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Ilie pressure on short tertii borrowing costs  rcsultctl in ii significant porttolio 
rehalancing commencing in the elid o f  thc yvar. U'hilc curtiings p('r share 
dcclinccl as a result of cconomic c:onditions and t h e  por t lo l io  rcbalunciiig, 
dividcncl of s1,04 per s1iai.e or 6./c"', hasrcl on averagcb slxiro priw thiuiigliout 
the year was paid to sharulioldcrs. FIr>hC;, which uvs ;iryLiircd i n  June  zoo.^., 

incrt.ascd nct asscts under managcmcnt by zo"" ;iiid geticratccl ovcr ~ 2 7 , 0 0 0 , 0 0 0  

in fee income during its first fu l l  year as a wholly owned subsidiary. O i i r  

objective i s  to protect sharoholders' capital cvhilc providing ;I coinpctitivc 
dividend yield. 
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CORPORATE PROFILE ANNAIX MORTGAGE MANAGEMENT, INC. 

Annaly Mortgage Management, Inc. manages assets on behalf of institutional and individual investors 
worldwide through Annaly and through the funds managed by its wholly-owned registered investment 
advisor, FIDAC. The Company’s principal business objective is to generate net income for distribution to 
investors from the spread between the interest income on its Mortgage-Backed Securities and the cost of 
borrowing to finance their acquisition and from dividends the Company receives from FIDAC, which earns 
investment advisory fees, We have elected to be taxed as a real estate investment trust (or REIT) under the 
Internal Revenue Code and are therefore required to pay out at least 90% of our earnings to our shareholders 
in order to avoid taxation at the corporate level. We commenced operations on February 18,1997. 

All of the Mortgage-Backed Securities we own are issued by an agency of the United States government and 
carry an actual or implied AAA rating. Mortgage-backed securities are ownership interests in mortgage 
loans made by financial institutions (savings and loans, commercial banks and mortgage bankers). When an 
institution has made enough loans it will “pool” or package them together and sell them to mortgage investors 
like Annaly. The institution will collect the principal and interest payments made by the homeowners and 
forward them to the mortgage investor. We structure our portfolio with a combination of adjustable-, floating, 
and fixed-rate Mortgage-Backed Securities so that it can perform well through a wide range of interest rate 
environments. 

We employ leverage to enhance our returns. To date, our debt has consisted entirely of borrowings 
collateralized by a pledge of our Mortgage-Backed Securities. On our balance sheet, these borrowings appear 
as Repurchase Agreements. Our leverage, measured as a ratio of debt-to-equity, typically is managed in a 
band of 8:i to 12:~ 

FlDAC is a registered investment advisor which manages, assists in managing or supervises investment funds 
for a wide array of clients around the world on a discretionary basis. FIDAC is a fee-based asset management 
business with a global distribution reach. 
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LETTER FROM THE CHAIRMAN A N N A L Y  MORTGAGE M A N A G E M E N T ,  INC:. 

Dear Fellow Shareholders, 

I always welcome this opportunity to look in the rear view mirror and make a few observations on 
the direction from which we have come and where we may be going. In 2004’s annual letter, I spoke 
about the ’Greenspan Put’ and how it was no longer valid to rely on the central banks of the world 
to spur growth or maintain stability simply by manipulating interest rates lower. In his final full year 
as Chairman, apparently Alan Greenspan understood this. He cemented his legacy by following his 
predecessor, Paul Volcker, who also raised interest rates so the new chairman would have the flexibility 
to refrain or continue, as necessary. Unlike Volcker, however, Greenspan’s target was not necessarily 
inflation, but rather the unregulated boom in housing finance that has pumped up the economy since 
September 11, 2001. According to the statistics, about 70% of the increase in household wealth has 
come from housing since 9/11. More than half of all the job growth has come from housing related 
activity, and 50% of the increase in Gross Domestic Product followed that. My opinion is that the 
housing market broke in the summer of 2005. ?he government statistics will confirm this in the coming 
months, but essentially these numbers will be too late to stop the Fed from continuing its campaign 
to deflate the latest asset bubble. Raising the Fed Funds rate as an instrument of monetary policy is a 
hammer, not a scalpel, and the Federal Reserve will, as usual, go too far in using it and cause some sort 
of economic event that will lead to an easing of monetary policy. 

There is a lot of discussion about the amount of foreign capital finding its way into the 
U.S. markets. I have decided to christen this the ‘Greenspan Call: The United States is 
paying relatively higher rates than its competitors because, as a debtor nation with two 
huge deficits-the current account deficit and the budget deficit-it has to. Chairman 
Greenspan, frustrated with the lack of spending discipline in Washington, took 
rates higher because he knows we have no choice but to recycle the dollars that US. 
consumers are spending on imported products into U.S. Government financial assets. 
Alan Greenspan has been calling these dollars home by keeping short term rates at 

the higher end of where they have been for the past several years. As outlined in - 

some of the best investment minds we know to debate, 
among other things, the existence of a housing bubble. 
The consensus seemed to be that ’there’s no bubble in my 
neighborhood: But I think that the person who hit it on 
the head was Jim Grant, editor of Grantk Interest Rate 
Observer. He submitted that the greater problem was that 
we are in a debt bubble. I agree. The world is faced with 
the reality ofgovernment deficits in every major currency. 
The Fed is not alone in its battle to control, criticize and 
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fund its government’s fiscal requirements. These growing bubbles are dictating spending and political 
policies and will do so well into the future. As I write this letter, gold-the ultimate reservoir of safety-is 
skyrocketing, as investors seek to limit their exposure to paper currencies. Ultimately, this leads to weak 
economic growth and to steeper yield curves, where our investments perform best. Rarely has NLY 
and FIDAC been faced with such a luxury in the past. Indeed, Annaly, launched in 1997, was born in a 
flat and inverted yield curve and only got the benefit of a steep yield curve in 2001. In cyclical fashion, 
this began to be taken away again in the summer of 2003. Those who remember some conference calls 
in 2003 may remember us analyzing this effect and saying, “This i s  not a great picture for our nation, 
but it is a great picture for our business! As an American citizen, I recognize the pain that this outcome 
will cause for our nation, but as businesspeople our responsibility is to exploit the opportunities in 
favor of our shareholders. As 2005 played out, we prepared our business for the inevitable change in 
sentiment and shape of the yield curve. While others stretched for returns in the form of credit risk, 
mortgage derivatives, new business models or extra leverage, we stuck to our discipline of using AAA 
mortgage-backed securities. It cost us some earnings, 

Y 9 i *  

especially in the last two quarters of zoos, but I believe ’; , I < I * I  -,- 
this discipline will only be appreciated by investors , , ” <,,  , ’ / 1 .  . !*  

We are at an inflection point as a nation. The American ‘ ’ I < -  J ”  

wealth, standards of living and economies of many 

when viewed through history’s rear view mirror. 
4 

I ’  1 ~~ 

, I  

consumer is the worlds largest economy, driving the 

nations. We have a negative savings rate. Household real 
estate assets are 150% of Gross Domestic Product; the + I 

last asset category to reach this lofty rate was equities 
during the Tech bubble. The U.S. debt-to-income ratio is currently at 126”. It has risen as much in 
the past 5 years as it did in the previous 15 years. In 1986 it stood at 75%. In 1956, it was at 50%. As U.S. 
consumers choose, or are forced, to rebalance these ratios, it will undoubtedly slow down the domestic 
and foreign economies that rely so much on them. 

Our management decisions and results in 2005 reflect the market conditions that typically accompany 
the end of the tightening phase of an interest rate cycle. With this as an operating background, Annaly 
generated $1.04 in dividends for shareholders. 

Many people would consider this a doom and gloom letter, but that is not my perspective. I see this as 
a challenge for the American people and economy and, perhaps unlike other countries, we collectively 
have the will, the capitalist tools and the structure by which we will correct and reinvent ourselves. 
For prudent, long term investors, it will be a generational opportunity to acquire assets at extremely 
attractive valuations. For Annaly and FIDAC, we are positioned to exploit this outcome as it occurs. 

Prodesse non Nocere. 

I 8 I ,  
x - ’ b  /* , I  

i I ,  
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ANNALY MORTGAGE MANAGEMENT, INC. 

The team managing A n d y  fulfills the same roles at EIDAC. FIDAC Distribution partners in the US. and around the world market the 

portfdios of residential mortgage-bac 
OC repurchase agreements entered into 
while seeking to limit exposure to interest rate 
Since the majority of the assets 
created and guaranteed by a W.S. 

that there is minim 
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SELECTED FINANCIAL DATA 

SELECTED FINANCIAL. DATA 

(dollars in thousands, except liir per rhnrL dst I )  
I _ _ . ~ - . . - . . . I  .... 

...... ,"".. ..... . . . . . . .  ........... ~ -I-- 

Statement of Operations Data: 

$532,328 $337,433 $404,165 $263,058 Interest income 

Interest expense 5hS,5h0 270,116 182,004 191,758 168,055 

$136,486 $262,212 $155,429 $212.407 $95,003 Net interest income 

- 
~ -..-.I.- T05,046 ___ _, . . ........ 

l_l -Î I -- _I 

.----,.- . ....... L .... .."I__ _.--- 

-._I___--- _".. 
Other (loss) income: 

Investment advisory and service fees 

(Loss) gain on  sale of investment securities 

Loss on other than temporarily impaired Securities 

Total other (loss) income 

^ - I ~ ~  .......... , 

..... I~ ......... 

.. ~ 

35.615 12,512 - 
5,215 40,907 (53,238) 

(83,008) - I 

. . .  ... 
. - -. 

I- .._----- -- 
( 10O,7 1 1 ) 17,727 40,907 

I ___I_- 

_-- 
I - 

.- 

21,063 4,586 
-I 

- - 

21,063 4,586 

- _-- ~ . .. ._ . . . .  I- 

Expenses 

Distribution fees 

General and administrative expenses 26,278 24,029 16,233 13,963 7,311 

Total Expenses: 34,278 26,889 16,233 13,963 7,311 

253,050 180,103 219,507 92,278 Income before income taxes 1,497 

- - - - 5,000 2,860 
. ~ --_-- ~ 1- ~ 

----I ~---- 
1-1111- --- 

~ ~ _ _ _  - -l__l" -- . 
- - - Income taxes 10,744 4,458 .I___- --- _-- 

Net (loss) income (9,247) 248,592 180,103 219,507 92,278 .. - I ._--- 
I - - Dividends on preferred stock 14,593 7,745 _-_ - _ . . I - . ~ .  ~~ ---_I_ 

$92,278 $219,507 $180,103 
I 

Net (loss) income related to common shareholders ('23,840) $240,847 
__-I --= -- - _  I - -  

Basic net (104s) income per average common share 

Diluted net (loss) income per average common share 

Dividends declared per common share 

Dividends declared per preferred share 

-__ ~ --- 
I__ . . - . -. -. 

_- - -. .- - 
.- -I_ 

Balance Sheet Data: 

Mortgage-Backed Securities, at fair value 
I 

Agency Debentures, at fair value 

Total assets 
- "I_-. - ........ 

Repurchase agreements 

Total Liabilities 

Stockholders' equity 

Number of common shares outstanding 

-I ---- -- . 

........ . 

-_ 
-L__- 1 - - - - - - - ~  

Other Data: 

Average total assets 

Average investment securities 

Average borrowings 

Average equity 

Yield on average interest earning assets 

Cost of funds on average interest bearing liabilities 

Interest rate spread 

....... 

-_ - - 

-̂ I_ .... -- 

I.I- .- 

._l..l ... 

...... 

- ................ 

$2.04 $1 95 $2 68 62.23 

$2.03 $1.94 $2 67 $2.21 

$1.75 

-- - - _I_r-- 

po 19) 

('0 19) 
- . -~ . 

I 

41 04 $1.98 $1.95 $2.67 

'I 97 
- - *  . 
I - - 

-. I - $1.45 
. . - .- ._ . - . .- - 

18,543,749 

17,408,WH 

1,614,743 

3.SOh 

3 27% 

0.53'' 

..... 

.. 

I 

Financial Ratiop: 

Net interest margin (net interest income/average total assets) 

G&A expense as a percentage of average total assets 

G&A expense as a percentage of average equity 

Return on average total assets 

Return on average equity 

- -~ ._ 

" 

-~ 

- - - ~  , 

1.63'0 

Ih:L,l lbe' .  $1, 2OlM 

$19,038,386 

390,509 

19,560,299 

16,707,879 

17,859,829 

1,700,470 

. .  121,263,000 

... -- 

.. . 

.... 

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

. . . . . . . .  

_,. . - ~ . - - . . I  

Ilcccinber 3 1 ,  ZOOS rh<t.mhvr : < I .  2002 Dsccmbcr R I , Z U O l  
~ 

$11,956,512 $11,551,857 $7,575,379 

978,167 - - 

11,659,084 7,717,314 12,990,286 

11,012,903 10,163,174 6,367,710 

11,841,066 10,579,018 7,049,957 

1,149,220 1,080,066 667,357 

96,074,096 84,569,206 59,826,975 

,," 

-.. 

....._..I 

....... ~ _.-I__- -- 
-...-l_l- 

...... ~ -l.ll- 

k'oi the Year Cnclvd I:or the Year Ended 
Dr*rvml,cr:<I, ZOll3 Ilscr:mhrr 31,201):! 

$10,486,423 

16,399,184 12,007,333 9,575,365 

- 

......... ... ..... 
15,483,118 11,549,368 9,128,933 

.... ............. _- ~ -_ -  
1,550,076 1,122,633 978,107 

2.81% 4.22% 3.25% 

1.74% 1.58% 2.10" 

1.51% L23% 2.12% 

....... ........ ~ 

-..-- ~ ............ 

... .. -- ...... 
-- ............... 

For thc YeJr Ended 
h c e n i b e r  71,2001 

$5.082,a52 

4,682,778 

4,388,900 

437,376 

5.62% 

3.83% 

1.79% 

.... ... 
1.52% 1.20% 

0.14% 0.13% 

1.55% 1.45% 

1.44% 1.39% 

16.04% 16.04% 

- ~- ............ 
I . ~  ... 

. 

- ".. 
.... 

~- 
2.03% 1.87% 

0.13% 0.14% 

1.43% 1.67% 

2.09% 1.82% 

22.44% 21.10% 

---_I- 

- 1 - ~  



‘T, 1 N C .  MANAGEMENT’S hSCLlSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS 
~ ~ ~ ~ ~ ~ ~ ~ ~ ” ”  ~ ~., 

ANNALY MORTGAGE MAN 
~. 

We arc n self-vnanuged real cstutc inve.stunerit trust (‘REIT”) that owris aud runpiages n yortfblio of 

nrortguge-backed sccurit ics and agency debctlturcs. Our princiylal business objective is to gcuierate 
net income f;lr dist rihution to our stockholders from the spread betweeui the itltercst iricswic on OIU 

iiwcstwient securities arid the costs o f  borrowing ti) fiwance our acquisit iori ( I f  irivcstrnent seciuitics. 

MANAGEMENT’S T I  
CONDITION AND R OF C)l’ERAI‘IONS 
This annual report and our public documents to which we refer contain or 
incorporate by reference certain forward-looking statements within the 
meaning of Section 27A of the Securities Act of I933 and Section 21E of 
the Securities Exchange Act of 1934. Forward-looking statements which arc 
based on various assumptions (some ofwhich are beyond our control) may he 
identified by referent(: to a future period or periods or by h e  use of forward- 
looking terminology, such as “may:’ “will,” ”believe,” “expect,” “anticipate,” 
“continue,” or similar terms or variations on those terms or the negative of those 
terms. Actual results could differ materially from those set forth in forward- 
looking statements duu to a varirty of factors, including, but riot lirnitrd to, 
changes in interest ratcs, changes in yield curve, changes in prepayment ratcs, 
the availability of mortgage-hacked securities for purchase, the availability of 
financing and, if available, the ternis of any financing, changes in the market 
value of o u r  asscts, changes in business conditions and the gcncral economy, 
changes in government regulations affecting our business, and our ability to 
maintain our qualification as a REIT for fcdcral income tax purposes, and risks 
associated with FIUAC’s investment advisory husiness, including FIDAC’s 
clients’ removal of assets FIUAC managcis, FTDAC’s regulatory requirements, 
and competition i n  the invrstinent management business. For a discussion 
of the risks and uncertainties which could cause actual rcsults to differ from 
those contained in the forward-looking statemcints, see “Risk Factors” in our 
Annual Report on Form 10-K for the fiscal yrar cnded December 31, 2005. 
We do not undertake, and spccifically disclaim any obligation, to publicly 
release the result of any revisions which may be made to any forward-loolting 
statements to reflect the occurrence of anticipated or unanticipated rvcnts or 
circumstances aftcr the date of such statements. 

O N  ANI) ANALYSIS OF FINANCIAI. 

OVERVIEW 
We a r c  primarily engaged in the business of invrsting, on a leveraged 
basis, in mortgage pass-through certihatcis, collateralized mortgage 
obligations and other mortgage-hacked securities representing intcircsts i n  
or obligations backcd by pools of mortgage loans (collcctivrly, “Mortgage- 
Backed Sccurities”). We also invest in Federal Homr I.oan Bank (”FHLB”), 
Federal Home Loan Mortgage Corporation (“FHLMC”), and Federal 
National Mortgage Association (“FNMA”) debentures. ‘Ihe Mortgage- 
Racked Securities and agency debenturrs arc collectively referred to herein 
as “Investment Securities.” 

Under our capital investment policy, at least 75“ of our total assets must  
he comprised of high-quality Mortgage-Rackcd Securities and short- 
term investments. High quality securities mrans securities that (1) are 
rated within one of the two highest rating categories by at least one of thr  
nationally recognizcd rating agencies, (2) are unrated but arc guaranteed by 
the United Statrs government or an agency of the United States government, 
or  ( 3 )  arc unrated but we determine them to bc of comparable quality to 
rated high-quality mortgage-backed securities. 

Tne remainder of o u r  asstits, comprising not more than 25% of our total 
assets, m a y  consist of other qualified WI’I  real estate assttts which are 
unrated or ratrd Icss than high quality, but which are at Itiast “investment 
grade” (ratcid “RBR” or better by Standard & Poor’s Corporation (”S&l’”) 
or the rquivalent by another nationally rct:ognized rating agency) or, 
if not rated, we determine them to hc of comparable credit quality to an 
investment which is rated “RRR” or better. 

We may acquire mortgage-backed securities backed by singlr-family 
residential mortgage loans as well as sttcuritics hacked by loans on niulti- 
family, commercial o r  othrr real estate-related properties. To date, all of 
the Mortgage-Racked Securities that we have acquired havc bccn hacked by 
single-family residential mor tgage loans. 

We have elected to be taxed as a REIT for federal inconie tax purposes. 
Pursuant to the current federal tax regulations, one of the requirements of 
maintaining our status as a REIT is that wt‘ must distribute at least 90% of 
our REIT taxahlc income (determined without regard to the deduction for 
dividcnds paid and by excluding any net capital gain) to our  stockholders, 
subject to certain adjustrnents. 

The results of our operations are affcctcid by various factors, inany of 
which are beyond our control. Our results of operations primarily drpcnd 
on,  among other things, the level of otic net interest inconic, the market 
value of our assets and the supply of and demand for such assets. Our net 
interest income, which reflrcts the amortization of purchase premiunis and 
accretion of discounts, varies primarily as a result of changes in interest 
rates, borrowing costs and prepayment speeds, the behavior of which 
involves various risks and uncertainties. Prepayment spccds, as reflected by 
the Constant Prepayment Rate, or CPR, and interest rates vary according 
to the type of invrstment, conditions in financial markets, competition 
and other factors, none of which can be predicted with any certainty. I n  
general, as prepayment speeds on our Mortgagr-Racked Securities portfolio 
increase, related purchasr premium amortization increases, thereby 
reducing the net yield on such assets. The CPR on o u r  Mortgage Backed 
Securities portfolio averaged 27% and 2y% for the yrars ended December 31, 
2005 and 2004, respcctivuly. Since changes in interest rates may significantly 
affect our activities, our operating riisults depend, in large part, upon our 
ability to eirectivdy managr interest rate risks and prepayment risks while 
maintaining our status as a R 

During the fourth quarter of zoos, the Conlpany sold assrts and began 
purchasing assets in the current rate mvironment. With the federal funds 
interest rate continuing to rise in thr  fourth quarter of theyear, the Company 
sold Ioww yirlding assets and began replacing them with higher yielding 
asscts. Certain assets that were purchased in the much lower interest rate 
environment of zoo3 arid zoo4 are unlikcly to recover to their amortized 
cost basis and wcire not providing attractive returns on a cash flow basis. 

We have shortened contractual maturities on borrowings, such that our 
weighted average contractual maturity on our repurchase agreements 
was 163 days at Deccimbcr 3 1 ,  zoos, as compared to 211 days at Decembcr 
31, 2004. The rciason maturities have shortened is because thc  thrrc year 
repurchase agrcements are closer to maturity date. Additional three year 
repurchase agreements have not been entercd into, due to the level of 
funding rates being offered. 

?he ,following Lahle provides quarterly ir!fbrrrration regurding O U T  avt.naLyc 

balances, interest income, interest expense yield on ass&, cost offunds and 
wet interest incornejiJr thc yuarterly periods presented. 
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Ouarter Ended Dccember 31,2005 $17,551,868 

Quarter Ended Scptcmber 30, 2005 

Quarter Ended June 30,2005 
........ 

$18,918,577 

Ouartcr Ended March 31, 2005 $18,798,200 

Yicld nii Avvragr Ralance Tdq1 
Total IIitrwsl A v t ~ n ~ e  Inlereqt 01 Ikpiiri have I,,lr,'vril ,\rwmge cost 

Iniome h r l l i n g  A s e l *  Agrcciiirntr Expensc # , I  Fnnrlr 

4.10% $16,547,971 9165,766 4.01% 6179,688 

$ 17 7,474 3.75% $17,672,690 $155,043 3.51" 

$171,595 3.63'5 $17,658,408 $133,758 3.03'5 

3.75% $17,756,241 $113,YY3 2.57% $176,289 

...... II..- 

- ~ ................ ~ ............. ......... ........... 

........ ~ .. - ~ ............... ~ 

-..._I ....... ~ ... ,. ......... ~ ........ 
~ .~ .... ... .......... 

(1) Docs riot rellccl unrealizrdfir~iwsN1ossL.s) 

Thejdlowing table presenb the CPk experienced ow our Mortguge-Racked 
,Securities por[folio, on an annualized bnsis, for the quarterly periods 
presewtcd. 

Decembcr 31.2005 

CI'K -- 
28% 

September 30,2005 28% 

June 30,2005 275 

............. ... I"_.- March 51,2005 

December 31, 2004 
- 

257: 

27% 

September 30,2004 25% 

June 30, 2004 33% 

March 31. 2004 31 

Wc believe that the CPR in future periods will depend, in part, on changes 
in and the level of market interest rates across the yield curve, with higher 
CPRs expected during periods of declining interest rales and lower CP17s 
cixpected during periods of rising interest rates. 

We continue to explore alternative business strategies, alternative 
itiveslrnents and other strategic: initiatives to complement our core business 
strategy of investing, on a Icveraged basis, in high quality Investmcnt 
Securities. No assurance, however, can be provided that any such strategic 
initiative will or will not be irnplemcnted in the f u l u r r .  

CRITICAL ACCOUNTING P0LICIF.S 
Management's discussion and analysis of financial condilion and results of 
operations is based on the amounts reported in our financial statetnents. 
Thhcse financial statements are prepared in conformity with accounting 
principles generally at:c:epted in the Uriitcd States of America. In  preparing 
the financial statements, management is required to make various 
judgments, estimates arid assumptions thal affect the reported amounts. 
Changes in these estimates and assumptions could have a material cffect on 
our linaiic,ial statements. The following is a summary of our policicis most 
afected by management's judgments, estimates and assumptions. 

Market Valuation of Investment Securities: All assets classified as 
availablc-for-sale are reported at fair value, bastid on marltet prices. Although 
we generally intend to hold most of our Investmcint Securities until maturity, 
we may, from time to time, sell any of our Investment Securities as part our 
overall management of our portfolio. hccorclingly, we are required to classify 
all of our Investment Securities a s  available-for-sale. Our policy is to obtain 

Nrl  In l tm4 Net Il~tcrrhl  
Income (IoM) Raie Spread 

---l.I_ 
0.095 $13,922 

522,431 0.24% 

$37,837 0.60Y' 

~ 

...... 

- ................... ~ .... 

$62,296 1 . w  ... 

market values frotn independent sources. Management evaluates securities 
for other-than-temporary impairment at least o n  a quarterly basis, and more 
lrequcntly when economic or market concerns warrant such evaluation. 
Consideration is given to (1) the length of time and the extent to which the 
fair value has been Icss than cost, (2) the financial condition and near-term 
prospects of the issuer, aiid (3) the intent and ability of thc Company to 
retain its investnicnt in the issuer for a period of time sufficient to allow 
for any anticipatcd recovery in fair value. Investmenk with unrealized 
losses are riot considcrcd other-than- Lemporarily impaired if  the Company 
has the ability and intent to hold the investments for a period of time, to 
maturity if necessary, sufficient for a forecasted market price recovery up 
to or beyond the cost of the investmenls. Unrcalized losses on Investment 
Sccurities that are considered other than tcmporary, as measured by the 
amount of decline in fair value attributable to factors other Lhan tcmporary, 
arc recognized in incornii and the cost basis of the Investment Securitics is 
adjusted. Other- than-tcniporary impaired losses on securities totaled $83.1 
million at December 31, zoos. There were no such acljuslments for the years 
elided Decemt)cir 31, zoo4 and 2003. 

Interest income: Intiirest income is accrued based on the outstanding 
principal amount of the Investment Securitivs and their conlractual terms. 
Premiums and discounts associated with the purchase of the Invtistmcnt 
Securities are amortized or accrcted into interest income over the projcctcd 
lives of the securities using thc interest method. Our policy for estimating 
prepaymtint speeds for calculating the efective yield is to evaluate historical 
performancv, street consetisus prepayment speeds, and current market 
conditions. lf our estimate of prcpayments is incorrect, we may be requircid 
to malw an adjustment to the amortization or accretion of premiums and 
discounts that would have an impact on future income. 

Repurchase Agreements: We finance ihc acquisition of our Investment 
Securities through thc use of repurchase agreemenls. Rcpurchase 
agrccments are trealed as collateralized linancing transaclions and are 
carried at their corilractual amounts, including accrued interest, as spcicified 
in the respcctive agreements. 

Income Taxes: We have elected to he taxed as a Real Estate Investment 
Trust (or REIT) and intend to comply with the provisions of the Internal 
Revenue Codc of 1986, as amended (or the Code), with respect thereto, 
Accordingly, the Company will not be subjected to fcderal income tax to 
the extcint of its distributions to shareholders and as long as certain asset, 
income and stock ownership tests are met. The Company aiid FIDAC haw 
inade a joint election to treat FIDAC as a taxable RE.IT subsidiary. As such, 

taxable as a domestic C corporation arid subject to federal and 
state and local income taxes based upon its taxable incomc. 

RESUL'I'S OF OPERA'I'IONS 

NET' INCOME SUMMARY 
For thc year ended December 31, zoog, our nct loss was $9.2 million or $0.19 
basic loss per average share related to common shareliolders, as compared 
to $248.6 million net income or sz.04 basic earnings per average share for 
the year elided December 31, zoo+ For the year ciidcd December 31, 2003, 

our net inconic was $180.1 million or $1.95 basic earnings per averagc share 
related to common shareholders. Net income per average share decreased 
by $2.23 and total net income decreased "57.8 million for the year ended 
December 31, zoos, when comparcd to the year ended December 31, zood,. 
We attribute thc decrease in total nct income for thc ycar ended December 

3 1 ,  zoos compared to the year ended Deccimber 31, 2004 Lo the decline in 
interest rate spread, losses on sales of securities, and losses on other-than- 
tcimporarily impaired securities. l i e  interest rate spread decrtiased from 
1.51" for the year ended Deccrnber 31, 2004 to 0,53'J,, for the year ended 
December 31, zoos. The total amortization for the year ended Deccimhcr 
31, zoos was 8154.3 million and for the year ended December 31, 2004 was 
$179.6 million. For the year ended December 31, zoos, net loss on sale of 
Mortgage-Racked Securities was $53.2 million, as compared to a net gain of 
55.2 million in zooq. 

10 
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The lnhlu hclow presents the net (loss) irrconle summaryjor the years ended Dcccrnhcr 31, noog, zoo4 and zoo,? 

NET (LOSS) INCOME SUMMARY 

( L I I ~ I . I T ~  111 thr thnrts.iiids, except Itri pel' Advr d.*I:n) 
Ycar' €.ndrd Yedr tlldctl Y t w  h d e d  

L.ITI~II.r .I I , aoo 3 

$705,04.6 $532,328 $337,433 

1 ) ~  pmht.r i l ,  2004 
~ 

1)wember 31,ZUO5 
.................. ................. . . . . . . . .  . 

......... ~ .. ..................... ~ ~ ................. ~ 

Interest incomr 

Interest expcnsc 568,560 270,116 182,004 

Net interest income 136,486 262,212 155,429 

35,625 12,512 - Other (loss) income: Investment advisory and s(!rvicc fees 

(L.oss) gain on sale of investment securitivs (53,238) 5,215 40,907 
~ ~ ........... .......... ...... .... .............. .... 

.................. - ............. ~ ....................... 
Loss on other- than- tcimporarily impaired securities (83,098) - - 

Total other (loss) income (100,711) 17,727 40,907 

. ~ ...... II .-.-- . 
Expenses: 

Distribution fees 

General and aclrnrrusti , J tw expenses 26,278 24,029 16,233 

- 
... ..... 

2,860 
. .. - -. 8,000 

..- - 

Total expcnseq 34,278 26,889 16,233 

1,4Y7 253,050 180,103 Income txiforc income taxes 
Incomr taxes 10,744 4,458 - 

Net (lass) income (9,247) 248,592 180,103 

......... ...... ....... .................. ~ .................... 

Dividends on prel'errtd stock 14,593 7,745 - 

Net (loss) income related to common shareholders (*Z3,840) $240,847 a1s0,103 
- - ~  ~ 

.-. 

Weighted averagc nnnihcr of basic corninon sharcs outstanding I22,47 5,032 118,223,331) 92,215,352 

Weighted avtirngc number of diluted comnion shnrrs outstanding 122,475,032 118,459,145 93,031,253 

$1.95 Basic net (loss) income per average common share 

Diluted net (loss) income per  average common share ($0.19) Q.03 $1.94 

Average total assets 

Average equity 

__*.. ..... ..... .............. ~ .. .................. 

........ .......... - ~ ............. ........ ... ... 

.___I--._. ----~ 42.04 ($0.19) 
-~~ .__ 

I__-" -. 

$18,724,075 $17,293,174 $12,975,039 

1,614,743 1,550,076 1,122,633 

1.44s 1.39% 

16.04'x 16.04X 

.... ............ ........ . ..... ~ -- ............. ~ 

..... ~ .... ~ ........ . . . . . .  .................... 

~ ~ ~. . .  ....... ......... ..... -. ~ .- ......... ....l.....-..- 
Rrturn on average total assets (0.05%) 

- (0.5711) 
. ...... ......... ....... ............. Return on average equity 

~ 

INTEREST INCOMIC ANI)  AVERAGE EARNING ASSET YIELD 

Wc had average earning assets of $118.5 billion for the year endcd Dccember 
31, zoos. We had average earning assrts of $16.4 billion for thc y w r  ended 
Dec:cmbr.r 31,2004. Wehadaverage eariiingassetsof~ia.obillio~r for thcyear 
ended Dccwiiber 31, 2003. Our primary sourcc of income is interest int:omc. 
Our intcwst income was $705 million for thr  year ended December 31, zoos, 
' 5 :32 . :~  million for the year ended Det:c!iiibcr 31, 2004, and $3337.4 million 
for the yvar ended December 31, 200:3. The yield on average invcstmcnt 
securitics was 3.8o'n,, 3,25'", and ~.KI% for thc respective periods. 

IN'l'EREST EXPENSE AND 'IIIE COST OF FUNDS 
Wr- anticipate that our largest cxpcnse will be the cost of borrowed funds. 
Wc had average borrowed funds of  $17.4, billion and total interest expense 
of $568.6 million for the year ended Dcwinber 31, 2005. We had avcragr 
borrowed funds of 8 iS . s  billion and total intrrrst expense of Y.27o.i million 
for the year endcd December 31, 2004. We had average borrowed funds of 
$11.5 billion and total intcircst expense of W32.o million for the year ended 
December 31, 2003. Our average cost of funds was 3.27" for tlie year ended 
Decernber 31, zoos and i.74'x\'K.or theyear ended Dcwmber 31, zooqand 1.58% 
for the year December 31, 2003 .  l i e  cost offunds rate increased by 153 basis 

points and thc avrrage borrowed funds increased by $1 .y billion for the year 
ended Decembcr 31, zoos when cornpared to the ycar cndcd December 31, 
2004. lnterest cxprnse for the year 2004 increased by $88.1 million over the 
prior year due to the substantial increase in tlie average repurchase balance 
and the increase in the cost of funds rate. 'lhe cost of funds rate increased 
by 16 basis points and thr  average borrowed funds increased by $4.0 billion 
for the year ended December 31, 2004, when cotnpared to the year ended 
December 31,2003. Interrst expense for the year ended Dccrmber 31, zoo5 
increased by $2298.5 million over the previous year due to the increase in the 
average repurchase balance and substantial increase in the cost of funds 
rate. Sincc a substantial portion of our repurthnsr agreetiletits are short 
term, changes i n  market rates are directly reflected in our interest expense. 
Our  average cost of  funds was o.ol;", below average om-month LIBOR and 
0.45'8, below average six-month LIROR for the year ended Dctcmber 31, 
zoos. Our average cost o f  funds was 0.24'8, above average one-month 1,IROR 
and o.o6', below average six-rnonth I.IROR for the year ended Decembcr 3 1 ,  
2004. Since the Federal Reservc continued to raise the federal funds rate 
after December 31, zoos, we will continue to experience an incrtwc in 
funding cost. 
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7lie,following t abk  shows our avcma<qe borrowerl.funr1.y avid aver~igc cost c$714wds LIS covriparcd to average oiie-nionth nnd average six-wzorith LlBOIZfor Lhc years 
ended L)ccemher 31, zoos, 2004, 2003, 2002, avid 2001 and the four yunrters in  200.5. 

AVERAC;E COST O F  T W N M  

Rvcrilgr AWl-Ug,' 
(Ratioa for LIiv Iiwr qanr1ei-s i n  2 0 0 5  I I H W  Iiiwn 
nnnualimd. dollars m tIi~ru\;rndr) r Llrzl~s: I,lllOR M O l l l l l  l.lROI< 

R<Wrl ,Wed 

.... ... ...... "_-_" -.I .... -~ .... ................. 
For the Year Errdcd December 31,2005 $17,408,828 %B8,5 3.33% 

['or the Year Ended Tlecember 31, 2004 615,483,118 $270,116 1.74% 1.50a 1.80" (0.30%) 0.24" (0.06%) 

For the Year Ended December 31,2003 %11,5'1.9,368 6182,004 1 1.21'X 1.23% (0.02%) 0.37% 0.35W8 

For the Year Ended December 31,2002 59,128,933 $191,758 2 1.77": 1.w (0.1 1 ") 0.33% 0.22% 

For the Ywr Ended Decernbtir 31, 2001 W,388,900 $168,055 :3.83" 3.88% 3.73" 0.15% (0.05") 0.10": 

For the Quarter Ended December 31,2005 $16,547,972 $165,76fi 4.01%, 4.10% .46% (0. (0.09") (0.45") 

For the Quarler Ended June 30,2005 $17,658,408 8 3.03% 3.05" 8%) (0.02") (0,40%) 

For the Quarter Elided March 31, 2005 $17,756,241 $113,993 2.57% 2.58'': 3.02% (0.44%) (0.01%) (0.45%) 

."I.. . . . .~. . - . .__I"  ......... . . . .  ... 

........ ~ ......... ........ ......... - .................. . . . . . .  ~ .......... 

..... ~ ... ............. ~ ... .- ... .................. . ~ 

-.--ll" ... ........... ...... ............... -.........I ............ .~ ...... ... .. 

.-..-..........I __x ...l..-.....--lll... -_-x_- -_l.ll__- _.-__x_____I .- .... ....... 

For the Quarter Ended September 30,2005 $17,672,690 $155,043 3.511: 3.54% 3.91" (0.37%) (0.03%) (0.40") 
~ ...- ......... ....... ,.,.. ~ .- ~ ........... ~ ............ -..l"" ...... ._ ................ 

.- .--.-__-.-....I_ ---- .. -l.l ... " _- .... .. ...... . 
-~ ........... .. .- ......... .....-.....I.. ~ ............ ........... -. .. ................ .. 

NE1 INTERES'I' INCOME 
Our nct interest income which equals inlercst income less irrtercst expense, 
totaled $i:<h.5 million for thc ycar ended Deccinher 31, zoos, $a62.2 million 
for the year cnded Decernber 31, 2004 and %5.q million for Lhe ycar ended 
December 3 ~ 2 0 0 3 .  Otir net interest inconic decreased because the increase 
in tht: cost of funding on our repurclrasc agreements was only partially 
offset by the incrt.ast, i n  yield on our investment securitics. Our net intertist 
spread, which equals thc yield on our' average assets for thc period less the 

average cost or runds for the period, was 0 . 5 3 ' ~ '  for the year ended December 
31, zoo5 as compared to  1.51'6 for thc yrar ended December 31, 2004. This 
98 hasis point decrt. was the result in the increased funding cost of 153 
basis points, olrsct by the increase in yiiild of55 basis points. Our net interest 
income incruascd $100.8 million for the year ended December 31, 2004 ovcr 
the prior ycar. Our net interest income increased because of the incrciase 
in our assets that resulled from the common stock and preferred stock 
offerings during 2004. 

7he tuble below shows our inlwtst  inconic. by carnin,q asset typc, average earning asseb !~y type, ioial interest income, interest expense, avcrnge reprcliasc 
qyrt-emewts, averafc cost q f f i u i h ,  and net iwtercsl incomefor thcycnrs e n d d  1)ecerriber:j I ,  2005, 2004,  zoo:^, 2002, and zoo1 and thefour quarim in zoos. 

NET IN'I'ERESI' INCOME 
A"'!l-l"" Ykld Avrragr i\vr Avt.r.igr 

(Rslios lor thr fimr rlnrilul-s in 21105 Iidvc I>L.L.II nnnnnlizcd, i l l v e m l e n i  'rlrid htercr t  l l l l ~ , , ~ ~ l  Cwl of 
dollrn nn thoosoads) urilivs Held 1111 U I I ~ ~ !  Lwnlng A \ w l \  Fxpcnse I w d ~  

For the Year Ended December 31,2005 18,543,749 $705,046 $568,560 3.27% 

For the Year Ended Decernbcr 31,2004 

For the Yvar Ended Decernbc $12,007,333 $337,433 2.81" 511,549,368 U82,004 1.58'a 

For the Year Ended LIecenrbtir :31,2002 $9,575,365 $404,165 1.22" $9,128,933 $191,758 2.10X 

For the Year Ended Decernber 31,2001 %,682,778 $263,058 5.62" $4,388,900 $168,055 3.83% 

For the Quarter Ended Deccinber 31,2005 $17,551,868 $179,688 4.10% 616,547,972 $165,766 4.01% 

For thc Quarter Ended September 30,2005 U&,906,350 3.755 817,672,690 $155,043 

For thr Quarter Ended Tune 30,2005 418,918,577 $171,595 3.63% $17,658,408 $133,758 3.03% 

........ _"__.__ . 

~ ~ _ _ _ _ - _ _  ... " ......... " ,.... ........... ............ .... 

$16,309,134 $532,328 3.2V S15,4%,118 $270,116 1.74': .......... .." ., , , .... ............. ~ .. ......... .," - 
. . . .  ..... " "  ..... . .......... ~ . 

-. ......... ... ."." ..... ...... ....... . , ....... .......... , ....... 

.... ...... -..--__I .... .... 
.. ." .- -" . ... .. 

II I ... ............. -. .............. ~ . . .  "" - ............. 
For the Quarter Ended March 31,2005 $18,798,200 $176,289 3.75% 517,756,24,1 113,993 2.57% .... .~ " .,....-....."I -.- ~ _(- .... " "  

NPI Inlrrl*rl Ntif ! I1 tCWTl  

In[or i iv  R.r(c Spre,id 
............. -. 

$136,486 0.53% 

~202,212 1.51% 

$155,429 1.23% 

1212,447 2.12% 

$95,003 1.79% 

613,922 0.09% 

$22,431 0.24% 

$37,837 0.60% 

$62,296 1.18% 

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

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

.... ... . .  

.......... . 

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

~ .......... 

......... 

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

INVF.S'I'MENT ADVISORY AND SERVICE FEES 
FIDAC is a registered investment advisor that generally receives airnual net 
invrstment advisor,y files of approxiinatcly i o  to 20 basis points of the gross 
assets it manages, assists in managing or  supervises. A1 December 31, 2005, 
FIDAC had under management approximately $2.3 billion in net assets and 

billion i n  gross assels at  December 31, 2004. Net investment advisory and 

net assets woulcl be removed from its rnanagcment although FIDAC would 
continuti to receive advisory fees on these assets until June 1, 2006, FlDAC's 
net advisory fees are includcd i n  our consolidatcid financial slatements post 
our acquisition of FIDAC on  June 4, 7,004. 

~ 1 8 . 7  \,illion in gross asscqs, colnpared to $1,g hillioIr in rrcit assets and ~ 1 5 , ~  GAINS AND IA3SSf:S ON SALES 0 1 '  INVESTMENT SI:C:URITIES 
For the ycar ended LIecernbcr 3 1 ,  2005, we sold Investment Securities with 

service fvcis tor the year ended December 3 1 ,  zoos totaled $27.6 million, riel 
of fees paid to third patties pursuant to distribution servicy agreemenls for 
facilitating and prornoting distribulion o f  shares or units to FILIAL'S clients. 
( h s s  assets under management will vary froin timti to time because* of 
changes in the arrrount of net assets FIDAC niatlages a h  wt4l as changes in the 
afnouiit of leverage used by thevarious funds and accounts FIDAC manages. 
Alltrough net assets urrdcr managernent increased by approximately S4oo 
million from December 31,  zoo4 to Ueccniher 31, 2005, nct assets urider 

a n  aggregate historical amortized cost of $3.4, billion for an aggregate loss 
ofX53.2 million. For the year ended December 31, 2004, we sold Mortgage- 
Baclted Sccurities with an  aggregate historical amortized cost of "591.7 
million for a n  aggregate gain offf5.2 million. For the year ended December 
31, XJO:~,  we sold Mortgagci-Racked Securities with an aggregate historical 
amortized cost of63.8 billion for an aggregate gain of$40.9 million. The loss 
on sale of assets for the year ended December 3 1 ,  zoos was due 10 portfolio 
rebalancing that was initiated in thc fourth quarter o f  zoos. We determined 

managenicnt began to dedine after September 30, 2005 due both to the 
reduction of their market value and redemptions. I n  addition, during the 
first quarter of 2006, FIDAC was notified that an additional $130 niillion in 

that certain assets purchased in a much lower interest rate environmcnt 
of 2003 and zoo4 were unlikely to receive Lhcir amortized cost basis, 
and corirmencrd selling these assets. ?he rebalancing was done with the 
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objeclive of improving future financial performance. During the year ended 
Deccmhcr 3 1 ,  zoo3 the amount of sales were higher than in prior years, 
with the majority of sales occurring during the second quar tc r .  The salcs in 
zoo3 occurred because of declining inlerest rates, which caused fixed rate 
securities to appreciate significantly and we delermined to take advantage 
of the appreciation. The gain on sale of assels for the ycar ciidcd December 
31, zoo4 declined by "5.7 million over the prior year. The dilrerencr hctwcen 
the sale price and the historical amortized cos1 of our Mortgage-Racltcd 
Securiticrs is a realized gain and increases income accordingly. We do not 
expect to sell assets on a frequent basis, but may from time to Lime sell 

to move into new assets, which our managemenl believes 
her risk-adjusted returns, or to manage our balance sheet as 

par t  of our assct/liability nianagement strategy. 

M)S5 O N  ~ Y l ' t t I : l " !  rIL4N. 
During the fourth quartvr of 2005, in connection with the porlfolio 
rebalancing discussed above, Lhe Company rcivicwcd each of its securities 
to determine if an (ither-than-temporary impairment charge would be 
necessary. It wasdeterniined that certain securilies that wcrtrin an unrealized 
loss position, the Company did not intend to hold them for a period of timr, 
to maturity if ntwwary, sufficient for a forecasted market price recovery 

MI'"( )RAIEI I,Y 1 h4 134 I rl E I ) 

LIP to or beyond the cost of thc invcstmcnts. Approximately $ 2 . ~  billion face 
amount of securities were reclassified as other-than-temporarily impaired, 
with an approximate loss of $83 million. 

t .> i .Yi  I < / \ !  4 Y l )  t 4 ! ~ h 4 ~ W ~ h I ' I ~ A " i  l \ ' f ,  t xI'1:N 

General and administrative (or (;&A) expenses were $26.3 million for thc 
ycar ended December 31, zoos, $24.0 million for the year ended Uecern1)er 
31, zooq., $ 1 1 6 . ~  million for the year ended December 3i,zoo3. G&A expenses 
as  a pcrccntagr of average total assets was o.i4'8,, o.i4", and 0.13'8> for the years 
ciidcd Th:cmhcr 3 1 ,  zoos, 7.004, and 2003, respectively. 'The increase in G&A 
cixpcnscs of %.3 inillion for the year December 31, zoos, was primarily the 
rtisult of iiic:rciascd salaries, directors and officers insurance and additional 
costs rclatctl to FIDAC. Staff increased from 20 at the end of 20o:3 to 30 
at the end of 2004 and 3 1  at Lhe end of zoos. Salaries and bonuses for the 
years ended December :<I, zoos, zooq., and zoo3 wcrc $18.8 million, "7.2 
million and $1 1 .5  million. Even with the increased asset base, G&A expense 
as a percentage of average assets has incrtwtid significantly. l h e  table 
below shows our total G&A expcnsc. cwmparcd to average total assets 
and average equity for the years ended Decernber :3i, zoos, zooq, zoo:<, zooz, 

and 2001, and the four quarters in zoos. 

! C  1, in '(lili 1L1121 111 I , I  , , , , L , I  lllii (1, doll  , ! L  1,) /I, 1 0 1  t i  (Ih 1 1 *I)< 
.... - 

For Lhe Year Ended Deccmbur 31,2005 

For the Year Ended December 31,2004 

626,278 

'124,029 
.... 

. . . . . . . .  . . . . .  -_ 
For the Year Ended December 31, 2003 

For the Year Ended December 31,2002 

For thc Year Ended December 31,2001 

For the Quarter knded December 31,2005 

For the Quarter Ended September 30,2005 

$16,233 

813,963 

$7,311 

$6,359 

$6,455 

...... .. .-. . 

...... . .  _- . .  

. . . .  -. - -_- ._ __ .. .. ...... 

...... 

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

For the Quarter Ended June 30,2005 

For the Quarter Ended March 31,2005 

$6,800 

$6,664 
...... -- - . . . . .  

163% 0 14" 

155% 0 14% 

145% 0 13% 

143% 0 13% 

167% 0 14% 

0 14% 166% 

. .-  

_. - . - 

-. -_ 

.~ ..... 

. .- ...... .- 

0.13% 1.58% 

NL'r INCOMK ANI) I<EI'tIRN ON AVF'RAC;I-: I 12kJI I ' Y  
Our net loss was $9.2 million for the year cndcd Dccember 31, zoos, and our 
net income was $248.6 million for the ycar cndcd December 31, zoo4 and 
$180.1 million for the year ended Dct:cimhcr 31, zoo3. Our return on average 
equity was (0.57'x) for the year ended D(wmbcr 31, zoos, i6.o4x, for the year 
ended December 31,2004, and 16.04" for th r  ycar ended December 31, 2003. 
We attribute the decrease in total riel income for the year ended December 

3 1 ,  zoos over the year ended December 31, 2004 to the decrease in interest 
ralespread, the loss rtializcd on sale ofassets during therepositioningand the 
loss on olher-than-tciinporarily impaired securities. l l w  increase in our net 
income in zoo4,, from zoo:<, was the result of us deploying additional capilal 
of approximatrly $s8i.u million from December 31, zoo3 to December 31, 
zoo4 into our stratcgy. To 3 lesser extent, the seven months of advisory fee 
income froin FIDAC aided in thc income growth for the year 2004. 

For the Year Ended December 31,2005 8.45% 1.71': 
.. 

. .  
For the Year Ended DeLember 31,2004 16.92% 0.62% 

For the Yt,dr Fndcd December 31,2003 

For thr Ycdr Fnded December 31,2002 
For the Ycdr Fnded December 31,2001 21 72" - 

For thc Quartcr Ended September 30,2005 5.50% 2 09" 

For the Quarter Ended March 31, 2005 15.06% 1.13% 

-. ..... .. .. 

- 
. . . . . . .  . . . . .  

- 
. .  

21 72" 
. . . . .  .. 

. - ...... - - _- ... . . . . .  

1.79% 
.......... . .. .-. 

For thc Quarter Ended December 31, 2005 3.64% 

.. -. . . . .  . . . . . . . .  

Fur thc Quarter hided June 30,2005 9.15% 1.82% 
.. - ... __ . 

.... -.. 

(3.30%) 

0.34" 
.. 

3.64% 

2.1v 

1.05% 

(17.05%) 

0 or% 
2.76% 

0 14% 

(5 I Y )  163% 0 67% (0 57%) 

16 04% - 155% 0 29': 

- 145% - 16 04" 

- 143% - 22 44" 

- 167" - 21 10" 

166% 073% (3571'6) 

- 158" 0 82% 5 20" 

- 164% 0 73" 11 36': 

- 161% 0 38': 14 74% 

_ -  ~ 

. -. - - . . -.- 

_. . ....... 

. .  - -__ _- ..... - 

- 
(21 70%) 

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

._ - .. . -. - 

.- __ . - . - 
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IN\' ES'IMENT S E W  Rl TI ES 
~ 1 1  zoo4,, and 
zoo3 were adjustal,le-rate or fixed-ratc Mortgage.p,acl<ed Securities bacltcd 

million, respectivcly, of unamortized premium (which is the difference 
betweeii the remaining principal value and t he  current historical amortized 
cost of our investment securitics acquired a t  a price above principal value). 

ollr ~ ~ ) ~ , t ~ ~ ~ ~ . p , ~ ~ l ~ ~ d  securities at ~)ecc!lmber 

by single-family mortgage loans. All ofthe mortgage assets undcrlying thesc 
Mortgage--Backed Securities were secured with a first lien position on the 
underlying singlr-family properties. All of our Mortgage-Rackcd Securities 
were F1 LLMC, FNMA or GNMA mortgage pass-through ccrtificates or  
CMOS, which varry an iniplied "AAA rating. We mark-to-market all of o u r  
earning assets to fair valw. 

We reccivd tnortgagc principal repayments ofa7.1 billion for the ycar ended 
December 31, zoos, % i s  billion for the year ended Deccmber 31, 2004, and 
$8.3 billion for the ycar ended Dccernber 31, 2003. T i e  overall prepayment 
speed for the year ended December 31, zoo,?,, 2004, and 2003 was 275, zg',w,, 
and 4 P  respectively. During the year ended December 31, zoos, the CPR 
declined to 27", from 29'x,, due to a decline in refinancing activity. During 

All of 01,r Agency Debentures are callable and carry an  irllplied 
rating. We mark-to-market all of our Agency Drhentures to fair value. 

Wc accrete discount balances as an increase in interest inconie over the life 
of discount investment securities and we amortize premium balances as a 
dwr.ease in interest incorne over the life of premium investment securities. 
At Uecemhcr' 31, zoos, 2004, and 2003 we had on our balance sheet B total 
of 521.5 million, 51.1 million and $1.5, respectively, of unamortized discount 
(which is the difference between the remaining principal value and current 
historical amortized cost of our investnwnt securitie quired at a price 
below principal value) and a total of sz42.1 million, $4427.0 million and *301.3 

the year ended Dccetnber 31, 2003, the annual prcpaytnent spced was the 
highest in our history at 42". Given our current portfolio Composition, if  
mortgage principal prrpayrnent rates were to increase over the lifc of our 
Mortgage-Racked Securities, all other factors being equal, our net interest 
income would decrease during thr life of thesc Mortgage-Racked Securities 
a s  we would he requircd to amortize otir net premium balance into income 
over a shortcr time period. Similarly, if mortgage principal prepaynwnt rates 
were to dccrease over the life of our Mortgage-Backed Securities, all other 
factors bcing equal, our  net intwcst incomr would incrcase during the life of  
these Mortgage-Racked Securities as wc would atnortize our net premium 
balance over a longer time period 

I N  VESTMEN'I' SECUWJ'I'IES 
Amurli,irl ( : o x t i  I.,slinistrd l'oir V.ilur/ \'$'+$led 

A m o r t i 4  < : o h (  P r i m  i p l  hinoun1 tstim.ilrd I dir V.diir* ~'Klllcipal Rmiouot Avtriigc Yield 
.~ -._I"_ 

(rl~rllars iii thou\mds)  PnIxcip.iI Ainiiiiril Vel l'rcrniimi ...... ....... . .- ... -. . "- . . . .  
At Drcember 31,2005 $15,915,801 $220,637 $16,136,438 101.39% $15,929,864 100.09" 4.68% 

At December 31,2004, 919,123,902 $425,792 $1 9,549,C91 102.23'X, *18,/1,%8,895 101.59" 3.43% 

At Dcccinber 31, 2003 V',682,130 $299,810 $12,981,940 $12,934,679 101.99% 2.96% 

At rkcember 31, 2002 811,202,384 $273,963 $11,476,347 $11,551,857 103.12% 3.25% 

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

... .. .- ....... .. ... . . - . ~ . . . I  .... ... ..... ,,.- 

- . . .. ...... ..... -. .. 

....... .... . . .- ....... .- . . 

At December 31, 2001 67,3Y9,941 6137,269 v,s:v,2ia 101.86" 57,575,379 102.37% 4.4,l' 
.... . ....... . ...... 

A t  September 30,2005 818,884,571 $375,985 $19,260,557 101.99% m,956,001 101.38% :3.96'% 
.I -- -- ._-_. x " ~ . " " _ _ _  ___ - . I . ~ _ I . -  .I__ II.".- 
At June 30,2005 $19,300,333 $401,356 $19,701,690 102.0w 519,556,836 101.33% 3.78% 

At March 31, 2005 W887,801 F416,5.12 $19,304,343 102.21% $19,091,063 101.08% 3.61% 
_- - 1 * " ~ " -  - _ I . ~ " - "  - .. " ~ l l l - - _  .... ..-..I ... 

...... .. ,.....-..I - " . _ . ~ . I . -  -_"ll--. -.__I.I- 

At rkwmber  31,2005 

At Deccmber 31, 2002 

At 1)ecemher 31, 2001 

At September 30, 2005 

A t  June 30,2005 
~ . " " - . _ I . - - .  

At March 31,2005 

_-.I . 

$13,544,,872 

$9,294,931 . .... 

$7,007,062 4,.10" 2.517: 

,793,250 5.90% 3.95" 

,437,763 4.56" 2.82". 

W,934,382 4.43% 2.61% 

$13,464,087 4.29% 2.50" 

.- ..... -. . . .  
....... .. 

.......... ~ - _ I . -  

.. -__- -.I_-- 

__l.x __ 

1.64% 22 months 

1.78" 24 rnonths 

1.60'5 23 months 

1.59% 11 months 

1 . 9 9  24 months 

1.74% 23 months 

1.82" 24 months 

1.7Y' 22 months 

...."I.-...-.. 

.... ____.- ..... 

.- __ .... .. 

..... _.I__ -- _" 

_-I---_ 

~~- 
II-.~-~---- 

. ~ ~ . ~ _ I _ - -  

10.26% 4.74% 

10,127: 3.24% 

9.86% 2.47% 

10.37% 2.33% 

11.4,9" 3.87% 

10.26% 3.91% 

10.30% 3.69" 

10.06% 3.46Ym 

-~ -"I-- 

..... 

.... 

-.-._I" -. 

-_I- __*"_^_ 

-._.I ...... .- 
_I__-- 

60.94% 

7 0 . W  

73.29% 

62.55% 

78.29% 

65.86% 

67.02% 

71.28% 

14 .... 
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FIXED-RATE INVF,S'I'MEN'I SECURITY CHARAC'I'EIIISTICS 
I'rinclpal A ~ ~ r o u n i  ah 'I. (11 I 'hl  

(dollar,< in  L l i o i ~ ~ ~ n d ~ l  I ' r i i icipii l  hrnimnl Weighted AveIagc (:oiipo>n Un1r Weighted Average Assct Yirld lnvertinent hecuritic.; 

39.06" $6,216,668 At December 31,2005 

$5,579,030 5.24Tm 3 . w  29.17% At December 31,2004 

$3,387,196 5.77% 4.29" 26.71% At December 31,200:3 

At December 31, 2002 

At December :31, 2001 $1,606,691 h.92" 6.33% 21.71% 

34.14% 

3.96% 32.98% 

28.72% 

.............. ......... ............ ................ ............ 
--.l.lll-___. 

5.37% 1.60% 
~ ........................ ........... ... 

~ .. ............... ..... ................. ..... 

.... ................. ~ - ............ ~ ~ ............... ~ .~ 

$4,195,322 6.76% 4.7W 37.45'. 
~ ............. . . .  .. .............. ...... .... ~. 

..- ---.._.I. ~ - - - - - . l l l l . .  .... ~..-"" . . ........ ... ...... 
--.._-I. 

At Septembcr 30,2005 $6,446,808 4.06% 

$6,365,952 

$5,423,714 5.31% 3.Y')" 

........lll.ll"_.-__.. ... .. 
..... ..... ................. __--__IF I_ ~.*..I---_ - - - - _ l . l l _ ~  

At June 30,2005 

At March 31,2005 
..___"I_" ................... ................... . ........ ....... 

A t  December 31, 2005 arid 2004, we held investwiewt sccririlies with coupon.r liriked to various iwdiccs. 7kcfi)hwirig tables det id  the por(bdio chanacteristics by 
index. 

AI)JUS'IABLE-RATE INVESTM EN'I' SECURITIES BY INDEX-DECEMBER 31 ,2005  

Weighted Average Term to Ncxt 
Adjustment 

Weighted Average Annual Period Cap 

Weighted Average Lifetime Cap at 
December 31,200S 

Investment Principal Value as 
l'ercentage of Iiivc!stineiit Securities 
at December 31,2005 

-~ ....................... ~ 

.. ~ 

~~ ..... - .......... ~ 

1 mo. 42 mo. 22 [no. 2 mo. 

7.29% 2.00% 2.003' 1.00% 
.. 

- ........... ~-~ .... 

7.98% 10 78". 10.33" 13.03". - .......... - 

6.33% 6.42% 24.46" 0.01" - . ...... - 

TWl"t.. 
Mo~i l l i  

Moving 
Avt.r*g:t. 

........ 

2 mo. 1 mo. 

0.00s 
... ,". 17mo. 3 mo. 18 mo. 

2.00" 

12.07'~ 
. - 

0.94% 
-. ... . . . .  

10.90" 
. 

0.01 " 

1.00'K 
..... .- 

11.74% 

0.03" 

1.90" 
........... 

10.54% 
~- 

21.55'h 

2.Yt.W 
'lr,!artlr) 

Xndex 

14 mo. 

2.00% 
........... 

11.93'~ 
........ 

0.01'. 
.......... 

21 mo. 34, mo. 1 mo. 

2.0w 1.96% 0.00" 
~ - ........... " "  

" ....... 

13.12 % 12.51% 13.40'5 

0.25" 0.06Ym 0.68% 
- ......... 

ADJUS'l'AABLE-RATE INVESTMtN'I' SECURITIES BY INDEX-DECEMBER 31 ,2004  
Naliunal 

Six- livelvc I1111 I'>wnci,il nlolltlrly 
Onr- Six-  Iwrhc- Monlh Month District Avrrirgr Si&- A-Year 2 \car . % - Y t w  ',-Year Federal 

Motlth Monlh  Month Auction Moving Cost 111 Mortgage Mllllth I'rraury T'rrasary 'l'reasory Ircaauly C d  111 
I.llll)l< LIKOI< I . l l lOR Average Average I'uiida I h t e  (11) Rate Index Illdm Inrlex Index I-unds 

..... .... ........... ~ .- ... ~- -. ........ . ~ 

Weighted Average Term to Ncxt 
1 nio. 27 mo. 34 ino. 2 mo. 1 mo. 0 mo. 5 1110. 3 mo. 25 mo. 10 mo. 17 1110. 31 mo. 0 mo. Adjustment 

Wcightcd Average Annual Period Cap 8.01% 1.07'K 2.18% 1.00'6 0.17% 0.82'K 2.00% 1.00% 1.86y~ 2.00'5 2.00% 2.00% 2.00" 

Weighted Average Lifetime Cap at 
8.88" 9.86% 10.08% 13.03'g 10.65" 12.13'x 10.58" 11.66" 10.31" 11.92'% 12.96" 12.59" 13.39s Dcccmher 31,2004 

Invc*stmc.nt Principal Vdue as 
Percciitagr of Investment Securities at 

........ . .... ........... ~ -- ~. .................. ~ -. ~ 

-- ... ~. ....... ~ .... - ....... ~ ............. -- ...... .- -. ~ 

~ ~ - ............ . .I-_ 

8.67% 2.50'% 22.96" 0.01" 0.2238 0.98': 0.01'5 0.05" 34.31% 0 .0P  0.25" 0.07" 0.79% ................. .- ~ . ~ - ....... - ~ . - - ........... 

R O R R O  W 1 NGS 
To date, our debt has consisted entirely of borrowings collateralized by a 
pledge of our investment securities. 'lhese borrowings appear on our balance 
sheet as repurchase agreements. At December 31, zoos, we had established 
uncommitted borrowing farilities in this inarltet wi th  lcndcrs in amounts 
which we believe are in ~~xcess  of our needs. All of our investment securities 
are currently accepted as collateral for these borrowings. However, we liniit 
our  borrowings, and thus our  potential asset growth, in order to maintain 
unused borrowing capacity and thus increase the liquidity and strength of 
our balance shect. 

threc ycbars, with a weighted average original term to maturity of 203 days 
at Decc!mh(ir 3 1 ,  2,003. 

At 1)ecerriber 31, zoos, the weighted average cost of  funds for all of our 
borrowings was 4. ih9~and the weighted average term to next rate adjustment 
was 79 days. At D(*c:cmher 31, 7,004, the weighted aviiragc cost of funds for 
all of our borrowings was 2.46", and tlie weighted average term to next rate 
adjusttnent was 1 1 1  days. At December 31, 2003, the wcighted average cost 
of funds for all of our borrowings was 1.5i'fi and the weighted average tertn 
to next rate adjustment was 90 days. 

LIQUIDITY 
Liquiclity, which is ou r  ability to turn non~-cash assets into cash, allows us to 
purchase additional investment securities and to pledge. additional assets to 
secure existing borrowings should the value of our pledgcd assets decline. 
Potential inmediate sources of liquidity for 11s include cash balances and 
unused borrowing capacity. IJnused borrowing capacity will vary over time 
as the market value of our invcstment securities varies. O u r  halance sheet 

For the year ended December 31, zoos, tlie term to maturity of our 
~ O r r o w i n g s  ranged from day to three years, a weighted average 
original  term to nlatllrity of 163 days at December 31, 2oOs, F(),. the 
ended ~ ~ ~ : ~ ! ~ ~ ~ b ~ ~  31, zoo4, tiie term to lllaturity of our borrowings ranged 
frorn day to tilree years, a wriightcd average term to 
maturity ()f 2 ,  I days at ~)ecernber 31,  zo(14, F~~ tile year ended ~ ~ ! ~ : ~ ~ ~ ~ b ~ ~  
31, 2063, ttIc terln to lnaturity of ~,Orrowings ranged fronl oIle day to 
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also genciratcs liquidity on an on-going basis through mortgage principal 
repaymints and net earnings truld prior to payment as dividends. Should our  
needs ever vxceed these on-going sources of liquidity plus the immediate 
sources of liquidity discussctl above, we believe that in most circumstances 
our investment securitivs could be sold to raise cash. 'Ihe rnaiiitcinance of 
liquidity is one of the goals of our capital investment policy. LJnder this 
policy, we liniit asset growth in order to prtwrve unused borrowing capacity 
for liquidity management purposes. 

Borrowings under our repurchase agreements decreased by $3.1 billion to 
$13.6 billion at December 31, zoos, froni "10.7 billion at Drceinber 31, 2004. 
'Ihe decreast. i n  barrowings was thci result of lower asstits from tlie sale of 
securities to facilitate the repositioning ot our portfolio and lower borrowing 
capacity Irom the decline in equity. 

We anticipatc that, upon repaytntAnt of each borrowing under a repurchase 
agreetnt.nt, we will use the c:ollatcral immediately for borrowing under a 
new repurchase agreement. We have not at the prcisccnt time entered into any 
cotnmitmtint agreements under which the lender would be required to ciitcir 
into new repur(,hase agreements during a specified period oftime, nor do we 
presently plan to have liquidity fat:ilities with cotntnercial banks. 

Wilder our repurchase agreements, we may be required to pledge additional 
assets to our repurchase agreement counterparties (Le., Icnders) in the 
event the estimated fair value of the existing pledged collateral under 
such agreements declines and such lenders demand additional collateral (a 
"margin call"), which may take the form of additional securities or cash. 
Similarly, if tlie estimated fair value of invcstnient securities increase due 
to changes in rnarltet intcrest rates of marktrt factors, lenders may release 
collatiiral back to us. Spcicitic.ally, margin calls result from a dwlinc in 
the value of the out Mortgage-Backed Securities securing our repurchase 
agreelncnts, prepayments on  the mortgages stxuring such Mortgdgc- 
Backed Securities and to changes in the estirnatcid fair value of such 
Mortgagci-Racked Securities grnerally due to principal reduction of such 
Mortgage-Racked Securities from scheduled arnortization and resulting 
from changrs in market intertist rates and other market factors. Through 
December 31, 2005, we did not have any margin calls on our repurchase 
agreements that we wwc not able to satisfy with either cash or additional 
pledged collateral. However, should prepayment speeds on thc mortgages 
underlying our Mortgage-Backed Securities and/or market interest rates 
suddrnly increase, margin calls on our repurchase agreements could result, 
causing an adverse change in our liquidity position. 

Ihefollowingr table sirrrirtiarizc.~ Lhu c j k t  oti o w  liquidity and cashJow.s.[rorn contractual obligationsfor repurchnse a p e m e n t s ,  the nan-cnnrelable ofice lease 
and erriployrnunt agret.rnents a1 Duccmher 31,  2 0 0 5  

(dollar\ 111 Iho~rsaiidr) Witliiii Oiir ~ ' V M  

Repurchase agreetnents ~12,176,:3(:)1 
"~. ... 1 1 1 1 " "  ~ ~ ~ " .  ...,, " ... 

l___". . .. ......... ___  ~ " " " "  

Intcircst expense on repurchase agreements 7 6 , : ~  

L.oiig-tcrm operating least. obligations 530 
- ~ - " l _ "  ..,...... . 1""", ..., " "  

.. ---____ 
Employment contracts 7,106 

Total $12,260,318 
~ ~ I " _ _  I.I_ ==!----l.-?L r̂- - 

STOCIIHOI,DERS' rQUI'I'I' 
1)uring thu ycar ended Decerntwr 3 I ,  2005, we declartid dividends to common 
shareholders totaling*127.1 million or $1.04 per sharr, ofwliich "2.4 million 
was paid on January 27, 2006. Thring the year cndcid December 31, zoos, we 
declared and paid dividends to prefcrrcd shareholders totaling $14.6 rnillion 
or $1.97 per share. During the year mded 1)ecernbei- 31, 2004, we declarid 
and paid dividmds to coiiiinon shareholders totaling $237.9 million or 51 .~8  
per share, of which Who.6 million was paid on January 7, 2 0 0 5 .  Lluritig the 
ycar ended December 31, zoo4 we declared and paid dividends to preferred 
shareholders totaling $7.7 million or $1 .d.s per share. On January 21, 2004, the 
Company entered into an underwriting agreement pursuant to which the 
Company raised net procceds of approximately "63.6 rnillion in an offering 
of zo,~oo,ooo slrar(,s of common stnc~k. O n  March 31, 2004, the Company 
entered into a n  underwriting agrciciment pursuant to which the Company 
raised net proceeds of approxirnatcly "102.9 million through an ofrering of 
4,250,ooo sharcis of 7.875'x' Series A Cumulative Redecmahle Preferred Stock, 
which settled on April 5, 2004. On October 14, 2004, thv Company entered 
into an underwriting agreement pursuant to which the Company raised net 
proceeds of approximately $74.5 rnillion through an  olrering of 3,162,500 
sharcs of 7.875" Series A Cumulative Redreinable Preferred Stock, which 
scttlrd on October 19, 2004.. 

1)uring thc ycar ended Decenihcr 3 1, 2005, 2,381,550 shares of the Company's 
common stock were issued through the Equity Shelf Program, totaling 
net proceeds of $40.1 nrillion. During the yrar ended December 31, 2005, 
16,l 28 options were exercised under the long-term compensation plan for 
a n  aggregate exert,isu price of x253,000. Also, 24,253 common shares were 
sold through the dividend reinvestment and direct purcl~asti program for 
*440,000 during the year ended December 31, 2 0 0 5 .  

The FIDAC: acquisition was completcd on June 4,2004. Wv issued 2,201,080 
common shares to the shareholdcrs of FIDAC, bast*d on the Decetnbcr 
31, 2003 closing price of "18.40. We continue Lo operate as a self-managcd 
atid srlf-advised real estate invcstnient trust, with FTDAC operating as our 
wholly-owned taxable RElT subsidiary. 

FTDAC's shareholders may also receive additional shares of our comnion 
stock as an  earn-out in zoo6 worth up to $49,soo,ooo if FIDAC mccts specific 
prrforinance goals undrr the merger agreement. We cannot calculate how 
many shares we will issue under the earn-out provisions since that will vary 
depending upon whethcr and the extent to which FIDAC achicvcs specific 
performance goals. Even if FIDAC achieves spccific performanw goals for 
a fiscal year, the nunihcr of additional sharrs to be issued to the FIDAC 
shareholders will vary depending on o u r  average share price for the first 20 

trading days of the following fiscal ycar. 

With our "available-f~)r-sale" accounting treatment, unrealized fluctuations 
in market values of assets do not impact our GAAP or taxablii income 
but rather are reflected on our balance sheet by changing the carrying 
value of the asset and stockholders' equity undcr "Accumndatecl Other 
Comprehcinsive Iiiconie (Loss)." Ry accounting for our assets in this manner, 
we hope to provide useful information to stocltholdcrs and creditors and 
to preservtb flexibility to sell asst'ts in  the future without having to change 
accounting incthods. 

As a result o f  this mark-to-market accounting treatment, our book value and 
book value per share are likely to fluctuate far more than ifwe used historical 
arnortizcd cost accounting. A s  a result, comparisons with companies that 
w e  historical cost accounting for some or all of their balance sheet may not 
be meaningful. 
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The table below shows unrealizedg(zins and losses on the irrveslment securities in our portfolio. 

UNREALIZED GAINS AND LOSSES 

At December 31. 2005 A1 I3cccrnlrc.r ?I, 2004 At December 31, 200:j A t  V c r c ~ d ~ r  31, 200% At l)eceii ib~r:il ,  2001 
..... 

(dcrllar% in thuusands) 
------xxIII*I-- "_l*l"**l- 

$53,935 Unrealizcid gain $5,027 824,886 $90,507 $2 3,0 2 1 

Unrealized loss (211,601) (143,821) (72,14,7) (14,996) (15,766) 
--l**ll_-l-_-l- _---__II_. - _ 1 1 1  - 

Net unrealized (loss) gain ($206,574) (S120,800) ($47,261) $75,511 $38,169 

Net unrealized Ioss(!s as " of investment 
securities principal amount (1.30%) (0.63%) (0.37%) 0.67" 0.52% 

Net unrealized Ioss(!s as " of investment 
~~ -_ 

securities amortizcd cost (1.28%) (0.62%) (0.37%) 0.67% 0.51% 
. , * . l l l l l l l _ l l l _ . ~  xI1*l I 

Unrealized changes in the estimated net market value of investmcnt 
securities have one direct effect on our  potential earnings and dividends: 
positive mark-to-market changes increase our equity base and allow us 
to increase our borrowing capacity while negative changes tend to limit 
borrowing capacity under our capital investment policy. A very large 
negative change in the net markct value of our investment securities might 
impair our liquidity position, requiring us to sell assets with the likely result 
of rcalized losses upon sale. The net unrcalized gains (loss) on availablc for 
sale securities was (?3o6.6 million), or  (1.28"~) of the amortized cost of our 
invrstinent securities as of December 31, 2005, ( ~ 1 o . 8  million), or  (0.62%~) of 
the amortized cost of our investment securities as ofDecember 31, zoo4 and 
($4.7.3 million), or (0.37%) of the amortized cost of our investment securities 
as of December 91, 2003. Mortgagr-Racked Securities with a carrying 
value of $4.6 billion were in a continuous unrealized loss position over 12 

months at December 31, zoo5 in the amount of $1 11.1 million. Mortgage- 
Backed Securities with a carrying value of $8.4 billion were in a continuous 
unrealized loss position for less than 12 months at December 31, 2005 in 
the amount of $100.~ million. Mortgage-Backed Securitics with a carrying 
value of %2 billion were in a continuous unrealized loss position over 12 

months at December 31, 2004 in the amount of $34.1 million. Mortgage- 

Backed Securities with a carrying value ofxi3.i billion were in a continuous 
unrealized loss position for less than iz months at Decetnber 3 1 ,  zoo+ in the 
amount of $ios.3 million. The decline in value of these securities is solely 
due to increases in interest rates. All of the Mortgage-Racked Securities 
are "AAA" ratcd or carry an implied "AAA" rating. At December 31, 2005, 
$2.9 billion in Mortgage-Backed Securities were dccmed to be other- 
than-temporarily impaired, which resulted in a loss of $83.1 million. At 
September 30, 2oo5, our investments that were in a loss position were not 
considered other-than-temporarily impaired since at the time thc Company 
had the intent to hold thcin for a period of time, to maturity if necessary, 
sufficient for a forecasted market price recovery up to or beyond the cost 
of the investments. With the continued increase in the Fcderal Funds rate 
during the quarter, however, managemelit determined during the fourth 
quarter that it did not intend to hold some ofits securitics until maturity and 
would reposition a portion of its assets. The rcmaining investments are not 
considered other-than-temporarily inlpairrd since the Company currently 
has the ability and intent to hold the investments for a period of time to 
maturity, i f  necessary, sufficient for a forecasted market price recovery up 
to or beyond the cost of the investments. Also, thc Company is guaranteed 
payment on the par value of the securities. 

M e  table below shows our equity capital base as reported and on a historical ammrtized cost basis at  December 31, 2oo,$, zoo+ 2003, 2002, and 2001 and 
September 30, 2005, June 30, zoos and March 31,  200,<. Issuances o j  common stock, Lhe level of earnings as compared to dividends declared, and otherfactors 
injluence our historical cost equity capital base. Tlie reported equity capital base is influenced by these.factorsplus changes in the "Net Unrealized Guins (Losses) 
on Assets Avaihblefor Sale* account. 

STOCKHOLDERS' EQUITY 
7.875% Serirs A Hirtnricd Nct IJnryuli i td Gains Keported Common I-listurical Reportcd (:omrnun 

(dollars in thousandr;, Crrmalative Bedeem~ble Cnrnmon Stuck (Losses) (111 Asacts Stock Equity Base Stock Equity 
cxccpt pvr hllaPe data) Prclrrrud Stuck tqu i ly  Hxw Available fur Sale (Bmrk V;ilur) (Hook Viilur) I'rr Share 

$10.73 At December 31,2005 5177,088 $1,534,052 ($207,117) $1,326,935 $12.40 

$12.56 At December 31, 2004 $177,077 $1,644,193 (J120,800) $1,523,393 013.56 

$12.45 $11.96 At December 31, 2003 - $1,196,481 $(47,261) $1,149,220 

At Decembcr 31,2002 - $1,004,555 175,511 $ii.aa $12.77 51,080,066 

At December ? J , Z O O l  - w 9 , i a a  ~ n , i 6 ~  $667,357 $10.52 $11.15 

-I_ -1111_.- __. -I_ 

--I -. --__..___I" 
-----l...ll_"__...̂ ~._l____r^___ - -.I._ -- 

- .~ .-_lll. II**_* -~ 
l " l . ~  _ _ l l _ _ " _ _ _ - ~  

At September 30,2005 $177,088 $1,686,827 ($304,555) $1,382,272 $13.64 $11.18 

$12 43 At June 30,2005 

$1,432,299 $13 57 $11 81 At March 31,2005 $177,077 $1,645,57Y 

_*- 

__I 

w7,oaa  $1,668,253 $1,523,400 $13.61 _. ** (144,853) 

(5213,280) 
~ . . -  __I__ 

~ ~ ll_.̂l*.*__" --11-1*1 .__- -__ I- l__l*l"_- 

LEVERAGE 
debt-to.equity ratio at ~~~~~b~~ 31, zoo4, and 2o03 was g,o:l, 

9.8:1, and g.6:1, respectively. We geiierally expect to maintain a ratio ofdebt- 
to-equity ofbetween 8:i and I z : ~ ,  although the ratio may vary from this range 
from time to titne based upon various factors, including our management's 

plan to our board of directors to bring us back to our target debt-to-equity 
ratio; in many circumstances, this would be accomplished over time by 
the monthly reduction of the balance of our Mortgage-Backed Securities 
through principal repayments. 

opinion of the level of risk of our assets and liabilities, our liquidity position, 
our level of unused borrowing capacity and over-ccillateralization levels 
rewired bv lenders whcn we oledee assets to securr borrowines. 

ASSET/I,IARILITY MANAGEMENT AND EFFECT OF CHANGES 
IN INTERES'I' RATES . 'I 

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

Our target debt-to-equity ratio is determined under our capital investment 
policy. Should our actual debt-to-equity ratio increase above the target 
Icvd due to asset acquisition or market value fluctuations in assets, we will 
ccase to acquire new assets. Our management will, at that time, present a 



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

We seek to manage the extent to which our tiel income changes as a 
function of changes in interesl i,atcs by matching adjustable-rate assets wilh 
variable-rate borrowings. I n  addition, we have attempted to rnitigate the, 
potential impact on net inc:omc of periodic and lifetirne coupon adjustment 
restrictions in our portfolio of iiivtistmcnt securities by entering iiito intcrtxt 
rate swaps. At Uecetnber :<I ,  zoos, we entered into swap agreements with a 
total notional atnoutit of $479.0 million. We agree to pay a weighted avcragci 
pay rate of 4.88'" and receive a floaling rat(* hascd c)n one month LIUOR. I r e  
interest rate swap had not settltrd a s  of ncceniber 31, 2005. We may vntc'r 
into similar derivative t ransachi is  i n  the f h r e  by entering inlo interest 
rate collars, caps or floors. 

C:lrarrgc*s in interest rates tnay also alrect ttw rate of mortgage principal 
prepayments and, as a result, pi-tipayments on mortgage--backed sctvritics. 
We will seek lo  initigatc thc effect of changes in the mortgagc principal 
repayment rate by balancing assc'ts we purchase at a prerniurn with a 
we purchase at a discounl. To date, the aggregate pretniuin c x ( ~ ~ i d .  
aggregate discount on o ~ i r  Mortgagci-Racked Securities. As a rcsult, 
prepayments, which result in [he exp(*iisiing of unamortized prerniurn, will 
rt>dut,c our  net income compared to what nc't income would be absenl sut,h 
[)r(![)ayments, 

Of I'--IiRLhN( 
We do not havti any relationships with tlnconsolidatcd entities or financial 
parhwrships, such as entities often referrtid to as structured finance o r '  
special purpose entities, which would have been established for h e  purpose 
of facilitating off--balance sheet arrangements or other conlraclually narrow 
or limited purposes. Further,, wc haw not guaranteed any obligations of 
unconsolidated entities nor do we have any commitment or inlent to provide 
funding to any such enlitics. As such, we are not materially exposed to any 
market, credit, liquidity or financ.ing risk that could arise if we had cmgagcd 
in such relationships. 

A I< 12,4 NGKME: N 

At Dcc:cimhrr 31, zoos, we had no matvrial commitments for capital 
c'x p(ml it urcs. 

1NT 1 ,A' l ' lON 
Virtually all o f o ~ i r  Assets and liabilities are financial in nature. As a result, 
interest rates and other factors drive our perforrnance far more than does 
inflation. Changes in interest rates do not necessar,ily correlate with inflation 
rates or changes i n  inllation rates. Our financial statemtints arc prepared in 
accordance with GAAP and our dividends based upon our net income as 

calculated for t a x  purposcs; in each case, our activities and hlancc shcet 
arc measured with reference to historical cost o r  fair market value without 
considering inflation. 

We calculate that our qualified R E I T  assets, as defined in tlie Internal 
Revenue Code, are 100% of our total assrts at Tkcetnber 31, 2005 arid zoo4 
as compared to the Internal Revenue Codc rcquireiiient that at least 75% of 
our total assets be qualified R E I T  asst Wo also calculate that loo% and 
93.3'", respectively, of our revenue quali for the 75'" source of income test, 
and ioo '~~,  of our revenue qualifies for t ys'y, source of income tesl, under 
the RE11' rules for tlie years ended Deccnihcr 3 1 ,  zoos and 2004. We also 

requirements iwgarding the ownership of our coiiitrron stock 
and tlie dislribution of our net income. Therefore, as of D(iccmbcr 31, zoos, 
2004 and loo:<, wc hdieve that we qualified as a REIT undcr the Internal 
Revenue Code. 

We at all times intend to condut:t o u r  husiness so as not to become regulated 
as an investment cornpany undcr thc Investment Company Act of 1940, as  
amended (the "lnvestrnent Coinpany Act"). If  we were to become regulated 
as  an investment company, then our usti of leverage would be substanlially 
reduced. Ihe lnvestrnent C'onipany Act exempts entities that are "pritnarily 
c*ngagcd in the business of purchasing o r  otherwise acquiring rnorlgages 
and  other licws on and interests in real eslatn" (qualifying interests). Under 
current interpretation of the stafr o f  the SEC, in order to qualify for this 
exemption, we rnusl maintain at least 55" of our assets directly i n  qualifying 
interests. I n  addition, unless certain mortgage securilites rt*present all 
tlie certificates issued with rc'spcct to an underlying pool of mortgagc!s, 
tlie mortgage-t)at,k(d securities may be treated as securitics separate 
from tlie uirderlying mortgage loans and, thus, may not be considered 
qualifying inlerests for purposes of the SS',~, requirement. We calculate that 
as of December 31 ,  x o o s ,  zool, and 2003 we were in cornpliaiicxi with this 
requirement. 

0 I'IIx:R I NI~I)I<M A I ' j  ON 

The Company has included as vxhibits to its annual report on Form i o - I <  for 
fiscal year ended zoos wrtificates of the Company's Chief Excicutivc Officer 
and (:hicf Financial Officer certifying the quality of the Company's public 
disclosurc controls, and the Company has submitted to the New York Stock 
Exchange in zoos, a certificate of tlie Company's Chief Executive Oficer 
certifying that he is not aware of any violation by the Company of New York 
Stock Ext,hangc corporate governance listing standards. 

Management of tlie C:ompaiiy is responsible for establishing and 
maintaining adequate internal control over financial rcporti ng. Internal 
control over linancial rtbporting is defined in Ru les  13a-ig(f) under 
the Securities Exchange Act a s  a process designed by, or undcr the 
supervision of, the Company's principal executive and principal financial 
officers and effected by the Company's Roard ofllirectors, managcmtint 
and other personnel to provide reasonahle assurance regarding the 
reliability of financial reporting and the preparation of financial 
statcmcnts for external purposes in accordance with generally accepted 
accounting principles and includes thosc policies and proceclures that: 

b pertain to thc maintenance of records that in reasonable detail 
accurately and fairly reflect ttw transactions and dispositions of the 

b providc rcnsonahle assurance [hat transactions are recorded as 
necessary to permit preparation of financial statements in accordance 
with generally at:c:ciptcd accounting principles, and that receipts and 
expenditures of the Company are being made only in accordance with 
authorizations of inanagcment and directors of the Company; and 

b provide rrasonnblc assurance regarding prevenlion or  tinicily detection 
of unauthorizcd acquisition, use or clisposition of the Company's 
assels that could have a material effect on tlie financial statements, 

Because of its inherent limitations, internal control over financial 
reporting tnay not prevent or detect misstatements. As a result, even 
systems determined to be eirective can providc onlyreasonable assurance 
regarding the preparation and presentation of financial statements. 
Morcovcr, projections of any evaluation of effectiveness to future 
pciriods are subject to the risks that controls may become inadequate 
because of changes in conditions 01' that thr  dcgree of cotnpliance with 
the policies or procedures may delerior,attl. 

T h e  Company's rnanagement cssrd thc effectiveness of the Company's 
internal control over financ reporting as of December 31, 2005. In 
niakiiig this assessment, the Company's management used criteria set 
forth hy the Coininittee of Sponsoring Organizations of the 'l'readway 
Commission (COSO) in lwterwrnl Corrlrol-Znt~,~rated rrawrework. 

ment, the Company's management brlicivcs that, as 
of Uecernlwr 31, 2005, the Company's internal control over financial 
reporting was ciffective based on those criteria. 

in 
. .. 



REPORT OF INDEPLNULN I REGISTERED PUBLIC ACCOUNTING F I R M  
- .. .- 

To the Board of llirectors and Stockholdcrs of  Aiinaly Mortgage Management, Inc. 
New York, New York 

We have audited the act:ompanying consolidated statements of financial condition of  Annaly Mortgage 
Managernenl, Inc. and Subsidiary (the "Company") as ofDecember 31,2005 arid 2004, and thr  related consolidated 
statements of operalions and comprt!hensive (loss) income, stockholders' equity, arid of cash flows for each 
of the three years in the period ciid(d Dewinher 3 I ,  2,005. We also have audited rnanagement's asst'ssmwt, 
included in the accompanying Managerncnt Report ( I n  Tnternal Control Over Financial Reporting dated March 
y, %oo6, that the Conipany tnainlained cffvctivt: internal control over financial reporting as of Dnrt.mb(:r 3 1 ,  

zoos, hased on criteria established in Inlcrnrrl ( 7 r / n t r o l - l r i t ~ ! ~ ~ ~ a ~ ~ ~  rramework issued by the Corntnittec o f  
Sponsoring Organizations of the Triladway Commission. The Company's management is responsible for these 
financial statements, for inaintainiiig effective iiitcirnal control over financial reporting, and for its a. 
of tho rffectiveness of internal control over' linancial rcporting. Our responsibility is to express a n  opinion on 
these financial statements, JII opinion on management's assessment, and a n  opinion on the effectiveness of the 
Company's internal control  over financial reporting based on our audits. 

We conducted OLIC audits in at:cordancc with the standards of the l'ublic Company Accounting Ovcrsight Board 
(United States). Those standards rc.quiw that we plan and perform the aiidit l o  obtain rtwonable assurance 
about whether the financ,ial statcviicnts are free of inaterial rnisstatetnent arid whether effective intwnal control 
over financial reporling was inaintaincd i n  all material respects. Our audit of GIlarrcial statcnimts included 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, 
assessing the accounting principles ustd and significant estimates made by managernent, a i d  vvaluating the 
overall financial statement presenLation. Our audit of internal control over financial reporting includud obtaining 
a n  undcrstanding of internal control over' Lriancial rtiporting, cvaluating management's assesstnent, testing a n d  
evaluating the design and operating efrectiveness o f  intrrnal control, and performing such other proct>durc..; 
as we considered necessary in Lht. c~irt~umstanccs. We believe that our audits provide a rrasonahlc basis for our 
opinions. 

A company's inlernal control over financial reporting is a process designed by, or undr-r the supervision of, the 
company's principal exct:utivt* and principal hnancial officers, or persons performing similar ftinctions, and 
effected by the company's board o f  dircctors, management, and other persorinel Lo providr rcwonahle assurance 
regarding the reliability of financial rrhporting and the preparation of financial statetnenls for external purposes in 
accordance with generally accepled awounting principles. A company's internal conlrol over financ:ial rcporting 
includes those policies and procedures that ( I )  pertain to the maintenance of records h a t ,  in reasonable detail, 
accurately and fairly reflect the transactions a i  ispositions of the assets ofthe company; (2) provide rcasonahlc 
assurance that transactions are recorded as ne ary to permit preparation of financial staternenk in accordancci 
with generally accepted accounling principlrs, a n d  that receipts and expenditures of the corripany arc being 
made only in accordancc with authorizations of management and directors of the c:ompany; and (3) provide 
reasonable assurance rcgarding prevention or timely detection of unauthorixc!d acquisition, use, or disposition of 
the company's asscts that could have a inaterial effect on the financial statcmmts. 

Kecause of the inherent liinitations of internal control over financial reporting, irwluding the possibility of 
collusion or iniproper rnanagernenl ovcrridc of wntrols, material misstatements clue to error or fraud may 
not be prevented or detected on a Lirriely hasis. Also, projections of any evaluation of the elrectivt!rl(.ss of the 
internal control over financial repoi,tiiig to futurt. periods are subject to the risk that the cont1'01s may hccoiiit: 

inatlcquate because of changes in conditions, or that the degree of compliance with the policies o r  procetlurcs 
may deteriorate. 

111 our upinion, the consolidated financial statcmcnts referred to above present fairly, in all rnalerial respects, 
the financial position of h e  C:ornl)aiiy as of Dcccmber 31, zoo5 and 2004, and the results o f  its operations and 
its cash flows for each of the t h r w  years i n  the period ended Llecernber 31, zoos, in conformity with accounting 
principles generally accepted in thr  IJnitcd States of America. Also in our opinion, nianagc!mt:nt's assessment 
that the Company maintained elret:tivc! iiitcwial control over financial reporting as of Decernber 31, zoos, is fairly 
statcid, in all material respects, based on Lhe criteria cstahlislicd in Internal Control-Iwtr?~mtetn'FranrcworL issued 
by tlic Committee of Sponsoring Organizalions of the Trtwlway Commission. Furthermore, in our opinion, the 
Company irraintaiiird, in all material respects, effective internal control OV(T financial reporting as of December 
31, zoos, bastrd o n  the criteria established in Iwterrial (;(~rrllol-Inlcgrrntt.rl Fmvrir:work issued by the Committee of 
Sponsoring Organixations of the 'l'readway Cornmission. 

Dcloittc & Touche 1.I.P 
New York, New York 
March L), 2006 



CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION 
December 31, zoos and 2004 

ASSETS 

(drrllurs i i i  ~ I i m m ~ n d h ,  cxvrpt l o r  shorr dat.1) Ihtc id ivr  : % I ,  2005 Decrnibrr ,3l. 2004 ....................... ..... ~. - ....... 
$5,853 Cash and cash equivalents 

Mortgagc-Racked Securities, ........................ at lair value .__.__-._ -"--_I-___- 15,929,864 19,038,386 .............. 

drbentures, at fair value - 390,509 

Receivable for Mortgage-Backed 13,449 1,025 

Accrued interest receivable 71,340 81,557 

,359 

Intangible for customer relationships, net 15,183 15,613 

23,122 23,122 Goodwill 

Othcr assets 2,159 1,875. 

----. .".-_X.. 
04,808 

....... ~ ...... 

.......... ....... --..- - ......................... 

.................. ...... ---.___ll_"l--. .......... - 1 ~ -  - ....................... .- 
~ ........................ ................. ........ ~ --___I_____- ..... 

........ ....... ..... 
3,497 

~ 

_ " . - . I - ._~- .  .............. ................... ....... - * I _ ~  . ........ 
.... ............ ............... . --___I- . ~ l " . ~ . - . ~ . . . l l _ _ - _ _  

$19,560,299 
-_--_I____ 

$16,063,422 
*__ --ll.-l.-ll--**- 

Total assets 
I__I_.. - -__I"_.-I__" 

I.IARII,I'I'IES ANI) S'1'OC;I<HOl,I)I~RS' EQUITY 

LIABILITIES: 

Repurchase agreements $13,576,301 $16,707,879 

Payable for Mortgage-Backed Securities purchased 933,051 1,044,683 

Accrued interest payablc 27,994 35,721 

12,368 60,632 Dividends payable 

305 2,819 Other liabilities 

8,837 8,095 Accounts payable 

.................. ...... "ln_ IIIIIIx- ~ 

......-.x.IIII ... ...... " .. .......................... ... "- ""1 ..... ~. 

...... ........ .. l.llll ~ . .~_____ . . . . . .  ......... ~ - - . - . * . * l " " " " ~  .. 
.... ...... . ...l.ll.ll,".ll_ ................. 
......................... .... .. ......................... ~ ~ - . l l - l l l l - " . . .  ~ ... 

....... .................... .....................--.--.....____..I. . ... ........ ~ 

....... ~ ................ " ,,,, ... ~ ~ ..... ~ . 
Interest rate swaps, at fair value 543 - 

17,859,829 Total liabilities 14,559,399 

.............. ........ _ " - . l l ~  - --I ~ 

STOCKHOLDERS' EQUITY: 

7.875% Series A Cumulative Redeemable Preferred Stock: 
8,000,000 authorized 7,412,500 shares issued and outstanding 177,088 177,077 

Common stock: par value S.01 per share; 500,000,000 auth 
1,237 1,213 

1,638,635 

Accumulated othcr comprehensive loss (207,117) (120,800) 

Retained (deficit) earnings (146,637) 4,345 

~ 

~ ...... ~ ........ 

..... 

~ - ....... 1"1~1- I . ~ . - ~  .................. ~- - ~ ........... -l""-__ 

1,679,452 

-........I. .- .............. ~ ...... -1-111-- ~ l - - . - l . l l _ _ ~  ..... 

Total stockholders' equity 1,504,023 1,700,470 

$19,560,299 Total liabilities and stockholders' equity 
I-.- _._.____-..~ 

$16,063,422 

See notes loj inantial ~totcnrcwts. 
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I k N N A I  Y M O I < I C r A ( r l .  MANRLLMCN'I' ,  I N C .  CONSOLIDATED STATEMENTS O F  OPERATIONS AND COMPREHENSIVE INCOME 

CONSOLIDATED STATEMENTS OF OPERATIONS AND COMPREHENSIVE (LOSS) INCOME 
Years ended December 31, aoog, 2004 and zoo3 

I-or the Ycwr lindpd For tbc I'car Endcd I'm LIIV liai Lnrlrtl 
20114, [)ecember 3 1 ,  %00:1 
-~ 

Y,  excthpt ycr sli.irr nmmi~l<) 
.... .- ... - ............. .. 

,328 8337,433 ............ .- ......... ... ~ ................. ........................ - 

Interest expense 568,560 270,116 182,004 

Net interest income 136,486 262,212 155,429 
.-...............I .......... ..................... l___l .. ............ 

._._I^_ ~ ................ ~. 
Other (loss) income: 

Investment advisory and service fees 

(Loss) gain on sale of Investmcnt Securities 

Loss on other than-temporarily impaired securities 

Total other (loss) income (100,711) 17,727 40,907 

.......... .- ....................... 
35,625 12,512 

~ - .............. .......... - ........ ......... 
(53,238) 5,215 40,907 

(83,098) 
~ -....--.......Î  ....ll-- . ....... 

- - 

................. ............... ......... ~ ............ ~ 

Expenses: 

Distribution fees 8,000 2,860 

General and administrative expenses 26,278 24,029 16,233 

Total expenses 34,278 26,889 16,233 

--- 
- 

................. ~ ........... ....... l l . . . . l , - . - _ . ~  ~ ........ .- ~. 

1,497 253,050 ino,io3 ....... ~ _.........I. 
Income before income taxes 

Income taxes 10,744 4,458 

Net (loss) incomc 

.................. ........... - ......... 

248,592 180,103 
I- -~ I ~" I I I ~ -. ........... (9,247) ........... ....... -- ~ 

Dividends on preferred stock 14,593 7,745 

Net (loss) income related to common shareholders ($23,840) $240,847 8180,103 

Net (loss) income per average common share: 

Basic ($0.19) $2.04 $1.95 

. 
--I__ ..... .. ~ ____.I -.. 

............... ~ ... ~ ...... ...l.l..l..- . _____l̂ l- ..... 

~ 

P - ~ -  > ,  ...... ...... I.I___. ......... 
$2.03 $1.94 --- 

-I- 

($0.19) _ _ _ ~  Diluted 
_I__-- .- ~ ~ ~ 

_.- . ~ ............ ~~ ....................... ~ .... 
Weighted average number of common shares outstanding: 

Basic 122,475,032 118,223,330 92,215,352 

93,031,253 Diluted 
. -......I...- 

_I___ - I-_ -__1-_1_1__ - 
_I__._ 
--~I_I__ 

118,459,145 122,475,032 ---- I.._.I__ ........ ~- ~ _- ..̂  ___- 
($9,247) *248,592 %30,103 -~ ............................. .......... - ............ ~ "I 

Net (loss) income 

Comorehensive flossl income: 

Unrealized loss on available-for sale securities (222,110) 

Unrealized loss on interest rate swaps 

Reclassification adjustment for nr t  losses (gains) included 
in net income or loss 

Other curnurehensive loss 

Comprehensive (loss) income 
I_""-. I_ ... ................-..l*l_.. 

(543) 

136,336 

(86,317) 

($95,564) 

........... 

_--__.I__ -II_ .... .... 

(68,324) (81,865) .......... ..^____ ........ 
- - 

........ ~ 

(5,215) (40,907) 

(73,539) (1 22,772) 

$175,053 $557,331 
---^--------.-_lI_~ 

.See notes tofinancial slnLements 





1 Y 2Cr I Ad1 ai I ,  1 N (  CONSJLIDATED STATEMENTS O F  CASH FLOWS 
.... . . . .  ... .~ ... ~- ..... -. 

A N h 4 1 X  n 
.- 

CONSOLIDA'I'ED S'l'ATEMENTS OF CASH FLOWS 
Years ended December 31, zoos, a004 and zoo3 

Io1  tllt k d l  tlldetl 
13t.r P1Ilht.l 3 I , 1(105 

..... - ..... ~ 

.. ..... .- 

Net (loss) iiicoiiie ($9,247) 

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

Ainoitizatioti of Mortgage Uxlted 5ecur iller prtmiuni\ and discounts, net 154,309 

Arnot Li~a11on o f  intdngiblcs 571 

53,238 

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

....... - -. ....... 

..... -. ....... . . . .  

............ ... -. . 

I o \ \  (pain) o n  sale of Investment Securities 

Stock option expenre 56 
Mdi ktt V ~ C  dlustnirnt ........ on long-term iepuichase agreement (2,514) 
Loss on othei-th,~n-lernpor~it ily irnpdiied 87,098 

Deci ease (increase) in accrued interest receivhle 10,555 

(125) 
(Increase) decrease in advisory arid service ftc5 ri (1,138) 
(Decrease) increxe in accourit5 pdydhlc 

rurd rxpcnw\ and other liabilities 

..... .~ -. -. ........... 

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

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

-. . - -.. ......... 
. .- - 

. . . .  -. - ~ 

.... ..... 

( 7 , 7 2 5  
......... . . .  ~~ 

753 

ided by operating activitieb 281,529 
... ll......lll.. . ....... 

_-l___̂ l _ I _ ~ _ _ _ _ . _ I * _ _ - ~ _ . _ I .  . 

Cash flows trom investing activities: 

Purt hase of Moitgage-Backed hecuiittes 
D u i ~ h d w  of  ,igcncy dchcntures 

Proceeds from <AI(, of I 3,231,219 

Proceeds froin cdlecl a 170,000 

h h  tl om r1r)AC acquisition 

.. - .. .......... .... .. 

(7,416,889) 
........ . .  ~ 

. . . . . . . . . .  . ... ... -~ _ .  
-. . . .  ... 

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

Drincipdl pdymt*nt\ of Mortgage-Raclted Lecui ities 7,053,867 
.- 
- ....... ......... ... ....ll...r_____--. **.*- _-_l--l__l*.-l___-_ 

Net cash provided by (used in) inve<ting aLtivities 

Cash flows from financing activities: 

Proceeds frorn repuri hare dgrtwiicmt\ 

2,998,217 -I. ~ l l . l ~ . _ . _  I I ~ __  - ~ . -....I . ~ - -  

........ ..... _- .. 

215,514,518 

(248,646,126) 

197 

440 

.... -~ 

............ ...... -~ . . 

. - .~ ... . . . .  
.......... 

Net proceeds from follow-on offeeringr 

Net proceedr from preftricd \tot 

- 
. . . .  -. . ....... 

- 
~. -. - . 

Nct pro( w d \  trom equity shelf progiatn 40,148 

Dividcnds paid (189,998) 

Net cash (used in) provided by financing activities (3,280,791) 

(1,045) 

5,853 

........ ~ ... 

_.__.---_--__-I ******- _.-.___.-. I I-_ I I .ll--..l I " 

.... .lll-.l. ..llllllll....-.l~ ............ .. ___ -- 
c a w  in cash and cash equivalents 

.. .- -. .. 

......... . ~- 
.. -. . . . .  ......... 

5248,592 $180,103 
-~ .~ ... 

- .~ 

179,602 216,570 
130 - 

. .  ..... .... 

. 

(5,215) (40,Y 07) 
........ ~ 

121 

(1,133) 1,607 
- 317 

... ~ .. 

..... .~ 
- 

. .  

. (27,964) . (2,833) 

(1,749) (776) 

(795) 

20,732 55 

4,400 979 

416,917 354,919 

..... 

.~ ~ ....... 

.~ 

--_ -- 
_r_l 

(14,147,323) (11,404,133) 

(250,000) (1.,735,94.0) 

596,962 

845,000 
. -. 

6,495,911 

2,899,267 

746,000 

8,290,724 
... 

2,526 

(1,204,082) 

. - ............ 

152,739,827 

(147,045,071) 
..... ~ ...... 

...... ~ ..... ................................ 

792 

4,201 

363,592 15 I, 3 15 
177,077 - 

37,494 34,,64,1 

(191,595) 

~. ........................... 

...................................... ~ .... ~ 

... ~- . . .  
................. . . . . .  

. . . .  ....... ~ ..... 

6,045,613 848,684 

5,606 (479) 
-I ___.____.. 
................................ 

247 726 

$5,853 E 247 
I-.77_ 

.... _ .. ~. ..... x__"_I_ 

Supplemental disclosure of cash flow information: 
. - - -_ ..-. .......... 

$576,287 $349,384 $181,949 
~. .... ....l......_. -. ~ . .  .~ 

$11,740 $3,462 
~ ~- -. ----x--lll-_-.. 

-_II ........ -- ~ 

Noncash financing activities: 
.- .--. ~. -_ .. ....... 

($122,772) 

$45,155 
~. ~ 

($86,317) 

512,368 
- ..... .... .... .. --_ __ 

.- .- ... ...... -- -_ ~. ___ . .- .. ... 

. - . .  .. 
$4 0,500 - ........ .~ _____-= -. .. .... -. . ~. - ...... ...... 
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A N N  A IY M O R T G  AG I: M A N  A G F M E N  T, IN C . 
.... ~- NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

... --_ --- __II__^ 

1 .  ORGANIZATION AND SIGNIFICANT ACCOUN’I’ING POLICIES 

Annaly Mortgage Management, Inc. (the “Company”) was incorporated in 
Maryland on November 2.5, 1996. The Company cominenced its operations 
of purchasing and inanaging an investmcnt portfolio of Mortgage-Backed 
Securities on February 18, 1997, upon receipt of the net proceeds from the 
private placemtint of equity capital. An initial public offering was completed 
o n  October 14,1997. ‘ l i e  Company acquired Fixed Income Discount Advisory 
Company (“FIDAC”) on lune 4, 2004 (Scc Note 2). FLDAC is a registered 
investment advisor and is a taxable Real Estate Investment ‘I’rust (“REIT”) 
subsidiary of the Company. 

A summary of the Cornpany’s signiJicant accountingpolicies follows: 

Rasis oflJresentution-Thr consolidated financial statements as of and for 
the year ended December 31, zoos include the accounts of the Company and 
FIDAC. All inaterial intercompany balances have been rliminated. 

Cash and Cash Equivalents-Cash and cash iiquivalents include cash on 
hand and nionry market funds. 

Mortgage-Backed Securities and Agency Debentures - The Company 
invests primarily in mortgagr pass-through certificates, collateralized 
inortgage obligations and other mortgage-backrd securities representing 
interests in or obligations backed by pools of mortgage loans (c:ollectively, 
“Mortgage-Racked Securities”). The Conipatiy also invests in agency 
drbentures issued by Fedrral Home Loan Bank (“FHLB”), Federal Homci 
Loan Mortgage Corporation (“FHLMC”), and Federal National Mortgage 
Association (“FNMA”). The mortgage-backed securities and agency 
debenturcs arc’ collectively referred to herein as ”Investment Sucurities.” 

Statement of Financial Accounting Standards (“SFAS”) No. 115, Accounlingjw 
C e r l a i ~  Investments iw Debt artd Equity Securities, requires the Coinpany to 
classify its Investment Sccurities as either trading investments, availablc-for- 
sale investments or held-to-maturity investments. Although the Company 
gcncirally intends to hold most of its Investment Securities until maturity, it 
may, from titne to time, sdl any of its Investment Securities as part of its 
overall managrmeiit of its portfolio. Accordingly, S W S  No. 11s requires the 
Company to classify all of its Investinent Securities as available-for-sale. All 
assets classified as available-for-sale are reported at estimated fair value, 
based on market prices from independent sources, with unrealized gains 
and losses excluded from earnings and reported as a separate component of 
stockholders’ equity 

Management evaluates securities for other-than-temporary impairment at 
least on a quarterly basis, and morc frequently when economic or market 
concerns warrant such evaluation. 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 financial condition and near-term prospects of the issuer, and (3) the 
intent and ability of the Company to retain its investmcnt in the issuer for a 
period of time sufficient to allow for any anticipated recovery in fair value. 
Unrealized losses on Investmcnt Securities that are considered other than 
temporary, as tneasurud by the amount of dcdine in fair value attrihutable 
to other-than-trinporary factors, are recognized in income and the cost basis 
of the Investment Securitics is adjusted. ‘The loss on other-than-temporarily 
impaired srcurities was $83.1 million during the year ended December 31, 
zoo5. There were r i d  impairment losses recognized in zoo4 and 2oo3. 

SFAS No. 107, Disclosure About M r  Vulue clfFinnncial Instrumenls, requires 
disclosure of the fair value of financial instruments for which it is  practicable 
to estimate that value. The fair value of mortgage-backed securities and 
agciiicy debentures availablr-for-sale and interest rate swaps is equal to 
their carrying value presented in the consolidated statements of financial 
condition. The fair value of cash and cash equivalvnts, accrued interest 
receivable, receivable for securities sold, retxivable for advisory and service 
fees, repurchase agreements, and payable for mortgage-backed securities 
purchased, dividends payable, accounts payable, and accrued intercst payable, 
generally approximates cost as of December 31, 2 0 0 5  due to the short term 
nature of these financial instruments. 

Intertist income is accrued based o n  the outstanding principal amount of the 
Investment Securities arid their contractual terms. Premiums and discounts 
associated with the purchase of the Investment Securities are amortized 
or accredited into interest income over the projccted lives of the securities 
using the interest method, 7he  Company’s policy for estimating prepayment 
speeds for calculating the effective yield is l o  evaluate historical performance, 
consensus prepayment speeds, and current market conditions, 

Investment Securities transactions are recorded on the trade date. Purchases 
of newly issued securities arc recorded when all significant uncertainties 
regarding the characteristics of the securities are removrd, generally shortly 
before settlement date. Realized gain and losses o n  sale of Investment 
Securities are determincd on the specific identification basis. 

Derivative Financial Instruments/Hedging Activity - ‘lhe Company 
hedges interest rattt risk through the use of derivative financial instruments, 
comprised of interest rate caps and interest rate swaps (collectively, “Hedging 
Instruments”). The Company accounts for Hedging lnstruments in accordance 
with SFAS No. 133, Accounting for Derivative Instruments and Hedging 
Activities, (“SFAS 1 : ~ ” )  as amended and interprettid. f i e  Company carries all 
Hedging Instruments at their fair value, as assets, if their fair value is positive, 
or as liabilities, if their fair value is negative. As the Company’s interest rate 
swaps are designated as “cash flow hedges,’’ the changc in the fair value of any 
such derivative is recorded in other comprehensive income or loss for hedges 
that qualify as effcctivc. The ineffective amount of all Hedging Instruments, 
if any, is recognized in earnings each quarter, To date, the Cotnpany has not 
recognized any change in the value of its interest rate swaps in earnings as a 
result of the hedge or a portion thereof being ineffective. 

Upon entering into hedging transactions, the Company documents the 
relationship betwcrn the Hedging Instruments and the hedged liability. The 
Company also docuinents its risk-managetnent policies, including objectives 
and strategies, as they rclate to its hedging activitics. 7he  Company assesses, 
both at inception of a hedge and on an on-going basis, whether or not the 
hedge is ”highly efrective,” as defined by SFAS 133. The Company discontinues 
hedge accounting on a prospective basis with changes in the estimated Fair 
value reflected in cariiings when (i) it is determined that the derivative is no  
longer e k t i v c  in offsetting cash flows of a hedged item (including hedged 
items such as forrcasted transactions); (ii) it i s  no longer probable that the 
forecastrd transaction will occur; or (iii) it is determined that designating the 
derivative as a Hedging Instrument is no longer appropriate. 

Whrn the Company enters into an interest rate swap, it agrees to pay a fixed 
ratci of interest and to receive a variable interest rate, generally based on the 
London Interbank Offered Rate (“LIBOR). The Company’s interest rate 
swaps are designated as cash flow hedges against the benchmark interest rate 
risk associated with the Company’s borrowings. 

All changes in the unreali+ed gainsilosses on any interest rate swap are 
recorded in accumulated other comprehensive income or loss and are 
reclassified to earnings as interest expense is recognized on the Company’s 
hedged borrowings. If it becomes probable that the forecasted transaction, 
which in this casc refers to interest payments to be made under the Company’s 
short-term borrowing agreements, will riot occur by the end of the originally 
specified time pcriod, as documented at the inception of the hedging 
relationship, thcn the related gain or loss in accumulated other comprehensive 
income or loss would bc reclassified to income or loss. 

Realized gains and losses resulting from the termination of an interest rate 
swap are initially recorded in accumulated other comprehensive income or 
loss as a separate component of stockholders’ equity. ‘The gain or loss from a 
terminated interest rate swap remains in accumulated other comprehensive 
income or loss until the forecasted interrst payments affect earnings. If it 
becomes probable that the forecastrd interest payments will not occur, then 
the entirr gain or loss would be recognized in earnings. 
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CrediL Risk-The Company has limited its exposure to credit losses on its 
portfolio of Investment Securities by only purchasing securities issued by 
FHLMC, FNMA, GNMA or FI ILB. The paymcnt of principal and interest on 
the FI ILMC and FNMA Mortgage-Uaclted Securities are guaranteed by thosc 
respective agcntics, and the payment of principal and interest on the GNMA 
Mortgage-Backed Sccuritics are backed by the full faith and credit of the U.S. 
government. All of the Company’s Investment Securities have an actual or 
implied ”AAK’ rating. 

Repurchase Agreements-The Company finances the acqu 
Investment Securities through thc use of repurchase agreements. Repurchase 
agreements are treated as collateralized financing transactions and are carried 
at their contractual amounts, including a(:(wod interest, as specified in the 
respective agrccimcn ts. 

Income Yhxes-llie Company has elected to be taxed as 3 REIT and intends 
to comply with the provisions of the lnternal Revenue Code of 1988, as 
amrnded (tlie ”Code”), with rcspcict thereto. Accordingly, thc Company will 
not br subjected to federal inc:onic tax to tlie extent of its distributions to 
sharcholders and as long as certain asset, income and stock ownership tests 
arc met. The Company and FIDAC have niade a joint elet:tion to treat FIUAC 
as a taxable REI’I’ subsidiary. As such, FIDAC is taxable as a domestic C 
corporation and subject to federal and state and local income taxes based 
upon its taxable income. 

Use ofEstimates-The preparation of the consolidatcd financial statements 
in cmnformity with GAAP requirrs management to makcr estimates and 
assumptions that affect the reported amounts of assets and liabilities and 
disclosurr of contingent assets and liabilities at tlie date of the financial 
statemcnts and the reported amounts of revenues and expensrs during the 
reporting period. Actual results could differ from those estimatcs. 

Intangible assets-‘lhe Company’s aquisition of FIDAC was accounted 
for using the purchase method. Under thr  purchase method, nct assets and 
results of operations of acquired companies are included in the consolidated 
finant:ial statements from the datr of acquisition. In addition, tlie cost of 
FIDAC was allocated to the assets acquired, including identifiable intangible 
assets, and the liabilities assumed based on their estimated fair values at the 
date of acquisition. ‘lhe excess of purchase price over the fair value of the net 
assets acquired was recognized as goodwill. 

Recent Accounting Pronouncements-In March 2004, tlie Emerging Issues 
Task Force, or EITF, reached a conserisus o n  Issue No. 03-1, The Mcaning 
of Other-nian-Tempcirary Impairment and its Application to Ccrtain 
Investments. This Issur provides clarification with respect to the nicianing 
of other-than-temporary impairment arid its application to investments 
classified as ciither available-for-sale or hcld-to-maturity under SFAS No. 115, 
and investments accounted for under the cost method or the equity method. 
On Novenibrr 3, zoo5 a PASU Staff Position ( I’ FAS 115-1”) was released to 
address the detcriiiination as to when a n  invrstnient is considered impaired, 
whether that impairment is other than temporary, and the measurement of an 
impairment loss. Thhc Company adopted the provisions ofFS1’ 115-1 erective as 
of December 31, zoos and rccorded a loss on othcr-than-temporary impaircid 
securities of $883.1 million consistent with tlie appkations of this guidance. 

In May 2005, tlie FASU issued SFAS No. 154, Accountinky Changes and 
Error Corrections (“SPAS NO. 15.1,”). which replaces APB Opinion No. 20, 
Accounling Changes, and SFAS No. 3, Reporting Accounting Changes in 
Interim Financial Siatement, SFAS No. 154 changes the requirements for 
accounting and reporting a change in accounting principle, and applies to all 
voluntary changes i n  accounting principles, as well as changes required by 
an accounting pronouncemrnt in the unusual instance it does not include 
specific. transition provision. Specifically, SPAS No. 154, rcquires retrospective 
application to prior periods’ finant:ial statements, unless it is impracticable to 
determinc the period-specific elrects or the cumulative effect of the change. 
When it is impracticable to determinc the effects of the change, tlie new 
accounting principle must be applied to the balances of assets and liabilities 
as of the beginning of the earliest period for which retrospettivc application 

is practicable and a corresponding adjustment must be made to the opening 
balance of rutaincd earnings for that period rathcr than being reported in 
an income statement. Whcn it is inipracticable to dctcrmine the cumulative 
effect of the changc, thc ncw principle must be applicid as if it were adapted 
prospectively from the carlicst date practicable, SFAS No. 154 is effective for 
accounting changes and corrcctions of errors made in fiscal yews beginning 
aftcir Tkceniber 15, zoos. SFAS No, 154 does not change the transition 
provisions of any existing pmnouncrments. The Company has evaluated the 
impact of SPAS No. 154 and docis not expect the adoption of this Statement 
to have a significant impact on its consolidated statement of opcrations and 
comprehensive incomc or financial condition. The Company will apply SFAS 
No. 154 in futurc periods, when applicable. 

On December 16, 2004, the Financial Accounting Standards Board (FASB) 
issued SFAS No. 123 (Revised 2004) - Share-Based Payment (”SFAS No. 
i23R).  SFAS 123R, which replaces SPAS No. 123, requires the Company to 
measure and recognize in the financial statements the (:ompensation cost 
rtilating to share-based payment transactions. ‘Ihe compensation cost should 
be recognized based on the fair value of the equity instrumtints issued. SPAS 
No. 123R is effective for the Company on January 1, zoob. The Company 
adopted SPAS No. 12:3(R), using the modified-prospective transition 
approach, effective January 1, 2t.)06 with no cumulative e k t  o n  net income. 
The adoption of SFAS No. 123R is not expected to have a significant impact on 
tlie Company’s financial position and results of opcrations. 

l i e  Company accounts for the share-based payments under tlie intrinsic 
value method in accordance with APB Opinion No. 25, Accountirig,for Stock 
Issued to Lvnplo,yees, and rclated Interpretations. No stockbased employee 
compensation cost is reflected in net income, as all options granted under 
those plans had an exercise price equal to tlie market value of the underlying 
coninion stock on the datc of grant. l i e  following tablt? illustrates tlie effect 
on net income and earnings pcr share as if tlie Company had applied the fair 
value recognition provisions of SFAS No. 123, Accountingfor Stock-Based 
Compensation, to stock-based employee compensation; 

t‘or tho I h  the 
yam ended ycar cttdcd 

(dollnw i n  lhousmds, llccember 31, 1)ecember 3 1 ,  
except per share datu) zoos 200.1 

Nct (loss) income related to common 
shareholders, as reported (%3,840) $240,847 

Deduct: Total stock-based employec 
conipcnsation expense determined 
under fair value based method (357) (149) 

Pro-fcrrma net (loss) income rclated 
to cnmmon shareholders ($24,197) $240,698 

Net (loss) income pcr share related to 
coninion shareholdrrs, as reported 

Basic 

Diluted 

Pro-forma net (loss) income per share 
rclated to common shareholdrrs 

Basic ($0.20) $2.03 

11- 

-- ~ 

($0.19) $2.04 

($0.19) $2.03 
_I_ -I 

-~ 

Diluted ($0.20) $2.03 

For the 
ypar ended 

Ilcc.rmlwr 31, 
20113 

$180,103 

$1.95 

$1.94 

$1.95 

$1.94 
__l__l” 

TheEnierginglssuesTask Forceofthe FASB isconsideringplacin~~iiitemon 
its agenda relating to the accounting treatment under SFAS I 40, Accounting 

fhr Transfers und Servicing .f‘ Financial Assets and Extinguishments of 
Linhilities, a replacement of FASR Statement 125, of transactions where 
assets purchased from a particular counterparty are linanccd via a 
repurchase agreement with tlie same counterparty. Currently, the Company 
records such assets and tlie related financing i n  the consolidated statenicnt 
of financial condition, and the corresponding interest income and intercst 
expense in thc Company’s consolidated statement of operations and 
comprehensive (loss) income. For assets representing available-for-salc 



. . . .  
NOTES To C ~ N W L I D A T E D  F I N A N C I A L  STATEMENTS 

iiivestnient securities, a s  in thc Company's case, any change in fair value is 
reported through other compreheiisive income uncler SFAS No. 115,  with 
the cxccption of impairment losses, which are recorded in the consolidated 
statcmciiit of opeiwhns and comprehensive (loss) income as realized 

However, a transaction where assets are acquired from and financcd undcr 
a rcpurchasc agreement with the same counterparty may not qualify for 
a sale treatment by a seller untlcr thr intcrprctatiorr of SFAS 140, which 
would require the seller to continue to carry such sold asset on thcir tlooks 
based on their "continuing involvement" with such assets. Depending on 
the ultimate outcome of the EITF delihrrations, thr  result may hr that the 
Company would hr prticludcd from rwording the assets purchased in the 

transaction described abovc as well as  the relaled financing in Lhe Company's 
consolidated statwicnt of financial coridilion and wo~ild instead be treating 
the Company's net invt*strnt~iit in such assets as a derivative. 

This potential changeinaccounting treatmentwouldnot affectthe economic 
substarice of the transactions but would afect  how the transactions would 
tw reported in the Company's financial statements. The Coinliany's cash 
flows, liquidity and ability to pay a divided would be unchanged, and the 
Company does not believe the Company's taxable income (.)I* iict cquily 
would be affected. If the Company were to change the current accounting 
treatment for h e s e  Lransactions, total assets and total liabilities would cach 
be reduced by approximately 51.9 billion. 

On Drcrmhcr 3 1 ,  2003, the Company entered into a merger agreement 
with FIDAC. At the annual rnccting of the Company's sti 
May 27, 2004, shareholders voted to approve the merger. The merger closed 
ticfore the opening of business on lune 4, 2004. 'lhe merger was accounted 
for using the purchase method of accounting in accordance with SPAS No. 
141. Accotdirigly, the consolidated statements of financial condition as 
of December 31, zoo5 and zoo4 include the effects of the merger and the 
Company's application of the purchase mcthod of accounting. Additionally, 
the consolidated statements of opcrations and of cash flows for thc year 
ended December 3 1 ,  2004. include the consolidatrd rtbsults of thu Company 
and k'11)AC for thc period from June d,, zood. to Dcccnihrr :ji, 2004. The 
consolidated statemcnts of opcration and cash flows for ttw yrar ended 
December 31, zoo5 include a full year of results of operations of the Company 
and FIDAC:. 

Upon completion of the merger and pursuant to the merger agreement, 
FDC Merger Sub, ("Merger Sub"), tlie Company's wholly owned subsidiary 
created solely for the purpose ot effectuating the mrrgcr, merged with and 
into FIDAC. As a result ofthe merger, Mcrgcr Sub ccascd to exist, and FTDAC 
is the surviving corporation and operates as the Chipany 's  wholly owncd 
taxable REIT subsidiary. At the time of thr nicrgcir, w t , h  FIDAC shar th lder  
received approximatcly 2,935 shares of thc Company's c'ommoii stock for 
each share of FIIIAC stock the shareholder owncd and has thr  right to r[ic(iivc 
additional shares of the Company's common stock i n  the future, hasrd on 
FIDAC achieving specific performance goals. FIDAC's shareholders may also 
rcceive addilional shares of h e  Company's common stock as an earn-out in 
2006 worth ~ i p  l o  K4g,5oo,ooo if FlUAC meets specific performance goals 
under the merger agreement. 'lhe Company cannot calculate how many 
shares the Company will issue under the earn-out provisions since that 
will vary depending upoin whether and the extent to which FITIAC: achirvcs 
specific performantv goals. Even i f  FIDAC x.hicv(*s spcicific: pc!rformant:ii 
goals for a fiscal y ~ r ,  thr iiumh(*r of additioiial shartis to he issued to the 
FIDAC shartbholdcrs will vary depeirding on the C:ornpny's average share 
priw for th(* first 20 trading days of the following fiscal year. 

The value of the shares of the Company's comnion stock issued to tlie FIUAC 
shareholders imnirdiatcily upon thc consumination of thc atxluisition was 
fixed at ~4o,5oo,ooo based upon the closing price ofthc Company's commcm 
stock on December 31, 2003, and was paid on Junc 4,, 2004 by delivering 
2,201,080 sharcs of thv Company's coin mon stock 

The tolal amounl of goodwill represents the purchase price in excess of 
l h e  fair value of the net assets acquired. Under S M S  No. 142, Goodwill 
and Other Intangible Assets, goodwill is not amortized, but tested at least 
annually for impairment. Certain customer relationships are deemed by 
the Company to have an indefinite life based on a lack of attrition history 
and management's cxpcctation of continued service to PIDAC clients and, 

accordingly, are not being amortized. Instcad, they arc required to be Lested 
at least annually for impairment. FlDAC trademark and non-coinpctc 
agreements arc considcrtid intangible assels subject to amortization over 
their estimated life of thrrc years and one year, respectively. For the years 
endcd rkccmhcr 31, zoos and 2004, ainortization expense related to these 
intangibles was ~ 5 7 1 , 0 0 0  and $i:jo,ooo, respeclively. Over the next five years 
the amortization is cxpecled Lo be $2.4 million in total. 

A s~ivnrriary of th~,finir values qfthe net assets acquired is asfdlows: 
l i l l l i l . l l  I, , , I  lllllll,.lllo\) 

Cash and cash equivalents 

Rccc.ival)le for advisory fees and services 

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

$2,526 

1,561 
. .  . . . . . . . . . . . . . . . . . . .  

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

Othei assets 

C'u\hrner relationships 

FIDAC tr~dern,~rk 

Non corripete ,igteements 

GOOdWlll 

Ac count5 p.iy.hl(* 

Total fair value of net a\\&$, including ucquisilion cost 

... 

.. 

... 

-I_.- ......... ____"" ....................... . 

591 

15,613 

250 

140 

22,905 

(7'18) 



Mortgage-Backed Securitirs, gross 55,689,898 $9,881,672 9344,231 $15,915,801 

Unmiortized discount (4,043) .. (17,745) (62) 

LJnamortized preimium 92 228 5,133 

Ainortized cost 5,778,083 10,009,053 349,302 
-- . ..........I..̂ ...-~ .. .................................................. 

16,136,438 

3,174 
...... 

1,853 5,027 

Gross u n i e a l i d  lo (80,733) (121,330) 

Estimated fair 
I_ . .. ... . x..-.l.̂.....ll.. . . . .  .............. 

._ -. 

r i l l l l r l l i * l l i l  ( <M 

$9,814,261 
. .  . . . . . . .  

............ 
Adjustable rate 

Fixed rate 6,292,177 

Tot 
...... ........... ..... _--.lll ____-I 

. . .  

L ; , r w ,  ! ! , l&, , , l , ,W I /  I l l , i  

($120,480) 
. . . . . . . . .  . . . .  

1,054 (91,121) ~ . _ . .  .......... ....__l.... 

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

( r , r \ l  111 1 x I (  I I I! 

\I, I t  II,/ l l l , . 

Mortgdgc-Racked Lecui ities, gro\s 512,061,462 $604,310 $18,728,903 

Unamortized discount (171) (84.3) (109) (1,123) 
8,528 426,956 Unamortized prerniutn 

Ainoi ti& c 12,748,876 612,729 19,154,736 
..... . "I_-_ I _.I.I I I lll.l...--̂ - 

288,217 

Gloss ~ i n r ~ l d l i 7 ( ~ I  gains 11,574 9,905 1,582 2 3,021 

GIOSS ~inre~l i7cd losses (39,429) (97,890) (2,052) (1 39,371 ) 

. -  

i z r , l , , l l r < < l ; (  I ,  I 11111 I 1 1 4 1  / I f  < , I  I ilil I: 1 4 0 1  \ t 1  < I  i ,I, t i l , V  

>17,8 33,122 ($93,796) $13,760,039 

Fixed late 5,321,614 2,708 (45,575) 5,278,747 

Actual rnaturiticb\ nf Mortgage B d w d  Sccuiities are genc.i ally shorter than \tat(*d tontractu,al nidtui itic'\ Actual maturities of the  Company's Mortgagr- 
Racked 5ecuritic.s ai? affected by thc. tontiactual lives of thc uiideilying itiortg.+gcs, periodic payment\ of principal, and prepyinciits of priiicipal 

f i r .  jollowwg tablc wrnmarizes the Company'\ Mor tgage- f idml  .F.t urities ow U C C ~ ~ J ~ T  i I ,  zoo5 nwd ZOO4 ciccordiri<q to  their estimnlcd wqyhted-nverqe l@ 
cln$$lfications 

........ ............... 
!A', ,!:!,I1 

1 , t .s~  than one year $508,851 $514,560 

Greater than onu year and less than livt! ycnrs 12,648,106 12,824,736 

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

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

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

<! I L 

$357,135 4359,477 

14,627,143 14,705,212 

Greater t h m  o r  (*qual to hve y e x s  2,772,907 2,797,142 4,058,108 4,090,091 
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'Ihe weighted-average lives of the Mortgage-Backed Securities at Dcccmber 
31,2005 and 2004 in the table above are based upon data providrd through 
subscription-based financial information services, assuming constant 
principal prepayment rates to the reset date of each security. The prepayment 
model considrrs current yield, forward yield, steepness of the yield curve, 
current mortgage rates, mortgage rate of the outstanding loans, loan age, 
margin and volatility. 

Mortgage-Backed Securities with a carrying value of $4.6 billion werr in a 
continuous unrealized loss position over 12 months at December 31, zoos in 
the amount of $111.1 million. Mortgage-Backed Securities with a carrying 
value ofS8.4 billion wrrr in a continuous unrealized loss position for less than 
12 months at December 31, zoos in the amount of "oo.5 million. Mortgage- 
Racked Securities with a carrying value of $2.2 billion were in a continuous 
unrcalized loss position over 12 months at December 31, zoo4 in the amount 
of $:M.I million. Mortgage-Backed Securities with a carrying value of $13.1 
billion were in a continuous unrealized loss position for less than 12 months 
at Decemhcr 31, zoo4 in tlie amount of $105.3 million, The decline in value 
of thcsr securities is solely due to increases in intwest rates. All of tlie 
Mortgage-Racked Securities are "AAA" rated or carry an implied "AAA" 
rating, At December 31, 2005, $2.9 billion in Mortgage-Backed Securities 
were deemed to be other-than-temporarily impaired, which resulted in an 
impairment loss of $83.1 million. At  Scptember 30, 2005, tlie Company's 
investnietits that were in a loss position were not considered othrr-than- 
temporarily impaired sincc at the time the Company had thc intcnt to hold 
them for a period of time, to maturity if necessary, sufiicient for a forecasted 
market price recovery up to o r  beyond the cost of the investments. With 
the continued increase in the Fcdcral Funds rate during the fourth quarter, 
howrver, management determined during the fourth quarter that it did not 
intend to hold some of its securities until maturity and would reposition a 
portion of its assets. 'Ihe remaining investments are not considered othcr- 
than-temporarily impaired since the Company currently has thr  ability 
and intent to hold the investments for a period of time or to maturity, if 
necessary, sufficient for a forecasted market price recovery up to or beyond 
the cost of the invrstnients. Also, tlie Company is guaranteed payment on 
the par value of the securities. 

'Ihe adjustable rate Mortgagc-Racked Securities are limited by periodic caps 
(generally interest rate adjustmrnts are limited to no more than 1% every 
nine months) and lifetime caps. The weighted average lifetime cap was 10.3% 
at December 31,2005 and 10.1% at Drceniher 31,2004. 

During the year ended December 31, 2005, the Company realized $53.2 
million in net losses from sales of Invcstnient Securities. During year cnded 
Dcccmber 31, 2004, the Company realized $5.2 million in net gains from 
sales of Mortgage-Backed Securities. 

4. AGENCY I>EBEN'I'URES 

At December 31, 2005, tlie Company did not own agency debenturrs, At 
Dcccmher 31, zoo4 the Cotnpany owned callable agency debentures totaling 
$:3ys.o million par value, which were issutid by FHLMC, FNMA, and FHLR. 
All of the Company's agency debentures were classified as available-for-sale. 
The agency debentures had carrying values of $390.5 million at December 
31, 2004. During the year ended Decembcr 31,  zoos, tlie Company realized 
$8.3 million in net losses from sales of agency debentures, 

5. REPURCHASE AGREEMENI'S 

The Cotnpany had outstanding Li3.6 billion and $16.7 billion of repurchase 
agreements with weighted average borrowing ratcs of 4.1616 and 2.46%, 
and weighted average rcmaining maturities of 79 days and 111 days as 
of December 31, 2005 and December 31, 2004, respcctivrly. Investnient 
Securities pledged as collatrral under these repurchase agreements had an 
estimated fair value of s14.3 hillion at December 31, 200s and $17.4 billion at 
December 31,2004. 

At December 31, 2005 and Deccmber 31, 7,004, the repurchase agreements 
had tlie following remaining maturities: 

l.)ecrnibrr . < I ,  20l15 I k t * m h e r  31, 'LIlO1 (tl~>ll~lt< an I hurrssnd,) 

$10,575,945 ~~ $13,059,810 ...... ---  Within 30 days 

30 to 59 days 1,250,356 1,598,069 

60 to 89 days 

90 to 11 9 days 

Over 120 days 1,750,000 2,050,000 

...- . . .. -......-..__-_I" *"lll..l ...... ~ --- 

.... 

_......-____II "-_"""lll . 

. " ~ ..... I " " "  lll__"__" ,"". .. ." I.. 
" "  ~ . . . 

Total 113,576,301 $16,707,879 
"_ -I ~. I.. 

l he  Conipany had an amount at risk greater than 10% of the equity of thc 
Company with the following countrrparty. 

(dollars in thousands) 
Wcighlvrl ~ + J E  to m i i h l ' i l y  nvt,lrg~' 

A r n ~ w n l  .rl I-iA ( 0  
. ............- --.. ., "". 

URS Securities L $179,959 121 
~ .......... 111" ..........., 

( I )  Equul lo the sum ofjuir value of securities sold plus accrued interest incowle minus 
the suiw oj repurchuse ugwementsplus accrue-d interest expense. 

h. OTHER IJARII.I'HF,S 

In 2001, the Company entered into a repurchase agrcrment with an original 
maturity i n  July 2004. 'Ihis repurchase agreement provided tlie buyer with 
the right to extcnd its maturity date, in whole or in part, in three-month 
increments up to July 2006. The buyer has continuously exercised its right 
to extend thc maturity date, and the agreement is currcntly set to mature in 
July 2006,. The repurchase agreement has a principal amount of*ioo,ooo,ooo, 
and is included in repurchase agreements in the consolidated statements 
of financial condition. ?lie Company accounts for the extension option as 
a separate interest rate floor liability carried at fair value. The initial fair 
value of $1.2 million allocatr,d to  the extension option resulted in a similar 
discount on the repurchasc agreement borrowings that was amortized over 
the initial term of three years using the eif'ective yield method. At December 
31, zoo5 and December 31,2004, the fair value ofthis interest rate floor was 
$149,000 and $2.7 million, respectively, and is included in other liabilities in 
the consolidated statements of financial condition. The amount of change 
in fair value of this interest rate floor has been recorded in the consolidated 
statement of operations and comprehensive (loss) inconie in the interest 
expense balance. 

RRI-11 ST'OCK AND COMMON S'I'OCJi 

During the year cndcd December 31, 2005, the Company declared dividends 
to common shareholders totaling $127.1 million or $1.04 per share, of 
which $12.4 million were paid on  January 27, zoob. During tlie year ended 
December 31, 2005, the Company declared and paid dividends to preferred 
sharcholders totaling $14.6 million or  $1.97 per share. During tlie twelve 
months ended December 31, zoos, 2,:381,55o shares of the Company's 
common stock were issued through the Equity Shelf Program, totaling 
nct proweds of $40.1 million. During the year ended December 31, zoos, 
16,128 options were exercised under the long-term compensation plan for 
an aggregate exercise price of $2~3,000.  In addition, 24,253 common shares 
were sold through tlie dividend reinvcstmcnt and direct purchase program 
for r440,ooo during the year endcd December 31,2005. 

During the year rnded December 31,2004, tlie Company declared dividends 
to common shareholders totaling "37.9 million or $1.98 per share, of 
which $60.6 million were paid on laiiuary 27, 200s. During the year ended 
December 31, 2004, the Company declared and paid dividends to preferred 
shareholders totaling $7.7 million or $1.45 per share. O n  January zi,zoo4, the 
Company entered into an underwriting agreement pursuant to which the 
Company raised net proceeds of approximately '363.6 million in an offering 
of ~0,700,ooo shares of common stock. O n  March 31, 2004, the Company 
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entwod into an underwriting agreement pursuant to which the Company 
raised net proceeds of approximately *ioz.g million through an offering of 
4,250,000 shares of 7.875% Series A Cumulative Redeemable Preferred Stock, 
which settled on April 5, 2004. On October 14, 2004, the Company entered 
into an underwriting agreement pursuant to which the Company raised net 
proceeds of approximately "4.5 million through an offering of 3,162,500 
shares of 7.87556 Series A Cumulative Redeemable Preferred Stock, which 
settled an October ig,2004. 

During the year ended Deccmber 31, 2004, 2,103,525 shares were issued 
through the Equity Shelf Program, totaling net proceeds of $37.5 million. 
During the year ended Dewnber  31, 2004, 57,000 options were exercised 

under the long-tcrm compensation plan for an aggregate exercise prirr 
of *856,ooo. In addition, 127,020 shares were purchased in the dividend 
reinvestment and direct purchase program at $2.:< million. 

On April 1, 2003, the Company entered into an underwriting agreemenl 
pursuant to which the Company raised nrt proceeds ofapproximately~i5i.3 
million in equity in an offering of 9,300,700 shares of common stock. During 
the year ended December 31,zoo3,1,879,600 shares were issued through thc 
Equity Shelf Program, totaling net proceeds of $34.6 million. During the year 
ended Uecembrr 31, 2003, 92,697 options were exercised undcr the long- 
term compcnsation plan at (914,000. Also, 231,893 shares wcrc purchased in 
the dividend rcinvestment and direct purchase program at $4.2 million. 

8.  N t I  (1 ass) INCOIMb PI:R ( O M M O N  SI 

Thc following tableprcwnts a reconciliation (4th net (loss) income and shares used in Lalculating basic and diluled carn~ngs per share for thc years ended 
December 31, 2005, 2004 and 2003 
l l l 1  lhl  y* II  > C l l d ' I I  I)',< r1l l l l . l  I 1  W ( l i  I 

Net (loss) income 
I rss Preferred stock dividends 14,5 7,745 - 

. _- -- .. - __ . - .  

- . .-. . .......... ........ .. . ..... -. .-. 

__I_-I- __I___ _ ~ _ . _ . _ _ ~ l l l  ~ .--- +_ 

3 Net (loss) income related to common Shareholders 

Weighted average shares of common stock outstanding-basic 122,475 118,223 92,215 

- 236 816 Add Fffect of dilutive stock options 

- - .. 
(523,840) 

- -l__*ll _I - --.-_I-- -___".__l_l .. ---___I__- .. .. ...... .___I ...... .... 

- -. .- .~ ...... 

... -- .-.. . -~ ..... .- . -. 

118,459 
.. - ~ .- - -l_l__ 

I_ 

Weighted average shares of common stock outstanding-diluted 122 
..... ..l__l__-. ._ __ ~ ~ ~ ~ ~ . ~ - - .  -___l._^"_-l .... -_-lll ... A- -:=:~~--:--:-=>- .......... 

Because the Company had a net loss related to common shareholders, 
options to purchase 2,333,593 sharcs of common stock wcre considered anti- 
dilutive for the year elided December 31, zoog. 

Options to purchasc 12,500 of common stock were outstanding and 
considered anti-dilutive as their exercise price exceeded the average stock 
price for the year ended December 31,2004. 

Options to purchase 12,500 of common stock were outstanding and 
considered anti-dilutive as their exercise price exceeded the avrrage stock 
price for the year ended December 31,2003, 

_I .-..l__l____....l.......... .. I.l..-..X ... ".l I I , " ,  " 

!), !,(.I NCi- 'I i!,R iCI S'I 'OC I\ IN (:X:NT'I\'E PI ,AN 

The Company has adoptrd a long term stock incentive plan for rxecutive 
officers, key employees and non employee directors (the "Incentive Plan"). 
The Incentive Plan authorizes the Compensation Cotnmittcc of the board 
of directors to grant awards, including non-qualified options as well as 

inccntive stock options as defined under Section 422 of the Code. Thc 
Incentive Plan authorizes the granting of options or other awards for an 
aggregate of the greater of 500,000 shares or  9.5% of the diluted outstanding 
shares of the Company's common stock. 

Zke jollowing tahle sets jorth activity relating to the Company:? stock options nwards: 

. . . . . .  .... -. ........... ......... 
I 1 < ~ C l , l i l l W l  .)I, :loo'; 

u 
F r v  (tic vclir'r cirrlrrl Niiiiilm 0 1  Nhrrw h'O!l,h,~l-  ,#f 511,!il'% 

Options outstanding at the beginning of year 1,645,721 512,706 
................ . . . . . . . . . . .  ................ ...... ................. . . . . .  ..... 

.............. . . . . . . . . .  ............... ........ . . . . .  ... .- .......... -. .... - . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

18.00 
.. ........ .......... ......... ....... .... . ........-..........I 

Granted 737,750 17.08 639,750 17.39 643 

Excrcised (16,128) 12.21 (57,288) 9.40 (92, 8.54 
. .......................... ..... . ........... _ .............. 

17.87 (200) 17.97 Expired (33,750) 

Options outstanding at the end of year 2,333,593 $16.10 1,645,721 115.66 1,063,259 814.28 
- I"--__ _I .... l_-__- __"._.__^ -_- - 

.... ~ l . . _ . l _ ^ _ - . _  -.._l..l ...-. -________ .... -... ......... ~ - ....... .............. .- _--....llll .......-...,I. ..... ... ,..- --...-.-_I ___. -- ...... 

lhe,followingr lahle sunlrnarizes injorrnatiori about stock options outstanding at December 31, 2005: 

rpt ionr  O U t S t d l l d i l l ~  

$7.9¶,--RlY.Y9 2,323,593 

$20.00-$29,99 10,000 20*53 1.99 

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

-- .......... . ~ ... . ........ .. ........................... 

........ .......... ~ ......... - .............. ~ ................. ~ . .. . ........................ 

2,333,593 $16.10 7.74 .................... - ........- ________"_._~-- ....... .. .......... _*~II ...... ~ ...................... .-.........I.. ...................... 
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1 0  INI:OMC'TAX6S 

As a REIT, the Company is not subjuct to Fudcral income tax on earnings 
distributed to its shareholders. Most statcis rcicognize REIT status as well. 
The Company has decided to distribute the majority of its inromc a n d  
retain a portion of the permanent dilrerence between book and  taxable 
income arising from Section i62(nr) of the Codc pcirtaining to cmploycc 
remuneration. 

Duiiiig the ycai ended Dcccniher 31, zoos, the Company recorded X8.7 
million of income tax expense for income attributable to L'IDAC, its taxable 
REIT subsidiary, and the portion of earnings retained based on Code 
Scction ihz(m) limitations. bring the year ended December 31, 2005, 
the Company recorded *LO million of income tax expense for a portion of 
cainings retained based on Section i62(m) limitations. 'Ihe effective tax rate 
was 47% for the year ended December 31,2005. 

During thri year cndrd December 31 ,  2004, the Company recorded $4.5 
million of incoiw tax expense for income attributable to taxable K 
subsidiary and the portion of earnings retained based on Code Section 
ibz(rn) limitations. 'lhe Company's effective tax rate was 45% for the year 
ended December 31, zooq. Such rate differed from the federal statutory 
rate as a result of state and local taxes and permanent dilrerence pertaining 
to unployee remuneration as discussed above. During the years ended 
December 31, 2003, 100% of the taxable income of the Company was 
distributed and as a result, the Company was not subject to income taxes. 

11.11 451 ~ O M M l l M I P 4 1 5  

The Company l ~ r  a noncancelAe I e ~ r t .  for office \pice, whiLh commenced 
i n  May 2002 arid expirer In December zooy O f h c  lent  expense was 
*573,ooo, $591,000, and $612,000 for the year5 v n d d  DCY cmhci 31 ,  zoos, 
2004 and 2003, respectively The expense wa5 net o f  rub-lcaw payment\ 
received of 584,000 and *7,ooo foi the years ended December 4 1 ,  zoo< and 
2004, respectively 

The Company's aggregate future niiniinuiii lease payments at e as follow\ 

Io1 !I ( I t  I \ , A !  

$530 

5 32 2007 

5 3.2 2008 

532 2009 

Total remaining leaw payment $2,126 

.... 

.. 

- .  ..._- .. 

. _-- . - ~- 

~ I_ ___  - . 

....--...-__._I l_ll __. 
I t .  IN 

' lhe primary market risk to the Company is interest rate risk. Intcrcst rates 
are highly sensitive to many factors, including governmental monetary 
and tax policies, domestic and intc!riiational economic and political 
considerations and other factors hcyoiid the Company's control. Changes 
in the general luv(!I o f  intcwst rates can affect net interest income, which 
is the dilrerence between thc intcircst incomc earned on interest-earning 
assets and the intcrt*<t expmsc incurred in connection with the interest 
bearing liabilities, hy aHec sprtiad hetween the interest-earning 
assets and interest-bearing . Changes in thc Icvd of intcrcst iatcs 
also can affect the value of the Investment Securities and thr  Company's 
ability to realize gains from the sale of these assets. A dr!c.lint* in thc valuc 
of the Investment Securities pledged as collateral for borrowings undur 
repurchase agreements could result in the counterparticis demanding 
additional collateral pledges or liquidalion of some of the existing collateral 
to reduce borriiwing levels. 1,iquidation of collateral at losses could have an 
adverse accounting impact, as discussed in Note 3.  

30 

The Cotnpany seeks to manage the extent to which net income changes as 
a function of changes in interest rates by matching adjustable-rate a 
with variable-rate borrowings. The (:ompany may serk to mitigate thr  
potential impact on net income of periodic and lifetime coupon adjustment 
restrictions in the portfolio of Investment Securities by entering into interest 
rate agreements such as interest rate caps and interest rate swaps. As of 
December 31, zoos, thr (:omparry entered into intcrcst rate swaps to pay a 
fixcd ratc and receive a floating rate ofintwcst, with total notion amount of 
S I , ~ ~ . I J  million. 

Changvs in interest rates may also have an c f k t  on the rate of mortgage 
principal prepayments and, as a result, prepaynients on Mortgage-Backed 
Scmriticx Thc Company will seck to mitigate the effect of changes in 
the mortgage principal repayment rate by balancing assets purchased 
at a premium with assets puichased at a discount. To date, the aggregate 
picni ium exceeds the aggregate discount on the Mortgage-Backed Securities. 
As a result, prepayments, which result in the expensing of unamortized 
premium, will reduce net income coinpared to what net income would be 
absent such prepayments. 

I'l. ~ . : o x ' l ' ~ w ~ ; ~  *'( . ' f l 'k 

From time to time, we are involved in various claims and legal actions 
arising in the ordinary course of business. I n  the opinion of management, 
the ultiniate disposition of these matters will not have a material erect  on 
our consolidated financial statements 
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T!wfolhwinky 1s n p r e s m t a t m  of the yuurterly ycmlts (,foperntiom for thc year erided December 31, 2005. 
111m < ( I  ' O l l r  

$171,595 

165,766 113,993 13 3,7 5 8 155,043 

62,296 37,837 22,431 13,922 

I1 , r <  / /  I /  'Oil, 
- .  .. - 

. - .. . .- .. 
$176,289 

-- - . -- . - _ _ _ _ _ l - _ l ~  ___  ..ll..l -. ___--**-_.. 
ltiteiest expense 

Net interest income 

Other (loss) income 

Iiivestment advicory dnd service fees 6,30Y 9,hh9 10,945 

l--lll-l__--.-- __  _I"--.L. -- 

.............. .......... .. .............. ....... I_.I.. .. -"- I___.__̂ __- 

-. ...... 

8,702 
. ____ 

Gain (lox) on QI(> of Mol tgage-Racked Securitie5 580 11,435 32 (65,285) 
... ...... 

Loss on olher-thdn-tcmporaiily impaired - - - (83,098) 

6,889 21,104 10,977 (139,681) Total other (loss) income 

Expenses: 

Distribution fee5 1,610 2,126 2,414 1,850 
6,359 General Arid ddniiiii\trdtivc expenses 

-- ..... ...r.l.l.lll..---.I. . I..-_-_ .. . . . . . . . .  .............. . ____._____... I___.___I - - ~ . * - . - _ _ _  
__ ~ . .......... . . .  l l l . - ~ l  *lll.llll*ll ............. -_*__. .... .... _I_._I___ _ I _ ~ _ ~ _ . _  

. . . .  ..... 

-. . .... 

-.A-A-_..__ 

6,664 6,800 6,455 
I___" -_x" ~ I . __ ....... ~..-I__-l-l_̂ I.. .--- .... _______ -__- __l_l_ 

'lbtal expenses 8,274 8,926 8,869 8,209 
l_-IXI_II. .................... ..... ............................... . " - ~ _ . I  .... 1 * - ~  -l-..l ........*-.-... ..... -_.. I._-. 

Income (loss) before inconw t , 3 x ~ s  60,911 50,015 24,539 
Incotlie taxeq 1,578 7,022 3,353 
Net iiicotiie (loss) 50,333 21,186 (1 36,759) 

7,649 

($140,408) 

. . . . . . .  

...-..l... ....................... __--_~I -_ - I. -...ll.l I ~ _  ..... --.- ........ , ~ _ l l _ l _ _ _ .  
- - 

___l_l. .......- Drvideiids on preferred stock 3,648 3,648 3,648 

. .  

123,684,971 
.- . . ........... 

-. 

.. 
Net incotne (lorr) pcr dvcrdgc common share 

.... - _- 
.14 ($1.14) ........ - ..................... ~ 

.14 - . ~. 

Thr:fiillowing i s  a presentcntion ($lhe quarterly resrilts qfoperatiorrsjbr lite year c n d d  December 31, 2004. 

( ' l l l l l . l l ~ r  / I t  Illllil,rillll~. I \ I t A , l l  / i C I  .-1>,111- 4l"IlY 

Intcrcst income 

Intcrwt expense 50,303 55,648 70,173 93,992 

Net interest income 64,038 66,586 68,797 62,791 

Other income 

6,143 Investment advisory and s(:rvicc fees 

Gain on sale of Mortgagc-Racked Securities 595 2,126 1,350 1,144 

Total other income 595 3,386 6,161 7,287 

Expenses: 

Distrjhution Fees 

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

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

___1-__._ ........... -----_____.___II ll.....ll.ll.l ......... ........ ..lllll..-.--ll.ll.. ... ........ ................... ~- l_l___--llllll._--_I___ ------l.-lll̂ --.I 

I___ ... ....... .-.. ...................... ....I_- *_I__.-_..I ... .X_-_-I__.- ........ ___l_l"_._____ll_l.lII .. .---. . 

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

..-...______ 
- 1,260 4,811 

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

.......................... ~ II"_____ __ -___ _l_.._.-__ .... ... . 
-llll.l ................ ............................. ~ X . . l . l  ........................... __..- ..llll.l*...-- .- x--__ ....... ..I-....*.I ____-__.__I_- 

........................ . . . . . . . . . . .  . . . . . . . . . . . . . . . . . .  ............. . . . . . . . . . . . . .  . .  
- 298 1,024 1, 

Gci i tn l  and administrative expenses 5,790 5,643 6,159 6 ,  
....................... . . . . . . . . . . . . . . .  ...................... ........... ....................... ..... 

__l_"ll .--_I ........................ ............... .*"I_____̂ -I.._.. .___I___________I - ~ - _ . " . -  
Total expenses 5,790 5,941 7,183 8,400 _l__l.l"~___l____l__.II--^-.-~ll~l"~ ................................... ._llll.l.l .................. ...-..l...l......._I_- . ._---_I_I... ....... ~ --._ 

58,84:3 64,031 lncorne beforr. income taxes 

Income taxes - 4.94 

Net income 58,843 63,537 

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

l...l..I.__ll...ll ...................................... .............................. --ll.l.ll̂ -l--__I . 
----------1111. ". ......................... ..*."l" ..l̂ .-.....l....... ....... ..................."I ". "l_.__l_l_ll_.l_-____. I,.." ,~ . - ....... 
Dividends on preferred s h : k  - 1,998 
.................................. .......................... .................... ........ 

$61, 
........... ...... 
on share 

.......... ................... ..... 
Net in  .. 

67,775 

1,155 

66,620 

.... .. ..... 

" ~ - _ . I  .... 

2,082 

61,678 

2,384 

5Y,2Y4 

3,665 

$55.629 

... 

--"_____I--- 

__I.__ ..- 

,276,509 

,469,756 
....... ........... .................... ......... . . . .  . 

.... .~ ............ l l l . _ . _ ~ - _  lll.ll-.l..l.- ....... 
Net income per share availablr to coininon shareholders: 
................ .......... ..................... ........................... ............ ......................... .. .- .- 

$0.52 

$0.52 
.... ~ ..... .... -. . 

--_-_".l ............... ..... .-x-.. 111111 .... ~. 
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(:OMFION STOCK ANI) M ARliET INFORMA'TION 
'Ihe following table sets forth, for the periods indicated, the high, low, and closing sales 
prices per share of our common stock as rcported on the New York Stock Exchangc 
composite tape and the cash dividends declared per share of our cominon stock. 

HIGH LOW (:l.osr 

First Quarter ended March 31, 2005 S20.01 $17.34 $18.76 

Second Quarter cnded lune 30,2005 $20.01 $17.68 $17.93 

Third Quarter ended September 30,2005 $18.05 812*49 $12.95 

Fourth Quarter ended Uecrmber 31,2005 $12.90 $10.90 $10.94 

........ ....... ...... 
. . . . .  ...... .- 

- . . .  _I_- 

..... . . . . . .  ~.. -~- -- 

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

Hl(;H I.O\Xy' (:l.osl: 

First Quarter cnded March 31, 2004 S21.22 $18.15 $18.02 

Second Quarter ended Junc :30, 2004 $19.63 S1.5.94 $16.09 

Third Quarter ended September 30, 2004 $18.44 $15.95 $16,71 

Fourth Quarter ended Dewnber  31, 2004 $20.53 $16.33 $19.62 

..... .... .- . ,"... -111111- 

. I_-I.. -1114- -1111 

......... ~ .............. . -_l_l_ 

- ................. .- ...... ...- . -__- 

............. ........ ............. -_II_ 

Chomnn Dividends 
Declarcd I+F Shrrrr. 

~,~ ... _I- 

First Quarter elided March $0.45 

Sccond Quarter ended June 30,2005 $0.36 

Third Quarter ended September 30,2005 $0.13 

80.10 

. 
........ ..-.l..... ......... ...... -_.. 
. ............... ....... .- 

Fourth Quarter ended December 31,2005 
........ .- ...................... ... 1 1  . -*II. 

C:oinmoti IXvirlrndr 
Ihcldred Per Share 

. . . . . . . . . .  ~ ........... ........................ 
First Quarter endcd March 31, 2004 

Third Quartcr rnded September 30,2004 

Fourth Quarter ended December 31, 2004 

90.50 

$0.48 

10.50 

$0.50 

.............. ....... ~ - l l l - .  --"-"l.- 

Second Quarter cnrird June 30,2004 
.......... ............ ...... ~ ..l,.ll I*___- ~ 

-.. ~ . . - x _ I  ... _"-I... -.___Î  

.- ....... ~ ....... ...... 

We intcnd to pay quarterly dividends arid to distribute to our stocltholders al l  or 
substantially all of our taxable income in each year (subject to certain adjustments). This 
will enahlc us to qualify for thc tax benefits acwrded to a REIT undrr the Code. We havc 
not established a ininitnum dividend payment Icvel and our ability to pay dividends may 
be advrrscly affected for the reasons described under the caption "Risk Factors" in our 
200s Form io-I<. All distributions will be rnadc at the discretion of our board of directors 
and will depend on our earnings, our financial condition, 1naintenanc:c of our REIT status 
and such other factors as our board of directors may deem relevant from time to time. 
No dividcnds can be paid on our cominon stock unless we havc paid full curnulative 
dividends o n  our preferred stock. From the date of issuance of our preferred stock through 
Uecernbcr 31, zoos, we havc paid full curnulative dividends on our preferred stock. 



CORPORATE INFORMATION A N N A L Y  MORTGAGE M R N R G E M E N I .  I N O ,  

CORPORATF OTFICERS - .. 
HOARD O F  DIREC'I'OIZS 

Aniialy Mortgage Managcmcnl, Inc. 
1211 Avenue of the Americas, Suitr 2yox 
New York, New York iooBf) 

Michncl A.  J. Farrcll 
Chairwan of the Board, 
Presideiit G 
Chi$ Execu tive Officer 

1,EGAI. COUNSEI, 
Wellington 1, 
Lknahan-Norris 
Vice Chulairrnuw, 
Chief Investment Qficer t; 
Ckicf 0peratin.q Of icer  

McKcc Nelson LLI' 
1919 M. Street, NW 
Suite Roo 
Washington, L3.C. zoo36 

Kathryn E Fagan 
ChiefFinawcial Qficer t 
'1 Feusurer 

I<evin I? I h d y  
Founder C 
ChiefLkecutive (?$iter 
Taxstream 

Dcloilte & 'Touche LLI' 
Two World Firianr1al C:entrr 
New York, New York io?,8 I - 1  434 

jonatlian r). G r w n  
Pre.sidf!nt G 
~,%i~~/ 'Exccr~l ivc  (@er 
Rockefeller Group 
International, Inc 

S'lOCK 'L'RANSFEH AGENT 

Shareholder inquiries concerning dividerid 
payrnents, lost certificates, ckange of adclress: 

Mellon Investors Services, LLC 

South Hackcnsack, New Jcrsey 

-~ 

l?O. BOX 3315 

07600-1163 

www.tiiellotiitivestor.~oin/isd 

Jcreiiiy Diaiiioiid 
Mnwagirig Director 

John A .  1,aiiihiasr 
korrner Mawugiwg L)irector 
Salomon Brothers, Inc Ronald 13. lkazel 

Manrqirig Director 

E. Wayne Nordberg 
Senior Director 
lngalls &Synder, LLC 

SI'OCK EXCHANGE LIS'I:ING 

l i e  cofntnoti stock is listed on the New York Stock 
bxchange (symbol: NLY). 

The preferred stock is listed on the New York Sto(,k 
Ext4jairgc. (symlwl: NLY-A). 

Kristopher Konrad 
Senior Vice Presiderit 

Donald A .  Segulas 
Prcsidfwl 
Pinnacle Asset 
Managemenl, L.P. 

Rose-Marie Lyghl 
.Senior Vice Prc!sirlant 

A N N U A L  MEEI'ING 

'Ihe Annual Meeting of the Stockholders will be 
held 'niiirscldy, M,iy 25,  zoo6 at 930 a.m. ~ t :  

New York Marriolt Marquis 

New York, New York io036 
1575 Rloadway 

Copies of the Company's Annual Report and 
2oos Form i o - I <  inay be obtained by writing the 
Secretary, by calling the investor relations hot line 
at I - W A - ~ A N N A L Y ,  o r  hy visiting 0111' wchsitc 
www,annaly.com. 

http://www,annaly.com


2005 Annual Report 
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New York, New York 10036 
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