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AT THORNBURG MORTGAGE, WE'VE ALWAYS
BELIEVED WE COULD TRANSFORM

THE MORTGAGE BUSINESS BY PAIRING
INNOVATION WITH RESPONSIBILITY.
THAT ENTREPRENEURIAL SPIRIT GUIDES
US 10 BE EXCEPTIONAL 0N EVERY ASPEGT
BF OUR BUSINESS.
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FACTORS THAT MAY AFFECT FUTURE RESULTS Certain matters discussed in this annual report may constitute forward-looking statements
within the meaning of the federal securities (aws, We can obtain a “safe harbor” for such statements by identifying them with words
such as “believe,” “anticipate,” “intend," “expect,” “wili,” “strive,” “target,” “confidence,” “project,” and similar language, and
accompanying them with cautionary language, which identifies factors that could cause actual results to differ materially from those
expressed in the forward-looking statements. Such factors include general econemic conditions, interest rates, the availability of
ARM securities and loans for acquisition, and other risk factors outlined in the company's SEC reports, including the 2006 10-K
included in this annual report,




FINANCIAL HIGHLIGHTS

In thousands, except percentages and per common share data

lgee page 23 of the accompanying 10-K for an explanation and reconciliation of this non-GAAP disclosure.
2 For the applicable year as reported in the company’s earnings announcements.
3 Previously referred to as collateralized debt obligations or CDQs, The company changed the name to highlight the fact that the debt financings
are backed exciusively by prime quality ARM loans either originated or purchased by the company and hedging instruments,
4 A non—-GAAP number, which excludes unrealized market value adjustments, more fully described and reconciled to the correspanding GAAP
book vajue number on page 23 of the accompanying 10-K.

NET INCOME N miLLIONS DIVIDENDS IN DOLLARS PER SHARE TS IN BILLIONS
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INCOME STATEMENT HIGHLIGHTS

2006 2005 2004 2003 2002
Net interest income & 346,684 $ 344,457 $ 293,699 $ 233,953 $ 157,929
Net income $ 297,697 § 282844 $ 232564 $ 176,504 $ 120,016
Earnings per share — dilured $ 2.58 $ 279 $ 2.80 $ 2.71 $§ 259
Average shares — diluted 111,055 . 99,187 83,001 65,217 46,350
Taxable income per share’ $ 2.47 $ 2.83 $ 293 $ 2.81 § 2,07
Dividends per share? $ 272 $ 272 $ 2.66 $ 2.49 § 229
Yield on adjustable-rate mortgage assets 5.17% 4.42% 3.98% 4.05% 4.63%
Portfolio margin 0.73% 1.01% 1.25% 1.61% 1.88%
Return on average equity 12.78% 14.04% 15.55% 17.31% 17.66%
Operating expense to average assets 0.20% 0.25% 0.32% 0.42% 0.45%
BALANCE SHEET HIGHLIGHTS

2006 2005 2004 2003 2002
Adjustable-rate mortgage asses $ 51,532,955 & 414840290 $ 28,743,061 § 18,832,166 $10,333,213
Totl assecs § 52,705,052 & 42,507,741 $ 29212402 § 19,118,799 310,512,932
Reverse repurchase agreements $ 20,706,587 $ 23,390,079 $ 14,248,939 & 13926858 $ 8,568,260
Asset-backed commercial paper $ 8906300 § 499,000 § 4905000 § — $ —
Collateralized mortgage debe® $ 18,704,460 § 10,254,334 § 6,645,598 & 3,114,047 $ 255415
Senior and subordinared notes $ 545,000 8§ 495,000 $ 305000 § 251,080 3§ —
Shareholders’ equity $ 2377072 % 2207086 § L789,184 0§ 1,239,104 $ 833,042
Book value per share $ 1892 & 2000 & 1947 & 1675 $ 14.54
Historical book value per share® $ 2166 & 2141 § 2046 % 1868 § 16.54
Number of shares ourstanding 113,775 104,775 91,904 73,985 52,763
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m’ D. Personalized

LOAN PRODUCTS

Thornburg Mortgage is driven by the
belief that we can transform residential
mortgage lending by balancing an
innovative, entrepreneurial spirit with a
disciplined business strategy focused

on core risk management practices and a
lean and efficient operating platform.

From the start, we decided to create a business moddd
chat was different from eradicional morcgage lenders,
which is why. since 1993, we've been creating our own

formula for success.

At Thornburg Morcgage, we're commiceed to delivering
an exceprional experience to our lending pareners and
borrowers and building long-term wealth for our valued
sharehiolders by minimizing risk and recurning consis-
rene carnings and dividends, As a resule, in the last five
vears, Thornburg Mortgage has generated an average

annual recurn for shareholders of more than 1657,

In creating our own formula for success. we've combined
our disciplined business model with our pioncering
vision of whar mortgage lending can be inan equacion
that strives o create consistent, long-term performance.
regardless of che greater marker covironmene. In this
vear's annual report. vou'll see how each elemene in our
formula fur success not only enhances the mortgage

lending process for our partners and clients, bur also

C. Common Sense

UNDERWRITING

imprc)\'ts the ivesement prospects “)I‘ our sharcholders.

A+bscad=

PERSONAL, LONG-TERM RELATIONSHIPS




When Thornburg Mortgage set out to create its own formula for success, we understood
that our performance would be judged not only by our ability to create shareholder wealth
during favorable operating environments, bur also by how well our management team dem-
onsrrated its ability to preserve shareholder value during challenging periods including rising
short-term interest rates and increased competition in the mortgage industry. We've always
prided ourselves on doing business differently, and in 2006, we were able to demonstrace that
our exceprional business model was able to withscand these challenges.

At the start of 2006, most pundits were forecasting a difficult year in the residential mortgage
industry. After all, the Fed Funds rate had increased by 325 basis points during the preceding
19 months wicth more increases expected, the yield curve had flactened, the Mortgage Bankers
Association (MBA) was predicting that mortgage originacions would decline by 20%, and
many other morcgage real estate investment trusts (REITs) had already cur their dividends.

However, at Thornburg Mortgage, we felt confident that our unique business model would
enable us to grow our balance sheet and access capital in the midst of a challenging cycle, making it
possible for us ro maintain our atcractive dividend for our shareholders. We were able to deliver
on this goal in 2006, because of key components in our business strategy including focusing
exclusively on originating and acquiring excellent credit-quality jumbo and super-jumbo adjust-
able-rate mortgage (ARM) assets, actively hedging our portfolio to effectively manage chrough a
changing interest rate environment, and utilizing a diverse array of asset acquisition, financing

and revenue-generating strategies.

The success of our unique formula was demonscrated by our solid performance during the year.
Total assets grew to $52.7 billion, an impressive 24% increase over the prior year, in part due to
the strength of our growing loan origination business. Despite the bleak predictions of the MBA,
our originations grew by 13% to $5.6 billion, largely driven by the continued growch and strength
of our correspondent lending channel, which expanded by 33%. With 282 correspondent lend-
ing partners, we are now the 18th largest correspondent lender in the nation. The average loan
originated by our correspondent partners is four times the national average — $817,812 —up 22%
from 2005.

By successfully executing a number of collateralized mortgage debr financing and alternative
capital-raising transactions in 2006, we utilized our capital base more effectively and raised
capital at a lower cost than through the issuance of common stock, which strengthened our
balance sheet and supporred our earnings in an environment where our core spread-lending
business was impacted by competitive market and interest rare pressures.

THORMBURG MORTGAGE ANNUAL REPORT | pager 4-5
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5-YEAR COMPOUND ANNUAL RETURN
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SOURCE: Nationa! Association of Real Estate Investment Trusts® and Bloomberg.
! Price appreciation only.

In 2006, we completed seven collateralized mortgage debt transactions. Because less equity
capital is required for these transactions, we can more effectively leverage our existing capital
base, strengthen our balance sheet by permanently financing our mortgage assets and offser ner
interest income pressures. In 20006, our collateralized mortgage debt transactions allowed us to
permanently finance $11.3 billion of ARM loans, including a $1.3 billion transaction in the
fourth quarter. These transactions collectively freed up an estimated $793.3 million of capiral,
allowing us to purchase approximacely $8.8 billion in additional ARM assets during the year,
which we estimate resulted in an earnings benefit of $0.54 per share.

A relatively strong stock price during the firse half of 20006 allowed us to strategically issue
common stock at an average net price of $26.87 per share, for a total net amount of $241.8 mil-
lion. Additionally, we received net proceeds of $113.4 million from preferred stock issuances
at an average net price of $24.11 per share. Our new Series D preferred stock and our existing
Series C preferred stock proved to be low-cost alternatives to raising common equirty. In 2006,
we also successfully issued $50.0 million of 30-year junior subordinared nores which have a
fixed inreresr rate of 7.68% until April 2016. We anticipate continuing to use these long-term
capital sources in 2007 as lower-cost capital alternatives to common equity to support future
earnings and balance sheet growth.

Our ability to generate non-interest income during the year and a reduction in operating
expenses as a percentage of average assets also helped create earnings and dividend consistency.
We benefited from an increase in loan servicing and mortgage services income, income relaced to
the sale of longer duration ARM securicies, and gains associated with the effective management
of our mortgage loan pipeline. Additionally, our larger balance sheet and performance-based cost
structure led to a reduction in our operating expenses as a percentage of average assers, which
decreased from 0.25% to 0.20% year-over-year.

THORNBURG MORTGAGE ANNUAL REPORT | payer 6-7




As a result of these effores combined with our use of a portion of our undistributed taxable
income from prior periods, we were able to maintain our $2.72 dividend. We truse chis illustrares
the benefits of our disciplined approach to core interest rate risk management practices, our proven
and efficient operating model, and our diverse asset acquisition and financing scrategies, which
gave us the ability to maintain our dividend through rhis cycle.

Looking to 2007, we remain confident chat our service-oriented approach to loan originations
will allow us to continue to gain markec share. While the MBA is predicting that mortgage
originations may decline by 5% in 2007, our goal is to originate $6.8 billion in mortgage loans,
a 21% increase over 2006, We intend ro achieve this goal by further enhancing and streamlining
our operational capability — deepening our management team, continuing to make technological
system enhancements and expanding our back-office infrascructure.

We also intend to expand and enhance our lending partner network and build and retain long-
term relationships with our current customer base. Not only have our borrowers and correspondent
lending partners benefited from our common sense approach to underwriting, innovative product
offerings and exemplary customer service, but our new wholesale lending partners are also
beginning to experience the benefics of working wich Thornburg Mortgage. In 2006, our recently
launched wholesale channel gained strong momentum. We now support 234 mortgage brokerage
firms through relationships with 2,083 loan officers, and in 2007, we anticipate this channel will
provide an increasing source of higher yielding loans. In fact, we now expect that 25% of our 2007
loan origination activity will be generated through chis channel.

From an earnings perspective, we continue to be optimistic about what 2007 holds for Thornburg
Morcgage even though we do not anticipate that the operating environment will change marerially
in the near term. We expect to continue to benefit from reduced premium amortizacion in 2007 if
mortgage prepayments are slower than our current expectations. Additionally, we expect to realize
a gradual earnings benefit over the next 24 months as $7.2 billion of hybrid ARMs reprice from an
average interest rate of 4.63% to a current market rate. These porcfolio benefics, when combined
with the core strategies that make our business model unique, give us confidence in our earnings
outlook. We're excited about the formula for success that we've created, and we hope that you, as a
valued shareholder in the company, will continue to reap its rewards in 2007 and beyond.

SINCERELY,
—— =z ! .
W
s

Garrett Thornburg § © Larry Goldstone

Chaijrman of the Board A i Presidenc and

and Chief Executive Officer i Chief Operating Officer
Febiuary 2007
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. GROWING ORIGINATIONS DESPITE INDUSTRY DECLINE
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SOURCE: Thornburg Mortgage and the Mortgage Banker’s Association.

“Over the past four years, our origination
business has grown an average of
25% a year, despite an overall industry
volume decline.”
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“It is the simply exceptional business that
excels by adding diverse acquisition,
financing and revenue-generating strategies
into its formula for success.”

DIVERSIFICATION: A KEY TO OUR SUCCESSFUL EQUATION

Diversification is an important ingredient in our formula for success. It plays a vital role
in many aspects of our business and helps create shareholder value. By diversifying, we
increase our asset and financing opportunities, decrease our exposure to marker flucruations, and
improve our revenue potential.

As a portfolio lender, we acquire mortgage assets to grow our portfolio. We purchase high-quality
ARM loans {from other mortgage originators, and mortgage-backed securities from investment
banking firms, broker-dealers and similar financial institutions. We also originare loans directly
to borrowers or through our lending partners. By having multiple acquisicion channels, we keep
our acquisition costs low and take advantage of pricing opportunities and marker inefficiencies to
acquire mortgage assets with actractive yields.

With our multiple financing sources and active securitizations, we have significantly improved our
access to funding regardless of the credit and interest rate environment and have che ability to grow
our balance sheer. Qur operations are funded with long-term capital — common and preferred stock
and senior and subordinated debt — and wich borrowings such as reverse repurchase agreements,

THORMBURG MORTGAGE ANNUAL REPORT pager 10-11
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commercial paper and collateralized mortgage debt. Over the past five years, we have grown our
asset base by 58% a year on average. Qur long-term capital and collateralized mortgage debt
transactions fueled this growth, enabling us to grow earnings and dividends in favorable envi-
ronments and sustain them when our core spread-lending business was impacted by marker and

interest rate pressures.

Finally, we furcher diversified our revenue sources in 2006 when we acquired Adfitech, Inc., the
largest provider of outsourced quality control services to the mortgage industry. This strategic
partnership also supports our goal of growing our successful mortgage lending operation by
expanding and optimizing our operational capabilities to support many of our back-office lend-
ing operations. And as a proven, self-sustaining business with a strong base of existing clients,
Adfitech gives us a new source of non-interest income that we believe we can grow — both near
and long term — through the mortgage-related services it provides to the mortgage industry,
such as pre- and post-funding quality control and document delivery services.

At Thornburg Mortgage, we understand that in order to grow, businesses must be adaptable to
weather challenging market environments. We know that it is the simply exceptional business that
excels by adding diversification into its formula for success.

THORNBURG MORTGAGE ANNUAL REPORT puges 12-13




“Diversifying the way we acquire and
finance our assets decreases

our exposure to market fluctuations and
improves our earnings consistency.”

ASSET ACQUISITION DIVERSIFICATION

W MBS
BULK
W CORRESPONDENT
[0 MORTGAGE EXCHANGE PROGRAM
RETAIL
: W WHOLESALE

OPERATING DEBT DIVERSIFICATIOD

M REVERSE REPURCHASE AGREEMENTS
M COLLATERALIZED MORTGAGE DEBT
COMMERCIAL PAPER

! Excludes whole loan financing facilities.
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RISK MANAGEMENT: BRINGING BALANGCE TO THE EQUATION

Qur primary goal is to build long-term wealth for our shareholders by delivering stable and grow-
ing earnings and dividends. We achieve chis in part by minimizing the credit and incerest rate risks
inherent in the morcgage lending business. We address credit risk by purchasing or ariginating
only first-lien A quality” prime mortgages on single-family residential properties, which histori-
cally have the lowest defaulr rates in the industry. At December 31, 2006, 96% of our §51.5 billion
portfolio of ARM assets was rated AAA or AA by independent rating organizations, which includes
loans we have originated and then converted into securities. Owning morcgage assets in the form of
AAA-rated securities improves our ability to finance our portfolio in any economic environment and
greacly enhances our portfolio liquidity.

Because we retain credit loss exposure on the loans we securitize, the underwriting standards we use
are among the most stringent in the industry. Consequently, our 60-day plus delinquent loans and
real-estate owned properties represented just 0.11% of $23.2 billion of securitized and unsecuritized
loans at December 31, 2006, significantly below the industry average of 1.01% for similar loans.

We also significantly lower our risk profile by actively managing interest rate risk by monitoring
duration — the price change of cur hybrid ARMs and che associated borrowings as interest rates move
over time. This is essential since, like most financial institutions, we borrow funds to finance our port-
folio, which means that changing interest rates could affect our borrowing costs differently than the
interest rates on our mortgage assers. Ensuring thac the duration of our hybrid ARMs and borrow-
ings remains relatively the same limits the impact future interest rate changes have on our earnings.

Since our hybrid ARM assets have an initial fixed rate of interest, and we tend to borrow mostly
short-term funds, we extend the term of the associated short-term borrowings by entering into
interest rate swap agreements and interesc rate cap agreements. This provides us with a mechanism to
protect profitability and ensure long-term consistency in earnings and dividends regardless of interest
rate changes. At December 31, 2006, there was no duration difference between our hybrid ARMs,
which represent 87% of our ARM portfolio, and their related borrowings and hedging instruments.

At Thornburg Morcgage, careful risk management is what balances the equation in our formula
for success.

THORNBURG MORTGAGE ANNUAL REPORT | poger 14-15




THE IMPORTANCE OF INTEREST RATE RISK MANAGEMENT
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“BY ENTERING INTO INTEREST RATE SWAP AND
CAP AGREEMENTS WE CAN CLOSELY MATCH THE
DURATION OF OUR ASSETS AND LIABILITIES TO
ACHIEVE GREATER EARNINGS STABILITY.”




OUR EFFICIENT OPERATING PRACTICES: ADDING TO OUR BOTTOM LINE

In our formu!a for success, we use operational efficiencies that add to our hottom line.
We have strived to create a lean, nimble operating platform that gives us a lower profitabilicy thresh-
old than our competitors. That is why our 2006 operating expense as a percentage of average assets
was just 0.20%.

At Thornburg Mortgage, we don’t have a nationwide necwork of “brick and mortar” retail lending
offices or commissioned loan officers. We find it is more efficient to acquire mortgage securities and
packages of mortgage loans through cost-effective capital market transactions and to originare loans
directly through our website or call center or through our lending partners in the correspondent and
wholesale channels. We also aren't reliant on banking deposits to meet our financing needs. Instead,
we use an array of cost-efficient, capital markers-based financing and capital strategies to maintain

diverse financing alternatives,

Since we're committed to efficiency, we don't rely on legacy computer systems. Instead, we can adapt
our industry-leading technology-based platform quickly without a large investment of capital. Tech-
nology touches every aspect of our business and streamlines operational processes, expedites decision
making and enhances accurate information flow. Our integration of Internet capabilities, digital
imaging and database management creates a scalable, paperless work environment thar enhances the
lending process and enables us to close loans more quickly.

Finally, by being structured as a RETY, we are not required to pay taxes on the income that we
distribute to our shareholders in the form of dividends. We believe this tax advantage, along with
our other operational efficiencies, lowers our cost of capital and enables us to generate returns for our
shareholders that are comparable to those of taxable entities while taking less interest rate, credit and
leverage risk.

THORNBURG MORTGAGE ANNUAL REPORT | pager 18-19










“We’'re focused on creating mortgage loans
that meet the financial needs of
sophisticated ‘A quality’ borrowers.”

P g P

A FOCTSED LENDING MISHIE: THE DIFFERENCE ADS P

: When it comes to creating a successful mortgage lending

M M operation, it pays to be different. While other mortgage

m&mum@ lenders may take a less disciplined approach to credit quality
and underwriting standards, Thornburg Mortgage doesn't.

We strategically focus on originating jumbo and super-jumbo ARM loans for financially sophis-
ticated borrowers with excellent credit.

Historically, few lenders have specialized in serving the jumbo ARM segment of the marker, so it
has remained relatively underserved, yer very artractive as the costs associated wich originating a loan
are the same regardless of the loan size. Our specialization in this profitable, but underserved sector
provides us with the opportunity to increase market share and deliver higher margin, more profitable

resules for our shareholders.

Over the past four years, our origination business has grown an average of 25% a year, despite an
overall industry volume decline. We hope to “own” the jumbo and super-jumbo ARM market by
continuing to handcraft morcgage loans chat meec the financial needs of che sophisticated “A quality”
borrowers in this niche. Despite the current competitive market environment, we are confident we
can furcher expand our wholesale and correspondent partner relationships, because we have demon-
strated that their clients can benefit from our compelling loan products and pricing, our common
sense underwriting and our commitment to simplify and screamline che loan approval process.

It's no surprise that our focus adds to the formula for success we're creating at Thornburg Mortgage.
We understand thac for our shareholders, it pays to be different - it pays to be focused.

THORNBURG MORTGAGE ANNUAL REPORT pages 20-21
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A COMMITMENT TO TRANSFORM THE LENDING EXPERIENCE

Success at Thornburg Mortgage means doing things differently. It's simply not good
enough to treat our baorrowers as other mortgage lenders do. Jumbo and super-jumbo
borrowers expect more, and we work hard to deliver not only exceprional customer service, but
also innovative loan products that we can handcraft to meer their personal, and sometimes com-
plex, financial needs. In an industry where an impersonal “black box” approach dominates cthe
lending process, Thornburg Mortgage strives to deliver an exceptional experience, personalized
loan products and a platform that allows us to build long-term relationships with our borrowers.

Operating as a portfolio lender has its advantages — especially in meeting the needs of our
sophisticated borrowers. Because we rerain the loans we originate, we don't have to adhere
to the standard guidelines of mortgage buyers, and can offer creative and personalized loan
products chat often require an outside-the-box, common sense underwriting approach. It also
allows us to offer a long-term lending proposition that few lenders can equal — a wide selection
of ARM products and features thar allow our borrowers to urilize their mortgages as financial
planning tools, not merely as a means to purchase or refinance their homes.

Our leading-edge technology allows our operational staff to assess the complexities often
associated with high-net worch borrowers and perform personalized loan reviews with syscems
applications in a paperless environment, combining Internet capabilities, digiral imaging and
database management. Because of our proven expertise in underwriring and funding jumbo and
super-jumbo ARM loans, our correspondent and wholesale lending partners are bringing their
more sophisticated clients to Thornburg Mortgage.

THORMBURG MOCRTEAGE ANNUAL REPORT Dager 22-23










“Under the Thornburg Mortgage Exchange
Program’, our borrowers don’t
undergo the document-intensive process
most other lenders require.”

Qur current borrowers can also forgo the document-intensive
process most lenders require when refinancing or changing
morcgage loan products through che Thornburg Morcgage
Exchange Program®™. Wich a simple phone call and for a
small fee, our borrowers can change the fixed-rate period
of their loan, or modify to a different ARM product, to a
current incerest rate or o an interest-only paymenr option.
In 2006, we modified $573.8 million of loans and preserved
our lending relacionships with 1,141 of our current borrowers.
Under this program, we also offer borrowers the ability to
take equity out of their homes on a streamlined basis.

Addirionally, we can streamline cthe loan process for exist-
ing borrowers who are purchasing a new primary residence
or vacation home, because we already have che relevant
credit informacion on file, making the process simple and
fast. This feature encourages repeat business and allows
us to build loyalty with our 20,637 existing borrowers,
which should contribute positively to our financial perfor-
mance over time.

At Thornburg Mortgage, we are committed to transform-
ing the morcgage lending industry. Better serving our
borrowers and lending partners is a key element in our
formula for success.

10 MINUTE LOAN

HOW IT WORKS:

Thornburg Mortgage borrowers

wilt never have to refinance again
with the Thornburg Mortgage
Exchange Program™. The 10 minute
modification does not require

a new application, new appraisal or
title — just a simple phone call
and borrowers can change the terms

of their loan once per year.

THORNBURG MORTGAGE ANNUAL REPORT | pages 24-25
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Our creative culture and outside-the-box
thinking mean our people don’t just see the
mortgage industry as it is, but as it can be.

A KEY ELEMENT IN CUR FORMULA FOR SUCCESS: OUR PEOPLE

Our people take the same sophisticated approach to
7,000 FT lending and financing that one would expect from any

major mortgage lender, but our employees are driven

higher standearedy

to do more, be better.

Maybe it's the Santa Fe air and the views at 7,000 feet, bur our people really do see the
mortgage industry differently. We're committed to providing our borrowers and lending partners
with an exceptional lending experience while delivering superior returns to our shareholders.
Our creative culture and outside-the-box thinking mean our people don’t just see the mortgage
industry as it is, but as it can be. They’re constantly looking at srandard industry practices and
trying to find more innovacive, efficient ways to do business while still remaining accessible and
providing the highest level of personalized service. As a result, Thornburg Mortgage combines
che best of rradicional mortgage lending and financing with a leading-edge technology platform.
And we do it while building relationships with our borrowers and lending partners. By being
different by design, we're rransforming the way mortgage lending is accomplished.

By investing in highly qualified people with an enlightened approach to lending, we can con-
tinue creating new strategies, produces and services to improve the investment prospects for our
shareholders and the mortgage lending process for our lending partners and borrowers. It’s our
people — our greatest asset — thar truly are the key to our formula for success.
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The one thing that eruly sets Thornburg
Mortgage apart is the formula for success

we have created.

e _

Our desire to conginuously seek better approaches
to fesidential mortgage lending - - from acquiring
and fimancing our assets to the manner in which we
serve our lending pareners and borrowers — has
allowed us to perform consistently in both challenging
and favorable markets.

Balancing the implementation of new strategies,
products and services with our core Fisk management
practices and a highly efficient operating structure has
created a compelling business placform that will enable
us to transform mortgage lending while generating

ateractive recurms fof our valued shareholdess.

THORNBURE MORTEAGE'S FORMULA FOR SUCTESS
IS UNMATCHED IN THE INDUSTRY, AND IT SERVES
AS THE CORNERSTONE FOR BUILDING A STRONGER,
MORE SUCCESSFUL COMPANY IN THE FUTURE.
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In this annual report, we refer to Thornburg Mortgage, Inc. and its subsidiaries as “we,” “us,” or “the Company,” unless
we specifically state otherwise or the context indicates otherwise. Capitalized terms not otherwise defined in the annual
report and financial statements below shall have the definitive meanings assigned to them in the Glossary at the end of this
report.

PART1
Item 1. BUSINESS
GENERAL

We are a single-family residential mortgage lender that originates, acquires and retains investments in ARM Assets, thereby
providing capital to the singte-family residential housing market. Our ARM Assets consist of Purchased ARM Assets and
ARM Loans and are comprised of Traditional ARM Assets and Hybrid ARM Assets. Purchased ARM Assets are MBS that
represent interests in pools of ARM loans, which are publicly rated and issued by third parties and may include guarantees or
other third-party credit enhancements against losses from loan defaults. ARM Loans are either loans that we have securitized
from our own loan origination or acquisition activities, loans that we use as collateral to support the issuance of Collateralized
Mortgage Debt or loans pending securitization. Like traditional banking institutions, our income is generated primarily from
the net spread or difference between the interest income we earn on our ARM Assets and the cost of our borrowings. Our
strategy is to maximize the long-term sustainable difference between the yield on our ARM Assets and the cost of financing
these assets, and to0 maintain that difference through interest rate and credit cycles.

While we are not a bank or savings and loan institution, our business purpose, strategy, method of operation and risk profile
are best understood in comparison to such institutions. We finance the purchases and originations of our ARM Assets with
equity capital, unsecured debt, Collateralized Mortgage Debt and short-term borrowings such as Reverse Repurchase
Agreements, Asset-backed CP, whole loan financing facilities, and other collateralized financings that we may establish in the
future. When we borrow short-term or floating-rate funds to finance our Hybrid ARM Assets, we also enter into interest rate
hedging transactions, which are intended to fix, or cap, our borrowing costs during the fixed-rate period of the Hybrid ARM
assets. We believe we have minimized our exposure to changes in interest rates since the assets we hold are primarily ARM
Assets and we generally match the Effective Duration, which is a calculation expressed in months or years that is a measure of
the expected price change of financial instruments based on changes in interest rates, of those assets with funding of
comparable Effective Duration. We have a policy to operate with an Adjusted Equity-to-Assets Ratio, a non-GAAP
measurement, of at least 8%. See “Capital Utilization and Leverage™ on page 39 for an explanation and a calculation of our
Adjusted Equity-to-Assets Ratio. Moreover, we focus on acquiring High Quality assets to minimize potential credit losses
and to ensure our access to financing. Our operating structure has resulted in operating costs well below those of other
mortgage originators. Our corporate structure differs from most lending institutions in that we are organized for tax purposes
as a REIT and, therefore, pay substantially all of our earnings in the form of dividends to shareholders,

We are an externally advised REIT and, as such, we are managed extemally by the Manager under the terms of the
Management Agreement, subject to the supervision of the Board of Directors. See “Employees — The Management
Agreement.”

Our internet website address is www.thornburgmortgage.com. We make availabie free of charge, through our internet
website, under the “Investor Information — SEC Filings” section, our annual report on Form 10-K, our quarterly reports on
Form 10-Q, our current reports on Form 8-K and any amendments to those reports that we file or furnish pursuant to Section
13(a) or 15(d) of the Securities Exchange Act of 1934 as soon as reasonably practicable after we electronically file such
material with, or furnish it to, the SEC.

You may also find the Code of Conduct, the Corporate Governance Guidelines and the charters of the Audit Committee,
Nominating/Corporate Governance Committee and Compensation Committee of the Board of Directors at our website under
the “Investor Information — Corporate Governance” section. These documents are also available in print to anyone who
requests them by writing to us at the following address: 150 Washington Avenue, Suite 302, Santa Fe, New Mexico, 87501,
or by phoning us at 1-888-898-8698.




CORPORATE GOVERNANCE

We pride ourselves on maintaining an ethical workplace in which the highest standards of professional conduct are practiced.
Accordingly, we would like to highlight the following facts relating to corporate governance:

+ The Board of Directors is, and always has been, composed of a majerity of independent directors. The Audit,
-Nominating/Corporate Governance and Compensation Committees of the Board of Directors are, and always have
been, composed exclusively of independent directors. The Board of Directors 1) reviews our financial results, policy
compliance and strategic direction on a quarterly basis, 2) reviews our budget and three-year strategic plan annually
and 3) performs an annual review of the Manager’s compensation, performance and implementation of our strategic
plan.

¢  We have a Code of Conduct and Corporate Governance Guidelines that cover a wide range of business practices and
procedures that apply to all of our employees, officers, directors and the Manager that foster the highest standards of
ethics and conduct in all of our business relationships. In addition, we have instituted a Nonretaliation Policy and
Procedure for Whistleblowers that sets forth procedures by which any officer or employee of the Company or the
Manager may raise concerns regarding alleged violations of federal fraud or securities laws, which may involve
_financial matters, such as accounting, auditing or financial reporting, as well as non-financial matters, with the
appropriate supervisors, officers or committees of the Board of Directors.

e  We have an Insider Trading Policy to prohibit any of the directors, officers or employees of the Company or the
Manager from buying or selling our stock on the basis of material nonpublic information or communicating material
nonpublic information to others.

e We are managed externally by the Manager under the terms of the Management Agreement, subject to the
supervision of the Board of Directors. The Manager’s compensation is based on formulas tied to our success in
increasing equity capitalization and generating net income above defined targets. The Compensation Committee and
the independent directors annually evaluate the Manager’s performance and determine whether the compensation
paid to the Manager is reasonable in relation to the nature and quality of services performed.

e  We have a formal internal audit function to further the effective functioning of our internal controls and procedures.
Our internal audit plan is approved annually by the Audit Committee of the Board of Directors and is based on a
formal risk assessment and is intended to provide management and the Audit Committee with an effective tool to
identify and address areas of financial or operational concerns and ensure that appropriate controls and procedures
are in place. Section 404 of the Sarbanes-Oxley Act of 2002 requires an annual evaluation of internal control over
financial reporting. See “Controls and Procedures — Management’s Annual Report on Internal Control over
Financial Reporting™ on page 52,

OPERATING POLICIES AND STRATEGIES
Portfolio Strategies

QOur business strategy is to acquire, originate and retain primarily ARM Assets to hold in our portfolio, fund them using equity
capital and borrowed funds, and generate eamings from the difference, or spread, between the yield on our assets and our cost
of borrowings. Our ARM Assets include investments in Hybrid ARM Assets and Traditional ARM Assets.

We acquire Purchased ARM Securities and ARM Loans from investment banking firms, broker-dealers, mortgage bankers,
mortgage brokerage firms, banks, savings and loan institutions, credit unions, home builders and other entities involved in
originating, securitizing, packaging and selling MBS and mortgage loans. We believe we have a competitive advantage in
acquiring and investing in ARM Assets due to the low cost of our operations relative to traditional mortgage investors and
originators.

We acquire and originate ARM Loans for our portfolio through our correspondent lending, wholesale lending, direct retail
lending and bulk acquisition programs. Our correspondent lending program currently includes approximately 282 approved
correspondents. In the second quarter of 2006, we began originating ARM Loans through our wholesale lending channel and
as of December 31, 2006, we had 234 approved mortgage brokerage firms. Our direct retail lending channel originates ARM
Loans through direct contact with consumners and we are currently authorized to lend in 49 states and the District of Columbia.
We believe that diversifying our sources for ARM Loans and Purchased ARM Assets will enable us to consistently find
attractive opportunities to acquire or create high quality assets at attractive yields and spreads for our portfolio.
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We have a focused portfolio lending investment policy designed to minimize credit risk and interest rate risk. Our policy
requires us to have a mortgage asset portfolio with an expected Net Effective Duration of one year or less and which may
consist of Agency Securities guaranteed by Ginnie Mae, Fannie Mae or Freddie Mac, or privately issued (generally publicly
registered) ARM pass-through securities, multi-class pass-through securities, Collateralized Mortgage Debt, “A quality”
ARM Loans that we intend to securitize, Purchased Securitized Loans or other short-term investments that either mature
within one year or have an interest rate that reprices within one year.

Our investment policy requires that we invest at least 70% of our total assets in High Quality ARM Assets and short-term
investments. The remainder of our ARM portfolio, comprising not more than 30% of total assets, may consist of Other
Investments.

In 2006, we began acquiring and originating Pay Option ARMs as well as Purchased Securitized Loans collateralized by Pay
Option ARMs and as of December 31, 2006, we held $2.2 billion of Pay Option ARMs in our portfolio, the majority of which
were purchased through bulk loan acquisitions. Acquired and originated Pay Option ARMs are underwritten in accordance
with our bulk loan acquisition and underwriting guidelines detailed on pages 8 and 9. Pay Option ARMs have features that
allow borrowers to defer making the full interest payment on their loans. Therefore, the potential loss in the event of default
could be higher than on a loan that does not provide for deferral of interest. The Pay Option ARMs have features that limit the
deferred interest to 110% to 125% of the original loan balance. [f the loan balance reaches the applicable limit, additional
interest may not be deferred and the monthly minimum payment is increased to an amount that would amortize the loan over
its remaining term. As of December 31, 2006, accumulated deferred interest was $42.0 million. We expect the number of
delinquencies related to Pay Option ARMs to be greater than those related to Traditional and Hybrid ARMs. Our Pay Option
ARMSs had an average original effective loan-to-value ratio of 68% and an average original FICO score of 721 at December
31, 2006.

In the second quarter of 2006, our ownership of Hybrid ARM Assets with fixed-rate periods of greater than five years was limited
to no more than 50% of our total assets. In July 2006, the Board of Directors removed this limitation in response to consumer
preference for longer-term Hybrid ARM products in the current interest rate environment. We may also invest up to 5% of total
assets in fifteen year fixed-rate assets, although, as of December 31, 2006, we did not hold any fixed-rate assets. We use Hybrid
ARM Hedging Instruments to fix, or cap, the interest rates on the short-term borrowings and floating-rate Collateralized Mortgage
Debt financing our Hybrid ARM Assets. We have a policy that requires us to maintain a Net Effective Duration on Hybrid ARM
Assets of less than one year. We use a financial model that simulates interest rate changes and calculates the impact of those
changes on the fair value of our portfolio. By maintaining a Net Effective Duration of less than one year on our Hybrid ARM
Assets, we believe that we can maintain relatively stable earnings and dividends given changing interest rates.

To mitigate the adverse effect of an increase in prepayments on our ARM Assets, we emphasize the purchase of ARM Assets at
prices close to or below par. We amortize any premiums paid for our assets over their expected lives using the effective yield
method of accounting. To the extent that the prepayment rate on our ARM Assets differs from expectations, our net interest
income will be affected. Prepayments generally increase when current mortgage interest rates fall below the interest rates on
existing ARM Loans. To the extent there is an increase in prepayment rates, resulting in a shortening of the expected lives of our
ARM Assets, our net income and, therefore, the taxable income available for distribution and dividends paid to shareholders
could be adversely affected.

We believe that our status as a mortgage REIT makes an investment in our equity securities attractive for tax-exempt investors,
such as pension plans, profit sharing plans, 401(k) plans, Keogh plans and IRAs. We do not invest in REMIC residuals or other
CMO residuals that would result in the creation of excess inclusion income or unrelated business taxable income.

Acquisition, Securitization and Retention of Traditional ARM and Hybrid ARM Loans

We acquire and originate “A quality” ARM Loans through TMHL, our wholly-owned mortgage loan origination and acquisition
subsidiary, from four sources: (i) correspondent lending, (ii) wholesale lending, (iii) direct retail lending and (iv) bulk
acquisitions. Correspondent lending involves originating individual loans that we generally re-underwrite from lending partners
which we have approved and which originate and close the individual loans using our product pricing, underwriting criteria and
guidelines, or other approved criteria and guidelines. Wholesale loan originations are loans which we underwrite and close that
are sourced from approved mortgage brokerage firms. Direct retail loan originations are loans that we originate directly to
consumers via the internet or by telephone. Bulk acquisitions involve acquiring pools of whole loans, which are originated using
the seller’s guidelines and underwriting criteria. The loans we acquire or originate are financed through warehouse borrowing
arrangements pending securitization for our portfolio.




The loans acquired or originated by TMHL are first lien, single-family residential Traditional ARM and Hybrid ARM loans
with original terms to maturity of not more than forty years and are either fully ameortizing, interest-only for up to ten years
and fully amortizing thereafier, or to a lesser extent negatively amortizing.

All ARM Loans that we acquire or originate for our portfolio bear an interest rate tied to an interest rate index. Most loans
have periodic and lifetime constraints on the amount to which the loan interest rate can change on any predetermined interest
rate reset date. The interest rate on each Traditional ARM loan resets monthly, semi-annually or annually. Traditional ARM
loans generally adjust to a margin over a U.S. Treasury index, a LIBOR index or the 12-Month Treasury Average Index.
Hybrid ARM loans have a fixed rate for an initial period, generally 3 to 10 years, and then convert to Traditional ARM loans
for their remaining term to maturity,

We acquire and originate ARM Loans for our portfolio with the intention of using them as collateral for Collateralized
Mortgage Debt. Alternatively, we may also securitize them to create High Quality ARM securities and retain them in our
portfolio as Securitized ARM Loans. In order to facilitate the securitization or financing of our loans, we generally create
subordinate certificates, which provide a specified amount of credit enhancement and which we retain in our portfolio. Qur
investment policy limits the amount we may retain of below Investment Grade subordinate certificates or classes created as a
result of our loan acquisition and securitization efforts or acquired as Purchased Securitized Loans, to 17.5% of shareholders’
equity, measured on a historical cost basis.

We believe acquiring or originating ARM Loans and then securitizing them benefits us by providing: (i) greater control over
the quatity and types of ARM Assets acquired; (ii) the ability to acquire current coupon ARM Assets at lower prices; (iii)
additional sources of new whole-pool ARM Assets; and (iv) generally higher yielding investments in our portfolio.

We offer The Thornburg Mortgage Exchange Program®™ for loans we originate and/or service. We believe this program
promotes customer retention and reduces loan prepayments. Our core feature under this program is the loan modification
option where borrowers pay fees to change their current mortgage loan products to any then-available Hybrid or Traditional
ARM product that we offer. During 2006, we modified 1,141 loans with balances totaling $573.8 million. At December 31,
2006, the pipeline of loans to be modified totaled $74.6 million. Another feature of The Thomburg Mortgage Exchange
Program™™ is that, on a streamlined basis, our borrowers can take out equity from their homes.

Correspondent Lending

In the correspondent lending channel, we originate mortgage loans from Company-approved correspondent lenders. We pre-
qualify all correspondents to determine their financial strength, the soundness of their own established in-house mortgage
procedures and their ability to fulfill their representations and warranties to us. Correspondents’ compliance with these
qualifications is assessed at least annually. The majority of loans originated in the correspondent channel are originated to
our approved specifications including our internally developed loan products, credit and property guidelines, and
underwriting criteria. In certain cases, correspondents seil their own loan products to us, which are originated according to
the correspondents’ product specifications and underwriting guidelines that have been pre-approved by us.

We currently have granted delegated underwriting authority to 27 correspondent lenders. The level of delegated authority
ranges from $650,000 up to $2,000,000 per loan. Delegated authority is granted based on our prior experience with each
individual correspondent in the areas of credit quality and documentation quality. We perform a post-closing quality control
review on 20% of all loans approved with delegated authority. Prior to the purchase of all non-delegated loans generated by
our correspondents, we perform a full underwriting review of each loan file, including all credit and appraisal information, to
ensure product quality and compliance with our underwriting guidelines.

Wholesale Lending

In June 2006, we began originating loans through mortgage brokerage firms. Our Company-approved mortgage brokerage
firms sell our Traditional ARM and Hybrid ARM products and submit completed loan applications and customer
documentation through our web portal and imaging systems. The loans are underwritten and closed in TMHL's name. Our
main geographic targets in 2006 were areas of highly concentrated populations such as Florida, California and the
northeastern states. We plan to expand our geographic focus in 2007 to include a majority of the major markets in the United
States. We pre-qualify all mortgage brokerage firms to determine their financial strength, creditworthiness, existing
wholesale relationships and current technology capabilities, and to ensure that their core business relationships resemble our
customer profile. We assess the mortgage brekerage firms® compliance with these qualifications on an annual basis. In
addition to pre-approving mortgage brokerage firms, we maintain a list of pre-approved settlement agents and require certain
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insurance policies to be obtained from the closing agents to mitigate any risk of misappropriation of funds. Prior to
origination, we review all of the loan applications submitted by our mortgage brokerage firms to ensure product quality and
compliance with our underwriting guidelines. We perform a full underwriting of each loan file, including all credit and
appraisal information. We currently perform a post-closing quality control review on 100% of all loans originated but plan to
decrease that percentage during 2007.

We have a strategic partnership with a third-party provider for our wholesale web portal and obtain an insured closing
protection letter on all closings. We oversee the activities of these service providers through on-site visits, report monitoring,
customer service surveys and post-closing quality control.

Direct Retail Lending

In the direct retail channel, we capitalize on our competitive advantages including our portfolio lending capability, cost-
efficient operation, strategic partnerships, and available technology, 1o offer current and prospective borrowers attractive and
innovative mortgage products, competitive mortgage rates, and a high level of customer service. We originate mortgage loans
through TMHL, which is authorized to originate loans in 49 states and the District of Columbia.

Qur direct retail lending model is built upon strategic partnerships with third-party providers of traditional “back office”
processing and underwriting and other services such as appraisals, title and settlement services. We utilize agreements with
two third-party, private label fulfiliment vendors for the processing, underwriting and closing of our direct retail loans. In
addition, we work with nationally recognized providers of appraisal, credit, title insurance and settlement services. We
oversee the activities of these service providers through on-site visits, report monitoring, customer service surveys, post-
closing quality control, and periodic direct participation in the customer experience. These services are provided on a private
label basis, meaning that these providers identify themselves as being our representatives. The benefit to us of this
arrangement is that we pay for these services as we use them, without a significant investment in personnel, systems, office
space and equipment.

We use three approaches to originate loans directiy with borrowers. We originate loans via our personal service center, where
borrowers can call to inquire about loan products and interest rates, seek advice and counseling regarding qualifying for a
loan and the approval process, and complete a mortgage application. The completed mortgage loan application along with a
request for additional supporting documentation is then sent to the borrower for signature. Our loan processors, or their third-
party agents, are responsible for working with the borrower to complete the processing of the loan application, obtain a final
loan approval and schedule the loan for closing. The personal service center also originates loans as a result of outbound
telephone calls to current customers. We also offer mortgages on-line utilizing third-party, private label and web-based
origination systems. Prospective borrowers are able to look up mortgage loan product and interest rate information through
our website, obtain access to a variety of mortgage calculators and consumer help features, submit an application on-line and
begin the process of obtaining pre-approval of their loan. Once a mortgage loan application has been submitted, one of our
representatives will assist the borrower in completing the loan process.

Bulk Loan Acquisitions

Third-party mortgage originators or aggregators sell us pools of single-family residential Traditional ARM and Hybrid ARM
loans at market prices, with or without the servicing rights. The loans are originated using the seller’s loan products,
programs and underwriting guidelines. Additionally, the originator performs the credit review of the borrower, the appraisal
of the property and the quality control procedures. We usually only consider the purchase of loans when the borrowers have
had their income and assets verified, their credit checked and appraisais of the properties have been obtained. We or a third
party due diligence firm then perform an independent underwriting review of the processing, underwriting and loan closing
methodologies that the originators used in qualifying a borrower for a loan. Depending on the size of the loan package, we
may not review ali of the loans in a bulk package of loans, but rather select loans for underwriting review based upon specific
risk-based criteria such as property location, loan size, effective loan-to-value ratio, borrowers’ credit score and other criteria
that we believe to be important indicators of credit risk, Additionally, prior to the purchase of loans, we obtain
representations and warranties from each seller stating that each loan either meets the seller’s pre-approved underwriting
standards and other requirements or is underwritten to our standards. A seller who breaches such representations and
warranties in making a loan that we purchase may be obligated to repurchase the loan. As added security, we use the services
of a third-party document custodian to insure the quality and accuracy of individual mortgage loan collateral documents and
to hold the required documents in safekeeping. As a result, a majority of the required original individual loan collateral
documents that are signed by the borrower, other than the original credit verification documents, are examined, verified and
held by the custodian.
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Adfitech Operations

On August 21, 2006, we acquired Adfitech, a provider of quality control post-closing audit and document delivery services to
the mortgage industry, from a subsidiary of Centex Corporation. Prior to the acquisition, we partnered with Adfitech for three
years on an outsourced basis for quality control services, imaging and other selected mortgage-related functions that
supported our loan origination business across all loan origination channels -- correspondent, wholesale and direct retail.

In the near term, the acquisition expands our operational platform and gives us increased control over many of the back-office
operations needed to grow our loan origination business. Over the longer term, Adfitech will provide us with an entry point
into providing pre- and post-funding quality control services to the mortgage industry giving us the opportunity to develop a
new source of non-interest income. Adfitech will continue to operate as a separate business unit as a wholly-owned subsidiary -
of TMHL and will continue to serve its mortgage lending clients on a business-as-usual basis from its headquarters in
Edmond, Oklahoma.

Mortgage Loan Servicing

We obtain the servicing rights on a majority of the loans we originate through the correspondent lending channel and on all of
the loans we originate in the wholesale and direct retail lending channels, with the intention of providing borrowers with
ongoing high quality customer service, as well as the opportunity to participate in The Thomburg Mortgage Exchange
Program®™, These efforts are designed to lower prepayment rates on the portfolio through customer retention. We contract
with a third-party subservicer to service our loans on a private label basis. The third-party subservicer collects mortgage loan
payments, manages escrow accounts, provides monthly statements and notices to borrowers, offers on-line mortgage servicing
information and provides customer service, loan collection, mortgage exchange processing, loss mitigation, foreclosure,
bankruptcy and real estate-owned management services. We actively monitor and manage the activities of our subservicer,
and pay fees for this service based on a fixed fee schedule per mortgage loan. We also advance funds to the subservicer as
needed when there is a shortfal} in the escrow activity.

Underwriting Guidelines

Our underwriting guidelines for the correspondent, wholesale and direct retail channels are intended to determine the
collateral value of the mortgaged property and to consider the borrower’s credit standing and repayment ability. Each
prospective borrower completes an application that includes information with respect to the applicant’s assets, liabilities,
income and employment history, as well as certain other personal information. Generally, a credit report is required for each
applicant from at least one credit reporting company. The report typically contains information relating to matters such as
credit history with local and national merchants and lenders, installment debt payments and any record of default, bankruptcy,
repossession, suit or judgment. At December 31, 2006, our borrowers had an average FICO score of 743. On a case-by-case
basis, we may determine that, based upon compensating factors, a prospective borrower not strictly qualifying under the
applicable underwriting guidelines warrants an underwriting exception. Compensating factors may include, but are not
limited to, low loan-to-value ratios, low debt-to-income ratios, excellent credit history, stable employment, financial reserves,
and time in residence at the applicant’s current address.

Our underwriting guidelines for the correspondent lending, wholesale lending and direct retail lending channels are applied in
accordance with a procedure that generally requires at least one appraisal, and for larger loan amounts, multiple appraisals
and field reviews. Our underwriting guidelines permit single-family mortgage loans with loan-to-value ratios at origination of
up to 95% (or, with respect to additional collateral mortgage loans, up to 100%) for the highest credit-grading category,
depending on the creditworthiness of the borrower, the type and use of the property, the purpose of the loan application and
the loan amount. It is our policy that loans with original loan-to-value ratios greater than 80% must either have mortgage
insurance or additional collateral securing the loan.

Loan Quality Control

We employ a number of pre- and post-funding measures to ensure the quality of our loans. In addition to our internal pre-
funding underwriting and loan documentation reviews on 100% of our wholesale and non-delegated correspondent loans, we
maintain strict oversight of our retail lending third party providers. We also utilize a third party database company to conduct
pre-funding fraud checks on 100% of our wholesale loans and 50% of our direct retail and correspondent loans. These checks
validate loan application data via relational databases and logic to identify potentially fraudulent data.




Post-funding, Adfitech currently reviews 100% of our wholesale loans and 2 10% - 13% sample of our direct retail and
correspondent loans, generally within one month of funding. In the future, it is likely we will decrease the amount of current
reviews performed by Adfitech on wholesale loans once we have sufficient evidence of the effectiveness of our underwriting
and operating guidelines. These are extensive audits that involve a full evaluation of the underwriting decision and a re-
verification of loan documentation. Qur internal quality contrel department reviews all findings. Significant findings are
circulated within relevant departments and provided to applicable correspondents and mortgage brokerage firms. Summary
reports are prepared for management and the Board of Directors.

Financing Strategies

We finance our ARM Assets using common and preferred equity capital, unsecured debt, Collateralized Mortgage Debt and
short-term borrowings such as Reverse Repurchase Agreements, Asset-backed CP, whole loan financing facilities and other
collateralized financings that we may establish in the future. See “Hedging Strategies” beilow for a discussion of how we
convert short-term borrowings into the equivalent of long-term fixed-rate financing for purposes of managing our interest rate
risk. Our long-term objective is to achieve a more diversified funding mix including Asset-backed CP, Collateralized
Mortgage Debt and Reverse Repurchase Agreements.

Reverse Repurchase Agreements involve a simultaneous sale of pledged securities to a lender at an agreed-upon price in
return for our agreement to repurchase the same securities at a future date (the maturity of the borrowing) at a higher price.
The price difference is the cost of borrowing under these agreements. We have established lines of credit and collateralized
financing agreements with 20 different financial institutions,

We enter into three types of Reverse Repurchase Agreements; variable rate term Reverse Repurchase Agreements, fixed-rate
Reverse Repurchase Agreements and structured Reverse Repurchase Agreements. Our variable rate term Reverse Repurchase
Agreements are financings with original maturities ranging from one to thirteen months. Qur structured Reverse Repurchase
Agreements incorporate elements of both the variable rate term and the fixed-rate Reverse Repurchase Agreements and have
original maturities of five years. The interest rates on these variable rate term and structured Reverse Repurchase Agreements
are generally indexed to the one-month LIBOR rate, and reprice accordingly. The fixed-rate Reverse Repurchase Agreements
have original maturities within one month. Generally, upon repayment of each Reverse Repurchase Agreement, we
immediately pledge the ARM Assets used to collateralize the financing to secure 2 new Reverse Repurchase Agreement.

We have an Asset-backed CP facility, which provides us with an alternative way to finance our High Quality ARM Assets
portfolio. We issue Asset-backed CP in the form of secured liquidity notes that have been rated P-1 by Moody’s Investors
Service, F1+ by Fitch Ratings and A-1+ by Standard and Poor’s to money market investors. The notes can be collateralized
by Agency Securities and AAA-rated, adjustable-rate MBS that we have either purchased or created through our loan
securitization process. Importantly, we have diversified our funding sources by replacing a portion of our Reverse
Repurchase Agreement borrowings with the issuance of Asset-backed CP under terms that are comparable to our existing
Reverse Repurchase Agreement funding,

Because we borrow money under Reverse Repurchase Agreements and Asset-backed CP based on the fair value of our ARM
Assets, our borrowing ability under these agreements could be limited and lenders could initiate margin calls in the event of
interest rate changes or if the value of our ARM Assets declines for other reasons.

We have also financed the origination and purchase of ARM Assets by issuing hedged floating-rate and fixed-rate
Collateralized Mortgage Debt in the capital markets. The Collateralized Mortgage Debt is collateralized by ARM Loans that
are placed in a trust. The trust pays the principal and interest payments on the debt out of the cash flows received on the
collateral and related Hedging Instruments. This structure enables us to make more efficient use of our capital because the
capital requirement to support these financings is less than the amount our policy requires to support the same amount of
financings in the Reverse Repurchase Agreement or Asset-backed CP markets. These transactions are a long-term form of
financing and are not subject to margin calls or disruptions in the asset-backed financing market.

We have financing facilities, or credit lines, for whole loans. A whole loan is the actual mortgage loan evidenced by a note
and secured by a mortgage or deed of trust. We use these financing facilities to finance our acquisition and origination of
whole loans while we are accumnulating loans for securitization.

We have issued Senior Notes in the amount of $305.0 million as a form of long-term capital. The Senior Notes bear interest
at 8.0%, payable each May 15 and November 15, and mature on May 15, 2013. The Senior Notes are unsecured and are
redeemable at a declining premium, in whole or in part, beginning on May 15, 2008, and at par beginning on May 15, 2011.
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We have issued Subordinated Notes in the amount of $240.0 million as another form of long-term capital. The Subordinated
Notes bear interest at a weighted average fixed rate of 7.47% per annum through the interest payment dates between October
2015 and January 2016, and thereafier at a variable rate equal to three-month LIBOR plus a weighted average rate of 2.56%
per annum, payable each January 30, April 30, July 30 and Octaber 30, and mature between October 30, 2035 and April 30,
2036. The Subordinated Notes are unsecured and are redeemable at par, in whole or in part, beginning on October 30, 2010.
The Subordinated Notes may also be redeemed at a premium under limited circumstances on or before October 30, 2010.

Capital Utilization

The Board of Directors has approved a policy that limits our capacity to borrow funds to finance mortgage assets based on
long-term capital. We monitor the relationship between our assets, borrowings and long-term capital using a variety of
different measures. However, the primary operating policy that limits our borrowings and leverage is a requirement to
maintain our Adjusted Equity-to-Assets Ratio, a non-GAAP measurement, at a minimum of 8%. Broadly speaking, this ratio
reflects the relationship between those assets financed with borrowings that are subject to margin calls and our long-term
capital position. See further discussion of capital utilization and leverage beginning on page 39 and the calculation of our
Adjusted Equity-to-Assets Ratio on page 40.

Liguidity Management

Our primary focus is to acquire and originate high quality, highly liquid assets such that sufficient assets could be readily
converted 10 cash, if necessary, in order to meet our financial obligations. We have a Liquidity Management Policy, which is
designed to minimize potential shortfalls in liquidity resuiting from adverse changes in interest rates or market conditions.
The Liquidity Management Policy requires the frequent measurement of the potential market value exposure of the portfolio
to a 100 BP instantaneous parallel increase in interest rates above expected future interest rates as well as a 100 BP
instantaneous parallel decrease in interest rates below expected future interest rates. The calculated potential mark-to-market
exposure resulting from this scenario is probability weighted, increased by a multiple of three, and compared to recent
minimum liquidity levels in order to determine whether management needs to take specific actions to improve liquidity or
further reduce interest rate risk. We believe this is a prudent approach to assessing our liquidity risk.

Hedging Strategies

We attempt to mitigate our interest rate risk by funding our ARM Assets with a combination of short-term borrowings and
Hedging Instruments whose combined Effective Durations approximately match the Effective Durations on our ARM Assets.
Some of our borrowings are at interest rates that are either variable or short-term (one year or less) because a portion of our
ARM Assets, the Traditional ARM Assets, have interest rates that adjust within one year, We finance our Hybrid ARM
portfolio with borrowings hedged with Hybrid ARM Hedging Instruments that fix the interest rate on our floating-rate
borrowings such that the Net Effective Duration is less than one year. As Net Effective Duration approaches zero, a lower
volatility of earnings is expected when interest rates change during future periods. When we enter into a Swap Agreement, we
agree to pay a fixed rate of interest and to receive a variable interest rate, generally based on LIBOR. We purchase Cap
Agreements by incurring a one-time fee or premium. Pursuant to the terms of the Cap Agreements, we will receive cash
payments if the interest rate index specified in any such Cap Agreement increases above contractually specified levels.
Therefore, such Cap Agreements have the effect of capping the interest rate on a portion of our borrowings above a specified
level as opposed to fixing our cost of funds as in a swap transaction. The notional amounts of the Hybrid ARM Hedging
Instruments generally decline over the life of these instruments and the notional amounts of a portion of our Swap Agreements
and all of our Cap Agreements decline such that they are expected to equal the balance of the Hybrid ARM loans
collateralizing debt hedged with these Hybrid ARM Hedging Instruments. As of December 31, 2006, our Hybrid ARM
Hedging Instruments had a remaining average term to maturity of 3.6 years before considering the effects of prepayments and
when combined with our Hybrid ARM Assets and related borrowings had a Net Effective Duration of approximately zero
years, including the effects of estimated prepayments,

We enter into Pipeline Hedging Instruments to manage interest rate risk associated with commitments to purchase ARM
Loans. The gain (loss) on the Pipeline Hedging Instruments is expected to offset the gain (loss) recorded for the change in
fair value of the loan commitments.

We may enter into additional hedging transactions designed to protect our borrowing costs or portfolio yields from interest
rate changes. We may purchase “interest-only” or “principal-only” mortgage assets or other mortgage derivative products for
purposes of mitigating risk from interest rate changes. We may also use, from time to time, futures contracts and options on
futures contracts on the Eurodollar, Federal Funds, Treasury bills and Treasury notes and similar financial instruments to
mitigate risk from changing interest rates.
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The hedging transactions that we currently use are primarily designed to protect our income during periods of changing
market interest rates and also have the benefit of protecting our portfolio market value. We do not enter into derivative
transactions for speculative purposes. Further, no hedging strategy can completely insulate us from risk and certain of the
federal income tax requirements that we must satisfy to qualify as a REIT may limit our ability to hedge. We carefully
monitor and may have to limit our hedging strategies to ensure that we do not realize excessive hedging income or hold
hedging assets having excess value in relation to total assets.

Operating Restrictions

Management has recommended and the Board of Directors has established our operating and investment policies and
strategies. The Board of Directors reviews the implementation of these policies and strategies on a quarterly basis. Any
revisions in such policies and strategies require the approval of the Board of Directors, including a majority of the
independent directors. Management can recommend and the Board of Directors can approve the modification or alteration of
such policies without the consent of our shareholders.

We have elected to qualify as a REIT for income tax purposes. We have adopted certain compliance guidelines, which
include restrictions on our acquisition, holding and sale of assets, thus limiting the investment strategies that we may employ.
Substantially all of the tax assets that we have acquired and will acquire for investment are expected to be Qualified REIT
Assets. We closely monitor our purchases of ARM Assets and the income from such assets, including from our hedging
strategies, so that we maintain our qualification as a REIT at all times.

We intend to conduct our business so as not to become regulated as an investment company under the Investment Company
Act. If we were to become regulated as an investment company, our ability to borrow funds to acquire additional assets
wotld be substantially reduced. The Investment Company Act exempts from regulation entities that are “primarily engaged”
in the business of purchasing or otherwise acquiring “mortgapes and other liens on and interests in real estate.” [n order to
maintain our exempt status under the Investment Company Act, current SEC staff interpretations require that at least 55% of
our assets must consist of Qualifying Interests, as such term has been defined by the SEC staff. We closely monitor our
compliance with this requirement and we intend to maintain our exempt status, We have been able to maintain our exemption
so far through the origination of ARM Loans and the purchase of whole pool Agency Securities and privately issued ARM
securities and loans that qualify for the exemption.

PORTFOLIO OF MORTGAGE ASSETS

We have invested in the following types of ARM Assets in accordance with the operating policies established by the Board of
Directors and described above in “Business - Operating Policies and Strategies - Operating Restrictions.”

Purchased ARM Assets

Our investments in Purchased ARM Assets are concentrated in High Quality ARM securities. These securities are issued and
guaranteed by Fannie Mae or Freddie Mac, or are privately issued ARM securities that generally have some form of third-
party credit enhancement and meet our High Quality credit criteria. See “Business -- Operating Policies and Strategies —
Portfolic Strategies.” The High Quality ARM securities that we acquire represent interests in ARM Loans that are secured
primarily by first liens on single-family (one-to-four unit) residential properties, although we may also acquire ARM securities
secured by liens on other types of real estate-related properties.

ARM Loans

All of our ARM Loans are either Traditional ARM loans or Hybrid ARM loans. Securitized ARM Loans are loans that we
have originated or acquired and securitized in which we retain 100% of the beneficial ownership interests. ARM Loans
Collateralizing Debt are also loans we have securitized that provide credit support for AAA or AA certificates issued to third-
party investors in our Collateralized Mortgage Debt structured financing arrangements. ARM loans held for securitization are
loans we have acquired or originated that we intend to securitize and retain.

12




When originating or acquiring Traditional ARM and Hybrid ARM loans, we focus our attention on all aspects of a borrower’s
profile and the characteristics of a mortgage loan product that we believe are most important in insuring excellent loan
performance and minimat credit exposure. We originate or acquire loans that are generally underwritten to “A quality”
standards. Our borrowers generally make large down payments and have adequate liquid asset reserves, verified income, job
stability and excellent credit (as measured by a credit report and a credit score). In addition, full real estate appraisals are
underwritten to ensure the property collateral is well valued, appropriate to the neighborhood and located in a stable market.
The Traditional ARM and Hybrid ARM loans we have originated or acquired are all first lien mortgages on single-family
(one-to-four units) residential properties. Some have additional collateral in the form of pledged financial assets. Pledged
financial assets are limited to marketable equity securities, investment grade bonds, cash or other approved sccurities. As a
result, the loans we originate or acquire are generally fully documented loans, generally with 80% or lower effective loan-to-
value ratios based on independently appraised property values. If a loan has an original loan-to-value ratio above 80%, we
require private mortgage insurance or additional collateral, providing additional protection to us against credit risk. The
average original effective loan-to-value ratio of our loans was 66.8% as of December 31, 2006.

FORWARD-LOOKING STATEMENTS

Certain information contained in this Annual Report on Form 10-K constitutes “forward-looking” statements within the
meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934 that are based
on our current expectations, estimates and projections. Pursuant to those sections, we may obtain a “safe harbor” for forward-
looking statements by identifying those statements and by accompanying those statements with cautionary statements, which
identify factors that could cause actual results to differ from those expressed in the forward-looking statements. Statements
that are not historical facts, including statements about our beliefs and expectations, are forward-looking statements. The
words “believe,” “anticipate,” “intend,” “aim,” “expect,” “will,” “strive,” “target,” “confidence” and “project” and similar
words identify forward-looking statements. Such statements are not guarantees of future performance, events or results and
involve potential risks and uncertainties. Accordingly, our actual results may differ from our current expectations, estimates
and projections. Important factors that may impact our actual results or may cause our actual results to differ materially from
those expressed in any forward-looking statements made by us or on our behalf include, but are not limited to, changes in
interest rates, changes in yields available for purchase on adjustable and variable rate mortgage assets, changes in the yield
curve, changes in prepayment rates, changes in the supply of mortgage-backed securities and loans, our ability to obtain
financing and the terms of any financing that we do obtain. Other factors that may impact our actual results are discussed in
“Risk Factors” below. We do not undertake any obligation to publicly release the result of any revisions that 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.

COMPETITION

In acquiring ARM Assets, we compete with other mortgage REITSs, investment banking firms, savings and loan institutions,
banks, mortgage bankers, insurance companies, mutual funds, lenders, Fannie Mae, Freddie Mac and other entities purchasing
ARM Assets, many of which have greater financial resources than we do. The existence of such entities may increase the
competition for the acquisition of ARM Assets resulting in higher prices and lower yields on such mortgage assets.

EMPLOYEES

The Manager provides management and personnel, subject to the supervision of the Board of Directors and under the terms of
the Management Agreement discussed below. To date since the inception of our operations, the Manager has not engaged in
any other activities besides the management of our operations although it is permitted to do so under the terms of the
Management Agreement. As a result of the acquisition of Adfitech on August 21, 2006, and our expansion into the wholesale
channel, we had 311 employees at December 31, 2006. Additionally, the Manager had 155 employees, 112 of whom were
directly engaged in the activities of TMHL.
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The Management Agreement

The Management Agreement, which expires in July 2014, provides for an annual review by the independent directors of the
Board of Directors of the Manager’s performance and the reasonableness of the compensation paid to the Manager. If we
terminate the Management Agreement other than for cause, we must pay the Manager a substantial cancellation fee. The
Management Agreement also provides that in the event a person or entity obtains more than 20% of Common Stock, we are
combined with or acquired by another entity, or we terminate the Management Agreement other than for cause, we are
obligated to acquire substantially all of the Manager’s assets through an exchange of shares with a value based on a formula
tied to the Manager’s net profits, We have the right to terminate the Management Agreement upon the occurrence of certain
specific events, including a material breach by the Manager of any provision contained in the Management Agreement.

The Manager at all times is subject to the supervision of the Board of Directors and has only such functions and authority as
may be delegated to it. The Manager is responsible for our operations and performs all such services and activities relating to
the management of our assets and operations.

The Manager receives an annual base management fee of 1.36% on the first $300 million of Average Historical Equity, plus
1.00% on Average Historical Equity above $300 million but less than $1.5 billion. The additional fee earned on Average
Historical Equity is limited to 0.88% on Average Historical Equity greater than $1.5 billion but less than $2.0 billion, to
0.82% for Average Historical Equity greater than $2.0 billion but less than $2.5 billion, to 0.77% for Average Historical
Equity greater than $2.5 billion but less than $3.0 billion, and is capped at 0.72% on any Average Historical Equity greater
than $3.0 billion. These percentages are subject to an inflation adjustment each July based on changes to the Consumer Price
Index over the prior twelve month period. The Manager earns a performance-based incentive fee of 20% of the Company’s
annualized net income, before performance-based compensation, above an annualized ROE as defined in the Management
Agreement equal to the Ten Year U.S. Treasury Rate plus 1%, with the fee limited such that once the Manager has earned a
performance fee of $30 million, the performance fee percentage of 20% is reduced by 1% for each additional $5 million
earned in performance fees until reaching a performance fee percentage of 15% for any amount greater than $50 million.

Subject to the limitations set forth below, we pay all our operating expenses except those that the Manager is specifically
required to pay under the Management Agreement. The operating expenses that the Manager is required to pay include the
compensation of personnel who are performing management services for the Manager and the cost of office space, equipment
and other overhead-related expenses required in connection with those personnel providing management services for the
Manager. The expenses that we are required to pay include costs related to the acquisition, disposition, securitization and
financing of mortgage loans, the compensation and expenses of operating personnel, marketing expenses, regular legal and
auditing fees and expenses, the fees and expenses of our directors, the costs of printing and mailing proxies and reports to
shareholders, the fees and expenses of our custodian and the Agent, if any, and the reimbursement of any obligation of the
Manager for any New Mexico gross receipts tax liability.

FEDERAL INCOME TAX CONSIDERATIONS
General

We have elected to be treated as a REIT for federal income tax purposes. In brief, if we meet certain detailed conditions
imposed by the REIT provisions of the Code, such as investing primarily in real estate and mortgage loans, we will not be
taxed at the corporate level on the taxable income that we currently distribute to our shareholders. We can therefore avoid
most of the "double taxation” (at the corporate level and then again at the shareholder level when the income is distributed)
that we would otherwise experience if we were not taxed as a REIT,

If we do not qualify as a REIT in any given year, we would be subject to federal and state income tax as a domestic
corporation, which would reduce the amount of the after-tax cash available for distribution to our shareholders. We believe
that we have satisfied the requirements for qualification as a REIT since the year ending in 1993, We intend at all times to
continue to comply with the requirements for qualification as a REIT under the Code, as described below.

In each year that we qualify as a REIT, we generally will not be subject to federal income tax on that portion of our REIT
taxable income or capital gain that we distribute to our shareholders. We are subject to corporate level taxation on any
undistributed income. In addition, we face corporate level taxation due to any failure to make timely distributions, on the
built-in gain on assets acquired from a taxable corporation such as a taxable REIT subsidiary, on the income from any
property that we take in foreclosure and on which we make a foreclosure property election, and on the gain from any property
that is treated as “dealer property” in our hands. TMHL, its subsidiary Adfitech, and TMHS are taxable REIT subsidiaries
and, as such, are subject to both federal and state corporate income taxes.
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Requirements for Qualification as a REIT
To qualify for tax treatment as a REIT under the Code, we must meet certain tests, as described briefly below.
Ownership of Capital Stock

For all taxable years after the first taxable year for which we elected to be a REIT, a minimum of 100 persons must hold our
shares of capital stock for at least 335 days of a 12-month year (or a proportionate part of a short tax year). In addition, at all
times during the second half of each taxable year, no more than 50% in value of our capital stock may be owned directly or
indirectly by five or fewer individuals. We are required to maintain records regarding the ownership of our shares and 1o
demand statements from persons who own more than a certain percentage of our shares regarding their ownership of shares.
We must keep a list of those shareholders who fail to reply to such a demand.

We are required to use the calendar year as our taxable year for income tax purposes.
Nature of Assets

On the last day of each calendar quarter, at least 75% of the value of the consolidated tax assets of TMA, TMD and TMCR
must consist of Qualified REIT Assets, government securities, cash and cash items. On the last day of each calendar quarter,
of the assets not included in the foregoing 75% assets test, the value of securities that we hold issued by any one issuer may
not exceed 5% in value of our total assets and we may not own more than 10% of any one issuer’s outstanding securities (with
an exception for a taxable REIT subsidiary and a qualified REIT subsidiary). Under that exception, the aggregate value of the
securities issued by such taxable REIT subsidiaries is limited to 20% of the value of all of our total assets. We monitor the
purchase and holding of our assets in order to comply with the above asset tests.

We may from time to time hold, through one or more taxable REIT subsidiaries, assets that, if we held them directly, could
generate income that would have an adverse effect on our qualification as a REIT or on certain classes of our shareholders.
We do not expect that the value of the securities issued by such taxable subsidiaries, in the aggregate, will ever exceed 20% of
the value of all of our assets.

Sources of Income
We must meet the following separate income-based tests each year:

. The 75% Test. At least 75% of the consolidated gross taxable income of TMA, TMD and TMCR for the 1axable
year must be derived from Qualified REIT Assets including interest (other than interest based in whole or in part on the
income or profits of any person) on obligations secured by mortgages on real property or interests in real property. The
investments that we have made and will continue to make will give rise primarily to mortgage interest qualifying under the
75% income test.

2. The 95% Test. 1n addition to deriving 75% of our gross taxable income from the sources listed above, at least an
additional 20% of our gross taxable income for the taxable year must be derived from those sources, or from dividends,
interest or gains from the sale or other disposition of stock or other assets that are not dealer property. We intend to limit
substantially all of the tax assets that we acquire (other than stock in certain affiliate corporations as discussed above) to
Qualified REIT Assets. Qur policy to maintain REIT status may limit the type of assets, including hedging contracts and
other assets, which we otherwise might acquire.

Distributions

We must (i) distribute at least 85% of our taxable income by the end of each calendar year and (ii) declare dividends of at
least 90% of our income by the time we file our tax return for such year, and pay such dividends no later than the date of the
first regular dividend payment after such declaration. Income for purposes of the 90% distribution requirement is determined
(a) without the deduction of dividends paid, (b) by excluding net capital gain, (c) by including 90% of the excess of the net
income from foreclosure property over the tax imposed on such income by the Code, and (d) by subtracting any “excess
noncash income”. We intend to declare and distribute dividends to our shareholders in sufficient amounts to meet the
distribution requirement.




The Service has ruled that if a REIT's dividend reinvestment plan allows shareholders of the REIT to elect to have cash
distributions reinvested in shares of the REIT at a purchase price equal to at least 95% of fair market value on the distribution
date, then sucli cash distributions qualify under the 90% distribution test. We believe that the DRSPP complies with this
ruling.

Taxation of Shareholders

For any taxable year in which we are treated as a REIT for federal income purposes, the amounts that we distribute to our
shareholders out of current or accumulated earnings and profits will be includable by the shareholders as ordinary income for
federal income tax purposes unless properly designated by us as capital gain dividends. Qur distributions will not be eligible
for the dividends received deduction for corporations. Sharehotders may not deduct any of our net operating losses or capital
losses.

Dividends paid by domestic, non-REIT corporations to shareholders other than corporations are now generally taxed at the
rate applicable to long-term capital gains, which is a maximum of 15%, subject to certain limitations. Because we are a
REIT, however, our dividends generally will continue to be taxed at regular ordinary income tax rates, except in limited
circumnstances that we do not contemplate.

If we make distributions to our shareholders in excess of our current and accumulated earnings and profits, those distributions
will be considered first a tax-free return of capital, reducing the tax basis of a shareholder's shares until the tax basis is zero.
Distributions in excess of the tax basis will be taxable as gain realized from the sale of our shares. We will withhold 30% of
dividend distributions to shareholders that we know to be foreign persons unless the shareholder provides us with a properly
completed Service form for claiming the reduced withholding rate under an applicable income tax treaty.

The provisions of the Code are highly technical and complex. This summary is not intended to be a detailed discussion of the
Code or its rules and regulations, or of related administrative and judicial interpretations. We have not obtained a ruling from
the Service with respect to tax considerations relevant to our organization or operation, or to an acquisition of our equity
capital. This summary is not intended to be a substitute for prudent tax planning and each of our shareholders is urged to
consult his or her own tax advisor with respect to these and other federal, state and local tax consequences of the acquisition,
ownership and disposition of shares of our stock and any potential changes in applicable law.

Item 1A. RISK FACTORS

We actively manage the risks associated with our business. Interest rate risks, credit risks, earnings volatility, REIT
qualification risks and other risks are monitored, measured and quantified by management in order to assure minimal earnings
and dividend fluctuations. However, investors should understand the nature of the risks that we face. Any one of the key risk
factors discussed below, or other factors not so discussed, could cause actual results to differ materially from expectations and
could adversely affect our profitability. Before making an investment decision, you should carefully consider all of the risks
described below.

ARM yields change as short-term interest rates change.

. When short-term interest rates are low, the yields on our ARM Assets will be low, reducing our return on equity.

. We own ARM Assets tied to various interest rate indices. If the interest ra