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CAUTIONARY STATEMENT — This Annual Report on Form 10-K includes “forward-looking” statements within the
Private Securities Litigation Reform Act of 1995.  These forward-looking statements include information about
possible or assumed future results with respect to the Company’s business, financial condition, liquidity, results of
operations, plans and objectives.  You can identify forward-looking statements by such words as “will,” “believe,” “expect,”
“anticipate,” “estimate,” “plan,” “continue,” “intend,” “should,” “could,” “would,” “may” or similar expressions.  We caution that any
such forward-looking statements made by us are not guarantees of future performance and that actual results may
differ materially from these forward-looking statements.  We discuss certain factors that affect our business and that
may cause our actual results to differ materially from these forward-looking statements under “Item 1A. Risk Factors”
of this Annual Report on Form 10-K.  You are cautioned not to place undue reliance on these forward-looking
statements, which speak only as of the date on which they are made.  We undertake no obligation to update or revise
any forward-looking statements except as may be required by law.
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In this Annual Report on Form 10-K, references to “we,” “us,” “our” or “the Company” refer to MFA Financial, Inc. and its
subsidiaries unless specifically stated otherwise or the context otherwise indicates.  The following defines certain of
the commonly used terms in this Annual Report on Form 10-K:  MBS generally refers to mortgage-backed securities
secured by pools of residential mortgage loans; Agency MBS refers to MBS that are issued or guaranteed by a
federally chartered corporation, such as the Federal National Mortgage Association (“Fannie Mae”) or the Federal Home
Loan Mortgage Corporation (“Freddie Mac”), or an agency of the U.S. Government, such as the Government National
Mortgage Association (“Ginnie Mae”); Non-Agency MBS refers to MBS that are not guaranteed by any agency of the
U.S. Government or any federally chartered corporation and include (i) Legacy Non-Agency MBS, which are
Non-Agency MBS issued prior to 2008, and (ii) 3 Year Step-up securities, which refer primarily to Non-Agency MBS
the majority of which are collateralized by re-performing and non-performing loans and are structured with a
contractual coupon step-up feature where the coupon increases up to 300 basis points at 36 months from issuance or
sooner. Hybrids refer to hybrid mortgage loans that have interest rates that are fixed for a specified period of time and,
thereafter, typically adjust annually to an increment over a specified interest rate index; ARMs refer to adjustable-rate
mortgage loans and to Hybrids that are past their fixed-rate period, both of which typically have interest rates that
adjust annually to an increment over a specified interest rate index; Linked Transactions refer to Non-Agency MBS
purchases which were financed with the same counterparty from which they were purchased and for periods prior to
2015 considered linked for financial statement reporting purposes and were reported at fair value on a combined basis;
and CRT securities refer to credit risk transfer securities which are general obligations of Fannie Mae and Freddie
Mac.

PART I

Item 1.  Business.

GENERAL

We are primarily engaged in the real estate finance business. We engage in our business through subsidiaries that
invest, on a leveraged basis, in residential mortgage assets, including Non-Agency MBS, Agency MBS, residential
whole loans and CRT securities.  Our principal business objective is to deliver shareholder value through the
generation of distributable income and through asset performance linked to residential mortgage credit fundamentals.
We selectively invest in residential mortgage assets with a focus on credit analysis, projected prepayment rates,
interest rate sensitivity and expected return.

We were incorporated in Maryland on July 24, 1997, and began operations on April 10, 1998.  We have elected to be
treated as a real estate investment trust (or REIT) for U.S. federal income tax purposes.  In order to maintain our
qualification as a REIT, we must comply with a number of requirements under federal tax law, including that we must
distribute at least 90% of our annual REIT taxable income to our stockholders. We have elected to treat certain of our
subsidiaries as a taxable REIT subsidiary (or TRS). In general, a TRS may hold assets and engage in activities that a
REIT or qualified REIT subsidiary (or QRS) may not hold or engage in directly, and a TRS generally may engage in
any real estate or non-real estate related business.

We are a holding company and conduct our real estate finance businesses primarily through wholly-owned
subsidiaries, so as to maintain an exemption from registration under the Investment Company Act of 1940, as
amended (or the Investment Company Act) by ensuring that less than 40% of the value of our total assets, exclusive of
U.S. Government securities and cash items (which we refer to as our adjusted total assets for Investment Company
Act purposes), on an unconsolidated basis consist of “investment securities” as defined by the Investment Company Act.
We refer to this test as the “40% Test.”

INVESTMENT STRATEGY

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

5



As stated above, we primarily invest through subsidiaries in Non-Agency MBS, Agency MBS, residential whole loans
and CRT securities. 

Our Non-Agency MBS portfolio primarily consists of (i) Legacy Non-Agency MBS and (ii) 3 Year Step-up securities.
In addition to Non-Agency MBS investments, we invest in re-performing and non-performing residential whole loans
through our interests in certain consolidated trusts. Our strategy of combining investments in Agency MBS,
Non-Agency MBS and residential whole loans is designed to generate attractive returns with less overall sensitivity to
changes in the yield curve, the general level of interest rates and prepayments. We expect to continue to seek more
credit sensitive assets in 2017, such as residential whole loans.

1
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Our Legacy Non-Agency MBS have been acquired primarily at discounts to face/par value, which we believe serves
to mitigate our exposure to credit risk.  A portion of the purchase discount on substantially all of our Legacy
Non-Agency MBS is designated as a non-accretable discount (also referred to hereafter as Credit Reserve), which
effectively mitigates our risk of loss on the mortgages collateralizing such MBS and is not expected to be accreted into
interest income.  The portion of the purchase discount that is designated as accretable discount is accreted into interest
income over the life of the security.  The mortgages collateralizing our Legacy Non-Agency MBS consist primarily of
ARMs, 30-year fixed-rate mortgages and Hybrids. Legacy Non-Agency ARMs and Hybrids typically exhibit reduced
interest rate sensitivity (as compared to fixed-rate Legacy Non-Agency MBS) due to their interest rate adjustments
(similar to Agency ARMs and Hybrids). However, yields on Legacy Non-Agency MBS, unlike Agency MBS, also
exhibit sensitivity to changes in credit performance.  If credit performance improves, the Credit Reserve may be
decreased (and accretable discount increased), resulting in a higher yield over the remaining life of the security.
Similarly, deteriorating credit performance could increase the Credit Reserve and decrease the yield over the
remaining life of the security or other-than-temporary impairment could result. To the extent that higher interest rates
in the future are indicative of an improving economy, better employment data and/or higher home prices, it is possible
that these factors will improve the credit performance of Legacy Non-Agency MBS and therefore mitigate the interest
rate sensitivity of these securities.

Our 3 Year Step-up securities were purchased primarily as new issuances at prices at or around par and represent the
senior tranches of the related securitizations. These 3 Year Step-up securities are structured with significant credit
enhancement (typically approximately 50%) and the subordinate tranches absorb all credit losses (until those tranches
are extinguished) and typically receive no cash flow (interest or principal) until the senior tranche is paid off. Prior to
purchase, we analyze the deal structure in order to assess the associated credit risk. Subsequent to purchase, the
ongoing credit risk associated with the investment is evaluated by analyzing the extent to which actual credit losses
occur that result in a reduction in the amount of subordination enjoyed by our bond. Based on the recent performance
of the collateral underlying our 3 Year Step-up securities and current subordination levels, we do not believe that we
are currently exposed to significant risk of credit loss on these investments. In addition, the structures of these
investments contain a contractual coupon step-up feature, where the coupon on the senior tranche increases up to 300
basis points if the security that we hold has not been redeemed by the issuer at 36 months or sooner. We expect that
the combination of the priority cash flow of the senior tranche and the 36-month step-up will result in these securities’
exhibiting short average lives and, accordingly, reduced interest rate sensitivity. Consequently, we believe that 3 Year
Step-up securities provide attractive returns given our assessment of the interest rate and credit risk associated with
these securities.

The mortgages collateralizing our Agency MBS portfolio are predominantly Hybrids, 15-year fixed-rate mortgages
and ARMs.  While we have not purchased any Agency MBS since the first quarter of 2014, our Agency MBS were
selected to generate attractive returns relative to interest rate and prepayment risks. The Hybrid loans collateralizing
our MBS typically have initial fixed-rate periods at origination of three, five, seven or ten years.  At the end of this
fixed-rate period, these mortgages become adjustable and their interest rates adjust based on the London Interbank
Offered Rate (or LIBOR) or in some cases the one-year constant maturity treasury rate (or CMT). These interest rate
adjustments are typically limited by periodic caps (which limit the amount of the interest rate change from the prior
rate) and lifetime caps (which are maximum interest rates permitted for the life of the mortgage). As coupons earned
on Agency Hybrids and ARMs adjust over time as interest rates change, these assets are generally less sensitive to
changes in interest rates than are fixed-rate MBS. In general, Hybrid loans and ARMs have 30-year final maturities
and they amortize over this 30-year period. While the coupons on 15-year fixed-rate mortgages do not adjust, they
amortize according to a 15-year amortization schedule and have a 15-year final maturity. Due to their accelerated
amortization and shorter final maturity, these assets are generally less sensitive to changes in long-term interest rates
as compared to fixed-rate mortgages with a longer final maturity, such as 30-year mortgages.
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During 2016, we continued to invest in more credit sensitive, less interest rate sensitive residential whole loans, which
we acquired through certain trusts that are consolidated on our balance sheet for financial reporting purposes. To date,
we have focused on purchasing packages of both re-performing and non-performing whole loans. Re-performing
loans are typically characterized by borrowers who have experienced payment delinquencies in the past and the
amount owed on the mortgage may exceed the value of the property pledged as collateral. These loans are purchased
at purchase prices that are discounted (often substantially so) to the contractual loan balance to reflect the impaired
credit history of the borrower, the loan-to-value (or LTV) of the loan and the coupon. Non-performing loans are
typically characterized by borrowers who have defaulted on their obligations and/or have payment delinquencies of 60
days or more at the time we acquire the loan. These loans are also purchased at purchase prices that are discounted
(often substantially so) to the contractual loan balance that reflects primarily the non-performing nature of the loan.
Typically, this purchase price is a discount to the expected value of the collateral securing the loan, such value to be
realized after foreclosure and liquidation of the property. All of the residential whole loans were purchased by the
consolidated trusts on a servicing-released basis, i.e., the sellers of such loans transferred the right to service the loans
as part of the sale. Because we do not directly service any loans, we have contracted with loan servicing companies
with specific expertise in working with delinquent borrowers in an effort to cure delinquencies through, among other
things, loan modification and third-party refinancing. To the extent these efforts are successful, we believe our
investments in residential whole loans will yield attractive returns. In

2
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addition, to the extent that it is not possible to achieve a successful outcome for a particular borrower and the real
property collateral must be foreclosed on and liquidated, we believe that the discounted purchase price at which the
asset was acquired provides us with a level of protection against financial loss. Given the increase in the size of our
residential whole loan investments and our ongoing focus on this asset class, we expect that balances of real estate
owned (or REO) property to increase in the short- to medium-term.
FINANCING STRATEGY

Our financing strategy is designed to increase the size of our investment portfolio by borrowing against a substantial
portion of the market value of the assets in our portfolio.  We primarily use repurchase agreements to finance our
holdings of MBS, residential whole loans and CRT securities.  We enter into interest rate derivatives to hedge the
interest rate risk associated with a portion of our repurchase agreement borrowings.  Going forward, in connection
with our current and any future investment in residential whole loans, our financing strategy may expand to the use of
securitization or other forms of structured financing.

Repurchase agreements, although legally structured as sale and repurchase transactions, are financing contracts (i.e.,
borrowings) under which we pledge our residential mortgage assets as collateral to secure loans with repurchase
agreement counterparties (i.e., lenders).  Repurchase agreements involve the transfer of the pledged collateral to a
lender at an agreed upon price in exchange for such lender’s simultaneous agreement to return the same security back
to the borrower at a future date (i.e., the maturity of the borrowing) at a higher price.  The difference between the sale
price that we receive and the repurchase price that we pay represents interest paid to the lender.  Our cost of
borrowings under repurchase agreements is generally LIBOR based.  Under our repurchase agreements, we pledge our
securities as collateral to secure the borrowing, which is equal in value to a specified percentage of the fair value of
the pledged collateral, while we retain beneficial ownership of the pledged collateral.  At the maturity of a repurchase
financing, unless the repurchase financing is renewed with the same counterparty, we are required to repay the loan
including any accrued interest and concurrently receive back our pledged collateral from the lender. With the consent
of the lender, we may renew a repurchase financing at the then prevailing financing terms.  Margin calls, whereby a
lender requires that we pledge additional securities or cash as collateral to secure borrowings under our repurchase
financing with such lender, are routinely experienced by us when the value of the MBS pledged as collateral declines
as a result of principal amortization and prepayments or due to changes in market interest rates, spreads or other
market conditions.  We also may make margin calls on counterparties when collateral values increase.

In order to reduce our exposure to counterparty-related risk, we generally seek to enter into repurchase agreements and
other financing arrangements, and derivatives, with a diversified group of financial institutions.  At December 31,
2016, we had outstanding balances under repurchase agreements with 31 separate lenders.

In July 2015, our wholly-owned subsidiary, MFA Insurance, Inc. (or MFA Insurance), became a member of the
Federal Home Loan Bank (or FHLB) of Des Moines. In January, 2016, the Federal Housing Finance Agency (or
FHFA) released its final rule amending its regulation on FHLB membership, which, among other things, provided
termination rules for current captive insurance members. As a result of such regulation, MFA Insurance is not
permitted to obtain new advances or renewal of existing advances and is required to terminate its FHLB membership
and repay any outstanding advances by February 19, 2017. At December 31, 2016, MFA Insurance had FHLB
advances of approximately $215.0 million, which were all repaid in January 2017.

In addition to repurchase agreements and 8% Senior Notes due 2042 (or Senior Notes), we may also use other sources
of funding in the future to finance our MBS, whole loan and CRT securities portfolios, including, but not limited to,
other types of collateralized borrowings, loan agreements, lines of credit or the issuance of debt and/or equity
securities.

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

3
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EMPLOYEES

At December 31, 2016, we had 50 full-time and two part-time employees.  We believe that our relationship with our
employees is good.  None of our employees are unionized or represented under a collective bargaining agreement.

AVAILABLE INFORMATION

We maintain a website at www.mfafinancial.com.  We make available, free of charge, on our website our (a) Annual
Report on Form 10-K, Quarterly Reports on Form 10-Q and Current Reports on Form 8-K (including any
amendments thereto), proxy statements and other information (or, collectively, the Company Documents) filed with,
or furnished to, the Securities and Exchange Commission (or SEC), as soon as reasonably practicable after such
documents are so filed or furnished, (b) Corporate Governance Guidelines, (c) Code of Business Conduct and Ethics
and (d) written charters of the Audit Committee, Compensation Committee and Nominating and Corporate
Governance Committee of our Board of Directors (or our Board).  Our Company Documents filed with, or furnished
to, the SEC are also available at the SEC’s website at www.sec.gov.  We also provide copies of the foregoing
materials, free of charge, to stockholders who request them.  Requests should be directed to the attention of our
General Counsel at MFA Financial, Inc., 350 Park Avenue, 20th Floor, New York, New York 10022.

4
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Item 1A.  Risk Factors.

This section highlights specific risks that could affect our Company and its business. Readers should carefully
consider each of the following risks and all of the other information set forth in this Annual Report on Form 10-K. 
Based on the information currently known to us, we believe the following information identifies the most significant
risk factors affecting our Company.  However, the risks and uncertainties we face are not limited to those described
below.  Additional risks and uncertainties not presently known to us or that we currently believe to be immaterial may
also adversely affect our business.

If any of the following risks and uncertainties develops into actual events or if the circumstances described in the risks
and uncertainties occur or continue to occur, these events or circumstances could have a material adverse effect on our
business, prospects, financial condition, results of operations, cash flows or liquidity.  These events could also have a
negative effect on the trading price of our securities.

General

The results of our business operations are affected by a number of factors, many of which are beyond our control, and
primarily depend on, among other things, the level of our net interest income, the market value of our assets, which is
driven by numerous factors, including the supply and demand for residential mortgage assets in the marketplace, the
terms and availability of adequate financing, general economic and real estate conditions (both on a national and local
level), the impact of government actions in the real estate and mortgage sector, and the credit performance of our
credit sensitive residential mortgage assets.  Our net interest income varies primarily as a result of changes in interest
rates, the slope of the yield curve (i.e., the differential between long-term and short-term interest rates), borrowing
costs (i.e., our interest expense) and prepayment speeds on our MBS, the behavior of which involves various risks and
uncertainties.  Interest rates and conditional prepayment rates (or CPRs) (which measure the amount of unscheduled
principal prepayment on a bond as a percentage of the bond balance), vary according to the type of investment,
conditions in the financial markets, competition and other factors, none of which can be predicted with any certainty.
Our operating results also depend upon our ability to effectively manage the risks associated with our business
operations, including interest rate, prepayment, financing and credit risks, while maintaining our qualification as a
REIT.

We may change our investment strategy, operating policies and/or asset allocations without stockholder consent,
which could materially adversely affect our results of operations.

We may change our investment strategy, operating policies and/or asset allocation with respect to investments,
acquisitions, leverage, growth, operations, indebtedness, capitalization and distributions at any time without the
consent of our stockholders.  A change in our investment strategy may increase our exposure to interest rate risk,
credit risk, default risk and/or real estate market fluctuations.  Furthermore, a change in our asset allocation could
result in our making investments in asset categories different from our historical investments.  For example, in recent
years, we have made new investments principally in credit sensitive assets such as residential whole loans, 3 Year
Step-up securities and CRT securities, while we have let our investments in more interest-rate sensitive assets, such as
Agency MBS, run-off. These changes could materially adversely affect our financial condition, results of operations,
the market price of our common stock or our ability to pay dividends or make distributions.

Credit and Other Risks Related to Our Investments

Our investments in Non-Agency MBS (including 3 Year Step-up securities) involve credit risk, which could
materially adversely affect our results of operations.
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The holder of a mortgage or MBS assumes the risk that the related borrowers may default on their obligations to make
full and timely payments of principal and interest.  Under our investment policy, we have the ability to acquire
Non-Agency MBS, residential whole loans and other investment assets of lower credit quality.  In general, our
portfolios of Legacy Non-Agency MBS and 3 Year Step-up securities (which, as of December 31, 2016 represented
46.7% of our total assets, and has grown in recent periods as we focus on investment opportunities in more
credit-sensitive assets, while allowing our Agency MBS to runoff) carry greater investment risk than Agency MBS
because they are not guaranteed as to principal or interest by the U.S. Government, any federal agency or any
federally chartered corporation.  Higher-than-expected rates of default and/or higher-than-expected loss severities on
the mortgages underlying these investments could adversely affect the value of these assets.  Accordingly, defaults in
the payment of principal and/or interest on our Legacy Non-Agency MBS, 3 Year Step-up securities and other
investment assets of less-than-high credit quality would likely result in our incurring losses of income from, and/or
losses in market value relating to, these assets, which could materially adversely affect our results of operations.

5
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Our investments in re-performing and non-performing residential whole loans involve credit risks, some of which are
different from our Non-Agency MBS, which could materially adversely affect our results of operations.

Our portfolio of residential whole loans continued to be our fastest growing asset class during 2016, and represented
approximately 11.3% of our total assets as of December 31, 2016. We expect that our investment portfolio in
residential whole loans will continue to increase during 2017, as we seek opportunities in these credit sensitive assets.
As a holder of residential whole loans, we are subject to the risk that the related borrowers may default or have
defaulted on their obligations to make full and timely payments of principal and interest.  (In addition to the credit risk
associated with these assets, residential whole loans are less liquid than certain of our other credit-sensitive assets,
such as Non-Agency MBS, which may make them more difficult to dispose of if the need or desire arises.) If actual
results are different from our assumptions in determining the prices paid to acquire such loans, particularly if the
market value of the underlying properties decreases significantly subsequent to purchase, we may incur significant
losses, which could materially adversely affect our results of operations.

A significant portion of our Non-Agency MBS and residential whole loans are secured by properties in a small
number of geographic areas and may be disproportionately affected by economic or housing downturns, natural
disasters, terrorist events, regulatory changes, adverse climate changes or other adverse events specific to those
markets.

A significant number of the mortgages underlying our Non-Agency MBS and residential whole loan investments are
concentrated in certain geographic areas.  For example, we have significant exposure in California, New York,
Florida, New Jersey and Maryland.  (See “Credit Risk” included under Part II, Item 7A “Quantitative and Qualitative
Disclosures About Market Risk” in this Annual Report on Form 10-K.)  Certain markets within these states
(particularly in California and Florida) experienced significant decreases in residential home values during the
financial crisis of 2007-2008 and the years thereafter, although in more recent years some of these markets have
experienced a recovery in home prices.  Any event that adversely affects the economy or real estate market in any of
these states could have a disproportionately adverse effect on our Non-Agency MBS and residential whole loan
investments.  In general, any material decline in the economy or significant problems in a particular real estate market
would likely cause a decline in the value of residential properties securing the mortgages in that market, thereby
increasing the risk of delinquency, default and foreclosure of re-performing loans and the loans underlying our
Non-Agency MBS and the risk of loss upon liquidation of these assets.  This could, in turn, have a material adverse
effect on our credit loss experience on our Non-Agency MBS and residential whole loan investments in the affected
market if higher-than-expected rates of default and/or higher-than-expected loss severities on our re-performing loan
investments or the mortgages underlying our Non-Agency MBS were to occur.

The occurrence of a natural disaster (such as an earthquake, tornado, hurricane or a flood), terrorist attack or a
significant adverse climate change may cause a sudden decrease in the value of real estate in the area or areas affected
and would likely reduce the value of the properties securing the mortgages collateralizing our Non-Agency MBS or
residential whole loans.  Because certain natural disasters are not typically covered by the standard hazard insurance
policies maintained by borrowers (such as hurricanes or certain flooding), or the proceeds payable under any such
policy are not sufficient to cover the related repairs, the affected borrowers may have to pay for any repairs
themselves.  Under these circumstances, borrowers may decide not to repair their property or may stop paying their
mortgages under those circumstances.  This would likely cause defaults and credit loss severities to increase.

Changes in governmental laws and regulations, fiscal policies, property taxes and zoning ordinances can also have a
negative impact on property values, which could result in borrowers’ deciding to stop paying their mortgages. This
circumstance could cause defaults and loss severities to increase, thereby adversely impacting our results of
operations.
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We have investments in Non-Agency MBS collateralized by Alt A loans and may also have investments collateralized
by subprime mortgage loans, which, due to lower underwriting standards, are subject to increased risk of losses.

We have certain investments in Non-Agency MBS backed by collateral pools containing mortgage loans that were
originated under underwriting standards that were less strict than those used in underwriting “prime mortgage loans.” 
These lower standards permitted mortgage loans, often with LTV ratios in excess of 80%, to be made to borrowers
having impaired credit histories, lower credit scores, higher debt-to-income ratios and/or unverified income.  Difficult
economic conditions, including increased interest rates and lower home prices, can result in Alt A and subprime
mortgage loans having increased rates of delinquency, foreclosure, bankruptcy and loss (such as during the credit
crisis of 2007-2008 and the housing crisis that followed), and are likely to otherwise experience delinquency,
foreclosure, bankruptcy and loss rates that are higher, and that may be substantially higher, than those experienced by
mortgage loans underwritten in a more traditional manner.  Thus, because of higher delinquency rates and losses
associated with Alt A and subprime mortgage loans, the performance of our Non-Agency MBS that are backed by
these types of loans could be correspondingly adversely affected, which could materially adversely impact our results
of operations, financial condition and business.

6
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We are subject to counterparty risk and may be unable to seek indemnity or require counterparties to repurchase
residential whole loans if they breach representations and warranties, which could cause us to suffer losses.

In connection with our residential whole loan investments, we typically enter into a loan purchase agreement, as
buyer, of the loans from a seller. When we invest in mortgage loans, sellers typically make very limited
representations and warranties about such loans that are very limited both in scope and duration. Residential mortgage
loan purchase agreements may entitle the purchaser of the loans to seek indemnity or demand repurchase or
substitution of the loans in the event the seller of the loans breaches a representation or warranty given to the
purchaser. However, there can be no assurance that a mortgage loan purchase agreement will contain appropriate
representations and warranties, that we or the trust that purchases the mortgage loans would be able to enforce a
contractual right to repurchase or substitution, or that the seller of the loans will remain solvent or otherwise be able to
honor its obligations under its mortgage loan purchase agreements. The inability to obtain or enforce an indemnity or
require repurchase of a significant number of loans could require us to absorb the associated losses, and adversely
affect our results of operations, financial condition and business.

The due diligence we undertake on potential investments may be limited and/or not reveal all of the risks associated
with such investments and may not reveal other weaknesses in such assets, which could lead to losses.

Before making an investment, we typically conduct (either directly or using third parties) certain due diligence. There
can be no assurance that we will conduct any specific level of due diligence, or that, among other things, our due
diligence processes will uncover all relevant facts, which could result in losses on these assets to the extent we
ultimately acquire them, which, in turn, could adversely affect our results of operations, financial condition and
business.

We have experienced, and may in the future experience, declines in the market value of certain of our investment
securities resulting in our recording impairments, which have had, and may in the future have, an adverse effect on our
results of operations and financial condition.

A decline in the market value of our MBS or other investment securities may require us to recognize an
“other-than-temporary impairment” (or OTTI) against such assets under U.S. generally accepted accounting principles
(or GAAP).  When the fair value of an available-for-sale (or AFS) investment security is less than its amortized cost at
the balance sheet date, the security is considered impaired.  We assess our impaired securities on at least a quarterly
basis and designate such impairments as either “temporary” or “other-than-temporary.”  If we intend to sell an impaired
security, or it is more likely than not that we will be required to sell the impaired security before any anticipated
recovery, then we must recognize an OTTI through charges to earnings equal to the entire difference between the
investment’s amortized cost and its fair value at the balance sheet date.  If we do not expect to sell an
other-than-temporarily impaired security, only the portion of the OTTI that is related to credit losses is required to be
recognized through charges to earnings with the remainder recognized through accumulated other comprehensive
income/(loss) (or AOCI) on our consolidated balance sheets.  Impairments recognized through other comprehensive
income/(loss) (or OCI) do not impact earnings.  Following the recognition of an OTTI through earnings, a new cost
basis is established for the security and may not be adjusted for subsequent recoveries in fair value through earnings. 
However, OTTIs recognized through charges to earnings may be accreted back to the amortized cost basis of the
security on a prospective basis through interest income.  The determination as to whether an OTTI exists and, if so,
the amount of credit impairment recognized in earnings is subjective, as such determinations are based on factual
information available at the time of assessment as well as on our estimates of the future performance and cash flow
projections.  As a result, the timing and amount of OTTIs constitute material estimates that are susceptible to
significant change.
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Our use of models in connection with the valuation of our assets subjects us to potential risks in the event that such
models are incorrect, misleading or based on incomplete information.

As part of our risk management process, we may use models to evaluate, depending on the asset class, house price
appreciation and depreciation by county, region, prepayment speeds and foreclosure frequency, cost and timing.
Certain assumptions used as inputs to the models may be based on historical trends. These trends may not be
indicative of future results. Furthermore, the assumptions underlying the models may prove to be inaccurate, causing
the model output also to be incorrect. In the event models and data prove to be incorrect, misleading or incomplete,
any decisions made in reliance thereon expose us to potential risks. For example, by relying on incorrect models and
data, we may be induced to buy certain assets at prices that are too high, to sell certain other assets at prices that are
too low or to miss favorable opportunities altogether, which could have a material adverse impact on our business and
growth prospects.

7
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Valuations of some of our assets are subject to inherent uncertainty, may be based on estimates, may fluctuate over
short periods of time and may differ from the values that would have been used if a ready market for these assets
existed.

While the determination of the fair value of our investment assets takes into consideration valuations provided by
third-party dealers and pricing services, the final determination of exit price fair values for our investment assets is
based on our judgment, and such valuations may differ from those provided by third-party dealers and pricing
services. Valuations of certain assets may be difficult to obtain or may not be reliable. In general, dealers and pricing
services heavily disclaim their valuations as such valuations are not intended to be binding bid prices. Additionally,
dealers may claim to furnish valuations only as an accommodation and without special compensation, and so they
may disclaim any and all liability arising out of any inaccuracy or incompleteness in valuations. Depending on the
complexity and illiquidity of an asset, valuations of the same asset can vary substantially from one dealer or pricing
service to another.

Our investments in residential whole loans are difficult to value and are dependent upon the ability to finance and
refinance such investments. The inability to do so could materially and adversely affect our liquidity and results of
operations.
The difficulty in valuation is particularly significant with respect to our less liquid investments such as our
re-performing loans (or RPLs) and non-performing loans (or NPLs). RPLs are loans on which a borrower was
previously delinquent but has resumed repaying. Our ability to sell RPLs for a profit depends on the borrower
continuing to make payments. An RPL could become a NPL, which could reduce our earnings. Our investments in
residential whole loans may require us to engage in workout negotiations, restructuring and/or the possibility of
foreclosure. These processes may be lengthy and expensive. If loans become REO, we, through a designated servicer
that we retain, will have to manage these properties and may not be able to sell them. See “Our Ability to Sell REO on
Terms Acceptable to Us or at All May Be Limited.”

We may work with our third-party servicers and seek to refinance an NPL or RPL to realize greater value from such
loan. However, there may be impediments to executing a refinancing strategy for NPLs and RPLs. For example, many
mortgage lenders have adjusted their loan programs and underwriting standards, which has reduced the availability of
mortgage credit to prospective borrowers. This has resulted in reduced availability of financing alternatives for
borrowers seeking to refinance their mortgage loans. In addition, the value of some borrowers’ homes may have
declined below the amount of the mortgage loans on such homes resulting in higher loan-to-value ratios, which has
left the borrowers with insufficient equity in their homes to permit them to refinance. To the extent prevailing
mortgage interest rates rise from their current low levels, these risks would be exacerbated. The effect of the above
would likely serve to make refinancing of NPLs and RPLs potentially more difficult and less profitable for us.

Our results of operations, financial condition and business could be materially adversely affected if our fair value
determinations of these assets were materially higher than the values that would exist if a ready market existed for
these assets.

Mortgage loan modification and refinancing programs and future legislative action may materially adversely affect the
value of, and the returns on, our MBS and residential whole loan investments.

The U.S. Government, through the U.S. Federal Reserve, the U.S. Treasury Department, the Federal Housing
Administration (or the FHA) and other agencies implemented a number of federal programs designed to assist
homeowners, including the Home Affordable Modification Program (or HAMP), which provided homeowners with
assistance in avoiding residential mortgage loan foreclosures, the Hope for Homeowners Program (or H4H Program),
which allowed certain distressed borrowers to refinance their mortgages into FHA-insured loans in order to avoid
foreclosure, and the Home Affordable Refinance Program (or HARP), which allows borrowers who are current on
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their mortgage payments to refinance and reduce their monthly mortgage payments without new mortgage insurance,
up to an unlimited loan-to-value ratio for fixed-rate mortgages.  While some of these programs (such as HAMP and
the H4H Program) have since expired, the U.S. Treasury Department, FHFA, FHA, and Consumer Financial
Protection Bureau (CPFB) have issued guiding principles for future loss mitigation programs. In addition, Fannie Mae
and Freddie Mac have announced their new Flex Modification foreclosure prevention program, developed at the
direction of FHFA, that will launch in 2017. Federal loss mitigation programs, as well as proprietary loss mitigation
programs offered by investors and servicers, may involve, among other things, the modification of mortgage loans to
reduce the principal amount of the loans (through forbearance and/or forgiveness) and/or the rate of interest payable
on the loans, or to extend the payment terms of the loans.  Especially with our Non-Agency MBS and residential
whole loan investments, a continuing number of loan modifications with respect to a given underlying loan, including,
but not limited to, those related to principal forgiveness and coupon reduction, could negatively impact the realized
yields and cash flows on such investments.  These loan modification programs, future legislative or regulatory actions,
including possible amendments to the bankruptcy laws, that result in the modification of outstanding residential
mortgage loans, as well as changes in the requirements necessary to qualify for refinancing mortgage loans with
Fannie Mae, Freddie Mac or Ginnie Mae, may materially adversely affect the value of, and the returns on, these
assets.

8
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We may be adversely affected by risks affecting borrowers or the asset or property types in which certain of our
investments may be concentrated at any given time, as well as from unfavorable changes in the related geographic
regions.
Our assets are not subject to any geographic, diversification or concentration limitations except that we concentrate in
residential mortgage-related investments. Accordingly, our investment portfolio may be concentrated by geography,
asset, property type and/or borrower, increasing the risk of loss to us if the particular concentration in our portfolio is
subject to greater risks or is undergoing adverse developments. In addition, adverse conditions in the areas where the
properties securing or otherwise underlying our investments are located (including business layoffs or downsizing,
industry slowdowns, changing demographics and other factors) and local real estate conditions (such as oversupply or
reduced demand) may have an adverse effect on the value of our investments. A material decline in the demand for
real estate in these areas may materially and adversely affect us. Lack of diversification can increase the correlation of
non-performance and foreclosure risks to these investments.
Our investments in residential whole loans subject us to servicing-related risks, including those associated with
foreclosure and liquidation.

The residential whole loans that have been acquired to date were purchased together with the related mortgage
servicing rights. We rely on third-party servicers to service and manage the mortgages underlying our residential
whole loans. The ultimate returns generated by these investments may depend on the quality of the servicer. If a
servicer is not vigilant in seeing that borrowers make their required monthly payments, borrowers may be less likely
to make these payments, resulting in a higher frequency of default. If a servicer takes longer to liquidate
non-performing mortgages, our losses related to those loans may be higher than originally anticipated. Any failure by
servicers to service these mortgages and/or to competently manage and dispose of REO properties could negatively
impact the value of these investments and our financial performance. In addition, while we have contracted with
third-party servicers to carry out the actual servicing of the loans (including all direct interface with the borrowers),
we are nevertheless ultimately responsible, vis-à-vis the borrowers and state and federal regulators, for ensuring that
the loans are serviced in accordance with the terms of the related notes and mortgages and applicable law and
regulation. (See “Regulatory Risk and Risks Related to the Investment Company Act of 1940 -- Our business is subject
to extensive regulation”) In light of the current regulatory environment, such exposure could be significant even though
we might have contractual claims against our servicers for any failure to service the loans to the required standard.

When one of our residential whole loans is foreclosed upon, title to the underlying property is taken by a Company
subsidiary. The foreclosure process, especially in judicial foreclosure states such as New York, Florida and New
Jersey, can be lengthy and expensive, and the delays and costs involved in completing a foreclosure, and then
subsequently liquidating the REO property through sale, may materially increase any related loss. In addition, at such
time as title is taken to a foreclosed property, it may require more extensive rehabilitation than we estimated at
acquisition. Thus, a material amount of foreclosed residential mortgage loans, particularly in the states mentioned
above, could result in significant losses in our residential whole loan portfolio and could materially adversely affect
our results of operations.

The expanding body of federal, state and local regulations and the investigations of servicers may increase their cost
of compliance and the risks of noncompliance, and may adversely affect their ability to perform their servicing
obligations.
 We have engaged, and we depend upon, third-party servicers to service the residential mortgage loans that we acquire
through consolidated trusts. We also depend upon the servicers that have been hired by issuers to service the
mortgages underlying the MBS that we acquire. The mortgage servicing business is subject to extensive regulation by
federal, state and local governmental authorities and is subject to various laws and judicial and administrative
decisions imposing requirements and restrictions and increased compliance costs on a substantial portion of their
operations. The volume of new or modified laws and regulations has increased in recent years. Some jurisdictions and
municipalities have enacted laws that restrict loan servicing activities, including delaying or preventing foreclosures or
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forcing the modification of certain mortgages.
 Federal legislation has also been proposed which, among other things, could hinder the ability of a servicer to
foreclose promptly on defaulted residential loans, and which could result in servicers being held responsible for
violations in the residential loan origination process. Certain mortgage lenders and third-party servicers have
voluntarily, or as part of settlements with law enforcement authorities, established loan modification programs relating
to loans they hold or service. These federal, state and local legislative or regulatory actions that result in modifications
of our outstanding mortgages, or interests in mortgages acquired by us either directly through consolidated trusts or
through our investments in residential MBS, may adversely affect the value of, and returns on, such investments.
Mortgage servicers may be incented by the Federal government to pursue such loan modifications, as well as
forbearance plans and other actions intended to prevent foreclosure, even if such loan modifications and other actions
are not in the best interests of the beneficial owners of the mortgages. As a consequence of the foregoing matters, our
business, financial condition, results of operations and ability to pay dividends, if any, to our stockholders may be
adversely affected.
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