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PART I.—FINANCIAL INFORMATION
ITEM 1. Financial Statements
AMERICAN CAPITAL AGENCY CORP.

CONSOLIDATED BALANCE SHEETS
(in thousands, except per share data)

September 30,
2011
(Unaudited)
Assets:
Agency securities, at fair value (including pledged securities of $38,860,353 and $41.970.419
$12,270,909, respectively) T
U.S. Treasury securities, at fair value 300,873
Cash and cash equivalents 984,393
Restricted cash 375,207
Derivative assets, at fair value 54,532
Receivable for agency securities sold 2,698,121
Principal payments receivable 33,831
Receivable under reverse repurchase agreements 473,800
Other assets 148,253
Total assets $47,039,429
Liabilities:
Repurchase agreements $38,841,619
Other debt 56,864
Payable for agency securities purchased 1,660,276
Derivative liabilities, at fair value 792,714
Dividend payable 257,068
Obligation to return securities borrowed under reverse repurchase agreements, at
) 473,247
fair value
Accounts payable and other accrued liabilities 17,385
Total liabilities 42,099,173
Stockholders’ equity:
Preferred stock, $0.01 par value; 10,000 shares authorized, O shares issued and
outstanding, respectively o
Common stock, $0.01 par value; 300,000 and 150,000 shares authorized, 1.836
183,620 and 64,856 shares issued and outstanding, respectively ’
Additional paid-in capital 4,829,065
Retained earnings 67,174
Accumulated other comprehensive income (loss) 42,181
Total stockholders’ equity 4,940,256
Total liabilities and stockholders’ equity $47,039,429

See accompanying notes to consolidated financial statements.

December 31,
2010

$13,510,280

173,258
76,094
76,593
258,984
75,524
247,438
57,658
$14,475,829

$11,680,092
72,927
727,374
78,590
90,798

245,532

8,452
12,903,765

649

1,561,908
78,116
(68,609
1,572,064
$14,475,829
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AMERICAN CAPITAL AGENCY CORP.
CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE INCOME

(Unaudited)

(in thousands, except per share data)

Interest income:

Interest income

Interest expense

Net interest income

Other income, net:

Gain on sale of agency securities, net

Realized loss on periodic interest settlements of interest rate
swaps, net

Other realized loss on derivative instruments and other
securities, net

Unrealized loss on derivative instruments and other
securities, net

Total other income, net

Expenses:

Management fees

General and administrative expenses

Total expenses

Income before tax

Excise tax

Net income

Net income per common share—basic and diluted
Weighted average number of common shares
outstanding—basic and diluted

Dividends declared per common share
Comprehensive income:

Net income

Other comprehensive income (loss):

Unrealized gain on available-for-sale securities, net
Unrealized loss on derivative instruments, net
Other comprehensive income (loss)
Comprehensive income

See accompanying notes to consolidated financial statements.

For the three months ended For the nine months ended

September 30,

2011 2010
$326,754 $62,600
95,036 18,531
231,718 44,069
262,768 24,565
(1,773 ) —
(173,190 ) (736
(46,543 ) (2,997
41,262 20,832
15,634 2,697
5,845 1,926
21,479 4,623
251,501 60,278
1,100 250
$250,401 $60,028
$1.39 $1.69
180,725 35,495
$1.40 $1.40
$250,401 $60,028
535,439 11,660
(512,208 ) (38,620
23,231 (26,960
$273,632 $33,068

September 30,

2011 2010
$755,975 $151,986
194,500 51,389
561,475 100,597
360,880 81,558
(1,773 ) —
(222,594 ) (4,214
(85,623 ) (15,466
50,890 61,878
36,511 6,795
12,988 5,394
49,499 12,189
562,866 150,286
1,100 250
$561,766 $150,036
$4.19 $4.97
134,163 30,161
$4.20 $4.20
$561,766 $150,036
814,536 73,077
(703,747 ) (91,002
110,789 (17,925
$672,555 $132,111

)
)

)
)
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AMERICAN CAPITAL AGENCY CORP.

CONSOLIDATED STATEMENT OF STOCKHOLDERS’ EQUITY

(in thousands)

Preferred

Stock

Common Stock

ShareAmountShares

Balance, December 31, 2010
Net income

Other comprehensive income
(loss):

Unrealized loss on available-
for-sale securities, net
Unrealized gain on designated
derivative instruments, net o
Issuance of common stock
Issuance of restricted stock
Stock-based compensation
Common dividends declared
Balance, March 31, 2011
(Unaudited)

Net income

Other comprehensive income
(loss):

Unrealized gain on available-
for-sale securities, net
Unrealized loss on derivative
instruments, net

Issuance of common stock
Stock-based compensation
Common dividends declared
Balance, June 30, 2011
(Unaudited)

Net income

Other comprehensive income
(loss):

Unrealized gain on available-
for-sale securities, net
Unrealized loss on derivative
instruments, net

Issuance of common stock
Issuance of restricted stock
Stock-based compensation
Common dividends declared
Balance, September 30, 2011
(Unaudited)

$—

$—

64,856

128,829

49,680

178,509

183,620

Amount

$649

497

1,785

$1,836

See accompanying notes to consolidated financial statements.

Additional
Paid-in
Capital

$1,561,908

1,752,173

38

3,314,119

1,367,907
44

4,682,070

146,949

46

$4,829,065

Retained
Earnings

$78,116
133,543

(135,280
76,379
177,822

(180,360
73,841
250,401

(257,069
$67,174

Accumulated

Other
ComprehensiveTOtal
Income (Loss)

$ (68,609 ) $1,572,064
— 133,543
(39,802 ) (39,802 )
61,126 61,126

— 1,752,812
— 38

— (135,280 )
(47,285 ) 3,344,501
— 177,822
318,899 318,899
(252,664 ) (252,664 )
— 1,368,404
— 44

— (180,360 )
18,950 4,776,646
— 250,401
535,439 535,439
(512,208 ) (512,208 )
— 147,000
— 46

— (257,068 )
$ 42,181 $4,940,256
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AMERICAN CAPITAL AGENCY CORP.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(in thousands)

Operating activities:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Amortization of agency securities premiums and discounts, net
Amortization of interest rate swap termination fee

Stock-based compensation

Gain on sale of agency securities, net

Loss on derivative instruments and other securities, net
Increase in other assets

Increase (decrease) in accounts payable and other accrued liabilities
Net cash provided by operating activities

Investing activities:

Purchases of agency securities

Proceeds from sale of agency securities

Purchases of U.S. Treasury securities

Proceeds from sale of U.S. Treasury securities

Proceeds from U.S. Treasury securities sold, not yet purchased
Purchases of U.S. Treasury securities sold, not yet purchased
Proceeds from reverse repurchase agreements

Payments made on reverse repurchase agreements

Net payments on other derivative instruments not designated as qualifying
hedges

Principal collections on agency securities

Net cash used in investing activities

Financing activities:

Cash dividends paid

Increase in restricted cash

Proceeds from repurchase arrangements, net

Proceeds from other debt

Repayments on other debt

Net proceeds from common stock issuances

Net cash provided by financing activities

Net change in cash and cash equivalents

Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

See accompanying notes to consolidated financial statements.

For the nine months ended

September 30,

2011
$561,766

239,508
128
(360,880
309,990
(90,595
8,933
668,850

(56,422,788
24,351,207
(4,058,828
3,791,498
12,053,954
(11,918,676
28,615,437
(28,841,942

(194,081

3,058,375
(29,565,844

(406,438
(299,113
27,161,527
(16,063
3,268,216
29,708,129
811,135
173,258
$984,393

)
)

2010
$150,036

65,953
6,278
68
(81,558
19,680
(19,457
(812
140,188

(12,301,251
6,693,342
(465,149
466,775

(14,092

972,551
(4,647,824

(118,638
(42,834
4,127,565
80,822
373,184
4,420,099
(87,537
202,803
$115,266
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AMERICAN CAPITAL AGENCY CORP.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Note 1. Unaudited Interim Consolidated Financial Statements

The interim consolidated financial statements of American Capital Agency Corp. (referred throughout this report as
the “Company”, “we”, “us” and “our”) are prepared in accordance with U.S. generally accepted accounting principles (“GAAF
for interim financial information and pursuant to the requirements for reporting on Form 10-Q and Article 10 of
Regulation S-X. The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of income and expenses during the
reporting period. Actual results could differ from those estimates.

Our unaudited consolidated financial statements include the accounts of our wholly-owned subsidiary, American
Capital Agency TRS, LLC, and variable interest entities for which the Company is the primary beneficiary.
Significant intercompany accounts and transactions have been eliminated. In the opinion of management, all
adjustments, consisting solely of normal recurring accruals, necessary for the fair presentation of financial statements
for the interim period have been included. The current period’s results of operations are not necessarily indicative of
results that ultimately may be achieved for the year.

Note 2. Organization

We were organized in Delaware on January 7, 2008, and commenced operations on May 20, 2008 following the
completion of our initial public offering (“IPO”). Our common stock is traded on The NASDAQ Global Select Market
under the symbol “AGNC”.

We have elected to be taxed as a real estate investment trust (“REIT”) under the Internal Revenue Code of 1986, as
amended (the “Code”). As such, we are required to distribute annually 90% of our taxable net income. As long as we
qualify as a REIT, we will generally not be subject to U.S. federal or state corporate taxes on our taxable net income
to the extent that we distribute all of our annual taxable net income to our stockholders. It is our intention to distribute
100% of our taxable income, after application of available tax attributes, within the limits prescribed by the Code,
which may extend into the subsequent taxable year.

We are externally managed by American Capital AGNC Management, LLC (our “Manager”), an affiliate of American
Capital, Ltd. (“American Capital”).

We earn income primarily from investing in residential mortgage pass-through securities and collateralized mortgage
obligations (“CMOs”) on a leveraged basis. These investments consist of securities for which the principal and interest
payments are guaranteed by government-sponsored entities (“GSEs”), such as the Federal National Mortgage
Association (“Fannie Mae”) and the Federal Home Loan Mortgage Corporation (‘“Freddie Mac”), or by a U.S.
Government agency, such as the Government National Mortgage Association (“Ginnie Mae”). We refer to these types of
securities as agency securities and the specific agency securities in which we invest as our investment portfolio.

Our principal objective is to preserve our net asset value (also referred to as stockholders' equity) while generating
attractive risk-adjusted returns for distribution to our stockholders through regular quarterly dividends from the
combination of our net interest income and net realized gains and losses on our investments and other hedging
activities. Our net interest income consists of the spread between the interest income earned on our agency securities
and the interest costs of our borrowings and derivatives accounted for as hedges for accounting purposes (refer to Note
3 regarding discontinuation of hedge accounting as of September 30, 2011). We fund our investments primarily
through short-term borrowings structured as repurchase agreements.

Note 3. Summary of Significant Accounting Policies
Investments in Agency Securities
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Accounting Standards Codification (“ASC”) Topic 320, Investments—Debt and Equity Securities (“ASC 320), requires that
at the time of purchase, we designate a security as held-to-maturity, available-for-sale or trading, depending on our

ability and intent to hold such security to maturity. Securities classified as trading and available-for-sale are reported

at fair value, while securities classified as held-to-maturity are reported at amortized cost. We may, from time to time,

sell any of our agency securities as part of our overall management of our investment portfolio. Accordingly, we

typically designate our agency securities as available-for-sale. All securities classified as available-for-sale are

reported at fair value, with unrealized gains and

6
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losses reported in other comprehensive income (loss) (“OCI”), a component of stockholders’ equity. Upon the sale of a
security, we determine the cost of the security and the amount of unrealized gains or losses to reclassify out of
accumulated OCI into earnings based on the specific identification method.

Interest-only securities and inverse interest-only securities (collectively referred to as “interest-only securities”)
represent our right to receive a specified proportion of the contractual interest flows of specific agency and CMO
securities. Principal-only securities represent our right to receive the contractual principal flows of specific agency and
CMO securities. Interest-only and principal-only securities are measured at fair value through earnings in unrealized
gain (loss) on derivative instruments and other securities, net in our consolidated statements of operations and
comprehensive income. Our investments in interest-only and principal-only securities are included in agency
securities, at fair value on the accompanying consolidated balance sheets.

We estimate the fair value of our agency securities based on a market approach using Level 2 inputs from third-party
pricing services and dealer quotes. The third-party pricing services use pricing models that incorporate such factors as
coupons, primary and secondary mortgage rates, prepayment speeds, spread to the Treasury and interest rate swap
curves, convexity, duration, periodic and life caps and credit enhancements. The dealer quotes incorporate common
market pricing methods, including a spread measurement to the Treasury or interest rate swap curve as well as
underlying characteristics of the particular security including coupon, periodic and life caps, rate reset period, issuer,
additional credit support and expected life of the security.

We evaluate securities for other-than-temporary impairment (“OTTI”) on at least a quarterly basis, and more frequently
when economic or market conditions warrant such evaluation. Based on the criteria in ASC 320, the determination of
whether a security is other-than-temporarily impaired involves judgments and assumptions based on subjective and
objective factors. When an agency security is impaired, an OTTI is considered to have occurred if (i) we intend to sell
the agency security (i.e. a decision has been made as the reporting date) or (ii) it is more likely than not that we will be
required to sell the agency security before recovery of its amortized cost basis. If we intend to sell the security or if it
is more likely than not that we will be required to sell the agency security before recovery of its amortized cost basis,
the entire amount of the impairment loss, if any, is recognized in earnings as a realized loss and the cost basis of the
security is adjusted to its fair value.

We did not recognize any OTTI charges on any of our agency securities for the nine months ended September 30,
2011 and 2010.

Interest Income

Interest income is accrued based on the outstanding principal amount of the agency securities and their contractual
terms. Premiums and discounts associated with the purchase of agency securities are amortized or accreted into
interest income over the projected lives of the securities, including contractual payments and estimated prepayments
using the interest method in accordance with ASC Subtopic 310-20, Receivables—Nonrefundable Fees and Other Costs
(“ASC 310-207).

We estimate long-term prepayment speeds using a third-party service and market data. The third-party service
estimates prepayment speeds using models that incorporate the forward yield curve, current mortgage rates, current
mortgage rates of the outstanding loans, loan age, volatility and other factors. We review the prepayment speeds
estimated by the third-party service and compare the results to market consensus prepayment speeds, if available. We
also consider historical prepayment speeds and current market conditions to validate the reasonableness of the
prepayment speeds estimated by the third-party service and based on our Manager’s judgment we may make
adjustments to their estimates. Actual and anticipated prepayment experience is reviewed quarterly and effective
yields are recalculated when differences arise between the previously estimated future prepayments and the amounts
actually received plus current anticipated future prepayments. If the actual and anticipated future prepayment
experience differs from our prior estimate of prepayments, we are required to record an adjustment in the current
period to the amortization or accretion of premiums and discounts for the cumulative difference in the effective yield
through the reporting date.

In addition, pursuant to ASC 310-20, the yield on our adjustable rate securities assumes that the securities reset at a
rate equal to the underlying index rate in effect as of the date we acquired the security plus the stated margin.
Consequently, future reset rate assumptions incorporated in our asset yields may differ materially from future reset

11
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rates implied by the forward yield curve and the actual reset rates ultimately achieved. Further, notwithstanding
changes to our actual and projected constant prepayment rate (“CPR’) assumptions, the lower our reset rate assumption
is pursuant to ASC 310-20 than the current fixed rate in effect, the greater the rate of premium amortization we will
recognize over the initial fixed rate period.

Our adjustable rate portfolio was acquired for a premium above par value and most securities were acquired during a
period of historically low index rates. Accordingly, the premium balance on our adjustable rate securities will

generally be fully amortized prior to their first reset date, regardless of actual or forecasted prepayment speeds and
changes in the underlying

7

12
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index rates prior to actual reset. Adjustable rate securities acquired during a different interest rate environment may
experience a different premium amortization pattern even as current index rates remain near their historical lows.
Derivative and other Hedging Instruments

We maintain a risk management strategy, under which we use a variety of strategies to hedge some of our exposure to
interest rate risk. The objective of our risk management strategy is to reduce fluctuations in book value over a range of
interest rate scenarios. In particular, we attempt to mitigate the risk of the cost of our variable rate liabilities increasing
during a period of rising interest rates. The principal instruments that we use are interest rate swaps and options to
enter into interest rate swaps (“interest rate swaptions”’). We also purchase or sell to-be-announced forward contracts
(“TBAs”), specified agency securities on a forward basis, U.S. Treasury securities and U.S. Treasury futures contracts,
purchase or write put or call options on TBA securities and invest in other types of mortgage derivatives, such as
interest-only securities, and synthetic total return swaps, such as the Markit IOS Synthetic Total Return Swap Index
(“Markit IOS Index”).

We account for derivative instruments in accordance with ASC Topic 815, Derivatives and Hedging (“ASC 815”). ASC
815 requires an entity to recognize all derivatives as either assets or liabilities in the balance sheet and to measure
those instruments at fair value. Hedging instruments that are not derivatives under ASC 815 are accounted for as
securities in accordance with ASC 320.

The accounting for changes in the fair value of derivative instruments depends on whether we have designated them as
hedging instruments and whether they qualify as part of a hedging relationship pursuant to ASC 815 and, if so, on our
reason for holding them.

Derivatives that are intended to hedge exposure to variability in expected future cash flows are referred to as cash flow
hedges. For derivatives designated in qualifying cash flow hedge relationships, the effective portion of the fair value
adjustments is initially recorded in OCI (a component of stockholders’ equity) and reclassified to income at the time
that the hedged transactions affect earnings. The ineffective portion of the fair value adjustments is immediately
recognized in unrealized gain (loss) on derivative instruments and other securities, net. When the underlying hedged
transaction ceases to exist, any amounts that have been previously recorded in accumulated OCI would be reclassified
to net income and all subsequent changes in the fair value of the instrument would be included in unrealized gain
(loss) on derivative instruments and other securities, net for each period until the derivative instrument matures or is
settled.

For example, in the case of interest rate swap agreements in designated qualifying cash flow hedge relationships
("designated interest rate swaps"), the effective portion of changes in the fair value of the designated interest rate
swaps are recorded in OCI. Accumulated OCI is subsequently reclassified into earnings through interest expense as
the underlying repurchase agreements (hedged transactions) incur interest. The ineffective portion of fair value
adjustments of designated interest rate swaps primarily relates to timing mismatches between the monthly variable
rate reset dates of the interest rate swaps and the term of the underlying repurchase agreements. The underlying
hedged transactions are determined to cease to exist for designated interest rate swap agreements (or previously
designated interest rates swaps discussed below), if the current (or anticipated) repurchase agreement balance is less
than the current notional value of the interest rate swap agreements.

For derivatives not designated in hedging relationships under ASC 815, the fair value adjustments are recorded in
unrealized gain (loss) on derivative instruments and other securities, net. Our net book value is the same irrespective
of whether we designate a derivative as a qualifying cash flow hedge.

Derivatives in a gain position are reported as derivative assets at fair value and derivatives in a loss position are
reported as derivative liabilities at fair value in our consolidated balance sheets. In our consolidated statements of cash
flows, cash receipts and payments related to derivative instruments are classified according to the underlying nature or
purpose of the derivative transaction, generally in the operating section for derivatives designated in hedging
relationships and the investing section for derivatives not designated in hedging relationships.

The use of derivatives creates exposure to credit risk relating to potential losses that could be recognized in the event
that the counterparties to these instruments fail to perform their obligations under the contracts. We attempt to
minimize this risk by limiting our counterparties to major financial institutions with acceptable credit ratings and
monitoring positions with individual counterparties. In addition, we mark our net counterparty exposure to market on

13
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a daily basis and adjust posted collateral (in either direction) as a result.

Interest rate swap agreements

We use interest rate swaps to hedge the variable cash flows associated with short-term borrowings made under our
repurchase agreement facilities. Prior to the quarter ended September 30, 2011, we generally entered into such
derivatives with the intention of qualifying for hedge accounting under ASC 815.

8

14



Edgar Filing: American Capital Agency Corp - Form 10-Q

During the quarter ended September 30, 2011, we discontinued our election to account for interest rate swaps as
designated cash flow hedges. In order for our interest rate swaps to qualify as cash flow hedges under ASC 815, the
monthly reset dates of our interest rate swaps are required to align with the term of an underlying repurchase
agreement. This alignment had the effect of limiting our ability to alter or extend the maturity of our repurchase
agreements. To provide greater funding flexibility, we determined that it was not beneficial to always match the
pricing dates of our swaps and repurchase agreements and, thus, elected to discontinue hedge accounting by a
combination of not designating new interest rate swaps entered into as qualifying cash flow hedges and de-designating
all of our remaining swap contracts on September 30, 2011.

Provided we continue to hold repurchase agreements in excess of the notional value of our de-designated swap
contracts, the net deferred loss related to the discontinued hedges incurred prior to de-designation will continue to be
reported in accumulated OCI and will be reclassified into earnings through interest expense on a straight-line basis
over their remaining contractual term, similar to as if the interest rate swaps had not been de-designated. As of
September 30, 2011, the net deferred loss related to these interest rate swaps was $744.4 million and their weighted
average remaining contractual term was 3.4 years. The net deferred loss expected to be reclassified from OCI into
interest expense over the next twelve months is $208.8 million. In addition, all subsequent changes in the fair value of
interest rates swaps will be recognized in our consolidated statement of operations and comprehensive income in
unrealized gain (loss) on derivative instruments and other securities, net. Further, starting October 1, 2011, the net
interest paid or received on our de-designated interest rate swaps, less amounts reclassified from accumulated OCI
into earnings through interest expense, will be recognized in realized gain (loss) on periodic interest settlements of
interest rate swaps, net. The net interest paid or received on our un-designated interest rate swaps is currently
recognized in our consolidated statement of operations and comprehensive income in realized gain (loss) on periodic
interest settlements of interest rate swaps, net.

We estimate the fair value of interest rate swaps based on inputs from a third-party pricing model. The third-party
pricing model incorporates such factors as the Treasury curve, LIBOR rates, and the pay rate on the interest rate
swaps. We also incorporate both our own and our counterparties’ nonperformance risk in estimating the fair value of
our interest rate swap and swaption agreements. In considering the effect of nonperformance risk, we consider the
impact of netting and credit enhancements, such as collateral postings and guarantees, and have concluded that our
own and our counterparty risk is not significant to the overall valuation of these agreements.

Interest rate swaptions

We may purchase interest rate swaptions to help mitigate the potential impact of increases or decreases in interest
rates on the performance of our investment portfolio (referred to as “convexity risk”). The interest rate swaptions
provide us the option to enter into an interest rate swap agreement for a predetermined notional amount, stated term
and pay and receive interest rates in the future. The premium paid for interest rate swaptions is reported as an asset in
our consolidated balance sheets. The premium is valued at an amount equal to the fair value of the swaption that
would have the effect of closing the position adjusted for nonperformance risk, if any. The difference between the
premium and the fair value of the swaption is reported in unrealized gain (loss) on derivative instruments and other
securities, net in our consolidated statement of operations and comprehensive income. If a swaption expires
unexercised, the loss on the swaption would be equal to the premium paid. If we sell or exercise a swaption, the
realized gain or loss on the swaption would be equal to the difference between the cash or the fair value of the
underlying interest rate swap received and the premium paid.

We estimate the fair value of interest rate swaptions based on the fair value of the future interest rate swap that we
have the option to enter into as well as the remaining length of time that we have to exercise the option.

TBA securities

A TBA security is a futures contract for the purchase or sale of agency securities at a predetermined price, face
amount, issuer, coupon and stated maturity on an agreed-upon future date. The specific agency securities delivered
into the contract upon the settlement date, published each month by the Securities Industry and Financial Markets
Association, are not known at the time of the transaction. TBA securities are exempt from ASC 815 and are accounted
for under ASC 320 if there is no other way to purchase or sell that security, if delivery of that security and settlement
will occur within the shortest period possible for that type of security and if it is probable at inception and throughout

15
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the term of the individual contract that physical delivery of the security will occur (referred to as the “regular-way”
exception). Alternatively, we may designate the TBA security as a qualifying cash flow hedge under ASC 815 if the
regular-way exception is not met and at the time of the purchase or sale of the security, and throughout the term of the
individual contract, it is probable that the forecasted transaction will occur and the hedging relationship is expected to
be highly effective. For TBA security contracts that we have entered into, we have generally not asserted that physical
settlement is probable or that the forecasted transaction is probable of occurring and, therefore, we typically have not
designated these forward commitments as hedging instruments. Realized and unrealized gains and losses associated
with TBA contracts not subject to the regular-way exception or not designated as hedging instruments are recognized
in our consolidated statement of operations and comprehensive income in other realized gain (loss) on derivative
instruments

9
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and other securities, net and unrealized gain (loss) on derivative instruments and other securities, net, respectively.
We estimate the fair value of TBA securities based on similar methods used to value agency securities.

Put and call options on TBA securities

We may purchase put and call options on TBA securities to hedge against short-term changes in interest rates. Under a
purchased put option, we have the right to sell to the counterparty a specified TBA security at a predetermined price
on the option exercise date in exchange for a premium at execution. Under a purchased call option, we have the right
to purchase from the counterparty a specified TBA security at a predetermined price on the option exercise date in
exchange for a premium at execution. The premium paid for a put or call option is reported as an asset in our
consolidated balance sheets. The premium is valued at an amount equal to the fair value of the option that would have
the effect of closing the position adjusted for nonperformance risk, if any. The difference between the premium and
the fair value of the option is reported in gain (loss) on derivative instruments and other securities, net in our
consolidated statement of operations and comprehensive income. When a purchased put or call option expires
unexercised, a realized loss is reported in our consolidated statement of operations and comprehensive income equal
to the premium paid. When a purchased put or call option is exercised, a realized gain or loss is reported in our
consolidated statement of operations and comprehensive income equal to the difference between the premium paid
and the fair value of the exercised put or call option. In addition, a derivative asset is recorded in our consolidated
balance sheet for the TBA security resulting from the put or call option exercise.

We may also write put and call options on TBA securities. Under a written put option, the counterparty has the right to
sell us a specified TBA security at a predetermined price on the option exercise date in exchange for a premium at
execution. Under a written call option, the counterparty has the right to purchase from us a specified TBA security at a
predetermined price on the option exercise date in exchange for a premium at execution. The premium received from
writing a put or call option is reported as a liability in our consolidated balance sheets. The premium is valued at an
amount equal to the fair value of the option that would have the effect of closing the position adjusted for
nonperformance risk, if any. The difference between the premium and the fair value of the option is reported in gain
(loss) on derivative instruments and other securities, net in our consolidated statement of operations and
comprehensive income. When a written put or call option expires unexercised, a realized gain is reported in our
consolidated statement of operations equal to the premium received. When we terminate a written put or call option, a
realized gain or loss is reported in our consolidated statement of operations equal to the difference between the
termination payment and the premium received. When a written put or call option is exercised, a realized gain or loss
is reported in our consolidated statement of operations equal to the difference between the premium received and the
fair value of the exercised put or call option. In addition, a derivative asset or liability is recorded in our consolidated
balance sheet for the TBA security resulting from the put or call option exercise.

We estimate the fair value of put and call options on TBA securities based on the fair value of the underlying TBA
security as well as the remaining length of time to exercise the option.

Forward commitments to purchase or sell specified agency securities

We may enter into a forward commitment to purchase or sell specified agency securities as a means of acquiring
assets or as a hedge against short-term changes in interest rates. Contracts for the purchase or sale of specified agency
securities are accounted for as derivatives if the delivery of the specified agency security and settlement extends
beyond the shortest period possible for that type of security. We may designate the forward commitment as a
qualifying cash flow hedge if at the time of the purchase or sale of the security, and throughout the term of the
individual contract, it is probable that physical delivery of the security will occur. Realized and unrealized gains and
losses associated with forward commitments not designated as hedging instruments are recognized in our consolidated
statement of operations and comprehensive income in gain (loss) on derivative instruments and other securities, net.
We estimate the fair value of forward commitments to purchase or sell specified agency securities based on similar
methods used to value agency securities as well as the remaining length of time of the forward commitment.

U.S. Treasury securities

We may purchase or sell short U.S. Treasury securities and U.S. Treasury futures contracts to help mitigate the
potential impact of changes in interest rates on the performance of our portfolio. We may borrow securities to cover
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short sales of U.S. Treasury securities under reverse repurchase agreements. We account for these as securities
borrowing transactions and recognize an obligation to return the borrowed securities at fair value on the balance sheet
based on the value of the underlying borrowed securities as of the reporting date. Realized and unrealized gains and
losses associated with purchases and short sales of U.S. Treasury securities are recognized in gain (loss) on derivative
instruments and other securities, net in our consolidated statements of operations and comprehensive income.

10
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Total return swaps

We may enter into total return swaps to obtain exposure to a security or market sector without owning such security or
investing directly in that market sector. Total return swaps are agreements in which there is an exchange of cash flows
whereby one party commits to make payments based on the total return (coupon plus the mark-to-market movement)
of an underlying instrument or index in exchange for fixed or floating rate interest payments. To the extent the total
return of the instrument or index underlying the transaction exceeds or falls short of the offsetting interest rate
obligation, we will receive a payment from or make a payment to the counterparty.

The primary total return swap index in which we invest is the Markit IOS Index. Total return swaps based on the
Markit IOS index are intended to synthetically replicate the performance of interest-only securities. We determine the
fair value of our total return swaps based on published index prices. Realized and unrealized gains and losses
associated with changes in market value of the underlying index and coupon interest are recognized in gain (loss) on
derivative instruments and other securities, net in our consolidated statements of operations and comprehensive
income.

Variable Interest Entities

ASC Topic 810, Consolidation (“ASC 810”), requires a qualitative assessment in determining the primary beneficiary of
a variable interest entities (“VIEs”) and ongoing assessments of control over such entities as well as additional
disclosures for entities that have variable interests in VIEs.

We may enter into transactions involving a CMO trust (e.g. a VIE) whereby we transfer agency securities to an
investment bank in exchange for cash proceeds and at the same time enter into a commitment with the same
investment bank to purchase to-be-issued securities collateralized by the agency securities transferred. We will
consolidate a CMO trust (as it relates to the assets transferred or contributed by us and the related liabilities issued by
the trust) if we are the CMO trust’s primary beneficiary; that is, if we have a variable interest (or combination of
variable interests) that provides us with a controlling financial interest in the CMO trust. An entity is deemed to have a
controlling financial interest if the entity has the power to direct the activities of a VIE that most significantly impacts
the VIE’s economic performance and the obligation to absorb losses of or right to receive benefits from the VIE that
could potentially be significant to the VIE. In determining if we have a controlling financial interest, we evaluate
whether we share the power to control the selection of financial assets transferred to the CMO trust with an unrelated
party. We may share power in the selection of assets for certain CMO trusts (i.e., both we and the unrelated party must
consent to the transfer of such assets to the CMO trust); however, if our economic interest in the CMO trust is
disproportionate to the shared power, we may be deemed to be the primary beneficiary.

Recent Accounting Pronouncements

In April 2011, the Financial Accounting Standards Board (“FASB”) issued ASU No. 2011-03, Transfers and Servicing
(Topic 860): Reconsideration of Effective Control for Repurchase Agreements (“ASU 2011-03”), which is intended to
improve the accounting for repurchase agreements by removing from the assessment of effective control the criterion
requiring the transferor to have the ability to repurchase or redeem the financial assets on substantially the agreed
terms, even in the event of default by the transferee, as well as implementation guidance related to that criterion. ASU
2011-03 is effective for the first interim or annual period beginning on or after December 15, 2011 and the guidance
should be applied prospectively to transactions or modifications of existing transactions that occur on or after the
effective date. Early adoption is not permitted. We do not believe the adoption of ASU 2011-03 will have a material
impact on our consolidated financial statements.

In May 2011, the FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820): Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs (“ASU 2011-04"), which
largely aligns fair value measurement and disclosure requirements between International Financial Reporting
Standards and US GAAP. For US GAAP, the update mainly represents clarifications to Topic 820 as well as some
instances where a particular principle or requirement for measuring fair value or disclosing information about fair
value measurements has changed. ASU 2011-04 clarifies that (i) the highest and best use concept only applies to
non-financial assets, (ii) an instrument classified in shareholders’ equity should be measured from the perspective of a
market participant holding that instrument as an asset and (iii) quantitative disclosure is required for unobservable
inputs used in Level 3 measurements. ASU 2011-04 also changes the guidance in Topic 820 so that (i) the fair value
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of a group of financial assets and financial liabilities with similar risk exposures may be measured on the basis of the
entity’s net risk exposure, (ii) premiums or discounts may be applied in a fair value measurement under certain
circumstances, but blockage factors are not permitted, and (iii) additional Level 3 disclosures are required, including a
narrative description of the sensitivity of the fair value measurement to changes in unobservable inputs. ASU 2011-04
is effective for interim and annual periods beginning after December 15, 2011. Early application by public entities is
not permitted. We do not believe the adoption of ASU 2011-04 will have a material impact on our consolidated
financial statements.

In June 2011, the FASB issued ASU No. 2011-05, Comprehensive Income (Topic 220): Presentation of
Comprehensive
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Income(“ASU 2011-05"), which is intended to make the presentation of items within OCI more prominent. ASU
2011-05 requires companies to present comprehensive income in either one continuous statement or two separate but
consecutive financial statements. Upon the effectiveness of ASU 2011-05, companies will no longer be allowed to
present OCI in the statement of stockholders’ equity. In addition, reclassification adjustments between OCI and net
income must be presented separately on the face of the financial statements. The new guidance does not change the
components of OCI or the calculation of earnings per share. ASU 2011-05 is effective for fiscal years, and interim
periods within those years, beginning after December 15, 2011. Early adoption is permitted and the amendments
should be applied retrospectively. We do not believe the adoption of ASU 2011-05 will have a material impact on our
consolidated financial statements.

Reclassifications

Certain prior period amounts in the consolidated financial statements have been reclassified to conform to the current
period presentation.

Note 4. Agency Securities
The following tables summarize our investments in agency securities as of September 30, 2011 (dollars in thousands):

As of September 30, 2011
Fannie Mae Freddie Mac  Ginnie Mae Total
Available-for-sale securities:

Agency securities, par $22,477,679 $16,695,524 $102,938 $39,276,141
Unamortized discount 914 ) (996 ) — (1,910 )
Unamortized premium 988,626 709,012 3,743 1,701,381
Amortized cost 23,465,391 17,403,540 106,681 40,975,612
Gross unrealized gains 466,275 337,846 2,130 806,251

Gross unrealized losses (11,342 ) (8,305 ) (23 ) (19,670 )
Available-for-sale securities, at fair value 23,920,324 17,733,081 108,788 41,762,193
Agency securities remeasured at fair value through

earnings:

ir(l)tsetfist-only and principal-only securities, amortized 157.011 71.285 L 228296

Gross unrealized gains 4,542 2,323 — 6,865

Gross unrealized losses (14,086 ) (12,849 ) — (26,935 )
Agepcy securl.tles remeasured at fair value through 147,467 60.759 L 208.226
earnings, at fair value

Total agency securities, at fair value $24,067,791 $17,793,840 $108,788 $41,970,419
Weighted average coupon as of September 30, 20112  4.38 % 4.31 % 4.15 % 4.35 %
Weighted average yield as of September 30, 20113 3.17 % 3.20 % 2.17 % 3.18 %
Weighted average yield for the three months ended

September 30, 20110) 3.14 % 3.12 % 2.22 % 3.14 %
Weighted average yield for the nine months ended 3.29 % 321 % 2.12 % 3.25 %

September 30, 2011

Interest-only securities represent the right to receive a specified portion of the contractual interest flows of the
underlying unamortized principal balance (“UPB” or “par value”) of specific CMO securities. Principal-only securities
represent the righ