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Western Asset Mortgage Capital Corporation

2017 Annual Report

Dear Fellow Stockholders:

On behalf of the entire Western Asset Mortgage Capital Corporation (WMC) team, it is my pleasure to ad-

dress you in our sixth Annual Report and to review our performance for the year.  

2017 was a strong year for WMC despite a backdrop of increasing short term interest rates and an overall 

fixed income environment that was punctuated with periods of heightened uncertainty. We generated an 

economic return on book value1 of 20.6% for the year, driven by strong and consistent quarterly core earn-

ings2 plus “drop” income3 as well as appreciation in the value of our investment portfolio. Our book value 

increased 8.6% during the year, reflecting in part the results of the portfolio repositioning we began in the 

fourth quarter of 2016. Our total dividends of $1.24 per share (which averaged 11.7% on an annualized basis, 

measured as a percentage of each quarter’s beginning book value) declared in 2017 were supported by 

core earnings plus drop income of $1.20 per share for the year. We have maintained our quarterly dividend 

for seven consecutive quarters. These results are reflective of our long-term goal of providing shareholders 

with an attractive dividend that is supported by sustainable core earnings, as well as the potential for ap-

preciation in the value of our portfolio, while maintaining a relatively stable book value.

As we discussed throughout 2017, our investment team undertook a significant repositioning of our 

portfolio beginning in the fourth quarter of 2016 and continuing into 2017. The goal of this change was to 

improve the risk-adjusted returns of our portfolio, while also providing for greater book value stability. More 

specifically, we changed the asset composition of our portfolio to reduce our exposure to Agency RMBS and 

increase our exposure to other assets that we anticipated would offer better risk-adjusted returns, includ-

ing Agency CMBS, whole loans, and other investments. We also significantly reconfigured and simplified 

our hedge book in order to improve our efficiency and effectiveness and reduce our hedging costs, as well 

as our management fees, which we believed would positively impact our core earnings potential, while 

maintaining a similar hedge profile. This repositioning strategy contributed to our strong results for the year.   

A Continued Shift Towards Reducing Expected Portfolio Volatility  

The repositioning of our portfolio in 2017 underscores our ability to take advantage of relative value op-

portunities across the entire mortgage sector due to the global investment, risk and operational platform 

provided by our Manager, Western Asset Management Company. Western Asset’s scale as a large global 

fixed-income manager makes it an important trading partner for many of the world’s largest broker dealers 

and banks, giving our investment team access to real estate-related opportunities, originations, and financing. 
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As a result, WMC can draw on the breadth and depth of Western Asset’s relationships and the experience 

of a full team of experts across a number of sectors in the mortgage market and the broader fixed-income 

and credit markets. In our view, the scale and scope of our manager, Western Asset, is a key competitive 

advantage and directly benefits our stockholders.   

As we have previously discussed, our most important corporate goals include an ongoing focus on opera-

tional excellence and consistent adherence to the highest standards of financial reporting and disclosure. 

Operationally, we are focused on implementing best-in-class risk and portfolio management practices 

while increasing overall efficiencies throughout our operations. In 2017, we continued to make significant 

progress on these goals, particularly with respect to improved operational efficiencies, which resulted in a 

16.3% year-over-year decrease in our total expenses. We continue to review opportunities to bring additional 

best practices and the strength of Western Asset to WMC, always with a view towards creating long-term 

shareholder value. 

In October, we completed a $115 million offering of 6.75% convertible senior notes due 2022. We believe 

that this financing is an attractive source of longer-term capital and has enabled us to increase the earnings 

power of our portfolio. In addition, we expanded our institutional investor base with the addition of several 

new investors to our Company, and welcome them as long-term partners.

In December, our Board of Directors approved the renewal of our share repurchase authorization. In the 

fourth quarter, we repurchased approximately 125,000 shares of our stock at an average discount of 12% to 

book value. This was the first time the Company repurchased shares. These purchases were accretive to our 

book value and a compelling investment opportunity in our view. We still have nearly 2 million shares left 

on our existing share repurchase authorization.

A report from our manager follows with additional commentary on our investment strategy and our portfolio, 

as well as analysis of the overall mortgage market. We encourage you to review the financial statements 

which make up part of our Annual Report included herein, and note in particular the risk factors related to 

our business contained in our Annual Report on Form 10-K for the year ended December 31, 2017. 

Going forward, we are continuing our focus on bringing the strengths of our Manager, Western Asset, to 

Western Asset Mortgage Capital Corporation in order to provide shareholders with an attractive dividend 

supported by sustainable core earnings, as well as the potential for higher total returns, while maintaining 

a relatively stable book value. We thank you for your continued support.

Sincerely,

Jennifer W. Murphy

President and Chief Executive Officer

April 24, 2018
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We entered 2017 with the view that the US and the other major global economies would continue to experience steady growth. Our opinion 

was that central banks around the world were becoming less accommodative and that growth and inflation could potentially increase due to 

fiscal stimulus. Given our macro view for 2017, we expected interest rates to be range bound and we believed that credit spread sectors would 

continue to offer attractive returns, albeit at more moderate levels than in previous years. This belief was underpinned by the ongoing solid 

fundamentals in housing, as well as in commercial real estate, combined with increasingly optimistic consumer sentiment. We were also aware 

of the risk that Agency RMBS spreads had the potential to be volatile during the year, based on the Federal Reserve’s (Fed’s) planned balance 

sheet reductions and, specifically, its Agency RMBS holdings. 

As 2017 unfolded, US economic growth continued at a gradual pace, inflation remained subdued and the Fed maintained its path to normal-

ized monetary policy, increasing interest rates three times during the year, in line with market expectations. As a result, fixed-income markets 

experienced significantly lower interest rate volatility in 2017 as compared to previous years. However, fiscal uncertainty during the third quarter 

and the anticipation of tax reform in the fourth quarter led to brief periods of increased rate volatility. 

Against this backdrop, we continued with the major repositioning of our portfolio, which began in the fourth quarter of 2016, in an effort to 

improve the risk-adjusted returns of our portfolio while also providing for greater book value stability. The primary focus of this effort involved 

reducing our exposure to Agency RMBS and increasing our exposure to Agency CMBS, which we believed would be less volatile and more cost 

efficient to hedge than Agency RMBS. We also significantly reconfigured and simplified our hedge book in order to improve our efficiency and 

effectiveness and reduce our hedging costs while maintaining a similar hedge profile.

On the credit side of our portfolio, our goal in 2017 was to continue to diversify our holdings in a number of sub-sectors of the mortgage markets, 

particularly in areas where we believed there were opportunities for attractive risk-adjusted returns. Over the course of the year, we maintained 

a meaningful exposure to Non-Agency CMBS, while increasing our exposure to residential whole-loans, including short term bridge loans, and 

GSE Credit Risk Transfer securities. At the same time, we decreased our exposure to legacy Non-Agency RMBS, as many of these securities had 

reached full value in our view and we believed better opportunities existed in other sectors of the market.

Throughout 2017 we opportunistically adjusted our portfolio leverage based on our near-term view of the US mortgage markets. We increased 

our leverage toward the end of the third quarter, in anticipation of our convertible notes offering, which closed in early October. We viewed this 

financing as equity-like capital, which is more cost efficient than issuing straight equity. It should be noted that as our portfolio becomes more 

weighted to credit sensitive investments, all other things being equal, our level of leverage will gradually decline, as the required collateral levels 

are generally higher for credit assets versus Agency securities.

Our overall investment performance in 2017 was strong and was driven by contributions across our holdings, reflecting the benefit of our 

strategy of investing in a diversified portfolio in a number of sub-sectors of the mortgage market. Not only did we deliver a solid 20.6% return 

on book value for the year, we generated strong results in each quarter, with consistent core earnings and consecutive increases in book value. 

Our portfolio repositioning in 2017 is an example of the benefit that WMC derives from our affiliation with Western Asset. Western Asset’s size 

and deep investment capabilities enable WMC to source investment opportunities and implement major shifts in the portfolio both quickly and 

efficiently, a competitive advantage which we believe contributed to our strong investment performance in 2017.

2018 Outlook
Our outlook for the current year is for steady economic growth in the US with a slightly higher risk of increasing inflation given the fiscal stimulus 

being generated by the recently enacted tax reforms. We believe that the Fed will stay with its program of monetary policy normalization and 

likely implement three interest rate increases over the course of the year, as well as wind down its holdings of Agency RMBS. We also recognize 

that there will remain an increased level of geopolitical uncertainty going forward, which we believe will lead to ongoing interest rate volatility. 

Based on this outlook, we will continue to take steps to improve the portfolio’s interest rate risk profile by both lowering its duration and decreas-

ing convexity risk. These steps benefited the portfolio in 2017 and have continued to benefit it in early 2018 as the fixed-income markets have 

2017 Investment Review
by Western Asset Management Company
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experienced increased volatility. We believe that credit spread sectors will perform well again in 2018. We plan to continue implementing our 

strategy of building a diversified portfolio of securities that offer what we believe to be the best risk-adjusted returns over our investment horizon. 

Based on current market conditions and our outlook, we will continue to proactively manage our portfolio by monitoring the relative value 

of opportunities across the broad mortgage universe, in an effort to achieve an optimal risk-adjusted total economic return. We believe this 

approach is the best way to pursue our objectives of strong core earnings and an attractive dividend, while supporting the potential of higher 

total returns and a relatively stable book value per share, with the overall goal of enhancing stockholder value.  

Footnotes:
1. Economic return, for any period, is calculated by taking the sum of (i) the total dividends declared and (ii) the change in net book value 

during the period and dividing by the beginning book value.

2. Core earnings represents a non-GAAP financial measure and is defined as net income (loss) excluding: (i) net realized gain (loss) on invest-

ments and derivative contracts; (ii) net unrealized gain (loss) on investments; (iii) net unrealized gain (loss) resulting from mark-to-market 

adjustments on derivative contracts; (iv) other loss on securities; (v) non-cash stock-based compensation expense; and (vi) certain other 

non-cash charges. For a reconciliation of GAAP Income to Core earnings, please refer to the Reconciliation of Core earnings in our Annual 

Report form 10-K attached to this letter.

3. Drop income represents a non-GAAP financial measure and is derived from the use of “to-be-announced” forward contract (“TBA”) dollar 

roll transactions and is defined as the difference between the spot price and the forward settlement price for a comparable security on the 

trade date.

4. Other investments include ABS, GSE Credit Risk Transfer securities and a securitized commercial loan.
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Board of Directors

Edward D. Fox
Chairman and Chief Executive Officer of 
Vantage Property Investors, LLC

James W. Hirschmann III
Chairman of the Board of the Company and
Chief Executive Officer at our Manager

Ranjit M. Kripalani
Consultant

M. Christian Mitchell
Vice Chairman of Marshall & Stevens Incorporated

Jennifer W. Murphy
President and Chief Executive Officer of the Company and 
Chief Operating Officer at our Manager

Richard W. Roll
Linde Institute Professor of Finance at the 
California Institute of Technology

Stockholder Information

Corporate Office
385 East Colorado Boulevard
Pasadena, California 91101
Phone: 626.844.9400

Common Stock Listing
New York Stock Exchange
Symbol: WMC

Transfer Agent
American Stock Transfer & Trust Company, LLC
Operations Center
6201 15th Avenue
Brooklyn, NY 11219

Investor Relations Contact
Larry Clark
Financial Profiles, Inc.
Phone: 310.622.8223
lclark@finprofiles.com

Executive Officers

Jennifer W. Murphy
President and Chief Executive Officer of the Company and 
Chief Operating Officer at our Manager

Anup Agarwal
Chief Investment Officer of the Company and 
Head of Structured Products at our Manager

Elliott Neumayer
Chief Operating Officer of the Company and 
Product Specialist and Head of Mortgage-Related Business 
at our Manager

Lisa Meyer
Chief Financial Officer and Treasurer of the Company 
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