





Annaly Capital Management, Inc. 2009 Annual Report

During 2009, Annaly continued to meet
its business objective of generating net
income for distribution to shareholders.
We distributed approximately $1.4 billion
in total dividends, or $2.54 per common
share, to our investors.
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Dear Fellow Shareholders,

“Eventually, all things merge into
one, and a river runs through it.”

tew years ago, we wrote about the great challenges of preparing to

navigate the turbulence we believed facing the housing, debt and

capital markets. The seeds of the destruction of household and corporate

wealth were planted in the mid-1990s as the government embraced the

ownership society and propelled the rise of lending programs designed
to make housing affordable. Like the slow trickle that accelerates into the current of a
great, flowing river, the path to the first property valuation losses since the 1930s took the
path of least resistance converting apartment dwellers into homeowners and homeowners
into house flippers, lured by the promise of easy credit and low initial interest rates.

As the momentum built in community after community, county by county, state by
state, the current began to feel as exhilarating as a white water rafting adventure. The speed
of the slippery, diluted credit underwriting compelled consumers and governments—local,
state and even Federal—to pile onto debt creation, creating an illusory monetary raft in a
world of stagnant incomes and the inexorably rising swell of entitlements. It was quite a
ride, but it soon turned dangerous.

Throughout the early part of the buildup, our management team recognized the flow,
cautioned the markets about riding too close to the center of the river and being swept up
in its fastest streams. We paused where necessary to watch the reflections, and began to
reef our sails, adjust our trim and re-chart our course. Understanding that all commerce
was immersed in the river, we chose safer ports. We plotted carefully around turns, giving
wide berth to larger, more aggressive boats around us. We expanded our craft’s capabilities,
diversified and grew our subsidiaries’ asset management abilities and offerings and assumed
a leadership role in market capitalization. In 2009, FIDAC widened its lead in the financial
asset auction business and now manages the second largest NYSE-listed mortgage-REIT,
Chimera, which, incidentally, was the largest non-bank issuer of re-securitizations last year.

At the same time, our broker-dealer subsidiary, RCap Securities, continued to grow its

2 ! Norman Maclean, A River Runs Through It and Other Stories (Chicago: University of Chicago Press, 1976).
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business activities. All of these steps represent the execution of a strategic decision by our
team to stay close to shore and navigate the debt crises which emerged around everyone.
I believe these efforts are paying off.

'The continuing volatility is providing us with many new opportunities as change is
being thrust on the way markets operate and companies compete. The rapids of monetary
policy and the unwinding of the excesses of the past 15 years are forcing new regulations
into the markets, and companies are being prompted to shed assets and businesses. We
will continue to carefully and prudently slice our way through the headwaters before us
and maintain our practiced stance of negotiating the rocks and sandbars which are stranding
so many mid-river.

Indeed, all things seem to be merging into one vast tidal basin of cross currents.

'The two great influences in American life, the Government and the Private Sector, are in
danger of damming the river in the confusion of fighting the corrective tide of the capital
markets. More government debt and guarantees seem inevitable. Higher taxes and knee-jerk
regulation are inescapable. Crowding out is a threat. The world is mired in the inevitable
rear-view mirror activities that occur when the real implications of the past are unveiled by
the same capital markets that created the breakage. Unquestionably, new rivers and streams
will emerge on the other side.

Sitting where we are in the river, surveying the path ahead, our only use for the past
is to learn from it. We have refitted our craft, NLY, and are committed to the course of the
continued development of a unique, battle-tested, shareholder-focused company.

'The only thing that is certain about the coming changes in the markets is uncertainty.
'The same kind of uncertainty that exists when you cast off your bow lines from the dock and
start floating downstream.

'The best sailors know that a strong, balanced craft and a talented, nimble crew are the

keys to a long, successful voyage, whatever the weather.

Prodesse Non Nocere

Michael A. J. Farrell
March 17,2010
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SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

Certain statements contained in this annual report, and certain statements contained in our future filings with the
Securities and Exchange Commission (the “SEC” or the “Commission”), in our press releases or in our other public or
shareholder communications may not be based on historical facts and are “forward-looking statements” within the
meaning of the Private Securities Litigation Reform Act of 1995. Forward-looking statements, which are based on
various assumptions (some of which are beyond our control), may be identified by reference to afuture period or periods
or by the use of forward-looking terminology, such as “may,” “will,” “believe,” “expect,” “anticipate,” “continue,” or
similar terms or variations on those terms or the negative of those terms. Actual results could differ materially from
those set forth in forward-looking statements due to avariety of factors, including, but not limited to:

" ou " ou " u ” u

e changesin interest rates,
e changesintheyield curve,
e changesin prepayment rates,
o theavailability of mortgage-backed securities and other securities for purchase,
o theavailability of financing and, if available, the terms of any financing,
e changesin the market value of our assets,
e changesin business conditions and the general economy,
e our ability to consummate any contemplated investment opportunities,
e  risksassociated with the investment advisory business of our wholly owned subsidiaries, including:
o theremoval by clients of assets managed,
0 their regulatory requirements, and
0 competition in the investment advisory business,
e risksassociated with the broker-dealer business of our subsidiary,
e changesin government regulations affecting our business, and
e our ability to maintain our qualification asa REIT for federal income tax purposes
No forward-looking statements can be guaranteed and actual future results may vary materially and we caution you not
to place undue reliance on these forward-looking statements. For a discussion of the risks and uncertainties which could
cause actual results to differ from those contained in the forward-looking statements, please see the information under
the caption “Risk Factors’ described in this Form 10-K. We do not undertake, and specifically disclaim any obligation,

to publicly release the result of any revisions which may be made to any forward-looking statements to reflect the
occurrence of anticipated or unanticipated events or circumstances after the date of such statements.



PART |
ITEM 1.BUSINESS

THE COMPANY
Background

We own, manage, and finance a portfolio of investment securities, including mortgage pass-through certificates,
collateralized mortgage obligations (or CMOs), agency callable debentures, and other securities representing interests
in or obligations backed by pools of mortgage loans. Our principal business objective is to generate net income for
distribution to our stockholders from the spread between the interest income on our investment securities and the cost
of borrowings to finance our acquisition of investment securities and from dividends we receive from our subsidiaries.
Our wholly-owned subsidiaries offer diversified real estate, asset management and other financial services. We are a
Maryland corporation that commenced operations on February 18, 1997. We are self-advised and self-managed. We
acquired Fixed Income Discount Advisory Company (or FIDAC) on June 4, 2004 and Merganser Capital Management,
Inc. (or Merganser) on October 31, 2008. FIDAC and Merganser manage a number of investment vehicles and separate
accounts for which they earn fee income. Our subsidiary, RCap Securities Inc. (or RCap), operates as a broker-dealer,
and was granted membership in the Financial Industry Regulatory Authority (or FINRA) in January 2009.

We have elected and believe that we are organized and have operated in a manner that qualifies us to be taxed
as areal estate investment trust (or REIT) under the Internal Revenue Code of 1986, as amended (or the Code). If we
qualify for taxation as a REIT, we generally will not be subject to federal income tax on our taxable incomethat is
distributed to our stockholders. Therefore, substantially all of our assets, other than FIDAC, Merganser and RCap,
which are our taxable REIT subsidiaries, consist of qualified REIT real estate assets (of the type described in Section
856(c)(5)(B) of the Code). We have financed our purchases of investment securities with the net proceeds of equity
offerings and borrowings under repurchase agreements whose interest rates adjust based on changes in short-term market
interest rates.

Asused herein, “Annaly,” the “Company,” “we,” “our” and similar terms refer to Annaly Capital Management,

Inc., unless the context indicates otherwise.
Assets

Under our capital investment policy, at least 75% of our total assets must be comprised of high-quality
mortgage-backed securities and short-term investments. High quality securities means securitiesthat (1) are rated within
one of the two highest rating categories by at least one of the nationally recognized rating agencies, (2) are unrated but
are guaranteed by the United States government or an agency of the United States government, or (3) are unrated but we
determine them to be of comparable quality to rated high-quality mortgage-backed securities.

The remainder of our assets, comprising not more than 25% of our total assets, may consist of other qualified
REIT real estate assets which are unrated or rated less than high quality, but which are at least “investment grade” (rated
“BBB” or better by Standard & Poor’s Corporation (or S& P) or the equivalent by another nationally recognized rating
agency) or, if not rated, we determine them to be of comparable credit quality to an investment which israted “BBB” or
better. In addition, we may directly or indirectly invest part of this remaining 25% of our assets in other types of
securities, including but without limitation, unrated debt, equity or derivative securities, to the extent consistent with our
REIT qualification requirements. The derivative securities in which we invest may include securities representing the
right to receive interest only or a disproportionately large amount of interest, aswell asinverse floaters, which may have
imbedded leverage as part of their structural characteristics.

We may acquire mortgage-backed securities backed by single-family residential mortgage |oans as well as
securities backed by loans on multi-family, commercia or other real estate related properties. To date, substantially all
of the mortgage-backed securities that we have acquired have been backed by single-family residential mortgage loans.

To date, substantially all of the mortgage-backed securities that we have acquired have been agency mortgage-
backed securities which, although not rated, carry animplied “AAA” rating. Agency mortgage-backed securities are



mortgage-backed securities for which a government agency or federally chartered corporation, such as the Federal Home
L oan Mortgage Corporation (FHLMC or Freddie Mac), the Federal National Mortgage Association (“FNMA” or
“Fannie Mag"), or the Government National Mortgage Association (GNMA or Ginnie Mag), guarantees payments of
principal or interest on the securities. Agency mortgage-backed securities consist of agency pass-through certificates and
CMOs issued or guaranteed by an agency. Pass-through certificates provide for a pass-through of the monthly interest
and principal payments made by the borrowers on the underlying mortgage loans. CMOs divide a pool of mortgage
loans into multiple tranches with different principal and interest payment characteristics.

At December 31, 2009, approximately 21% of our investment securities were adjustable-rate pass-through
certificates, approximately 74% of our investment securities were fixed-rate pass-through certificates or CMOs, and
approximately 5% of our investment securities were CMO floaters. Our adjustabl e-rate pass-through certificates are
backed by adjustable-rate mortgage loans and have coupon rates which adjust over time, subject to interest rate caps and
lag periods, in conjunction with changes in short-term interest rates. Our fixed-rate pass-through certificates are backed
by fixed-rate mortgage loans and have coupon rates which do not adjust over time. CMO floaters are tranches of
mortgage-backed securities where the interest rate adjusts in conjunction with changes in short-term interest rates. CMO
floaters may be backed by fixed-rate mortgage loans or, less often, by adjustable-rate mortgage loans. In this Form 10-
K, except where the context indicates otherwise, we use the term “ adjustable-rate securities’ or “adjustable-rate
investment securities’ to refer to adjustable-rate pass-through certificates, CMO floaters, and Agency debentures. At
December 31, 2009, the weighted average yield on our portfolio of earning assets was 4.51% and the weighted average
term to next rate adjustment on adjustabl e rate securities was 33 months.

We may also invest in Federal Home Loan Bank (FHLB), FHLMC, and FNMA debentures. We refer to the
mortgage-backed securities and agency debentures collectively as“ Investment Securities.” We intend to continue to
invest in adjustabl e rate pass-through certificates, fixed-rate mortgage-backed securities, CM O floaters, and Agency
debentures. We may also invest on alimited basis in derivative securities which include securities representing the right
to receive interest only or adisproportionately large amount of interest as well as inverse floaters, which may have
imbedded leverage as part of their structural characteristics. We have not and will not invest in real estate mortgage
investment conduit (REMIC) residuals and other CMO residuals.

Borrowings

We attempt to structure our collateralized borrowings to have interest rate adjustment indices and interest rate
adjustment periods that, on an aggregate basis, correspond generally to the interest rate adjustment indices and periods of
our adjustable-rate investment securities. However, periodic rate adjustments on our collateralized borrowings are
generally more frequent than rate adjustments on our investment securities. At December 31, 2009, the weighted
average cost of fundsfor all of our collateralized borrowings was 2.11%, with the effect of swaps, the weighted average
original term to maturity was 217 days, and the weighted average term to next rate adjustment of these collateralized
borrowings was 170 days.

We generally expect to maintain aratio of debt-to-equity of between 8:1 and 12:1, although the ratio may vary
from time to time depending upon market conditions and other factors that our management deemsrelevant. For
purposes of calculating this ratio, our equity is equal to the value of our investment portfolio on a mark-to-market basis,
less the book value of our obligations under repurchase agreements and other collateralized borrowings. At December
31, 2009, our ratio of debt-to-equity was5.7:1.

On February 9, 2010, we issued $500.0 million in aggregate principal amount of our 4% convertible senior
notes due 2015 (Convertible Senior Notes) for net proceeds following underwriting expenses of approximately $484.8
million. Interest on the notes will be paid semi-annually at arate of 4% per year and the notes will mature on February
15, 2015 unless earlier repurchased or converted. The notes will be convertible into shares of common stock at an initial
conversion rate of 46.6070 shares of common stock per $1,000 principal amount of notes, which is equivalent to an
initial conversion price of approximately $21.456 per share of common stock, subject to adjustment in certain
circumstances.



Hedging

To the extent consistent with our election to qualify asaREIT, we enter into hedging transactions to attempt to
protect our investment securities and related borrowings against the effects of major interest rate changes. This hedging
would be used to mitigate declinesin the market value of our investment securities during periods of increasing or
decreasing interest rates and to limit or cap the interest rates on our borrowings. These transactions would be entered
into solely for the purpose of hedging interest rate or prepayment risk and not for speculative purposes. In connection
with our interest rate risk management strategy, we hedge a portion of our interest rate risk by entering into derivative
financial instrument contracts. As of December 31, 2009, we had $21.5 billion in interest rate swaps, which in effect
modify the cash flows on repurchase agreements.

Our Subsidiaries

FIDAC, an investment advisor registered with the Securities and Exchange Commission, is afixed-income
investment management company specializing in managing fixed income investments in residential mortgage-backed
securities, commercial mortgage-backed securities and collateralized debt obligations for various investment vehicles
and separate accounts. FIDAC also has experience in managing and structuring debt financing associated with various
asset classes and serves as aliquidation agent of collateralized debt obligations. FIDAC commenced active investment
management operationsin 1994. At September 30, 2009, FIDAC was the adviser or sub-adviser for investment vehicles
and separate accounts. The team managing Annaly plays the same roles at FIDAC.

Merganser, an investment advisor registered with the Securities and Exchange Commission, has expertisein a
variety of fixed income strategies and focuses on managing each portfolio based on each client’ s specific investment
principles. Merganser serves a diverse group of clientsin avariety of disciplines nationwide including pension, public,
operating, Taft-Hartley and endowment funds as well as defined contribution plans. Merganser’ s investment team
maintains a careful balance of risk management and performance by employing fundamental security analysis and by
trading in an environment supported by state-of-the-art technology, infrastructure and operations.

RCap operates as a broker-dealer and was granted membership in the Financial Industry Regulatory Authority
(or FINRA) in January 2009.

Compliance with REIT and Investment Company Requirements

We constantly monitor our investment securities and the income from these securities and, to the extent we
enter into hedging transactions, we monitor income from our hedging transactions as well, so asto ensure at al times
that we maintain our qualification asa REIT and our exemption from registration under the Investment Company Act of
1940, as amended.

Executive Officers of the Company

The following table sets forth certain information as of February 25, 2010 concerning our executive officers:

Name Age Position held with the Company
Michael A.J. Farrell 58 Chairman of the Board, Chief Executive Officer and President
Vice Chairman of the Board, Chief Investment Officer and Chief
Wellington J. Denahan-Norris 46 Operating Officer
Kathryn F. Fagan 43 Chief Financial Officer and Treasurer
Executive Vice President, General Counsel, Secretary and Chief
R. Nicholas Singh 50 Compliance Officer
James P. Fortescue 36 Managing Director and Head of Liabilities
Kristopher Konrad 35 Managing Director and Co-Head Portfolio Management
Rose-Marie Lyght 36 Managing Director and Co-Head Portfolio Management
Jeremy Diamond 46 Managing Director
Ronald Kazel 42 Managing Director



Mr. Farrell and Ms. Denahan-Norris have an average of 25 years experience in the investment banking and
investment management industries where, in various capacities, they have each managed portfolios of mortgage-backed
securities, arranged collateralized borrowings and utilized hedging techniques to mitigate interest rate and other risk
within fixed-income portfolios. Ms. Fagan is a certified public accountant and, prior to becoming our Chief Financial
Officer and Treasurer, served as Chief Financial Officer and Controller of a publicly owned savings and loan association.
Mr. Singh joined Annaly in February 2005. Prior to that, he was a partner in the law firm of McKee Nelson LLP. Mr.
Fortescue joined Annaly in 1997. Mr. Konrad joined Annaly in 1997. Ms. Lyght joined Annaly in April 1999. Mr.
Diamond joined Annaly in March 2002. Mr. Kazel joined Annaly in December 2001. We and our subsidiaries had 87
full-time employees at December 31, 2009.

Distributions

To maintain our qualification as a REIT, we must distribute substantially all of our taxable income to our
stockholders each year. We have done thisin the past and intend to continue to do so in the future. We also have
declared and paid regular quarterly dividendsin the past and intend to do so in the future. We have adopted a dividend
reinvestment plan to enable holders of common stock to reinvest dividends automatically in additional shares of common
stock.



BUSINESS STRATEGY

General

Our principal business objective isto generate income for distribution to our stockholders, primarily from the
net cash flows on our investment securities. Our net cash flows result primarily from the difference between the interest
income on our investment securities and borrowing costs of our repurchase agreements and from dividends we receive
from our subsidiaries. To achieve our business objective and generate dividend yields, our strategy is:

»  to acquire mortgage-backed securities that we believe:

- we have the necessary expertise to evaluate and manage;

- we canreadily finance;

- areconsistent with our balance sheet guidelines and risk management objectives; and

provide attractive investment returns in arange of scenarios;

= to finance purchases of mortgage-backed securities with the proceeds of equity offerings and, to the extent
permitted by our capital investment policy, to utilize leverage to increase potential returns to stockholders
through borrowings;

= to attempt to structure our borrowings to have interest rate adjustment indices and interest rate adjustment
periods that, on an aggregate basis, generally correspond to the interest rate adjustment indices and interest
rate adjustment periods of our adjustable-rate mortgage-backed securities;

= to seek to minimize prepayment risk by structuring a diversified portfolio with avariety of prepayment
characteristics and through other means; and

= toissue new equity or debt and increase the size of our balance sheet when opportunities in the market for
mortgage-backed securities are likely to allow growth in earnings per share.

We believe we are able to obtain cost efficiencies through our facilities-sharing arrangement with FIDAC and
RCap and by virtue of our management’ s experience in managing portfolios of mortgage-backed securities and arranging
collateralized borrowings. We will strive to become even more cost-efficient over time by:

= seeking to raise additional capital from time to timein order to increase our ability to invest in mortgage-
backed securities;

= gtriving to lower our effective borrowing costs by seeking direct funding with collateralized lenders, rather
than using financia intermediaries, and investigating the possibility of using commercial paper and
medium term note programs;

= improving the efficiency of our balance sheet structure by investigating the issuance of uncollateralized
subordinated debt, preferred stock and other forms of capital; and

= utilizing information technology in our business, including improving our ability to monitor the
performance of our investment securities and to lower our operating costs.



M ortgage-Backed Securities
General

To date, substantially al of the mortgage-backed securities that we have acquired have been agency mortgage-
backed securities which, although not rated, carry an implied “AAA” rating. Agency mortgage-backed securities are
mortgage-backed securities where a government agency or federally chartered corporation, such as FHLMC, FNMA or
GNMA, guarantees payments of principal or interest on the securities. Agency mortgage-backed securities consist of
agency pass-through certificates and CMOs issued or guaranteed by an agency.

Even though to date we have only acquired mortgage backed securities with an implied “AAA” rating, under
our capital investment policy, we have the ability to acquire securities of lower quality. Under our policy, at least 75%
of our total assets must be high quality mortgage-backed securities and short-term investments. High quality securities
are securities (1) that are rated within one of the two highest rating categories by at least one of the nationally recognized
rating agencies, (2) that are unrated but are guaranteed by the United States government or an agency of the United
States government, or (3) that are unrated or whose ratings have not been updated but that our management determines
are of comparable quality to rated high quality mortgage-backed securities.

Under our capital investment policy, the remainder of our assets, comprising not more than 25% of total assets,
may consist of mortgage-backed securities and other qualified REIT real estate assets which are unrated or rated less
than high quality, but which are at least “investment grade” (rated “BBB” or better by S& P or the equivalent by another
nationally recognized rating organization) or, if not rated, we determine them to be of comparable credit quality to an
investment which israted “BBB” or better. In addition, we may directly or indirectly invest part of this remaining 25%
of our assets in other types of securities, including without limitation, unrated debt, equity or derivative securities, to the
extent consistent with our REIT qualification requirements. The derivative securities in which we invest may include
securities representing the right to receive interest only or a disproportionately large amount of interest, aswell as
inverse floaters, which may have imbedded leverage as part of their structural characteristics. We intend to structure our
portfolio to maintain a minimum weighted average rating (including our deemed comparable ratings for unrated
mortgage-backed securities) of our mortgage-backed securities of at least single “A” under the S& P rating system and at
the comparable level under the other rating systems.

Our allocation of investments among the permitted investment types may vary from time-to-time based on the
evaluation by our board of directors of economic and market trends and our perception of the relative values available
from these types of investments, except that in no event will our investments that are not high quality exceed 25% of our
total assets.

We intend to acquire only those mortgage-backed securities that we believe we have the necessary expertise to
evaluate and manage, that are consistent with our balance sheet guidelines and risk management objectives and that we
believe we can readily finance. Since we generally hold the mortgage-backed securities we acquire until maturity, we
generally do not seek to acquire assets whose investment returns are attractive in only alimited range of scenarios. We
believe that future interest rates and mortgage prepayment rates are very difficult to predict. Therefore, we seek to
acquire mortgage-backed securities which we believe will provide acceptable returns over a broad range of interest rate
and prepayment scenarios.

At December 31, 2009, our mortgage-backed securities consisted of pass-through certificates and collateralized
mortgage obligations issued or guaranteed by FHLMC, FNMA or GNMA. We have not, and will not, invest in REMIC
residuals and other CMO residuals.

Description of Mortgage-Backed Securities

The mortgage-backed securities that we acquire provide funds for mortgage loans made primarily to residential
homeowners. Our securities generally represent interests in pools of mortgage loans made by savings and loan
institutions, mortgage bankers, commercia banks and other mortgage lenders. These pools of mortgage loans are
assembled for sale to investors (like us) by various government, government-related and private organizations.



Mortgage-backed securities differ from other forms of traditional debt securities, which normally provide for
periodic payments of interest in fixed amounts with principal payments at maturity or on specified call dates. Instead,
mortgage-backed securities provide for a monthly payment, which consists of both interest and principal. In effect, these
payments are a“ pass-through” of the monthly interest and principal payments made by the individual borrower on the
mortgage loans, net of any fees paid to the issuer or guarantor of the securities. Additional payments result from
prepayments of principal upon the sale, refinancing or foreclosure of the underlying residential property, net of fees or
costs which may beincurred. Some mortgage-backed securities, such as securities issued by GNMA, are described as
“modified pass-through”. These securities entitle the holder to receive all interest and principal payments owed on the
mortgage pool, net of certain fees, regardless of whether the mortgagors actually make mortgage payments when due.

The investment characteristics of pass-through mortgage-backed securities differ from those of traditional fixed-
income securities. The major differences include the payment of interest and principal on the mortgage-backed
securities on amore frequent schedule, as described above, and the possibility that principal may be prepaid at any time
due to prepayments on the underlying mortgage |oans or other assets. These differences can result in significantly
greater price and yield volatility than is the case with traditional fixed-income securities.

Various factors affect the rate at which mortgage prepayments occur, including changes in interest rates, general
economic conditions, the age of the mortgage |oan, the location of the property and other social and demographic
conditions. Generally prepayments on mortgage-backed securities increase during periods of falling mortgage interest
rates and decrease during periods of rising mortgage interest rates. \WWe may reinvest prepayments at ayield that is higher
or lower than the yield on the prepaid investment, thus affecting the weighted average yield of our investments.

To the extent mortgage-backed securities are purchased at a premium, faster than expected prepayments result
in afaster than expected amortization of the premium paid. Conversely, if these securities were purchased at a discount,
faster than expected prepayments accelerate our recognition of income.

CMOs may allow for shifting of prepayment risk from slower-paying tranches to faster-paying tranches. Thisis
in contrast to mortgage pass-through certificates where all investors share equaly in all payments, including all
prepayments, on the underlying mortgages.

FHLMC Certificates

FHLMC is a privatel y-owned government-sponsored enterprise created pursuant to an Act of Congress on July
24,1970. The principal activity of FHLMC currently consists of the purchase of mortgage loans or participation
interests in mortgage |oans and the resale of the loans and participations in the form of guaranteed mortgage-backed
securities. FHLMC guarantees to each holder of FHLMC certificates the timely payment of interest at the applicable
pass-through rate and ultimate collection of al principal on the holder’s pro rata share of the unpaid principal balance of
the related mortgage loans, but does not guarantee the timely payment of scheduled principal of the underlying mortgage
loans. The obligations of FHLMC under its guarantees are solely those of FHLMC and are not backed by the full faith
and credit of the United States. If FHLMC were unable to satisfy these obligations, distributions to holders of FHLMC
certificates would consist solely of payments and other recoveries on the underlying mortgage loans and, accordingly,
defaults and delinquencies on the underlying mortgage loans would adversely affect monthly distributions to holders of
FHLMC certificates.

FHLMC certificates may be backed by pools of single-family mortgage loans or multi-family mortgage |oans.
These underlying mortgage loans may have original terms to maturity of up to 40 years. FHLMC certificates may be
issued under cash programs (composed of mortgage loans purchased from a number of sellers) or guarantor programs
(composed of mortgage loans acquired from one seller in exchange for certificates representing interests in the mortgage
loans purchased).

FHLMC certificates may pay interest at afixed rate or an adjustable rate. The interest rate paid on adjustable-
rate FHLMC certificates (FHLMC ARMs) adjusts periodically within 60 days prior to the month in which the interest
rates on the underlying mortgage loans adjust. The interest rates paid on certificates issued under FHLMC' s standard
ARM programs adjust in relation to the Treasury index. Other specified indicesused in FHLMC ARM programs include
the 11th District Cost of Funds Index published by the Federal Home Loan Bank of San Francisco, LIBOR and other
indices. Interest rates paid on fully-indexed FHLMC ARM certificates equal the applicable index rate plus a specified



number of basis points. The majority of series of FHLMC ARM certificates issued to date have evidenced pools of
mortgage loans with monthly, semi-annual or annual interest adjustments. Adjustmentsin the interest rates paid are
generaly limited to an annual increase or decrease of either 100 or 200 basis points and to alifetime cap of 500 or 600
basis points over theinitial interest rate. Certain FHLMC programs include mortgage loans which allow the borrower to
convert the adjustable mortgage interest rate to afixed rate. Adjustable-rate mortgages which are converted into fixed-
rate mortgage loans are repurchased by FHLMC or by the seller of the loan to FHLMC at the unpaid principal balance of
the loan plus accrued interest to the due date of the last adjustable rate interest payment.

FNMA Certificates

FNMA is a privately-owned, federally-chartered corporation organized and existing under the Federal National
Mortgage Association Charter Act. FNMA provides funds to the mortgage market primarily by purchasing home
mortgage loans from local lenders, thereby replenishing their funds for additional lending. FNMA guaranteesto the
registered holder of aFNMA certificate that it will distribute amounts representing scheduled principal and interest on
the mortgage loans in the pool underlying the FNMA certificate, whether or not received, and the full principal amount
of any such mortgage loan foreclosed or otherwise finally liquidated, whether or not the principal amount is actually
received. The obligations of FNMA under its guarantees are solely those of FNMA and are not backed by the full faith
and credit of the United States. If FNMA were unable to satisfy its obligations, distributions to holders of FNMA
certificates would consist solely of payments and other recoveries on the underlying mortgage loans and, accordingly,
defaults and delinquencies on the underlying mortgage loans would adversely affect monthly distributions to holders of
FNMA.

FNMA certificates may be backed by pools of single-family or multi-family mortgage loans. The original term
to maturity of any such mortgage loan generally does not exceed 40 years. FNMA certificates may pay interest at a fixed
rate or an adjustable rate. Each series of FNMA ARM certificates bears an initial interest rate and margin tied to an
index based on al loansin the related pool, less afixed percentage representing servicing compensation and FNMA'’s
guarantee fee. The specified index used in different series has included the Treasury Index, the 11th District Cost of
Funds Index published by the Federal Home Loan Bank of San Francisco, LIBOR and other indices. Interest rates paid
on fully-indexed FNMA ARM certificates equal the applicable index rate plus a specified number of basis points. The
majority of series of FNMA ARM certificates issued to date have evidenced pools of mortgage loans with monthly,
semi-annual or annua interest rate adjustments. Adjustmentsin the interest rates paid are generally limited to an annual
increase or decrease of either 100 or 200 basis points and to a lifetime cap of 500 or 600 basis points over theinitial
interest rate. Certain FNMA programs include mortgage loans which allow the borrower to convert the adjustable
mortgage interest rate of the ARM to afixed rate. Adjustable-rate mortgages which are converted into fixed-rate
mortgage loans are repurchased by FNMA or by the seller of the loansto FNMA at the unpaid principal of the loan plus
accrued interest to the due date of the last adjustable rate interest payment. Adjustmentsto the interest rates on FNMA
ARM certificates are typically subject to lifetime caps and periodic rate or payment caps.

GNMA Certificates

GNMA isawholly owned corporate instrumentality of the United States within the Department of Housing and
Urban Development (HUD). The National Housing Act of 1934 authorizes GNMA to guarantee the timely payment of
the principal of and interest on certificates which represent an interest in a pool of mortgages insured by the Federal
Housing Administration (FHA) or partially guaranteed by the Department of Veterans Affairs and other loans eligible for
inclusion in mortgage pools underlying GNMA certificates. Section 306(g) of the Housing Act provides that the full
faith and credit of the United Statesis pledged to the payment of all amounts which may be required to be paid under any
guaranty by GNMA.

At present, most GNMA certificates are backed by single-family mortgage loans. The interest rate paid on
GNMA certificates may be afixed rate or an adjustable rate. The interest rate on GNMA certificates issued under
GNMA's standard ARM program adjusts annually in relation to the Treasury index. Adjustmentsin the interest rate are
generally limited to an annual increase or decrease of 100 basis points and to a lifetime cap of 500 basis points over the
initial coupon rate.



Single-Family and Multi-Family Privately-1ssued Certificates

Single-family and multi-family privately-issued certificates are pass-through certificates that are not issued by
one of the agencies and that are backed by a pool of conventional single-family or multi-family mortgage loans. These
certificates are issued by originators of, investors in, and other owners of mortgage loans, including savings and loan
associations, savings banks, commercial banks, mortgage banks, investment banks and special purpose “conduit”
subsidiaries of these institutions.

While agency pass-through certificates are backed by the express obligation or guarantee of one of the agencies,
as described above, privately-issued certificates are generally covered by one or more forms of private (i.e., non-
governmental) credit enhancements. These credit enhancements provide an extra layer of loss coverage in the event that
losses are incurred upon foreclosure sales or other liquidations of underlying mortgaged properties in amounts that
exceed the equity holder’s equity interest in the property. Forms of credit enhancements include limited issuer
guarantees, reserve funds, private mortgage guaranty pool insurance, over-collateralization and subordination.

Subordination is aform of credit enhancement frequently used and involves the issuance of classes of senior
and subordinated mortgage-backed securities. These classes are structured into a hierarchy to allocate |osses on the
underlying mortgage loans and also for defining priority of rights to payment of principal and interest. Typically, oneor
more classes of senior securities are created which are rated in one of the two highest rating levels by one or more
nationally recognized rating agencies and which are supported by one or more classes of mezzanine securities and
subordinated securities that bear losses on the underlying loans prior to the classes of senior securities. Mezzanine
securities, as used in this Form 10-K, refersto classes that are rated below the two highest levels, but no lower than a
single “B” rating under the S& P rating system (or comparable level under other rating systems) and are supported by one
or more classes of subordinated securities which bear redized losses prior to the classes of mezzanine securities.
Subordinated securities, as used in this Form 10-K, refersto any classthat bears the “first loss’ from losses from
underlying mortgage loans or that is rated below asingle “B” level (or, if unrated, we deem it to be below that level). In
some cases, only classes of senior securities and subordinated securities are issued. By adjusting the priority of interest
and principal payments on each class of agiven series of senior-subordinated mortgage-backed securities, issuers are
able to create classes of mortgage-backed securities with varying degrees of credit exposure, prepayment exposure and
potential total return, tailored to meet the needs of sophisticated ingtitutional investors.

Collateralized Mortgage Obligations and Multi-Class Pass-Through Securities

We may also invest in CMOs and multi-class pass-through securities. CMOs are debt obligationsissued by
special purpose entities that are secured by mortgage loans or mortgage-backed certificates, including, in many cases,
certificates issued by government and government-related guarantors, including, GNMA, FNMA and FHLMC, together
with certain funds and other collateral. Multi-class pass-through securities are equity interestsin atrust composed of
mortgage loans or other mortgage-backed securities. Payments of principal and interest on underlying collatera provide
the funds to pay debt service on the CMO or make scheduled distributions on the multi-class pass-through securities.
CMOs and multi-class pass-through securities may be issued by agencies or instrumentalities of the U.S. Government or
by private organizations. The discussion of CMOs in the following paragraphsis similarly applicable to multi-class
pass-through securities.

InaCMO, aseries of bonds or certificatesisissued in multiple classes. Each class of CMOs, often referred to
asa“tranche,” isissued at a specific coupon rate (which, as discussed below, may be an adjustable rate subject to a cap)
and has a stated maturity or final distribution date. Principal prepayments on collateral underlying a CMO may cause it
to be retired substantially earlier than the stated maturity or final distribution date. Interest is paid or accrues on al
classes of aCMO on amonthly, quarterly or semi-annual basis. The principal and interest on underlying mortgages may
be allocated among the several classes of a series of aCMO in many ways. In acommon structure, payments of
principal, including any principal prepayments, on the underlying mortgages are applied to the classes of the series of a
CMO in the order of their respective stated maturities or final distribution dates, so that no payment of principal will be
made on any class of a CMO until all other classes having an earlier stated maturity or final distribution date have been
paid in full.



Other types of CMO issuesinclude classes such as parallel pay CMOs, some of which, such as planned
amortization class CMOs (“PAC bonds”), provide protection against prepayment uncertainty. Parallel pay CMOs are
structured to provide payments of principal on certain payment dates to more than one class. These simultaneous
payments are taken into account in cal culating the stated maturity date or final distribution date of each class which, as
with other CMO structures, must be retired by its stated maturity date or final distribution date but may be retired earlier.
PAC bonds generally require payment of a specified amount of principal on each payment date so long as prepayment
speeds on the underlying collateral fall within a specified range.

Other types of CMO issuesinclude targeted amortization class CMOs (or TAC bonds), which are similar to
PAC bonds. While PAC bonds maintain their amortization schedule within a specified range of prepayment speeds,
TAC bonds are generally targeted to a narrow range of prepayment speeds or a specified prepayment speed. TAC bonds
can provide protection against prepayment uncertainty since cash flows generated from higher prepayments of the
underlying mortgage-related assets are applied to the various other pass-through tranches so as to allow the TAC bonds
to maintain their amortization schedule.

A CMO may be subject to the issuer’ s right to redeem the CMO prior to its stated maturity date, which may
diminish the anticipated return on our investment. Privately-issued CMOs are supported by private credit enhancements
similar to those used for privately-issued certificates and are often issued as senior-subordinated mortgage-backed
securities. Wewill only acquire CMOs or multi-class pass-through certificates that constitute debt obligations or
beneficial ownership in grantor trusts holding mortgage loans, or regular interestsin REMICs, or that otherwise
congtitute qualified REIT real estate assets under the Internal Revenue Code (provided that we have obtained a favorable
opinion of our tax advisor or aruling from the IRS to that effect).

Adjustable-Rate Mortgage Pass-Through Certificates and Floating Rate Mortgage-Backed Securities

Some of the mortgage pass-through certificates we acquire are adjustabl e-rate mortgage pass-through
certificates. This means that their interest rates may vary over time based upon changes in an objective index, such as:

e LIBOR or theLondon Interbank Offered Rate. Theinterest rate that banksin London offer for deposits
in London of U.S. dollars.

e Treasury Index. A monthly or weekly average yield of benchmark U.S. Treasury securities, as published
by the Federal Reserve Board.

e CD Rate. Theweekly average of secondary market interest rates on six-month negotiable certificates of
deposit, as published by the Federal Reserve Board.

These indices generally reflect short-term interest rates. The underlying mortgages for adjustable-rate mortgage pass-
through certificates are adjustable-rate mortgage loans (“ARMS”).

We also acquire CMO floaters. One or more tranches of a CMO may have coupon rates that reset periodically at
a specified increment over an index such as LIBOR. These adjustable-rate tranches are sometimes known as CMO
floaters and may be backed by fixed or adjustable-rate mortgages.

There are two main categories of indices for adjustable-rate mortgage pass-through certificates and floaters:
(2) those based on U.S. Treasury securities, and (2) those derived from cal culated measures such as a cost of funds index
or amoving average of mortgage rates. Commonly utilized indices include the one-year Treasury note rate, the three-
month Treasury bill rate, the six-month Treasury bill rate, rates on long-term Treasury securities, the 11th District
Federal Home Loan Bank Costs of Funds Index, the National Median Cost of Funds Index, one-month or three-month
LIBOR, the prime rate of a specific bank, or commercial paper rates. Some indices, such as the one-year Treasury rate,
closely mirror changesin market interest rate levels. Others, such as the 11th District Home Loan Bank Cost of Funds
Index, tend to lag changes in market interest rate levels. We seek to diversify our investmentsin adjustable-rate
mortgage pass-through certificates and floaters among a variety of indices and reset periods so that we are not at any one
time unduly exposed to the risk of interest rate fluctuations. In selecting adjustable-rate mortgage pass-through
certificates and floaters for investment, we will also consider the liquidity of the market for the different mortgage-
backed securities.
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We believe that adjustable-rate mortgage pass-through certificates and floaters are particularly well-suited to our
investment objective of high current income, consistent with modest volatility of net asset value, because the value of
adjustable-rate mortgage pass-through certificates and floaters generally remains relatively stable as compared to
traditional fixed-rate debt securities paying comparable rates of interest. While the value of adjustable-rate mortgage
pass-through certificates and floaters, like other debt securities, generally varies inversely with changes in market interest
rates (increasing in value during periods of declining interest rates and decreasing in value during periods of increasing
interest rates), the value of adjustable-rate mortgage pass-through certificates and floaters should generally be more
resistant to price swings than other debt securities because the interest rates on these securities move with market interest
rates.

Accordingly, as interest rates change, the value of our shares should be more stable than the value of funds which
invest primarily in securities backed by fixed-rate mortgages or in other non-mortgage-backed debt securities, which do
not provide for adjustment in the interest rates in response to changes in market interest rates.

Adjustable-rate mortgage pass-through certificates and floaters typically have caps, which limit the maximum
amount by which the interest rate may be increased or decreased at periodic intervals or over the life of the security. To
the extent that interest rates rise faster than the allowable caps on the adjustable-rate mortgage pass-through certificates
and floaters, these securities will behave more like fixed-rate securities. Consequently, interest rate increases in excess
of caps can be expected to cause these securities to behave more like traditional debt securities than adjustable-rate
securities and, accordingly, to declinein value to a greater extent than would be the case in the absence of these caps.

Adjustable-rate mortgage pass-through certificates and floaters, like other mortgage-backed securities, differ from
conventional bondsin that principal isto be paid back over the life of the security rather than at maturity. Asaresult, we
receive monthly scheduled payments of principal and interest on these securities and may receive unscheduled principal
payments representing prepayments on the underlying mortgages. When we reinvest the payments and any unscheduled
prepayments we receive, we may receive arate of interest on the reinvestment which is lower than the rate on the
existing security. For this reason, adjustable-rate mortgage pass-through certificates and floaters are less effective than
longer-term debt securities as a means of “locking in” longer-term interest rates. Accordingly, adjustable-rate mortgage
pass-through certificates and floaters, while generally having lessrisk of price decline during periods of rapidly rising
interest rates than fixed-rate mortgage-backed securities of comparable maturities, have less potential for capital
appreciation than fixed-rate securities during periods of declining interest rates.

Asin the case of fixed-rate mortgage-backed securities, to the extent these securities are purchased at a premium,
faster than expected prepayments would accel erate our amortization of the premium. Conversely, if these securities were
purchased at a discount, faster than expected prepayments would accelerate our recognition of income.

Asin the case of fixed-rate CMOs, floating-rate CMOs may allow for shifting of prepayment risk from slower-
paying tranches to faster-paying tranches. Thisisin contrast to mortgage pass-through certificates where al investors
share equally in al payments, including all prepayments, on the underlying mortgages.

Other Floating Rate I nstruments

We may also invest in structured floating-rate notes issued or guaranteed by government agencies, such as FNMA
and FHLMC. These instruments are typically structured to reflect an interest rate arbitrage (i.e., the difference between
the agency’ s cost of funds and the income stream from specified assets of the agency) and their reset formulas may
provide more attractive returns than other floating rate instruments. The indices used to determine resets are the same as
those described above.

Mortgage Loans

As of December 31, 2009, we have not invested directly in mortgage loans, but we may from time-to-time
invest asmall percentage of our assets directly in single-family, multi-family or commercial mortgage loans. We expect
that the majority of these mortgage loans would be ARM pass-through certificates. The interest rate on an ARM pass-
through certificate is typically tied to an index (such as LIBOR or the interest rate on Treasury bills), and is adjustable
periodically at specified intervals. These mortgage loans are typically subject to lifetime interest rate caps and periodic
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interest rate or payment caps. The acquisition of mortgage loans generally involves credit risk. We may obtain credit
enhancement to mitigate this risk; however, there can be no assurances that we will be able to obtain credit enhancement
or that credit enhancement would mitigate the credit risk of the underlying mortgage loans.

Capital Investment Policy
Asset Acquisitions

Our capital investment policy provides that at least 75% of our total assets will be comprised of high quality
mortgage-backed securities and short-term investments. The remainder of our assets (comprising not more than 25% of
total assets), may consist of mortgage-backed securities and other qualified REIT real estate assets which are unrated or
rated less than high quality but which are at least “investment grade” (rated “BBB” or better) or, if not rated, are
determined by us to be of comparable credit quality to an investment which israted “BBB” or better. In addition, we
may directly or indirectly invest part of this remaining 25% of our assets in other types of securities, including without
limitation, unrated debt, equity or derivative securities, to the extent consistent with our REIT qualification requirements.
The derivative securities in which we invest may include securities representing the right to receive interest only or a
disproportionately large amount of interest, as well as inverse floaters, which may have imbedded leverage as part of
their structural characteristics.

Our capital investment policy requires that we structure our portfolio to maintain a minimum weighted average
rating (including our deemed comparable ratings for unrated mortgage-backed securities) of our mortgage-backed
securities of at least single “A” under the S& P rating system and at the comparable level under the other rating systems.
To date, substantialy all of the mortgage-backed securities we have acquired have been pass-through certificates or
CMOs issued or guaranteed by FHLMC, FNMA or GNMA which, although not rated, have an implied “AAA” rating.

We intend to acquire only those mortgage-backed securities that we believe we have the necessary expertise to
evaluate and manage, that we can readily finance and that are consistent with our balance sheet guidelines and risk
management objectives. Since we expect to hold our mortgage-backed securities until maturity, we generally do not
seek to acquire assets whose investment returns are only attractive in alimited range of scenarios. We believe that future
interest rates and mortgage prepayment rates are very difficult to predict and, as aresult, we seek to acquire mortgage-
backed securities which we believe provide acceptable returns over a broad range of interest rate and prepayment
scenarios.

Among the asset choices available to us, our policy is to acquire those mortgage-backed securities which we
believe generate the highest returns on capital invested, after consideration of the following:

" the amount and nature of anticipated cash flows from the asset;
" our ability to pledge the asset to secure collateralized borrowings;
" theincreasein our capital requirement determined by our capital investment policy resulting from the

purchase and financing of the asset; and
] the costs of financing, hedging and managing the asset.

Prior to acquisition, we assess potential returns on capital employed over the life of the asset and in avariety of interest
rate, yield spread, financing cost, credit loss and prepayment scenarios.

We also give consideration to balance sheet management and risk diversification issues. We deem a specific
asset which we are evaluating for potential acquisition as more or less valuable to the extent it serves to increase or
decrease certain interest rate or prepayment risks which may exist in the balance sheet, to diversify or concentrate credit
risk, and to meet the cash flow and liquidity objectives our management may establish for our balance sheet from time-
to-time. Accordingly, an important part of the asset evaluation processis a simulation, using risk management models,
of the addition of a potential asset and our associated borrowings and hedges to the balance sheet and an assessment of
the impact this potentia asset acquisition would have on the risks in and returns generated by our balance sheet asa
whole over avariety of scenarios.
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We believe that adjustable-rate mortgage pass-through certificates and floaters are particularly well-suited to
our investment objective of high current income, consistent with modest volatility of net asset value, because the value
of adjustable-rate mortgage pass-through certificates and floaters generally remains relatively stable as compared to
traditional fixed-rate debt securities paying comparable rates of interest. We have, however, purchased a significant
amount of fixed-rate mortgage-backed securities and may continue to do so in the future if, in our view, the potential
returns on capital invested, after hedging and all other costs, would exceed the returns available from other assets or if the
purchase of these assets would serve to reduce or diversify the risks of our balance sheet.

We may purchase the stock of mortgage REITs or similar companies when we believe that these purchases
would yield attractive returns on capital employed. When the stock market valuations of these companies are low in
relation to the market value of their assets, these stock purchases can be away for us to acquire an interest in a pool of
mortgage-backed securities at an attractive price. We do not, however, presently intend to invest in the securities of
other issuers for the purpose of exercising control or to underwrite securities of other issuers.

We may acquire newly issued mortgage-backed securities, and aso may seek to expand our capital basein
order to further increase our ability to acquire new assets, when the potential returns from new investments appears
attractive relative to the return expectations of stockholders. We may in the future acquire mortgage-backed securities
by offering our debt or equity securitiesin exchange for the mortgage-backed securities.

We generally intend to hold mortgage-backed securities for extended periods. In addition, the REIT provisions
of the Internal Revenue Code limit in certain respects our ability to sell mortgage-backed securities. We may decide
however to sell assets from time to time, for a number of reasons, including our desire to dispose of an asset asto which
credit risk concerns have arisen, to reduce interest rate risk, to substitute one type of mortgage-backed security for
another, to improve yield or to maintain compliance with the 55% requirement under the Investment Company Act, or
generally to re-structure the balance sheet when we deem advisable. Our board of directors has not adopted any policy
that would restrict management’ s authority to determine the timing of sales or the selection of mortgage-backed
securities to be sold.

We do not invest in REMIC residuals or other CMO residuals.

As arequirement for maintaining REIT status, we will distribute to stockholders aggregate dividends equaling
at least 90% of our REIT taxable income (determined without regard to the deduction for dividends paid and by
excluding any net capital gain) for each taxable year. We will make additional distributions of capital when the return
expectations of the stockholders appear to exceed returns potentially available to us through making new investmentsin
mortgage-backed securities. Subject to the limitations of applicable securities and state corporation laws, we can
distribute capital by making purchases of our own capital stock or through paying down or repurchasing any outstanding
uncollateralized debt obligations.

Our asset acquisition strategy may change over time as market conditions change and as we evolve.

Credit Risk Management

Although we do not expect to encounter credit risk in our Investment Securities, we face credit risk on the
portions of our portfolio which are not Investment Securities. Inaddition, our use of repurchase agreements and interest
rate swaps creates exposure to credit risk relating to potential losses that could be recognized if the counterpartiesto
these instruments fail to perform their obligations under the contracts. In the event of a default by the counterparty, we
could have difficulty obtaining our MBS pledged as collateral for swaps. We review credit risk and other risk of loss
associated with each investment and determine the appropriate allocation of capital to apply to the investment under our
capital investment policy. Our management will monitor the overall portfolio risk and determine appropriate levels of
provision for loss.

Capital and Leverage
We expect generally to maintain a debt-to-equity ratio of between 8:1 and 12:1, although the ratio may vary

from time-to-time depending upon market conditions and other factors our management deems relevant, including the
composition of our balance sheet, haircut levels required by lenders, the market value of the mortgage-backed securities
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in our portfolio and “excess capital cushion” percentages (as described below) set by our board of directors from time to
time. For purposes of calculating this ratio, our equity (or capital base) is equal to the value of our investment portfolio
on amark-to-market basis less the book value of our obligations under repurchase agreements and other collateralized
borrowings. For the calculation of thisratio, equity includes the Series B Cumulative Convertible Preferred Stock,
whichisnot included in equity under Generally Accepted Accounting Principles.

Our goal isto strike a balance between the under-utilization of leverage, which reduces potential returnsto
stockholders, and the over-utilization of leverage, which could reduce our ability to meet our obligations during adverse
market conditions. Our capital investment policy limits our ability to acquire additional assets during times when our
debt-to-equity ratio exceeds 12:1. At December 31, 2009, our ratio of debt-to-equity was 5.7:1. Our capital base
represents the approximate liquidation value of our investments and approximates the market value of assets that we can
pledge or sell to meet over-collateralization requirements for our borrowings. The unpledged portion of our capital base
isavailable for usto pledge or sell as necessary to maintain over-collateralization levels for our borrowings.

We are prohibited from acquiring additional assets during periods when our capital baseisless than the
minimum amount required under our capital investment policy, except as may be necessary to maintain REIT status or
our exemption from the Investment Company Act of 1940, as amended (the “ Investment Company Act”). In addition,
when our capital base falls below our risk-managed capital requirement, our management is required to submit to our
board of directors a plan for bringing our capital base into compliance with our capital investment policy guidelines. We
anticipate that in most circumstances we can achieve this goa without overt management action through the natural
process of mortgage principa repayments. We anticipate that our capital base islikely to exceed our risk-managed
capital requirement during periods following new equity offerings and during periods of falling interest rates and that our
capital base could fall below the risk-managed capital requirement during periods of rising interest rates.

The first component of our capital requirements is the current aggregate over-collateralization amount or
“haircut” the lenders require usto hold as capital. The haircut for each mortgage-backed security is determined by our
lenders based on the risk characteristics and liquidity of the asset. Should the market value of our pledged assets decline,
we will be required to deliver additional collateral to our lenders to maintain a constant over-collateralization level on
our borrowings.

The second component of our capital requirement isthe “excess capital cushion.” Thisisan amount of capital
in excess of the haircuts required by our lenders. We maintain the excess capital cushion to meet the demands of our
lenders for additional collateral should the market value of our mortgage-backed securities decline. The aggregate
excess capital cushion equals the sum of liquidity cushion amounts assigned under our capital investment policy to each
of our mortgage-backed securities. We assign excess capital cushions to each mortgage-backed security based on our
assessment of the mortgage-backed security’ s market price volatility, credit risk, liquidity and attractiveness for use as
collateral by lenders. The process of assigning excess capital cushions relies on our management’s ability to identify and
weigh the relative importance of these and other factors. In assigning excess capital cushions, we also give consideration
to hedges associated with the mortgage-backed security and any effect such hedges may have on reducing net market
price volatility, concentration or diversification of credit and other risksin the balance sheet as a whole and the net cash
flows that we can expect from the interaction of the various components of our balance sheet.

Our capital investment policy stipulates that at least 25% of the capital base maintained to satisfy the excess
capital cushion must be invested in AAA-rated adjustable-rate mortgage-backed securities or assets with similar or better
liquidity characteristics.

A substantial portion of our borrowings are short-term or variable-rate borrowings. Our borrowings are
implemented primarily through repurchase agreements, but in the future may also be obtained through loan agreements,
lines of credit, dollar-roll agreements (an agreement to sell a security for delivery on a specified future date and a
simultaneous agreement to repurchase the same or a substantially similar security on a specified future date) and other
credit facilities with institutional lenders and issuance of debt securities such as commercial paper, medium-term notes,
CMOs and senior or subordinated notes. We enter into financing transactions only with institutions that we believe are
sound credit risks and follow other internal policies designed to limit our credit and other exposure to financing
institutions.
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We expect to continue to use repurchase agreements as our principal financing device to leverage our mortgage-
backed securities portfolio. We anticipate that, upon repayment of each borrowing under a repurchase agreement, we
will use the collateral immediately for borrowing under a new repurchase agreement. We have not at the present time
entered into any commitment agreements under which the lender would be required to enter into new repurchase
agreements during a specified period of time, nor do we presently plan to have liquidity facilities with commercia banks.
We may, however, enter into such commitment agreementsin the future. We enter into repurchase agreements primarily
with national broker-dealers, commercial banks and other lenders which typically offer this type of financing. We enter
into collateralized borrowings only with financial institutions meeting credit standards approved by our board of
directors, and we monitor the financial condition of these institutions on aregular basis.

A repurchase agreement, although structured as a sale and repurchase obligation, acts as a financing under
which we effectively pledge our mortgage-backed securities as collateral to secure a short-term loan. Generally, the
other party to the agreement makes the loan in an amount equal to a percentage of the market value of the pledged
collateral. At the maturity of the repurchase agreement, we are required to repay the loan and correspondingly receive
back our collateral. While used as collateral, the mortgage-backed securities continue to pay principal and interest which
arefor our benefit. In the event of our insolvency or bankruptcy, certain repurchase agreements may qualify for special
treatment under the Bankruptcy Code, the effect of which, among other things, would be to allow the creditor under the
agreement to avoid the automatic stay provisions of the Bankruptcy Code and to foreclose on the collateral without
delay. Inthe event of the insolvency or bankruptcy of alender during the term of a repurchase agreement, the lender
may be permitted, under applicable insolvency laws, to repudiate the contract, and our claim against the lender for
damages may be treated simply as an unsecured creditor. In addition, if the lender is a broker or dealer subject to the
Securities Investor Protection Act of 1970, or an insured depository institution subject to the Federal Deposit Insurance
Act, our ability to exercise our rights to recover our securities under a repurchase agreement or to be compensated for
any damages resulting from the lender’ s insolvency may be further limited by those statutes. These claimswould be
subject to significant delay and, if and when received, may be substantially less than the damages we actually incur.

Substantially all of our collateralized borrowing agreements require us to deposit additional collateral in the
event the market value of existing collateral declines, which may require us to sell assets to reduce our borrowings. We
have designed our liquidity management policy to maintain a cushion of equity sufficient to provide required liquidity to
respond to the effects under our borrowing arrangements of interest rate movements and changes in market value of our
mortgage-backed securities, as described above. However, amajor disruption of the repurchase or other market that we
rely on for short-term borrowings would have a material adverse effect on us unless we were able to arrange aternative
sources of financing on comparable terms.

Our articles of incorporation and bylaws do not limit our ability to incur borrowings, whether secured or
unsecured.

I nterest Rate Risk Management

To the extent consistent with our election to qualify asa REIT, we follow an interest rate risk management
program intended to protect our portfolio of mortgage-backed securities and related debt against the effects of major
interest rate changes. Specifically, our interest rate risk management program is formulated with the intent to offset the
potential adverse effects resulting from rate adjustment limitations on our mortgage-backed securities and the differences
between interest rate adjustment indices and interest rate adjustment periods of our adjustable-rate mortgage-backed
securities and related borrowings.

Our interest rate risk management program encompasses a number of procedures, including the following:
" we attempt to structure our borrowings to have interest rate adjustment indices and interest rate
adjustment periods that, on an aggregate basis, generally correspond to the interest rate adjustment
indices and interest rate adjustment periods of our adjustable-rate mortgage-backed securities; and
" we attempt to structure our borrowing agreements relating to adjustable-rate mortgage-backed

securities to have arange of different maturities and interest rate adjustment periods (although
substantially all will be less than one year).
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We adjust the average maturity adjustment periods of our borrowings on an ongoing basis by changing the mix
of maturities and interest rate adjustment periods as borrowings come due and are renewed. Through use of these
procedures, we attempt to minimize the differences between the interest rate adjustment periods of our mortgage-backed
securities and related borrowings that may occur.

We purchase from time-to-time interest rate swaps. We may enter into interest rate collars, interest rate caps or
floors, and purchase interest-only mortgage-backed securities and similar instruments to attempt to mitigate the risk of
the cost of our variable rate liabilities increasing at afaster rate than the earnings on our assets during a period of rising
interest rates or to mitigate prepayment risk. We may hedge as much of the interest rate risk as our management
determinesisin our best interests, given the cost of the hedging transactions and the need to maintain our status as a
REIT. Thisdetermination may result in our electing to bear alevel of interest rate or prepayment risk that could
otherwise be hedged when management believes, based on all relevant facts, that bearing therisk is advisable.

We seek to build a balance sheet and undertake an interest rate risk management program which islikely to
generate positive earnings and maintain an equity liquidation value sufficient to maintain operations given a variety of
potentially adverse circumstances. Accordingly, our interest rate risk management program addresses both income
preservation, as discussed above, and capital preservation concerns. For capital preservation, we monitor our “duration.”
Thisis the expected percentage change in market value of our assets that would be caused by a 1% change in short and
long-term interest rates. To monitor weighted average duration and the related risks of fluctuations in the liquidation
value of our equity, we model the impact of various economic scenarios on the market value of our mortgage-backed
securities and liabilities. At December 31, 2009, we estimate that the duration of our assets was 2.04 years and giving
effect to the swap transactions, our weighted average duration was 0.83 years. We believe that our interest rate risk
management program will allow us to maintain operations throughout a wide variety of potentially adverse
circumstances. Nevertheless, in order to further preserve our capital base (and lower our duration) during periods when
we believe atrend of rapidly rising interest rates has been established, we may decide to increase hedging activities or to
sell assets. Each of these actions may lower our earnings and dividends in the short term to further our objective of
maintaining attractive levels of earnings and dividends over the long term.

We may elect to conduct a portion of our hedging operations through one or more subsidiary corporations, each
of which we would elect to treat as a“taxable REIT subsidiary.” To comply with the asset tests applicableto usasa
REIT, we could own 100% of the voting stock of such subsidiary, provided that the value of the stock that we own in all
such taxable REIT subsidiaries does not exceed 25% of the value of our total assets at the close of any calendar quarter.
A taxable subsidiary, such as FIDAC, Merganser, and RCap, would not elect REIT status and would distribute any net
profit after taxesto us. Any dividend income we receive from the taxable subsidiaries (combined with all other income
generated from our assets, other than qualified REIT real estate assets) must not exceed 25% of our gross income.

We believe that we have devel oped a cost-effective asset/liability management program to provide alevel of
protection against interest rate and prepayment risks. However, no strategy can completely insulate us from interest rate
changes and prepayment risks. Further, as noted above, the federal income tax requirements that we must satisfy to
qualify asa REIT limit our ability to hedge our interest rate and prepayment risks. We monitor carefully, and may have
to limit, our asset/liability management program to assure that we do not realize excessive hedging income, or hold
hedging assets having excess value in relation to total assets, which could result in our disqualification asa REIT, the
payment of apenalty tax for failure to satisfy certain REIT tests under the Internal Revenue Code, provided the failure
was for reasonable cause. In addition, asset/liability management involves transaction costs which increase dramatically
as the period covered by the hedging protection increases. Therefore, we may be unable to hedge effectively our interest
rate and prepayment risks.

Prepayment Risk Management

We seek to minimize the effects of faster or slower than anticipated prepayment rates through structuring a
diversified portfolio with avariety of prepayment characteristics, investing in mortgage-backed securities with
prepayment prohibitions and penalties, investing in certain mortgage-backed security structures which have prepayment
protections, and balancing assets purchased at a premium with assets purchased at a discount. \We monitor prepayment
risk through periodic review of the impact of avariety of prepayment scenarios on our revenues, net earnings, dividends,
cash flow and net balance sheet market value.
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Future Revisionsin Policies and Strategies

Our board of directors has established the investment policies and operating policies and strategies set forth in
this Form 10-K. The board of directors has the power to modify or waive these policies and strategies without the
consent of the stockholders to the extent that the board of directors determines that the modification or waiver isin the
best interests of our stockholders. Among other factors, developments in the market which affect our policies and
strategies or which change our assessment of the market may cause our board of directors to revise our policies and
strategies.

Potential Acquisitions, Strategic Alliances and Other Investments

From time-to-time we have explored possible transactions to enhance our operations and growth, including
entering into new businesses, acquisitions of other businesses or assets, investmentsin other entities, joint venture
arrangements, or strategic alliances. We entered into the broker-dealer business during the first quarter of January 2009,
through our subsidiary RCap, which was granted membership in FINRA in January 2009. On October 31, 2008 we
consummated our acquisition of Merganser which is aregistered investment advisor. We own approximately 45.0
million shares of common stock of Chimera Investment Corporation, or Chimera. Chimerais a publicly traded, specialty
finance company that acquires, manages, and finances, directly or through its subsidiaries, residential mortgage loans,
residential mortgage-backed securities, real estate related securities and various other asset classes. Chimerais
externally managed by FIDAC and has elected and qualify to be taxed asa REIT for federal income tax purposes. We
own approximately 4.5 million shares of common stock of CreXus Investment Corp., or CreXus. CreXusisapublicly
traded, specialty finance company that acquires, manages, and finances, directly or through its subsidiaries, commercial
mortgage loans and other commercial real estate debt, commercial mortgage-backed securities, or CMBS, and other
commercial rea estate-related assets. CreXusis externally managed by FIDAC and intends to elect and qualify to be
taxed as a REIT for federal income tax purposes. We also own an investment fund.

We may, from time-to-time, continue to explore possible new businesses, acquisitions, investments, joint
venture arrangements and strategic alliances which may enhance our operations and assist our and our subsidiaries
growth.

Dividend Reinvestment and Shar e Pur chase Plan

We have adopted a dividend reinvestment and share purchase plan. Under the dividend reinvestment feature of
the plan, existing shareholders can reinvest their dividendsin additional shares of our common stock. Under the share
purchase feature of the plan, new and existing shareholders can purchase shares of our common stock. We have an
effective shelf registration statement on Form S-3 which registered 100,000,000 shares that could be issued under the
plan. We till sell shares covered by this registration statement under the plan.

At the Market Sales Programs

We have entered into an ATM Equity Offering™ Sales Agreement with Merrill Lynch & Co. and Merrill
Lynch, Pierce, Fenner & Smith Incorporated (or Merrill Lynch), relating to the sale of shares of our common stock from
time to time through Merrill Lynch. We have also entered into aATM Equity Sales Agreement with UBS Securities
LLC (or UBS Securities), relating to the sale of shares of our common stock from time to time through UBS Securities.
Under these agreements, sales of the shares, if any, will be made by means of ordinary brokers' transaction of the New
Y ork Stock Exchange at market prices.

Legal Proceedings
From time-to-time, we areinvolved in various claims and legal actions arising in the ordinary course of

business. In the opinion of management, the ultimate disposition of these matters will not have a material adverse effect
on our consolidated financial statements.
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Employees

As of December 31, 2009, we and our subsidiaries had 87 full time employees. None of our employees are
subject to any collective bargaining agreements. We believe we have good relations with our employees.

Available | nformation

Our investor relations website is www.annaly.com. We make available on this website under “Financial
Reports and SEC filings,” free of charge, our annual reports on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K and amendments to those reports as soon as reasonably practicable after we electronically file or
furnish such materials to the SEC.

COMPETITION

We believe that our principal competition in the acquisition and holding of the types of mortgage-backed
securities we purchase are financial ingtitutions such as banks, savings and loans, life insurance companies, institutional
investors such as mutual funds and pension funds, and certain other mortgage REITs. Some of our competitors have
greater financial resources and access to capital than we do. Our competitors, aswell as additional competitors which
may emerge in the future, may increase the competition for the acquisition of mortgage-backed securities, which in turn
may result in higher prices and lower yields on assets.

ITEM 1A. RISK FACTORS

An investment in our stock involves a number of risks. Before making an investment decision, you should
carefully consider al of the risks described in this Form 10-K. If any of the risks discussed in this Form 10-K actually
occur, our business, financial condition and results of operations could be materially adversely affected. If thiswereto
occur, the trading price of our stock could decline significantly and you may lose all or part of your investment.

Risks Associated with Recent Adver se Developmentsin the Mortgage Finance and Credit Markets

Volatile market conditions for mortgages and mortgage-related assets as well asthe broader financial markets
haveresulted in a significant contraction in liquidity for mortgages and mortgage-r elated assets, which may
adver sely affect the value of the assetsin which weinvest.

Our results of operations are materially affected by conditions in the markets for mortgages and mortgage-
related assets, including Mortgage-Backed Securities, aswell as the broader financial markets and the economy
generally. Beginning in the summer of 2007, significant adverse changes in financial market conditionsresulted in a
deleveraging of the entire global financia system and the forced sale of large quantities of mortgage-related and other
financial assets. Concerns over economic recession, geopolitical issues, unemployment, the availability and cost of
financing, the mortgage market and a declining real estate market contributed to increased volatility and diminished
expectations for the economy and markets. Asaresult of these conditions, many traditional mortgage investors suffered
severe losses in their residential mortgage portfolios and several major market participants failed or have been impaired,
resulting in a significant contraction in market liquidity for mortgage-related assets. Thisilliquidity 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 Mortgage-Backed Securities. If these conditions persist, institutions from
which we seek financing for our investments may 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. Continued adverse devel opments in the broader
residential mortgage market may adversely affect the value of the assets in which we invest.

Since the summer of 2007, the residential mortgage market in the United States experienced avariety of difficulties
and changed economic conditions, including defaults, credit losses and liquidity concerns. Certain commercia banks,
investment banks and insurance companies have announced extensive |osses from exposure to the residentia mortgage market.
These losses have reduced financial industry capital, leading to reduced liquidity for someingtitutions. These factors have
impacted investor perception of the risk associated with Mortgage-Backed Securitiesin which weinvest. Asareault, values
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for Mortgage-Backed Securitiesin which we invest have experienced a certain amount of volatility. Further increased
volatility and deterioration in the broader residential mortgage and Mortgage-Backed Securities markets may adversely affect
the performance and market value of our investments. Any decline in the value of our investments, or perceived market
uncertainty about their value, would likely make it difficult for usto obtain financing on favorabletermsor at dl, or maintain
our compliance with terms of any financing arrangements already in place.

The Mortgage-Backed Securities in which we invest are classified for accounting purposes as avail able-for-sale.
All assets classified as available-for-sale are reported at fair value with unrealized gains and losses excluded from
earnings and reported as a separate component of stockholders' equity. Asaresult, adecline in fair values may reduce
the book value of our assets. Moreover, if the decline in fair value of an available-for-sale security is other-than-
temporarily impaired, such decline will reduce earnings. If market conditions result in adeclinein the fair value of our
Mortgage-Backed Securities, our financial position and results of operations could be adversely affected.

The 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
adver sely affect our business.

Due to increased market concerns about Fannie Mae and Freddie Mac' s ability to withstand future credit losses
associated with securities held in their investment portfolios, and on which they provide guarantees, without the direct
support of the U.S. Government, on July 30, 2008, Congress passed the Housing and Economic Recovery Act of 2008,
or the HERA. Among other things, the HERA established the Federal Housing Finance Agency, or FHFA, which has
broad regulatory powers over Fannie Mae and Freddie Mac. On September 6, 2008, the FHFA placed Fannie Mae and
Freddie Mac into conservatorship and, together with the Treasury, established a program designed to boost investor
confidence in Fannie Mae' s and Freddie Mac' s debt and mortgage-backed securities. Asthe conservator of Fannie Mae
and Freddie Mac, the FHFA controls and directs the operations of Fannie Mae and Freddie Mac and may (1) take over
the assets of and operate Fannie Mae and Freddie Mac with all the powers of the shareholders, the directors and the
officers of Fannie Mae and Freddie Mac and conduct all business of Fannie Mae and Freddie Mac; (2) collect all
obligations and money due to Fannie Mae and Freddie Mac; (3) perform all functions of Fannie Mae and Freddie Mac
which are consistent with the conservator’ s appointment; (4) preserve and conserve the assets and property of Fannie
Mae and Freddie Mac; and (5) contract for assistance in fulfilling any function, activity, action or duty of the
conservator. A primary focus of this new legislation is to increase the availability of mortgage financing by allowing
Fannie Mae and Freddie Mac to continue to grow their guarantee business without limit, while limiting net purchases of
Mortgage-Backed Securities to a modest amount through the end of 2009. It is currently planned for Fannie Mae and
Freddie Mac to reduce gradually their Mortgage-Backed Securities portfolios beginning in 2010.

In addition to FHFA becoming the conservator of Fannie Mae and Freddie Mac, the Treasury and FHFA have
entered into Preferred Stock Purchase Agreements (PSPA'S) between the Treasury and Fannie Mae and Freddie Mac pursuant
to which the Treasury will ensure that each of Fannie Mae and Freddie Mac maintains a positive net worth. On December 24,
2009, the U.S. Treasury amended the terms of the U.S. Treasury’s PSPAswith Fannie Mae and Freddie Mac to remove the
$200 billion per ingtitution limit established under the PSPAs until the end of 2012. The U.S. Treasury also amended the
PSPAs with respect to the requirements for Fannie Mae and Freddie Mac to reduce their portfolios.

Although the Treasury has committed capital to Fannie Mae and Freddie Mac, there can be no assurance that
these actions will be adeguate for their needs. If these actions are inadequate, Fannie Mae and Freddie Mac could
continue to suffer losses and could fail to honor their guarantees and other obligations. The future roles of Fannie Mae
and Freddie Mac could be significantly reduced and the nature of their guarantees could be considerably diminished.
Any changes to the nature of the guarantees provided by Fannie Mae and Freddie Mac could redefine what constitutes
Mortgage-Backed Securities and could have broad adverse market implications.

On November 25, 2008, the Federal Reserve announced that it will initiate a program to purchase $100 hillion
in direct obligations of Fannie Mag, Freddie Mac and the FHLBs and $500 billion in agency Mortgage-Backed Securities
backed by Fannie Mae, Freddie Mac and Ginnie Mae. The Federal Reserve stated that its actions were intended to
reduce the cost and increase the availability of credit for the purchase of houses, and were meant to support housing
markets and foster improved conditions in financial markets more generally. On March 18, 2009, the Federal Reserve
increased the size of this program to $200 billion and $1.25 trillion, respectively. The Federal Reserve has announced
that it intends to wind up this program on March 31, 2010.
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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 historical measurements. Any changes to the nature of
their guarantee obligations could redefine what constitutes a Mortgage-Backed Securities and could have broad adverse
implications for the market and our business, operations and financial condition. 1f 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 Mortgage-Backed Securities and our existing Mortgage-Backed Securities could be
materially and adversely impacted.

We could be negatively affected in anumber of ways depending on the manner in which related events unfold
for Fannie Mae and Freddie Mac. We rely on our Mortgage-Backed Securities 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 usto 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 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 Mortgage-Backed Securities, thereby tightening the spread between the interest we earn on our
Mortgage-Backed Securities and the cost of financing those assets. A reduction in the supply of Mortgage-Backed
Securities could also negatively affect the pricing of Mortgage-Backed Securities by reducing the spread between the
interest we earn on our portfolio of Mortgage-Backed Securities and our cost of financing that portfolio.

Asindicated 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 Mortgage-Backed Securities. 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 securitiesissued or guaranteed by Fannie Mae or Freddie Mac. Asaresult, such laws could
increase the risk of loss on investments in Mortgage-Backed Securities 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.

Mortgage loan modification programs, future legisative action and changes in the requirements necessary to
qualify for refinancing a mortgage with Fannie Mae, Freddie Mac or Ginnie Mae may adversely affect the value
of, and thereturns on, the assets in which weinvest.

During the second half of 2008, in 2009, and so far in 2010, the U.S. government, through the Federal Housing
Administration, or FHA, and the FDIC, implemented programs designed to provide homeowners with assistance in
avoiding residential mortgage loan foreclosures including the Hope for Homeowners Act of 2008, which allows certain
distressed borrowers to refinance their mortgages into FHA-insured loans. The programs may also involve, among other
things, the modification of mortgage |oans 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. Members of the U.S. Congress have indicated support for
additional legidative relief for homeowners, including an amendment of the bankruptcy laws to permit the modification
of mortgage loans in bankruptcy proceedings. These loan modification programs, future legislative or regulatory actions,
including amendments to the bankruptcy laws, that result in the modification of outstanding mortgage loans, aswell as
changes in the requirements necessary to qualify for refinancing a mortgage with Fannie Mae, Freddie Mac or Ginnie
Mae may adversely affect the value of, and the returns on, our Investment Securities. Depending on whether or not we
purchased an instrument at a premium or discount, the yield we receive may be positively or negatively impacted by any
modification.
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The U.S. Government's pressing for refinancing of certain loans may affect prepayment rates for mortgage loans
in Mortgage-Backed Securities.

In addition to the increased pressure upon residential mortgage loan investors and servicersto engagein loss
mitigation activities, the U.S. Government is pressing for refinancing of certain loans, and this encouragement may affect
prepayment rates for mortgage loans in Mortgage-Backed Securities. In connection with government-related securities,
in February 2009 President Obama unveiled the Homeowner Affordability and Stability Plan, which, in part, calls upon
Fannie Mae and Freddie Mac to loosen their eligibility criteriafor the purchase of loans in order to provide accessto
low-cost refinancing for borrowers who are current on their mortgage payments but who cannot otherwise qualify to
refinance at alower market rate. The major change was to permit an increase in the loan-to-value, or LTV, ratio of a
refinancing loan eligible for sale up to 105%. In July 2009, the FHFA authorized Fannie Mae and Freddie Mac to raise
the present LTV ratio celling of 105% to 125%. The charters governing the operations of Fannie Mae and Freddie Mac
prohibit purchases of loans with loan to value ratios in excess of 80% unless the loans have mortgage insurance (or
unless other types of credit enhancement are provided in accordance with the statutory requirements). The FHFA, which
regulates Fannie Mae and Freddie Mac, determined that new mortgage insurance will not be required on the refinancing
if the applicable entity already owns the loan or guarantees the related Mortgage-Backed Securities. Additionaly, the
Treasury reports that in some cases anew appraisal will not be necessary upon refinancing. The Treasury estimates that
up to 5,000,000 homeowners with loans owned or guaranteed by Fannie Mae or Freddie Mac may be eligible for this
refinancing program, which is scheduled to terminate in June 2010.

The HERA authorized a voluntary FHA mortgage insurance program called HOPE for Homeowners, or H4H
Program, designed to refinance certain delinquent borrowersinto new FHA-insured loans. The H4H Program targets
delinquent borrowers under conventional mortgage loans, as well as under government-insured or -guaranteed mortgage
loans, that were originated on or before January 1, 2008. Holders of existing mortgage loans being refinanced under the
H4H Program must accept awrite-down of principal and waive all prepayment fees. While the use of the program has
been extremely limited to date, Congress continues to amend the program to encourage its use. The H4H Program is
effective through September 30, 2011.

To the extent these and other economic stabilization or stimulus efforts are successful in increasing prepayment
speeds for residential mortgage loans, such as those in M ortgage-Backed Securities, that could potentially harm our
income and operating results, particularly in connection with loans or Mortgage-Backed Securities purchased at a
premium or our interest-only securities.

The actions of the U.S. government, Federal Reserve and Treasury, including the establishment of the TALF and
the PPIP, may adver sely affect our business.

The TALF wasfirst announced by the Treasury on November 25, 2008, and has been expanded in size and
scope sinceitsinitial announcement. Under the TALF, the Federal Reserve Bank of New Y ork makes non-recourse
loans to borrowersto fund their purchase of eligible assets, currently certain asset backed securities but not residential
mortgage-backed securities. The nature of the eligible assets has been expanded several times. The Treasury has stated
that through its expansion of the TALF, non-recourse loans will be made available to investors to certain fund purchases
of legacy securitization assets. On March 23, 2009, the Treasury in conjunction with the FDIC, and the Federal Reserve,
announced the PPIP. The PPIP aims to recreate a market for specific illiquid residential and commercial loans and
securities through a number of joint public and private investment funds. The PPIP is designed to draw new private
capital into the market for these securities and loans by providing government equity co-investment and attractive public
financing.

It is not possible to predict how the TALF, the PPIP, or other recent U.S. Government actions will impact the
financial markets, including current significant levels of volatility, or our current or future investments. To the extent the
market does not respond favorably to these initiatives or they do not function as intended, our business may not receive
any benefits from thislegidation. In addition, the U.S. government, Federal Reserve, Treasury 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, and such actions could have a dramatic impact on our business, results
of operations and financial condition.
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There can be no assurance that the actions of the U.S. Government, the Federal Reserve, the Treasury and other
governmental and regulatory bodies for the purpose of stabilizing the financial markets, including the
establishment of the TALF and the PPIP, or market response to those actions, will achieve the intended effect,
that our business will benefit from these actions or that further government or market developments will not
adversely impact us.

In response to the financial issues affecting the banking system and the financial markets and going concern
threats to investment banks and other financia institutions, the U.S. Government, the Federal Reserve, the Treasury and
other governmental and regulatory bodies have taken action to attempt to stabilize the financial markets. Significant
measures include the enactment of the Economic Stabilization Act of 2008, or the EESA, to, among other things,
establish the Troubled Asset Relief Program, or the TARP; the enactment of the HERA, which established a new
regulator for Fannie Mae and Freddie Mac; the establishment of the TALF; and the establishment of the PPIP.

There can be no assurance that the EESA, HERA, TALF, PPIP or other recent U.S. Government actionswill have a
beneficial impact on the financial markets, including on current levels of volatility. To the extent the market does not respond
favorably to theseinitiatives or these initiatives do not function as intended, our business may not receive the anticipated
positive impact from the legidation. There can adso be no assurance that we will be eigible to participate in any programs
established by the U.S. Government such asthe TALF or the PPIP or, if we are eligible, that we will be able to utilize them
successfully or at al. In addition, because the programs are designed, in part, to provide liquidity to restart the market for
certain of our targeted assets, the establishment of these programs may result in increased competition for attractive
opportunitiesin our targeted assets. It isalso possible that our competitors may utilize the programs which would provide them
with attractive debt and equity capital funding from the U.S. Government. In addition, the U.S. Government, the Federal
Reserve, the Treasury and other governmental and regulatory bodies have taken or are considering taking other actionsto
addressthe financia crisis. We cannot predict whether or when such actions may occur, and such actions could have a
dramatic impact on our business, results of operations and financial condition.

We operate in a highly competitive market for investment opportunities and competition may limit our ability to
acquiredesirable investmentsin our target assets and could also affect the pricing of these securities.

We operate in a highly competitive market for investment opportunities. Our profitability depends, in large
part, on our ability to acquire our target assets at attractive prices. In acquiring our target assets, we will compete with a
variety of ingtitutional investors, including other REITS, specialty finance companies, public and private funds (including
other funds managed by FIDAC), commercial and investment banks, commercial finance and insurance companies and
other financial institutions. Many of our competitors are substantially larger and have considerably greater financial,
technical, marketing and other resources than we do. Several other REITs have recently raised, or are expected to raise,
significant amounts of capital, and may have investment objectives that overlap with ours, which may create additional
competition for investment opportunities. Some competitors may have alower cost of funds and access to funding
sources that may not be available to us, such as funding from the U.S. Government, if we are not eligible to participate in
programs established by the U.S. Government. Many of our competitors are not subject to the operating constraints
associated with REIT tax compliance or maintenance of an exemption from the Investment Company Act. In addition,
some of our competitors may have higher risk tolerances or different risk assessments, which could allow them to
consider awider variety of investments and establish more relationships than us. Furthermore, competition for
investments in our target assets may lead to the price of such assets increasing, which may further limit our ability to
generate desired returns. We cannot assure you that the competitive pressures we face will not have amaterial adverse
effect on our business, financial condition and results of operations. Also, as aresult of this competition, desirable
investments in our target assets may be limited in the future and we may not be able to take advantage of attractive
investment opportunities from time to time, as we can provide no assurance that we will be able to identify and make
investments that are consistent with our investment objectives.

Risks Related to Our Business

An increase in the interest payments on our borrowings relative to the interest we earn on our investment
securities may adver sely affect our profitability

We earn money based upon the spread between the interest payments we earn on our investment securities and
the interest payments we must make on our borrowings. If the interest payments on our borrowings increase relative to
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the interest we earn on our investment securities, our profitability may be adversely affected. The interest payments on
our borrowings may increase relative to the interest we earn on our adjustable-rate investment securities for various
reasons discussed in this section.

e Differencesin timing of interest rate adjustments on our investment securities and our borrowings may
adversely affect our profitability

We rely primarily on short-term borrowings to acquire investment securities with long-term maturities.
Accordingly, if short-term interest rates increase, this may adversely affect our profitability.

Most of the investment securities we acquire are adjustable-rate securities. This means that their interest rates
may vary over time based upon changes in an objective index, such as:

e LIBOR. Theinterest rate that banksin London offer for depositsin London of U.S. dollars.

e Treasury Rate. A monthly or weekly average yield of benchmark U.S. Treasury securities, as published by
the Federal Reserve Board.

e CD Rate. Theweekly average of secondary market interest rates on six-month negotiable certificates of
deposit, as published by the Federal Reserve Board.

These indices generaly reflect short-term interest rates. On December 31, 2009, approximately 26% of our
investment securities were adjustable-rate securities.

Theinterest rates on our borrowings similarly vary with changes in an objectiveindex. Nevertheless, the
interest rates on our borrowings generally adjust more frequently than the interest rates on our adjustable-rate investment
securities. For example, on December 31, 2009, our adjustable-rate investment securities had a weighted average term to
next rate adjustment of 33 months, while our borrowings had a weighted average term to next rate adjustment of 170
days. Accordingly, in aperiod of rising interest rates, we could experience a decrease in net income or a net loss because
the interest rates on our borrowings adjust faster than the interest rates on our adjustable-rate investment securities.

e Interest rate capson our investment securities may adversely affect our profitability

Our adjustable-rate investment securities are typically subject to periodic and lifetime interest rate caps.
Periodic interest rate caps limit the amount an interest rate can increase during any given period. Lifetime interest rate
caps limit the amount an interest rate can increase through maturity of an investment security. Our borrowings are not
subject to similar restrictions. Accordingly, in aperiod of rapidly increasing interest rates, we could experience a
decrease in net income or experience a net 1oss because the interest rates on our borrowings could increase without
limitation while the interest rates on our adjustable-rate investment securities would be limited by caps.

e Because we acquire fixed-rate securities, an increase in interest rates may adversely affect our profitability

In aperiod of rising interest rates, our interest payments could increase while the interest we earn on our fixed-
rate mortgage-backed securities would not change. Thiswould adversely affect our profitability. On December 31,
2009, approximately 74% of our investment securities were fixed-rate securities.

Anincreasein prepayment rates may adver sely affect our profitability

The mortgage-backed securities we acquire are backed by pools of mortgage loans. We receive payments,
generally, from the payments that are made on these underlying mortgage loans. When borrowers prepay their mortgage
loans at rates that are faster than expected, this results in prepayments that are faster than expected on the mortgage-
backed securities. These faster than expected prepayments may adversely affect our profitability. We often purchase
mortgage-backed securities that have a higher interest rate than the market interest rate at the time. In exchange for this
higher interest rate, we must pay a premium over the market value to acquire the security. In accordance with
accounting rules, we amortize this premium over the term of the mortgage-backed security. 1f the mortgage-backed

23



security isprepaid in whole or in part prior to its maturity date, however, we must expense al or a part of the remaining
unamortized portion of the premium that was prepaid at the time of the prepayment. This adversely affects our
profitability.

Prepayment rates generally increase when interest rates fall and decrease when interest rates rise, but changesin
prepayment rates are difficult to predict. Prepayment rates also may be affected by conditionsin the housing and
financial markets, general economic conditions and the relative interest rates on fixed-rate and adjustable-rate mortgage
loans.

We often purchase mortgage-backed securities that have a higher coupon rate than the prevailing market
interest rates. In exchange for a higher coupon rate, we typically pay a premium over par value to acquire these
mortgage-backed securities. In accordance with generally accepted accounting principles (or GAAP), we amortize the
premiums on our mortgage-backed securities over the life of the related mortgage-backed securities. |f the mortgage
loans securing these mortgage-backed securities prepay at a more rapid rate than anticipated, we will have to amortize
our premiums on an accelerated basis which may adversely affect our profitability. Defaults on mortgage loans
underlying Agency mortgage-backed securities typically have the same effect as prepayments because of the underlying
Agency guarantee. On February 10, 2010, Fannie Mae and Freddie Mac announced their intention to significantly
increase their purchases of delinquent loans from the pools of mortgages collateralizing their Agency mortgage-backed
securities beginning in March 2010, which could materially impact the rate of principal prepayments on our Agency
mortgage-backed securities guaranteed by Fannie Mae and Freddie Mac. As of December 31, 2009, we had net purchase
premiums of $1.2 hillion, or 2.0% of current par value, on our Agency mortgage-backed securities.

We may seek to reduce prepayment risk by acquiring mortgage-backed securities at a discount. |f a discounted
security isprepaid in whole or in part prior to its maturity date, we will earn income equal to the amount of the remaining
discount. Thiswill improve our profitability if the discounted securities are prepaid faster than expected.

We also can acquire mortgage-backed securities that are less affected by prepayments. For example, we can
acquire CMOs, a type of mortgage-backed security. CMOs divide a pool of mortgage loans into multiple tranches that
allow for shifting of prepayment risks from slower-paying tranches to faster-paying tranches. Thisisin contrast to pass-
through or pay-through mortgage-backed securities, where all investors share equally in al payments, including al
prepayments. As discussed below, the Investment Company Act of 1940 imposes restrictions on our purchase of CMOs.
As of December 31, 2009, approximately 21% of our mortgage-backed securities were CM Os and approximately 79% of
our mortgage-backed securities were pass-through or pay-through securities.

While we seek to minimize prepayment risk to the extent practical, in selecting investments we must balance
prepayment risk against other risks and the potential returns of each investment. No strategy can completely insulate us
from prepayment risk.

Anincreasein interest rates may adver sely affect our book value

Increases in interest rates may negatively affect the market value of our investment securities. Our fixed-rate
securities, generally, are more negatively affected by these increases. In accordance with accounting rules, we reduce
our book value by the amount of any decrease in the market value of our investment securities.

Failureto procurefunding on favorable terms, or at all, would adver sely affect our resultsand may, in turn,
negatively affect the market price of shares of our common stock.

The current dislocation and weakness in the broader mortgage markets could adversely affect one or more of
our potential lenders and could cause one or more of our potential lenders to be unwilling or unable to provide us with
financing. This could potentially increase our financing costs and reduce our liquidity. If one or more major market
participants fails or otherwise experiences amajor liquidity crisis, as was the case for Bear Stearns & Co. in March 2008
and Lehman Brothers Holdings Inc. in September 2008, it could negatively impact the marketability of all fixed income
securities, including Agency RMBS, and this could negatively impact the value of the securities we acquire, thus
reducing our net book value. Furthermore, if any of our potential lenders or any of our lenders are unwilling or unable to
provide us with financing, we could be forced to sell our assets at an inopportune time when prices are depressed.
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Our strategy involves significant leverage

We seek to maintain aratio of debt-to-equity of between 8:1 and 12:1, although our ratio may at times be above
or below thisamount. We incur this leverage by borrowing against a substantial portion of the market value of our
investment securities. By incurring this leverage, we can enhance our returns. Nevertheless, this leverage, which is
fundamental to our investment strategy, also creates significant risks.

e  Our leverage may cause substantial losses

Because of our significant leverage, we may incur substantial lossesif our borrowing costs increase. Our
borrowing costs may increase for any of the following reasons:

e short-term interest rates increase;

o themarket value of our investment securities decreases,
e interest rate volatility increases; or

e theavailability of financing in the market decreases.

e Our leverage may cause margin calls and defaults and force usto sell assets under adverse market
conditions

Because of our leverage, adeclinein the value of our investment securities may result in our lendersinitiating
margin calls. A margin call means that the lender requires usto pledge additional collateral to re-establish theratio
of the value of the collateral to the amount of the borrowing. Our fixed-rate mortgage-backed securities generally
are more susceptible to margin calls as increases in interest rates tend to more negatively affect the market value of
fixed-rate securities.

If we are unable to satisfy margin calls, our lenders may foreclose on our collateral. This could force usto sell
our investment securities under adverse market conditions. Additionally, in the event of our bankruptcy, our
borrowings, which are generally made under repurchase agreements, may qualify for special treatment under the
Bankruptcy Code. This special treatment would allow the lenders under these agreements to avoid the automatic
stay provisions of the Bankruptcy Code and to liquidate the collateral under these agreements without delay.

e Liquidation of collateral may jeopardize our REIT status

To continue to qualify as a REIT, we must comply with requirements regarding our assets and our sources of
income. If we are compelled to liquidate our investment securities, we may be unable to comply with these
requirements, ultimately jeopardizing our status as a REIT and our failure to qualify asa REIT will have adverse tax
consequences.
e We may exceed our target leverage ratios

We seek to maintain aratio of debt-to-equity of between 8:1 and 12:1. However, we are not required to stay
within thisleverageratio. If we exceed thisratio, the adverse impact on our financial condition and results of
operations from the types of risks described in this section would likely be more severe.

e Wemay not be able to achieve our optimal leverage

We use leverage as a strategy to increase the return to our investors. However, we may not be able to achieve
our desired leverage for any of the following reasons:
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o we determine that the leverage would expose us to excessive risk;
e our lenders do not make funding available to us at acceptable rates; or
e our lendersrequire that we provide additional collateral to cover our borrowings.
e Wemay incur increased borrowing costs which would adversely affect our profitability

Currently, all of our collateralized borrowings are collateralized borrowings in the form of repurchase
agreements. If the interest rates on these repurchase agreements increase, it would adversely affect our profitability.

Our borrowing costs under repurchase agreements generally correspond to short-term interest rates such as
LIBOR or ashort-term Treasury index, plus or minus amargin. The margins on these borrowings over or under
short-term interest rates may vary depending upon:

¢ themovement of interest rates,
e theavailability of financing in the market; or
e thevaueand liquidity of our investment securities.
If weareunableto renew our borrowings at favorablerates, our profitability may be adver sely affected

Since werely primarily on short-term borrowings, our ability to achieve our investment objectives depends not
only on our ability to borrow money in sufficient amounts and on favorable terms, but also on our ability to renew or
replace on a continuous basis our maturing short-term borrowings. If we are not able to renew or replace maturing
borrowings, we would have to sell our assets under possibly adverse market conditions.

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 the value of the underlying security has declined as of the end of that
term, or if we default on our obligations under the repurchase agreement, we will lose money on our repurchase
transactions.

When we engage in repurchase transactions, we generally sell securitiesto lenders (repurchase agreement
counterparties) and receive cash from these 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 the haircut), if the lender defaults on its obligation
to resell the same securities back to us, we may incur aloss on the transaction equal to the amount of the haircut
(assuming there was no change in the value of the securities). We would also lose money on arepurchase transaction if
the value of the underlying securities has declined as of the end of the transaction term, as we would have to repurchase
the securities for their initial value but would receive securities worth less than that amount. Further, if we default on
one of our obligations under a repurchase transaction, the lender can terminate the transaction and cease entering into
any other repurchase transactions with us. Repurchase agreements generally contain cross-default provisions, so that if a
default occurs under any one agreement, the lenders under our other agreements could also declare a default. Any losses
we incur on our repurchase transactions could adversely affect our earnings and thus our cash available for distribution to
shareholders.

Any repurchase agreementsthat we useto finance our assets may require usto provide additional collateral or
pay down debt.

Our repurchase agreements involve the risk that the market value of the securities pledged or sold by usto the
repurchase agreement counterparty may declinein value, in which case the counterparty may require us to provide
additional collateral or to repay al or a portion of the funds advanced. We may not have additional collateral or the
funds available to repay our debt at that time, which would likely result in defaults unless we are able to raise the funds
from alternative sources, which we may not be able to achieve on favorable termsor at all. Posting additional collateral
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would reduce our liquidity and limit our ability to leverage our assets. |f we cannot meet these requirements, the
counterparty could accelerate its indebtedness, increase the interest rate on advanced funds and terminate our ability to
borrow funds from them, which could materially and adversely affect our financial condition and ability to implement
our investment strategy. In addition, in the event that the counterparty files for bankruptcy or becomes insolvent, our
securities may become subject to bankruptcy or insolvency proceedings, thus depriving us, at least temporarily, of the
benefit of these assets. Such an event could restrict our access to bank credit facilities and increase its cost of capital.
Repurchase agreement counterparties may also require us to maintain a certain amount of cash or set aside assets
sufficient to maintain a specified liquidity position that would enhance our ability to satisfy its collateral obligations. As
aresult, we may not be able to leverage our assets as fully as we would choose, which could reduce our return on assets.
In the event that we are unable to meet these collateral obligations, our financial condition and prospects could
deteriorate rapidly.

Our hedging strategies expose usto risks

Our policies permit usto enter into interest rate swaps, caps and floors and other derivative transactions to help
us mitigate our interest rate and prepayment risks described above. We have used interest rate swaps and interest rate
capsto provide alevel of protection against interest rate risks, but no hedging strategy can protect us completely.

Interest rate hedging may fail to protect or could adversely affect us because, among other things: interest rate hedging
can be expensive, particularly during periods of rising and volatile interest rates; available interest rate hedges may not
correspond directly with the interest rate risk for which protection is sought; and the duration of the hedge may not match
the duration of the related liability.

e Our hedging strategies may not be successful in mitigating the risks associated with interest rates

We cannot assure you that our use of derivatives will offset the risks related to changesin interest rates. It is
likely that there will be periods in the future during which we will incur losses on our derivative financial instruments
that will not be fully offset by gains on our portfolio. The derivative financial instruments we select may not have the
effect of reducing our interest rate risk. I1n addition, the nature and timing of hedging transactions may influence the
effectiveness of these strategies. Poorly designed strategies or improperly executed transactions could significantly
increase our risk and lead to material losses. In addition, hedging strategies involve transaction and other costs. Our
hedging strategy and the derivatives that we use may not adequately offset the risk of interest rate volatility or that our
hedging transactions may not result in losses.

e Our use of derivatives may expose us to counterparty risks

We enter into interest rate swap and cap agreements to hedge risks associated with movements in interest rates.
If aswap counterparty cannot perform under the terms of an interest rate swap, we would not receive payments due
under that agreement, we may lose any unrealized gain associated with the interest rate swap, and the hedged liability
would cease to be hedged by the interest rate swap. We may aso be at risk for any collateral we have pledged to secure
our obligations under the interest rate swap if the counterparty become insolvent or file for bankruptcy. Similarly, if a
cap counterparty fails to perform under the terms of the cap agreement, in addition to not receiving payments due under
that agreement that would off-sets our interest expense, we would aso incur aloss for al remaining unamortized
premium paid for that agreement.

We may facerisks of investing in inver se floating rate securities

Wemay invest in inverse floaters. The returns on inverse floaters are inversely related to changesin an interest
rate. Generally, income on inverse floaters will decrease when interest rates increase and increase when interest rates
decrease. Investmentsin inverse floaters may subject us to the risks of reduced or eliminated interest payments and
losses of principal. In addition, certain indexed securities and inverse floaters may increase or decrease in value at a
greater rate than the underlying interest rate, which effectively leverages our investment in such securities. Asaresult,
the market value of such securities will generally be more volatile than that of fixed rate securities.
Our investment strategy may involve credit risk

We may incur lossesif there are payment defaults under our investment securities.
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To date, substantially all of our mortgage-backed securities have been agency certificates and agency
debentures which, although not rated, carry an implied “AAA” rating. Agency certificates are mortgage pass-through
certificates where Freddie Mac, Fannie Mae or Ginnie Mage guarantees payments of principal and interest on the
certificates. Agency debentures are debt instruments issued by Freddie Mac, Fannie Mag, or the FHLB.

Even though we have only acquired “AAA” securities so far, pursuant to our capital investment policy, we have
the ability to acquire securities of lower credit quality. Under our policy:

e  75% of our total assets must be high quality mortgage-backed securities and short-term investments. High
quality securities are securities (1) that are rated within one of the two highest rating categories by at least
one of the nationally recognized rating agencies, (2) that are unrated but are guaranteed by the United
States government or an agency of the United States government, or (3) that are unrated or whose ratings
have not been updated but that our management determines are of comparable quality to rated high quality
mortgage-backed securities;

e theremaining 25% of total assets, may consist of mortgage-backed securities and other qualified REIT real
estate assets which are unrated or rated less than high quality, but which are at least “investment grade”
(rated “BBB” or better by Standard & Poor’s Corporation (“S&P”) or the equivalent by another nationally
recognized rating organization) or, if not rated, we determine them to be of comparable credit quality to an
investment which israted “BBB” or better. In addition, we may directly or indirectly invest part of this
remaining 25% of our assets in other types of securities, including without limitation, unrated debt, equity
or derivative securities, to the extent consistent with our REIT qualification requirements. The derivative
securities in which we invest may include securities representing the right to receive interest only or a
disproportionately large amount of interest, as well asinverse floaters, which may have imbedded leverage
as part of their structural characteristics; and

o  We seek to structure our portfolio to maintain a minimum weighted average rating (including our deemed
comparable ratings for unrated mortgage-backed securities) of our mortgage-backed securities of at least
single“A” under the S& P rating system and at the comparable level under the other rating systems.

If we acquire securities of lower credit quality, we may incur losses if there are defaults under those securities
or if the rating agencies downgrade the credit quality of those securities.

We have not established a minimum dividend payment level

Weintend to pay quarterly dividends and to make distributions to our stockholdersin amounts such that all or
substantially all of our taxable income in each year (subject to certain adjustments) is distributed. This enables usto
qualify for the tax benefits accorded to a REIT under the Code. We have not established a minimum dividend payment
level and our ability to pay dividends may be adversely affected for the reasons described in this section. All
distributions will be made at the discretion of our board of directors and will depend on our earnings, our financial
condition, maintenance of our REIT status and such other factors as our board of directors may deem relevant from time
to time,

Because of competition, we may not be able to acquire mortgage-backed securities at favorableyields

Our net income depends, in large part, on our ability to acquire mortgage-backed securities at favorable spreads
over our borrowing costs. In acquiring mortgage-backed securities, we compete with other REITS, investment banking
firms, savings and |oan associations, banks, insurance companies, mutual funds, other lenders and other entities that
purchase mortgage-backed securities, many of which have greater financial resourcesthan us. Asaresult, in the future,
we may nhot be able to acquire sufficient mortgage-backed securities at favorable spreads over our borrowing costs.
We are dependent on our key personnel

We are dependent on the efforts of our key officers and employees, including Michael A. J. Farrell, our
Chairman of the board of directors, Chief Executive Officer and President, Wellington J. Denahan-Norris, our Vice

28



Chairman, Chief Operating Officer and Chief Investment Officer, and Kathryn F. Fagan, our Chief Financial Officer and
Treasurer. Theloss of any of their services could have an adverse effect on our operations. Although we have
employment agreements with each of them, we cannot assure you they will remain employed with us.

We and our shareholders are subject to certain tax risks
e OQur failureto qualify asa REIT would have adverse tax conseguences

We believe that since 1997 we have qualified for taxation asa REIT for federal income tax purposes. We
plan to continue to meet the requirements for taxation asa REIT. The determination that we are aREIT
requires an analysis of various factual matters and circumstances that may not be totally within our control. For
example, to qualify asa REIT, at least 75% of our gross income must come from real estate sources and 95% of
our gross income must come from real estate sources and certain other sources that are itemized in the REIT tax
laws. We are also required to distribute to stockholders at least 90% of our REIT taxable income (determined
without regard to the deduction for dividends paid and by excluding any net capital gain). Even atechnical or
inadvertent mistake could jeopardize our REIT status. Furthermore, Congress and the Internal Revenue Service
(or IRS) might make changes to the tax laws and regulations, and the courts might issue new rulings that make
it more difficult or impossible for usto remain qualified asaREIT.

If wefail to qualify asaREIT, we would be subject to federal income tax at regular corporate rates.
Also, unlessthe IRS granted us relief under certain statutory provisions, we would remain disqualified asa
REIT for four years following the year we first fail to qualify. If wefail to qualify asaREIT, we would have to
pay significant income taxes and would therefore have less money available for investments or for distributions
to our stockholders. Thiswould likely have a significant adverse effect on the value of our securities. In
addition, the tax law would no longer require us to make distributions to our stockholders.

A REIT that fails the quarterly asset tests for one or more quarters will not loseits REIT statusasa
result of such failureif either (i) the failure is regarded as a de minimis failure under standards set out in the
Internal Revenue Code, or (ii) the failure is greater than a de minimis failure but is attributabl e to reasonable
cause and not willful neglect. In the case of a greater than de minimis failure, however, the REIT must pay a
tax and must remedy the failure within 6 months of the close of the quarter in which the failure was identified.
In addition, the Internal Revenue Code provides relief for failures of other testsimposed as a condition of REIT
qualification, aslong as the failures are attributable to reasonable cause and not willful neglect. A REIT would
be required to pay a penalty of $50,000, however, in the case of each failure.

e We have certain distribution requirements

AsaREIT, we must distribute at least 90% of our REIT taxable income (determined without regard to the
deduction for dividends paid and by excluding any net capital gain). The required distribution limits the amount
we have available for other business purposes, including amounts to fund our growth. Also, it is possible that
because of the differences between the time we actually receive revenue or pay expenses and the period we
report those items for distribution purposes, we may have to borrow funds on a short-term basis to meet the
90% distribution regquirement.

e Wearealso subject to other tax liabilities

Even if we qualify asa REIT, we may be subject to certain federal, state and local taxes on our income and
property. Any of these taxes would reduce our operating cash flow.

e Limitson ownership of our common stock could have adver se consequences to you and could limit your
opportunity to receive a premium on our stock

To maintain our qualification asa REIT for federa income tax purposes, not more than 50% in value of the

outstanding shares of our capital stock may be owned, directly or indirectly, by five or fewer individuals (as
defined in the federal tax laws to include certain entities). Primarily to facilitate maintenance of our
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qualification asa REIT for federal income tax purposes, our charter will prohibit ownership, directly or by the
attribution provisions of the federal tax laws, by any person of more than 9.8% of the lesser of the number or
value of the issued and outstanding shares of our common stock and will prohibit ownership, directly or by the
attribution provisions of the federal tax laws, by any person of more than 9.8% of the lesser of the number or
value of theissued and outstanding shares of any class or series of our preferred stock. Our board of directors,
in its sole and absolute discretion, may waive or modify the ownership limit with respect to one or more persons
who would not be treated as “individuals’ for purposes of the federal tax laws if it is satisfied, based upon
information required to be provided by the party seeking the waiver and upon an opinion of counsel satisfactory
to the board of directors, that ownership in excess of this limit will not otherwise jeopardize our status asa
REIT for federal income tax purposes.

The ownership limit may have the effect of delaying, deferring or preventing a change in control and,
therefore, could adversely affect our shareholders’ ability to realize a premium over the then-prevailing market
price for our common stock in connection with a change in control.

o A REIT cannot invest morethan 25% of itstotal assetsin the stock or securities of one or moretaxable
REIT subsdiaries; therefore our taxable ubsdiaries cannot constitute morethan 25% of our total assets

A taxable REIT subsidiary is a corporation, other than aREIT or aqualified REIT subsidiary, in which a
REIT owns stock and which elects taxable REIT subsidiary status. The term also includes a corporate
subsidiary in which the taxable REIT subsidiary owns more than a 35% interest. A REIT may own up to 100%
of the stock of one or more taxable REIT subsidiaries. A taxable REIT subsidiary may earn income that would
not be qualifying income if earned directly by the parent REIT. Overal, at the close of any calendar quarter, no
more than 25% of the value of a REIT’ s assets may consist of stock or securities of one or more taxable REIT
subsidiaries.

The stock and securities of our taxable REIT subsidiaries are expected to represent less than 25% of the
value of our total assets. Furthermore, we intend to monitor the value of our investments in the stock and
securities of our taxable REIT subsidiaries to ensure compliance with the above-described 25% limitation. We
cannot assure you, however, that we will always be able to comply with the 25% limitation so asto maintain
REIT status.

e Taxable REIT subsidiaries are subject to tax at the regular corporate rates, are not required to distribute
dividends, and the amount of dividends a taxable REI T subsidiary can pay to its parent REIT may be
limited by REIT grossincome tests

A taxable REIT subsidiary must pay income tax at regular corporate rates on any income that it earns. Our
taxable REIT subsidiaries will pay corporate income tax on their taxable income, and their after-tax net income
will be available for distribution to us. Such income, however, is not required to be distributed.

Moreover, the annual gross income tests that must be satisfied to ensure REIT qualification may limit the
amount of dividends that we can receive from our taxable REIT subsidiaries and still maintain our REIT status.
Generally, not more than 25% of our gross income can be derived from non-real estate related sources, such as
dividends from ataxable REIT subsidiary. If, for any taxable year, the dividends we received from our taxable
REIT subsidiaries, when added to our other items of non-real estate related income, represented more than 25%
of our total grossincome for the year, we could be denied REIT status, unless we were able to demonstrate,
among other things, that our failure of the gross income test was due to reasonable cause and not willful neglect.

The limitations imposed by the REIT gross income tests may impede our ability to distribute assets from
our taxable REIT subsidiariesto usin the form of dividends. Certain asset transfers may, therefore, have to be
structured as purchase and sale transactions upon which our taxable REIT subsidiaries recognize taxable gain.

o If interest accrues on indebtedness owed by a taxable REIT subsidiary to itsparent REIT at aratein
excess of a commercially reasonablerate, or if transactions between a REIT and a taxable REIT
subsidiary are entered into on other than arm’s-length terms, the REIT may be subject to a penalty tax
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If interest accrues on an indebtedness owed by ataxable REIT subsidiary to its parent REIT at aratein
excess of acommercially reasonable rate, the REIT is subject to tax at arate of 100% on the excess of (i)
interest payments made by ataxable REIT subsidiary to its parent REIT over (ii) the amount of interest that
would have been payable had interest accrued on the indebtedness at a commercially reasonablerate. A tax at a
rate of 100% is also imposed on any transaction between ataxable REIT subsidiary and its parent REIT to the
extent the transaction gives rise to deductions to the taxable REIT subsidiary that are in excess of the deductions
that would have been allowable had the transaction been entered into on arm’ s-length terms. We will scrutinize
all of our transactions with our taxable REIT subsidiariesin an effort to ensure that we do not become subject to
these taxes. We may not be able to avoid application of these taxes.

Risks of Owner ship of Our Common Stock
We may change our policies without stockholder approval

Our board of directors and management determine all of our policies, including our investment, financing and
distribution policies. They may amend or revise these policies at any time without a vote of our stockholders. Policy
changes could adversely affect our financial condition, results of operations, the market price of our common stock or

our ability to pay dividends or distributions.

Our governing documents and Maryland law impose limitations on the acquisition of our common stock and
changesin control that could make it moredifficult for athird party to acquireus

Maryland Business Combination Act

The Maryland General Corporation Law establishes special requirements for “business combinations’ between
aMaryland corporation and “interested stockholders’ unless exemptions are applicable. An interested stockholder is any
person who beneficially owns 10% or more of the voting power of our then-outstanding voting stock. Among other
things, the law prohibits for a period of five years a merger and other similar transactions between us and an interested
stockholder unless the board of directors approved the transaction prior to the party’ s becoming an interested
stockholder. The five-year period runs from the most recent date on which the interested stockholder became an
interested stockholder. The law also requires a super mgjority stockholder vote for such transactions after the end of the
five-year period. This means that the transaction must be approved by at |east:

e 80% of the votes entitled to be cast by holders of outstanding voting shares; and

e two-thirds of the votes entitled to be cast by holders of outstanding voting shares other than shares held
by the interested stockholder or an affiliate of the interested stockholder with whom the business
combination isto be effected.

As permitted by the Maryland General Corporation Law, we have elected not to be governed by the Maryland
business combination statute. We made this election by opting out of this statute in our articles of incorporation. If,
however, we amend our articles of incorporation to opt back in to the statute, the business combination statute could
have the effect of discouraging offersto acquire us and of increasing the difficulty of consummating any such offers,
even if our acquisition would be in our stockholders' best interests.

Maryland Control Share Acquisition Act

Maryland law provides that “ control shares” of a Maryland corporation acquired in a* control share acquisition”
have no voting rights except to the extent approved by avote of the stockholders. Two-thirds of the shares eligible to
vote must votein favor of granting the “control shares’ voting rights. “Control shares’ are shares of stock that, taken
together with all other shares of stock the acquirer previously acquired, would entitle the acquirer to exercise voting
power in electing directors within one of the following ranges of voting power:

e  One-tenth or more but less than one third of all voting power;
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e  One-third or more but less than a majority of al voting power; or
e A majority or more of al voting power.

Control shares do not include shares of stock the acquiring person is entitled to vote as aresult of having
previously obtained stockholder approval. A “control share acquisition” means the acquisition of control shares, subject
to certain exceptions.

If a person who has made (or proposes to make) a control share acquisition satisfies certain conditions
(including agreeing to pay expenses), he may compel our board of directorsto call a special meeting of stockholdersto
consider the voting rights of the shares. If such a person makes no request for a meeting, we have the option to present
the question at any stockholders' meeting.

If voting rights are not approved at a meeting of stockholders then, subject to certain conditions and limitations,
we may redeem any or all of the control shares (except those for which voting rights have previously been approved) for
fair value. We will determine the fair value of the shares, without regard to voting rights, as of the date of either:

e thelast control share acquisition; or
o the meeting where stockholders considered and did not approve voting rights of the control shares.

If voting rights for control shares are approved at a stockholders' meeting and the acquirer becomes entitled to
vote amajority of the shares of stock entitled to vote, all other stockholders may obtain rights as objecting stockholders
and, thereunder, exercise appraisal rights. This means that you would be able to force us to redeem your stock for fair
value. Under Maryland law, the fair value may not be less than the highest price per share paid in the control share
acquisition. Furthermore, certain limitations otherwise applicable to the exercise of dissenters’ rights would not apply in
the context of a control share acquisition. The control share acquisition statute would not apply to shares acquired in a
merger, consolidation or share exchange if we were a party to the transaction. The control share acquisition statute could
have the effect of discouraging offersto acquire us and of increasing the difficulty of consummating any such offers,
even if our acquisition would be in our stockholders' best interests.

Themarket price and trading volume of our sharesof common stock may be volatile and issuances of large
amounts of shares of our common stock could cause the market price of our common stock to decline.

Asof February 22, 2010, 553,156,865 shares of our common stock were outstanding. If we issue a significant
number of shares of common stock or securities convertible into common stock in a short period of time, there could be a
dilution of the existing common stock and a decrease in the market price of the common stock.

The market price of our shares of common stock may be highly volatile and could be subject to wide fluctuations. In
addition, the trading volume in our shares of common stock may fluctuate and cause significant price variations to occur.
We cannot assure you that the market price of our shares of common stock will not fluctuate or decline significantly in
the future. Some of the factors that could negatively affect our share price or result in fluctuations in the price or trading
volume of our shares of common stock include those set forth under “ Special Note Regarding Forward-L ooking
Statements” aswell as:

. actual or anticipated variationsin our quarterly operating results or business prospects;

. changes in our earnings estimates or publication of research reports about us or the real estate industry;
. an inability to meet or exceed securities analysts estimates or expectations;

. increasesin market interest rates,

. hedging or arbitrage trading activity in our shares of common stock;
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o capital commitments;

o changes in market valuations of similar companies;

o adverse market reaction to any increased indebtedness we incur in the future;

. additions or departures of management personnel;

. actions by institutional shareholders;

. speculation in the press or investment community;

) changes in our distribution policy;

. general market and economic conditions; and

. future sales of our shares of common stock or securities convertible into, or exchangeable or

exercisable for, our shares of common stock.

Holders of our shares of common stock will be subject to the risk of volatile market prices and wide fluctuationsin
the market price of our shares of common stock. In addition, many of the factors listed above are beyond our control.
These factors may cause the market price of our shares of common stock to decline, regardless of our financia condition,
results of operations, business or prospects. It isimpossible to assure you that the market prices of our shares of common
stock will not fall in the future.

Therepurchaseright in our Convertible Senior Notestriggered by a fundamental change could discourage a
potential acquiror

If we undergo certain fundamental changes, such as the acquisition of 50% of the voting power of all shares of our
common equity entitled to vote generally in the election of directors, holders of our Convertible Senior Notes may
require usto repurchase all or a portion of their notes at a price equal to 100% of the principal amount of the notes to be
purchased plus any accrued and unpaid interest up to, but excluding, the repurchase date. We will pay for all notes so
repurchased with shares of our common stock using a price per share equal to the average daily volume-weighted
average price of our common stock for the 20 consecutive trading days ending on the trading day immediately prior to
the occurrence of the fundamental change. The issuance of these shares of common stock upon certain fundamental
changes could discourage a potential acquiror.

Broad market fluctuations could negatively impact the market price of our shares of common stock.

The stock market has experienced extreme price and volume fluctuations that have affected the market price of
many companies in industries similar or related to ours and that have been unrelated to these companies operating
performance. These broad market fluctuations could reduce the market price of our shares of common stock.
Furthermore, our operating results and prospects may be below the expectations of public market analysts and investors
or may be lower than those of companies with comparable market capitalizations, which could lead to amateria decline
in the market price of our shares of common stock.

Regulatory Risks
Loss of Investment Company Act exemption would adver sely affect us
We intend to conduct our business so as not to become regulated as an investment company under the

Investment Company Act. If wefail to qualify for this exemption, our ability to use leverage would be substantially
reduced, and we would be unable to conduct our business as described in this Form 10-K.
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We currently rely on the exemption from registration provided by Section 3(c)(5)(C) of the Investment
Company Act. Section 3(c)(5)(C) asinterpreted by the staff of the SEC, requires usto invest at least 55% of our assets
in “mortgages and other liens on and interest in real estate” (or Qualifying Real Estate Assets) and at least 80% of our
assetsin Qualifying Real Estate Assets plus real estate related assets. The assets that we acquire, therefore, are limited
by the provisions of the Investment Company Act and the rules and regulations promulgated under the Investment
Company Act. If the SEC determines that any of these securities are not qualifying interestsin real estate or real estate
related assets, adopts a contrary interpretation with respect to these securities or otherwise believes we do not satisfy the
above exceptions, we could be required to restructure our activities or sell certain of our assets. We may be required at
times to adopt less efficient methods of financing certain of our mortgage assets and we may be precluded from
acquiring certain types of higher yielding mortgage assets. The net effect of these factors will be to lower our net interest
income. If wefail to qualify for exemption from registration as an investment company, our ability to use leverage
would be substantially reduced, and we would not be able to conduct our business as described. Our business will be
materially and adversely affected if we fail to qualify for this exemption.

Compliance with proposed and recently enacted changesin securities laws and regulationsincrease our costs

The Sarbanes-Oxley Act of 2002 and rules and regulations promulgated by the SEC and the New Y ork Stock
Exchange have increased the scope, complexity and cost of corporate governance, reporting and disclosure practices.
We believe that these rules and regulations will make it more costly for us to obtain director and officer liability
insurance, and we may be required to accept reduced coverage or incur substantially higher costs to obtain coverage.
These rules and regulations could also make it more difficult for usto attract and retain qualified members of
management and our board of directors, particularly to serve on our audit committee.
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ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

Our executive and administrative office is located at 1211 Avenue of the Americas, Suite 2902 New Y ork, New
Y ork 10036, telephone 212-696-0100. This office is leased under a non-cancelable lease expiring December 31, 2015.

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are involved in various claims and legal actions arising in the ordinary course of
business. In the opinion of management, the ultimate disposition of these matters will not have a material effect on our
consolidated financial statements.

ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS

We did not submit any matters to a vote of our stockholders during the fourth quarter of 2009.
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PART 11

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES

Our common stock began trading publicly on October 8, 1997 and is traded on the New Y ork Stock Exchange under
the trading symbol “NLY.” Asof February 22, 2010, we had 553,156,865 shares of common stock issued and
outstanding which were held by approximately 317,979 beneficial holders.

The following table sets forth, for the periods indicated, the high, low, and closing sales prices per share of our
common stock as reported on the New Y ork Stock Exchange composite tape and the cash dividends declared per share
of our common stock.

Stock Prices
High Low Close
First Quarter ended March 31, 2009 $16.29 $12.07 $13.87
Second Quarter ended June 30, 2009 $15.56 $13.21 $15.14
Third Quarter ended September 30, 2009 $19.74 $14.96 $18.14
Fourth Quarter ended December 31, 2009 $18.99 $16.74 $17.35
High Low Close

First Quarter ended March 31, 2008 $21.00 $14.16 $15.32
Second Quarter ended June 30, 2008 $17.95 $15.51 $15.51
Third Quarter ended September 30, 2008 $17.00 $12.92 $13.45
Fourth Quarter ended December 31, 2008 $16.12 $11.21 $15.87

Common Dividends

Declared Per Share
First Quarter ended March 31, 2009 $0.75
Second Quarter ended June 30, 2009 $0.69
Third Quarter ended September 30, 2009 $0.60
Fourth Quarter ended December 31, 2009 $0.50
First Quarter ended March 31, 2008 $0.48
Second Quarter ended June 30, 2008 $0.55
Third Quarter ended September 30, 2008 $0.55
Fourth Quarter ended December 31, 2008 $0.50

We intend to pay quarterly dividends and to distribute to our stockholders all or substantially all of our taxable
income in each year (subject to certain adjustments). Thiswill enable usto qualify for the tax benefits accorded to a
REIT under the Code. We have not established a minimum dividend payment level and our ability to pay dividends may
be adversely affected for the reasons described under the caption “Risk Factors.” All distributions will be made at the
discretion of our board of directors and will depend on our earnings, our financial condition, maintenance of our REIT
status and such other factors as our board of directors may deem relevant from timeto time. No dividends can be paid
on our common stock unless we have paid full cumulative dividends on our preferred stock. From the date of issuance
of our preferred stock through December 31, 2009, we have paid full cumulative dividends on our preferred stock.
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SHARE PERFORMANCE GRAPH

The following graph and table set forth certain information comparing the yearly percentage change in
cumulative total return on our common stock to the cumulative total return of the Standard & Poor’ s Composite 500
stock Index or S& P 500 Index, and the Bloomberg REIT Mortgage Index, or BBG REIT index, an industry index of
mortgage REITs. The comparison isfor the period from December 31, 2004 to December 31, 2009 and assumes the
reinvestment of dividends. The graph and table assume that $100 was invested in our common stock and the two other
indices on December 31, 2004. Upon written request we will provide stockholders with alist of the REITs included in
the BBG REIT Index.
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== Annaly Capital Management —#=S&P 500 Index BBG Reit Index
12/31/2004 12/30/2005 12/29/2006 12/31/2007 12/31/2008 12/31/2009
Annaly Capital
Management 100 76 95 124 123 145
S& P 500 Index 100 116 134 141 92 113
BBG REIT Index 100 108 125 83 65 71

The information in the share performance graph and table has been obtained from sources believed to be
reliable, but neither its accuracy nor its completeness can be guaranteed. The historical information set forth aboveis not
necessarily indicative of future performance. Accordingly, we do not make or endorse any predictions as to future share
performance.
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EQUITY COMPENSATION PLAN INFORMATION

We have adopted along term stock incentive plan for executive officers, key employees and nonemployee
directors (the Incentive Plan). The Incentive Plan authorizes the Compensation Committee of the board of directorsto
grant awards, including incentive stock options as defined under Section 422 of the Code (1SOs) and options not so
qualified (NQSOs). The Incentive Plan authorizes the granting of options or other awards for an aggregate of the greater
of 500,000 shares or 9.5% of the outstanding shares of our common stock up to a ceiling of 8,932,921 shares. For a
description of our Incentive Plan, see Note 13 to the Financial Statements.

The following table provides information as of December 31, 2009 concerning shares of our common stock
authorized for issuance under our existing Incentive Plan.

Number of securities
remaining available for
Number of securitiestobe Weighted-average exercise future issuance under

issued upon exercise of price of outstanding Incentive Plan (excluding
Plan Category outstanding options, options, warrants and previously issued)
warrants and rights rights
Equity compensation plans
approved by security 7,271,503 $15.20 166,850(1)
holders
Equity compensation plans
not approved by security - - -
holders
Tota 7,271,503 $15.20 166,850

(1) The Incentive Plan authorizes the granting of options or other awards for an aggregate of the greater of 500,000 or 9.5% of
the outstanding shares on a fully diluted basis of our common stock up to aceiling of 8,932,921 shares.

38



ITEM 6. SELECTED FINANCIAL DATA

The following selected financial data are derived from our audited financial statements for the years ended
December 31, 2009, 2008, 2007, 2006, and 2005. The selected financial data should be read in conjunction with the
more detailed information contained in the Financia Statements and Notes thereto and “ Management’ s Discussion and
Analysis of Financial Condition and Results of Operations” included elsewhere in this Form 10-K.

SELECTED FINANCIAL DATA
(dollars in thousands, except for per share data)
For the Year  For the Year For the Year For the Year For the Year

Ended Ended Ended Ended Ended
December 31, December 31, December 31, December 31, December 31,
Statement of Operations Data 2009 2008 2007 2006 2005
Interest income:
Interest income $2,922,499  $3,115428  $2,355,447 $1,221,882 $705,046
Securities |oaned 103 - - - -
Total interest income 2,922,602 3,115,428 2,355,447 1,221,882 705,046
Interest expense:
Repurchase agreements 1,295,670 1,888,912 1,926,465 1,055,013 568,560
Securities borrowed 92 - - - -
Total interest expense 1,295,762 1,888,912 1,926,465 1,055,013 568,560
Net interest income 1,626,840 1,226,516 428,982 166,869 136,486
Other income (loss):
Investment advisory and service fees 48,952 27,891 22,028 22,351 35,625
Gain (loss) on sale of investment securities 99,128 10,713 19,062 (3,862) (53,238)
Gain on termination of interest rate swaps - - 2,096 10,674 -
Income from trading securities - 9,695 19,147 3,994 -
Dividend income from available-for-sale equity
securities 17,184 2,713 91 - -
L oss on other-than-temporarily impaired securities - (31,834) (1,189) (52,348) (83,098)
Loss on receivable from Prime Broker (13,613) - - - -
Unrealized gain (loss) on interest rate swaps 349,521 (768,268) - - -
Total other income (loss) 501,172 (749,090) 61,235 (19,191) (100,711)
Expenses:
Distribution fees 1,756 1,589 3,647 3,444 8,000
General and administrative expenses 130,152 103,622 62,666 40,063 26,278
Total Expenses 131,908 105,211 66,313 43,507 34,278
Impairment of intangible for customer relationships - - - 2,493 -
Income before loss on equity method investment,
income taxes and noncontrolling interest 1,996,104 372,215 423,904 101,678 1,497
Loss on equity method investment 252 - - - -
Income taxes 34,381 25,977 8,870 7,538 10,744
Income (loss) before noncontrolling interest 1,961,471 346,238 415,034 94,140 (9,247)
Noncontrolling interest - 58 650 324 -
Net income (loss) 1,961,471 346,180 414,384 93,816 (9,247)
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Dividends on preferred stock 18,501 21,177 21,493 19,557 14,593

Net income available (lossrelated) to common

shareholders $1,942,970 $325,003 $392,891 $74,259 ($23,840)
Total assets $69,376,190 $57,597,615 $54,002,514 $30,715,980 $16,063,422
6.00% Series B Cumulative Convertible Preferred Stock $63,114 $96,042 $111,466 $111,466 -
Basic net income (loss) per average common share $3.55 $0.64 $1.32 $0.44 (%$0.19)
Diluted net income (loss) per average common share $3.52 $0.64 $1.31 $0.44 ($0.19)
Dividends declared per common share $2.54 $2.08 $1.04 $0.57 $1.04



ITEM7. MANAGEMENT'S DISCUSSION AND ANALY SIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Overview

We are aREIT that owns and manages a portfolio of principally mortgage-backed securities. Our principal
business objective is to generate net income for distribution to our stockholders from the spread between the interest
income on our investment securities and the costs of borrowing to finance our acquisition of investment securities and
from dividends we receive from our subsidiaries. Our wholly-owned subsidiaries offer diversified rea estate, asset
management and other financial services. FIDAC and Merganser are our wholly-owned taxable REIT subsidiaries that
are registered investment advisors that generate advisory and service fee income. RCap is our wholly-owned broker
dealer taxable REIT subsidiary which generates fee income.

We are primarily engaged in the business of investing, on aleveraged basis, in mortgage pass-through
certificates, collateralized mortgage obligations and other mortgage-backed securities representing interestsin or
obligations backed by pools of mortgage loansissued or guaranteed by Federal Home L oan Mortgage Corporation
(“Freddie Mac”), Federal National Mortgage Association (“Fannie Mag") and the Government National Mortgage
Association (“Ginnie Mae") (collectively, “Mortgage-Backed Securities’). We aso invest in Federal Home Loan Bank
(“FHLB"), Freddie Mac and Fannie Mae debentures. The Mortgage-Backed Securities and agency debentures are
collectively referred to herein as“Investment Securities.”

Under our capital investment policy, at least 75% of our total assets must be comprised of high-quality
mortgage-backed securities and short-term investments. High quality securities means securitiesthat (1) are rated within
one of the two highest rating categories by at least one of the nationally recognized rating agencies, (2) are unrated but
are guaranteed by the United States government or an agency of the United States government, or (3) are unrated but we
determine them to be of comparable quality to rated high-quality mortgage-backed securities.

The remainder of our assets, comprising not more than 25% of our total assets, may consist of other qualified
REIT real estate assets which are unrated or rated less than high quality, but which are at least “investment grade” (rated
“BBB” or better by Standard & Poor’s Corporation (“S&P") or the equivalent by another nationally recognized rating
agency) or, if not rated, we determine them to be of comparable credit quality to an investment which israted “BBB” or
better. In addition, we may directly or indirectly invest part of thisremaining 25% of our assets in other types of
securities, including without limitation, unrated debt, equity or derivative securities, to the extent consistent with our
REIT qualification requirements. The derivative securities in which we invest may include securities representing the
right to receive interest only or a disproportionately large amount of interest, aswell as inverse floaters, which may have
imbedded leverage as part of their structural characteristics.

We may acquire Mortgage-Backed Securities backed by single-family residential mortgage loans aswell as
securities backed by loans on multi-family, commercial or other real estate related properties. To date, substantialy all
of the Mortgage-Backed Securities that we have acquired have been backed by single-family residential mortgage loans.

We have elected to be taxed as a REIT for federal income tax purposes. Pursuant to the current federal tax
regulations, one of the requirements of maintaining our status asa REIT isthat we must distribute at least 90% of our
REIT taxable income (determined without regard to the deduction for dividends paid and by excluding any net capital
gain) to our stockholders, subject to certain adjustments.

Theresults of our operations are affected by various factors, many of which are beyond our control. Our results
of operations primarily depend on, among other things, our net interest income, the market value of our assets and the
supply of and demand for such assets. Our net interest income, which reflects the amortization of purchase premiums
and accretion of discounts, varies primarily as aresult of changesin interest rates, borrowing costs and prepayment
speeds, the behavior of which involves various risks and uncertainties. Prepayment speeds, as reflected by the Constant
Prepayment Rate, or CPR, and interest rates vary according to the type of investment, conditionsin financial markets,
competition and other factors, none of which can be predicted with any certainty. In general, as prepayment speeds on
our Mortgage-Backed Securities portfolio increase, related purchase premium amortization increases, thereby reducing
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the net yield on such assets. The CPR on our Mortgage-Backed Securities portfolio averaged 19% ,13% and 15% for the
years ended December 31, 2009, 2008 and 2007, respectively. Since changes in interest rates may significantly affect
our activities, our operating results depend, in large part, upon our ability to effectively manage interest rate risks and
prepayment risks while maintaining our status asaREIT.

The table below provides quarterly information regarding our average balances, interest income, yield on
assets, average repurchase agreement balances, interest expense, cost of funds, net interest income and net interest rate
spreads for the quarterly periods presented.

Average Yield on Average Net
Investment Total Average Balance of Average Interest
Securities Interest Investment Repurchase Interest Cost of Net Interest  Rate
Held (1) Income Securities Agreements Expense Funds Income Spread

(ratios for the quarters have been annualized, dollars in thousands)

Quarter Ended

December 31, 2009 $58,554,200  $2,922,602 4.99% $52,361,607 $1,295,762 2.47% $1,626,840 2.52%
Quarter Ended

September 30, 2009 $60,905,025 $744,523 4.89% $54,914,435 $307,777 2.24% $436,746 2.65%
Quarter Ended

June 30, 2009 $56,420,189 $710,401 5.04% $50,114,663 $322,596 2.57% $387,805 2.47%
Quarter Ended

March 31, 2009 $54,763,268 $716,015 5.23% $48,497,444 $378,625 3.12% $337,390 2.11%

(1) Does not reflect unrealized gains/(losses).

The following table presents the CPR experienced on our Mortgage-Backed Securities portfolio, on an
annualized basis, for the quarterly periods presented.

Quarter Ended CPR
December 31, 2009 19%
September 30, 2009 21%
June 30, 2009 19%
March 31, 2009 16%

We believe that the CPR in future periods will depend, in part, on changesin and the level of market interest
rates across the yield curve, with higher CPRs expected during periods of declining interest rates and lower CPRs
expected during periods of rising interest rates.

We continue to explore aternative business strategies, alternative investments and other strategic initiatives to
complement our core business strategy of investing, on aleveraged basis, in high quality Investment Securities. No
assurance, however, can be provided that any such strategic initiative will or will not be implemented in the future.

For the purposes of computing ratios relating to equity measures, throughout this report, equity includes Series B
preferred stock, which has been treated under GAAP as temporary equity. In this“Management Discussion and
Analysis of Financial Condition and Results of Operations’, net income attributable to controlling interest isreferred to
as net income.

Recent Developments

The liquidity crisis which commenced in August 2007 continues through the fourth quarter of 2009. During
this period of market dislocation, fiscal and monetary policymakers have established new liquidity facilities for primary
dealers and commercial banks, reduced short-term interest rates, and passed legidlation that is intended to address the
challenges of mortgage borrowers and lenders. This legislation, the Housing and Economic Recovery Act of 2008, seeks
to forestall home foreclosures for distressed borrowers and assist communities with foreclosure problems. Although
these aggressive steps are intended to protect and support the US housing and mortgage market, we continue to operate
under difficult market conditions.
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Subsequent to June 30, 2008, there were increased market concerns about Freddie Mac and Fannie Mag's
ability to withstand future credit losses associated with securities held in their investment portfolios, and on which they
provide guarantees, without the direct support of the U.S. Government. In September 2008, Fannie Mae and Freddie
Mac were placed into the conservatorship of the Federal Housing Finance Agency, or FHFA, their federal regulator,
pursuant to its powers under The Federal Housing Finance Regulatory Reform Act of 2008, a part of the Housing and
Economic Recovery Act of 2008. As the conservator of Fannie Mae and Freddie Mac, the FHFA controls and directs the
operations of Fannie Mae and Freddie Mac and may (1) take over the assets of and operate Fannie Mae and Freddie Mac
with all the powers of the shareholders, the directors, and the officers of Fannie Mae and Freddie Mac and conduct all
business of Fannie Mae and Freddie Mac; (2) collect all obligations and money due to Fannie Mae and Freddie Mac; (3)
perform all functions of Fannie Mae and Freddie Mac which are consistent with the conservator’ s appointment; (4)
preserve and conserve the assets and property of Fannie Mae and Freddie Mac; and (5) contract for assistancein
fulfilling any function, activity, action or duty of the conservator.

In addition to FHFA becoming the conservator of Fannie Mae and Freddie Mac, the Treasury and FHFA have
entered into Preferred Stock Purchase Agreements (PSPAS) between the Treasury and Fannie Mae and Freddie Mac
pursuant to which the Treasury will ensure that each of Fannie Mae and Freddie Mac maintains a positive net worth. On
December 24, 2009, the U.S. Treasury amended the terms of the U.S. Treasury’s PSPAs with Fannie Mae and Freddie
Mac to remove the $200 billion per institution limit established under the PSPAs until the end of 2012. The U.S.
Treasury also amended the PSPAs with respect to the requirements for Fannie Mae and Freddie Mac to reduce their
portfolios.

The Emergency Economic Stabilization Act of 2008, or EESA, was aso enacted. The EESA providesthe U.S.
Secretary of the Treasury with the authority to establish a Troubled Asset Relief Program, or TARP, to purchase from
financial ingtitutions up to $700 billion of equity or preferred securities, 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, as well as any other financial instrument that the U.S. Secretary of the
Treasury, after consultation with the Chairman of the Board of Governors of the Federal Reserve System, determines the
purchase of which is necessary to promote financial market stability, upon transmittal of such determination, in writing,
to the appropriate committees of the U.S. Congress. The EESA also provides for a program that would allow companies
to insure their troubled assets.

In addition, the U.S. Government, the Board of Governors of the Federal Reserve System, or Federal Reserve,
and other governmental and regulatory bodies have taken or are considering taking other actions to address the financial
crisis. The Term Asset-Backed Securities Loan Fecility, or TALF, was first announced by the U.S. Department of
Treasury, or the Treasury, on November 25, 2008, and has been expanded in size and scope since itsinitial
announcement. Under the TALF, the Federal Reserve Bank of New Y ork makes non-recourse |oans to borrowers to
fund their purchase of eligible assets, currently certain asset-backed securities but not residential mortgage-backed
securities.  On March 23, 2009, the U.S. Treasury announced preliminary plans to expand the TALF beyond non-
mortgage ABS to include legacy securitization assets, including non-Agency RMBS and CMBS that were originally
rated AAA and issued prior to January 1, 2009. On May 1, 2009, the Federal Reserve published the termsfor the
expansion of TALF to CMBS and announced that, beginning in June 2009, up to $100 billion of TALF loans would be
available to finance purchases of CMBS. The Federal Reserve has also announced that, beginning in July 2009, eligible
legacy CMBS may also be purchased under the TALF. Many legacy CMBS, however, have had their ratings
downgraded, and at least one rating agency, S& P, has announced that further downgrades are likely in the future as
property values have declined. These downgrades may significantly reduce the quantity of legacy CMBS that are TALF
eligible. There can be no assurance that we will be able to utilize this program successfully or at all.

In addition, on March 23, 2009 the government announced that the Treasury in conjunction with the Federal
Deposit Insurance Corporation, or FDIC, and the Federal Reserve, would create the Public-Private Investment Program,
or PPIP. The PPIP aimsto recreate a market for specific illiquid residential and commercial loans and securities through
anumber of joint public and private investment funds. The PPIP is designed to draw new private capital into the market
for these securities and loans by providing government equity co-investment and attractive public financing. Asthese
programs are still in early stages of operations, it is not possible for us to predict how these programs will impact our
business.



There can be no assurance that the EESA, TALF, PPIP or other policy initiatives will have a beneficial impact
on the financial markets, including current extreme levels of volatility. We cannot predict whether or when such actions
may occur or what impact, if any, such actions could have on our business, results of operations and financial condition.

The liquidity crisis could adversely affect one or more of our lenders and could cause one or more of our
lenders to be unwilling or unable to provide us with additional financing. This could potentially increase our financing
costs and reduce liquidity. If one or more major market participants fails, it could negatively impact the marketability of
all fixed income securities, including agency mortgage securities, and this could negatively impact the value of the
securities in our portfolio, thus reducing its net book value. Furthermore, if many of our lenders are unwilling or unable
to provide us with additional financing, we could be forced to sell our Investment Securities at an inopportune time when
prices are depressed. Even with the current situation in the mortgage sector we do not anticipate having difficulty
converting our assets to cash or extending financing, due to the fact that our investment securities have an actual or
implied “AAA” rating and principal payment is guaranteed.

Critical Accounting Policies

Management’s discussion and analysis of financial condition and results of operations is based on the amounts
reported in our financial statements. These financial statements are prepared in conformity with GAAP. In preparing the
financial statements, management is required to make various judgments, estimates and assumptions that affect the
reported amounts. Changes in these estimates and assumptions could have a material effect on our financial statements.
Thefollowing is asummary of our policies most affected by management’ s judgments, estimates and assumptions.

Fair Value of Investment Securities: All assets classified as available-for-sale are reported at fair value, based on
market prices. Although we generally intend to hold most of our Investment Securities until maturity, we may, from timeto
time, sdll any of our Investment Securities as part our overall management of our portfolio. Accordingly, we are required to
classify dl of our Investment Securities as available-for-sale. Our policy isto obtain fair values from independent sources.

Fair values from independent sources are compared to internal prices for reasonableness. Management evaluates securities for
other-than-temporary impairment at least on aquarterly basis, and more frequently when economic or market concerns warrant
such evaluation. The determination of whether a security is other-than-temporarily impaired involves judgments and
assumptions based on subjective and objective factors. Consideration is given to (1) our intent to sell the Investment Securities,
(2) whether it ismore likely than not that we will be required to sall the Investment Securities before recovery, or (3) whether
we do not expect to recover the entire amortized cost basis of the Investment Securities. Further, the security is analyzed for
credit loss (the difference between the present value of cash flows expected to be collected and the amortized cost basis). The
credit loss, if any, will then be recognized in the statement of earnings, while the balance of impairment related to other factors
will be recognized in other comprehensiveincome (“OCI™).

Interest Income: Interest income is accrued based on the outstanding principal amount of the Investment Securities
and their contractual terms. Premiums and discounts associated with the purchase of the Investment Securities are
amortized or accreted into interest income over the projected lives of the securities using the interest method. Our policy
for estimating prepayment speeds for calculating the effective yield isto evaluate historical performance, Wall Street
consensus prepayment speeds, and current market conditions. If our estimate of prepaymentsis incorrect, we may be
required to make an adjustment to the amortization or accretion of premiums and discounts that would have an impact on
future income.

Derivative Financial Instruments/Hedging Activity: Prior to the fourth quarter of 2008, we designated interest rate
swaps as cash flow hedges, whereby the swaps were recorded at fair value on our balance sheet as assets and liabilities
with any changesin fair value recorded in OCI. In a cash flow hedge, a swap would exactly match the pricing date of
the relevant repurchase agreement. Through the end of the third quarter of 2008 we continued to be able to effectively
match the swaps with the repurchase agreements therefore entering into effective hedge transactions. However, dueto
the volatility of the credit markets, it isno longer practical to match the pricing dates of both the swaps and the
repurchase agreements.

Asaresult, we voluntarily discontinued hedge accounting after the third quarter of 2008 through a combination of
de-designating previously defined hedge relationships and not designating new contracts as cash flow hedges. The de-
designation of cash flow hedges requires that the net derivative gain or loss related to the discontinued cash flow hedge
should continue to be reported in accumulated OCI, unlessit is probable that the forecasted transaction will not occur by



the end of the originally specified time period or within an additional two-month period of time thereafter. We continue
to hold repurchase agreements in excess of swap contracts and have no indication that interest payments on the hedged
repurchase agreements are in jeopardy of discontinuing. Therefore, the deferred losses related to these derivatives that
have been de-designated will not be recognized immediately and will remain in OCI. These losses are reclassified into
earnings during the contractual terms of the swap agreements starting as of October 1, 2008. Changesin the unrealized
gains or losses on the interest rate swaps subsequent to September 30, 2008 are reflected in our statement of operations.

Repurchase Agreements. We finance the acquisition of our Investment Securities through the use of repurchase
agreements. Repurchase agreements are treated as collateralized financing transactions and are carried at their
contractual amounts, including accrued interest, as specified in the respective agreements. Repurchase agreements
entered into by RCap are matched with reverse repurchase agreements and are recorded on trade date with the duration
of such repurchase agreements mirroring those of the matched reverse repurchase agreements. These repurchase
agreements entered into by RCap are recorded at the contract amount and margin calls arefilled by RCap as required
based on any deficienciesin collateral versusthe contract price. The repurchase agreements are recorded at the contract
amount and margin calls arefilled by RCap as required based on any deficienciesin collateral versus the contract price.
RCap generates income from the spread between what is earned on the reverse repurchase agreements and what is paid
on the repurchase agreements. | ntercompany transactions are eliminated in the statement of financia condition,
statement of operations, and statement of cash flows. Cash flows related to RCap’ s repurchase agreements are included
in cash flows from operating activity.

Income Taxes: We have elected to be taxed as a REIT and intend to comply with the provisions of the Internal
Revenue Code of 1986, as amended (or the Code), with respect thereto. Accordingly, we will not be subjected to federal
income tax to the extent of our distributions to shareholders and as long as certain asset, income and stock ownership
testsare met. We, FIDAC, Merganser, and RCap have made separate joint elections to treat FIDAC, Merganser, and
RCap as taxable REIT subsidiaries. Assuch, FIDAC, Merganser, and RCap are taxable as domestic C corporations and
subject to federal and state and local income taxes based upon their taxable income.

Impairment of Goodwill and Intangibles. Our acquisition of FIDAC and Merganser were accounted for using the
purchase method. The cost of FIDAC and Merganser were allocated to the assets acquired, including identifiable
intangible assets and the liabilities assumed, based on their estimated fair values at the date of acquisition. The excess of
cost over the fair value of the net assets acquired was recognized as goodwill. Goodwill and finite-lived intangible assets
are periodically reviewed for potential impairment. This evaluation requires significant judgment.

Recent Accounting Pronouncements:

General Principles

Generally Accepted Accounting Principles (ASC 105)

In June 2009, the Financial Accounting Standards Board (“FASB") issued The Accounting Standards
Codification and the Hierarchy of Generally Accepted Accounting Principles (Codification) which revises the
framework for selecting the accounting principles to be used in the preparation of financial statements that are presented
in conformity with Generally Accepted Accounting Principles (“GAAP’). The objective of the Codification isto
establish the FASB Accounting Standards Codification (“*ASC”) as the source of authoritative accounting principles
recognized by the FASB. Codification was effective September 30, 2009. |n adopting the Codification, all non-
grandfathered, non-SEC accounting literature not included in the Codification is superseded and deemed non-
authoritative. Codification requires any references within the consolidated financial statements be modified from FASB
issuesto ASC. However, in accordance with the FASB Accounting Standards Codification Notice to Constituents (v
2.0), we will not reference specific sections of the ASC but will use broad topic references.

Our recent accounting pronouncements section has been reformatted to reflect the same organizational structure
asthe ASC. Broad topic references will be updated with pending content as they are released.



Assets

Investments in Debt and Equity Securities (ASC 320)

New guidance was provided to make impairment guidance more operational and to improve the presentation
and disclosure of other-than-temporary impairments (“OTTI”) on debt and equity securitiesin financial statements. This
guidance was also the result of the Securities and Exchange Commission (“ SEC”) mark-to-market study mandated under
the Emergency Economic Stabilization Act of 2008 (“EESA”). The SEC’s recommendation was to “evaluate the need
for modifications (or the elimination) of current OTTI guidance to provide for amore uniform system of impairment
testing standards for financial instruments.” The guidance revises the OTTI evaluation methodology. Previously the
analytical focus was on whether we had the “intent and ability to retain its investment in the debt security for a period of
time sufficient to alow for any anticipated recovery in fair value.” Now the focus is on whether we have (1) the intent
to sell the Investment Securities, (2) it is more likely than not that it will be required to sell the Investment Securities
before recovery, or (3) it does not expect to recover the entire amortized cost basis of the Investment Securities. Further,
the security is analyzed for credit loss, (the difference between the present value of cash flows expected to be collected
and the amortized cost basis). The credit loss, if any, will then be recognized in the statement of operations, while the
balance of impairment related to other factors will be recognized in Other Comprehensive Income. This guidance
became effective for all interim and annual reporting periods ending after June 15, 2009 with early adoption permitted
for periods ending after March 15, 2009 and we decided to early adopt. For the year ended December 31, 2009, we did
not have unrealized losses in Investment Securities that were deemed other-than-temporary.

Broad Transactions

Business Combinations (ASC 805)

This guidance establishes principles and requirements for recognizing and measuring identifiable assets and
goodwill acquired, liabilities assumed and any noncontrolling interest in a business combination at their fair value at
acquisition date. ASC 805 alters the treatment of acquisition-related costs, business combinations achieved in stages
(referred to as a step acquisition), the treatment of gains from a bargain purchase, the recognition of contingenciesin
business combinations, the treatment of in-process research and development in a business combination as well as the
treatment of recognizable deferred tax benefits. ASC 805 is effective for business combinations closed in fiscal years
beginning after December 15, 2008 and is applicable to business acquisitions completed after January 1, 2009. Wedid
not make any business acquisitions during the year ended December 31, 2009. The adoption of ASC 805 did not have a
material impact on our consolidated financial statements.

Consolidation (ASC 810)

On January 1, 2009, FASB amended the guidance concerning noncontrolling interests in consolidated financial
statements, which requires us to make certain changes to the presentation of its financial statements. This guidance
requires usto classify noncontrolling interests (previously referred to as “ minority interest”) as part of consolidated net
income and to include the accumulated amount of noncontrolling interests as part of stockholders' equity. Similarly, in
its presentation of stockholders' equity, we distinguish between equity amounts attributable to controlling interest and
amounts attributable to the noncontrolling interests — previously classified as minority interest outside of stockholders’
equity. In addition to these financial reporting changes, this guidance provides for significant changes in accounting
related to noncontrolling interests; specifically, increases and decreases in its controlling financial interestsin
consolidated subsidiaries will be reported in equity similar to treasury stock transactions. If a changein ownership of a
consolidated subsidiary resultsin loss of control and deconsolidation, any retained ownership interests are re-measured
with the gain or loss reported in net earnings.

Effective January 1, 2010, the consolidation standards have been amended by ASU 2009-17. This amendment
updates the existing standard and eliminates the exemption from consolidation of a Qualified Special Purpose Entity
(“QSPE”). The update requires an enterprise to perform an analysis to determine whether the enterprise’ s variable
interest or interests give it acontrolling financial interest in avariable interest entity (VIE). The analysisidentifiesthe
primary beneficiary of aVIE as the enterprise that has both: @) the power to direct the activities that most significantly
impact the entity’ s economic performance and b) the obligation to absorb losses of the entity or the right to receive
benefits from the entity which could potentialy be significant to the VIE. The update requires enhanced disclosures to
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provide users of financia statements with more transparent information about an enterprises involvement in aVIE.
Further, ongoing assessments of whether an enterprise isthe primary beneficiary on aVIE arerequired. At thistime, the
amendment has no material effect on our financia statements.

On January 27, 2010, the FASB voted to indefinitely defer the effective date of ASU 2009-17 for areporting
enterprises interest in entities for which it isindustry practice to issue financial statements in accordance with investment
company standards (ASC 946). Thisdeferral is expected to most significantly affect reporting entitiesin the investment
management industry. We are evaluating the effect of this update, however, as it stands, the update would have no
material effect on thefinancial statements.

Derivatives and Hedging (ASC 815)

Effective January 1, 2009 and adopted by us prospectively, the FASB issued additional guidance attempting to
improve the transparency of financial reporting by mandating the provision of additional information about how
derivative and hedging activities affect an entity’ s financial position, financial performance and cash flows. This
guidance changed the disclosure requirements for derivative instruments and hedging activities by requiring enhanced
disclosure about (1) how and why an entity uses derivative instruments, (2) how derivative instruments and related
hedged items are accounted for, and (3) how derivative instruments and related hedged items affect an entity’ s financial
position, financial performance, and cash flows. To adhere to this guidance, qualitative disclosures about objectives and
strategies for using derivatives, quantitative disclosures about fair value amounts, gains and losses on derivative
instruments, and disclosures about credit-risk-related contingent features in derivative agreements must be made. This
disclosure framework is intended to better convey the purpose of derivative use in terms of the risks that an entity is
intending to manage. We discontinued hedge accounting as of September 30, 2008, and therefore the effect of the
adoption of this guidance was an increase in footnote disclosures.

Fair Vaue Measurements and Disclosures (ASC 820)

In response to the deterioration of the credit markets, FASB issued guidance clarifying how Fair Vaue
M easurements should be applied when valuing securities in markets that are not active. The guidance provides an
illustrative example, utilizing management’ s internal cash flow and discount rate assumptions when relevant observable
data do not exist. It further clarifies how observable market information and market quotes should be considered when
measuring fair value in an inactive market. It reaffirms the notion of fair value as an exit price as of the measurement
date and that fair value analysisis a transactional process and should not be broadly applied to a group of assets. The
guidance was effective upon issuance including prior periods for which financial statements had not been issued. The
implementation of this guidance did not have a material effect on the fair value of our assets since our methodology is
consistent with the new guidance.

In October 2008 the EESA was signed into law. Section 133 of the EESA mandated that the SEC conduct a study on
mark-to-market accounting standards. The SEC provided its study to the U.S. Congress on December 30, 2008. Part of the
recommendations within the study indicated that “fair val ue requirements should be improved through development of
application and best practices guidance for determining fair valueinilliquid or inactive markets.” Asaresult of this study and
the recommendations therein, on April 9, 2009, the FASB issued additional guidance for determining fair value when the
volume and level of activity for the asset or liability have significantly decreased when compared with normal market activity
for the asset or liahility (or smilar assetsor liahilities). The guidance gives specific factorsto evaluate if there hasbeen a
decrease in norma market activity and if so, provides amethodology to analyze transactions or quoted prices and make
necessary adjustmentsto fair vdue. The objectiveisto determine the point within arange of fair value estimates that is most
representative of fair value under current market conditions. This guidance became effective for us June 30, 2009 with early
adoption permitted for periods ending after March 31, 2009. The adoption does not have amajor impact on the manner in
which we estimate fair value, nor does it have any impact on our financial statement disclosures.

In August 2009, FASB provided further guidance (ASU 2009-05) regarding the fair value measurement of
liahilities. The guidance states that a quoted price for the identical liability when traded as an asset in an active market is
alLevd 1 fair value measurement. |If the value must be adjusted for factors specific to the liability, then the adjustment to
the quoted price of the asset shall render the fair value measurement of the liability alower level measurement. This
guidance has no material effect on the fair valuation of our liabilities.
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In September 2009, FASB issued guidance (ASU 2009-12) on measuring the fair value of certain alternative
investments. This guidance offersinvestors a practical expedient for measuring the fair value of investmentsin certain
entities that calculate net asset value (NAV) per share. If an investment falls within the scope of the ASU, the reporting
entity is permitted, but not required to use the investment’ s NAV to estimate its fair value. This guidance has no
material effect on the fair valuation of our assets. We do not hold any assets qualifying under this guidance.

In January 2010, FASB issued guidance (ASU 2010-06) which increases disclosure regarding the fair value of assets.
The key provisions of this guidance include the requirement to disclose separately the amounts of significant transfersin and
out of Level 1 and Level 2 including adescription of the reason for the transfers. Previoudly thiswas only required of transfers
between Leve 2 and Level 3 assets. Further, reporting entities are required to provide fair value measurement disclosuresfor
each class of assetsand liahilities; aclassis potentially asubset of the assets or lighilitieswithin alineitem in the statement of
financia position. Additionally, disclosures about the valuation techniques and inputs used to measure fair value for both
recurring and nonrecurring fair value measurements are required for either Level 2 or Level 3 assets. Thisportion of the
guidance s effective for the Company for December 31, 2009. The guidance aso requires that the disclosure on any Level 3
assats presents separately information about purchases, sales, issuances and settlements. In other words, Level 3 assetsare
presented on agross basis rather than as one net number. However, thislast portion of the guidance is not effective for us until
December 15, 2010. Adoption of this guidance results in increased footnote disclosure.

Financial Instruments (ASC 821-10-50)

On April 9, 2009, the FASB issued guidance which requires disclosures about fair value of financial instruments
for interim reporting periods as well asin annual financial statements. The guidance became effective for us on June 30,
2009. The adoption did not have any impact on financial reporting as al financial instruments are currently reported at
fair value in both interim and annual periods.

Subsequent Events (ASC 855)

General standards governing accounting for and disclosure of events that occur after the balance sheet date but before the
financid statements are issued or are available to be issued. ASC 855 also provides guidance on the period after the balance
sheet date during which management of areporting entity should evaluate events or transactions that may occur for potential
recognition or disclosure in the financial statements, the circumstances under which an entity should recognize events or
transactions occurring after the balance sheet date in itsfinancial statements and the disclosures that an entity should make
about events or transactions occurring after the balance sheet date. We adopted the guidance effective June 30, 2009, and
adoption had no impact on our consolidated financia statements. We evauated subsequent events through February 24, 2010.

Transfers and Servicing (ASC 860-10-50)

In February 2008 FASB issued guidance addressing whether transactions where assets purchased from a particular
counterparty and financed through a repurchase agreement with the same counterparty can be considered and accounted for as
Separate transactions, or are required to be consdered “linked” transactions and may be considered derivatives. Thisguidance
requires purchases and subsequent financing through repurchase agreements be considered linked transactions unless al of the
following conditions apply: (1) theinitia purchase and the use of repurchase agreements to finance the purchase are not
contractually contingent upon each other; (2) the repurchase financing entered into between the parties provides full recourseto
the transferee and the repurchase priceisfixed; (3) the financia assets are readily obtainable in the market; and (4) the financial
instrument and the repurchase agreement are not coterminous. This guidance was effective January 1, 2009 and the
implementation did not have amaterid effect on our financid statements.

On June 12, 2009, the FASB issued guidance an amendment update to the accounting standards governing the transfer
and servicing of financia assets. Thisamendment updates the existing standard and eliminates the concept of a Qualified
Specia Purpose Entity (“QSPE"); clarifies the surrendering of control to effect sale treatment; and modifies the financial
components approach — limiting the circumstances in which afinancia asset or portion thereof should be derecognized when
the transferor maintains continuing involvement. It defines the term “Perticipating Interest.” Under this standard update, the
transferor must recognize and initially measure at fair value al assets obtained and ligbilities incurred as aresult of atransfer,
including any retained beneficial interest. Additionaly, the amendment requires enhanced disclosures regarding the transferors
risk associated with continuing involvement in any transferred assets.  The amendment is effective beginning January 1, 2010.
We have determined the amendment has no material effect on thefinancia statements.



Results of Operations:
Net Income Summary

For the year ended December 31, 2009, our net income was $2.0 billion or $3.55 basic income per average
share related to common shareholders, as compared to $346.2 million net income or $0.64 basic net income per average
share for the year ended December 31, 2008. and net income was $414.4 million or $1.32 basic net income per average
share related to common shareholders for the year ended December 31, 2007. Net income per average share increased
by $2.91 per average share available to common shareholders and total net income increased $1.7 billion for the year
ended December 31, 2009, when compared to the year ended December 31, 2008. We attribute the increase in total net
income for the year ended December 31, 2009 from the year ended December 31, 2008 in part to recording of unrealized
gainsrelated to interest rate swaps of $349.5 million for the year ended December 31, 2009, comparison to an unrealized
loss of $768.3 million which was recorded in for the year ended December 31, 2008. Net income for the year ended
December 31, 2009, also increased due to net interest income increasing by $400.3 million for the year ended December
31, 2009, as compared to the year ended December 31, 2008, due to the improved interest rate spread. For the year
ended December 31, 2009, net gain on sale of Mortgage-Backed Securities was $99.1 million, as compared to anet gain
of $10.7 million for the year ended December 31, 2008.

We attribute the decrease in total net income for the year ended December 31, 2008, compared to the year
ended December 31, 2007, primarily to recording of unrealized losses related to interest rate swaps in the fourth quarter
of 2008. An unrealized loss of $768.3 million was recorded in the income statement for the year ended December 31,
2008, as the result of de-designation of cash flow hedges. Prior to the fourth quarter of 2008, we recorded changesin the
fair valuesin our interest rate swapsin the Accumulated Other Comprehensive Income in our Statement of Financial
Condition. Theinterest rate spread increased from 0.70% for the year ended December 31, 2007, to 1.81% for the year
ended December 31, 2008. For the year ended December 31, 2008, net gain on sale of Mortgage-Backed Securities was
$10.7 million, as compared to a net gain of $19.1 million in 2007. The table below presents the net income (loss)
summary for the years ended December 31, 2009, 2008, and 2007.
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Net Income Summary
(dollars in thousands, except for per share data)

Interest income
Investments
Securities loaned
Total interest income

Interest expense
Repurchase agreements
Securities borrowed

Total interest expense

Net interest income

Other income (loss):
Investment advisory and service fees
Gain on sale of investment securities
Gain on termination of interest rate swaps
Income from trading securities
Dividend income from available-for-sale equity securities
Loss on other-than-temporarily impaired securities
Loss on receivable from Prime Broker
Unrealized gain (loss) on interest rate swaps
Total other income (l0ss)

Expenses:
Distribution fees
Genera and administrative expenses
Total expenses

Income before loss on equity method investment, income
taxes and noncontrolling interest

Loss on equity method investment
Income taxes

Net income

Noncontrolling interest

Net income attributable to controlling interest
Dividends on preferred stock

Net income available to common shareholders

Weighted average number of basic common shares
outstanding

Weighted average number of diluted common shares
outstanding

Basic net income per average common share
Diluted net income per average common share

Average total assets
Average equity

Return on average total assets
Return on average equity

Y ear Ended Y ear Ended Y ear Ended
December 31, December 31, December 31,

2009 2008 2007
$2,922,499 $3,115,428 $2,355,447
103 - -
2,922,602 3,115,428 2,355,447
1,295,670 1,888,912 1,926,465
92 - -
1,295,762 1,888,912 1,926,465
1,626,840 1,226,516 428,982
48,952 27,891 22,028
99,128 10,713 19,062
- - 2,096
- 9,695 19,147
17,184 2,713 91
- (31,834) (1,189)
(13,613) - .
349,521 (768,268) -
501,172 (749,090) 61,235
1,756 1,589 3,647
130,152 103,622 62,666
131,908 105,211 66,313
1,996,104 372,215 423,904
252 - -
34,381 25,977 8,870
1,961,471 346,238 415,034
- 58 650
1,961,471 346,180 414,384
18,501 21,177 21,493
$1,942,970 $325,003 $392,891
546,973,036 507,024,596 297,488,394
553,129,907 507,024,596 306,263,766
$3.55 $0.64 $1.32
$3.52 $0.64 $1.31
$65,224,198 $58,540,508 $41,834,831
$8,644,228 $6,679,431 $3,710,821
3.01% 0.59% 0.99%
22.69% 5.18% 11.17%

50



I nterest Income and Average Earning Asset Yield

We had average earning assets of $58.6 billion for the year ended December 31, 2009. We had average earning
assets of $56.0 billion for the year ended December 31, 2008. We had average earning assets of $40.8 billion for the
year ended December 31, 2007. Our primary source of incomeis interest income. Our interest income was $2.9 billion
for the year ended December 31, 2009, $3.1 billion for the year ended December 31, 2008, and $2.4 hillion for the year
ended December 31, 2007. Theyield on average investment securities was 4.99%, 5.57%, and 5.77% for the respective
years. The prepayment speeds increased to an average of 19% CPR for the year ended December 31, 2009 from an
average of 10% CPR for the year ended December 31, 2008. For the year ended December 31, 2009, as compared to the
year ended December 31, 2008, interest income declined by $193.0 million, due to the decline in yield on average
investment securities of 58 basis points. Interest income increased by $760.0 million for the year ended December 31,
2008, as compared to the year ended December 31, 2007, due to the increased average assets of $15.2 billion.

I nterest Expense and the Cost of Funds

Our largest expense is the cost of borrowed funds. We had average borrowed funds of $52.4 billion and total
interest expense of $1.3 billion for the year ended December 31, 2009. We had average borrowed funds of $50.3 hillion
and total interest expense of $1.9 hillion for the year ended December 31, 2008. We had average borrowed funds of
$38.0 billion and total interest expense of $1.9 hillion for the year ended December 31, 2007. Our average cost of funds
was 2.47% for the year ended December 31, 2009 and 3.76% for the year ended December 31, 2008 and 5.07 % for the
year ended December 31, 2007. The cost of funds rate decreased by 129 basis points and the average borrowed funds
increased by $2.1 billion for the year ended December 31, 2009 when compared to the year ended December 31, 2008.
The cost of funds rate decreased by 131 basis points and the average borrowed funds increased by $12.3 billion for the
year ended December 31, 2008 when compared to the year ended December 31, 2007. Interest expense for the year
ended December 31, 2009 decreased by $593.1 million over the prior year due to the substantial decrease in the average
cost of fundsrate. Interest expense for the year-ended December 31, 2008 remained constant at $1.9 billion when
compared to December 31, 2007. Our average cost of funds was 2.14% above average one-month LIBOR and 1.36%
above average six-month LIBOR for the year ended December 31, 2009. Our average cost of funds was 1.08% below
average one-month LIBOR and 0.70% below average six-month LIBOR for the year ended December 31, 2008. Our
average cost of funds was 0.12% below average one-month LIBOR and 0.12% below average six-month LIBOR for the
year ended December 31, 2007.

The table below shows our average borrowed funds and average cost of funds as compared to average one-

month and average six-month LIBOR for the years ended December 31, 2009, 2008, 2007, 2006, and 2005 and the four
quartersin 20009.
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Average Cost of Funds
(Ratios for the four quarters in 2009 have been annualized, dollars in thousands)

Average
Average Average Cost Cost of
One-Month of Funds Funds
Average LIBOR Relative to Relative to
Average Average  One- Average Relative to Average Average
Borrowed Interest Costof Month Six-Month  Average Six- One-Month Six-Month
Funds Expense Funds LIBOR LIBOR MonthLIBOR LIBOR LIBOR
For the Y ear Ended
December 31, 2009 $52,361,607  $1,295,762 2.47%  0.33% 1.11% 0.78% 2.14% 1.36%
For the Y ear Ended
December 31, 2008 $50,270,226  $1,888,912 3.76%  2.68% 3.06% (0.38%) 1.08% 0.70%
For the Y ear Ended
December 31, 2007 $37,967,215  $1,926,465 5.07%  5.19% 5.19% (0.00%) (0.12%) (0.12%)
For the Y ear Ended
December 31, 2006 $21,399,130  $1,055,013 4.93%  5.03% 5.21% (0.18%) (0.10%) (0.28%)
For the Y ear Ended
December 31, 2005 $17,408,828 $568,560 327%  3.33% 3.72% (0.39%) (0.06%) (0.45%)
For the Quarter Ended
December 31, 2009 $55,919,885 $286,764 205%  0.24% 0.52% 0.28% 1.81% 1.53%
For the Quarter Ended
September 30, 2009 $54,914,435 $307,777 224%  0.27% 0.84% (0.57%) 1.97% 1.40%
For the Quarter Ended
June 30, 2009 $50,114,663 $322,596 257%  0.37% 1.39% (1.02%) 2.20% 1.18%
For the Quarter Ended
March 31, 2009 $48,497,444 $378,625 312%  0.46% 1.74% (1.28%) 2.66% 1.38%

Net I nterest Income

Our net interest income, which equalsinterest income less interest expense, totaled $1.6 billion for the year
ended December 31, 2009, $1.2 hillion for the year ended December 31, 2008 and $429.0 million for the year ended
December 31, 2007. Our net interest income increased by $400.3 million for the year ended December 31, 2009, as
compared to the year ended December 31, 2008 because of the increased interest rate spread. Our net interest rate spread
for the year ended December 31, 2009 was 2.52%, which was 71 basis points greater than the interest rate spread of for
the year ended December 31, 2008 of 1.81%. This 71 basis point increase in interest rate spread for 2009 over the spread
for 2008 was the result of the decrease in the average cost of funds of 129 basis points, which was only partially offset by
adecrease in average yield on average interest earning assets of 58 basis points. Our net interest income increased for
the year ended December 31, 2008, as compared to the year ended December 31, 2007, because of the increased average
asset base of $12.2 billion in 2008 and the increased interest rate spread of 111 basis points.

The table below shows our interest income by average Investment Securities held, total interest income, yield
on average interest earning assets, average balance of repurchase agreements, interest expense, average cost of funds, net
interest income, and net interest rate spread for the years ended December 31, 2009, 2008, 2007, 2006, and 2005 and the
four quartersin 2009.
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Net Interest Income
(Ratios for the four quarters in 2009 have been annualized, dollars in thousands)

Yield on Net
Average Average Average
Investment Total Interest Balance of Average Interest
Securities Interest Earning Repurchase Interest Cost of  Net Interest Rate
Held Income Assets Agreements Expense Funds Income ﬂ
For the Y ear Ended
December 31, 2009 $58,554,200 $2,922,602 4.99% $52,361,607 $1,295,762 2.47%  $1,626,840 2.52%
For the Y ear Ended
December 31, 2008 $55,962,519  $3,115,428 5.57% $50,270,226  $1,888,912 3.76%  $1,226,516 1.81%
For the Year Ended
December 31, 2007 $40,800,148  $2,355,447 5.77% $37,967,215  $1,926,465 5.07% $428,982 0.70%
For the Y ear Ended
December 31, 2006 $23,029,195  $1,221,882 5.31% $21,399,130  $1,055,013  4.93% $166,869 0.38%
For the Y ear Ended
December 31, 2005 $18,543,749  $705,046 3.80% $17,408,827  $568,560 3.27% $136,486 0.53%
For the Quarter Ended 0
December 31, 2009 $62,128,320  $751,663 4.84% $55,919,885 $286,764 2.05% $464,899 2.19%
For the Quarter Ended
September 30, 2009 $60,905,025  $744,523 4.89% $54,914,435  $307,777 2.24% $436,746 2.65%
For the Quarter Ended
June 30, 2009 $56,420,189  $710,401 5.04% $50,114,663  $322,596 2.57% $387,805 2.47%
For the Quarter Ended
March 31, 2009 $54,763,268  $716,015 5.23% $48,497,444  $378,625 3.12% $337,390 2.11%

I nvestment Advisory and Service Fees

FIDAC and Merganser are registered investment advisors specializing in managing fixed income securities. At
December 31, 2009, FIDAC and Merganser had under management approximately $11.5 billion in net assets and $19.1
billion in gross assets, compared to $7.0 billion in net assets and $15.3 billion in gross assets at December 31, 2008.
FIDAC had $3.1 billion in net assets and $15.4 billion in gross assets at December 31, 2007. Net investment advisory
and service fees for the years ended December 31, 2009, 2008, and 2007 totaled $47.2 million, $26.3 million, and $18.4
million, respectively, net of fees paid to third parties pursuant to distribution service agreements for facilitating and
promoting distribution of shares or unitsto FIDAC's clients. Gross assets under management will vary from time to
time because of changes in the amount of net assets FIDAC and Merganser manage as well as changes in the amount of
leverage used by the various funds and accounts FIDAC manages.

Gains and Losses on Sales of Investment Securities and I nterest Rate Swaps

For the year ended December 31, 2009, we sold Investment Securities with a carrying value of $4.6 hillion for
aggregate net gain of $99.1 million. For the year ended December 31, 2008, we sold Investment Securities with a
carrying value of $15.1 billion for an aggregate net gain of $10.7 million. For the year ended December 31, 2007, we
sold investment securities with an aggregate historical amortized value of $4.9 billion for anet gain of $19.1 million. In
addition, for the year ended December 31, 2007, we had a $2.1 million gain on the termination of interest rate swaps
with anotional amount of $900 million. We do not expect to sell assets on a frequent basis, but may from time to time
sell existing assets to move into new assets, which our management believes might have higher risk-adjusted returns, or
to manage our balance shest as part of our asset/liability management strategy.

Income from Trading Securities

During the year ended December 31, 2009, there was no income from trading securities. Grossincome from
trading securities totaled $9.7 million, and $19.1 million for the years ended December 31, 2008 and 2007.

Dividend Income from Available-For-Sale Equity Securities

Dividend income from our investment in Chimeratotaled $17.2 million for the year ended December 31, 2009,
$2.7 million for the year ended December 31, 2008 and $91,000 for the year ended December 31, 2007.
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Loss on Other-Than-Temporarily Impaired Securities

At each quarter end, we review each of our securitiesto determineif an other-than-temporary impairment
charge would be necessary. We will take these charges if we determine that we do not intend to hold securities that were
in an unrealized loss position for a period of time, to maturity if necessary, sufficient for aforecasted market price
recovery up to or beyond the cost of the investments or we are required to sell for regulatory or other reasons. For the
year ended December 31, 2009 there was no loss on other-than-temporarily impaired securities. For the years ended
December 31, 2008 and 2007 the loss on other-than-temporarily impaired securities totaled $31.8 million and $1.2
million, respectively.

General and Administrative Expenses

General and administrative (or G& A) expenses were $130.2 million for the year ended December 31, 2009,
$103.6 million for the year ended December 31, 2008, and $62.7 million for the year ended December 31, 2007. G& A
expenses as a percentage of average total assets was 0.20%, 0.18%, and 0.15% for the years ended December 31, 2009,
2008, and 2007, respectively. Theincreasein G& A expenses of $26.6 million for the year December 31, 2009 was
primarily the result of increased compensation costs related to us and our subsidiaries. Staff increased from 39 at the end
of 2007 to 65 at the end of 2008 and 87 at the end of 2009.

The table below shows our total G& A expenses as compared to average total assets and average equity for the
years ended December 31, 2009, 2008, 2007, 2006, and 2005 and the four quartersin 2009.

G& A Expenses and Operating Expense Ratios
(ratios for the quarters have been annualized, dollars in thousands)

Total G&A Total G&A
Expenses/Average Expenses/Average

Total G& A Expenses Assets Equity
For the Y ear Ended December 31, 2009 $130,152 0.20% 1.51%
For the Y ear Ended December 31, 2008 $103,622 0.18% 1.55%
For the Y ear Ended December 31, 2007 $62,666 0.15% 1.69%
For the Y ear Ended December 31, 2006 $40,063 0.17% 2.00%
For the Y ear Ended December 31, 2005 $26,278 0.14% 1.63%
For the Quarter Ended December 31, 2009 $36,880 0.21% 1.55%
For the Quarter Ended September 30, 2009 $33,344 0.19% 1.47%
For the Quarter Ended June 30, 2009 $30,046 0.19% 1.41%
For the Quarter Ended March 31, 2009 $29,882 0.20% 1.54%

Net Income and Return on Average Equity

Our net income was $2.0 billion for the year ended December 31, 2009, $346.2 million for the year ended
December 31, 2008, and $414.4 million for the year ended December 31, 2007. Our return on average equity was
22.69% for the year ended December 31, 2009, 5.18% for the year ended December 31, 2008, and 11.17% for the year
ended December 31, 2007. Net income increased by $1.6 billion for the year ended December 31, 2009, as compared to
the year ended December 31, 2008, primarily due to the improved interest rate spread, resulting in an increase in net
interest income of $400.3 million, the unrealized gain on interest rate swaps of $349.5 million, and the gain on sale of
Mortgage-Backed Securities of $99.1 million. We attribute the decrease in total net income for the year ended December
31, 2008 from the year ended December 31, 2007 primarily to the de-designation of interest rate swaps as cash flow
hedges in the fourth quarter of 2008, which resulted in an unrealized loss of $768.3 million being recorded in the income
statement for the year ended December 31, 2008. Prior to the fourth quarter of 2008 and the de-designation of cash flow
hedges, we recorded these changes in the market values of interest rate swapsin the Statement of Financial Condition.

The table below shows our net interest income, net investment advisory and service fees, gain (loss) on sale of
Mortgage-Backed Securities and termination of interest rate swaps, 0ss on other-than-temporarily impaired securities,
income from trading securities, G& A expenses, income taxes, impairment of intangibles for customer relationships,
noncontrolling interest, each as a percentage of average equity, and the return on average equity for the years ended
December 31, 2009, 2008, 2007, 2006, and 2005, and the four quarters in 2009.



Components of Return on Average Equity

(Ratios for the quarters have been annualized)

Gain/(Loss) on Losson Dividend
Sale of other-than- income
Mortgage- temporarily from
Backed impaired available-
Securitiesand  securities or for-sale
Net Realized and Losson Income equity Impairment
Investment Unrealized Receivable from securities of intangible Noncontr
Net Interest Advisoryand  Gain/(Loss) fromPrime  trading and Loss G&A Income  for customer  olling
Income/ Service Interest Rate Broker/ securities  on Equity  Expenses/ Taxed relationships  interest/  Return on
Average Fees/Average Swaps/ Average  /Average  Method Average Average /Average  Average Average
Equity Equity Average Equity Equity Equity  Investment Equity Equity Equity Equity Equity
For the Y ear Ended
December 31, 2009 18.82% 0.55% 5.19% (0.16%) 0.20% (1.51%) (0.40%) 22.69%
For the Y ear Ended
December 31, 2008 18.36% 0.39% (11.34%) (0.48%) 0.15% 0.04% (1.55%) (0.39%) 5.18%
For the Y ear Ended
December 31, 2007 11.56% 0.50% 0.57% (0.03%) 0.52% 0.00% (1.69%) (0.24%) (0.02%) 11.17%
For the Y ear Ended
December 31, 2006 8.32% 0.94% 0.34% (2.61%) 0.20% (2.00%) (0.38%) (0.12%) (0.01%) 4.68%
For the Y ear Ended
December 31, 2005 8.45% 1.71% (3.30%) (5.15%) (1.63%) (0.67%) (0.57%)
For the Quarter Ended
December 31, 2009 19.58% 0.61% 12.79% (0.57%) 0.31% (1.55%) (0.44%) 30.73%
For the Quarter Ended
September 30, 2009 19.30% 0.63% (5.66%) 0.24% (1.47%) (0.42%) 12.60% 19.30%  12.60%
For the Quarter Ended
June 30, 2009 18.30% 0.53% 10.97% 0.15% (1.41%) (0.37%) 28.17% 18.30%  28.17%
For the Quarter Ended
March 31, 2009 17.41% 0.38% 2.09% 0.05% (1.54%) (0.33%) 18.06% 17.41%  18.06%

Financial Condition
I nvestment Securities, Available for Sale

Substantially all of our Mortgage-Backed Securities at December 31, 2009, 2008, and 2007 were adjustable-rate
or fixed-rate mortgage-backed securities backed by single-family mortgage loans. Substantially all of the mortgage
assets underlying these mortgage-backed securities were secured with afirst lien position on the underlying single-
family properties. Substantially al of our mortgage-backed securities were FHLMC, FNMA or GNMA mortgage pass-
through certificates or CMOs, which carry an implied “AAA” rating. All of our agency debentures are callable and carry
animplied “AAA” rating. We carry all of our earning assets at fair value.

We accrete discount balances as an increase in interest income over the life of discount investment securities and
we amortize premium balances as a decrease in interest income over the life of premium investment securities. At
December 31, 2009, 2008, and 2007 we had on our balance sheet atotal of $49.2 million, $64.4 million and $77.4
million, respectively, of unamortized discount (which is the difference between the remaining principal value and current
historical amortized cost of our investment securities acquired at a price below principal value) and atotal of $1.3
billion, $619.5 million and $405.8 million, respectively, of unamortized premium (which is the difference between the
remaining principal value and the current historical amortized cost of our investment securities acquired at a price above
principal value).

We received mortgage principal repayments of $13.8 billion for the year ended December 31, 2009, $8.6 billion
for the year ended December 31, 2008, and $6.8 billion for the year ended December 31, 2007. The average prepayment
speed for the year ended December 31, 2009, 2008 and 2007 was 19%, 13%, and 15%, respectively. During the year
ended December 31, 2009, the average CPR increased to 19% from 13% during the year ended December 31, 2008, due
to anincrease in refinancing activity. Given our current portfolio composition, if mortgage principal prepayment rates
were to increase over the life of our mortgage-backed securities, al other factors being equal, our net interest income
would decrease during the life of these mortgage-backed securities as we would be required to amortize our net premium
balance into income over a shorter time period. Similarly, if mortgage principal prepayment rates were to decrease over
the life of our mortgage-backed securities, all other factors being equal, our net interest income would increase during
thelife of these mortgage-backed securities as we would amortize our net premium balance over alonger time period.
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The table below summarizes certain characteristics of our Investment Securities at December 31, 2009, 2008,
2007, 2006, and 2005 and September 30, 2009, June 30, 2009, and March 31, 2009.

Investment Securities
(dollars in thousands)

Amortized Fair Weighted
Net Amortized  Cost/Principal Value/Principal  Average
Principal Amount ~ Premium Cost Amount Fair Vaue Amount Yield

At December 31, 2009 $62,508,927 $1,247,717  $63,756,644 102.00%  $65,721,477 105.14% 451%
At December 31, 2008 $54,508,672 $555,043  $55,063,715 101.02%  $55,645,940 102.09% 5.15%
At December 31, 2007 $52,569,598 $328,376  $52,897,974 100.62%  $53,133,443 101.07% 5.75%
At December 31, 2006 $30,134,791 $140,709  $30,275,500 100.47%  $30,217,009 100.27% 5.63%
At December 31, 2005 $15,915,801 $220,637  $16,136,438 101.39%  $15,929,864 100.09% 4.68%
At September 30, 2009 $64,253,006 $1,126,493  $65,379,499 101.75%  $67,463,376 105.00% 4.70%
At June 30, 2009 $63,300,232 $924,873  $64,225,105 101.46%  $65,782,019 103.92% 4.75%
At March 31, 2009 $56,718,404 $668,295 $57,386,699 101.18%  $58,785,456 103.64% 4.98%

The table below summarizes certain characteristics of our Investment Securities at December 31, 2009, 2008,
2007, 2006, and 2005 and September 30, 2009, June 30, 2009, and March 31, 2009. Theindex level for adjustable-rate
Investment Securities is the weighted average rate of the various short-term interest rate indices, which determine the
coupon rate.

Adjustable-Rate | nvestment Security Characteristics
(dollars in thousands)

Weighted Weighted  Principal Amount at

Average Weighted Weighted Average Period End as % of

Coupon  Average Termto Average Lifetime Asset Total Investment

Principal Amount Rate Next Adjustment Cap Yield Securities

At December 31, 2009 $16,196,473 4.55% 33 months 10.09% 3.23% 25.91%
At December 31, 2008 $19,540,152 4.75% 36 months 10.00% 3.93% 35.85%
At December 31, 2007 $15,331,447 5.90% 39 months 9.89% 5.63% 29.16%
At December 31, 2006 $8,493,242 5.72% 19 months 9.76% 5.57% 28.18%
At December 31, 2005 $9,699,133 4.76% 22 months 10.26% 4.74% 60.94%
At September 30, 2009 $18,561,525 4.59% 33 months 10.11% 3.37% 28.89%
At June 30, 2009 $19,657,988 4.64% 34 months 10.12% 3.49% 31.06%
At March 31, 2009 $19,558,480 4.66% 34 months 10.06% 3.74% 34.48%

Fixed-Rate | nvestment Security Characteristics
(dollarsin thousands)

Principal Amount at Period

Principal Weighted Average Weighted Average End as % of Total Investment

Amount Coupon Rate Asset Yield Securities
At December 31, 2009 $46,312,455 5.78% 4.95% 74.09%
At December 31, 2008 $34,968,520 6.13% 5.84% 64.15%
At December 31, 2007 $37,238,151 6.00% 5.80% 70.84%
At December 31, 2006 $21,641,549 5.83% 5.65% 71.82%
At December 31, 2005 $6,216,668 5.37% 4.60% 39.06%
At December 31, 2004 $5,579,030 5.24% 3.89% 29.17%
At September 30, 2009 $45,691,481 5.89% 5.14% 71.11%
At June 30, 2009 $43,642,244 5.94% 5.32% 68.94%
At March 31, 2009 $37,159,924 6.08% 5.64% 65.52%

At December 31, 2009 and 2008, we held Investment Securities with coupons linked to various indices. The
following tables detail the portfolio characteristics by index.
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Adjustable-Rate | nvestment Securities by | ndex

December 31, 2009

12- 11" Monthly
One- Six- Twelve  Month  District  1-Year Federa
Month Month Month  Moving Costof Treasur Cost of Other
Libor Libor Libor Average Funds vylIndex Funds Indexes?
Weighted Average Term to Next Adjustment 1mo. 16 mo. 45 mo. 1mo. 7mo. 50 mo. 1 mo. 12 mo.
Weighted Average Annua Period Cap 6.40% 1.58% 2.01% 0.42% 0.77%  1.95% 0.00% 1.82%
Weighted Average Lifetime Cap at
December 31, 2009 7.04%  11.20%  10.85% 8.12% 0.51% 10.98%  13.43% 11.71%
Investment Principal Value as Percentage of
Investment Securities at
December 31, 2009 4.59% 1.40%  15.77% 1.10% 0.76%  2.15% 0.09% 0.05%
(1) Combination of indexes that account for less than 0.05% of total investment securities.
Adjustable-Rate Investment Securities by Index
December 31, 2008
11" Monthly
One- Six- Twelve  12-Month District  1-Year Federal
Month ~ Month Month Moving  Costof Treasury Cost of Other
Libor Libor Libor Average  Funds  Index Funds  Indexes®
Weighted Average Term to Next Adjustment 1mo. 25 mo. 55 mo. 1 mo. 1mo. 37 mo. 1mo. 14 mo.
Weighted Average Annual Period Cap 6.28% 1.95% 1.98% 0.00% 1.26% 1.93% 0.00% 1.94%
Weighted Average Lifetime Cap at
December 31, 2008 7.07%  10.87% 10.92% 8.86%  11.35%  10.86% 13.44% 11.98 %
Investment Principal Vaue as Percentage of
Investment Securities at December 31, 2008 811%  2.53% 19.32% 0.99% 0.60% 4.12% 0.11% 0.07%

(1) Combination of indexes that account for less than 0.05% of total investment securities.

Rever se Repurchase Agreements

At December 31, 2009 and 2008, we lent $259.0 million and $562.1 million, respectively, to Chimerain a
weekly reverse repurchase agreement. This amount is included in the principal amount which approximates fair value in
our Statement of Financial Condition. Theinterest rate at December 31, 2009 and December 31, 2008 was at the rate of
1.72% and 1.43%, respectively. The collateral for thisloan is mortgage-backed securities with afair vaue of $314.3
million and $680.8 million at December 31, 2009 and 2008, respectively.

At December 31, 2009, RCap, in its ordinary course of business, financed though matched reverse repurchase
agreements, at market rates, $69.7 million for afund that is managed by FIDAC. At December 31, 2009, RCap had an
outstanding reverse repurchase agreement with a non-affiliate of $425.0 million.

Receivable from Prime Broker on Equity Investment

The net assets of the investment fund we owned are subject to English bankruptcy law, which governs the
administration of Lehman Brothers International (Europe) (in administration) (“LBIE”), aswell asthe law of New Y ork,
which governs the contractual documents. We invested approximately $45.0 million in the fund and have redeemed
approximately $56.0 million. The current assets of the fund still remain at LBIE and affiliates of LBIE and the ultimate
recovery of such amount remains uncertain. We have entered into the Claims Resolution Agreement between LBIE and
certain eligible offerees effective December 29, 2009 with respect to these assets (the “CRA”).

Certain of our assets subject to the CRA are held directly at LBIE and we have valued such assets in accordance
with the valuation date set forth in the CRA and the pricing information provided to the Company by LBIE. The
valuation date with respect to these assets as set forth in the CRA is September 19, 2008.

Certain of our assets subject to the CRA are not held directly at LBIE and are believed to be held at affiliates of
LBIE. Given the great degree of uncertainty as to the status of our assets that are not directly held by LBIE and are
believed to be held at affiliates of LBIE, the Company has valued such assets at an 80% discount. The value of the net
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assets that are not directly held by LBIE and are believed to be held at affiliates of LBIE is determined on the basis of the
best information available to us from timeto time, legal and professional advice obtained for the purpose of determining
the rights, and on the basis of a number of assumptions which we believe to be reasonable.

We can provide no assurance, however, that it will recover all or any portion of any of the net assets of the
investment fund following completion of LBIE’s administration (and any subsequent liquidation).

Borrowings

As of December 31, 2009, our debt has consisted entirely of borrowings collateralized by a pledge of our
Investment Securities. These borrowings appear on our balance sheet as repurchase agreements. At December 31, 2009,
we had established uncommitted borrowing facilitiesin this market with 30 lenders in amounts which we believe arein
excess of our needs. All of our Investment Securities are currently accepted as collateral for these borrowings.

However, we limit our borrowings, and thus our potential asset growth, in order to maintain unused borrowing capacity
and thus increase the liquidity and strength of our balance sheet. For the year ended December 31, 2009, the term to
maturity of our borrowings ranged from one day to 10 years. Additionally, we have entered into structured borrowings
giving the counterparty the right to call the balance prior to maturity. For the year ended December 31, 2008, the term to
maturity of our borrowings ranged from one day to three years. Additionally, we have entered into structured
borrowings giving the counterparty the right to call the balance prior to maturity. At December 31, 2009, the weighted
average cost of fundsfor al of our borrowings was 2.11%, with the effect of the interest rate swaps, and the weighted
average term to next rate adjustment was 170 days. At December 31, 2008, the weighted average cost of funds for all of
our borrowings was 4.08%, with the effect of the interest rate swaps, and the weighted average term to next rate
adjustment was 238 days.

On February 9, 2010, the Company issued $500.0 million in aggregate principal amount of its 4% convertible
senior notes due 2015 (“ Convertible Senior Notes") for net proceeds following underwriting expenses of approximately
$484.8 million. Interest on the notes will be paid semi-annually at arate of 4% per year and the notes will mature on
February 15, 2015 unless earlier repurchased or converted. The notes will be convertible into shares of Common Stock
at aninitial conversion rate of 46.6070 shares of Common Stock per $1,000 principal amount of notes, whichis
equivalent to an initial conversion price of approximately $21.456 per share of Common Stock, subject to adjustment in
certain circumstances.

Liquidity

Liquidity, which is our ability to turn non-cash assets into cash, allows us to purchase additional investment
securities and to pledge additional assets to secure existing borrowings should the value of our pledged assets decline.
Potential immediate sources of liquidity for usinclude cash balances and unused borrowing capacity. Unused borrowing
capacity will vary over time as the market value of our investment securities varies. Our non-cash assets are largely
actual or implied AAA assets, and accordingly, we have not had, nor do we anticipate having, difficulty in converting
our assetsto cash. Our balance sheet also generates liquidity on an on-going basis through mortgage principal
repayments and net earnings held prior to payment as dividends. Should our needs ever exceed these on-going sources
of liquidity plus the immediate sources of liquidity discussed above, we believe that in most circumstances our
investment securities could be sold to raise cash. The maintenance of liquidity is one of the goals of our capital
investment policy. Under this policy, we limit asset growth in order to preserve unused borrowing capacity for liquidity
management purposes.

Borrowings under our repurchase agreements increased by $7.9 billion to $54.6 billion at December 31, 2009,
from $46.7 billion at December 31, 2008. Even though borrowing increased over the year, leverage declined from 6.4:1
to5.7:1.

We anticipate that, upon repayment of each borrowing under a repurchase agreement, we will use the collateral
immediately for borrowing under a new repurchase agreement. We have not at the present time entered into any
commitment agreements under which the lender would be required to enter into new repurchase agreements during a
specified period of time, nor do we presently plan to have liquidity facilities with commercia banks.
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Under our repurchase agreements, we may be required to pledge additional assetsto our repurchase agreement
counterparties (i.e., lenders) in the event the estimated fair value of the existing pledged collateral under such agreements
declines and such lenders demand additional collateral (a“margin call”), which may take the form of additional
securities or cash. Similarly, if the estimated fair value of investment securities increases due to changes in market
interest rates of market factors, lenders may release collateral back to us. Specifically, margin calls result from a decline
in the value of our Mortgage-Backed Securities securing our repurchase agreements, prepayments on the mortgages
securing such Mortgage-Backed Securities and to changes in the estimated fair value of such Mortgage-Backed
Securities generally due to principal reduction of such Mortgage-Backed Securities from scheduled amortization and
resulting from changes in market interest rates and other market factors. Through December 31, 2009, we did not have
any margin calls on our repurchase agreements that we were not able to satisfy with either cash or additional pledged
collateral. However, should prepayment speeds on the mortgages underlying our Mortgage-Backed Securities and/or
market interest rates suddenly increase, margin calls on our repurchase agreements could result, causing an adverse
change in our liquidity position.

The following table summarizes the effect on our liquidity and cash flows from contractual obligations for
repurchase agreements, interest expense on repurchase agreements, the non-cancel abl e office lease and employment
agreements at December 31, 2009. The table does not include the effect of net interest rate payments under our interest
rate swap agreements. The net swap payments will fluctuate based on monthly changesin the receiverate. At
December 31, 2009, the interest rate swaps had a net negative fair value of $527.9 million.

(dollars in thousands)

Within One Oneto Threeto More than

Contractual Obligations Y ear ThreeYears FiveYears FiveYears Tota
Repurchase agreements $48,718,129  $3,530,000 $950,000 $1,400,000 $54,598,129
Interest expense on repurchase

agreements, based on rates at 12-31-09 238,568 263,722 136,699 145,909 784,898
Long-term operating |ease obligations 1,993 4,250 3,847 - 10,090
Employment contracts 88,682 4,181 - - 92,683
Totd $49,047,372  $3,802,153 $1,090,546 $1,545,909 $55,485,300

Stockholders' Equity

During the year ended December 31, 2009, 423,160 options were exercised under the Long-Term Stock
Incentive Plan, or Incentive Plan, for an aggregate exercise price of $4.9 million. During the year ended December 31,
2009, 7,550 shares of restricted stock were issued under the Incentive Plan.

During the year ended December 31, 2009, 1.4 million shares of Series B Preferred Stock were converted into
2.8 million shares of common stock.

During the year ended December 31, 2009, we raised $141.8 million by issuing 8.4 million shares through the
Direct Purchase and Dividend Reinvestment Program.

During the year ended December 31, 2008, we raised $93.7 million by issuing 5.8 million shares through our
Direct Purchase and Dividend Reinvestment Program.

During the year ended December 31, 2008, 300,000 options were exercised under the Long-Term Stock
Incentive Plan, or Incentive Plan, for an aggregate exercise price of $2.8 million.

During the year ended December 31, 2008, 634,000 shares of Series B Preferred Stock converted into 1.3
million shares of common stock.

On May 13, 2008 we entered into an underwriting agreement pursuant to which we sold 69,000,000 shares of
our common stock for net proceeds following underwriting expenses of approximately $1.1 billion. This transaction
settled on May 19, 2008.
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On January 23, 2008 we entered into an underwriting agreement pursuant to which we sold 58,650,000 shares
of our common stock for net proceeds following underwriting expenses of approximately $1.1 billion. This transaction
settled on January 29, 2008.

On August 3, 2006, we entered into an ATM Equity Offering®™™ Sales Agreement with Merrill Lynch & Co.
and Merrill Lynch, Pierce, Fenner & Smith Incorporated, relating to the sale of shares of our common stock from time to
time through Merrill Lynch. Sales of the shares, if any, are made by means of ordinary brokers' transaction on the New
Y ork Stock Exchange. During the year ended December 31, 2009, there were no shares issued pursuant to this program.
During the year ended December 31, 2008, 588,000 shares of the Company’s common stock were issued pursuant to this
program, totaling $11.5 million in net proceeds.

On August 3, 2006, we entered into an ATM Equity Sales Agreement with UBS Securities LLC, relating to the
sale of shares of our common stock from time to time through UBS Securities. Sales of the shares, if any, are made by
means of ordinary brokers' transaction on the New Y ork Stock Exchange. During the year ended December 31, 2009,
there were no shares issued pursuant to this program. During the year ended December 31, 2008, 3.8 million shares of
the Company’s common stock were issued pursuant to this program, totaling $60.3 million in net proceeds.

Unrealized Gains and Losses

With our “available-for-sale” accounting treatment, unrealized fluctuations in market values of assets do not
impact our GAAP or taxable income but rather are reflected on our balance sheet by changing the carrying value of the
asset and stockholders' equity under “ Accumulated Other Comprehensive Income (Loss).” Asaresult of the de-
designation of interest rate swaps as cash flow hedges during the quarter ended December 31, 2009, unrealized gains and
losses in our interest rate swaps impact our GAAP income.

Asaresult of this mark-to-market accounting treatment, our book value and book value per share are likely to
fluctuate far more than if we used historical amortized cost accounting. As aresult, comparisons with companies that
use historical cost accounting for some or all of their balance sheet may not be meaningful.

The table below shows unrealized gains and |osses on the Investment Securities, available-for-sale equity
securities and interest rate swaps in our portfolio prior to de-designation.

Unrealized Gains and L osses
(dollars in thousands)

At December 31,
2009 2008 2007 2006 2005
Unrealized gain $2,093,709 $785,087 $379,348 $112,596 $ 5,027
Unrealized loss (202,392) (532,857) (531,545) (188,708) (211,601)
Net Unrealized (loss) gain $1,891,317 $252,230  ($152,197)  ($76,112) ($206,574)

Unrealized changes in the estimated net fair value of investment securities have one direct effect on our
potential earnings and dividends: positive changes increase our equity base and allow us to increase our borrowing
capacity while negative changes tend to limit borrowing capacity under our capital investment policy. A very large
negative change in the net fair value of our investment securities might impair our liquidity position, requiring us to sell
assets with the likely result of realized losses upon sale.

Leverage

Our debt-to-equity ratio at December 31, 2009, 2008 and 2007 was 5.7:1, 6.4:1and 8.7:1, respectively. We
generally expect to maintain a ratio of debt-to-equity of between 8:1 and 12:1, although the ratio may vary from this
range from time to time based upon various factors, including our management’ s opinion of the level of risk of our assets
and liahilities, our liquidity position, our level of unused borrowing capacity and over-collateralization levels required by
lenders when we pledge assets to secure borrowings.
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Our target debt-to-equity ratio is determined under our capital investment policy. Should our actual debt-to-
equity ratio increase above the target level due to asset acquisition or market value fluctuations in assets, we would cease
to acquire new assets. Our management will, at that time, present a plan to our board of directors to bring us back to our
target debt-to-equity ratio; in many circumstances, this would be accomplished over time by the monthly reduction of the
balance of our Mortgage-Backed Securities through principal repayments.

Asset/Liability Management and Effect of Changesin Interest Rates

We continually review our asset/liability management strategy with respect to interest rate risk, mortgage
prepayment risk, credit risk and the related issues of capital adequacy and liquidity. Our goal is to provide attractive
risk-adjusted stockholder returns while maintaining what we believe is a strong balance sheet.

We seek to manage the extent to which our net income changes as a function of changes in interest rates by
matching adjustable-rate assets with variable-rate borrowings. In addition, we have attempted to mitigate the potential
impact on net income of periodic and lifetime coupon adjustment restrictions in our portfolio of investment securities by
entering into interest rate swaps. At December 31, 2009, we had entered into swap agreements with atotal notional
amount of $21.5 billion. We agreed to pay aweighted average pay rate of 3.85% and receive afloating rate based on
one month LIBOR. At December 31, 2008, we had entered into swap agreements with atotal notional amount of $17.6
billion. We agreed to pay aweighted average pay rate of 4.66% and receive a floating rate based on one month LIBOR.
We may enter into similar derivative transactions in the future by entering into interest rate collars, caps or floors or
purchasing interest only securities.

Changesin interest rates may also affect the rate of mortgage principal prepayments and, as aresult,
prepayments on mortgage-backed securities. We seek to mitigate the effect of changes in the mortgage principal
repayment rate by balancing assets we purchase at a premium with assets we purchase at a discount. To date, the
aggregate premium exceeds the aggregate discount on our mortgage-backed securities. As aresult, prepayments, which
result in the expensing of unamortized premium, will reduce our net income compared to what net income would be
absent such prepayments.

Off-Balance Sheet Arrangements

We do not have any relationships with unconsolidated entities or financial partnerships, such as entities often
referred to as structured finance or special purpose entities, which would have been established for the purpose of
facilitating off-balance sheet arrangements or other contractually narrow or limited purposes. Further, we have not
guaranteed any obligations of unconsolidated entities nor do we have any commitment or intent to provide funding to
any such entities. Assuch, we are not materially exposed to any market, credit, liquidity or financing risk that could
arise if we had engaged in such relationships.

Capital Resources

At December 31, 2009, we had no material commitments for capital expenditures.

Inflation

Virtually al of our assets and liabilities are financial in nature. Asaresult, interest rates and other factors drive
our performance far more than doesinflation. Changesin interest rates do not necessarily correlate with inflation rates
or changesininflation rates. Our financial statements are prepared in accordance with GAAP and our dividends are
based upon our net income as calculated for tax purposes; in each case, our activities and balance sheet are measured
with reference to historical cost or fair market value without considering inflation.

Other Matters

We calculate that at least 75% of our assets were qualified REIT assets, as defined in the Code for the years
ended December 31, 2009 and 2008. We aso calculate that our revenue qualifies for the 75% source of income test and

for the 95% source of income test rules for the years ended December 31, 2009, 2008 and 2007 and for each quarter
therein. Consequently, we met the REIT income and asset test. We also met all REIT requirements regarding the
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ownership of our common stock and the distribution of our net income. Therefore, for the years ended of December 31,
2009, 2008, and 2007, we believe that we qualified as a REIT under the Code.

We at all times intend to conduct our business so as not to become regulated as an investment company under
the Investment Company Act of 1940, or the Investment Company Act. If we were to become regulated as an
investment company, then our use of leverage would be substantially reduced. The Investment Company Act exempts
entities that are “ primarily engaged in the business of purchasing or otherwise acquiring mortgages and other lienson
and interestsin real estate” (qualifying interests). Under current interpretation of the staff of the SEC, in order to qualify
for this exemption, we must maintain at least 55% of our assets directly in qualifying interests and at least 80% of our
assets in qualifying interests plus other real estate related assets. In addition, unless certain mortgage securities represent
all the certificates issued with respect to an underlying pool of mortgages, the Mortgage-Backed Securities may be
treated as securities separate from the underlying mortgage loans and, thus, may not be considered qualifying interests
for purposes of the 55% requirement. We calculate that as of December 31, 2009 and December 31, 2008, we werein
compliance with this requirement.
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ITEM 7A QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

MARKET RISK

Market risk is the exposure to loss resulting from changes in interest rates, foreign currency exchange rates,
commodity prices and equity prices. The primary market risk to which we are exposed is interest rate risk, which is
highly sensitive to many factors, including governmental monetary and tax policies, domestic and international economic
and political considerations and other factors beyond our control. Changesin the general level of interest rates can affect
our net interest income, which is the difference between the interest income earned on interest-earning assets and the
interest expense incurred in connection with our interest-bearing liabilities, by affecting the spread between our interest-
earning assets and interest-bearing liabilities. Changesin the level of interest rates also can affect the value of our
Mortgage-Backed Securities and our ability to realize gains from the sale of these assets. We may utilize avariety of
financial instruments, including interest rate swaps, caps, floors, inverse floaters and other interest rate exchange
contracts, in order to limit the effects of interest rates on our operations. When we use these types of derivativesto
hedge therisk of interest-earning assets or interest-bearing liabilities, we may be subject to certain risks, including the
risk that losses on a hedge position will reduce the funds available for payments to holders of securities and that the
losses may exceed the amount we invested in the instruments.

Our profitability and the value of our portfolio (including interest rate swaps) may be adversely affected during
any period as aresult of changing interest rates. The following table quantifies the potential changesin net interest
income and portfolio value, should interest rates go up or down 25, 50 and 75 basis points, assuming the yield curves of
the rate shocks will be parallel to each other and the current yield curve. All changesin income and value are measured
as percentage changes from the projected net interest income and portfolio value at the base interest rate scenario. The
base interest rate scenario assumes interest rates at December 31, 2009 and various estimates regarding prepayment and
all activities are made at each level of rate shock. Actual results could differ significantly from these estimates.

Projected Percentage Change in

Projected Percentage Changein Portfolio Value, with Effect of
Changein Interest Rate Net Interest Income Interest Rate Swaps

-75 Basis Points 2.38% 0.42%
-50 Basis Points 1.56% 0.24%
-25 Basis Points 0.77% 0.02%
Base Interest Rate - -

+25 Basis Points (1.30%) (0.27%)
+50 Basis Points (2.87%) (0.49%)
+75 Basis Points (4.44%) (0.67%)

ASSET AND LIABILITY MANAGEMENT

Asset and liability management is concerned with the timing and magnitude of the repricing of assets and
liahilities. We attempt to control risks associated with interest rate movements. Methods for evaluating interest rate risk
include an analysis of our interest rate sensitivity "gap," which isthe difference between interest-earning assets and
interest-bearing liabilities maturing or repricing within agiven time period. A gap is considered positive when the
amount of interest-rate sensitive assets exceeds the amount of interest-rate sensitive liabilities. A gapis considered
negative when the amount of interest-rate sensitive liabilities exceeds interest-rate sensitive assets. During a period of
rising interest rates, a negative gap would tend to adversely affect net interest income, while a positive gap would tend to
result in an increase in net interest income. During a period of falling interest rates, a negative gap would tend to result
in an increase in net interest income, while a positive gap would tend to affect net interest income adversely. Because
different types of assets and liabilities with the same or similar maturities may react differently to changesin overall
market rates or conditions, changes in interest rates may affect net interest income positively or negatively even if an
institution were perfectly matched in each maturity category.
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The following table sets forth the estimated maturity or repricing of our interest-earning assets and interest-
bearing liabilities at December 31, 2009. The amounts of assets and liabilities shown within a particular period were
determined in accordance with the contractual terms of the assets and liagbilities, except adjustable-rate loans, and
securities are included in the period in which their interest rates are first scheduled to adjust and not in the period in
which they mature and does include the effect of the interest rate swaps. The interest rate sensitivity of our assets and
liabilities in the table could vary substantially based on actual prepayment experience.

Morethan 1
Within 3 Yearto3 3Yearsand
Months 4-12 Months Years Over Total
(dollars in thousands)

Rate Sensitive Assets:
Investment Securities $ 4,382,076 $ 3,134,226 $7,180,432 $47,812,193 $62,508,927
(Principal)
Cash Equivalents 1,504,568 - - - 1,504,568
Reverse Repurchase 753,757 - - - 753,757

Agreements
Securities Borrowed 29,077 - - - 29,077

Total Rate Sensitive Assets 6,669,478 3,134,226 7,180,432 47,812,193 64,796,329
Rate Sensitive Liabilities:

Repurchase Agreements,

with the effect of swaps 25,948,432 6,009,947 11,345,250 11,294,500 54,598,129

Securities Loaned 29,057 - - - 29,057

Total Rate Sensitive Liabilities 25,977,489 6,009,947 11,345,250 11,294,500 54,627,186
Interest rate sensitivity gap ($19,308,011) ($2,875,721) ($4,164,818) $36,517,693 $10,169,143

Cumulative rate sensitivity gap ~ ($19,308,011)  ($22,183,732)  ($26,348,550)  $10,169,143

Cumulative interest rate
sensitivity gap as a percentage of
total rate-sensitive assets (31%) (35%) (42%) 16%

Our analysis of risksis based on management’ s experience, estimates, models and assumptions. These analyses
rely on models which utilize estimates of fair value and interest rate sensitivity. Actual economic conditions or
implementation of investment decisions by our management may produce results that differ significantly from the
estimates and assumptions used in our models and the projected results shown in the above tables and in this report.
These analyses contain certain forward-looking statements and are subject to the safe harbor statement set forth under the
heading, “ Special Note Regarding Forward-L ooking Statements.”
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ITEM 8 FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Our financial statements and the related notes, together with the Report of Independent Registered Public
Accounting Firm thereon, are set forth on pages F-1 through F-27 of this Form 10-K.

ITEM 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.

ITEM 9A CONTROLSAND PROCEDURES

Our management, including our Chief Executive Officer (the“CEQ”) and Chief Financial Officer (the“CFO”"),
reviewed and evaluated the effectiveness of the design and operation of our disclosure controls and procedures (as
defined in Rule 13a-15(e) and 15d-15(e) of the Securities Exchange Act) as of the end of the period covered by this
annual report. Based on that review and evaluation, the CEO and CFO have concluded that our current disclosure
controls and procedures, as designed and implemented, (1) were effective in ensuring that information regarding the
Company and its subsidiaries is accumulated and communicated to our management, including our CEO and CFO, by
our employees, as appropriate to allow timely decisions regarding required disclosure and (2) were effective in providing
reasonable assurance that information the Company must disclose in its periodic reports under the Securities Exchange
Act isrecorded, processed, summarized and reported within the time periods prescribed by the SEC’ s rules and forms.

There have been no changes in the Company’ sinternal controls over financial reporting that occurred during the
guarter ended December 31, 2009 that have materially affected, or are reasonably likely to affect itsinternal control over
financial reporting.

Management Report On Internal Control Over Financial Reporting

Management of the Company is responsible for establishing and maintaining adequate internal control over
financial reporting. Internal control over financial reporting is defined in Rules 13a-15(f) under the Securities Exchange
Act as a process designed by, or under the supervision of, the Company’ s principal executive and principal financial
officers and effected by the Company’ s Board of Directors, management and other personnel to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financia statements for external purposes
in accordance with generally accepted accounting principles and includes those policies and procedures that:

e pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions and
dispositions of the assets of the Company;

e provide reasonabl e assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with authorizations of management and directors of the Company;
and

»  provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or
disposition of the Company’s assets that could have a material effect on the financial statements.

Because of itsinherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Asaresult, even systems determined to be effective can provide only reasonable assurance regarding the
preparation and presentation of financial statements. Moreover, projections of any evaluation of effectivenessto future
periods are subject to the risks that controls may become inadequate because of changesin conditions or that the degree
of compliance with the policies or procedures may deteriorate.
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The Company’ s management assessed the effectiveness of the Company’ sinternal control over financia
reporting as of December 31, 2009. |n making this assessment, the Company’s management used criteria set forth by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO) in Internal Control-Integrated
Framework.

Based on management’ s assessment, the Company’ s management believes that, as of December 31, 2009, the
Company’sinternal control over financial reporting was effective based on those criteria. The Company’ s independent
registered public accounting firm, Deloitte & Touche LLP, hasissued an attestation report on the Company’ sinternal
control over financial reporting. This report appears on page F-1 of this annual report on Form 10-K.

ITEM 9B. OTHER INFORMATION

None.
PART Il

ITEM 10  DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by Item 10 asto our directorsisincorporated herein by reference to the proxy
statement to be filed with the SEC within 120 days after December 31, 2009. The information regarding our executive
officersrequired by Item 10 appearsin Part | of this Form 10-K. The information required by Item 10 as to our
compliance with Section 16(a) of the Securities Exchange Act of 1934 isincorporated by reference to the proxy
statement to be filed with the SEC within 120 days after December 31, 2009.

We have adopted a Code of Business Conduct and Ethics within the meaning of 1tem 406(b) of Regulation S-K.
This Code of Business Conduct and Ethics applies to our principal executive officer, principal financia officer and
principa accounting officer. This Code of Business Conduct and Ethicsis publicly available on our website at
www.annaly.com. If we make substantive amendments to this Code of Business Conduct and Ethics or grant any
waiver, including any implicit waiver, we intend to disclose these events on our website.

The information regarding certain matters pertaining to our corporate governance required by Item 407(c)(3),
(d)(4) and (d)(5) of Regulation S-K isincorporated by reference to the Proxy Statement to be filed with the SEC within
120 days after December 31, 2009.

ITEM 11  EXECUTIVE COMPENSATION

The information required by Item 11 isincorporated herein by reference to the proxy statement to be filed with
the SEC within 120 days after December 31, 2009.

ITEM12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND
RELATED STOCKHOLDER MATTERS

The information required by Item 12 isincorporated herein by reference to the proxy statement to be filed with
the SEC within 120 days after December 31, 2009.

ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

The information required by Item 13 isincorporated herein by reference to the proxy statement to be filed with
the SEC within 120 days after December 31, 2009.

ITEM 14  PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by Item 14 isincorporated herein by reference to the proxy statement to be filed with
the SEC within 120 days after December 31, 2009.
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PART IV

ITEM 15  EXHIBITS, FINANCIAL STATEMENT SCHEDULES.

(8 Documentsfiled as part of this report:
1. Financial Statements.
2. Schedules to Financial Statements:

All financial statement schedules not included have been omitted because they are either inapplicable or the
information required is provided in our Financial Statements and Notes thereto, included in Part 11, Item 8, of this
Annual Report on Form 10-K.

3. Exhibits:
EXHIBIT INDEX
Exhibit  Exhibit Description
Number

31 Articles of Amendment and Restatement of the Articles of Incorporation of the Registrant
(incorporated by reference to Exhibit 3.2 to the Registrant’ s Registration Statement on Form S
11 (Registration No. 333-32913) filed with the Securities and Exchange Commission on
August 5, 1997).

3.2 Articles of Amendment of the Articles of Incorporation of the Registrant (incorporated by
reference to Exhibit 3.1 of the Registrant’ s Registration Statement on Form S-3 (Registration
Statement 333-74618) filed with the Securities and Exchange Commission on June 12, 2002).

33 Articles of Amendment of the Articles of Incorporation of the Registrant (incorporated by
reference to Exhibit 3.1 of the Registrant's Form 8-K (filed with the Securities and Exchange
Commission on August 3, 2006).

34 Form of Articles Supplementary designating the Registrant’s 7.875% Series A Cumulative
Redeemable Preferred Stock, liquidation preference $25.00 per share (incorporated by
reference to Exhibit 3.3 to the Registrant’s 8-A filed April 1, 2004).

35 Articles Supplementary of the Registrant’ s designating an additional 2,750,000 shares of the
Company’s 7.875% Series A Cumulative Redeemable Preferred Stock, asfiled with the State
Department of Assessments and Taxation of Maryland on October 15, 2004 (incorporated by
reference to Exhibit 3.2 to the Registrant’ s 8-K filed October 4, 2004).

3.6 Articles Supplementary designating the Registrant’s 6% Series B Cumulative Convertible
Preferred Stock, liquidation preference $25.00 per share (incorporated by reference to Exhibit
3.1to the Registrant’s 8-K filed April 10, 2006).

3.7 Bylaws of the Registrant, as amended (incorporated by reference to Exhibit 3.3 to the
Registrant’ s Registration Statement on Form S-11 (Registration No. 333-32913) filed with the
Securities and Exchange Commission on August 5, 1997).

41 Specimen Common Stock Certificate (incorporated by reference to Exhibit 4.1 to Amendment
No. 1 to the Registrant’ s Registration Statement on Form S-11 (Registration No. 333-32913)
filed with the Securities and Exchange Commission on September 17, 1997).

4.2 Specimen Preferred Stock Certificate (incorporated by reference to Exhibit 4.2 to the
Registrant’ s Registration Statement on Form S-3 (Registration No. 333-74618) filed with the
Securities and Exchange Commission on December 5, 2001).

43 Specimen Series A Preferred Stock Certificate (incorporated by reference to Exhibit 4.1 of the
Registrant's Registration Statement on Form 8-A filed with the SEC on April 1, 2004).

44 Specimen Series B Preferred Stock Certificate (incorporated by reference to Exhibit 4.1 to the
Registrant’s Form 8-K filed with the Securities and Exchange Commission on April 10, 2006).

45 Form of Indenture with Wells Fargo Bank, National Association, as Trustee (incorporated by

reference to Exhibit 4.5 to the Registrant’s Registration Statement on Form S-3 (Registration
Statement) filed with the Securities and Exchange Commission on February 8, 2010).

4.6 Indenture, dated as of February 12, 2010, between the Company and Wells Fargo Bank,
National Association, (incorporated by reference to Exhibit 4.1 to the Registrant’s Form 8-K
filed with the Securities and Exchange Commission on February 12, 2010).
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4.7

4.8

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

121
211
231
311

31.2

321

32.2

Supplemental Indenture, dated as of February 12, 2010, between the Company and Wells

Fargo Bank, National Association, (incorporated by reference to Exhibit 4.2 to the Registrant’s
Form 8-K filed with the Securities and Exchange Commission on February 12, 2010).

Form of 4.00% Convertible Senior Note due 2015 (included in Exhibit 4.2 hereto)

(incorporated by reference to Exhibit 4.3 to the Registrant’s Form 8-K filed with the Securities
and Exchange Commission on February 12, 2010).

Long-Term Stock Incentive Plan (incorporated by reference to Exhibit 10.3 to the Registrant’s
Registration Statement on Form S-11 (Registration No. 333-32913) filed with the Securities
and Exchange Commission on August 5, 1997).*

Form of Master Repurchase Agreement (incorporated by reference to Exhibit 10.7 to the
Registrant’ s Registration Statement on Form S-11 (Registration No. 333-32913) filed with the
Securities and Exchange Commission on August 5, 1997).

Amended and Restated Employment Agreement, effective as of June 4, 2004, between the
Registrant and Michael A.J. Farrell (incorporated by reference to Exhibit 10.3 of the
Registrant’s Form 10-K filed with the Securities and Exchange Commission on March 10,
2005).*

Amended and Restated Employment Agreement, dated as of February 25, 2008, between the
Registrant and Wellington J. Denahan (incorporated by reference to Exhibit 10.4 of the
Registrant’s Form 10-K filed with the Securities and Exchange Commission on February 26,
2008).*

Amended and Restated Employment Agreement, effective as of June 4, 2004,between the
Registrant and Kathryn F. Fagan (incorporated by reference to Exhibit 10.5 of the Registrant’s
Form 10-K filed with the Securities and Exchange Commission on March 10, 2005).*
Amended and Restated Employment Agreement, effective as of June 4, 2004, between the
Registrant and James P. Fortescue (incorporated by reference to Exhibit 10.7 of the Registrant’s
Form 10-K filed with the Securities and Exchange Commission on March 10, 2005).*
Amended and Restated Employment Agreement, dated as of January 23, 2006, between the
Registrant and Jeremy Diamond (incorporated by reference to Exhibit 10.7 of the Registrant’s
Form 10-K filed with the Securities and Exchange Commission on March 13, 2006).*
Amended and Restated Employment Agreement, dated as of January 23, 2006, between the
Registrant and Ronald D. Kazel (incorporated by reference to Exhibit 10.7 of the Registrant’s
Form 10-K filed with the Securities and Exchange Commission on March 13, 2006).*
Amended and Restated Employment Agreement, dated as of April 21, 2006, between the
Registrant and Rose-Marie Lyght (incorporated by reference to Exhibit 10.9 of the Registrant’s
Form 10-Q filed with the Securities and Exchange Commission on May 9, 2006).*

Amended and Restated Employment Agreement, effective as of June 4, 2004, between the
Registrant and Kristopher R. Konrad (incorporated by reference to Exhibit 10.11 of the
Registrant’s Form 10-K filed with the Securities and Exchange Commission on March 10,
2005).*

Amended and Restated Employment Agreement, dated January 23, 2006, between the
Registrant and R. Nicholas Singh (incorporated by reference to Exhibit 10.7 of the Registrant’s
Form 10-K filed with the Securities and Exchange Commission on March 13, 2006).*
Computation of ratio of earnings to combined fixed charges and preferred stock dividends.
Subsidiaries of Registrant.

Consent of Independent Registered Public Accounting Firm.

Certification of Michael A.J. Farrell, Chairman, Chief Executive Officer, and President of the
Registrant, pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002.

Certification of Kathryn F. Fagan, Chief Financial Officer and Treasurer of the Registrant,
pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002.

Certification of Michael A.J. Farrell, Chairman, Chief Executive Officer, and President of the
Registrant, pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002.

Certification of Kathryn F. Fagan, Chief Financial Officer and Treasurer of the Registrant,
pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley
Act of 2002.
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Exhibit 101.INS XBRL Instance Document* A*

Exhibit 101.SCH XBRL  Taxonomy Extension Schema Document* *

Exhibit 101.CAL XBRL  Taxonomy Extension Calculation Linkbase Document* *

Exhibit 101.DEF XBRL  Additional Taxonomy Extension Definition Linkbase Document Created* *

Exhibit 101.LAB XBRL  Taxonomy Extension Label Linkbase Document* *
Exhibit 101.PRE XBRL  Taxonomy Extension Presentation Linkbase Document* *

* Exhibit Numbers 10.1 and 10.3-10.11 are management contracts or compensatory plans required to befiled as
Exhibits to this Form 10-K.

** Submitted electronically herewith. Attached as Exhibit 101 to thisreport are the following documents
formatted in XBRL (Extensible Business Reporting Language): (i) Consolidated Statements of Financial Condition at
December 31, 2009 and December 31, 2008; (ii) Consolidated Statements of Operations and Comprehensive Income
(Loss) for the years ended December 31, 2009, 2008 and 2007; (iii) Consolidated Statement of Stockholders Equity for
the years ended December 31, 2009, 2008 and 2007; (iv) Consolidated Statements of Cash Flows for the years ended
December 31, 2009, 2008 and 2007; and (v) Notesto Consolidated Financial Statements. Users of this data are advised
pursuant to Rule 406T of Regulation S-T that thisinteractive datafile is deemed not filed or part of aregistration
statement or prospectus for purposes of sections 11 or 12 of the Securities Act of 1933, is deemed not filed for purposes
of section 18 of the Securities and Exchange Act of 1934, and otherwise is not subject to liability under these sections.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Annaly Capital Management, Inc.
New York, New York

We have audited the accompanying consolidated statements of financial condition of Annaly Capital Management, Inc. and subsidiaries
(the "Company") as of December 31, 2009 and 2008, and the related consolidated statements of operations and comprehensive income
(loss), stockholders' equity, and cash flows for each of the three yearsin the period ended December 31, 2009. We also have audited the
Company'sinternal control over financial reporting as of December 31, 2009, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. The Company's
management is responsible for these financia statements, for maintaining effective internal control over financial reporting, and for its
assessment of the effectiveness of internal control over financial reporting, included in the accompanying Management Report On
Internal Control Over Financial Reporting at Item 9A. Our responsibility isto express an opinion on these financial statements and an
opinion on the Company'sinternal control over financial reporting based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement and whether effective internal control over financial reporting was maintained in all material respects. Our audits
of the financial statements included examining, on atest basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management, and evaluating the overall financia
statement presentation. Our audit of internal control over financial reporting included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and operating effectiveness of
internal control based on the assessed risk. Our audits also included performing such other procedures as we considered necessary in the
circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company'sinternal control over financial reporting is a process designed by, or under the supervision of, the company's principal
executive and principal financial officers, or persons performing similar functions, and effected by the company's board of directors,
management, and other personnel to provide reasonable assurance regarding the reliability of financia reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles. A company'sinternal control
over financia reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally accepted accounting
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of management and
directors of the company; and (3) provide reasonabl e assurance regarding prevention or timely detection of unauthorized acquisition, use,
or disposition of the company's assets that could have a materia effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion or improper
management override of controls, material misstatements due to error or fraud may not be prevented or detected on atimely basis. Also,
projections of any evaluation of the effectiveness of the internal control over financial reporting to future periods are subject to the risk
that the controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or
procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
Annaly Capital Management, Inc. and subsidiaries as of December 31, 2009 and 2008, and the results of their operations and their cash
flows for each of the three yearsin the period ended December 31, 2009, in conformity with accounting principles generally accepted in
the United States of America. Also, in our opinion, the Company maintained, in all material respects, effectiveinternal control over
financial reporting as of December 31, 2009, based on the criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

/s Deloitte & Touche LLP

New York, New Y ork
February 24, 2010
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Iteml. Financial Statements

ANNALY CAPITAL MANAGEMENT, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

DECEMBER 31, 2009 AND 2008
(dallarsin thousands)

ASSETS
Cash and cash equivalents
Reverse repurchase agreements with affiliate
Reverse repurchase agreements
Mortgage-Backed Securities, at fair value
Agency debentures, at fair value
Investment with affiliates
Securities borrowed
Receivable for Mortgage-Backed Securities sold
Accrued interest and dividends receivable
Receivable from Prime Broker
Receivable for advisory and service fees
Intangible for customer relationships, net
Goodwill
Interest rate swaps, at fair value
Other assets

Total assets

LIABILITIESAND STOCKHOLDERS EQUITY

Liabilities:

Repurchase agreements

Payable for Investment Securities purchased

Accrued interest payable

Dividends payable

Securities loaned

Accounts payable and other liabilities

Interest rate swaps, at fair value

Total liabilities

6.00% Series B Cumulative Convertible Preferred Stock:
4,600,000 shares authorized 2,604,614 and 4,496,525 shares issued
and outstanding, respectively.

Commitments and contingencies

Stockholders’ Equity:
7.875% Series A Cumulative Redeemable Preferred Stock:
7,412,500 shares authorized, issued and outstanding
Common stock: par value $.01 per share; 987,987,500 shares
authorized, 553,134,877 and, 541,475,366 issued and outstanding,
respectively
Additiona paid-in capital
Accumul ated other comprehensive income
Accumulated deficit

Total stockholders' equity

Total liabilities, Series B Cumulative Convertible
Preferred Stock and stockholders' equity

See notes to consolidated financial statements.
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December 31, 2009

December 31, 2008

$ 1,504,568 $ 909,353
328,757 562,119
425,000 -

64,805,725 55,046,995
915,752 598,945
242,198 52,795

29,077 -
732,134 75,546
318,919 282,532

3,272 16,886

12,566 6,103

10,491 12,380

27,917 27,917

5,417 -

14,397 6,044

$69,376,190 $57,597,615
$54,598,129 $46,674,885
4,083,786 2,062,030

89,460 199,985
414,851 270,736

29,057 -

10,005 8,380
533,362 1,102,285

59,758,650 50,318,301

63,114 96,042
177,088 177,088

5,531 5415
7,817,454 7,633,438
1,891,317 252,230
(336,964) (884,899)
9,554,426 7,183,272
$69,376,190 $57,597,615




ANNALY CAPITAL MANAGEMENT, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE INCOME (LOSS)
YEARSENDED DECEMBER 31, 2009, 2008, AND 2007

(dollarsin thousands, except per share amounts)

Interest income
Investments
Securities loaned
Total interest income

I nter ests expense
Repurchase agreements
Securities borrowed

Total interest expense

Net interest income

Other income (l0ss):
Investment advisory and service fees
Gain on sale of Investment Securities
Gain on termination of interest rate swaps
Income from trading securities
Dividend income from available-for-sale equity securities
L oss on other-than-temporarily impaired securities
Loss on receivable from Prime Broker
Unrealized gain (loss) on interest rate swaps
Total other income (loss)

Expenses:
Distribution fees

General and administrative expenses
Total expenses

Income befor e loss on equity method investments, income
taxes and noncontrolling inter est

L oss on equity method investment

Income taxes

Net income

Noncontrolling interest

Net income attributable to controlling inter est
Dividendson preferred stock

Net income available to common shareholders

Net income available per shareto common shar eholders:
Basic
Diluted

Weighted aver age number of common shares outstanding:
Basic

Diluted

Net income attributable to controlling interest

For the Year For the Year For the Year
Ended Ended Ended
December 31, December 31, December 31,
2009 2008 2007
$2,922,499 $3,115,428 $2,355,447
103 - -
2,922,602 $3,115,428 $2,355,447
1,295,670 1,888,912 1,926,465
92 - -
1,295,762 1,888,912 1,926,465
1,626,840 1,226,516 428,982
48,952 27,891 22,028
99,128 10,713 19,062
- - 2,096
- 9,695 19,147
17,184 2,713 91
- (31,834) (1,189)
(13,613) - -
349,521 (768,268) -
501,172 (749,090) 61,235
1,756 1,589 3,647
130,152 103,622 62,666
131,908 105,211 66,313
1,996,104 372,215 423,904
252 - -
34,381 25,977 8,870
1,961,471 346,238 415,034
- 58 650
1,961,471 346,180 414,384
18,501 21,177 21,493
$1,942,970 $325,003 $392,891
$3.55 $0.64 $1.32
$3.52 $0.64 $1.31
546,973,036 507,024,596 297,488,394
553,130,643 507,024,596 306,263,766
$1,961,471 $346,180 $414,384
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Other compr ehensive income (10ss):
Unrealized gain on available-for-sale securities
Unrealized gain (loss) on interest rate swaps
Reclassification adjustment for net (gains) loss

included in net income
Other comprehensive income (l10ss)

Comprehensive income attributable to controlling interest

See notes to consolidated financial statements.

1,513,397 319,226 322,264
224,818 64,080 (378,380)
(99,128) 21,121 (19,969)

1,639,087 404,427 (76,085)

$3,600,558 $750,607 $338,299
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ANNALY CAPITAL MANAGEMENT, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

YEARSENDED DECEMBER 31, 2009, 2008, AND 2007
(dollarsin thousands)

Cash flowsfrom operating activities:
Net income
Adjustments to reconcile net income to net cash provided
by operating activities:
Net income attributable to non controlling interest
Amortization of Mortgage Backed Securities premiums
and discounts, net
Amortization of intangibles
Amortization of trading securities premiums and discounts
(Gain) loss on sale of Investment Securities
Gain on termination of interest rate swaps
Stock option and long-term compensation expense
Unrealized (gain) loss on interest rate swaps
Loss on investment with affiliate, equity method
Net realized gain on trading investments
Unrealized depreciation (appreciation) on trading investments
L oss on other-than-temporarily impaired securities
Increase in accrued interest and dividend receivable
(Increase) decrease in other assets
Purchase of trading securities
Proceeds from sale of trading securities
Purchase of trading securities sold, not yet purchased
Proceeds from trading securities sold, not yet purchased
Proceeds from repurchase agreements from Broker Dealer
Payments on repurchase agreements from Broker Dealer
Proceeds from reverse repo from Broker Dealer
Payments on reverse repo from Broker Dealer
Proceeds from securities borrowed
Paymentson securities borrowed
Proceeds from securities |oaned
Payments on securities |oaned
(Increase) decrease in advisory and service fees receivable
(Decrease) Increasein interest payable
Increase (decrease) in accounts payable and other liabilities
Loss on receivable from Prime Broker
Reduction of net assetsin the fund
Net cash provided by operating activities
Cash flows from investing activities:
Purchase of Mortgage-Backed Securities
Proceeds from sale of Investment Securities
Principal payments of Mortgage-Backed Securities
Agency debentures called
Purchase of agency debentures
Investment in affiliates
Payments on reverse repurchase agreements
Proceeds from reverse repurchase agreements
Investment to purchase subsidiary
Net cash used in investing activities
Cash flows from financing activities:
Proceeds from repurchase agreements
Principal payments on repurchase agreements
Proceeds from exercise of stock options
Proceeds from termination of interest rate swaps
Proceeds from direct purchase and dividend reinvestment
Net proceeds from follow-on offerings
Net proceeds from ATM programs
Noncontrolling interest
Dividends paid
Net cash (used) provided by financing activities

For the Year For the Year For the Year
Ended Ended Ended
December 31, December 31, December 31,
2009 2008 2007
$1,961,471 $346,238 $415,034
- (58) (650)
253,683 99,603 65,185
2,316 4,133 1,377
- ©) (11)
(99,128) (10,713) (19,062)
- - (2,096)
4514 2,534 1,355
(349,521) 768,268 -
252 - -
- (12,578) (4,430)
- 2,994 (11,013)
- 31,834 1,189
(35,574) (8,405) (123,322)
(8,780) 340 (2,264)
- (13,048) (18,479)
- 30,986 23,640
- (22,290) (13,620)
- 21,483 21,489
301,505,728 - -
(291,820,728) - -
(3,595,580) - -
3,100,827 - -
152,027 - -
(181,104) - -
197,100 - -
(168,043) - -
(6,462) 345 (420)
(110,524) (57,623) 173,610
1,624 (28,867) 17,872
13,613 (16,886) -
- (28,704) -
10,817,711 1,109,583 525,384
(24,992,434) (25,281,183) (32,832,687)
4,029,801 15,491,408 4,847,909
13,796,269 8,619,102 6,831,406
602,000 (500,000) -
(918,765) - (256,241)
(157,995) (26,283) (54,324)
(10,051,980) (562,119) -
10,355,095 - -
- (12,628) -
(7,338,009) (2,271,703) (21,463,937)
327,758,745 434,042,799 393,750,907
(329,520,501) (433,414,474) (375,218,367)
4,914 2,780 576
- - 2,096
141,775 93,675 116,493
- 2,147,543 2,485,529
- 71,832 80,918
- (1,574) (3,750)
(1,269,420) (975,068) (263,671)
(2,884,487) 1,967,513 20,950,731
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Net increasein cash and cash equivalents
Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Supplemental disclosure of cash flow information:
Interest paid

Taxes paid

Noncash investing activities:
Receivable for Investment Securities Sold
Payable for Investment Securities Purchased
Net change in unrealized gain (loss) on available-for-sale
securities and interest rate swaps, net of reclassification
adjustment

Noncash financing activities:
Dividends declared, not yet paid

See notes to consolidated financial statements.

595,215 805,393 12,178
909,353 103,960 91,782
$1,504,568 $909,353 $103,960
$1,406,287 $1,946,535 $1,752,855
$42,268 $18,866 $10,272
$732,134 $75,546 $276,737
$4,083,786 $2,062,030 $1,677,131
$1,639,087 $404,427 ($76,085)
$414,851 $270,736 $136,618
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ANNALY CAPITAL MANAGEMENT, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007

1. ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES

Annaly Capital Management, Inc. (“Annaly” or the “Company”) was incorporated in Maryland on November 25,
1996. The Company commenced its operations of purchasing and managing an investment portfolio of mortgage-backed
securities on February 18, 1997, upon receipt of the net proceeds from the private placement of equity capital, and
completed itsinitial public offering on October 14, 1997. The Company isarea estate investment trust (“REIT”) under
the Internal Revenue Code of 1986, as amended. Fixed Income Discount Advisory Company (“FIDAC”) isaregistered
investment advisor and is awholly owned taxable REIT subsidiary of the Company. On June 27, 2006, the Company
made a majority equity investment in an affiliated investment fund (the “Fund”), which is now wholly owned by the
Company. During the third quarter of 2008, the Company formed RCap Securities Inc. (“RCap”). RCap was granted
membership in the Financial Industry Regulatory Authority (“FINRA”) on January 26, 2009, and operates as broker-
dealer. RCap isawholly owned taxable REIT subsidiary of the Company. On October 31, 2008, the Company acquired
Merganser Capital Management, Inc. (“Merganser”). Merganser is aregistered investment advisor and is awholly
owned taxable REIT subsidiary of the Company.

A summary of the Company’ s significant accounting policies follows:

The consolidated financial statements include the accounts of the Company, FIDAC, Merganser, RCap and the
Fund. All intercompany balances and transactions have been eliminated. The noncontrolling interest in the earnings of
the Fund is reflected as noncontrolling interest in the consolidated financia statements.

Cash and Cash Equivalents - Cash and cash equivaents include cash on hand and cash held in money market
funds on an overnight basis.

Rever se Repurchase Agreements - The Company may invest its daily available cash balances viareverse
repurchase agreements to provide additional yield onits assets. These investments will typically be recorded as short
term investments and will generally mature daily. Reverse repurchase agreements are recorded at cost and are
collateralized by mortgage-backed securities pledged by the counterparty to the agreement. Reverse repurchase
agreements entered into by RCap are part of the subsidiary’ s daily matched book trading activity. These reverse
repurchase agreements are recorded on trade date at the contract amount, are collateralized by mortgage backed
securities and generally mature within 90 days. Margin calls are made by RCap as appropriate based on the daily
valuation of the underlying collateral versus the contract price. RCap generates income from the spread between what is
earned on the reverse repurchase agreements and what is paid on the matched repurchase agreements. Cash flows
related to RCap’ s matched book activity are included in cash flows from operating activity.

Securities borrowed and loaned transactions — RCap records securities borrowed and |oaned transactions at the
amount of cash collateral advanced or received. Securities borrowed transactions require RCap to provide the
counterparty with collateral in the form of cash, or other securities. RCap receives collateral in the form of cash or other
securities for securities loaned transactions. For these transactions, the fees received or paid by RCap are recorded as
interest income or expense. On adaily basis, RCap monitors the market value of securities borrowed or loaned against
the collateral value and RCap may require counterparties to deposit additional collateral or return collateral pledged,
when appropriate.

Mortgage-Backed Securities and Agency Debentures - The Company invests primarily in mortgage pass-through
certificates, collateralized mortgage obligations and other mortgage-backed securities representing interests in or
obligations backed by pools of mortgage loans, and certificates guaranteed by the Government National Mortgage
Association (“GNMA™) (collectively, “Mortgage-Backed Securities’). The Company also invests in agency debentures
issued by Federal Home Loan Bank (“FHLB"), Federa Home Loan Mortgage Corporation (“FHLMC"), and Federal
National Mortgage Association (“FNMA"). The Mortgage-Backed Securities and agency debentures are collectively
referred to herein as “Investment Securities.”



The Company isrequired to classify its Investment Securities as either trading investments, available-for-sale
investments or held-to-maturity investments. Although the Company generally intends to hold most of its Investment
Securities until maturity, it may, from time to time, sell any of its Investment Securities as part of its overall management
of its portfolio. Accordingly, the Company classifiesal of its Investment Securities as available-for-sale. All assets
classified as available-for-sale are reported at estimated fair value, based on market prices from independent sources,
with unrealized gains and losses excluded from earnings and reported as a separate component of stockholders equity.
The Company’ s investment in Chimera Investment Corporation (“Chimera’) is accounted for as available-for-sale equity
securities. The Company’sinvestment in CreXus Investment Corp. (“CreXus’) is accounted for under the equity
method.

Management evaluates securities for other-than-temporary impairment at least on a quarterly basis, and more
frequently when economic or market concerns warrant such evaluation. The Company determinesif it (1) has the intent
to sell the Investment Securities, (2) is more likely than not that it will be required to sell the securities before recovery,
or (3) does not expect to recover the entire amortized cost basis of the Investment Securities. Further, the security is
analyzed for credit loss (the difference between the present value of cash flows expected to be collected and the
amortized cost basis). The credit loss, if any, will then be recognized in the statement of earnings, while the balance of
impairment related to other factors will be recognized in other comprehensive income (“OCI”). There were no 0sses on
other-than-temporarily impaired securities for the year ended December 31, 2009. The loss on other-than-temporarily
impaired securities was $31.8 million and $1.2 million during the years ended December 31, 2008 and 2007,
respectively.

The estimated fair value of Investment Securities, available-for-sale equity securities, receivable from prime broker
and interest rate swaps is equal to their carrying value presented in the consolidated statements of financial condition.
Cash and cash equivalents, reverse repurchase agreements, securities borrowed, receivable for Mortgage-Backed
Securities sold, accrued interest and dividends receivable, receivable for advisory and service fees, repurchase
agreements with maturities shorter than one year, payable for Investment Securities purchased, securities |oaned,
dividends payable, accounts payable and other liahilities, and accrued interest payable, generally approximates fair value
at December 31, 2009 due to the short term nature of these financial instruments. The estimated fair value of long term
structured repurchase agreementsis reflected in the Note 9 to the financia statements.

Interest income is accrued based on the outstanding principal amount of the Investment Securities and their
contractual terms. Premiums and discounts associated with the purchase of the Investment Securities are amortized into
interest income over the projected lives of the securities using the interest method. The Company’s policy for estimating
prepayment speeds for calculating the effective yield is to evaluate historical performance, consensus prepayment
speeds, and current market conditions. Dividend income on available-for-sale equity securitiesis recorded on the ex-
date on an accrual basis.

Investment Securities transactions are recorded on the trade date. Purchases of newly-issued securities are recorded
when al significant uncertainties regarding the characteristics of the securities are removed, generally shortly before
settlement date. Realized gains and losses on sales of Investment Securities are determined on the specific identification
method.

Derivative Financial Instruments/Hedging Activity - Prior to the fourth quarter of 2008, the Company designated
interest rate swaps as cash flow hedges, whereby the swaps were recorded at fair value on the balance sheet as assets and
liahilities with any changesin fair value recorded in OCI. In acash flow hedge, a swap would exactly match the pricing
date of the relevant repurchase agreement. Through the end of the third quarter of 2008 the Company continued to be
able to effectively match the swaps with the repurchase agreements therefore entering into effective hedge transactions.
However, due to the volatility of the credit markets, it was no longer practical to match the pricing dates of both the
swaps and the repurchase agreements.

As aresult, the Company voluntarily discontinued hedge accounting after the third quarter of 2008 through a
combination of de-designating previously defined hedge relationships and not designating new contracts as cash flow
hedges. The de-designation of cash flow hedges requires that the net derivative gain or loss related to the discontinued
cash flow hedge should continue to be reported in accumulated OCI, unlessit is probable that the forecasted transaction
will not occur by the end of the originally specified time period or within an additional two-month period of time
thereafter. The Company continues to hold repurchase agreements in excess of swap contracts and has no indication that

F-9



interest payments on the hedged repurchase agreements are in jeopardy of discontinuing. Therefore, the deferred losses
related to these derivatives that have been de-designated will not be recognized immediately and will remain in OCI.
These losses are reclassified into earnings during the contractual terms of the swap agreements starting as of October 1,
2008. Changesin the unrealized gains or losses on the interest rate swaps subsequent to September 30, 2008 are
reflected in the Company’ s statement of operations.

Credit Risk — The Company has limited its exposure to credit losses on its portfolio of Investment Securities by only
purchasing securities issued by FHLMC, FNMA, or GNMA and agency debentures issued by the FHLB, FHLMC and
FNMA. The payment of principal and interest on the FHLMC, and FNMA Mortgage-Backed Securities are guaranteed
by those respective agencies, and the payment of principal and interest on the GNMA Mortgage-Backed Securities are
backed by the full faith and credit of the U.S. government. Principal and interest on agency debentures are guaranteed
by the agency issuing the debenture. Substanially all of the Company’s Investment Securities have an actual or implied
“AAA” rating. The Company faces credit risk on the portions of its portfolio which are not Investment Securities.

Market Risk - The current situation in the mortgage sector and the current weakness in the broader mortgage market
could adversely affect one or more of the Company’s lenders and could cause one or more of the Company’s lendersto
be unwilling or unable to provide additiona financing. This could potentially increase the Company’s financing costs
and reduce liquidity. If one or more major market participants fails, it could negatively impact the marketability of all
fixed income securities, including government mortgage securities. This could negatively impact the value of the
securities in the Company’ s portfolio, thus reducing its net book value. Furthermore, if many of the Company’s lenders
are unwilling or unable to provide additional financing, the Company could be forced to sell its Investment Securities at
an inopportune time when prices are depressed. Even with the current situation in the mortgage sector, the Company
does not anticipate having difficulty converting its assets to cash or extending financing terms due to the fact that its
Investment Securities have an actual or implied “AAA” rating and principal payment is guaranteed by FHLMC, FNMA,
or GNMA.

Trading Securities and Trading Securities sold, not yet purchased - Trading securities and trading securities sold, not
yet purchased, are presented in the consolidated statements of financia conditions as aresult of consolidating the
financial statements of the Fund, and are carried at fair value. The realized and unrealized gains and losses, aswell as
other income or loss from trading securities, are recorded in the income from trading securities balance in the
accompanying consolidated statements of operations.

Trading securities sold, not yet purchased, represent obligations of the Fund to deliver the specified security at the
contracted price, and thereby create aliability to purchase the security in the market at prevailing prices.

Repurchase Agreements - The Company finances the acquisition of its Investment Securities through the use of
repurchase agreements. Repurchase agreements are treated as collateralized financing transactions and are carried at
their contractual amounts, including accrued interest, as specified in the respective agreements.

Cumulative Convertible Preferred Stock - The Series B Preferred Stock contains fundamental change provisions that
allow the holder to redeem the Series B Preferred Stock for cash if certain events occur. As redemption under these
provisionsis not solely within the Company’ s control, the Company has classified the Series B Preferred Stock as
temporary equity in the accompanying consolidated statements of financial condition. The Company has analyzed
whether the embedded conversion option should be bifurcated and has determined that bifurcation is not necessary.

Income Taxes - The Company has elected to be taxed asa REIT and intends to comply with the provisions of the
Internal Revenue Code of 1986, as amended (the “ Code”), with respect thereto. Accordingly, the Company will not be
subjected to federal income tax to the extent of its distributions to shareholders and as long as certain asset, income and
stock ownership tests are met. The Company and each of its subsidiaries, FIDAC, Merganser, and RCap have made
separate joint election to treat the subsidiaries as ataxable REIT subsidiary. As such, each of the taxable REIT
subsidiaries are taxable as a domestic C corporation and subject to federal, state, and local income taxes based upon its
taxable income. The affiliated investment fund is a partnership and the income and expense flow through to the
Company.

Use of Estimates - The preparation of the consolidated financial statementsin conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
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of contingent assets and liabilities at the date of the financia statements and the reported amounts of revenues and
expenses during the reporting period. All assets classified as available-for-sale and interest rate swaps are reported at
their estimated fair value, based on market prices. The Company’s policy isto obtain fair values from independent
sources. Fair vaues from independent sources are compared to internal prices for reasonableness. Actual results could
differ from those estimates

Goodwill and Intangible Assets - The Company’ s acquisitions of FIDAC and Merganser were accounted for using
the purchase method. Under the purchase method, net assets and results of operations of acquired companies are
included in the consolidated financial statements from the date of acquisition. In addition, the costs of FIDAC and
Merganser were allocated to the assets acquired, including identifiable intangible assets, and the liabilities assumed
based on their estimated fair values at the date of acquisition. The excess of purchase price over the fair value of the net
assets acquired was recognized as goodwill. Goodwill and intangible assets are periodically (but not less frequently than
annually) reviewed for potential impairment. Intangible assets with an estimated useful life are expected to amortize
over a10.5 year weighted average time period. During the years ended December 31, 2009, 2008 and 2007, there were
no impairment losses.

Sock Based Compensation - The Company is required to measure and recognize in the consolidated financial
statements the compensation cost relating to share-based payment transactions. The compensation cost is reassessed
based on the fair value of the equity instruments issued.

The Company recognizes compensation expense on a straight-line basis over the requisite service period for the entire
award (that is, over the requisite service period of the last separately vesting portion of the award). The Company
estimated fair value using the Black-Scholes val uation model.

A Summary of Recent Accounting Pronouncements Follows:

General Principles

Generally Accepted Accounting Principles

In June 2009, the Financial Accounting Standards Board (“FASB”) issued The Accounting Standards Codification
(Codification) which revises the framework for selecting the accounting principlesto be used in the preparation of
financial statements that are presented in conformity with Generally Accepted Accounting Principles (“GAAP’). The
objective of the Codification is to establish the FASB Accounting Standards Codification (“*ASC”) as the source of
authoritative accounting principles recognized by the FASB. Codification was effective for interim and annual periods
ended after September 15, 2009. In adopting the Codification, all non-grandfathered, non-SEC accounting literature not
included in the Codification is superseded and deemed non-authoritative. Codification requires any references within the
Company’s consolidated financial statements be modified from FASB issuesto ASC. However, in accordance with the
FASB Accounting Standards Codification Notice to Constituents (v 2.0), the Company will not reference specific
sections of the ASC but will use broad topic references.

The Company’ s recent accounting pronouncements section has been reformatted to reflect the same organizational
structure asthe ASC. Broad topic references will be updated with pending content as they are rel eased.

Assets

Investments in Debt and Equity Securities (ASC 320)

New guidance was provided to make impairment guidance more operational and to improve the presentation
and disclosure of other-than-temporary impairments (“OTTI") on debt and equity securitiesin financia statements. This
guidance was also the result of the Securities and Exchange Commission (“ SEC”) mark-to-market study mandated under
the Emergency Economic Stabilization Act of 2008 (“EESA”). The SEC’s recommendation was to “evaluate the need
for modifications (or the elimination) of current OTTI guidance to provide for a more uniform system of impairment
testing standards for financial instruments.” The guidance revises the OTTI evaluation methodology. Previously the
analytical focus was on whether the company had the “intent and ability to retain its investment in the debt security for a
period of time sufficient to allow for any anticipated recovery in fair value.” Now the focusis on whether the company
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(1) hastheintent to sell the Investment Securities, (2) is more likely than not that it will be required to sell the
Investment Securities before recovery, or (3) does not expect to recover the entire amortized cost basis of the Investment
Securities. Further, the security is analyzed for credit loss, (the difference between the present value of cash flows
expected to be collected and the amortized cost basis). The credit loss, if any, will then be recognized in the statement of
operations, while the balance of impairment related to other factors will be recognized in OCI. This guidance became
effective for all of the Company’s interim and annual reporting periods ending June 30, 2009 with early adoption
permitted for periods ending March 31, 2009 and the Company decided to early adopt. For the year ended December 31,
2009, the Company did not have unrealized losses in Investment Securities that were deemed other-than-temporary.

Broad Transactions

Business Combinations (ASC 805)

This guidance establishes principles and requirements for recognizing and measuring identifiable assets and
goodwill acquired, liabilities assumed and any noncontrolling interest in a business combination at their fair value at
acquisition date. ASC 805 alters the treatment of acquisition-related costs, business combinations achieved in stages
(referred to as a step acquisition), the treatment of gains from a bargain purchase, the recognition of contingenciesin
business combinations, the treatment of in-process research and development in a business combination as well as the
treatment of recognizable deferred tax benefits. ASC 805 is effective for business combinations closed in fiscal years
beginning after December 15, 2008 and is applicable to business acquisitions completed after January 1, 2009. The
Company did not make any business acquisitions during the year ended December 31, 2009. The adoption of ASC 805
did not have amaterial impact on the Company’s consolidated financial statements.

Consolidation (ASC 810)

On January 1, 2009, FASB amended the guidance concerning noncontrolling interests in consolidated financial
statements, which requires the Company to make certain changes to the presentation of its financial statements. This
guidance requires the Company to classify noncontrolling interests (previously referred to as “ minority interest”) as part
of consolidated net income and to include the accumulated amount of noncontrolling interests as part of stockholders
equity. Similarly, inits presentation of stockholders' equity, the Company distinguishes between equity amounts
attributable to controlling interest and amounts attributable to the noncontrolling interests — previoudly classified as
minority interest outside of stockholders' equity. In addition to these financial reporting changes, this guidance provides
for significant changes in accounting related to noncontrolling interests; specifically, increases and decreasesin its
controlling financial interestsin consolidated subsidiaries will be reported in equity similar to treasury stock transactions.
If achange in ownership of a consolidated subsidiary resultsin loss of control and deconsolidation, any retained
ownership interests are re-measured with the gain or loss reported in net earnings.

Effective January 1, 2010, the consolidation standards have been amended by ASU 2009-17. This amendment
updates the existing standard and eliminates the exemption from consolidation of a Qualified Special Purpose Entity
(“QSPE”). The update requires an enterprise to perform an analysis to determine whether the enterprise’ s variable
interest or interests give it a controlling financial interest in avariable interest entity (“VIE"). The analysisidentifies the
primary beneficiary of aVIE as the enterprise that has both: &) the power to direct the activities that most significantly
impact the entity’ s economic performance and b) the obligation to absorb losses of the entity or the right to receive
benefits from the entity which could potentialy be significant to the VIE. The update requires enhanced disclosures to
provide users of financial statements with more transparent information about an enterprises involvement in aVIE.
Further, ongoing assessments of whether an enterprise is the primary beneficiary of aVIE arerequired. At thistime, the
amendment has no material effect on the Company financial statements.

On January 27, 2010, the FASB voted to indefinitely defer the effective date of ASU 2009-17 for areporting
enterprises interest in entities for which it isindustry practice to issue financial statements in accordance with investment
company standards (ASC 946). Thisdeferral is expected to most significantly affect reporting entities in the investment
management industry. The Company is evaluating the effect of this update, however, asit stands, the update would have
no material effect on the financial statements.
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Derivatives and Hedging (ASC 815)

Effective January 1, 2009 and adopted by the Company prospectively, the FASB issued additional guidance
attempting to improve the transparency of financial reporting by mandating the provision of additional information
about how derivative and hedging activities affect an entity’ s financia position, financial performance and cash flows.
This guidance changed the disclosure requirements for derivative instruments and hedging activities by requiring
enhanced disclosure about (1) how and why an entity uses derivative instruments, (2) how derivative instruments and
related hedged items are accounted for, and (3) how derivative instruments and related hedged items affect an entity’s
financial position, financial performance, and cash flows. To adhere to this guidance, qualitative disclosures about
objectives and strategies for using derivatives, quantitative disclosures about fair value amounts, gains and losses on
derivative instruments, and disclosures about credit-risk-related contingent features in derivative agreements must be
made. This disclosure framework is intended to better convey the purpose of derivative usein terms of the risks that an
entity isintending to manage. The effect of the adoption of this guidance was an increase in financial statement note
disclosures.

Fair Value Measurements and Disclosures (ASC 820)

In response to the deterioration of the credit markets, FASB issued guidance clarifying how Fair Vaue
M easurements should be applied when valuing securities in markets that are not active. The guidance provides an
illustrative example, utilizing management’ s internal cash flow and discount rate assumptions when relevant observable
data do not exist. It further clarifies how observable market information and market quotes should be considered when
measuring fair value in an inactive market. It reaffirms the notion of fair value as an exit price as of the measurement
date and that fair value analysisis a transactional process and should not be broadly applied to a group of assets. The
guidance was effective upon issuance including prior periods for which financial statements had not been issued. The
implementation of this guidance did not have a material effect on the fair value of the Company’ s assets since the
Company previous methodology is consistent with the new guidance.

In October 2008 the EESA was signed into law. Section 133 of the EESA mandated that the SEC conduct a study
on mark-to-market accounting standards. The SEC provided its study to the U.S. Congress on December 30, 2008. Part
of the recommendations within the study indicated that “fair value requirements should be improved through
development of application and best practices guidance for determining fair valueinilliquid or inactive markets.” Asa
result of this study and the recommendations therein, on April 9, 2009, the FASB issued additional guidance for
determining fair value when the volume and level of activity for the asset or liability have significantly decreased when
compared with normal market activity for the asset or liability (or similar assets or liabilities). This guidance became
effective for the Company June 30, 2009 with early adoption permitted for periods ending after March 31, 2009. The
adoption does not have a major impact on the manner in which we estimate fair value, nor does it have any impact on our
financial statement disclosures.

In August 2009, FASB provided further guidance (ASU 2009-05) regarding the fair value measurement of
liahilities. The guidance states that a quoted price for the identical liability when traded as an asset in an active market is
alevd 1 fair value measurement. |If the value must be adjusted for factors specific to the liability, then the adjustment to
the quoted price of the asset shall render the fair value measurement of the liability alower level measurement. This
guidance has no material effect on the fair valuation of the Company’s liabilities.

In September 2009, FASB issued guidance (ASU 2009-12) on measuring the fair value of certain alternative
investments. This guidance offersinvestors a practical expedient for measuring the fair value of investmentsin certain
entities that calculate net asset value (NAV) per share. If an investment falls within the scope of the ASU, the reporting
entity is permitted, but not required to use the investment’s NAV to estimateits fair value. This guidance has no
material effect on the fair valuation of the Company’s assets, as the Company does not hold any assets qualifying under
this guidance.

In January 2010, FASB issued guidance (ASU 2010-06) which increases disclosure regarding the fair value of
assets. The key provisions of this guidance include the requirement to disclose separately the amounts of significant
transfersin and out of Level 1 and Level 2 including a description of the reason for the transfers. Previously this was
only required of transfers between Level 2 and Level 3 assets. Further, reporting entities are required to provide fair
value measurement disclosures for each class of assets and liabilities; a classis potentially a subset of the assets or
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liabilities within aline item in the statement of financia position. Additionally, disclosures about the valuation
techniques and inputs used to measure fair value for both recurring and nonrecurring fair value measurements are
required for either Level 2 or Level 3 assets. This portion of the guidance is effective for the Company for December 31,
2009. The guidance also requires that the disclosure on any Level 3 assets presents separately information about
purchases, sales, issuances and settlements. In other words, Level 3 assets are presented on a gross basis rather than as
one net number. However, thislast portion of the guidance is not effective for the Company until December 15, 2010.
Adoption of this guidance resultsis increased financial statement note disclosure for the Company.

Financial |nstruments (ASC 820)

On April 9, 2009, the FASB issued guidance which requires disclosures about fair value of financial instruments
for interim reporting periods as well as in annual financial statements. The guidance became effective for the Company
on June 30, 2009. The adoption did not have any impact on financial reporting as all financial instruments are currently
reported at fair value in both interim and annual periods.

Subsequent Events (ASC 855)

ASC 855 provides general standards governing accounting for and disclosure of events that occur after the balance sheet
date but before the financial statements are issued or are available to beissued. ASC 855 also provides guidance on the
period after the balance sheet date during which management of areporting entity should evaluate events or transactions
that may occur for potential recognition or disclosurein the financial statements, the circumstances under which an entity
should recognize events or transactions occurring after the balance sheet date in its financial statements and the
disclosures that an entity should make about events or transactions occurring after the balance sheet date. The Company
adopted the guidance effective June 30, 2009, and adoption had no impact on the Company’ s consolidated financial
statements. The Company evaluated subsequent events through February 24, 2010.

Transfers and Servicing (ASC 860-10-50)

In February 2008 FA SB issued guidance addressing whether transactions where assets purchased from a particular
counterparty and financed through a repurchase agreement with the same counterparty can be considered and accounted
for as separate transactions, or are required to be considered “linked” transactions and may be considered derivatives.
This guidance requires purchases and subsequent financing through repurchase agreements be considered linked
transactions unless all of the following conditions apply: (1) theinitial purchase and the use of repurchase agreementsto
finance the purchase are not contractually contingent upon each other; (2) the repurchase financing entered into between
the parties provides full recourse to the transferee and the repurchase priceis fixed; (3) the financial assets are readily
obtainable in the market; and (4) the financial instrument and the repurchase agreement are not coterminous. This
guidance was effective for the Company on January 1, 2009 and the implementation did not have a material effect on the
financia statements of the Company.

On June 12, 2009, the FASB issued guidance an amendment update to the accounting standards governing the
transfer and servicing of financial assets.This amendment updates the existing standard and eliminates the concept of a
Qualified Specia Purpose Entity (“QSPE"); clarifies the surrendering of control to effect sale treatment; and modifies
the financial components approach — limiting the circumstances in which afinancial asset or portion thereof should be
derecognized when the transferor maintains continuing involvement. 1t defines the term “ Participating Interest”. Under
this standard update, the transferor must recognize and initially measure at fair value all assets obtained and liabilities
incurred as aresult of atransfer, including any retained beneficial interest. Additionally, the amendment requires
enhanced disclosures regarding the transferors risk associated with continuing involvement in any transferred assets.
The amendment is effective beginning January 1, 2010. The Company believes the amendment has no material effect
on thefinancia statements.
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2. MORTGAGE-BACKED SECURITIES

The following tables present the Company’ s available-for-sale Mortgage-Backed Securities portfolio as of
December 31, 2009 and 2008 which were carried at their fair value:

December 31, 2009
Mortgage-Backed
Securities, gross
Unamortized discount
Unamortized premium
Amortized cost

Gross unrealized gains
Gross unrealized losses

Estimated fair value

Adjustable rate
Fixed rate

Total

December 31, 2008
Mortgage-Backed
Securities, gross
Unamortized discount
Unamortized premium
Amortized cost

Gross unrealized gains
Gross unrealized | osses

Estimated fair value

Adjustable rate
Fixed rate

Total

Federal HomeLoan
Mortgage
Corporation

Federal National
Mortgage
Association

Government
National Mortgage
Association

Total Mortgage

Backed Securities

(dollars in thousands)

$18,973,616 $41,836,554 $779,109 $61,589,279
(20,210) (28,167) - (48,377)
301,700 974,861 20,382 1,296,943
19,255,106 42,783,248 799,491 62,837,845
717,749 1,318,066 21,944 2,057,759
(27,368) (61,739) (772) (89,879)
$19,945,487 $44,039,575 $820,663 $64,805,725
GrossUnrealized  Gross Unrealized Estimated Fair
Amortized Cost Gain Loss Value
(dollars in thousands)
$16,345,988 $513,820 ($68,488) $16,791,320
46,491,857 1,543,939 (21,391) 48,014,405
$62, 837,845 $2,057,759 ($89,879) $64,805,725
Federal HomeLoan Federal National Government
Mortgage Mortgage National Mortgage Total Mortgage-
Corporation Association Association Backed Securities
(dollars in thousands)
$19,898,430 $32,749,123 $1,259,118 $53,906,671
(26,733) (36,647) (787) (64,167)
212,354 381,433 25,694 619,481
20,084,051 33,093,909 1,284,025 54,461,985
297,366 468,824 14,606 780,796
(71,195) (123,443) (1,148) (195,786)
$20,310,222 $33,439,290 $1,297,483 $55,046,995
GrossUnrealized  Gross Unrealized Estimated Fair
Amortized Cost Gain Loss Value
(dollars in thousands)
$19,509,017 $287,249 ($178,599) $19,617,667
34,952,968 493,547 (17,187) 35,429,328
$54,461,985 $780,796 ($195,786) $55,046,995
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Actua maturities of Mortgage-Backed Securities are generally shorter than stated contractual maturities
because actual maturities of Mortgage-Backed Securities are affected by the contractual lives of the underlying
mortgages, periodic payments of principal, and prepayments of principal. The following table summarizesthe
Company’ s Mortgage-Backed Securities on December 31, 2009 and 2008, according to their estimated weighted-average
life classifications:

December 31, 2009 December 31, 2008
Amortized Amortized
Weighted-Average Life Fair Value Cost Fair Value Cost
(dollarsin thousands)
Less than one year $ 2,796,707 $ 2,762,873 $4,147,646 $4,181,282
Greater than one year and less than five years 55,780,372 54,070,493 37,494,312 37,102,706
Greater than or equal to five years 6,228,646 6,004,479 13,405,037 13,177,997
Totd $64,805,725  $62,837,845 $55,046,995 $54,461,985

The weighted-average lives of the Mortgage-Backed Securities at December 31, 2009 and 2008 in the table
above are based upon data provided through subscription-based financial information services, assuming constant
principal prepayment rates to the reset date of each security. The prepayment model considers current yield, forward
yield, steepness of the yield curve, current mortgage rates, mortgage rate of the outstanding loans, loan age, margin and
volatility. The actual weighted average lives of the Mortgage-Backed Securities could be longer or shorter than
estimated.

The following table presents the gross unrealized losses, and estimated fair value of the Company’s Mortgage-
Backed Securities by length of time that such securities have been in a continuous unrealized |oss position at December
31, 2009 and December 31, 2008.

Unrealized L oss Position For:
(dollarsin thousands)

Lessthan 12 Months 12 Monthsor More Total
Estimated Unrealized Estimated Unrealized Estimated Unrealized
Fair Value L osses Fair Value L osses Fair Value L osses
December 31, 2009 $4,818,239 ($22,869) $2,802,920 ($67,010) $7,621,159 ($89,879)
December 31, 2008 $4,631,897 (%$65,790) $4,267,448 ($129,996) $8,899,345 ($195,786)

The decline in value of these securitiesis solely due to market conditions and not the quality of the assets.
Substantially all of the Mortgage-Backed Securities are“ AAA” rated or carry animplied “AAA” rating. The
investments are not considered other-than-temporarily impaired because the Company currently has the ability and intent
to hold the investments to maturity or for a period of time sufficient for aforecasted market price recovery up to or
beyond the cost of the investments or we are required to sell for regulatory or other reasons. Also, the Company is
guaranteed payment of the principal amount of the securities by the government agency which created them.

The adjustable rate Mortgage-Backed Securities are limited by periodic caps (generally interest rate adjustments
are limited to no more than 1% every nine months) and lifetime caps. The weighted average lifetime cap was 10.1% at
December 31, 2009 and 10.0% at December 31, 2008.

During the year ended December 31, 2009, the Company sold $4.6 billion of Mortgage-Backed Securities,

resulting in arealized gain of $99.1 million. During the year ended December 31, 2008, the Company sold $15.1 billion
of Mortgage-Backed Securities, resulting in arealized gain of $10.7 million.
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3. AGENCY DEBENTURES

At December 31, 2009, the Company owned agency debentures with a carrying value of $915.8 million,
including an unrealized loss of $3.0 million. At December 31, 2008, the Company owned agency debentures with a
carrying value of $598.9 million including an unrealized loss of $2.8 million.

4, AVAILABLE FOR SALE EQUITY SECURITIES

All of the available-for-sale equity securities are shares of Chimera and are reported at fair value. The
Company owned approximately 45.0 million shares of Chimera at afair value of approximately $174.5 million at
December 31, 2009 and approximately 15.3 million shares of Chimera at fair value of approximately $52.8 million at
December 31, 2008. At December 31, 2009 and December 31, 2008, the investment in Chimera had an unrealized gain
of $35.7 million and $4.0 million, respectively. Chimerais externally managed by FIDAC pursuant to a management
agreement.

Although the Company has the intent and ability to retain the investment in Chimeraindefinitely, the Company
determined that an other-than-temporarily impaired charge of $31.8 million was appropriate in the third quarter of 2008
and isreflected in the income statement for the year ended of December 31, 2008. This determination is based on the
extent of the decline in value of the Chimera shares combined with the current state of the mortgage and credit markets.

5. INVESTMENT IN AFFILIATE, EQUITY METHOD

During the year ended December 31, 2009, the Company acquired 4,527,778 shares of CreXus Investment
Corp. (“CreXus’) common stock at a price of $15.00 per share. The Company owns 25% of CreXus and accounts for its
investment using the equity method. CreXusis externally managed by FIDAC pursuant to a management agreement.
The quoted fair value of the Company’s investment in CreXus was $63.2 million at December 31, 2009.

6. REVERSE REPURCHASE AGREEMENT

At December 31, 2009 and 2008, the Company had lent $259.0 million and $562.1 million, respectively, to
Chimerain areverse repurchase agreement which is callable weekly. This amount isincluded in the principal amount
which approximates fair value in the Company’ s Statements of Financial Condition. The interest rate at December 31,
2009 and December 31, 2008 was at the rate of 1.72% and 1.43%, respectively. The collatera for thisloan is mortgage-
backed securities with afair value of $314.3 million and $680.8 million at December 31, 2009 and 2008, respectively.

At December 31, 2009, RCap, in its ordinary course of business, financed though matched reverse repurchase
agreements, at market rates, $69.7 million for a fund that is managed by FIDAC. At December 31, 2009, RCap had an
outstanding reverse repurchase agreement with a non-affiliate of $425.0 million.

The Company reports cash flows on reverse repurchase agreements as investment activites in the Statements of
Cash Flows. RCap reports cash flows on reverse repurchase agreements as operating activities in the Statements of Cash
Flows.

7. RECEIVABLE FROM PRIME BROKER

The net assets of the investment fund owned by the Company are subject to English bankruptcy law,
which governs the administration of Lehman Brothers International (Europe) (in administration) (“LBIE"), aswell asthe
law of New Y ork, which governs the contractual documents. The Company invested approximately $45.0 million in the
fund and has redeemed approximately $56.0 million. The current assets of the fund still remain at LBIE and affiliates of
LBIE and the ultimate recovery of such amount remains uncertain. The Company has entered into the Claims
Resolution Agreement (the “CRA”) between LBIE and certain eligible offerees effective December 29, 2009 with
respect to these assets.
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Certain of the Company’ s assets subject to the CRA are held directly at LBIE and the Company has valued such
assets in accordance with the valuation date set forth in the CRA and the pricing information provided to the Company
by LBIE. The valuation date with respect to these assets as set forth in the CRA is September 19, 2008.

Certain of the Company’ s assets subject to the CRA are not held directly at LBIE and are believed to be held at
affiliates of LBIE. Given the great degree of uncertainty asto the status of the Company’ s assets that are not directly
held by LBIE and are believed to be held at affiliates of LBIE, the Company has valued such assets at an 80% discount,
or $3.3 million. The value of the net assets that are not directly held by LBIE and are believed to be held at affiliates of
LBIE isdetermined on the basis of the best information available to us from time to time, legal and professional advice
obtained for the purpose of determining the rights, and on the basis of a number of assumptions which we believe to be
reasonable.

The Company can provide no assurance, however, that it will recover all or any portion of any of the net assets
of the investment fund following completion of LBIE’s administration (and any subsequent liquidation).

8. FAIR VALUE MEASUREMENTS

The valuation hierarchy is based upon the transparency of inputs to the valuation of an asset or liability as of the
measurement date. The three levels are defined as follows:

Level 1-inputsto the valuation methodology are quoted prices (unadjusted) for identical assets and liabilitiesin
active markets.

Level 2 —inputs to the valuation methodology include quoted prices for similar assets and liabilitiesin active
markets, and inputs that are observable for the asset or liability, either directly or indirectly, for substantially the
full term of the financial instrument.

Level 3 —inputs to the valuation methodology are unobservable and significant to overal fair value.

Available for sale equity securities are valued based on quoted prices (unadjusted) in an active market.
Mortgage-Backed Securities and interest rate swaps are valued using quoted prices for similar assets and dealer quotes.
The dealer will incorporate common market pricing methods, including a spread measurement to the Treasury curve or
interest rate swap curve as well as underlying characteristics of the particular security including coupon, periodic and life
caps, rate reset period and expected life of the security. Management ensures that current market conditions are
represented. Management compares similar market transactions and comparisonsto a pricing model. The Company’s
Investment Securities characteristics are as follows:

Weighted Weighted
Weighted Average Weighted Average Term
Average Coupon on Average to Next
Couponon  Adjustable  Weighted LifetimeCap  Adjustment on
Fixed Rate Rate Average on Adjustable Adjustable
Securities Securities Yield Rate Securities  Rate Securities
At December 31, 2009 5.78% 4.55% 4.51% 10.09% 33 months
At December 31, 2008 6.13% 4.75% 5.15% 10.00% 36 months
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The Company’s financial assets and liabilities carried at fair value on arecurring basis are valued as follows:

Level 1 Level 2 Level 3
At December 31, 2009 (dollars in thousands)
Assets:
Mortgage-Backed Securities $ - $64,805,725 -
Agency debentures - 915,752 -
Available for sale equity securities 174,533 - -
Interest rate swaps 5417
Liabilities:
Interest rate swaps - 533,362 -
At December 31, 2008
Assets:
Mortgage-Backed Securities $ - $55,046,995 -
Agency debentures - 598,945 -
Available for sale equity securities 52,795 - -
Liabilities:
Interest rate swaps - 1,102,285 -

The classification of assets and liabilities by level remains unchanged at December 31, 2009, when compared to
the previous quarter.

9. REPURCHASE AGREEMENTS

The Company had outstanding $54.6 billion and $46.7 billion of repurchase agreements with weighted average
borrowing rates of 2.11% and 4.08%, after giving effect to the Company’ s interest rate swaps, and weighted average
remaining maturities of 170 days and 238 days as of December 31, 2009 and December 31, 2008, respectively.
Investment Securities pledged as collateral under these repurchase agreements and interest rate swaps had an estimated
fair value of $57.9 billion at December 31, 2009 and $51.8 hillion at December 31, 2008.

At December 31, 2009 and 2008, the repurchase agreements had the following remaining maturities:

December 31, 2009 December 31, 2008
(dollars in thousands)
1day $ - $ -
Within 30 days 38,341,206 32,025,186
30 to 59 days 7,163,255 5,205,352
60 to 89 days 192,005 209,673
90 to 119 days 139,966 254,674
Over 120 days 8,761,696 8,980,000
Total $54,598,128 $46,674,885

The Company did not have an amount at risk greater than 10% of the equity of the Company with any
counterparty as of December 31, 2009 or December 31, 2008.

The Company has entered into repurchase agreements which provide the counterparty with the right to call the
balance prior to maturity date. These repurchase agreements totaled $7.0 billion and the fair value of the option to call
was ($352.4 million) at December 31, 2009. The repurchase agreements totaled $8.1 billion and the fair value of the
option to call was ($574.3) at December 31, 2008. Management has determined that the call option is not required to be
bifurcated as it is deemed clearly and closely related to the debt instrument, therefore the fair value of the option is not
recorded in the consolidated financial statements.
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The structured repurchase agreements are modeled and priced as pay fixed versus receive floating interest rate
swaps whereby the fixed receiver has the option to cancel the swap after an initial lockout period. Therefore the
structured repurchase agreements are priced as a combination of an interest rate swaps with an embedded call options.

The Company reports cash flows repurchase agreements as investment activites in the Statements of Cash
Flows. RCap reports cash flows on repurchase agreements as financing activities in the Statements of Cash Flows.

10. INTEREST RATE SWAPS

In connection with the Company’ sinterest rate risk management strategy, the Company economically hedges a
portion of itsinterest rate risk by entering into derivative financial instrument contracts. As of December 31, 2009, such
instruments are comprised of interest rate swaps, which in effect modify the cash flows on repurchase agreements. The
use of interest rate swaps creates exposure to credit risk relating to potential 1osses that could be recognized if the
counterparties to these instruments fail to perform their obligations under the contracts. In the event of a default by the
counterparty, the Company could have difficulty obtaining its Mortgage-Backed Securities pledged as collateral for
swaps. The Company does not anticipate any defaults by its counterparties.

The Company’s swaps are used to lock in the fixed rate related to a portion of its current and anticipated future
30-day term repurchase agreements.

The location and fair value of derivative instruments reported in the Consolidated Statement of Financial Position
as of December 31, 2009 are as follows:

Net Estimated Fair

Location on Statement Notional Amount Vaue/Carrying Value

of Financial Condition (dollarsin thousands) (dollarsin thousands)
December 31, 2009 Liabilities $18,823,300 $533,362
December 31, 2009 Assets $2,700,000 $5,417
December 31, 2008 Liabilities $17,615,750 $1,102,285

The effect of derivatives on the Statement of Operations and Comprehensive Incomeis as follows:

L ocation on Statement of Operations and Comprehensive Income
Unrealized Gain (Loss) on

Interest Expense Interest Rate Swaps
(dollars in thousands)
For the Y ear Ended December 31, 2009 $743,982 $349,521
For the Y ear Ended December 31, 2008 $327,402 ($768,268)

The weighted average pay rate at December 31, 2009 was 3.85% and the weighted average receive rate was
0.25%. The weighted average pay rate at December 31, 2008 was 4.66% and the weighted average receive rate was
1.88%.
11. PREFERRED STOCK AND COMMON STOCK

(A) Common Stock Issuances

During the year ended December 31, 2009, 423,160 options were exercised under the Long-Term Stock
Incentive Plan, or Incentive Plan, for an aggregate exercise price of $4.9 million. During the year ended December 31,
2009, 7,550 shares of restricted stock were issued under the Incentive Plan.

During the year ended December 31, 2009, 1.4 million shares of Series B Preferred Stock were converted into
2.8 million shares of common stock, respectively.
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During the year ended December 31, 2009, the Company raised $141.8 million by issuing 8.4 million shares,
through the Direct Purchase and Dividend Reinvestment Program.

On May 13, 2008 the Company entered into an underwriting agreement pursuant to which it sold 69,000,000
shares of its common stock for net proceeds following underwriting expenses of approximately $1.1 billion. This
transaction settled on May 19, 2008.

On January 23, 2008 the Company entered into an underwriting agreement pursuant to which it sold 58,650,000
shares of its common stock for net proceeds following underwriting expenses of approximately $1.1 billion. This
transaction settled on January 29, 2008.

During the year ended December 31, 2008, the Company raised $93.7 million by issuing 5.8 million shares,
through the Direct Purchase and Dividend Reinvestment Program.

During the year ended December 31, 2008, 300,000 options were exercised under the Long-Term Stock
Incentive Plan, or Incentive Plan, for an aggregate exercise price of $2.8 million.

During the year ended December 31, 2008, 634,000 shares of Series B Preferred Stock were converted into 1.3
million shares of common stock, respectively.

On August 3, 2006, the Company entered into an ATM Equity Offering®™” Sales Agreement with Merrill Lynch
& Co. and Merrill Lynch, Pierce, Fenner & Smith Incorporated, relating to the sale of shares of the Company’s common
stock from time to time through Merrill Lynch. Sales of the shares, if any, are made by means of ordinary brokers
transaction on the New Y ork Stock Exchange. During the year ended December 31, 2009, there were no shares issued
pursuant to this program. During the year ended December 31, 2008, 588,000 shares of the Company’ s common stock
were issued pursuant to this program, totaling $11.5 million in net proceeds.

On August 3, 2006, the Company entered into an ATM Equity Sales Agreement with UBS SecuritiesLLC,
relating to the sale of shares of the Company’s common stock from time to time through UBS Securities. Sales of the
shares, if any, will be made by means of ordinary brokers' transaction on the New Y ork Stock Exchange. During the year
ended December 31, 2009, there were no shares issued pursuant to this program. During the year ended December 31,
2008, 3.8 million shares of the Company’s common stock were issued pursuant to this program, totaling $60.3 million in
net proceeds.

(B) Preferred Stock

At December 31, 2009 and 2008, the Company had issued and outstanding 7,412,500 shares of Series A
Cumulative Redeemable Preferred Stock (“ Series A Preferred Stock™), with a par value $0.01 per share and a liquidation
preference of $25.00 per share plus accrued and unpaid dividends (whether or not declared). The Series A Preferred
Stock must be paid adividend at arate of 7.875% per year on the $25.00 liquidation preference before the common stock
is entitled to receive any dividends. The Series A Preferred Stock is redeemable at $25.00 per share plus accrued and
unpaid dividends (whether or not declared) exclusively at the Company's option commencing on April 5, 2009 (subject
to the Company's right under limited circumstances to redeem the Series A Preferred Stock earlier in order to preserveits
qualification asa REIT). The Series A Preferred Stock is senior to the Company's common stock and is on parity with
the Series B Preferred Stock with respect to dividends and distributions, including distributions upon liquidation,
dissolution or winding up. The Series A Preferred Stock generally does not have any voting rights, except if the
Company fails to pay dividends on the Series A Preferred Stock for six or more quarterly periods (whether or not
consecutive). Under such circumstances, the Series A Preferred Stock, together with the Series B Preferred Stock, will be
entitled to vote to elect two additional directors to the Board, until al unpaid dividends have been paid or declared and
set apart for payment. In addition, certain material and adverse changes to the terms of the Series A Preferred Stock
cannot be made without the affirmative vote of holders of at least two-thirds of the outstanding shares of Series A
Preferred Stock and Series B Preferred Stock. Through December 31, 2009, the Company had declared and paid al
required quarterly dividends on the Series A Preferred Stock.

At December 31, 2009 and 2008, the Company had issued and outstanding 2,604,614 and 4,496,525,
respectively, shares of Series B Cumulative Convertible Preferred Stock (“ Series B Preferred Stock™), with a par value
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$0.01 per share and aliquidation preference of $25.00 per share plus accrued and unpaid dividends (whether or not
declared). The Series B Preferred Stock must be paid a dividend at arate of 6% per year on the $25.00 liquidation
preference before the common stock is entitled to receive any dividends.

The Series B Preferred Stock is not redeemable. The Series B Preferred Stock is convertible into shares of common
stock at aconversion rate that adjusts from time to time upon the occurrence of certain events, including if the Company
distributes to its common shareholdersin any caendar quarter cash dividends in excess of $0.11 per share. Initidly, the
conversion rate was 1.7730 shares of common shares per $25 liquidation preference. At December 31, 2008, the conversion
ratio was 2.0650 shares of common stock per $25 liquidation preference. Commencing April 5, 2011, the Company has the
right in certain circumstances to convert each Series B Preferred Stock into anumber of common shares based upon the then
prevailing conversion rate. The Series B Preferred Stock is also convertible into common shares at the option of the Series B
preferred shareholder at anytime at the then prevailing conversion rate. The Series B Preferred Stock is senior to the Company's
common stock and is on parity with the Series A Preferred Stock with respect to dividends and distributions, including
distributions upon liquidation, dissolution or winding up. The Series B Preferred Stock generally does not have any voting
rights, except if the Company fails to pay dividends on the Series B Preferred Stock for six or more quarterly periods (whether
or not consecutive). Under such circumstances, the Series B Preferred Stock, together with the Series A Preferred Stock, will
be entitled to vote to eect two additional directorsto the Board, until al unpaid dividends have been paid or declared and st
apart for payment. In addition, certain material and adverse changes to the terms of the Series B Preferred Stock cannot be
made without the affirmative vote of holders of at least two-thirds of the outstanding shares of Series B Preferred Stock and
Series A Preferred Stock. Through December 31, 2009, the Company had declared and paid all required quarterly dividends on
the Series B Preferred Stock. During the year ended December 31, 2009, 1.4 million shares of Series B Preferred Stock were
converted into 2.8 million shares of common stock. During the year ended December 31, 2008, 634,000 shares of SeriesB
Preferred Stock were converted into 1.3 million shares of common stock.

(C) Distributions to Shareholders

During the year ended December 31, 2009, the Company declared dividends to common sharehol ders totaling
$1.4 billion or $2.54 per share, of which $414.9 million were paid to shareholders on January 28, 2010. During the year
ended December 31, 2009, the Company declared dividends to Series A Preferred shareholders totaling approximately
$14.6 million or $1.97 per share, and Series B shareholders totaling approximately $3.9 million or $1.50 per share,
which were paid to shareholders on December 31, 20009.

During the year ended December 31, 2008, the Company declared dividends to common sharehol ders totaling
$1.1 billion or $2.08 per share, of which $270.7 million were paid to shareholders on January 29, 2009. During the year
ended December 31, 2008, the Company declared dividends to Series A Preferred shareholders totaling approximately
$14.6 million or $1.97 per share, and Series B shareholders totaling approximately $6.6 million or $1.50 per share,
which were paid to shareholders on December 31, 2008.

12. NET INCOME PER COMMON SHARE

The following table presents a reconciliation of the net income and shares used in calculating basic and diluted
earnings per share for the years ended December 31, 2009, 2008, and 2007.

For the years ended
(amounts in thousands)
December 31, December 31, December 31,
2009 2008 2007

Net income attributable to controlling interest $1,961,471 $346,180 $414,384
Less: Preferred stock dividends 18,501 21,177 21,493
Net income available to common shareholders, prior to

adjustment for Series B dividends, if necessary 1,942,970 325,003 392,891
Add: Preferred Series B dividends, if Series B shares are dilutive 3,908 - 6,900
Net income available to common sharehol ders, as adjusted $1,946,877 $325,003 $399,791
Weighted average shares of common stock outstanding-basic 546,973 507,025 297,488
Add: Effect of dilutive stock options and Series B

Cumulative Convertible Preferred Stock 6,158 - 8,775
Weighted average shares of common stock outstanding-diluted 553,131 507,025 306,263
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Options to purchase 2.8 million shares of common stock, were outstanding and considered anti-dilutive as their
exercise price and option expense exceeded the average stock price for the year ended December 31, 2009. Options to
purchase 5.2 million shares of common stock, were outstanding and considered anti-dilutive as their exercise price and
option expense exceeded the average stock price for the year ended December 31, 2008. The Series B Cumulative
Convertible Preferred Stock was anti-dilutive for the year ended December 31, 2008.

13. LONG-TERM STOCK INCENTIVE PLAN

The Company has adopted along term stock incentive plan for executive officers, key employees and non-
employee directors (the “Incentive Plan”). The Incentive Plan authorizes the Compensation Committee of the board of
directors to grant awards, including non-qualified options as well as incentive stock options as defined under Section 422
of the Code. The Incentive Plan authorizes the granting of options or other awards for an aggregate of the greater of
500,000 shares or 9.5% of the diluted outstanding shares of the Company’s common stock, up to ceiling of 8,932,921
shares. Stock options are issued at the current market price on the date of grant, subject to an immediate or four year
vesting in four equal installments with a contractual term of 5 or 10 years. The grant date fair value is calculated using
the Black-Scholes option valuation model.

For the year ended
December 31, 2009 December 31, 2008

Weighted Weighted

Average Average
Number of Exercise Number of Exercise Price

Shares Price Shares

Options outstanding at the beginning of year 5,180,164 $15.87 3,437,267 $15.23
Granted 2,535,750 13.26 2,043,700 16.02
Exercised (423,161) 11.72 (293,243) 9.59
Forfeited (10,000) 15.61 (2,550) 15.84
Expired (11,250) 17.32 (5,010) 20.67
Options outstanding at the end of period 7,271,503 $15.20 5,180,164 $15.87
Options exercisable at the end of the period 1,869,678 $16.96 2,119,964 $16.36

The weighted average remaining contractual term was approximately 7.6 years for stock options outstanding
and approximately 4.7 years for stock options exercisable as of December 31, 2009. As of December 31, 2009, there
was approximately $13.1 million of total unrecognized compensation cost related to nonvested share-based
compensation awards. That cost is expected to be recognized over aweighted average period of 3.0 years.

The weighted average remaining contractual term was approximately 7.6 years for stock options outstanding
and approximately 5.6 years for stock options exercisable as of December 31, 2008. As of December 31, 2008, there
was approximately $9.3 million of total unrecognized compensation cost related to nonvested share-based compensation
awards. That cost is expected to be recognized over aweighted average period of 3.0 years.

14. INCOME TAXES

AsaREIT, the Company is not subject to federal income tax on earnings distributed to its shareholders. Most
states recognize REIT status as well. The Company has decided to distribute the mgjority of itsincome and retain a
portion of the permanent difference between book and taxable income arising from Section 162(m) of the Code
pertaining to employee remuneration.

During the year ended December 31, 2009, the Company’ s taxable REIT subsidiaries recorded $9.7 million of
income tax expense for income attributable to those subsidiaries, and the portion of earnings retained based on Code
Section 162(m) limitations. During the year ended December 31, 2009, the Company recorded $24.7 million of income
tax expense for a portion of earnings retained based on Section 162(m) limitations.
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During the year ended December 31, 2008, FIDAC recorded $4.0 million of income tax expense for income
attributable to FIDAC, and the portion of earnings retained based on Code Section 162(m) limitations. During the year
ended December 31, 2008, Merganser recorded $94,000 of income tax expense for income attributable to Merganser.
During the year ended December 31, 2008, the Company recorded $21.9 million of income tax expense for a portion of
earnings retained based on Section 162(m) limitations. The effective tax rate was 53% for the year ended December 31,
2008.

During the year ended December 31, 2007, the Company did not record income tax expense for income
attributable to FIDAC, its taxable REIT subsidiary, and the portion of earnings retained based on Code Section 162(m)
limitations. During the year ended December 31, 2007, the Company recorded $9.0 million of income tax expense for a
portion of earnings retained based on Section 162(m) limitations. The effective tax rate was 51% for the year ended
December 31, 2007.

The Company’s effective tax rate was 52%, 53%, and 51%, for the years ended December 31, 2009, 2008, and
2007, respectively. These rates were calculated based on the Companies estimated taxable income after dividends paid
deduction and differ from the federal statutory rate as aresult of state and local taxes and permanent difference
pertaining to employee remuneration as discussed above.

The statutory combined federa, state, and city corporate tax rate is 45%. Thisamount is applied to the amount
of estimated REIT taxable income retained (if any, and only up to 10% of ordinary income as al capital gain incomeis
distributed) and to taxable income earned at the taxable subsidiaries. Thus, asaREIT, the Company’s effective tax rate
issignificantly less asit is allowed to deduct dividend distributions.

15. LEASE COMMITMENTSAND CONTINGENCIES

The Company has a non-cancelable lease for office space, which commenced in May 2002 and was to expirein
December 2009. The Company amended this |ease to increase the amount of space it |eases and extended it to
December 2015. Merganser has a non-cancelable lease for office space, which commenced on May 2003 and expiresin
May 2014. The Company’s aggregate future minimum lease payments total $10.1 million. The following table details
the lease payments, net of sub-lease receipts.

Y ear Ending December L ease Commitment Sublease Income Net Amount
(dollars in thousands)

2010 $2,049 $56 $1,993
2011 2,120 - 2,120
2012 2,130 - 2,130
2013 2,170 - 2,170
Thereafter 1,677 - 1,677

$10,146 $56 $10,090

From time to time, the Company isinvolved in various claims and legal actions arising in the ordinary course of
business. In the opinion of management, the ultimate disposition of these matters will not have amaterial effect on the
Company’s consolidated financial statements and therefore no accrual is required as of December 31, 2009 and 2008.

Merganser’ s prior owners may receive additional consideration as an earn-out during 2012 if Merganser meets
specific performance goa s under the merger agreement. The Company cannot currently calculate how much
consideration will be paid under the earn-out provisions because the payment amount will vary depending upon whether
and the extent to which Merganser achieves specific performance goals. Any amounts paid under this provision will be
recorded as additional goodwill.

16. INTEREST RATE RISK

The primary market risk to the Company is interest raterisk. Interest rates are highly sensitive to many factors,
including governmental monetary and tax policies, domestic and international economic and political considerations and
other factors beyond the Company’s control. Changes in the general level of interest rates can affect net interest income,
which is the difference between the interest income earned on interest-earning assets and the interest expense incurred in
connection with the interest-bearing liabilities, by affecting the spread between the interest-earning assets and interest-
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bearing liabilities. Changesin thelevel of interest rates also can affect the value of the Investment Securities and the
Company’s ability to realize gains from the sale of these assets. A declinein the value of the Investment Securities
pledged as collateral for borrowings under repurchase agreements could result in the counterparties demanding
additional collateral pledges or liquidation of some of the existing collateral to reduce borrowing levels. Liquidation of
collateral at losses could have an adverse accounting impact, as discussed in Note 1.

The Company seeks to manage the extent to which net income changes as a function of changesin interest rates
by matching adjustable-rate assets with variable-rate borrowings. The Company may seek to mitigate the potential
impact on net income of periodic and lifetime coupon adjustment restrictions in the portfolio of Investment Securities by
entering into interest rate agreements such as interest rate caps and interest rate swaps. As of December 31, 2009 and
2008, the Company entered into interest rate swaps to pay afixed rate and receive afloating rate of interest, with atotal
notional amount of $21.5 billion and $17.6 billion, respectively.

Changesin interest rates may also have an effect on the rate of mortgage principal prepayments and, as aresult,
prepayments on Mortgage-Backed Securities. The Company will seek to mitigate the effect of changesin the mortgage
principal repayment rate by balancing assets purchased at a premium with assets purchased at adiscount. To date, the
aggregate premium exceeds the aggregate discount on the Mortgage-Backed Securities. Asaresult, prepayments, which
result in the expensing of unamortized premium, will reduce net income compared to what net income would be absent
such prepayments.

17. RELATED PARTY TRANSACTIONS

At December 31, 2009 and 2008, the Company had lent $259.0 million and $562.1 million, respectively, to
Chimerain areverse repurchase agreement that is callable weekly. This amount isincluded in the principal amount
which approximates fair value in the Company’ s Statement of Financial Condition. Theinterest rate at December 31,
2009 and December 31, 2008 was at the rate of 1.72% and 1.43%, respectively.

At December 31, 2009, the Company had $8.8 billion of repurchase agreements outstanding with RCap. The
weighted average interest rate is 0.35% and the terms are one to two months. These agreements are collateralized by
agency mortgage backed securities, with an estimated market value of $9.2 hillion. For the year ended December 31,
2009, RCap had $18.0 million in interest income from the Company.

On April 15, 2009, the Company purchased approximately 25.0 million shares of Chimera common stock at a
price of $3.00 for aggregate proceeds of approximately $74.9 million. On May 27, 2009, the Company purchased
approximately 4.7 million shares of Chimera common stock at a price of $3.22 for aggregate proceeds of approximately
$15.2 million. On October 29, 2008, the Company purchased approximately 11.7 million shares of Chimera common
stock at a price of $2.25 per share for aggregate proceeds of approximately $26.3 million. Chimerais managed by
FIDAC, and the Company owns approximately 6.8% of Chimera's common stock.

18. SUBSEQUENT EVENTS

On February 9, 2010, the Company issued $500.0 million in aggregate principal amount of its 4% convertible
senior notes due 2015. Interest on the notes will be paid semi-annually at a rate of 4% per year and the notes will mature
on February 15, 2015 unless earlier repurchased or converted. The notes will be convertible into shares of Annaly’s
common stock. The notes will be convertible at an initial conversion rate of 46.6070 shares of common stock per $1,000
principal amount of notes, which is equivalent to an initial conversion price of approximately $21.456 per share of
common stock, subject to adjustment in certain circumstances.
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10. SUMMARIZED QUARTERLY RESULTS (UNAUDITED)
Thefollowing is a presentation of the quarterly results of operations for the year ended December 31, 2009.

March 31, June 30, September 30, December 31,

2009 2009 2009 2009
(dollars in thousands, expect per share data)

Interest income

Investments $716,015 $710,401 $744,523 $751,560
Securities loaned - - - 103
Total interest income 716,015 710,401 744,523 751,663
Interest expense
Investments 378,625 322,596 307,777 286,672
Securities borrowed - - - 92
Tota interest expense 378,625 322,596 307,777 286,764
Net interest income 337,390 387,805 436,746 464,899
Other income (l0ss)
Investment advisory and service fees 7,761 11,736 14,620 14,835
Gain on sale of Mortgage-Backed Securities 5,023 2,364 591 91,150
Dividend income from available-for-sale equity securities 918 3,221 5,398 7,647
Loss from Prime Broker - - - (13,613)
Unrealized gain (loss) on interest rate swaps 35,545 230,207 (128,687) 212,456
Total other income (loss) 49,247 247,528 (108,078) 312,475
Expenses
Distribution fees 428 432 478 418
Genera and administrative expenses 29,882 30,046 33,344 36,880
Total expenses 30,310 30,478 33,822 37,298
Income befor e loss on equity method investments and
income taxes 356,327 604,855 294,846 740,076
L oss on equity method investment - - - 252
I ncome taxes 6,434 7,801 9,657 10,489
Net income 349,893 597,054 285,189 729,335
Dividends on preferred stock 4,626 4,625 4,625 4,625
Net income available to common shar eholders
$345,267 $592,429 $280,564 $724,710
Net income available per shareto common shareholders:
Basic $0.64 $1.09 $0.51 $1.31
Diluted $0.63 $1.08 $0.51 $1.30
Weighted average number of common shares outstanding:
Basic 542,903,110 544,344,844 547,611,480 552,917,499
Diluted 548,551,328 550,099,709 553,376,285 559,332,320
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Thefollowing is a presentation of the quarterly results of operations for the year ended December 31, 2008.

Interest income
Interest expense
Net interest income

Other income:
Investment advisory and service fees
Gain (loss) on sale of Investment Securities
Income (loss) from trading securities
Dividend income from available-for-sale equity

securities

L oss on other-than-temporarily impaired securities
Unrealized loss on interest rate swaps

Total other income (loss)

Expenses:
Distribution fees
General and administrative expenses
Total expenses

Income (loss) before income taxes

Income taxes

Net income (loss)

Noncontrolling interest

Net income (loss) attributable to controlling interest
Dividends on preferred stock

Net income (loss) available (related) to common
shareholders

Weighted average number of basic common shares
outstanding

Weighted average number of diluted common shares
outstanding

Net income available to common
shareholder s per averagecommon share:

Basic

Diluted

March 31, June 30, September 30, December 31,
2008 2008 2008 2008

(dollars in thousands, except per share data)

$791,128 $773,359 $810,659 $740,282

537,606 442,251 458,250 450,805

253,522 331,108 352,409 289,477

6,598 6,406 7,663 7,224

9,417 2,830 (1,066) (468)

1,854 2,180 7,671 (2,010)

941 580 580 612

- - (31,834) -

- - . (768,268)

18,810 11,996 (16,986) (762,910)

633 370 299 287

23,995 27,215 25,455 26,957

24,628 27,585 25,754 27,244

247,704 315,519 309,669 (500,677)

4,610 7,527 7,538 6,302

243,094 307,992 302,131 (506,979)

58 - - -

243,036 307,992 302,131 (506,979)

5373 5,334 5,335 5,135

$237,663 $302,658 $296,796 ($512,114)

443,812,432 503,758,079 538,706,131 541,099,147

452,967,457 512,678,975 547,882,488 541,099,147

$0.54 $0.60 $0.55 ($0.95)

$0.53 $0.59 $0.54 ($0.95)
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, in the city of New Y ork, State
of New York.

ANNALY CAPITAL MANAGEMENT, INC.
Date: February 24, 2010 By: /s/ Michael A. J. Farrell

Michad A. J. Farrdll
Chairman, Chief Executive Officer, and President

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the registrant and in the capacities and on the date indicated.

Signature Title Date
/sl KEVIN P. BRADY Director February 24, 2010
Kevin P. Brady
/s KATHRYN F. FAGAN Chief Financial Officer and Treasurer February 24, 2010
Kathryn F. Fagan (principal financial and accounting
officer)
/s MICHAEL A.J. FARRELL Chairman of the Board, Chief Executive  February 24, 2010
Michael A. J. Farrell Officer, President and Director (principal
executive officer)
/sy JONATHAN D. GREEN Director February 24, 2010
Jonathan D. Green
/s MICHAEL E. HAYLON Director February 24, 2010
Michael E. Haylon
/sf JOHN A. LAMBIASE Director February 24, 2010
John A. Lambiase
/9 E. WAYNE NORDBERG Director February 24, 2010
E. Wayne Nordberg
/sy DONNELL A. SEGALAS Director February 24, 2010
Donnell A. Segalas
/s’ WELLINGTON DENAHAN-NORRIS Vice Chairman of the Board, Chief February 24, 2010
Wellington Denahan-Norris Investment Officer, Chief Operating

Officer and Director
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Ratio of Earnings To Combined Fixed Charges And Preferred Stock Dividends

Exhibit 12.1

The following table sets forth the calculation of our ratio of earningsto combined fixed charges and preferred stock
dividends for the periods shown (dollars in thousands):

For the Y ear For the Y ear For the Y ear For the Year For the Year
Ended Ended Ended Ended Ended
December 31, December 31, December 31, December 31, December 31,
2009 2008 2007 2006 2005
Net income before taxes $1,961,471 $ 372,157 $ 423,254 $ 101,354 $ 1,497
Add: fixed charges (interest expense) 1,295,762 1,888,912 1,926,465 1,055,013 568,560
Earnings as adjusted $3,257,233 $2,261,069 $2,349,719 $1,156,367 $570,057
Fixed charges (interest expense) +
preferred stock dividend $1,314,263 $1,910,089 $1,947,958 $1,074,570 $583,153
Ratio of earnings to combined fixed
charges and preferred stock dividends 248X 1.19X 1.21X 1.08X 0.98X(2)

(1) Thedollar amount of the deficiency below aratio of 1:1 is $13.1 million.



Exhibit 21.1
Subsidiaries of Registrant

Fixed Income Discount Advisory Company, Delaware corporation.

RCap Securities Inc, Maryland corporation

Merganser Capital Management, Inc., Delaware corporation.

FIDAC Housing Cycle Fund, LLC, Delaware corporation

FHC Master Fund, Ltd., a Cayman Islands exempted company (wholly owned subsidiary of FIDAC
Housing Cycle Fund, LLC)



Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference in the Registration Statements No. 333-151069 and No. 333-
164783 on Forms S-3 of our report dated February 24, 2010, relating to the consolidated financia statements of Annaly
Capital Management, Inc., and the effectiveness of Annaly Capital Management, Inc.’sinternal control over financial
reporting, appearing in this Annual Report on Form 10-K of Annaly Capital Management, Inc. for the year ended
December 31, 2009.

/9 Deloitte & Touche LLP
New York, New Y ork
February 24, 2010



Exhibit 31.1
CERTIFICATIONS

[, Michael A.J. Farrell, certify that:

1

2.

a)

b)

d)

a)

b)

| have reviewed this annual report on Form 10-K of Annaly Capital Management, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financia statements, and other financia information included in this report, fairly
present in al material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;

The registrant’ s other certifying officer and | are responsible for establishing and maintaining disclosure controls
and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

Designed such disclosure controls and procedures, or caused such disclosure controls and proceduresto be
designed under our supervision, to ensure that material information relating to the registrant, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

Designed such internal control over financial reporting, or caused such internal control over financial reporting
to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles;

Evaluated the effectiveness of the registrant’ s disclosure controls and procedures and presented in this report
our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period
covered by this report based on such evaluation; and

Disclosed in this report any change in the registrant’ sinternal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual
report) that has materially affected, or is reasonably likely to materially affect, the registrant’ sinternal control
over financia reporting; and

Theregistrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’ s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize and report financial information; and

Any fraud, whether or not material, that involves management or other employees who have a significant role
in the registrant’ sinternal control over financial reporting.

Date: February 24, 2010

[s/Michael A.J. Farrell

Chairman of the Board of Directors, Chief
Executive Officer, President and principal
executive officer




Exhibit 31.2
CERTIFICATIONS

I, Kathryn F. Fagan, certify that:

1.

2.

| have reviewed this annual report on Form 10-K of Annaly Capital Management, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in al material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

The registrant’'s other certifying officer and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f) for
the registrant and have:

a.  Designed such disclosure controls and procedures or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being
prepared;

b. Designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision, to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

c. Evauated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls
and procedures, as of the end of the period covered by this report based on such evaluation;
and

d. Disclosed in this report any change in the registrant’s internal control over financia
reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s
fourth fiscal quarter in the case of an annual report) that has materially affected, or is
reasonably likely to materially affect, the registrant’s internal control over financia
reporting; and

The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a.  All significant deficiencies and material weaknesses in the design or operation of internal
controls over financia reporting which are reasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

b. Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’ s internal control over financial reporting.

Date: February 24, 2010

/9 Kathryn F. Fagan

Kathryn F. Fagan

Chief Financial Officer and Treasurer
(Principal Financial Officer)




Exhibit 32.1

ANNALY CAPITAL MANAGEMENT, INC.
1211 AVENUE OF THE AMERICAS
SUITE 2902
NEW Y ORK, NEW YORK 10036

CERTIFICATION
PURSUANT TO SECTION 906 OF THE
SARBANES-OXLEY ACT OF 2002, 10 U.S.C. SECTION 1350

In connection with the annual report on Form 10-K of Annaly Capital Management, Inc. (the “Company”) for the period
ended December 31, 2009 to be filed with Securities and Exchange Commission on or about the date hereof (the
“Report”), I, Michael A.J. Farrell, Chairman of the Board, President, and Chief Executive Officer of the Company,
certify, pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, 18 U.S.C. Section 1350, that:

1. The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

2. Theinformation contained in the Report fairly presents, in al materia respects, the financia condition and
results of operations of the Company at the dates of, and for the periods covered by, the Report.

Itis not intended that this statement be deemed to be filed for purposes of the Securities Exchange Act of 1934.

/9 Michael A.J. Farrell

Michael A.J. Farrell

Chairman of the Board of Directors, Chief
Executive Officer and President

February 24, 2010



Exhibit 32.2

ANNALY CAPITAL MANAGEMENT, INC.
1211 AVENUE OF THE AMERICAS
SUITE 2902
NEW Y ORK, NEW YORK 10036

CERTIFICATION
PURSUANT TO SECTION 906 OF THE

SARBANES-OXLEY ACT OF 2002, 10 U.S.C. SECTION 1350

In connection with the annual report on Form 10-K of Annaly Capital Management, Inc. (the “Company”) for the period
ended December 31, 2009 to be filed Kathryn F. Fagan, Chief Financial Officer of the Company, certify, pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, 18 U.S.C. Section 1350, that:

1. TheReport fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

2. Theinformation contained in the Report fairly presents, in al materia respects, the financia condition and
results of operations of the Company at the dates of, and for the periods covered by, the Report.

It is not intended that this statement be deemed to befiled for purposes of the Securities Exchange Act of 1934.

/9 Kathryn F. Fagan

Kathryn F. Fagan

Chief Financial Officer and Treasurer
February 24, 2010
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