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CAUTIONARY STATEMENT ABOUT FORWARD-LOOKING INFORMATION

When used in this Annual Report on Form 10-K in future ﬁhngs with the Securities and Exchange-
Commission (SEC) or in press releases or other written or oral communications, statements which are not
historical in nature, including those containing words such as “believe,” “expect,” “anticipate,” “estimate,”
“plan,” “continue,” “intend,” “should,” “may” or similar expressions, are intended to identify “forward-looking
statements” within the meaning of Section 27A of the Securities Act of 1933, as amended (the Securities Act),
and Section 21E of the Securities Exchange Act of 1934, as amended (the Exchange Act), and, as such, may
involve known and unknown risks, uncertainties'and assumptions. The forward-looking statements we make in
this Annual Report on Form 10-K include, but are not limited to, statements about the following: -

+  the availability and terms of, and our ability to deploy, capital and our ability to grow our business
through a strategy focused on acquiring primarily residential mortgage-backed securities (MBS)
that are either issued by U.S. government agencies or guaranteed as to principal and interest by
U.S. government agencies or U.S. government sponsored agencies (agency-backed MBS), and
MBS issued by private organizations (private-label MBS);

«  our ability to forecast our tax attributes, which are based upon various facts and assumptions, and
our ability to protect and use our net operating losses (NOLs), and net capital losses (NCLs), to
offset future taxable income and gains, including whether our shareholder rights plan (Rights
Plan) will be effective in preventing an ownership change that would significantly limit our ability
to utilize such losses;

*+  our investment, hedging and financing strategies and the success of these strategies;

*  the effect of changes in prepayment rates, interest rates and default rates on our portfolio;

+  the outcome of contingencies, including pending legal and regulatory proceedings;

»  our ability to quantify and manage risk;

«  our ability to realize any reflation of our assets;

+  our liquidity;

*  our asset valuation policies;

» our decisions with respect to, and abilit'y' to make, future dividends;

*  our ability to maintain our exclusion from the definition of “investment company” under the
Investment Company Act of 1940, as amended (1940 Act); and

«  the effect of government regulation and of general economic conditions on our business.



Forward-looking statements are based on our beliefs, assumptions and expectations of our future
performance, taking into account information currently in our possession. These beliefs, assumptions and
expectations may change as a result of many possible events or factors, not-all of which are known to us or are
within our control. If a change occurs, the performance of our portfolio and our business, financial condition, -
liquidity and results of operations may vary materially from those expressed, anticipated-or contemplated in our
forward-looking statements. You should carefully consider these risks, along with the following factors that could
cause actual results to vary from our forward-looking statements, before making an investment in our securitieS'

~«  effects of regulatory proceedings, 11t1gat10n and contractual clalms agamst us, our oﬁicers and our
directors; :

;+ the overall environment for interest rates, changes in interest rates, interest rate spreads the yield
curve and prepayment rates; . :

o current conditions and further adverse developments in the residential mortgage market and the
overall economy; .

.* . potential risk attributable to our mortgage-related portfolios, including changes in fair value;

* our use of leverage and our dependence on repurchase agreements and other short-term
borrowings to finance our mortgage-related holdings;

» the availability of certain short-term liquidity sources;

+  the federal conservatorship of the Federal National Mortgage Association (Fannie Mae) and the
Federal Home Loan Mortgage Corporation (Freddie Mac) and related efforts, along with any
changes in laws and regulations affecting the relationship between Fannie Mae and Freddie Mac
and the federal government;

»  mortgage loan prepayment activity, modification programs and future legislative action;

+  changes in our acquisition, hedging and leverage strategies, changes in our asset allocation and
changes in our operational policies, all of which may be changed by us without shareholder approval;

+  competition for investment opportunities, including competition from the US. Department of
Treasury (U.S. Treasury), for investments in agency-backed MBS;

»  failure of sovereign or municipal entities to meet their debt obligations or a downgrade in the
credit rating of such debt obligations;

"+ fluctuating quarterly operating results;
*  changes in laws and regulations and industry practices that may adversely affect our business;
+ volatility of the securities markets and activity in the secondary securities markets; and

+  the other important factors identified in this Annual Report on Form 10-K under the caption “Item
1A—Risk Factors.”

These and other risks, uncertainties and factors, including those described elsewhere in this Annual
Report on Form 10-K, could cause our actual results to differ materially from those projected in any forward-
looking statements we make. All forward-looking statements speak only as of the date on which they are made.
New risks and uncertainties arise over time and it is not possible to predict those events or how they may affect
us. Except as required by law, we are not obligated to, and do not intend to, update or revise any forward-
looking statements, whether as a result of new information, future events or otherwise.



PART 1
ITEM 1 BUSINESS .

Unless the context otherw1se requ1res or 1ndlcates all references in this'Annual Report on Form 10-K
to “we,” “us,” “our,” the “Company,” “AAIC,” and “Arhngton Asset” refer to Arhngton Asset Investment
Corp. and its consohdated subsidiaries. RN :

Our Company

Arlington Asset Investment Corp. is a principal investment firm that acquires and holds mortgage-
related and other assets. We acquire residential mortgage-backed securities (MBS), either issued by U.S.
government agencies or guaranteed as to principal and.interest by U.S: government agencies or U.S.
government-sponsored entities (agency-backed MBS). We also acquiré MBS issued by private organizations
(private-label MBS), subject to maintaining our exemption from regulation as an investment company under the
Investment Company Act of 1940, as amended (1940 Act) ‘ :

We are a Virginia corporation and taxed as a C corporation for U.S. federal tax purposes. We are
subject to corporate income tax-on our taxable income and gains. Even though we are able to use NOL and
NCL carry-forwards against our taxable income and capital gains,-we still have some tax liability that is
attributable to federal alternative minimum tax and state and local taxes on our taxable income and gains that
are not offset by our'NOL and NCL carry-forwards. At December 31, 2011, we had $279.2 million of NOL .
carry-forwards and $389.7 million of NCL carry-forwards. On December 31,:2011, $162.0 million of our NCL
carry-forwards expired. Our NCL carry-forwards will continue to explre annually until 2015, and our NOL
carry-forwards will begin to expire in 2027

We revoked our status as a real estate investment trust (REIT) effective as of January 1, 2009.
Revoking our REIT status freed us from having to satisfy the income, asset, distribution, and stock ownership
requirements applicable to REITs, which provides us with more flexibility in executing our business strategy.
Specifically, because we are no longer required to derive a significant portion of our income from mortgage or
other real estate related acquisitions, we have greater flexibility to acquire other types of assets as part of our
principal acquisition activity, subject to maintaining compliance with our exclusion from regulation as an
investment company under the 1940 Act. In addition, because we are no longer subject to the REIT distribution
requirement, we have greater flexibility to retain our earnings to fund future growth.

Historically, our business activities have included principal investing, capital markets, asset
management and mortgage banking operations. We ceased our mortgage banking operations in 2008: In May
2009, as part of our strategic shift to focus on a principal investing:strategy, we sold our majority ownership
interest in and deconsolidated FBR Capital Markets Corpo'ration our former subsidiary, the operations of which
were previously reported as the capital markets and asset management segment. Since then, principal investing
has been the only busmess that we operate and manage. :

Our principal executive offices are located at Potomac Tower, 1001 Nineteenth Street North,
Arlington, Virginia 22209.

Investment Strategy

We manage our portfolio of mortgage holdings with the goal of obtaining a high risk-adjusted return
on capital. Historically, based on market conditions, we believe our MBS assets have provided us with higher
relative risk-adjusted rates of return than most other portfolio opportunities we have evaluated Consequently,
we have maintained a high allocation of our assets and capital in this sector. '



During 2009, we implemented and executed several strategic initiatives designed to strengthen our
financial and operational positions and established an independent operating platform designed to maximize the
returns to our shareholders. One of these strategic initiatives involved the rebalancing of our investment
portfolio to more liquid and potentially higher-return securities such as private-label MBS. Our focus was on
credit enhanced securities backed by residential real estate loans acquired at distressed prices, which we
expected would increase our net interest inicome and net income and increase the dividend payment opportunity
to our shareholders. Our private-label MBS appreciated during 2010 to a point where unlevered returns in -
certain of our private-label MBS were below our target returns. As a result of the substantial appreciation in
certain of our private-label MBS, we began migrating capital from certain private-label MBS to agency-backed
MBS during 2011.

During 2011, our principal investing strategy was to acquire and hold fixed-rate agency-backed MBS
that we believed exhibited prepayment protection and fixed- and adjustable-rate, private-label MBS. Although
the coupon on adjustable-rate MBS will change over time, there are aspects of the security that result in the
coupon being fixed for a period of time or the change in the coupon being limited. We will seek to maintain a -
certain level of whole-pool agency-backed MBS, due to our view of the long-term attractiveness of the asset
class and for purposes of our exemption under the 1940 Act.

We evaluate the rates of return that can be achieved in each asset class and for each individual security
within an asset class in which we participate. We then evaluate opportunities against the returns available in
each of our investment alternatives and attempt to allocate our assets and capital with an emphasis toward what
we believe to be the highest risk-adjusted return available. We expect this strategy will cause us to have
different allocations of capital and leverage in different environments.

We may change our acquisition strategy, hedging strategy, asset allocation and operational policies at
any time without the consent of our shareholders, which could result in our making investments or hedges that
are different from, and possibly riskier than, the investments and hedges described in this Annual Report on
Form 10-K. A change in our investment, funding or hedging strategy may increase our exposure to interest rate
and real estate market fluctuations. Our Board of Directors oversees our operational policies, including those
with respect to our acquisitions, growth, operations, indebtedness, capitalization and variable distributions, or
approves transactions that deviate from these policies, without a vote of, or notice to, our shareholders.
Operational policy changes could adversely affect the market value of our capital stock and our ability to make
distributions to our shareholders.

Liquidity, or ready access to funds, is essential to our business. Failures of similar businesses have
often been attributable in large part to insufficient liquidity. Liquidity is of particular importance to our business
and perceived liquidity issues may affect our clients” and counterparties’ willingness to engage in transactions
with us. Our liquidity could be impaired due to circumstances that we may be unable to control, such as a
general market disruption or an operational problem that affects us or third parties. Further, our ability to sell
assets may be impaired if other market participants are seeking to sell similar assets at the same time or the
market is experiencing significant volatility. If we cannot obtain funding from third parties or from our
subsidiaries, our results of operations could be negatively impacted. For a discussion of other factors that could
affect our liquidity, see “Item 1A—Risk Factors™ in this Annual Report on Form 10-K.

MBS Portfolio

As of December 31, 2011, the fair value of our MBS portfolio was $816.4 million. The yield on our
MBS for the year ended December 31, 2011 was 7.38%, including 18.1% on private-label MBS, with a
corresponding cost of funds of 0.36%. The yield on our MBS is calculated based upon the adjusted par value
which includes the effects of any other-than-temporary impairment charges recorded by us as well as an
adjustment for any principal and interest for which collection is not probable. The yield based on unadjusted par
value was 7.05% for the year ended December 31, 2011.



The following table summarizes our principal investing portfolio including principal receivable on
MBS, as of December 31, 2011 (dollars in thousands):

Face Amount Fair Value

Trading
Agency-backed MBS _ . : B ‘
Fanmie MaC . . v vveenteieeerieenenreneassnsasesssssnnsonsnssocnces ..o 3 401,184 5 432,039
FreddieMac.................. PP AR 189,738 . 204,833.
Available-for-sale
Agency-backed MBS o : ) ;
FammieMae.....ccouvinunnn.. eeeeienas e e eee s s i eeiteaas 128 139
Private-label MBS , -
Senior securities ......ccviiiiiiiiina.. et seeea et 13,593 9,311
RE-REMIC SECUIITES - - -« « v e eeeee e eeeeeeaaneaeaneeeaenaennessnnsenans 264,201 170,116
Other mortgage related assets «......oevuieeurrineneneinreeroeienensnenss 121,122 1,060
7Y O $ 989,966 § 817,498

Agency-Backed MBS

We acquire direct interests in residential MBS guaranteed as to principal and inierest by Fannie Mae or
Freddie Mac (referred to as agency-backed MBS). The market value of these securities, however, is not
guaranteed by these companies. The following is a description of the agency-backed MBS we may acquire:

Fannie Mae MBS. The Federal National Mortgage Association, better known as “Fannie Mae,” is
a privately-owned, federally-chartered corporation organized and existing under the Federal -
National Mortgage Association Charter Act. Fannie Mae provides funds to the mortgage market
primarily by purchasing home mortgage loans from local lenders, thereby replenishing their funds
for additional lending. Fannie Mae guarantees to registered holders of Fannie Mae certificates that
it will distribute amounts representing scheduled principal and interest (at the rate provided by the
Fannie Mae certificate) on the mortgage loans in the pool underlying the Fannie Mae certificate,
whether or not received, and the full principal amount of any mortgage loan foreclosed or

otherwise finally liquidated, whether or not the principal amount is actually received by Fannie

Mae.

Freddie Mac MBS. The Federal Home Loan Mortgage Corporation, better known as “Freddie

- Mac,” is a privately-owned: government-sponsored enterprise created pursuant to Title ITI of the

Emergency Home Finance Act of 1970. Freddie Mac’s principal activities currently consist. of the
purchase of mortgage loans or participation interests in mortgage loans and the resale of the loans
and participations in the form of guaranteed MBS. Freddie Mac guarantees to holders of Freddie
Mac certificates the timely payment of interest at the applicable pass-through rate and ultimate
collection of all principal on the holder’s pro rata share of the unpaid principal balance of the
underlying mortgage loans, but does not guarantee the timely payment of scheduled pnnc ipal on
the underlying mortgage loans.



Since 2007, Fannie Mae and Freddie Mac have reported substantial losses and a need for significant
amounts of additional capital. In response to the deteriorating financial condition of Fannie Mae and Freddie
Mac and the overall credit market disruption, Congress and the U.S. Treasury undertook a series of actions to
stabilize these GSEs and the financial markets, generally. In July 2008, the U.S. government passed the
Housing and Economic Recovery Act of 2008 (HERA), which established the Federal Housing Finance Agency
(FHFA), with enhanced regulatory authority over, among other things, the business of Fannie Mae and Freddie
Mac. In September 2008, the FHFA placed Fannie Mae and Freddie Mac into conservatorship and, together
with the U.S. Treasury, established a program designed to boost investor confidence in Fannie Mae’s and
Freddie Mac’s debt and mortgage-backed securities. In addition to FHFA becoming the conservator of Fannie
Mae and Freddie Mac, the U.S. Treasury has taken steps to capitalize and provide financing to Fannie Mae and
Freddie Mac. The FHA, together with the U.S. Treasury and the U.S. Federal Reserve, has also undertaken
actions designed to boost investor confidence in Fannie Mae and Freddie Mac, support the availability of
mortgage financing and protect taxpayers. Despite these government actions to capitalize and provide financing
to Fannie Mae and Freddie Mac, there can be no assurance that these actions will be adequate for their needs. If
these actions are inadequate, Fannie Mae and Freddie Mac could continue to suffer losses and could fail to
honor their guarantees and other obligations. If Fannie Mae and Freddie Mac were unable to satisfy their
obligations, distributions to holders of Fannie Mae and Freddie Mac certificates would consist solely of
payments and other recoveries on the underlying mortgage loans and, accordingly, defaults and delinquencies
on the underlying mortgage loans would adversely affect monthly distributions to holders of these certificates.
For additional discussion of how the changes to the roles of Fannie Mae and Freddie Mac and related -
governmental-actions may adversely affect our business, see “Item 1A—Risk Factors” in this Annual Report on
Form 10-K. : : .

The securities issued by Fannie Mae and Freddie Mac are not rated by any rating agency; however,
they are commonly thought of as having an implied rating of “AAA.” There is no assurance, particularly given
the downgrade of the U.S.’s credit rating to “AA” by Standard & Poor’s during 2011, that these securities
would receive such a rating if they were ever rated by a rating agency. For a discussion of the nsks relatlng to
credit ratings, see “Ttem 1A—Risk Factors” in this Annual Report on Form 10-K.

Private-Label MBS

We also acquire and hold non-agency private-label MBS. Private-label MBS.are MBS that are not
issued by a U.S. government agency or a U.S. government-sponsored entity, such as Fannie Mae or Freddie
Mac, and that are generally backed by a pool of single-family residential mortgage loans. These certificates are
issued by originators of, investors in, and other owners of residential mortgage loans, including savings and
loan associations, savings banks, commercial banks, mortgage banks, investment banks and special purpose
“conduit” subsidiaries of these institutions. While agency-backed MBS are backed by the express obligation or
guarantee of Fannie Mae or Freddie Mae as described above, private-label MBS are generally supported by one
or more forms of private (i.e., non-governmental) credit enhancement. These credit enhancements provide an
extra layer of loss coverage in the event that losses are incurred upon foreclosure sales or other liquidations of
underlying mortgaged properties in amounts that exceed the equity holder’s equity interest in the property.
Forms of credit enhancement inciude limited issuer guarantees, reserve funds, private mortgage guaranty pool
insurance, overcollateralization and subordination. We may purchase private-label MBS without private credit
enhancement. Subordination is a form of credit enhancement frequently used and involves the issuance of
classes of senior and subordinated MBS to allocate losses on the underlying mortgage loans. Typically, one or
more classes of senior MBS were created, which were generally initially rated in one of the two highest rating
levels by one or more nationally recognized rating agencies. However, these MBS are generally rated below
investment grade or unrated. The following is a description of the various private-label MBS we may acquire:



Residential Prime Senior MBS. Residential prime securities are MBS backed by prime residential
mortgage loans. We believe prime residential mortgage loans were generally high credit-quality
.loans, and generally had balances greater than conforming loan limits: Prime securities were
typically backed by loans that had relatively high weighted average FICO scores (700 or higher),
low weighted average loan-to-value ratios (75% or less), limited concentrations.of investor.
properties, and a low percentage of loans with low FICO scores or high loan-to-value ratios'at .-
origination. Senier securities are those interests in a securitization that have the first rightto cash. ,
flows and are last in line to absorb losses, therefore have the least credit risk in a-securitization - -
transaction. To further reduce credit risk, most, if not all, principal collected from the underlying
asset pool is used to pay down the senior securities until certain performance tests are satisfied. If
certain performance tests are satisfied, principal payments are allocated, generally on a pro rata
basis, between the senior securities and the subordinated securities. :

Reszdentzal Non Przme Senior MBS. Res1dent1al non-prime securmes are MBS backed by non-
prime residential mortgage loans. Non-prime residential loans included Alt-A loans, which-
generally had higher credit quality than subprime and lower credit quality than prime loans. Alt-A
loans originally represented loans with alternative documentation, but the definition has shifted
over time to include loans with additional risk characteristics and a higher.percentage of investor
loans. In an Alt-A loan, the borrower’s income may not be verified; and in some: cases, may not be
disclosed on the loan application. Alt-A loans may also have expanded criteria that allow for
higher debt-to-income ratios with higher accompanying loan-to-value ratios than would otherwise
be permissible for prime loans. Residential non-prime:senior securities are those interests in a
securitization that have the first right to cash flows and are last in line to absorb losses.
Delinquencies are expected to be higher than the prime senior MBS; however, the levels of credit
and structural support are also higher and, as a result, the non-prime senior MBS is expected to
better withstand the higher levels of credit losses than subordinate securities of the same
securitization. Credit support.is the face amount of securities subordinate to the applicable security
that protects the security from credit losses and is generally expressed as a pereentage of the

. securitization’s underlying pool balance. :

Residential Subordinate MBS. Subordinate securities are the interests in a securitization that are
not senior interests. The most subordinate securities are those interests in a securitization that have
the last right to cash flows and are first in line to absorb losses. Subordinate securities absorb the
initial credit losses from a securitization structure, thus protecting the senior securities. :
Subordinate securities have a lower priority to receive principal and interest payments than the
senior securities. Subordinate securities receive few, if any, principal payments until certain
. performance tests are satisfied. If certain performance tests are satisfied, principal payments are
shared between the senior securities and the subordinated securities. Subordinate securities
generally receive interest.payments even if they do not receive principal payments. Residential
subordinate securities can be backed by prime and non-prlme residential loans '

Residential Re-REMIC Support MBS. A re-REMIC MBS is a re-securitization-of MBS.
Depending on the structure of the re-REMIC MBS, the cash flows from, and any credit losses .-
absorbed by, the underlying MBS are allocated among the re-REMIC MBS issued in the re-
securitization transaction in a variety of ways. For instance, when one or more prime residential
senior securities are pooled and securitized to create a two-tranche structure with a re-REMIC
senior security and a re-REMIC support security, all principal payments from the underlying
senior securities are directed to the re-REMIC senior security until its face value is zero. -
Thereafter, all principal payments are directed to the re-REMIC support security. Credit losses, if
any, are first absorbed by the re-REMIC support security; however, these credit losses occur only
when credit-losses exceed the credit protection provided to the underlying senior securities by the
subordinate securities within their respective securitization structures. Both the re-REMIC senior
security and the re-REMIC support security. generally receive interest whzle any face value is
outstanding. : : ;



MBS differ from other forms of traditional fixed-income securities which normally provide for
periodic payments of interest in fixed amounts with principal payments at maturity. Instead, MBS provide for a
monthly payment that consists of both interest and principal. In effect, these payments are a “pass-through” of
the monthly interest and principal payments made by borrowers on their mortgage loans, net of any fees paid to
the servicer or guarantor of the MBS securities. In addition, outstanding principal on the MBS may be prepaid
at any time due to prepayments on the underlying mortgage loans. These differences can result in significantly
greater price and yield volatility than is the case with more traditional fixed-income securities. Whole mortgage
loans and other mortgage assets share many of the characteristics of MBS.

Use of Leverage

Because of the credit and interest rate risks inherent in our strategy, we closely monitor the leverage
(debt-to-equity ratio) of our MBS portfolio. However, from time to time, the leverage may increase or decrease
due to several factors, including changes in the value of the underlying portfolio holdings and the timing and
amount of acquisitions or asset sales.

We may reduce the amount of equity capital we have invested in agency-backed MBS or other
mortgage assets, by funding a portion of those acquisitions with repurchase agreements or other borrowing
arrangements, to the extent available on favorable terms or at all. To the extent that revenue derived from those
assets exceeds our interest expense and other costs of the financing, our net income will be greater than if we
had not borrowed funds and had not invested in the assets. Conversely, if the revenue from our MBS and other
mortgage assets does not sufficiently cover the interest expense and other costs of the financing, our net income
will be less or our net loss will be greater than if we had not borrowed funds.

We currently use repurchase agreements to finance our investments in MBS. When we engage in a
repurchase transaction, we initially sell securities to the transaction counterparty under a master repurchase
agreement in exchange for cash from the counterparty. The counterparty is obligated to resell the same
securities back to us at the end of the term of the repurchase agreement, which typically is 30 to 90 days, but
may be up to one year. We believe the current financial environment is driven by exceptional monetary easing.
Funding for agency-backed MBS through repurchase agreements continues to remain available to us at rates we
consider to be attractive from multiple counterparties, and we have observed increased availability for funding
for private-label MBS through repurchase agreements.

Hedging and Interest Rate and Prepayment Risk Management Strategy

We follow an interest rate risk management program intended to protect our MBS portfolio against the
effects of major interest rate changes. As part of our overall portfolio risk management, we analyze interest rate
changes and prepayment trends separately and collectively to assess their effects on our investment portfolio.
Generally, our interest rate risk management program is formulated with the intent to mitigate the potential
adverse effects resulting from differences in the amount and timing of rate adjustment to our assets versus those
affecting our corresponding liability. We attempt to hedge a portion of our exposure to interest rate fluctuations
associated with our agency-backed MBS primarily through the use of Eurodollar futures and U.S. Treasury note
futures. Our agency-backed MBS hedging strategy includes an element of reliance on coupon repricing of assets
in addition to hedging our liability cost.

Additionally, our interest rate risk management program may encompass from time to time a number
of procedures including structuring some borrowings to have interest rate adjustment indices and interest rate
adjustment periods that, on an aggregate basis, generally correspond to the interest rate adjustment indices and
interest rate adjustment periods of our adjustable-rate MBS and other mortgage assets.

We adjust the average maturity adjustment periods of our borrowings on an ongoing basis by changing
the mix of maturities and interest rate adjustment periods as borrowings come due and are renewed. Through
use of these procedures, we attempt to minimize the differences between the interest rate adjustment periods of
our MBS and other mortgage assets and related borrowings that may occur.



Historically, we have from time-to-time purchased Eurodollar and U.S. Treasury futures, interest rate
swaps, interest rate collars, interest rate caps or floors, forward sales, and similar financial instruments to
attempt to mitigate the risk of the cost of our variable rate liabilities increasing at a faster rate than the yield on
our assets during a period of rising interest rates or to mitigate prepayment risk. It is not our policy to use '
derivatives to speculate on interest rates. These derivative instruments had an active secondary market and were
intended to provide income and cash flow to offset potential reduced interest income and cash flow under
certain interest rate environments. Certain of our interest rate management activities qualified for hedge
accounting in accordance with accounting principles related to accounting for derivative instruments and
hedging activities. We reported the derivative financial instruments and any related margin accounts on our
consolidated balance sheets at their fair value. We may hedge as much-of the interest rate risk as our - i
management determines is in our best interests, given the cost of the hedging transactions. This determination
may result in our electing to bear a level of interest rate or prepayment risk that could otherwise be hedged
when management believes, based on all relevant facts, that the cost of hedging exceeds the level of risk that
management believes is present. : : : A

We seek to build a balance sheet and undertake an interest rate risk management program that we
believe is likely to generate positive earnings and maintain an equity liquidation value sufficient to maintain
operations given a variety of potential environments. Our interest rate risk management strategies also provide
support for our:leverage strategies. In determining our target leverage, we monitor, among other things, our
“duration.” This is the expected percentage change in market value of our assets that would be caused by a 1%
change in short and long-term interest rates. To monitor duration and the related risks of fluctuations in the
liquidation value of our equity, we model the impact of various economic scenarios on the market value of our
MBS and other mortgage assets and liabilities. See the additional discussion of interest rate risk relative to our
leveraged portfolio of MBS and other mortgage assets included in “Item 7—Management’s Discussion and
Analysis of Financial Condition and Results of Operations—Quantitative and Qualitative Disclosures about
Market Risk” in this Annual Report on Form 10-K. We believe that our interest rate risk management program
will allow us to maintain operations throughout a wide variety of potentially adverse circumstances.
Nevertheless, in order to further preserve our capital base during periods when we believe a trend of rapidly
rising interest rates has been established; we may decide to enter into or increase hedging activities or to sell
assets. Each of these actions may lower our earnings and dividends in the short term to further our objective of
maintaining attractive levels of earnings and dividends over the long term. There is no assurance, however, that
any of these strategies will be successful. L T

We seek to purchase fixed-rate agency-backed MBS that exhibit some form of prepayment protection.
Prepayment protection can take many forms but includes agency-backed MBS backed by loans that are
originated in New York, through the Home Affordable Modification Program or some other government
program, or high loan-to-value ratio Joans. These loans are believed to have lessincentive to prepay and will
result in lower overall prepayments in securities backed by these types of loans. In 2011, we purchased many of
our agency-backed MBS backed by higher concentration of loans that fall within these categories. We cannot be
assured that prepayments will not increase in the future if government refinance programs target a much broader
borrower base. We believe that we maintain a cost-effective asset/liability management program to provide a
level of protection against interest rate and prepayment risks. However, no strategy can completely insulate us
from interest rate changes and prepayment risks. In addition, asset/liability management involves transaction
costs which increase dramatically asthe period covered by the hedging protection increases. Therefore, we may
be unable to hedge effectively our interest rate and prepayment risks. ‘



Credit Risk: Management .

Although we do not expect to encounter credit risk in our agency-backed MBS portfolio assuming
Fannie Mae and Freddie-Mac remain solvent, we are exposed to credit risk in our private-label MBS portfolio.
With respect to our private-label MBS, credit support contained in these MBS deal structures provides a level of
protection from losses, as do-the discounted purchase prices in the event of the return of less than 100% of par.
We also evaluate the impact of credit risk on our acquisitions through a comprehensive review and selection
process, which is predominantly focused on quantifying and pricing credit risk. We review our private-label
MBS based on quantitative and qualitative analysis of the risk-adjusted returns on such acquisitions. Through - -
modeling and scenario analysis, we seek to evaluate each security’s credit risk. Credit risk is also monitored -
through our ongoing asset surveillance. Despite these measures to manage credit risk, unanticipated credit
losses could nevertheless occur which could adversely lmpact our operatrng results.

Comphance, Legal, Rlsk Management and Internal Audit
‘In conductmg our business, we are exposed to a range of risks including, without limitation:

‘e Market risk. Market rlsk is the risk to our earnmgs or capltal resulting from adverse. changes in the
values of assets resulting from movement in market interest rates, equity prices, as well as market
expectations concerning the underlying assets.

- Interest rate risk. Interest rate risk is the risk of loss resulting from changes in interest rates and
the resulting changes in our cash flows, including prepayments. Another component of interest
rate risk is the risk to our earnings or capital resulting from adverse changes in the values of assets
due to a change inthe level of market interest rates, as well as market expectations concerning the
nnderlymg assets. :

. Prepayment risk. Prepayment risk is the risk related to the early unscheduled payment of principal
- on our MBS portfolio. The effective yield over the remaining life of a security cannot be known
- for certain as the actual cash flow is not known. With the early payment of principal, we will not
earn future interest income on that portion of the principal; therefore, decreasing the yield we had-
expected to earn at the time of purchase.

*  Credit risk. Credit risk is the risk of loss due to a borrower s or institutional counterparty’s
unwﬂlmgness or inability to pay its obligations.

. Operatzons visk. Operatrons risk is the nsk of loss resultlng from systems fallure, inadequate
controls, human error, fraud or unforeseen catastrophes. - »

»  Liguidity risk. L1qu1d1ty risk is the I‘lSk that we may be unable to meet our obligations as they
come due because of our inability to liquidate assets or obtain funding. qumdlty nsk also includes
- the risk of having to sell assets at a loss to generate liquid funds. .

*  Regulatory risk. Regulatory rlsk is the risk of loss, 1nclud1ng fines, penaltres or restrlctlons in our
activities from failing to comply with current or future federal, state or local laws (including
federal and state securities laws), and rules and regulations pertaining to financial services
activities, including the loss of our exclusion from regulation as an investment company under the
1940 Act.

*  Legal risk. Legal risk is the risk of loss, disruption or other negative effect on our operations or

condition that arises from unenforceable contracts, lawsuits, adverse judgments, or adverse
governmental or regulatory actions or proceedings, or the threat thereof.
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*  Reputational risk. Reputational risk is the risk that negative publicity regarding our practices,
whether true or not, will cause a decline in the customer base resultmg in costly htlgatlon or
reduce our revenues. ‘

. Equzty ownershtp rzsk Equity ownership risk arises from making equity investments that create an
ownership-interest in portfolio companies, and is-a combrnatron of credlt market operatronal
. llquldrty, comphance and reputatlon risks.

For a detarled dlscussmn of the materral r1sks facmg our company, see “Item lA——Rlsk Factors” in this
Annual Report on-'Form 10-K , :

We are respons1ble for our comphance procedures with regard to the legal and regulatory requirements
of our company and our operating businesses and for our procedures with regard to our exposure to market,
interest rate, prepayment, credit, operations, liquidity, compliance, legal, reputational and equity ownership risk.
In addition, our internal audit personnel (staffed through an external service firm) test and audit for compliance
by our personnel with our policies'and procedures. Our outside legal counsel also provides legal service to our-
company, including advice on managing legal risk. The supervisory personnel in these areas have direct access
to, and meet regularly with, our executive management and with the Audit Committee of our Board of Directors
to ensure their independence in performing these functions. Pursuant to its charter, the Audit Committee has
oversight of the staffing, qualifications and performance of our internal audit function. In addition to our
internal compliance, and risk management personnel, we outsource certain functions to outside consultants and
attorneys for their expertise.

Our r1sk management program is de51gned to focus on the followmg

. '1dent1fy1ng, assessing and reportmg on risk exposures and trends

. establishing and revising as necessary policies, procedu'res and risk limits;

¢ monitoring and reporting on adherence with risk policies and limits;

+ developing and applying new measurement methods to the risk process as appropriate; and

- » _-approving new business initiatives. -

Although we believe that our risk management program and our internal controls are appropriately
designed to address the risks to which we are exposed, we cannot provide assurance that our risk management
program or our internal controls will prevent or reduce such risks. For additional discussion of our strategy for
managing interest rate risk, prepayment risk and credit risk, see “—Hedging and Interest Rate and Prepayment
Risk Management Strategy” and “—Credit Risk Management” above .
Accounting, Administration and Operatlons

Our accounting, administration and operations personnel are responsible for financial controls, internal
and external financial reporting, human resources and personnel services, office operations, information
technology and telecommunications systems, the processing of securities transactions, and corporate

communications. With the exception of payroll processing and information technology support services, which
are performed by outside service providers, most data processing functions are performed internally.
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Competition

Our success depends, in large part, on our ability to acquire MBS at favorable spreads over our
borrowing costs. In acquiring these assets, we compete with mortgage finance and specialty finance companies,
savings and loan associations, banks, mortgage bankers, insurance companies, mutual funds, institutional
investors; mortgage REITSs, investment banking firms, other lenders, governmental bodies and other entities. In
addition, there are numerous entities with similar asset acquisition objectives and others may be organized in
the future. The effect of the existence of additional entities may be to increase competition for the available
supply of agency-backed MBS, including collateralized mortgage obligations (CMOs), private-label MBS and
other mortgage-related assets suitable for purchase by us. Moreover, our success depends on our ability to
acquire MBS issued by Fannie Mae or Freddie Mac, and we cannot predict what role Fannie Mae and Freddie
Mac will play in the future housing market. The future roles of Fannie Mae and Freddie Mac could be
significantly reduced and the nature of their guarantees could be considerably limited relative to historical
measurements. Any changes to the nature of the guarantees provided by Fannie Mae and Freddie Mac could
redefine what constitutes an agency security and could have broad adverse market implications and significant
implications for our own business. In addition, competition is alseo intense for the recruitment and retention of
qualified professionals. Our ability to continue to compete effectively in our businesses will depend upon our
continued ability to attract new professionals and retain and motivate our existing professionals. For a further
discussion of the competitive factors affectlng our business, see “Item 1A—=Risk Factors” in this Annual Report
on Form 10-K. :

Our Tax Status

We are subject to corporate income tax on our taxable income and gains that are not offset by our NOL
and NCL carry-forwards. Even though we are able to use NOL and NCL carry-forwards against our taxable
income and capital gains, we still have some tax lability that is attributable to federal alternative minimum tax
and various state and local taxes. At December 31, 2011, we had $279.2 million of NOL carry-forwards and
$389.7 million of NCL carry-forwards. On December 31, 2011, $162.0 million of our NCL carry-forwards
expired. Our NCL carry-forwards will continue to expire annually until 2015, and our NOL carry-forwards will
begin to expire in 2027 (see Note 6 to our consolidated financial statements included in “Item 8—Financial
Statements and Supplementary Data”)

Our ablhty to use our NOL and NCL carry- forwards to offset future taxable income would be severely
limited if we experienced an “ownership change” under Sections 382 and 383-of the Internal Revenue Code of
1986, as amended (the Code). We adopted our shareholder rights plan (the Rights Plan) on June 1, 2009 in an
effort to protect against the occurrence of an “ownership change.” The Rights Plan is intended to act asa
deterrent to any person or group acquiring 4.9% or more of our outstanding Class A common stock (an
Acquiring Person) without the approval of our Board of Directors. Our Rights Plan, however, does not protect
against all transactions that could cause an ownership change, such as dispositions.by existing 5% shareholders
and transactions in our Class B common stock. Accordingly, we may experience an “ownership change” that
would severely limit our ability to use our NOL and NCL carry-forwards.

Our Exclusion from Regulatlon as an Investment Company

We mtend to operate so as to be excluded from regulatlon under the 1940 Act We rely on Section
3(c)(S)C) of the 1940 Act, which provides an exclusion for entities that are “primarily engaged in purchasing
or otherwise acquiring . . . interests in real estate.” Section 3(c)(5)(C) provides an exclusion from registration
for a company if at least 55% of its assets, on an unconsolidated basis, consist of qualified assets such as whole
loans and whole pool agency certificates, and if at least 80% of its assets, on an unconsolidated basis, are real
estate related assets. We will need to ensure not only that we qualify for an exclusion or exemption from
regulation under the 1940 Act, but also that each of our subsidiaries qualifies for such an exclusion or
exemption. We intend to maintain our exclusion by monitoring the value of our interests in our subsidiaries. We
may not be successful in this regard.

12



On September 1, 2011, the SEC issued a concept release (No. IC-29778; File No. SW7-34-11,
Companies Engaged in the Business of Acquiring Mortgages and Mortgage-Related Instruments) pursuant to
which it is reviewing whether certain companies that invest in MBS and rely on the exemption from registration
under Section 3(c)(5)(C) of the 1940 Act (such as us) should continue to be allowed to rely on such exemption
from registration. :

If we fail to maintain our exclusion and another exclusion or exemption is not available, we may be
required to register as an investment company, or we may be required to acquire or dispose of assets in order to
meet our exemption. Any such asset acquisitions or dispositions may include assets that we would not acquire
or dispose of in the ordinary course of business, may be at unfavorable prices and result in a decline in the price
of our common stock. If we are required to register under the 1940 Act, we would become subject to substantial
regulation with respect to our capital structure (including our ability to use leverage), management, operations,
transactions with affiliated persons (as defined in the 1940 Act), and portfolio composition, including
restrictions with respect to diversification and industry concentration and other matters. . Accordingly,
registration under the 1940 Act could limit our ability to follow our current investment and financing strategies
and result in a decline in the price of our common stock.

Available Information

You may read and copy the definitive proxy materials and any other reports, statements or other
information that we file with the SEC at the SEC’s public reference room at 100 F Street, N.E., Washington,
DC 20549. You may call the SEC at 1-800-SEC-0330 for further information on the public reference room. Our
SEC filings are also available to the public from commercial document retrieval services and at the Internet
worldwide web site maintained by the SEC at Attp.//www.sec.gov. These SEC filings may also be inspected at
the offices of the New York Stock Exchange (NYSE), which is located at 20 Broad Street, New York, New"
York 10005.

Our website address is Attp.//www.arlingtonasset.com. We make available free of charge through our
website this Annual Report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and
amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act, as well
as the annual report to shareholders and Section 16 reports on Forms 3, 4 and 5 as soon as reasonably -
practicable after such documents are electronically filed with, or furnished to, the SEC. In addition, our Bylaws,
Statement of Business Principles (our code of ethics), Corporate Governance Guidelines, and the charters of our
Audit, Compensation, and Nominating and Governance Committees are available on our website and are
available in print, without charge, to any shareholder upon written request in writing c/o our Secretary at 1001
Nineteenth Street North, Arlington, Virginia 22209. Information on our website should not be deemed to be a
part of this report or incorporated into any other filings we make with the SEC.

Employees

As of December 31, 2011, we had 10 employees. Our employees are not subject to any collective
bargaining agreement and we believe that we have good relations with our employees.

ITEM 1A. RISKFACTORS
Investing in our company involves various risks, including the risk that you might lose your entiré investment.
Our results of operations depend upon many factors including our ability to implement our business strategy,

the availability of opportunities to acquire assets, the level and volatility of interest rates, the cost and
availability of short- and long-term credit, financial market conditions and general economic conditions.
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The following discussion concerns the material risks associated with our business. These risks are interrelated,
and you should consider them as a:whole. Additional risks and uncertainties not presently known to us may also
materially and adversely affect the value of our capital stock and our ability to pay dividends to our
shareholders. In connection with the forward-looking statements that appear in this Annual Report on Form 10-
K, including these risk factors and elsewhere, you should carefully review the section entitled “Cautionary
Statement About F orward—Looking Information. ”

RlSkS Related to our Principal Investmg Act1v1t1es

Contmued adverse developments in the reszdentzal mortgage market may adversely affect the value of our
secutities aml our abzltty to borrow-against our'security assets. : :

Smcc m1d-2007 the re51dent1al mortgage market in the United States has experienced a variety of
difficulties and changed economic conditions that may adversely affect the performance and market value of the
MBS we acquire. Securities backed by residential mortgage loans originated in 2006 and 2007 have
experienced a higher and earlier than expected rate of delinquencies. Additionally, other earlier vintages of
MBS may not be performing as expected. Many MBS have been downgraded by the rating agencies in recent
years and the rating agencies may in the future downgrade MBS. As a result, the market for these securities may
be adversely affected for a significant period of time.

During 2011, housing prices and appraisal values in many states continued to decline. A continued
decline or an extended flattening of those values may result in additional increases in delinquencies and-losses -
on residential mortgage loans generally, particularly with respect to second homes and investor properties and
with respect to any residential mortgage loans whose aggregate loan amounts (including any subordlnate llens)
are close to or greater than the related property values. ‘

Current market conditions may impair borrowers’ ability to refinance or sell their properties, which
may contribute to higher delinquency and default rates. Borrowers seeking to avoid increased monthly
payments by refinancing may no longer be able to find available replacement loans at comparably low interest
rates. A.continued decline in housing prices may also leave borrowers with insufficient equity in their homes to
permit them to refinance. Borrowers who intended to sell their homes or refinance their existing mortgage loans
on or before the expiration of the fixed-rate periods on their mortgage loans may find that they cannot sell their -
property for an amount equal to or greater than the unpaid principal balance of their loans or obtain new
financing at lower rates. In addltlon some mortgage loans may include prepayment premiums that may further
1nh1b1t reﬁnancmg

Servicers of re51dent1a1 mortgage loans also have the authority to modlfy mortgage loans that are in
default, or for which default is reasonably foresecable, if such modifications are in the best interests of the
holders of the mortgage securities and such modifications are done in accordance with the terms of the relevant
agreements. Loan modifications are more likely to be used when borrowers are less able to refinance or sell
their homes due to market conditions, and when the potential recovery from a foreclosure is reduced due to
lower property values. A significant number of loan modifications could result in a significant reduction in cash
flows to the holders of the mortgage securities on an ongoing basis.

Various federal, state and local regulatory authorities have taken or proposed actions that could hinder
the ability of the servicer to foreclose promptly on defaulted mortgage loans. Any such actions may adversely
affect the performance of the loans and the yield on and value of the mortgage securities.

Investors should consider that the general market conditions discussed above may adversely affect the -

market value of the securities in our MBS portfolio and make it difficult or more expensive for us to borrow
against those securities.

14



The conservatorship of Fannie Mae and Freddie Mac and related efforts, along with any changes-in laws
and regulations affecting the relationship between Fanme Mae and F, reddte Mac and the federal
government, may adversely affect our business. o Cot :

The agency-backed MBS in which we 1nvest depend ona steady stream of payments on the mortgages
underlying the securities. The interest and principal payments we receive on the agency-backed MBS that we -
acquire are guaranteed by Fannie Mae or Freddie Mac. Fannie Mae and Freddie Mac are U.S. government- -
sponsored entities (GSEs), but their guarantees are not backed by the full faith and credlt of the U.S.
government. B S :

Since 2007, Fannie Mae and Freddie Mac have reported substantial losses and a need for significant
amounts of additional capital. In response to the deteriorating financial condition of Fannie Mae and Freddie
Mac and the overall credit market disruption, Congress and the U.S. Treasury undertook a series.of actions to
stabilize these GSEs and the financial markets, generally. In July 2008; the U:S. government passed the
Housing and Economic Recovery Act of 2008 (HHERA), which established the Federal Housing Finance Agency
(FHFA), with enhanced regulatory authority over, among other things, the business of Fannie Mae and Freddie
Mac. In September 2008, the FHFA placed Fannie Mae and Freddie Mac into conservatorship and, together
with the U.S. Treasury, established a program designed to boost investor confidence in Fannie Mae’s and
Freddie Mac’s debt and mortgage-backed securities.:In addition to FHFA becoming the conservator of Fannie
Mae and Freddie Mac, the U.S. Treasury has taken steps to capitalize.and provide financing to Fannie Mae and
Freddie Mac. The FHA, together with the U.S. Treasury and the U.S. Federal Reserve, has also undertaken
actions designed to boost investor confidence in Fannie: Mae and Freddie Mac; support the availability of
mortgage financing and protect taxpayers. Despite these government actions to capitalize and provide financing
to Fannie Mae and Freddie Mac, there can be no assurance that these actions will be adequate for their needs. If
these actions are inadequate, Fannie Mae and Freddie Mac could continue to suffer losses and could faﬂ to
honor their guarantees and other obligations. P R : : :

The problems faced by Fannie Mae and Freddie Mac that resulted in their being placed into federal
conservatorship have stirred debate among some federal policy makers regarding the continued role of the U.S.
government in providing liquidity for the residential mortgage market. If federal policy makers decide that the
U.S. government’s role in providing liquidity for the residential mortgage market should be reduced or
eliminated, each of Fannie Mae and Freddie Mac could be dissolved and the U.S. government could decide to
stop providing liquidity support of any kind to the mortgage market. Even:if they are not eliminated, the future
roles of Fannie Mae and Freddie Mac could be significantly reduced and the nature of their guarantees could be
considerably limited relative to historical measurements. Any changes to the nature. of the guarantees-provided
by Fannie Mae and Freddie Mac could redefine what constitutes an agency-backed security and could have
broad adverse market implications and significant implications for our own business.

Our income could be negatively affected in a number of ways depending on the manner in which
related events unfold. For example, the current credit support provided by the U.S. Treasury to Fannie Mae and
Freddie Mac, and any.additional credit support it may provide in the future, could have the effect of lowering:
the interest rate we expect to receive from agency-backed MBS that we seek to acquire, thereby tightening the
spread between the interest we earn on our portfolio of targeted assets and our cost of financing that portfolio. A
reduction in the supply of agency-backed MBS could also negatively affect the pricing of agency-backed MBS
we seek to acquire, thereby reducing the spread between the interest we earn on our portfolio of targeted assets
and our cost of financing that portfolio. If Fannie Mae or Freddie Mac were eliminated, or their structures were
to change radically, we would not be-able to acquire agency-backed MBS from these entities, which Would
drastically reduce the amount and type of agency-backed MBS available for investment. R
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As-indicated above, recent legislation has changed the relationship between Fannie Mae and Freddie
Mac and the federal government and requires Fannie Mae and Freddie Mac to reduce the amount of mortgage
loans they own or for which they provide guarantees on agency-backed MBS. We cannot predict what role
Fannie Mae and Freddie Mac will play in the future housing market. Future legislation could further change the
relationship between Fannie Mae and Freddie Mac and the federal government, and could also nationalize or
eliminate such entities entirely.-Any:law affecting these GSEs may create market uncertainty and have the
effect of reducing the actual or perceived eredit quality of securities issued or guaranteed by Fannie Mae or
Freddie Mac. As a result, such laws could increase the risk of loss on investments in MBS guaranteed by Fannie
Mae and/or Freddie Mac. It also is possible that such laws could adversely impact the market for such securities
and spreads at which they trade. All of the foregoing could materially adversely affect our business, operations
and financial condition. S '

To the extent that we invest in agency-backed MBS that are guaranteed by Fannie Mae and Freddie Mac, we
are subject to the risk that these GSEs may not be fully able to satisfy their guarantee obligations or that
these guarantee obligations may be repudiated, which would adversely affect the value of our investment
portfolio and our ability to sell or finance these securities.

All the agency-backed MBS in which we invest:depend on a steady stream of payments on the
mortgages underlying the securities. The interest and principal payments we receive on the agency-backed MBS
that we acquire are guaranteed by Fannie Mae or Freddie Mac but are not guaranteed by the U.S. government.
To the extent these GSEs are not able to fully satisfy their guarantee obligations or that these guarantee
obligations are repudiated, the value of ourinvestment portfolio and our ability to sell or finance these securities
would be adversely affected. ‘

Market conditions and actions by governmental authorities may upset the historical relationship between
interest rate changes and prepayment trends, which would make it more difficult for us to analyze our
investment portfolio.

Our success depends on our ability to analyze the relationship of changing interest rates on
prepayments of the mortgage loans that underlie our MBS. Changes in interest rates and prepayments affect the
market price of MBS that we intend to purchase and any MBS that we hold at a given time. As part of our
overall portfolio risk management, we analyze interest rate changes and prepayment trends separately and
collectively to assess their effects on our investment portfolio. In conducting our analysis, we depend on certain
assumptions based upon historical trends with respect to the relationship between interest rates and prepayments
under normal market conditions. The Homeowner Affordability and Stability Plan (HASP) announced by the
U.S. Treasury in February 2009, the “Operation Twist” program announced by the U.S. Federal Reserve in
September 2011 and the expansion of the Home Affordable Refinance Program (HARP) announced by the
Federal Housing Finance Agency in October 2011 have caused, and could continue to cause, an increase in
prepayment rates. If the dislocations in the residential mortgage market, recent or future government actions or
other developments change the way that prepayment trends have historically responded to interest rate changes;
our ability to (i) assess the market value of our investment portfolio, (ii) implement our hedging strategies and
(iii) implement techniques to reduce our prepayment rate volatility would be significantly affected. If we are
unable to accurately forecast interest and prepayment rates, our financial position and results of operations
could be materially adversely affected.

Mortgage loan modification programs, future legislative action and changes in the requirements necessary
to qualify for refinancing a morigage with Fannie Mae, Freddie Mac or Ginnie Mae may adversely affect the
value of, and the returns on, the MBS in which we invest. »

During the second half of 2008, the U.S. government, through the Federal Housing Administration
(FHA) and the Federal Deposit Insurance Corporation (FDIC), commenced implementation of programs
designed to provide homeowners with assistance in avoiding residential mortgage loan foreclosures, including
the Hope for Homeowners Act of 2008, which allows certain distressed borrowers to refinance their mortgages
into FHA-insured loans. In addition, Fannie Mae and Freddie Mac instituted programs designed to assist
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distressed homeowners avoid foreclosure. These and any future programs may involve, among other things, the
modification of mortgage loans to reduce the principal amount-of the loans er the rate of interest payable on the
loans, or to extend the payment terms of the loans.

In addition, in February 2009 the U.S. Treasury announced HASP, which is a multr-faceted plan
intended to prevent residential mortgage foreclosures by, among other thmgs

. allowmg certain homeowners whose homes are encumbered by Fanme Mae or Freddie Mac
conforming mortgages to refinance those mortgages into lower interest rate mortgages with either
Fannie Mae or Fredd1e Mac;

creating the Homeowner Stability In1t1at1ve -which is 1ntended to utlhze various- incentives for
- banks and mortgage servicers to modify residential mortgage loans with the goal of reducing
monthly mortgage principal and 1nterest payments for certam quahﬁed homeowners, and

. allowmg ]udlCIal modifications of Fanme Mae and Freddle Mac conformmg resrdentlal mortgage
Ioans durmg bankruptcy proceedmgs

In September 2011, the White House announced a major plan to. allow some of the 11 million -
homeowners who owe more on their mortgages than their homes are worth to refinance. In October 2011, the
FHFA announced proposed-changes to HARP that would expand access to refinancing for qualified individuals
and families whose homes have lost value, among other things, increasing the HARP toan-to-value ratio above
125%. However; this would only apply to mortgages guaranteed by the GSEs. There are many challenging
issues to this proposal, notably the question as to whether a loan with a loan-to-value ratio of 125% qualifies as
a mortgage or an unsecured consumer loan. The chances of this initiative’s success have created additional
uncertainty in the MBS market, particularly with respect to possible increases in prepayment rates.

On January 4, 2012, the U.S. Federal Reserve issued a white paper outlining additional ideas with
regard to refinancings and loan modifications. It is likely that loan modifications would result in increased
prepayments on agency-backed MBS. See “Risks to our Business—An increase in prepayment rates could
negatively affect the value of our MBS purchased at a premium, which could result in reduced earnings or
losses and negatively affect the cash available for distribution to our shareholders™ for information relating to
the impact of prepayments on our business. These initiatives, any loan modification programs and future
legislative or regulatory actions, including amendments to the bankruptcy laws, that result in the modification of
outstanding mortgage loans, as well as changes in the requirements necessary to qualify for refinancing a
mortgage with Fannie Mae Freddie Mac or Ginnie Mae may adversely affect the value of, and the returns on,
our MBS.

We may be required to repurchase mortgage loans that we previously sold or securitized or indemnify
investors and other third parties if the loans that we sold do not comply with certain representations and
warranties, which could harm our eammgs and have a material adverse effect on our liquidity and f nancial
condition.

Through‘ early 2007, we sold loans in connection with securitization transactions. As a standard
practice, we were required to make customary representations and warranties about the loans to the
securitization trusts regarding, among other things, certain characteristics of those assets. The securitization
documents generally require us to repurchase a loan in the event that the loan is materially out of compliance
with these representations and warranties and such failure causes a loss to the related securitization trust. If a
securitization trust enforces a loan repurchase right against us, we may have a corresponding remedy against the
party that originally sold the loan to us. However, because the parties that sold loans to us often are no longer in
business, the burden of any such loan repurchase obligation generally may fall on us. Significant repurchase
claims and obligations could harm our business, financial condition, liquidity, results of operations and our
ability to make distributions to our shareholders.
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Declines in the market values of the securities in our MBS portfolio may adversely affect periodic reported
results and credit availability, which may reduce earnings and, in turn, cash avazlable for distribution to our
shareholders.

A substantial portien of our assets are classified for accounting purposes either as “trading securities”
or as “available-for-sale.” Changes in the market values of those assets will be directly charged or credited to
shareholders’ equity. As a result, a decline in value may reduce the book value of our assets. Moreover, if the
decline in value of an available-for-sale security is other-than-temporary, such decline will reduce earnings, as
will a decline in the value of our securities classified as trading securities for accounting purposes.

A decline in the market value of the securities in our MBS portfolio may adversely affect us
particularly in instances where we have borrowed money based on the market value of those assets. If the
market value of those assets declines, the lender may require us to post additional collateral to support the loan.
If we were unable to.post the additional-collateral, we would have to sell the assets at a time when we might not
otherwise choose to do so. A reduction in credit available may reduce our earnings and in turn, cash available
for distribution to shareholders.

Our mortgage investing strategy involves leverage, which could adversely affect our operations and
negatively affect cash available for distribution to our shareholders:.

We may reduce the amount of equity capital we have invested in agency-backed MBS or other
mortgage-backed assets by funding a portion of those acquisitions with repurchase agreements, commercial -
paper(to the extent commercial paper is available on favorable terms or at all) or other borrowing
arrangements. To the extent that revenue derived from those assets exceeds our interest expense, hedging
expense and other costs of the financing, our net income will be greater than if we had not borrowed funds and
had not invested in the assets. Conversely, if the revenue from our MBS and other mortgage-backed assets does
not sufficiently cover the interest expense, hedging expense and other costs of the financing, our net income
will be less or our net loss will be greater than if we had not borrowed funds. Because of the credit and interest
rate risks inherent in our strategy, we closely monitor the leverage (debt-to-equity ratio) of our MBS portfolio.
From time to time, our leverage ratio may increase or decrease due to several factors, including changes in the
value of the underlymg portfolio holdmgs and the timing and amount of acqulsltlons

Our lenders may require us to provtde additional collateral, especmlly when the market values for our
investments decline, which may restrict us from leveraging our assets as fully as desired, and reduce our
liquidity, earnings and cash available for distribution to our shareholders. -

We currently use repurchase agreements to finance our investments in MBS. Our repurchase
agreements allow the lenders, to varying degrees, to determine a new market value of the collateral to reflect
current market conditions. If the market value of the securities pledged or sold by us to a funding source
declines in value, we may be required by the lender to provide additional collateral or pay down a portion of the
funds advanced on minimal notice, which is known as a margin call. Posting additional collateral will reduce
our liquidity and limit our ability to leverage our assets, which could adversely affect our business.
Additionally, in order to satlsfy a margin call, we may be required to liquidate assets at a disadvantageous t1me
which could cause us to incur further losses and adversely affect our results of operations and financial
condition, and may impair our ability to make distributions to our shareholders. In the event we do not have
sufficient liquidity to satisfy- these margin calls, lending institutions can accelerate our indebtedness, increase
our borrowing rates, liquidate our collateral and terminate our ability to borrow. Such a situation would likely
result in a rapid deterioration of our financial condition and possibly necessitate a filing for protectlon under the
bankruptcy code. .
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If we fail to maintain adequate repurchase agreement financing or to renew or replace existing borrowings
upon maturity, we will be limited in our ability to implement our principal investing activities, which will
adversely affect our results of operations and may, in turn, negatively affect the market value of our Class A
common stock and our abtltty to make dzvtdends to our shareholders

We depend upon repurchase agreement ﬁnanemg to purchase our. target assets and reach our target
leverage ratio. We cannot assure you that sufficient repurchase agreement financing will be available to us in
the future on terms that are acceptable to us. Investors and financial institutions that lend in the securities
repurchase market have tightened lending standards and some have stopped lending entirely in the repurchase
market in response to the difficulties and changed économic conditions that have materially adversely affected
the MBS market. If we fail to obtain adequate funding or to renew or replace existing funding upon maturity,
we will be limited in our ability to implement our business strategy, which will adversely affect our results of
operations and may, in turn, negatively affect the market value of our Class A common stock and our ability to
make dividends to our shareholders. ‘

Our use of repurchase agreements may give our lenders greater rights.in the event that either we or any of
our lenders file for bankruptcy, which may make it difficult for us to recover our collateral. -

- Our borrowings under repurchase agreements may qualify for special treatmeént under the bankruptcy
code, giving our lenders the ability to avoid the automatic stay provisions of the bankruptcy code and take
possession of and liquidate our collateral under the repurchase agreements without delay if we file for
bankruptcy. Furthermore, the special treatment of repurchase agreements under the bankruptcy code may make
it difficult for us to recover our pledged assets in the event that any of our lenders file for bankruptcy. Thus, the
use of repurchase agreements exposes our pledged assets to risk in the ¢vent of a bankruptcy filing by either our
lenders or us. In addition, if the lender is a broker or dealer subject to the Securities Investor Protection Act of
1970 or an insured depository institution subject to the Federal Deposit Insurance Act, our ability to exercise
our rights to recover our investment under a repurchase agreement or to be compensated for any damages
resulting from the lender’s insolvency may be further limited by those statutes.

If the lendmg institution under one or more of our repurchase agreements defaults on its.obligation to resell
the underlying secum;y back to us at the end of the agreement term, we will lose money on our repurchase
transactions. -

When we engage in a repurchase transaction, we initially sell securities to the transaction counterparty
under a master repurchase agreement in exchange for cash from the counterparty. The counterparty is obligated
to resell the same securities back to us at the end of the term of the repurchase agreement, which typically is 30
to 90 days, but may be up to one year. If the counterparty in-a repurchase transaction defaults on its obligation
to resell the securities back to us, we will incur a loss on the transaction equal to the amount of the haircut
(assuming no.change in the value of the securities). Losses incurred on our repurchase transactions would
adversely affect our earnings and our cash available for distribution to our shareholders.

If we default on our obhgattons under our repurchase agreements, we may be unable to establish a suitable
replacement faczltty on acceptable terms or at all.

If we default on one of our obligations under a repurchase agreement the counterparty may terminate
the agreement and cease entering into any other repurchase agreements with us. In that case, we would likely
need to establish a replacement repurchase facility with another financial institution in order to continue to
leverage our investment portfolio and carry out our investment strategy. We may be unable to estabhsh a
suitable replacement repurchase facility on acceptable terms or at all. _ :

19



Changes in interest rates and adverse market conditions could negatively affect the value of our MBS
investments and increase the.cost of our borrowings, which could result in reduced earnings or losses and
negatively affect the cash available for distribution to our shareholders.

We acquire indirect interests in mortgage loans by purchasing MBS and we currently intend to
continue this strategy. Under a normal.yield curve, an investment in MBS will decline in value if long-term
interest rates increase. In addition; net interest income could decrease if the yield curve becomes inverted or flat.
Fannie Mae or Freddie Mac guarantees of the agency-backed MBS we own do not protect us from declines in
market value caused by changes in interest rates. Declines in market value may: ultimately reduce earnings or
result in losses to us, which may negatively affect cash avallable for distribution to our shareholders

A significant risk assomated with our portfoho of mortgage-related assets is the risk that both long-
term and short-term interest rates will increase significantly. If long-term rates were to increase significantly,
the market value of these MBS would decline and the duration and weighted average life of the investments
would increase. We could realize a loss in the future if the MBS were sold. At the same time, an increase in
short-term interest rates would increase the amount of interest owed on the repurchase agreements we enter into
in order to finance the purchase of MBS.

Market values of MBS may decline without any general increase in interest rates for a number of
reasons, such as increases in defaults, increases in voluntary prepayments and widening of credit spreads. If the
market values of our investments were to decline for any reason, the value of your investment in our capital
stock could also decline. e

Limitations on our access to capital-could impair our liquidity and our ability to conduct our business.

Liquidity, or ready access to-funds, is-essential to our business. Failures of similar businesses have
often been attributable in large-part to insufficient liquidity. Liquidity is of particular importance to our business
and perceived liquidity issues may affect our clients’ and counterparties’ willingness to engage in transactions
with us. Our liquidity could be impaired due to circumstances that we may be unable to control, such as a
general market disruption, the payment of significant legal defense and indemnification costs, expenses,
damages or settlement amounts, or an operational problem that affects us or third parties. Further, our ability to .
sell assets may be impaired if other market participants are seeking to sell similar assets at the same time or the
market is experiencing significant volatility. Our inability to maintain adequate liquidity would materially harm
our business and operations. ‘

The nature of the securities we hold exposes us to concentrated credit risk that could reduce our earnings,
dividends, cash flows and access to liquidity, and otherwise negatively affect our business.

Our private-label MBS portfolio has concentrated risks with respect to residential real estate loans. In
general, losses on an asset securing a residential real estate loan included in a securitization will be borne first
by the owner of the property (i.e. the owner will first lose the equity invested in the property) and, thereafter, by
mezzanine or preferred equity investors, if any, then by a cash reserve fund or letter of credit, if any, then by the
first-loss holder, and then by holders of more senior securities. In the event the losses incurred upon default on
the loan exceed any equity support, reserve fund, letter of credit and classes of securities junior to those in
which we invest (if any), we may not be able to recover any or all of our investment in the securities we hold. In
addition, if the underlying properties. have been overvalued by the originating appraisal or if the values
subsequently declined and, as aresult, less collateral is-available to satisfy interest and principal payments due
on the related private-label MBS, then the first-loss securities may suffer a total loss of principal, followed by
losses on the second-loss and so on. Any credit enhancement we may have with respect to our private-label
MBS could be insufficient to protect us from a complete loss.
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Our due diligence of potential investments may not reveal all of the liabilities associated with those
investments and may not reveal aspects of the investments which could lead to investment losses, and our
abtltty to manage exposures to assets in which we have an mdtrect interest is Itmtted

Before making certain acquisitions, we may undertake due dlllgence efforts with respect to various
aspects of the acquisition, including investigating the strengths and weaknesses of the originator or issuer of the
asset and, in‘the case of acquisitions of private-label MBS, verifying certain aspects of the underlying assets
themselves as well as other factors and characteristics that may be material to the performance of the
acqulsmon In making the assessment and otherwise conducting due diligence, we rely on resources available to
us and, in some cases, third party information. There can be no assurance that any due diligence process that we
conduct will uncover relevant facts that could be determinative of whether or net an mvestment will be
successful. Cn

Moreover, our ability to manage our exposures is significantly limited by. coniractual and other
constraints of the securitization vehicle structures in which such-assets are held iy

The securities and loans we own are likely to lead to variable returns.

We actively manage the risks associated with acquiring, holding and disposing of MBS. No amount of
risk management or mitigation, however, can change the variable nature of the cash flows, fair values of, and
financial results generated by these loans and securities. Changes in the credit performance or the prepayments
on the loans underlying private-label MBS and changes in interest rates impact the cash flows on these
securities, and the impact could be significant for our securities with concentrated risks. Changes in cash flows
lead to changes in our return and also to potential variability in reported income.

The revenue recognized on our private-label MBS is based on an estimate of the yield over the
remaining life of the asset. Thus, changes in our estimates of expected cash flow from an asset-will result in
changes in our reported earnings on that asset in the current reporting period. We may be forced to recognize
adverse changes in expected future cash flows as a current expense, further adding to earnings volatility.

Changes in the fair values of our MBS may have various negative effects on us, mcludtng reduced earnings,
increased earnings volatility and volatility in our book value.

Fair values for our MBS can be volatile. The fair values can change rapidly and significantly and
changes can result from changes in interest rates, actual and perceived risk, supply, demand, and actual and
projected cash flows and prepayments and credit performance. A decrease in fair value may not necessarily be
the result of deterioration in future cash flows. A decrease in the fair value of MBS we own may resulfin a
reduction in our book value due to the accounting standards we are required to apply. Reporting a low book
value could have adverse effects even if that book value is not indicative of the actual value of our net
investments in assets. The adverse effects include the inability to meet or agree upon covenants with
counterparties, to enter into derivative contracts or a reduction in the market price of our Class A common
stock. :

Our investments are recorded at fair value based upon assumptions that are inherently subjective and involve
a high degree of management judgment. Our results of operations and financial condition could be adversely
affected if our determinations regarding the fair value of our investments are materially higher than the
values that we ultimately realize upon their disposal. '

Our current portfolio invéstments are, and our future portfolio investments may be, in the form of
securities that are not publicly traded. The fair value of securities and other investments that are not publicly
traded may not be readily determinable. In computing the fair values for MBS for which there are limited
observable third-party trades, we make a number of market-based assumptions, including assumptions
regarding future interest rates, prepayment rates, discount rates, credit loss rates, and the timing of credit losses.
These assumptions are inherently subjective and involve a high degree of management judgment, and our
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determinations of fair value may differ materially from the values that would have been used if a public market
for these securities existed. Althoughwe rely on our internal calculations to compute the fair value of securities
we own, we also request and consider indications of value (marks) from third-party dealers to assist us in our
valuation process. The results of market disruptions over the past several years have generated fewer third-party
data points for us.to-consider in connection with our estimates of the fair value of our securities than were
available to us-in the past. Our reported fair value may not reflect what a willing buyer would pay for those
assets. Our results of operations and financial condition may be adversely affected if our determinations
regarding the fa1r value of ourinvestments is materlally higher than the values that we ultimately realize upon
the1r d1sposal ’ - ~ :

Credtt ratings assigned to debt securities by the credit rating agencies may not accurately reflect the risks
associated with those securities.

We make certain acquisition decisions after factoring in a series of data, including credit rating.
However, a credit rating may not accurately reflect the risks associated with a particular debt security. Rating
agencies rate certain debt securities based upon their assessment of the safety of the receipt of principal and
interest payments. Rating agencies do not consider the risks of fluctuations in fair value or other factors that
may influence the value of debt securities and, therefore, the assigned credit rating may not fully reflect the true
risks of an investment in securities. Also, rating agencies may fail to make timely adjustments to credit ratings
based on available data or changes in economic outlook or may otherwise fail to make changes in credit ratings
in response to subsequent events,.so that our investments may be better or worse than the ratings indicate.

- The assignment of an “investment grade” rating to a security by a rating agency does not mean that
there is not credit risk associated with the security or that the risk of a credit loss with respect to such security is
remote. For example, a large number of MBS that were previously rated triple-A by one or more rating agencies
have been downgraded, in many cases by several rating levels at one time. A downgrade in credit rating can
materially adversely affect the fair value of a security. Our assessment of the quality of an investment that
relies, in part, on that asset’s credit rating, may prove to be inaccurate and we may incur credit losses in excess
of our initial expectations.

Furthermore, credit rating agencies may change their methods of evaluating credit risk and determining
ratings on MBS. These changes may occur quickly and often. The market’s ability to understand and absorb
these changes, and the impact to the securitization market in general, are difficult to predict. Such changes will
have an impact on the amount of investment-grade and non-investment-grade securities that are created or
placed on the market in the future. A change inthe amount of investment-grade and non-investment-grade
securities that are created or placed on the market could materially adversely impact the value of the MBS in
our portfolio and-potentially limit o increase the value of MBS available for purchase in the future.

New assets we acquire may not generate yields as attractive as yields on our current assets, resulting in a
decline in our earnings per share over time.

We believe the assets we acquire have the potential to generate attractive economic returns and GAAP
yields, but acquiring assets in an uncertain economic environment poses significant risks. Potential cash flow
and mark-to-market returns from new asset acquisitions could be negative, including both new assets that are
backed by newly-originated loans, as well as new acquisitions that are backed by more seasoned assets that may
experience higher than expected levels of delinquency and defauit. In order to maintain and grow our pertfolio -
size and our earnings, we must reinvest in new assets a portion of the cash flows we receive from principal,
interest, and sales. We receive monthly payments from many of our assets, consisting of principal and interest.
Principal payments reduce the size of our current portfolio and generate cash for us. We may also sell assets
from time to time as part of our portfolio management and capital recycling strategies. If the assets we acquire
in the future earn lower GAAP yields than the assets we currently own, our reported earnmgs per share will
likely declme over time as the older assets pay down; are called or are sold. !
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An increase in our borrowing costs relative to the interest we receive on our mortgage-related assets may
adversely affect our profitability, whlch may reduce the cash avadable Jfor dtstrtbutzon to our shareholders.

As our repurchase agreements and other short term borrowmg mstruments mature, we must either
enter into new repurchase agreements or sell a portion of our mortgage-related assets or other investment
securities at times when we might not otherwise choose to do so:-Lenders may seek to:use a new maturity date
as a opportune time to demand additional terms or increased collateral requirements that could be adverse to us
an harm our operations. Moreover, current conditions in the:credit matkets may make it impracticable to enter
into new repurchase agreements or other short-term facilities. See “Risks Related to our Business—In general,
changes in market conditions could further adversely and materially affect our business.and the value of our
capital stock could be negatively impacted.”

. We generally expect that the interest rates tied to our borrowings will adjust more rapidly than the
interest rates tied to the assets in which we invest. An increase in short-term interest rates at the time that we
seek to enter into new repurchase agreements would reduce the spread between our returns on our mortgage-
related assets and the cost of our borrowings. This change in interest rates would adversely affect our returns on
our mortgage-related assets portfolio, which might reduce earmngs and in turn, cash available for distribution
to our shareholders.

An increase in prepayment rates could negatively affect the value of our MBS purchased at a premium,
which could result in reduced earnings. or losses and negatively affect the cash available for distribution to
our shareholders.

In the case of residential mortgage loans, there are seldom any restrictions on borrowers’ abilities to
prepay their loans. Homeowners tend to prepay mortgage loans faster when interest rates decline. Furthermore,
each of HASP and “Operation Twist” and the expansion of HARP have.caused, and could continue to cause, an
increase in prepayment rates. When interest rates decline, owners of the loans have to reinvest the money -
received from the prepayments at the lower prevailing interest rates. Conversely, homeowners tend not to
prepay mortgage loans when interest rates increase. Consequently, owners of the loans are unable to reinvest
money that would have otherwise been received from prepayments:atthe higher prevailing interest rates. This
volatility in prepayment rates may affect our ability to maintain targeted amounts of leverage on our mortgage-
based securities portfolio and may result in reduced earnings or losses for us and negatively affect the cash
available for distribution to our shareholders. Fannie Mae or Freddie Mac guarantees of principal and mterest
related to the agency-backed ‘MBS we own do not protect us against prepayment risks.

Hedging against interest rate exposure may not completely msulate us from mterest rate risk and may
adversely affect our earnings, which could adversely affect cash avatlable for dtstrzbutzon to our
shareholders. : R R ‘ T

We engage in certain hedging transactions to limit our exposure to changes in interest rates and
therefore may expose our company to the risks associated with such transactions. We have historically entered
into and may enter into interest rate swap agreements, Eurodollar or U.S. Treasury futures or pursue other
hedging strategies. Hedging against.a decline in the values of our portfolio positions does not eliminate the
possibility of fluctuations in the values of 'such positions or prevent losses if the values of such positions
decline. However, we may establish other hedging positions designed to. gain from those same developments,
thereby offsetting the decline in the value of such portfolio positions. Such hedging transactions may also limit
the opportunity for gain if the values of the portfolio positions should increase. Moreover, it:may not be possible
to hedge against an interest rate fluctuation that is so generally anticipated that we are not able to enter into a
hedging transaction at an acceptable price.

The success of our hedging transactions depends on our ability to accurately predict movements of
interest rates and credit spreads. Therefore, while we may enter into such transactions to seek to reduce interest
rate risks, unanticipated changes in interest rates may result in poorer overall investment performance than if we
had not engaged in any such hedging transactions. In addition, the degree of correlation between price
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movements of the instruments used in a hedging strategy and price movements in the portfolio positions being
hedged may vary. Moreover, for a variety of'reasons, we may not seek to establish a perfect correlation between
such hedging instruments and the portfolio holdings being hedged. Any such imperfect correlation may prevent
us from achieving the intended hedge and expose us to risk of loss. :

We currently hedge égainst interest rate risk. Our hedging activity will vary in scope based on the level
and volatility of interest rates and principal prepayments, the type of MBS held, and other changing market
conditions. Interest rate hedging may fail to protect or could adversely affect us because, among other things:

» interest rate hedging can be‘expensive; particularly during periods of rising and volatile interest
rates; .

available interest rate hedging may not correspond directly with the interest rate risk for which
protection is sought;

. the duration of the hedge may not match the duration of the related liability;

» the credit quality of the party owing money on the hedge may be downgraded to such an extent
that it impairs our ability to sell or assign our side of the hedging transaction; and

» the party owing money in the hedging transaction may default on its obligation to pay.

Our hedging activity may adversely affect our earnings, which could adversely affect cash available for
distribution to our shareholders.

We may change our investment strategy, hedging strategy, asset allocation and operational policies without
shareholder consent, which may result in riskier investments and adversely affect the market value of our
Class A common stock and our ability to make distributions to our shareholders.

We may change our investment strategy, hedging strategy, asset allocation and operational policies at
any time without the consent of our shareholders, which could result in our making investments or hedges that
are different from, and possibly riskier than, the investments and hedges described in this Annual Report on
Form 10-K. A change in our investment or hedging strategy may increase our exposure to interest rate and real
estate market fluctuations. A change in our asset allocation could result in us making investments in instrument
categories different from those described in this Annual Report on Form 10-K. Our Board of Directors oversees
our operational policies, including those with respect to our acquisitions, growth, operations, indebtedness,
capitalization and distributions or approves transactions that deviate from these policies without a vote of, or '
notice to, our shareholders. Operational policy changes could adversely affect the market value of our Class A
common stock and our ability to make distributions to our shareholders.

Our Board of Directors does not approve each of our investment decisions.

Our Board of Directors oversees our operational policies and periodically reviews our investment -
guidelines and our investment portfolio. However, our Board of Directors does not review all of our proposed
investments. In addition, in conducting periodic reviews, our Board of Directors may rely primarily on
information provided to them by our management. Furthermore, transactions entered into or structured for us by
our management may be difficult or impossible to unwind by the time they are reviewed by our directors:
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We operate in a highly-competitive market for investment opportunities, which could make it difficult for us
to purchase or originate investments at attractive yields and thus have an adverse effect on our business,
results of operations and financial condition. :

We gain access to investment opportunities only to the extent that they become known to us. Gaining
access to investment opportunities is highly competitive. Many of our competitors are substantially larger than
us and have considerably greater financial, technical and marketing resources, more long-standing relationships,
broader product offerings and other advantages. Some of our competitors may have a lower cost of funds and
access to funding sources that are not available to us. Additionally, in response to the recent financial issues
affecting the banking system and financial markets and going concern threats to investment banks and other
financial institutions, the U.S. government established programs such as the Legacy Securities Public-Private
Investment Program (PPIP), which are designed, in part, to restart the market for certain of our target
investments. The establishment of these or similar programs may result in increased competition for attractive
opportunities in our target investments. It is also possible that our competitors may successfully utilize these -
programs, which would provide them with attractive debt and equity capital funding from the U.S. government.
As a result of this competition, we may not be able to purchase or originate our target investments-at attractive
yields, which could have an adverse effect on our business, results of operations and financial condition.

Risks Related to our Business

In general; changes in market conditions could further adversely and materially affect our busmess and the
value of our capital stock could be negatively impacted. v

Risk is an inherent part of our business, which, by its nature, does not produce predictable earnings.
Our business is materially affected by a variety of industry and economic factors, including:

o conditions in the global financial markets and eeonomie conditions generall-y;
‘e changes in interest rates and prepayment rates,

. actlons taken by.the U.S. Federal Reserve and the U S. Treasury,

. changes in laws and regulatlons and mdustry practlces

. _ actions taken by ratings: agencres w1th respect to the U S s credit ratmg, and

e other market developments

In recent years and months the condltlons in the U. S and global financial markets have changed
suddenly and negatively.and may-continue to change adversely during 2012 and in future periods. In response
to the financial issues affecting the banking system and the financial markets, governments, regulators and
central banks in the United States and worldwide have taken numerous steps to increase liquidity and to restore
investor confidence. Future government, legislative or regulatory actions, among the other factors discussed
above, could matenally adversely affect our busmess in many ways.

T he downgrade of the. credtt ratings of the Umted States and certam Eumpean countnes and any future
downgrades of the credit ratings United States and certain European countries may materially adversely
affect our business, financial condition and results of operatlons

On August 5, 2011, Standard & Poor s downgraded the U S.’s credlt ratmg for the first tlme in h1story
Because Fannie Mae and Freddie Mac are in conservatorship of the U.S. government, downgrades-to the U.S.’s
credit rating could impact the credit risk associated with agency-backed MBS and, therefore, decrease the value
of the agency-backed MBS in our portfolio. In addition, the. downgrade of the U.S. government’s credit rating
and the credit ratings of certain European countries has created broader financial turmoil and uncertainty, which
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has weighed heavily on the global banking system. As a result, the recent downgrade of the U.S.’s credit rating
and the credit ratings of certain European countries and any future downgrades of the credit ratings of the
United States and certain European countries may materially adversely affect our business, financial condition
and results of operatlons

The voting power of our prmczpal shareholders and other. executtve officers, directors and nominees may
result in corporate action with which you do not agree and may discourage third party acquisitions of our
company and prevem our shareholders from recetvmg any premmm above market przce for thezr shares.

Enc F. B1lhngs has significant 1nﬂuence over our operat1ons through his ownership of Our common .
stock, which, as of January 31, 2012, represents approximately 17.6% of the total voting power of our common
stock. In addition, Mr. Billings serves as Chairman.of our Board of Directors and as our Chief Executive
Officer. As of January 31; 2012, Mr. Billings and all of our other executive officers, directors and nominees, as
a group, control approximately 21.0% of our total voting power. The extent of the influence that Mr. Billings.
and our other officers, directors and nominees have over us may have the effect of discouraging offers to
acquire control of our company and may preclude holders of our common stock from receiving any premium
above market price for their shares that may be offered in connection with any attempt to acquire control of our
company without the approval of Mr. Billings. Mr. Billings could have interests that are different than those of
our other investors and could take or influence actions with which our other investors disagree.

Our Rights Plan could inhibit a change in our control and we may not be ‘successful in protectmg our
anticipated tax benefits.

In June 2009, our Board of Directors.implemented a Rights Plan in an effort to protect against a
possible limitation on our ability to use our NOLS, NCLs and built-in losses by dissuading investors from
aggregating ownership of our Class A common stock and triggering an “ownership change” for purposes of
Sections 382 and 383 of the Code. The Rights Plan may not be successful in preventing an “ownership-change”
within the meaning of Sections 382 and 383 of the Code, and we may lose all or most of the anticipated tax
benefits associated with our prior losses. Under the terms of the Rights Plan, in general, if a person or group
acquires or commences a tender or exchange offer for beneficial ownership of 4.9% or more of the outstanding
shares of our Class A common stock upon a deterniination by .our Board of Directors (an Acquiring Person), all
of our other Class A and Class B common shareholders will have the right to purchase securities from us at a
discount to such securities’ fair market value, thus-causing substantial dilution to the Acquiring Person. The
Rights Plan may have the effect of inhibiting or impeding a change in control not approved by our Board of
Directors and, notwithstanding its purpose, could adversely affect our shareholders” ability to realize a premium
over the then-prevailing market price for our common stock in connection with such a transaction. In addition,
because our Board of Directors can prevent the Rights Plan from operating, in the event our Board of Directors
approves of an Acquiring Person, the Rights Plan gives our Board of Directors significant discretion over
whether a potential acquirer’s efforts to acquire a large interest in us will be successful: Consequently, the
Rights Plan may not succeed in protecting anticipated tax beneﬁts and could 1mpede transactlons that would
otherwise beneﬁt our shareholders. o i S :

The tradtng price of our Class A common stock may be adversely affected by factors outszde of our control
Any negative changes in the pubiic’s percept1on of the prospects for our bus1ness or the types of assets

in which we invest could depress our stock price regardless-of our results. The followmg factors, among others,

could contribute to-the volatility of the price of our Class A common stock :

. actual or unant1c1pated vanat1ons in our quarterly results

. changes in our: ﬁnanc1a1 estlmates by secunttes analysts

. cond1t1ons or trends affectmg compames that make mvestments 51m11ar to ours,
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« changes in interest rate environments and the mortgage market that cause our borrowing costs to
increase, our reported yields on our MBS portfolio to decrease or that cause the value of our MBS
portfolio to decrease; - - : : . ;

+ - changes in the market valuatrons of the secuntles inour MBS portfoho and other principal
investments;

+ negative changes in the public’s perceptlon of the prospects of investment or financial services
companies; . _ :

. cha_nges in the regulatory:environment in which our business operates;

+  dilution resuiting from new equity issuances or the conversion of Class B common stock into
Class A common stock

. effects of htlgatlon and contractual clalms agamst us, our ofﬁcers and our drrectors mcludmg the.
potential settlement and litigation of such claims;

. general economic conditions suchv asa recessron, or interes.t rate or curreney rate fluctuations; and
‘e additions or’ departures of our keyy personnel. } |
Many of tlres‘e- factors are beyond our control '
We may expertence szgmﬁcant fluctuatlons in quarterly operatmg results |

Our revenues and operating results may ﬂuctuate from quarter to quarter and from year to year due to a
combination of factors, many of which are béyond our control, including the market value-of the MBS we
acquire, prepayment rates and changes in interest rates. As a result, we may fail to meet profitability or dividend
expectations which could negatively affect the market pnce of our Class A common stock and our ab111ty to pay
dividends to our shareholders. : :

We cannot assure you that we will be able to pay dividends in the future.

- Pursuant to our variable dividend policy, our Board of Directors, in its sole discretion, reinstated the
payment of a cash dividend during 2010. However, there can be no assurances that they will continue to do so.
The amount and timing of any distributions we may make is in the sole drscretlon of our Board of Dlrectors

The pendmg SEC mvesttgatmn could require szgnqﬁcant management ttme aml attention, result in .
significant legal expenses and have a material adverse effect on our: busmess, j' nancial condmon, results of
operatwns and cash ﬂows ,

As described in thls Annual Report on Form 10-K under “Item 3—Legal Proceedmgs > we received a -
“Wells Notice” (the “Notice”) from the staff of the SEC on January 26, 2012 indicating that the staff is considering
recommending that the SEC bring a civil injunctive action or institute a public administrative proceeding alleging
violations of the federal securities laws.. We understand that the staff is considering the recommendation based on
their belief that disclosures in the offering materials for an MBS offering sponsored in2007 by a former non-
broker-dealer subsidiary of ours may have included material misstatements and/or omitted material information:
regarding the collateral for the securities issued. The Notice is not a formal allegation nor a finding of wrongdoing,
and we have been cooperating with the SEC in this inquiry. In accordance with SEC procedures, we will have an
opportunity to present our response to the Notice that an action is not warranted before any formal decision is
made on an enforcement proceeding. We understand that Mr. Brian Bowers, our Chief Investment Officer and
Portfolio Manager, received a similar Notice and that a former employee of our former subsidiary has also
received a Notice, in each case relating to the same offering. We understand that the SEC could seek various

27



remedies, if they bring an enforcement proceeding, including but not limited to injunctive relief, disgorgement,
civil penalties, and, in the case of Mr. Bowers, a bar from serving as a director or officer of a public company. We
disagree with the staff and intend to provide a written submission setting forth reasons why a formal proceeding
should not be authorized by the SEC. We cannot predict whether or not any proceedings might be initiated, the
amount of any claims that might be asserted or remedies that might be sought by the SEC, or the ultimate outcome
of any proceedings that might be initiated.

The conduct and resolution of the SEC investigation could be time-consuming, expensive and
distracting to the conduct of our business and to our management. In the event that the investigation results in
an adversarial action or proceeding being brought against us or any of our current or former officers or
directors, our business (including our ability to complete financing transactions), and the trading price of our
Class A common stock, may be adversely affected. Additionally, if the SEC investigation continues for a
prolonged period of time, it may have the same impact regardless of the ultimate outcome of the investigation.

Litigation involving our company could result in significant legal expenses and have a material adverse
effect on our business, financial condition, results of operations and cash flows.

As described under “Item 3—Legal Proceedings” in this Annual Report on Form 10-K, we are
currently, may in the future become, subject to litigation. Some of these claims may result in significant defense
costs and potentially significant judgments against us, some of which are not, or cannot be, insured against. We
cannot predict the ultimate outcome of pending litigation, and cannot estimate the likelihood or potential dollar
amount of any adverse results. We may be unable to accurately estimate our exposure to litigation risk when we
record balance sheet reserves for probable loss contingencies. As a result, any reserves we establish to cover
any settlements or judgments, if any, may not be sufficient to cover our actual financial exposure, which may
have a material impact on our results of operations or financial condition. In the event of an adverse judgment in
any action or proceeding, we may be required to pay damages or penalties, or other remedies may be imposed
upon us, which could have a material adverse impact upon our financial position, results of operations and cash
flows and could also cause us significant reputational harm, which in turn: could senously harm our business
and prospects u :

Indemniﬁcation obligations to certain of our current and former directors and officers may increase the
costs to us of legal proceedings involving our company.

Our charter contains a provision that limits the liability of our directors and officers to us and our
shareholders for money damages, except for liability resulting from willful misconduct or a knowing violation
of the criminal law or any federal or state securities law. Our charter also requires us to indemnify our directors
and officers in connection with any liability incurred by them in connection with any action or proceeding
(including any action by us or in our right) to which they are or may be made a party by reason of their service
in those or other capacities if the conduct:in question was in our best.interests and the person was acting on our
behalf or performing services for us, unless:the person-engaged in willful misconduct or a knowing violation of
the criminal law. The Virginia Stock Corporation Act requires a corporation (unless its charter provides
otherwise, which our charter does not) to indemnify a director or officer who has been successful, on the merits
or otherwise, in the defense of any proceedlng to which he is made a party by reason of his service in that

capacity.

In addition, in the past, we have entered-into. indemnification agreements with certain of our current
and former directors and: officers under which we are generally required to indemnify them against liability
incurred by them in connection with any action or proceeding to which they are or may be made a party by
reason of their service in those or other capacities, if the conduct in.question was in our best interests and the
person was conducting themselves in'good faith (subject to certain exceptions, including liabilities arising from
willful misconduct, a knowing violation of the criminal law or receipt of'an improper benefit).
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In the future we may be the subject of indemnification assertions under our charter, Virginia law or
these indemnification agreements by our current and former directors and officers who are or may become party
to any action or proceeding, including the SEC investigation and litigation proceeding described in this Annual
Report on Form 10-K under “Item 3—Legal Proceedings.” We maintain directors’ and officers’ insurance
policies that may limit our exposure and enable us to recover a portion of any amounts paid with respect to such
obligations. However, if our coverage under these policies is reduced, denied, eliminated or otherwise not
available to us, our potential financial exposure would be increased. The maximum potential amount of future
payments we could be required to make under these indemnification obligations could be significant. Amounts
paid pursuant to our indemnification obligations could adversely affect our financial results and the amount of
cash available for distribution to our shareholders.

We have identified a material weakness in our internal control over financial reporting which could, if not
remediated, have resulted in future material misstatements in our financial statements and required us to
restate our financial results. SR '

Our management is responsible for establishing and maintaining adequate internal control over our
financial reporting, as defined in Rule 13a-15(f) under the Exchange Act. As disclosed in “Ttem 9A—Controls and
Procedures” in this Annual Report on Form 10-K, a material weakness was identified in our internal control over
financial reporting related to our application of generally accepted accounting principles (GAAP) related to ASC
310-30, Loans and Debt Securities Acquired with Deteriorated Credit Quality, in connection with our private-label
MBS. Specifically, in certain circumstances, our policies and procedures did not consistently increase accretion
rates on investment securities when the timing and amount of cash flows received and expected to be collected
increased from the expectations at purchase. A material weakness is defined as a deficiency, or combination of
deficiencies, in internal control over financial reporting, such that there is a reasonable possibility that a material
misstatement to the annual or interim financial statements will not be prevented or detected on a timely basis.

Our analysis of these errors determined that no previously-issued financial statements were materially
misstated and the cumulative effect of the errors was recorded in the fourth quarter of 2011. The cumulative
impact of these adjustments over the three-year period ended December 31, 2011 resulted in a net decrease of
$55 thousand in pre-tax net income and net income, which reflected an increase in interest income of $544
thousand and a decrease in investment gain of $599 thousand. These adjustments did not impact cash received
or management’s expected performance of the related securities. :

Upon identification of the control deficiency described above, our management updated its policies and
procedures to ensure that accretion rates are increased in accordance with GAAP. Under the revised accounting
policies, we may recognize higher non-cash interest income over the security’s holding period and may not realize the
level of interest income recognized using the higher accretion rates. In addition, we may be subject to more frequent
and higher non-cash other-than-temporary-impairment charges than actual losses realized on the security as a result.

As a result of this material weakness, our management concluded that our internal control over
financial reporting was not effective as of December 31, 2011 based on criteria set forth by the Committee of
Sponsoring Organizations of the Treadway:Commission in Internal Control—An Integrated Framework. Our
management believes that its remediation actions have remediated the material weakness. o

Loss of our exclusion from regulation as an investment company under the 1940 Act would adversely affect
us and may reduce the market price of our shares. : - :

We rely on Section 3(c)(5)(C) for our exclusion from the registration requirements of the 1940 Act.
This provision requires that 55% of our assets, on an unconsolidated basis, consist of qualifying assets, such as
agency whole pool certificates and 80% of our assets; on an unconsolidated basis, consist of qualifying assets or
real estate-related assets. We will need to ensure not only that we qualify for an exclusion or exemption from
regulation under the 1940 Act, but also that each of our subsidiaries qualifies for such an exclusion or
exemption. We intend to maintain our exclusion by monitoring the value of our interests in our subsidiaries. We
may not be successful in this regard.
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On September 1, 2011, the SEC-issued a concept release (No. IC-29778; File No. SW7-34-11,
Companies Engaged in the Business of Acquiring Mortgages and Mortgage-Related Instruments) pursuant to
which it is reviewing whether certain companies that invest in MBS and rely on the exemption from registration
under Section 3(c)(5)(C) of the 1940 Act (such as our company) should continue to be allowed to rely on such
exemptlon from registration. :

If we fail to maintain our exclusion and-another exclusion or exemption is not available, we may be
required to register as an investment company, or we may be required to acquire or dispose of assets in order to
meet our exemption. Any such asset-acquisitions or dispositions may include assets that we would not acquire
or dispose of in the ordinary course of business, may be at unfavorable prices and result in a decline in the price
of our Class A common stock. If we are required to register under the 1940 Act, we would become subject to
substantial regulation with respect to our capital structure (including our ability to use leverage), management,
operations, transactions with affiliated persons (as defined in theé 1940 Act), and portfolio: composition,
including restrictions with respect to diversification and industry concentration and other matters. Accordingly,
registration under the 1940 Act could limit our ability to follow our current investment and ﬁnancmg strategies
and result in a decline in the price of our Class A common' stock

Rapid changes in the values of our investinents may make it more difficult for us to maintain our exemptwn
from the 1940 Act.

Changes in the market value or income potential of certain of our investments may prevent us from
maintaining our exemption from the 1940 Act. We may have to make investment decisions that we otherwise
would not make absent the 1940 Act requ1rements, which may adversely affect our business, ﬁnanc1al condition
and results of operatlons

We face competition for personnel which could adversely affect our business and in turn negatively affect the
market price of our Class A common stock and our ability to pay dividends to our shareholders.

.We.are dependent on the highly-skilled, and often highly-specialized, individuals we employ.
Retention of specialists to manage our portfolio is particularly important to our prospects. Competition for the
recruiting and retention of employees may increase elements of our compensation costs. We may not be able to
recruit and hire new employees with our desired qualifications in a timely manner. Our incentives may be
insufficient to recruit and retain our employees. Increased compensation costs could adversely affect the amount
of cash available for distribution to shareholders and our failure to recruit and retain qualified employees could
materlally and adversely affect our future operatmg results.

We are dependent upon a small nrumber of key senior professionals and loss of any of these individuals could
adversely affect our financial results which may, in turn, negatively affect the market price of our Class A
common stock and our ability to pay dividends to our shareholders.

We generally do not have:employment agreements with our senior officers and other key
professionals. We cannot guarantee that we will continue to have access to members of our senior management
team or other key professionals. The loss of any members of our senior management and other key
professionals could materially and adversely affect our operating results. As described in this Annual Report on
Form 10-K under “Ttem 3—:Legal Proceedings,” both. we and Brian Bowers, who serves as our Chief
Investment Officer and Portfolio Manager, have received “Wells Notices™ from the staff of the SEC indicating
that the staff is considering recommending that the SEC bring a civil injunctive action or institute a public
administrative proceeding alleging violations of the federal securities laws. We understand that the SEC could
seek to bar Mr. Bowers from serving as a:director or officer of a:;public company. It is not possible at this time
to-predict the outcome of this matter, including whether or not any proceedings might be initiated, remedies that
might be sought by the SEC, or the ultimate outcome of any proceedings that might be initiated.
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We are highly dependent upon communications and information systems. operated by third parties, and
systems failures could significantly. disrupt our business, which may, in turn, negatively affect the market
price of our Class A common stock and our abzlrty to pay dividends.to our shareholders

Our busmess is highly dependent upon commumcatlons and 1nformat10n systems that allow us to
monitor, value, buy, sell, finance and hedge our investments. These systems are primarily operated by third
parties and, as a result, we have limited ability to ensure their continued operation. Furthermore, in the event of
systems failure or interruption, we will have limited ability to affect the timing and success of systems -
restoration. Any failure or interruption of our systems or third-party trading or-information systems could cause
delays or other problems in our securities trading activities, including MBS trading activities, which could have
a material adverse effect on our operating results and negatively affect the market price of our Class A common
stock and our ablhty to pay dividends to our shareholders. ' :

If we issue debt securttzes or other securities regzstered pursuant to our shelf regtstratton statement, our
operations may be restricted and we will be exposed to additional risk. o .

. If we decide to issue debt securities in the future, it is likely that such securities will be governed by an
indenture. or other instrument containing covenants restricting our operating flexibility. Additionally, any
convertible or exchangeable or othetsecurities registered pursuant to our shelf registration statement that we
issue in the future may have rights, preferences and privileges more favorable than those of our Class A
common stock. We, and indirectly our shareholders, will bear the cost of issuing and servicing such securities. -
Holders of debt securities may be granted specific rights, including but-not limited to, the right to hold a
perfected security interest in certain of our assets, the right to accelerate payments due under the indenture,
rights to restrict dividend payments, and rights to approve the sale of assets. Such additional restrictive :
covenants and. operating restrictions could have a material adverse effect on our operating results and negatively
affect the market price of our Class A common stock and our ablht;y to pay distributions to our shareholders

Tax Risks of our Business and Structure

Our ability to use NOL carry -forwards and NCL cany forwards to reduce our taxable income may be
limited. . B by Su »

We revoked our status as a REIT effective as of January 1, 2009, in‘part to maximize the use of potential
tax benefits flowing from our existing NOLs or NCLs and certain other tax attributes. We must have taxable
income or gains to benefit from theses NOLs, NCLs and certain other tax attributes. Although we believe that a
significant portion of our NOLs will be utilized to offset the taxable income, no assurance can be provided that we -
will have taxable income or gains in the future to apply agamst our remammg NOLs and NCLs

In addition, our NOL and NCL carry-forwards may be 11m1ted by Sectlons 382 and 383 of the Code 1f we
experience an “ownership change.” In general, an “ownership change” occurs if 5% shareholders increase their
collective ownership of the aggregate amount of the outstanding shares of our company by more than 50
percentage points looking back over the relevant testing period. If an ownership change occurs, our ability to use -
our NOLs, NCLs and certain recognized built-in losses to reduce our taxable income in a future year would be
limited to a Section 382 limitation equal to the fair market value of our stock immediately prior to the ownership
change multiplied by the long-term tax-exempt interest rate in effect for the month of the ownership change. The
long-term tax-exempt rate for February 2012 is 3.55%. In the event of an ownership change, NOLs and NCLs that
exceed the Section 382 limitation in any year will continue to be allowed as carry-forwards for the remainder of
the carry-forward period and such losses can be used to offset taxable income for years within the carry-forward .
period subject to the Section 382 limitation in each year. However, if the carry-forward period for any NOL.or
NCL were to expire before that loss had been fully utilized, the.unused portion of that loss would be lost. The
carry-forward period for NOLSs is 20 years from the year in which the losses giving rise to the NOLs were
incurred, and the carry-forward period for NCL is five years from the year in which the losses giving rise to the
NCL were incurred. Our use of new NOLs or NCLs arising after the date of an ownership change would not be
affected by the Section 382 limitation (unless there were another ownership change after those new losses arose).
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On June 1, 2009, our Board of Directors adopted the Rights Plan in an effort to protect against the
occurrence of an ownershlp change. The Rights Plan is intended to act as a deterrent to any person or group
acquiring 4.9% or more of our outstanding Class A common stock without the approval of our Board of
Directors. Shareholders who own 4.9% or more of our outstanding Class A common stock as of the close of
business on June 5, 2009 will not trigger the Rights Plan so long as they do not (i) acquire any additional shares
of Class A common stock or-(ii) fall under 4.9% ownership of Class A common stock and then re-acquire
additional shares so that they own 4.9% or more of the Class A common stock. The Rights Plan does not
exempt any future acquisitions of Class A common stock by such persons. Any Rights held by an Acquiring
Person are void and may not be exercised. No Person shall be an Acquiring Person unless our Board of
Directors shall have affirmatively determined, in its sole and absolute discretion, within ten (10) business days
(or such later time as the Board of Directors may determine) after such person has otherwise met the
requirements of becoming an Acquiring Person, that such person shall be an Acquiring Person. The Rights Plan,
however, does not protect against all transactions that could cause an ownership change, such as dispositions by
existing 5% shareholders and transactions in our Class B.common stock The nghts Plan was ratified by the
shareholders in June 2010. :

Based on our knowledge of our stock ownership, we do not believe that an ownership change has
occurred since our losses were generated. Accordingly, we believe that at the current time there is no annual
limitation imposed on our use of our NOLs and NCLs to reduce future taxable income. The determination of
whether an ownership change has occurred or will occur is complicated and depends on changes in percentage
stock ownership among shareholders. Other than the Rights Plan, there are currently no restrictions on the
transfer of our stock that would discourage or prevent transactions that could cause an ownership change,
although we may adopt such restrictions in the future. As discussed above, the Rights Plan is intended to
discourage transactions that could cause an ownership change. The Rights Plan, however, does not protect
against all transactions that could cause an ownership change. In addition, we have not obtained, and currently
do not plan to obtain, a ruling from the Internal Revenue Service, regarding our conclusion as to whether our
losses are subject to any such limitations. Furthermore, we may decide in the future that it is necessary or in our
interest to take certain actions that could result in an ownership change. Therefore, no assurance can be
provided as to whether an ownership change has occurred or will occur in the future.

Preserving the ability to use our NOLs and NCLs may cause us to forgo otherwise attractive opportunities.
Limitations imposed by Sections 382 and 383 of the Code may discourage us from, among other
things, redeeming our stock or issuing additional stock to raise capital or to acquire businesses or assets.

Accordingly, our desire to preserve our NOLs and NCLs may cause us to forgo otherw15e attractive
opportunities.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.
ITEM2. PROPERTIES

Our principal executive offices are located at Potomac Tower, 1001 Nineteenth Street North,
Arlington, Virginia 22209.

We sublease office space to Billings Capital Management, LLC (BCM) which is an investment
management company owned and operated by Eric F. Billings, our Chairman and Chief Executive Officer; and
his sons. The lease term is month-to-month, based on pro-rata share of the space occupied by BCM. The lease
payments to us totaled $45 thousand for the year ended December 31, 2011.
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ITEM3. LEGAL PROCEEDINGS

We received a “Wells Notice” (the “Notice”) fromn the staff of the SEC on January 26, 2012 indicating
that the staff is considering recommending that the SEC bring a civil injunctive action or institute a public
administrative proceeding alleging violations of the federal securities laws. We understand that the staff is
considering the recommendation based on their belief that disclosures in the offering materials for an MBS
offering sponsored in 2007 by a former non-broker-dealer subsidiary of ours may have included matérial
misstatements and/or omitted material information regarding the collateral for the securities issued. The Notice
is not a formal allegation nor a finding of wrongdoing, and we have been cooperating with the SEC in this
inquiry. In accordance with SEC procedures, we will have an opportunity to present our response to the Notice
that an action is not warranted before any formal decision is made on an enforcement proceeding. We
understand that Mr. Brian Bowers, our Chief Investment Officer and Portfolio Manager, received a similar
Notice and that a former employee of our former subsidiary has also received a Notice, in each case relating to
the same offering. We understand that the SEC could seek various remedies, if they bring an enforcement
proceeding, including but not limited to injunctive relief, disgorgement, civil penalties, and, in the case of Mr.
Bowers, a bar from serving as a director or officer of a public company. We disagree with the staff and intend to
provide a written submission setting forth reasons why a formal proceeding should not be authorized by the
SEC. We cannot predict whether or not any proceedings might be initiated, the amount of any claims that might
be asserted or remedies that might be sought by the SEC, or the ultimate outcome of any proceedings that might
be initiated.

On August 19, 2011, Hildene Capital Management, LLC filed a purported class action complaint
captioned Hildene Capital Management, LLC v. Friedman, Billings, Ramsey Group, Inc. (d/b/a Arlington Asset
Investment Corp.), FBR Capital Trust VI, FBR Capital Trust X, Wells Fargo Bank, N.A., as Trustee, and John
and Jane Does 1 through 100, No. 11 Civ. 5832, in the United States District Court for the Southern District of
New York. The complaint alleges unlawful acts by us in connection with: our purchase of preferred securities
issued by FBR Capital Trust VI and FBR Capital Trust X (the FBR Trists) from two CDOs, Tropic IV CDO
Ltd. and Soloso CDO2005-1 Ltd. in September 2009. On November 9, 2011; we filed a motion to dismiss the
complaint on behalf of our company and the FBR Trusts. On December 14, 2011, the plaintiff filed an amended
complaint. In the amended complaint, the plaintiff added Hildene Opportunities Master Fund, Ltd. as a plaintiff.
The plaintiffs no longer assert class action claims, but have asserted derivative claims against Wells Fargo
Bank, N.A., as trustee for Tropic Il CDO Ltd., Tropic IV:CDO Ltd., and Soloso CDO 2005-1 Ltd. On January
20, 2012, we filed a motion to dismiss the amended complaint on behalf of our company and the FBR Trusts.
Briefing on that motion has not yet been completed, and the motion remains pending. We cannot predict the
likely outcome of this action or its likely impact on us or our results of operations at this time.

In addition to the matters described above, ‘we are from time to time involved in civil lawsuits, legal
proceedings and arbitration matters relating to our business that we consider to be in the ordinary course. There
can be no assurance that these matters individually or in aggregate will not have a material adverse effect on our
financial condition or results of operations in a futiire period. We are also subject to the risk of litigation,
including litigation that may be without merit. As we intend to actively defend such litigation, significant legal
expenses could be incurred. An adverse resolution of any future litigation against us could materially affect our
financial condition, results of operations and liquidity. Furthermore, we operate in highly-regulated markets that
currently are under intense regulatory scrutiny, and we have received, and we expect in the future that we may
receive, inquiries and requests for documents and information from various federal, state and foreign regulators.
However, we believe that the continued scrutiny of MBS, structured financed and derivative market participants
increases the risk of additional inquiries and requests from regulatory or enforcement agencies. We cannot
provide any assurance that these inquiries and requests will not result in further investigation of or the initiation
of a proceeding against us or that, if any such investigation or proceeding were to arise, it would not materially
adversely affect our company.

ITEM4. MINE SAFETY DISCLOSURES

Not applicable.
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PART I

ITEMS.  MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES .

Our Class A common stock is listed on- the NYSE under the symbol “AL” The followmg table shows
the high'and low sales prices of our Class A common stock during each fiscal quarter during the years ended
December-31, 2011 and 2010. :

Price Range of
Class A
Common Stock
- ' __High _ Low
Year Ended December 31,2011 , - o ’

Fourth QUATter .. ..ot veeiseeaencninnssineneenanss s $ 2612 $  19.00
Third QUATET .. .. vvyvveriinintteeeesiet et et eieneeiieaeaes - 3188 22.50
Second Quarter ......... e deed P R ST G WX X 26.04
First Quarter...........cooevvuniionina. Ll e ~ 3124 '23.80
- Year Ended December 31, 2010 oo ' ‘
Fourth Quarter..........oovviiiiiiiieneiiin it niaeean, 25.95 22.70
Third Quarter........... N ceeerasieees . 2423 17.23
Second QUArter .................... ceegaes e feeerenenens © 2125 16.81

o ISt QUATET o e v et e et ea ittt e e e e bans 18.98 - 14.18

~ On January 31, 2012, there were approximately 254 record holders of our Class A common stock.
There is no established public trading market for our Class B .common stock, and on January 31, 2011, there
were approximately 23 record holders of our-Class B common stock. If declared, Class B shares receive
dividends in the same amounts and on the same dates as Class A shares.

- Pursuant to our variable dividend policy; our Board of Directors evaluates dividends on a quarterly
basis and, in its sole discretion, approves the payment of dividends. Our dividend payments, if any, may vary
significantly from quarter to quarter. The. Board of Directors approved and we declared and paid the following
dividends for 2011: L e : ‘

Quarter Ended Dividend Amount Declaration Date Record Date PaLDate

December 31 ...... 5 0.875.. - . December 21 December 31  January 31,2012
September 30....... . .. 0875.. . .September 19 . September 30 October 31.
June 30....... 0.875 . June23 July 5 July 29
March 31 ...... 0.750 . .March24  April4 April 29

The Board of Directors approved and we declared and pald the followmg dividends for 2010:

Quarter Ended ] Dividend Amount . Declaratmn Date Record Date Pay Date
December 31 ...... $ 0.60 ~  December20  December31 January 31,2011
September 30....... 5 0.60 September 20 September 30 October 29
June 30....... 0.35 May 26 . ~ June 30 July 30

March 31 ...... 0.35 ~ February 10 ~March31  April 30
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Purchases of Equlty Secuntles by the Issuer R

The followxng table prov1des mformat10n on our share repurchases durmg the quarter ended December
31, 2011:

Total Number of Shares Maximum Number of

Total Number  Average Purchased as Part of Shares that May
of Shares Price Paid Publicly Announced Yet Be Purchased Under
Period Purchased  Per Share Plans or Programs™ the Plans or Programs”
October 1 to October 31, 2011......... — $ — — —
November 1 to November 30, 2011..... — — — —
December 1 to December 31, 2011 .... — — — —
Total ............. Cedeeceasie s — $ — - 247,275

Y On July 28, 2010, our Board of Directors announced that it had authorized a new share repurchase program (the 2010

Repurchase Program) in order to better position us to continue share repurchases while preserving our ability to use our NCL
and NOL carryforwards. Under the 2010 Repurchase Program, we may repurchase up to 500,000 shares of our Class A common
stock. Repurchases under the 2010 Repurchase Program may be made from time to time on the open market and in private
transactions at management’s discretion in accordance with applicable federal securities laws. The timing of repurchases-and the
exact number of shares of Class A common stock to be purchased will depend upon market conditions and other factors. The
2010 Repurchase Program is funded using our cash on hand and cash generated from operations. The 2010 Repurchase Program
has no expiration date and may be suspended or terminated at any time without prior notice.

During the year ended December 31, 2011, we repurchased 8,910 shares of our Class A common stock at an average price of
$25.70 per share and a total cost of $0.2 million. There were no repurchases of our Class A common stock during the three
months ended December 31, 2011, -

Stock Comparisbn Graph

The following graph compares the change in the cumulative total shareholder return for our Class A
common stock from December 31, 2006 to December 31, 2011 with the comparable cumulative return of four
indexes, as calculated by Financial Service Analytics, Inc.: the Standard & Poor’s (S&P) 500 Stock Index and
our Peer Group Index (New) and Peer Group Index (Old). The New Peer Group Index is consistent with the
peer group approved by the Compensation Committee of our Board of Directors based on the size of market
capitalization and/or lines'of business. Allied Capital Corporation was removed from both peer groups, as it
terminated its securities registration on April 10, 2010. Anworth Mortgage Asset Corporation, Capstead
Mortgage Corporation, and MFA Financial, Inc. were rernoved as their market capltahzatlon and/or lines of
business are no longcr comparable to ours.

Our Class A common stock trades on the NYSE. The graph assumes $100 mvested on December 31,
2006 in our Class A common stock and $100 invested at the same time in each of the above-mentioned indexes.
The comparison assumes that all dividends are reinvested.
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Comparison of 5-Year Cumulative Total Return Among Arlington Asset Investment Corp.;
the Peer Group Index (Old), the Peer Group Index (New) and the S&P 500 Index
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AAIC AAIC Peer Peer S&P 500
Prices™ Indexed Group (Old)® Group (New)® Indexed
December 31, 2006 .......... $ 160.00 $ 100.00 $ 100.00 $ 100.00 $ 100.00
December 31, 2007.......... 62.80 39.32 68.60 67.28 105.48
December 31, 2008.......... 3.40 2.13 19.98 - 1695 66.52
December 31, 2009.......... 15.23 9.54 23.76 18.87 84.07
December 31, 2010.......... ‘ 23.99 © 1578 ¢ 40.01 © 3497 96.70
December 31 201 1 .......... 21.33 15.75 38.03 33.24 98.76
o Closing price of our Class A common stock on the NYSE on the last trading day of each year as sjlown adjusted for the impact

@

3)

of 1-for-20 reverse stock split effective on October 6, 2009

Our Peer Group Index (Old) includes the following companies: American Capital, Ltd., Anworth Mortgage Asset Corporation,
Arbor Realty Trust, Inc., Capital Trust, Inc., Capstead Mortgage Corporation, MCG Capital Corporation, MFA Financial, Inc.,

Newstar Financial, Inc., NorthStar Realty Finance Corp., RAIT Financial Trust, and Redwood Trust, Inc.

Our Peer Group Index (New) includes the following companies: American Capital, Ltd., Arbor Realty Trust, Inc., Capital Trust,

Inc., Dynex Capital, Inc., FirstCity Financial Corporation, Hercules Technology Growth Capital, Inc., Kohiberg Capital

Corporation, Main Street Capital Corporation, MCG Capital Corporation, NewStar Financial, Inc., NorthStar Realty Finance

‘Corp., RAIT Financial Trust, Redweod Trust, Inc.,-and Resource America, Inc.
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ITEM 6.

SELECTED FINANCIAL DATA

SELECTED CONSOLIDATED FINANCIAL INFORMATION
(Dollars in thousands, except per share amounts)

Consolidated Statements of Operations
Interest income
Intereston MBS. ...ooviiiiiiiiiiiiennnnnn,
Interest on loans held for investment.........
Interest on loans held forsale................
Dividends .oovvviiiiiiiiiiiiiiiiiiaaeana.
Other interest INCOME . .o vvveivvnennneeraann.
Total interest iNCOME . ...ovvveevrernnnnn..

Interest expense
Interest on short-termdebt ..................
Interest on long-term debt...................
Interest on mortgage loans and mortgage

banking operations ..........ioiiiiniinnn :

Other interest Xpense .....ouvvvvvuvneenenss.
Total Interest EXPense. ....ouveerervnrnene.

Net interest iNCoOme. . vvvvvrererneerenrnnn, '

Other (loss) income, net

Investment (loss) gain, net ..................
Other (10SS) INCOME ...eovenernenninennnnns,
Gain on extinguishment of long-term debt....
Total other (loss) income, net..............
Income (loss) from continuing operations
before other expenses.................

Other expenses :
Compensation and benefits................. .
Professional services ...........oviiiniiens,

Business development ...............c. ..., _

Occupancy and equipment ..................
CommUNICAtIONS ¢ ovveertrneneneneieannsd,
Other operating €Xpenses «.........veeeense.

Total other expenses....... P R

Income (loss) from continuing operations
before income taxes .......................
Income tax provision ..........ivevuvuvnen e
Net income (loss) from continuing
operations, net of taxes ....................
(Loss) income from discontinued operations,
NEt Of taxes «vovveerniiiiinennriranarninnn,
Net income (loss)
Net (loss) income attributable to noncontrolling
J11175] (51 £ SR
Net income (loss) attributable to Arlington
Asset Investment Corp. shareholders.........

...........................

Year Ended December 31,

2011 2010 2009 2008 2007
$ 52,545 $ 39,566 $ 13,940 $ 77,954 $ 249,996
- _ _ — 225234
— — — 37 51,194
_ _ 112 724 2,481
_ 1 27 2,379 6,779
52545 39,567 14,079 81,004 535,684
2,043 593 495 50,554 217,673
465 562 3,150 21,764 26,874
— — — 401 222,187
— — — 32 5.366
2,508 1,155 3,645 72751 472,100
50,037 38412 10,434 8,343 63,584
(19,166) 3,328 3,926 (390,378) (211,933)
(14) (14) (151) 83,947  (119,988)
_ — 160,435 39,083 —
(19,180) 3314 164210 _ (267,348) _ (331,921)
30,857 41,726 174,644 (259,005  (268,337)
10,065 10,660 14,366 21,780 81,406
1,833 1263 7,053 6,056 10,439
121 97 6,577 604 6,161
374 388 538 1,248 19,104
197 204 246 237 6,256
1,599 2,022 5,709 18771 268,468
14,189 14,634 34,489 43.696 391,834
16,668 27,092 140,155  (307,701) _ (660,171)
1,495 506 9,522 1,899 2,899
15,173 26,586 130,633  (309,600)  (663,070)
— — (2554T) (194,730) 5,244
15,173 26,586 105,086  (504,330) (657,826)
— — _(11,459) _ (86,867) 774

$ 15,173 § 26,586

$116,545 § (417,463) $ (658,600)
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Consolidated Balance Sheet Data

Assets
Cash and cash equivalents ........ i
Receivables

Investments
Mortgage-backed securities, at fair
ValuB . coie ittt it as
Available-for-sale ..............
Trading o oo cvvvenrnnenannnnnsn
U.S. Treasury bonds, at fair value . . ...
Loans held forsale.....................
Other investments «....oveevneasn.
Derivative assets, at fair value .........
Deposits vvviivnninriiiiiinnnaass
Prepaid expenses and other assets. ......
Assets of discontinued operation. .......
Total assets v veevevernsannens
Liabilities
Repurchase agreements «...vvuvunn. ..
Interest payable o vovvvvevinnn e,
Accrued compensation and benefits ... ..
Dividend payable....oovevennrnnnnen
Derivative liabilities, at fair value . ... ...
Purchased securities payable. . .o oo vv vt
Accounts payable, accrued expenses and
other liabilities. s e v v v v vevieunenenn
Long-termdebt ...oovvvviiiiinnn..
Liabilities of discontinued operation . ... .
Total liabilities .................
Equity .
Common stock and addltional paid-in .
1071 1 A
Accumulated other oomprehenswe income
(105S), Net Of taXeS «vvvvvvvannnnnns
Accumulated deficit. . c.ovvvnvniiennen
~-Total Arlington Asset Investment Corp.
shareholders’ €quIty o « v v v v vvvnve
- Noncontrolling interest. « v« v e v e v o
Totalequity oo vevvienennnnnns.
Total liabilities and equity ........

Statistical Data
Basic earnings (loss) per share® .........
Diluted earnings (loss) per share® .......
Book value per share®® ... ... ...
Total employees™ ...vveeiiernneenn..
Return on average assets «.......... . i
Return on average equity «voeevevevenenn
Dividend payout ratio. . oo e v eeeiinel s
Average Equity to assets 1atio. o - v v v e en. .
Basic weighted average shares outstandmg
(in thousands)® ....veiiiiinninnn .
Diluted weighted average shares outstanding
(in thousands)® ..... R
Cash dividends per common share® ", .....

)
@

As of end of the period reported.

and 2007.

December 31,

2007

2011 2010 2009 2008

20,018 § 12412 $ 10,123 § 46,851 $ 322,968
2,366 2,345 2,011 1,130 7,059
41,321 — — — —
11 219 20 356 44,071
179,566 252,909 295,600 139,955 1,791,480
636,872 174,055 — — —
— — — 550,000 —

= — — — 65,074
2,946 8,287 2,580 13,802 85,198
504 — — — 3,514
71,079 4,748 2,589 — -
377 358 726 7475 23,555

— — — 800,722 602,036
955,060 $ 455333 § 313,649 $ 1,560,291 - § 2944955
647,977 $ 190220 $ 126830 $ 647,003 $ 1,744,377
504 187 124 2,019 2,985
6,177 7,201 5,921 3,339 11,568
6,785 4,655 — — —
63,024 2,398 — — 3,558
15,820 2,555 — — —
16,401 16,373 13,904 13,322 62,863

© 15,000 15,000 16,857 254,357 387,556
— — — 496,995 95,296
771,688 238,589 163,636 1,417,035 2,308,203
1,508,790 1,506,048 1,507,474 1,494,722 1,470,320
- 38,367 63,495 7,015 (118) (13,071)
(1,363,785) (1,352,799) (1,364,476) (1,481,021) (1,063,558)
183,372 216,744 150,013 13,583 393,691
— — — 129,673 243,061
183,372 216,744 150,013 143,256 636,752
955,060 $ 455333 $ 313,649 $ 1,560,291 ' $ 2,944,955
197 8, 344 8 1519 § (55.23) % (78.88)
196 8 338 $ 1489 $ (55.23) % (78.88)
2367 $ 2846 $ 19.549 § 1.80° 8§ 52.26%
10 10 : 10 579 1,025

2% 7% 25% (16)% (N%

7% 15% 65% 98)% A59)%

172% 55% — — 9%
24% 46% 38% 17% 11%
7,720 7,734 7,675 7,558 18,349
7,741 7,873 7,825 7,558 8,349
3375 $ — 3 3.00

190 §

@ Reflects the 1mpact of 1-f0r—20 reverse stock split effective on October 6, 2009.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS : :

Ovemew

Arhngton Asset Investment Corp isa pr1n01pal investment firm that acqmres and holds mortgage-
related and other assets. We acquire residential mortgage-backed securities (MBS), either issued by U.S.
government agencies or guaranteed as to principal and interest by U.S. government agencies or U.S.
government-sponsored entities (agency-backed MBS). We also acquire MBS issued by private organizations
(private-label MBS) subject to maintaining our exemption from regulation as an investment company under the
Investment Company Act of 1940, as amended (1940 Act).

When we use the terms “Arlington Asset,” “AAIC,” “we” “us” “our” and “the Company,” we mean
Arlington Asset Investment Corp. and its consolidated subsidiaries. We are a Virginia corporation and taxed as
a C corporation for federal income tax purposes. We operate primarily in the United States.-

Factors that Affect our Results of Operations and Financial Condition Hai
Our business is materially affected by a variety of 1ndustry and economic factors mcludlng

+  conditions in the global financial markets and economic condmons
«  changes in interest rates and prepayment rates; ‘ :
»  actions taken by the United States (U.S.) Federal Reserve and the U S Treasury, :
»  changes in laws and regulations and industry practices; -
» actions taken by ratings agencies with respect to the U:S.’s credrt ratmg, and

.+ other market developments.

In recent years and months, the conditions in the U.S. and global financial markets have changed
suddenly and negatively and may continue to change adversely in future periods. At this time, there is a
growing expectation for a slowdown in economic growth globally. In response to the financial issues affecting
the banking system and the financial markets, governments, regulators and central banks in the U.S: and
worldwide have taken, and may continue to take, numerous steps to increase liquidity and to restore investor
confidence.

Adverse market conditions and actions by governmental authorities could adversely affect our business
in many ways, including but not limited to making it more difficult for us to analyze our investment portfolio,
adversely affecting our ability to maintain targeted amounts of leverage on our MBS portfolio and successfully
implement our hedging strategy, and limiting our ability to follow our current investment and financing
strategies. While uncertain, these potentially adverse market conditions and actions by governmental authorities
may adversely affect our liquidity, financial position and results of operations. We have been and will continue
to evaluate the potential impact of recent government actions, including developments relating to foreclosure
suspensions and affidavit errors and various state and federal government actions affecting the market price of
MBS and related derivative securities. While it is predictably difficult to foresee the short- and long-term
impact of foreclosure issues given all the uncertainties, at this time, we do not anticipate that the current
foreclosure issues will have a material negative effect on our-overall peosition and results of operations. For
further discussions on how market condmons and government actions may adversely affect our busmess see
“Item 1A—Risk Factors » e ‘ .
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‘Our MBS portfolio is affected by genetal U.S. residential real estate market conditions and the overall
U.S. economic environment. In particular, our MBS strategy and the pefformance of our MBS portfolio is
influenced by the specific characteristics of these markets, including prepayment rates, credit losses, interest
rates and the interest rate yield curve. Our results of operations with respect to our MBS portfolio primarily
depend on, among other things, the level of our interest income and the amount and cost of borrowings we may
obtain by pledging our investment portfolio as collateral for the borrowings. Our interest income, which
includes the amortization of purchase premiums and accretion of discounts, varies primarily as a result of
changes in prepayment speeds of the securities in our MBS portfolio. Our borrowing cost varies based on
changes in interest rates and changes in the amount we can borrow which is generally based on the fair value of
the MBS portfolio and the advance rate the lenders are willing to lend against the collateral provided.

The payment of principal and interest on the agency-backed MBS that we acquire and hold is
guaranteed by the Federal Home Loan Mortgage Corporation (Freddie Mac) or the Federal National Mortgage
Association (Fannie Mae). The payment of principal and interest on agency-backed MBS issued by Freddie
Mac or Fannie Mae is-not guaranteed by the U.S. government. Any failure to honor its guarantee of agency-
backed MBS by Freddie Mac or Fannie Mae or any downgrade of securities issued by Freddie Mac or Fannie
Mae by the rating agencies could cause a significant decline in the value of and cash flow from any ‘agency-
backed MBS we own that are guaranteed by such entity.

Current Market Conditions and Trends

Conditions in the U.S. ﬁnanclal markets improved during 2011 despite a continued slow recovery for
the U.S. economy. The improvements in the markets, however, remains uneven and vulnerable to changes in
investor sentiment. For example, while U.S. corporate bond markets increased new issue volumes during 2011,
securitization markets have been slower to-recover and conditions in certain segments remain uncertain. In
addition, although trading activity has increased in the private-label MBS market, the supply of newly issued
securities is still limited. As a result, the overall value of these private-label MBS has increased.

We beheve the general busmess environment will continue to be challengmg in 2012 and future
periods. Our growth outlook is dependent, in part,-on the extent and severity of the financial market dislocation,
the impact of fiscal and monetary policy actions by the United States and other countries and the overall market
value of U.S. equities and liquidity. :

Recent Government Activity

On January 4, 2012, the U.S. Federal Reserve released a report titled “The U.S. Housing Market:
Current Conditions and Policy Considerations” to Congress providing a framework for thinking about certain
issues and tradeoffs that policy makers might consider. It is unclear how future legislation may impact the
housing finance market and the investing environment for agency-backed MBS as the method of reform is
undecided and has not yet been defined by the regulators.

In September 2011, the U.S. Federal Reserve announced its “Operation Twist” maturity extension
program pursuant to which it intends to sell $400 billion of shorter-term U.S. Treasury securities by the end of
June 2012 and use the proceeds<to buy longer-term U.S. Treasury securities. This program is intended to extend
the average maturity of the securities in the U.S: Federal Reserve’s portfolio. By reducing the supply of longer-
term U.S. Treasury securities in the market, this action should put downward pressure on longer-term interest
rates, including rates on financial assets that investors consider to be close substitutes for longer-term U.S.
Treasury securities, like certain types of agency-backed MBS. The reduction in longer-term interest rates, in
furn, may contribute to a broad easing in financial market conditions that the U.S. Federal Reserve hopes will
provide additional stimulus to support the economic recovery.
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- In September 2011, the White House announced that the:current administration is working on a major
plan to allow some of the 11 million homeowners who owe more on.their mortgages than their homes are worth
to refinance. Consequently, in October 2011 the Federal Housing Finance Agency (FHFA) announced changes
to the Home Affordable Refinance Program (HARP) to expand access to refinancing for qualified individuals
and families whose homes have lost value. One such change is to increase the HARP loan-to-value ceiling
above 125%. However, this would only apply to mortgages guaranteed by government-sponsored entities
(GSEs), such as Fannie Mae and Freddie Mac. There are many challenging issues to this proposal, notably the
question as to whether a loan with a 125% or greater loan-to-value ratio qualifies as a mortgage or an unsecured
consumer loan.:The chances of this initiative’s success and other ideas proposed by the U.S. Federal Reserve’s
white paper, have created additional uncertainty in the MBS market, partlcularly with respect to possible.
increases in prepayment rates. . IR RS R

In September 2011, the U.S. Securities and Exchange Commission (SEC) issued a concept release (No.
1C-29778; File No. SW7-34-11, Companies Engaged in the Business of Acquiring: Mortgages and- Mortgage-
Related Instruments) pursuant to which it is reviewing whether certain.companies that invest in MBS and rely
on the exemption from registration under Section 3(c)(5)(C) of the 1940 Act (such as:our company) should
continue to be allowed to rely on such exemption from reglstratron . L

In February 2011, the U.S. Treasury along Wlth the U S. Department of Housmg and Urban
Development released a report titled “Reforming America’s Housing Finance Market” to Congress outlining
recommendations for reforming the U.S. housing system, specifically Fannie Mae and Freddie Mac, and
transforming the government’s involvement in the housing market. It is unclear how future legislation may
impact the housing finance market and the investing environment for | agency MBS as the method of reform is -
undecided and has not yet been defined by the regulators.: : .

On July 21 2010, President Obama srgned the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the Dodd-Frank Act) into law. The Dodd-Frank Act is extensive, complicated and .
comprehensive legislation that impacts practically all aspects of banking, and a significant overhaul of many
aspects of the regulation of the financial services industry. Although many provisions remain subject to further
rulemaking, the Dodd-Frank Act implements numerous and far-reaching changes that affect financial
companies, including our company, and other banks and institutions that are important to our business model.
Certain notable rules are, among other thmgs : :

»  requiring regulatron and overs1ght of large systemrcally important financial institutions by
establishing an interagency council on systemic risk and implementation of heightened prudential
standards and regulation by the Board of Governors of the U.S. Federal Reserve for systemically
important financial institutions (including nonbank financial companies), as well as the
implementation of the Federal Deposit Insurance Corporation (FDIC) resolution procedures: for
liquidation of large financial companies to avoid market disruption;

» applying the same. leveragé and risk-based capital requirements that apply to insured depository
institutions to most bank holding companies, savings and loan holdmg compames and
systemrcally 1mportant nonbank financial compames :

+  limiting the U.S. Federal Reserve’s emergency authorlty to lend to nondepository institutions to -
facilities with broad-based eligibility, and authorizing the FDIC to establish an emergency
financial stabilization fund for solvent depository institutions and their holding companies, subject
to the approval of Congress, the Secretary of the U. S Treasury and the U.S. Federal Reserve;

- creating regimes for regulation of over-the-counter derlvanves and non-admltted property and
casualty insurers and reinsurers; :

+ implementing regulation of hedge fund and private equity advisers by requiring such advisers to
register with the SEC;
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- providing for the implementation of corporate governance provisions for all public compames
concemmg Proxy access and executlvve compensatlon and

+  reforming regulation of credlt ratmg agencws

Many of the provisions of the Dodd—Frank Act, including certain provisions described above are
subject to further study, rulemaking, and the discretion of regulatory bodies. As the hundreds of regulations
called for by the Dodd-Frank Act are promulgated, we will continue to evaluate the impact of any such
regulations. It is unclear how this legislation may impact the borrowing environment, interest rates, investing
environment for agency-backed MBS and private-label MBS and derivatives as much of the bill’s
implementation has not yet been defined by the regulators.

Certain programs initiated by the U.S. government through the Federal Housing Administration and
the EDIC to provide homeowners with assistance in avoiding residential mortgage loan foreclosures are
currently in effect. The programs may involve, among other things, the'modification of mortgage loans to
reduce the principal amount of the loans or the rate of interest payable on the loans, or to extend the payment
terms of the loans. For example, Obama Administration’s Homeowner Affordability and Stability Plan (HASP)
is a multi-faceted plan 1ntended to prevent residential mortgage foreclosures.

Executive Snmmary

During 2011, we continued to evaluate the opportunities across the mortgage industry.and seek the
highest risk-adjusted returns for our capital. We evaluated and prioritized the risk-adjusted return we expect to
receive on every asset based upon a current cash yield perspective as well as from a total yield perspective that
includes expected reflation, which is defined as an increase in value between the amortized cost basis and the
par value of the security. Historically, based on market conditions, we believe our MBS assets have provided us
with higher relative risk-adjusted rates of return than most other portfolio opportunities we have evaluated.
Consequently, we have maintained a highallocation of our assets and capital in this sector. We.intend to
continue to evaluate acquisition opportunities against the returns available in each of our asset alternatives and
endeavor to allocate our assets and capital with an emphasis toward what we believe will generate the highest
risk-adjusted return available. This strategy may cause us to have different allocations of capital in different
environments. We believe we have constructed a private-label MBS portfolio with attractive characteristics and
will continue to monitor relative value between the various classes of MBS. As we continue to reallocate our
capital to agency—backed MBS, we will continue to seek to 1dent1fy potentlal opportunities to strengthen our
position and to maximize return to our shareholders. :

Durmg 2011, we redeployed approx1mately $74 .million of capital from sales of private-label MBS,
primarily to our agency-backed MBS portfolio. As of December 31, 2011, our leveraged agency-backed MBS
portfolio consisted of $591.1 million in face value with a cost basis of $609.1 million and a fair value of $637.0
million. This migration of capital to agency-backed MBS portfolio during 2011 contributed significantly to the
increase in net interest income and growth in distributable income and dividends to our shareholders. As a
result, our non-GAAP core operating income also increased significantly, $46.4 million for the year ended
December 31, 2011 compared to $31.2 million for the year ended December 31, 2010. Given current market
conditions, while no assurance can be given, we intend to continue to deploy additional capital to our agency-
backed MBS portfolio-with the Ob_] ective of further increasing net interest income and non-GAAP core
operating income. -

For the year ended December:31; 2011, we had net income of $15.2 million, or $1.96 per share
(diluted), compared to $26.6 million, or $3.38 per share (diluted), for the year ended December 31, 2010. As of
December 31, 2011, our book value per share was:$23.67. Our net income includes net interest income of $50.0
million for the year ended December 31, 2011 compared to net interest income of $38.4 million for the year
ended December 31, 2010. Our other expenses decreased to $14.2 million during the year ended December 31,
2011 compared to $14.6 million for the year ended December 31, 2010.
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The following is a summary of our statement of operations for-the periods indicated:

Year Ended December 31, °

(Dollars in thousands) 2011 2010 2009
Net interest iCOME. . oot viveivnenrnnnnenn e eeeeeiae e . $ 50,037 % 38,412 $ 10,434
Other (loss) INCOME,; NE . Jv v v vv i vinneiieessvaennes SO Ceeveeeies (19,180) 3,314 164,210
Other eXpensesiv: i inie oo 14,189 14,634 34,489
Income from continuing operatlons before INCOME taXeS .o viasve.ns vees 16,668 27,092 - 140,155
Income- tax provision ....... T .. 1,495 506" 9,522
Net income from continuing operatl-ons, netoftaxes ... . .ovviiiiiiaain 15,173 26,586 130,633
Loss from discontinued operations, net of taxes......... [T SRS : n—_ C— (25,547)
Net loss attributable to noncontrolling interests ...........oo.vivain Ve — e (11,459)

Net income attributable to Arlington Asset Investment Corp. shareholders - $ 15, 173 $ 26,586 - $116,545

Inaddition to the financial results reported in accordance with generally accepted accounting principles
as consistently applied in the United States (GAAP), we calculated non-GAAP core operating income for the
years ended December 31, 2011 and 2010. Our core operating income for the years ended December 31, 2011
and 2010 was $46.4 million and $31.2 million, respectively. In determining core operating income, we excluded
certain costs and the following non-cash expenses: (1) compensation costs associated with stock-based awards,
(2) accretion of MBS purchase discounts adjusted for principal repayments in excess of proportionate invested
capital, (3) unrealized mark-to-market adjustments on the trading MBS and hedge instruments and (4) other-
than-temporary impairment charges recognized. This non-GAAP measurement is used by marnagement to
analyze and assess the operating results and dividends. We believe that this non-GAAP measurement assists
investors in understanding the impact of these non-core items and non-cash expenses on our performance and
provides additional clarity around our forward earnings capacity ‘and trend. A limitation of utilizing this non-
GAAP measure is that the GAAP accounting éffects of these events do in fact reflect the underlying financial
results of our business and these effects should not be ignored in evaluatmg and analyzing our financial results.
Therefore, we believe net income on a GAAP basis and core operatmg lncome on anon-GAAP ba51s should be
considered together.’ '

The following is a reconcﬂlatlon of GAAP net income to non—GAAP core operatmg income for the years ended
December 31, 2011 and 2010 (dollars in thousands)

Year Ended December 31,
- 2011 2010
GAAP netincome................. e e T N $ 15,173 '$ 26,586
Adjustments ' o S ‘ o

Adjusted expenses™ ......... et s , 1,825 (63)

Stock compensation ........ i eeanssrsessecansesnns R eeviees 1,014 3,345

Net unrealized mark-to-market loss on trading MBS and hedge instruments ....... = 31,353 3,299

Other-than-temporary impairment charges..........c.oooiieiiiiiiiiiii., 1,223 —
Adjusted interest related to purchase discount accretion® ........ e eeaieieiaan ©(4,218) (1,951)

Non-GAAP core operating income. ... .. e SR Cereieiien. ; .. $ 46, 370 $ 31,216

" Adjusted expenses reflect certain professional fees and income taxes that are not considered representative of routine or core
operating-related activities of our company. ‘ o

Adjusted interest related to purchase discount accretion represents purchase discount accretion in excess of principal repayment in
excess of proportional share of invested capital.

@
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As of December 31, 2011, our agency-backed: MBS consisted of $591.1 million in face value with a
cost basis of $609.1 million and was fair valued at $637.0 million. Our agency-backed MBS had a weighted-
average coupon of 4.62% and a weighted-average cost of funding of 41 basis points at December 31, 2011.

We have hedged against the market value movements of our agency-backed MBS using Eurodollar
and U.S. Treasury futures. The Eurodollar futures mature through September 30, 2016 and have a lifetime
weighted-average rate of 3.43% as of December 31, 2011. The value of these five-year hedge instruments is
expected to fluctuate inversely relative to the agency-backed MBS portfolio and decrease in valye during
periods of declining interest rates and/or widening mortgage spreads. Conversely, during periods of increasing
rates and/or tightening mortgage spreads, these instruments are expected to increase in value. The cost of these
Eurodollar hedges will increase over their five-year term. The U.S. Treasury: futures are 10-year U.S. Treasury
note futures that mature in March 2012, See Note 5 to our consolidated financial statements included under -
“Item 8—Financial Statements and Supplementary Data” of this Annual Report on Form 10-K. -

. As of December 31, 2011, our private-label MBS portfolio consisted of $277.8 million in face value
with an amortized cost basis of $141.1 million, was fair valued at $179.4 million. The unaccreted purchase
discount on our private-label MBS portfolio was $136.7 million as of December 31, 2011. During the year
ended December 31, 2011, we recognized net interest income of $26.6 million, representing a 17.8% annualized
yield, including coupon and accretion of purchase discount based on the current accretable yield rate, from our
private-label MBS portfolio.

Durmg 201 1, we recelved proceeds of $79.2 mllhon from the sale of $119.0 m11110n in face value of
our private-label MBS, realizing $13.0 million in gains.

Our private—label MBS are primarily senior and re-REMIC tranches in securitization trusts issued
between 2005 and 2010. The senior securities represent interests in securitizations that have the first right to
cash flows and absorb losses last. The re-REMIC securities category represents interests in re-securitizations of
senior MBS and pro-rata mezzanine securltles For re-REMIC securities, the cash flows from, and any credit
losses absorbed by, the underlying MBS are allocated among the re-REMIC securities issued in the re-
securitization transactions based on the re-REMIC structure. For example, prime and non-pnme residential
senior securities have been resecuritized to create a two-tranche structure with a re-REMIC senior security and a
re-REMIC subordinated security. In these re-REMIC securities, all principal payments from the underlying
securities are directed to the re-REMIC senior security until the face value is fully paid off. Thereafter, all
principal payments are directed to the re-REMIC subordinated security. For pro-rata mezzanine securities,
principal payments from the underlying MBS are typically allocated concurrently and proportionally to the
mezzanine securities along with senior securities. The re-REMIC subordinated and mezzanine securities absorb
credit losses, if any, first; however, these credit losses occur only when credit losses exceed the credit protection
provided to the underlying securities. Senior, re-REMIC, and mezzanine securities receive interest while any
face value is outstanding. Our private-label MBS have approximately 7% credit enhancement on a weighted-
average basis, which provides protection to our invested capital in addition to our purehase discount.

We generally purchase these private-label MBS at a discount to face value. We estlmate, at least on a
quarterly basis, the future expected cash flows based on our observation of current information and events and
by applying a number of assumptions related to prepayment rates, interest rates, default rates, and the timing
and amount of cash flows and credit losses. These assumptions are difficult to predict as they are subject to
uncertainties and contingencies related to future events that may impact our estimates and interest income.
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We recognized interest income on these private-label MBS based on the security’s expected effective :
interest rate. At acquisition, the accretable yield is calculated as the difference between the undiscounted
expected cash flows and the purchase price which is expected:to be accreted into interest income over the
remaining life of the security on a level-yield basis. The difference between the contractually required payments
and the undiscounted expected cash flows represents the non-accretable difference. Based on actual payment
activities and changes in estimates of undiscounted expected future cash flows, the accretable yield and the non-
accretable difference can change over time. Significant increases in the amount or timing of undiscounted
expected future cash flows are recognized prospectively as an adjustment to the accretable yield. As a result, we
may recognize higher non-cash interest income over the security’s holding period and may not realize the level
of interest income recognized using the higher accretion rates. In addition, we may be subject to more frequent
and higher non-cash other-than-temporary-impairment charges than actual losses realized on the security as a
result. o

We evaluate available-for-sale securities for other-than-temporary impairment at least on a quarterly
basis, and more frequently when economic or market concerns warrant such evaluation. In general; when the
fair value of an available-for-sale securities is less than its amortized cost at the reporting date, the security is
considered impaired. In evaluating these available-for-sale securities for other-than-temporary impairment,
consideration is given to (1) the length of time and the extent to which the fair value has been lower than
carrying value, (2) the severity of the decline in fair value, (3) the financial condition and near-term prospects of
the issuer, (4) our intent to sell, and (5) whether it is more likely than not we would be required to sell the
security before anticipated recovery.

For available-for-sale, agency-backed MBS securities, if itis determined that the impairment is other-
than-temporary, then the amount that the fair value is below its amortized cost basis is recorded as an
impairment charge and recorded through earnings. For unrealized losses that are determined to be temporary, a
further evaluation is performed to determine the credit portion of the other-than-temporary impairment and the
credit portion is recorded through our statement of operations.

For available-for-sale, private-label MBS securities that have been acquired at discounts to face value
due in part to credit deterioration since origination, we re-evaluate the undiscounted expected future cash flows
and the changes in cash flows from those originally projected.at the time of purchase or last revised. For those
securities in an unrealized loss position, the difference between the catrying value and the net present value of
expected future cash flows discounted using current expected rate of return is recorded as other-than-temporary
impairment charges through our statement of operations. The other-than-temporary impairment charges that
related to other factors other than credit are recorded in other comprehensive income, net of applicable taxes.

During 2011, we recognized $1.2 million in other-than-temporary impairment charges on our private-
label MBS portfolio. » S : :

In our private-label MBS, we have continued to benefit from the increased allocation of capital to re-
REMIC mezzanine securities as well as an average purchase price basis of 51% of face value. Continued
expectations of stabilization and improvement in housing, increased liquidity and available leverage have raised
prices for private-label MBS, particularly among re-REMIC mezzanine securities. Our re-REMIC securities are
predominantly held in the subordinate tranches. We will continue to closely monitor the performance of these
securities. We believe we have constructed a private-label MBS portfolio with attractive characteristics and will
continue to monitor relative value between the various classes of MBS including agency-backed MBS and may
re-allocate our portfolio at any time based on management’s view of the market. We will continue to seek to
identify potential opportunities to strengthen our position and to maximize return to our shareholders.
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Principal Investing Portfolio

- The following table summarizes-our prmcipal 1nvest1ng portfoho including principal recelvable on
MBS, as of December 31, 2011 (dollars in thousands) ' :

Face Amount Fair Value
Trading
Agency-backed MBS : o ' ,
Fann e M . oottt ittt ettt es e e teieeaeninseinnnsans SO $ 401,184 $ 432,039 .
Freddie Mac . .cooieeniiiin ittt ittt it ie s iienennnenaneiess o 189,738 204,833
Available-for-sale '
Agency-backed MBS
074 1130 T 128 139
Private-label MBS , : -
Senior securities ...:...... eeeeeans ettt et a e aaneaas 13,593 9,311
Re-REMIC securities........... S R . 264,201 170,116
Other mortgage related assets ......... it i e 121,122 . 1,060
X0} R e eeat e et tieraer et raeaaes e eeenean. $ 989,966 $ 817,498

Income from Continuing Operations

Our income from continuing operations consists primarily of net interest income, net investment gain,
dividends from-investments and investment fund earnings. :

Expenses

Interest expense includes the costs of our repurchase agreement borrowings and long-term debt
securities. Interest expense also 1ncludes costs of subordmated credit lines, bank dep051ts and other financing,
when used. : ’ S

Compensation and benefits expense includes base salaries as well as incentive compensation. Salaries,
payroll taxes and employee benefits are relatively fixed in nature. In addition, compensation and benefits
expense includes estimated performance-based incentive compensation, including the discretionary component
that is more: hkely-than not to be paid and non-cash expenses associated with all stock-based awards granted to
employees.

Professional services expense includes accounting, legal and consulting fees. Many of these expenses,
such as legal fees, are to a large extent variable related to level of transactions, ongoing litigation and initiatives.

Business development expense includes primarily travel and entertainment expenses.

Occupancy and equipment expense includes rental costs for our fac111t1es and depreciation and
amortization of equ1pment and software These expenses are largely fixed in nature.

Commumcatlons expenses include voice, data and 1nternet service fees, and data processing costs.
Other operatmg expenses inchudé professmnal hab1hty and property insurance, directors fees 1nclud1ng

cash and stock awards, printing and copying, business licenses and taxes, offices supplies, penalties and fees,
charitable contributions and other miscellaneous office expenses.
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Results of Operations
Comparison of the years ended December 31 201 1 and 2010

We reported net income of $15.2 mllhon for the year ended December 31, 2011 compared to $26.6
million for the year ended December 31, 2010. Net income included the following results for the periods
indicated (dollars in‘thousands):

Year Ended December 31,
' 2011 2010

Interest iNCOME. . ...evvvuvenienenneannnn. SRS J O P $ 52545 $ 39,567
TEETESE EXPEIISE < o vv v ve e et et te ettt et e esanarsissstacsssaassssanssnes : 2,508 - 1,155
Net IIEETESE TACOMIE -+« « v e e e eee ettt e e ae s e eaeseaneeaaneenenneennnes 50,037 38,412
Other (loss) income, net ’ : '
Investment (10SS) AT, BEL v v v e vuneuenienieetn i eiernsteetnrtaraaaeaeeneins (19,166) 3,328
Other loss ..... S U F L £ Y L a4 - (14
Total other (10SS) INCOME, NEL. .. v vevvveivnneenreseenrans T, (19,180 3,314
OFHET EXPEIISES. « .+t vt vnttn ettt tenetaenatssaenaaasesasaststosutosissnceneasas 14,189 14,634
Income before INCOME 1aXES. v v vivrenereanenanossnnssaseessasi eiieeenes 0 16,668 27,092
INCOME taX PIOVISION .t vuvavn e tne et ie e et atanenrsnrteaseotarasenes 1,495 506

Net iNCOME +vvvvvervnaennns SR S AP ...... e el W § 15,173 $ 26,586

Net income decreased $11.4 million (42. 9%) from $26.6 million for the year ended December 31
2010 to $15.2 million for the year ended December 31, 2011"due to the following changes: -

Net interest income increased $11.6 million (30.2%) from $38.4 million for the year ended December
31, 2010 to $50.0 million for the year ended December 31, 2011. The increase is the result of fully deploying
our investable capital on a leveraged basis to our MBS portfolio. ~ °

Investment gain decreased $22.5 million from $3.3 million for the year ended December 31,2010 to a
loss of $19.2 million for the year ended December 31, 2011. See below for additional discussion on the results

of our principal investing portfolio.

The followmg table summarizes the components of income from our principal investment activities,
net of related interest expense (dollars in thousands): ~

Year Ended December 31,

co 2011 : 2010
Net HEETESt NCOME . « v v e v e tee e e eeeeeeeeereeeennens Ceeeeiienes Ceeeees el °$ 50,502 $ 38,974

Investment (10SS) ZaIN, NEL . ..o ovtiinteie et ineiineeanneaserareeseennenneannss (19,166) 3,328
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The components of net interest income from our MBS related portfolio is summarized in the following
table (dollars in thousands):

Year Ended December 31,
2011 : 2010
Average Income Yield Average Income Yield
Balance _(Expense) (Cost) Balance (Expense) (Cost) -
Agency-backed MBS.......... $ 556,097 $ 24,931 4.48% $ 155929 $ 7,344 4.71%
Private-label MBS
Senior securities ............ 13,676 1,750 12.80% 64,822 10,446 16.11%
Re-REMIC securities.. . ... ... 136,500 25,421 18.62% 109,330 21,637 19.79%
Other investmentS............. 1,923 278 14.48% 1,216 139 11.47%
B $ 708,196 52,380 7.40% $ 331,297 39,566 11.94%
Other'” .......cooviiinennnne. 165 1
: 52,545 39,567
Repurchase agreements........ $ 559,086 (2,043) (036)% $ 157,968 (593) (0.37)%
Net interest income/spread ... ... . $ 50,502 7.04% $ 38,974 11.57%

® Includes interest income on cash and other miscellaneous interest-earning assets.

The change in the composition of our MBS portfolio and related increase in net interest income by
$11.5 million from the year ended December 31, 2010 to the year ended December 31, 2011 were primarily due
to the repositioning of the MBS portfolio by reallocating capital from private-label MBS to agency-backed
MBS on a leveraged basis. Interest income from other investments represents interest on interest-only MBS
securities.

As discussed above, we realized net investment loss of $19.2 million for the year ended December 31,
2011 compared to realized net investment gain of $3.3 million for the year ended December 31, 2010. The
following table summarizes the components of net investment gain (dollars in thousands):

Year Ended December 31,
2011 2010

Realized gains on sale of available-for-sale investments, net ..............coevuuenn. $ 14894 $ 10,051
Auvailable-for-sale and cost method securities—other-than-temporary impairment

10 1 (S (1,223) —
Gains (losses) on trading investments, Net . ...ovvietiinieienevereernrnrenennenns 31,837 (4,471)
Losses from derivative inStruments, NEE .. ..v.veervrierenirirneenneeneeaneeeneanns (64,625) (3,046)
L0 11 1T, A 5T (49) 794

Investment (10SS) ZaIN, MEL + v vvvneeeeeene e eneneteeierieeneeeerernneneennns $ (19,166) $ 3,328

As part of our quarterly assessments of unrealized losses in our MBS portfolio for potential other-than-
temporary impairment, we recognized $1.2 million of other-than—temporary impairment charges for the year
ended December 31, 2011. No other-than-temporary impairment charges were recognized for the year ended
December 31, 2010.

As part of our quarterly assessments of unrealized charges in our other investments portfolio, we

recorded $85.0 thousand in other-than-temporary impairment charges for the year ended December 31, 2011,
No other-than-temporary impairment charges were recorded for the year ended December 31, 2010.
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The realized gains on sale of available-for-sale investments, net, recognized for the year ended
December 31, 2011 were primarily the result of proceeds received of $79.2 million from the sales of $119.0
million in face value of MBS at a net gain of $13.0 million and realized net gains from the sale of other
investments of $1.9 million as compared to the result of proceeds received of $253.1 million from the sales of
$335.0 million in face value of MBS at a net gain of $10.0 million for the year ended December 31, 2010.-

The gains on trading investments, net, recognized for the year ended December 31, 2011 were
primarily the result of net gains of $0.4 million from sales and net mark-to-market gain adjustments of $31.4
million. The gains on trading investments, net, recognized for the year ended December 31, 2011, also reflects
net realized gains of $3.1 million on the sold securities from the acquisition price and changes in net unrealized -
mark-to-market gain adjustments of $28.7 million during the year. The losses on trading investments, net,
recognized for the year ended December 31, 2010 were primarily the result of net losses of $1.2 million from
sales and net mark-to-market loss adjustments of $3.3 million. The losses on trading investments, net,
recognized for the year ended December 31, 2010, also reflects net realized losses of $3.6 million on the sold
securities from the acquisition price and changes in net unrealized mark-to-market loss adjustments of $0.9
million during the year. . . :

Losses from derivative instruments recognized for the year ended December 31, 2011 were the result
of net realized losses of $4.5 million and net unrealized mark-to-market loss adjustments of $60.1 million.
Losses from derivative instruments recognized for the year ended December 31, 2011 also reflects net gains of
$3.3 million from disposed derivative instruments from the acquisition price and changes in net unrealized
mark-to-market loss adjustments of $67.9 million during the year ended December 31, 2011. Losses from
derivative instruments recognized for the year ended December 31, 2010 were primarily the result of net
realized losses of $0.6 million and net unrealized mark-to-market loss adjustments of $2.4 million. Losses from:
derivative instruments recognized for the year ended December 31, 2010 also reflects net mark-to-market loss
adjustments of $3.0 million during the year. The value of our hedge instruments is expected to fluctuate
inversely relative to the change in value of the agency-backed MBS portfolio. The mark-to-market loss
adjustments reflect the impact of declining interest rates and/or widening mortgage spreads during 2011.

Other, net reflects our gain from investments in proprietary investment partnerships and other managed
investments. ‘ '

Interest expense unrelated to our principal investing activity relates to long-term debt. These costs
decreased to $0.5 million for the year ended December 31, 2011 from $0.6 million for the year ended December
31, 2010. ‘ h '

Other expenses decreased by $0.4 million (2.7%) from $14.6 million for the year ended December 31,
2010 to $14.2 million for the year ended December 31, 2011. o

Total income tax provision increased from a provision of $0.5 million for the year ended December 31,
2010 to a provision of $1.5 million for the year ended December 31, 2011. Our effective tax rate was 9.0% for
the year ended December 31, 2011 as compared to 1.9% for the same period in 2010. During the year ended
December 31, 2011, ordinary taxable income was subject to alternative minimum tax. Our effective tax rates
during these periods differed from statutory rates primarily due to the expected use of federal and state net
operating losses (NOLs) to offset our taxable income earned during those periods. Our NOLs had been recorded
as deferred tax assets subject to a valuation allowance. We recorded an expected tax liability for these periods
due to taxable income for the years ended December 31, 2011 and 2010 that is anticipated to be subject to the
alternative minimum tax. Limitations prevent us from using our NOLs to fully offset our taxable income for.
alternative minimum tax purposes. Further, the discrete period reporting of accrued interest and penalties on
unrecognized tax positions as of December 31, 2011 remains a major contributor of the total tax expense.
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Comparison of the years ended December 31, 2010 and 2009

We reported net income attributable to'Arlington Asset Investlhent Corp. shareholders. of $26.6 million
for the year ended December 31, 2010 compared to $116.5 million for the year ended December 31, 2009 Net
income included-the following results for the periods indicated (dollars in thousands): - :

Year Ended December 31,

: i - i ' - R . ’ ) 2010 2009 -
Interest.income............ R L S i i R S eevn.. $ 39567 $ 14,079
Interest-expense............ T R A SIS Veeas Sileaie 1,155 - 3,645

Net interest IMCOIMIE . v v il veeiei s e did e e e ie e vi e eneereneenansas ;38,412 © 10,434
Other income, net < e : o RO
Investment gain........ R P CR A P, i eees 03,3280 3,926
Gain on exnngulshment of long-tenn debt ................................. wenii T — 160,435
Other loss ....: e ettt P A e -(14) (151)
Total Other INCOMIE, NEE « o v vt veieeeenneeereanneeeeseseesnnsoeneascennnenes 3,314 164,210
ONET EXPEIISES. ¢ e e e tvteuettntetiteetensneneaesteseneasorecononsuencarneananes 14,634 34,489
Income from contmumg operatlons before income taxes........... eeees Ve 27,092 140,155
Income tax Provision <......c.ovveiiiviiiiiiiiiiiiiiiiiinna, P AP 506 9,522
Income from continuing operations, net of taxes ... .. e et e ieeeieaa. 26,586 130,633
Loss from dlscontlnued operatlons, net of taxes F RSP o — " (25,547)
Nt INCOME & .. v ee i eieeiereneeensenionniennsans e e e e 26,586 105,086
Net loss attributable to noncontrolling interests ..........veivviieeerieenneeenennn. — (11,459)
Net income attnbutable to Arhngton Asset Investment Corp. shareholders ....... $ 26,586 $ 116,545

Net income attributable to Arlington Asset Investment Corp. shareholders decreased $89.9 million
(77.2%) from $116.5 million for the year ended December 31 2009'to $26.6 mllhon for the year ‘ended
December 31, 2010 due to the following changes:

We recorded a $160.4 million gain on extinguishmeht of $236.7 million in long-term debt for the year
ended December 31, 2009. There were no such extinguishments for the year ended December 31, 2010. -

~Net interest income increased $28.0 miltion from $10.4 million for the year ended December 31, 2009
to $38.4 million for the year ended December 31, 2010. The increase is the result of fully deploying our
investable capital to our MBS portfolio.

Investment gain decreased $0.6 million (1 5.4%) from $3.9 million for the year ended December 31,
2009 to $3.3 million for the year ended December 31, 2010. See below for additional discussion on the results
of our principal investing portfolio.

The following table summarizes the components of i mcome from our prmmpal mvestment activities,
net of related interest expense (dollars in thousands)

Year Ended December 31,

, ‘ 20100 _ 2009
Net interest income. ..... e, T P $ 38974 $ 13,472
Net investment gain ................ et e e 3,328 3,926
Dividend income...........coiueinnn. P S — 112

$ 42302 $ 17,510
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The components of net interest income from our MBS related portfoho is summarlzed inthe followmg
table (dollars in thousands) : o

. Year Ended December 31,

2010 2009
Average Income Yield Average Income Yield

.- . _Balance . .. (Expense) (Cost) Balance (Expense) - _(Cost)
Agency- backed MBS. peeeeieensns. $155929 - § 7344 . 471% $ 91,164 $§ 4,428 . 4.86%
Private-label MBS Senior securltles 64,822 : 10 446 .. 16.11% 36,204 5,834. 16.11%

. Re-REMIC securities.......... vene 109330 . . 21,637 = 19.79%. = 14,601 3,449  23.62%
Other investments................. 1,216 = . 139 . 11.47% — — —
$331,297 39,566 11.94% $ 141,969 13,711 9.66%
Other™ ......... hidhan e inesae : 1 : : . 256 -
ST 39,567 . ‘ 13,967 - -

Repurchase agreements. .. ... eeeds ‘$ 157 968 (593) - (0:37)% . 89,554 - (495): (0.55)%
Net interest income/spread ......... : '$ 38974 11.57% - - :$.13,472 4 9.11%

® Includes interest income on cash and other mlscellaneous mterest-earnmg assets.

The change in the composmon of our MBS portfoho from the year ended December 31, 2009 to the
year ended December 31, 2010 and related increase in net interest income by $25.5 million from the same
periods in 2009 to 2010 was due to the reposmonmg of the portfoho Interest income from other mvestments
represents interest on interest-only: MBS secuntles : :

As discussed above, we realized net investment gain of $3.3 million for the year ended December 31,
2010 compared to $3.9 million for the year ended December 31, 2009. The followmg table summarizes the
components of net 1nvestment gam (dollars in thousands) '

Year Ended l)ecember 31,

2010 2009

Realized gains on sale of available-for-sale investments, net ....................... $ 10,051 $ 4,947
Available-for-sale and cost method secuntles——other-than-temporary 1mpa1rment ' ‘ ‘ ,

(0311 (= S S S : — (1,086)
Losses on trading investments, Net ... ... it eiiunesernneeeaeioeeiseeensseinnens 4471+ =
Gains (losses) from investment funds’.......... P S A ~ (737
Losses from derivative instruments ........ e iiere et O (3,046) - -
Other, Met. ... e e e e e e ' 789 - 802

$ 3328 $§ 3,926

As part of our quarterly assessments of unrealized losses in our MBS portfolio for potential other-than-
temporary impairment, we recognized no other-than-temporary impairment charges for the years ended
December 31, 2010 and 2009.

As part of our quarterly assessments of unrealized losses in our portfolio of marketable equlty
securities for other-than-temporary impairments and our assessment of cost method investments, we recognized
other-than-temporary impairment charges of $1.1 million relating to marketable equity securities and cost
method investments for the year ended December 31, 2009. No other-than-temporary 1mpalrment charges were
recognized for the year ended December 31, 2010.
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The realized gains on sale of available-for-sale investments, net, recognized for the year ended
December 31, 2010 were primarily the result of proceeds received of $253.1 million from sales of $335.0
million in face value of MBS at a net gain of $10.0 million as compared to the result of proceeds received of
$600.3 million from sales of $687.4 million in face value of MBS at a net gain of $4.6 million for the year
ended December 31 2009 ,

The losses on trading investments, net, recognized for the year ended December 31, 2010 were
primarily the result of net losses of $1.2 million from sales and net mark-to-market loss adjustments of $3.3
million. The losses on trading investments, net, recognized for the year ended December 31, 2010, also reflects
net realized losses of $3.6 million on the sold securities from the acquisition price and changes in net unrealized
mark-to-market loss adjustments of $0.9 million during the year.

Losses from derivative instruments recognized for the year ended December 31, 2010 were primarily
the result of net realized losses of $0.6 million and net unrealized mark-to-market loss adjustments of $2.4
million. Losses from derivative instruments recognized for the year ended December 31, 2010 also reflects net

mark-to-market loss adjustments of $3.0 million during the year. There were no derivative related transactions
during the year ended December 31, 2009,

Other net investment gain primarily includes miscellaneous activities related to various investment
portfolios such as liquidation proceeds on previously impaired investments.

Interest expense unrelated to our principai investing activity relates to long-term debt. These costs
decreased to $0.6 million for the year ended December 31, 2010 from $3.2 million for the year ended
December 31, 2009 as a result of extinguishments as discussed above.

Other expcnses decreased by $19.9 million (57.7%) from $34.5 million for the year ended
December 31, 2009 to $14.6 million for the year ended December 31,.2010, primarily as a result of our effort to
reduce operating expenses in all categories. The most significant reductions were related to non-cash
compensation of restricted stock amortization, professional services and business development, including
elimination of costs attributable to the FBR Open.

The total income tax prov1s1on decreased from a prov151on of $9. 5 mllhon for the year ended
December 31, 2009 to a provision of $0.5 million for the year ended December 31, 2010 due to the gain on
extinguishment of trust preferred debt recognized in the year ended December 31, 2009. Our effective tax rate
was 1.9% for the year ended December 31, 2010 as compared to 6.8% for the same period in 2009. The
effective tax rates for the year ended December 31, 2010 and 2009 reflect adjustments to statutory tax rates
primarily due to valuation allowances recognized on deferred tax assets and the gain recognized from the
extinguishment of trust preferred debt during the year ended December 31, 2009.

Liquidity and Capital Resources

Liquidity is a measurement of our ability to meet potential cash requirements including ongoing
commitments to repay borrowings, fund investments, and for other general business purposes. Our primary
sources of funds for liquidity consist of short-term borrowings (e.g., repurchase agreements), principal and
interest payments on MBS and proceeds from sales of MBS.

Liquidity, or ready access to funds, is essential to our business. Liquidity is of particular importance to
our business and perceived liquidity issues may affect our counterparties’ willingness to engage in transactions
with us. Our liquidity could be impaired due to circumstances that we may be unable to control, such as a
general market disruption or an operational problem that affects us or third parties. Further, our ability to sell
assets may be impaired if other market participants are seeking to sell similar assets at the same time. If we
cannot obtain funding from third parties or from our subsidiaries, our results of operations could be negatively
impacted.
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On January 4, 2011, we filed a shelf registration statement on Form S-3 (File No. 333-171537) with
the SEC. The shelf registration statement was declared effective on January 20, 2011. Pursuant to the shelf
registration statement, we may issue and publicly distribute various types of securities, including Class A
common stock, preferred stock, debt securities, warrants and units, or any combination of such securities, from
time to time, in one or more offerings, up to an aggregate amount of $500.0 million: We filed the shelf
registration statement to gain additional flexibility in accessing capital markets for, among other things, the
acquisition of MBS and other assets, the repayment of outstanding indebtedness, the pursuit of growth
initiatives that may include acquisitions, working capital, and for liquidity needs. There is no assurance,
however, that we will be able to access the capital markets on favorable terms or at all.

Potential future sources of liquidity for us include existing cash balances, borrowing capacity through
margin accounts and repurchase agreements and cash flows from operations, future issuances of common stock,
preferred stock, debt securities or other securities registered pursuant to our shelf registration statement.
Funding for agency-backed MBS through repurchase agreements continues to be available to us at rates we
consider to be attractive from multiple counterparties, and we have observed increased availability for funding
for private-label MBS through repurchase agreements. Although the availability of the third-party sources of
liquidity has improved, we have observed that market conditions are still constraining access to debt capital
relative to pre-crisis levels of 2007. As a result, the availability of certain short-term 11qu1d1ty such as
commercial paper borrowings was still limited as of December 31, 2011.

Cash Flows

As of December 31, 2011, our cash and cash equivalents totaled $20.0 miilion representing a net
increase in the balance of $7.6 million from $12:4 million as of December 31, 2010.

Cash provided by operating activities of $27.3 million during 2011 was offset by net cash outflows of
$452.2 million from investing activities and net cash inflows of $432.5 million from financing activities. Cash
provided by operating activity was attributable primarily to cash operating income and net changes in operating
assets and liabilities from continuing operations.

- Our investing activities during 2011 included proceeds from sales of, and receipt of principal payments
from MBS totaling $374.0 million. These cash inflows were offset by $728.5 million used to purchase MBS
during 2011. Our financing activities during 2011 reflected net proceeds from repurchase agreement borrowings
of $457.8 million and $24.0 million in dividends paid.

As of December 31, 2010, our cash and cash equivalents totaled $12.4 million representing a net
increase in the balance of $2.3 million from $10.1 million as of December 31, 2009 from continuing operations.
Our cash and cash equivalents included no cash and cash equivalents held by discontinued operations as of
December 31, 2010 and 2009. .

Cash provided by operating activities of $13.3 million during 2010 was offset by net cash outflows of
$59.6 million from investing activities and net cash inflows of $48.7 million from financing activities. Cash
provided by operating activity was attributable primarily to cash operating income and net changes in operating
assets and liabilities form continuing operations.

Our investing activities during 2010 included proceeds from sales of, and receipt of principal payments
from MBS totaling $410.6 million. These cash inflows were offset by $463.9 million used to purchase MBS.
Our financing activities reflected net proceeds from repurchase agreement borrowings of $63.4 million and
$10.3 million in dividends paid. :
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Sources of Funding -

We believe that our existing:cash balances, investments in private-label MBS, net investments in
agency-backed MBS, cash flows from operations, borrowing capacity and other sources of liquidity will be -
sufficient to meet our cash requirements for at least the next 12 months. We have obtained, and believe we will
be able-to continue to obtain, short-term financing in amounts and at interest rates consistent with our financing
objectives. We may, however, seek debt or equity financings, in public or private transactions, to provide
capital for corporate purposes and/or strategic business opportunities, including possible.acquisitions, joint ..
ventures, alliances or other business arrangements which could require substantial capital outlays. Our policy is
to evaluate strategic business opportunities, including acquisitions and divestitures, as they arise. There can be
no assurance that we will be able to.generate sufficient funds from future operations, or raise sufficient debt or
equity on acceptable terms, to take advantage of investment opportunities that become available. Should our
needs ever exceed these sources of liquidity, we believe that most of our investments could be sold, in most
circumstances, to provide cash. However, we may be required to sell our assets in such instances at depressed
prices. - : ~ : :

As of December 31, 2011, our liabilities totaled $771.7 million. In addition to-other payables and
accrued expenses, our indebtedness consisted of repurchase agreements and long-term debentures. These long-
term debentures accrue and require payments of interest quarterly at annual rates of three-month LIBOR plus
2.25% to 3.00%, mature between 2033 and 2035 and are currently redeemable by us, in whole or in part,
without penalty. As of December 31, 2011, we had $15.0 million of total long-term debt. As of December 31,
2011, our debt-to-equity leverage ratio was 3.6 to 1.

We also have short-term financing facilities that are structured as repurchase agreements with various:-
financial institutions to primarily fund our portfolio of agency-backed MBS. As of December 31, 2011, the
weighted-average interest rate under these agreements was 0.49%. Our repurchase agreements include
provisions contained in the standard master repurchase agreement as published by the Securities Industry and
Financial Markets Association and may be amended and supplemented in accordance with industry standards
for repurchase facilities. Our repurchase agreements include financial covenants, with which the failure to
comply would constitute an event of default under the applicable repurchase agreement. Similarly, each
repurchase agreement includes events of insolvency and events of default on other indebtedness. As provided in
the standard master repurchase agreement as typically amended, upon the occurrence of an event of default or
termination event the applicable counterparty. has the option to terminate all repurchase transactions under such
counterparty’s repurchase agreement and to demand immediate payment of any amount due from us to the
counterparty.

Under our repurchase agreements, we may be required to pledge additional assets to our repurchase
agreement counterparties in the.event the estimated fair value of the existing pledged collateral under such
agreements declines and such lenders demand additional collateral (i.e., a margin call), which may take the form
of additional securities or cash. Margin calls on repurchase agreements collateralized by our MBS investments
primarily result from events such as declines in the value of the underlying mortgage collateral caused by
factors such as rising interest rates or prepayments. ‘

To date, we have not had any margin calls on our repurchase agreements that we were not able to
satisfy with either cash or additional pledged collateral. However, should we encounter increases in interest
rates or prepayments, margin calls on our repurchase agreements.could result in a material adverse change in
our liquidity position. '

In the event that market conditions are such that we are unable to obtain financing for our investments
in MBS in amounts and at interest rates consistent with our financing objectives, to the extent deemed
appropriate, we may use cash to finance our investments or we may liquidate such investments. Accordingly,
depending on market conditions, we may incur significant losses on any such sales of MBS.
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The following table provides information regarding our outstanding repurchase agreement borrowings
as of the dates and periods indicated (dollars in thousands):

December 31,

‘ ; . 2011 2010
Outstanding balance . ........ovvveereeenannnnnnnnn. e e cevens.. $ 647977 § 190,220
Weighted-aVerage Tate . .. ettt ertniiee et teeinninererriisesererrniaaanns ©0.49% - 0.53%
Weighted-average term to MATUTIEY «ovviereeeeaneannieeneenenionenecnsnnes :... 13.1days 15.4 days

Maximum amount outstanding at any month-end during the perlod .............. $ 639,459 $§ 190,220 -
Assets

Our principal assets consist of MBS, cash and cash equivalents, receivables, deposits and long-term
investments. As of December 31, 2011, liquid assets consisted primarily of cash and cash equivalents of $20.0
million and net investments'in MBS of $168.5 million. Cash equivalents consist primarily of money market
funds invested in debt obligations of the U.S. government. Our total assets increased from $455.3 million at
December 31,2010 to $955.1 million as of December 31, 2011. The i increase in total assets reﬂects the results
of implementing our strategic plan as prev1ously discussed.

As of December 31, 201 1, the total par and fair value of the MBS portfoho was $894.4 mllhon and
$816.4 million, respectively. As of December 31, 2011, the welghted average coupon of the portfollo was
4. 85% _ , :

Dividends

Pursuant to our variable dividend policy, our Board of Directors evaluates dividends on a quarterly
basis and, in its sole discretion, approves the payment of dividends. Our dividend payments, if any, may vary
significantly quarter to quarter. The Board of Directors approved and we declared and pa1d the following
dividends for 2011: .

Quarter Ended Dividend Amount Declaration Date Record Date Pay Date
December 31 ...... $ 0.875 December 21 December 31  January 31, 2012
September 30....... 0.875 September 19 September. 30 October 31
June 30....... 0.875 June 23 : July § July 29
March 31 ...... 0.750 . March 24 April 4 April 29

The Board of Directors approved and we declared and paid the follbwing dividends for 2010:

Quarter Ended Dividend Amount Declaration Date Record Date Pay Date
December 31 ...... $ - 0.60 " December 20  December 31  January 31, 2011
‘September 30....... 0.60 September 20 - September 30 October 29
June 30....... . 035 '~ May26 . June30 . July30
March 31 ...... 0.35 February 10~ March 31 April 30

The Company did not declare or pay out dividends on our Class A or Class B common stock during
2009.
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Contractual Obligations -+ .

We have contractual obligations to make future payments in connection with borrowings and non-
cancelable lease agreements and other contractual commitments as well as uncalled capital commitments to
various investment partnerships that may be called over the next ten years. The following table sets forth these
contractual obhgatlons by fiscal year (in thousands):

Co R 2012 2013 2014 2015 2016 Thereafter Total
Borrowings” ............ 8 — % — % — $§ — $ — $ 15000 $ 15,000
Minimum rental and other

contractual commitments® 274 — — — — — 274
Capital commltlnents(3) — — — — — — —
$ 274 §$ — 8§ — 8 — $ — § 15000 $ 15274

® vThlS table excludes interest payments to be made on our long-term debt securities. Based on the welghted average interest rate of

* 3.15% as of December 31, 2011, approximately $118.2 thousand in accrued interest on the current outstanding principal will be
paid for the quarter ending March 31, 2012, Interest on the $15.0 million of long-term debt floats based on the 3-month LIBOR;
therefore, actual coupon interest will Iikely differ from this estimate. These long-term debt securities mature beginning in
October 2033 through July 2035.

@ Equipment and ofﬁce rent expense for 2011, 2010 and 2009 was $173.3 thousand, $162.1 thousand and $230.0 thousand,
respectively.
@ The table above excludes $1.3 million of uncalled capital commitments as of December 31, 2011 to various investment

partnerships that may be called over the next ten years. This commitment was $1.5 million at December 31, 2010. This amount
was excluded because we cannot currently determine when, if ever, the commitments will be called. Also, the table above does
not include a liability for unrecognized income tax benefits of $12.8 million that are not contractual obligations by nature. We
cannot determine, with any degree of certainty, the amount that would be payable or the period of cash settlement to the
respective taxing jurisdiction.

We also have short-term repurchase agreement liabilities of $648.0 million as of December 31 2011.
See Note 4 to the financial statements for further information.

Off-Balance Sheet Arrangements and Other Commitments

From time to time in the ordinary course of our business, we may enter into contractual arrangements
with third parties that include indemnification obligations of varying scope and terms. In addition, in the past,
we have entered into indemnification agreements with certain of our current and former directors and officers
under which we are generally required to indemnify them against liability incurred by them in connection with
any action or proceeding to which they are or may be made a party by reason of their service in those or other
capacities. Our charter and the Virginia Stock Corporation Act also generally require us to indemnify our
directors and officers agalnst any liability incurred by them in connection with any action or proceeding to
which they are or may be made a party by reason of their service in those or other capacities, subject to certain
exceptions. In the future we may be the subject of indemnification assertions under our charter, Virginia law or
these indemnification agreements by our current or former directors and officers who are or may become party
to any action or proceeding.
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We maintain directors’ and officers’ insurance policies that may limit our exposure and enable us to
recover a portion of any amounts paid with respect to such obligations. However, it is not possible to determine
the maximum potential amount of exposure under these indemnification obligations due to the varying terms of
such obligations, the limited history of prior indemnification claims, the unique facts and circumstances
involved in connection with each particular contractual arrangement and each potential future claim for
indemnification and the contingency of any potential liabilities upon the occurrence of events that are not
reasonably determinable. Such indemnification agreements may not be subject to maximum loss clauses and the
maximum potential amount of future payments we could be required to make under these indemnification
obligations could be significant. See “Item 1A—Risk Factors” in this Annual Report on Form 10-K.

As of December 31, 2011 and 2010, we did not maintain any relationships with unconsolidated entities
or financial partnerships, such as entities often referred to as structured finance, or special purpose or variable
interest entities, established for the purpose of facilitating off-balance sheet arrangements or other contractually
narrow or limited purposes. Further, as of December 31, 2011 and 2010, we had not guaranteed any obligations
of unconsolidated entities or entered into any commitment or intent to provide funding to any such entities. See
Note 10 to our consolidated financial statements under “Item 8—Financial Statements and Supplementary
Data.”

Quantitative and Qualitative Disclosures aboui Market Risk

Market risk generally represents the risk of loss through a change in realizable value that can result
from a change in the prices of securities, a change in the value of financial instruments as a resulf of changes in
interest rates, a change in the volatility of interest rates or a change in the credit rating of an issuer. We monitor
market and business risk, including credit, interest rate, equity, operations, liquidity, compliance, legal,
reputational, and equity ownership risks through a number of control procedures designed to identify and
evaluate the various risks to which our business and assets are exposed. See “Item 1—Business” in this Annual
Report on Form 10-K for discussion of our risk management strategies. '

We are exposed to the following market risks as a result of our investments in MBS and equity
investments.

Credit Risk

Although we do not expect to encounter credit risk in our agency-backed MBS portfolio assuming
Fannie Mac and Freddie Mac remain solvent, we are exposed to credit risk in our private-label MBS portfolio.
With respect to our private-label MBS, credit support contained in these MBS deal structures provides a level of
protection from losses, as do the discounted purchase prices in the event of the return of less than 100% of par.
We also evaluate the impact of credit risk on our investments through a comprehensive investment review and a
selection process, which is predominantly focused on quantifying and pricing credit risk. We review our
private-label MBS based on quantitative and qualitative analysis of the risk-adjusted returns on such
investments. Through modeling and scenario analysis, we seek to evaluate each investment’s credit risk. Credit
risk is also monitored through our ongoing asset surveillance. Despite these measures to manage credit risk,
unanticipated credit losses could nevertheless occur, which could adversely impact our operating results.

Our private-label MBS are generally purchased at a discount. We estimate the future expected cash
flows based on our observation of current information and events and applying a number of assumptions related
to prepayment rates, interest rates, default rates, and the timing and amount of credit losses. These assumptions
are difficult to predict as they are subject to uncertainties and contingencies related to future events that may
impact our estimates and interest income.
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The following table represents <ertain statistics of our non-agency MBS portfolio as of and for the year
ended December 31,:2011: :

Total
. Private-
) _ Senior Re-REMIC . Label
Securities Securities " Securities
Yield (% of amortized Cost) ... iviveinenieaaitn 12.8% - 18.6% < 18:1%
Average cost (% of face value) ................ SUTUR o 61.7% 48.3% © o 49.0%
Weighted average coupon........... i, PUUE U C4.9% 5.3% O 53%
Delinquencies greater than 60 plus days.....cooooiiniin 39.9% 19.5% 20.5%
Credit enhancement T .........ioooierniieiiin. e : 9.2% 7.0% - 71%
Severity (three months average) ...................e. ceee T T40% 50.8% 52.0%
Constant prepayment rate (three months average) ......... - 143% 15.8% 15.7%

Key credit and prepayment measures in our non-agency MBS portfolio reflected a slight deterioration
during the year ended December 31, 2011. Total 60 day plus delinquencies in our non-agency MBS portfolio
increased to 20.5% at December 31, 2011 from 20.2% at December 31, 2010 and trailing three month average
loss severities on liquidated loans increased to 52.0% at December 31, 2011 from 44.5% at December 31, 2010.

The table that follows shows the expected change in fair value for our current MBS related to our
principal investing activities-under several hypothetical credit loss scenarios. Our private-label MBS are
classified as Level 3 assets of the fair value hierarchy as they are valued using present value techniques based -
on estimated cash flows of the security taking into consideration various assumptions derived by management
and used by other market participants. These assumptions include, among others, interest rates, prepayment
rates, discount rates, credit loss rates, and the timing of cash flows and credit losses. Credit defaunlt and loss
severity rates can significantly affect’the prices of private-label MBS. While it is impossible to project exact
amount of changes in value, the table below illustrates the impact a 10% increase and a 10% decrease in the
credit default and loss severity rates, from those used as our valuation assumptions, would have on the value of
our total assets and our book value as of December 31, 201 1. The changes in rates are assumed to occur
instantaneously. Actual changes in market conditions are likely to be different from these assumptions (dollars
in thousands, except per share amounts).

December 31, 2011
Lo v : Value S
Value with Value
with Value - ©10% : " with 10%
2 10% - with 10% Increase . Decrease
Increase Decrease in . in
in ’ in" Loss Loss
Default - Percent - . Default Percent - . Severity Percent Severity Percent
Value Rate Change Rate Change Rate . Change Rate Change
Assets
MBS «.covivinivenn $ 816,438  $:812,336 (0.50% $ 820,739 ©0.53% $ 809,796 (0.81)% $ 822,944 0.80%
Other e ovviessnsionns 138,622 138,622 - 138,622 Le— 138,622 — 138,622 —
Totalassets ....... $ 955,060 $ 950,938 (0.43)% $ 959,361 0.45% $ 948,418 (0.70)% $ 961,566 0.68%
Liabilities ... .o oo v vi0. o $ 771,688 § 771,688 — $ 771,688 — § 771,688 - $ 771,688 —
Equity ......c0vniienes 183,372 179,270 (2.24)% 187,673 2.35% 176,730 (3.62)% 189,878 3.55%
Total liabilities and ) . o : )
equity ...... ... $955,060 $ 950,958 0.43)% $ 959,361 0.45% $ 948,418 {0.70)% $ 961,566 0.68%
Book value per share ..... $§ 2367 § 23.14 (2.24)% $ 24.22 235% §  22.81 (3.62)% $. 2451 3.55%
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Interest Rate Risk
Leveraged MBS

We are also subject to interest rate risk in our MBS portfolio. Some of our MBS positions are financed
with repurchase agreements, which are interest rate sensitive financial instruments. We are exposed to interest
rate risk that fluctuates based on changes in the level or volatility of interest rates and mortgage prepayments
and in the shape and slope of the yield curve. We attempt to hedge a portion of our exposure to interest rate
fluctuations through the use of Eurodollar futures and U.S. Treasury note futures. The counterparties to our
derivative agreements at December 31, 2011 are U.S. financial institutions. We assess and monitor the
counterpartles non-performance rlsk and credit risk on a regular basxs

Our primary risk is related to changes in both short- and long -term interest rates, which affect-us-in
several ways. As interest rates increase, the market value of the MBS may be expected to decline, prepayment
rates may be expected to go down, and' duration may be expected to extend.-An increase in interest rates’is
beneficial to the market value of our derivative instruments. For example, for interest rate swap positions, the
cash flows from receiving the floating rate portion increase and the fixed-rate paid remains the same under this
scenario. If interest rates decline; the reverse is tru¢ for MBS, paying fixed and receiving floating interest rate - -
swaps, interest rate caps, and Eurodollar and U.S. Treasury futures.and MBS put option contracts.

The table that follows shows the expected change in fair value for our current MBS and derivatives .
related to our principal investing activities under several hypothetical interest-rate scenarios. Interest rates are
defined by the U.S. Treasury yield curve. The changes in rates are assumed to occur instantaneously. It is
further assumed that the changes in rates occur uniformly across the yield curve and that the level of LIBOR
changes by the same.amount as the yleld curve. Actual changes in market conditions are likely to be different
from these assumptions. : : :

Changes in value are measured as percentage changes from their respective values presented in the
column Jabeled “Value.” Management’s estimate of change in value.for MBS is based on the same assumptions
it uses to manage the impact of interest rates on the portfolio. Actual results could differ significantly from these
estimates. For MBS, the estimated change in value of the MBS reflects an effective duration of 3.12in a rlsmg
interest rate environment and 1.82 in a declining interest rate environment. ‘

The effective durations are based on observed market value changes, as well as management’s own
estimate of the effect of interest rate changes on the fair value of the investments including assumptions
regarding prepayments based, in part, on age of and interest rate on the mortgages underlying the MBS, prior
exposure to refinancing opportunities, and an overall analysis of historical prepayment patterns under a Varlety
of past interest rate conditions (dollars in thousands, except per share amounts).
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December 31, 2011

Value Value
with 100 with 100
Basis Point Basis Point
Increase in Decrease in
Interest Percent Interest Percent ' .
Value __ Rates Change Rates Change
Assets S ~
MBS ittt $816,438 $§ 790,993 G.12)% $§ 831,276 1.82%
Derivative asset ......cccvvenenn... 504 (1,938) (484.52)% ‘ 832 65.08%
Other.....coovveieiiiiiieennnnnn.. 138,118 138,118 — . 138,118 o —
Total assets .................... $955060 $ 927,173 292)% $ 970,226 1.59%
Liabilities : :
Repurchase agreements............ $647,977 $ 647,977 S — $ 647,977 —
Derivative liability ................ 63,024 29,273 (53.55)% 97,124 54.11%
Other............ e - 60,687 60,687 — 60,687 —
Total liabilities ................. 771,688 737,937 4.37% 805,788 4.42%
Equity ....ooooiviiiiiiiniiinnnnn.. 183,372 189,236 3.20% 164,438 (10.33)%
Total liabilities and equity ...... $955,060 $ 927,173 292)% $ 970,226 1.59%
Book value per share............... $ 2367 $ 24.42 320% $ 21.22 (10.33)%

Equity Price Risk

Although limited, we are exposed to equity price risk as-a result of our investments in investment
partnerships. Equity price risk changes as the volatility of equity prices changes or the values of corresponding
equity indices change.

While it is impossible to exactly project what factors may affect the prices of equity sectors and how
much the effect might be, the table below illustrates the impact a 10% increase and a 10% decrease in the price
of the equities held by us would have on the value of our total assets and our book value as of December 31,
2011 (dollars in thousands, except per share amounts).

December 31, 2011
Value with 10% Value with 10%
Increase Percent Decrease Percent
Value in Price Change in Price Change
Assets
Equity and cost method
INVEStMENt. ...oevreeuenernaans $ 1,886 $ 2,075 10.00% $ 1,697 (10.00)%
Other......coovviinveniniainan. 953,174 953,174 — 953,174 —
Total assets .................. $955,060 $ 955,249 0.02% $ 954,871 (0.02)%
Liabilities ....................... $771,688 $ 771,688 — 3 771,688 —
Equity .....ccocvviiiiiiiiiennnn.. 183,372 183,561 0.10% 183,183 (0.10)%

Total liabilities and equity.... $955,060 $ 955,249 0.02% $ 954,871 (0.02)%

Book value per share ............ $ 2367 $ 23.69 0.10% $ 23.64 (0.100%

Except to the extent that we sell our marketable equity securities or other investments, or a decrease in
their fair value is deemed to be other-than-temporary, an increase or decrease in the fair value of those assets
will not directly affect our earnings; however, an increase or decrease in the value of equity method investments
will directly affect our earnings.
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Inflation Risk

Virtually all of our assets and liabilities are interest rate sensitive in nature. As a result, interest rates
and other factors influence our performance far more than inflation. Changes in interest rates do not necessarily
correlate with inflation rates or changes in inflation rates. Our financial statements are prepared in accordance
with GAAP and our distributions are determined by our Board of Directors in its sole discretion pursuant to our
variable dividend policy; in each case, our activities and balance sheet are measured with reference to fair value
without considering inflation. :

Critical Accounting Policies

Our financial statements are prepared in conformity with GAAP and follow general practices within
the industries in which we operate. The preparation of our financial statements:requires us to make estimates -
and assumptions. These estimates and assumptions affect the reported amounts of assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period.
Although we base our estimates and assumptions on historical experience, when available, and on various other
factors that we believe to be reasonable under the circumstances, management exercises significant judgment in
the final determination of our estimates. Actual results may differ from these estimates.

During the preparation of this Form 10-K, we identified a misapplication of ASC 310-30, Loans and -
Debt Securities Acquired with Deteriorated Credit Quality, in connection with our private-label MBS. Our
analysis of these errors determined that no previously-issued financial statements were materially misstated and
the cumulative effect of the errors was recorded in the fourth quarter of 2011. The cumulative impact of these
adjustments over the three year period ended December 31, 2011 resulted in a net decrease of $55 thousand in
pre-tax net income and net income, which reflected an increase in interest income of $544 thousand and a
decrease in investment gain of $599 thousand.

Our significant accounting policies are presented in Note 2 to our consolidated financial statements
included under “Item 8—Financial Statements and Supplementary Data.” Our most critical policies that are
both very important to the portrayal of our financial condition and results of operations and require
management’s most difficult, subjective or complex judgments or estimates, are discussed below.

Principal Investing Securities

We account for our investments in MBS as either available-for-sale or trading investments pursuant to
accounting principles related to accounting for certain investments in debt and equity securities. Although we
generally intend to hold our MBS until maturity, it may, from time to time, sell any of our MBS as part of the.
overall management of its business. The available-for-sale designation:provides us with the flexibility to sell our
MBS in order to act on potential market opportunities or changes in economic conditions to ensure future
liquidity and to meet other general corporate purposes as they arise. These investments are carried at fair value :
with resulting unrealized gains and losses on available-for-sale securities reflected in accumulated other
comprehensive income (loss) in the consolidated balance sheets and unrealized gains and losses on trading
securities reflected in net investment gain (loss) in the consolidated statements of operations.

We evaluate available-for-sale securities for other-than-temporary impairment at least on a quarterly
basis, and more frequently when economic or market concerns warrant such evaluation. In general, when the
fair value of an available-for-sale securities is less than its amortized cost at the reporting date, the security is
considered impaired. In evaluating these available-for-sale securities for other-than-temporary impairment,
consideration is given to (1) the length of time and the extent to which the fair value has been lower than
carrying value, (2) the severity of the decline in fair value, (3) the financial condition and near-term prospects of
the issuer, (4) our intent to sell, and (5) whether it is more likely than not we would be required to sell the
security before anticipated recovery.
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For available-for-sale, agency-backed MBS securities, if it is determined that the impairment is other-
than-temporary, then the amount that the fair value is below its amortized cost basis is recorded as an
impairment charge and recorded through earnings. For unrealized losses that are determined to be temporary, a
further evaluation is performed:to determine the credit portion of the other-than-temporary impairment and the
credit portion is recorded through our statement of operations. ,

.For available-for-sale, private-label MBS securities that have been acquired at discounts to face value
due in part to credit deterioration since origination, we re-evaluate the undiscounted expected future cash flows
and the changes in cash flows from those originally projected at the time of purchase or when last revised. For
those securities in an unrealized loss position, the difference between the carrying value and the net present
value of expected future cash flows discounted using current expected rate of return is recorded as other-than-
temporary impairment charges through our statement of operations. The other-than-temporary impairment
charges that related to other factors other than credit are recorded in other comprehenswe income, net of
applicable taxes. - : '

The accounting principles related to fair value measurements-define fair value as the price that would
be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants. at
the measurement date, not adjusted for transaction costs. These accounting principles also establish a fair value
hierarchy that prioritizes the inputs to valuation techniques used to measure fair value into three broad levels
giving the highest priority to quoted prices in active markets for identical assets or liabilities (Level 1) and the
lowest priority to unobservable inputs (Level 3) as 'described below':

Level 1 Inputs— Unadjusted quoted ‘prices’in active markets for 1dent1ca1 assets or liabilities that are
accessible by us;

Level 2 Inputs— Quoted prices in markets that are not actlve or financial instruments for which all
significant inputs are observable, either directly or indirectly; and

Level 3 Inputs— Unobservable inputs for the asset or liability, 1nclud1ng 51gn1ﬁcant assumptions and
- other market participants.

Our agency-backed MBS, which are guaranteed by Fannie Mae or Freddie Mac, and AAA-rated
private-label MBS, if any, are generally classified within Level 2 of the fair value hierarchy as they are valued
using quoted market prices provided by a broker or dealer, or alternative pricing sources with reasonable levels
of price transparency. The independent brokers and dealers providing market prices are those who make
markets in these financial instruments.

We classify other private-label MBS within Level 3 of the fair value hierarchy because they trade
infrequently and, therefore, have little or no price transparency. We utilize present value techniques based on
estimated cash flows of the instrument taking into consideration various assumptions derived by management
and used by other market participants. These assumptions are corroborated by evidence such as historical data,
risk characteristics, transactions in similar instruments, and completed or pending transactions, when available.

Establishing market value is inherently subjective given the volatile and sometimes illiquid markets for
these private-label MBS and requires us to make a number of assumptions, including assumptions about the
future of interest rates, prepayment rates, discount rates, credit loss rates, and the timing of cash flows and credit
losses. The.assumptions we apply are specific to each security. Although we rely on our internal calculations to
compute the fair value of these private-label MBS, we request and consider indications of value (mark) from
third-party dealers to assist us:in our valuation process.
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We evaluate available-for-sale securities and equity securities of non-public companies carried at cost
for other-than-temporary impairment at least on a quarterly basis,.and more frequently when economic or
market concerns warrant such evaluation. The value of our MBS and our investments in marketable equity
securities can fluctuate significantly. In evaluating these investments for other-than-temporary impairment,
consideration is given to (1) the length of time and the extent to which the fair value has been lower than
carrying value, (2) the severity of the decline in fair value, (3) the financial condition and near-term prospects of
the issuer, (4) our intent to sell, and (5) whether it is more likely than not we would be required to sell the
security before anticipated recovery. If it is determined that an investment impairment is other-than-temporary
then the amount that the fair value is below its current basis is recorded as an impairment charge and recorded
through earnings. For unrealized losses that are determined to be temporary, a further evaluation is performed to
determine the credit portion of the other-than-temporary 1mpa1rment and: the credit portion is recorded through
our income statement : .

Interest income on the private-label MBS that were purchased at a discount to face value is recogmzed
based on the security’s expected effective interest rate. At acquisition, the accretable yield is calculated as the
difference between the undiscounted expected cash flows and the purchase price which is expected to be
accreted into interest income over the remaining life of the security on a level-yield basis. The difference
between the contractually required payments and the undiscounted expected cash flows represents the non-
accretable difference. Based on actual payment activities and changes in estimates of undiscounted expected -
future cash flows, the accretable yield and the non-accretable difference can change over time. Significant
increases in the amount or timing of undiscounted expected future cash ﬂows are recognized prospectlvely as an
adjustment to the accretable yield.

Accounting for Taxes

We provided for income taxes using the asset and liability method. Deferred tax assets and liabilities
represent the differences between the financial statement and income tax bases of assets and liabilities using
enacted tax rates. The measurement of net deferred tax assets is adjusted by a valuation allowance if, based on -
our evaluation, it is more likely than not that they will not be realized. We recognize tax positions in the
financial statements only when it is more likely than not that the position will be sustained upon examination by
the relevant taxing authority based on the technical merits of the position. A position that meets this standard is
measured at the largest amount of benefit that will more likely than not bé realized upon settlement. A liability
is established for differences between positions taken in a tax return and the financial statements. .

Recently Issued Accounting Pronouncements

In December 2011, the Financial Accounting Standards Board (FASB) issued Accounting Standards
Update No. 2011-11, Disclosures about Offsetting Assets and Liabilities. This standard requires that the
disclosures of both gross and net information about instruments and transactions eligible for offset in the
statement of financial position as well as instruments and transactions subject to an agreement similar to a
master netting arrangement. In addition, the standard requires disclosure of collateral received and posted in
connection with master netting agreements or similar arrangements. The new requirements are effective forus
on January 1, 2013. We do not expect a significant impact on our financial pos:tlons as a result of adoption of
these new requtrements

In September 2011, the FASB issued Accounting Standards Update No. 2011-8, Testing Goodwill for
Impairment. This standard is intended to reduce the cost and complexity of the annual goodwill impairment test
by providing the option of performing a “qualitative” assessment to determine whether further impairment
testing is necessary. This standard is effective for us for annual and interim goodwill impairment tests
performed for fiscal years beginning on January 1, 2012. We donot expect a significant impact on our ﬁnanc1a1
positions as-a result of adoption of this standard : : :
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InJune 2011, the FASB issued Accounting Standards Update No. 2011-5, Presentation of
Comprehensive Income. This standard requires presentation of the items of net income and other
comprehensive income in one continuous statement, referred to as the statement of comprehensive income, or in
two separate, but consecutive, statements of net income and other.comprehensive income. In December 2011,
the FASB issued an amendment to indefinitely defer one of the requirements contained in its June 2011 final
standard which called for reclassification adjustments from accumulated other comprehensive income to be
measured and presented by income statement line-item in net income and also in. other comprehensive income.
The new requirements became effective for us on January 1, 2012. We do not expect a.significant impact on our
financial positions as a result of adoption of these new requirements. ,

In May 2011, the FASB and International Accounting Standards Board completed their joint project on
fair value measurement and issued their respective final standards. These standards represent clarifications to
existing guidance such as change in the valuation premise and the application of premiums and discounts, and
new required disclosures. These standards are effective for us for fiscal year 2012. We do not expect a
significant impact on our financial positions as a result of adoption of this standard.

In April 2011, the FASB issued Accounting Standards Update No. 2011-03, Transfers and Servicing:
Reconsideration of Effective Control for Repurchase Agreements. This guidance is intended to improve the
accounting for repurchase agreements and other similar agreements, specifically modifying the criteria for
determining when these transactions would be accounted for as financing as opposed to sales. This guidance
became effective for us on January 1,,2012. We do not expect a significant impact on our financial positions as
a result of adoption of this new guidance.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The information set forth under Item 7—*“Management’s Discussion and Analysis of Financial
Condition and Results of Operations—Quantitative and Qualitative Disclosures about Market Risk” in this
Annual Report on Form 10-K is hereby incorporated by reference into this Item 7A.

ITEMS8. = FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The information required by this item appears in a subsequent section of this report. See “Index to
Consolidated Financial Statements of Arlington Asset Investment Corp.” on page F-1.

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

None.
ITEM 9A. .CONTROLS AND PROCEDURES
Conclusion Regarding the Effectiveness of Disclosure Controls and Procedures

Our management, with the participation of our Chief Executive Officer and Chief Financial Officer,
evaluated the effectiveness of our disclosure controls and procedures, as defined in Rules 13a-15(e) and 15d-
15(e) under the Securities Exchange Act of 1934 (the Exchange Act), as of December 31, 2011. Based upon this
evaluation and because of the material weakness described below, our Chief Executive Officer and Chief
Financial Officer concluded that, as-of December 31, 2011, our disclosure controls and procedures were not
effective to ensure that information required to be disclosed by us in the reports that we file or submit under the
Exchange Act is recorded, processed, summarized and reported, within the time periods specified in the SEC’s
rules and forms, and that such information is accumulated and communicated to our management, including our
Chief Executive Officer and Chief Financial Officer, as appropriate, to allow timely decisions regarding
disclosure.
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Notwithstanding the material weakness described below, we believe the consolidated financial
statements in this Annual Report on Form 10-K fairly present, in all material respects, our financial position,
results of operations and cash flows as of the dates, and for the periods, presented, in conformity with GAAP.

Management’s Report on Internal Control Over Financial Reporting -
Our management is responsible for establishing and maintaining adequate internal control.over -
financial reporting, as defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act: Internal control-over
financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes:in accordance with GAAP: A=
company’s internal control over financial reporting includes those policies and procedures that: (i) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions
of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in‘accordance with GAAP, and that receipts and expenditures of the
company are being made only in accordance with authorizations of management and directors of the company; -
and (iii) provide reasonable assurance regarding prevention.or timely detection of unauthorized acquisition, use,
or disposition of the company’s assets that could have a material effect on'the financial statements. . .o

Because of inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that -
controls may become inadequate because of changes in conditions or that the degree:of compliance with the
policies or procedures may deteriorate. SRR AR . .

Our management, including our Chief Executive Officer and Chief Financial Officer, conducted an
evaluation of the effectiveness of our internal control over financial reporting as of December 31, 2011 using -
the criteria set forth by the Committee of Sponsoring Organizations of the Treadway Commission in Internal
Control—Integrated Framework. :

Based upon the evaluation, a deficiency was identified in our application of GAAP related to ASC
310-30, Loans and Debt Securities Acquired with Deteriorated Credit Quality, in connection with our private-
label MBS. Specifically, in certain circumstances, our policies and procedures did not consistently increase
accretion rates on investment securities purchased at a discount due, in part, to evidence of credit deterioration
since origination when the timing or amount of cash flows received and expected to be collected increased from
the expectations at purchase. Our analysis of these errors determined that no previously-issued financial
statements were materially misstated and the cumulative effect of the errors was recorded in the fourth quarter
0f 2011. The cumulative impact of these adjustments over the three year period ended December 31, 2011
resulted in a net decrease of $55 thousand in pre-tax net income and net income, which reflected an increase in
interest income of $544 thousand and a decrease in investment gain of $599 thousand. These adjustments did
not impact cash received or management’s expected performance of the related securities. Additionally, this
control deficiency could have resulted in misstatements of the aforementioned accounts and disclosures that
would result in a material misstatement of the consolidated financial statements that would not be prevented or
detected. Our management determined that this deficiency constituted a material weakness in internal control
over financial reporting in this area.

A material weakness is a control deficiency, or combination of deficiencies, in internal control over
financial reporting, such that there is a reasonable possibility that a material misstatement to the annual or
interim financial statements will not be prevented or detected on a timely basis. As a result of the material
weakness in our internal control over financial reporting described above, our management, including our Chief
Executive Officer and Chief Financial Officer concluded that our internal control over financial reporting was
not effective as of December 31, 2011.

The effectiveness of our internal control over financial reporting as of December 31, 2011 has been

audited by PricewaterhouseCoopers LLP, an independent registered public accounting firm, as stated in their
report which appears herein.
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Changes in Internal Control Over Financial Reportmg

There were no changes in our internal control over ﬁnanmal reporting during the quarter. ended
December 31, 2011 that materially affected, or were reasonably likely to materially affect, our internal control
over financial reporting, as the circumstances.that led to the identification of the material weakness described
above had not yet been identified by management. The material weakness described above was subsequently
identified and has resulted in remediation activities as dlscussed below in “Management’s Plan for Remediation
of the- Matenal Wealmess ”?

Management’s Plan for Remedlatnon of the Material Weakness

Upon 1dent1ﬁcatlon of the control deﬁc1ency descnbed above, our management updated its policies
and procedures to ensure that accretion rates are increased in.accordance with GAAP. These changes have been
implemented as of the date of this filing and management believes these control updates have remediated the .-
weakness identified as of December 31, 2011. Although we believe, as of the date of this filing, our remediation
efforts are sufficient, management will- continue to assess the effectiveness of our remediation efforts in
connection with-future evaluations of internal‘control over financial reporting.

The audit committee has directed our management to monitor and test the controls implemented and
develop additional controls should any of these new processes require additional enhancement. In addition,
under the direction of the audit committee, management will continue to review and make necessary changes to
the overall design of our internal control environment, as well as policies and procedures to improve the overall
effectiveness of internal control over financial reportmg
ITEM 9B OTHER IN FORMATION

None
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PART 1
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by Part III, Item 10 of this Annual Report on Form 10-K will be provided in
the Definitive Proxy Statement relating to our 2012-Annual Meetmg of Shareholders (our 2012 Proxy o
Statement) and is hereby incorporated by reference. s .

ITEM 11. EXECUTIVE COMPENSATION

The information required by Part III, Item 11 of this Annual Report on Form 10-K will be provided in
our 2012 Proxy Statement and is hereby 1ncorporated by reference

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information required by Part II1, Item 12 of this Annual Report on Form 10-K will be provided in
our 2012 Proxy Statement and is hereby incorporated by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS AND DIRECTOR
INDEPENDENCE

The information required by Part III, Item 13 of this Annual Report on F orm IO-K will be provided in
our 2012 Proxy Statement and is hereby incorporated by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by Part III, Item 14 of th1s Annual’ Report on Form 10-K wﬂl be prov1ded in
our 2012 Proxy Statement and is hereby incorporated by reference.
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(a) (1) Financial Statements. Thé Arlington Asset Investment Corp. consolidated financial statements
for the year ended December 31,2011, included in “Item 8—Financial Statements and Supplementary Data”, of
this Annual Report on Form 10-K, are incorporated by reference into this Part IV, Item 15: .

® Report of Independent Registered Public Accounting Firm (page F-2) - .

e Consolidated Balance Sheets—Years ended 2011 and 2010 (page F -3) SRR i

o Consolidated Statements of Operatlons—Years ended 201 1,2010 and 2009 (page F- 4)

e Consolidated Statements of Changes in Equlty—Years ended 2011, 2010 and 2009 (page F-5)

®. . Consolidated Statements of Cash F lows—’Years ended 2011, 2010 and 2009 (page F-8)

® Notesto Consohdated Fmancml Statements (page F-9)

(2) ananczal Statement Schedules All schedules are omltted because they are not required or because
the information is shown in the financial statements or notes thereto.

(3) Exhibits

Exhibit
Number Exhibit Title
3.01 Amended and Restated Articles of Incorporation, as amended (incorporated by reference to
Exhibit 3.1 to the Registrant’s Quarterly Report on Form 10-Q filed on November 9, 2009).

3.02 Amended and Restated Bylaws, as amended (incorporated by reference to Exhibit 3.1 to the
Registrant’s Current Report on Form 8-K filed on July 28, 2011).

4.01 Form of Specimen Certificate for Class A Common Stock (incorporated by reference to Exhibit
4.01 to the Registrant’s Annual Report on Form 10-K filed on February 24, 2010).

4.02 Shareholder Rights Agreement, dated June 5, 2009 (incorporated by reference to Exhibit 4.1 to
the Registrant’s Current Report on Form 8-K filed on June 5, 2009).

10.01 Friedman, Billings, Ramsey Group, Inc. 2004 Long-Term Incentive Plan (incorporated by
reference to Appendix A to the Registrant’s Definitive Proxy Statement on Schedule 14A filed
on April 29, 2004).*

10.02 Friedman, Billings, Ramsey Group, Inc. 1997 Stock and Annual Incentive Plan (incorporated by
reference to Exhibit 10.06 to Amendment No. 2 to the Registration Statement on Form S-1 (File
No. 333-39107) filed by Friedman, Billings, Ramsey Group, Inc. on December 19, 1997).*

10.03 Friedman, Billings, Ramsey Group, Inc. Non-Employee Director Stock Compensation Plan
(incorporated by reference to Exhibit 10.07 to Amendment No. 2 to the Registration Statement
on Form S-1 (File No. 333-39107) filed by Friedman, Billings, Ramsey Group, Inc. on December
19, 1997.*

10.04  Friedman, Billings, Ramsey Group, Inc. Amended and Restated Non-Employee Director Stock
Compensation Plan.} *
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Exhibit
Number Exhibit Title

10.05  Arlington Asset Investment Corp. 2011 Long-Term Incentive Plan (incorporated by reference to
Exhibit 10.1 to the Registrant’s Current Report on Form 8-K filed on June 6, 2011).*

10.06  Form of Restricted Stock Unit Agreement under Arlington Asset Investment Corp. 2011 Long-
Term Incentive Plan (incorporated by reference to Exhibit 10.2 to the Registrant’s Current Report
on Form 8-K filed on June 6, 2011).*

10.07  Form of Restricted Stock Award Agreement under Arlington Asset Investment Corp. 2011 Long-
Term Incentive Plan.t*

10.08  Form of Indemnification Agreement.t*

11.01 Statement regarding Computation of Per Share Earnings (included in Part II, Item 8, and Note 2
to the Reglstrant s Consohdated Fmanc1al Statements) il

12.01 Computation of Ratio of Earnmgs to leed Charges +
21.01  List of Subsidiaries of the Reglstrant t l
23.01 Consent of PricewaterhouseCoopers LLP.}

24.01 Power of Attorney (inciuded on the signature page to this Annual Report on Form 10-K and
incorporated by reference herein).t

31.01 Certiﬁcation of Chief Executive Officer pursuant to Rule 13a-14(a)/15d-14(a), as édopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.}

31.02 Certification of Chief Financial Officer pursuant to'Rule 13a-14(a)/1 5d-14(a), as adopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.}

32.01 Certification of Chief Executive Officer i)msuant to 18 U.S.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.7

32.02  Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.F

101.INS  INSTANCE DOCUMENT**

101.SCH  SCHEMA DOCUMENT**

1
1

01.CAL  CALCULATION LINKBASE DOCUMENT**
01.LAB  LABELS LINKBASE DOCUMENT**

101.PRE =~ PRESENTATION LINKBASE DOCUMENT**
101.DEF  DEFINITION LINKBASE DOCUMENT**

* —k

*%

Filed herewith.

Compensatory plan or arrangement.

Submitted electronically herewith. Attached as Exhibit 101 are the following materlals from the Company’s Annual Report on Form 10-K
for the fiscal year ended December 31, 2011, formatted in XBRL (eXtensible Business Reporting Language): (i) Consolidated Balance
Sheets at December 31, 2011 and December 31, 2010; (ii) Consolidated Statements of Operations for the years ended December 31,2011,
2010 and 2009; (iii) Consolidated Statements of Changes in Equity for the years ended December 31, 2011, 2010 and 2009; and (iv)
Consolidated Statements of Cash Flows for the years ended 2011, 2010 and 2009. Pursuant to Rule 406T of Regulation S-T this data is
deemed not filed or part of a registration statement or prospectus for purposes of sections 11 or 12 of the Securities Act of 1933, is deemed
not filed for purposes of section 18 of the Securities and Exchange Act of 1934, and otherwise is not subject to liability under these
sections. '
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SIGNATURES

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

ARLINGTON ASSET INVESTMENT CORP.

Date: February 23, 2012 By: ' /s/ ERIC F. BILLINGS
. e Eric F. Billings
Chief Executive Officer
POWER OF ATTORNEY

» KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below hereby
constitutes and appoints Eric F. Billings and Kurt R. Harrington and each of them as his true and lawful
attorney-in-fact and agent, with full power of substitution and resubstitution, for him and in his name, place and
stead, in any and all capacities, to sign any and all amendments to this Annual Report on Form 10-K for the
fiscal year ended December 31, 2011, and to file the same, with all exhibits thereto, and any other documents in
connection therewith, with the Securities and Exchange Commission, granting unto said attorneys-in-fact and
agents full power and authority to do and perform each and every act and thing requisite and necessary to be
done in and about the premises, as fully to all intents and purposes as he might or could do in person, hereby
ratifying and confirming all that said attorneys-in-fact and agents or any of them, or their substitute or
substitutes, may lawfully do or cause to be done by virtue hereof.

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

Signature _ Title Date
/s/ ERIC F. BILLINGS Chairman, Chief Executive Officer and February 23, 2012
ERIC F. BILLINGS Director (Principal Executive Officer)
/s/ J. ROCK TONKEL, JR. President, Chief Opefatiﬁg Officer and Director ~ February 23, 2012
J.ROCK TONKEL, JR.
/s/ KURT R. HARRINGTON Executive Vice President and Chief February 23, 2012
KURT R. HARRINGTON Financial Officer (Principal Financial Officer) '
/s/ DANIEL J. ALTOBELLO Director , February 23, 2012
DANIEL J. ALTOBELLO -
/s/ DANIEL E. BERCE Director February 23,2012
DANIEL E. BERCE
/s/ PETER A. GALLAGHER Director February 23, 2012
PETER A. GALLAGHER C
/s/ RALPH S. MICHAEL Il Director ; ~ February 23, 2012
RALPH S. MICHAEL HI ‘ ‘
/st WALLACE L. TIMMENY Director ‘ February 23, 2012
WALLACE L. TIMMENY
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Report of Independent Registered Public Accounting Firm

To The Board of Directors and Shareholders of
Arlington Asset Investment Corp.:

In our opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations,
of changes in equity and of cash flows present fairly, in all material respects, the financial position of Arlington Asset
Investment Corp. and its subsidiaries (the “Company”) at December 31, 2011 and 2010, and the results of their
operations and their cash flows for each of the three years in the period ended December 31, 2011 in conformity with
accounting principles generally accepted in the United States of America. Also in our opinion, the Company did not
maintain, in all material respects, effective internal control over financial reporting as of December 31, 2011, based
on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) because a material weakness in internal control over financial
reporting related to the accounting for income recognition on debt securities existed as of that date. A material
weakness is a deficiency, or a combination of deficiencies, in iriternal control over financial reporting, such that there
is a reasonable possibility that a material misstatement of the annual or interim financial statements will not be
prevented or detected in a timely basis. The material weakness referred to above is described in Management’s Report
on Internal Control over Financial Reporting appearing under Item 9A. We considered this material weakness in
determining the nature, timing, and extent of audit tests applied to our audit of the 2011 consolidated financial
statements, and our opinion regarding the effectiveness of the Company’s internal control over financial reporting
does not affect our opinion on those consolidated financial statements. The Company’s management is responsible for
these financial statements, for maintaining effective internal control over financial reporting and for its assessment of
the effectiveness of internal control over financial reporting, included in the management’s report referred to above.
Our responsibility is to express opinions on these financial statements and on the Company’s internal control over
financial reporting based on our integrated audits. We conducted our audits in accordance with the standards of the
Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the
audits to obtain reasonable assurance about whether the financial statements are free of material misstatement and
whether effective internal control over financial reporting was maintained in all material respects. Our audits of the
financial statements included examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. Our audit of internal control over financial reporting included
obtaining an understanding of internal control over financial reporting, assessing the risk that a material weakness
exists, and testing and evaluating the design and operating effectiveness of internal control based on the assessed risk.
Our audits also included performing such other procedures as we considered necessary in the circumstances. We
believe that our audits provide a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control over financial reporting includes those
policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance
with authorizations of management and directors of the company; and (iii) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements.
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

/s/ PricewaterhouseCoopers LLP
McLean, VA

February 23, 2012
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ARLINGTON ASSET INVESTMENT CORP.

CONSOLIDATED BALANCE SHEETS
(Dollars in thousands, except per share amounts)

December 31,
2011 2010
ASSETS
Cash and cash eqUIvalents .........ceueeineriereneeuaernneeaesennecnnenas $ 20018 $ 12412
ReCeivableS. . .vvverrnereneiininnnnes et ettt e et iaaaans . :

T ESt & v ettt e eeeeeeeseeeeeseeesennnunnsnsensosessnnssansssnnnenennnss 2,366 : 2,345

Sold securities Teceivable . .......coviiiiiii it e -7 41,321 - —

10 1 1T R P 11 219
Mortgage-backed securities, atfair value...........0oooiiiiiniiiniiail, ‘ o '

Available-for-8ale . . .o v i i e e et e, 179,566 252,909

Trading......ccovevunnnn. P g 636,872 - 174,055
Other investments . .......... et ettt et berarae e 2,946 8,287
Derivative assets, at fair Value ............................................. . 504 ) —
DePOSitS .o v et i et eeeaenresaasassasasanns - 71,079 . 4,748
Prepaid expenses and other assets.......o.oevvevennae e eeaas e 377 358

Total ASSELS . ... .eieiitiiieriii ittt aeeaes $ 955,060 $ 455,333

LIABILITIES AND EQUITY

Liabilities: »
Repurchase agreements......oovvvvviniieiienennnne et iieee et $ 647977 $ 190,220
Purchased securities payable ...........ccevuvnn.. e rrreteereeriaaeeeas _ 15,820 2,555
Interestpayable .........c.coeiivnninensn.. et esanenetreeeeaneeaanaaas 504 187
Accrued compensation and benefits............... veeseiensaa e eeeaeanana. Lo 6,177 7,201
Dividend payable ........... e ereeeietarieaaa, ettt ieeeeieaereeeaas 6,785 4,655
Derivative liabilities, at fair value. .. .....oovrriiiiieeneeroneeceenn. A enes 63,024 2,398
Accounts payable, accrued expenses and other liabilities............ PO 16,401 - 16,373
Long-termdebt ... e . 15,000 15,000

Total liabilities .................. SR P 771,688 - 238,589
Commltments and contingencies (Note 7) ' — —
Equity: '
Preferred stock, $0:01 par value, 25,000,000 shares authorized, none issued

and oUtSTANAING .. ..o v it e ettt — —
Class A common stock, $0.01 par value, 450,000,000 shares authorized,

7,099,336 and 7,106,330 shares issued and outstanding, respectively ....... 71 71
Class B common stock, $0.01 par value, 100,000,000 shares authorized, .

566,112 shares issued and outstanding ... .. et e, 6 6
Additional paid-in capital .................. ittt er ettt e eiaaeaas 1,508,713 1,505,971
Accumulated other comprehensive income, net of taxes ...... fenasseay Veontee ‘ :38,367 - 63,495
Accumulated deficit .. ..oorrrr it i ettt (1,363,785)  (1,352,799)

Total @qUItY .. ....ocoiitii ittt riieetneaneraenasecensanennsons 183,372 216,744
Total liabilities and equity ...............cooiiiieireiiniiniienennnnn. $ 955060 $ 455333

The accompanying notes are an integral part of these consolidated financial statements.
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ARLINGTON ASSET INVESTMENT .CORP.

CONSOLIDATED STATEMENTS OF OPERATIONS
(Dollars in thousands except per share amounts)

Year Ended December 31,
Lo 2011 2010 2009

Interest income

Interest on INVESHMENt SECUITHIES « v v v vt erereeennnereresrnnnerssnncass $ 52545 $ 39566 $ 13,940

Dividends and other interest iNCOME. ..o vvvverernreeeeennneennnnnn. o — | 139

Total INtEreSt INCOME vttt ittt reiseeeneeneennessconesnnesonnnnaeans 52,545 39,567 14,079
Interest expense ... .

Interest on short-term:debt. . . ..o cetreeiiennneeriiiiiireennaanes 2,043 - 593 495

Interestonlong-termdebt ... ..ottt i i i e e 465 562 3,150

Total INtEreSt EXPENSE. « v vvuuerrenueereseeeensonseeennaaseannnenns, 2,508 1,155 3,645

Net interest inCOMe. +...ovvvvunereeeennn. e 50,037 38,412 10,434

Other (loss) income, net ' '

Investment (loss) gam, NEt..vveveesnnnnnnnss e tess ittt s s eeeanen (19,166) 3,328 3,926

Otherloss ...ovvueivennnninnss S, S (14 (14) (151

Gain on extinguishinent of long-term debt. .. ..o.ovvenenieniunennann... — — 160,435

Total other (I0SS) INCOME, NET v vvt vttt iirnnnreeneeernnrannenenses (19,180) 3,314 164,210

Income from continuing operations before other expenses. . ..... Crerees 30,857 41,726 174,644

Other expenses :

Compensation and benefits v vvuvieiiiiiiiiaittseetiionnncasananns 10,065 10,660 14,366

Professional SEIVICES +vuvvevrnetvrneiensierenierereannrerannnnens 1,833 1,263 7,053

Business development « . vv. v et irsttiiieniiitiiianeaeereeenn 121 97 6,577

Occupancy and eqUIPIMENT. ¢ oo e vvrneeernneerennnionreennnsaananeas 374 388 538

COMMUNICAtIONS . + o v v e vveeevueennesennseeennennnnens S 197 204 246

Other operating eXpenses. .. .oveeesvveeersvsaeeronanas R 1,599 2,022 5,709

Total other exXpenses. .cooeveveeeuaevan S 14,189 14,634 34,489
Income from continuing operations before income taxes ................ 16,668 27,092 140,155
INCOME taX PrOVISION v vvee e e rennrereeeeerenneeenaenneerennacennns 1,495 506 9,522
Net income from continuing operations, netof taxes.................... 15,173 26,586 130,633
Loss from dlscontmued operations, net 0f taXxes .. .vvviiiiievninneneenanns — — (25,547)
Netineome . .. .oivuiveiiiieieniereaesroseeroosssotoesennnsesnnanss 15,173 26,586 105,086
Net loss attributable to noncontrolllng F1 11153 (1 1 AU — — (11,459)
Net income attributable to Arlington Asset Investment Corp. shareholders ....§ 15173 $ 26,586 $ 116,545
Amounts attributable to Arlington Asset Investment Corp. shareholders L

Income from continuing operations, net Of taXeS. ..o ovvuviennueeeereesss $ 15173 $ 26,586 $ 130,633

Discontinued operations, net of taxes ............ freererariaeaas cee — — (14,088)

Net income ..... e Ceeeiiieaaas ceeedn Ceeeas e vereeenen 8 15173 08 26,586 0§ 116,545
Earnings per share — basic, attributable to Arlington Asset Investment

Corp. shareholders: .
Income from continuing OPETatioNs .. ...u.veeereersssenneennennsennens $ 197 $ 344 % 17.02
Loss from discontinued Operations . ......eeeeereeneannnnnnnueennennns — — (1.83)
Net income .......... et et e ettt ee e e et s $ 197 § 344 § 15.19
Earnings per share — diluted, attributable to Arlington Asset Investment

Corp. shareholders: .
Income from continuing OPerations ........cceieeiiineniennrnneneenann, $ 19 § 338 § 16.69
Loss from discontihied operations . . ...ovoveeiirneieit i — . — (1.80)
NEtINCOME & .t e ienereenenreeenenruanaenesenaseanennnns P $ 1.96 § 338 § 14.89
Dividends declared pershare. . .. ovvvveeneeiinirnneenerennrnnerennenns $§ 3375 % 190 $ —
Weighted-average shares outstanding (in thousands)

2T 1 7,720 7,734 7,675

Diluted. ottt ittt i i i it i i e et e, 7,741 7,873 7,825

The accompanying notes are an integral part of these consolidated financial statements.
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ARLINGTON ASSET INVESTMENT-CORP.

CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY—(Continued)

Balances,

December 31,2008 . . .
Net income (loss)
Conversion of Class B

shares to Class A

shares voveenvens

Issuance of Class A
common stock « « « « « «

Retirement of Class A
COMMON SOCK « « o » o o

Forfeitures of Class A
Common stock « o « « « «

Stock compensation expense
for stock options. + « « «

Amortization of Class A
common shares issued as
stock-based

awardS « s o o s s s s 0

Equity in issuance of
subsidiary common
shares to employees. o «

Elimination of
noncontrolling interest
resulting from safe of

subsidiary « « e o0 o0

Other comprehensive
income (loss)

Net change in unrealized
gain on available-for-
sale investment
securities, (net of
taxes of $-0-) « v s o

Comprehensive income « « «

Balances,

December 31,2009 . . ,

(Dollars in thousands)

Accumulated
ClassA ClassA  ClassB Class B Additional Other -
Common = Amount Commen Amount Paid-In Comprehensive . Accumulated  Noncontrolling Comprehensive
Stock (#) 3 Stack (#) (&3] Capital Income (Loss) Deficit Interest Total L
7,382,265 $ 74 578,584 § 6 $ 1494642 § (118) §  (1481,021) $ 129,673 $ 143,256 et
— — — — = L © 116,545 (11,459) 105,086 $ .105,086
12,469 — (12,469) — — — — — — -
1.816 — — — 364 — — — 364 —
(27.500) — Lo @) — L— @75) —
(16,276) — 10) — (213) — — — @13) —
— — — — 23 — —_ - 23 -
— — — - 7,795 — — — 7,795 —
— — — — 5,058 — — — 5,058 —
_ — _ _ — - — (118,269)  (118,269) —
— —_— — — — 7,133 — 55 7,188 7,188
) $ 112,274
7,352,774 § 74 566,112 $ 6 $1,507394 § 7015 § (1,364.476) § — $ 150,013
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ARLINGTON ASSET INVESTMENT CORP.

CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY-—(Continued)
(Dollars in thousands)

Balances,

December 31, 2009 .
Netincome «oeveeas
Issuance of Class A

common stock .. ..
Repurchase of Class A

common

StOCK oo asonnaien
Forfeitures of Class A

common

Stock cavseennan
Amortization of Class A

common shares

issued as stock-based
awards « .o eeenen

Other comprehensive
income

Net change in
unrealized gain on
available-for-sale
investment securities,

(net of taxes of $-0-)
Comprehensive

income «..ec00..
Dividends declared ...
Balances,

December 31, 2010 .

Accumulated
Class A Class A Class B Class B Additional Other
C A t Con A t Paid-In Comprehensive Accumulated Comprehensive
‘Stock (#) [6)) Stock (#) $) Capital Income Deficit Total 1
7,352,774 $ 74 - - 566,112 $ 6 $1,507,394 $ 7,015 $  (1,364,476) $ 150,013
— — — — — — 26,586 26,586 $ 26,586
4,353 — — — 447 — — 447 —
(243,815) ?) — — (4,901) — — (4,903) —
(6,982) 1) —_ — 122) —_ — (123) —
—_ _ — — 3,153 — — 3,153 —
— —_ e — — 56,480 — 56,480 56,480
s 8306
_ — —_ — — — (14,909) _ (14,909)
7,106,330 $ 71 566,112 § 6 $1,505971 $ 63,495 $ (1,352,799) $ 216,744
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ARLINGTON ASSET INVESTMENT CORP.

CONSOLIDATED STATEMENTS OF CHANGF;S IN EQUITY—(Continued)

Class A

Class A
C A

¢

Class B
C

Stock (#)

@)

Stock (#)

(Ddllars in thousands)

Accumulated

Class B Additional
Amount Paid-In
3) Capital 1

Other
Comprehensive

Accumulated Comprehensive

Total I

Balances,
December 31,2010 -
Netincome ......
Issuance of Class A
common stock . «
Repurchase of Class A
common
stock ..

Forfeitures of Class A
common

StOCK ¢ evsoann
Amortization of Class

A common shares

issued as stock-

based awards . . .
Reclassification of

restricted stock

units issued as stock

based awards . . «
Other comprehensive

income
Net change in

unrealized gain on

available-for-sale

investment

securities, (net of -

taxes of $-0-) . . .
Comprehensive

income
Dividends deciared .

PRSI

7,106,330 $

71

566,112

$ 6 $ 1505971 $§

63,495 ' $

Deficit

(1,352,799) § 216,744

29,147

(8,910)

(27,231)

545
(229)

(770)
601

-— 2,595

(25,128)

15,173 15173 § 15,173

545
(229)

(770) -

Q5128 (25,128)
' s _(9,955)

(26,159)

Balances,
December 31, 2011

7,099,336 $

566,112

3 6 §$ 1,508,713 §

.(26,159) . : :

38,367 $  (1,363,785) $ 183,372

The accompanying notes are an integral part of these consolidated financial statements.
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ARLINGTON ASSET INVESTMENT CORP.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands)

Cash flows from operating activities .............co00uus O
NetiNCOME +ovvvvnninnneieaneeeessssonnnsoacneseeseeennns PP ..
Adjustments to reconcile net income to net cash provided by (used in) operating

activities

Investment 10sS (ZaIN), NEL « vt v v tvinneseenssrsesecvacsissonasssenns
Net (discount)/premium (accretion)/amortization on mortgage-backed securities. . .
Gain on extingnishment of longtermdebt. . .....oovveeniiiiiiiiiaen.,
Depreciation and amortization . ......oeeeeeensocesosseonrnsnanencanns

Changes in operating assets
Receivables

Due fromclearing broker .« oo oo v ei it iiinieeiiirnenneneensesnnonses
Trading securities. ..o evuenn .. e beescsrseceenestonratertesasssnans
Prepaid expenses and other assets . v v v vevininienii e ie i iineneiennns
Changes in operating liabilities
Accounts payable and accrued eXpenses « v v v vttt ittt iiaernes
Accrued compensation and benefits ........ .. 0., e Ceereeenas
Trading account securities sold but not yet purchased . ..vvvvevivrnviasannas
Net cash provided by (used in) operating activities «...ovev s rieernnrennas
Cash flows from investing activities
Purchases of available-for-sale mortgage-backed securities .. ...uvevvreuennen..
Purchases of trading mortgage-backed securities « .« v v e ettt iiiiiiiennaan
Proceeds from sales of available-for-sale mortgage-backed securities .. o o v v vv v
Proceeds from sales of trading mortgage-backed securities. o v oo v v vvei v innennn
Receipt of principal payments on available-for-sale mortgage-backed securities .. ...
Receipt of principal payments on trading mortgage-backed securities. . oo v vvovevn..
Payments and deposits on derivatives,net......coovvss PN ceeaan
Changes in purchased securities payable . ... ... reeeseesrecetenesann e
Changes in sold securities Teceivable . ...vieerieireenernsnrtersensoesnsnces
Proceeds from U.S. Treasury bond maturities «vveeeeeeesnssoscvsnennvsnses
Deconsolidation of FBR Capital Markets cash balance. . . oo vvvvvvveneneinrenns

Net cash (used in) provided by investing activities. ......coviiiiivii i
Cash flows from financing activities
Proceeds from (repayments of) repurchase agreements, et .o vvvvvverenennens.
Dividends paid. « o« v vt e iiiei ittt it i it it et e
Repurchase of common stock and subsidiary stock «oovvvrisiiiiiiiiiiiiiia.,
Repayments of short-term debt . ... .... ... et trereesaertaenions -
Repayments of long-termdebt «oocvvvieiineiiiiiiiiriiiiiiiienierienans
Proceeds from subsidiary stock transactions «...eeveverrnierinerrnnniennnns
Net cash provided by (used in) financing activities +...c.vvvviniinernnnnnnns
Net increase (decrease) in cash and cashequivalents ... oocvvviviirrncanennass
Cash and cash equivalents, beginning of year ......oovviiiiiiiiiiinrnrncennns
Less: Cash and cash equivalents held by discontinued operations, beginning of year . . . .
Cash and cash equivalents held by continuing operations, beginning of year..........
Cash and cash equivalents, end of year ... coveiin ittt iiiiiieieirennns
Less: Cash and cash equivalents held by discontinued operations, end of year. . .......
Cash and cash equivalents held by continuing operations, end of year. v v cvvvsvvenaen
Supplemental Cash Flow Information
Cash payments for interest . .. oo vvvennennennrennnoenrensenrncancasans
Cash payments for taXeS. e oo e vveivrneesneasoensearennosssnnssosrsocas

Note: See Note 11 for supplemental cash flow information, non-cash transactions.

The accompanying notes are an integral part of these consolidated financial statements.
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Year Ended December 31,

2011 2010 2009
15173 § 26,586 § 105,086
19,166 (3,328) . (13,651)
(10,867) (12,250) --(2,422)

— — (160,435)

48 42 4,718
636 3,155 26,031
(1,254) (463) (1,018)
211 (645) (858)
— — (7,132)

— — (26,517)
1,490 (1,806) 7,899
1,091 688 (5,047)
1,568 1,280 (16,604)
— — 12,339
27,262 13,259 (77,611)
(17,190) (159,413) (763,459)

(711,306) (304,494) —
79,212 253,133 1,050,721
242,673 118,126 —
14,388 26,969 25,394
37,688 12,346 —
(72,390) (4,676) —
13,265 2,555 —
(41,321) — —

— — 550,000
— — (122,752)
2,797 (4,188) 13,427

(452,184) (59,642) 753,331
457,756 63,390 (936,210)
(24,029) (10,254) —_—

229) (4,464) (73,319)
(970) — —
— — (75,769)

— — 165,048
432,528 48,672 (920,250)
7,606 2,289 (244,530)
12,412 10,123 254,653
— — 207,802
12,412 10,123 46,851
20,018 12,412 10,123
20,018 § 12,412 § 10,123
2,190 $ 1,001 $ 3,666
708 $ 700 8 2,623



ARLINGTON ASSET INVESTMENT CORP.

NOTES TO CON SOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per-share amounts)

Note 1. Organization and Nature of Operations:

Arlington Asset Investment Corp. (the Company or AAIC), formerly known as Friedman, Billings,
Ramsey Group, Inc. (FBR Group), is a Virginia corporation. The Company acquires and holds mortgage-related
and other assets. The Company’s portfolio consists primarily of agency-backed mortgage-backed securities
(agency-backed MBS) and non-agency residential mortgage-backed securities (private-label MBS)..

Note 2. Summary of Significant Accounting Policies:
Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its subsidiaries. All
significant intercompany accounts and transactions have been eliminated in consolidation. Certain amounts in
the consolidated financial statements and notes for'prior periods have been reclassified to conform to the current
year’s presentation. These reclassifications had no impact on the prevxously reported net income, other
comprehensive income, total assets or total liabilities.: :

Use of Estimates

The preparation of the Company’s financial statements, in conformity with accounting principles
generally accepted in the United States of America (GAAP), requires the Company to make estimates and-
assumptions affecting the reported amounts of assets and liabilities at the date of the financial statements and
the reported amounts of revenues and expenses during the reporting period. Although the Company based the.
estimates and assumptions on historical experience, when available, market information, and on various other
factors that the Company believes to be reasonable under the circumstances, management exercises significant
judgment in the final determination of the estimates. Actual results may differ from these estimates.

Cash Equivalents

Cash equivalents include demand deposits with banks, money market accounts and highly liquid
investments with original maturities of three months or less that are not held for sale in the ordinary course of
business. As of December 31, 2011 and 2010, approximately 97% and 98%, respectively, of the Company’s .
cash equivalents were invested in money market funds that invest primarily in U.S. Treasuries and other
securities backed by the U.S. government.

Financial Instruments

MBS transactions are recorded as purchases and sales on the date the securities-are settled unless the
transaction qualifies as a regular-way trade, in which case the transactions are accounted for as purchases or
sales on a trade date basis. Any amounts payable or receivable for unsettled trades are recorded as “sold
securities receivable” or “purchased securities payable™ in the consolidated balance sheets.

Investments in MBS and marketable equity securities, if any, are classified as either available-for-sale
or trading investments pursuant to accounting principles related to accounting for certain investments in debt
and equity securities. These investments are carried at fair value with resulting unrealized gains and losses on
available-for-sale securities reflected in accumulated other comprehensive income (loss) in the consolidated
balance sheets and unrealized gains and losses on trading securities reflected in net investment gain (loss) in the
consolidated statements of operations. Investments in equity securities of non-public companies are carried at
cost.
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Although the Company generally intends to hold its MBS until maturity, it may, from time to time, sell
any of its MBS as part of the overall management of its business. The available-for-sale designation provides
the Company with the flexibility to sell its MBS in order to act on potential market opportunities or changes in
economic conditions to ensure future liquidity and to meet other general corporate purposes as they arise.

The Company evaluates available-for-sale securities for other-than-temporary impairment at least on a
quarterly basis, and more frequently when economic or market concerns warrant such evaluation. In general,
when the fair value of an available-for-sale security is less than its amortized cost at the reporting date, the
security is considered impaired. In evaluating these available-for-sale securities for other-than-temporary
impairment, consideration is given to (1) the length of time and the extent to which the fair value has been
lower than carrying value, (2) the severity of the decline in fair value, (3) the financial condition and near-term
prospects of the issuer, (4) the Company’s intent to sell, and (5) whether it is more likely than not the Company
would be required to sell the security before anticipated recovery.

For available-for-sale, agency-backed MBS securities, if it is determined that the impairment is other-
than-temporary, then the amount that the fair value is below its amortized cost basis is recorded as an
impairment charge and recorded through earnings. For unrealized losses that are determined to be temporary, a
further evaluation is performed to determine the credit portion of the other-than-temporary impairment and the
credit portion is recorded through the Company’s statement of operations.

For available-for-sale, private-label MBS securities that have been acquired at discounts to face value
due in part to credit deterioration since origination, the Company re-evaluates the undiscounted expected future
cash flows and the changes in cash flows from those originally projected at the time of purchase or last revised.
For those securities in an unrealized loss position, the difference between the carrying value and the net present
value of expected future cash flows discounted using current expected rate of return is recorded as other-than-
temporary impairment charges through the Company’s statement of operations. The other-than-temporary
impairment charges that relate to other factors other than credit are recorded in other comprehensive income,
net of applicable taxes. ' ’

Fair Value of Financial Instruments

The accounting principles related to fair value measurements define fair value as the price that would
be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at
the measurement date, not adjusted for transaction costs. Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 820, Fair Value Measurements and Disclosures (ASC 820)
establishes a fair value hierarchy that prioritizes the inputs to valuation techniques used to measure fair value
into three broad levels giving the highest priority to quoted prices in active markets for identical assets or
liabilities (Level 1) and the lowest priority to unobservable inputs (Level 3) as described below:

Level 1 Inputs— Unadjusted quoted prices in active markets for identical assets or liabilities that are
accessible by the Company;

Level 2 Inputs— Quoted prices in markets that are not active or financial instruments for which all
significant inputs are observable, either directly or indirectly; and

Level 3 Inputs— Unobservable inputs for the asset or liability, including significant assumptions of -
the Company and other market participants.

: The Company determines fair values for the following assets and liabilities:
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Mortgage-backed securities (MBS), at fair-value—

Agency-backed MBS - The Company’s agency-backed MBS, the principal and interest payments on
which are guaranteed by the Federal National Mortgage Association (Fannie Mae) or the Federal Home Loan
Mortgage Corporation (Freddie Mac), are generally classified within Level 2 of the fair value hierarchy as they
are valued after considering quoted market prices provided by a broker or dealer, or alternative pricing sources
with reasonable levels of price transparency. The Company reviews broker or pricing service quotes to
determine whether the quotes are relevant, for example, whether an active market exists to provide price
transparency or whether the quote is an indicative price or a binding offer. The independent brokers and dealers
providing market prices are those who make markets in these financial instruments.

Private-label MBS - The Company classifies private-label MBS within Level 3 of the fair value
hierarchy because they trade infrequently and, therefore, have little or no price transparency. The Company
utilizes present value techniques based on estimated cash flows of the instrument taking into con51derat10n
various assumptions derived by management and other assumptions used by other market part1c1pants These
assumptions are corroborated by evidence such as historical data, risk characteristics, transactions in similar
instruments, and completed or pending transactions, when available.

Establishing fair value is inherently subjective given the volatile and sometimes illiquid markets for
these private-label MBS and requires management to make a number of assumptions, including assumptions
about the future of interest rates, prepayment rates, discount rates, credit loss rates, and the timing of cash flows
and credit losses. The assumptions the Company applies are specific to each security. Although the Company
relies on the internal calculations to compute the fair value of these private-label MBS, the Company requests
and considers indications of value (mark) from third-party dealers to assist in the valuation process.

Other investments—The Company’s other investments consist of investments in equity securities,
investment funds, interest-only MBS, and other MBS-related securities. Interest-only MBS and residual interest
in securitization of which the Company is not considered the primary beneficiary are classified within Level 3
of the fair value hierarchy.

Derivative instruments—In the normal course of the Company’s operations, the Company is a party to
various financial instruments that are accounted for as derivatives in accordance with ASC 815, Derivatives and
Hedging (ASC 815). The derivative instruments that trade in active markets or exchanges are classified within
Level 1 of the fair value hierarchy because they are valued using quoted market prices. Other derivative
instruments are generally classified within Level 2 of the fair value hierarchy because they are valued using
broker or dealer quotations, which are model-based calculations based on market-based inputs, including, but
not limited to, contractual terms, market prices, yield curves, credit curves, measures of volatility, prepayment
rates and correlations of such inputs.

Other—Cash and cash equivalents, interest receivable, deposits, repurchase agreen;ents' accounts
payable, accrued expenses and other liabilities are reflected in the consolidated balance sheets at the:r amortized
cost, which approximates fair value because of the short term nature of these instruments.



The estimated fair values of the Company’s financial instruments are as follows:

‘ ‘December 31, 2011 December 31, 2010
. Carrying . Estimated Carrying Estimated
- Amount  _ Fair Value Amount Fair Value
Financial assets ‘ - '
Cash and cash equivalents ............ ceieees $ 20,018 $ 20,018 $§ 12,412 $ 12,412
Interest receivable......:... erereeiaes e 2,366 2,366 2,345 2,345
Sold securities receivable ....... PO 41,321 41,321 — —
Non-interest bearing recelvables e s 11 1 219 219
MBS ‘ ’
Agency-backed MBS ...........cooontn. ... 637,011 637,011 174,229 174,229
Private-label MBS h ' f _
Senior securities ............... v iieaeens - .9311 9,311 51,038 - 51,038
Re-REMIC securities .. ......cveviennnnen 170,116 170,116 201,697 201,697
Derivative asséts ......... feevueatetiaaaisioan 504 504 — —
Other INVeStMENntS . .. ...vvveeenrneeeeennnnen. 2,946 2,946 8,287 8,287
DEPOSItS. o e evveeeeninrararneaeaannaanas e 71,079 71,079 4,748 4,748
Financial liabilities o _ : o
Repurchase agreements...... U DU 647,977 647,977 190,220 190,220
Purchased securities payable .................. 15,820 15,820 — —
Interest payable ............... PP 504 504 187 187
Short-term debt ......... e ' — ‘ — 970 970
Long~termdebt ...........cocooiiinnlld 15,000 15,000 15,000 15,000
Derivative liabilities ............... Cenreeaans 63,024 63,024 2,398 2,398

‘ Repurc_ha.‘c'e Agreements

Securities sold under agreements to repurchase, which are treated as financing transactions for
financial reporting purposes, are collateralized by MBS and are carried at their contractual amounts, including
accrued interest, as specified in the respective agreements. Under the repurchase agreements, the Company
pledges its securities as collateral to secure the borrowing, which is équal in value to a specified percentage of
the fair value of the pledged collateral, while the Company retains beneficial ownership of the pledged
collateral. At the maturity of a repurchase financing, the Company is required to repay the borrowing and
receives back its pledged collateral from the counterparty. The counterparty to the repurchase agreements may
require that the Company pledge additional securities or cash as addxtlonal collateral to secure borrowings when
the value of the collateral declines.

I nterest Income

Interest income on the avallable-for-sale agency-backed MBS includes contractual interest payments
adjusted for the amortization of premiums and discounts and other deferred costs in accordance with amended
accounting principles related to accounting for nonrefundable fees and costs associated with originating or
acquiring loans and initial direct costs of leasing. The Company amortizes and accretes these items into interest
income using the interest method over the contractual life of the assets.



Interest income on the private-label MBS that were purchased at a discount to face value is recognized
based on the security’s expected effective interest rate. At acquisition, the accretable yield is calculated as the
difference between the undiscounted expected cash flows and the purchase price which is expected to be
accreted into interest income over the remaining life of the security on a level-yield basis. The difference
between the contractually required payments and the undiscounted expected cash flows represents the non-
accretable difference. Based on actual payment activities and changes in estitates of undiscounted expected
future cash flows, the accretable yield and the non-accretable difference can change over time. Significant
increases in the amount or timing of undiscounted expected future cash flows are recognized prospectively as an
adjustment to the accretable yield. As discussed in “Item 9A—Controls and Procedures,” the Company
identified a misapplication of ASC 310-30, Loans and Debt Securities Acquired with Deteriorated Credit
Quality, in connection with its private-label MBS. Based upon the results of the analysis of these errors, it was
determined that no previously-issued financial statements were materially misstated and the cumulative effect
of the errors was recorded in the fourth quarter of 2011. The cumulative impact of these adjustments over the
three year period ended December 31, 2011 resulted in a net decrease of $55 thousand in pre-tax net income and
net income, which reflected an increase in interest income of $544 thousand and a decrease in investment gain
of $599 thousand. These adjustments did not impact cash received or management’s expected performance of"
the related securities.

Stock-Based Compensatton

The Company accounts for stock-based compensat1on in accordance with accounting principles related
to share-based payment which requires fair value method of accounting. Under the fair value based method,
compensation cost is measured at the grant date based on the value of the award and is recognized over the
service period, which is usually the vesting penod Expected forfeitures are. included in determining share-based
employee compensation cost. Share-based awards that do not require future services are expensed nnmed1ately

Income Taxes

Income taxes are provided for using the asset and liability method. Deferred tax assets and liabilities
represent the differences between the financial statement and income tax bases of assets and liabilities using
enacted tax rates. The measurement of net deferred tax assets is ad}usted by a valuation allowance if, based on
the Company’s evaluation, it is more likely than not that they will not be realized. The Company recognizes tax
positions in the financial statements only when it is more likely. than not that the position will be sustained upon
examination by the relevant taxing authority based on the technical metits of the position. A position that meets
this standard is measured at the largest amount of benefit that will more l1ke1y than not be realized upon
settlement. A liability is established for differences between positions taken i in a tax return and the financial.
statements.

The Company is subject to federal altematwe mmlmum tax and state and loca] taxes on 1ts taxable
income and gains that are not offset by the pet:operating, loss (NOL) and net cap1tal loss (NCL) carry-forwards.

Other Comprehens:ve Income

Comprehensive income includes net income as currently reported by the Company on the consolidated
statements of operations adjusted for other comprehensive income. Other comprehensive income for the '
Company represents (1) changes in unrealized gains and losses related to the Company’s MBS and equity
securities accounted for as available-for-sale with changes in fair value recorded through shareholders’ equity
and (2) changes in unrealized gains and losses related to cash flow hedges with changes in fair value recorded
through shareholders’ equity to the extent the hedges are effective.
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. Earnings Per Share

Basic earnings per share 1ncludes no dilution and is computed by dividing net income or loss available
to common shareholders by the weighted-average number of common shares outstanding for the respective
period. Diluted earnings per share includes the impact of dilutive securities such as stock options. The following
table presents the computations of basic and dlluted eammgs per share for the years ended December 31, 2011,
2010 and 2009:

Year Ended December 31,

2011 2010 2009
) . Basic Diluted Basic Diluted Basic _ Diluted

Weighted average shares outstanding '

Common stock (in thousandS) ...... 7,720 7,720 7,734 7,734 7,675 . 1,675

Stock options and unvested restricted ] .

stock (in thousands) ............: — 21 — - 139 — 150

Weighted average common and

common equivalent shares

outstanding (in thousands) ......... 7,720 7,741 7,734 7,873 7,675 7,825
Net income applicable to common

StOCK .. oviii i $15,173 $15,173 $26,586 § 26,586 $116,545 $116,545
Net income per common share ........ $§ 197 8§ 196 $ 344 $ 338 §$§ 1519 §$ 14.89

As of December 31, 2011, 2010 and 2009, there were, 650, 8,425 and 8,575, respectively, options to
purchase shares of common stock outstanding. The diluted earnings per share for the years ended December 31,
2011, 2010 and 2009 did not include the antidilutive effect of 23,443, 55,669 and 194,225 shares, respectively,
of restricted stock units, stock options, and restricted stock.

Recent Accountmg Pronouncements

In December 2011, the FASB issued Accountlng Standards Update No. 2011-11, Disclosures about
Offsetting Assets and Llabllmes This standard requires that the disclosures of both gross and net information
about instruments and transactions eligible for offset in the statement of financial position as well as instruments
and transactions subject to an agreement similar to a master netting arrangement. In addition, the standard
requires disclosure of collateral received and posted in connection with master netting agreements or similar
arrangements. The new requirements are effective for the Company on January 1, 2013. The Company does not
expect a significant impact on its financial positions as a result of adoption of these new requirements.

In September 2011, the Financial Accounting Standards Board (FASB) issued Accounting Standards
Update No. 2011-8, Testing Goodwill for Impairment. This standard is intended to reduce the cost and
complexity of the annual goodwill impairment test by providing the option of performing a “qualitative”
assessment to determine whether further impairment testing is necessary. This standard is effective for the
Company for annual and interim goodwill impairment tests performed for fiscal years beginning on January 1,
2012. The Company does not expect a significant impact on 1ts ﬁnanc1al pos1t10ns asa result of adoption of thls
standard.
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In June 2011, the FASB issued Accounting Standards Update No. 2011-5, Presentation of
Comprehensive Income. This standard requires presentation of the items of net income and other
comprehensive income in one continuous statement, referred to as the statement of comprehensive income, or in
two separate, but consecutive, statements of net income and other comprehensive income. In December 2011,
the FASB issued an amendment to indefinitely defer one of the requirements contained in its June 2011 final
standard which called for reclassification adjustments from accumulated other comprehensive income to be
measured and presented by income statement line item in net income and also in other comprehensive income.
The new requirements are effective for the Company on January 1, 2012. The Company does not expect a
significant impact on its financial pos1t1ons asa result of adoption of these new requlrernents

In May 2011 the FASB and International Accounting Standards Board completed their joint'project on
fair value measurement and issued their respective final standards. These standards represent clarifications to
existing guidance such as change in the valuation premise and the application of premiums and discounts, and:
new required disclosures. These standards are effective for fiscal year 2012 for the Company. The Company
does not expect a significant impact on its financial positions as a result of adoption of this standard.

In April 2011, the FASB issued Accounting Standards Update No. 2011-03, Transfers and Servicing:
Reconsideration of Effective Control for Repurchase Agreements. This guidance is intended to improve the
accounting for repurchase agreements and other similar agreements, specifically modifying the criteria for
determining when these transactions would be accounted for as financing as opposed to sales. This guidance
became effective for the Company on January 1, 2012. The:Company does not expect a s1gmﬁcant 1mpact on its
financial positions as a result of adoption of this new guidance.

Note 3. Financial Instruments:
Fair Value Hierarchy

The following tables set forth financial instruments accounted for under ASC 820 By level within the
fair value hierarchy as of December-31, 2011 and December 31, 2010. As required by-ASC 820, assets and

liabilities that are measured at fair Value are classified in their entlrety based on the-lowest level of mput that is
significant to the fair value measurement.

Financial Instruments Measured at Fair Value on a Recurring Basis

December 31, 2011

__Total Level 1 Level 2 Level 3
MBS, at fair value Trading o , : .
Agency-backed MBS ........ccovreeriiinennnnnn. $ 636,872 § — $ 636872 $ —
Available-for-sale ‘ e : _ : .
Agency-backed MBS ..........ceveinnnn... e ’ 139 — 139 —_
Private-label MBS ' ;
SeniOr SECUTIHES + . uvvrvrennvnrenensenenrennnnes 9,311 — S 9,311
Re-REMIC SECUtIeS o v vvenreeennereennreenanans 170,116 — — 170,116
Total available-for-sale .........cccvvviinennn. 179,566 — 139 179,427
Total MBS ettt iii i eeranens 816,438 —_ 637,011 179,427
Derivative assets, at fairvalue....................... 504 — 504 —
Derivative liabilities, at fair value.................... (63,024) (63,024) — —_
Interest-only MBS, at fairvalue ..................... 1,060 — — 1,060
072 $ 754978 $ (63,024) § 637,515 $ 180,487
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December 31, 2010

Total Level 1 Level 2 Level 3
MBS, at fair value
Trading o : ‘ v
Agency-backed MBS .......coiiiiiiiiiiiiinnn., $ 174055 $§ & — $§ 174055 $ —
Available-for-sale
Agency-backed MBS.........coooiiiiiiiiiin, 174 -— 174 —
Private-label MBS L
Senior SECUIILES v vvvvrenrrneeivneenrnnenennnns 51,038 — — 51,038
Re-REMIC securitieS ..ovvveveenennenenneennnn, 201,697 — — 201,697
Total available-for-sale ....................... 252,909 — 174 252,735
Total MBS ..t iiniensnnnn, 426,964 — 174,229 252,735
Derivative liabilities, at fair value..................... (2,398) — (2,398) - —
Interest-only MBS, at fair value ...... S S 6,327 — — . 6,327
Total ...oooeviniiaiinn, eteetserasaeranaes $ 430,893 $ — § 171,831 - $ 259,062

The total financial assets measured and reported at fair value on a recurring basis and classified within
Level 3 were $180,487, or 18.90%, and $259,062, or 56.90%, of the Company’s total assets as of December 31,
2011 and December 31, 2010, respectively.

There were no significant transfers of securities in or out of Levels 1, 2 or 3 during the years ended
December 31, 2011 and 2010. '

Level 3 Financial Instruments Measured at Fair Value on a Recurring Basis

As of December 31, 2011, the fair value of the Company’s Level 3, available-for-sale, private-label -
MBS was $179,427. These securities are primarily senior and re-REMIC tranches in securitization trusts issued
between 2005 and 2010. The senior securities represent interests in securitizations that have the first right to
cash flows and absorb losses last. The re-REMIC securities category represents interests in re-securitizations of
senior MBS and pro-rata mezzanine securities. For re-REMIC securities, the cash flows from, and any credit
losses absorbed by, the underlying MBS are allocated among the re-REMIC securities issued in the re-
securitization transactions based on the re-REMIC structure. For example, primme and non-prime residential
senior securities have been resecuritized to create a two-tranche structure with a re-REMIC senior security and a
re-REMIC subordinated security. In these re-REMIC securities, all principal payments from the underlying
securities are directed to the re-REMIC senior security until the face value is fully paid off. Thereafter, all
principal payments are directed to the re-REMIC subordinated security. For pro-rata mezzanine securities,
principal payments from the underlying MBS are typically allocated concurrently and proportionally to the
mezzanine securities along with senior securities. The re-REMIC subordinated and mezzanine securities absorb
credit losses, if any, first; however, these credit losses occur only when credit losses exceed the credit protection
provided to the underlying securities. Senior, re-REMIC and mezzanine securities receive interest while any
face value is outstanding.
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As of December 31, 2011, the Company’s senior securities and re-REMIC securities were -
collateralized by residential Prime and Alt-A mortgage loans and had a weighted-average original loan-to-value
of 71%, weighted-average original FICO score of 729, weighted-average three-month prepayment rate of 16%
and weighted-average three-month loss severities of 52%. These underlying collateral loans had a weighted-
average coupon rate of 5.32%. These securities are currently rated below investment grade. The significant
inputs for the valuation model include the following weighted-averages:

December 31,2011 December 31, 2010

Senior Re-REMIC Senior Re-REMIC
Securities __Securities "~ Securities Securities
DisCOUNt rate ..ovvrerrnnreennnrennnsennnss 7.00% 8.75% T 7.46% 13.64%
Defaultrate.....coveinneiinniinnnnnnnnn. 10.30% 5.55% 8.15% 6.22%
LSS SEVErity Tate. ..o vvvveeieneeniinnnnn., 60.00% 43.06% 48.54% 42.10%
Prepaymentrate...................ooll. 1 7.30% 15.20% 15.08% 15.15%

The tables below set forth a summary of changes in the fair value and gams and losses of the
Company’s Level 3 financial assets and liabilities that are measured at fair value on a recurrmg basis for the
years ended December 31, 2011 and 2010. - ;

Year Ended December 31,2011

_ “Senior Re-REMIC
: o Securities Securitiés Total
Beginning balance, January 1,2011..................... .o 8 051,038 $§ 201,697 -$ 252,735
Total net gains (losses) ' h o '
Included in €arNings ..........vvveeeeennannnnnnn.. S 3,631 8,718 12,349
Included in other comprehensive income ........o.v..... (6,912) (16,760) (23,672)
PUrChases. . v oviiii it i i e e 330 16,860 17,190
Sales.......... e et aean. (37,229) (41,983) (79,212)
Principal payoffS.....coverrni e (2, 293) (12,096) (14,389)
Net accretion of diSCoUNt. .. vvivevrrerenrininroneneeneenss 746 -~ 13,680 14,426
Ending balance, December 31,2011 ..........vvvvvinivnn.n. $ 9311 '§ 170,116 $ 179,427
The amount of net gains (losses) for the period included in
earnings attributable to the change in unrealized gains
(losses) relating to Level 3 assets still held at the reporting o
QALE .« ettt et e $ (173) $ (1,050) $ (1,223)
Year Ended December 31, 2010
Senior Re-REMIC
TR Securities Securities Total
Beginning balance, January 1,2010.........c.ccvvivninennn. $ 94380 §$ 64308 $ . 158,688
Total net gains (losses) - _ ’ ,
Included in €arNINgS . ...ouvveerneeeiiiiiiinieeeanns. 6,518 4,316 10,834
Included in other comprehensive income ................ 3,392 51,599 .. 54,991
Purchases........ R . 34,153 125,058 159,211
Sales....... e e e e e e e (78,899) (38,992) (117,891)
Principal payoffs ........................................ (13,649) (11,763) (25,412)
Net accretion of diSCOUNt. . v vvu vt eeeaennnns 5,143 7,171 12,314
Ending balance, December 31,2010 .............ccoviun. .. $ 51,038 $ 201,697 $ 252,735
The amount of net gains (losses) for the period included in
earnings attributable to the change in unrealized gains
(losses) relating to Level 3 assets still held at the reporting
L D $ — 3 — 3 —




Gains and losses included in earnings for the years ended December 31, 2011 and 2010 are reported in
the following statement of operations line descriptions:

Other (loss)

income, Investment (loss) gain
2011 2010
Total gains included in earnings for the period .............coviiviivenenn.... $ 12,349 § 10,834
Change in unrealized gains (losses) relating to Level 3 assets still held at the
TEPOTHNG QAL . vt e ettt et teeeeeaeeseneesrannneinesneineesssesanraens $ (1,223) $ —

- Level 3 Financial Instruments Measured at Fair Value on a Non-Recurring Basis

The Company also measures certain financial assets at fair value on a non-recurring basis. Adjustments
to the fair value of these assets usually result from the application of lower-of-cost-or-market accounting or
write-downs of individual assets due to impairments. Due to the nature of these financial assets, enterprise
values are primarily used to value these financial assets. In determining the enterprise value, the Company
analyzes various financial, performance and market factors to estimate fair value, including where applicable,
market trading activity. As a result, these financial assets are classified within Level 3 of the fair value
hierarchy. As of December 31, 2011, these financial assets are classified within the other investments category
and represent the Company’s interest in non-public equity securities and investment funds. For the year ended
December 31, 2011, the Company recorded a loss of $85 in the carrying value of these financial assets. For the
year ended December 31, 2010, there were no material changes to the carrying value of these financial assets.

MBS, at Fair Value V@, consisted of the following as of the dates indicated:

December 31, 2011 D ber 31, 2010
Percent Percent
Net of Net of .
Unamortized Total ‘Weighted Weighted Unamortized Total Weighted Weighted
. Fair Premium Fair Average Average Fair Premium Fair Average Average
Value _(Di t) Value Life Ratinf) Value {Discount) Value Life Rating®
Trading
FannieMae + .« ..o $432,039 $ — 52.92% 57 AAA  $174055 $ — 40.77% 4.7 AAA
FreddieMac e e ¢ « e o o o 204,833 — 25.09% 6.0 AAA — — — — —
Available-for-sale:
Agency-backed
FannieMae o0 00usens 139 -— 0.01% 52 AAA 174 — 0.04% 33 AAA
Private-label
Senior securitieSe o o o o « 9,311 (5,196) 1.14% 5.0 CC+ 51,038 (20,812) 11.95% 5.6 ccC
. Re-REMIC securities « « « _ 170,116 (131,541) 20.84% 9.1 NR 201,697 (168,282) 47.24% 9.2 NR
$816438 $§  (136,737) 100.00% $ 42694 § (189,094) 100.00%
(6]

The Company’s MBS portfolio was primarily comprised of fixed-rate MBS at December 31, 2011 and adjustable-rate MBS at
December 31, 2010. The weighted-average coupon of the MBS portfolio at December 31, 2011 and December 31, 2010 was 4.85%
- and 5.13%, respectively.
@ As of December 31, 2011 and December 31, 2010, the Company’s MBS investments with a fair value of $731,432 and $233,885,
respectively, were pledged as collateral for repurchase agreements.
The securities issued by Fannie Mae and Freddie Mac are not rated by any rating agency; however, they are commonly thought of as
having an implied rating of “AAA.” There is no assurance, particularly given the downgrade of the U.S.’s credit rating to “AA” by
Standard & Poor’s-during the quarter ended September 30, 2011, that these securities would receive such a rating if they were ever
rated by a rating agency. The weighted-average rating of the Company’s private-label senior securities is calculated based on face
value of the securities.

&)
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The Company has generally purchased private-label MBS at a discount. The Company, at least on a
quarterly basis, estimates the future expected cash flows based on the Company’s observation of current
information and events and applying a number of assumptions related to prepayment rates, interest rates, default
rates, and the timing and amount of cash flows and credit losses. These assumptions are difficult to predict as
they are subject to uncertainties and contingencies related to future events that may impact the Company’s
estimates and its interest income. ' ’ A

Interest income on the private-label MBS that were purchased at a discount to face value is recognized
based on the security’s expected effective interest rate. At acquisition, the accretable yield is calculated as the
difference between the undiscounted expected cash flows and the purchase price which is expected to be
accreted into interest income over the remaining life of the security on a level-yield basis. The difference
between the contractually required payments and the undiscounted expected cash flows represents the non-
accretable difference. Based on actual payment activities and changes in estimates of undiscounted expected
future cash flows, the accretable yield and the non-accretable difference can change over time. Significant
increases in the amount or timing of undiscounted expected future cash flows are recognized prospectively as an
adjustment to the accretable yield. . ,

The following table presents the changes in the accretable yield on available-for-sale, private—label
MBS for the years ended December 31, 2011 and. 2010.

Year Ended December 31,
2011 2010
Beginning balance.. ... e e e et et e et e e et e e e aeaan $ 316,029 $ 207,094
Accretion Of diSCOUNT. ...ttt ittt ieiiirneenrneressneessosonasnsasens (26,279) (32,083)
Reclassifications, Net . ... vevveeiiveerieeeieenesieneeeeaasonans PR, Veee. 1(47,478) 20,769
ACQUISTEIONS - vttt tntteenteteraneesassueasesanconnennnsssssnsasscarssansns 24,163 225,482 -
N1 1 A PSR e et e (71,816): : (105,233)
Ending balance.........coevvieevneennaronn: e eiereraeaas (i eeenas vewines.n d 194,619 - § 316,029

For the available-for-sale, private-label MBS acqulred durmg the year ended December 31 2011, the
contractually required payments receivable, the cash flow expected to be collected, and the fair value at the
acquisition date were as follows for the periods indicated:

Year Ended December 31,

o 2011 2010
Contractually required payments receivable ..............veveervivnnnieenenn. $ 47,228 $ 490,142
Cash flows expected to be collected........ PP SR e i vieeerenns 43,909 381,987
Basis in acquired SECUTTtIES. . v vt vvteireienii i eniieeeneenssssnnincneneasions - 19,746 156,505

The Company’s available-for-sale MBS are carried at fair value in accordance with ASC 320, Debt -
and Equity Securities (ASC 320), the securities with resulting unrealized gains and losses reflected as other
comprehensive income or loss. Gross unrealized gains and losses on these securities were the following as.of
the dates indicated:

December 31, 2011
Amortized
Cost/ Unrealized
Cost Basis” Gains Losses Fair Value
Agency-backed MBS ..........ciiiiiiiiiiiiiine., $ 128 § 11 $ — 3 139
Private-label MBS '
SENIOr SECUTILIES +.vvvrernnrnnernnrenennennnnens. 8,397 914 — 9,311
Re-REMIC SECULItIES o oo vvvevsevnienenennnnnnnns 132,661 37,455 - — 170,116
1 71 S A $ 141,186 § 38,380 § — $ 179,566
@ The amortized cost of MBS includes unamortized net discounts of $136,737 at December 31, 2011.
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December 31, 2010

- Amortized

) . Cost/ . . Unrealized
’ o _Cost Basis(1)” Gains Losses Fair Value
Agency-backéd MBS .............. SO $ - 163§ 11 8 — 3 174
Private-label MBS '
Senior securities ............... cur e insansge e . 43,161 . 7,877 — 51,038
Re-REMIC securities. .. .. S .. 146,844 54,853 — 201,697
Total........ P remeadaaeaeanen $ . 190,168 $ 62,741 § — $ 252909
o - The amortized cost of MBS includes unamortized net discounts of $189,094 at December 31, 2010,

The Company recorded other-than-temporary impairment charges of $1,223 for the year ended
December 31; 2011 related to deterioration in eredit quality on available-for-sale, private-label MBS with a cost
basis of $11,071. The Company recorded no other-than-temporary impairment charges on MBS during the year
ended December 31, 2010.

The following table presents a summary of the other-than-temporary impairment charges included in
earnings for the periods indicated:

Year Ended December 31,

: _ 2011 2010
Cumulative other-than-temporary-impairment beginning balance.................. $ 7371 § 71371
Additions: » ,

Other-than-temporary impairments not previously recognized................... 1,223 —
Increases related to other-than-temporary impairments on securities with

previously recognized other-than-temporary impairments..................... — —

Cumulative other-than-temporary-impairment ending balance....... PP $ 8594 $ 7371

The following table presents the results of sales of MBS for the peridds indicated:

December 31, 2011 December 31, 2010
Agency- Agency-
: : e Backed MBS Private-Label MBS Backed MBS Private-Label MBS
Proceeds from sales .......ovvneen $ 242673 $ 79211 $§ 253394 § 117,865
Gross gains ...ocvvvveeernneennnnes 620 13,220 240 10,891

Gross losses ©vveeenriinennn. Telee 251 191 2,153 84
Other Investments |

The Company’s other investments consisted of the following as of the dates indicated:

December 31,

2011 2010
Interest-0nly MBS, ..ttt ete et ianeesneseneseeeiserunroneenneenassunsannnn $ 1,060 $ 6,327
Non-public equity SECHIITES. . ¢ vuvvieii ittt iiiiieasntieeeireannenens 975 975
Investments funds . .....oovuiiiiiiii it i e i e et e 911 985

Total other INVESIMENTS . ... o.viueveiieiitiiiiii i $ 2946 $ . 8287
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Note 4. Borrowings:
Repurchase Agreements

. The Company has entered into repurchase agreements to fund its investments in MBS. As of
December 31, 2011, the amount at risk related to $177,402 and $219,737 of repurchase agreements with Credit
Suisse Securities USA LLC and Barclays Capital Inc., respectively, was $46,848 or 25.55% and $19,995 or
10.90%, respectively, of the Company’s equity with a weighted average maturity of 16 and 12 days,
respectively. As of December 31, 2010, the amount at risk related to $19,852 of repurchase agreements with
Credit Suisse Securities USA LLC was $31,943, or 14.74% of the Company’s equity with a weighted average
maturity of 35 days. The following tables provide information regarding the Company ] outstandmg repurchase
agreement borrowings as of the dates and periods indicated:

December 31,

: 3 - - 2011 . . 2010

Outstanding balance . ......cocvuvneiineiiivnneinenioninninidonenns eeeiie ..$ 647977 $§ 190,220
Value of assets pledged as collateral B R ' i o

Agency-backed MBS ... viiiiieiiiiiii e Ceevieeeeeeeeanes 653322 174,055

Private-label MBS......cooiiiiiiiiiirnirennnnin O S PN . 78,110 59,830

L Y L D SO R P — 1,300
Weighted-average rate ... .oovieninriiieiurueessnsnsnenesnereneienenensons 0.49% 0.53%
Weighted-average term to Maturity ......ouuueeeunrerneeneneerererenanensans 13.1 days - 15.4°days
Weighted-average outstanding balance during the year ended ................. $ 559,086 $§ 157,968
Weighted-average rate during the yearended ............0... ... O S - 0.36% 0.37%

Long-Term Debt

As of December 31,2011 and 2010, the Company had $15,000 of outstanding long-term debentures.
The long-term debentures accrue and require payments of interest quarterly at an annual rate of three-month
LIBOR plus 2.25% to 3.00%. The weighted average interest rate on these long-term debentures was 3.15% and
3.04% as of December 31, 2011 and 2010, respectively. All of these borrowings mature between 2033 and
2035. The Company extinguished $236,689 of this long-term debt at a gain of $160,435 during 2009. There
were no extinguishments of long-term debt during the years ended December 31, 2011 and December 31, 2010.

Note 5. Derivative Financial Instruments and Hedging Activities:
In the normal course of its operations, the Company is a party to financial instruments that are
accounted for as derivative financial instruments in accordance with ASC 815. These instruments may includé

interest rate swaps, Eurodollar and U.S. Treasury futures contracts, put options and certain commitments to-
purchase and sell MBS.
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During the year ended December 31, 2011, the Company entered into various financial contracts to
hedge certain MBS and related borrowings and other long-term debt. These financial contracts are not
designated as hedges under ASC 815. The changes in fair value on these derivatives are recorded to net
investment gain or loss in the statement of operations. For the years ended December 31, 2011 and 2010, the
Company recorded net losses of $64,625 and $3,046, respectively, on these derivatives. The Company held the
following derivative instruments as of the dates indicated:

-December 31, 2011 December 31, 2010

- Notional Amount Fair Value Notional Amount Fair Value
No hedge designation - ‘ 4 o ‘
Eurodollar futures ) ..... ererreaa e $. 12,157,000 $ (62,556) $ - 1,370,000 $ (2,398)
10-year U.S. Treasury note futures® ...... 39,700 . (468) — —
Commitment to purchase MBS® ......... 75,000 504 — -

" The $12,157,000 total notional amount of Eurodollar futures contracts as of December 31, 2011 represents the accumulation of
Eurodollar futures contracts that mature on a quarterly basis between 2012 and 2016. As of December 31, 2011, the Company
maintained $71,079 as a deposit and margin against the open Eurodollar futures contracts.

@ The $39,700 total notional amount of 10-year U.S. Treasury note futures as of December 31, 2011 represents the accumulation of 10-
year U.S. Treasury note futures that mature in March of 2012.

®  The $75,000 total notional amount of commitment to purchase MBS as of December 31, 2011 represents a forward commitment to
purchase a fixed-rate MBS security with a settlement date in January of 2012.

Note 6. Income Taxes:
The Company is taxed as a C corporation for U.S. federal tax purposes.-

During the years ended December 31, 2011, 2010 and 2009, the Company recorded $1,495, $506 and
$9,522, respectively, of income tax expense for income and losses from continuing operations. The Company
had taxable income from continuing operations before income taxes of $27,527, $16,503 and $142,720 in 2011,
2010, and 2009, respectively. ,

The provision for income taxes from continuing operations consists of the following for the years
ended December 31, 2011, 2010 and 2009:

2011 2010 2009

Federal ......ccooiniiiiiiii ittt iiiiiieniireneaneensn reeeaeeaas $ 698 $ (329) $ 1,819
N7 PP Cereeeeees 19T 835 7,703

. . $ 1495 § 506 $§ 9,522
CUITENL . L4 vttt et teteet s teeeeetotananensosoranonensnnonennnes $ 1,495 § 506 $. 9,522

D 3 U 4 (s P — — —
$ 1,495 $ 506 $ 9,522
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Deferred tax assets and: hablhtles con31sted of the following as of December 31, 2011 and 2010:

e 2011 2010
Unrealized investment gains and losses .......... NP $ 43,930 §- 39311
Accrued compensation. . .... fesessaiosedaocsesssserennavossnsosanns e deeeen. (644) 2,273
Capital loss carry-forward. . c....oivviiiveniann. e eeveeeeieteaeaaeseanes eaeen 159,724 232,345
10711 JU 1 <1 F S 17,675 10,302
Net Operating loSS . oo vuitii ittt iia et iirraeertieraaaaeenenass 114,489 125,796
Unrealized gain on AFS securities .....ovvviviveiennriinnennenss T . (15,731) (26,033)
Valuation allOWanCE . . . ovvein e ttreeernearraeeeenotosocensrasesosssssesensnnns (319,443)  (383,994)
Net deferred taX 8S€. . v evnvrn e eenreecneeneenersaensaerseraesssosssnsesens 8- — 8 @ —

The provision (benefit) for income taxes results in effective tax rates that differ from the federal
statutory rates. The reconciliation of the Company and its subsidiaries income tax- attnbutable to net income
(loss) computed at federal statutory rates to income tax expense was: ~

December 31,

R . 2011 2010 2009
Federal income tax at statutory rate .......... P TR PR $ 5853 $§ 9482 § 49,055
State income taxes, net of federal benefit................cciviai 1,357 2,115 (1,899)
Executive compensation ........o.vviieieeneeernerneierinsanenns 1,075 1,057 263
Effect of stock based compensation ..........cocvveeeevunnrniennnns 1,330 1,787 : —
Refund claim due to change intaxlaw ............coovenn.. PO — — (4,268)
FIN 48 reserve, net of federal benefit .............. P — — 12,618
Expiration of capital loss carryover ............... mrevenaseseseees . 66439 . 7 — —
(01375 20 11 70 S R eeah - 294 187 - (662)
Valuation allowance. . .....covuiviniiiiiiind siiiaiiniideaen (74,853) = (14,122) (45,585)
Total INCOME taX PrOVISION .+ v\ ee e rtirereereeeanaranaauaeennsnn $ 1,495 $ 506 $ 9,522

As of December 31, 2011 and 2010, the Company recorded $12,810 of unrecognized tax benefits,
which are fully reserved, and represent its estimate of potential future tax benefits ranging up to that amount.
The total amount of accrued interest and penalties as of December 31, 2011 was $1,779. At December 31, 2011,
there are $12,810 of unrecognized tax benefits that if recognized would affect the annual effective tax rate.

A reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows:

2011 2010

Balance at January L. ....oeeiniuieiineteineeineaenaeneernrasescnsesssansnns, $ 12,810 $ 12,810
Additions based on tax positions related to the current year ........c.oovvevueenen.. — —
Additions for tax positions Of prior years .......ceveveiieeeiirierieiaeieenennen, — —
Reductions for tax poSitions Of Prior YEarS. ... oeeurreaneereaeroeesooansseansnns — —
N1 1 (=371 130 L — —
Balance at December 31 . .vuvniviiiti et teeeetieetteatrararensenraaanon. $ 12810 $ 12810

As of December 31, 2011 and 2010, the Company had an NCL carry-forward of $389,655 and
$566,695, respectively, that can be used to offset future capital gains. These capital losses began to expire in
2011, with $162,046 expired in 2011, and will continue to expire annually until 2015. In addition, as of
December 31, 2011 and 2010, the Company had an NOL carry-forward of $279,242 and $306,820,
respectively, that can be used to offset future taxable income. The NOL carry-forward will begin to expire in
2027. The valuation allowance relates primarily to the ability to utilize these losses.
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The Company is subject to examination by the U.S. Internal Revenue Service (IRS), and other taxing
authorities in jurisdictions where the Company has significant business operations, such as Virginia. On July 12,
2011, the Company received a notification from the IRS stating that the congressional Joint Committee on
Taxation had completed its consideration of the IRS’ special report related-to the IRS’ examination of the
Company’s tax years 2006, 2007 and 2008 and has taken no exception to the conclusions reached by the IRS.
There were no significant findings or disagreements on the tax positions taken by the Company as a result of
these examinations.

Note 7. Commitments and Contingencies:
Contractual Obligations
~The Company has contractual obligations to make future payments in connection with borrowings and
non-cancelable lease agreements and other contractual commitments as well as uncalled capital commitments to

various investment partnerships that may be called over the next ten years. The following table sets forth these
contractual obligations by fiscal year:

, 2012 2013 2014 2015 2016 Thereafter Total
Borrowings® ...............o.l $ — $§ — $ — $§ — $ — $ 15000 $ 15000
Minimum rental and other ’ ‘
contractual commitments® ...... 274 — — — — — 274
Capital commitments® ...... e — — L — — — — —_
$274 § — § — $§ — $§ — § 15000 $ 15274

® This table excludes interest payments to be made on the Company’s long-term debt securities. Based on the weighted average
interest rate of 3.15% as of December 31, 2011, approximately $118 in accrued interest on the current outstanding principal will
be paid for the quarter ending March 31, 2012. Interest on the $15,000 of long-term debt is based on the 3-month LIBOR;
therefore, actual coupon interest will likely differ from this estimate. These long-term debt securities mature beginning in

: - October 2033 through July 2035.

@ Equipment and office rent expense for 2011, 2010 and 2009 was $173, $162 and $230, respectively.

& - ‘The table above exeludes $1,254 of uncalled capital commitments to-various investment partnerships that may be called over the
next ten.years. This amount was excluded because the Company cannot currently determine when, if ever, the commitments will
be called. Also, the table above does not include a liability for unrecognized income tax benefits of $12,810 that are not
contractual dbligations by nature. The Company cannot determine, with any degree of certainty, the amount that would be
payable or the period of cash settlement to the respective taxing jurisdiction.

The Company also has short-term repurchase agreement liabilities of $647,977, as of December 31,
2011. See Note 4 for further information.
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Litigation and Regulatory Actions

The Company received a “Wells Notice” (the “Notice”) from the staff of the SEC on January 26, 2012
indicating that the staff is considering recommending that the SEC bring a civil injunctive action or institute a
public administrative proceeding alleging violations of the federal securities laws. The Company understands
that the staff is considering the recommendation based on their belief that disclosures in the offering materials
for an MBS offering sponsored in 2007 by a former non-broker-dealer subsidiary of the Company may have
included material misstatements and/or omitted material information regarding the collateral for the securities
issued. The Notice is not a formal allegation nor a finding of wrongdeing, and the Company have been
cooperating with the SEC in this inquiry. In accordance with SEC procedures, the Company will have-an
opportunity to present its response to the Notice that an action is not warranted before any formal decision is
made on an enforcement proceeding. The Company understands that Mr. Brian Bowers, our Chief Investment
Officer and Portfolio. Manager, received a similar Notice and that a former employee of the Company’s former
subsidiary has also received a Notice, in each case relating to the same offering. The Company understands that
the SEC could seek various remedies, if they bring an enforcement proceeding, including but not limited to
injunctive relief, disgorgement, civil penalties, and, in the case of Mr. Bowers, a bar from serving as a director
or officer of a public company. The Company disagrees with the staff and intend to provide a written -
submission setting forth reasons why a formal proceeding should not be authorized by the SEC. The Company
cannot predict whether or not any proceedings might be initiated, the amount of any claims that might be
asserted or remedies that mlght be sought by the SEC, or the ultimate outcome of any proceedings that might be
initiated.

On August 19, 2011, Hildene Capital Management, LLC filed a purported class action complaint
captioned Hildene Capital Management, LLC v. Friedman, Billings, Ramsey Group, Inc. (d/b/a Arlington Asset
Investment Corp.), FBR Capital Trust VI, FBR Capital Trust X, Wells Fargo Bank, N.A., as Trustee, and John
and Jane Does 1 through 100, No. 11 Civ. 5832, in the United States District Court for the Southern District of
New York. The complaint alleges unlawful acts by the Company in connection with the purchase of preferred
securities issued by FBR Capital Trust VI and FBR Capital Trust X (the FBR Trusts) from two CDOs, Tropic
IV CDO Ltd. and Soloso CDO 2005-1 Ltd. in September 2009. On November 9, 2011, the Company filed a
motion to dismiss the complaint on behalf of the Company and the FBR Trusts. On December 14, 2011, the
plaintiff filed an amended complaint. In the amended complaint, the plaintiff added Hildene Opportunities
Master Fund, Ltd. as a plaintiff. The plaintiffs no longer assert class action claims, but have asserted derivative
claims against Wells Fargo Bank, N.A., as trustee for Tropic III CDO Ltd., Tropic IV CDO Ltd., and Soloso
CDO 2005-1 Ltd. On January 20, 2012, the Company filed a motion to dismiss the amended complaint on
behalf of the Company and the FBR Trusts. Briefing on that motion has not yet been completed, and the motion
remains pending. The likely outcome or impact of this action on the Company or its results of operations cannot
be predicted at this time.

The Company cannot predict the ultimate outcome of the pending SEC investigation and the Hildene
litigation, and cannot estimate the likelihood or potential dollar amount of any adverse results. The Company
may be unable to accurately estimate the exposure to litigation risk when recording probable loss contingencies.
As a result, any reserves the Company may establish to cover any settlements or judgments, if any, may not be

sufficient to cover the actual financial exposure, which may have a material impact on the Company’s results of
operations or financial condition. In the event of an adverse judgment in any action or proceeding, the Company
may be required to pay damages or penalties, or other remedies may be imposed upon the Company, which
could have a material adverse impact upon the Company’s financial position, results of operations and cash
flows and could also cause the Company a significant reputational harm, which in turn could senously harm the
Company’s business and prospects.
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Note 8. Shareholders’ Equity:

The Company has authorized share capital of 450,000,000 shares of Class A common stock, par value
$0.01 per share; 100,000,000 shares of Class B common stock, par value $0.01 per share; and 25,000,000 shares
of undesignated preferred stock. Holders of the Class A and Class B common stock are entitled to one vote.and
three votes per share, respectively, on all matters voted upon by the shareholders. Shares of Class B common
stock convert to:shares of Class A common stock at the option of the Company in certain circumstances -
including (i) upon sale or other transfer, (ii) at the time the holder of such shares of Class B .common stock
ceases to be affiliated with the Company and (iii) upon the sale of such shares in a registered public offering.
The Company’s Board of Directors has the authority, without further action by the shareholders, to issue
preferred stock in one or more series and to fix the terms and rights of the preferred stock. Such actions by the
Board of Directors could adversely affect the voting power and other rights of the holders of common stock.
Preferred stock could thus be issued quickly with terms that could delay or prevent a change in control of the
Company or make removal of management more difficult. At present, the Company has no plans to issue any
preferred stock.

Dividends

Pursuant to the Company’s variable dividend policy, the Board of Directors evaluates dividends on a
quarterly basis and, in its sole discretion, approves the payment of dividends. The Company’s dividend
payments, if any, may vary significantly from quarter to quarter. The Board of Directors approved and the
Company declared and paid the following dividends for 2011:

Quarter Ended Dividend Amount Declaration Date Record Date Pay Date
December 31...... ‘ $0.875 December 21 December 31 January 31, 2012
September 30...... 0.875 September 19 September 30 October 31

June 30...... 0.875 June 23 . July 5 July 29
March 31...... » 0.750 . March 24 April 4 April 29

The Board of Directors approved and we declared and paid the following dividends for 2010:

Quarter Ended Dividend Amount Declaration Date Record Date Pay Date
December 31...... ' © $0.60 December 20 December 31 . January 31, 2011
September 30...... 0.60 September 20 September 30 October 29

June 30..... . 0.35 ~ May 26 June 30 July 30
March 31...... ' 0.35 February 10 March 31 April 30

Long-Term Incentive Plan

On April 13, 2011, the Board of Directors adopted the Arlington Asset Investment Corp. 2011 Long-
Term Incentive Plan (2011 Plan). The 2011 Plan was approved by the Company’s shareholders and became
effective on June 2, 2011.

Under the 2011 Plan, shares of Class A common stock of the Company may be issued to employees,
directors, consultants and advisors of the Company and its affiliates. The maximum number of shares
authorized for issuance under the 2011 Plan is equal to 500,000 shares plus any shares that remained available
for issuance under the Friedman, Billings, Ramsey Group, Inc. 2004 Long-Term Incentive Plan, the Friedman,
Billings, Ramsey Group, Inc. 1997 Stock and Annual Incentive Plan and the Amended and Restated Friedman,
Billings, Ramsey Group, Inc. Non-Employee Director Stock Compensation Plan (the Prior Plans) at the time the
2011 Plan became effective. As of June 2, 2011, 45,097 shares remained available for grants under the Prior
Plans.
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. Under the 2011 Plan, the Compensation Committee of the Company’s Board of Directors may grant
options, stock appreciation rights (SARs), restricted stock and restricted stock units (RSUs), other stock-based
awards, and performance awards. However, no participant may be granted (i) options or SARs covering more
than 250,000 shares in any:calendar year or (ii) restricted stock, RSUs, performance awards and/or other stock-
based awards denominated in shares covering more than 250,000 shares in any calendar year. These share limits
are subject to adjustment in the event of any merger, reorganization, consolidation, recapitalization, stock
dividend, stock split, reverse stock split, spin-off, extraordinary cash dividend or similar transactions or other
change in corporate structure affecting the shares. In addition, the maximum dollar value payable to any
participant in any calendar year with respect to awards valued with reference to property (including cash) other
than shares is $10,000. The 2011 "Plan will terminate on the tenth anniversary of its effective date unless sooner
terminated by the Board of Directors. The Company. uses a fair value based measurement method in accounting
for all share based payment transactions. o ‘ -

Restricted Stock

The Company grants restricted common shares to employees that vest ratably over a three to four year
period or cliff-vest after two to three years for various purposes based on continued employment over these
specified periods. As of December 31, 2011 and 2010, a total of 15,206 and 132,246 shares, respectively, of
such restricted Class A common stock was outstanding with unamortized deferred compensation of $200 and
$412, respectively. A summary of these unvested restricted stock awards is presented below:

: Weighted-average Weighted-average
Number of Grant-date Fair Remaining Vested
- Shares ) Value Period
Share Balance as of December 31, 2008....... 7411819 $ 65.00 2.1
FOrfeitures. c oo vvveennennennencneanneneoonnns (842) 183.20 —
VESHIUIES +vvvvrneenneenneneccneanneanccaces (147,099) 74.80 —
Share Balance as of December 31, 2009....... 263,878 . 59.40 : 1.2
Forfeitures........ feeeiesissesirineaneen e — : — : _—
Vestitures ........... hseesennenesnroneenis . (131,632) 59.20 —
Share Balance as of December 31, 2010....... ) 132,246 : 59.40 - .02
Granted .......... eeeeeeas eteneieanes eee v 14,000 . 27.66 , —
Forfeifures. . oo vnevneeeenennineenennnasannns (15) 125.00 —
VESHItUIES vvvvreeerennenneeneeenesonsaneans (131,025) 58.80 —
Share Balance as of December 31, 2011....... - 15,206 35.40 2.0

For the years ended December 31, 2011, 2010, and 2009, the Cbmpany recognized $576, $2,952 and
$7,016, respectively, of compensation expense related to this restricted stock plan.
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In addition, as part of the Company’s. satisfaction of incentive compénsation earnied for past service
under the Company’s variable compensation programs, employees:may receive restricted Class A common
stoek in lieu of cash payments. These restricted Class A:commeon stock shares. are issued to an irrevocable trust
and are not returnable to the Company. The Company issued:- 4,478 shares of restricted common stock valued at -
$250.to the trust for the year ended December.31,2008 in settlement of such accrued incentive compensation.
No such shares were issued in 2011 and 2010 A summary of the undistributed restricted stock issued to the
trust-is presented below: ¢ IR :

Weighted-average = -, Weighted-average

] Numbe? of . . Grant-date.Fair . - Remaining Vesting
h ’ i o Shares ' Value = Period
Share Balatice as of December 31, 2008........ 28,004 © $- 18860 1.0
Shares issued to Trust .....c.oevveneeennanns, — B — . —
Shares distributed from Trust.................. (12,589) 149.20 o —
Share Balance as of December 31, 2009........ 15,415 247.00 o 0.8
Shares issued to Trust ..... R — —
Shares dlstnbuted from Trust. ... leioeeennnn. (4,609 , 84.60 —
Share Balance as of December 31, 2010........ ) 10,806 - , 285.00 0.2
Shares issued to Trust .......coovvviinenienn.. — — —
Shares distributed from Trust.................. 1,651) 56.00 —
Share Balance as of December 31,2011........ :' VA 9,155 310.40 0.0
Stock Options

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-
pricing model with the following weighted average assumptions: dividend yield, expected volatility, risk-free
interest rate, and an expected life of five years for all grants. There were no options granted or exercised during
the years ended December 31,2011, 2010, and 2009. As of December 31, 2011 and 2010, all options have
vested. Share-based compensation expense recognized in the statement of operations for stock options for the
year ended December 31, 2009 was $11, with a related tax benefit of $1. There was no share-based
compensation expense recognized for stock options during the years ended December 31, 2010 and 2011.

Director Stock Compensation Plan

The Company also grants options, stock or restricted stock units (RSUs) in lieu of or in addition to
annual director fees to non-employee directors. The Board approved annual awards of RSUs equal in value to
$80 to each director to be made in conjunction with the annual shareholders meeting. On June 2, 2011, the non-
employee directors received an annual grant of an-aggregate of 14,540 RSUs having an aggregate grant date fair
value of $400 based on the closing sale price of the Class A common stock on the New York Stock Exchange
on June 1, 2011 of $27.51. In addition to the annual grant of RSUs, the Company also granted 1,089 additional
RSUs to the non-employee directors in lieu of certain cash payments for services as Lead Independent Director
or as a chairman of one of the Board’s standing committees. Vested RSUs are convertible to Class A common
stock upon the director ceasing to be a member of the Board. All options, stock and RSUs awarded to non-
employee directors are non-transferable other than by will or the laws of descent and distribution. During 2011,
2010, and 2009, the Company granted 17,255, 18,715 and 57,237 RSUs, respectively. For the years ended
December 31, 2011, 2010, and 2009, the Company recognized $436, $385 and $477, respectively, of director
fees related to these RSUs.
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Share Repurchases

From time to time, the Company repurchases shares of 1ts Class A common stock under a share o ‘
repurchase program authorized by the Board of Directors in July 2010 (Repurchase Program), pursuant to
which the Company is authorized to.repurchase up to 500,000, shares of its Class A common stock.

Repurchases under the Repurchase Program may be made from time to time on the open market and in
private transactions at management’s discretion in accordance with apphcable federal securities laws. The
timing of repurchases and the exact number of shares of Class A common stock o be repurchased will depend
upon market conditions and other factors. The Repurchase Program is funded using the Company’s cash on
hand and cash generated from operations. The Repurchase Program has no“expiration date and may be
suspended or terminated at any time without prior notice.

The following table summarizes the Company’s share repurchase activities for the periods indicated:

Year Ended
2011 2010 2009
Shares repurchased ‘ 8910 243815 —
Total cOSt.eunuueennnnnn.. S PR '...'.”.‘.'i"".”'..’.;.‘ 229§ 4903 $ —
Average PHiCE. ottt TSP P P ."".‘. $ 25 70 % 2008 § .—4

As of December 31,2011 and 2010, 247,275 and 256,185, respect:vely, shares of Class A: common
stock remain avallable for repurchases under the Repurchase Program

Note 9 Sale of FBR Capltal Markets Shares and Dlscontmued Operatlons

. Prior to May 20, 2009, the Company consolidated the results of its former subsidiary FBR Capital
Markets Corporation (FBR Capital Markets) because the Company’s then wholly-owned subsidiary, FBR TRS
Holdings, Inc., owned 56% of the outstanding shares of FBR Capital Markets> common stock. The Company
liquidated 16,667,000, 1,500,000, 411,032 and 14,755,017 shares of FBR Capital Markets common stock on
May 20, June 19, July 15, and October 28, 2009, respectively, resulting in no remaining holdings in FBR .-
Capital Markets as of October 28, 2009. As-a result, effective May 20, 2009, the Company no longer had"
majority control of FBR Capital Markets and therefore deconsolidated the results of FBR Capital Markets. .
Subsequently, with the sale of the remaining interest in FBR Capital Markets on October 28, 2009, the .
Company presented the results of operations relatéd to FBR Capital Markets as discontinued operations in
accordance with the guidance provided for the impairment or disposal of long-lived assets. The Company
received $165,048 in net proceeds, recognizing a net gain of $833 from the sale of FBR Capital Markets
common stock during 2009. v ‘

Summarized financial information for discontinued FBR Capltal Markets operations for the year ended
December 31, 2009 is shown below. =

Revenues
Investment banking. .. ...vuetiieneeinnn it iateteneatenenereranreraearerenananas $ 12,715
InStitutional BrOKeIage . .o\ vttiter ettt ee ittt eeeneneeteaeaeaeaeenaseeenensasnsnennn 62,544
ASSEt MANAZEIMNENT ..ttt ittt ietrstaneeneenseenseosssencestoenssnseansensesnsenseanannns 5,069
Net INVESTMENT L0SS. . vttt ittt ittt eeeaeeertnttteneaaesaornecnensnasnsnnns (345)
INerest INCOMIE. .o\ e ettt ittt et e e ettt te et e e steaeaeaenaneseannnns 971
L 1 1T, 121
TOtAl TEVEIIUES .« vt v e etteeeetneeeneeneeneeenesesesnnseneeoneeuesansensenesensennennnnnns 81,075
L (o B q o 14 252
Revenue, net Of INTETESt EXPEINSE .« vt e vun vt rneeneneneaseecsnsoeeneosassnsassesnsnnsnen $ 80,823
Total expenses and INCOME tax PrOVISION .. .vvvuven i eniiieen i iiiinrniiarneeeenenseeaanans $ 107,203
AL 10 $ (26,380)
Gain on sale of FBR Capital Markets shares, net .........ooeeeiiiiiiiiiiiiiiniiiiineenneneenns 833
Net loss from discOntNUEd OPETAIONS. « ¢ vvvtneentrnrenenrentinrenereeeneeneesesnensenmensns $ (25,547)
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There were no results of operations related to discontinued operations during the years ended
December 31, 2011 and December 31, 2010 and there were no assets and hablhtles related to discontinued
operations as of December 31, 2011 2010 and 2009

Note 10. Financial Instruments with Off-Balance-Sheet Risk and Credit Risk:

As of December 31, 2011 and 2010, the Company had not entered into any transactions 1nvolv1ng
financial instruments that would expose the Company to significant related off-balance-sheet risk.

Note 11. Suppl_einental Ca‘s\h' Flow Information—Non-cash Transactidns:

None.
the 12. Quarterly Data (Unaudbited):

The following tables set forth selected information for each of the fiscal quarters during the years
ended December 31, 2011 and 2010. The selected quarterly data is derived from unaudited financial statements
of the Company and has been prepared on the same basis as the annual, audited financial statements to include,
in the opinion of management, all adjustments (consisting of only normal recurring adjustments) necessary for

fair statement of the results for such periods.

Note: The sum of quarterly earnings per share amounts may not equal full year earmngs per share
amounts due to differing average outstanding shares:amounts for the respective periods. ' '

i Basic Earnings Diluted Earnings

Net Interest Income Net Income (Loss) (Loss) Per Share (Loss) Per Share
2011 : ~ S
First Quarter............ $ © 12,063 $ ' 19,785 § 258 § 2.58
Second Quarter ......... - 12,670 ' - 91 0.01 0.01
Third Quarter ........... 12,404 (11,643) (1.50) (1.50)
Fourth Quarter.......... 12,900 L 6,940 0.90 0.89
Total Year.............. $ 50,037 - $ “15,173: 1.97 1.96
2010 : : ‘ k
First Quarter............ $ - 8974 § U 4626 $ - 060 $ 0.59
Second Quarter ......... 9,773 8,773 1.12 1.10
Third Quarter........... 9,826 , 5,156 0.66 0.65
Fourth Quarter.......... 9,839 ‘ 8,031 '1.05 1.03
Total Year.............. $ 38412 § 26,586 3.44 3.38
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Exhibit 31.01
CERTIFICATION

1, Eric F. Billings, certify that:

1.

I have reviewed this Annual Report on Form 10-K of Arlington Asset Investment Corp.;

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

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

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

(a) Designed such disclosure controls and procedures or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others w1th1n those entities,
particularly during the period in which this report is being prepared

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

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

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

5.  The registrant’s other certifying officer(s) and I have disclosed based on our most rec'ent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functlons)

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

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

February 23, 2012 ' /S/ ERIC F. BILLINGS

ERICF. BILLINGS
Chief Executive Officer



Exhibit 31,02
CERTIFICATION

I, Kurt R. Harrington, certify that:

1.  Thave reviewed this Annual Report on Form 10-K of Arlington Asset Investment Corp.;

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

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

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

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

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

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures andvpresented in

this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

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

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

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

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

February 23, 2012 S - /S/KURT R. HARRINGTON

. KURT R. HARRINGTON
Executive Vice President, Chief Financial Officer, and Chief Accounting Officer
(Principal Financial Officer)



Exhibit 32.01

CERTIFICATION PURSUANT TO
18U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report on Form 10-K of Arlington Asset Investment Corp. (the
“Company”) for the year-ended December 31, 2011, as filed with the Securities and Exchange Commission on
the date hereof (the “Report”), I, Eric F. Billings, Chief Executive Officer of the Company, certify, pursuant to
18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:

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

(2) the information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company. :

February 23, 2012 ' /S/ ERIC F. BILLINGS
: ERIC F. BILLINGS
Chief Executive Officer




Exhibit 32.02

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

In connection with the Annual Report on Form 10-K of Arlington Asset Investment Corp. (the
“Company”) for the year ended December 31, 2011, as filed with the Securities and Exchange Commission on
the date hereof (the “Report”), I, Kurt R. Harrington, Chief Financial Officer of the Company, certify, pursuant
to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:

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

(2) the information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

February 23, 2012 /S/ KURT R. HARRINGTON
KURT R. HARRINGTON
Executive Vice President, Chief Financial Officer, and Chief
Accounting Officer
(Principal Financial Officer)




