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PART I

ITEM 1. BUSINESS
GENERAL

Thornburg Mortgage Asset Corporation (the "Company") is a mortgage acquisition
company that primarily invests in adjustable-rate mortgage ("ARM") assets
comprised of ARM securities and ARM loans, thereby indirectly providing capital
to the single family residential housing market. ARM securities represent
interests in pools of ARM loans, which often include guarantees or other credit

enhancements against losses from loan defaults. While the Company is not a bank
or savings and loan, its business purpose, strategy, method of operation and
risk profile are best understood in comparison to such institutions. The Company
leverages its equity capital using Dborrowed funds, invests in ARM assets and

seeks to generate income based on the difference Dbetween the yield on its ARM
assets portfolio and the cost of its borrowings. The corporate structure of the
Company differs from most lending institutions in that the Company is organized
for tax purposes as a real estate investment trust ("REIT") and therefore
generally passes through substantially all of its earnings to shareholders
without paying federal or state income tax at the corporate level. See "Federal
Income Tax Considerations -- Requirements for Qualification as a REIT".

OPERATING POLICIES AND STRATEGIES
Investment Strategies

The Company's investment strategy is to purchase ARM securities and ARM loans
originated and serviced by other mortgage lending institutions. Increasingly,
mortgage lending is being conducted by mortgage lenders who specialize in the
origination and servicing of mortgage loans and then sell these loans to other
mortgage investment institutions, such as the Company. The Company believes it
has a competitive advantage in the acquisition and investment of these mortgage
securities and mortgage loans because of the low cost of its operations relative
to traditional mortgage investors 1like banks and savings and loans. Like
traditional financial institutions, the Company seeks to generate income for
distribution to its shareholders primarily from the difference Dbetween the
interest 1income on its ARM assets and the financing costs associated with
carrying its ARM assets.

The Company purchases ARM assets from broker-dealers and financial institutions
that regularly make markets in these assets. The Company can also purchase ARM
assets from other mortgage suppliers, including mortgage bankers, banks, savings
and loans, investment Dbanking firms, home builders and other firms involved in
originating, packaging and selling mortgage loans.

The Company's mortgage assets portfolio may consist of either agency or

privately issued securities (generally publicly registered) mortgage
pass-through securities, multiclass pass-through securities, collateralized
mortgage obligations ("CMOs"), ARM loans or short-term investments that either

mature within one year or have an interest rate that reprices within one year.

The Company's investment policy is to invest at least 70% of total assets in
High Quality adjustable and variable rate mortgage securities and short-term
investments. High Quality means:

(1) securities that are unrated but are guaranteed by the U.S. Government
or issued or guaranteed by an agency of the U.S. Government;

(2) securities which are rated within one of the +two highest rating
categories by at least one of either Standard & Poor's or Moody's
Investors Service, Inc. (the "Rating Agencies"); or

(3) securities that are unrated or whose ratings have not been updated but are

determined to be of comparable quality (by the rating standards of at
least one of the Rating Agencies) to a High Quality rated mortgage
security, as determined by the Manager (as defined below) and approved by
the Company's Board of Directors.
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The remainder of the Company's ARM portfolio, comprising not more than 30% of
total assets, may consist of Other Investment assets, which may include:

(1)adjustable or variable rate pass-through certificates, multi-class
pass—-through certificates or CMOs backed by loans on single-family,
multi-family, commercial or other real estate-related properties so long
as they are rated at least Investment Grade at the time of purchase.
"Investment Grade" generally means a security rating of BBB or Baa or
better by at least one of the Rating Agencies;

(2)ARM loans secured by first liens on single-family residential properties,
generally underwritten to "A" quality standards, and acquired for the
purpose of future securitization; or

(3)a limited amount, currently $20 million as authorized by the Board of
Directors, of less than investment grade classes of ARM securities that
are created as a result of the Company's loan acquisition and

securitization efforts.

Since inception, the Company has generally invested less than 15%, currently
approximately 6%, of its total assets in Other Investment assets. The Company
believes that, due to recent changes in the mortgage industry and the current
real estate environment, a strategy to selectively increase its investment in
Other Investment assets can provide attractive benefits to the Company such that
the total return of these investments would be commensurate with their higher
risk and not significantly affect the ARM portfolio's overall high credit
quality. By increasing its investment in Other Investment assets, specifically
classes of multi-class pass-through certificates, the Company may benefit from
future credit rating upgrades as senior classes of these securities pay off or
have the potential to increase 1in value as a result of the appreciation of
underlying real estate values.

The Company also acquires ARM loans for the purpose of future securitization
into ARM securities for the Company's investment portfolio. The Company believes
that its strategy to increase its investment in Other Investment assets and to
securitize ARM loans that it acquires will provide the Company with higher
yielding investments and give the Company greater control over the
characteristics of the ARM securities originated and held in its investment
portfolio. The Company plans on securitizing the loans that it acquires in order
to continue its current strategy of owning high quality, 1liquid ARM securities
and financing them in the reverse repurchase market because the Company believes
this strategy will increase the portfolio's total return and result in a higher
net spread when considering the cost of financing and credit provisions. 1In
pursuing this strategy the Company will likely have a higher degree of credit
risk than when acquiring securities directly from the market. However, any
additional credit risk will be consistent with the Company's objectives of
maintaining a portfolio with a high level of credit quality that provides an
attractive return on equity.

On March 23, 1998, the Board of directors approved an expansion of the Company's
investment strategies to include portfolio investments in "Hybrid ARMs", which
are loans or securities backed by Hybrid ARM loans. Hybrid ARM loans have an
interest rate that is fixed for an initial period of time, generally 3 to 5
years, and then convert to an adjustable-rate for the balance of the term of the
loan. The Company will not invest more than 20% of its ARM assets in Hybrid ARMs
and will limit its interest rate repricing mismatch (the difference between the
remaining fixed-rate period of a Hybrid ARM and the maturity of the fixed-rate
liability funding a Hybrid ARM) to approximately one year.

The Company does not invest in REMIC residuals or other CMO residuals and,
therefore does not create excess inclusion income or unrelated business taxable

income for tax exempt investors. Therefore, the Company is a mortgage REIT
eligible for purchase by tax exempt investors, such as pension plans, profit
sharing plans, 401 (k) plans, Keogh plans and Individual Retirement Accounts
("IRAS") .

Financing Strategies

The Company employs a leveraging strategy to increase its assets by borrowing
against its ARM assets and then uses the proceeds to acquire additional ARM

assets. By leveraging its portfolio in this manner, the Company expects to
maintain an equity-to-assets ratio between 8% to 10%, when measured on a
historical cost Dbasis. The Company believes that this level of capital is

sufficient to allow the Company to continue to operate 1in interest rate
environments in which the Company's borrowing rates might exceed its portfolio
yield. These conditions could occur when the interest rate adjustments on the
ARM assets lag the interest rate increases 1in the Company's variable rate
borrowings or when the interest rate of the Company's variable rate Dborrowings
are mismatched with the interest rate indices of the Company's ARM assets. The
Company also believes that this capital level is adequate to protect the Company
from having to sell assets during periods when the value of its ARM assets are
declining. If the ratio of the Company's equity-to-total assets, measured on a
historical cost basis, falls below 8%, then, the Company will take action to
increase its equity-to-assets ratio to 8% of total assets or greater, when
measured on a historical cost basis, through normal portfolio amortization,
raising equity capital, sale of assets or other steps as necessary.

The Company's ARM assets are financed primarily at short-term borrowing rates
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and can be financed utilizing reverse repurchase agreements, dollar-roll
agreements, borrowings under lines of credit and other secured or unsecured
financings which the Company may establish with approved institutional lenders.
To date, reverse repurchase agreements have been the primary source of financing
utilized by the Company to finance its ARM assets. Generally, upon repayment of
each reverse repurchase agreement the ARM assets used to collateralize the
financing will immediately be pledged to secure a new reverse repurchase
agreement. The Company has established 1lines of credit and collateralized
financing agreements with twenty-four different financial institutions.

Reverse repurchase agreements take the form of a simultaneous sale of pledged
assets to a lender at an agreed upon price in return for the lender's agreement
to resell the same assets back to the borrower at a future date (the maturity of
the borrowing) at a higher price. The price difference is the cost of borrowing
under these agreements. In the event of the insolvency or bankruptcy of a lender
during the term of a reverse repurchase agreement, provisions of the Federal
Bankruptcy Code, if applicable, may permit the lender to consider the agreement
to resell the assets to be an executory contract that, at the lender's option,
may be either assumed or rejected by the lender. If a bankrupt lender rejects
its obligation to resell pledged assets to the Company, the Company's claim
against the lender for the damages resulting therefrom may be treated as one of
many unsecured claims against the lender's assets. These claims would be subject
to significant delay and, 1if and when payments are received, they may be
substantially less than the damages actually suffered by the Company. To
mitigate this risk the Company enters into collateralized borrowings with only
financially sound institutions approved by the Board of Directors, including a
majority of unaffiliated directors, and monitors the financial condition of such
institutions on a regular, periodic basis.

The Company mitigates its interest-rate risk from borrowings by selecting
maturities that approximately match the interest-rate adjustment periods on its
ARM assets. Accordingly, Dborrowings bear variable or short-term fixed (one year
or less) interest rates. Generally, the borrowing agreements require the Company
to deposit additional <collateral in the event the market wvalue of existing
collateral declines, which, in dramatically rising interest rate markets, could
require the Company to sell assets to reduce the borrowings.

The Company's Bylaws limit borrowings, excluding the collateralized borrowings
in the form of reverse repurchase agreements, dollar-roll agreements and other
forms of collateralized borrowings discussed above, to no more than 300% of the
Company's net assets, on a consolidated basis, unless approved by a majority of

the unaffiliated directors. This limitation generally applies only to unsecured
borrowings of the Company. For this purpose, the term "net assets" means the
total assets (less intangibles) of the Company at cost, before deducting
depreciation or other non-cash reserves, less total liabilities, as calculated

at the end of each quarter in accordance with generally accepted accounting
principles. Accordingly, the 300% limitation on unsecured borrowings does not
affect the Company's ability to finance its total assets with collateralized
borrowings.

Hedging Strategies

The Company makes use of hedging transactions to mitigate the impact of certain
adverse changes in interest rates on its net interest income. In general, ARM
assets have a maximum lifetime interest rate cap, or ceiling, meaning that each
ARM security contains a contractual maximum rate. The borrowings incurred by the
Company to finance its ARM assets portfolio are not subject to equivalent
interest rate caps. Accordingly, the Company purchases interest rate cap
agreements to prevent the Company's borrowing costs from exceeding the lifetime
maximum interest rate on its ARM assets. These agreements have the effect of
offsetting a portion of the Company's borrowing costs if prevailing interest
rates exceed the rate specified 1in the cap agreement. An interest rate cap
agreement is a contractual agreement whereby the Company pays a fee, which may
at times be financed, typically to either a commercial Dbank or investment
banking firm, in exchange for the right to receive payments equal to the
difference Dbetween a contractually specified cap rate level and a periodically
determined future interest rate times a contractually specified principal, or
notional, amount. These agreements also may appreciate in value as interest
rates rise, though not usually by as much as the market value of its ARM assets
would decline, which would thereby offset some of the decline in the market
value of the Company's portfolio of ARM assets.

In addition, ARM assets are generally subject to periodic caps. Periodic caps
generally limit the maximum interest rate change on any interest rate adjustment
date to either a maximum of 1% per semiannual adjustment or 2% per annual
adjustment. The borrowings incurred by the Company do not have similar periodic
caps. The Company generally does not hedge against the risk of its borrowing
costs rising above the periodic interest rate cap level on the ARM assets
because the contractual future interest rate adjustments on the ARM assets will
cause their interest rates to increase over time and reestablish the ARM assets'
interest rate to a spread over the then current index rate.

The Company has also entered into interest rate swap agreements. In accordance
with the terms of the swap agreements, the Company pays a fixed rate of interest
during the term of the agreements and receives a payment that varies monthly
with the one month LIBOR Index. These agreements have the effect of fixing the
Company's borrowing costs on a similar amount of swaps owned by the Company and,
as a result, the Company reduces the interest rate wvariability of its
borrowings. The Company may also use interest rate swap agreements from time to
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time to change from one interest rate index to another interest rate index and
thus decrease further the basis risk between the Company's interest yielding
assets and the financing of such assets.

The ARM assets held by the Company were generally purchased at prices greater
than par. The Company is amortizing the premiums paid for these assets over
their expected 1lives using the level yield method of accounting. To the extent
that the prepayment rate on the Company's ARM assets differs from expectations,
the Company's net interest income will be affected. Prepayments generally
increase when mortgage interest rates fall below the interest rates on ARM
loans. To the extent there is an increase in prepayment rates, resulting in a
shortening of the expected lives of the Company's ARM assets, the Company's net
income and, therefore, the amount available for dividends could be adversely
affected. To mitigate the adverse effect of an increase in prepayments on the
Company's ARM assets, the Company has purchased ARM assets at prices at or below
par, however the Company's portfolio of ARM assets is currently held at a net
premium. The Company may also purchase limited amounts of "principal only"
mortgage derivative assets backed by either fixed-rate mortgages or ARM assets
as a hedge against the adverse effect of increased prepayments. To date, the
Company has chosen not to purchase any "principal only" mortgage derivative
assets.

The Company may enter into other hedging-type transactions designed to protect
its Dborrowings costs or portfolio vyields from interest rate changes. Such
transactions may include the purchase or sale of interest rate futures contracts
or options on interest rate futures contracts. The Company may also purchase
"interest only" mortgage derivative assets or other derivative products for
purposes of mitigating risk from interest rate changes. The Company has not, to
date, entered into these types of transactions, but may do so in the future. The
Company will not invest in any futures transactions unless the Company and
Thornburg Mortgage Advisory Corporation (the "Manager") are exempt from the
registration requirements of the Commodities Exchange Act or otherwise comply
with the provisions of that Act.

Hedging transactions currently utilized by the Company generally are designed to
protect the Company's net interest income during periods when the Company's
borrowing costs exceed the maximum lifetime interest rates on its ARM assets.
The Company does not intend to hedge for speculative purposes. Further, no
hedging strategy can completely insulate the Company from risk, and certain of
the federal income tax requirements that the Company must satisfy to qualify as
a REIT 1limit the Company's ability to hedge, particularly with respect to
hedging against periodic cap risk. The Company carefully monitors and may have
to limit its hedging strategies to ensure that it does not realize excessive

hedging income, or hold hedging assets having excess value in relation to total
assets. See "Federal Income Tax Considerations - Requirements for Qualification
as a REIT".

Acquisition of ARM Loans

The Company has established relationships with mortgage originators who are
originating and, in certain cases, securitizing ARM loans for the Company's
investment portfolio, based on the Company's specific pricing and underwriting
criteria. The Company has also acquired existing pools of ARM loans for future
securitization. Acquiring ARM loans for future securitization 1is expected to
benefit the Company by providing: (1) additional sources of new whole-pool ARM
assets; (ii) greater control over the types of ARM loans originated; (1ii) the
ability to acquire ARM loans at lower prices so that the amount of the premium
to be amortized will be reduced in the event of prepayment; and (iv) potentially
higher yielding investments in its portfolio.

The Company either performs due diligence itself, or hires specialized due
diligence companies to review packages of ARM loans offered by loan originators
based upon agreed upon underwriting criteria. The Company carefully reviews the
ARM loans offered for sale or the work of the contracted underwriting companies
and makes the final decision as to which ARM loans will be ultimately accepted
or rejected in a pool of ARM loans being acquired.

The sellers of the ARM loan packages purchased by the Company usually retain the
servicing rights to the ARM loans in the packages but in cases where they do
not, the Company has contracted with outside loan servicing companies to perform
loan servicing functions for an agreed upon fee as a more cost effective method
for servicing the Company's 1loans rather than starting a loan servicing
business. The Company views loan servicing as a mature business that has reached
an efficient level of operation through technology and accumulation of sizable
servicing portfolios and does not believe, at this time, that it would be cost
effective for the Company to develop an internal loan servicing capability.

Securitization of ARM Loans

The Company creates, through securitization, ARM securities with substantially
all ARM loans that it acquires. The Company purchases ARM loans for
securitization when it believes that it can earn a higher yield on these
mortgage assets created through securitization than on comparable mortgage
securities purchased in the market or in order to facilitate its compliance with
its exemption from the Investment Company Act of 1940. See "Operating
Restrictions" below. Following the securitization process, the Company intends
to hold the newly created ARM securities in its investment portfolio and will
retain a 1limited amount of the risk of future credit 1loss as part of its
securitization program.
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Operating Restrictions

The Board of Directors has established the Company's operating policies and any
revisions in the operating policies and strategies require the approval of the
Board of Directors, including a majority of the unaffiliated directors. Except
as otherwise restricted, the Board of Directors has the power to modify or alter
the operating policies without the consent of shareholders. Developments in the
market which affect the operating policies and strategies mentioned herein or
which change the Company's assessment of the market may cause the Board of
Directors (including a majority of the wunaffiliated directors) to revise the
Company's operating policies and financing strategies.

In the event the rating of an ARM security held by the Company is reduced by the
Rating Agencies to below Investment Grade after acquisition by the Company, the
asset may be retained in the Company's investment portfolio 1if the Manager
recommends that it be retained and the recommendation 1is approved by the Board
of Directors (including a majority of the unaffiliated directors).

The Company has elected to qualify as a REIT for tax purposes. The Company has
adopted certain compliance guidelines which include restrictions on the
acquisition, holding and sale of assets. Prior to the acquisition of any asset,
the Company determines whether such asset will constitute a Qualified REIT Asset
as defined by the 1Internal Revenue Code of 1986, as amended (the "Code").
Substantially all the assets that the Company has acquired and will acquire for
investment are expected to be Qualified REIT Assets. This policy limits the
investment strategies that the Company may employ.

The Company closely monitors its purchases of ARM assets and the income from
such assets, including from its hedging strategies, so as to ensure at all times
that it maintains its qualification as a REIT. The Company developed certain
accounting systems and testing procedures with the help of qualified accountants
and tax experts to facilitate its ongoing compliance with the REIT provisions of

the Code. See "Federal Income Tax Considerations - Requirements for
Qualification as a REIT". No changes in the Company's investment policies and
operating policies and strategies, including credit criteria for mortgage asset

investments, may be made without the approval of the Company's Board of
Directors, including a majority of the unaffiliated directors.

The Company at all times intends to conduct its business so as not to become
regulated as an investment company under the Investment Company Act of 1940. The
Investment Company Act exempts entities that are "primarily engaged in the
business of purchasing or otherwise acquiring mortgages and other liens on and
interests in real estate" ("Qualifying Interests"). Under current interpretation
of the staff of the SEC, 1in order to qualify for this exemption, the Company
must maintain at least 55% of its assets directly in Qualifying Interests. In
addition, wunless certain mortgage assets represent all the certificates issued
with respect to an underlying pool of mortgages, such mortgage assets may be
treated as assets separate from the underlying mortgage loans and, thus, may not
be considered Qualifying Interests for purposes of the 55% requirement. The
Company closely monitors its compliance with this requirement and intends to
maintain its exempt status. Up to the present, the Company has been able to
maintain its exemption through the purchase of whole pool government agency and
privately issued ARM assets that qualify for the exemption. See "Portfolio of
Mortgage Assets - Pass-Through Certificates - Privately Issued ARM Pass-Through
Certificates".

The Company does not purchase any assets from or enter into any servicing or
administrative agreements (other than the Management Agreement) with any
entities affiliated with the Manager. Any changes in this policy would be
subject to approval by the Board of Directors, including a majority of the
unaffiliated directors.

PORTFOLIO OF MORTGAGE ASSETS

As of December 31, 1997, ARM assets comprised approximately 99% of the Company's
total assets. The Company has invested in the following types of mortgage assets
in accordance with the operating policies established by the Board of Directors
and described in "Business - Operating Policies and Strategies - Operating
Restrictions".

PASS-THROUGH CERTIFICATES

The Company's investments in mortgage assets are concentrated in High Quality
ARM pass-through certificates which account for approximately 95% of ARM assets
held. These High Quality ARM pass-through certificates consist of Agency
Certificates and privately issued ARM pass-through certificates that meet the
High Quality credit criteria. These High Quality ARM pass-through certificates
acquired by the Company represent interests in ARM loans which are secured

primarily by first liens on single-family (one-to-four units) residential
properties, although the Company may also acquire ARM pass-through certificates
secured by liens on other types of real estate-related properties. The ARM

pass-through certificates acquired by the Company are generally subject to
periodic interest rate adjustments, as well as periodic and lifetime interest
rate caps which limit the amount an ARM security's interest rate can change
during any given period.
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The following is a discussion of each type of pass-through certificate held by
the Company as of December 31, 1997:

FHLMC ARM Programs

FHLMC is a shareholder-owned government sponsored enterprise created pursuant to
an Act of Congress on July 24, 1970. The principal activity of FHLMC consists of
the purchase of first lien, conventional residential mortgages, including both
whole loans and participation interests in such mortgages and the resale of the
loans and participations in the form of guaranteed mortgage assets. During 1997,
FHLMC issued $9.0 billion of FHLMC ARM certificates and as of December 31, 1997,
there was $49.0 billion of all types of FHLMC ARM certificates outstanding, of
which FHLMC held $10.4 billion in its own portfolio.

Fach FHLMC ARM Certificate issued to date has been issued in the form of a
pass—-through certificate representing an undivided interest in a pool of ARM
loans purchased by FHLMC. The ARM loans included in each pool are fully
amortizing, conventional mortgage loans with original terms to maturity of up to
40 years secured by first 1liens on one-to-four wunit family residential
properties or multi-family properties. The interest rate paid on FHLMC ARM
Certificates adjust periodically on the first day of the month following the
month in which the interest rates on the underlying mortgage loans adjust.

FHLMC guarantees to each holder of its ARM Certificates the timely payment of
interest at the applicable pass-through rate and ultimate collection of all
principal on the holder's pro rata share of the unpaid principal balance of the
related ARM loans, but does not guarantee the timely payment of scheduled
principal of the underlying mortgage loans. The obligations of FHLMC under its
guarantees are solely those of FHLMC and are not backed by the full faith and
credit of the U.S. Government. If FHLMC were unable to satisfy such obligations,
distributions to holders of FHLMC ARM Certificates would consist solely of
payments and other recoveries on the underlying mortgage loans and, accordingly,
monthly distributions to holders of FHLMC ARM Certificates would be affected by
delinquent payments and defaults on such mortgage loans.

FNMA ARM Programs

FNMA is a federally chartered and privately owned corporation organized and
existing wunder the Federal National Mortgage Association Charter Act. FNMA
provides funds to the mortgage market primarily by purchasing home mortgage
loans from mortgage loan originators, thereby replenishing their funds for
additional 1lending. FNMA established its first ARM programs in 1982 and
currently has several ARM programs under which ARM certificates may be issued,
including programs for the issuance of assets through REMICs under the Code.
During 1997, FNMA issued $20.8 billion of FNMA ARM certificates and as of
December 31, 1997, there was $71.0 billion of all types of FNMA ARM certificates
outstanding, of which FNMA held $11.4 billion in its own portfolio.

Each FNMA ARM Certificate issued to date has Dbeen issued in the form of a
pass-through certificate representing a fractional undivided interest in a pool
of ARM loans formed Dby FNMA. The ARM loans included in each pool are fully
amortizing conventional mortgage loans secured by a first 1lien on either
one-to-four family residential properties or multi-family properties. The
original terms to maturities of the mortgage loans generally do not exceed 40
years. FNMA has issued several different series of ARM Certificates. Each series
bears an initial interest rate and margin tied to an index based on all loans in
the related pool, less a fixed percentage representing servicing compensation
and FNMA's guarantee fee.

FNMA guarantees to the registered holder of a FNMA ARM Certificate that it will
distribute amounts representing scheduled principal and interest (at the rate
provided by the FNMA ARM Certificate) on the mortgage 1loans in the pool
underlying the FNMA ARM Certificate, whether or not received, and the full
principal amount of any such mortgage loan foreclosed or otherwise finally
liquidated, whether or not the principal amount is actually received. The
obligations of FNMA under its guarantees are solely those of FNMA and are not
backed by the full faith and credit of the U.S. Government. If FNMA were unable
to satisfy such obligations, distributions to holders of FNMA ARM Certificates
would consist solely of payments and other recoveries on the underlying mortgage
loans and, accordingly, monthly distributions to holders of FNMA ARM
Certificates would be affected by delinquent payments and defaults on such
mortgage loans.

Privately Issued ARM Pass-Through Certificates

Privately issued ARM Pass-Through Certificates are structured similar to the
Agency Certificates discussed above but are issued by originators of, and

investors in, mortgage loans, 1including savings and loan associations, savings
banks, commercial banks, mortgage banks, investment banks and special purpose
subsidiaries of such institutions. Privately issued ARM pass-through

certificates are wusually backed by a pool of non-conforming conventional
adjustable-rate mortgage loans and are generally structured with one or more
types of credit enhancement, including pool insurance, guarantees, or
subordination. Accordingly, the privately issued ARM pass-through certificates
typically are not guaranteed by an entity having the credit status of FHLMC or
FNMA.

Privately issued ARM pass-through certificates credit enhanced by mortgage pool
insurance provided the Company with an alternative source of ARM assets (other
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than Agency ARM assets) that meet the Qualifying Interests test for purposes
maintaining the Company's exemption under the Investment Company Act of 1940.
Since the inception of the Company in 1993, most of the providers of mortgage
pool insurance have stopped providing such insurance. Therefore, the Company has
become more reliant on the purchase of Agency ARM securities as its source of
Qualifying Interests 1in real estate and acquires ARM loans in order to be able
to increase its flexibility when meeting its Investment Company Act
requirements.

COLLATERALIZED MORTGAGE OBLIGATIONS ("CMOS") AND MULTICLASS PASS-THROUGH ASSETS

CMOs are debt obligations, ordinarily issued in series and most commonly backed
by a pool of fixed rate mortgage 1loans or pass-through certificates, each of
which consists of several serially maturing classes. Multiclass pass-through
securities are equity interests in a trust composed of similar underlying
mortgage assets. Generally, principal and interest payments received on the
underlying mortgage-related assets securing a series of CMOs or multiclass
pass-through securities are applied to principal and interest due on one or more
classes of the CMOs of such series or to pay scheduled distributions of
principal and interest on multiclass pass-throughs. Scheduled payments of
principal and interest on the mortgage-related assets and other collateral
securing a series of CMOs or multiclass pass-throughs are intended to be
sufficient to make timely payments of principal and interest on such issues or
securities and to retire each <class of such obligations at their stated
maturity.

Multiclass pass-through securities backed by ARM assets or ARM loans owned by
the Company are typically structured into classes designated as senior classes,
mezzanine classes and subordinated classes. The Company also owns variable rate
classes of CMO's which are backed by both fixed- and adjustable-rate mortgages.

The senior classes in a multiclass pass-through security generally have first
priority over all cash flows and consequently have the least amount of credit
risk since ©principal losses are generally covered by mortgage pool insurance
policies or are charged against the subordinated classes 1in order of
subordination. As a result of these features, the senior classes receive the
highest credit rating from Rating Agencies of the series of classes for each
multiclass pass-through security.

The mezzanine classes of a multiclass pass-through security generally have a
slightly greater risk of principal 1loss than the senior classes since they
provide some credit enhancement to the senior «classes. In most, but not all,
instances, mezzanine classes participate on a pro-rata basis with senior classes
in their right to receive cash flow and have expected 1lives similar to the
senior classes. In other instances, mezzanine classes are subordinate in their
right to receive <cash flow and have average lives that are longer than the
senior classes. However, in all cases, a mezzanine class generally has a similar
or slightly lower credit rating than the senior class from the Rating Agencies.
Generally, the mezzanine classes that the Company has acquired are rated High
Quality.

Subordinated classes are Jjunior 1in the right to receive payment from the
underlying mortgages to other classes of a multiclass pass-through security. The
subordination provides credit enhancement to the senior and mezzanine classes.
Subordinated classes may be at risk for some payment failures on the mortgage
loans securing or underlying such assets and generally represent a greater level
of credit risk as they are responsible for bearing the risk of credit loss on
all of the outstanding loans underlying a CMO or multi-class pass-through. As a
result of being subject to more credit risk, subordinated classes generally have
lower credit ratings relative to the senior and mezzanine classes from the
Rating Agencies.

The Subordinated classes which the Company has acquired are all rated at least
Investment Grade at the time of purchase by one of the Rating Agencies and in
certain cases are High Quality. Also, the Subordinated classes acquired by the
Company are limited in amount and bear yields which the Company believes are
commensurate with the increased risks involved.

The market for Subordinated classes 1is not extensive and at times may be
illiquid. 1In addition, the Company's ability to sell Subordinated classes is
limited by the REIT Provisions of the Code. The Company has not purchased any
Subordinated classes that are not Qualified REIT Assets. The Subordinated
classes acquired by the Company, which are not High Quality, together with the
Company's other investments in Other Investment assets, may not, in the
aggregate, comprise more than 30% of the Company's total assets, 1in accordance
with the Company's investment policy.

The variable rate classes of CMOs owned by the Company generally float at a
spread to the one-month LIBOR index and are backed by mortgages that are either
fixed-rate or are adjustable-rate mortgages indexed to the one-year U. S.
Treasury yield or a Cost of Funds index.

ARM LOANS

The ARM loans the Company has acquired are all first mortgages on single-family
residential homes. Some have additional <collateral in the form of pledged
financial assets that provides the Company with additional credit protection in
exchange for a simpler application and approval process. The loans are
originated to "A"™ quality underwriting guidelines or are seasoned loans with
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over five years or more of good payment history and/or low loan to property
value ratios.

Going forward, when acquiring ARM loans originated specifically for the Company,
the Company is focusing its attention on key aspects of a borrower's profile and
the characteristics of a mortgage loan product that the Company believes are
most important in insuring excellent loan performance and minimal credit
exposure. As such, the Company's loan programs focus on larger down payments,
excellent Dborrower credit history (as measured by a credit report and a credit
score) and a conservative appraisal process. If an ARM loan acquired has a loan
to property value that is above 80%, then the Dborrower is required to pay for
private mortgage insurance providing additional protection to the Company
against credit risk. The ARM loans acquired have original maturities of forty
years or less. The ARM loans are either fully amortizing or are interest only
for up to ten years and fully amortizing thereafter. As an ARM loan, the ARM
loans acquired all bear an interest rate that is tied to an interest rate index
with both periodic and lifetime constraints on how much the loan interest rate
can change on any predetermined interest rate reset date. 1In general, the
interest rate on each ARM loan resets at a frequency that is either monthly,
semi-annually or annually. The indices the ARM loans are tied to are generally a
U.S. Treasury Bill index, LIBOR, Certificate of Deposit, a Cost of Funds index
or Prime.

COMPETITION

In acquiring ARM assets, the Company competes with other mortgage REITs,
investment banking firms, savings and loan associations, banks, mortgage
bankers, insurance companies, mutual funds, other lenders, FNMA, FHLMC and other
entities purchasing ARM assets, many of which have greater financial resources
than the Company. The existence of these competitive entities, as well as the
possibility of additional entities forming in the future, may increase the
competition for the acquisition of ARM assets resulting in higher prices and
lower yields on such mortgage assets.

EMPLOYEES

As of December 31, 1997, the Company had no employees. The Manager carries out
the day to day operations of the Company, subject to the supervision of the
Board of Directors and wunder the terms of a Management Agreement discussed
below.

THE MANAGEMENT AGREEMENT

On June 17, 1994, the Company renewed its Management Agreement with Thornburg
Mortgage Advisory Corporation, the Manager, for a term of five years, with an
annual review required each year. On December 15, 1995, the Agreement was
amended to provide that in the event a person or entity obtains more than 20% of
the Company's common stock, if the Company is combined with another entity, or
if the Company terminates the Agreement other than for cause, the Company is
obligated to acquire substantially all of the assets of the Manager through an
exchange of shares with a value based on a formula tied to the Manager's net
profits. The Company has the right to terminate the Management Agreement upon
the occurrence of certain specific events, including a material breach by the
Manager of any provision contained in the Management Agreement.

The Manager at all times is subject to the supervision of the Company's Board of
Directors and has only such functions and authority as the Company may delegate
to it. The Manager is responsible for the day-to-day operations of the Company
and performs such services and activities relating to the assets and operations
of the Company as may be appropriate.

The Manager receives a per annum base management fee on a declining scale based
on average shareholders' equity, adjusted for liabilities that are not incurred
to finance assets ("Average Shareholders' Equity" or "Average Net Invested
Assets" as defined in the Agreement), payable monthly in arrears. The Manager is
also entitled to receive, as incentive compensation for each fiscal quarter, an
amount equal to 20% of the Net Income of the Company, before incentive
compensation, in excess of the amount that would produce an annualized Return on
Equity equal to 1% over the Ten Year U.S. Treasury Rate. For further information
regarding the Dbase management fee, incentive compensation and applicable
definitions, see the Company's Proxy Statement dated March 23, 1998 under the
caption "Certain Relationships and Related Transactions".

Subject to the 1limitations set forth Dbelow, the Company pays all operating
expenses except those specifically required to be paid by the Manager under the
Management Agreement. The operating expenses required to be paid by the Manager
include the compensation of the Company's officers and the cost of office space,
equipment and other personnel required for the Company's day-to-day operations.
The expenses that will be paid by the Company will include issuance and
transaction <costs incident to the acquisition, disposition and financing of
investments, regular legal and auditing fees and expenses, the fees and expenses
of the Company's directors, the costs of printing and mailing proxies and
reports to shareholders, the fees and expenses of the Company's custodian and
transfer agent, if any, and reimbursement of any obligation of the Manager for
any New Mexico Gross Receipts Tax liability. The expenses required to be paid by
the Company which are attributable to the operations of the Company shall be
limited to an amount per year equal to the greater of 2% of the Average Net
Invested Assets of the Company or 25% of the Company's Net Income for that year.
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The determination of Net Income for purposes of calculating the expense
limitation will be the same as for calculating the Manager's incentive
compensation except that it will include any incentive compensation payable for
such period. Expenses in excess of such amount will be paid by the Manager,
unless the wunaffiliated directors determine that, based wupon unusual or
non-recurring factors, a higher level of expenses is justified for such fiscal
year. In that event, such expenses may be recovered by the Manager in succeeding
years to the extent that expenses in succeeding quarters are below the
limitation of expenses. The Company, rather than the Manager, will also be
required to pay expenses associated with litigation and other extraordinary or
non-recurring expenses. Expense reimbursement will be made monthly, subject to
adjustment at the end of each year.

The transaction costs incident to the acquisition and disposition of
investments, the incentive compensation and the New Mexico Gross Receipts Tax
liability will not be subject to the 2% limitation on operating expenses.
Expenses excluded from the expense limitation are those incurred in connection
with the servicing of mortgage loans, the raising of capital, the acquisition of
assets, interest expenses, taxes and license fees, non-cash costs and the
incentive management fee.

FEDERAL INCOME TAX CONSIDERATIONS
GENERAL
The Company has elected to be treated as a REIT for federal income tax purposes.

In brief, if certain detailed conditions imposed by the REIT provisions of the
Code are met, entities that invest primarily in real estate investments and

mortgage loans, and that otherwise would be taxed as corporations are, with
certain limited exceptions, not taxed at the corporate level on their taxable
income that is currently distributed to their shareholders. This treatment

eliminates most of the "double taxation" (at the corporate level and then again
at the shareholder 1level when the income is distributed) that typically results
from the use of corporate investment vehicles.

In the event that the Company does not qualify as a REIT in any year, it would
be subject to federal income tax as a domestic corporation and the amount of the
Company's after-tax cash available for distribution to its shareholders would be
reduced. The Company believes it has satisfied the requirements for
qualification as a REIT since commencement of its operations in June 1993. The
Company intends at all times to continue to comply with the requirements for
qualification as a REIT under the Code, as described below.

REQUIREMENTS FOR QUALIFICATION AS A REIT

To qualify for tax treatment as a REIT under the Code, the Company must meet
certain tests which are described briefly below.

Ownership of Common Stock

For all taxable years after the first taxable year for which a REIT election is

made, the Company's shares of capital stock must be held by a minimum of 100
persons for at least 335 days of a 12 month year (or a proportionate part of a
short tax year). In addition, at all times during the second half of each

taxable year, no more than 50% in value of the capital stock of the Company may
be owned directly or indirectly by five or fewer individuals. The Company is
required to maintain records regarding the actual and constructive ownership of
its shares, and other information, and to demand statements from persons owning
above a specified 1level of the REIT's shares (as long as the Company has over
200 or more shareholders, only persons holding 1% or more of the Company's
outstanding shares of capital stock) regarding their ownership of shares. The
Company must keep a list of those shareholders who fail to reply to such a
demand.

The Company is required to use the calendar year as its taxable year for income
purposes.

Nature of Assets

On the last day of each calendar quarter at least 75% of the wvalue of the

Company's assets must consist of Qualified REIT Assets, government assets, cash
and cash items. The Company expects that substantially all of its assets will
continue to be Qualified REIT Assets. On the last day of each calendar quarter,

of the investments in assets not included in the foregoing 75% assets test, the
value of securities issued by any one issuer may not exceed 5% in value of the
Company's total assets and the Company may not own more than 10% of any one
issuer's outstanding voting securities. Pursuant to its compliance guidelines,
the Company intends to monitor closely the purchase and holding of its assets in
order to comply with the above assets tests.

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

1. THE 75% TEST. At least 75% of the Company's gross income for the taxable
year must be derived from Qualified REIT Assets including interest (other than
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interest Dbased in whole or in part on the income or profits of any person) on
obligations secured by mortgages on real property or interests in real property.
The investments that the Company has made and will continue to make will give
rise primarily to mortgage interest qualifying under the 75% income test.

2. THE 95% TEST. In addition to deriving 75% of its gross income from the
sources listed above, at least an additional 20% of the Company's gross income
for the taxable vyear must be derived from those sources, or from dividends,
interest or gains from the sale or disposition of stock or other assets that are
not dealer property. The Company intends to limit substantially all of the
assets that it acquires to Qualified REIT Assets. The policy of the Company to
maintain REIT status may limit the type of assets, including hedging contracts
and other assets, that the Company otherwise might acquire.

3. THE 30% LIMIT. For 1997 and prior vyears, the Company was required to
derive less than 30% of its gross income from the sale or other disposition of
(1) Qualified REIT Assets held for less than four years, other than foreclosure
property or property involuntarily or compulsorily converted through
destruction, condemnation or similar events, (ii) stock or assets held for less
than one year (including hedges) and (iii) property in a prohibited transaction.
As a result of the Company's having to limit such gains, the Company may have
had to hold mortgage loans and mortgage assets for four or more years and assets
and hedges (other than assets and hedges that are Qualified REIT Assets) for one
year or more at times when the Company might otherwise have determined that the
disposition of such assets for short-term gains might be advantageous in order
to ensure that it maintains compliance with the 30% source of income limit. The
U. S. Congress repealed the 30% limit effective for 1998 and thereafter.

Distributions

The Company must distribute to its shareholders on a pro rata basis each year an
amount equal to at least (i) 95% of its taxable income before deduction of
dividends paid and excluding net capital gain, plus (ii) 95% of the excess of
the net income from foreclosure property over the tax imposed on such income by
the Code, 1less (iii) any "excess noncash income". The Company intends to make
distributions to its shareholders in sufficient amounts to meet this 95%
distribution requirement.

The Service has ruled that if a REIT's dividend reinvestment plan (the "DRP")
allows shareholders of the REIT to elect to have cash distributions reinvested
in shares of the REIT at a purchase price equal to at least 95% of fair market
value on the distribution date, then such cash distributions qualify under the
95% distribution test. The Company believes that its DRP complies with this
ruling.

TAXATION OF THE COMPANY'S SHAREHOLDERS

For any taxable vyear in which the Company is treated as a REIT for federal
income purposes, amounts distributed by the Company to its shareholders out of
current or accumulated earnings and profits will Dbe includable by the
shareholders as ordinary income for federal income tax purposes unless properly
designated by the Company as capital gain dividends.

Distributions of the Company will not be eligible for the dividends received
deduction for corporations. Shareholders may not deduct any net operating losses
or capital losses of the Company.

Any loss on the sale or exchange of shares of the common stock of the Company
held by a shareholder for six months or less will be treated as a long-term
capital loss to the extent of any capital gain dividend received on the common
stock held by such shareholders.

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

Under the Code, if a portion of the Company's assets were treated as a taxable
mortgage pool or if the Company were to hold REMIC residual interests, a portion
of the Company's dividends would be treated as unrelated business taxable income
("UBTI") for pension plans and other tax exempt entities. The Company believes
that it does not engage in activities that would cause any portion of the
Company's 1income to be taxable as UBTI for pension plans and similar tax exempt
shareholders. The Company believes that its shares of stock will be treated as
publicly offered securities wunder the plan asset rules of the Employment
Retirement Income Security Act ("ERISA") for Qualified Plans.

The provisions of the Code are highly technical and complex. This summary is not
intended to be a detailed discussion of all applicable provisions of the Code,
the rules and regulations promulgated thereunder, or the administrative and
judicial interpretations thereof. The Company has not obtained a ruling from the
Internal Revenue Service with respect to tax considerations relevant to its
organization or operation, or to an acquisition of its common stock. This
summary is not intended to be a substitute for prudent tax planning, and each
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shareholder of the Company is urged to consult its own tax advisor with respect
to these and other federal, state and local tax consequences of the acquisition,
ownership and disposition of shares of stock of the Company and any potential
changes in applicable law.

ITEM 2.

ITEM 3.

ITEM 4.

PROPERTIES
The Company's principal executive offices are located in Santa Fe, New

Mexico and are provided by the Manager in accordance with the Management
Agreement.

LEGAL PROCEEDINGS

At December 31, 1997, there were no pending legal proceedings to which
the Company was a party or of which any of its property was subject.

SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of the Company's shareholders during
the fourth quarter of 1997.
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PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED SHAREHOLDER MATTERS

The Company's common stock began trading on June 25, 1993, and is traded on the
New York Stock Exchange wunder the trading symbol TMA. As of January 31, 1998,
the Company had 20,742,325 shares of common stock issued and outstanding which
were held by 1,348 holders of record and approximately 19,600 beneficial owners.

The following table sets forth, for the periods indicated, the high, low and
closing sales prices per share of common stock as reported on the New York Stock
Exchange composite tape and the cash dividends declared per share of common

stock.
Stock Prices Cash
————————————————————————————————— Dividends
Declared
High Low Close Per Share
1997
Fourth Quarter ended December 31, 1997 22 1/4 15 7/8 16 1/2 $0.50
Third Quarter ended September 30, 1997 24 9/16 20 21 $0.50
Second Quarter ended June 30, 1997 22 1/8 17 3/4 21 1/2 $0.49
First Quarter ended March 31, 1997 22 7/8 18 3/4 19 $0.48
1996
Fourth Quarter ended December 31, 1996 21 1/2 16 1/8 21 3/8 $0.45
Third Quarter ended September 30, 1996 17 5/8 14 7/8 16 1/4 $0.40
Second Quarter ended June 30, 1996 17 14 1/8 16 1/4 $0.40
First Quarter ended March 31, 1996 16 5/8 14 1/8 14 3/8 $0.40
1995
Fourth Quarter ended December 31, 1995 15 7/8 14 1/8 15 3/4 $0.38
Third Quarter ended September 30, 1995 15 1/2 13 14 1/2 $0.25
Second Quarter ended June 30, 1995 14 7/8 8 1/4 13 5/8 $0.15
First Quarter ended March 31, 1995 10 7 3/8 9 $0.15

The Company intends to pay quarterly dividends and to make such distributions to
its shareholders in such amounts that all or substantially all of its taxable
income each year (subject to certain adjustments) is distributed, so as to
qualify for the tax Dbenefits accorded to a REIT under the Code. All
distributions will be made by the Company at the discretion of the Board of
Directors and will depend on the earnings and financial condition of the
Company, maintenance of REIT status and such other factors as the Board of
Directors may deem relevant from time to time.

The Company has a Dividend Reinvestment and Stock Purchase Plan (the "DRP") that
allows both common and preferred shareholders to have their dividends reinvested
in additional shares of common stock and to purchase additional shares. The
common stock to be acquired for distribution wunder the DRP may be purchased at
the Company's discretion from the Company at a discount from the then prevailing
market price or in the open market. Shareholders and non-shareholders also can
make additional purchases of stock monthly , subject to a minimum of $100 ($500
for non-shareholders) and a maximum of $5,000 for each optional cash purchase.
Continental Stock Transfer & Trust Company (the "Agent"), the Company's transfer
agent, is the Trustee and administrator of the DRP. Additional information about
the details of the DRP and a prospectus are available from the Agent or the
Company. Shareholders who own stock that is registered in their own name and
want to participate must deliver a completed enrollment form to the Agent. Forms
are available from the Agent or the Company. Shareholders who own stock that is
registered in a name other than their own (e.g., broker or bank nominee) and
want to participate must either request the broker or nominee to participate on
their behalf or request that the broker or nominee re-register the stock in the
shareholder's name and deliver a completed enrollment form to the Agent.
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ITEM 6. SELECTED FINANCIAL DATA

The following selected financial data are derived from audited financial
statements of the Company for the years ended December 31, 1997, 1996, 1995,
1994 and 1993. The selected financial data should be read in conjunction with
the more detailed information contained in the Financial Statements and Notes
thereto and "Management's Discussion and Analysis of Financial Conditions and
Results of Operations" included elsewhere in this Form 10-K (Amounts in
thousands, except per share data).

OPERATIONS STATEMENT HIGHLIGHTS

1997 1996 1995
Net interest income $ 49,064 $ 30,345 $ 13,496
Net income $ 41,402 $ 25,737 S 10,452
Basic earnings per common share $ 1.95 $ 1.73 S 0.88
Diluted earnings per common share S 1.94 S 1.73 S 0.88

Average number of common shares outstanding 18,048 14,874 11,927

Distributable income per common share $ 1.98 $ 1.76 S 0.92
Dividends declared per common share $ 1.97 $ 1.65 $ 0.93
Noninterest expense as percent of average assets 0.21% 0.21% 0.13%
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0.36
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0.18%(1)



BALANCE SHEET HIGHLIGHTS

1997
Adjustable-rate mortgage assets $ 4,638,694
Total assets $ 4,691,115
Shareholders' equity (2) $ 380,658
Number of common shares outstanding 20,280
Yield on adjustable-rate mortgage assets 6.38%
Effective spread on net interest-earning assets 0.96%
Return on average assets 0.92%
<FN>
(1) Annualized; the Company commenced operations on June 25,
(2) Shareholders' equity before mark-to-market adjustment
</FN>

Source: THORNBURG MORTGAGE |, 10-K, March 30, 1998

As of December 31

1996
$ 2,727,875
$ 2,755,358
$ 238,005
16,219
6.64%
1.34%
1.09%
1993.

$ 1,995,287
$ 2,017,985

$

182,312 $

12,191
6.73%
1.11%
0.56%

$ 1,727,469 $ 1,320,169
$ 1,751,832 $ 1,364,429

180,035 $ 170,326

11,773 11,748
5.66% 4.03%
0.17% 0.90% (1)
0.66% 0.82% (1)



ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

Certain information contained in this Annual Report constitute "Forward-Looking
Statements" within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Exchange Act, which can be identified by the use
of forward-looking terminology such as "may," "will," "expect," "anticipate,"
"estimate," or "continue" or the negatives thereof or other variations thereon
or comparable terminology. Investors are cautioned that all forward-looking
statements involve risks and uncertainties including, but not limited to, risks
related to the future level and relationship of wvarious interest rates,
prepayment rates and the timing of new programs. The statements in the "Risk
Factors" of the Company's Prospectus Supplement dated July 14, 1997 constitute
cautionary statements identifying important factors, including certain risks and
uncertainties, with respect to such forward-looking statements that could cause
the actual results, performance or achievements of the Company to differ
materially from those reflected in such forward-looking statements.

FINANCIAL CONDITION

At December 31, 1997, the Company held total assets of $4.691 billion, $4.639
billion of which consisted of ARM assets. That compares to $2.755 Dbillion in
total assets and $2.728 billion of ARM assets at December 31, 1996. Since
commencing operations, the Company has purchased either ARM securities (backed
by agencies of the U.S. government or privately-issued, generally publicly
registered, mortgage assets, most of which are rated AA or higher by at least
one of the Rating Agencies) or ARM loans generally originated to "A" quality
underwriting standards. At December 31, 1997, 94.3% of the assets held by the
Company were High Quality assets, far exceeding the Company's investment policy
minimum requirement of investing at least 70% of its total assets in High
Quality ARM assets and cash and cash equivalents. Of the ARM assets currently
owned by the Company, 97.4% are in the form of adjustable-rate pass-through
certificates. The remainder are floating rate classes of CMOs, investments in
floating rate classes of trusts backed by mortgaged-backed assets or ARM loans.

The following table presents a schedule of ARM assets owned at December 31, 1997
and December 31, 1996 classified by High Quality and Other Investment assets and
further classified by type of issuer and by ratings categories.

ARM ASSETS BY ISSUER AND CREDIT RATING
(Dollar amounts in thousands)

December 31, 1997 December 31, 1996
Carrying Portfolio Carrying Portfolio
Value Mix Value Mix
HIGH QUALITY:
FHLMC/FNMA $ 3,117,937 67.2% $ 1,474,842 54.1%
Privately Issued:
AAA/Raa Rating 476,615 10.3 260,031 9.5
AA/Aa Rating 782,206 16.8 862,727 31.6
Total Privately Issued 1,258,821 27.1 1,122,758 41.1
Total High Quality 4,376,758 94.3 2,597,600 95.2
OTHER INVESTMENT :
Privately Issued:
A Rating 115,055 2.5 106,531 3.9
BBB/Baa Rating 17,625 0.4 14,017 0.5
BB/Ba Rating and Other 10,269 0.2 9,727 0.4
Whole loans 118,987 2.6 - 0.0
Total Other Investment 261,936 5.7 130,275 4.8
Total ARM Portfolio $ 4,638,694 100.0% $ 2,727,875 100.0%

As of December 31, 1997, the Company had reduced the cost basis of its ARM
securities 1in the amount of $1,739,000 due to potential future credit losses
(other than temporary declines in fair wvalue). At this time, the Company is
providing for potential future credit losses on two securities that have an
aggregate carrying value of $13.1 million, which represent less than 0.3% of the
Company's total portfolio of ARM assets. Both of these assets are performing and
have some minimal remaining credit support to mitigate the Company's exposure to
potential future credit losses.

Additionally, during 1997, the Company recorded a $42,000 provision for
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potential credit losses on its loan portfolio, although no actual losses have
been realized in the loan portfolio to date. The Company's credit reserve policy
regarding ARM loans is to record a monthly provision of 0.15% (annualized rate)
on the outstanding principal balance of loans (including loans securitized by
the Company for which the Company has retained first loss exposure), subject to
adjustment on certain loans or pools of loans based upon factors such as, but
not limited to, age of the loans, borrower payment history, low loan-to-value
ratios and quality of underwriting standards applied by the originator.

The following table classifies the Company's portfolio of ARM assets by type of
interest rate index.

ARM ASSETS BY INDEX
(Dollar amounts in thousands)

December 31, 1997 December 31, 1996
Carrying Portfolio Carrying Portfolio
Value Mix Value Mix
INDEX:
One-month LIBOR S 115,198 2.5% $ 10,646 0.4%
Three-month LIBOR 31,215 0.7 - 0.0
Six-month LIBOR 1,489,802 32.1 1,252,884 46.0
Six-month Certificate of 278,386 6.0 69,348 2.5
Deposit
Six-month Constant 66,669 1.4 8,841 0.3
Maturity Treasury
One-year Constant 2,271,914 49.0 1,238,892 45.4
Maturity Treasury
Cost of Funds 385,510 8.3 147,264 5.4
$ 4,638,694 100.0% $ 2,727,875 100.0%

The portfolio had a current weighted average coupon of 7.56% at December 31,
1997. 1If the portfolio had been "fully indexed," the weighted average coupon
would have been approximately 7.64%, based upon the current composition of the
portfolio and the applicable indices. As of December 31, 1996, the portfolio had
a weighted average coupon of 7.57%. If the portfolio had been "fully indexed,"
the weighted average coupon would have been approximately 7.61%, based upon the
composition of the portfolio and the applicable indices at that time.

At December 31, 1997, the current yield of the ARM assets portfolio was 6.38%,
compared to 6.64% as of December 31, 1996, with an average term to the next
repricing date of 110 days as of December 31, 1997, compared to 105 days as of
December 31, 1996. The current yield includes the impact of the amortization of
applicable premiums and discounts, the cost of hedging, the amortization of the
deferred gains from hedging activity and the impact of principal payment
receivables.

The reduction in the yield as of December 31, 1997, compared to December 31,
1996, is primarily because of the higher rate of ARM portfolio prepayments which
occurred during 1997. The higher level of prepayments increased the amount of
premium amortization expense and increased the impact of non-interest earning
assets in the form of principal payment receivables. Higher premium amortization
and a higher balance of principal payment receivables decreased the ARM
portfolio yield by 0.30% as of the end of 1997 compared to the end of 1996,
which was partially offset by a 0.05% decrease in the net cost of hedging.

During the year ended December 31, 1997, the Company purchased $2.930 billion of
ARM securities, 99.8% of which were High Quality assets, and $123.2 million of
ARM loans generally originated to "A"™ quality underwriting standards or seasoned
loans with over five years of good payment history and/or low loan-to-value
ratios. Included in the $2.930 billion of ARM securities purchased during 1997,
$103.1 million were ARM loans that the Company securitized in connection with
their purchase. Of the ARM assets acquired during 1997, approximately 50% were
indexed to U.S. Treasury bill rates, 35% were indexed to LIBOR, % were indexed
to a Cost of Funds Index and the remaining % to other indices. Although a
larger proportion of fixed-rate loans compared to ARM loans are being originated
in the current market, the Company has continued to find sufficient attractive
ARM asset acquisition opportunities to reinvest its cash flows and to continue
its asset growth while maintaining the high credit quality profile of the ARM
portfolio. During 1997, the Company placed particular emphasis on acquiring
seasoned ARM assets, which are ARM assets comprised of loans that were
originated over five years ago. These ARM assets have been prepaying at a slower
rate than newly originated ARM assets. The Company believes, partially as a
result of this strategy, that it has been experiencing lower prepayment activity
in its ARM portfolio than it otherwise would have, which contributes to a higher
and more stable ARM portfolio yield.

The Company sold ARM assets in the amount of $189.0 million at a net gain of
$1,189,000 during 1997. These sales reflect the Company's desire to manage the
portfolio with a view to enhancing the total return of the portfolio. The
Company monitors the performance of its individual ARM assets and selectively
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sells an asset when there is an opportunity to replace it with an ARM asset that
has an expected higher long-term vyield or more attractive interest rate
characteristics. Most of the ARM assets sold in 1997 were prepaying faster than
expected and had vyields at the time of sale approximately 0.50% Dbelow the
portfolio average yield at the time. The Company is presented with investment
opportunities in the ARM assets market on a daily basis and management evaluates
such opportunities against the performance of its existing ARM assets. At times,
the Company is able to identify opportunities that it believes will improve the
total return of its ARM assets portfolio by replacing selected assets. In
managing the portfolio, the Company may at times realize either gains or losses
in the process of replacing selected assets when it believes it has identified
better investment opportunities in order to improve long-term total return.

For the quarter ended December 31, 1997, the Company's mortgage assets paid down
at an approximate average annualized constant prepayment rate of 24%. The
annualized constant prepayment rate averaged approximately 22% during the full
year of 1997, having averaged approximately 22% during the first half of the
year and 23% during the second half of the year. When prepayment experience
exceeds expectations due to sustained increased prepayment activity, the Company
has to amortize its premiums over a shorter time period, resulting in a reduced
yield to maturity on the Company's ARM assets. Conversely, if actual prepayment
experience is less than the assumed constant prepayment rate, the premium would
be amortized over a longer time period, resulting in a higher yield to maturity.
The Company monitors its prepayment experience on a monthly basis in order to
adjust the amortization of the net premium, as appropriate.

The fair value price of the Company's portfolio of ARM assets classified as
available-for-sale improved by 0.13% from a negative adjustment of 0.65% of the

portfolio as of December 31, 1996, to a negative adjustment of 0.52% as of
December 31, 1997. Despite this relative price improvement, Dbecause of the
increased size of the portfolio, the amount of the negative adjustment to fair

value on the ARM assets classified as available-for-sale increased from $14.7
million as of December 31, 1996, to $21.7 million as of December 31, 1997. The
improvement in the fair value price relative to the amortized cost basis of the
assets is generally a result of: (i) the upward repricing of the interest rates
on the Company's ARM assets relative to their respective indexes; and (ii) an
increased demand for ARM assets as reflected in the price at which similar ARM
assets traded in the open market during the year. During the fourth quarter of

1997, the fair value price of the Company's ARM assets did decline from a
negative price adjustment of 0.18% as of September 30, 1997, +to a negative
adjustment of 0.52% as of December 31, 1997. This price decline was primarily

because of increased future prepayment expectations which have the effect of
shortening the average life of the Company's ARM assets and decreasing their
market value.

The Company has purchased Cap Agreements in order to limit its exposure to risks
associated with the lifetime interest rate caps of its ARM assets should
interest rates rise above specified levels. The Cap Agreements act to reduce the
effect of the 1lifetime or maximum interest rate cap limitation. The Cap
Agreements purchased by the Company will allow the yield on the ARM assets to
continue to rise in a high interest rate environment just as the Company's cost
of Dborrowings would continue to rise, since the Dborrowings do not have any
interest rate cap limitation. At December 31, 1997, the Cap Agreements owned by
the Company had a remaining notional Dbalance of $4.156 billion with an average

final maturity of 3.1 years, compared to a remaining notional balance of $2.266
billion with an average final maturity of 3.0 years at December 31, 1996.
Pursuant to the terms of the Cap Agreements, the Company will receive cash

payments if the one-month, three-month or six-month LIBOR index increases above
certain specified 1levels, which range from 7.50% to 13.00% and average
approximately 10.19%. The fair wvalue of these Cap Agreements also tends to
increase when general market interest rates increase and decrease when market
interest rates decrease, helping to partially offset changes in the fair value
of the Company's ARM assets. At December 31, 1997, the fair value of the Cap
Agreements was $1.9 million, $11.2 million less than the amortized cost of the
Cap Agreements.

The following table presents information about the Company's Cap Agreement
portfolio as of December 31, 1997:

CAP AGREEMENTS STRATIFIED BY STRIKE PRICE
(Dollar amounts in thousands)

Hedged Weighted Cap
ARM Average Agreement
Securities Life Cap Notional Strike
Balance (1) Balance Price
S 446,484 9.31% $ 487,551 7.50%
385,396 10.06 344,195 8.00
157,392 10.50 207,143 8.50
222,507 10.12 323,607 9.00
148,278 10.84 156,717 9.50
324,637 11.03 329,131 10.00
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514,472 11.41 464,992 10.50 2.8
467,179 12.01 392,071 11.00 3.8
381,791 12.53 575,431 11.50 4.4
591,189 12.95 590,605 12.00 3.0
232,371 13.54 186,617 12.50 2.4
253,911 14.39 97,466 13.00 2.1
28,080 None N/A N/A N/A
$ 4,153,687 11.60% $ 4,155,526 10.19% 3.1 Years
<FN>
(1) 90% of the ARM securities' balance, which approximates the financed portion.
</FN>

As of December 31, 1997, the Company was a counterparty to six different
interest rate swap agreements that substantially offset each other with an
aggregate net notional balance of $30 million. Due to the offsetting and short
remaining term of these agreements, they had no effect on the average period to
the next repricing of the Company's borrowings. The average period to the next
repricing of the Company's borrowings was 33 days as of December 31, 1997. Five
of the agreements are cancelable beginning in the first quarter of 1998 and have
a final maturity during the first quarter of 1999. The remaining agreement
matures during the first quarter of 1998.

RESULTS OF OPERATIONS - 1997 COMPARED TO 1996

For the year ended December 31, 1997, the Company's net income was $41,402,000,
or $1.95 per share (Basic EPS), based on a weighted average of 18,047,955 shares
outstanding. That compares to $25,737,000, or $1.73 per share (Basic EPS), based
on a weighted average of 14,873,700 shares outstanding for the year ended

December 31, 1996. This 61% increase 1in earnings -- a 13% 1increase on a
per-share basis -- was achieved despite a 21% increase in the average number of

shares outstanding during the two periods. Net interest income for the year
totaled $49,064,000, compared to $30,345,000 for the same period in 1996, an
increase of 62%. Net interest income is comprised of the interest income earned
on mortgage investments less interest expense from borrowings. During 1997, the
Company recorded a gain on the sale of ARM securities of $1,189,000 as compared
to a gain of $1,362,000 during 1996. Additionally, during 1997, the Company
reduced its earnings and the carrying value of its ARM assets by reserving
$886,000 for potential credit losses, compared to $990,000 during 1996. During
1997, the Company incurred operating expenses of $7,965,000, consisting of a
base management fee of $3,664,000, a performance-based fee of $3,363,000 and
other operating expenses of $938,000. During 1996, the Company incurred

operating expenses of $4,980,000, consisting of a base management fee of
$1,872,000, a performance-based fee of $2,462,000 and other operating expenses
of $646,000. Total operating expenses decreased as a percentage of net interest

income to 16.2% for 1997, compared to 16.4% for 1996, thereby contributing to
the Company's improved net earnings.

The Company's return on average common equity for the year ended December 31,
1997 was 12.72%, compared to 11.68% for the same period in 1996. The Company's
return on average common equity was 11.63% for the quarter ended December 31,
1997, compared to 12.37% for the same period in 1996.
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The table below highlights the historical trend and the components of return on
average common equity (annualized):

COMPONENTS OF RETURN ON AVERAGE COMMON EQUITY (1)

Net Interest Provision Gain(Loss) G & A Performance Preferred Net

For The Income/ For Losses/ on ARM Expense (2)/ Fee/ Dividend/ Income/
Quarter Ended Equity Equity Sales/Equity Equity Equity Equity Equity (ROE)
Mar 31, 1995 2.58% - -1.47% 1.02% - - 0.09%
Jun 30, 1995 5.51% - - 1.04% - - 4.47%
Sep 30, 1995 9.85% - 0.09% 1.07% 0.34% - 8.54%
Dec 31, 1995 11.94% - 0.11% 1.05% 0.97% - 10.03%
Mar 31, 1996 13.37% - 0.03% 1.04% 1.27% - 11.08%
Jun 30, 1996 13.14% - - 1.00% 0.92% - 11.22%
Sep 30, 1996 13.42% 0.34% 0.88% 1.03% 1.07% - 11.86%
Dec 31, 1996 14.99% 1.32% 1.38% 1.46% 1.23% - 12.37%
Mar 31, 1997 18.85% 0.32% 0.01% 1.65% 1.43% 2.07% 13.40%
Jun 30, 1997 19.48% 0.34% 0.03% 1.81% 1.25% 2.67% 13.45%
Sep 30, 1997 17.66% 0.30% 0.45% 1.64% 1.24% 2.23% 12.70%
Dec 31, 1997 15.62% 0.33% 1.06% 1.59% 1.01% 2.12% 11.63%
<FN>
(1) Average common equity excludes unrealized gain (loss) on available-for-sale ARM assets.
(2) Excludes performance fees.
</FN>

The decline in the Company's return on common equity from the fourth quarter of
1996 to the fourth quarter of 1997 is primarily due to the decline in the net

interest spread between the Company's interest-earning assets and
interest-bearing liabilities from 0.92% as of December 31, 1996, to 0.47% as of
December 31, 1997. The primary reasons for this decline were the change in the

relationship between the one-year U. S. Treasury yield and LIBOR, the impact of
increased ARM prepayment speeds and an increase in the Company's cost of funds
during the fourth quarter of 1997. From March 31, 1997, to December 31, 1997,
the one-year U.S. Treasury yield declined by approximately 0.51% while LIBOR
rates remained substantially the same. During the entire vyear, LIBOR rates
increased by 0.23%. Approximately 50% of the Company's ARM assets are indexed to
the one-year U. S. Treasury bill yield and, therefore, the yield on such assets
declined with the index. Conversely, the interest rate on the Company's
borrowings is generally LIBOR-based and, thus, increased by 0.19% during 1997.
To put this in historical perspective, the one-year U.S. Treasury bill yield had
a spread of -0.26% to the average of the one-and three-month LIBOR rate as of
December 31, 1997, compared to having a spread of -0.02% at December 31, 1996,
0.04% on average during 1996 and -0.07% on average during 1995. For the
five-year period from 1993 to 1997, the average spread was 0.15%. The Company
does not know when or if the relationship Dbetween the one-year U. S. Treasury
bill yield and LIBOR will return to these historical norms, but the Company's
spreads would be expected to improve if that occurs. The Company's ARM portfolio
yield also was lower during the fourth quarter of 1997 compared to the fourth
quarter of 1996 Dbecause of an increase in the prepayment rate of ARM assets.
During the fourth quarter of 1997, the average prepayment rate was 24%, compared
to 21% during the comparable period in 1996. The impact of this was to increase
the average amount of non-interest-earning assets in the form of principal
payments receivable as well as to increase the amortization expense related to
writing off the Company's premiums and discounts. The Company generally
amortizes its premiums and discounts on a monthly basis based on the most recent
three-month average of the prepayment rate of its ARM assets, thereby adjusting
its amortization to current market conditions, which is reflected in the yield
of the ARM portfolio.

For the year ended December 31, 1997, the Company's taxable income after
preferred dividends was $35,741,000, or $1.98 per weighted average common share
outstanding. Taxable income in 1997 excludes loss provisions of $886,000 and an
expense of $32,000 for Dividend Equivalent Rights and Phantom Stock Right
grants, but includes actual credit losses of $96,000 and a compensation expense
of $232,000 related to the exercise of Non-Incentive Stock Options. For the year
ended December 31, 1996, the Company's taxable income was $26,159,000, or $1.76
per weighted average common share outstanding. Taxable income in 1996 was
reduced by the net capital loss carryforward of $568,000 on the sale of ARM
asset