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ELLINGTON RESIDENTIAL MORTGAGE REIT
CONSOLIDATED BALANCE SHEET
(UNAUDITED)

(In thousands except share amounts)

ASSETS

Cash and cash equivalents

Real estate securities, at fair value:

Non-Agency (Cost—$12,099 and $13,490)

Deferred offering costs

Interest receivable

Total Assets

LIABILITIES AND SHAREHOLDERS' EQUITY
LIABILITIES

Accrued expenses

Management fee payable

Total Liabilities

SHAREHOLDERS' EQUITY

Preferred shares, par value $0.01 per share, 100,000,000 shares authorized,;
(0 shares issued and outstanding, respectively)
Common shares, par value $0.01 per share, 500,000,000 shares authorized;
(1,633,378 shares issued and outstanding, respectively)
Additional paid-in-capital

Accumulated deficit

Total Shareholders' Equity

Total Liabilities and Shareholders' Equity

See Notes to Consolidated Financial Statements
3

March 31, 2013

December 31,

2012

Expressed in U.S. Dollars

$20,098

12,360
439

43
$32,940

$728
119
847

16
32,674

(597 )

32,093
$32,940

$18,161

13,596
360

39
$32,156

$1,076
116
1,192

16

32,674
(1,726
30,964
$32,156

)
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ELLINGTON RESIDENTIAL MORTGAGE REIT
CONSOLIDATED STATEMENT OF OPERATIONS
(UNAUDITED)

(In thousands except per share amounts)

INTEREST INCOME

Interest income

Total interest income

EXPENSES

Management fees

Professional fees

Custody and other fees

Agency and administration fees
Organizational expenses

Total expenses

OTHER INCOME

Net realized gains on real estate securities
Change in net unrealized gains on real estate securities
Total other income

NET INCOME

NET INCOME PER COMMON SHARE
Basic

See Notes to Consolidated Financial Statements
4

Three Month Period
Ended

March 31, 2013
Expressed in U.S.
Dollars

$283
283

119
32
26
13
7
197

888
155
1,043
$1,129

$0.69
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ELLINGTON RESIDENTIAL MORTGAGE REIT
CONSOLIDATED STATEMENT OF SHAREHOLDERS' EQUITY
(UNAUDITED)

Three Month Period Ended March 31, 2013
Preferred

Common Common Preferred
Shares,

Shares
par value

(In thousands except share
amounts)

BALANCE, December 31,2012 1,633,378 $16 —
Net income

BALANCE, March 31, 2013 1,633,378 $16 —

Expressed in U.S. Dollars

See Notes to Consolidated Financial Statements
5

Shares,
par value

$—
$—

Additional Accumulated

Paid-in
Capital

$32,674

$32,674

(Deficit) Total
Earnings

$(1,726 ) $30,964
1,129 1,129
$ (597 ) $32,093
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ELLINGTON RESIDENTIAL MORTGAGE REIT
CONSOLIDATED STATEMENT OF CASH FLOWS
(UNAUDITED)

(In thousands)

Cash flows provided by (used in) operating activities:
Net income

Reconciliation of net income to net cash provided by (used in) operating activities:

Net realized gains on real estate securities

Change in net unrealized gains on real estate securities
Amortization of premiums and accretion of discounts (net)
(Increase) decrease in operating assets:

Interest receivable

Increase (decrease) in operating liabilities:

Accrued expenses

Management fees payable

Net cash used in operating activities

Cash flows provided by (used in) investing activities:
Purchases of real estate securities

Proceeds from sale of real estate securities

Principal repayments of real estate securities

Net cash provided by investing activities

Cash flows provided by (used in) financing activities:
Offering costs paid

Cash used in financing activities

NET INCREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, BEGINNING OF PERIOD
CASH AND CASH EQUIVALENTS, END OF PERIOD

See Notes to Consolidated Financial Statements
6

Three Month Period
Ended

March 31, 2013
Expressed in U.S.
Dollars

$1,129

(888
(155
(139

4

(299
3
(353

(3,331
5,309
440

2,418

(128
(128
1,937
18,161
$20,098
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ELLINGTON RESIDENTIAL MORTGAGE REIT

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

March 31, 2013

(UNAUDITED)

1. Organization and Investment Objective

Ellington Residential Mortgage REIT ("EARN") was formed as a Maryland real estate investment trust on August 2,
2012, and commenced operations on September 25, 2012. EARN conducts its business through its wholly owned
subsidiaries, EARN OP GP LLC (the "General Partner") and Ellington Residential Mortgage LP (the "Operating
Partnership"), which were formed as a Delaware limited liability company and a Delaware limited partnership,
respectively, on July 31, 2012 and commenced operations on September 25, 2012.

The Operating Partnership conducts its business of acquiring, investing in, and managing residential mortgage-related
and real estate-related assets through its wholly owned subsidiaries, EARN Securities LLC, EARN TRS LLC, EARN
Mortgage LLC, and EARN CMO LLC, a wholly owned subsidiary of EARN Mortgage LLC, which were each
formed as Delaware limited liability companies on July 31, 2012 and commenced operations on September 25, 2012.
EARN, the General Partner, the Operating Partnership, and their consolidated subsidiaries are hereafter defined as the
"Company."

The Company acquires and manages Agency and non-Agency, both investment grade and non-investment grade,
residential mortgage-backed securities ("RMBS"), including Agency pools and Agency and non-Agency collateralized
mortgage obligations ("CMOs"). Collectively, all of these asset types are referred to as real estate securities. The
Company may also acquire and manage mortgage servicing rights, residential whole mortgage loans, and other
mortgage- and real estate-related assets. The Company may also invest in other instruments including, but not limited
to, forward-settling To Be Announced Agency pass-through certificates ("TBAs"), interest rate swaps and swaptions,
U.S. Treasury securities, Eurodollar and U.S. Treasury futures, and cash equivalents. The Company's targeted
investments may range from unrated (first loss) securities to AAA senior securities, and as of March 31, 2013,
substantially all investments have some credit risk component.

Ellington Residential Mortgage Management LLC (the "Manager") serves as the Manager to the Company pursuant to
the terms of the Amended and Restated Management Agreement effective as of September 24, 2012 (the
"Management Agreement"). The Manager is an affiliate of Ellington Management Group, L.L.C. ("EMG"), an
investment management firm that is registered as an investment adviser. In accordance with the terms of the
Management Agreement and Services Agreement, as discussed in Note 7, the Manager is responsible for
administering the Company's business activities and day-to-day operations of the Company and performs certain
services, subject to oversight by the Board of Trustees.

The Company has not elected and does not intend to elect to be taxed as a real estate investment trust ("REIT") under
the Internal Revenue Code of 1986, as amended (the "Code"), for the period September 25, 2012 (Commencement of
Operations) through December 31, 2012 or for the short taxable period January 1, 2013 through April 30, 2013. The
Company made the election to be taxed as a corporation effective for the short taxable period May 1, 2013 through
December 31, 2013. The Company intends to make the election to be taxed as a REIT when it files its tax return for
the short taxable period May 1, 2013 through December 31, 2013.

2. Significant Accounting Policies

(A) Basis of Presentation: The Company's unaudited interim consolidated financial statements have been prepared in
conformity with generally accepted accounting principles in the United States of America, for interim financial
information. Entities in which the Company has a controlling financial interest, through ownership of the majority of
the entities' voting equity interests, or through other contractual right that give the Company control, are consolidated
by the Company. The consolidated financial statements include the accounts of the Company and its wholly owned
subsidiaries. All inter-company balances and transactions have been eliminated. The preparation of consolidated
financial statements in conformity with generally accepted accounting principles requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities at the date of the consolidated
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates and those differences could be material. Interim results are not necessarily indicative

7
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of the results that may be expected for the entire fiscal year.

(B) Valuation: The Company applies Accounting Standards Codification ("ASC") ASC 820-10, Fair Value
Measurement and Disclosures ("ASC 820-10"), to its holdings of financial instruments. ASC 820-10 establishes a
three-level valuation hierarchy for disclosure of fair value measurements. The valuation hierarchy is based upon the

transparency of inputs to the valuation of an asset or liability as of the measurement date. The three levels are defined
as follows:

7
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Level 1—inputs to the valuation methodology are observable and reflect quoted prices (unadjusted) for identical assets
or liabilities in active markets,

Level 2—inputs to the valuation methodology other than quoted prices included in Level 1 are observable for the asset
or liability, either directly or indirectly, and

{ evel 3—inputs to the valuation methodology are unobservable and significant to the fair value measurement.

A financial instrument's categorization within the valuation hierarchy is based upon the lowest level of input that is
significant to the fair value measurement. The inputs or methodology used for valuing securities are not necessarily an
indication of the risk associated with investing in these securities.

(C) Accounting for Real Estate Securities: Investments in real estate securities are generally recorded on trade date.
These investments generally meet the requirements to be classified as available for sale under ASC 320-10-25, "Debt
and Equity Securities," which requires the securities to be carried at fair value on the Consolidated Balance Sheet with
changes in fair value charged to other comprehensive income, a component of Shareholders' Equity. The Company
has chosen to make a fair value election pursuant to ASC 825 for its real estate securities portfolio. Electing the fair
value option allows the Company to record changes in fair value in the Consolidated Statement of Operations, which,
in management's view, more appropriately reflects the results of operations for a particular reporting period as all
securities activities will be recorded in a similar manner. As such, the real estate securities are recorded at fair value
on the Consolidated Balance Sheet and the period change in fair value is recorded in current period earnings on the
Consolidated Statement of Operations as a component of Change in net unrealized gains on real estate securities.
Realized gains or losses on sales of real estate securities are included in Net realized gains on real estate securities on
the Consolidated Statement of Operations, and are recorded at the time of disposition. The cost of positions sold is
calculated based on identified cost. Principal write-offs are generally treated as realized losses.

(D) Interest Income: The Company accretes market discounts and amortizes market premiums on debt securities using
the effective yield method. Accretion of market discount and amortization of market premiums requires the use of a
significant amount of judgment and the application of several assumptions including, but not limited to, prepayment
assumptions and default rate assumptions, which are evaluated quarterly. The Company's accrual of interest, discount
and premium for U.S. federal and other tax purposes is likely to differ from the financial accounting treatment of these
items as described above.

(E) Expense Recognition: Expenses are charged when incurred. Expenses include, but are not limited to, operating
expenses related to the Company that are incurred by the Company or the Manager, which are eligible for
reimbursement by the Company.

(F) Cash and Cash Equivalents: Cash and cash equivalents include cash and short term investments with original
maturities of three months or less at the date of acquisition. Cash equivalents are recorded at cost plus accrued interest,
which approximates fair value. Cash accounts are maintained with financial institutions. These balances generally
exceed insured limits.

(G) Deposits with Dealers Held as Collateral/Due to Brokers on Margin Accounts: Deposits with dealers held as
collateral consist of restricted cash for clearing and executing trades. Deposits with dealers held as collateral, due to
brokers on margin accounts and other financial assets and liabilities may be offset and the net amount may be reported
in the Consolidated Balance Sheet when there is a legally enforceable right to set off the recognized amounts and there
is an intention to settle on a net basis, or realize the asset and settle the liability simultaneously. Deposits with dealers
held as collateral and due to brokers on margin accounts are carried at cost, which approximates fair value. As of
March 31, 2013 and December 31, 2012, the Company does not have any deposits with dealers held as collateral or
amounts due to brokers on margin accounts.

(H) Financial Derivatives: The Company may enter into various types of financial derivatives subject to certain
restrictions, including restrictions associated with qualifying as a REIT when the company elects REIT tax status, and
investment guidelines. As of March 31, 2013 and December 31, 2012, the Company does not have any financial
derivatives.

Swaps: The Company may enter into interest rate swaps. Interest rate swaps are contractual agreements whereby one
party pays a floating rate of interest on a notional principal amount and receives a fixed rate on the same notional
principal, or vice versa, for a fixed period of time.
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The Manager does not intend to operate its non-Agency RMBS investment strategy on a credit hedged basis; however,
the Company may opportunistically enter into short positions using credit default swaps to protect against adverse
credit events with respect to the Company's non-Agency RMBS. The Company may use credit default swaps to hedge
non-Agency RMBS credit risk by buying protection on a single non-Agency RMBS or by buying protection on a
basket or index of non-Agency RMBS assets. The Company may also enter into credit default swaps on various
mortgage-backed securities, or "MBS" indices

8
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and derivative contracts for hedging purposes referencing the unsecured corporate credit, or the equity of, certain
corporations. However, this strategy is subject to qualifying and maintaining EARN's qualification as a REIT and
maintaining EARN's exclusion from regulation as an investment company under the Investment Company Act.
Upfront payments paid/received by the Company on open swap contracts are initially recorded as an asset or liability
and are recorded as a realized gain or loss on the termination date. During the term of swap contracts, changes in value
are recognized as unrealized gains or losses on the Consolidated Statement of Operations. Periodic payments or
receipts required by swap agreements are recorded as unrealized gains or losses when accrued and realized gains or
losses when received or paid. The Company may be required to deliver or receive cash or securities as collateral upon
entering into swap transactions. When a contract is terminated, the Company will realize a gain or loss equal to the
difference between the proceeds from (or cost of) the closing transaction and the Company's basis in the contract, if
any.

The Company's swap contracts will be generally governed by International Swaps and Derivatives Association
("ISDA") trading agreements, which are separately negotiated agreements with dealer counterparties. Changes in the
relative value of the swap transactions may require the Company or the counterparty to post or receive additional
collateral. Typically, a collateral payment or receipt is triggered based on the net change in the value of all contracts
governed by a particular ISDA trading agreement. Cash collateral received from or paid to counterparties is included
in Due to brokers on margin accounts and Deposits with dealers held as collateral, respectively. As of March 31, 2013
and December 31, 2012, the Company does not have any swap contracts.

Futures Contracts: A futures contract is an agreement between two parties to buy and sell a financial instrument for a
set price on a future date. Initial margin deposits are made upon entering into futures contracts and can be either cash
or securities. During the period the futures contract is open, changes in the value of the contract are recognized as
unrealized gains or losses by marking to market to reflect the market value of the contract. Variation margin payments
are made or received periodically, depending upon whether unrealized losses or gains are incurred. When the contract
is closed, the Company records a realized gain or loss equal to the difference between the proceeds of the closing
transaction and the Company's basis in the contract. As of March 31, 2013 and December 31, 2012, the Company does
not have any futures contracts.

Options: The Company may purchase put, call, straddle or other similar options such as swaptions. When the
Company purchases an option, an amount equal to the premium paid is recorded as an asset and is subsequently
marked-to-market. Premiums paid for purchasing options that expire unexercised are recognized on the expiration
date as realized losses on the Consolidated Statement of Operations. If an option is exercised, the premium paid is
subtracted from the proceeds of the sale or added to the cost of the purchase to determine whether the Company has
realized a gain or loss on the related investment transaction. When the Company enters into a closing transaction, the
Company will realize a gain or loss depending upon whether the amount from the closing transaction is greater or less
than the premium paid.

The Company may write put, call, straddle or other similar options such as swaptions. When the Company writes an
option, an amount equal to the premium received is recorded as a liability and is subsequently marked-to-market.
Premiums received for writing options that expire unexercised are recognized on the expiration date as realized gains
on the Consolidated Statement of Operations. If an option is exercised, the premium received is subtracted from the
cost of the purchase or added to the proceeds of the sale to determine whether the Company has realized a gain or loss
on the related investment transaction. When the Company enters into a closing transaction, the Company will realize a
gain or loss depending upon whether the amount from the closing transaction is greater or less than the premium
received.

The Company may be required to deliver or receive cash or securities as collateral upon entering into certain option
transactions. Movements in the value of the option transactions may require the Company or the counterparty to post
additional collateral. As of March 31, 2013 and December 31, 2012, the Company does not have any options or
swaptions.

(D Securities Lending: The Company may lend its portfolio securities to institutions in exchange for cash as collateral.
The Company may bear the risk of a delay in recovery of, or even loss of rights in, the securities if the counterparty
fails financially. The Company receives compensation for loaning its securities in the form of interest on the loan. As

11
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of March 31, 2013 and December 31, 2012 there were no securities lending contracts outstanding.

(J) Repurchase Agreements and Reverse Repurchase Agreements: The Company may enter into repurchase
agreements with third-party broker-dealers whereby it sells securities under agreements to repurchase at an agreed
upon price and date. Interest on the value of repurchase and reverse repurchase agreements issued and outstanding is
based upon market rates at the time of issuance. The Company accounts for repurchase agreements as collateralized
borrowings. When the Company enters into a repurchase agreement, the lender establishes and maintains an account
containing cash transferred and securities having a value not less than the repurchase price, including accrued interest,
of the repurchase agreement. The Company enters into reverse repurchase agreement transactions with third-party
broker-dealers whereby it purchases securities under agreements to

9
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resell at an agreed upon price and date. Repurchase and reverse repurchase agreements that are conducted with the
same counterparty are reported on a net basis if they meet the requirements under the authoritative guidance.
Repurchase agreements and reverse repurchase agreements are carried at their contractual amounts, which
approximate fair value. As of March 31, 2013 and December 31, 2012, the Company does not have any repurchase
agreements or reverse repurchase agreements.

(K) When-Issued/Delayed Delivery Securities: The Company may purchase or sell securities on a when-issued or
delayed delivery basis. Securities purchased or sold on a when-issued basis are traded for delivery beyond the normal
settlement date at a stated price or yield, and no income accrues to the purchaser prior to settlement. Purchasing or
selling securities on a when-issued or delayed delivery basis involves the risk that the market price or yield at the time
of delivery may be lower or higher than the agreed upon price or yield, in which case a realized or unrealized loss may
be incurred. As of March 31, 2013 and December 31, 2012, the Company does not have any when-issued or delayed
delivery securities.

The Company may transact in the forward settling To Be Announced ("TBA") RMBS market. A TBA position is a
forward contract for the purchase ("long position") or sale ("short position") of Agency RMBS at a predetermined
price, face amount, issuer, coupon, and stated maturity on an agreed-upon future date. The specific Agency RMBS
delivered into the contract upon the settlement date, published each month by the Securities Industry and Financial
Markets Association, are not known at the time of the transaction. The difference between the contract price and the
fair value of the TBA position is reported in net realized gain (loss) on derivatives, in the Consolidated Statement of
Operations. Upon settlement of the TBA contract, the realized gain or loss on the TBA contract is equal to the
difference between the fair value of the underlying Agency RMBS physically received/delivered and the contract
price, or if cash settled, is equal to the net cash amount paid or received.

The Company estimates the fair value of TBA positions based on similar methods used to value real estate securities.
As of March 31, 2013 and December 31, 2012, the Company does not have any TBA positions.

(L) U.S. Treasury Securities: The Company may purchase or sell short U.S. Treasury securities and U.S. Treasury
futures contracts to help mitigate the potential impact of changes in interest rates on the performance of its portfolio.
The Company may borrow securities under reverse repurchase agreements to cover short sales of U.S. Treasury
securities. The Company accounts for these as securities borrowing transactions and recognizes an obligation to return
the borrowed securities at fair value on the Consolidated Balance Sheet based on the value of the underlying borrowed
securities as of the reporting date. As of March 31, 2013 and December 31, 2012, the Company does not have any
U.S. Treasury securities.

(M) Organizational Expenses: Organizational expenses are expensed as incurred. Organizational expenses consisted
mainly of legal fees.

(N) Offering Costs/Deferred Offering Costs: Offering costs are charged against shareholders' equity. As of March 31,
2013 and December 31, 2012, cumulative costs associated with the Company's public offering of common shares
were deferred. At the closing of the offering, in May 2013, these deferred offering costs will be offset against the
proceeds of the offering and charged against shareholders' equity. Deferred offering costs consist principally of legal,
accounting, printing, and other fees associated with the offering.

(O) Manager Compensation: The Management Agreement provides for the payment to the Manager of a management
fee. The management fee is accrued and expensed during the period it is earned. For a more detailed discussion on the
fees payable under the Management Agreement see Note 5.

(P) Share Based Compensation: The Company will apply the provisions of ASC 718, "Compensation—Shares
Compensation" with regard to its planned equity incentive plans. ASC 718 covers a wide range of share-based
compensation arrangements including share options, restricted share plans, performance-based awards, share
appreciation rights and employee share purchase plans. ASC 718 requires that compensation cost relating to
share-based payment transactions be recognized in financial statements. The cost is measured based on the fair value
of the equity or liability instruments issued. As of March 31, 2013, the Company has not established a share based
compensation plan.

(Q) Dividends: Dividends payable are recorded on the declaration date.

13
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(R) Earnings Per Share ("EPS"): In accordance with the provisions of ASC 260, "Earnings per Share," the Company
calculates basic income per share by dividing net income (loss) for the period by the weighted-average of the
Company's common shares outstanding for that period. Diluted income per share takes into account the effect of
dilutive instruments, such as share options, warrants and unvested restricted shares, and uses the average share price
for the period in determining the number of incremental shares that are to be added to the weighted-average number of
shares outstanding.

(S) Income Taxes: The Company, as a business trust with more than one owner, is considered a partnership for U.S.
federal income tax purposes. In general, partnerships are not subject to entity-level tax on their income, but the income
of a

10
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partnership is taxable to its owners on a flow-through basis. Interest, dividend, and other income realized by the
Company from non-U.S. sources and capital gains realized on the sale of securities of non-U.S. issuers may be subject
to entity level tax such as withholding and other taxes levied by the jurisdiction in which the income is sourced. The
Company has not elected and does not intend to elect REIT status under the Code for the period September 25, 2012
(Commencement of Operations) through December 31, 2012 or for the short taxable period January 1, 2013 through
April 30, 2013. The Company follows the authoritative guidance on accounting for and disclosure of uncertainty on
tax positions, which requires management to determine whether a tax position of the company is more likely than not
to be sustained upon examination by the applicable taxing authority, including resolution of any related appeals of the
litigation process, based on the technical merits of the position. For uncertain tax positions, the tax benefit to be
recognized is measured as the largest amount of benefit that is greater than fifty percent likely of being realized upon
ultimate settlement. The Company did not have any unrecognized tax benefits at March 31, 2013 or December 31,
2012. The Company does not expect any change in unrecognized tax benefits within the next year. In the normal
course of business, the Company may be subject to examination by federal, state, local and foreign jurisdictions,
where applicable, for the current period and 2012 (its open tax years). The Company may take positions with respect
to certain tax issues which depend on legal interpretation of facts or applicable tax regulations. Should the relevant tax
regulators successfully challenge any such positions, the Company might be found to have a tax liability that has not
been recorded in the accompanying consolidated financial statements. Also, management's conclusions regarding the
authoritative guidance may be subject to review and adjustment at a later date based on changing tax laws, regulations
and interpretations thereof. There were no amounts accrued for penalties or interest as of or during the periods
presented in these consolidated financial statements.

The Company made the election to be taxed as a corporation effective for the short taxable period May 1, 2013
through December 31, 2013. The Company intends to elect to be taxed as a REIT under Sections 856 to 860 of the
Code commencing with the short taxable period May 1, 2013 through December 31, 2013.

(T) Recent Accounting Pronouncements: Under the Jumpstart Our Business Startups Act, or the "JOBS Act", the
Company meets the definition of an “emerging growth company.” The Company has elected to follow the extended
transition period for complying with new or revised U.S. accounting standards pursuant to Section 107(b) of the JOBS
Act. As a result, the Company will comply with new or revised accounting standards on the relevant dates on which
adoption of such standards is required for non-public entities.

In December 2011, the FASB issued ASU No. 2011-11, Disclosures about Offsetting Assets and Liabilities ("ASU
2011-11"). This amends ASC 210-20, Balance Sheet Offsetting, to require new disclosures about balance sheet
offsetting for derivative and financial instruments which are offset on the Consolidated Balance Sheet. The update
requires disclosure of gross asset and liability amounts for financial instruments shown net on the Consolidated
Balance Sheet. ASU 2011-11 is effective for interim and annual periods beginning on or after January 1, 2013 and is
to be applied retrospectively. In January 2013, the FASB issued ASU No. 2013-01, Clarifying the Scope of
Disclosures about Offsetting Assets and Liabilities ("ASU 2013- 01"). The amendment clarifies that the scope of ASU
2011-11 applies to derivatives accounted for in accordance with ASU No. 815, Derivatives and Hedging, including
bifurcated embedded derivatives, repurchase agreements, reverse repurchase agreements, and securities borrowing and
securities lending transactions that are either offset in accordance with Section 210-20-45 or Section 815-10-45 or
subject to an enforceable master netting arrangement or similar agreement. The adoption of ASU 2011-11, as
amended by ASU 2013-01, did not have a material impact on the Company's consolidated financial statements.

In February 2013, the FASB issued ASU No. 2013-02, which amends ASC 220, Comprehensive Income. The
amendments are intended to make the presentation of items within Other Comprehensive Income (OCI) more
prominent. ASU 2013-02 requires reclassification adjustments between OCI and net income to be presented separately
on the face of the financial statements. The new guidance does not change the requirement to present items of net
income and OCI, and totals for net income, OCI and comprehensive income in a single continuous statement or two
consecutive statements. ASU 2013-02 is effective for the first interim or annual period beginning on or after
December 15, 2013. Adopting this ASU is not expected to have any impact on the Company's condensed consolidated
financial condition or results of operations, but may impact financial statement disclosures.

15



Edgar Filing: Ellington Residential Mortgage REIT - Form 10-Q

In February 2013, the FASB issued ASU No. 2013-4 which amends ASC 405, Liabilities. The amendment is to
provide guidance for the recognition, measurement, and disclosure of obligations resulting from joint and several
liability arrangements for which the total amount of the obligation within the scope of this guidance is fixed at the
reporting date, except for obligations addressed within existing guidance in U.S. generally accepted accounting
principles (GAAP). The amendment in this update is effective for fiscal years beginning after December 15, 2014 and
interim and annual periods thereafter. The Company is evaluating the impact of this amendment.

11
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3. Valuation

The Company applies Accounting Standards Codification ("ASC") ASC 820-10, Fair Value Measurement and
Disclosures ("ASC 820-10"), to its holdings of financial instruments. ASC 820-10 establishes a three-level valuation
hierarchy for disclosure of fair value measurements. The valuation hierarchy is based upon the transparency of inputs
to the valuation of an asset or liability as of the measurement date. Financial instruments include securities and
derivatives. A financial instrument's categorization within the valuation hierarchy is based upon the lowest level of
input that is significant to the fair value measurement. The inputs or methodology used for valuing securities are not
necessarily an indication of the risk associated with investing in these securities. The following is a description of the
valuation methodologies used for financial instruments:

Level 1—valuation methodologies include the observation of quoted prices (unadjusted) for identical assets or liabilities
in active markets, often received from widely recognized data providers.

Level 2—valuation methodologies include the observation of (i) quoted prices for similar assets or liabilities in active
markets, (ii) inputs other than quoted prices that are observable for the asset or liability (for example, interest rates and
yield curves) in active markets and (iii) quoted prices for identical or similar assets or liabilities in markets that are not
active.

Level 3—valuation methodologies include (i) the solicitation of valuations from third parties (typically, broker-dealers),
(ii) the use of proprietary models that require the use of a significant amount of judgment and the application of
various assumptions including, but not limited to, prepayment assumptions and default rate assumptions, and (iii) the
assessment of observable or reported recent trading activity. The Company utilizes such information to assign a good
faith fair value (the estimated price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction at the valuation date) to each such financial instrument.

The Company seeks to obtain at least one third-party indicative valuation for each instrument, and often obtains
multiple indicative valuations when available. Third-party valuation providers often utilize proprietary models that are
highly subjective and also require the use of a significant amount of judgment and the application of various
assumptions including, but not limited to, prepayment assumptions and default rate assumptions. The Company has
been able to obtain third-party valuations on the vast majority of its assets, and the Company expects to continue to
solicit third-party valuations on substantially all assets in the future to the extent practical. Beginning January 1, 2013,
the Company generally values each financial instrument at the average of third party valuations received and not
rejected as described below. Third-party valuations are not binding on the Company and while the Company generally
does not adjust valuations it receives, it may challenge or reject a valuation when, based on validation criteria, the
Company determines that such valuation is unreasonable or erroneous. Furthermore, the Company may determine,
based on validation criteria, that for a given instrument the average of the third-party valuations received does not
result in what the Company believes to be fair value, and in such circumstances the Company may override this
average with its own good faith valuation. The validation criteria include the use of the Company's own models,
recent trading activity in the same or similar instruments, and valuations received from third parties. Prior to 2013, the
valuation process relied more heavily on the use of models and the observation of reported recent trading activity,
which was substantiated by third party valuations. The Company's valuation process, including the application of
validation criteria, is overseen by a valuation committee. Because of the inherent uncertainty of valuation, these
estimated values may differ significantly from the values that would have been used had a ready market for the
financial instruments existed, and the differences could be material to the consolidated financial statements.

The following tables present the Company's financial instruments measured at fair value on:

March 31, 2013:

(In thousands)

Description Level 1 Level 2 Level 3 Total
Assets:

Non-Agency RMBS $— $— $12,360 $12,360
Total Real Estate Securities at Fair Value $— $— $12,360 $12,360

There were no transfers of financial instruments between Levels 1, 2, or 3 of the fair value hierarchy during the three
month period ended March 31, 2013.
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December 31, 2012:
(In thousands)
Description

Assets:
Non-Agency RMBS

Total Real Estate Securities at Fair Value
There were no transfers of financial instruments between Levels 1, 2, or 3 of the fair value hierarchy during the period
September 25, 2012 (commencement of operations) through December 31, 2012.
The following tables present additional information about the Company's investments which are measured at fair
value for which the Company has utilized Level 3 inputs to determine fair value:
Three month period ended March 31, 2013:

(In thousands)

Beginning balance 12/31/2012
Transfers(D:

Transfers into level 3
Transfers out of level 3
Purchases

Proceeds from sales

Principal repayments
Amortization/accretion, net
Net realized gains

Change in net unrealized gains
Ending balance 3/31/2013

Level 1 Level 2
$— $—
$— $—

Change in net unrealized gain for level 3 assets still held as of March 31, 2013
(1) Transfers are assumed to occur at the beginning of the period.

The following tables present a summary of quantitative information, which management is aware of, about the
significant unobservable inputs used in the fair value measurement of investments for which the Company has utilized

Level 3 inputs to determine fair value:

March 31, 2013:

Description Fair Value
(In
thousands)

Private Label Residential

Mortgage Backed $10,129

Securities

Private Label Residential

Mortgage Backed $2,231

Securities

Valuation

Technique

Market quotes

Discounted
Cash Flows

Range
Significant Unobservable Min
Input
N on Binding Indicative $25.55
Price
Yield 7.9
Projected Collateral

18.9
Prepayments
Projected Collateral 347
Losses
PrOJecteq Collateral 26.0
Recoveries
Projected Collateral 204

Scheduled Amortization

%

%

%

%

%

Level 3

$13,596
$13,596

Total

$13,596
$13,596

Non-Agency
RMBS
$13,596

3,331

(5,309 )
(440 )
139

888

155

$12,360

$220

Weighted
Max Average()
$82.13 $69.63
7.9 % 1.9 %
189 % 189 %
347 % 34.7 %
260 % 260 %
204 % 204 %
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(1) Averages are weighted based on the fair value of the related instrument.
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December 31, 2012:

Range
Description Fair Value Valuat.lon Significant Unobservable Min Max Welghteci
Technique Input Average(D)
(In
thousands)
Private Label Residential Discounted
Mortgage Backed $13,596 Yield 6.2 % 204 % 8.5 %
s Cash Flows
Securities
Projected Collateral 126 % 522 % 294 %
Prepayments
Projected Collateral 13 % 414 % 269 %
Losses
PrOJecteq Collateral 68 % 332 % 238 %
Recoveries

Projected Collateral

Schjeduled Amortization % 527 % 199 %
100.0 %

(1) Averages are weighted based on the fair value of the related instrument.

Third-party non-binding indicative prices are validated by comparing such prices to internally generated prices based

on the Company's models and to recent trading activity in the same or similar instruments. For those instruments

valued using discounted cash flows, collateral prepayments, losses, recoveries and scheduled amortization are

projected over the remaining life of the collateral and expressed as a percentage of the collateral's current principal

balance.

Material changes in any of the inputs above in isolation could result in a significant change to reported fair value

measurements. Fair value measurements are impacted by the interrelationships of these inputs. For example, a higher

expectation of collateral prepayments will generally result in a lower expectation of collateral losses. Conversely,

higher losses will generally result in lower prepayments.

4. Real Estate Securities

The following tables present the current principal balance, premium or discount, amortized cost, gross unrealized

gains, gross unrealized losses, and fair market value of the Company's real estate securities portfolio at March 31,

2013 and December 31, 2012, respectively. The non-Agency RMBS portfolio is not issued or guaranteed by Fannie

Mae, Freddie Mac or any agency of the U.S. Government and is therefore subject to credit risk.

March 31, 2013:

. Gross .
($ in thousands) Unrealized Weighted Average
Current Unamortlzed Amortized . Fair . Weighted
Princinal Premium Cost Gains  Losses Value Coupon Yield Average
p (Discount) Life(Years)()
g;il];’;gency $20,252  $(8,153 ) $12,099 $536 $(275) $12,360 2.9% 7.9% 6.04
December 31, 2012:
. Gross .
($ in thousands) Unrealized Weighted Average
Current Unamortlzed Amortized . Fair . Weighted
Princial Premium Cost Gains Losses Value Coupon Yield Average
p (Discount) Life(Years)()
Non-Agency $26,890 $(13,400 ) $13490 $117 $(11 ) $13.596 2.2% 8.5% 7.80

RMBS
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(I)Actual maturities of MBS are generally shorter than stated contractual maturities. Maturities are affected by the
contractual lives of the underlying mortgages, periodic payments of principal and prepayments of principal.

5. Management Fees

The Manager receives an annual management fee in an amount equal to 1.50% per annum of shareholders' equity (as

defined in the Management Agreement) as of the end of each fiscal quarter (before deductions for management fee

with respect to such fiscal period). The management fee is payable quarterly in arrears. For the three month period

ended March 31, 2013, the total management fee incurred was approximately $0.1 million.
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Shareholders' equity is defined in the Management Agreement, as of the end of any fiscal quarter, as (a) the sum of (1)
the net proceeds from any issuances of common shares or other equity securities of EARN or the Operating
Partnership (without double counting) since inception, plus (2) EARN's and the Operating Partnership's (without
double counting) retained earnings or accumulated deficit calculated in accordance with GAAP at the end of the most
recently completed fiscal quarter (without taking into account any non-cash equity compensation expense incurred in
current or prior periods), less (b) any amount that the Company or the Operating Partnership has paid to repurchase
common shares, limited partnership interests in the Operating Partnership or other equity securities since inception.
Shareholders' equity excludes (1) any unrealized gains, losses or non-cash equity compensation expenses that have
impacted shareholders' equity as reported in the financial statements prepared in accordance with GAAP, regardless of
whether such items are included in net income, and (2) one-time events pursuant to changes in GAAP, and certain
non-cash items not otherwise described above, in each case, after discussions between the Manager and EARN's
independent trustees and approval by a majority of EARN's independent trustees.

6. Earnings per Share

Basic EPS is calculated by dividing net income (loss) for the period by the weighted average of the Company's
common shares outstanding for that period. Diluted EPS takes into account the effect of dilutive instruments, such as
share options, warrants and unvested restricted shares, and uses the average share price for the period in determining
the number of incremental shares that are to be added to the weighted average number of shares outstanding. As of
March 31, 2013, the Company did not have any dilutive instruments outstanding. Common shares outstanding used in
EPS have been adjusted to reflect the impact of the common share dividend discussed in Note 8.

The following table presents a reconciliation of the earnings and shares used in calculating basic EPS for the three
month period ended March 31, 2013:

Three Month Period
(Dollar amounts in thousands) Ended March 31,
2013
Numerator:
Net income $1,129
Denominator:
Basic weighted average shares outstanding 1,633,378
Basic Earnings Per Share $0.69

7. Related Party Transactions

Management Agreement

EARN has entered into a management agreement with the Manager, which provides for an initial term through
September 27, 2017, and will be renewed automatically each year thereafter for an additional one-year period, subject
to certain termination rights. The Company is externally managed and advised by the Manager. Pursuant to the terms
of the Management Agreement, effective September 24, 2012, the Manager provides the Company with its
management team, including its officers and appropriate support personnel. The Company does not have any
employees. The Manager is responsible for the day-to-day operations of the Company.

Services Agreement

The Manager and EMG are parties to a services agreement, pursuant to which EMG is required to provide to the
Manager personnel, services, and resources as needed to enable the Manager to carry out its obligations and
responsibilities under the Management Agreement. The Company is a named third-party beneficiary to the services
agreement and, as a result, has, as a non-exclusive remedy, a direct right of action against EMG in the event of any
breach by the Manager of any of its duties, obligations, or agreements under the Management Agreement that arise
out of or result from any breach by EMG of its obligations under the services agreement. The services agreement will
terminate upon the termination of the Management Agreement. Pursuant to the services agreement, the Manager
makes certain payments to EMG in connection with the services provided. The Manager and EMG are under common
ownership and control. As a result, all management fee compensation earned by the Manager and all service
agreement fees earned by EMG accrue to the common benefit of the owners of the Manager and EMG, other than in
respect of certain special non-voting membership interests in Ellington Residential Mortgage Management LLC held
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Expense reimbursement

The Company is required to reimburse the Manager for operating expenses related to the Company that are incurred
by the Manager, including expenses relating to legal, accounting, due diligence, other services and all other costs and
expenses as approved by the Board of Trustees. The Company's reimbursement obligation is not subject to any dollar
limitation. Expenses will be reimbursed in cash within 60 days following delivery of the expense statement by the
Manager; provided, however, that such reimbursement may be offset by the Manager against amounts due to the
Company from the Manager. The Company will not reimburse the Manager for the salaries and other compensation of
its personnel except that the Company will be responsible for expenses incurred by the Manager in employing certain
dedicated or partially dedicated personnel as further described below.

Following its initial public offering, completed in May 2013, the Company will reimburse the Manager for the
allocable share of the compensation, including, without limitation, wages, salaries, and employee benefits paid or
reimbursed, as approved by the Compensation Committee of the Board of Trustees, to certain dedicated or partially
dedicated personnel who spend all or a portion of their time managing the Company's affairs based upon the
percentage of time devoted by such personnel to the Company's affairs. In their capacities as officers or personnel of
the Manager or its affiliates, they will devote such portion of their time to the Company's affairs as is necessary to
enable the Company to operate its business.

Termination fee

The Management Agreement requires the Company to pay a termination fee to the Manager in the event of (1)
EARN's termination or non-renewal of the Management Agreement without cause or (2) the Manager's termination of
the Management Agreement upon a default by EARN in the performance of any material term of the Management
Agreement. Such termination fee will be equal to 5% of Shareholders' Equity, as defined in the Management
Agreement (see note 5 above) as of the month-end preceding termination. As of March 31, 2013, no event of
termination of the Management Agreement has occurred.

Registration Rights Agreement

EARN is a party to a registration rights agreement with an affiliate of EMG and with the Blackstone Tactical
Opportunities Funds (the "Blackstone Funds") pursuant to which the Company has granted Ellington and the
Blackstone Funds and each of their permitted transferees and other holders of the Company's "registrable common
shares" (as such term is defined in the registration rights agreement) who become a party to the registration rights
agreement with certain demand and/or piggy-back registration and shelf takedown rights. In no event shall any holder
of EARN's registrable common shares have any of the registration, offering, or sale rights set forth in the registration
rights agreement prior to the one year anniversary of the closing of the initial public offering.

8. Capital

The Company has authorized 500,000,000 common shares, $0.01 par value per share, and 100,000,000 preferred
shares, $0.01 par value per share. The Board of Trustees may authorize the issuance of additional shares of any class.
As of March 31, 2013 and December 31, 2012, there were 1,633,378 common shares outstanding. No preferred shares
have been issued.

As of March 31, 2013 and December 31, 2012, in addition to the initial subscription on September 25, 2012 of $31.5
million, the Company had aggregate additional capital commitments from its initial shareholders of $21.0 million.
Concurrent with the Company's initial public offering which was completed in May 2013, these commitments were
fully drawn. Following the public offering, no further capital commitments remain from the Company's initial
shareholders.

On April 18, 2013, the Company's Board of Trustees declared a 3.7066% stock dividend (58,378 shares) distributable
to shareholders of record as of March 31, 2013. The price of the dividend was $20.38 per share. The stock dividend
was retrospectively applied to the periods reflected in the consolidated financial statements.

Distribution Policy

The timing and frequency of distributions will be determined by the Board of Trustees based upon a variety of factors
deemed relevant by the Company's trustees, including restrictions under applicable law, capital requirements of the
Company, and the REIT requirements of the Code. Distributions to shareholders generally will be taxable as ordinary
income, although a portion of such distributions may be designated as long-term capital gain or qualified dividend
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income, or may constitute a return of capital. The Company will furnish annually to each shareholder a statement
setting forth distributions paid during the preceding year and their U.S. federal income tax treatment.
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9. Commitments and Contingencies

From time to time, the Company may become involved in various claims and legal actions arising in the ordinary
course of business. Management is not aware of any significant contingencies at March 31, 2013.

10. Subsequent Events

On May 1, 2013, the Company completed an initial public offering of its common shares, pursuant to which it sold
6,450,000 shares to the public at a price of $20.00 per share. Concurrent with the initial public offering, the Company
completed a private placement with its initial shareholders which resulted in gross proceeds to the Company of $21.0
million. In connection with the private placement, 1,050,000 shares were issued, also at a price of $20.00 per share.
No further capital commitments from the initial shareholders remain as a result of this private placement. Total gross
proceeds from the initial public offering and concurrent private placement were $150 million. Proceeds, net of
offering costs, were approximately $148.5 million.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

In this Quarterly Report on Form 10-Q, except where the context suggests otherwise, "EARN," "we," "us," and "our"
refer to Ellington Residential Mortgage REIT and its subsidiaries, our "Manager" refers to Ellington Residential
Mortgage Management LLC, our external manager, and "Ellington" refers to Ellington Management Group, L.L.C.
and its affiliated investment advisory firms.

The common shares outstanding and per share amounts discussed in this Management's Discussion and Analysis of
Financial Condition and Results of Operations reflect the 3.7066% common share dividend declared by our Board of
Trustees on April 18, 2013, resulting in the distribution of an additional 58,378 common shares.

SPECIAL NOTE REGARDING FORWARD-LOOKING STATEMENTS

When used in this quarterly report on Form 10-Q, in future filings with the Securities and Exchange Commission
(“SEC”) or in press releases or other written or oral communications, statements which are not historical in nature,
including those containing words such as “believe,” “expect,” “anticipate,” “estimate,” “project,” “plan,” “continue,” “intend,”
“would,” “could,” “goal,” “objective,” “will,” “may,” “seek” or similar expressions, are intended to identify “forward-looking
statements” within the meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the
Securities Exchange Act of 1934, as amended, and, as such, may involve known and unknown risks, uncertainties and
assumptions.

Forward-looking statements are based on our beliefs, assumptions and expectations of our future performance, taking
into account all information currently available to us. These beliefs, assumptions and expectations are subject to risks
and uncertainties and can change as a result of many possible events or factors, not all of which are known to us. If a
change occurs, our business, financial condition, liquidity and results of operations may vary materially from those
expressed in our forward-looking statements. The following factors are examples of those that could cause actual
results to vary from our forward-looking statements: changes in interest rates and the market value of our securities;
our use and dependence on leverage; the impact of Fannie Mae and Freddie Mac being placed into conservatorship
and related events, including the lack of certainty as to the future roles and structures of these entities and changes to
legislation and regulations affecting these entities; market volatility; changes in the prepayment rates on the mortgage
loans underlying the securities we own and intend to acquire; changes in rates of default and/or recovery rates on our
non-agency assets; our ability to borrow to finance our assets; changes in government regulations affecting our
business; our ability to maintain our exemption from registration under the Investment Company Act of 1940, as
amended (the “Investment Company Act”); and risks associated with investing in real estate assets, including changes in
business conditions and the general economy. These and other risks, uncertainties and factors, including the risk
factors described under Item 1A of this Quarterly Report on Form 10-Q, could cause our actual results to differ
materially from those projected in any forward-looking statements we make. All forward-looking statements speak
only as of the date on which they are made. New risks and uncertainties arise over time and it is not possible to predict
those events or how they may affect us. Except as required by law, we are not obligated to, and do not intend to,
update or revise any forward-looking statements, whether as a result of new information, future events or otherwise.
Executive Summary

We are a Maryland real estate investment trust formed in August 2012 that specializes in acquiring, investing in and
managing residential mortgage-related and real estate-related assets. Our primary objective is to generate attractive
current yields and risk-adjusted total returns for our shareholders by making investments that we believe compensate
us appropriately for the risks associated with them. We seek to attain this objective by constructing and actively
managing a portfolio comprised primarily of Agency residential mortgage-backed securities, or "RMBS," and, to a
lesser extent, non-Agency RMBS. We also may opportunistically acquire and manage other types of residential
mortgage-related and real estate-related asset classes, such as residential whole mortgage loans, and mortgage
servicing rights, or "MSRs." We believe that being able to combine Agency RMBS with non-Agency RMBS and
other residential mortgage and real estate-related asset classes enables us to balance a range of mortgage-related risks.
We were formed through an initial strategic venture among affiliates of Ellington, an investment management firm
and registered investment adviser with an 18-year history of investing in a broad spectrum of mortgage-backed
securities and related derivatives, with an emphasis on the RMBS market, and the Blackstone Tactical Opportunity
Funds, or the "Blackstone Funds." These initial investors made an aggregate investment of approximately $31.5
million in us on September 25, 2012. On May 1, 2013, we completed an initial public offering of our common shares,
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pursuant to which we sold 6,450,000 shares to the public at a price of $20.00 per share. Concurrent with the initial
public offering, we completed a private placement with our initial investors which generated gross proceeds of $21.0
million. In connection with the private placement, 1,050,000 common shares were issued, also at a price of $20.00 per
share. No further capital commitments from the initial investors remain as a result of this private placement. Total
gross proceeds from the initial public offering and concurrent private placement were
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$150.0 million. Proceeds, net of offering costs, were approximately $148.5 million.

We are externally managed and advised by our Manager, an affiliate of Ellington.

We use leverage in our Agency RMBS strategies and, to a lesser extent, in our non-Agency RMBS strategies as well.
As of March 31, 2013 and December 31, 2012, we had no outstanding borrowings; however in April 2013, we began
purchasing Agency RMBS on a leveraged basis. We have financed our purchases of Agency RMBS exclusively
through repurchase agreements, which we account for as collateralized borrowings. As of May 31, 2013, we had
outstanding borrowings under repurchase agreements in the amount of $706.2 million.

We made the election to be taxed as a corporation effective for the short taxable period May 1, 2013 through
December 31, 2013. We intend to elect to be taxed as a real estate investment trust, or "REIT" for U.S. federal income
tax purposes for the short taxable period May 1, 2013 through December 31, 2013. Accordingly, we generally will not
be subject to U.S. federal income taxes on our taxable income that we distribute currently to our shareholders as long
as we maintain our intended qualification as a REIT. We intend to conduct our operations so that neither we nor any
of our subsidiaries is required to register as an investment company under the Investment Company Act of 1940, as
amended.

Trends and Recent Market Developments

Key trends and recent market developments for the MBS market include the following:

Federal Reserve and Monetary Policy—On March 20, 2013, and again on May 1, 2013, in light of the continued
.elevated level of U.S. unemployment, the U.S. Federal Reserve, or the "Federal Reserve," reiterated its intention to
continue its accommodative monetary policies in spite of the recent signs of improvements in labor market conditions
and the general economy;

Prepayment Rate Trends—Agency pool prepayment rates continue to be relatively muted considering the historically
tow level of interest rates, and there has been substantial dispersion in prepayment speeds as a function of pool
characteristics;

Government Homeowner Assistance Programs—In April 2013, the Federal Housing Finance Agency, or the "FHFA,"
announced a two year extension to the expiration of the Home Affordable Refinance Program, or "HARP," from
December 2013 to December 2015;

GSE Developments—Government-sponsored enterprise, or "GSE," related developments include the FHFA directing
F¥annie Mae and Freddie Mac to begin to more rationally price their risk, and the U.S. Treasury Department's focus on
accelerating the wind down of Fannie Mae and Freddie Mac;

Mortgage Servicing and Origination—Consolidation continued to drive the mortgage servicing industry toward larger,
more efficient servicers, leading to higher prepayment speeds and more liberal use of short sales and principal
reduction modifications instead of foreclosures;

Consumer Finance Protection Bureau—On January 10, 2013, the Consumer Finance Protection Bureau, or "CFPB,"
tssued its "Ability-to-Repay" rule, designed to ensure that lenders offer mortgages that borrowers can afford to pay
back and also proposed to establish the final requirements for "Qualified Mortgages"; and

Liquidity and Valuations—Agency MBS rallied significantly in 2012 in response to a number of developments, most
notably the renewal of the Federal Reserve's quantitative easing initiative; against a backdrop of declining yields in
many fixed income sectors, we believe that there are now and will be in the near future strong entry points to invest in
certain classes of prepayment-protected pools.

Federal Reserve and Monetary Policy

Consistent with its December 2012 announcement, on March 20, 2013 and again on May 1, 2013, the Federal Reserve
reiterated its intention to continue purchasing Agency RMBS at a pace of $40 billion per month and longer-term U.S.
Treasury securities at a pace of $45 billion per month. The Federal Reserve further announced that it would be
maintaining its existing policies of reinvesting principal payments from its holdings of Agency debt and Agency
RMBS into Agency RMBS and of rolling over maturing U.S. Treasury securities at auction. These actions continue to
be taken by the Federal Reserve so as to "maintain downward pressure on longer-term interest rates, support mortgage
markets and help to make broader financial conditions more accommodative." While the Federal Reserve has not
announced a projected end date for its asset purchase program, it did specify that when it decides to begin to remove
policy accommodation, it will be done using a "balanced approach." In its March 20th and May 1st statements, the
Federal Reserve also reiterated its December 2012 statement that it would continue to maintain the target range for the
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federal funds rate at 0% to 0.25% as long as the unemployment rate remains above 6.5%.
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The Federal Reserve's asset purchases and other policy initiatives are designed to lower yields on Agency RMBS and
thereby drive mortgage rates lower in order to spur refinancing activity and support a stronger economic recovery.
However, in recent months, market perception of uncertainty with respect to future Federal Reserve actions has added
significant volatility to the market for Agency RMBS. While the actions of the Federal Reserve have been successful
in causing investors to sell lower-yielding assets, such as Agency RMBS and U.S. Treasury securities, and buy
higher-yielding assets such as non-Agency MBS and high-yield corporate bonds, these actions have been somewhat
less successful over the last few months in lowering yields on Agency RMBS and U.S. Treasury securities. For
example, the yield on the benchmark ten year U.S. Treasury rose above 2% during the first quarter of 2013,
representing its highest level since the start of the asset purchase programs. Despite the recent rise in interest rates,
interest rate volatility has remained extremely high and Agency RMBS prices remain at substantial premiums to par,
and as a result, both interest rate risk and prepayment risk remain elevated for Agency RMBS. In light of these risks,
we continue to aggressively hedge our interest rate risk, and we continue to seek Agency RMBS investments with
prepayment protection characteristics, or "prepayment-protected pools." Examples of prepayment-protected pools are
those comprised of low loan balance mortgages, mortgages backing investor properties, those containing mortgages
originated through the government-sponsored "Making Homes Affordable" refinancing programs, and those
containing mortgages with various other prepayment protection characteristics.

Prepayment Rate Trends

The relatively muted level of prepayment activity as interest rates have broadly declined in recent years was in large
part the result of: (i) falling home prices, which have left many borrowers with minimal or negative home equity; (ii)
more restrictive underwriting guidelines, even for refinancings; (iii) increased origination costs, especially related to
underwriting and compliance; and (iv) increases in Agency guarantee fees. These factors have resulted in substantial
variations in prepayment rates between Agency pools as a function of loan-to-value ratio, loan balance, credit score,
geography, property type, loan purpose, and other factors. In recognition of the importance of these underlying
characteristics on prepayment behavior, the MBS market has increasingly promoted the creation of "specified"
Agency pools that emphasize or de-emphasize many of these characteristics (such as pools where the principal
balance of every underlying mortgage loan is below $85,000). The Making Homes Affordable ("MHA") refinancing
program, which was initiated in response to the housing market crisis, has facilitated the origination of many of these
kinds of specified Agency pools. The extension of the MHA refinancing program into 2015 should sustain creation of
such pools in the coming years. We expect that the ongoing origination of Agency pools with a wide variety of loan
characteristics will continue to create opportunities for us to exploit the resulting differences in prepayments.
Government Homeowner Assistance Programs

According to FHFA, Fannie Mae and Freddie Mac refinanced approximately 100,000 mortgage loans in February
2013 under HARP, with loans having loan-to-value ratios greater than 105% making up 45% of those refinanced on a
year-to-date basis. Since its inception in April 2009, approximately 2.4 million loans have been refinanced through
this program. The recent success of HARP is attributable to record-low mortgage rates and enhancements to the
program made in late 2011, including removal of the loan-to-value ceiling for borrowers who refinance into fixed-rate
loans and the elimination or lowering of fees for certain borrowers. On April 11, 2013, the FHFA directed Fannie Mae
and Freddie Mac to extend HARP by two years to December 31, 2015. FHFA also intends to launch a nationwide
campaign to insure that more homeowners are aware of HARP and its eligibility requirements, with the goal of
continuing to provide borrowers opportunities to refinance their mortgages and to reduce risk for the GSEs and
taxpayers. Given the low level of mortgage rates, the extension of the program and the effort to attract more
borrowers, it is likely that HARP refinancing volume will remain elevated in the near to medium term.

GSE Developments

On March 4, 2013, in connection with the ongoing efforts to wind down the GSEs, the FHFA announced its plans for
the remainder of 2013. First, the FHFA plans to establish a new business entity that will be initially owned and funded
by Fannie Mae and Freddie Mac and operate as a replacement for some of their legacy infrastructure. The longer term
goal of this new entity is to create a common securitization platform that could eventually be sold or used by policy
makers as a foundational element of the mortgage market of the future. Second, for 2013 the FHFA reiterated its goal
of executing risk-sharing transactions for both Fannie Mae and Freddie Mac, and could include transactions involving
expanded mortgage insurance, credit-linked securities, senior/subordinated secu