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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, DC 20549
FORM 10-Q
x Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the quarterly period ended September 30, 2018
or
o Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
Commission File Number: 1-9819
DYNEX CAPITAL, INC.
(Exact name of registrant as specified in its charter)

Virginia 52-1549373
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

4991 Lake Brook Drive, Suite 100, Glen Allen, Virginia 23060-9245
(Address of principal executive offices) (Zip Code)

(804) 217-5800

(Registrant’s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.

Yes X No 0

Indicate by check mark whether the registrant has submitted electronically every Interactive Data File required to be
submitted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or for
such shorter period that the registrant was required to submit such files).

Yes X No 0

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company, or an emerging growth company. See the definitions of “large accelerated filer,” “accelerated
filer,” “smaller reporting company,” and "emerging growth company" in Rule 12b-2 of the Exchange Act.
Large accelerated filer o Accelerated filer X
Non-accelerated filer o Smaller reporting company o

Emerging growth company o
If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act. o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes 0 No X

On October 31, 2018, the registrant had 59,688,862 shares outstanding of common stock, $0.01 par value, which is the
registrant’s only class of common stock.
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PART L. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

DYNEX CAPITAL, INC.
CONSOLIDATED BALANCE SHEETS
(amounts in thousands except share data)
September 30, December 31,
2018 2017
ASSETS (unaudited)
Investments in securities, at fair value:

Mortgage-backed securities (including pledged of $2,877,985 and $2,640,884 $3.294.510  $3.026.989

respectively)

U.S. Treasuries (including pledged of $0 and $124,215, respectively) — 146,530
Mortgage loans held for investment, net 12,342 15,738
Cash and cash equivalents 55,251 40,867
Restricted cash 58,334 46,333
Derivative assets 2,612 2,940
Accrued interest receivable 19,575 19,819
Other assets, net 5,555 6,562
Total assets $3,448,179  $3,305,778

LIABILITIES AND SHAREHOLDERS’ EQUITY

Liabilities:

Repurchase agreements $2,690,858 $2,565,902
Payable for unsettled securities 182,922 156,899
Non-recourse collateralized financing 3,709 5,520
Derivative liabilities 2,039 269
Accrued interest payable 5,676 3,734
Accrued dividends payable 13,121 12,526
Other liabilities 3,101 3,870

Total liabilities 2,901,426 2,748,720

Shareholders’ equity:

Preferred stock, par value $.01 per share; 50,000,000 shares authorized; 5,941,659 and
5,888,680 shares issued and outstanding, respectively ($148,541 and $147,217 aggregate $ 142,574 $141,294
liquidation preference, respectively)

Common stock, par value $.01 per share, 200,000,000 shares authorized;

59,016,554 and 55,831,549 shares issued and outstanding, respectively 590 3358
Additional paid-in capital 795,630 775,873
Accumulated other comprehensive loss (85,833 ) (8,697 )
Accumulated deficit (306,208 ) (351,970 )
Total shareholders’ equity 546,753 557,058
Total liabilities and shareholders’ equity $3,448,179 $3,305,778

See notes to the unaudited consolidated financial statements.
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DYNEX CAPITAL, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

(UNAUDITED)

(amounts in thousands except per share data)

Interest income
Interest expense
Net interest income

Gain (loss) on derivative instruments, net
Loss on sale of investments, net

Fair value adjustments, net

Other operating expense, net

General and administrative expenses:
Compensation and benefits

Other general and administrative

Net income

Preferred stock dividends

Net income to common shareholders

Other comprehensive income:

Unrealized (loss) gain on available-for-sale investments, net
Reclassification adjustment for loss on sale of investments, net
Reclassification adjustment for de-designated cash flow hedges

Total other comprehensive (loss) income

Comprehensive income (loss) to common shareholders

Net income per common share-basic and diluted
Weighted average common shares-basic and diluted
See notes to the unaudited consolidated financial statements.

2

Three Months )
Ended Nine Months Ended
September 30, September 30,

2018 2017 2018 2017
$26,925 $23,103 $78,037 $70,378
14,751 9,889 40,521 26,122
12,174 13,214 37,516 44,256

19,499 5,993 78,520 (9,634 )
(1,726 ) (5,211 ) (17,945 ) (10,628 )
12 23 68 63

(409 ) (109 ) (1,001 ) (150 )

(1,712 ) (2,070 ) (5,425 ) (6,356 )
(2,252 ) (1,529 ) (6,188 ) (5,620 )
25,586 10,311 85,545 11,931
(2,956 ) (2,808 ) (8,838 ) (7,885 )
$22,630 $7,503 $76,707 $4,046

$(23,574) $981 $(94,919) $28,087
1,726 5,211 17,945 10,628
(66 ) (48 ) (162 ) 220 )
(21,914 ) 6,144 (77,136 ) 38,495
$716 $13,647 $(429 ) $42,541

$0.39 $0.15 $1.35 $0.08
57,727 49,832 56,638 49,411
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DYNEX CAPITAL, INC.

CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY
(UNAUDITED)

($ in thousands)

Preferred Stock Common Stock .. Accumulated

Additional Total

Paid-in Other Accumulated Shareholders’
Shares Amount Shares Amount ) ComprehensivBeficit )

Capital Loss Equity

Balance as of

December 31, 2017 5,888,680$141,294 55,831,549 $558 $775.873 $ (8,697 ) $(351,970 ) $557,058

Stock issuance 52,979 1,290 3,028,983 31 19,250 — — 20,571
Restricted stock

granted, net of — — 213,157 2 928 — — 930
amortization

Adjustments for tax
withholding on

share-based — — (57,135  H(1 ) (363 ) — — (364 )
compensation

Stock issuance costs — (10 ) — — (58 ) — — (68 )
Net income — — — — — — 85,545 85,545
Dividends on preferred

e p — — _ - — (8,838 ) (8,838 )
]S)t;\éllilends oncommon o o o . o (30.945 ) (30.945 )
Other comprehensive o _ _ — (77,136 ) — (77,136 )
loss

Balance as of
September 30, 2018
See notes to the unaudited consolidated financial statements.

5,941,659$142,574 59,016,554 $590 $795,630 $ (85,833 ) $(306,208 ) $546,753
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DYNEX CAPITAL, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

($ in thousands)
Nine Months Ended
September 30,
2018

Operating activities:

Net income $ 85,545

Adjustments to

reconcile net income

to cash provided by

operating activities:

Decrease in .accrued 244

interest receivable

Increase (decrease) in

accrued interest 1,942

payable

(Gain) loss on

derivative (78,520

instruments, net

Loss on sale of 17.945

investments, net

Fair value 68

adjustments, net
Amortization of
investment premiums, 110,501
net

Other amortization
and depreciation, net
Stock-based
compensation expense
Change in other assets
and liabilities, net

Net cash and cash
equivalents provided 138,560
by operating activities
Investing activities:

Purchase of

937

(896

] (1,080,485
investments

Principal payments

received on 137,362
investments

Pr(?ceeds from sales 642.900
of investments

Principal payments

received on mortgage 3.375

loans held for
investment, net
80,618

2017

$ 11,931

1,129

(436

9,634

10,628

(63

122,621

983
1,567

(1,905

156,089

(772,590

248,298

792,984

2,641

11,743



Net receipts on

derivatives, including

terminations

Other investing
activities

Net cash and cash
equivalents (used in)

provided by investing

activities

Financing activities:
Borrowings under
repurchase
agreements
Repayments of
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(72

(216,302

76,890,349

repurchase agreement (76,765,393

borrowings

Principal payments on

non-recourse
collateralized
financing

Proceeds from
issuance of preferred
stock

Proceeds from
issuance of common
stock

Cash paid for stock
issuance costs
Payments related to
tax withholding for
stock-based
compensation
Dividends paid

Net cash and cash
equivalents provided

by (used in) financing

activities

Net increase in cash,

(1,838

1,290

19,281

(10

(364

(39,188

104,127

cash equivalents, and 26,385

restricted cash
Cash, cash
equivalents, and
restricted cash at
beginning of period
Cash, cash
equivalents, and
restricted cash at end
of period
Supplemental
Disclosure of Cash

87,200

$ 113,585

214

282,862

60,229,426

(60,609,148

(747

25,884

14,495

(61

(521

(35,479

(376,151

62,800

98,889

$ 161,689
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Activity:

Cash paid for interest $ 38,713 $ 26,766
See notes to the unaudited consolidated financial statements.

4




Edgar Filing: DYNEX CAPITAL INC - Form 10-Q

NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS
DYNEX CAPITAL, INC.
(amounts in thousands except share data)

NOTE 1 — ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Organization

Dynex Capital, Inc., (“Company”) was incorporated in the Commonwealth of Virginia on December 18, 1987 and
commenced operations in February 1988. The Company primarily earns income from investing on a leveraged basis

in debt securities, the majority of which are specified pools of Agency and non-Agency mortgage-backed securities
(“MBS”) consisting of residential MBS (“RMBS”), commercial MBS (“CMBS”) and CMBS interest-only (“1O”) securities
that are issued or guaranteed by the U.S. Government or U.S. Government sponsored agencies (“Agency MBS”) and

MBS issued by others (“non-Agency MBS”). The Company also invests in other types of mortgage-related securities,

such as to-be-announced securities (“TBAs” or “TBA securities”), and in other debt securities, such as U.S. Treasury
securities, which are not collateralized but are backed by the full faith and credit of the U.S. government.

Basis of Presentation

The accompanying unaudited consolidated financial statements of Dynex Capital, Inc. and its subsidiaries (together,
“Dynex” or, as appropriate, the “Company”’) have been prepared in accordance with accounting principles generally
accepted in the United States of America (“GAAP”) for interim financial information and with the instructions to the
Quarterly Report on Form 10-Q and Article 10, Rule 10-01 of Regulation S-X promulgated by the Securities and
Exchange Commission (the “SEC”). Accordingly, they do not include all of the information and notes required by
GAAP for complete financial statements. In the opinion of management, all significant adjustments, consisting of
normal recurring accruals, considered necessary for a fair presentation of the consolidated financial statements have
been included. Operating results for the three and nine months ended September 30, 2018 are not necessarily
indicative of the results that may be expected for any other interim periods or for the entire year ending December 31,
2018. The unaudited consolidated financial statements included herein should be read in conjunction with the audited
financial statements and notes thereto included in the Company’s Annual Report on Form 10-K for the year ended
December 31, 2017 filed with the SEC.

Consolidation

The consolidated financial statements include the accounts of the Company and the accounts of its majority owned
subsidiaries and variable interest entities (“VIE”) for which it is the primary beneficiary. As a primary beneficiary, the
Company has both the power to direct the activities that most significantly impact the economic performance of the
VIE and a right to receive benefits or absorb losses of the entity that could be potentially significant to the VIE. The
Company is required to reconsider its evaluation of whether to consolidate a VIE each reporting period, based upon
changes in the facts and circumstances pertaining to the VIE. The Company consolidates certain trusts through which
it has securitized mortgage loans as a result of not meeting the sale criteria under GAAP at the time the financial
assets were transferred to the trust. All intercompany accounts and transactions have been eliminated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and the disclosure of contingent assets and
liabilities at the date of the financial statements as well as the reported amounts of revenue and expenses during the
reported period. Actual results could differ from those estimates. The most significant estimates used by management

10
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include, but are not limited to, amortization of premiums and discounts, fair value measurements of its investments,
and other-than-temporary impairments. These items are discussed further below within this note to the consolidated
financial statements.

11
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NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS
DYNEX CAPITAL, INC.
(amounts in thousands except share data)

Income Taxes

The Company has elected to be taxed as a real estate investment trust (“REIT”) under the Internal Revenue Code of
1986 and the corresponding provisions of state law. To qualify as a REIT, the Company must meet certain tests
including investing in primarily real estate-related assets and the required distribution of at least 90% of its annual
REIT taxable income to stockholders after consideration of its net operating loss (“NOL”) carryforward and not
including taxable income retained in its taxable subsidiaries. As a REIT, the Company generally will not be subject to
federal income tax on the amount of its income or capital gains that is distributed as dividends to shareholders.

The Company assesses its tax positions for all open tax years and determines whether the Company has any material
unrecognized liabilities in accordance with Accounting Standards Codification (“ASC”) Topic 740. The Company
records these liabilities, if any, to the extent they are deemed more likely than not to have been incurred.

Net Income Per Common Share

The Company calculates basic net income per common share by dividing net income to common shareholders for the
period by weighted-average shares of common stock outstanding for that period. The Company did not have any
potentially dilutive securities outstanding during the three or nine months ended September 30, 2018 or September 30,
2017.

Holders of unvested shares of the Company’s issued and outstanding restricted common stock are eligible to receive
non-forfeitable dividends. As such, these unvested shares are considered participating securities as per ASC Topic
260-10 and therefore are included in the computation of basic net income per common share using the two-class
method. Upon vesting, restrictions on transfer expire on each share of restricted stock, and each such share of
restricted stock represents one unrestricted share of common stock.

Because the Company’s 8.50% Series A Cumulative Redeemable Preferred Stock (the “Series A Preferred Stock™) and
7.625% Series B Cumulative Redeemable Preferred Stock (the “Series B Preferred Stock™) are redeemable at the
Company’s option for cash only and may convert into shares of common stock only upon a change of control of the
Company, the effect of those shares and their related dividends is excluded from the calculation of diluted net income
per common share.

Cash and Cash Equivalents

Cash and cash equivalents include cash on hand and highly liquid investments with original maturities of three months
or less.

Restricted Cash

Restricted cash consists of cash the Company has pledged to cover initial and variation margin with its financing and
derivative counterparties.

The Company has adopted Accounting Standards Update ("ASU") No. 2016-18, Statement of Cash Flows (Topic 230)
- Restricted Cash, which requires amounts generally described as restricted cash or restricted cash equivalents to be
included with cash and cash equivalents when reconciling the beginning of period and end of period total amounts

12
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shown on the statement of cash flows. Because this ASU is to be applied retrospectively to each period presented, “net
cash and cash equivalents used in financing activities” on the Company’s consolidated statement of cash flows for the
nine months ended September 30, 2017 now omits the change in restricted cash as previously reported for that period,
and that change is now included within “net increase in cash, cash equivalents, and restricted cash” in order to conform
to the current period’s presentation.

The following table provides a reconciliation of cash, cash equivalents, and restricted cash reported on the Company's

consolidated balance sheet as of September 30, 2018 that sum to the total of the same such amounts shown on the
Company’s consolidated statement of cash flows for the nine months ended September 30, 2018:

6
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NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS
DYNEX CAPITAL, INC.
(amounts in thousands except share data)

September 30,
2018
Cash and cash equivalents $ 55,251
Restricted cash 58,334

Total cash, cash equivalents, and restricted cash shown on consolidated statement of cash flows $ 113,585
Investments in Debt Securities

The Company’s investments in debt securities are designated as available-for-sale (“AFS”) and are recorded at fair value
on the Company’s consolidated balance sheet. Changes in unrealized gain (loss) on the Company’s debt securities are
reported in other comprehensive income (“OCI”) until the investment is sold, matures, or is determined to be other than
temporarily impaired. Although the Company generally intends to hold its AFS securities until maturity, it may sell

any of these securities as part of the overall management of its business. Upon the sale of an AFS security, any
unrealized gain or loss is reclassified out of accumulated other comprehensive income (“AOCI”) into net income as a
realized “gain (loss) on sale of investments, net” using the specific identification method.

The fair value of the Company’s debt securities pledged as collateral against repurchase agreements and derivative
instruments is disclosed parenthetically on the Company’s consolidated balance sheets.

Interest Income, Premium Amortization, and Discount Accretion. Interest income on debt securities is accrued based
on the outstanding principal balance (or notional balance in the case of interest-only, or “lO”, securities) and their
contractual terms. Premiums or discounts associated with the purchase of Agency MBS as well as any non-Agency
MBS rated ‘AA’ and higher are amortized or accreted into interest income over the expected life of such securities
using the effective yield method, and adjustments to premium amortization and discount accretion are made for actual
cash payments. The Company may also adjust premium amortization and discount accretion for changes in projected
future cash payments. The Company’s projections of future cash payments are based on input and analysis received
from external sources and internal models, and include assumptions about the amount and timing of loan prepayment
rates, fluctuations in interest rates, credit losses, and other factors. On at least a quarterly basis, the Company reviews
and makes any necessary adjustments to its cash flow projections and updates the yield recognized on these assets.
The Company does not estimate future prepayments on its fixed-rate Agency RMBS.

The Company holds certain non-Agency MBS that had credit ratings of less than ‘AA’ at the time of purchase or were
not rated by any of the nationally recognized credit rating agencies. A portion of these non-Agency MBS were
purchased at discounts to their par value, which management does not believe to be substantial. The discount is
accreted into income over the security’s expected life based on management’s estimate of the security’s projected cash
flows. Future changes in the timing of projected cash flows or differences arising between projected cash flows and
actual cash flows received may result in a prospective change in the effective yield on those securities.

Determination of MBS Fair Value. The Company estimates the fair value of the majority of its MBS based upon

prices obtained from third-party pricing services and broker quotes. The remainder of the Company’s MBS are valued
by discounting the estimated future cash flows derived from cash flow models that utilize information such as the
security’s coupon rate, estimated prepayment speeds, expected weighted average life, collateral composition, estimated
future interest rates, expected losses, and credit enhancements as well as certain other relevant information. Refer to
Note S for further discussion of MBS fair value measurements.

14
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Other-than-Temporary Impairment. An MBS is considered impaired when its fair value is less than its amortized cost.
The Company evaluates all of its impaired MBS for other-than-temporary impairments (“OTTI”) on at least a quarterly
basis. An impairment is considered other-than-temporary if: (1) the Company intends to sell the MBS; (2) it is more
likely than not that the Company will be required to sell the MBS before its fair value recovers; or (3) the Company
does not expect to recover the full amortized cost basis of the MBS. If either of the first two conditions is met, the
entire amount of the impairment is recognized in earnings. If the impairment is solely due to the inability to fully
recover the amortized cost basis, the security is further analyzed to quantify any credit loss, which is the difference
between the present value of cash flows expected to be collected on the MBS and its amortized cost. The credit loss, if
any, is then recognized in earnings, while the balance of impairment related to other factors is recognized in other
comprehensive income.

7
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NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS
DYNEX CAPITAL, INC.
(amounts in thousands except share data)

Following the recognition of an OTTI through earnings, a new cost basis is established for the security. Any
subsequent recoveries in fair value may be accreted back into the amortized cost basis of the MBS on a prospective
basis through interest income. Please see Note 2 for additional information related to the Company’s evaluation for
OTTL

Repurchase Agreements

The Company’s repurchase agreements, which are used to finance its purchases of debt securities, are accounted for as
secured borrowings under which the Company pledges its securities as collateral to secure a loan, which is equal in
value to a specified percentage of the estimated fair value of the pledged collateral. The Company retains beneficial
ownership of the pledged collateral. At the maturity of a repurchase agreement, the Company is required to repay the
loan and concurrently receives back its pledged collateral from the lender or, with the consent of the lender, the
Company may renew the agreement at the then prevailing financing rate. A repurchase agreement lender may require
the Company to pledge additional collateral in the event of a decline in the fair value of the collateral

pledged. Repurchase agreement financing is recourse to the Company and the assets pledged. Most of the Company’s
repurchase agreements are based on the September 1996 version of the Bond Market Association Master Repurchase
Agreement, which generally provides that the lender, as buyer, is responsible for obtaining collateral valuations from a
generally recognized source agreed to by both the Company and the lender, or, in an instance when such source is not
available, the value determination is made by the lender.

Derivative Instruments

The Company’s derivative instruments generally include interest rate swaps, Eurodollar futures, options on U.S.
Treasury futures, and forward contracts for the purchase or sale of non-specified Agency RMBS, commonly referred
to as “TBA securities” or “TBA contracts”. Derivative instruments are accounted for at the fair value of their unit of
account. Derivative instruments in a gain position are reported as derivative assets and derivative instruments in a loss
position are reported as derivative liabilities on the Company’s consolidated balance sheet. All periodic interest costs
and changes in fair value of derivative instruments, including gains and losses realized upon termination, maturity, or
settlement are recorded in “gain (loss) on derivative instruments, net” on the Company’s consolidated statement of
comprehensive income. Cash receipts and payments related to derivative instruments are classified in the investing
activities section of the consolidated statements of cash flows in accordance with the underlying nature or purpose of
the derivative transactions.

The Company’s interest rate swap agreements are privately negotiated in the over-the-counter (“OTC”) market and the
majority of these agreements are centrally cleared through the Chicago Mercantile Exchange (“CME”) with the rest
being subject to bilateral agreements between the Company and the swap counterparty. The Company’s CME cleared
swaps require that the Company post initial margin as determined by the CME, and in addition, variation margin is
exchanged, typically in cash, for changes in the fair value of the CME cleared swaps. Beginning in January 2017, as a
result of a change in the CME’s rulebook, the exchange of variation margin for CME cleared swaps is legally
considered to be the settlement of the derivative itself as opposed to a pledge of collateral. Accordingly, beginning in
2017, the Company accounts for the daily exchange of variation margin associated with its CME cleared interest rate
swaps as a direct increase or decrease to the carrying value of the related derivative asset or liability. The carrying
value of derivative instruments on the Company’s consolidated balance sheets is the unsettled fair value of the
instruments subject to bilateral agreements and not centrally cleared through the CME.

16
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A TBA security is a forward contract (“TBA contract”) for the purchase (“long position”) or sale (“short position”) of a
non-specified Agency MBS at a predetermined price with certain principal and interest terms and certain types of
collateral, but the particular Agency securities to be delivered are not identified until shortly before the settlement

date. The Company accounts for long and short positions in TBAs as derivative instruments because the Company
cannot assert that it is probable at inception and throughout the term of an individual TBA transaction that its
settlement will result in physical delivery of the underlying Agency RMBS, or the individual TBA transaction will not
settle in the shortest time period possible.

Please refer to Note 4 for additional information regarding the Company’s derivative instruments as well as_Note 5 for
information on how the fair value of these instruments are calculated.

17
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NOTES TO THE UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS
DYNEX CAPITAL, INC.
(amounts in thousands except share data)

Share-Based Compensation

Pursuant to the Company’s 2018 Stock and Incentive Plan (“2018 Plan”), the Company may grant share-based
compensation to eligible employees, non-employee directors or consultants or advisors to the Company, including
restricted stock awards, stock options, stock appreciation rights, performance units, restricted stock units, and
performance cash awards. The Company’s restricted stock currently issued and outstanding may be settled only in
shares of its common stock, and therefore are treated as equity awards with their fair value measured at the grant date
and recognized as compensation cost over the requisite service period with a corresponding credit to shareholders’
equity. The requisite service period is the period during which a participant is required to provide service in exchange
for an award, which is equivalent to the vesting period specified in the terms of the time-based restricted stock award.
None of the Company’s restricted stock awards have performance based conditions. The Company does not currently
have any share-based compensation issued or outstanding other than restricted stock issued to its employees, officers,
and directors.

Contingencies

In the normal course of business, there may be various lawsuits, claims, and other contingencies pending against the
Company. On a quarterly basis, the Company evaluates whether to establish provisions for estimated losses from
those matters. The Company recognizes a liability for a contingent loss when: (a) the underlying causal event has
occurred prior to the balance sheet date; (b) it is probable that a loss has been incurred; and (c) there is a reasonable
basis for estimating that loss. A liability is not recognized for a contingent loss when it is only possible or remotely
possible that a loss has been incurred, however, possible contingent losses shall be disclosed. If the contingent loss (or
an additional loss in excess of any accrual) is at least a reasonable possibility and material, then the Company
discloses a reasonable estimate of the possible loss or range of loss, if such reasonable estimate can be made. If the
Company cannot make a reasonable estimate of the possible material loss, or range of loss, then that fact is disclosed.

NOTE 2 — INVESTMENTS IN DEBT SECURITIES
The majority of the Company’s debt securities are pledged as collateral for the Company’s repurchase agreements. The

following tables present the Company’s debt securities by investment type as of the dates indicated:
September 30, 2018

Net . Gross Gross
Par Premium Amortized Unrealized Unrealized Fair Value WAC
. Cost . )]
(Discount) Gain Loss
RMBS:
Agency $1,761,274 $55,092 $1,816,366 $ 1,214 $42,428 ) $1,775,152 3.92%
Non-Agency 909 — 909 24 (20 ) 913 6.75%
1,762,183 55,092 1,817,275 1,238 (42,448 ) 1,776,065
CMBS:
Agency 987,266 9,792 997,058 363 (49,125 ) 948,296 3.08%
Non-Agency 7,027 (3,103 ) 3,924 1,399 — 5,323 8.90%
994,293 6,689 1,000,982 1,762 (49,125 ) 953,619
CMBS 10 @:
Agency — 308,174 308,174 2,197 (1,141 ) 309,230 0.59 %
Non-Agency — 254,153 254,153 2,403 (960 ) 255,596 0.59 %
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— 562,327 562,327 4,600
U.S. Treasuries: — — — —
Total AFS securities: $2,756,476 $624,108 $3,380,584 $ 7,600

9

(2,101 ) 564,826

$(93,674 ) $3,294,510

%
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The weighted average coupon (“WAC”) is the gross interest rate of the security weighted by the outstanding
principal balance (or by notional balance in the case of an 10 security).
The notional balance for Agency CMBS IO and non-Agency CMBS 10 was $13,238,960 and $10,391,240
respectively, as of September 30, 2018.
December 31, 2017
Net Gross Gross

ey
2)

Par Premium Amortized Unrealized Unrealized Fair Value WAC
. Cost . )]
(Discount) Gain Loss

RMBS:

Agency @ $1,146,553 $46,021 $1,192,574 $ 1,626 $(9,939 ) $1,184,261 3.56%

Non-Agency 1,070 — 1,070 41 (20 ) 1,091 6.75%
1,147,623 46,021 1,193,644 1,667 (9,959 ) 1,185,352

CMBS:

Agency 1,123,967 10,442 1,134,409 3,514 (13,572 ) 1,124,351 3.03%

Non-Agency 26,501 4,035 ) 22,466 2,298 — 24,764 5.47 %
1,150,468 6,407 1,156,875 5,812 (13,572 ) 1,149,115

CMBS 10 ®:

Agency — 375,361 375,361 5,238 (293 ) 380,306 0.62%

Non-Agency — 308,472 308,472 4,468 (724 ) 312,216 0.61%
— 683,833 683,833 9,706 (1,017 ) 692,522

U.S. Treasuries: 148,400 (133 ) 148,267 — (1,737 ) 146,530 2.13%

Total AFS securities: $2,446,491 $736,128 $3,182,619 $ 17,185  $(26,285 ) $3,173,519

(I)The WAC is the gross interest rate of the security weighted by the outstanding principal balance (or by notional
balance in the case of an 10 security).

(2)Includes purchased securities pending settlement.

(3)The notional balance for the Agency CMBS 10 and non-Agency CMBS 10 was $14,196,122 and $11,006,463,
respectively, as of December 31, 2017.

Actual maturities of MBS are affected by the contractual lives of the underlying mortgage collateral, periodic
payments of principal, prepayments of principal, and the payment priority structure of the security; therefore, actual
maturities are generally shorter than the securities' stated contractual maturities. The following table categorizes the
Company’s debt securities according to their stated maturity as of the dates indicated:

September 30, 2018 December 31, 2017

Amortized Fair Value Amortized Fair Value

Cost Cost
Less than 1 year $47,271  $47,217  $4,480 $4,542
>1 and <5 years 158,325 159,007 208,046 210,727
>5 and <10 years 935,687 893,930 1,334,795 1,326,178
> 10 years 2,239,301 2,194,356 1,635,298 1,632,072

$3,380,584 $3,294,510 $3,182,619 $3,173,519

The following table presents information regarding the sales that generated the “loss on sale of investments, net” on the
Company’s consolidated statements of comprehensive income for the periods indicated:
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Three Months Ended

September 30,

2018 2017

Proceeds Rzghzed Proceeds Rz?rlllzed

Received (Loss) Received (Loss)
Agency RMBS $— $— $393,502 $(5,160 )
Agency CMBS 48237 (1,720 ) 13,433 (51 )
Agency CMBS 10 10,571 127 — —
U.S. Treasuries 57,843 (133 ) — —

$116,651 $(1,726 ) $406,935 $(5,211 )

Nine Months Ended

September 30,

2018 2017

Proceeds Reghzed Proceeds Reghzed

Received (Laoss) Received (La;IslS)
Agency RMBS $217,837 $(7,785 ) $716,560 $(12,392)
Agency CMBS 156,995 (3,771 ) 206,993 523
Agency CMBS 10 10,571 127 — —
Non-Agency CMBS  — — 35,705 1,199
Non-Agency RMBS  — — 16,407 42
Non-Agency CMBS 10 8,695 51 — —
U.S. Treasuries 248,802 (6,567 ) — —

$642,900 $(17,945) $975,665 $(10,628)

The following table presents certain information for the AFS securities in an unrealized loss position as of the dates

indicated:

September 30, 2018

Gross 4 of
Fair Value Unrealized ..
Securities
Losses

Continuous unrealized loss position for

less than 12 months:
Agency MBS
Non-Agency MBS
U.S. Treasuries

$1,540,220 $(29,765 ) 91
79326 (447 )23
— — 0

Continuous unrealized loss position for

12 months or longer:
Agency MBS
Non-Agency MBS

$1,064,620 $(62,929 ) 58
31,282 (533 ) 13

December 31, 2017

Gross 4 of
Fair Value Unrealized ..
Securities
Losses

$1,293,798 $(9,769 ) 71
51406 @21 ) 11
146,530 (1,737 ) 1

$423,698 $(14,035 ) 30
20,414 (323 ) 12

Because the principal related to Agency MBS is guaranteed by the government-sponsored entities Fannie Mae and
Freddie Mac which have the implicit guarantee of the U.S. government, the Company does not consider any of the
unrealized losses on its Agency MBS to be credit related. Although the unrealized losses are not credit related, the

Company assesses its ability and intent to hold any Agency MBS with an unrealized loss until the recovery in its value

in accordance with GAAP.
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This assessment is based on the amount of the unrealized loss and significance of the related investment as well as the
Company’s leverage and liquidity position. Based on this analysis, the Company has determined that the unrealized
losses on its Agency MBS as of September 30, 2018 and December 31, 2017 were temporary.

The Company reviews any non-Agency MBS in an unrealized loss position to evaluate whether any decline in fair
value represents an OTTI. The evaluation includes a review of the credit ratings of the non-Agency MBS, the credit
characteristics of the mortgage loans collateralizing these securities, and the estimated future cash flows including
projected collateral losses. The Company performed this evaluation for its non-Agency MBS in an unrealized loss
position and has determined that there have not been any adverse changes in the timing or amount of estimated future
cash flows that necessitate a recognition of OTTI amounts as of September 30, 2018 or December 31, 2017.

NOTE 3 - REPURCHASE AGREEMENTS

The Company’s repurchase agreements outstanding as of September 30, 2018 and December 31, 2017 are summarized
in the following tables:

September 30, 2018 December 31, 2017

Weighted I;;ur Value Weighted l;;ur Value

Collateral Type Balance ﬁ;/teerage Collateral Balance ﬁ:::age Collateral
Pledged Pledged

Agency RMBS $1,362,687 2.26 % $1,423,415 $836,281 1.47 % $867,120
Agency CMBS 840,346 222 % 897,077 1,003,146 1.44 % 1,071,904
Agency CMBS 10 271,305 272 % 302,403 324,163 217 % 372,077
Non-Agency CMBS 10 216,520 3.11 % 255,090 263,694 243 % 311,571
Non-Agency CMBS — — % — 15,508 247 % 18,212
U.S. Treasuries — — % — 123,110 1.85 % 124,215

Total repurchase agreements $2,690,858 2.36 % $2,877,985 $2,565,902 1.67 % $2,765,099

The Company also had $182,922 and $156,899 payable to counterparties as of September 30, 2018 and December 31,
2017, respectively, which consisted of securities pending settlement as of those respective dates.

The following table provides information on the remaining term to maturity and original term to maturity for the

Company’s repurchase agreements as of the dates indicated:
September 30, 2018 December 31, 2017

WAVG WAVG
Remaining Term to Maturity Balance Original Balance Original
Term to Term to
Maturity Maturity
Less than 30 days $2,081,391 45 $2,240,791 49
30 to 90 days 609,467 91 274,231 90
91 to 180 days — — 50,880 121
Total $2,690,858 55 $2,565,902 54

The following table lists the counterparties with whom the Company had approximately 10% or more of its
shareholders’ equity at risk (defined as the excess of collateral pledged over the borrowings outstanding):
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September 30, 2018
Weighted E
Counterparty Name Balance Average
Rate
Wells Fargo Bank, N. A. and affiliates $303,564 2.93 % $47,192

quity
at Risk

Of the amount outstanding with Wells Fargo Bank, N.A. and affiliates, $228,992 is under a committed repurchase
facility which has an aggregate maximum borrowing capacity of $400,000 and is scheduled to mature on May 12,
2019, subject to early termination provisions contained in the master repurchase agreement. The facility is
collateralized by CMBS 10, and its weighted average borrowing rate as of September 30, 2018 was 3.10%.

As of September 30, 2018, the Company had repurchase agreement amounts outstanding with 17 of its 35 available
repurchase agreement counterparties. The Company’s counterparties, as set forth in the master repurchase agreement
with the counterparty, require the Company to comply with various customary operating and financial covenants,
including, but not limited to, minimum net worth and earnings, maximum declines in net worth in a given period, and
maximum leverage requirements as well as maintaining the Company’s REIT status. In addition, some of the
agreements contain cross default features, whereby default under an agreement with one lender simultaneously causes
default under agreements with other lenders. To the extent that the Company fails to comply with the covenants
contained in these financing agreements or is otherwise found to be in default under the terms of such agreements, the
counterparty has the right to accelerate amounts due under the master repurchase agreement. The Company was in full
compliance with all covenants as of September 30, 2018.

The Company's repurchase agreements are subject to underlying agreements with master netting or similar
arrangements, which provide for the right of offset in the event of default or in the event of bankruptcy of either party
to the transactions. The Company reports its repurchase agreements to these arrangements on a gross basis. The
following tables present information regarding the Company's repurchase agreements as if the Company had
presented them on a net basis as of September 30, 2018 and December 31, 2017:

Net Gross Amount Not

Gross Amount of Offset in the Balance
Gross Amount . ...
. Liabilities Sheet (D
Amount of Offset in ) ) Net
) Presented Financial
Recognized the . Cash Amount
AN in the Instruments
Liabilities  Balance Posted as
Sheet Balance Posted as Collateral
Sheet Collateral
September 30, 2018
Repurchase agreements $2,690,858 $ —$2,690,858 $(2,690,858) $ —3$ —

December 31, 2017
Repurchase agreements $2,565,902 $ —$2,565,902 $(2,565,902) $ —3$ —
Amounts disclosed for collateral received by or posted to the same counterparty include cash and the fair value of
(1)debt securities up to and not exceeding the net amount of the asset or liability presented in the balance sheet. The
fair value of the total collateral received by or posted to the same counterparty may exceed the amounts presented.

Please see Note 4 for information related to the Company’s derivatives which are also subject to underlying
agreements with master netting or similar arrangements.

NOTE 4 - DERIVATIVES

The Company is a party to certain types of financial instruments that are accounted for as derivative instruments.
Please refer to Note 1 for information related to the Company’s accounting policy for its derivative instruments.
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Types and Uses of Derivatives Instruments

Interest Rate Derivatives. Changing interest rates impact the fair value of the Company’s investments as well as the
interest rates on the Company’s repurchase agreement borrowings used to finance its investments. The Company
primarily uses

13
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interest rate swaps and Eurodollar futures as economic hedges to mitigate declines in book value and to protect some
portion of the Company's earnings from rising interest rates.

TBA Transactions. The Company also holds long positions in TBA securities by executing a series of transactions
which effectively delay the settlement of a forward purchase of a non-specified Agency RMBS by entering into an
offsetting TBA short position, net settling the paired-off positions in cash, and simultaneously entering into an
identical TBA long position with a later settlement date. These long positions in TBA securities (“dollar roll positions™)
are viewed by management as economically equivalent to investing in and financing non-specified fixed-rate Agency
RMBS. TBA securities purchased for a forward settlement month are generally priced at a discount relative to TBA
securities sold for settlement in the current month. This discount, often referred to as “drop income” represents the
economic equivalent of net interest income (interest income less implied financing cost) on the underlying Agency
security from trade date to settlement date.

Periodically, the Company may also hold short positions in TBA securities for the purpose of economically hedging a
portion of the impact of changing interest rates on the fair value of the Company’s fixed-rate Agency RMBS. The
Company did not hold any short positions in TBA securities as of September 30, 2018.

Other Derivatives. The Company periodically utilizes options on Treasury futures in order to manage the duration of
the Company’s investment portfolio while minimizing the impact on the Company’s exposure to the spread risk
inherent in owning MBS. The options on Treasury futures outstanding as of September 30, 2018 will expire during the
fourth quarter of 2018.

The table below summarizes information about the fair value by type of derivative instrument on the Company’s
consolidated balance sheets as of the dates indicated:

September December

Type of Derivative Instrument Balance Sheet Location Purpose 30,2018 31,2017

Interest rate swaps Derivative assets Economic hedging $ 694 $791

Eurodollar futures Derivative assets Economic hedging — 666

TBA securities Derivative assets Trading 871 1,483

Call Options on U.S. Treasury futures Derivative assets Trading 328 —

Put Options on U.S. Treasury futures Derivative assets Trading 719 —
$2,612  $2,940

TBA securities Derivative liabilities Trading $(2,039 ) $—

TBA securities Derivative liabilities Economic hedging — 269 )
$(2,039 ) $(269 )

14

26



Edgar Filing: DYNEX CAPITAL INC - Form 10-Q

The following tables present information about the Company’s interest rate swaps as of the dates indicated:
September 30, 2018
Weighted-Average:

Net Pay Fair
Years to Maturity: Notional Rate Life Remaining (in Years) Value
Amount (D @ 3)
< 3 years $1,520,000 2.01% 1.4 $ 694

>3 and < 6 years 1,290,000 2.10% 4.1 —

>6 and < 10 years 1,150,000 2.61% 7.9 —
>10 years 220,000 2.81% 22.2 —

Total $4,180,000 2.24% 5.1 $ 694

December 31, 2017
Weighted-Average:

Net Pay Fair
Years to Maturity: Notional Rate Life Remaining (in Years) Value
Amount (D @ 3)
< 3 years $3,320,000 1.35% 0.7 $ 791

>3 and < 6 years 1,210,000 2.00% 4.6 —
>6 and < 10 years 1,025,000 2.49% 8.0 —
>10 years 120,000 2.75% 17.3 —

Total $5,675,000 1.71% 3.1 $791

The net notional amounts included in the tables above represent pay-fixed interest rate swaps, net of any
(1)receive-fixed interest rate swaps, and include $1,525,000 and $2,655,000 of pay-fixed forward starting interest rate
swaps as of September 30, 2018 and December 31, 2017, respectively.
Excluding forward starting pay-fixed interest rate swaps, the weighted average pay rate was 1.66% and 1.36% as of
September 30, 2018 and December 31, 2017, respectively.
The majority of the Company’s interest rate swap agreements are centrally cleared through the CME. Please refer to
(3)Note 1 for information regarding the exchange of variation margin being legally considered as settlement of the

derivative as opposed to a pledge of collateral.

2

The following table summarizes information about the Company's TBA securities as of the dates indicated:
September 30, 2018
Notional Implied Implied Net

TBA Securities: Amount Cost Basis Market Carrying
@ @ Value @ Value @

Dollar roll positions $761,000 $780,865 $779,697 $(1,168)

Economic hedges  $— $— $— $—

December 31, 2017
Notional Implied Implied Net
Amount Cost Basis Market Carrying
@ @ Value ®  Value @
Dollar roll positions $795,000 $829,425 $830,908 $1,483
Economic hedges ~ $150,000 $(153,797) $(154,066) $(269 )
(I)Notional amount represents the par value (or principal balance) of the underlying Agency MBS as if settled as of
the end of the period.
Implied cost basis represents the forward price to be paid for the underlying Agency MBS as if settled as of end of
the period.
Implied market value represents the estimated fair value of the underlying Agency MBS as if settled as of the end
of the period.

2
3)
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Net carrying value is the amount included on the consolidated balance sheets within “derivative assets (liabilities)”
(4)and represents the difference between the implied market value and the implied cost basis of the TBA security as
of the end of the period.

The tables below summarize changes in the Company’s derivative instruments for the periods indicated:

Notional Notional
Amount as Settlements, Amount as
Type of Derivative Instrument of Additions Terminations, of
December or Pair-Offs  September
31,2017 30, 2018
Receive-fixed interest rate swaps $100,000 $ —$(100,000 ) $ —
Pay-fixed interest rate swaps 5,775,000 955,000 (2,550,000 ) 4,180,000
Eurodollar futures () 1,950,000 — (1,950,000 ) —
TBA dollar roll positions 795,000 7,857,000 (7,891,000 ) 761,000
TBA economic hedges 150,000 — (150,000 ) —
Call Options on U.S. Treasury futures — 100,000 — 100,000
Put Options on U.S. Treasury futures — 400,000 (300,000 ) 100,000

The Eurodollar futures notional amounts represent the total notional of the 3-month contracts all of which expire in
(1)2018. The maximum notional outstanding for any future 3-month period did not exceed $650,000 during the period
indicated.

The table below provides detail of the Company’s “gain (loss) on derivative instruments, net” by type of derivative for
the periods indicated:
Three Months Nine Months

Ended Ended

September 30, September 30,
Type of Derivative Instrument 2018 2017 2018 2017
Receive-fixed interest rate swaps $(153 ) $(99 ) $(1,658) $746
Pay-fixed interest rate swaps 25,172 (611 ) 95,491 (18,799)
Eurodollar futures (189 ) — 1,886 —
TBA dollar roll positions (5,204 ) 6,703 (18,256 ) 8,419
TBA economic hedges — — 293 —
Call Options on U.S. Treasury futures 148 — 148 —
Put Options on U.S. Treasury futures 275 ) — 616 —

Gain (loss) on derivative instruments, net $19,499 $5,993 $78,520 $(9,634)

There is a net unrealized gain of $240 remaining in AOCI on the Company’s consolidated balance sheet as of
September 30, 2018 which represents the activity related to interest rate swap agreements while they were previously
designated as cash flow hedges, and this amount will be recognized in the Company’s net income as an adjustment to
“interest expense” over the remaining contractual life of the agreements. The Company estimates a credit of $177 will
be reclassified to net income as a reduction of “interest expense” within the next 12 months.

A portion of the Company’s interest rate swaps were entered into under bilateral agreements which contain
cross-default provisions with other agreements between the parties. In addition, these bilateral agreements contain
financial and operational covenants similar to those contained in the repurchase agreements as described in Note 3.
The Company was in compliance with all covenants with respect to bilateral agreements under which interest rate
swaps were entered into as of September 30, 2018.

The Company's derivatives are subject to underlying agreements with master netting or similar arrangements, which
provide for the right of offset in the event of default or in the event of bankruptcy of either party to the transactions.
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The Company reports its derivative assets and liabilities subject to these arrangements on a gross basis. The following
tables present information
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regarding those derivative assets and liabilities subject to such arrangements as if the Company had presented them on

a net basis as of September 30, 2018 and December 31, 2017:

Offsetting of Assets
Net Gross Amount Not
Gross Offset in the
Gross Amount
Amount Balance Sheet (D
Amount . of Assets . .
Offset in Financial Net
of Presented as
the . Instrumenﬁ ) Amount
Recogméec} in the ] eceived
alance Received
Assets Balance as
Sheet Sheet as Collateral
Collateral
September 30, 2018
Interest rate swaps $694 $ —3$ 694 $— $ — $ 694
Eurodollar Futures — — — — — —
TBA securities 871 — 871 (346 ) (123 ) 402
Options on U.S. Treasury futures 1,047 — 1,047 (1,047 ) — —
Derivative assets $2,612 $ —$2,612 $(1,393) $ (123 ) $1,096
December 31, 2017
Interest rate swaps $791 $ —$ 791 $— $ — $791
Eurodollar Futures 666 — 666 — (666 ) —
TBA securities 1,483 — 1,483 (180 ) — 1,303
Options on U.S. Treasury futures — — — — — —
Derivative assets $2,940 $ —$2940 $(180 ) $ (666 ) $2,094

Offsetting of Liabilities
Gross Amount

Gross Net Not Offset in the
Gross Amount of
Amount .. ... Balance Sheet (D
Amount . Liabilities _. )
Offset in Financial Net
of Presented
.the ) Instruméniash Amount
Recognlﬁe(} in the
. ..o .Balance Posted Posted as
Liabiliti Balance
Sheet Collateral
Collateral
September 30, 2018
Interest rate swaps $—  $ —$ — $— $— $ —
TBA securities 2,039 — 2,039 (346 ) (873 ) 820
Derivative liabilities $2,039 $ —$2039 $(346) $ (873 ) $ 820
December 31, 2017
Interest rate swaps $—  $ —$ — $— $— $ —
TBA securities 269 — 269 (180 ) — 89
Derivative liabilities $269 $ —$ 269 $(180) $ — $ 89

Amounts disclosed for collateral received by or posted to the same counterparty include cash and the fair value of
(1)MBS up to and not exceeding the net amount of the asset or liability presented in the balance sheet. The fair value
of the total collateral received by or posted to the same counterparty may exceed the amounts presented.
Please see Note 3 for information related to the Company’s repurchase agreements which are also subject to underlying
agreements with master netting or similar arrangements.
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NOTE 5 - FAIR VALUE OF FINANCIAL INSTRUMENTS

ASC Topic 820 defines fair value as the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date. ASC Topic 820 clarifies that fair value
should be based on the assumptions market participants would use when pricing an asset or liability and also requires
an entity to consider all aspects of nonperformance risk, including the entity’s own credit standing, when measuring
fair value of a liability. ASC Topic 820 established a valuation hierarchy of three levels as follows:

Level 1 - Inputs are unadjusted, quoted prices in active markets for identical assets or liabilities as of the measurement
date.

Level 2 — Inputs include quoted prices in active markets for similar assets or liabilities; quoted prices in inactive
markets for identical or similar assets or liabilities; or inputs either directly observable or indirectly observable
through correlation with market data at the measurement date and for the duration of the instrument’s anticipated life.
Level 3 — Unobservable inputs are supported by little or no market activity. The unobservable inputs represent
management’s best estimate of how market participants would price the asset or liability at the measurement

date. Consideration is given to the risk inherent in the valuation technique and the risk inherent in the inputs to the
model.

The Company reviews the classification of its financial instruments within the fair value hierarchy on a quarterly
basis, and management may conclude that its financial instruments should be reclassified to a different level in the
future if a change in type of inputs occurs.

The following table presents the Company’s financial instruments that are measured at fair value on a recurring basis
by their valuation hierarchy levels as of the dates indicated:
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Assets carried at fair value:
Investments in securities:
Mortgage-backed securities
U.S. Treasuries

Derivative assets:

Interest rate swaps
Eurodollar futures

TBA securities
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September 30, 2018

Fair Value

$3,294,510

694

871

Options on U.S. Treasury futures 1,047

Total assets carried at fair value

Liabilities carried at fair value:

TBA securities

$3,297,122

2,039

Total liabilities carried at fair value $2,039

Assets carried at fair value:
Investments in securities:
Mortgage-backed securities
U.S. Treasuries

Derivative assets:

Interest rate swaps
Eurodollar futures

TBA securities

Total assets carried at fair value

Liabilities carried at fair value:

TBA securities

Level 1 -
Unadjusted
Quoted
Prices in
Active
Markets

$—

1,047
$ 1,047

$—

December 31, 2017

Fair Value

$3,026,989
146,530

791

666

1,483
$3,176,459

269

Total liabilities carried at fair value $269

Level 1 -
Unadjusted
Quoted
Prices in
Active
Markets

$—
146,530

666

$ 147,196

$—

Level 2 -
Observable
Inputs

$3,288,274

694

871

$3,289,839

2,039
$2,039

Level 2 -
Observable
Inputs

$3,019,746

791

1,483
$3,022,020

269
$269

Level 3 -
Unobservable
Inputs

$ 6,236

$ 6,236

Level 3 -
Unobservable
Inputs

$ 7,243

$ 7,243

$ —

The fair value of interest rate swaps is measured using the income approach with the primary input being the forward

interest rate swap curve, which is considered an observable input, and thus their fair values are considered Level 2

measurements. Eurodollar futures and options on U.S. Treasury futures are valued based on closing exchange prices

on these contracts and are classified accordingly as Level 1 measurements. The fair value of TBA securities is

estimated using methods similar those used to fair value the Company’s Level 2 MBS.
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The fair value measurements for a majority of the Company's MBS are considered Level 2 because these securities are
substantially similar to securities that either are actively traded or have been recently traded in their respective
markets. The Company determines the fair value of its Level 2 securities based on prices received from the Company's
primary pricing service as well as other pricing services and brokers. The Company evaluates the third party prices it
receives to assess their reasonableness. Although the Company does not adjust third party prices, they may be
excluded from use in the determination of a security's fair value if they are significantly different from other
observable market data. In valuing a security, the primary pricing service uses either a market approach, which uses
observable prices and other relevant information that is generated by market transactions of identical or similar
securities, or an income approach, which uses valuation techniques to convert future amounts to a single, discounted
present value amount. The Company also reviews the assumptions and inputs utilized in the valuation techniques of
its primary pricing service. Examples of these observable inputs and assumptions include market interest rates, credit
spreads, and projected prepayment speeds, among other things.

The Company owns certain non-Agency MBS for which there are not sufficiently recent trades of substantially similar
securities, and their fair value measurements are thus considered Level 3. The Company determines the fair value of
its Level 3 securities by discounting the estimated future cash flows derived from cash flow models using significant
inputs which are determined by the Company when market observable inputs are not available. Information utilized in
those pricing models include the security’s credit rating, coupon rate, estimated prepayment speeds, expected weighted
average life, collateral composition, estimated future interest rates, expected credit losses, and credit enhancement as
well as certain other relevant information. Significant changes in any of these inputs in isolation may result in a
significantly different fair value measurement. Level 3 assets are generally most sensitive to the default rate and
severity assumptions.

The activity of the Company’s non-Agency MBS measured at fair value on a recurring basis using Level 3 inputs is
presented in the following table for the periods indicated:

Nine Months
Ended
September 30,
2018
Balance as of beginning of period $ 7,243
Unrealized loss included in OCI (862 )
Principal payments (1,031 )
Accretion 886
Balance as of end of period $ 6,236
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The following table presents a summary of the carrying value and estimated fair values of the Company’s financial
instruments as of the dates indicated:
September 30, 2018 December 31, 2017

gzlrl};lng Fair Value S:l?:ng Fair Value
Assets:
Mortgage-backed securities $3,294,510 $3,294,510 $3,026,989 $3,026,989
U.S. Treasuries — — 146,530 146,530
Mortgage loans held for investment, net () 12,342 9,165 15,738 12,973
Derivative assets 2,612 2,612 2,940 2,940
Liabilities:
Repurchase agreements (2 $2,690,858 $2,690,858 $2,565,902 $2,565,902
Non-recourse collateralized financing () 3,709 3,742 5,520 5,554
Derivative liabilities 2,039 2,039 269 269

The Company determines the fair value of its mortgage loans held for investment, net and its non-recourse
(1)collateralized financing using internally developed cash flow models with inputs similar to those used to estimate
the fair value of the Company’s Level 3 non-Agency MBS.
(2) The carrying value of repurchase agreements generally approximates fair value due to their short-term maturities.

NOTE 6 - SHAREHOLDERS’ EQUITY AND SHARE-BASED COMPENSATION
Preferred Stock

The Company's articles of incorporation authorize the issuance of up to 50,000,000 shares of preferred stock, par
value $0.01 per share, of which the Company’s Board of Directors has designated 8,000,000 shares of 8.50% Series A
Preferred Stock and 7,000,000 shares of 7.625% Series B Preferred Stock, (the Series A Preferred Stock and the Series
B Preferred Stock collectively, the “Preferred Stock™). The Company had 2,300,000 shares of its Series A Preferred
Stock and 3,641,659 shares of its Series B Preferred Stock issued and outstanding as of September 30, 2018 compared
to 2,300,000 shares of Series A Preferred Stock and 3,588,680 shares of Series B Preferred Stock as of December 31,
2017.

The Preferred Stock has no maturity and will remain outstanding indefinitely unless redeemed or otherwise
repurchased or converted into common stock pursuant to the terms of the Preferred Stock. The Company's Preferred
Stock may be redeemed in whole, or in part, at any time and from time to time at the Company's option at a cash
redemption price of $25.00 per share plus any accumulated and unpaid dividends. Because the Preferred Stock is
redeemable only at the option of the issuer, it is classified as equity on the Company’s consolidated balance sheet. The
Series A Preferred Stock pays a cumulative cash dividend equivalent to 8.50% of the $25.00 liquidation preference
per share each year and the Series B Preferred Stock pays a cumulative cash dividend equivalent to 7.625% of the
$25.00 liquidation preference per share each year. The Company paid its regular quarterly dividends on its Preferred
Stock for the third quarter on October 15, 2018 to shareholders of record as of October 1, 2018.

Common Stock

The Company declared a third quarter common stock dividend of $0.18 per share that was paid on October 31, 2018
to shareholders of record as of October 3, 2018.

Stock and Incentive Plans. The Company’s Board adopted the 2018 Stock and Incentive Plan which was approved by
the Company’s shareholders on May 15, 2018. The 2018 Plan, which replaced the Company’s 2009 Stock and Incentive
Plan (the “2009 Plan”), reserves for issuance up to 3,000,000 shares of common stock for eligible employees,
non-employee directors, consultants, and advisors to the Company to be granted in the form of stock options,
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restricted stock awards, restricted stock units, stock appreciation rights, performance units, and performance cash
awards. During the nine months ended September 30,

21

38



Edgar Filing: DYNEX CAPITAL INC - Form 10-Q

2018, 36,924 shares of restricted stock were issued under the 2018 Plan. Awards previously granted under the 2009
Plan will remain outstanding in accordance with their terms, but the Company will not grant any new equity awards

under the 2009 Plan.

Total stock-based compensation expense recognized by the Company for the three and nine months ended
September 30, 2018 was $301 and $930, respectively, compared to $388 and $1,567, respectively, for the three and

nine months ended September 30, 2017. The following table presents a rollforward of the restricted stock activity for

the periods indicated:

Restricted stock outstanding as of beginning of period

Restricted stock granted
Restricted stock vested

Restricted stock outstanding as of end of period

Restricted stock outstanding as of beginning of period

Restricted stock granted
Restricted stock vested

Restricted stock outstanding as of end of period

Three Months Ended

September 30,

2018 2017
Weighted Weighted
Average Average
Grant Grant

Shares Date Fair Shares Date Fair
Value Value
Per Share Per Share

341,713 $ 6.37 353,103 $ 7.01

341,713 $ 6.37 353,103 $ 7.01

Nine Months Ended

September 30,

2018 2017
Weighted Weighted
Average Average
Grant Grant

Shares Date Fair Shares Date Fair
Value Value
Per Share Per Share

353,103 $ 7.01 553,396 §$ 7.55
213,157 6.28 138,166 6.76
(224,547) 7.28 (338,459) 7.80
341,713  $ 6.37 353,103 $ 7.01

As of September 30, 2018, the grant date fair value of the Company’s remaining nonvested restricted stock is $1,534
which will be amortized into compensation expense over a weighted average period of 1.8 years.

NOTE 7 - SUBSEQUENT EVENTS

Management has evaluated events and circumstances occurring as of and through the date this Quarterly Report on

Form 10-Q was filed with the SEC and has determined that there have been no significant events or circumstances that
qualify as a "recognized" or "nonrecognized" subsequent event as defined by ASC Topic 855.
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ITEM 2 MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
‘OPERATIONS

The following discussion should be read in conjunction with our unaudited financial statements and the accompanying

notes included in Part 1, Item 1. “Financial Statements” in this Quarterly Report on Form 10-Q and our audited financial
statements and the accompanying notes included in Part II, Item 8 in our Annual Report on Form 10-K for the year

ended December 31, 2017. References herein to “Dynex,” the “Company,” “we,” “us,” and “our” include Dynex Capital, Inc.
its consolidated subsidiaries, unless the context otherwise requires. In addition to current and historical information,

the following discussion and analysis contains forward-looking statements within the meaning of the Private

Securities Litigation Reform Act of 1995. These statements relate to our future business, financial condition or results

of operations. For a description of certain factors that may have a significant impact on our future business, financial

condition or results of operations, see “Forward-Looking Statements” at the end of this discussion and analysis.

For more information about our business including our operating policies, investment philosophy and strategy,
financing and hedging strategies, and other important information, please refer to Part I, Item 1 of our Annual Report
on Form 10-K for the year ended December 31, 2017.

EXECUTIVE OVERVIEW
Company Overview

We are an internally managed mortgage real estate investment trust, or mortgage REIT, which primarily invests in
residential and commercial mortgage-backed securities (“MBS”). We finance our investments principally with
borrowings under repurchase agreements. Our common stock is traded on the New York Stock Exchange (“NYSE”)
under the symbol “DX”. Our objective is to provide attractive risk-adjusted returns to our shareholders over the long
term that are reflective of a leveraged, high quality fixed income portfolio with a focus on capital preservation. We
seek to provide returns to our shareholders primarily through regular quarterly dividends and also through capital
appreciation.

We also have two series of preferred stock outstanding, our 8.50% Series A Cumulative Redeemable Preferred Stock
(the "Series A Preferred Stock™) which is traded on the NYSE under the symbol "DXPRA", and our 7.625% Series B
Cumulative Redeemable Preferred Stock (the "Series B Preferred Stock") which is traded on the NYSE under the
symbol "DXPRB".

We invest in Agency and non-Agency MBS consisting of residential MBS (“RMBS”), commercial MBS (“CMBS”) and
CMBS interest-only ("IO") securities. Agency MBS have a guaranty of principal payment by an agency of the U.S.
government or a U.S. government-sponsored entity ("GSE") such as Fannie Mae and Freddie Mac. Non-Agency MBS
have no such guaranty of payment. Our investments in non-Agency MBS are generally higher quality senior or
mezzanine classes (typically rated 'A" or better by one or more of the nationally recognized statistical rating
organizations) because they are typically more liquid (i.e., they are more easily converted into cash either through

sales or pledges as collateral for repurchase agreement borrowings) and have less exposure to credit losses than
lower-rated non-Agency MBS. We may also invest in debt securities issued by the United States Department of the
Treasury (“the Treasury” and such securities, “U.S. Treasuries”).

RMBS. The majority of our RMBS are Agency issued securities collateralized primarily by fixed-rate single family
mortgage loans. The remainder of our RMBS portfolio is collateralized by adjustable-rate mortgage loans (“ARMs”),
which have interest rates that generally adjust at least annually to an increment over a specified interest rate index, and
hybrid ARMs, which are loans that have a fixed rate of interest for a specified period (typically three to ten years) and
then adjust their interest rate at least annually to an increment over a specified interest rate index (primarily one-year
LIBOR).
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We also purchase to-be-announced securities (“TBAs” or “TBA securities”) as a means of investing in and financing
non-specified fixed-rate Agency RMBS. A TBA security is a forward contract (“TBA contract”) for the purchase (“long
position”) or sale (“short position”) of a fixed-rate Agency MBS at a predetermined price with certain principal and
interest terms and certain types of collateral, but the particular Agency securities to be delivered are not identified

until shortly before the settlement date. Our purchases of TBAs are financed by executing a series of transactions

which effectively delay the settlement of a forward purchase of a non-specified Agency RMBS by entering into an
offsetting TBA short position, net settling the paired-off positions in cash, and simultaneously entering into an

identical TBA long position with a later settlement date. We refer to these net long
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positions in TBAs as “dollar roll positions” and view them as economically equivalent to investing in and financing
Agency RMBS using short-term repurchase agreements. TBAs purchased for a forward settlement month are
generally priced at a discount relative to TBAs sold for settlement in the current month. This discount, often referred
to as “drop income”, represents the economic equivalent of net interest income (interest income less implied financing
cost) on the underlying Agency security from trade date to settlement date. We may also enter into short positions in
TBAs as economic hedges. We account for all TBAs (whether dollar roll positions or economic hedges) as derivative
instruments because we cannot assert that it is probable at inception and throughout the term of an individual TBA
transaction that its settlement will result in physical delivery of the underlying Agency RMBS, or the individual TBA
transaction will not settle in the shortest period possible.

CMBS. The majority of our CMBS investments are fixed-rate Agency-issued securities backed by multifamily
housing loans. The remainder of our CMBS portfolio contains non-Agency issued securities backed by multifamily
housing as well as other commercial real estate property types such as office building, retail, hospitality, and health
care. Loans underlying CMBS are generally fixed-rate, mature in eight to eighteen years, have amortization terms of
up to 30 years, and are geographically dispersed. These loans typically have some form of prepayment protection
provisions (such as prepayment lock-out) or prepayment compensation provisions (such as yield maintenance or
prepayment penalty). Yield maintenance and prepayment penalty requirements are intended to create an economic
disincentive for the loans to prepay.

CMBS 10. CMBS IO are interest-only securities issued as part of a CMBS securitization and represent the right to
receive a portion of the monthly interest payments (but not principal cash flows) on the unpaid principal balance of the
underlying pool of commercial mortgage loans. We invest in both Agency-issued and non-Agency issued CMBS IO.
The loans collateralizing CMBS IO pools are very similar in composition to the pools of loans that collateralize
CMBS as discussed above. Since CMBS 10O securities have no principal associated with them, the interest payments
received are based on the unpaid principal balance of the underlying pool of mortgage loans, which is often referred to
as the notional amount. Most loans in these securities have some form of prepayment protection from early repayment
including absolute loan prepayment lock-outs, loan prepayment penalties, or yield maintenance requirements similar
to CMBS described above. There are no prepayment protections, however, if the loan defaults and is partially or
wholly repaid earlier because of loss mitigation actions taken by the underlying loan servicer, and therefore yields on
CMBS 10 investments are dependent upon the underlying loan performance. Because Agency-issued MBS generally
contain higher credit quality loans, Agency CMBS IO are expected to have a lower risk of default than non-Agency
CMBS 10. Our CMBS IO investments are investment grade-rated with the majority rated ‘AAA’ by at least one of the
nationally recognized statistical rating organizations.

Financing. We use leverage to enhance the returns on our invested capital by pledging our investments as collateral
for borrowings primarily through the use of uncommitted repurchase agreements with major financial institutions and
broker-dealers. These repurchase agreements generally have original terms to maturity of overnight to six months,
though in some instances we may enter into longer-dated maturities depending on market conditions. We pay interest
on our repurchase agreement borrowings at a rate usually based on a spread to a short-term interest rate such as
LIBOR and fixed for the term of the borrowing. Borrowings under these repurchase agreements are renewable at the
discretion of our lenders and do not contain guaranteed roll-over terms. One of our repurchase agreement lenders
provides a committed repurchase agreement financing facility to us with an aggregate borrowing capacity of $400.0
million that expires in May 2019.

Hedging. We use derivatives, primarily interest rate swaps, to hedge our exposure to changes in interest rates. Such
exposure results from our ownership of investments which are primarily fixed-rate and financed with repurchase
agreements which have adjustable rates and significantly shorter maturities than the weighted average life of our
investments. Changes in interest rates can impact the market value of our investments and our net interest income,
thereby ultimately impacting book value per common share. We frequently adjust our hedging portfolio based on our
expectation of future interest rates, including the absolute level of rates and the slope of the yield curve versus market
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expectations.
Factors that Affect Our Financial Condition and Results of Operations

In assessing our financial performance, management primarily focuses on net interest income, net interest spread, net
income, comprehensive income, book value per common share, and core net operating income to common
shareholders (a non-GAAP measure) as measures of our financial performance. Our financial performance may be
impacted by a number of factors, many of which are related to or influenced by macroeconomic conditions, market
volatility, geopolitical conditions, U.S. Federal Reserve policy, U.S. fiscal and regulatory policy, and foreign central
bank and government policy. Other factors that may impact

24

43



Edgar Filing: DYNEX CAPITAL INC - Form 10-Q

our financial performance include, but are not limited to, the absolute level of interest rates, the relative slope of
interest rate curves, changes in interest rates and market expectations of future interest rates, actual and estimated
future prepayment rates on our investments, supply of investments, competition for investments, economic conditions
and their impact on the credit performance of our investments, and market required yields as reflected by market
spreads. These factors are influenced by market forces beyond our control.

Our business model may also be impacted by the availability and cost of financing and the state of the overall credit
markets. Reductions or limitations in the availability of financing for our investments could significantly impact our
business or force us to sell assets, potentially at losses. Repurchase agreement lending markets have been stable for
the last several years, but lending by larger U.S. domiciled banks has declined in recent years due to increased
regulation and changes to regulatory capital requirements. Their repurchase market participation has been replaced by
smaller independent broker dealers that are generally less regulated and by U.S. domiciled broker dealer subsidiaries
of foreign financial institutions. It is uncertain how these relatively new participants will react during periods of
market stress. Other factors that could also impact our business include changes in regulatory requirements, including
requirements to qualify for registration under the 1940 Act, and REIT requirements.

We believe that regulatory impacts on financial institutions, many of which are our trading and financing
counterparties, pose a potential threat to the overall liquidity in the capital markets. In 2017, the Federal Reserve
began curtailing its reinvestment of principal payments received on its Agency RMBS portfolio. Prices in Agency
RMBS generally have not been significantly impacted by the reduction, however prices may be more significantly
impacted as the amount of curtailment increases each successive quarter. Market liquidity of our investments and the
financing markets could be negatively impacted if the Federal Reserve's Federal Open Market Committee (or
"FOMC") suddenly changes market expectations of the target Federal Funds Rate or takes other actions which have
the effect of tightening monetary policy that are not anticipated by the market. And finally, there remains uncertainty
as to the ultimate impact or outcome of certain regulations under the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the "Dodd-Frank Act"), and restrictions on market-making activities of large U.S. financial institutions
could result in reduced liquidity in times of market stress.

As discussed above, investing in mortgage-related securities (including on a leveraged basis) subjects us to many risks
including interest rate risk, prepayment and reinvestment risk, credit risk, spread risk, and liquidity risk which are
discussed in "Liquidity and Capital Resources" within this Item 2 and in Part I, Item 3, “Quantitative and Qualitative
Disclosures About Market Risk™ of this Quarterly Report on Form 10-Q as well as in Item 1A, "Risk Factors" of Part I
of our Annual Report on Form 10-K for the year ended December 31, 2017. Please see these Items for a detailed
discussion of these risks and the potential impact on our results of operations and financial condition.

Market Conditions and Recent Activity

Interest rates rose during the third quarter of 2018 approximately 25 basis points across the curve and modestly
flattened. The difference in the 2-year U.S. Treasury and the 10-year U.S. Treasury stood at 24 basis points September
30, 2018 versus 33 basis points at June 30, 2018 and 52 basis points at December 31, 2017. A flattening yield curve
puts pressure on the net interest spread we earn on our investments, reflecting the generally higher borrowing costs as
interest rates rise. As of October 31, 2018, markets are pricing in three more increases in the Federal Funds target rate
through 2019.

As we have noted in the past, we anticipate that economic data globally and in the U.S. will continue to be stable for
the near term. Underlying fundamentals support continued economic growth, particularly in the U.S. However,
interest rates have moved up significantly since the Federal Reserve began to raise the Federal Funds Rate in
December 2015, and we believe potential negative side effects are already developing in the global economy and
global capital markets. We continue to remain cautious given the fragile global economic environment which is
dependent on ever increasing levels of debt and is exposed to a high potential for fiscal or monetary policy mistakes.
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Due to these and other macroeconomic challenges facing the U.S. and global markets today, we believe that interest
rates cannot move above the current range of the 10-year U.S. Treasury for any meaningful amount of time without
negative consequences to the economy.

Overall credit market volatility continued to be muted during the third quarter of 2018 and credit-sensitive assets
remain near their highest prices. Spread widening that occurred in the second quarter of 2018 largely reversed itself in

the third quarter of 2018.
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The chart below shows the highest and lowest rates during the three months ended September 30, 2018 as well as the
rates as of September 30, 2018 and June 30, 2018 for the indicated U.S. Treasury securities:

The chart below shows the highest and lowest swap rates during the three months ended September 30, 2018 as well
as the swap rates as of September 30, 2018 and June 30, 2018:

26

46



Edgar Filing: DYNEX CAPITAL INC - Form 10-Q

Highlights of the Third Quarter of 2018

Comprehensive income to common shareholders was $0.7 million for the third quarter of 2018 versus $3.0 million for
the second quarter of 2018. Higher interest rates principally drove the decline in comprehensive income as unrealized
losses on MBS increased while gains on related hedges decreased. Net income to common shareholders increased
$9.9 million to $22.6 million for the third quarter compared to $12.7 million for the second quarter of 2018 due
primarily to lower loss on sales of investments. Net interest income increased $0.4 million from the second quarter of
2018 to the third quarter of 2018 due to improved effective yields on investments as a result of recent purchases of
higher yielding fixed rate MBS and increased prepayment penalty compensation earned on CMBS IO.

Net interest spread was relatively flat, increasing 1 basis point to 1.08% for the third quarter of 2018 compared to
1.07% for the prior quarter. Though we had a larger average balance of higher yielding fixed-rate Agency RMBS and
higher prepayment compensation on CMBS IO for the third quarter of 2018 compared to the prior quarter, those
benefits were almost entirely offset by higher cost of repurchase agreement financing as a result of increasing
short-term interest rates. As shown in the table below, there has been a downward trend in net interest spread for the
majority of our investments as a result of increasing short-term borrowing rates:

Agency MBS (D CMBS 10 @ Non-Agency Other @)
. Cost  Net . Cost  Net . Cost  Net
Quarter Ended Yield @ Yield Yield @ Yield Yield @ Yield
September 30, 2018 3.12% 2.13% 0.99% 3.98% 2.76% 1.22% 30.31% — % 30.31%
June 30, 2018 294% 1.93% 1.01% 3.78% 2.59% 1.19% 30.67% — % 30.67%

March 31, 2018 2.85% 1.60% 1.25% 3.84% 2.33% 1.51% 11.37% 2.47% 8.90 %

December 31,2017 2.77% 1.36% 1.41% 3.82% 2.13% 1.69% 10.21% 2.24% 7.97 %

September 30, 2017 2.51% 1.27% 1.24% 3.89% 2.10% 1.79% 9.21 % 2.24% 6.97 %

(1)Includes Agency RMBS and CMBS.

(2) Includes Agency and non-Agency issued securities.

(3)Includes privately-issued RMBS and CMBS.

( 4)Excludes net periodic interest benefit/cost of interest rate swaps used to economically hedge the interest rate risk of
using repurchase agreement borrowings to finance our investments.

Core net operating income to common shareholders, a non-GAAP measure, increased to $10.8 million for the third
quarter of 2018 from $10.4 million for the second quarter of 2018 due substantially to an increase in adjusted net
interest income of $0.5 million. Adjusted net interest income, a non-GAAP measure, increased for the third quarter of
2018 compared to the prior quarter from the improved effective yields noted above, and also from a higher average
volume of TBA dollar roll transactions that generated an increase in TBA drop income, partially offset by a lower
benefit from net periodic interest on interest rate swaps for the third quarter of 2018 compared to the prior quarter.

Adjusted net interest spread for the third quarter of 2018 decreased 10 basis points compared to the second quarter of
2018 primarily because the Company's net receive rate on its interest rate swaps declined 9 basis points, resulting in a
lower net periodic interest benefit. In addition, although TBA drop income was $0.6 million higher during the third
quarter of 2018 compared to the second quarter of 2018 as a result of a larger volume of TBA dollar roll transactions,
the implied financing rate on these transactions increased approximately 37 basis points from the second quarter of
2018 to the third quarter of 2018. As a result, the net yield from TBA dollar roll transactions declined 32 basis points
to 1.61% for the third quarter of 2018 compared to 1.93% for the prior quarter. Please refer to “Non-GAAP Financial
Measures” at the end of this section for additional important information.

Total economic return for the third quarter of 2018 was 0% as dividends declared of $0.18 were offset by the decline
in book value of $(0.18) to $6.75 as of September 30, 2018 from $6.93 as of June 30, 2018. Year-to-date we have
incurred a total economic loss on book value per common share of (0.7)%. Total economic return consists of the sum
of dividends declared and change in book value per common share for the respective period.
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Management Outlook

In prior quarters, we described the investing environment as being driven by global central bank policy. In the U.S, the
Federal Reserve has been tightening monetary policy by increasing the targeted U.S. Federal Funds rate and removing
quantitative easing (asset purchasing) support. Markets are currently pricing in approximately three more increases in
the Fed Funds target rate through 2019. We believe the Federal Reserve will be data dependent, and the future path of
short-term rates is largely tied to global economic outcomes. Given the pressures that are building globally as a result
of already higher interest rates in the U.S., we believe the Federal Reserve is nearing the end of increasing the targeted
Federal Funds rate. As tightening cycles end, typically the yield curve steepens, increasing returns on capital in
marginal investment opportunities. Such a steepening may take a number of quarters to evolve, but even if the yield
curve remains relatively flat, we anticipate that Agency RMBS spreads will provide leveraged returns on investment
capital in the low teens, as they were at September 30, 2018. Part of the return opportunity in Agency RMBS stems
from market concerns over the risk that the Federal Reserve accelerates its balance sheet reduction of these securities.
We believe this risk is very low and view Agency RMBS as an attractive investment opportunity relative to other asset
classes. We are also concerned about excess U.S. Treasury supply as that could cause interest rates to move higher;
however, this would create an investment opportunity for us as we expect to see MBS reprice to a more appropriate
risk/reward balance. Our goal is to manage through the transition to higher returns, seeking to preserve capital while
providing shareholders with an adequate return in the interim.

Given the fragile economic environment as noted above, in the near term we may rapidly change our outlook for
Federal Reserve policy, interest rates and/or credit spreads which could necessitate changes to our investment strategy,
duration, overall risk profile, leverage target, or hedging strategy.

Non-GAAP Financial Measures

In addition to the Company's operating results presented in accordance with GAAP, the information presented within
Item 2, "Management's Discussion and Analysis of Financial Condition and Results of Operations" of this Quarterly
Report on Form 10-Q contains the following non-GAAP financial measures: core net operating income to common
shareholders (including per common share), adjusted interest expense, adjusted net interest income, and the related
metrics adjusted cost of funds and adjusted net interest spread. Because these measures are used in the Company's
internal analysis of financial and operating performance, management believes that they provide greater transparency
to our investors of management's view of our economic performance. Management also believes the presentation of
these measures, when analyzed in conjunction with the Company's GAAP operating results, allows inve