to our

results and would reduce the amount of cash asailable kr distribution to our sharehIders which in turn could hate art dseese

impact on the .atije of our common stocL nkss we were emiikd so reiiel under cetlain Code peoisions we also would be

disqualified front tstaiion as PElT until the fifth taxable vest foUnwing the year for which we failed to qualify as RHT

Oat future tnt of tnt Mr NOt co fovwiwd Is IlmiLed ander Seen 382 of the Cede which could retails hi hhet taxable

Income and Rreazer drlbathm requfreiwetus hi order to L.NaLn our REIT Matut Far5he if ice oanflhuIr andeto

another tershp dianse pursuaaf so Seeriarn 382 or mIseakolate the k.sions imposed by known nrsnersblp cane
and thIIe an ImpecasMiblv amount of the NOt we met/all to meet the distrihaithm rrqremenh of REIT and therefore

we could lore otn PElT statas

We can use our Ia NOL c.arryforwaid to ofiset our ianbk caminp alier taking the kEPT distribution requirements into

account Section 3S2 of the Cock limits the aimouru of Not that could be used to otTad taiabtc earnings after an ownership

change occurs Section 32 ownership change generally occurs it one or more shareholders wito own at least of our soci

or certain groups of shareholderc rllcrease their aggregaic ownership more than fl
percentage pomis over their tow est ownership

percentage within rolling three-year period

Our public oflering of common stock in lebruar 2012 resulted in an ownership change under Section K2 l3aaccl on

nianagements analysis and ccperI third-party advice which necessarily includes certain assumptions regarding the charactcrirntion

under Section of our use olcapiUil raised by us we determined that the ownership change under Section 3S2 will limit our

nbilIt to use our NOl cnrryforward to olTiet our Imitable income to an estimated mavimum amount ofl million per year

Mccause NOt generalh may be earned forward for up to 20 sears this annual limitation may effeciich limit the cumiiletttc

amount of pre-ownetship change ksscs including ceslain recognhred builin loscs that we may utilic This would result in

higher tavabte income and greater distribution requirements in order to maintain REIT qualilication than ii such timisnOon were

not

ma incur additional ownership ciwiges under Section 3g2 in the future in which case the use of our NOt could be

tijriher limited Future issuances or sales of our stock including transactions invoking our stocl that are out clear control could

result in mrs ownership change under Section If further ownership changes occur Section 32 would impose stricter annual

limits on the anioutsi of prc-owncm-ship change NO1.s and other losses we could use to reduce our taicable income

If we an1nowingly undergo another ownership change under Section 3K2 or miscalculate the limitations imposed by

known ownership change the use of the NOt could he limited more than we hate determined and we may uiliie or may hae

utilicdt more of the NOt than we otherwise may have been allowed In such an instance we may be required to pay taves penalties

and interest on the escess amount at Not used or we may be required to declare dericicncy dividend to our shareholders lr

the ciccess amount In addition if
any imperinissibie use or the NO led to failure to comply with the PElT distribstOon

requirements we could ilil to qualify as KET
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The faihire .vnts sabjea rep arcline apreemeistc to as real eaate asses eaW adversely affeci abWtv

qaallfy as

Repurchase areesneat finaacin nemcnts ate tinituteti tealIy as tale and repurchase whereby we tell certain of

our inttments to cowueaparty and multaneously enter into an agreement to repurchase these ecunaes at later date an

esctwge for purchase ptioe Economics liv these agreements ate icanga which are secured the amessmemts told purtuarn

thereto We bcheir that we wutd be treated for RFIT asses and income test purposes as the owner of the sectsnie that are the

subject of an uh ask and repunhasc agreement notwithstanding that such agreements nsa legall transfer record ownenhap

of the securitieS to the terpalt during the term oltite agreement ft is possible however that the IRS could assets that we
did nix own the securities during the term of the sa and repurchase ag tneni in which case we could fail to qualify as REIT.

Ewn .w unqimlifled as REIT sv najfrnce mher tax llabWNes that revitrer one cms flow and oar peofltabilfty

hen if we remain qualified for taxation as REIT we may bc subject to certain federal slate and iocsl ta.e on our

income and assets tndudin ra.cs on an undisitibuied income tax on income front some acta ilies conducted as recuh ol

foro6urc ct considered prolubtttd unsactions under the Code and stale or local income taxes An of these taxes would

decrease cash avalabte br distribution to our slsarehokkrs In addition in order to meet the RI- IT quiahlicauon requirenlents or

to 5uCtt the imposition ot It% tax that applies to certain amns dernred RI-li from prohibited ransacaQni we may hold

xomc of out assets through taxable RI-IT stabsidlar IRS or other SubSidmar cc lutanist that ill be sujecs to cuqsorate

les ci income tax at regular rates to the extent that tuth TRS does not have an NOl cart forward Any of these taxes ouki decrease

casts available for distribulin to cur shareholders

if isyfail so awintob one REIT status oar ablmr so vd1ir reparchase rnaenls as soarce ofjlnandt.g and to enter Into

interest rate swap ogrewrens naay he inspected

Most of ow repurchase agreements and die agreements governing our interest tale swaps require that we maintain our

RI-IT tialus as condition to enagmng tn transaction with us vest though repurchase agreenserns generally are nor committed

facilities with our kndcis if we failed to maintain our RUT status our ability in enter into new repurchase agreement transactions

or reTaCWCxiSting maturing repurchase agreements will lileIy be lbnited Some of ow repurchase agreements arid agreements

have cross-dcault provisions which provide for lenders to teinlinaic these agreements if we defanit under any of our repurchase

agreements or swap agreements As such we may be required to sell investments potentially under adverse cin.urnstances that

were previously Arianced wh repurchase agreements and we may be forced to crmórrale our interest male swap agreements

Certain of oar srcvitkiion masts that qiwltfy as taxabk ntorngr pooLs reqaire as to maintain rqnity interests in ikr

seen tior teasts If RY do not oar profitability and cash flow awy be dneet

Certain of our sccuiitiatian trusts arc considered taxable mortgage pools for federal income Lax purposes These

securatiiaUon Inscts are exempt from taxes so long as we or another EIT own 110% of the equity interests in the trusts ir we
fail tomainlainsuflicicmatequity interest in csccuitIatiosttsssodfwcthilu maintain ow REITsiatus then ihctiustsmay

be considered separate taxable entities the trusts are sideredscparatc taxabe entities ihcy will tie required to compute
taxabic income and pay lax on such inoorne Our profitability and cash flow will be impacted by the amount of taxes paid

Moreover we nay be precluded from sefting equity interests including debt securities issued in connection with these trusts that

mighi be considered to be equity interests let tax puqxst to certain outside investors

Rliks Rrtated lo the lavastr.t lunains Act ef 1940 the 1940 Acr

ifiiyjalit rsçr4 conôttowr operations aMbe wan Ito regwlation wdrrthr I9484ct Condrtingovrbvüness
in manner so that ore exempt from strodon sander and compliance ielth the 1940 4ct reduce our flr4hilllyand

could Thuit our ability topurane errVain oqmsntvnitira

We seek to conduct our operations so as to avoid thiling under the deflniiion of an investment company pursuant to the

1940 Act Spccdkilly we seek to conduct our operations under the exemption provided under Sccton 3c5Kof the 1440

Act provsmon av amiable to companies primarily engaged an the bucmness of purchasing and otherwise acquiring mortgages and



ther Iicn on and rcst in real estate ccortiin SEC no-action letters ponies relyrnj on this esemptiom muM

that least S% ci their asseic are mortgmte loans and other qualifrn assets and at least SO% of their assets are real estate

related The 1Q44 Act requrts thai we and each of our subsidiaries tsaIuitfr our tuaIdicaLion for mption under the Act Our

uhstdiare ilI reh either on Seuiort .jCIMC or other sccttoin thit pn.nade rnpiioms from re sterrn under the 1Q40 tact

1uthn ScchorI% aX and 3K The SFC tirrentl res tew ing the Section 3KN XC eitemjrnon as further diseussed

bek We bthese that ie are ierstrng our business in accordance ith the ewnpOon requirements oiSecOon 3c$SCI

Under the 1Q44 Act an inestment company is required to register with the SEC and is subject to es.teesie resirictkc

and potentially adverse regulations relating to among other thiigs ctçcrating methods management capitaL structure dividends

and transactions with afliliates 11 uc were determined to be an investment company our ability ici use leverage and conduct

business as we do todas would be substantialis impaired

In1itgaitOI theSEChiIdtIeia reriewofScNrn3frf51C ofthe l9O.4cVirsdther1adtmsndreRatawyIntetpetatht%

psomitawd thereirnder He- re-Ij on Seetiwr fr5CJas en ereazwionftom reg.tsrrathn mad euhnion wider the 1940 4cf

mad mn- gu1mtory maes as tesith of this SEC esfrw cod reqafrr its to chmae mar bit/ness mttd nperadims

On August 31 2011 the SEC issued concept release relating to thc exclusion irorn registration asan iiwestmenL compan

proide4 to mortgage companies
bs Section .cXWC of the 1940 Act This release raises concerns regarding the abiht ci

rnorrgae RI- ITs to continue to rth on the eselusion in the future In particular the release stales the SI-C is concerned that certain

types ci mortgage-related pools today appear so resemble in many respects investment cc patties such as closed-end funds and

ma riot be the kinds cicompanies that were intended to be excluded icin regulation under the 1Q40 Act by Section 3-cX$C

we bchexc that we arc prpcrlv rdmg on Section 3c5C to exempt us from regulation under the 104fl Act

lwhieh belief in large pan is based on no-action kftcrs issued by the SEC with respect to operations of other mortgage RI-ITS

the SI-C reicw could esentuall ffeci cur abilit to rel on that escmpt ion or could eventually require us to change out butmness

sad operations itt cider for us to continue to rely on thai eflsempuon lithe SEC changes or nanows this cxernpuon we could be

required to sell substantial amount dour MRS undtr potentially adverse market conditions which could have material adverse

effect on out Financial condition arid rtsults of operations We could also he forced to materially alter our btssiriess model and

irivestnient strategies which could materially arid adversely afFect our profitability

The outcome of the re pew by the SI-C at this time is not determinabk and the SI-C may take no action as rcsult outs

esie oi the Section 34c$$C esempliom from the 1940 Act is also posibk that the SEC issues inlcrptctattvc guidance for

niotigage RI-ITs as to hots their operations must be structured in order to avoid being considered an investment company and

omphance ith an such guidance could limit our operations and our prolitaLidtI as indicated abosc Finall ii possible that

thc SI-C requires mortgage I-ITs tobe considered imestrncn$ companies and to register under the 1944 Act which would severely

limit our operations and prolilahiluy and ltkely have material adverse eflct on our financial condition and results of operations

Other Rrvl.tors Risks

the- riwit nnrptty c/the-i by ovrsthw or one- or iiwrr of our flsfrd party knders tinder Me- 1S 8mnriq Code-

assets pkwd as collateral voder rvpvrchmsr agrme-atr .y sW be recswervble by its assy Incer losn equal to Ski

c.rcess of the- eoUateraf pledged owr the ainoant of the aswciated reparckase agreeaien$ rou.n

In the event that one ol our lenders under repurchase agree-men rle- for bankruptcy4 it ntay be difFicult for us to recover

our assets pledged as collateral to such knder In addition ifc ever file For bankruptcy lenders under our repurchase agreements

muty be- able to avoid the automatic stay provisions cithe Bankruptcy Code and iaicc possession of and liquidate oweoftateral

wider our repurchase agreements
thout dela In the event of banknsplcy by one olour lenders or us we ma incur kascs in

amounts equal to the excess ol our collateral pledged over the amount of repurchase agreemeni borrowing due to the lender

ifNY fail to abide by certain Ctusurwdiy hsturer Teadmg out slssion CFTC risks end regvl.thmr cy be- sfrri

esforcwwnt action by the FTC

On 1ccember 2012 the CI-ICs lbvision otSwap Eealcr and Intermediary Oversighi itlic iisisioni issued no-

action relief from commodity poo1 operator CPOl registration to mortgage RFIT thai use CFTC-rcgulated products
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ConflbOdit Thteres1$ and tht stiy ierain e%unefLled eritria Pursuat wh no-ciio kurr the Dhiio will no

reoinmemd tai the CVTC uk enfofcnbern aci1o arnM moi1g RHT i1it operor faI to reras CPO woidcd
thai the mortgage

RI IT iJ submits claim to Iae Ian1age olthe relmelamid ii the molgage RHT limits the initial nwin
and prenamms requmrod toei1ish ala comawnodit interest posilioms to no greater than percent of the lair market ft1tLC of the

mortgage RI- IT total asseLs limais the net income derhed annua1I from us commodity interest positions es.clading the

income from comnbodLt interest positions that arc qualm ing hedging lranactions to less than percent of na annual gross

income cc does riot market interests an the mortgage RI- IT to the public as interests an conimodut pool or otheru mae an thick

lot trading an the ornunodity futures eomrnodi options or swapa markets and either adenhlued itself as mortgage

RFIT anltenlOofftsIasiU nclaiaumonI-orm 1I20-RFIT cwBilaihaanotyd ilirduislirstU Incomeiareturn

on orin ii2CRHT it discloses to its shareholders that ma intends to udCnuI% itself as mortgage RHT rn na lint LI come

Ls return on Fsm 11 20.RFJT

We auhrniued our claim to the DMsion on December ti 201.2 and intend to saftiFy the cnieri set forth abose If we do

not sausf the criteria set Iuflh aboe we ina become subject to TTC regulation or enlotcenseni action the consequences of

which could have nauenal adverse effect on our limancial condition or results oloperatkms

RlskiRdatedtoAcçaentl.ia.d Reoor1ln eqinmenb

Esdaamires are iuhecesr hr the process of rnpp4.x 4AP aiai mmnaemenJ asey nat hej be able to asae esdrnates wMch

accurately reflect actual rvsu which may leads .aduwse chautes hi our reported GAAPresuks

Interest income on out assets and interest expense 041 our liabilities is partially based on estimates olfulure events These

estimates can change in manner that negaisich impacts ow resitlus or can demonstrate in retrospect that reienue recognition

an prior periods was too high or too low 1-or esansple we use the etlctire meld method of accounting tor mans ofour iniestments

which in.c4ies calculating projected cash flows for each of our assets Calculating protected cash flows uriiolies making

assumptions about the amount and wnrng of credil totses Loan prep meni rates and other lacrs The meld we recognue for

MAP purposes generaib equals the discount rate that produces net present iskie lot actual and prqeetoai cash flows that equals

our MAP basis that asset We update the yield recognied on these assets based on actual performance arid as we change our

csltrnatcs of future cash flows The assumptions that underlie our projected cash flows and effective yield analysis may procIo

be overly optimistic or conversely overly conservative In these caseL our GAAP yield on the asset or cost of the liability may
change leading to changes in out rcportcd GAAP results

Risks Related to OwniaK Our Stock

The stoa Ipp.m4nk limit Mçosrd by the Code for REfl7r wad oar Artkks of laworporotian may restrict oar hvthuess

combiaution oppominkics The sloc ow.semk4 limitation may also result hr redveri l1qaldi ha our stuck and uw result in

Lasses to an aciruhing shareuldrr

To qualify as REIT under the Code not more than O% in value of our otastanding stock may be owncd directly or

indirectly by vie or lewermndi uals tas defined in the Code to include certain entitlCs at an lame during the last half orcach

tamablc year alter our limat year in which we qualify as REIT Our Articles of libcorporaaIon with certain exceptions authorwe

our hoard of Directors to take the actions that arc necessary and dcsirhle to quaHfy as REIT Pursuant to ow- Articles or

Incorporation no person may bend icmalb or eonstrbth% ely own more than olour capital stock including our common stock

and Series Preferred Stock Our Board of Iirectors may grant an exemption from this 98% stock ownership limitation in its

sole discretion subject to such conditions representations and undertakings as ii may determine arc reonably necessary

The ownership limits imposed by ihe lax law arc based upon director indirect ownership by individuals but only during

the last hail ola ax yetit The ownership limits contained in our Articles of Incorporation apply to the ownership at any time by

any person which includes entities and arc intended to assist us iii co lying with the ax law requirements and to mirsimire

adminisinitive hurdcn llowcvet these ownership limits might also delay or prevent transaction or change in our control that

might Laxolve premium price for ow sioct or othcrwise be in tIme best interest or ow shareholders

Whether we would wars the ownership limitation for an oltct shareholder will be detammned by our Rowd of Directors

on case by case basis Our Articles olhacotpoaaiions constructive ownership rules arc complex and may cause the outstanding
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stock owned group of related dii4k or entities be deemed to be constructively owned by one individual or entity As

result the acqusiuon of less than these peroeniaes oftfie outstanding stock an indis idual or entilv oould cause that indn idual

or enxtl to own construClis el in ewess of these percentages of the ouisiatidm stock and thus be subject to the riership limit

The Roard olUireclors has the right to tetuse to transfer shares of our capital tocL in transaction that viould restik in

ownership in escesa olihe ownership hmir In addition we have the tight to redeem shares of our capital stock held in eseesa of

the ownership hint

The ituch nwtrenh4p flush Issposvd by Ie CaSe fiw RIiiTh and oat Ankes of Iuoorpar.tI.n may Impair the abll1 oiflwtders

Sn coawrt shares of our Sedei Pveferrvd Stock Into sharer Of owr commait slnc span taaste rfnmirol

The terms iIour Series Preferred Stock provide that upon imnc of change o1comirt as defined in the Articks

Inporutioul each holder of Series Preferred Stock will have the right unless prior to the Change ofCossjrol Conversion

lnlc4as defined herein provide notice oforir eketiom to redeem the Series PrefenedStockluoconveri allot pail olthc

Series Preferred Stock held bs such holder on the Change of Control Conversin Dale into number of shares of our common

stock per share or Series preferred Stock based on formula set loith in our Articles of Incorporation Iloweser the stock

ownership restrictions in our Articles of lncorpcraiion also restrict ownership of shar iour Series Preferred SzocL As result

no holder of Series Prekrred Stock vilI be entitled to convert such stock into our common Lock to the esserti that receipt o4our

curnmcin stock vould cause the holder to etceed the ownership limitations contained iii our Articles ol Incorporation endanger

the ta status of one or more REMICs in which we hav or plan to have an interest orresult in the imposition ola direct or indirect

penally tas on us These provisions may limit the ability of holder of Series Preferred Stock to convert shares of Series

Preferred Smock into ow conimon stock upon change of control which could adversely affect the market price of shares 1crur

Series Preferred Stock

iMdenŁ paak by RETa do Not qnalifrfiw Ike redo ted tax Fafr.s awi1.bk for souse dliderti

The masimum ta rate apphcsbk to income from qiuah lied disidends payable to domestic shareholders that are

lmdh iduals trusts and estates ma be either or 20% dependrng on heuher the taitpayas meosne eeeds the threshold for

the tsenly enacted .196% income ti bracket. lkldemds payable by RllT howesei generally are riot eligible for the reduced

rates Although this legislation does not adversely affect the tamilion of RHTr or dividends payable by REITs the mote favorable

rates apphcabk to regular corporate qualirsed dividends could cause investors who ace individuals trosts and estates to pcrccic

mvestnwnts in RHTs to be relatively less anniclitc tItan investments in the stocks of momRElT corporations that pay dividends

9hich could adversely atlect the value oF the stock or REITs including our common stock

ReItIvri of rxcrrs ksclushtm Moosrr by as could have adverse consequences So us or our shareht4drrs

Certain of our recurfties have historically generated etcess luchiskin income and may continue to do so in the future

Certain categories of shareholders such as lrrign shareholders eligible for treaty or other benefits rcholdcrs with NOLs and

certain ma-evcmpi shareholders thai are suhieci to unrelated business income tav could be subject to increased taves on portion

of their dividend income from us that is atinbutabk to escess inclusion nicome in addition to the estent that our stock is ovncd

by La.-esesnpt disqualified organirai ions such as certain governmerttrelatcd entits arid charitable remainder trusts that arc

not subect to tat on unrelated business meosne we may incur coqxwiue level ta on portion of our income In thai case we

may reduce the amnotuti ot our dkzribuions to any disqualitcd organiialion whose stock ownership gave rise to the tas

Item 10 JNRESOLVEI STAE COM.MEXI$

Thcrc arc no unresolved comments from the StC SLafl

ITEM PROPERTlt5

We lease one facility kicatesi at 4$IP Lake Brook Lrivc Suite 100 Olen Allen Vkinia 230O under two separate leases

which pnnsks total 0f9.21t0 square fret of office space lot our esecutive ofThxni and adsninistrathre staff The term of the finu

kane or 06K square feet espires in March2014 hot ma be rviwed am our ornon for one a4dnuzsal five yaar period at rental



ralt 3% f31cr thitn the rale in effci duri the pciedinig 2-rnoith period Thc term t1 the ccod le br 22 12 qua ic

ptr rn Jatiury 201 nd flOL ubjee to FCfltWI Oplion We bthee 1J3t our ptQpen 1$ Ma1mned rn good operasrng

4widiion uwJ is siiLabe ai4 aeqaie fo our purpcscs

ITEM LEGAL PROCEEDINGS

The Couipnv iccords axniM for ccrizin oulsamding kgal praccciding intigatkms or daims wbei ii prntbtc

fluia kabilhly wilt tic icuwcd and the amo.ni ofthc ks hc rcenbly ctimatcd The Company ealuaics on quarterly

basis YdoçThefls in kgal proeeeduis ntigattons amd claims thai eoud affcct the amount ofany accrual as well as an

kveIoptnttts thai ukl make Ios corningccy both probable nd naonab1y estimable When loss coniintmcy mot boh

probbk aid reasonably estinubk the Company does nul acruc the loss Ilower lithe lois or an additI baa in exeess ol

the aerua1 at least rcasonabk posibilfly and material then the Comçan disclosc rcasooable esamate otthe pouuhk 1o
or range of Ioss ii such raaorabk esilinate csi be macic ti the Company cannot make icarnabk estiniale of the possibk

maicril Icss or raig of toes then that fact is dieksed

Thc Ccwnpany and Its sdiarics are parUc to various lcaI proeecdimgs iickding those aa dCStibCt1 Ikw Mthaugh

the uJlunak outcome olthew legal woccdrngs arnot be aseettstmecl at ihs trnc and the rcsults of tcgal proeochngs cannoi be

prcdtetd 1Ji certainty the Compan beLieca basod oi cunvni knew kdge that the rcsouton ofanv orthec pructehngs will

ot have material adverw effect ot ihe Coinpanys eoroIidaicd finamcial ocndiioc or liquidity Howtver the nso1wŁon oftny

ofthe prooeedLThgs ckwæbed below coild have material mpat oi consoUdated rtsults oIopcratitwis or cash flows given

1ure repoitin peæod as ibe prooeeding arc reolvcd

One oldie Companys subsidiaries OLS Capilat inc GLS and the County ofAltcghcny Pciuisyhania Allegheny

Countv are defendants in class action lawsuit tiled in 997 in the Court of Common Pleas olMlcghcny County Pennsylvania

the Cotirr Between 1995 and 1997 GIS purchased from Allegheny County delinquent property lax hen reccisables for

propernes located in the erimy The plaintilla in this mailer alleged that GLS improperly recovered or sought rcco cry for certain

lees costs inlefest and auorncys lees and expenses in eonnethon with 015 collection of the property tai lien receivables The

Court granted class action stalus and detined the class to include
only oncrs ci real estate in Alteghcns Counts ho paid an

attorneys ree between 19 antI 2C3 in conneetica with the tbrccd collection of dclimqucn properly lax receivables by OLS

tgeaeralt% through ihe mniaiion ol foreclosure asuon Ansendtnent the statute that go ems the colkciiori of dchnqucni ta

lien rvcciaNes in Pennsylvania related case lau and OLS tiling or one or more successFul motions for summary Judgnlcnl

resulted in the dnmissal of certain claims agamsi OLS and narrrned the issues being litigated to hethet altorncvs Fees and related

eqicnscs charged by 115 in connection with the collection of the receivables ere reasonable Snch attorneys 1es nd lien costs

sere assessed iLS in its collection ettosts porstiarn to the pies aihag Mkgheny nwitv orthnannt On April 2t 2012 as

rcsuh ol petition to discontinue tiled by the plinlitTs the Court dismissed the remaining claims against GLS Plainuflhc

subscqcacuily appealed the dismissal to the Pennsylvania Commonwealth Court oFAppcal The claims made by phamtilTs on

appcl include only the kgalilv ol ehargrng and recoenng attorneys samdtx lien re ival arid asslgnnlexil costs rnm the class

members Plaintiffs hac not cnumcried their damages in tIns matter

The oinpany ii and Allegheny ount are named delaridanis in putatnrc class ction Ian suit tiled in uric 2012 in

the owl of Common Pleas oMlkgbeny County Pennsylvania The lawsuit rekisasto thc activities of 01 .5 in AlleglwnyCownv

related to the nhs astd colkciion of delinquent property ta lien receivables discussed abroe The purported class in this

action consists ol rcncrs ot real estate in Allegheny ounly shose property is or has been subject to lax hen tiled by Ahleghens

Courity dial Allegheny County either retained or sold to 615 and who were billed by Allegheny County or 015 for attorneys

fees interest and certain other cm and iihio sustained economk damages on and afler August 14 2003 The putative class

alkgauous are diet Allegheny County Cd and the ompan violated the cLass comsinulional due process rights in connection

with delinquent lax collection etioris There are also allegations thai amounts recovered tion the class by GI.S and for AUegheny

County are an unconstttuiiosi taLing ot pn ale property The claini against the ompany arc solely based Upon its osnershtp

of 11.5 The complaint requests that the Court osder 11.5 to ccount for amountS alleged to have been cliectcd in violation of

itic putative cls members rights and create constructive trust fbr die return of tuch amounts to nicners oithc purported class

The same class previously Glad substantially ihe same lawsuit in 2004 against OhS arid Allegheny Courily ACOR County

ofM$cgheny and 015 Capital Ine arid 01 Ss Motion for Summary Judgment is pending in that action The Company believc

the claims are without merit and intends to defend against them vigorously in this matter
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The Company and DCI Commercial Inc DCl former affiliate of the Company and formerly knon as Dyiie

Commercial Im are appe1lee or rvsponden4s rn the maner cif Basic Capial Marisgemeot Inc et al collectheb BCM or

the wUiflj .eru IX let al cuieiith pending an state court in Iallas Tta The mailer was inittaib tiled in the state court

in Dallas County Tess in April l9 against lxiand in March 2000 HCM amended the cansplaMn and added the Company as

detendaM FoUoiing trial oun de.ision in faor of both the Cornpan nd DCI PIiniffs appealed edcin reversal alike

trial court judgmem and rendition oljimem against the Company or alleged breach ofloan agreements for tenain iinjwocmemis

in the amount of SC million Plainuffi she %ought reersaI of the trial couns judgment arid rendition oljudgnient agamst DCI

in favor ol 8CM under two mutiiIy eclusRe damage models $21 million and $24 million peclhely related to the

alleged breach DCI of $160 million master loan commitment Marnul1sltio sooght reersa1 and tendiuon ofa judgment

in their favor loranorneys lets itt the amount o1S2 million Ahemauweh Plainutli sought anei trsal On tebnisr 13 2013

the Fifth Ciresin Court olAppeals in IalLas Teias the Fifth Ctrcwt rU$td on MainufF appeal alTtnnrng the pre into decision

alma hab.bt with respect to the Conipaw arid retrersing the pretam decision of on liability ilk reepect to DCI relaung to tht

S160 million maser loan commiirneni The Fifth Circtnt ordered new trial to delermirie the amount of aftorritys fees and

preJj4meot and post judntcm interest duc to Plaintiffs arid reinstated the $2 million damage ard against DCI The hllh

Circuits decision appeati to permit PlasMa Is to recover the costs of their appeal lioni both the Company and DCI The Compan
arid DCI cimnenk intend to tiles motion tar rehearing with the Fifth Circuit on she issue of the costs As pars of the motion tar

rehearing DCI may also halknge the S2 tt million damage aitard and the decision regarding attorneys tees Management

believes the Company will not be obIiaIad for any amaums thet may uhimalely be atvarded against DCI

ITESI MINE SAVElV DISCLOSURES
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PARE It

ITEM MARKET FOR REGISTRANTS COMMON EQU1T RELATED STOCKhOLDER MA1TERL AND
tSSUER PURCHASES OF EQVJTY SECURITIES

Our common stock traded on the New Yotk Stock E.change under the trading symbol DX The common stock was

held by apçwoimately 25728 holders aireconi as o1Febnaiy 28.2013 On that date the closuig price of oir common sick on

the New York Stock Echaiige was $10.83 share The high and low sock prices and cash dibidends declared on our common

stock treach qtmxer dunn the last two years wtre as Ibilows

Camm.ii Stock

Divldeids

lIis
__________

Declared

2112

First quaster $964 $9.04 $0.28

Second quarter $10.4Q $g.94 S029

Third quner $1098 $9.92 $0.29

Fourth quarter 10.90 Sg.66 50.29

2111

First quuter $10.98 $993 $0.27

Second quarter 10.14 59.40 5027

Third quancr $9.17 $806 $027

Fourth quarter $9.65 $7.25 S02t

Any diidends declared by the Board of Directors hae generally been the
puqxrsc almaintainuig our REIT status

and maintaining conipiancc with diidcmd rcquiremcrna aithe Scvie Ptfcrcd Stock The Series PreicffuI Stock has slated

qwuIcry dividend ofSO 2I pcr share and was declarcd aind pd in fuH for the bat two quarters of Ihc 2012 fls1 period taLing

into scounL propor1ioc adjusunevt so the third qtiarter 2Cfl2 dividend beeatsc hc Series Prerened was issied during the

third quarter 2012



The fIo in graph is he mr nprtsot of ewntlate ioaI rttutns Io the twes of ou cmrwrn stock the Standard

Poor 00 Stock Irde rsMIr the BI mnberg Mriage RFIT 1mdc and the SNI. U.S Einace REIT ln4e The table

belos aume 500 nvrattd at th cIüc of trathn on Deeeinber 200 eah of our cooimon stock the SP S0O the

Bkiombet Mor1ae RHT Iade and the SN t..S hnance REIT Index and astumes rerntesment of dMdemd

Comparative Five-Year Total Returns

S250

S2tK

sico

p--

12 07 12 123110 1231 i231 12

Fvmcx apilal ln 00

tirnbcg Mirgac RE1I uk Si U.S Enance RE1T nde

Cwinalir lolpi uckho$der Itetunsi an of Deecntber 31

__ am am am liii

1vne -npa1 Inc Common Stod l0000 80.60 $2022 $6568 $5543 $8041

S4.PSfl0 100t lW 79M 916$ c6i IQS9

BIounibctg Morigage KEn Index $0000 5875 7447 9319 947 $08.30

Nt Einante RE1T Index UKL 364 æl S371 01 94t

mc sources this inlrrnaIK1n arc i3kiombrg SNI Financial and Standard Poors isliich managiincn belicies to

be reti.ahk sounxs The histoneal rnicwination sd kwih aboc is no ocscsaariJy irdkthse of fuiure perfonnanee Accordingly

wc do not make or endorsc any cdcftons as tiflurv share thrmance

On November 202 the Companss Lloard of thrci.iors authorized coimnon sick repurchase protjram under wh
the Company may purchase upto S50 mil1on of its oats$andâng shams olcomnmon sick thmugh Dcccmbci 3L 2014 S.utpjoct

applicable secumnks 1a and the tcnmns of the Senes Preferred Stock dcssgnalion which is contained in oor Arftdles of

Ipocation future rcpurchascs ol common stock will be made at limes ant in mmounLs as the Company deems appropriate

provided thai lIme repurchase pnee per share is less than the Companysestunaic of the current nct bnok vahic of share olcommon

stock Repurehases may he suspended ordisconlmmicd at any lime The Ibilowing table provides comnmon atock repurchases made

or on behalf of the Company during the three montits ended 1ceemnbcr 41 202
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Qcta h2Ot2-tr312012

Ncwemher L2012-Novemher30.2012

Deccznbcr 1.2012 DICC1TthC3I2012

Total

Maimum
Total Number Appmzliate

of Sbare flollar Value of

Purebasid ai Sbare that

Part of Publicly May Vet Re

TOtal Number Anuouaced Purdiaied
of Sbarei Average Prke Plaus or uader the Plaus

Purcbaied Paki per Share Programs or Programs

Sin rhuu3wIL1

I$.OX lM000 49.079

lMO L86 104000 49.079

ITEM SELECTED FINANCIAL DATA

The following selected flzweia1 infoiuutie s$miild be read in cunjwLctian with the aadited cotsaLidtcd financial

statements olihe Company and notes cotacd in hem of the Muuiat Report on Form I0K

In thnuand rxcepv pe slare di$ai

isitort ionc
Net interest income after prodckwi or loan

Gain on stile mesmetgt

Fair trlue sdjuunetsts net

Othct incne act

General and mnisIraiepee
Not Income

Nei kmscocmc tt comnon sbarehokkn

Net income per common there

Bic
Dihitcd

Ddends declared per share

Series Preerrc4

Series Preftemd

For the Year Eadcd December 31

2012 211 210 2009 200

3$ 24$ 1O547

78209 S8424 33.045 23.7Th 556

8.461 2096 2891 17$ 2316

173 7i4 294 205 7.147

281 134 1498 145 1734

12.736 9.956 817 6716
74.042 39812 294fl 17581 15121

72Kw 9.I2 26411 13571 11.111

1.35 1.03 I.5 0.91

135 103 IAI 1.02 0.9$

1.15 1.09 0.98 0.92 0.7$

097

OM 05 0.95

Avetagc Interest cstnln

Average ln kstiag LiabilitIes

Average cffecthe yeId earned on

Average effective rate on

Net inc estapread

3.069.341 2.002981 6S.920 4627ML 37.67

325 3.64 4.8$ 5.291% 6.791%

l.12% 1.19% l.64% 121P%

2.13% 2.45% 3.17% 323% 1.51%
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titrnn IQ7.I0 l7I57

Total ljabihtie 6635I9 220M4 I357227 793O9 46672
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1TFi MANAMET1S DISCUSSION AND ANALYSIS OFINANCIALCONtflTION AND RFSULTS
OF OPERATIONS
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Itr.l Finweid Stnieintuc uarvAia ir i/etc 4nn1 Rcpei ot Prniei Tht dircton ri1
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ui tMc 4wua/ Frpor on arm lft.A aiedin ot3tW doct ntsfilrIiththr Pkae

rrire cnnd tt1un thi IJrm 7frt tkm1 nenireon

EXECUTIVE OVERVIEW

Wc bcJcvc Lha tiw oukwk ker nur husinis modcl is rie1e given Uw convrnic bckdrop kspd the uncerirn

rw4in iernmcnn poliey irnd it poteini1 ftcts pw incn1 of our instrncntc the imNC our porltbiKi from aien

puoha by the Ikp Recrv in ii third round of qtianrnitivc easin or QE iind thc uncertainly ltrnpv rn icu1ai

urtairny rprding the uropran Urion po1irk-al ncnornk and monetary fuiure and its pintiaI impid on the credIE

rncrkt During 2012 wc siiguiiic4ntly cpandd our utvetncnt in Acrcy CMI3S end nouAgacy UMS and MBS
gsvn the aIracftc trd4ld3u%tcd rvum and prepaymcnr prnIcctim pni4ik n1the inttmen With respect lo

UMELS and MI3S t0 we hac purtiaed hber quithty vcuns Ainied and AAA-nicd petivCy which wdl have higher

yIeds than Agency CMEIS amd CMOS 10 hut which carry higher financrng risks and costs and can ehibit lIlOft pAcC voltiidity

also added 1ongcr.torect Agcii.cy Hyhritt ARMs we eiqcl intervict rtes onft to remaIn range-hound for the furctccahk

ffiI2ht of tkr Fourth Osirr

During the fourth qu8rlcr ol2012 we jwsied nwt lacome of SUL million or Sfl.4 per common sEuire ersis S1$4

or SlL4 per crnmon share for the irdqiuulcr of 2012 Our net mterest inctinw inc eared to $1 iniftkm for the fourth

of 2012 compared lo $1 md hon for the third quarter of 2012 due to the higher average balance otoui invelnien1 folio

-u



uf$4I 7.5 miIIii during the Iüurh qaner Gf20$2 eti S3fl9 million br the third quatter of 2012 Ahhouh our aergc
interest arning assets increased our eighied aerae net interest spread dec1ned to 3% Io the fouth quarter of 20 from

2AW% for the third quartet o12012 Our net interest spread is dedmin as resui4 of purchasing lower spread assets nd also

from its1erestraLe resets on our Acny ARM pomtloho

Three Moatha Laded

December31 Sqaternher3L Mareb31 Decamber3l

2112 2112 Junc3O2012 2012 2011

2.031% 2.15% 2.33% 2.70%

4.29% 4.3.554 432% 4.0554

5.55% 5.63% 5.60% 5.69% 6.27%

547% 5-f% O7% 6.52% 637%

5.011% 531% 4.97% 4.13% 5.74%

_____________
2II IJ7$

Nct interes.tspn.d 1.93% 2.% 2.1 R% 2.41%

Although wc hae wgcteti 6044% aHccation between Agency MRS and non-Agenc MRSJIoam our Ageitcy MRS

allocation in recent quaners has increased outside of this range due loanractive investment oppomtiinnies in Agency CMBS 10

The fouowing table pmvides our asset allocation as olDecetnber 312012 and as of the end ofeech of the four preceding quartes

September 30
2012

Agmcy MRS $36%

ton.Agcncy MBS 14.7% 13.6% 15.4% 14.2% 16.8%

Other in%c1mnents .7% 5% 4.1% 46%

Our shardiolders equity decreased to $61 67 miflkin as of December 33.2012 or SI 0.30 percunimon share from $617.9

mi Ihon or 10.31 pci common share as of September 2012 The decrease in shareholders equity sncc September 30 2012

resulted from net decrease ziccumuLatcd other comprdcnsi.c tmcomc of $3.4 million parnaily offset by our net neomc in

cccss odiidcnds declared rhe dcacasv in accumulated other comprehensive income was due to net decrease in the fair value

onvailablc for sale investments due to decreases in the lair vale of Agency RMI3S caused by increased prepayment concerns

As of December 31 2012 had an estimated net opcrniing loss OLcany1owaid ofSl35.9 million As result

of our cornmnn stock offering in February 2012 we ursdcrwciit an owmaship change under Seclion 32 of the Code Section

32 In general ifs company undergoes an ownership change under Section 32 thc companys ability to utilize an NOL

carmyforward to offset its ac.aNe income and in our case after taking the REIl disnhiution requirenments into wxcunO becomes

limited to certain amount per year For purposes of Section 382 an ownership change occurs if oer rolling three-year period

the percentage otthe company stock owned by 5% or greater shareholders has increased by more than 50 percentage points over

the lowest
percentage ocomInon stock owned by such shareholders during the threc-ycer period Based on managements analysis

and cipcn third-party advice which necessanly inc ludes certain assumptions rcgardmg the arecieriratuoci imdcr Section 382 of

our use of capital raised by us we determIned that the ownership daatge under Section 382 will limit our ability to usc our NOL

canyforward to offset our taiblc income to an estimated rma.mum ainoimi of SI 14 miflion per year The NOL canyforward

eipires substantially beginning 2020

1ntc .imdRerivi Marker Imr.gtc

the following marketplace conditions and prospectiie trends have impacted and may continue to impact our future results

of operations and our financial condition For additional imiormnlioci atiomit risks that may be posed by these trends please refer

The folIwing table sununaris the average annua1Ied yield by type of MRS izwestnient the fourth qirter 2012

and lot each olthr preceding four quarsers

Average snnuigid yiekk

Agency RMBS

Agency CMB mdudes lOs

NonAgency RMRS

Non.Agency CMBS Includes lOs

All other investments

Coats of ftnsecutg

Deccabr 31
2012

.lse 30 March 31 December 31
2012 2012 2011
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Li p311 iim IA BRisk acoc md Pan Itcm QuamIiuiLie 3hd QtaIitatke DiscIout about MarIu Rsk eeniained

sithi1b thii AttiuaJ Repori on Form IO.K

Ftka Rrer kWfiJr% Pxci .rntithi Fthi nci k% IRS aNd Pj jtnJ

In September 2012 the Federal Open Markei Cnnrnttiee 4iOMC atrnotimced QF3 by induatin that ii will purchase

4tI hslhoib per inonih ltrd rate \em RMH unIPmIc to retnest prtntpaI reparnents on tts e5tPm Agen RMKS

porilobo amd ctcnd the aerac iflaUirit ol holdsngi til seurLtes These oors are cpe.ted to itcasc Lhe IOM IbtId1fl$

of loneriemi seturiur about .S btlhoti cai.h rmorttb The lederal Reserve epects these measutec to put dew nw aid pressure

on long term tnterest rates \t Ink the Federal Restnse hopes dut QF ill ejdstc an ectnonn reu ers siabilire prices rcduce

untponIern and resian bustness and househoki speodin theie ts no as oknotng what impact QE3 or an blurt ctons

the Federal Keseeve will ha%e on the prces and hqutdtt orAenc RMI3S or n4her securlues rn which we tnest The Federal

Keserve imdtcared in Januars 2013 tlsat QF3 wotild continue in 2013 arid until improsements in ecoltomic conditions and labor

are achiesed

During the iurth quaier oT2Ol we reeeied principal aymertls on our Agency RMI3S of $2 49 million CM aeragc

nsiani prepay meat rate or PR .ir our enc RMRS durin the fourth quaner of 2012 was 24 sen.us 4% for the third

quarter oF 2012 20.% br the second qnarter o12012 amA 21.4% for thc first quarter cr2012 of tecember 31 2012 the

weighted aserage coupon on the mortgage knits erItrtg our Agency RMBS was appriintatels I6 whtk the monhl

average 0.yeai fixed rmoripe rare and the cat hbnd ARM mortgage rate as that daic as published Freddie were

3.tte and 27$% respeciel

Cienerally the lower 14fl5S avatlahk on new Inohlijage loans the acttorts by the Federal Reserve and the low interest

rate ens iromnenr should entice borrow ers to refinance their moetae lam at lowtr rates TocIa how ever many obstacles esist

to retinanv.in including but not Imuied to oihter knder underwriting sundartb the lack ol borrowers equtis the u1Mkrlln

real estate and the lack cf an auepLebk level ot iniorne These obstai.les are cvrrenth tontrthuorig to limited retinanLii4 ol kan

in ow Agency RMHS portlolio and are kcepivi prepameni spcerb low relatise to cspeilatiuris nd to historic prcpastnent rates

in such low interest rate enireoment In an eThn to increase refinancing of Agency RMKS the US Treasury created the loine

diot-dable Refinance Program. or llRP whkh seeks to ease reflnancing restrictions tT high loan-tosaluc bcimiwen The

IARP program eases wtderwriiing reruirernerns for kmiers and qualilicatron conditions be borrows to eiicnd loans which qualify

fiw inclusion in Agency RMKS ll\RP is cwreuily set to espire on 1ecembcr 3L 2013

Given the cimitnued low interest rate ensironment the chamgcs to IIARP and the comrntmcnt by the Fcdcinl Resene

tocpkmgterm micresi rates low ncluding ihe kralKersesactionsihroughQF3 we continue toespect somewhat elevated

prepayment speeds on our Agency RMBS into 2013 As plained nore bully in this Annual Report on Form WK increased

prcpayncnts impact our net interest income by in reasin the alnorli7aton expense on any inscstnaents we own at premiums to

thrir par balance and lowcrs securftv yields

SC O4c and ntperikrfiw

Over the past few years credit markets in the United States have generally cperienced tightening credit spreads twltere

credit spreads ace defined as the dilTerence between yields on secunties with credit ritJ and yields on benchmark U.S Treasury

secunties Inparncular spreadson MF3S bavetighten docrthepastscvcralquoiiers from inercascdcornpclilicrn forheseasscts

rum lack obsupply from fasoratslc market conditions in large part due to the Federal Reserves invoIemcnt in the tarkets as

dscussed above and bclow and from wbsaniial amounts of capital raised by mortgage RFfTs and other market participants in

21112 Reductions in credit spreads vvift generally result iii increased asset prices mssuming no responding increase in Ihe

benchmark Treaswy nile which mcrcases our book val Iloweser when credit spreads tighten and asset prices increase yields

on potential new investment opportunities will decrease On balance saw declining new ins estmcnt yields during 2012 from

rttblcr credit spreads and from declining benchmark Treasury rates Itithe lint two months el2013 credit spreads 1unecontitwed

to tighten

1okt lnivia.nv



The US wernrment cihely seeking to support the .LS houstn market and has iniroduced programs suoh as the

IARP program noted aboie Changes tn the IARP program imitated in 2012
represent contImd efibels to spstr rdinanceactit

In addition Senators Raibsra Boxer and Roberi Menetl hae reintroduced bill in Fdteisary 2013 thai would streamline

relinancm of loans cuffenil uarameed Fannie Mae and Freddie Mac and extend the expiration dale of HARP by one year

The goemment has also introduced the Ikitne Affordable Mortgage Program or 11AM which neeks to assist borrowers

through the rnodlfivafton olmorigage loans to reduce the pnncipal amount of the loan the rate on the loan or to extend the payment

terms of the lean We expect that the goemmcnt sIl continue to introduce and experiment with housing prorsnn and

policies nastut the recoveiy the housing market These ptopsms could increase prepayment rates which wouM result in lower

yieldt on our Agency RMI3S

Ineex1 Rries

The Federal Reserse continues to maintain vcr acconumodaie niomewy policy The FOMC in Januaiy 20 reiterated

us target range br the federal lunds rate the rare at which banks nia borrow from each other at 0%-C 2S% The FOMC
continues to cmpliauie that economic growlh might not be sirong enough toi generate sustained tmproenieus in labor market

conditions and that strains in global Imancial nwkets continue to pose signthcant downside risks to the economic outlook Th
FOMC also indicated that it currend anucipales that the excqsoaslI lw range for the federal lunds rate will be appropriate at

Icast as long as the uneniploynierit talc remains above 40% inflation beteen one and two years ahead is projected to be no

tnorethana hatip nisge point above the Iomger.run go.t and 1onger-tern inflation expectations cotiUnue to be well anchored

In determining how tong to maintain highI accommodative stuice of nionelay policy the OMC indicated that will also

consider other information including additional measures ollabor market conditions indicators of atllauon pressures and rnfleison

expectations and readings on financial devkipmeats Finally the FOMC mdualed that hen decides to begin to remove pohc
accomnaodthon it will takc abàlanced approach comislent with us longer-nut goals of maximum employment arid inflation of

The actions by the FOMC noted bove have continued to keep overall interest rates low sad the Treasury yield curve

relattbel flat as measured the difference of between the two year Treasur rate and the ten year Treasury rate as of

Iecembrr 31 2012 versus L64% as obfleceinber 31 2011 Asset credit spreads also remain tight despite continued economic

uncertamt both doniessically sad abroad in our judgment primarily due to the estraordinar imoIvemcnt by the Federal Reserve

In the markets While our borTowing costs are based on shout.tcmi mutkct Ealca audi is 11130K and the Federal Funds Taiijei

Rate our asset yields mote elosaly correlate with ksngcr4crm Treasury riles and lomgcr4am swap raLcs In general flat yield

curve will result in reduced net interest spreads or new invealnicusa and will impact ow ability to reinvest our capital on an

accrethc basis

negative nupact cli llatening yield curve is the prospective reduction otour net interest sprcad and the related return

on our invested capital or new invcslnlcnls Since the first quarter of 201 wc have seen declining net interest spreads on our

new investment purchases in part as result othe tianening yield curie and in part as result of reduced credit spreads discussed

binther below

Vrnarrcmg

Our business model requires that we have access to kversge principally through the repurchase agreement market We

access the repurchase agreement markels through rcttiomshis with ker-dcakrs and financial institutions Repurchase

agreement financing is generally uncommitted financing sad as such there can be no gnarwtee that we will always have access

to this financing turing periods of sustained volatility in the credit markets such as was experienced in 2K or other disniions

to the credit and financing markets access to repwebase agreement financing may be limited as liquidity providers reduce their

exposure to the short-lam finding credit markets Repurchase agreement markets also find marry difltent types obasseis for

many different types of borrowers including MI3S asset-backed securities commercial pier and government securities Recent

activities by the Federal Reserve including Operation Twist have increased the supply othese other types of assets which has

increased competition trr repwekase agreement flnaricing Consequently we have seen modest increase in our repurchase

agreement inancing costs during most of 201

Rrgukian Relborr
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In July 201 ihc Ddd-Frznk Act .acied iiito Law This egiatior aimsto resicwc repoiibihiy and aceounlability

1te lnanctaI sysem riiiatin un kar hovi ihi kgiLnton uItumaeh inpaci the Compaw credit markc id the market

flit repurthsae areernenis or other 1xirrorng tsciltttes the imemn en troninent for Agency and non Agency MRS or irnecest

rate snaps and other denaet srnce theruksand repilations widerthe flodd-FrariL Act continue to be promulgated ernented

and rntetteted the CE1T

On Aaust 312011 the 5Ff issued concept release relaftn to thee lusion from registration asam iittlTLenLcOmpany

pim ided to mongae compantes Section 34 cS of the 1940 Act This release raises concerns teprthng the abdit at

mortgae RUTs to continue to rely on the eclusAon in the future In particular the release stales the SF.C ts concerned ilt certain

tspe of igae.related pools todas apieac tu resemble in mans reipocts Iniestment compames such as dosed-end funds and

ma not be the krnds o1 companies that eri intended to be ruiuded from reguLation under the l94 Act Section 3c$C
The outcome the reiew the SF at thØs time ia not determinable For discussion of the uncertainties and æsks related to

the SFCs rcvfre please refer to It isJ Factors contained within Part Item IA of this Annual Report on Form 10-K

On February II 2011 the Treasury released proposals to limit or potentially wind down the role that Fannic Mae and

Freddie Maz pIa in the mortgage market Similar proposak to limit or intl do ii the role of Fannie 4ae and Freddie Mac hac

beers proposed by number of other parties Any such proposals if enacted may hase broad adverse implications for the MRS

nwket and our bisiness results of operations and financial condition We expect tacb proposals to be the subject o1gnifieant

diseussion and ii is not yet possible to determine hedier such proposals wall be enacted We do tK4 believe the ultimate reform

oF Fannie Mae and Freddie Mac will occur in 2013 Uowestr it is possible that new types olAgency MRS could be proposed

and sold by Fannie Mae and Freddie Mac that are structured differently from current Agency MRS This may base the effect of

reducing the amomt oia%aiIaNe imesLment opportumties lot the Company No such new structures have as yet been proposed

Foi einhe discussion of the uncertainties and risk related to OSE reform please refer to Risk 1actors contained within Part

Item IA olthis Annual Report on Form l0.K

CRITICAL ACCOUNTING POLICIES

ntical ac tngpoheiesare defined as those that require managernenf rnostditlicultsutjeciiveotcomplesjiadzncnis

tand which may result in nsntenally difirvnt results tmckrdil1rvm assumptions and conditions The tlal1t ing discussion pnia ides

nior inlórmaftcm ott the accoimlirig policies maiiagcntcnt believes include the most significant judgments estimates or

uncertainties

ftJem Of /c.hnist Ptmwmc We amort ire premiums and acereic discounts associated with the purchase of our

mcsunent secuntics mao mieresi income over the projected lives iour securitics mcluding contractual payments and estimated

prepaysnents usnig the effective yIeld method art accordance with ASC Topic 3la.20 Estimates and judgments related to future

kvck mortgage prepaynwius are critical to this kiejmination and they tue daflicub for management to predict Mortgage

pnpaymen ctpcclatiors cart change based on how changes in current and prcctd interest rates Impact borrowers likelihood

til relinaucing as well as other Lactors including but not limited to real estate price berruwen credit quaki changes in the

inrgcnc t4 loan underwriting practices and lending 1ndu%tr capacit cons hi addition further moddicatiotta to css4tng

progizarm such us IAR or the nnplemcinatton oh me programs casi have significant impact on the rate utprepavmvnts further

iSE buyouls of loans in lmmmcnt risk of aklitah loans that have been modified or loans that have defaulted ii1l generally be

reflected as prepayments our securities arid increase the unocsiaiasiy sroimd managements estimates

estimate long-term prepayment rates on our investments using third party sec ice and market data The third-pail

ccr iee clmtprepay rnent rates using models that incorporate the lorw aid yield curve cwreal mortgage rates and ctiarctcntsacs

of the outstanding loans such as loan age arid current interest rates We review the third-party service estinialca and compare the

results to any available market cemsensus prepaymcin speeds We also consider historical prepayment razes and em iii market

conditions to validate the easontableriess or the prepaynleal vales estimated by the third-party service ant based on matiagcsnema

iudgmcnt se may meL adjuslmcnt% if deemed ne sar Actual nd anticipated prepayment etpcncnce is resicacdqiaasierlt

and ctFectiac yields are recalculated when dIltàenees arise between the preiously estimated futuic prepaynrenis and the amounts

actually received plus current anticipated tuture prcpaymcrns



Othethwi.Trnporwy rmrnis When the fai a1ue oan abIc1orsak sceunty is kas than its smomied cost

as of the reporting date the secuzw is considered tnpeiscii We assess our aecnues for impairment on at Icas quarterly baat

aaddclcrimnc tithe impairments are either Icwporatyor other thasi.tc porai in aceordanoc iihASC Topic 32O 10 Accounting

literature does not detire ba it considers an other tha mpoirsry wairmcnl OTW to bc howesa does state that an

orri mamintpoument The lilerature does provide seine c.xasnpks of factors which may be ndicative of

an 0111 such as the length oltime and cicnt to hicK owitet aluc has been Jets than cost the tinancial condttion and

ar.term prospects ci the issuel and the nlcrn and ability of the holder to retain its investment itt the issuer for period of

time sufficient to allow for nay antieipatcd recovery in marhet value

We assess our ability bold any Agency MRS or non.Aency MRS with an unrcaiied loss until the rceoiery in its

alun Our ability to hold nov such MRS is based on the amount of the unrcahred loss and sigml3cancc othc related msiyncsll

well our current leverage aiid anticipated hquidiiy Although Fannie Mac and Freddie Mac are not etplicllly backed by the

IUI faith and credit of the United Sia1e given their guarantee and commitments for support rcoeivcd from the Treasury as well

as the credit quahiv inherent in Agene MRS do not tptcalt coanr nov uf the unrcahied losses on our Agency MRS to

be credn.relatcd For our nonAgcoc MRS we review the credit mtinp cithese MRS nd the scasonmg of the niorigage Inns

collaessluung these securities as welt as the estimated future cash floas which include any proccted losses in order to csalurtc

whether we believe any portico of the unrealired ions at the 1mg dale is related to credit losscL

The determination as to whether an 0111 etists as well as its amount is subjectise as such detciminaticos arc based not

onl on factual mionnalson avadabk at the time of assessment but also on managcmcnln estimates of future performance and

cash flow prcciow As result the timing sad amount of snt 0111 may constitute material estimate that is susceptible to

significant change Our expectations n.h respect to our securities in an unrealsired loss position may change over time git en

among other things the driamie nature of markets and other variables For example although we heltcvc that the coascriazorshp

ci Fanme Mac and Freddic Mac has further strengthened their creditworthiness there can be no assurance that these actions will

be adequate For their needs Accordingly ii these government actions are inadequate and the OSEs continue to sufFer losses or

cease to exist our view of the credit worthiness of our Agency MRS eou$d materially change which may afFect oiw assessment

of 0111 for Agency MRS in future periods Future 1ev or changes in our expectations tilt respect to Agency or non Agenc

acetimics in an tmreahacd loss position could result in us rccogmcing otherthan emporas unpaimient charges or rcalwng losses

on sales of MRS in the future

frr thre Akuremests As defined in ASC TOpic 820 the lair value cia financial instriaticiti is the exchange price

in an orderly uwaachon between mattel pankipanis to neil an asset or tnnslr liability in the market in which the repotling

entity would tratisaci for the asset or liability that is the pnncipl or most advantageous market for the asset or liability The

tramction to sell the asset or transfer the liability is hypothetical transaction at the measurement dale considered front the

pcrapcctive of markci participant that holds the asset nt liability ASC Topic 820 provides consistent definition of fair value

which focuses on cxii price and pr wilizes within measurement ci fir valuer the use of market-based inputs over entity-specific

inputs In addition ASC Topic 2O provides framework for measuring flit aluc nd establishes three-level hierarchy for fair

value measurements based upon the lzansparcssey of inputs to the valuation of an asset or liability as of she measurement dale

Please refer to Note 10 of the Notes to the Consolidated Financial Sticnierits contained in this Annual Report on Form 10-K for

description of this hierarchy

The Companys Agency MRS as well majority of its non-Agency MBS subsuintially similarto securities that either

are currently actively traded or hvc been recently traded in their respective market Their fair values arc derived mman average

omuhiplc dcalcr quotes and thus arc considered level fair value measurements

Less than 20% of the Companys ncm-Agcncy MBS are comprised of sccuthies for which there arc not substantially

similar securities that trade frequcntl nod therefore estimates of fsir value The those level necurilics are based primarily on

managements judgment The Company determines the air value of those securities by discounting the esthoased future cash

flows derived front cailt flow models using assumptions that arc eonfirmcd to the extent possible by third patty dealers or other

pricing indicators %ignificni inputs into those pricing models are level ltnhiue due to the tact of readily available market

quotes Information utilizcd in those pricing models include the securitys credit rating coupon raccslimatcd prepayment speeds

expected weighted average life collateral composition estimated fatinv inietesi rates expected credit losses and credit

athmmceincnt as well as certain other relevant information Ocacrahy Level asSetS are nwa sensitive to the dc1ult nttc and

severity assumptions Significant changes in any of these inputs in isolation would zenith in significantly difFerent fair vaIn

measurement itd accordingly there is no assurance thai our estîraucs of fair value arc indicative of the atnoinits that would be

realized on time ultimate sale or exchange of these assets
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FIN A4C1AL CONDITION

The folkwrng dwussion addresscs nem fro.ri our Consolidated Balance Shect that had signifacant ciivity during thc

pass ar and should he read in con uncfton with the Notes to the Consotidatcd Finaeia1 Saemcnts cOtIitaLThed within ltew of

Pare II oltitis Annual Rcpor on Form 10-K

.1tncy W8S

Aclivity rekated to our Ageney ML3 for thi .a.c ended December 31 2P1 is kILo

In RMBS CMBS CMHS 10 Tolil

Rgiiinmg bslaacc as fiwuay 12012 1S172S0 302244 $SP665 1$65.159

Purchases 172121W 49g26 532.454 2303.564

Principal pmymcnts 63L069 415 M2.S4
Saks 461.534 23.94O 85.4741

Cbang in nct unrcaliztd ga 49s I0447 l7 33227

Nei aoiattoqt 432.552 43j 444$21

Lndininccaso1Doceinbcr3L2fl2 2j71.337 354Th2 567lO 349Zt9

Pair notional aluc as oF lkcembcr 31 24112 2425JQ6 306.527 l0.O5.495

tsti1iztd the rnajosmr uf the pnceds frtwn our c4uit eapiial raises dwug 2012 to pwchasc Acney RMI3S and ei.pand

our esiments itt Agenc CMRS 10 We teused our purchase on shorter.duration Agency RMBS to minimize our cpeure
to exteson risk if nteces rates were tu increase in future penods and we purchaed CMBS 10 in outlet to disersif prcpaymcril

nk eposure In ourpnrlfolic Agenes MBS IC are ks prepayment scnsiIsc than Agency RMI3S gi en the prcpayncni ptotccnon

frtiun of the lns underIin tt%c securtiks This helps to minimize the prepayrncn olati1ity ufthc rnvcstmcnt poulfolio

IEceinher 31 20l2.SA01iI1.ut Agciw poi oh npricdofFannic Maelrt.4slmcuts withheb.Lanec bem
cciinipriscd of 2Q% Freddie Mac In v.tmcnts and 6% Gtnnic Mae in%cstment.sectmpared to i7% Fannie Mae incsrncn and 33%

Frklie Mv in%ecinwni ns rafIcccrnbcr 2411 of .enber 2012 73% of cur Agency MRS mvestnicnls mriubk

nile M135 iith the remainder ftxed-nitc MRS

The lo9nwrng iahk pentc the weighted iierge coupon CWAC ib weighted erwge h.to-resei 4MIR br

the %riab$e-rate portion ot cur Ageric RIRS rtfialio based nn put nlue ci December 31 2012 %nd IXccrnber 2011

Decembrr 31.2012 13ccembr 312011

Par Value WAC Par Value
lJ

i37tt 3.94% 32l942

105.372 441% 314.l4 509

19184 3.82% 142.321 4.78%

1582.017 354% 6183Jf 4.33%

24O94 349% 1466765 4.37%

IJ tif iflb4T if .101 nprntargrtrfr our 4gerv .4Rh1c isd Irthnd .4RMr rt bwecl rqo the 1rr1 of ci

i.uirn 9$q rr.et bscd rn s/ri 1r1 of oc-irw 1JiOR oiI n.e Mdon the kirI wrc- war

r.i of cern/rev- .11 0I/ opprtn rnasb .JVo iiur .4jcsci 4R11r aiid iw/rad .1XA6 nset hcv4I upon 1Ir4 level of rr

Ii3flX 1Jflk 19 hyzsd on l/re run of ore-rrar l.ifOR onI bwi1 jç ktr1 or-war C.4ff

\s of cccmbcr 31 2012 approimiucly 95% ol ouu vanabk.rate Agency KMMS poifoluo resets based on one-year

FiOR plus eughiod iage rat.c ot X1 Ikcaute we typically ruince thcse in%csImeufls using 34-day repurchase agreement

hnancvng for which we pay flcrcaL epcnae liaised on one-month LII3OR plus ipread out rid mi-crest mcoine aCnsitnc to

changes in the untcrest rate ciwirunniemi 1hi rcnsuu.iy is dircutsed twihcr in Item 7A QanIitac and Quattialise lisclowres

\hcut Markci RI%L ci this Annual Reporl on Form 10k

on- 4gnc .31 KS

arnoitnt in fni.cn.Lc

02 MTR

13.24 MR
25.36

3E Mitt

37



Acljviy rclaicd to out non-Agcnc MRS br the ycat cndcd Dccnbct 31 2012 is as Follows

cwuf1u3 in rtuiowkLsi RMRS CMBS CMItS JO

Bgiaaingbaamccasofianuaryl.2012 l270 354010 51756 421096

7.500 165.4416 68.315 241.281

Prc.pa1paymcnls I3 2IR4 3429O

Saks 434.315 4343I

Chasigernnct unrealized pin P.314 2232 4523 069
Net accretion amoilLaion 160 27 10.652 410.519

EndiitgbsianccasofDiccmr31.2012 ii03$$ 113942$ 611.322

he combined ncitinnal balance c.f our rnestmcnt in min-Aemcy CMBS It securities as of Decenber 31 2012 was S2.4

hithon Ihe eighied aene months to malurily for all clout nLn-AgenL CMRSiic1uding JO securihesas of December31

2012 was 68 months tb 72% ha orinatkrn dates of 2009 or later Ii between 2000 and 2005 and the remainder prior ic

2000

During 2012 the Company etpaMcd us iientsin non-Agency MRS and MRS 10 based on the fatuahk risk-

return prolik olthese in1cstn1ents Oiii non-Aenc MRS imesiments consist ptinctpalh of securines rated or higher and

are primarily Freddie Mac Muli.Iairnty Ce rilleates on pools of recently twiinated muinlantily moilgage loans 1bese cerlilicates

are twit guaranteed by lnddie Mac and therefore repayment is based solely on the performance of the under1yin piooi of baits

best loans hnr iwepament IocLoui provisions which reduce the risk of early repayment of our itweurrtem

he following table presents ratings rnhwmationon our mon-Agency MBS and MRS 10 ünesirnents as ofUecember 31
2012 as an indication oldie overall credit risk c.ftbese inyelnwnts

N.n-Aeacy CMOS Noit-Agency MRS 10

Net Net

UnTeafized Related Unrealized Related

famoam1 In thmrimdI Fair Value Cain Borrowlap FaIr Value Cain Rorrowia

AAA 156180 8934 134678 U2.106 4.935 86.731

3J0I 37.207 i.K34 79

275310 26786 222873

Rvkw Mot Rac4 7.815 518 2.401

486342 39.908 397139 113942 5014 88.221

Thc tIIotn table prcscista tbc japhic dcniIic.auon ol the cciliaknll uridcr1rt our noo-Agcncy MRS by the

lop slates as of December 31 2012

Market Vlspr

czmouni ir vIoHaleraI Pereenlar

Florulu 750O1 12.8%

74.723 12 7%

71964 12.2%

New York 38.943 0.6%

Nctih Carolina 30.734 5.2%

Remaining saes m14 cxccedlng47% irdidtal1y 296.743 505%

588308 100.0%

SrrarrkrdMortgcge Ltaar and AIlaw.rwr for Loan Lesser

Our accuritizcd znorlpgc loans rid aUowiacc cc loan losses decreased almost 38% from December 31 2011 to

December 31 2112 This is primarily due 10 our rcccij of 540.8 million in principal payments which inciudet unschedukd

prpayincnts arising from mcrcaccd refinancing acuas ity during 2012



Duriti yeemdtd Fkccnbci 2O on c1oir sccumizcd cnumcniai vnoflgagc 1ot with an anothid osi oi

$3t rnUion was Iqudaid resulting tonicd in of S2L initliorn In sdditio ih terms for nc olour sccunthtd

cmcrcI mongc loans were mod1cd durthc ycarcnded Dccrnber 2O This Ion swcd by tnixcd.usc propcriy

loeatcd si the Mkt which has an appaiscd sa1ue in etces of ihe eorsciua1 paents dic oqi the modjflicd loan The

tmIitication rcsuked am efTecti%c tidd as fat rable to the Company as the leethie yield of the original loam In acctwdanee

with ASC 31020 the Cotnpamy necoimed lot this niodilicid loan as new loan which has an amonid cost basis olSL2 miflion

asolDeccrnhct3l.2G12

Ow allowance for loan losses dccicascd approximately 2% during the sear ended Decembet 3l 202 as we haic

experienced sigmflcarn .kctca rn our seneusl detIn4ucnt mortgage loans lunng the year ended December 31 2012 it

rncumti drge otIs at $23 million tor tccunticd motigage loans preiousI idenu fled uniired while increasing our prot ision

50.2 millIon ktr newly impaired ninilgage loans ideMiOed during the yeas

Dth4xs dsid Liab4liiks

As oil.cccmbcr 31 2012 and 24111 haiL uçut into interest rate swap agrecnicnis in which we pay

tnoaihI an arce4 upon fixed rate irtieresi and receite iariabk rate ol ifieresi based on -month and 3-month LIROR Our

primar ui br imeicst rate snap agrecmcnss is io bedgi our expostirt to increases in interest rates on thL repurchase agreemcnt

use to lund out niestmen purchases such ute tneteascsl our tokime of interest rate swap aetatiii to compensate br 11w

growth in ow repurchase agresmens twing used to fund ow uwcstment portfolio As the duration of our ponfolin racreases

tt wilt gencra1l add additional hedging tnsttmcnl.s such an interest tati swaps to Lower mit poilfoirn dwaton and in hedge the

unccnaintv of interest expense cash flows on repurchase incurs anticipated for the future

The notional aniouni oubianding lot our interest rate swap agreements asoIEeceixtbcr 31 2012 is 5L462.0 million it iii

wcihicd aterage fiscud rate swapped of cnnip.arcd to notional amount outstanding of SI rnz.o million with ucighted

ateragc liuted rate %wappcd ol an of Dcurnbcz 31 2011 Since December 31 2011 wehaicenicred into fifteen addiftonal

mterest rate swaps with unibimed nunonal amount ol 54P intlhti it esucd at trage pa-lhc1 rate ol 33% and weighted

aserage term until matur of approumaeeh 66 twuha lochided in the balance as of Leccinbcr 31 2012 arc sesen interest rate

sit aps whu.b are not ciTcuit until 2013 We uu liied forward sthrirng interest rate swaps in this insiam.c in responsi to statements

hi the Federal Rescric that Ibi tedcral funds urges rate will remain low 1ran extended penod of tame as discussed earlier within

this Item in the ieuUie Cherview section The table below prswidcs additional in1imation related to these forwardstaning

mlerest rate swaps

WriEhied
Mersge

Fixed Rate

nint iar FknwivuI Swapped

ornid Malt date

nxiuary 2013 150001

March 2S 2013 100.000 1.89%

April 15.2013 25.01 170%

27S.0O0

Our denvausc liabilities designated as cash flow hedges had net fur sakie of .39M million as of Leccmber 31 2012

eoinparcdto$25.5 mutlionasoOctxmbar 31 2011 Fortheycaremled Decetubir 312012 ourinleresi swapespense rrotn

cash flow hedges recogiwed in our consolidated statement of income was l44 million compared to SI I.i million or the year

etidud Deccuiber 31 2011 antI this increase in espense is primarily related to the increase in the notional amount of our derivative

tnstrunwnts outstanding during the year ended Dcccnber 31 2012 coinparesl the year ended December 312011

rtwcc of our interest rate swaps included within derivative liabilities on our consolidated balance sheets me designated

as trading tnstnirments and had fir talur of2.7 million as of December 31 2012 compared to 52.5 million as otLeccnibcr 31

2011 For the year ended December 31 2012 we rccogni7cd in our consolidated stalenient of income Ions of 50.9 million

related to these trading swaps which iswiiades the change in their thir talue as well as the net interest payments made on these

trading swaps compared torn loss oS2 million for the ccarcndcd December 31.2011 The Company entered into these interest

rate swaps as trading instruments during the yc ended December 31 2011

Repiutact- 4greemesrr



Rqurchasc agrcemcnss increased net 51.4703 mUhon from teccmbcr 31 201 Iso December 31 2012 prnunIy duc

a4 inonal bosrciwtp to inaiic ourprrehascsofrncsimcnts ruihc yarended Deecmbct 31 2012 and pruictpally20l2

purcltasos o1Aeney RMI3S and MRS 10 During 2012 the Compazy entered Imo 5200 million iwtycar conuniued 1aWty

to llnasc poslion of its iswcatments in CMBS JO securiiic The Company wW onntimtc to seek 1oncr.crm or comuitcd

rcpurdse agreement ænancing when nsasiagcmcnt bcJiecs that reasonable terms arc aailsbk Please refer to Note of the

Notes io the ConsoJtcd Finattetal Statements contained within Item of Pass olihis Annual Reposs on Form 1OK as well as

Liqwdity and Capital Resources cossained within this hem for additional inionnaion relating to ot repurchase arecmenLs

poslion of our repurchase agrecnicnt fsnctng is cofltcrahzed by rittraiion ænanctng bonds that were issued in

the past by one olour wliotly.owned tbsidiancs and then were subsequendy rcpurehascd redeemed by us through dUlcrcni

wholiy.owned sidiuy Ahhough these bonds arc legally outstaadts$ the balances arc dintcd on consolidated basis in

acco.ncie whit GAAP arid are therefore not included in the nrecourse colIatcrMicd flnanciig balances shown on our

consolidated balance sheet The additional repurchase agreement borrowings Ialcraliad by these redeemed bonds were ucd

finance the bond redemplioc as wtlI as to purchase addhionat ine14mcris The Ibflowiag sables sonimarize the par and fakr

alues othcse redeemed bonds used as collateral for repurchase agreement financing as of the periods presented

flece.iber 31 2012

Rcpurcbasc

Par a1ut Aryeemcnl

amorntr in tho4swrdr Outita.dlag lair Value Balance

couateral Type

Single-family moilgage Loans l.O95 17311 I5.91t6

niosigage loam 14160 14l32 J2J27

32.255 314K3 28113

December 31 2011

Reparcase
Par Va1ur Agreemenl

nornI In thoitwmd1 Outataudlmi lair Value Balance

oUstatt Type

Sinle4milymosipgc kns 21477 lS.6I6 l6.9O

ContnclaInsortgage1ons 49320 49356 43A$2

10.697 67ls72 60.42

Non-rvornuse Cd rtcjiairI Thvuwiflg

Our non-rccourccoftascrahzed financing dccrceisrd from December 3l 2011 to December 31 2012 prnnarily because

we paid off the balance ototzrTAtS financing which had fixed interest rate of 27% and remaining balance as of Deceniber 31

2011 of 537.6 miiliun and replaced it with repurchase agreement fuiancitg

Suppkmemtsl Jnfnnat1oa

The iabks below present the alkcaiion of our sharclsokkrs eqnty to our assets and liabilities The aIlction ci

shareho1ders equity is determined by strac1ing the associated financing for each asset from that assets cunying hasis During

20I2 we allocated subctntial portion of our sailab1c investment capital so CMI3S and CMBS 10 irwcstments because of their

superior risk-adjusted return iwoflkms as well as their prepayment proleded profiles which offset oi prepayment risk from our

RMBS assets

40



As of Deaber3l 2012

Aisoicliled

fl.andn
utt Liability AIIocsttd of

Carry1a Carry1a Sbsn.Iden Sbareholdcrs

Bask Bask Eqalty Equhy
W11

.P.J j_
354.142 24.77I l5.37I 17

56710 442$$1 I34299 20.2%

I.03i 7.OI 3.230 0.5

6342 39715 19I1$3 145

13.942 8L22t 25.721

7U23 43.810 27013 4.4

41

42.537 42537k 16.91%

55109 55.W9

4L7$8 26350 2240g 3.6

4.2W.229 3.b3.cI9 616.7i0 l0O.O

MofD.cembsM.2011

Assoclated

Haandg1/
Uabllk AIkcalcd of

tarryIa Carria SbrehsIder SharehoIder

Bask Basis qulh EquIty

t$77.230 1447.S 129742 349

302.24.4 222.921 7.323 214
S66S 67I lSfl4 4.9%

L.274 12.I$ 3.075 os

354.070 2739 57.331 15.4%

5L7 SJ13 12.173 35

113.703 79001 34.702 9.3%

1.41K 1.01K

27.997 21.997 1.51%

45.776 13.1

32441 1L159 1422 391%

2.552.193 2210.44 371349 1000%

e.dfl an4 jrj rtIlJt4j nn rnkI lrM4 rpirrhawcgr1 i.thks in4ui for rsnsiivcd

of th rqonig ptri1 arid n-wst cItrriwd .4odaiid fliemg Ainv
fPhIf fwr vahw of tIN Jjkir1 fe tap tnkfs a.i Irahrfnv

po.iitioii

ctnsnL

Agemcy RMBS

Atbcy CMBS

Amey CMSS 10

Not-Agcn RMBS

NoAency CMRS

Noi-Acny MI3S JO

SecuiiOzrd moflgg

Osh invimi
IethaLic uekbiLfl1cs

Cash nd cash cquvaknt

Other sssetstothe liahililits

rwnNfns sn

Ageicy RMBS

Armcy CMBS

Ageocy CMBS $0

Non-Agency KMBS

NoAgecy CMBS

Non-Agency CMBS to

Sccurihzcd rnorlgsgc kn
thc üi%es1me

Diithc assct kabilihc

ch id cnh eqLlikm

Othu atsother habi$ities
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KESIJLTS OF OPERATIONS

The Iltoww4 don addrvascs siifiesnt acivny our Cora1dad ternnt olincoruc the yar entkd

Deeemher 312012 Deecnibct 31.20$ and Deocnbe 31 2010 and sIwuid be read in eioqjunc1io with the Notei to the

ConsoIidad Financial Stateincras contained within Jlciii of Part II to this Annual Rcporl on Form 101 and the Eecuttw

Ovivcw CoOtained within thii Item

1rEsdei Dftikr IL 2812Compttd IarEqdtDeceatber 11.2811

Dwn 2012 comtintcd mcbiy cisin initiati-c itsiitotcd by the Federal Rcsene and itersl ccotsrnie wckne
let to dectiniog inetet rates with the 5-year 10-rat poriun of the US Treasuty curve dcelini by 0Jl%4I7% This low

rate ewlinmcnt impacted our rcsuts of uperallona by inexeasia aetual and c%timted prepayment tpecsls our Agency RMBS
and by redueln returns on new incUncnts that we added to the iacstmcn purt1oi During 2012 also saw increased

repurdse agreement eosts on our Agency RMBS versua 2011 as lenders began to pass through inaaed reguIaty uplianec

etsas and also due to etnpctiion for neing sad temporary increases in costs from the Federal Reserves sale o1shatt.tenn

Treasury uttcs pursuant to Operation Nist The sale olsborl4etm Treaswy seeuritIcs by the Fedcrs Reserve reduces the

aintami of repuretusse agreement available as buyers of these sceunOcs typically tnance them through the repurehase agreement

tnarkcb

Net Iatievst Thoaw .4pency MRS

The tllowing table provides summaty ot the results of our Agency MOS inesmcnta and related Ismaneings by type

ifcuflacral for the periods indicated

Fo the Year Ended

Decenb.r3I

2112 2811

Effective Effecth-e

YIeld

aarowyIs ir i.wndj Epeac Rse Balaa Ratc
Agency RMBS 319 2250477 i24 45013 1%1408 Zt7

Financing 415.0lo C2.OtI370 OI% .S9S I4$I.790
___________

35303 143% S418 2.21%

Agency CMSS 11.601 307491 369% 9.711 250333 3.8$

liancrng 533 25632 202% 39.4 183MM 12.121%

Net inicresi imconc/pread 6.266 1.67% 5.765 1.69%

Agency CMBS $0 1S841 3541 5.02 2090 203
Financing 3.4$ 2$8.9S5 1.3O% 24 420.056 L21%
Net rntcrest incomc/ipttad 1Z430 3.72% 143 6.50%

Toal Agency MBS 77761 Z06.709 2.71 56.$14 1845.944 3.075

rocal nandn 23.762 c2599.957 O.9O% 113.786 l6.714
____________

Total net interest iDCOtfleJ

spread Agency MIIS 531999 ESi 43028 2q25

Eernc anovti wul financrng ra1w wrhact 11 ited inIezr1 roSe epcc rw cw trfgmJhda

Atragt boncis arr cakuiuidw sunpie orragt gfl/ th rrdcwv twr.c drrcbicfr unrnluedgairic and

os.cIs
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dth rar3 arr ui gura.trtd rrtnt fr cni wurirrx RduJarun oft iiirviL uaI ratt

inu virhp tisrg Jaiprrviddbaaw flain items vwmauri wnoIamuaJtd

fur th rdrukrikrn ftxir iiekIi sr ra 4n twnpC fiuda urahitr em tiN rit pecfri tNIJufmrnt of

disrmjpu and prntum orirtrum.i av frrnn stmrrJv of t/frcthe tnnt rtrt

The nthjorst ol the ivicfesse iii our inietot in onte trom Atei MRS For the ear ended Deoetnbet 33 2012 compared

to the c.u ended Ieentbtr 2011 due to the gtoih ol our Aenc MRS poriloiw Dunn the ear ended 1ecernbet

202 purthased S2303 million in Aene MBS hich increased our aserat interesT eamins asseis to $2.316.7 million

Irvin .94.Q million for the year ended Deicntber 1201 The incnisc in erae irflcrest eanng assets helped ofttei decline

in the weighted aserae yield durmg 2012 of 136% to

lecrtases in teighted asevage pos on our Agenc KMRS and Agency CMRS negatieiy impacted our interest

mmie and eFTŁtut ields on Agem MRS during the rear ended DeOenbet 2012 The weighted aserage coupons for the

%ear ended fleceinhei 31 2012 were 1X9% and 19% for Agency RMRS and Agency CMRS rcspcctiely compared to 4.51%

anti 3i% lot the vta ended Deeinbuer TI 2111 rieiiel The dedine in weighted aserasjt coupon Ion Agenc RMHS

the result of purchase of newer issue Ilybiid ARMs and resets in the coupon rates over the last twelve months in our Agency

RMs The decline in weighted aserage coupon Ion /tgenc CMBS is pnmanFv the result of riJtases GfinveSltflentst4lth lower

c.u1xms oet tin last twele months

Oui Agcnc CMHS 10 inestments ponkcI impactcd our Agency MRS cffeciie yield by OJYT4 for the year endcd

lkteiribcr TI 2012 een ehou.h ields on AenL CM14S 10 deduied in 2012 relative to 2011 We were able to buii .gciv

CMBS 10 mvestmenLs at better telds than Agenc RMRS as demand lot the igenc MRS 10 products as not as stroti relatis

to the demand tot Agenc RMBS

\et preimum amoniiaton on gem MRS inreasct1 55T million to SI mtlhciri for ihe .ear ended le.ennber II

2ti 12 .onnpared to S2L nit llin tot the pear ended Dcernbcr 31 2011 Ths intrease in net premium amomftal ion is duc prsntarih

to the purchases of higtier-prvced Agency MRS 10 and geiwt RMRS during 2012 lo lesser e.Itat our net premium

amcirtiation also incecased due to actual prepayment aciivi as well as an increase in our forecasted prepayment speed during

tin accond quarter of 2012 in
response to dcc linth motigage rates and the hA RP rtlinance program We estimate thaiS 10 ml lion

of our net prvrnwm aniortiiawn of S$IM million was due to aclual prepayments ccecding forecasted prepayments during the

year as weB as changes to mcpected iturc prepayment actibity on ow Agency MRS

hcludng interest rate swap espense our financing cost for Agency MRS increased $7.9 million to S12.7 million for

the ycanended Deccenbec 31 2012 wm54$ million forthcycancndcd lvccmber 31 2011 Thisinercase ispriniarily duetothic

addiuomil repurchase agreement borrowings we tiseti to finance our Agency MB purchases over the past 12 months In addition

the avcuige rate on the repurehase agrecnlents increased to 0.4% ton the year ended teccmber 31 2012 from 0.29% for the car

ended December 31.2011 This higher ceisi olfinanc4ng Is indicative of the highcrcosis oiflnamcing Agency CMBS tO investments

anti generally increased costs for rcpunchasc agreements dining the year as discussed above

Our Jinancmg costs tr %gcnc MRS shown in the table above for the year ended December 31 2012 includes SI 11

million of interest espcnse related to interest rate swaps compared to $9.0 rnillkm othtcresi rate swap eitpcnae for the year ended

leccuiher 202 Interest rate tsp cpemse increased our borrowing costs for Agency MRS 1w 042% for the year ended

lkceuibcr31 2Ql2comp edoaniriccaseofL5.3% for the year ended 1cccmbcr 31. 2011

r1 Increst tnco.uw %on-.4rnçv 4IS

The following table pros ides wmmary of lhe results of our non Agency MRS mvestnwnts and meTaled fmancings

type at collateral lot the periods imdkatcd
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For tbe Veir Ended

Dectmber 31

2q12 2011

Inc.me MeTal Effective Ineam Avera Effecthe

rwncNmA in thuwwnL Eip.ue Ba$a.cea VkidRate Ep.sse Ri1ace YkJd/Raic

Nos-AgemcyRMflS $84 IS40 574% 793 13086

216 4lI.77 .3% t33 9.715 1.3bp%

Neesiincomciprd 66$ 3.91%4 472%

No..ASeIicy CMIIS 24568 406.918 606% I6668 275469 605

Finaicing 9335 331.036 2.77 7.233 4235.49
____________

Net iiiterrs comc/prd I5233 9435 3.01

No.-Agemy CMIIS 10 4S5 71.$12 5.39% 1362 14447 9J0

Financing 933 55.164 .64% 252 411.02 .49Y

NesIthcocneuprad $_3 3I75%$ 1110 721%

Total nonAgency MRS 29967 4942Ol 5.9S 1M2$ 303232 621

Total fiwcin 10.41W 39.477 2.59% 7.611 256295 2.91

Total rt inuereat rnconiia

spreadno.AcncyMUS 34.% S. J17 3.30%

rprwawounhj aWfxnang rer.c incisr aUacaterI nirix rponbn.cr rafr siwq .%gVafLs

.4irug balwrrx jri cacuiazcd cr .ciniik airag ifg jç aru

EJ%chi iIth rWs.i or aTnUaJZLCF cone epcrsc minrnV RtcoicIawr of ffixirir vkldc ad
crv nobtpossibfr msrng duu prvvk dbecawr et.rlrauv wan Irrpenrt iiems qa wnarav not anialrt1

fith caIcuanoi of.fkriiv e1d oc rates An xanvpk of suci orie-tinw uen is me risptir liiifj of

thscoupit dpremlw twwirtiatIkas i.ithirz front stneIkIVT ofe4%crke iiikrcsl raws

Our mieres income from non-Agerscv US rmcreased er 59% ror the year ended Dccenibcr 31 2012 compared to the

year eiided December 31 201 Tte increase is due to higher acrIge balance resuhmg from purchases of S24 1.3 milbon or

these iriesnieIi.ls si.bsequcnl 10 Iccember 31.2011 as well as faorabk incrrase in inicresl ineome for the year ended 1ecernber

31.2012 forihoeeincsimenisIdasi1Decembcr3l20ll

As shown in the tabk Mxc the cffccihe ytcid on our noii-Agcnc MRS poUfolio decreased for the year cdcd

December 31 2012 corniared to the year ended December 31 2011 added non-Agency MRS 10 in%esImcmts higher

premiums during 2012 and lower yields as the demand for th4se n1estrn.rnLs increased irpurchase pnccs The higher premiums

on our non-Agency MRS 10 Increased our premium amoflizstion cpcricc for the year ended December 31 2012 compared to

tIc ended Devcinbct 31 2011

Our interest expense from repurchase agreements coUaiemalied by non-Agency MRS rncreascd to Si million ccc1uding

mtercsl sate swap cipense fo the year cnded lccesnbev 31 2012 compared to 2.5 snilhioci for the year ended Deccmbc 31

2011 an increase drnen by the increased o1ume of repurchase agreement borrowings used to linanec our non-Agcnc MRS

purchases In addition to the increased aesage balance the acrage rate on these repurdiase agreements increased to 1.53% 1cr

the ycarended December 31 2012 fTom I.27 lorthe yearended December 41 2011 This highercost of rmancmg is indcatie

of the higher cost or Iirsaricing for non-Agency CML3S 10 as well as general mcreascs in repurchase agreement costs discussed

above

4.4



Our inancrn Lüss shwm in i1e iahle abQe ftt noAen CM1S ivthk irnelcst rake svapcxpcne of $34 rnillicrn

ait1 $2 mlPion lot the wars endtd Deainber 2C1 and Lectmber 31 2011 OeraIl the Irtanth ndud irnetct

rate swap ense ibi maft.Atelbcv MHS detreaed 32 bai wirts or th year eeded Eecentbcr 2012 frun the year
etwkd

Ieanibcrr 31 20 hocaust our nteres raw ap expense impacted our bonewng co fot otm.Age9cy MRS by only M6%

loi the year ended Decetnber 31 2012 nipared to 64% br the year ended Lecember 2011

Nef hfrtet Income Secthsi MIvVaAr Liiu

The fIIowinij table proides unmary olthe reauUs of on ecwitizcd mortgage kmns and reLated tinancing lot the

perioth uidicaed

For te Ve.r Ended

December31

212 2011

1.eeiac Aierac Effecthc 1icensic Arre Effrctht

ratvautx at thourwtthi Fzpcme sIanre 1edIkatr Eipcase Kabince dfRatS

Seeuntacdmoe1pgekMn 5393 9I$I 316% 7415 133198

Finarbcin 864 592I L44% 42678 490972 2944
Net mtcrc tmconcaprcad d$31 4937 276%

Pro ion lorloan losse5 192j 871

4s $- _4_
4irrrgc wrI skifi.anda held trurres erceyr irfrum fiwed Ioatt held 1w ins

r2 1raidrzitcaj an bwttd on wawsktd ncrmu frxpenw amurnts Ra1cuktt1ar irklth and ratts

nn wt rbfrithng data pvvkd rn thr abk cat c11Qat Emmw wid cxpvtae ifrmx rfu one4nrw ratu aru

ruf Ar uaIicnI .fraM iJLL iv An ttgtmpir fuch txan iztm iht irtrpecm
4uimtnr fdEc1Mrnx arnIptnium nv1ramsi ri nftvrn 4srfirwU fffrcsM infrnw raW

Ibe decrease mtcresl income on iecuntiied mortgage loans is the result of Ilbe lower average batamc on$suinding ftr

the year ended tccrnbrr 3L 2112 compared lo the
year

ended December31 201L 11 cbLarices have decreased year over

year because we are no longer adding securitscd mortgage loans to our nwcstment poiifoho incipl payinenis including

unchedukd paynient were S4Oi mil1on the year
ended tecember 31 2012 compared to $3 76 million tbr the year ended

December31 2011

fte decrease in interest expense aisovsited with securiircd mortgage loans is related to decline in the average baLance

onut1anding financing which declined due the pnncipal poymerits on the mortgage kan collateral thai are discussed aboe

these payments received are used pa down the principal on the relied bonds In add our interest epensc associated

nh sccjriuied mortgage kwss was larably impacted by our redemption of $237 rnilbon of our non-recourse collaicraliicd

at the end of the third quar1er of 2411 This redeuipOon4 which consisted of portion of our ritization financing

bond issued in with coupon of 16% that is cullatemliicd by our sccuntizcd cotmricreial mortgage loans was financed

using ab$e-iiue repurchase agreaneni financing at significantly lower etTective interest rate than the previously outstanding

portion of the secuntizauon financing bond

lniiskintr Loott Lout Dunng the year ended Decemtier 31 2012 we added $02 million olrcservcs for estimated

tosses on our sccunIued mortgage loan portfolio compared to an addition of SO9 million of reserves for die year ended December

312111 The majority of this additional reserve was related to our singlc4Imily sccuniizd mortgage loans

Iwkcr Rrvnves and Irnses

lb fttflowing table stsmmarues information related to our gain on sale of investments

lid for the years ended Ikcembcr 312112 and Lccember 31 2011



Far the Yeat Ended December 3L

otowtLi ifl tkmsmhi

T1atme
Agency RMBS

Agmey CMBS

Agency CMBS to

Non-Agency CMBS

Secwisized morigege Loaa liquidamn

Freddie Mac Senior Unsecured Rcfrremcc Nis

26.662 X56

23939 19

34.315 3.013

362 2072

99.966 1.070

i3t1 $46 IW7 26

The inccased pin on sale reficeis prsce appreeasion Mrsng 2912 We purebsed the Freddie Mae SelLkr Unsecured

Reference Notes durn 2012 with proceeds from sw capital raise In Februauy 2012 as temporary incstment and subsequenily

sold these notes favor of Agency MBS We sold the MUS securities dising 2012 as result of ponfolio a3asscin and to

reduce out esutc to prepayment ri in the case of the Agency RMBS

Fair 4e jdstnirni For the year ended December 31 2012 our fair value adjustments net o1Sl02 miflion

corsist of unrealized losses of$O.9 million related to the changes in fair slue of our dcrivatiic tnrnients dcaipaicd as Uadin

securities partially offset by Iktedgeins uISO.7 million related tochanges In fair value of ourAgcney CMI3S desltnaWd as

Emdin secunites For the year
ended December31 2011 our ftr value adjustmcnls4 net coissisied pmirnardy of an unrealized

pm of SI .9 million rdaod to the changes in ftr vahic of our Agency CMBS dcsigttcd as trading securities and an unrealized

loss of S2J million related to the changes In fair value of our ktlvaUie Instruments dcsfrgsstcd as trading securiiies

Gencrat and administrative crpcriacs for the year coded Docanber 314 2012 increased approvimakiy S2 million

compared to the year ended December 31.2011 The majority othis increase is due to increased incentive ccimpcnsalioo expenses

well as an increase in our number of cinpkiyees General and administativc expenses as erecotage of shautic4dcfs cqity

decreased to 2.3% for the year ended Deccmr 31 2012 cswnptuvd to 2.8% for the year ended December 31 2011 as grew

our equity capital during 2012 without incurring significant additional overhead cxpcnses

Year E.dtd Deeeiabcr 31 2O1LCamarcd to Year Eadad lectabcr 3L 2010

Net Iiifrresl Inceae 4gmy MIS

The following table provides summuyof the resuha of our Agency MBS investments and related 1uancm by tc
of collateral ór the periods indicated

202 2013

Maeiltnpd en salt4 Amortized alut on sale

c.st bash sold ott cost ba sOld met



For the er Endcd

December 31

2011 2011

Efrecthe

income Aernge Yield income A%eroe Yield

wntMrnI ruwswptL B.IM.CCa Ratt9th Ezpense Baiaacc

AgccyRMBS 45013 1567408 2.87% 20404 566288 340%

Finatwsng 49.59 l.I5I.790 40ii6S 43414 423.260
___________

Ni rntersi imcotacisprtad 3541 221 67% 293

Agency MRS 9.711 2S0333 3.81 2516 65188 3.84 54

Finamcing f3.Q46 I3.$6 42.12% C144 447.861 4O.3Q

Net irtcrei 576 1.6954 2372 3.5454

AgencCMBSIO 2.090 28203 7.754

420.0561 41.21

Net unert-t mconic/iprcad 145 6.50% 54

TcisalAgcwyMflS 5614 1.845944 307% 22.93 631476 343%

lat.al rmancin 4L1.7K 1655.714 0.2 375g 571.121 40 65

oiai net inierest il.oT
%ptcd Agency MRS 43028 2.25 $9162 2% 54

Ii I..IpJAI1- awrrw11i ijwjlrunerir PaW jncIut allarrdrnwrrxt Ir i.tjn.- tnini1 iflr

-4 L-t-raIc h/-s un zIc-uIafrd tc ii .sirnplt aerugr ih awwiiI osr haTi.i wid xcIuJr r4rirIdarid

Lfftt liv iekJs ftaiksJ an hiIMzJ OP1 PtItf kthflt k.qMyflc.I ImOtrnh Rt dIUINJOPl ofe1kirir ve/t wid rrj

piri bt posj We rirng duipr ithiIt caIsc efV4Irv P3Ckaffik.t/eflft ILflV 191IJ Of e-Vliw mawt 1FEi1ot JJ1LtI
sire lkigtww of tllecsivt Id.c raV4 .4 erwnpk olsucJ oNetune rtem th4 rttrnpctrLe aii.sHfJcns of

iIctorpn ctdpri Jrt4jfton urppg it alI/ .rep1s Of effeefl%c iPikts Ptlit.

ur rnicn.si inon From Agi MRS inrasI during Ih cmkd Ltmbi 31 21111 coinpand to ctnbr 31

211111 pflrnanl du to our purctiii olSI .215 million of Agiwy RMBS ard S26 irnlhon of Ageixy CMI3S during the year

ctided lccrnr 31 21111

Offttin the bcntti1 o1hci.c pwdues our ifflerei incon nd cffciiic teld on Agciw MBS er neati ely impa1cd

zc in our met premium tizaflon Our net premium anorftztmom1 ureabem1 during 2011 bee.aune our phasci of

1gemcv RMBS dunng the cu ended EXeeniber 31 21111 ice at higher prioms and at lower effective ytcids than ow Agency

RMBS p.tri1Imoa oftecember 31.2010 The V11th yield on our Agem.y RMBS purnhasemlduring the ycarcnded DeicemnWr 31
21111 mnpaad to the etTotie %ield of 1i4 earned on ow Agency RMI3S xirtfoLio during the year ended

31 2414

During the third quarter ol 2011 uireased our trecaied pcepiiyrnellt peds ftr our Agency RMRS to 2R14 PR
due to our bdiellhat prepamcni speeds on variabk-nfle Agene R.MBS mnveslncnls will increase in the next ftele months as

re..uh of die contmmied kn in1cres rate eir ironrnent and proposed cluinges to the HARP program Increasing our forecasted

prep Inent speed rduecd our mnten.t incouw from Agcn MEIS incceasirg ow met premium am 113110m1 cipcnse for the

arendedecemtr3I 2411

ludinsj materesi rate sp expense 1inimcing si for Agency M13S increased millionto S4 million for the

car ended 31 2011 frm 51 mifiton br the ear end kccrnher 2010 due to our increase in average balance



TotaJ ntm.Ageicy MBS

Toia rrnsncing

Total net isteftat incom.f

spread neo.Agency MBS

lkuaber 31

2011 2010

learnt ffactlvc Iwie Mcisgç ElTectfrvc

Ezpe.se BIa.ecTh IIeld/R.tØ 1qwnse sIuee YIeWRite

9$ j3O$ 645 94$$ 610

of epurchase areemenL financing bich nceed due to ow ise of repurchase ajreerncnt borrowings to partially frkance our

Aeacy MRS purchases during the ended December 201 The averst rate on the repurchase agreemeats eeludir

imter rate swap epeme colbtershed with Igency MfiS rerimed flat at 0.29% for both years ended December31 2011 nd
December31 2010

Ow tinamcrn costs for Agency MRS sttown in the tbk abwe for the year ended December 31.2011 nc1iide the allocation

of $90 million of interest expense retaicd to ow snerest rate ssps designated as cash flow hedges compared to $2 million of

interest rate pease frthe yearended December 312010 ThIs increase isdietotbe additional interest raw swapagreerments

we hasie entered into since December 31 2010 in order to hedge our increased exposure to mieresi rate risk associated with our

increased use of repurchase agreement borvowin8s

Net Imvres ticme No.4e.scy MBS

The following table poides summary of lht reaailts of our i.Agency MRS lwestments ad related linancings by

type oleoltateral for the periods indicated

For 11w Year Eiukd

famoItnJ up

Non-Agency RMBS

Financing 133 4Q.7IS L36% 94 46.295 41.491%

Nct thicres in ctsprcad 662 4.7 351 5.2%

Non-AgcncyCMltS l666$ 27469 6.i% l2$46 I3cU 6.99%

hnancin 7.233 23.49K 43041% 4129 jl5242
____________

Net interest income/spread 9A35 3.01 Lu 4305

Nao.Agcncry CMBS 10 1362 14641 9305

232 11.082 0.491%

Net interesi income/spread 1J0 $I

1M25 303202 621% 13491 193535 6.97%

7.618 2$.295 2l% 4.223 I3S.41 4264%

11207 3.30% 9.268 4335

Ep.aw umo.wvls adflta9rcrng ralrs inchgk aiocarS rnjcrrsl rak csra in$civct ralrirdtsgnaied

Awrae arr k1azrd cnjk uerag if tftc 4JfV tOiZtdO5t harr.c aJ.d rchi NNPTtedgarn1 aI
Fosws

Effrctm yetth rakr on amruaked ncow jerce anourn RrafruIaiion of rffcmy vwidr and roVes

may no bcpo.ciiWe srng tuaprnwdbecare Mrn Inc vsdprnst iiemr Wa Vm.cnatw avrnoianrna1rcd

hr tint cuIcuIawrn of dfrci ijddc or nvc An raepk of cith OPC-$JPfl riem lk rtmsptCVrve aiLfJuntN ot

dconi ardprv.mum ortzafum.c onwrg frvcat ucWvtnr of effccui ajers ralcc

Oir ineIvsl income frimnonAgciwy MRS incTca.ccd for the year ceded December 31 2fl II compared to the year csickd

December31 2010diicooiurpurdiascofSt$9.2 million in non-Agcnc MRSduring thcycarcndcd Dvccnbcr 31 2011 There

purchases increased Dura%eragc balance oii which we earned interest income to %30.2 million for the year ended December

2011 from S1c3 million for the year ended December 31.2011

Fbiancing



Ofthe St millionci rorAenc MRS piirche during the year ended Deoetnbet 31 2011 S29 milbon repotsent

the premuiim we paid for non.Agcnc MRS IO which increased net gwemium oiiiiauiom on non.Aency MRS cc $3.1

nIIiun icr the eor ended Deceunber 31 21111 uoinp.arcd lt SI miflion ur the ear ended 1ecemer 31 2010 Th increased

nd premium amLrtItion coiiiiuhuted to the ft dereac in our eiTecuc yield on our nomAgenc MIIS br the sear ended

Iecember 31 2011 compored 10 the year ended December 31 2110 Also comifihuiliug thia decrease in effeme kid the

aicrage coupon on the remnainEng S13b.3 million 9on.A4ency MRS pu ties lo the year ended December 31 2011 ias R6.
compared to the average coupon of 67 cr mon.Atmcv MRS lot the year ended December 201

Iui in the years ended Dcctivihcr 3$ 201 and lccenibci 31 201 CI oirr non-Agency MRS porifohc waa linanced usan

rccotimt repurclsare agreeinenL arid uoitrrcoufc ccuruIi/aluon and TALl- 1imancing Irneress cpcnsc from moit.recoufse

1inaocmj S2 million for the year ended December 21111 arid 52 million lot the earended December 31 2010 Inerez

cipem.e Iromrvcoursc iieartcin mcrcased $2 million ses.cluditsg imcrer.t rate s.apcpenaclfof the ear ended Iecernhet 3$

2011 comporcd to StA million for the year ended December 31 2010 an ieicrease primarih drhen by the increased olume of

rrpurchae arecmnen1 bOTrPVI iml tried linnce our 2111 nc.n.Agencs MBS purchases The oietIl financing rate lbr soru

eruc MHS hoii in tlst inbk abuic rcra.cd 27 bai p011th from the ear ended Eecembcr ii 201t1 to the ea eiwkd

lecrniber 31 2011 Iccause ci mtereiL rate svap e.ense that v.a allocated to the rep..ucha.se agretrnenL coltatrrakttd by moia

eiacy MRS ihich var $20 mullion Pr the year ended Icecmber 31 2111 compared to $04 million for the tar ended

Iecember 31 2010

ii vs Mseecs hiioie SscMrIazd Morjpae Lnarn

rhe toIlov in table provides summary ci the results of ow securithed moriage loans and relsied financing for the

periods indicated

For the Year Ended

Decewber 31

2011 2110

lmc.mc Aicrage Effcctne Inceme As erage Ufecthe

faimrgnts in thO1Lr4aJ.LJ Epcmse Balance s1ddRatri Epcne Balance Yied/Rak

Sc-urttiud moripgc loans 7415 $33198 570 $2334 105.807 6.58

Financing 421i71Ct 9O.972 12041% 4i.76 I30.O2 2r
Net inmicresi mrruospre.d 4937 2.76 58S$ 1.g6

isponicwloarkscaei 1171

4066 4664

ill itwrcge buslancc etdieks iidr INId hi et rplt prtieeds frym ckfrarcd loans IitI by nienrtrc

12 Ekrt. iwlth Vr4tSJ fl MOtd iirWthtd ui rNJr4 pensr wrrdrif Rtcalcukitmri of tfltt rlt treds and roVti

irirn wV be possible Punng data nniikd Im the iabk because ctflarn nccwre and tzpcflw ltefIS oJ e-flIPie riatWe ars

rwf .uah tht rdot.on of effccihu tklJr njrs In erampk of .njrth wvc-ime uem the srsspectvi

of urI arMIJrrtmwm 4wtv talwns as ng ftwn a4iusnnens of uffertwe inlcrtsl rates

he dccreae ni inierest income on sccirniicd mortgage ksan the resuli of the lower aerage balance oithc securilsred

mortgage loans outstanding for the year ended December 312011 compared to the year ended December 31.2010 fliouc balimcei

haie decreased year over year because ise arc no longer adding mortgage loans to our nvcstrncrn pomifolio Pnncipnal payments

including tinsdicdukd payments siere S37 million for the year enided December 31 2011

Interest insnome ab.o declined in result of the decrease in the iiicrage yseld earned on the sreuntl7cd Im.irtgage loan

porifoltu Ihe mmary canse of this dedme was related to the average yteld on omr sccuntscd commercial mortgage loans ikd inmg

by 94 basis points from 2010 to 201$ Ibis dcchnc is pnmarily related to an increase in the average balance of comnicremal

mortgage lasts on nonacenial status which was appwimnatcly SI 10 million for the year ended December 31 2011 compared to

40



12.9 million for the year ended December 31.2010 The aerae atice increased due to one deliMuent commercial moragc

loan which was restructured in baaruqcy court aubsequuern to Decentbev 31 2011

The decrease in interest expense associated with securiticd moflage loans is related to decline in the ascrage balance

oloutsiandtnjj financing winch declined due to the pnncipat payments on the mortgage loan collateral tht are dtw.uued aboc

as these payments receied are used to pa down the principal on the related bonds In addifton at the end of the third quarter

of 20 we redeemed $23 million olour non-recourse collateraliied finamcsn This redemption which consisted of portion

of our sevuntIiafton Iinancinij bond issid in l99t with coupon of 16% that is Iateraltieel by our securiliied omnacrctal

tgage lon was flnanced using variable-rate repurchase agreement rng at significantly lower effective interest raw

than tht previously outstanding portion of the securilitation financing bond

Prw1sIoNfre Lomi Losses

During the vear ended December 312011 we added net $0.9 milliono1rescrcs for estimated losses on our sccuiiied

mortgage loan portfolio Additional reserves oIS2 million were added for secueiuid commercial mortgage loans col1a1eralied

mmosalv by mululanidy or retail properties These reserves were offset by SI .11 million olbenefits from the recapture of pros tonsly

rewrved losses The additional reserves that we added for our portfolio of securrnitd sPngle.famtl mortgage loans during the

year ended December 31 2011 were relatively minimal as we believe that our current reserves are sullicient to cover proec1ed

kesonthoseniortpgeloans Luritig the yesrended December 31 2010 weaddedSI 4mtlllonofresersies for estimated losses

$1.2 million of which was on our secuntied mortgage loan portfolio and $0.2 million on our onsecuritized mortgage losms

Other Reiymwes and 4ieases

1.tigathrnstxkntuirvIatcdcos13 During the year eiided December31 2011 we incurred $8.2 million of litigation

settlement and related defense costs pertaining to the class ahn lswuit brought by the Teamsters In December2011 we entered

stipuLation olseulement agreeniem whereby we agreed to settle this kugatson for $75 million The remaining $07 million

represents the additional legal espenses of
floalL4.ihtg

the settlement as well as the defense costs we incurred once we reached the

cap on litigation eipenses cosered by our directors nd officers insurance policy pohc further details regarding this

litigation are provided in Item 9.cgal Proceeding of Part of diii Annual Report on Form 10K

We redeemed $237 million or our non-recourse collaterslwed

financing in 2011 This redemption rcaultcd in non-cash charge of $2.0 million for the wuic-off of the related unamnortired bond

discount arid bond issuance costs During the year ended December 31 20l0 we recorded non-cash income of $00 million for

the write-oft or bond premium net of bond issuance coals related to our redemption ol $56.4 million od our non-recourse

collatenslized tiuamcn8

cwj Durrn the yew ended December II 2011 we sold Agency RM3S wfth par salue of

51347 million and Agency ChillS with par value of $29.2 million reauhing in net gains o$1.2 miUion and SL9 milliot

respectively These sales resulted rrom our continued efforts to divcrsil our investment poittIio while capiealiring on the stiung

mattes demand for these Sasets Dining the year ended December 312010 we recorded again of $2.2 million from the Hquidaion

of delinquent commercial mortgage loan and gain of $0.7 million from the sale of Agency RMI3S

lot the year ended Dcccmbcr 31 2011 our Agency ChillS designated as trading aecuntics

increased in lir vluc $1.9 million while our interest male swap agreements designated as trading instruments decreased in Iuir

value S2 million

Our compensation and beneras espenac increased SOA million for the year ended leccmbct 31 2011 compared to the

year ended December 31 2010 Our stock based compensalion epcosc increased $0.2 million becausc we issued approimatcly

3380X shares of restricted stock to employees during lhe year ended Dcccmbcr 31 2011 In addition our salary and related la

expenses increased 502 million during the year ended Deccmber 31 2011
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Our oihet ttcraI td $dniniftrathe cpen ircreaed $0.7 million lot the year eed Fenhet 31 2O1 ompared
ht cir eided leirnber 2O lnteae in our t1ling relaiion nd tharthoIder expene atcoum for .9% 2%

aud 1s% rcSpCLivCly 1Lhi mncrtac with ihc rtmimdcr rts uIing from o4her miccIItt cpensc

LIQUIDITY AND CAPITAL RESOURCES

Oir pnnw ses of iqthdity indud borvowig undcr rcpurchasc avangcnicmts tnonth1 primeipal and imercs

rcetc on our incsrncus and cash Additional sourcc may also inciudc proccxb fron thc sale oluwcstniemis

uh olTerings issuartes of coUntralizcd iinamcings and payments rccivcd from mierparites from irteres rate svap

agreelnenis We use our quidit to Jmd our itwestnseni urcltascs and other operating costs to pay down borrowings to make

pa\mctsis to wierparks as requtrcd undcr interest rate swap sgrecinerus and to pay diidcnds ott our common stock

The capital we raised during die past twckc months through oflrings of comrrwnt stock and Series Preferred Stock

increased our aailabk liquid assets as of lccetnbcr 31 2012 to 516.0 million compared to $134.1 million as ol leecinbcr 31

2011 As of December 31 2012 liquid assets consist oliusrcstrictcd cash and cash cquiaIens of$55J million and 51312

million in umcncwribcred Agency MRS tJncneumbcred Agency MBS arc considered pan of our ltquid assets as we may pledge

them so cndcrs and interest rate swap courtlerpajiks ilwe cpericnce margin call which is discussed bcIow Wc monitor our

current and forecasted aiaiIabk liquidity on daily hasis

We perlirnt sensith itv alvss on our Liquidity based on changes in the aluc of our iwestments due to changes in

micresi rates market credit spreuds lender haircuts and prepavnbcm speeds We also closely manage our dcbt-io-inscsed equity

ratio which ic equal to the ratio oldebt ersus cqutl fnancmg of an ins esmnetu as part olour hquidit management process Our

current operating policies jwosi that recourse borrowings including repurchase agreements used to inanoc eslmcnls will be

in the range oldiree so ten times ou iiwcsied equity capital Our current operating policies also limit our overall det-o.investcd

equity ratio to no inttre than seven times our invested equity capilal for the entire investment pomi folio and proiidc diticrern limits

by investment type Our maximum target leverage isup to ten limes our invested equity forAgeney RMI3S cighe timcs for Agency

CMS and tic times For Agencs MRS 10 WiTh respect so noct.Agcnc MRS our maximum target leverage is upto rc tunes

our invested equity cprial in n-Agency UMJ3S anti R.MI3S and up to four timer our invested equity capital in mon-Agency

.MHS JO The maximum tar represent Inied limits ftir kvcraging our invesimeni capital 13ascd on ow mnsestinent pos11lmo

as of 1escmher 2412 rnernilcumrnt kcragc target ms approunlatcl tv tmmc our irneated equity spiai The kcntgc

target mas change the luture ar the poriloho mi changes We ma also mtrcasc our lesenige target hs holding less capital

apmst certain investments in our pordbho the fuiurc therefore clTccthcly increasing the leverage on those nvcstmcnIs In

addition because non-Agency MI3S are less liquid and tiwir thir values are morv sohitik than Agency MRS we are more

in leveraging non-Agency MRS as stdcnccd by it lower ta.rgetcd debt-to-equity ratio

hi general wa base had antple sources ol hqutdtlv to lund our acusnics and operations Laqi.ndit in thy rehas
agreement market ham steadily improved since the Imimetal thsis in 200 sad 200q however credit madets remain Irapk arid

susceptible to esogetious shocks Further regulatory reform could impact the availability of credit hi times of severe market

rtrcs-s repurehase agreement s%aiiahiiity could rapidly be reduced and the terms on which we can botroia could be materially

altered Comnpelilion from other REEls banks hedge fundrand the federal government hitcapacity with our repurchase agreement

lenders couldalsoreduccourrcpurchmuc agreement atalinbility While wedn not snticrparestacb cvcnts inthe near term reduction

our bonowrng capacity could force us in sell assets in otdcr to repay ow lenders or could otherwise rcsUt our bilily to operate

nur

the course oldie last several years we has raised Mgntfscant alwswss olconimon and preferred chazeholdcrs equity

lcpvndmng on our liquidity levels the condition of the credit markets and other Isesors we may from time to mime eunsidcr the

ssscance of debt equity or other seeuntlci the proceeds orwhkh cosild provide additional liquidity for our operations While we

will attempt mci asoid dthrni or otherwise costly irstumecs depending on market condrtios iii order to iThflagc our hqutdit we

could be freed to issue equity or debt securities which arc thiutive to our capital base or our prolkabihty

RqJMJcase 4grt.smrnfs
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The Iollowimg ibk lweselus certain quanhiative miorrnalion regarding our shonenii borromgs 4ectiading interest

raW swap cpcitsej undcr repurchase agreements for the periods indicaWs

For eke Year Ended

Decimber 31

TOMflLtIflthOUSWKiU 2112 2011 2111

Merago balance ontstaadimg 3C12164L l$O44$9 7IL7$

Weighted aemnge borrowing rate 4exchidung mtertsl rate swap epcnse 0.63% 0.42% 0.54%

Muimumbalamoeaiwandirig 3.69O32 2J67302 1256406

Our npurchaac asicctncnt boms in generally have term ofb twccn nc and dwi.e months and -arry rate of inaexed

based cm sprad to arm indc such LIBOR Rcpurihase agreenbcrn arc renew able am the discretion of our Iennc and do nctm

contain guacantecd mOover tenus tiVe attempt to niamtairm unused tapactty under our cuting repurchase agreement creslit Linc

with multiple ccinierpanics bich helps protect us in the event of coimmerpartys failure to renew existing repurehase sgreemem

cithct vith favorable terms ur at all As of Dceembcr 31 2012 we had 2K repurchase agreement emmumiterpartics and 53.6 billion

in repurchase agreement boaowings isstsnding with 19 of ihoscccrntespanies Ma weightedacnige mwing rate ofO 70%

of December 31 2011 we bad S2 billtcin ou1siamdin with 20 counterpmuiies at eigbtcd crage honowing rate oiO.6I

The following table disciosesour repuretiase agreement onniaouandingand the abc oldie related collateral pkdged

geographic region of our eounicrpanme as of Deceniber 31 2012

Repurchase Market

Areemacut a1ue .1

At.wil Collateral

aNtourti In thoztiand Outstanding Pledged

North America 2220$12 2474622

692390 734644

Europe 6SO926 726242

3564.12K 3935504

For our repurchase agrecineni borrowings we are required In posi and InaLatam margin to the lender oollaieral in

cccss of the repurchase agreement flnancingl in order to support the amount of the finmumcing This excess collateral is often

r-sdto as haircut and which we also refer to as equity at ris The amount of haircut posted particularly ror non-Agency

MRS is based on the quality and tpc of collateral being pledged Because hwe increased our in cstmcntic in both Agency

and non-Agency CMBS 10 investments nor weighted livenige
haircut bar increased from 53% as of December 31 2011 to 7.4%

as of December 31 24112 ror repurchase agreements collateralized by Agency MRS arid tium 9% to 19 5% respectively tr

epurchaic agrveincntseullarcnlizcdby non-AgcncyMl3S The increase inhaircut ainceDecember 312011 isduetotbeadvmirwc

rates under repwehasc agreement financing being lower for ChIBS 10 investments than for other MRS We base met otherwise

experienced arty incre.asca in haircuts by our lenders due to market conditions civdit risk or otherwise

As the collateral pledged is Agency MI3S and mm-Agency MflS the value of the coflatermil can fluctuate vith changes

in market condihons lithe fair value of the collateral lulls below the initial haircut amount the lender has the right to demand

additional margin or eollaicnd to increase the haircul back to the initial amount These demands arc typically referred to as

margw calls There is no minimum viwjunt of collateral value decline required before the lender could initiate margin call

and typically ill experience margin calls for rnward fluctuations in collateral values Declines in the value oinvestrncrts

occur for any number of reasonc including hut not limited to changes in interest rates changes in ratings on an investment changes

in actual or perceived liquidity of the investment or changes in overall market risk perceptions Additionally values in Agency

RMSS will also decline ruin the payment delay feature of those securities Agency RMUS have payment delay feature whereby

Fannie Mac and Freddie Mac announce principal payments on Agency RMBS but do riot remit the actual principal payments and

mtcresl for 20 days irs the case of Fannie Mac and 44 days in the case of Freddie Mac Because these securities arc financed with

repurchase agreements the repurchase agreement lender generally makes margin call for an amount equal to the product of thicir



advance rate on the reptirchase aeernent and the announced petneipal pa1nerkls on the Agency RMBS This causes

temporary use ol our liquidity to meet the rnatin call until receie the principal payments and interest 20 to 40 days later

The ounterpartics sih hoin hae die greatest aImiunt of cquit at risk ma at igni1icand dursn any given

period due to the thon.ierni and genetall uncommitted nature of the repurchase agreement horm ings hquiis at risk defined

the amount p3edged as ccii lateral to the repurchase agreement terpafty in eeess of the eptrcse agreement amount

outsiaridmg The 1o1k trig tables present the ie ounterpartics with whom the Company had the greatest aniounta of eqtulv ai

risk as of 1ecernber 31 2412 arid as of December 2011

Beceuiber3J12lll2

WfltMkfLi fit rI1twrLs

Wdl Fargo Bank NA and affiliates

Rank of America Securities tiC

Cnsh Stnsar Secimtiea tIC

Nornura Securities International Inc

JP Morgan Secwitirs tiC

Rvntairimg countcrparhc

Repurth.w
Agrreme.t

Aw.at Equth s1

Osacctandliig riak

35547O 110708

2$7.319 37.623

245.220 52.037

206.201 2126b

19939 36097

2.260.529 113.645

3564J2$ 371.376

tJtitt fit VUSiptdS

Bnk of Amenca Securities tiC

iuetthvim %ecntjes

Deutsche Bank Securities

Nirnura SecurIes tniernaionl Inc

kticrtcs Company La

Remaining urncrparbe%

December31 2011

Rqturthaue

Agreemeut
Amsuaft Equity at

Oatstandln nik

22672 34.341

214.695

178284 9305

113.122 15.542

101.354 18093

l.25.6l0 t5.931

2093793 $74519

Our repurchase igreenieni cowitcrpaslies require us to cornpl with zrwus operating arid flasricial coicnanis The

financial covenants include requirements that we m.arntam minimum slssrehokkrs equity usually set miiOmum or percentage

olihe highest amount oshureholdcrs equity since die date of the agreement mssimwn decline in shiuetiolders equity Cespressed

tt petceniage decline in an ien period and limits on rnailmum verage as inultupk ut threbolders oqwa Operating

requirements include among other things requirements to maintain oar status as Rlfl nnd to maintain our listing on the NYSk
Vci1$iom of one or more cii these covenants could nt in the lender declarint Ofl evc$ of default which would ressslt in the

terminauiorl of the repurchase agreement arid immcdknteaceelenuiion of amounts duerhereunder Inntdiionsomc of the agreements

comtsin crnss default features whereby default with one lender simuttaneouslr causes default under agreements with other

lenders Violations could also restrict us from paymg dividcnds or etsgagitsg in othcr tar Ootts that are necessary for us in

maintain ow lUll slattis

monitor amid evaluate on an ongoing basis the impact thcc customary fimancil covenants may have on our operating

ins financing Ilexibility urrends we do not helieve we are subject to imv cosemsants that materially resirset our financing

llesibilny nor do we believe tht we are in danger of breaching any ci these covenants

Drthwives
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Otir intercsl rate swap agreements require us to post iiia1 margin at inception and variation margin baseti on stibsequcifi

changes in the ialue of the sp The collateral posted as margin rteall as am the form ofeasli Agency MRS or Trcasw

secumles Gcra.rally interest rates dechne ill have to post collateral with the coontcrpaft and as interest rates mcreas

the cou parts will deposit collateral with us or return our oUaWral typically v.hcn the amount of collateral required to be

posted exceeds certain dollar firnurn As of December 31 2012 we had Agency MRS with fäirvaJr of $473 million posted

as credit support under the agreements and no collateral had been posted to us

Rparthax 4SFecaIlf 1ebrai

In addItion to market rthtcd issues the Federal Resct Rari of New York along with certain industry participants ha
issued

rcpon
that makes tootnmendations for reforming the tn-party reptarcbasc agreement market to address potential systemic

risk concerns associated with ts in Iructure The report focuses primarily on the aetihag and clearing mechanisms of the

repurchase agreement market arid the two primary clearing banks JJ Morgan and Bank of New York Mellon It is unclear if

thc rcconimend.thote or any subseqItuit recommendahons will hat an impact on our ability to botro using repurthase

agreements or increase the cost of borrowing under these agreements

As REIT we arc required to distribute to our shareholders amounts equal to at least 90% olow RUT taxable income

for each taxable year slier comideration of our tax NOl carryforwards generally fund our diidcod distributions through our

cash flows from operations If we make diidcnd distributions in excess of our operating cash flow daring the period wbcthr

for purposes
of meeting our REIT distribution requirements or other strategic reasons those distributions are generally funded

either through our existing cash balances or through the return of principal from our mvestnienb either through rcpamcnt or

sale Ar of December 31.2012 we had an estimated NOleaniyfrwatd ofSl 35.9 million We may utilize our NOL carryforward

to ofthet our REIT distribution requirenicrita aubjccllo limitations as discussed further below This would allow us to retain capital

and increase our liquidity by reducing or clirninaliag ow dividend payout to common shareholders

As rcsuh of our cuinmoui stock offering in Frbntary 2012 we have incurred an owncnthip change wider Section .3112

In genera ala compan incurs an ownership change under Section 3112 the companys aballi to utilize an NOL eatryfomazd to

offset its taxable income and in our .ase after taking the REIT distribution requirements into account becomes limited to

certain amount per year For piuposes olSeclion 32 an ow nirrshtp change occurs iloer rolling three-year period the percentage

of the conipan stock owned by 5% or greater sharehokiers has increased by more than 50 percentage points over the lowe

percentage of common stock owned by such shareholders during the three year period Based on managements analysis and esperi

third parts adsice which necessarily inclurles certain assumptions regarding the characterization under Section 3112 of our use of

capital raised Lw us we determined that the ownership change wider Section 3112 wall limit our abilit to use ow NOL canyfoni ard

to ofTset ourtaxable income to anestimated maximum amowitofS 13.4 millionper year lbeNOLeasTyforward expires substantially

beginning in 2020

The following tabk aumniarizes our contractual obligaaicni by payment due dare as cii D.etmbcr 31 21112

tarnoarni rn V/WUS4t.P14LI Payments dye by period

Contractual ObIigaIions Totil eir 1-3 years 3-5 years mean

Rcpurchue agnicmalls 1$641787 34.787

Securitizatiion fnancimg 30.974 10767 12.23 4539 3.K5

Operatiaglcascoblig.iions 377 200 83 44 50

lotal 3.596.138 3575.754 12.366 4.583 3.435

A.iairnrL pVtethd etgNk irre.iI ike rmthlvd oM.gathwu

Rep.saA thur nrra-ftcowe to u.m the ckhi pavaMr akIi front iowus ond rnue.s pJe4rd us

tyiutrraF Pairnen thie 1ijittiadnere r.iwa wdbawdrrn rht-principth npcnnuir mci.im ted hr thr wider vrng IuurA

uud .ijtiei .ibmrwruuHi uf whch aiid tu ixtrm i.are.cffiiwtcing owsandnx
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In addition had ntaciual nrniizntmt unck inieresi rate sp agiecaitnis as tf eembcr 2012 These

agrirnents were fat total no4ion1 amount ofS 1462.0 million had weighted average rate of 133% and wcihted aseragc

term of months

Off-R49.It Skew eae
of Deccrnbei 31 2012 do riu belicv that an fiance sit anngtmcn extu that an reasonabI iikrl tti

material effect on our iurren1 or future ginaia1 condition results oloperatkins iquiditv or capital iesources

RICiNi ACCOuNTING PkONOUNCIWNTS

Please refer to Note of the Notes to the Cwtsoldaied Financtal Statements for information on recent accounting updates

to the ASC ultich hae been issued but are not yet effecthc

FORWARD-WOKING STATFMFYcIS

Certain riueii statements in this Annual Report on Form 10-K that arc not historical facts constitute iorward-iooIing

statements ithut die meaning of Section ZA of the 133 Act arid Section 2W oltht Exchange Act Statements in this report

addrtssrng espectaOons assumptions beliefs prctions future pLans and sinegies future events desc1oprnenss that we

or anticipate will occur in the future and titurt operating rcsuhs are Iorward.kxming statements Eorward.Iooking statements

are based upon managements beliefs assumptions and epectahoris as of the date of this report regarding futwe esents and

operating performance taking into account all information currentt asailabk to us and art applicabk only as of the date cithis

report Forward-looking statements generally can be identified by use of words such as beIiete etpeet naticilute

estimate plan may ssilr mtend shouki coukf or similar eprersions We caution readers not to place wKh
reliance on our forward-kicking statements which are not historical facts and may be based on projections assumptions

pectations and anticipated esents that do riot mnaicrialiie Except as required by law we are not obligated to and do not intend

to update or res ise an forward-looking starernem whether as result of new inloimation future c%en1s or othervi itt

Wc make rd-looking siatements in thu Annual Report on Fotm 10-K regardmng

Our business arid investment strategy including our abibty to generate acceptable risk-adjusted returns

Our flnmncing and hedging strategy including our target rage ratios and aniictpatcd u-ends in flit ncing costs

Our mnveatnient portfolio composition and target nwestlncnts

Our invesirnenl portfolio performance including tht fair aIoe yields nd forecasted prepayment speeds of our

m.cstmenl pzwi folio

Our hqisidir and ahilit to access flnancsg and the aniicipaied aittiLabihty and cost o1 flnancing

Our use c$and restrictions sm using ow tw NOt cnrtytward

The status of pending tilmgstuin

Estimates ci 1s1urc interest petsccc related to the npans denisatises designated as hedging rnstrunicnts

The status of regulatory rule-making or e.ew processes
and the status of rt1inn eJTh4is in the repurchase

agreement linaricing market

Mnrkt industry and cconcumc trends and

interest rates

Forward-looking statements are nhcrenii subject to risks uncertainties and other factors that could cause our actual

results todiflernrascwiallyfromhrstorscal rmwlisorfrom an ulseqircssedormipticdby such Iorward-lookiagstaiemerns Not

all of lhiesc riskt and other actors are known to us New risks and imceslainties arise oicr time and ii is not possible to predict

those esents or how they may affect us The proections nasumpliona espectarinna or beliefs upon which the fnrward-looing

statements are based can also change as result of these risks or other factors if such risk or uther factor maicrsahes art

periods our business financial condition liquidity snid results oloperalions may sty materilIy from those espressed or implied

in our nrward.lnoking slaternenti



While ii is not possible to identify all 1actor one of the factors that may cause actual resubs to diOer fron his rical

tStiI5 ot froiti Si results expressed or tznplted by forward.Iookimg statements or t1ai ms cause our ejections asasanpltons

epeciaons or beliefs to change include the following

the risks and rsajmiea referenced in this Annual Repeat on Form IO.K for the tended December31

2011 panicsilatt ihosc set forth under Item IA Risk Factors

our ability to find suitable reinessnietl opportunities

changes In economic conditions

changes in interest rates and interest ease spreads inchiding the eprtcnig of ra er eaimng assets and ntercst

bearing liabilities

our inesLment portfolio performance panscularl as it relates to cash floe prepayment rates and credit

penfomiance

adverse re-actions in linanctal markets retted to the budget deficit or national debt of the Untied States

goermnenL potential or actual default by the Untied Stales government on Treasur securities and potential

or acinil downgrades to the sovereign credit rating of the United Stases

the cost and asiailability of

the-cost and asaibbsbty o1ne eqrnt capital

changes in our use olleverage

the quality of peniomiance of thirdparty servicer providers of ow bats and loans underlying our securities

the lee1 oldefaults by borrowers oat loans we bae securiIiied

changes in our indistry

increased comtiion

changes in government regulations aIrecttg our busiiss

changes in the repurchase agreement financing arkets and other credit markets

OC1ThII1Cflt mitlaures to s4lpfXrt
the financial system and housing and real estate markets

OSE reform or other government policies and actions and

ownership shifts under Section 382 that further Limit the use of our Ia NOt carryforward

ITEM 7A QUANTITATIVE A14 QUALITATIVE UISCLOSVRES ABOUT MARKET RISK

We strive to manage various risks inherent in ow business strategy which incitsk interest rate ppayment reinvcslncnl

market %skc credit arid liquidity risks We do not seek to avoid risk completely but rather attempt to manage these risks

whik earning an acceptable riskadjusicd retwil for ma shareholders

Interest Rate Risk

Investing in iuercs-raie risitive invesiniema on leveraged basis subjecs us to imetesi rate risk Interest rate rik arises

primarily because olihe misinawh between inicrestrnc reset dates or niniurity of our assets and ow liabilities during specified

period The costs of our borroia angs are generall based on prevailing inattet rates and reset note trequently than interest rates

on our assets In addition our adjustabk iSle assets may hate limIts or caps on the atnonni that an interest rate may reset while

our kabdaites do not have rate reset caps During prtod of rising interest rates psntculatly short term rates our borrowing

costs will increase faster than our asset yields nepth-cly impacting out act interest incnmc The amosmt of the impact will depend

on the composition of portftio and oat the eftxtivcneas of ow hedge instruments at the time as well as the magnitude and the

duration of the increase in interest rates Rising interest rates will also negatively impact die market value of our investments

which reduces our book value Sec Markct Muc Rksk below for ftntber discussion of the risks to the market value of our

mvestmcnas

Wc attempt to manage ow exposure to changes in Iffictest rates by imesling in instruments that have shorter nsalunucs

or Interest reset dates entering into hcdgsng iransactomand managing our uwestmena port folio within uflcrcsi rate ml tolerances

set by our Board of Directors Ow current goal is to maintain net pmtfblio dea-ation measure of interest raw risk within

range of OS to years Our portloltoaalion has drifted outsidc of ow target range at arious times due to changes in market

condnams changes at actual or expected prepayment rates on our investments changes in interest rates changes in market spreads

and acitsity in our ins-estinem porifoho In addition 4urion is driven by model inputs arid in the case of Agency RMI3S the
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tnosi imporant puts rnck4e aiicipated ptepameibt scds Hiiinates o1prepaymeit speeds C$fl vary nicsnt1y by incstor

1o the same security and therefore estimates of secunty and par folio duraüon can ary signflcant1y

We will use iiblcresl rate as to lelp mana our rnterti rate ai31 and where practic.aL we wilt attempt to IUnd our

aels with Iinancings iliat hae similar terms as the related ines1mea1L Since interest rale swaps fi the raic of inacren for the

t4fl amount of the swap such itin.mrents eneraPly rtuti rising interest tale einironment when the

cwreri1 market interest rate we receie on the swap which generally is equal to one.rnonth ItBDRI rises higher than the sttcd

ted rate we pay on the notional atnstn for eadt interest rate swap agreement Altematively dcchnin or stable interest rate

ettirortnient jenera1h ttsuhs in interest expense equal to the difference between the stated Ilted rave we pay less the current

nsittet tntetest rate we receive

Oiratijuahk rate inseslrnea%s hrae mtcresi rJles ttieh are pr niiriandy based on upon sinionh and one-year 1.1 BOR
and contain periodic or interim and lifetime mieresi rate caps which limit the arntmt by which the interest rate may reset on the

inestrnent The fóIlowii table presents inlormatton about the lifetime and iMerim mtcrest ratecaps on auradjustable-rate Aetky
MRS portlcho as olDecctnbei 31 2012 which totaled 2.6 billion

LIletiat iutcrest k.ait Caps Interim Interest kale Caps

of Total of Total

90% tolO 1T7% 10%

tOU% to I4% 180% 20% 119%

11 .C4 to 1% 43% S.0%4O%
__________

l0O0% 100.0%

Inwnt Razt uy Vtr Inxerr%I Ineorn avid tlarei The table hekw how the nsitivitv of

Ian ptocc1cd nd inttrcsl income and the jeicd m4rtct a1ue o1tv incstmerns for those cacJ at fiir salue on Our balance

sheet induding all interest rate asthe c.isted as of tecember 31 2012 hatedon an inslanlameuus parallel shift in market

intett-.1 ratc as set trth in the tahk The pcrccntae chanc in procetcd net interest incomch and the serecrnage ctiartc in

projected marIei tluc uwlu4ed in the table helow arc based on the pro$tod net micresi income on and prcacd market value

of the inectmeni portfolk over the ncM twenty.twr 24 months Apart from the changes in interest rates the net interest income

projection.s are bascd upon variety of other witptions includiitg mvestmeni prepayment specd credit pctforinancic market

ctedtt spreads amd the aailabuIity of financing cr the projected period The ectiomi lot market value are based on the same

assumptions us pr eted net tntvrcct nvorne ewq they do not no assume arty c1sane in market credit spreads

flw table below lssuntt% static porliOho and does not conskkr aviv nvesimeni or rebaLandn of the iiv.esrmeifl

or uddittonal hedging activity by the ompany Changes in types niiii stnwnt changes itt future interest rates cxges
in credit spreads ctiariges in the shape of the yield curve the asailability of finaring asidor the mix of our invcslmeuls and

financrngs may catsse actual results to difTir sigviukiuitly from the mkkd results In addition gicn the low interest rate

environment esisling as of eccmbes 31 2012 the impact of increasuig interest rates on market expectations of ftturv changes

in interest rates may cause declines in the market value of our investments from widening credit spreads that are nnt modeled in

the table belo other facton will also impact the table llow such as whether we raise additional capital or change our investment

allocations or strategies Accordingly interest income may Jitter ruin that shown below and such difference ma be material

There can be no assurance that assumed eenIs used for the model below will occur or that other esents will not occur that wifl

atert the oute1rmcs therefore the tables bekn and wlI related disclosures constitute trward.1ooking statements



Decenther 2012

P.rceiatage cbane Perrentage chauge In

Huh Poth Change Lu Iatcml Ralea prcted net 1.teress lncoine projftled Elrket vikac

1100

O.8%

-100 14%

lnciudrc ciwmgri in ntnr rtfrlNJ thCflnWtf1Pg.%J1r our VtI MJU% nyu tusr ki-nwivr itirwwiu

In1uJ.x cangts in wrgr iuhu of our mwiuc ndrkrbtJffrir Jpafnrnwntc 1n xcIuk rhangt rj mori ab.r

offutrfiPJczng icUU lIrt Orf arrwj afar vhw on our bokmc

Prtpsymcn and Re4nestient RIsk

Prepayment risk Is the risk of an early wicheduled return of prlncpsl on an invesiment We are subjed prepsymern

nsk from prermums paid on wesLmerns w1ieh acquire In eacral purchase prerniwns on ow invstlVIeniS ate amoizcd as

reduction in knierc income using the eVlecth yield method under GAAP adjusted for the .cu1 and anticipated prepamtem

activily of the inement An increase in the actual or epected rate of prepsrnent will pcnlly accelerate the amoniianon of

purchase pierniws thereby dcin the tektlnlenes income earned on such assets.

Nyment risk results from both ow RMI3S and CMRS investments Loans widedyit our CM1IS sad CMHS tO

securities generally have some furni of prepayment protection provisions such as prepaynient lock-outs or prepayment

compensation provisions such as yield maintenance or prepayment penalhes Without these prepayment protecuon provisions

prepsyment rik on CMBS IC ukI be pstulariy acute as the nments are all premium Yeld nsintrnnce and prepayment

peutahy uemenu intended to cretean tcanonnic disncentive Iorhe loanslo prepay hovever ihoarnourn oftheprepayment

penalty required to be paid may decline overtime4 and as loans agc inlerCil rates decline4 or market values ofco1Iatral supporting

the loan incrcasc prepayment penalties may lessen as an ccooomk disincentive tothe borrowcrovertime Gerttyourcpcrience

has been that prepayment Irk-out and yiekl maintenance provisâons rcuIt in sabk qia mcnt performance from period to period

There arc rai prepayment prokctioin iowescr if the loan dthuks and the loan is partially or wholly repaid earlier as result of

toss mtigation actions taken by the underlying loan scrvicer historically our default expenence on loans in CMBS and CMI3S

IC has been rclalwcly 1ow 1clmqucndcs as of the last reported date arc less than 1% for our CMI5S 10 securities

Loans imdcrlying our RMBS do not have any spcd lie prepayment protection MI of the loans underlying our MHS are

ARMs or Hybrid ARMs Prepayinents on theac loans acoelraie in declining rile environment and as they near their initial reset

date Our prqiayment tnodcts anikipale acockrasion of prcpaymeuts in these evenIL To the c%lcnit the actual prepaymeuts exceed

our modc$ed prepayments or if we change our future prepayment expectations we will record adjustments to our premium

unonlinlton whid may negathely impact OUT net interest income and could impact the market value of our RMHS

Principal prepayments on our investments arc influenced by changes in market interest riles and variety of ccononhic

geographic and other factors beyond our control In addition actions taken by the Ui government could increase prepayments

as discussed in Treads and Recent Market Impacts1 in Item of Part II ofthmsAimual Report on Form 10-K for the year ended

December 31 2012

The following tabk disc loses the net premium discount by months until intCrcst rate reset as well as the net premium

discount as percentage of par value or notional value in the case of CM3S IC or Agency and non-Agency MI3S in our



ttctnen xwitoLio a1 Dcernbev 31 2012 and Decmber 31 201t

Dioumt prernmm net

of ealut

Drcrmber 31 IOU Dectmber 312011

RMHS CMUS CMBS 10 RMIIS CMS CMBS tO

fwniuflI ruritgmgA

0.i2mathstorec

Graer than 12 mouhs to rcst 101505 70150

Fixed mie 13 23517 550.171 17 21637
__________

Total prcnuunt mct 137lb7 23517 550t71 K5471 2162 635
Par/noliomal bsLance Z42526 306527 $10059.495 M8307 26U52 $1513096

Prnthmi Ibct ac of par atui 7.7 La 5% 57 .1

-12 inoniM to reict 406 540
eaL1 than 12 mmths ii reset

Fixod ratc 375 173l3 l0928 43 13865 51239

Toa1 4diountprcinum met 71 17.313 1O921 I.OO3 4l3S65 51239

PoHoaI Llance lUll $463747 Z393614 17119 359853 906202

43V

Wi seetto matuge cir piyrnenttt3 di tfyrng ooi Initinen1.s %eekit1j in tmn whic4i vie b4ec cvi ll hate

.upcrin p.epavrnern perfu.mamce and ine%tin in seeuntie whkh hae ctrme con of prepaynieni protiihiiiim or yield marnten.anic

las ihe caae vi ith MRS and CMBS fO

We are also suhect to reins eirnenr risk as rrcult cf the pyrnetu repamern or sale of our inestments Yields on

sei in whu.1% we rnvect HOIA are genenilly k.ier than yields on cs islng csds that we may sell or which may hi repaid due to

oemu1 inlerest rates and more compet for these as investuienit asaets reiult our interest iiome may dcchnc in

the future thereby reducing eiuuings per share In order to marulain oir investment port1lw cie and our earnings sc need to

reinst our capital into new inter eirnin Jisdc If we are unrMe in find suitable rernvctctmcrmt op 1t1urntvs in4crest income

ur pm1fblo and insesirneni cms1i flows cnuki he negatively impacted

mlii Risk

rethi ns3 the risk thai vie will not stall coniraciual ainciunts due on tlwcsiments that we own due to default by

fl honxivi ci or due to in eccfs frnrn the hquldlltNm of the collateral securing
the obligation We are also ecposed

to credit risk on invesirnenia thisi we own al prennuin For iiwestmeiits owned at premiums defauhis on the underlying loan

tpicahly rewir in the coiripicle loss oh any renwinng unmmorticd premwm we paid

We atiempi to rnitigale our credit risk by purvhasin Aemy MRS and higher quality Twm-Agency MRS Ageny MRS
hwce credri risk to the esicni that Fannie Mae or Freddie Mac fails 10 remit payments on tI MRS for which they have issued

guaranty or payment irsen the conaervatcirhmp of these entrnes and the continued support of the US we bdmee

this is kvi For ouii non-Aene MRS vie viihl generally inhy purchase secuntics A-ratcd or better by least tine of the

nuiiinaihl recognized statistical rn11ngm oflizatinas vi ith the c.omi.cntnutioni of these sccunties being rated AAA For secirnhics

such as CMRS have hcr premium at risk we ceck lu trwcsI in securitIes where we are comfortable vi ith the

credit rrlc oh the kiims underlying the security

The f1lowmng table presents inforrmntnn on our nAeiwy 135 by credit rating as of December 31 2012



December 31 2012

ütuI in thowwdi

AAA
AA

Rckw mom ramd

Weighted

CMBS CMBS IOi liMBS aerie

156.180 IILIO7 975

.16967 11fl6 80%

2753i0 3.52$ 4m
53 24%

With respect so our seeurftitd mono osn these Ions are we1lseasomed thereby oweting our avera Iosn.to slur

iXV ratio aisd decreasing om risk ofloss Other efforms to mitigate credit risk include mainmaining risk management iwion

titat monitors and oersees the perforntance of the leers of the mortgage loans as well as preiding an al owance for loan 105%

as required by OAAP

Markje VaIae Ruik

Mtkct value generetly represents the risk of loss from the change in she taIu of linancial instrumern dmi to

fluctuations in interest rates arid changes in she ercesecl riik in rnnmn such financial insmnunent Socursues our mesmnseu

portfolio are reflected as thetr estimated fair aIue uik the difference betveen mniisied cost and estimated fsir value reflected

its acuznulaied ether comprehensive iticcmse if the securities ate deemed vailable for sak or fair rltse net in our steiement 01

operations tithe sceursues are tesedastredn Regardless of tiovi she mesunent is carried in our financud statements we vill

montior the change in its market iIe hi puriicilsr we will mortisor changes en the value of uweasmnenis ollaeralitsng our

repurchase agreerneins for hqu4isv nagemens and other purposes including maintaining appropnaie collMer margins The

lair alue ci omit securities fluaciutues prnnard due so chanijts interesm rates changes in credit spreads which represent the

ntatkets .a1uaiscw ci the pcrceie4 riskiness ci assets relalite to risk-free rale5 changes in actual prepaymerims or espected

pepameius the percetied liqmdit the en%ellmessi and other factors We attempt to manage nwet salue risk 1w mamagm
our exposure to these factors hhough we do not c1le1 attempt to manage market value risk from changes in credit spreadil

Fur exmpk the tsof derivaihe instruments we re currendy using so hedge the itseress rates on our debt tend to increase in

saluc when our inics$rnent portfolio docrcascs in valuc although not one-to-one correlation Sec the analysis in the Interest

Rate Risk section abose which presents the estimated change in our portfolio gIrcii changes in market interest rates

tiquldfty Risk

Wchaneliquidrtyrisk principally lromthcuscolrcooumercpmwchascgrwmcnts to fin cccearowncrshipoisecunties In

general our repurchase agreements pioi ide source of unosenmiund short-semi financing that finanocs longer-lenis asset thcrcby

creating mismatch between the maturity alike asset and of the associated tinancing Our repurchase agreements are remcwabk

as ike discretion of our lenders and do not contain guaranteed roll-oser tcnns liwe fail to repay the keder at matunt the lender

has she right to immediately sell the collateral and pursue us for any shortfall if the sales proceeds arc inadequate to cover the

rcpurvbase agreement financing in addition repurchase agreements are collateral based and decirnes in the market value of cur

iIwestmcnts subject us to liquidity risk

For further information including how we attempt to mitigate liquidity risk and recent developments with respect to our

liquidity position ercfertoecutcOvcrvicwand Liquidity and Ca IRe urirces in Item of Part Ii tothisArnwal

Rcpculon Form 10-K farihe year coded Dcccmbcr3l.2011

IThM I1NAlC1ALSThThMEThAM SVPPIEMENTARY DATA

Our consolidated rnsnciai stalcnw4ss and the related motes together with the Reports of the Independent Registered

Publee Ar.cuunling hrm thercon arc sd loith on pages trnug cithis Annual Report on lcrm 10-K
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ITEM9 CHANGES IN AND QISAGRLEMFXIS WITH ACCOUNTANTS ON ACCOUNTIN AND FiNANCIAL
rnsci osuiu

Not applicable

ITEM CONTROLS AND PROCEDURES

Dkrcçontrols and Prdur

Our management evahiated with the participation of our Pnnetpal Executive Officer and Principal Financial Officer the

effectiveness of our ditciocure conth4e and procedures as defined in Exchange Act Rule l3a-I5e as of the end of the period

Loctd this rcpon Based on thai evahtatiorn our Principal Executive Oflicer and Principal Financial Officer concluded that

our disclosure ounirols and proccdure .cee effrciise as ci 31 2H to ensure that informaiion rqiiired to he disclosed

in the reports that we 11k or suhrnii under the Exchange Act is recorded processed summarized and reported within the time

periods specified in the SECs rules and lorms and that such imtbnnatiom is accumulated and cotnmirnicatcd to our management

meluding our Principal Eccuive Officer rusd Principal Financial Officer as appropriate to allow timely decisions regarding

reqwred disclosure

chert internal Control qFinancal kçog

There were no changes in our internal control ocr financial reporting during the three months ended December 312012
thai niateriafly affected or are reasonably likely to materially affect our internal control over 1nanctal reporting

taggsens Report cntemMConverFinancijpg

Our management is responsible tiir ectabIishng and maintaining adequate internal conirol over fincial reporting as

defined in Rule L3a- Sfp of the Exchange Act Because of inherent limitations system of internal control over financial repotling

may neil prevent or detect misstnteniens A1o projections of any vvaluatkvn of effeciheness to future periods are subject to the

rick that oiinl mi become in ikqustr due to change condinons or that ttw degree of comnphancc sitb policies or peidures

may deriasnie

Our rninagemen1 ealuacd wflh the participation oY our pnncipul eseculive officer and principal linancial officer the

etYeiivrncsc or iniemnid control over financial reporting using the criteria set forth by the Committee of Sponsoring

Orani7aOnns of rite Treadwa Commi onlOSfl in internal Contrul-Intepseri Framework Based on tluitevakarion

our principal executive officer and peincpal financial officer concluded that our inte.l control over 11nancml reporsiag was

effective as of the end of the period covered by this ret

TheComparys internal cumtro4 over financial reporting asolteccniber 31 1l2 has been midited by BIX USA L1P

the inikpendertt registered public ac untrn finn that also audited the Compans consolidated 6nanciaI statements included in

this Annual Report on Foitu lOl The aunstaism report of I3IX USA LiPon the effcsiiveness of the upanys internal eontrtth

over financial reporting appears on page l-4 herein

ITEM 9B OTHER INFORMATKN



FART ill

ITEM DIRECIORS EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

Th information about our cccuiivc otTecrs rcquircd by thia ilmi is included in Pail 1.11cm of this Mnual Repoel on

Form lO.K wider the captioo Excutivc Oflicrs of the Rcgistran The rcniairütig information rcquirtd by bcm 10 will bc

included in oiw de1initic proxy slalemern for use in coruicciloti with ou 2013 Annual Mcctin of Shreholdcrs 2Ol3 Proty

Siatcmcm imderthc captions Ek ioitofDirectors Committceso1thc BCodcof Etbics and Seetton 16s flcncttcial

Oiicrship Rrixwting Coiqiliancc and is incorporstcd herein by refercnec

ITEM II F.XECLTTWE COMPENSATiON

The information required by Item will be ic1ud in the 201 3Procy Statement wider the captions Cotnpcnsafton

CotnxriiUec Exectithe Co ensation and Dirccors CompertsaIion and is incorporated herein by reference

ITEM 12 SECURITY OWNERSHiP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MAITERS

The ibltowing tabk sets forth information as olDecember 312012 with respect to the Cornponys equity compensation

plans under wiich sMret olow cornnn stk are suihoriud br isuanc

Nauiber of Secarhka W.IgktedAveruge Nanb.r of Srcurhks

to Be hivad upon Exerthr Prier .1 Realslng AruHabfr fOr

Eicrebt .1 Outitaidiug Futuie Iwiancr Under

Oabtaadto poni Options Wnaata Equity Csiipunsflon
Warranli aad RIhti and Rlght

Eqiml.mpinasllan
Plans Approvod by

2$4 Stock 1nceUe Plan

24Mw Stock and Ixcnlive Plan

Plums Not Appr.w

Total

805276

15000 1805276

Aniowu ipicIum dlotrsIamtisg swck rwioa awanlc bui .cIudrs all ousrianding rnick iiitsrgh i4wh can

be senkdfr cash

Rflecr shwi aiaduMeto be gronted under the 2OfWSroc andenrM Nan rn thefonn qfsvock op1am svoc iaiian

rrgIit stock awwic dcndequavoknt righA nsmwtci thwr airon1s swck wri wtrrtib aL47ni% wour
be issieS under the 2004 Sek /ncenvt Plan Ivr hy LI 2i9

ii Thr Courpayes no lwir eqsufy ion p/ wmc iahaw not been qpprvttd tharriokkrs

The rcmaiifin inforniadon iqÆvdby henil will be inekided in thv2013 PtStatement under thecaption Oiwnhip
of Stoc4 and is tnctrporatcd herein by nfOrcocc

ITEM $3 CERTAIN RELAIIONSHIPS AND RELATED TRANSACTIONS AM DIRECTOR INDEPENCENCE

The ithrinution rvquind by hem wifi be induded in the 2013 Proxy Sratcmcvis wider the zptkia kelatcd Pcron

Tramscftons and Director lrnkpcndencc and is ir.coipied bcin by retervnce

ITEM 14 PRINCIPALACCOUNANT FEESAND SERVICES

The infosmarion required by item 14 will be included in the 2013 Proxy Sinienicat under the captkn Audit lnfbnnaion

and is Itseomporated herein by reference
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PART 1V

ITEM EXHIBITS FINANCIAL STATEMENT SCHEDULES

Dxwnerns 1Le4 as ian oUticj

Finmidal Slilancits atid Sib
Tb inuiaiiout reqired by thia wcliou Of hens oeth in 1k CIa9o1kt.d Frnenciai Slaasm1a aid

Reports 1epsat Mcie$ed Pubt AcaiJ$ Iai .$Ppu wi iep
Fciis 10-K Thr iMw to the Vthancil Stplua1mrth at psi Jof ibiaAanual Report on Fom 10-

unç hi
Restatid Anidc of Inccwponstion ci1cive July 9200$ üwiporated basin by rellence Exhibit 3.1

Dyncis CtrznReport on Fonsi B.K tiled iIy 200

.\nicks ofArneidncnt ih Rciiatx1 ArDcis ollncinporalion cflecthc July 30.2012 incorporated herein

reference in E.hthii io Dnes Registralion Staiemcil on Form 8-A tiled Augus 201

3.2 Amatrhd and Prr4HyTh off veAp 12013 iaqwcd hcria by roCatence to Exhibit 3.2 to

DVssCr.ne RaFsxt on Fnem B-K glad Aiim 3012

10.1 Dyne apilal Inc 2004 StoeL lmccntie 4imco.poiated herein reference to F.hibi 111 to Dvncs
Armual Repori on Form 10-K the year ended Dccernber 2004

10.11 409A Aimcadmat to Dixx Capital Inc 2004 S1o 1acosi Plan dated Dc 31 200$ 4incciporatcd

baia by roitetx to Exhibit 101 to Dynexs Avij.I Report on Earns 104 for the ended Dorrnth

31200$

10.2 Form of StccL Option ArceiuenI kr Non-Fmpoyce Directors undet the Dymc Capital lac 2004 Stock

tnccnhse Plan incorporaled herein by re1crcc lo IzhubiI 10.2 to esQ4sarez1y Repoti on Form 1O..Q fur

Lhe qtai1et ended itme 34 2Ofl.J

Fnn of Stock Appiocisden ugecnicns orSenior Execuines under the Dynei Caçitsl Inc 2004 Stock

locative PhtaoutpomNd betel by rerereocaso ExhIbit 10.30 OycaxsQsrtly Report on Fcnii 1O.Q for

the quarter ended Jusie 30.2003

JO erancc Apcmen ien Dyne piiol Inc and Stcpbcn Bcncdctti dated June 11.2004 incotporated

hrvin by rvrvtvnix flynexc AnnuaI Rcpor un lurni fur ihc year ended -ceniber

2IK7

JO 409A AnsarÆiwnso Severance Agreetnenl between Dynex Capital lc aM Stephen Benedefti dated

Deocnsbor 31 200 incoepomled beràn by rdnc to EbIbs 10.1.10 DyaesAiszaua1 Ropon on Form 10-

lorthØ yevesuded December31 2008

Iii Ivnc tpita1 Inc 4fkher1lov PIn cfteciic July inc r.tted herein by rvfcnrscc tu 11ubii

lii QiartcrI Kepori un Irrn 1U.Q trthc cuaflcr emMd %Iarch 31 2UJX

10.9 Dyneit CapItal Inc Pforinsnoe onus PvoWvI as approved Awgv.t 2010inccnpomted herein by

reRrence to Exhibit I9 to sQaIedy Report on Pm I0.Q fat the quwtar ended Jtne 2010

JO Ine Capital Inc 2OO9SIock and Iriceinive PIaneffecli%cas utMay 13 20$1 snc.pQIsnd beTin by reference

ii Appendn in Iync Pm Sinierneni fUed April 2o09

10 Employwaent ACneO dated as of July 3I 20091 between Dmex Capital Inc and Byron Boaton

isparated hculn by naee to ExhibIt 10.12 to Dyncs Qnastedy Report on Form I0.Q for the quarter

edSØpsenr 3009

JO 14 Equity Diiributaci Areincn bchheerl Dyne apilal Inc aad iMP Suniw LLC dated Junc 24 2110

tincurporaled Jrern rJvrenve totchihi 14 Cu Dyriu Currcnt Rexci un Form flIed June 24 2Ol0

and



tnr Ehibit

30143

lU16 Forms of Restric1 Sock AgretmseN for Eci Oflccn undc tbc Dymei Capual 2009 Stock and

lncatisc Plan itscoqorcd herein by remcic to Ehiht 10.36 to Lyocs Mnual Rcpoci on Form O.3 for

the yca ctsdcct Dcembcr 31 2t10

30.37 R$U$fd$1hOftI1 ytnotpvtd ycEhtldt

.1 Non.cmpyee diitor annual compensation br Dyne Capital ln Uicotporsed Isetcin by refcrencc to

ENbibit 30 to Dyviexs Amsud ReQQlt on Form 30-K fat the ai ended Devewher 3120101

10.39

3020 Letter Atcetnent beten Dyne Cajnta3 Usc and Uyron Boeston dated September 7.2033 rncomporstcd

by reference to E.bibft 1010 to Dynm Current Report on Form 8K lUed September 9.2033

10.21

10.22 Underwriirg greement daled July 2$ 201Z by and anion Dyne Capital Inc. Morgan Securities

LLC Barc1ay Capital Inc and Jefferie Company Inc incwporaled bern by referenct to Exhibit 3.1 to

Dyncs Current Report on Forms 8-K flied July 30.20121

30.23

___ ___ ____ _____

10.24 uareastee Aveement dated at of Augisl 6.2012 by Dytsex Capstal Inc in favor of We3L Fargo Bank

National Assoctatiws iocomporated herein by refcremc Ia Exhibit 102430 Dyncxs Cunail Report on Form

filed August 8.2012

02$ cte4cdANtDicctots

21.1 List Qf consolidated entitict of Dyac UiIed hcrwilb

23.1

33.1 CcxlItkahon of primcipal ece4ltive officer purMiant to Scciion 302 of the Sttrbom-Oxky Ad of 2ti02 filed

hcrcwiih

33.2 fluanŁMl occr fIled

32.1 Ccnifiurpnmcpei executive officer and pnndpal financial offiwpuuant wSction 906 of the Sarbuzics

Oxky Act of 2002 fIled hcscwith

101

See Item 35aX3l above

Nome

Denotes managenbcni comLract



SIGNATURES

Putaiant to the uirenwnls of Section or 54d of the Securiics Eichamge Ad of 1934 the registrant has duly eatsed

ttits report io be signed on its behalf by the undenigncd thercunlo ckiiy authorized

UYNIX CAITM INC

Reistrani

Mardi 7.2013 s/SephenJ BeIicdCIi

Sicphcn ncdcih Eecutivc Vice Prcunt Chief

Opra4ing Officer and hid Financial Officer

Pwsuant to the quirernenla of the curittcs Ec1wtgc Act of 1934 this report has been signed below by the following

pcrions on behalf the registran4 and in the capaciüc and on the daica indicated

Skaiatirt

Thomas Akin Chainnan Chief Executive Officer March 2113

Thomas 13 Akin and Dircctjor

PriJkEpaI Execuive Ofileer

Byron Boston President ChicInsestnwrn Officer and March 7.2013

Byron Boston Director

Stephen enedetti Excculæe Vice Prrsident CbkfOpertin March 2013

Stcpbenl Renedetti Officer and biel Financial Officer

4imcpaI naricial Oftice

JeUr hitdn Vice Pre%ldelll and IWIiroIkf March 2013

Jeffrey Cbildre tiupal Aceasing Officer

Micbael March 2013

Miehel Hughes

flarry IgdLotF iirector March 7.2113

$a igdalofr

__________________________ lireetsir Mb72ctl3
tnnscl Osborne

Jarnu Vihcxu Ill tiricior Mriii 211I

Jans wet 111

65



DYNEX C4PIIAL INC
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DYNEX CAPITAL 11W
INDEX TO FINANCIAL STATEMENTS

Repons oIlndepiideu Reisicrcd Pib1k Acountin Fuui

CotrohdacJ Balance Sheets As Deceniber 31 2012 andDcccniber 312011 F.5

ConsolidMed Stscnicns oilmcome For the Years Ended Decanter 312012 December 31 20114 and

December31 2010 F-6

ConsolidMod Staemens o1Comprehensi Income For the Years Ended December 312012 December

312011sndDcccmbcr3l2010 F-i

Consolidated Statements oSbanbolders Eqthty For the Years Ended December 312012 December 31
2011 and December 31 2010 F.S

Consolidated Statements olCash Flows Far the Years Ended December 31 2012 December 31 2011 and

Deceniber32010 F9

Noics to the Consolidated FIJWKIaI Statements F-tO

1--2



Rep.wt of lndepadtnt Rightr.d Pb1tc AceouieIln Firm

Board of Diretor and Slioldcrs

Dynex Capstal Inc

Glen Allen Wguua

have audited the aecwnpany ng consolidated balance sheets of Dynex Capital Inc Dyne as of Decciuber 312012 sad 2011

and ie related consolidated statements of income and comprchenac income sharcholdcrs equity and cash flows for each of the

three years rn the period coded Dcccinbcr3 12012 These financial starenienla are the responrs ofihe Co paoyt management

Ow respoisiblity is to express an opinion on these financial statementS based on ow

conducted our audits in accordance with the standards of the Public Company mainOvctsia Board tUnitcd States

Those standards require dial we pian and petfomi the audit to obtain toasonabk assurance about whether the financial statements

an free ofzuatcriat misazatenirat An a4alht also rnclude examining on tct basis evuiemce suppoffing the anicuntasod diaclosurcb

in the financial satemcnb assessing the acoowiting principles used and significant estimates iiindc Tnanagcnicm as dI as

evaluating the oserall financial statement isaiion We believe that our audits provide reasonable basis for ow opinion

In out opinion the consolidated finial statenicnts referred to above present fairly in alt uiaterial reapccts the financial position

ofDynex at Decenther 31 2012 and 2011 and the results of its opathons and cash flows for cach of the three ycarsinthe

pci-led coded December 31 2012 in conlorniity with sceowiting principles generally accepted in the United Stales of America

We also have auditeiL in accordance with the standards of the Public Company Accounting Oscrsigh1 Board United States

DvneiCs internal control oser firianual reporting as of December31 2012 based on cntcna estabttalied in btienid Coatn1

IniegrdFraewiteA isaned by the Committee of Sponsoring Orpnizaboas of the Treadwa Commission COSOand our report

dated Mardi 7.2013 expressed an unqualified opinion tbereon

010 IJSA LIP

Richmond Virginia

Mureti 72013

F-3



Report of lndep..d.nl Reered PithlIc Arm.inihi Firm

Bnard til Di toN and Sh.$dcr
D\iIt Capital lna

ikn AIkR Viraia

hac audittd Dyncx Capital Inc OmcL internal eonrol wcr finanebal reporting ci 312012 baacd cm criteria

essabliabcd in bihntat Conmi akttd Frt.tr issued by the Committee of Sponsoring OrganizaOoms of the Treadway

Cnmission 4the 150 criteria Dyncs managetncn is tesponsible fir maintaining effective internal control over financial

reporting and fox us assessment of the cftecthcness ci internal control twa financaI reporthg imchided in the accompanying

lmeii Managemenis Report on Iniernal iirnrI Over Financial Reportin Our pansibility is to eprcss an opinion on the

pangs internal control twa financial repotling based on our audit

We conducted our audit in mtectwdancc with the slandaids of the Public Company Accuwbting Oversight Board United Stat.s4

Those standards require that we plan and perfonn the audit to obtain reasonable assurance about whether e0ºctie internal control

twa financial reporting was maintained in all mnatrrial respects Our audit included obtaining an wbdcrslaziding of internal control

ocr financial reporting assessing
the risi that material weakness esisis and testing and ealuating the design and operating

effictiveness of internal control hosed on the assessed risL thu audit ahcm inchjded perlbrming audi other procedures as vrc

conodcnd necessary in the circumstances We believe that our audit provides reazsenabk basis for our opinion

companys imental control over tiisaneial reporting is prceess designed no provide reasonahk ass ranee regarding the reliability

of financial reporting and the preparation of financial statements For c%tcfnal purposes itt accordance with generally accepted

aceounirng principles etwuponys internal i.orol oci financial repornng includes thoM poheics and procedures that 41 pertain

to the maintenance of records that in rcosonabk detail accurately and fairly reflect the transactions and dispositions of the assets

tIthe conbpany 42 provide reasonaMe assarance that traxtsaetions arc recorded as necessary to permit preparation of financial

stakmmms in accordance with gencrsll aixepted accountimig principles and that receipts and cqicnditures of the company arc

hciti mnude onl in accordance with auhorizinotis cf mnanagemetn and directors of the cotnpany and prtwi reasonable

tmunt rgardrn sn1mcn or turneI deli elton of UnM4lhor1/d aupttnn us or dispcsmtion of the cornpans ast1s that

onld hiuse rmierial Iket on ttw tInancial thttrnem1%

I3osc ot ub inherent lirnrtations rnternt control icr fInineia otling mai not prewni or deteci mnuctatvnwnts Also

proicetbons otany ealmratmom cFefki.iisemwss to ruture periods are subject In 13w risk that controls may beeonw inadequate because

iii condnicmss or thai the ckgrce ot compliance with the pribcws or procedures may dcteriocite

In nor opinion tymes mnamniauwd in all niuttetial spectethcove internal control over tnaiwmal rvwrtiug us of Dcccrnber 31

2112 hased on the US enitetia

also have audited in ncconhumcc with the standards of the Puhhe v.npuny Accounting oversight Bucnd Unutvd Stales the

cdaied balance sheets nilynes 4Is ol tccembcr 21112 arid 2911 and tlw reliped conwlidaicd stutenientsoiineoriw and

comprehensise inmetmic at khohkrs equity and cash tlos tr each vithc three yvars in the period ended tsxemher 31 2f112

and nun report dated Mareti 13 espressed an unqual itied opinion thewuri

1301 tS LIP

RichnsnsJ Virgiriti

March 72013



DYNEX CAPITAL INC

CONSOUDATED RAL4NCE SHEETS

tmowtL in thoum4fr xcept av

ASSETS

Agacy MS tinckilrng pkdnd of $3362427 and SI 79K3 rcspevtivtty

Nofl-Agctcy MRS including p1edcd of SjG$707 amd S415 195 rcthdy
Scirtizd monpgc Ioi ici

Other itwcsImcI1s nd

Cash arid cash cqthtaJenls

Prrccwthlr oit 1zweaMmS

Accnxd interest recictbk

ImI1

Total assets

UAliIUTIES AM SKAREHOUWRS EQUITY

Uab
RcpiUClaasc aiemcats

Non-rcoiuse cdlatcralIzcd financing

Acniid rntervst payable

Aceniod cvidcr payablc

Othet kabthiics

TiaI habifihies

Conuistmvnts and Cotiincics Noti

SsreboIdan eqelty

Prfencd snk par viiluc SO pcr slan .$% Scrics CumuIaie
Kedeentabie 000 000 hsics abocued O0OOO and io harrs sind and

outstaadiri nsjcic1y S7SOO arcpc IuibUo prcfeciue

comsyion stod par stue 5.0 pat share 100000000 share

hodzcd 54268915 antI 40.32530 shares ssuod sad usstandrn

Additt8aJ piad4n capital

Amtiied eberiüve income Iess

Dectatber3I2012 December3l20U

3.42.6S9 l9651S9

MI.322 421096

70823 $3703

1158 IpoIlt

417M62 2S00976

55.809 48.776

17008 13826

23.0Th 12.609

B6V 6.006

4.2S0229 2.582.193

3G304 70.895

42537 27997

2.85 2.165

16770 $1307

___________________
467

3663519 2.210844

.407

543 404

759.214 34.6K3

52511 3255

250.965 260.483

61670 371349

4280.229 Z582.193

Accumubted defcti

Total sbseboldersr ey
Total habiblies and srelokks equity

St to soIitsetJfmancI sIafrmUs



DYNEX CAPITAL INC
CONSOLIDATED STATEMENTS OF INCOME

arnrrntit In tltou5andi txep1pcr hwt

Irncics income

Agcncy MBS

No.i-Agcn.y MBS

mp1--

Othi nsmcn

Inhtcs1 pcns

Nom-roizrc colla4emiizd flnwcrng

Nc thtrcst uxome

PrnvLsiofl lbr kan kss

Nt ititerrM mcotne afttr wsot fot loegi kxsscs

Litigtion Scftktmcnl md idaied coc

Lvs arn ui fluf1bcr1acd Iinncin

0mm on smof inveirnenu nei

Far vhk 1JutmcnL% Ovt

Other rnc ne

trI iist mflLtft cpmc%

Competuioo end benells

Othe gncraI end

P4ei rncome

Prvfcrrvd ick di4end

income to common sherehoders

Wctscd aac iimrnsir

Dilutcd

income per common se

Lnknd kiitvd per eoinm

%r iwr s/dad fIrvict 3rJrffl

lw Ilir irrEndcd

Dccrmber 31

2I2 21111 2II

fl.761 3614 22920

18.82c 13.491

5.395 Z615 12.234

425 123 I34

13.54$ 3.377 4s78

33789 19569 6.368

135K 4.513 79g9

35147 24082 $4357

7M01 59295 34.424

C192 CW7I l.379

75.29 55424 33.045

5240

I.7O 561

L461 2096 2$
I73 676 24

281 134 1d49$

7633 5321 4930

j0I 46 3Kg7

74.042539812529472
2.036 3.061

726 39.812 264$

$3146 38580 17395

.I46 .SKt

135 I.0 1.54

P.33 1.03 1.41

IS I$ 9K
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DYNEX CAPtTAL INC

CONSOIJDATFD STATEMITTS OFOMPREUFNS WE INCOME

amssnhi ht

Nt mcome

Other omItthens ye income

Change in tir value of avsJahlo$or4ak ecun1cs

Rcda3sthcatmmL adjustnicnt fom gun on sale of inv1nicnts net indude4

tJ$cnic1i o1jncont

cha in liirvalue ofinrst rate wape

Ri1icatioua1justmern on dcrivaties tncludcd it sa4emcnt of income

rn
Coinprdiensive income

Dwideaà didrd on prthrred ck
Comprdicnsivc Income to common shareholders

See ne IWm-dfinurnd skzfrmu

For the Year Ended

December 314

212 2011 2010

%$2 I2412
75377 11408 4.603

45.319 2.0% 779

28740 34228 631S
144411 11.604 24117

13.312

29.S 26.500 29.468

2036 3.06fl

127.772 26.500 26.407



DYNEX CAPITAL INC
CONSOliDATED STA1tMENTS OFS11AREHOLDERS EQLIT%

Bilsact as niJanuary 2110

Conwuon of pnfcnrd sharv to

comn
onrmoci 5tock isuancc

Granting and vesting olresUictcd

1ock

Capializcd cpcics associawd

with stock issuanots

Curniz$aOve c1 oadoçian of

fW ao fln

Nd iricom

Dividnth on prctbinied iock

Dividerxk on comimon stock

Other comprthcnswe loss

Balance as oitkccaitjcr 31 2010

Common siock tssuance

Granting and vcsLin o1rtsiricted

CpisIicd cxpcIes sciscd
wjb siock isuances

Net initme

1iidend on common stock

Other mpreteió I4%

Balance as Decrlnbtr 312011

Stock ssice

jtantn azd etiit o1riricte1

Calzed cxpctcs associated

wish stock isstoces

rflflsrn %tok rvpwda%cd

Net incGme

tivi4ctt1% C7fl pnfcrrvd %lock

on common stock

UtIicr npretsense incmc

$1easofDectasher3l2012

RceumulaIcd

Other

Additional Comprrbealc
Prcftrrcd Common Paid-tn loss Accumulated

Stock Stock Capital Income Deficit Total

139 379717 10061 2629135 16753

41.749 42 41707

122 II694 117070

60 60

IZSI l2

12 12

29472 29472

3061 3061
-- CI9.I7 19.8171

303 5383N 10057 256307 291357

97 93327 954424

1194 I19S

042 142

9ttI2 9.lI2

4390 43.91$

133121 l3I2l

.404 634683 3255 260483 3713.19

.689 13$ 123059 179.66

1721

22 129 411

492fl 1921

742 74.042

2.C3ei c2o
6Z48 6Z480

766 76b
55417 543 759214 52511 $U5$ 616711

OI ro sot4JrrII /r ivcii i$enw



Opcr$Io act hica

Nat mcocn

Adjustmcnts iconcik net inciine io cub prntidcd by operating acthities

Incrnsc accivad inseas zucivthIe

Increasc dcercasc in mcnicd incrcst paabk

PrwL11on lW kn
Gain oi saW of in%cs1mce1s net

Laugainon mc-RcourseceftaIcraliznd tinaacia

Fair %aItic adjustintnts net

Anaodization and dcprncsaiion

Stock.bawd coinpcrition cpciisc

cub payments on stnck appreciation nght3

Net change in other assets and other Itabilihes

Nat cash and cash equivalents provided by operating
actwiies

Isnstla$ aethitirs

Pxchsc olirivamei$S

Primcipa payments nccicd on investments

Incisse decinase in Fmcspel TceivabIe on awestnieats

lrocccds rn saks of n.es1rncn

Principal cn teoeived on seuntkznd monpv Iann

Other iiwing acies

Net cash and cssh equivalents ised In lnrstin a4ivlsks

Elnndng acthrkkE

Bing under iepurchase apcesn net

fleferind bo.owrn csi paid

Barrowinp umdct on4ccVursc ccUscralizcd Qnancrng

Principal paymcnis noirvcrc otbtcralizd financing

cub paid redeem secwlIzaiinm financing bonds

Pxoccnds from 3ssuancc opnterrvd stcck

Proceeds from 4ssee of common stock

ash paid common stock rcprchue

Diridends paid

Ne cash and cash equknts proidcd by flnancing aciiviOrs

Net incrcas decrcmc in ash and cash equialtmti

Cub and cash equlnlmsss as bcglnn of period

Cash and cub euiaicnts end ofpetiod

SvppkmeetI I$seiosure of Cash AdMty
Cash paid for crest

5ev nrnc to cm1ImdfiurriwroI eau.s

10A64 1522
130 1.086 129

OpI

2639 1606119 11 12804

62.8I7 478.41 315.709

3182 I07 26g

23l.14 IM.68

40830 37556 54.977

2.93 419 27
i69I92 915.755 615662

1470993 59610 395854

5067
40.626 115.2% 43$29

23.669 S6406
55447

123$6$ 952 116850

921

59061 40873 11893

548.37 7$054 M4.254

7.033 29.Mti 11.337

41776 11136 173
55809 4.776 U.36

34.03 22.110 14.56K

DYNEX CAPITAL IC
CONSOLIDATED STATEMENTS OFCASH FLOWS

aNitL It thtxnt

For tbc Year Ended

Dttember3l

2012 2011 2010

p.461 2.096 2.891

1970 561
173 676 294l

90530 32.505 6110

1Jt28 917 26

ft6 134 420
934 1.538 I.7

149.388 70.641
_________



NOTES It THE CONSOLI DATED FINANCIAL STATEMENTS
DYNEX CAPITAL INC
ttn1 ft Mij.PLL iqr barr rndp-r

NOTE SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Rass of Preit.ttloa

The aocompazwing eofuo1idated linartelal statements ol Dyncx Capital be and 1s qualiIcd real estate insestmcnt trust

rREIr sub dtarics and its Ivabk REIT subsdiarv Iocthcr ync or the Companyl have been prepared in accordance

with Itte gcncrall accepted accounting primtpka in the United States GAAP and the instructions to the Anntnd Report on

Form I0..K and Article of Regulation S-X promulgated by the Securittcs and Exchange Co irnission the SEC

Certain items in the prior years cnsoitdaicd financial stateincots have been rcclassiiicd to conform to the cwrent azs
presentation The Compans consolidated slalements of income for the years ended December 31.2011 and December31 2010

Dow ptesent intercst monroe cash and cash cqutvslcms together with %nLercst income other invcstmcnts These presentation

changes have no effect on reported total assets total liabiUtics results of orations or cash flow activiiics

Consodidom

The coitsoUdatod financial ssakinctns include the accounts of the Company its qIi find REIT subsidiaties and titS iaabk

REIT subsidiar The consolidated financial statements represent the Corupanys accounts after the elimination of intercompany

balances and transactions The Company consolidates entities in which it owns more than 50% of the voting equity and control

does not rest with others and ariable interest entities in which it is determined to be the primary beneficiary in accordance with

Financial Aecowuing Standards Board rFASBl Accounting Standards Codification 4ASCl Topic SIft-Il The Company
follows the equity method of accounting kr irwestmenis with greater than 20% and less than 50% interest in partnerships and

corporate joint sentures or when it is able to inllucncc the tinancial and operating policies of the invesice bitt owns less than 50%
aithe voting equity As olDeceinber 31 2012 and December 31 2011 theComp.aoy did not have any investments in which it

owned less than 50% interest in the voting equity

In accordance with ASC Topic tfllO the Company also consolidates certain trusts through which it has securitized

mnrtgag lotuss Additional utforrnaon rcgarditig the iscountmg polic br securiiucd mortgage kian is pros idod bckn under

inveiincnts

.r Esthshs

Thepreparationol lnancssl Malemerns in cuntonntly with iAAPrequtrcs Inatmgictnern to make esünacsamd assumptions

that attci the reported amoitrus ci assets and liabilities and the disclosure of crntmgena assets and liabilities at the date oldie

linancial statemenis as well as the reported arnotznii ol revenue and expenses during die reported period Actual rvults could

difler from those estimates The most imIlcant estimates used by manngeincrn include but arc riot limited to 1ir ahsc

newrvrnents ol its investments alkiwance for loan ksses other-iPurn-lcmporal mpaIrmcnts commitments and con gencics

and amnonizIion ulpiemiums and discounts These items arc discussed iuithcr below within this note to the consolidated financial

statements

Federal Ine.ic Tazea

The Company believes ii has complied with the requirements for qoalilteaziom as REIT wwler the Intcmal Revenue

Code ol 1956 as amended tihe Code As such the Company believes that iiqualilics as REIT for federal income tax purposes

and it gencrall iU not be subject to federal inconie tax on the amount ot its income or gain that is distributed as dividends to

shareholders TheCntnpsny uses the calendar year br both tax and financial reponmg pwpowr There ma be difFerences between

taxable income and income computed in accordance with GAAP

Cash aid Cash Eq.haknts

IC



Cuh and cash euhaIenL include casl hand and hi1y Ii iiwestnnts wih orgimaI mMwitics ofthree mornh

or ks

The Compny nesneius kdeAeniy MRS noi-Aency MBS ieeutitied ingae Ioansmd ber inerments

Arn M8S The Company owits lot ts iiwesuneat lo Agency MRS in accotdance with ASC Topic 320 whieb

reqtises that neots rn debt and eqwv setures be designated as either heW iomaftJrt available-tar-sale at trading

at the time of acquisition As of December 31 2012 the maorit olthe Campan Agency MRS are desigiuted as avaable fat

sa1e at AFV ih the remainder des led as trading Ahlttih the Company generally mends to hold fts aadable-for-sak

securities until matunty it ma from ume to time stl irny of these secwttes as part ofthe overafl management of its business The

aabk-tx-sale designation provides the Company with this fles.ibility

Aft aithe Companys Agency MU are recorded at their fair value on the consolidatcd balance sheet In ccerdaace with

Acc Iopk 2t the tenpaas deterniines the fair valise of iti Agency MRS based upon lw1ies obtained from third-party pricing

sen ice and twoker quotes
The Cotnpan apphcauon of ASC Tupt 82 guidance is discussed turKey in Note 10 Changes in

the fair value olAgency MRS designated as trading are recognized in net income within fu value adjustments net Gains

losses realized upon the sale mpairnie0t or other disposal ala trading security are Iso recognized idun fair vlue ad
net Alternatnely dianges in the fair value of Agenc3 MRS designated as available-for sale arc reported in other contprchenstsie

income as unrealized gains kisse4 until the securft is collected disposed of or determined to be other than teimparank

itnpasred Upon the tale of an as ailable fat-sale secwsty any unrealized gain or hia is redusiu.ed out of accumulated other

oniprebensne income AOCI Into net income as realized gan loss on sate of rnsestrIienLs net using the speufic

ideii1ication method

Nrsn4encs MR The Company accounts for its investment in non-Agency MRS in accordance with ASCTopic 320 As

of Deceniber 2012 all oldie Conipan non-Ageac MRS are designated as available-for sate and are recorded at their fair

ahie on the consolidated balance sheet Changes in fair value are reported in other comprehensive saciwile nii the security is

collected disposed of or determined to be other than temporarily impaired Like Agency MBS the Company generafty intends

to hold its invesunents in mon-Agency M8S until maturity built may froni time to time sell any of these securities as port of the

overall management of its business Upon the talc of an avaiiable4or-uk security any unrealized pin or loss iii reclassified out

oAOCI into net income as realizcsl gain loss on sale of investments ocr using the specific identification mcthot

hi accordance with ASC Topic 20 the Company determines the fair value for the inajanty of its non-Agency MRS based

upon prices obtained from third-patty pricing service and broker quolcs The remainder of the non-Agency MRS are valued by

discounting the estimated future cash flos derived from cash flow modcls that uiikzc imfonnalion such as the securitys coupon

rate estimated prepayment speeds expected weighted average iieeollatmsi composition estimated future interest rak cipected

losses credit enhancement as weD as certain other relevant information The Conipens application of ASC Topic 20 guidance

is discussed further in Note 10

QjjfrjThe ompany cs aluatca all MRS in its invcauncnt portfolio for uther-than-temporar

impairments by applying the guidance prescribed in ASC Topic 320-ID The Company competes the amortized cost of each

security in an unrealized loss position against the present value of expected future cash flows of the sccurit If there has been

significant adverse change in the cash flow expectations for security resulting in the its amortized cost becoming greater than

the present value of its expected future cash flows an othcr4han-ternporaiy credit impairment has occurred If the Company does

not intend to sell and is not more likely than not repiircd to sell the securit the credit $055 is recognized in earnings and the balance

of the unrealized loss is recognized in cv comprehensive inconicOoss If the Company intends to sell the security or wift be

more likely than not requIred to sell the securii the MI unrealized loss is recognized in cormitsgs

hi periods after the recognition of an otherthan-emporar impairment loss or MRS the ompany shall account for the

othcr-than- impaired MRS as lIthe MRS had been purchased on the measurenicrit date of the oher-than-temporary

inirmcnt at an amortized cost basis equal to the previous amortized cost basis less the oher-than-tcmporet impairment

recognized inearnings ForMBS furwhkh other-than-teinporery impainnents were recognized in earnings thedifferencebetween

the new amortized coat basis and the cash flows expected to be collected shall be acereted into interest income using the effective

F-Il



interest method The Conipant shall cominue estimate the .nl value of cash fks eipected Lobe colkcied oer the Iif

olihe MBS For alt other MRS if upon subsequent esaluation there isan increase intbecash flosetp ed to be collected or

iiciual cash ffow are greater than cash flows preioutty epeded such chances shaH be accrsued for as prospecihe adjusinieru

the accretabk yield lit accordance with Subtopic 3lfl..-3fl eten lithe MRS woukt not otherwise be within the scope of that

SublopiL Subequent mcrease and de.reasc the fstr .alue the MRS that art not othcMham tcrnpocar shall be rnktded rn

other comprehena.ite income

Please see Notes and lot additional information relatcd to the Companys esaluation for or4hantemporory

Ssrft1 rIarasre Lou Secwiiied mortgage loam consist of loans pledged to suppon he repayment of

seuntI/auon Anancing bonds issued the Compan The associated ntia1bon rnctng bonds ate treitted as debt ol the

cinpant and are presented as portton ofnc tcoursecollalernlired financingTM on thecomsolIdated balance sheet In accordance

uth SC Topic 10 the ompant securflaied mortgage kwis are reported at arnorlutd ost Scctaritierl mortgage k\an

can olt be sold subjest to the hen of the respectite securntl3licwi finanung indenture An allowance has been esahh%hed for

curreath etisting and probable losses on such loans as further discussed below

ther In mjwur.t Other iinetiments include unsecuitied singk-fanily and commercial mortgage
loans which are

camed at amonued i05l in accordance wiTh SC Topic 1lO.lfl 5in allowance has been established for curtenti est1ng and

probable losses on these loans as further discussed below

.4lmrIv Lowz Lasar Am allowance Iitr loan kisses baa been estintated and established for currently exksting and

probable losses for aecur4tiaed and unsiectiritued mortgage loans that are enrisidereri impaired in accordance with ASC Topic

II Prwislon made to increase the alhwisnce are charged as current period expense Commercial mortgage loans are

%cu ured bt .nome-produi trig
real estate and are etaluaed mdidtsall for tmpatrmern when the debt ser ice coserage ratio on

the mortgage loan is less than or witen the
mortgage loan is delinquent Commercial mortgage loans not esalualed for indit tdual

are etaluated for general allowance Certain of the tomineresal mortgage loans are .otered bs mortgage loan

guarantees that limit the Compmst exposure on these mortgage kas Single-family mortgage loans are oncsdered cgeneuu

and are evaluated on pool basis For general allowance

The Company ctsiders uiour factors rYnmning its specific and general allowwrscerequirernenis including whether

ii loan is delinquent the Companys historical expenenur with similar types of loam hiatureal cure rates ofd linquent loans and

hrsinnvl and anticipated loss set rot ci the mortgage loans as they are liquidated The factors may diflr by mortgage loan type

singlel1mily versus tunescial and collateral type e.g muhithmily versus o4Thcproperty The aliowanoc for loan losses

is evaluated and adjusted periodically by mariagerneni based on the actual ansi estimated timing and amount of probable credit

using the above factors as well as industry $os experience

krpurduue Agereintets

Repuntuse agreements are treated inancmgs in accordance with the provision oIAS Topic $40 unikr which the

Company pledges its securities as collateral to secure loan which is equal in value to specified percentage of the estimated farr

value ti.f the pledged collateral The Company retains beneficial ownership oldie pledged collateral At the maturity ofa repurchase

agreement the Company is required to repay the loan sad concurrently receives back its pledged collateral from the lender or

with the connctn of the lender the Company may renew the agreement at the then prevailing financing rate repurchase agreement

lender may requtre the Company to pledge additional collateral in the event of decline in the fair sidue of the collatend

pledged Repurchase agreement financing is recourse to the ompany trod the assets pledged Most of the Companys repurchase

agreements arc based on the Scptcrnber l$ version oF the Road Market Association Master Repurchase Agreement which

generally pnvidcs that the lender as hrsyer is responsible etc obtaining collateral valuations from generally revcgnicd source

agreed to by both the Company and the lender or In an instance when such source is not available the value ddcnninatiori is

meek by the lender

Derhafist IasUutenta



The Company may enter inso interesL rate ssap greemeiuL knttrfs rate cap agreements mteres rate floor agreements

financial forwards financial Mu esaiidoptionson financial futures tnleresl rate agmenbents to manage i1$sen$iU1fly tochanges

in interest rates. The Company accounts for its intermit raze agreements wider ASC Topic IS designating each as either cash

flow hedging posit3on or trading position using critena established therein In order so quslif as csh flow hedge ASC Topic

IS requires formal docvieniatton to be prepared at the inception oldie interest rate agreensern
that meets certain conditions Ii

these conditions are not met an intrtst rate agreement will be dassiliemi as trading position

For interest raze agreements designated as trathng positions the Company records these instrumtnts at lair aJut on the

Compsn balance sheet in accordance wish ASC Topic 815 Changes in their market .slue are measured at each reporting date

and recogpsied in the current periods consolidated statement olincoine within air raiue adjustments neiN

For interest rate agreements designated as cash flew hedges the Company esaluates the effectiencss of these hedges

against the financial insiniment being hedged The dTecthe portion of the hedge relationship on alt interest rate agreement

designated as cash flow hedge is reported in AOCI and is later reclassified Into thc consolidated statement of income in the annie

period dunnig which the hedged transaction afFects earnings The tnelTecuie poitiom of such hedge is smmediaie1 reported in the

cnent period consolidaled statement ci income These dermaftte mairuments are earned at fair .alue on the Companhi

consolidated balance sheet in accordance with ASC Topic 815 Cash posted to meet insrgrn cailt ilan is mduded on the

consolidated balance sheet in other assets

In the event hedging instrument is terminated any basis adjustments or changes In the lair value of hedges recorded in

ftOCl ate meogrnted into income or eapenan in conjunction with the original hedge or hedged e%poaure

It the underlying asset liability or eoniml1nint is sold or matures the hedge is deemed partially or wholly imetTecthe

oriflI criterion that was established etthe time the hedging instrumet iias entered into no Iomgeeelusts the intermit rate agreement

no longer qualifiesus designated hedge Under thesecircurnsaaces suchchangestn the market value ofthe interest rate agreement

ate ogrnmd in the correin periods statement of Income

The Company haeIected to use the portlblioesception InASC g2G.IO35.ISI with respect on1easuringeounterpary

credit risk for derivative inStruments The Company manages credit risk for its dcriratric positions on covnkrparly4ry

conntempany basis that is on the basis of its mci portfHo eaposure
with each ommisterparty consistent with itS risk management

strategy for such transactions The Company manages crede risk by considcrisg indicatomn of risk such as credit ratings and by

negotsatmg teams rn its ISDA master netting wngemcrns and applicable any associated radii Support Amnci documentation

with each individual counterparsy Since the cffecthe date ofASC 820 management has monitored and measured credit risk and

cakulaed crcdit valuation adjizatmnerrila for its dierhatwe transactions on the basis of us relationshIps at the coumaoiarty portfolio

level Managenicnt receives reports from an independent thitd.party vatuaton specialist on monthly basis providing die credit

valuation adjustments at the cotuiterparsy portflio kvl for purposes of reviewing and managing its credit risk eaposures Since

the portfolio exception applies only to the mu value measurement and not to rmanial statement presentation the pomifolio-lesd

adjustments arc then allocated in reasonable and consistcnl manner each period to the individual assets or liabitit that make

up the group in acuwdance with other applicable acceiasing guidance and the Conipanys accounting policy elections

Although MHS hate charactenstics that meet the definition era dentasive instrument AS 815 specifically excludes

these instruments from its scope because they are accounted for as dcb securities under ASC 320

latereat Income Prematum Amorttzatioa and Disc.uat Aeeretlon

Interest mcane ci aocnsed based on the outstanding principal balance or notional balance an the case of interest-crab or

10 aecuntes on the Corupanys investment securities and their contractual tcmas Premiums and discounts on Agency and

mon-Agency hillS and on loansame recognized over iheexpected cof the intr neat using the effective yield method in accordance

with ASC Topic 310-20 Adjustments sopreuthun amortization are made for actual prepemicot activity as well as changes in

projected future cash flows in accordance with 320-10 Interest income on non-Agency MBS that are rsted lower than AA are

recognized over the expected life as adjusted or the estimated prrpsymcnis arid credit tosses ol the securities Actual prepayment

and any credit leases experienced are compared to projected prepaymenis and credit losses and effective ytekh are adjusted when

those amounts differ

F. 13



The Cotnpany4s projections of future cash are based on input and analysis rcceied from etemaI sources and

internal models and meludes assutn4iomc aboiM the amount and timing of credit losses loan yment rates flucftialiin in

inlcresl rates and other factors On at least quarterly basis the Company reies and makes any necessat adjustments to it

cash flm projections and updates the yield recognired an these atsets

For ecurities the accrual of interest is discontinued when in she opinion of manaemenl it is probable that all amonnis

coniraLsuall disc lt not be collected and in criarn iniance as result oldie othcr4han4tm orary impairment analysis For

loans the accrual of interest is discoritmued hen in the opmton of manaement the mlierest is not coflectible in the nomsal csirsc

of busuicits when the loan is ssgndkantl post due or when the pnrnary serb icer cl the loan lils to ad ance the Interest andor

principal due on the loan oars are considered past due when the bormr lail to make timely payment in accordance with

the underlying loan agreenieru Alt imeresi accrued hut ant collected for investments that are placed on non.accrual staEui or

are cttarg.ed.ofl is re edagarnst interesi inorne Interest on these inuesinsents is accounted for on the cash.basisorcost-reco er
method until qualifing for return to aecrtial sthku lnestmenLs are returned to accrual status when all the principal and interest

amounts oontractualis due are brought current and lulurt payments are reasonably assured

Stack.Baned Ceenpeanaton

to the Colnpanr 2ti9 Stock and lnccntic Man SIPI the Company may grant soc3cbaaed compensation

ci iihkemployees directors UI consultants or ath iserto the Cutnpan inL iudin stock aw aids stock optioni stock appreciation

rigtnc SARs di lendequasalentrighis pert ancestsares andresirictcdstockumnts Currently tlteCompsstackopiions

and restricted stock issued under this plan may be settled only in shares of its common sIo and therefore are treated as equi%

ard uh theit fan alue measured am the jtan date as required bi ASC Topsi IS Ouisatsdtn SAR tuised by die otnpany

tna he settled o.th in cash and therefore has been treated as ltabiht awards with their fair .alue esttmted at the grant dame and

remeasured as the end of each reporting period using she HlaciScholes option valuation model as required by ASC Topic

71 Please see Note Ii for additional disclosures regarding the Contpsns SIR

ConItneacks

In the normal course of business there are various lawsuits claims and other ccntiricmcies pending against the

Company We essiunte whether to establish prmisions for estimated losses 11mm those matters in accordance with ASC Topic

4M1 which stairs that liability is recognired for contingent loss when the undeclyin causal esent has occurred prior to the

balance sheet date 4b it is prnbable that kiss hs been incurred and there isa reasonable basis for estimating that los-s

liability is not cerogniied for contingent loss when II is oniy possibic or remotely possible dust loss has been incurred hoveei

possible contingent losses shall be disclosed Please rerr to Note 13 cc details on the most sipiricani matters currently pending

Reerat couuntlag Preno.nceatcnts

There are nc recently issued accounDrig pronotmmcernents that are espected to materially impact the Companys tinamcint

con4iton or results of operations whioh are not cftcltve as ct the date olihis Annual Report on Form lDK

In leecmber 2011 FAStS issued Accounting Standards Upcistc4ASIJl No 2Cl i-Il which amends ASC Topic 2100

require an entity to disclose informaOon about ofletting as-sets and liabilities and related arrangements to enable tuers of its

flnancuil statements to understand the eflect ofthosc arrangements on tts linaricial position Offsetting otherwise known as mcting

is the prescntatkrn olassets and habililies as single net amount in the balance sheet GAAP gives companies the option to present

in their consolidated balance sheets on net basis derivatives that arc subject to legally caroivcablc netting arrangement with

the same party where rights of setolT are only available in she event of default or banInipcy Iltis smeodnieni is etldiv lr

annual reporting periods beginning on or after January 2013 and interim periods within those annual permod and should be

applied retmspcdiely or all companthc periods presented The Comnpnnydoesmol currently otTsct arty orits assets and liabililies

and as such does not anticipate dial ASU No 201 I-Il will base material impact or thcComnpanys financial conduilon or results

of operations

rOrE rE-r INCOME PER COMMOt SHARE
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Net inootne per common share is preseined on boib basic and diluted basiL Dituted net income per common share

assumes the exercise stock oçtion usin the treasy stock ot1hod for all periods presented and for the year ended December

1.2010 the conversion of the Companys fomierly outs1amdin Series 9$O% Cuonilathe Comcrtib1e Preferred Stock tthe

NSers Pre1eed Stock into conimon stock izsin the two-dass method lkcise the nys 830% Series Cuniul9ve

Redeenuble PrefelTed Stock the SerleM Preferred Siock issued diwin the third querier of 2012 is redeemable at the Companys

option for cash only and the Series Preferred Stock can cornert into shares olcomrtn stock onlr upon chanp of comtrol of

the Company the eflect of those shares is exoluded from the cakulation of dikited net income per comnn share for the year

ended December 31.201 Holders of unvesied shares of our issued and oustandn restricted common stock are eligibie to

receive non.forfeitable diitknds As such these um eared shares are considered parikip$mn securities as per ASC 260.10 snd

therefore are included in the ompvtatior of basic ewtms per
share 1PS1 using the two-class method

The IoUQwimS table presents the calciLiMion of the numerator and denomuutor for both basic and dikted net income per

common shrt

For tbe Year Ended

Nd income

PVefCITCd Skk didcnds

Net income to common

Effect of dilnuw securities

Diluted

Net income pet common rJre

Diluted

Cooneats Mdkh$he kens

Series Prvletred Stock

eck

OTh 3-AGEPCY 1%WS

December31

2012 2011 201

Weighted Weighted- Weighted
AVeIW Merage Average
Ceamo C.amoa Cammoa

Income Shares Income Shares Income Sh.rs

2036 3.061

73006 53146416 392 3L$79710 264fl j7$95023

799 3.061 3324.014

72.006 5U46416 39.812 3$5$059 29.472 99.036

1.35 1.03 1.50

I3 1.03 1.41

3.061 3319.39$

799 4.619

___________
799 3.061 3324014

Ii For the year rndrd Lceiitber 31 2012 centhe 31 20/ and Lcinber 31 2010 the cekmon of dIINkd net

crmw ptr eomstwn thvr rwlwks iw c.ei of/S tNXi wvrtrrisrd ock oyinor.t awardc beeaw.w their ineWop iiyjnlti

iaw bceri aisi-gIwuir

The following table prcscins the comnponenre oldie Compaziys irwesuncna iii Agency MKS as of DecemberLl 2012

and December31 2011



Deccmz 31 2012

RMS CMBS CMRS 10 Tolil

3$.W $2732353

L.arnovuidprtrniwn 137.181 23.517 55G.L71 710.869

Jtwmonizddacuiaii U3 13
Arnoriitd O41 252.994 330.04-4 550171 334320

Aviiilablc for sk isd in stMtncan of omwcbiniv
ilicoine

ruiiiraIizcd gii 19.477 2I.70 18.21K

11.134 1.209 12349

Trathitg gnicd rn rncom slalenicill

234 2534

TLltal Agcn MI3S Iai slu 251I337 354.142 5b7.IKO 3.392.659

Wcighied aene coipos 347% 5.19% 0.95%

1a fli uns-d frurn1 bi1an4- for th.4 .4itic kecurffirx I.o5V4V of rn/.r 3/ 2U12

Dteembr 312011

RMBS CMSS CMBS 10 TosaJ

PrncijLsr value 4U.397 266952 1755.349

l.tiamuriiitd Ffmimi 85.48 21.627 8h.358 193.473

tinsmotzcddscowii
__________

Amurnd tsi .573.868 288579 8635 .938805

Availibic tirk rcgnicd in aicimcn1 olmprheuivc

ross unrvalizcd gains 11787 I.74 350 2.8K3

Gross wwccd Ioscs 7403 043 8448

iraiIiig rvc4gniz4c1 in Ifl4ne icinelil

Gmutwcicd gaiin 1919 I919

Total Agoncs MRS lair .577.250 302.244 SS.665 9f5 59

Wcd aagc isi 4S
Th turr1 It.tJ gtraci MBS /0 iccrnJe 1./i3.1 erpthr 2111

The Compiui prchasd 72 .2M oIAgcnc RMBS and 558L2$I Agency CM cmsistrng pnncipnlly oICM

Ih imce December 3L 2112 Aemy MRS lOs are .ecureI c.ccss iens1 pyrIwnLs on pools of muti1ami1 hoising

mongage loans As t1w.c securiucs ha no pnmcipal associated iih them the intcrcs paynevs recei ed arc based on the unpaid

principal balazcc 4olkn relcrrtd ix as the notional arnouni cii the underl in pool of rnonpge loans The JO securities generally

ha% IwepaymerIt proecon in the om of -qIts and or yield maintenance associated ith the underlying loans

portion Fth MI3S melded the tables abose ar designated as trading securities by the Company and

changes in the lair .aIue of those Agene ML3S arc recognized each reporling penod within 1air alue adjustments ncr in the

Compan corisiIidatcd statcrmms el income As of December 2012 and December 31 2011 the irmorftted cosi oF these

\gemc MBS designated as trnding secunucs was 521.535 and 528.119 rcspeeid The Company reccxiized net unrcahzcd

gain br the year ended December 31 2012 of S652 compared to SI .919 foi the cal ended December 31 2011 pcelI%Cly

related to chamu in fair value The omnpanr also has denatjvcs designaled as Irading insirumerits and the changes in theLt

aix altc are also included within fair aIue adjustments net Please refer toNole Foradditionalirilnnnaiionon these derivatics

de.ignaied as trading insinarnents



_u
Unstized pimium

Unsniosilzcd diwouin

The 1oIowing tsbk prcnLs cetiam imfotnsdon forthosc Ageney MRS in an unrehed loss posiion as ofleeeiiber 31

2Ul2andtkcember3l201h

Decetir3112O12 Deeeaber3l20I1

Viwcaftztd .1 Unrs1lzed

Fair Valve Laas SecvrlIIrs Fair Valve Lois Seevrltiea

Unrealized loss position for

Lcthaa se yeas

One ycar or tmt

1026p277 U52 83 8UOI 676$ 54

271.719 5.797 34 160.544 1.684 27

12979% 12349 II 5840.645 L449

NOTE 4- NON-AGENCY MBS

Because the pvincipal and rntcrest related to Agency MRS are gustaniced by the goernnent-sponsored entities Fsiuc

Mae and Freddie Mae who hove the lsnplkü ranteeoflhe U.S govcmrtnt the Company does not sidt any ofibe ungeajucd

losses on Its Agency MRS to be credit related Although the unrcalLtcd losses not cicdit elated thc Company assesses its

abihty and rntent to hold any Agcnc MRS with an unreahzed loss until the reno In tis vabe This assessment is based om the

amcmi of the unrca1tccI loss and nficance cube rcIagcd IncslznenL as eli as the Company current les cnge and anticipated

liquidity Based on ibis analysis the Company has determined that the awvaltzed losses on us Agency MRS as of Doccoiher 31

OI2 and December 31 2031 were temporary

The following table presents the iiponcsu of the Coinpanys non-Agency MBS as of Dcccmber 31 2012 and

Dccemnhcr 31 201

lkccmbcr SI 1012

RMBS CMBS CMBS 10 Toed

tTT4W U46374 47515$

2.S20 I0t4.1 lII44K

78fl 19.233 20614

Amoniatd cost 11630 446434 IOLfllt

Available Ibr ask reccrned in statement of oomwebemive

Cm wrealtzcd galas 3V944 5.05.4 45.604

CTOss unrealized losses 192 36 40 274

IIJ3I 46.342 113.942 611.3fl

428% 531%

ro 71w svon1 latawefiir lw Acc AfBS /0 $2 I9314 zc of Demi1rr 31 2r112

FaIr value

Weighted average coupon
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Dcceuiber 31 2011

RMBS MBS CMIIS 10 lotil

Principal/par value 17119 39$53 376972

Unamtwiited preniurn 4646 51.239

Uitjct1 dicowfl 1003 L7.SLI LL514

Arncmzd cost 16.116 3459 51.239 413343

Availabe for ak rcogziied ia atsncni ofcwdnnsive
income

itu umralzcd gauts 507 193 13206

Ciioas wweaIed losses 1.333 3724 376 5.433

Far .alie 15.270 354.070 51.75.6 421096

coupon .24%

voxwpau bu.avir ft.r xJ r.4gcni-i WITS CIUP-1JrX $92O2 ai oftrccyhrr 3/ ..4I

the .jmpan Itas pwha.ed S.Ni of nci.Agen KMliS $I646 ot non-Agency MRS iuwl SeL315 of non

e1bç\ .ff1S 10 eur1iles during the year elbded tecernber 31 2011

lo.in table p1een1 ceruin nlorntmon iir iIwe non- Aenc- %$13i that ere man Is posi1in

1Ikccniher 31 2012 and Ieemher 2011

ii 2012 December 31 2011

Urts1lzed .I Unrealbed Not

Fair Value Loas Secarl lies Fair Value Loia Securities

Unrcalid las posuon ftc

Lsnu.car 1377 76 153974 5075

Oycarcrmae 2J01 I9J 2.993 379

I6IS7 t274 II 156967 5454 13

The Company rc tews any mon-Agcicy MIIS in an unreaItcd loss position to eaIuaic hether an dcdinc in hit aFoc

rcpresenLs an o4hcT-a 1crnpoclu impairnxnI The cualton includes rcie- of the crethi ratings oIthcsc non-Agency MRS
and the seasoning of the moctgae buns collaieruliiing thcsc securities as eFl as the estimated future cash flows which include

proectcd losses The Coinpan performed this luaLion for thc mow.gemcy MS in an urircaltred loss position as of

Iecenber 2012 and has determined thai there have not been any atherse chancs in the teming or amount olectimated future

cash 11o that necessilaic rctogniiion oFothcr-1han-tciiiporar Imparmcrfl amounts as of 31 2012

NOTE SECURITLZID MWITCACE titANS FT

The Conipanys sccuntued rnn1gate loans are pkdgcd as cufloticral tcir at assicwied securitaration nancng botids

axe dsct.used urther in Note Pkate alto reler to Note br disclosures rebated to impaired secuniued morigage loans

arid th rclaicd aIIovwce or loan losses The hilIo ing ihl mnae the ompomcni. oi sccuniicd rmortgnc loans as

Ieiccniher 2012 and lcccnaher3l 2011
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Dcccmber 31 2012 Decrmber 312011

S1ak S1ak-
Coamerclal aaaU Total Coramerdal fmQy Total

paVprvh 476$7 1O
616 616 770 770Unamortized preiniunt lid

Unitzd dscoulit net

Antortiztd cost

Allowance for loin bites

O.36 254

29309 41.953 71262 6777 4X.427 116202

24
29.159 41664 70$23 65507 4L196 113.703

hw14tcnd krI by

The balance of the Companys securied cornmerial tnoetage loans has decreased since Decmber 312011 prinsatily

due to principal paymemls indi4in amounts rrceised on defessed loans of $34J3 The Comins secuillized corwnercisl

inortgae kians were oriuted principally in 19% and 1997 and are coflaierahzed by flrst deeds oImssi ait irieniuc prodtiein

properties Approimaely 58% of these secuiutid onnnevcia monpje loans are secured by muli1mily properties. As of

1eceniber 312012 and Decetnbec 312011 the loi-toa1ue ratio based on oriitm1 apçwtsal ias 48% and 42% rescOveiy
mete were no securiid niessia1 nsortpe loans identUkd as seriously delinquent 60 or more days past due stid therefore

on nonacerusi status on the mpsm/s balance sheet as of December31 2012 compared to aectusi leans with an unpaid

prmcipal balance of$l4.99 as of December 31.2011

The increase it unamortized discount net for the Coiupans securitized commercial martzae loans since December 31

2011 is due to the modification of terms for one securiuzed oommenial meae loan which resulted in an tflctie yield as

fa.orable to the Company as the effecth yield of the orimal loan In accordance with ASC 310-20 the Company accounted for

this moddied loan as new kian resuhin in discount ofSl .218 bein reconizcd to s4just the new loans basis to that of the

ofi$inab loin

The balance of the Cotup8ns secunlized single-fimily mortgage loans han decreased since December 2011 doe to

principal payments on the loans of 5999 These singk-fainily mortgage loans are secured by fliat deeds of inst on residential

rea1esndwcreoigtnatcdprinc4pa11y mm1992 to 1997 AsofLecanber 312Oi2and Deeeniher3l 2GllthecurrentIoan

to-vajue ratio based on original appraisal was approümatdy 43% and 46% respectively The unpaid principal balance of the

Conipanys accuritized single$ainily mortgage loans identified as seriously delinquent asoLkixmbcr 312012 is S338Ocompared

to 53.366 as of December 2011 The Company continues accniing interest on any seriously delinquent securnized single

fiinily mortgage loan so long as the primary scrviocr continues to advance the interest andeor principal due on the loan

NOlt 6-ALLOWANCE FOR LOAN LOSSES

As discussed in Note the Company estimates fbi currently cisting and probable losses or its nhiortgage loans unit are

cousidcrcd inipaired kvan can be consldcred imputed cten If Is is delinquent The t4kwirtg table summathes the aggrrgatv

sctMty for the of the allowance or loan losses that relates to the ccvriticd mortgage kim port k41o ror the periods

F- 19



Foc tbe Year Ended

December31

2012 2011 201

Slitgleci ri famy Cemmercial family

AIIowwceaabegimiiiof

pcriod 2.2$ 231$ 4200$ 270$ 3935$ 277

Pro sion br loan Ies 24 6K 4K 23 1.194

Credit 1oacs ne of cnc 2142 2780 62 929
___________

ac at end of pcrod .4 20 226K 231 4200 270

Thcc1luwrnc tabk -tnnrnanzs sitiunrijitun rip.rIin th ornpany% npitcs1 uritizcds4nIncrviaJ ztnd ainc1suih

i1q luiit ai ul Dcrcrnbci 2012 arui kucrnbcr 31 2111

December 312012 December 31 2011

C.wnerclal SJne4amkly Commercial Su4am
Unpaid priacpa1 be1anv of mpaied iccuritizcd toais 33$fl 4724 3000

Ba aj Itntnt rehaed ti impaired eiuriiiud iuallLs 50

Amornd os basÆof impaired scunii.zd kan 3430 4732 3048

th urictcd stnk Iinii inta 10a9s idnfflicd as impairrd as ofcrir 31 2012 Ciniipoty inma
tht it rcctjud trnatik S17Q1irnircst inune fur ihc ycar cndcd Decmhi.r 34 2012 cnnpd 5162 aiwl $2115

or ihc %carcndcd 1ecemhcr 2011 and Fkcinbcr 31 2010 rpciivciy Attwnth ihi Company did nut hac uiy %pctifk

uritiid tutnnwrtvil niac k%an% idiii1icd inipairrd Ektanbcr 31 0I2 ii urrcmih rniIr1iamninK

aIIu JtMC Lit LOitlmflcflat iikfLiW kin lO%%L pf SI S4 Th nIpan e.1irniiii thiL ii m.utnizcd niLi.t iuiomnc uf $1 and

SM for thc years endcd Deccmher 2011 amd December 31 2010 reipectieIy sin nniadal ccuritizd mor1agv Ioan

.rkniiivd a.c impaired orDccm1cr 31 2011 and Diecmbcr 31 2010 rvspocb%dy

Oi LWKIATI%E

Ac pail ol iIi risL mniqLcmcnI atm iicts the ompan uiilwcs dcnatmc Irnamciai lruniCrii to iae its po Ire

cash 11o olai lilt nd miarkci altc risk rclaic4 t4 tntcrcst ride risk on the Cornpons ncstimenl amd ibeir asaoiatcd lmancing

The ornpnn dcri.aii.c Ins LmenIs ar crnjwted enlird inercs raic wap whmch tare dcciKnatcd is either hcdgin

rnclrumcnLi or trn4inz IrslrumenI% T1ic lahiec below 4xmmrinformai ion about the Company den%atlc bunaniial intrumcnt

no the tjsiIne sheet lL ol the dMes indicated

Decemberjl2012 Deeernber312011

Wc4gted

Aggrea1r Fsed Agregar Fised

Balance Sheci Nodonal ltalc Eir Nododlal kale

LocaIon FMr aIue mosnt Swapped Value Amount Swapped

Hedim iitsirumcnt 39813 1.435000 1.50% 25.512 1065000 1.55%

iradii Insttvrncnt% 42.724 27.t K. 24K5 27.000

Dretauve Mabllftiod 42537 27997

Included to the baliricc Dcccmbci 31 2412 arc ecn 1rwuxd.iLax1mg tnLcri raic s.aps with combined nououial

hplame of S275K1O and ihies 41 crc 1i-Ii ed riLe tI M2 which arc xii Iiecih unil 21113

rhe loIkiwin table i.ivnrnancs thi co.ciriciuaI nLatunUe rmamnirig or the 4iropan ooistandin irnerest raic swap

arcemcnLc as Icccrnher 31 201
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SeIgted
Averae

Numbtr of Flicd Rate

Sup Swapptd

0.85%

715.000 715.000 IS 1.52%

27.000 29S000 322000 131%

.100.000 400000 14 1.60%

27.0 113500 1462000 41 1.53%

Fair value adjisncia ot

These interest te swap reen is co1ain vwos covenants united to the Companys ci ris Specifica1I ithe

Company defaula on any of its imdebeMess inckiding those circturnsanccs whereby repayincuit oIhe indcbtedmcss has not yet

been acckmtoc1 by the 1cnder or is dedared in defauli of any of its covenants with any counterpaz1y then the Company could

also be declared in defauk oflts dcthaic obligalknL AdditionaI1y the agreements ouisanding vih its derivaie cotuntcrpartks

allow those couincrpaiiics to irquirc scttkmern of its outstanding derivative tusnsactis itie Company tails to cam AAP net

income greater than one dollar as measured on rolirnig ti quarter bash These interest rate ugreemenis also contain provisions

0.12

13.36 months

37.60 niooths

Over 64 motttM

Rcmkd JAmouni NolkiulAniainl NodonalAmoust

Mnturfty T.dIaj

With
respe-ci to hedging instruments the Companys objecuie for using merest tame saps is to minirnh.c its exposure

to the risiofcash 9ow olatility 1mm increased interest expense on its repurchase arccmcnt borrowings As repurchase agreemenis

are short.iemi in nature as they mature he interest rate on the new repur sac areement resets to market inltrtsl rate This

seqmteritisl rollover borrowing pmram creates variable interest expense pouem The changes in the cash flows of the interest

rate swaps arc expected to be highly effective as o1TaetLin changes in the intcrtst ponion of Use cash flows expected so Itt pud at

ntasurity of each borrowing

Th table below presess die eflcct of the derivatives destgnated as hrdgin irtaurtmsems on thc Company coQUdaLed

sntent of compeehenuve taconse for the periods indicated

Locadou if

Aat.nat

Recluslfkd from

OCR Into N.e

Income ElTecllse

Portion

Amount of Gain

Typ of 1edvaftvr Loss Recsplaed

1kiaated is In OCR Effective

Cash flaw Hed Prtlon

For the year ened December 312012

Interest rate sws 5428740

P.c the year ended D.ccmber 312011

Interest re swatn 534228

Par the year ended December 312010

Irnecess rse swaps $.3t

Amount
Redauiflmd from

OCt Into Net

locome EffectIve

Pon

Location of

Amount

Recognized
Net Income

loelTedive

Pardon

Aosoumt of Gala

Lo Recognized
In Net Income

Ineifrethe

ortlon

Interest expense

Interest expense

tatcrcst expense

1444K Other income net

SI 1.604 Other income net S44Q

S4t4 Other income net 5420

As oDeoember 31.2012 the Company estimates that SI 7K75 will be redassilled from AOCI irilocarnirrgs as an increase

to interest cxjnsc within the next 12 months

The Companys objective for designating certain interest rate swaps as triing instruments is to offset the changes in

market value for poulion of its Agcney CMBS investments that arc also designated as trading The table below presents the effect

of the derivatives designate4 as trading instruments on the Companys consolidated statements of inccrnc for the periods indicated

Type of Derivative

Desigiated as Trading

Interest tate

I.4seadou On Imcoiie Statesnuivi

Amount of Lss Recognized In Net meats

Eus the Year Ended

December31 December December

2q12 312011 312010

F.21



if the Compari fa1 to mairnain minØrnum nc arnoutti of slwchokkrs equii then the Comp ny may be cLartd in

default duative ebI iaticj cf Ikembcr 31 2412 the Comptay had defimtivc in tact iabi ty pciion with ii

delati%c counterpanie for which it had pk4ed Acic 1HS with fair ahie of S47259 and cash of S3 as col$aeraL If the

Comltty had breached any olthese agreemeiia as of Iecember 312012 ii could hae been requiTed to seuk those dethw
hek esisntawd ermittadon .aluc ofS43 IL which incIude aceiucd inlerest bul edudes any djittimenl for nrfrmance

nk of Eeeinber 31 2012 the co.np cotnpIiae with all

roTE RLPURCHASE AGREEMENTS

The 1o11owu tables present the corn ncra of the Companys tretiase agreements 01 Iccinbcr 31 2012 and

Deernber 312411 1w the 1a aluc and pe of securities p1cded as collateral to the repurcascageesnetiis

fleccaibtr3I 2012

Collateral Typr

Agency RMBS

Agency CML3S and CMBS lOs

Non-Agency RMRS

Nn-Aency CMBS and ML3S

Sec iiitAzetMjr linancitig bonds

IkfeITtd ke

oflaIrral Iypc

Aeacy RMBS

TMI3S and MHS lOs

Non-Agency RMBS

Non-Agency CMHS and MKS lOs

Sccirrat linscrng bonds

FaIr Yaluc of

Cotlaicral

Pkde4

2659$2 048% Z4S8200

923l 095% 5930

L4% 9634

470373 136% 5724

28113 164%

C659

3$1TZ I354

Dcccaber 31 201

Fair Valie of

DUsteral

Balance Aerajr Ka 1ed
IM7503 038% 1521107

329I

$2195 15% $3597

it3.266 144% 33l24

60462 145% 6772

213793 061% 226L31

Thc ornhrn1 hied amge origmal term to nw.twiI lur the Compmy repurchase cnienls was as of

lX-cinber 31 2012 an4 t4 xembe 31 2011 Tbc 1l1ow ing iahk prnvs s1nun4uy if the ongii1 maturities as

ifIecmher 31 2012 and December 31 201

Original M.tur

3Oysorkss

6$ tzs90day

Decimber Ikcember 31
2012 2011

622957 $00387

.26.I0 t0.4Ql

290460 496509

.34U.O4
_______________

3564.787 2093793

Wdgbted
Mrerage Rat
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As olDecetnber 31.2012 the Company had approirnate1y t% of its shareholders erluity at risk aLIb Wells Fargo Rank

National Associ.aikm together iih its affiliate Wells Fargo Securities LI-C The borrowings outstanding wIIh that counterparI

and its afluliates ax oF December 31 2012 were S3ri6.130 with weighted axage borrowing rate of L3.S% Olthe amount

outslamdmg with tins counserpny and us affiliate SI 96520 is under two-wear re urchase facility wtth Wclls Fargo Rank National

Assocatiom The facility proiidea an aggregate maiinIuni borrowing capacity ot$200000 and is set to mature on August 2014

subject to CcrI3ifl early WtTflhttEJiOIl pro Ions contained itt the master repwchase agreement The facility is coflateral primarily

by Agency CMBS 10 and its weighted average boiiowing rate as of Deoeinber 31.2012 was L47% Shareholders equis at risk

did not cceed I4% lot any of the Compans other cotrnterparlies

As of December 31 2012 the Ccwnpan had repurchase agreement amounts outstanding with 19 ci its 2t aaiIabk

counterparties The Co ponys counierpanies as set forth in the master epurchase agretniem jib the cots erparty require the

Company to comply with asious cu omary operating and linancial covenants incIudmn but not limited to minimum met worth

maximum declines in net worth in gi1en period and maximum 1e4-emge requirements as wefl as maintaining the Companys

REIT statuS In addition sense of the agreements contain cross default features whereby defauh under an agreement with one

knder simultaneously causes default under agreements ith other lenders lo the exiern that the Cotnpan fails to comply nh

the coeiiants contained in these hsaneing agreenienls or is otherwise found to be in default under the terms of such agreements

the eoursierpany has the right to accelerate atnounis due under the master repurchase agreement The Company wax in cosnpliantx

with aIlcoenanu as of December 31 2012

NOTE 9- NON-RECOURSE COLLATERJZEE FINANCING

As of December 31 2012 the CosnpanVs non-recourse collaicralucd linaming consists of collateral-based financing

isstied by special purpose sccuritizalion trusts The following table surnmarucs information about the COniPaflII non-recourse

collateralized iliwicing lot the periods indrcatcd

UecernbcrM2012

Weighted

Aurac
Life Remaluln Balance %alue of

Iatcrrst Rate in iror OntatsatUag ollateral

Seeurttlitlon fliutadog

Secured by noel-Agency CML3S 62% rued 14 15000 15825

Secured by single-family rmoulgagc loans l-mnmihIOk 15.974

Unamortized act bond premium and

delned costs 47 ___________
30.5414 33.134

F-23



Ikcernber 312011

lkted
Acrage

Lik Rcii.l.lng Ha$act Value of

1nteret Rate OiitsEs.dIu Collateral

Sccuætlzatloa flnaackg

Sactvd by nom-Agency CMIIS 62% ibied 2.1 15000 163$8

Scjrd by nk-limiiy mortgagc loai lXK QM3
TAIF flns

Secured na-Agenc CMRS 27 ti%cd L2 3672 49.087

Unamsticd met boiid premium and kfcmd
co1s 705

7U95

f/f F- vnani jn prrnuiiid tiw 1- iiati1 rv Rank ol tis 4pJcjrr rtA Frrm A.tw.Rakrd Scruruws Loan Icirilt

74/.1-
.1 11r 11cg of rivthrr ./ fl iui paidi rüri inIquarfrr.rfU12

NOTE 10- FAIR V.tLIJF OF FINANCIAl INSTRUMF\TS

ASC Topic 82 deflies fair value as the price that wouki be ci-e-d to sell an asset or paid to transfer habilii in an

crderh Lrai1saion beieei markem panicipaiilc al the riteastrenenm tLc ASC 820 e1arifie that fair nhie should be basemh on the

assumptions narLet panicipamns ouId use hen pricing as asset or Iiabitit and also requirt.s an etlftt% to consider afi aspccms of

nonpcflorrnattee risk including the entitys on credit standing hen ntasunn lair alue of habilit ASC Topic 820 establbed

sa1ualton hierarchi olihree lcets as follows

teet Inp1l% are wadjustcd quoted prlce uar$Ls tw idcnIicl assets ci liabjlitis as of the

riastsrerncn1 date None otth Compans assets uawi liabilities that are measured at lsr a$lae are included in

this ca1cgor as of leccmber 31 2012 or teccmbvr 31 2011

tnpttms rnclud qisied prices mactiie rnsr$es for suisFiar sscts or lsahiiiues quQ4Cd pes in ina.tisc

ntr1eL ot or similarasseis or 1iahilii ies or inis either dctl obsers able iir imdieitl obscrhlc

irouglation wiihn Leidataat Ibe nbessuTcmenl da-cand forth uratiorsofthe instrumcnistiiiiicipaicd

life The Companys Ittit aluet assets and habthiies that are geiers1ly included in this category are tcy
MlS cerisin monAemc MI3S and derivatkes

Lcel3 Unobscrable Inputs are supported little or no rnrkvtacO1 The iscrsahk inputs represent

n1ungenei1 best estunate o1 how market participants womild price the asset or liability at the measurement

date Cortskkration is rirn in the 9g inherent in the 4aluauon technique and the nA inherent in the inputs to

the model The Company lur aloed nssels and liabilities that sre general1 indtikdrn this category are certain

nonAcncy MI3S and other rnes1men1

The 1bllmun table presents the lair alue ihe Companys assets and liabilities measured at faii sakue on recurring

basis as flecendr 31 O1 and lecember 3L 2011 segregated by the hierarchy level oldie fair %nluC esrmate

I- -24



December 312012

Fair Value Leie1 Level Level

Agency MRS M92.659 3A92.659

Nun-Agctiy MRS

CMIISinckidimgCM3S1O 600.2$4 500182 100.102

RMBS 1103 5.920 5.11

Other inPesftT%ents 23 25

TLti1 sets Lurried at fur aIuc 4.104.006 3.99L761 1G5245

Liabilities

Dmathc 1iabi1ibc 42537 42.537

Total lithi$ities carried at liir value 4Z37 4Z57

December 312011

Fair Value Levell LeveIl Liel3

Assets

Agciicy MRS 1965159 1965359

Noii.Agcncy MRS

CMBSinckidin8CMIiSIO 405$26 $3 $23703

RMHS 15.270 4.974 10.2%

Other invcalincnts 2$ 25

Total assets carried at lair a1ue 2.3628O 2252.256 134.024

Liabilities

lenatc liabilcs 27.997 27.997

Total 1isbilitcs varrkd at fair value 27997 27997

The Compaiiy Agency PillS as cli majority orits ncii-Ageiwy HS are substanually simiLar to sccurilics thai either

arc cusTcnLly aciicly tradcd or h.ae been recetilly traded in their rcspccuc market Their roir .iIues are dcrh ed inim an average

oi mulupk dealer quotes and thus ore cosisidered Lcel fair a1uc measuremenis

The Companys remaining noi-Agcricy CMIIS and nom.Agency RMBS arc compnscd of sccwilies or shich there are

not subsianiiall similar securities that trade frequently As such the Coaipany determines the fair oloc ci those securities

discounting the estrmatcd future cash flows derived from cash flo.s models using assumptions thai arc conlirmed to the euciit

possible by third party dealers or other pncing indicators SigniIiwi inputs into those pncing models arc Level in nature due

to the $ad or rdIL aaiIable market quotes information iziihzcd in those pncIng models include the sccuntys credit rating

cipoc rate estimated prepay menc speeds cpcciod weighted acragc hk collateral composition estimated future interest rates

expected credit losses and credit enhancement as cll as certain other rclcsant intormaton Signiticaut changes in any of these

inputs in isolation would result in signilkarrily different fairalue measurement Generally Lcel assets are most sensitie to

the default rate and sccnty assumptions

The table below presents mionmation about the significant unobservable inputs used in the fair iilu measurenieni 1or

the Companys Les el non-Ageicy RMIIS and CMRS as of December 31 2012



Qaaatkatke InIEwniatIon about Lee1 Fskr %aIsLe Mtssurents

Prtpawc.t
Speed Delault Rate Seerhy flhcuat Kate

Ncs.A$c1cyCP4BS 2$% L0% 43%

RMHS PR 03% 90%

Iaa jwnI ghtI

the o1toing thie preit th curi 1thc inLnirncnu Iar saiued Led ttr the priid ndittcd

Let43 F1ra1uei

un.Agec Non-Ae.cy
CMKS RMBS Other Totsi uiets

Ba1anc ot Janiiar 2011 146670 9307 25 156002

Ptirchasc 3.0S4 79fl 0.054

3.706 3.706

in reigied in fitL rcone

Unrealized 1oa atn incttijcd tn tther oimprchtmivc

iThCOiThC 2.194 16 E178

Pnmcipal rneiu 422i52 42.27K 24.Q3O

monuttoi 1175 16 cI.19

2111 123.703 10.2% 25 134024

7.500 -- 7500

Tran%1c1s tlt Lc ci 44.670 4470i

Unrca1id loss ain iodidcd in other cmwehcnrie
39 $6 27

PrtiwipiI prninb IS.4371 12.$04 131241

Amoriiia1ioi 435 40 395

Rulnc ot 1ecember 31 21112 1fo.I0 5.11K 25 105245

ic unpiny the ii lab ht nd quuhts ofatuaiwiri llpt1I% tiir iL tee1 .eeuiIec cw monthly bai.s When

ii ielerTnCIe% ihat there are wiTh ienl 4h.erhk marki rnpui ihe snsne cr %milat .eciir tI% the ecurirte are tranferrcd iii

ed the end ct tlw ptrtIn pertod ui hich that deierininainn rnuJe %howvu in the tahk hcu for the year emLed

teeinhcr 2t112 th ompin trui1crvJ tu ul it nin.Acnu Mi3 from I.cci to eel became the liquidity tr

iiriLie ..trnulmu tui thec nonAcn UMIIS Lrp.et1 iuh thki the onpan w.k% able to obtain ntrket dtwcurn raIe and

prcavrneii %peed% whieh ii used In euthh%hrIg the fair aIue of ihe.e tu nin.Aeicy CMH%

Fh 1Liiru ialle %enls summax of the reccwtkd ba an4 eiirnatel fair InC% of the Cc ngiunsi imamwI

m1nmwnt Dvcevnher 2912 and Drveinher 2911
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Dectuiber3i.2012 Deecaber3I211

Recorded Hash Fair ahie Recorded Basis Fair Value

AIrcy MHS 3492.6$9 3A92439 1I59 196559

No-AgiwyMBS 611.322 611.322 421.0% 421.0%

Südnaetoan.me 70$23 6I96 113.703 1OIJ6

Othcr jnvmitI 54 KI0 I.011 92

Labiktis

Rcpurchac agemcnts 3564.I2 3.564.77 2.093.793 2.093.793

Noi-iecoure a1rn1ird financing 504 3O756 7095 69.752

I-rivai Iiabi1tk 42.537 12537 27.7 21997

There were no aior habiliOes which were meawred ax fair a1ue on nuorecumn hasi% of leccmber 31 2012

Cit lecernher 31 2011

NOTE II- SHAREHOLDERS EQUITY

PrrezrI Stock

On Auguct 2012 th Company cIocd an offeming of 2.300000 sharc of K.50% Sthcs Cunu1ai Redccmabk

Psfcrnd Slock par kkc of $0.01 pci har and Iiquidalion prtrcnce $2SAX per hare Thc Conipany rieeivcd flet cds
bdort cpens of $5S69 inc1ndin thc additiocial procuk from thc unckzwdicr overallorrmcrn optkm 1ihh was fitily

crciscd Th Company ddarcd dWickmd of $0.461 lot the period Auus 12012 through October 15 2012 and 5033125

pci xhareofp nuIstk forthe period October 162012 through Jamy tS 2013

Coimnos Stock

Thc fo$kwmg ihk pnci tImmr cit the chrngic in thr number nr common %ttarvc outdundin 1r the pvnud

2012 2011

Balance as of Januamy 4032530 3034Z897

orwnori lnck ucd under TM program 402.4M 489237

Coinon siock issued under DRIP 33480 4365

mmon saock ticied pubh offering 13.332.74

Commoc smck issued or redeemed under stock and mcerttive plans 243463 426.031

Common iitock rcpvsed 4104.000
__________

Balance as of December 31 54368915 4OJ243O

The Curnpan has comiurnmous quiy placenient program alw known asan si thc matte1 prugrufiL ot ATM wherch

the ompamy may ogler and sell through its sales agent JMP Sc titles LL up to KK.000 sharcs of its common stock Out-mg

the year ended Dccemhcr 31 01 the Company receied proceeds of 53.721 net o1S.S7 in hioker saks enmissiom lot 402.494

shares of common stock sold under this pmgsim sian avcrae price of S9.39

1hcCumpan hissa Di.idcrid Rein%esimcna and Share Purchase PI rDRIrhich i1lws rcmstcrcd ntholdcrs to

automatically reincsr sonc or all of their quarterly diidends in shares of the Companys stock and provides an opportunity lr

rnscstors to purehase shrcs of the ompanys sto poxcnthlIy at discimi to the ailing market price total of 3M0000

shares hae been rvscr%cd for is.suncc tinder the DRIP The Company dcclred iousih qtsaxir cnmnlon iock di idcnd of $0.29

I--27



pcr share payable on Ja iiar 2013 io sttateho1det of record as of lecemhci 31 2ffl2 There was nodii idettd citncsInaen

d5count for bulb quarier 1cn4 reine1td lhroigh the tR1P

In Iebvu3r 2012 thc rnpan closed secondary oI1erin 13.3J274 shares of its common stock hkh includes

324 shares isted pwstant art option to ptsrvhase additional 1tar thai wasetercised the underwriters at public offenn

price of S912 per share iotai met proceeds of orntdy S1 992 after deduction of umderwriters compensation and

In mcmber 2012 ihe Company announced that Board oiIireclors had auihciriied the repur aseolupci 00CH
of its ouLs1andinj sharts of common stock through embr 2014 The shares are cpected to be repurchaseti from time io

time through prnately negotialed transactiotn ot open market astsacttms including pursuant to tradtnj plan in accordance ith

1tuI and 0b 1K under the Securities hichange Act 1934 as anended by any combination of such methuds The

manner price number and liming of share riepurehases will be sibject to ari.etv of factors including market condiiiois and

appeahk Securities and Fchant Comrmsson rules The pany ill only irchase shatcs when the repurchase price per

is less than the oinn\s estimait of thc itresi nci hok value of it common stock Durin ihe furth quanci of 2012

the Compan repurehased 104M00 shares of it common stock at an ascrage price of SK.86 per share aller commissions

bkthr IIuth P4suant to the Compan 0CLi Stock and lnccntkt Plan the Company may grant stock.hased

inpensatio1 to chibfr employees thrtctors or consultants or ahisers lo the Compast including stock aards stock opMnts

SR5 dis idend equaleii rins perfunnance shares inCenLi awards and restricted stock units Of the 2.$OO00 shares of

tmrnon acc authotied for issuance under this WkS276 shares remain aaiIabk für rssuance as of Decernbei 31 2012

rtI si ck-hased conwensatton espeme ecogniied the Compsnv bc the year ended lecernbcr 31 2012 was SI .KZK compared

to Sl lot the sear ended tecember 31 2011 and Sc2 for the year ended tcembct 312010

The folloi in table presens rofliorward of the restricted stock acihity for the periods presented

2012 2011

Restackid stock outstanding at January 36$$06

220$21

138044 17500

Kricur4 stock ot%1snding at Ieccmber 442t3

Thc theted stock granted in 2012 and 2111 had fatr salues of S2073 arid 3J29 respcicttsdy ni their grnLda4csA
31 24 l2 the fatr vakv of the Companys outstandrng rsthctcd stock remaining to be amortized into compensation

cpcnse is S29 olwhich S1J24 is ctpvctcd to be amoruzed in 2013 S20 in 2014 S38 in 2015 imri 57 in 20l

As of Dcvernber 31.2012 the ontpany also has SARs and stock oçiuons tw ubding alt of which were granted pursuant

to the Companys 2004 Stock hscenlive Plan No new nwards ma be panted under this plan The lol lowing table presents

roillorward of the SARs actrliy br the periods presented

2I2 21II

Wcbghtcd Wdsd
QunhIt A%rage Price QuanIft Arerage Price

SARs tandmg at Jnuaty 5937 687 136$1$

31$75 f.7l 77$40

59753

As of December 31 2412 all of the Companys outstanding SARs are vested and c7ervisabk at any time pnor to their

ccpiration dale of December 31 2013 of December 3L 2012 and December 31 201 the fair value of the Companys

outstanding SAKs of Sfô and respetlively are recorded as liabilities on its consolidated hIance sheet for the respective



The Company has razned ny sock uption since the yesr end December 200 and the cewpcn%aIion co
related toati stockoptiotshas been expned ii prior periods MI a1dimstock opt v.itnss ofDecember31 2012 willeipire

by May 16 201 The liowing table presevns roflforwasd of the stock opOon aethily for the periods presented

212 2011

WeIbtrd- Wr4Jited-

QuanIIh Avenge Price Qiintfty Average Price

Stock options o.tstanduig ianuaiy 3OO 45000 L75

Stock options expired 410.000 Q.02

S4ock options exercised 50001 9.02 IN000 7.43

Stock options outstandrng at Lecetnber3t 15.000 9J1 30.000 9.42

Aretimniated Other Cotnprckeaske Income

nidodiercprtsre iocomcas of 31 2U 12 and oembcr 31.20 IL comprscd oldie following

items

December31 December31
2012 2011

AaiIah4e for sale thwstwnLs

Uncaizcdgauis 104.74 36.0I

Unreftliztd bases 12623 D2
92.247 22.L9

Hedging iwsnts

Unrcalizcd losc 43.736 425.444

39736 25444

AcumuPatei odierioiopeheish imc less 52.I 3.2

Dee to the Cornpanys REIT siatus the items comming other comprehensive income do mq have rclstcd Ux cflcclL

nOTE 12- 1COME TAXES

The Companys estimated RhiT taxable rncoine beiore sidcraOon of its net opcratrng loss nylorward was $73%2

for the year ended fleccmber 201 S43.9 the year ended December31 201$ and $24.69 for the year ended December

31 201t After common and preferred dividend distributions during those years as cllas .iiiadon oldie Companys lax net

opcramg boss NO17 carry forward to otic iaxabk earnings die Company does no expect to Incur any income ix Iibrly for

the year ended December 2012 and did not incur any income tax libibi.y for the years ending December 42011 ot December

31.2010

The Compans estimated MOL cartytbnard as of December 31 2012 is S135.857 As result outs common stock

offering in February 2012 theCompany incurred an ownership change under Section 382 ofthe InternaL Revenue Code rScction

382 In general ila company incuran crsliipchauge underSecticm 382 thecompanysabiIity to utilize an NOLcarryforward

to offset its taxable income after any required dividend disiribulions becomes limited to certain amount per year Due to the

ownership change the Companys ability to its NOL is limited to an estImated St 3451 per year The NOL will begin to expIre

principally In the yeats 2020.2024 to the exient it riot used



The Cunpan alsi ha ts.ahk KEIT stbdiar TRS I%ich fas an iiMaLcd NOL carryforvard o1S42Dg as ol

Icemher 11 2012 Th Coniparns IRS has timiied operaliotn and according1y the Company has e1ablihed full akiaOon

allowance lot the related tkfrrred sa asset

fter rtcin br aiw po ttaIt ucenain rsconie ia positions tIbe Company has onchxkd that it does mGI hae any

uncertain ti gwiitioms that meet thc reeoninon ot measurement criteria of ASC 744 as of tJccember 31 2412 December 31

2011 ot Deecmbcr 31 201 ahhciugh iL tar. rclurns for those ta yeats are on to eamimation by the IRS In the eeiu that the

coiny incuN tnorm cai related interest and penalties its po1ic toeIssfy them as cornpaient 01 pmon for income

ULes

NOTE 13- COMMITMEWIS AND CONTINGENCIES

The Company records accruals for ccriairt othsandin legal procecdius tigatiofrs or claims when it is proiabk

that lahilit will be incurred and the amowu of the loss can hr reasonaWy estimated The Company eaIuates on quartcrh

basis cloprncrns lctaJ prcedmp estctons and claims that cotild affect the amount of any accrual as well as any

dkptncnts that ould mate loss contingency both probable and ortaby estimable When lass contingency is not both

probable and reasonably estimable the Company does twit accrue the loss Ilowescer if the loss or an additional loss in eecss of

the aceruall is at Icasi reasonable possibtIit and material then the Company discloses reasonable estimate of the possible loss

or range of loss if such reasonable estimate can tx made II the Company cannot make asoriable estimate of the possibk

matthal loss or range of lss then that fact is disekirsed

The Campan and its subsidiaries are parties to arious legal cdings imcliing those described below Althouh

the ultimate outeonie olthesc legal procecding cannot lie ascertained at this time and the results of Ieal proceedings cannot be

pieted with certainty the Company bclicscs based ott current knowledge that the resolution of any of these proceedings

including those described bclos ill not hae material cilcet on the Companys consolidated financial condition or

liquidity Itoweser the resolution olan of the proceedings described bclo could ttae material impact on consolidated results

of operations or cash flows in gien future rcporiiig period as the proceedings are resolved

One olthe Companys thsidiries 61S Capital Inc GLS and the County oiAllghcny Pcrtrisyhania rAlkbcny

Tounly arc defendants in class action lawutt fikd in l97 in the Court otCornmon Pleas ofAllegttcny Cuursi Pennsylvania

lihe l9 tn ULS purthnscd 1rni Allegheny County delinquent propen tait lien rec ivables kr

inlerties kcied in the county The plarnuili in this manor alked that GIS impriperly oercd or wuhi cry lkirccrtan

ties costs interest and all mey kes and epensec in connection with 61S collection o1th properly tn hen teeciables The

oLirt jran1cd class action status atid detined the class to include onl ownen of real estate in Allegheny County wh poid an

Icc between 19% arid 24 in connection with the Ibreed collection ol dclrnquent prpct1y receivables by LS
tcncrafR through the initiation oF reclostire aclioni Amcndmenls to the statute that governs the collecilon of delinquent tax

liens in Pennsylsania related cnsc la adtLS 111mg ol one or more succcssMmoftons lbr summary judgment resulted in the

drsmissal of certain claims against OLS and narrowed the issues being litigated to whether attorneys fees and related eqiertses

charged by LS in connection with the colkctnin of the rccciabks were rvasonnahk Sich atorncys lees and lien costs were

assessed by uS in its collection etTort piirsuarn to the prevailing Mkhcty Cotmty ordinance On April 2112 as result

ota petition to diseotninue tkd by the plamii lVs the Court dismissed the remaining claims against uS P1ainti1s subsequently

appealed the dismissal to the Pcnnsyksnia omnlonvcaith Court of Appeals The claims made by pIintifli on appeal include

only the legality of charging and recocring attorneys fes and las lien rcival and assignmeiu costs from the class members

Plainlilis ha not enurn ted their damae in this matter

The Cornpny 615 arid Allegheny Count arc mmwst defendants in putative class ion lawsuit tiled in June 2012 in

the Court olConunon Pleas of Allegheny Countv Pennsylvnia The lawsuit relates to the actrsilies oIOLS in Allegheny County

related to the purchase and olkction of delinquent propcry tax lien receMibles discussed above The purported class in ibis

nictiom consists of owners of al estate iii Allegheny County whose property is or has been subcci to tax licn tiled by Allecny

oumi that Allegheny ounty either retained or sold to OLS and who were billed by Allegheny Cuniy or 61$ for attorneys

kes interest and certain oilier fees and who sustained economic damngs on and after August 14 24O The pulativc Class

allegations arc that Allegheny Count 615 and the Cnrntpany violated the classs constitutional due process rights iii connection

with tklmquern las collection elkiris There are also allegations that amounts recvwcred from the class by 615 and for Allegheny

otini aic an unconstittilionat taking of private properly The claims agninst the Company are solely bad upon its inerdüp
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oICiLS Thc cinpInti requests
thai the Court order GIS to account for 5mounts allecd iolve been collected in olaiin or

the piiIMl% class menbers rights sad creatt coaszruds trust for the return of iuch amounts to members of the purported elan

The iame class preiiou.sh tiled substantially the amt lasuit in 404 ngainsi GL and Mkghen Count ACORN Couni

olMkghenyamdOl SCapisal Inc and GLSs Motion forSurnmary iudnieM ispeadiag mthtactioei The Company b.liees

the claims are tthotit merit and imends to defend aainM them rigorousiy lvi this rnatter

The Compan and DCI Commercial Inc IXI former affiliate of the Compan and forrnerl knoii as Dync

Commercial Inc are appelkes or respondents in the tnater of Basic Capital Managenieni Inc ci al colIeetleb IICM or

the Plainhflr versus DCI ci al cunentJ pending in Matt court in Dallas Teas The master was initia1l tiled in the slate coors

Dallas County Texas in April
999

against DCI and in Mardi 2000 BCM amended the complaint end added the Compaiw as

defendant Following trial court decision in favor of both the Coinpan and DCI Plaintiffs appealed seelimg reirersal of the

trial courts judgment and rendition o1udgmen4 against the Compan lot alleged bresdi of loan agreements lot tenant tniptoerncms

rn the amount $234 Plunu fic ako souhi rc ersal of the trial coun judgment and rendition ofjtidgnient against DCI in faor

oll3CM under two mutuall ecIusi damage models fur 52260 and $25 600 respecfteIy related to the alleged breach DCi

of SI iO 000 inastef loan cuvvimulsnent Plaintiffs also sought rv.etsal and rendition of judgment in their ascii br attomev

fets in the aniotmi of $2 100 Alttrnati ely Plainti ITs sought nc fiat On February 13 2413 the Fifth Circuit Court of Appealc

in Dallas Tex.a the afth C.rciut ruled on Plaintifts appeal allimiing the pre tous decision olno liabdii with respect to the

Cornpan and re4ersingIie pres decision olno Ilablilt with respect to DCI retatingiothe $160 000masterloancommitniemt

The Fifth Circuit ordered new inst to determine the amount of atiomeys fees and preudgnnt and post.judgrment interest due

to Plaintiffs and reintlaled the $25600 damage award against DCI The Fifth Circuits decision appears to pemiut Piaintiff to

recoser the costs of their appeal frum both the Compan and DCI The Company and DCI currenfi intend to Ilk motion fur

rehearing with the Fifth Circuit on the issue of the costs As past of the motion for rehearing DCI may also challenge the $25 600

damage award and thc decision regarding attomeis lets Management beIitse the Compan will not be obligated or arty aniouvils

that may ultiniaiieIy be awarded against DCI

NOTE 14 RELATED PARTY TR.M4SACTIONS

As discussed in Nate 13 the Company avid DCI Iut%e been jointly nanscd in litigation regarding the activities of DCI

bile it was am operating subsidlar ot am affiliate or the Company The Cumpan nd DCI entered into Litigation Cost Sharing

tpeemeni whereby the pailver act forth how the costs ol dccading against such litigation would he shred and whereby the

Company agreed to ahsacc DCI portion ol the costs of debcoding aputat such litigation DCI costs ad anccd Ii the ornpan%

arc kgms and bear simple interest at the vase of Pilate plus tt.0% per mum As of December 31 2012 the total ammrnl due to

the Company undet the Litigtio Cost Sharing Agreement thduding incrcs was $7616 which has been fully reacrvcd by the

Company DCI is currently wtolly owned by lCD Holding Inc An execulie of the Company is the sole shareholder otiCi

llc4drng Inc

OTF 15- SELECtED QUARTERlY INEORMA11ON tAUIlTEDl

Year Ended December 31 202

Second lcurth

First Quarter Quarter ThIrd Quarter Quarter

Operating rcwlr

Netimerestinconte 19147 9008 $9100 21145

Net interest ncome after pros iiuon lr kon Iosac% 9.0 900li 990 21.123

Net income socomnion shareholders 16476 8847 18.353 18330

Basic diluted net income per common shnr 1.33 135 034 034

Diluted net income pet common share 0.33 0.35 0.34 0.34

Cash di idccidt ddated per common s1iari 0.2i 0.29 O.2 029



Operttn resuI

Nci imcrca Encomc

Nrt irnerei income after proiskn ftr 1t losses

Nd 1tIO8

Rc net mce per ommcti

Dilulcd DCt inconc pci cimvo dsre

CaJ diidends dedar1 per cunrnon than

Ycor Ended Decunber 31.2011

Second

First Quarttr Qusiter Third Quarter

12.731 15.033 14559 16972

I24I 14.259 16851

10280 13594 1.$2 14406

31 43.1 0.0.1

0.31 0.34 0.N 0.36

0.27 27 27 0.2

Operating re4s

Nct irmcom
Nc tnterct rncomc ailer prniiron lot kan ios
Nd snon ommo tharvboidcm

Haie nei imcorne per cmmon s1re

Oliwed nti tncc per cuinmon share

Casi di dend dedared per mrnon stI3r

Ytai Ended December 311010

Second

First Quarter Quarter Third Quarter

797$ 7932$ $4005 1O$95

772 8190 l025

4534 6264 5966 9647

0.32 441 0.3 0.41

0.30$ 0.38$ 033$ 040

0.23 0.23 0.2 0.27

hu vvalntd sut iiJ ircun 1ncc cumr ofrnd hri tiw du th Annu1 Rpci1 on

ik4 wnb itu SL nii m.ad ulMik th piIIIc rd 1v rimnod that hst twcn sigrufiit vvrn or

thn 14thr dihtr ur ntinrc nud ibqticnt ri AS Topic

Fourth

Qurftr

Fourth

Quarter

%OTE 16 5URSFX1UET EEIT
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Eihtb4t 31.1

CERTIFICATIONS

Thomas Akin cciiifv that

have reviewed this Annual Rqiwt an Form 0-K of Dynex CapitaL inc$

Based on my know ledge this nptwt does not contain any untrue statement of material fact or omit to state matenal fact

necessary to snake the statcrnms made in light of the circumstances under which such statements wre made not misleading

with respoct to tiw period covered by this report

Bawd on my knowledge thc financial statements nd other financial information included in this report fairly pres in all

material respects the financial cuodition resnlts of opcrations and cash flows of the registrant an of and for the pcrioh

presented in this report

The registrants reertilying officerand arerespo blelorestablishingand maintainingdiscIosuontxolsandproendures

as defined in Ixehange Act Rules 13a and I5iI l5c and internal control or financial reporting an defincd in

Evchazsge Act Rules 13a-lSif and 15d-154fl forthe registrant and have

4a1 caigned sech discksere eoiiirob and procedures or caused such disclosure controls and procedures to be designed

tauder our seruuon so ensure that material information relating to the registrant including tic corusohdalcd

subsidiaries is made known to as by others within those entities particularly during the period in which this report

is being pepared

Designed such internal control over financial reporting or caused such internal control over financial reporting to

be designed under our ersissoru to pros uk reasonable assurancc regarding the reluabulit of financial rcpnitinij

and the preparation of linancial statements for external pwposea In aetardance with gcncraft accepted accounting

principles

Evaluated the cife ivencss of the registrants disclosure controls and prooedures and prescncd in this report our

conclusions aborts the effeetheruess of the disclosure controls and procedures as of the cad of the period covered by

this report based an such evaluation and

Id isckised in this report any change in the registrants internal control over financial reporting that occurred during

the reistratsis musi recent scmsl quarter the registrants fourth fi quarter in the case of an annual report that

has niasenaib kcied or is reasonably likeF to masersaib sffct she registrant internal euntrol oer rman ial

reporting and

The registrants other ucrtifmg ofTher and have drsekeci hissed on our most tvoeni cvrduustion of internal control over

financial reporting to the registrants auditors and the audit euminittee of the regisinints board of directors Ion persom

ming ttw iiakni funiins

itt AU significant dcfwicneies and mnterial weakneasm in the desigit or operation of internal control over tinancial

reporting which are reasonably likely to advenuely affci the registrants ability to record process sumnurize mmd

report financial infOrmation ncl

hI An fraud Isother or rast msterud that unulves nsanagemvrn or other carplovees who has sigrntsarn rok in

rvgiictmnts inierwd control over financial reporting

Dame March 7.20t.t

fs Thomas Akin

Thomas Akin

Principal Executive Officer



EthIbk 312

CERTIFICATIONS

Stephen Benedeni certify thai

has.c rekwcd this Annual Rcpcn on Form to-K of Dymc Capital 1nc1

I3asrd on knowledge this rqxwt doe-s not contain any wtnie- statement cia material fact or cmii to stale malenal tht

nccess.ar so rnaI the statements made in lighi of the circumstance-s under bich such stalenicnis were- nadc not misleading

with respect to the period eoercd by this report

Based on my lnowkdgc the financial statements and other flnaneial thfoimatkwu included in this re-port fairly present in all

material pe-cis the financial enwlitiori results of operations and ea.sl flows of the- registrant as of and for the- pcrkxh

pcseatcd in this repuri

The registrants nthcrcertiiying officer and arer sponsible Forcstahhshingand maifflaininm disclosure cormiToKand prcceduns

us defined rn Esdiange Rule-s fla $c4 and lSd ISc9 arid internal control intr finanual reporting defitim.d in

Echane Act Rules 3a- and 5d- S4 tr the registrars and have

such disclosure tm-oK and procedures or eattsed such disclosure controls and cedures in be designed

under ow superisiorm to ensure that material information relating to the registrant including its conso4idaied

sulsidiaries is made known to us 1w others within those entities particularly during the period in which this report

is hemg prepared

bi Designed such internal control oser financial rt-porting or caused such internal control over financial reporting to

he designed under our supervision to provide reasonable assurance- regarding the- reliability ci financial reporting

and the preparation of financial siatemcias for esternal purposes in accordance with generally accepted accounting

wineipks

Evaluated the elketiveness of the re-gislrarits disclosure controls and procedures and presented in this report our

conclusions about the effectiveness oiihe dbclosurc controls and cedures as of the end of the period co -red by

this report based cm such evaluation and

441 Dinekms.cd iii thin report any change in the regisiraiWs internal eontrul over financial reporting that occurred during

the- rvgisrnutls niosi rcce-rfl flal qwmrter the- registrants fourth iscat quarter in the cane titan annual rq-.ort that

ha niatenafly aftecicti or reasorurhiy likely to materially atTixt the rqth runflm internal control over rncial

repatiing and

lime mvgistnintc 4mthrr mxrlilmg tYker ansI have det ed based on cur moimt re-eenl evaluation ol internal c40lr411 over

financial re-porting to the registrants auditors and the audit csrnunittev nt she rvgniranti board ci directors 4cr pernons

pertiirrning the cm.uxvalcn1 tuniionsl

ta All sirmificant defkmencics and material weaknctaes in the design or opcrnliuin of miernat control over tiumncial

reporting svheh arc reasonably likely to ad%-endy afl4ct the reginliants ability to re-curd pnicenri Mlmrntsrizc and

report financial ml rmlsaLm4mp and

hi Amy traud whether or not material that iln4dve-s age-merit or other employees who hase signiricarti rnlv in the

iegmstnwis internal control over re-porting

tate Mat-rh 2fl1

Stephen Benedetti

Srqilie-n Rcnmui

Prmcipcsl Iinariciat .ffleer






