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CAUTIONARY STATEMENT - This annual report on Form 10-K may contain “forward-looking” statements within the
meaning of Section 27A of the Securities Act of 1933, as amended (or 1933 Act), and Section 21E of the Securities
Exchange Act of 1934, as amended (or 1934 Act). We caution that any such forward-looking statements made by us
are not guarantees of future performance and that actual results may differ materially from those in such
forward-looking statements. Some of the factors that could cause actual results to differ materially from estimates
contained in our forward-looking statements are set forth in this annual report on Form 10-K for the year ended
December 31, 2008. See Item 1A “Risk Factors” of this annual report on Form 10-K.
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In this annual report on Form 10-K, references to “we,” “us,” or “our” refer to MFA Financial, Inc. (formerly known as
MFA Mortgage Investments, Inc.) and its subsidiaries unless specifically stated otherwise or the context otherwise
indicates. The following defines certain of the commonly used terms in this annual report on Form 10-K: MBS refers
to mortgage-backed securities; Agency MBS refers to MBS that are issued or guaranteed by a federally chartered
corporation, such as Fannie Mae or Freddie Mac, or an agency of the U.S. government, such as Ginnie Mae; Senior
MBS refers to non-Agency MBS that represent the senior most tranches, which have the highest priority to cash flows
from the related collateral pool, within the MBS structure; Hybrids refer to hybrid mortgage loans that have interest
rates that are fixed for a specified period of time and, thereafter, generally adjust annually to an increment over a
specified interest rate index; ARMs refer to Hybrids and adjustable-rate mortgage loans which typically have interest
rates that adjust annually to an increment over a specified interest rate index; and ARM-MBS refers to MBS that are
secured by ARMs.

PART 1
Item 1. Business.
GENERAL

We are a real estate investment trust (or REIT) primarily engaged in the business of investing, on a leveraged basis, in
ARM-MBS, which are secured by pools of residential mortgages. Our ARM-MBS portfolio consists primarily of
Agency MBS and Senior MBS. Our principal business objective is to generate net income for distribution to our
stockholders resulting from the difference between the interest and other income we earn on our investments and the
interest expense we pay on the borrowings that we use to finance our investments and our operating costs.

At December 31, 2008, we had total assets of approximately $10.641 billion, of which $10.123 billion, or 95.1%,
represented our MBS portfolio. At December 31, 2008, $9.919 billion, or 98.0%, of our MBS portfolio was
comprised of Agency MBS, $203.6 million, or 2.0%, was comprised of Senior MBS and $376,000, or less than
one-tenth of one percent, was comprised of other non-Agency MBS.

We were incorporated in Maryland on July 24, 1997 and began operations on April 10, 1998. We have elected to be
taxed as a REIT for U.S. federal income tax purposes. One of the requirements of maintaining our qualification as a
REIT is that we must distribute at least 90% of our annual REIT taxable income to our stockholders. Effective
January 1, 2009, we changed our name from MFA Mortgage Investments, Inc. to MFA Financial, Inc.

INVESTMENT STRATEGY

We are primarily engaged in the business of investing in Agency ARM-MBS and other high quality ARM-MBS. Our
operating policies require that at least 50% of our investment portfolio consist of ARM-MBS that are either (i)
Agency MBS or (ii) rated in one of the two highest rating categories by at least one of a nationally recognized rating
agency, such as Moody’s Investors Services, Inc. (or Moody’s), Standard & Poor’s Corporation (or S&P) or Fitch, Inc.
(or Rating Agencies). Pursuant to our operating policies, the remainder of our assets may consist of direct or indirect
investments in: (i) other types of MBS; (ii) residential mortgage loans; (iii) collateralized debt obligations and other
related securities; (iv) real estate; (v) securities issued by REITs, limited partnerships and closed-end funds; (vi)
high-yield corporate securities and other fixed income instruments (corporate or government); and (vii) other types of
assets approved by our Board of Directors (or Board) or a committee thereof.

At December 31, 2008, our MBS portfolio was comprised entirely of ARM-MBS. The ARMs collateralizing our
MBS include Hybrids, with initial fixed-rate periods generally ranging from three to ten years, and, to a lesser extent,
adjustable-rate mortgages. Interest rates on the mortgage loans collateralizing our MBS are based on specific index
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rates, such as London Interbank Offered Rate (or LIBOR), the one-year constant maturity treasury (or CMT) rate, the
Federal Reserve U.S. 12-month cumulative average one-year CMT (or MTA) or the 11th District Cost of Funds Index
(or COFI). In addition, the ARMs collateralizing our MBS typically have interim and lifetime caps on interest rate
adjustments.

Because the coupons earned on ARM-MBS adjust over time as interest rates change (typically after an initial
fixed-rate period) the market values of these assets are generally less sensitive to changes in interest rates than are
fixed-rate MBS. In order to mitigate our interest rate risks, our strategy is to maintain a substantial majority of our
portfolio in ARM-MBS. At December 31, 2008, ARM-MBS comprised 95.1% of our total assets and 100% of our
total MBS portfolio. The ability of ARM-MBS to reset over time based on changes in certain benchmark interest
rates helps to mitigate interest rate risk more effectively over a longer time period than over the short term; however,
interest rate risk is not entirely eliminated.

1
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FINANCING STRATEGY

Our financing strategy is designed to increase the size of our MBS portfolio by borrowing against a substantial portion
of the market value of the MBS in our portfolio. We typically utilize repurchase agreements to finance the acquisition
of our MBS and, in certain cases, enter into interest rate swap agreements (or Swaps) to hedge the interest rate risk
associated with a portion of our short-term repurchase agreements. At December 31, 2008, we had $9.039 billion
outstanding under repurchase agreements, of which $3.670 billion was hedged with active Swaps. At December 31,
2008, our debt-to-equity ratio was 7.2 to 1.

Repurchase agreements are financing contracts (i.e., borrowings) under which we pledge our MBS as collateral to
secure loans with repurchase agreement counterparties (i.e., lenders). The amount borrowed under a repurchase
agreement is limited to a specified percentage of the fair value of the pledged collateral. The portion of the pledged
collateral held by the lender is the margin requirement for that borrowing. Repurchase agreements take the form of a
sale of the pledged collateral to a lender at an agreed upon price in return for such lender’s simultaneous agreement to
resell the same securities back to the borrower at a future date (i.e., the maturity of the borrowing) at a higher
price. The difference between the sale price and repurchase price is the cost, or interest expense, of borrowing under a
repurchase agreement. Our cost of borrowings under repurchase agreements generally corresponds to LIBOR plus or
minus a margin. Under our repurchase agreements, we retain beneficial ownership of the pledged collateral, while the
lender maintains custody of such collateral. At the maturity of a repurchase agreement, we are required to repay the
loan and concurrently receive back our pledged collateral or, with the consent of the lender, we may renew such
agreement at the then prevailing market interest rate. Under our repurchase agreements, a lender may require that we
pledge additional assets to such lender, by initiating a margin call, if the fair value of our existing pledged collateral
declines below a required margin amount during the term of the borrowing. Our pledged collateral fluctuates in value
primarily due to principal payments and changes in market value, which may be impacted by changes in market
interest rates, prevailing market yields and other market conditions. By maintaining low leverage levels relative to the
margin requirements on our repurchase agreements, we are better able to respond to potential increases in margin
requirements. To date, we have satisfied all of our margin calls and have never sold assets to meet any margin calls.

In order to reduce our exposure to counterparty-related risk, we generally seek to diversify our exposure by entering
into repurchase agreements with multiple counterparties with a maximum loan from any lender of no more than three
times our stockholders’ equity. At December 31, 2008, we had outstanding balances under repurchase agreements
with 19 separate lenders with a maximum net exposure (the difference between the amount loaned to us, including
interest payable, and the value of the securities pledged by us as collateral, including accrued interest receivable on
such securities) to any single lender of $139.7 million. In addition, we also enter into Swaps with certain of our
repurchase agreement counterparties and other institutions. At December 31, 2008, our aggregate maximum net
exposure to any single counterparty for repurchase agreements and Swaps was $221.7 million.

We enter into derivative financial instruments (or Hedging Instruments) to hedge against increases in interest rates on
a portion of our anticipated LIBOR-based repurchase agreements. At December 31, 2008, our Hedging Instruments
consisted solely of Swaps, which are used to lock-in fixed interest rates, over the term of the Swap, related to a portion
of our existing and anticipated future repurchase agreements. At December 31, 2008, we were a party to 127
fixed-pay Swaps with an aggregate notional amount of $3.970 billion, which included two forward-starting Swaps
totaling $300.0 million. Historically, we also purchased interest rate cap agreements (or Caps) to hedge our interest
rate risk. A Cap is a contract whereby we, as the purchaser, pay a fee in exchange for the right to receive payments
equal to the principal (i.e., notional amount) times the difference between a specified interest rate and a future interest
rate during a defined “active” period of time. Under our Caps, if the 30-day LIBOR were to increase above the interest
rate specified in each Cap during the effective term of such Cap, we would be entitled to receive monthly payments
from the counterparty to such Cap during the period that the 30-day LIBOR exceeded such specified interest
rate. While we have not purchased any Caps since 2004, we may do so in the future. We do not anticipate entering
into any Hedging Instruments for speculative or trading purposes.



Edgar Filing: MFA FINANCIAL, INC. - Form 10-K

In addition to repurchase agreements and subject to maintaining our qualification as a REIT, we may also use other
sources of funding in the future to finance our MBS portfolio, including, but not limited to, other types of
collateralized borrowings, loan agreements, lines of credit, commercial paper or the issuance of debt securities.




Edgar Filing: MFA FINANCIAL, INC. - Form 10-K

OTHER INVESTMENTS AND ADVISORY BUSINESS

In November 2008, we formed MFResidential Assets I, LLC (or MFR LLC) as a wholly-owned subsidiary to
opportunistically invest in Senior MBS. We expect that MFR LLC will allow us to build a track record in the Senior
MBS sector and help us to grow our future asset management business. At December 31, 2008, $204.0 million, or
2.0%, of our MBS portfolio, including $14.5 million of assets held through MFR LLC, was invested in non-Agency
MBS, of which $203.6 million were Senior MBS.

Through a wholly-owned subsidiary, we provide investment advisory services to a third-party institution with respect
to its Agency MBS portfolio investments that totaled approximately $172.1 million at December 31, 2008.

At December 31, 2008, we had an indirect investment of $11.3 million in a 191-unit multi-family apartment
property. The long-term fixed-rate mortgage loan collateralized by this property is non-recourse, subject to customary
non-recourse exceptions. At December 31, 2008, the mortgage secured by this multi-family apartment property,
which matures on February 1, 2011, had a balance of $9.3 million. (See Note 6 to the consolidated financial
statements, included under Item 8 of this annual report on Form 10-K.)

We continue to explore alternative business strategies, investments and financing sources and other initiatives to
complement our core business strategy. However, no assurance can be provided that any such strategic initiatives will
or will not be implemented in the future or, if undertaken, that any such strategic initiative will favorably impact us.

CORPORATE GOVERNANCE
We strive to maintain an ethical workplace in which the highest standards of professional conduct are practiced.

* Our Board is composed of a majority of independent directors. Our Audit,
Nominating and Corporate Governance and Compensation Committees are
composed exclusively of independent directors.

* In order to foster the highest standards of ethics and conduct in all of our business
relationships, we have adopted a Code of Business Conduct and Ethics and
Corporate Governance Guidelines, which cover a wide range of business practices
and procedures that apply to all of our directors, officers and employees. In addition,
we have implemented Whistle Blowing Procedures for Accounting and Auditing
Matters that set forth procedures by which any officer or employee may raise, on a
confidential basis, concerns regarding any questionable or unethical accounting,
internal accounting controls or auditing matters with our Audit Committee.

*  We have an insider trading policy that prohibits any of our directors, officers or
employees from buying or selling our common and preferred stock on the basis of
material nonpublic information and prohibits communicating material nonpublic
information to others.

*  We have a formal internal audit function to further the effective functioning of our
internal controls and procedures. Our internal audit plan, which is approved annually
by our Audit Committee, is based on a formal risk assessment and is intended to
provide management and our Audit Committee with an effective tool to identify and
address areas of financial or operational concerns and to ensure that appropriate
controls and procedures are in place. We have implemented Section 404 of the
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Sarbanes-Oxley Act of 2002, as amended (or the SOX Act), which requires an
evaluation of internal control over financial reporting in association with our
financial statements for the year ending December 31, 2008. (See Item 9A, “Controls
and Procedures” included in this annual report on Form 10-K.)
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COMPETITION

We operate in the mortgage-REIT industry. We believe that our principal competitors in the business of acquiring and
holding MBS of the types in which we invest are financial institutions, such as banks, savings and loan institutions,
life insurance companies, institutional investors, including mutual funds and pension funds, hedge funds and other
mortgage-REITs. Some of these entities may not be subject to the same regulatory constraints (i.e., REIT compliance
or maintaining an exemption under the Investment Company Act of 1940, as amended (or the Investment Company
Act)) as us. In addition, many of these entities have greater financial resources and access to capital than us. The
existence of these entities, as well as the possibility of additional entities forming in the future, may increase the
competition for the acquisition of MBS, resulting in higher prices and lower yields on such assets.

EMPLOYEES

At December 31, 2008, we had 22 employees, all of whom were full-time. We believe that our relationship with our
employees is good. None of our employees is unionized or represented under a collective bargaining agreement.

AVAILABLE INFORMATION

We maintain a website at www.mfa-reit.com. We make available, free of charge, on our website our (a) annual report
on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K (including any amendments thereto),
proxy statements and other information (or collectively, the Company Documents) filed with, or furnished to, the
Securities and Exchange Commission (or SEC), as soon as reasonably practicable after such documents are so filed or
furnished, (b) Corporate Governance Guidelines, (c) Code of Business Conduct and Ethics and (d) written charters of
the Audit Committee, Compensation Committee and Nominating and Corporate Governance Committee of our
Board. Our Company Documents filed with, or furnished to, the SEC are also available at the SEC’s website at
www.sec.gov. We also provide copies of our Corporate Governance Guidelines and Code of Business Conduct and
Ethics, free of charge, to stockholders who request it. Requests should be directed to Timothy W. Korth, General
Counsel, Senior Vice President — Business Development and Corporate Secretary, at MFA Financial, Inc., 350 Park
Avenue, 21st floor, New York, New York 10022.
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Item 1A. Risk Factors.

Our business and operations are subject to a number of risks and uncertainties, the occurrence of which could
adversely affect our business, financial condition, results of operations and ability to make distributions to
stockholders and could cause the value of our capital stock to decline.

General.

Our business and operations are affected by a number of factors, many of which are beyond our control, and primarily
depend on, among other things, the level of our net interest income, the market value of our assets, the supply of, and
demand for, MBS in the market place and the availability of acceptable financing. Our net interest income varies
primarily as a result of changes in interest rates, the slope of the yield curve (i.e., the differential between long-term
and short-term interest rates), borrowing costs (i.e., interest expense) and prepayment speeds on our MBS portfolio,
the behavior of which involves various risks and uncertainties. Interest rates and prepayment speeds, as measured by
the constant prepayment rate (or CPR), vary according to the type of investment, conditions in the financial markets,
competition and other factors, none of which can be predicted with any certainty.

Our operating results also depend upon our ability to effectively manage the risks associated with our business
operations, including interest rate, prepayment, financing and credit risks, while maintaining our qualification as a
REIT. In addition to our Agency MBS, we face risks inherent in our other assets, comprised of Senior MBS, other
non-Agency MBS and an indirect 100% interest in a multi-family apartment property. Although these other assets
represent a small portion of our total assets, 2.0% at December 31, 2008, they have the potential of materially
impacting our operating performance in future periods if such assets were to become impaired.

Risks Associated With Recent Adverse Developments in the Mortgage Finance and Credit Markets

Volatile market conditions for mortgages and mortgage-related assets as well as the broader financial markets have
resulted in a significant contraction in liquidity for mortgages and mortgage-related assets, which may adversely affect
the value of the assets in which we invest.

Our results of operations are materially affected by conditions in the markets for mortgages and mortgage-related
assets, including MBS, as well as the broader financial markets and the economy generally. Beginning in the summer
of 2007, significant adverse changes in financial market conditions have resulted in a deleveraging of the entire global
financial system and the forced sale of large quantities of mortgage-related and other financial assets. Recently,
concerns over economic recession, geopolitical issues, unemployment, the availability and cost of financing, the
mortgage market and a declining real estate market have contributed to increased volatility and diminished
expectations for the economy and markets. As a result of these conditions, many traditional mortgage investors have
suffered severe losses in their residential mortgage portfolios and several major market participants have failed or
been impaired, resulting in a significant contraction in market liquidity for mortgage-related assets. This illiquidity
has negatively affected both the terms and availability of financing for all mortgage-related assets. Further increased
volatility and deterioration in the markets for mortgages and mortgage-related assets as well as the broader financial
markets may adversely affect the performance and market value of our investment securities. If these conditions
persist, institutions from which we seek financing for our investments may continue to tighten their lending standards
or become insolvent, which could make it more difficult for us to obtain financing on favorable terms or at all. Our
profitability may be adversely affected if we are unable to obtain cost-effective financing for our investments.

The federal conservatorship of Fannie Mae and Freddie Mac and related efforts, along with any changes in laws and

regulations affecting the relationship between Fannie Mae and Freddie Mac and the U.S. Government, may adversely
affect our business.

11
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The payments of principal and interest we receive on our Agency MBS, which depend directly upon payments on the
ARMs underlying such securities, are guaranteed by Fannie Mae, Freddie Mac and Ginnie Mae. Fannie Mae and
Freddie Mac are U.S. Government-sponsored entities (or GSEs), but their guarantees are not backed by the full faith
and credit of the United States. Ginnie Mae is part of a U.S. Government agency and its guarantees are backed by the
full faith and credit of the United States.

5
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In response to general market instability and, more specifically, the financial conditions of Fannie Mae and Freddie
Mac, on July 30, 2008, the Housing and Economic Recovery Act of 2008 (or the HERA) established a new regulator
for Fannie Mae and Freddie Mac, the U.S. Federal Housing Finance Agency (or the FHFA). On September 7, 2008,
the U.S. Treasury, the FHFA, and the U.S. Federal Reserve announced a comprehensive action plan to help stabilize
the financial markets, support the availability of mortgage finance and protect taxpayers. Under this plan, among
other things, the FHFA has been appointed as conservator of both Fannie Mae and Freddie Mac, allowing the FHFA
to control the actions of the two GSEs, without forcing them to liquidate, which would be the case under
receivership. Importantly, the primary focus of the plan is to increase the availability of mortgage financing by
allowing these GSEs to continue to grow their guarantee business without limit, while limiting net purchases of
Agency MBS to a modest amount through the end of 2009. Beginning in 2010, these GSEs will gradually reduce
their Agency MBS portfolios.

In addition, in an effort to further stabilize the U.S. mortgage market, the U.S. Treasury took three additional
actions. First, it entered into a preferred stock purchase agreement with each of the GSEs, pursuant to which $100
billion will be available to each GSE. Second, it established a new secured credit facility, available to each of Fannie
Mae and Freddie Mac (as well as Federal Home Loan Banks) through December 31, 2009, when other funding
sources are unavailable. Third, it established an Agency MBS purchase program, under which the U.S. Treasury may
purchase Agency MBS in the open market. This Agency MBS purchase program will also expire on December 31,
2009. Initially, Fannie Mae and Freddie Mac each issued $1.0 billion of senior preferred stock to the U.S. Treasury
and warrants to purchase 79.9% of the fully-diluted common stock outstanding of each GSE at a nominal exercise
price. Pursuant to these agreements, each of Fannie Mae’s and Freddie Mac’s mortgage and Agency MBS portfolio
may not exceed $850 billion as of December 31, 2009, and will decline by 10% each year until such portfolio reaches
$250 billion. After reporting a substantial loss in the third quarter of 2008, Freddie Mac requested a capital injection
of $13.8 billion by the U.S. Treasury pursuant to its preferred stock purchase agreement.

Although the U.S. Government has committed capital to Fannie Mae and Freddie Mac, there can be no assurance that
these actions will be adequate for their needs. These uncertainties lead to questions about the future of the GSEs in
their current form, or at all, and the availability of, and trading market for, Agency MBS. Despite the steps taken by
the U.S. Government, Fannie Mae and Freddie Mac could default on their guarantee obligations which would
materially and adversely affect the value of our Agency MBS. Accordingly, if these government actions are
inadequate and the GSEs continue to suffer losses or cease to exist, our business, operations and financial condition
could be materially and adversely affected.

Additionally, the size and timing of the U.S. Government’s Agency MBS purchase program is subject to the discretion
of the Secretary of the U.S. Treasury, who has indicated that the scale of the program will be based on developments
in the capital markets and housing markets. Purchases under this program have already begun, but there is no
certainty that the U.S. Treasury will continue to purchase additional Agency MBS in the future. The U.S. Treasury
can hold its portfolio of Agency MBS to maturity and, based on mortgage market conditions, may make adjustments
to the portfolio. This flexibility may adversely affect the pricing and availability of Agency MBS in the market. Itis
also possible that the U.S. Treasury’s commitment to purchase Agency MBS in the future could create additional
demand that would negatively affect the pricing of the Agency MBS that we seek to acquire.

The U.S. Treasury could also stop providing credit support to Fannie Mae and Freddie Mac in the future. The U.S.
Treasury’s authority to purchase Agency MBS and to provide financial support to Fannie Mae and Freddie Mac under
the HERA expires on December 31, 2009. The problems faced by Fannie Mae and Freddie Mac resulting in their
being placed into federal conservatorship have stirred debate among some federal policy makers regarding the
continued role of the U.S. Government in providing liquidity for mortgage loans. Following expiration of the current
authorization, each of Fannie Mae and Freddie Mac could be dissolved and the U.S. Government could determine to
stop providing liquidity support of any kind to the mortgage market. The future roles of Fannie Mae and Freddie Mac
could be significantly reduced and the nature of their guarantee obligations could be considerably limited relative to

13



Edgar Filing: MFA FINANCIAL, INC. - Form 10-K

historical measurements. Any changes to the nature of their guarantee obligations could redefine what constitutes an
Agency MBS and could have broad adverse implications for the market and our business, operations and financial
condition. If Fannie Mae or Freddie Mac were eliminated, or their structures were to change radically (i.e., limitation
or removal of the guarantee obligation), we may be unable to acquire additional Agency MBS and our existing
Agency MBS could be materially and adversely impacted.

We could be negatively affected in a number of ways depending on the manner in which related events unfold for
Fannie Mae and Freddie Mac. We rely on our Agency MBS as collateral for our financings under our repurchase
agreements. Any decline in their value, or perceived market uncertainty about their value, would make it more
difficult for us to obtain financing on acceptable terms or at all, or to maintain our compliance with the terms of any
financing transactions. Further, the current credit support provided by the U.S. Treasury to Fannie Mae and Freddie
Mac, and any additional credit support it may provide in the future, could have the effect of lowering the interest rates
we expect to receive from Agency MBS, thereby tightening the spread between the interest we earn on our Agency
MBS and the cost of financing those assets. A reduction in the supply of Agency MBS could also negatively affect
the pricing of Agency MBS by reducing the spread between the interest we earn on our portfolio of Agency MBS and
our cost of financing that portfolio.

6
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As indicated above, recent legislation has changed the relationship between Fannie Mae and Freddie Mac and the U.S.
Government and requires Fannie Mae and Freddie Mac to reduce the amount of mortgage loans they own or for which
they provide guarantees on Agency MBS. Future legislation could further change the relationship between Fannie
Mae and Freddie Mac and the U.S. Government, and could also nationalize or eliminate such entities entirely. Any
law affecting these GSEs may create market uncertainty and have the effect of reducing the actual or perceived credit
quality of securities issued or guaranteed by Fannie Mae or Freddie Mac. As a result, such laws could increase the
risk of loss on investments in Agency MBS guaranteed by Fannie Mae and/or Freddie Mac. It also is possible that
such laws could adversely impact the market for such securities and spreads at which they trade. All of the foregoing
could materially and adversely affect our business, operations and financial condition.

There can be no assurance that the actions taken by the U.S. and foreign governments, central banks and other
governmental and regulatory bodies for the purpose of seeking to stabilize the financial markets will achieve the
intended effect or benefit our business and further government or market developments could adversely affect us.

In response to the financial issues affecting the banking system and financial markets and going concern threats to
investment banks and other financial institutions, the Emergency Economic Stabilization Act of 2008 (or EESA), was
enacted by the U.S. Congress. The EESA provides the Secretary of the U.S. Treasury with the authority to establish a
Troubled Asset Relief Program (or TARP) to purchase from financial institutions up to $700 billion of residential or
commercial mortgages and any securities, obligations, or other instruments that are based on or related to such
mortgages, that in each case was originated or issued on or before March 14, 2008. In addition, under TARP, the U.S.
Treasury, after consultation with the Chairman of the Board of Governors of the Federal Reserve System, may
purchase any other financial instrument deemed necessary to promote financial market stability, upon transmittal of
such determination, in writing, to the appropriate committees of the U.S. Congress. EESA also provides for a program
that would allow companies to insure their troubled assets.

In November 2008, after using a significant portion of the funds available under TARP to make preferred equity
investments in certain financial institutions, the Secretary of the U.S. Treasury announced that following enactment of
EESA, the U.S. Treasury had continued to examine the relative benefits of purchasing illiquid mortgage-related assets
and had determined that its assessment at that time was that such purchases were not the most effective way to use
limited TARP funds. However, the U.S. Treasury will continue to examine whether targeted forms of asset purchase
can play a useful role, relative to other potential uses of TARP resources.

On November 25, 2008, the Federal Reserve announced that it would initiate a program to purchase $100 billion in
direct obligations of Fannie Mae, Freddie Mac and the Federal Home Loan Banks and $500 billion in Agency
MBS. The Federal Reserve stated that its actions are intended to reduce the cost and increase the availability of credit
for the purchase of houses, which in turn should support housing markets and foster improved conditions in financial
markets more generally. The purchases of direct obligations began during the first week of December 2008 and
purchases of residential MBS began on January 5, 2009.

There can be no assurance that the EESA or the Federal Reserve’s actions will have a beneficial impact on the financial
markets. To the extent the markets do not respond favorably to TARP or TARP does not function as intended, our

business may not receive the anticipated positive impact from the legislation and such result may have broad adverse

market implications. In addition, U.S. and foreign governments, central banks and other governmental and regulatory

bodies have taken or are considering taking other actions to address the financial crisis. We cannot predict whether or

when such actions may occur or what affect, if any, such actions could have on our business, results of operations and

financial condition.
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Mortgage loan modification programs and future legislative action may adversely affect the value of, and the returns,
on our MBS.

The U.S. Government, through the Federal Housing Authority and the Federal Deposit Insurance Corporation (or
FDIC) commenced implementation of programs designed to provide homeowners with assistance in avoiding
residential mortgage loan foreclosures. These programs may involve, among other things, the modification of
mortgage loans to reduce the principal amount of the loans or the rate of interest payable on the loans, or to extend the
payment terms of the loans. In addition, members of the U.S. Congress have indicated support for additional
legislative relief for homeowners, including an amendment of the bankruptcy laws to permit the modification of
mortgage loans in bankruptcy proceedings. These loan modification programs, as well as future legislative or
regulatory actions, including amendments to the bankruptcy laws, that result in the modification of outstanding
mortgage loans may adversely affect the value of, and the returns on, our MBS.

Prepayment rates on the mortgage loans underlying our MBS may adversely affect our profitability.

The MBS that we acquire are primarily secured by pools of ARMs on residential properties. In general, the ARMs
collateralizing our MBS may be prepaid at any time without penalty. Prepayments on our MBS result when
homeowners/mortgagees satisfy (i.e., payoff) the mortgage upon selling or refinancing their mortgaged property. In
addition, because our MBS are primarily Agency MBS, defaults and foreclosures typically have the same effect as
prepayments because of the underlying agency guarantee. When we acquire a particular MBS, we anticipate that the
underlying mortgage loans will prepay at a projected rate which provides us with an expected yield on such
MBS. When mortgagees prepay their mortgage loans faster than anticipated, it results in a faster prepayment rate on
the related MBS in our portfolio, which may adversely affect our profitability. Prepayment rates generally increase
when interest rates fall and decrease when interest rates rise, but changes in prepayment rates are difficult to
predict. Prepayment rates also may be affected by conditions in the housing and financial markets, general economic
conditions and the relative interest rates on fixed-rate mortgage loans and ARMs.

We often purchase MBS that have a higher interest rate than the prevailing market interest rate. In exchange for a
higher interest rate, we typically pay a premium over par value to acquire these securities. In accordance with
generally accepted accounting principles (or GAAP), we amortize the premiums on our MBS over the life of the
related MBS. If the mortgage loans securing our MBS prepay at a rapid rate, we will have to amortize our premiums
on an accelerated basis which may adversely affect our profitability. As of December 31, 2008, we had net purchase
premiums of $125.0 million, or 1.3% of current par value, on our Agency MBS and net purchase discounts of $11.7
million, or 3.4% of current par value, on our non-Agency MBS.

Prepayments, which are the primary feature of MBS that distinguish them from other types of bonds, are difficult to
predict and can vary significantly over time. As the holder of MBS, on a monthly basis, we receive a payment equal
to a portion of our investment principal in a particular MBS as the underlying mortgages are prepaid. With respect to
our Agency MBS, we typically receive notice of monthly principal prepayments on the fifth business day of each
month (such day is commonly referred to as factor day) and receive the related scheduled payment on a specified later
date, which for (a) Agency MBS guaranteed by Fannie Mae is the 25th day of that month (or next business day
thereafter), (b) Agency MBS guaranteed by Freddie Mac is the 15th day of the following month (or next business day
thereafter), and (c) Agency MBS guaranteed by Ginnie Mae is the 20th day of that month (or next business day
thereafter). With respect to our non-Agency MBS, we typically receive notice of monthly principal prepayments and
the related scheduled payment on the 25th day of each month (or next business day thereafter). In general, on the date
each month that principal prepayments are announced (i.e., factor day for Agency MBS), the value of our MBS
pledged as collateral under our repurchase agreements is reduced by the amount of the prepaid principal and, as a
result, our lenders will typically initiate a margin call requiring the pledge of additional collateral or cash, in an
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amount equal to such prepaid principal, in order to re-establish the required ratio of borrowing to collateral value
under such repurchase agreements. Accordingly, with respect to our Agency MBS, the announcement on factor day
of principal prepayments is in advance of our receipt of the related scheduled payment, thereby creating a short-term
receivable for us in the amount of any such principal prepayments; however, under our repurchase agreements, we
may receive a margin call relating to the related reduction in value of our Agency MBS and, prior to receipt of this
short-term receivable, be required to post collateral or cash in the amount of the principal prepayment on or about
factor day, which would reduce our liquidity during the period in which the short-term receivable was
outstanding. As a result, in order to meet any such margin calls, we could be forced to sell assets in order to maintain
liquidity. Forced sales under adverse market conditions may result in lower sales prices than ordinary market sales
made in the normal course of business. If our MBS were liquidated at prices below our amortized cost (i.e., the
carrying value) of such assets, we would incur losses, which could adversely affect our earnings. In addition, in order
to continue to earn a return on this prepaid principal, we must reinvest it in additional MBS or other assets; however,
if interest rates decline, we may earn a lower return on our new investments as compared to the MBS that prepay.

8
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Prepayments may have a negative impact on our financial results, the effects of which depends on, among other
things, the timing and amount of the prepayment delay on our Agency MBS, the amount of unamortized premium on
our prepaid MBS, the reinvestment lag and the availability of suitable reinvestment opportunities.

Our business strategy involves a significant amount of leverage which may adversely affect our return on our
investments and may reduce cash available for distribution to our stockholders as well as increase losses when
economic conditions are unfavorable.

Pursuant to our leverage strategy, we borrow against a substantial portion of the market value of our MBS and use the
borrowed funds to finance the acquisition of additional investment assets. We are not required to maintain any
particular assets-to-equity ratio. Future increases in the amount by which the collateral value is required to
contractually exceed the repurchase transaction loan amount, decreases in the market value of our MBS, increases in
interest rate volatility and changes in the availability of acceptable financing could cause us to be unable to achieve
the degree of leverage we believe to be optimal. Our return on our assets and cash available for distribution to our
stockholders may be reduced to the extent that changes in market conditions prevent us from leveraging our
investments or cause the cost of our financing to increase relative to the income earned on our leveraged assets. In
addition, our payment of interest expense on our borrowings will reduce cash flow available for distributions to our
stockholders. If the interest income on our MBS purchased with borrowed funds fails to cover the interest expense of
the related borrowings, we will experience net interest losses and may experience net losses from operations. Such
losses could be significant as a result of our leveraged structure. The use of borrowing, or “leverage,” to finance our
MBS and other assets involves a number of other risks, including the following:

Adverse developments involving major financial institutions or involving one of our lenders could result in a rapid
reduction in our ability to borrow and adversely affect our business and profitability. Although as of December 31,
2008 we had amounts outstanding under repurchase agreements with 19 separate lenders and continue to develop
new relationships with additional lenders, recent turmoil in the financial markets as it relates to major financial
institutions has raised concerns that a material adverse development involving one or more major financial
institutions or the financial markets in general could result in our lenders reducing our access to funds available under
our repurchase agreements. Dramatic declines in the housing market, with decreasing home prices and increasing
foreclosures and unemployment, have resulted in significant asset write-downs by financial institutions, which have
caused many financial institutions to seek additional capital, to merge with other institutions and, in some cases, to
fail. Institutions from which we seek to obtain financing may have owned or financed residential mortgage loans,
real estate-related securities and real estate loans which have declined in value and caused losses as a result of the
recent downturn in the markets. Many lenders and institutional investors have reduced and, in some cases, ceased to
provide funding to borrowers, including other financial institutions. If these conditions persist, these institutions may
become insolvent or tighten their lending standards, which could make it more difficult for us to obtain acceptable
financing or at all. Because all of our repurchase agreements are uncommitted and renewable at the discretion of our
lenders, these conditions could cause our lenders to determine to reduce or terminate our access to future borrowings,
which could adversely affect our business and profitability. Furthermore, if a number of our lenders became
unwilling or unable to continue to provide us with financing, we could be forced to sell assets, including MBS in an
unrealized loss position, in order to maintain liquidity. Forced sales under adverse market conditions may result in
lower sales prices than ordinary market sales made in the normal course of business. If our MBS were liquidated at
prices below our amortized cost (i.e., the carrying value) of such assets, we would incur losses, which could
adversely affect our earnings.

9
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Our profitability may be limited by a reduction in our leverage. As long as we earn a positive spread between
interest and other income we earn on our assets and our borrowing costs, we can generally increase our profitability
by using greater amounts of leverage. We cannot, however, assure you that repurchase financing will remain an
efficient source of long-term financing for our assets. The amount of leverage that we use may be limited because
our lenders might not make funding available to us at acceptable rates or they may require that we provide
additional collateral to secure our borrowings. If our financing strategy is not viable, we will have to find alternative
forms of financing for our assets which may not be available to us on acceptable terms or at acceptable rates. In
addition, in response to certain interest rate and investment environments or to changes in market liquidity, we could
adopt a strategy of reducing our leverage by selling assets or not reinvesting principal payments as MBS amortize
and/or prepay, thereby decreasing the outstanding amount of our related borrowings. Such an action could reduce
interest income, interest expense and net income, the extent of which would be dependent on the level of reduction
in assets and liabilities as well as the sale prices for which the assets were sold.

4f we are unable to renew our borrowings at favorable rates, it may force us to sell assets and our profitability may be
adversely affected. Since we rely primarily on borrowings under repurchase agreements to finance our MBS, our
ability to achieve our investment objectives depends on our ability to borrow funds in sufficient amounts and on
favorable terms and on our ability to renew or replace maturing borrowings on a continuous basis. Our repurchase
agreement credit lines are renewable at the discretion of our lenders and, as such, do not contain guaranteed roll-over
terms. Our ability to enter into repurchase transactions in the future will depend on the market value of our MBS
pledged to secure the specific borrowings, the availability of acceptable financing and market liquidity and other
conditions existing in the lending market at that time. If we are not able to renew or replace maturing borrowings,
we could be forced to sell assets, including MBS in an unrealized loss position, in order to maintain liquidity. Forced
sales under adverse market conditions may result in lower sales prices than ordinary market sales made in the normal
course of business. If our MBS were liquidated at prices below our amortized cost (i.e., the carrying value) of such
assets, we would incur losses, which could adversely affect our earnings.

A decline in the market value of our assets may result in margin calls that may force us to sell assets under adverse
market conditions. In general, the market value of our MBS is impacted by changes in interest rates, prevailing
market yields and other market conditions. A decline in the market value of our MBS may limit our ability to borrow
against such assets or result in lenders initiating margin calls, which require a pledge of additional collateral or cash
to re-establish the required ratio of borrowing to collateral value, under our repurchase agreements. Posting
additional collateral or cash to support our credit will reduce our liquidity and limit our ability to leverage our assets,
which could adversely affect our business. As a result, we could be forced to sell some of our assets, including MBS
in an unrealized loss position, in order to maintain liquidity. Forced sales under adverse market conditions may
result in lower sales prices than ordinary market sales made in the normal course of business. If our MBS were
liquidated at prices below our amortized cost (i.e., the carrying value) of such assets, we would incur losses, which
could adversely affect our earnings.

If a counterparty to our repurchase transactions defaults on its obligation to resell the underlying security back to us
at the end of the transaction term or if we default on our obligations under the repurchase agreement, we could incur
losses. When we engage in repurchase transactions, we generally sell securities to lenders (i.e., repurchase
agreement counterparties) and receive cash from the lenders. The lenders are obligated to resell the same securities
back to us at the end of the term of the transaction. Because the cash we receive from the lender when we initially
sell the securities to the lender is less than the value of those securities (this difference is referred to as the haircut), if
the lender defaults on its obligation to resell the same securities back to us we would incur a loss on the transaction
equal to the amount of the haircut (assuming there was no change in the value of the securities). Further, if we
default on one of our obligations under a repurchase transaction, the lender can elect to terminate the transaction and
cease entering into additional repurchase transactions with us. Our repurchase agreements may also contain
cross-default provisions, so that if a default occurs under any one agreement, the lenders under our other repurchase
agreements could also declare a default. Any losses we incur on our repurchase transactions could adversely affect
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our earnings and thus our cash available for distribution to our stockholders.

Our use of repurchase agreements to borrow money may give our lenders greater rights in the event of
bankruptcy. Borrowings made under repurchase agreements may qualify for special treatment under the U.S.
Bankruptcy Code. If a lender under one of our repurchase agreements files for bankruptcy, it may be difficult for us
to recover our assets pledged as collateral to such lender. In addition, if we ever file for bankruptcy, lenders under
our repurchase agreements may be able to avoid the automatic stay provisions of the Bankruptcy Code and take
possession of, and liquidate, our collateral under our repurchase agreements without delay.

10
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We have experienced declines in the market value of our assets.

A decline in the market value of our MBS or other assets may require us to recognize an “other-than-temporary”
impairment against such assets under GAAP if we were to determine that, with respect to any assets in unrealized loss
positions, we do not have the ability and intent to hold such assets for a period of time sufficient to allow for recovery
(which may be at maturity) of the amortized cost of such assets. If such a determination were made, we would
recognize unrealized losses through earnings and write down the amortized cost of such assets to a new cost basis,
based on the fair market value of such assets on the date they are considered to be other-than-temporarily
impaired. Such impairment charges reflect non-cash losses at the time of recognition. Any subsequent disposition or
sale of such impaired assets could further affect our future losses or gains, as they are based on the difference between
the sale price received and adjusted amortized cost of such assets at the time of sale. In the past, we have experienced
declines in the market value of our MBS and other assets which were determined to be other-than-temporary. As a
result, we recognized other-than-temporary impairments against such assets under GAAP, which were recognized
through earnings, reflecting the write down of the cost basis of such assets to their fair market value at the point the
determination was made.

Our investment strategy may involve credit risk.

The holder of a mortgage or MBS assumes a risk that the borrowers may default on their obligations to make full and
timely payments of principal and interest. Our investment policy requires that at least 50% of our assets consist of
MBS that are either (a) issued or guaranteed by a federally charted corporation, such as Fannie Mae or Freddie Mac,
or an agency of the U.S. Government, such as Ginnie Mae, or (b) are rated in one o