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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the quarterly period ended October 29, 2011

OR

o  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

Commission File Number: 000-21531

UNITED NATURAL FOODS, INC.
(Exact Name of Registrant as Specified in Its Charter)

Edgar Filing: UNITED NATURAL FOODS INC - Form 10-Q

1



Delaware 05-0376157
(State or Other Jurisdiction of (I.R.S. Employer Identification No.)
Incorporation or Organization)

313 Iron Horse Way, Providence, RI 02908
(Address of Principal Executive Offices) (Zip Code)

Registrant�s Telephone Number, Including Area Code: (401) 528-8634

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 o

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every Interactive Data
File required to be submitted and posted 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 and post such files).  Yes x  No o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See definition of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer o

Non-accelerated filer o Smaller reporting company o
(Do not check if a smaller reporting company)

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

As of November 30, 2011 there were 48,753,913 shares of the Registrant�s Common Stock, $0.01 par value per share, outstanding.
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PART I.  FINANCIAL INFORMATION

Item 1.  Financial Statements

UNITED NATURAL FOODS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS (Unaudited)

(In thousands, except per share amounts)

October 29, July 30,
2011 2011

ASSETS
Current assets:
Cash and cash equivalents $ 17,016 $ 16,867
Accounts receivable, net of allowance of $5,261 and $4,545, respectively 309,541 257,482
Notes receivable, trade, net of allowance of $72 and $72, respectively 3,309 2,826
Inventories 649,026 514,506
Assets held for sale 2,557 �
Prepaid expenses and other current assets 27,319 30,788
Deferred income taxes 21,884 22,023
Total current assets 1,030,652 844,492

Property & equipment, net 281,573 285,151

Other assets:
Goodwill 193,836 191,943
Intangible assets, net of accumulated amortization of $9,275 and $8,143, respectively 54,132 58,336
Notes receivable, trade, net of allowance of $1,537 and $1,237, respectively 1,890 2,148
Other assets 18,514 18,918
Total assets $ 1,580,597 $ 1,400,988

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 300,408 $ 217,074
Notes payable 185,460 115,000
Accrued expenses and other current liabilities 92,780 83,900
Current portion of long-term debt 46,272 47,447
Total current liabilities 624,920 463,421

Long-term debt, excluding current portion 900 986
Deferred income taxes 38,539 38,551
Other long-term liabilities 29,047 28,363
Total liabilities 693,406 531,321

Commitments and contingencies

Stockholders� equity:
Preferred stock, $0.01 par value, authorized 5,000 shares; none issued or outstanding � �
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Common stock, $0.01 par value, authorized 100,000 shares; 48,770 issued and 48,753
outstanding shares at October 29, 2011; 48,520 issued and 48,493 outstanding shares at
July 30, 2011 488 485
Additional paid-in capital 349,693 345,036
Treasury stock (451) (708)
Unallocated shares of Employee Stock Ownership Plan (462) (542)
Accumulated other comprehensive income 2,232 4,862
Retained earnings 535,691 520,534
Total stockholders� equity 887,191 869,667
Total liabilities and stockholders� equity $ 1,580,597 $ 1,400,988

The accompanying notes are an integral part of the condensed consolidated financial statements.
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UNITED NATURAL FOODS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME (Unaudited)

(In thousands, except per share data amounts)

Three months ended
October 29, October 30,

2011 2010

Net sales $ 1,217,428 $ 1,052,967
Cost of sales 1,000,315 860,635
Gross profit 217,113 192,332

Operating expenses 185,713 162,676
Restructuring and asset impairment expenses 5,345 �
Total operating expenses 191,058 162,676

Operating income 26,055 29,656

Other expense (income):
Interest expense 1,073 1,386
Interest income (170) (208)
Other, net 141 (53)
Total other expense (income) 1,044 1,125

Income before income taxes 25,011 28,531
Provision for income taxes 9,854 11,127
Net income $ 15,157 $ 17,404

Basic per share data:
Net income $ 0.31 $ 0.39

Weighted average basic shares of common stock outstanding 48,594 44,771

Diluted per share data:
Net income $ 0.31 $ 0.39

Weighted average diluted shares of common stock outstanding 48,889 45,101

The accompanying notes are an integral part of the condensed consolidated financial statements.
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UNITED NATURAL FOODS, INC.

CONDENSED CONSOLIDATED STATEMENT OF STOCKHOLDERS� EQUITY (Unaudited)

(In thousands)

Common Stock Treasury Stock
Additional
Paid in

Unallocated
Shares of

Accumulated
Other

Comprehensive Retained
Total

Stockholders�
(In thousands) Shares Amount Shares Amount Capital ESOP Income Earnings Equity
Balances at July 30, 2011 48,520 $ 485 27 $ (708) $ 345,036 $ (542) $ 4,862 $ 520,534 $ 869,667
Allocation of shares to ESOP 80 80

Stock option exercises and
restricted stock vestings, net 250 3 (10) 257 292 552

Share-based compensation 3,910 3,910

Excess tax benefits associated
with stock compensation plans 455 455

Change in fair value of swap
agreements, net of tax 199 199

Foreign currency translation (2,829) (2,829)

Net income 15,157 15,157

Total comprehensive income 12,527
Balances at October 29, 2011 48,770 $ 488 17 $ (451) $ 349,693 $ (462) $ 2,232 $ 535,691 $ 887,191

The accompanying notes are an integral part of the condensed consolidated financial statements.
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UNITED NATURAL FOODS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

(In thousands)

Three months ended
October 29, October 30,

2011 2010
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 15,157 $ 17,404
Adjustments to reconcile net income to net cash (used in) provided by operating activities:
Depreciation and amortization 9,592 8,355
Share-based compensation 3,910 2,657
Gain on disposals of property and equipment (258) (20)
Excess tax benefits from share-based payment arrangements (455) (301)
Provision for doubtful accounts 1,296 216
Changes in assets and liabilities, net of acquired businesses:
Accounts receivable (54,108) (36,802)
Inventories (135,363) (90,060)
Prepaid expenses and other assets 3,739 3,240
Notes receivable, trade (225) (1,131)
Accounts payable 52,539 50,598
Accrued expenses and other liabilities 10,713 12,940
Net cash used in operating activities (93,463) (32,904)
CASH FLOWS FROM INVESTING ACTIVITIES:
Capital expenditures (7,801) (7,549)
Purchases of acquired businesses, net of cash acquired (31) (21,842)
Proceeds from disposals of property and equipment 277 20
Net cash used in investing activities (7,555) (29,371)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from common stock issuance � 138,305
Repayments of long-term debt (1,261) (1,257)
Net borrowings (repayments) under notes payable 70,460 (96,425)
Increase in bank overdraft 31,029 18,326
Proceeds from exercise of stock options 1,756 1,910
Payment of employee restricted stock tax withholdings (1,203) (1,966)
Excess tax benefits from share-based payment arrangements 455 301
Net cash provided by financing activities 101,236 59,194
EFFECT OF EXCHANGE RATE CHANGES ON CASH (69) (15)
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 149 (3,096)
Cash and cash equivalents at beginning of period 16,867 13,802
Cash and cash equivalents at end of period $ 17,016 $ 10,706

Supplemental disclosures of cash flow information:
Interest paid, net of amounts capitalized $ 1,056 $ 1,259
Income taxes paid, net of refunds $ 3,716 $ 2,516

The accompanying notes are an integral part of the condensed consolidated financial statements.
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UNITED NATURAL FOODS, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

October 29, 2011 (Unaudited)

1. SIGNIFICANT ACCOUNTING POLICIES

(a)  Basis of Presentation

United Natural Foods, Inc. (the �Company�) is a leading national distributor and retailer of natural, organic and specialty products. The Company
sells its products primarily throughout the United States and Canada.

The accompanying unaudited condensed consolidated financial statements include the accounts of the Company and its wholly owned
subsidiaries.  All significant intercompany transactions and balances have been eliminated in consolidation.

The accompanying unaudited condensed consolidated financial statements have been prepared pursuant to the rules and regulations of the
Securities and Exchange Commission for interim financial information, including the instructions to Form 10-Q and Rule 10-01 of Regulation
S-X. Accordingly, certain information and footnote disclosures normally required in complete financial statements prepared in conformity with
accounting principles generally accepted in the United States have been condensed or omitted. In the Company�s opinion, these financial
statements include all adjustments necessary for a fair presentation of the financial position, results of operations and cash flows for the interim
periods presented. The results of operations for interim periods, however, may not be indicative of the results that may be expected for a full
year.  These financial statements should be read in conjunction with the consolidated financial statements and footnotes thereto included in the
Company�s Annual Report on Form 10-K for the fiscal year ended July 30, 2011.

Net sales consists primarily of sales of natural, organic and specialty products to retailers, adjusted for customer volume discounts, returns and
allowances. Net sales also includes amounts charged by the Company to customers for shipping and handling, and fuel surcharges. The principal
components of cost of sales include the amount paid to manufacturers and growers for product sold, plus the cost of transportation necessary to
bring the product to the Company�s distribution facilities offset by consideration received from suppliers in connection with the purchase or
promotion of the suppliers� products. Cost of sales also includes amounts incurred by the Company�s manufacturing subsidiary, United Natural
Trading Co., which does business as Woodstock Farms Manufacturing, for inbound transportation costs and depreciation for manufacturing
equipment. Operating expenses include salaries and wages, employee benefits (including payments under the Company�s Employee Stock
Ownership Plan), warehousing and delivery, selling, occupancy, insurance, administrative, share-based compensation and amortization expense.
Operating expenses also include depreciation expense related to the wholesale and retail divisions. Other expense (income) includes interest on
outstanding indebtedness, interest income and miscellaneous income and expenses.

As noted above, the Company includes shipping and handling fees billed to customers in net sales. Shipping and handling costs associated with
inbound freight are generally recorded in cost of sales, whereas shipping and handling costs for selecting, quality assurance, and outbound
transportation are recorded in operating expenses.  Outbound shipping and handling costs, which exclude employee benefit expenses which are
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not allocated, totaled $69.9 million and $59.7 million for the three months ended October 29, 2011 and October 30, 2010, respectively.

2. RECENTLY ISSUED ACCOUNTING PRONOUNCEMENTS

In May 2011, the Financial Accounting Standards Board (�FASB�) issued Accounting Standards Update (�ASU�) 2011-04, Fair Value
Measurement (Topic 820): Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and
International Financial Reporting Standards (�ASU 2011-04�). ASU 2011-04 provides a consistent definition of fair value and seeks to ensure
that fair value measurements and disclosure requirements are similar between U.S. GAAP and IFRSs. This guidance changes certain fair value
measurement principles and enhances the disclosure requirements for fair value measurements. The amendments in this ASU are effective for
interim and annual fiscal periods beginning after December 15, 2011 and are applied prospectively. Early adoption by public entities is not
permitted. The Company does not expect adoption of ASU 2011-04 will have a material impact on the Company�s consolidated financial
statements.

In June 2011, the FASB issued ASU 2011-05, Comprehensive Income (Topic 220): Presentation of Comprehensive Income (�ASU 2011-05�). 
ASU 2011-05 requires that an entity present the total of comprehensive income, the components of net income, and the components of other
comprehensive income either in a single continuous statement of comprehensive income or in two separate but consecutive statements.  ASU
2011-05 is effective for fiscal years, and interim periods within those years, beginning after December 15, 2011.  The adoption of ASU 2011-05
is not expected to have a material effect on the disclosures that accompany the Company�s consolidated financial statements.

7
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In September 2011, the FASB issued ASU 2011-08, Intangibles�Goodwill and Other (Topic 350): Testing Goodwill for Impairment (�ASU
2011-08�). ASU 2011-08 modifies the impairment test for goodwill and indefinite lived intangibles so that it is no longer required to calculate the
fair value of a reporting unit unless the company believes, based on qualitative factors, it is more likely than not that the reporting unit�s or
indefinite lived intangible asset�s fair value is less than the carrying value. ASU 2011-08 is effective for fiscal years that begin after
December 15, 2011, with early adoption allowed. The Company adopted ASU 2011-08 effective July 31, 2011, which did not have a material
effect on its consolidated financial statements.

In September 2011, the FASB issued ASU 2011-09, Compensation�Retirement Benefits�Multiemployer Plans (Subtopic 715-80): Disclosures
about an Employer�s Participation in a Multiemployer Plan (�ASU 2011-09�). ASU 2011-09 requires that employers provide additional annual
quantitative and qualitative disclosures on multi-employer pension plans including information on the plan name, employer�s contributions to the
plan, the financial health of the plan including funding status, and the nature of employer commitments to the plan.  ASU 2011-09 is effective
for annual periods for fiscal years that end after December 15, 2011, with early adoption allowed. The adoption of ASU 2011-09 is not expected
to have a material effect on the Company�s annual consolidated financial statements.

3. ACQUISITIONS

During the first quarter of fiscal 2012, the Company finalized its valuation of the customer relationship intangible asset related to the first quarter
fiscal 2011 acquisition of the Rocky Mountain and Southwest distribution business of Whole Foods Market Distribution, Inc. (�Whole Foods
Distribution�), a wholly owned subsidiary of Whole Foods Market, Inc. (�Whole Foods Market�).  The Company, within its wholesale segment,
(i) acquired inventory at Whole Foods Distribution�s Aurora, Colorado and Austin, Texas distribution facilities; (ii) acquired substantially all of
Whole Foods Distribution�s assets, other than the inventory, at the Aurora, Colorado distribution facility; (iii) assumed Whole Foods
Distribution�s obligations under the existing lease agreement related to the Aurora, Colorado distribution facility; and (iv) hired substantially all
of Whole Foods Distribution�s employees working at the Aurora, Colorado distribution facility.  In connection therewith, on October 11, 2010,
the Company amended the existing Agreement for the Distribution of Products by and between the Company and Whole Foods Market, as
amended on June 2, 2010, pursuant to which the Company became Whole Foods Market�s primary distributor in its Rocky Mountain and
Southwest Regions.  It is impracticable for the Company to provide complete financial results for this business since it was absorbed by the
operations of the Company�s broadline distribution business and the Company does not record the expenses for this business separately from the
rest of the broadline distribution business. The amount of incremental net sales resulting from expanded distribution associated with the
transaction totaled approximately $25.4 million for the three months ended October 29, 2011 compared to the three months ended October 30,
2010.  For the three months ended October 30, 2010 compared to the three months ended October 31, 2009, the net sales resulting from the
approximately one month of expanded distribution associated with the transaction during the period totaled approximately $14.7 million.

During the three months ended October 29, 2011, the Company recorded an increase of less than $0.1 million to its intangible assets in
recognition of ongoing contingent consideration payments in the form of royalties ranging between 2-4% of net sales (as defined in the
applicable purchase agreement) related to two of its acquisitions of assets of branded product companies during fiscal 2009.  The acquisition of
assets of a third branded product company during fiscal 2009 requires ongoing contingent consideration payments in the form of earn-outs over
a period of five years from the acquisition date of November 2008.  These earn-outs are based on tiers of net sales for the trailing twelve months,
and no such amounts were earned or paid during the three months ended October 29, 2011.  During the three months ended October 30, 2010,
the Company recorded an increase of less than $0.1 million in recognition of ongoing contingent consideration payments for these same
agreements.

During the first quarter of fiscal 2011, the Company recorded certain adjustments to the amounts recorded during the fourth quarter of fiscal
2010 related to UNFI Canada�s acquisition of certain Canadian food distribution assets of the SunOpta Distribution Group (�SDG�) business of
SunOpta Inc. (the �SDG assets�) during June 2010.  These adjustments included an unfavorable lease liability of $0.7 million recorded within
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other liabilities based on updated valuation information, and an adjustment of $0.3 million to reduce the amount receivable related to the
working capital adjustment, which increased goodwill by a total of $1.0 million. After the fourth quarter of fiscal 2011, no further changes are
expected to be made to the original opening amounts recorded in the financial statements related to this acquisition.  Net sales resulting from the
acquisition of the SDG assets totaled $44.7 million for the three months ended October 30, 2010.  Total assets of UNFI Canada were
approximately $90.6 million as of October 29, 2011.

4. RESTRUCTURING ACTIVITIES AND ASSETS HELD FOR SALE

In the fourth quarter of fiscal 2011, the Company entered into an asset purchase agreement with L&R Distributors, Inc. (�L&R Distributors�), a
leading national distributor of non-food products and general merchandise, to divest the Company�s conventional non-foods and general
merchandise lines of business. The conventional non-foods and general merchandise lines of business, which the Company acquired as part of
its fiscal 2008 acquisition of Distribution Holdings, Inc.,  included cosmetics, seasonal products, conventional health and beauty products and
hard goods.  The divestiture will allow the Company to concentrate on its core business of the distribution of natural, organic, and specialty
foods and products. In connection with the divestiture, the Company has ceased

8

Edgar Filing: UNITED NATURAL FOODS INC - Form 10-Q

13



Table of Contents

operations at its Harrison, Arkansas facility in the first quarter of fiscal 2012 and transferred all organic and natural specialty food product
inventory from the facility into the Company�s other distribution centers across the United States.

During the fourth quarter of fiscal 2011, the Company recognized a non-cash impairment charge on long-lived assets including land, building
and equipment of $5.8 million related to the divestiture. In addition, the Company incurred $0.5 million during the fourth quarter of fiscal 2011
for other non-recurring charges to transition the specialty food line of business into the Company�s other facilities.

During the three months ended October 29, 2011, the Company recognized $5.3 million in severance and other expenses related to the
completion of the divestiture.  Upon the closure of the Harrison, Arkansas facility, the carrying value of $2.6 million in long-term property and
equipment was reclassified to assets held for sale.

5. EARNINGS PER SHARE

Following is a reconciliation of the basic and diluted number of shares used in computing earnings per share:

Three months ended

(In thousands)
October 29,

2011
October 30,

2010

Basic weighted average shares outstanding 48,594 44,771

Net effect of dilutive stock awards based
upon the treasury stock method 295 330

Diluted weighted average shares
outstanding 48,889 45,101

There were 78,627 and 303,847 anti-dilutive share-based payment awards outstanding for the three months ended October 29, 2011 and
October 30, 2010, respectively.  These anti-dilutive share-based payment awards were excluded from the calculation of diluted earnings per
share.

6. FAIR VALUE MEASUREMENTS OF FINANCIAL INSTRUMENTS

Interest Rate Swap Agreement
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On August 1, 2005, the Company entered into an interest rate swap agreement effective July 29, 2005. The agreement provides for the Company
to pay interest for a seven-year period at a fixed rate of 4.70% on an initial amortizing notional principal amount of $50.0 million while
receiving interest for the same period at the one-month London Interbank Offered Rate (�LIBOR�) on the same notional principal amount. The
swap has been entered into as a hedge against LIBOR movements on current variable rate indebtedness at one-month LIBOR plus 1.00%,
thereby fixing its effective rate on the notional amount at 5.70%. The swap agreement qualifies as an �effective� hedge under FASB Accounting
Standards Codification 815, Derivatives and Hedging  (�ASC 815�). LIBOR was 0.25% as of both October 29, 2011 and October 30, 2010.

Interest rate swap agreements are entered into for periods consistent with related underlying exposures and do not constitute positions
independent of those exposures. The Company�s interest rate swap agreement is designated as a cash flow hedge at October 29, 2011 and is
reflected at fair value in the Company�s consolidated balance sheet as a component of other current liabilities.  The related gains or losses on this
contract are deferred in stockholders� equity as a component of other comprehensive income. However, to the extent that the swap agreement is
not considered to be effective in offsetting the change in the cash flows being hedged, any change in fair value relating to the ineffective portion
of the swap agreement is immediately recognized in income. For the periods presented, the Company did not have any ineffectiveness requiring
current income recognition.

Fuel Supply Agreements

The Company is a party to several fixed price fuel supply agreements. During the first quarter of fiscal 2012, the Company entered into several
agreements which require it to purchase a portion of its diesel fuel each month at fixed prices through July 2012.  These fixed price fuel
agreements qualify for the �normal purchase� exception under ASC 815 as physical deliveries will occur rather than net settlements, therefore the
fuel purchases under these contracts are expensed as incurred and included within operating expenses.  During the three months ended
October 30, 2010, the Company was a party to several similar agreements which required it to

9
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purchase a portion of its diesel fuel each month at fixed prices through July 2011 and which also qualified for the �normal purchase� exception
under ASC 815, and therefore the fuel purchases under these contracts were expensed as incurred and included within operating expenses.

The following table provides the fair values hierarchy for financial assets and liabilities measured on a recurring basis:

Fair Value at October 29, 2011
(In thousands) Level 1 Level 2 Level 3
Liabilities:
Interest Rate Swap � $ 931 �
Total � $ 931 �

Fair Value at July 30, 2011
(In thousands) Level 1 Level 2 Level 3
Liabilities:
Interest Rate Swap � $ 1,259 �
Total � $ 1,259 �

The Company�s determination of the fair value of its interest rate swap is calculated using a discounted cash flow analysis based on the terms of
the swap contract and the observable interest rate curve.  The Company does not enter into derivative agreements for trading purposes.

The fair value of the Company�s other financial instruments including cash, accounts receivable, notes receivable, accounts payable and certain
accrued expenses approximate carrying amounts due to the short-term nature of these instruments. The fair value of notes payable approximate
carrying amounts as they are variable rate instruments.

The following estimated fair value amounts have been determined by the Company using available market information and appropriate valuation
methodologies taking into account the instruments� interest rate, terms, maturity date and collateral, if any, in comparison to the Company�s
incremental borrowing rate for similar financial instruments.  However, considerable judgment is required in interpreting market data to develop
the estimates of fair value. Accordingly, the estimates presented herein are not necessarily indicative of the amounts that the Company could
realize in a current market exchange.

October 29, 2011 July 30, 2011
(In thousands) Carrying Value Fair Value Carrying Value Fair Value
Liabilities:
Long term debt, including current portion $ 47,172 $ 47,203 $ 48,433 $ 48,424

7. BUSINESS SEGMENTS
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The Company has several operating divisions aggregated under the wholesale segment, which is the Company�s only reportable segment. These
operating divisions have similar products and services, customer channels, distribution methods and historical margins. The wholesale segment
is engaged in national distribution of natural, organic and specialty foods, produce and related products in the United States and Canada. The
Company has additional operating divisions that do not meet the quantitative thresholds for reportable segments and are therefore aggregated
under the caption of �Other�. �Other� includes a retail division, which engages in the sale of natural foods and related products to the general public
through retail storefronts on the east coast of the United States, a manufacturing division, which engages in importing, roasting and packaging of
nuts, seeds, dried fruit, trail mixes, granola, natural and organic snack items, confections and the Company�s branded product lines. �Other� also
includes certain corporate operating expenses that are not allocated to operating divisions and are necessary to operate the Company�s
headquarters located in Providence, Rhode Island, which include depreciation, salaries, retainers, and other related expenses of officers,
directors, corporate finance (including professional services), information technology, governance, legal, human resources and internal audit. As
the Company continues to expand its business and serve its customers through a national platform, these corporate expense amounts have
increased. These unallocated corporate expenses are the primary driver behind the operating losses within the �Other� category below.
Non-operating expenses that are not allocated to the operating divisions are under the caption of �Unallocated Expenses�. The Company does not
record its revenues for financial reporting purposes by product group, and it is therefore impracticable for the Company to report them
accordingly.

10

Edgar Filing: UNITED NATURAL FOODS INC - Form 10-Q

17



Table of Contents

Following reflects business segment information for the periods indicated (in thousands):

Wholesale Other Eliminations Unallocated Consolidated
Three months ended October 29, 2011:
Net sales $ 1,203,082 $ 42,468 $ (28,122) $ 1,217,428
Operating income (loss) 38,403 (10,748) (1,600) 26,055
Interest expense $ 1,073 1,073
Interest income (170) (170)
Other, net 141 141
Income before income taxes 25,011
Depreciation and amortization 9,186 406 9,592
Capital expenditures 7,507 294 7,801
Goodwill 176,505 17,331 193,836
Total assets 1,443,440 150,877 (13,720) 1,580,597

Three months ended October 30, 2010:
Net sales $ 1,039,775 $ 44,373 $ (31,181) $ 1,052,967
Operating income (loss) 38,842 (8,472) (714) 29,656
Interest expense $ 1,386 1,386
Interest income (208) (208)
Other, net (53) (53)
Income before income taxes 28,531
Depreciation and amortization 7,642 713 8,355
Capital expenditures 7,245 304 7,549
Goodwill 171,479 17,331 188,810
Total assets 1,267,577 137,882 (11,797) 1,393,662

8. SECONDARY COMMON STOCK OFFERING

During the first quarter of fiscal 2011, the Company completed a secondary common stock offering.  This offering resulted in an issuance of
4,427,500 shares of common stock, including shares issued to cover the underwriters� overallotment option, at a price of $33.00 per share.  The
net proceeds of approximately $138.3 million were used to repay a portion of the Company�s outstanding borrowings under its revolving credit
facility, which had increased during the fourth quarter of fiscal 2010 as the Company financed its purchase of the SDG assets with borrowings
under the Company�s revolving credit facility.  The Company utilized a portion of the additional borrowing capacity under its revolving credit
facility resulting from the common stock offering to fund its acquisition of the Rocky Mountain and Southwest distribution business of Whole
Foods Distribution.

11
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Item 2.  Management�s Discussion and Analysis of Financial Condition and Results of Operations

This Quarterly Report on Form 10-Q contains forward-looking statements within the meaning of Section 27A of the Securities Act of 1933, as
amended, and Section 21E of the Securities Exchange Act of 1934, as amended, that involve substantial risks and uncertainties. In some cases
you can identify these statements by forward-looking words such as �anticipate,� �believe,� �could,� �estimate,� �expect,� �intend,� �may,� �plans,� �goal,� �seek,�
�should,� �will,� and �would,� or similar words. You should read statements that contain these words carefully because they discuss future
expectations, contain projections of future results of operations or of financial positions or state other �forward-looking� information.

Forward-looking statements involve inherent uncertainty and may ultimately prove to be incorrect or false. You are cautioned not to place undue
reliance on forward-looking statements. Except as otherwise may be required by law, we undertake no obligation to update or revise
forward-looking statements to reflect changed assumptions, the occurrence of unanticipated events or actual operating results. Our actual results
could differ materially from those anticipated in these forward-looking statements as a result of various factors, including, but not limited to:

• our dependence on principal customers;

• our sensitivity to general economic conditions, including the current economic environment;

• changes in disposable income levels and consumer spending trends;

• our ability to reduce our expenses in amounts sufficient to offset our increased focus on sales to conventional supermarkets and the
resulting lower gross margins on these sales;

• our ability to timely and successfully deploy our new warehouse management system throughout our distribution facilities;

• increased fuel costs;

• our sensitivity to inflationary pressures.

• the relatively low margins and economic sensitivity of our business;

• the ability to identify and successfully complete acquisitions of other natural, organic and specialty food and related product
distributors; and

• management�s allocation of capital and the timing of capital expenditures.

This list of risks and uncertainties, however, is only a summary of some of the most important factors and is not intended to be exhaustive. You
should carefully review the risks described under �Part I. Item 1A. Risk Factors� of our Annual Report on Form 10-K for the fiscal year ended
July 30, 2011 and any cautionary language in this Quarterly Report on Form 10-Q, as the occurrence of any of these events could have an
adverse effect on our business, results of operation and financial condition.
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We believe we are the leading national distributor of natural, organic and specialty foods and non-food products in the United States and
Canada. We carry more than 60,000 high-quality natural, organic and specialty foods and non-food products, consisting of national brands,
regional brands, private label and master distribution products, in six product categories: grocery and general merchandise, produce, perishables
and frozen foods, nutritional supplements and sports nutrition, bulk and food service products and personal care items. We serve more than
23,000 customer locations primarily located across the United States and Canada, the majority of which can be classified into one of the
following categories: independently owned natural products retailers, which include buying clubs; supernatural chains, which consist solely of
Whole Foods Market; conventional supermarkets, which include mass market chains; and other which includes foodservice and international.

Our operations are comprised of three principal operating divisions. These operating divisions are:

• our wholesale division, which includes our broadline natural, organic and specialty distribution business in the United States, UNFI
Canada, which is our natural, organic and specialty distribution business in Canada, Albert�s, which is a leading distributor within the United
States of organically grown produce and perishable items, and Select Nutrition, which distributes vitamins, minerals and supplements;

• our retail division, consisting of Earth Origins Market, which operates our 12 natural products retail stores within the United States;
and

• our manufacturing division, consisting of Woodstock Farms Manufacturing, which specializes in the international importation,
roasting, packaging and distribution of nuts, dried fruit, seeds, trail mixes, granola, natural and organic snack items, and confections, and our
Blue Marble Brands product lines.

In recent years, our sales to existing and new customers have increased through the continued growth of the natural and organic products
industry in general; increased market share through our high quality service and a broader product selection, including
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specialty products, and the acquisition of, or merger with, natural and specialty products distributors; the construction of new distribution
centers; the introduction of new products and the development of our own line of natural and organic branded products. Through these efforts,
we believe that we have been able to broaden our geographic penetration, expand our customer base, enhance and diversify our product
selections and increase our market share. Beginning in fiscal 2009, our strategic plan has focused on increasing market share, particularly in our
conventional supermarket channel.  This channel typically generates lower gross margins than our independent retailer channel, but also
typically has lower operating expenses.  Our strategic plan also includes the rollout of a national warehouse management and procurement
system upgrade, which was launched in our Lancaster, Texas facility in September 2010 and is expected to be rolled out in all of our distribution
centers by the end of fiscal 2014.  These steps and others are intended to promote operational efficiencies and further reduce our operating
expenses to offset the lower gross margins we expect to generate by increased sales to the conventional supermarket and supernatural channels.

The first quarter of fiscal 2012 was a pivotal period for us.  We prepared for the holiday season, and invested more than $135 million in
inventory compared to the end of fiscal 2011.  We completed the divestiture of our conventional non-food and general merchandise lines of
business that began in the fourth quarter of fiscal 2011.  In connection with the divestiture, we moved the remaining specialty food inventory
from our Harrison, Arkansas facility to other distribution centers across the United States, and closed the Harrison, Arkansas facility.  Lastly, we
were successful in bringing onboard the single largest national customer at one time in our history.  Each of these significant events impacted
our financial results for the quarter ended October 29, 2011.

Inflation also impacted our financial results for the quarter ended October 29, 2011, as it has continued to increase.  We believe though that
based on the recent trend that levels are stabilizing near 4%.  Moderate levels of inflation, which we generally consider to be between 2% and
4%, are beneficial to our results as the majority of our pricing is on a cost plus structure, and price changes in this range are more easily passed
through the supply chain.  We believe the current trend of moderate inflation will continue over the next 12 to 24 months.

We have been the primary distributor to Whole Foods Market for more than 13 years. Effective June 2010, we amended our distribution
agreement with Whole Foods Market to extend the term of the agreement for an additional seven years. Under the terms of the amended
agreement, we will continue to serve as the primary wholesale natural grocery distributor to Whole Foods Market in its United States regions
where we were serving as the primary distributor at the time of the amendment. The amendment extended the expiration date of the agreement
from September 25, 2013 to September 25, 2020.  On July 28, 2010, we announced that we had entered into an asset purchase agreement under
which we agreed to acquire certain assets of Whole Foods Distribution, Inc. previously used for their self-distribution of non-perishables in their
Rocky Mountain and Southwest regions, and to become the primary distributor in these regions. We closed this transaction in late
September 2010 in the case of the Southwest region and early October 2010 in the case of the Rocky Mountain region. We now serve as the
primary distributor to Whole Foods Market in all of its regions in the United States, and have amended our distribution agreement with Whole
Foods Market effective October 11, 2010 to include these regions. Whole Foods Market accounted for approximately 36% and 35% of our net
sales for the three months ended October 29, 2011 and October 30, 2010, respectively.

In June 2010, UNFI Canada acquired the SDG assets for cash consideration of $65.8 million. With the acquisition, we became the largest
distributor of natural, organic and specialty foods, including kosher foods, in Canada. We believe this strategic acquisition provides us with an
immediate platform for growth in the Canadian market.

The ability to distribute specialty food items (including ethnic, kosher and gourmet) has accelerated our expansion into a number of high-growth
business segments and established immediate market share in the fast-growing specialty foods market. We have now integrated specialty food
products and natural and organic specialty non-food items into our broadline distribution centers across the country.  Due to our expansion into
specialty foods, we were awarded new business with a number of conventional supermarkets during fiscal 2010 and 2011 that previously had not
done business with us because we did not distribute specialty products. We believe that distribution of these products enhances our conventional
supermarket business channel and that our complementary product lines continue to present opportunities for cross-selling.
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On June 9, 2011, we entered into an asset purchase agreement with L&R Distributors pursuant to which we have agreed to sell our conventional
non-foods and general merchandise lines of business, including certain inventory related to this business. This divestiture will allow us to
concentrate on our core business of the distribution of natural, organic, and specialty foods and products.

To maintain our market leadership and improve our operating efficiencies, we seek to continually:

• expand our marketing and customer service programs across regions;

• expand our national purchasing opportunities;
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• offer a broader product selection;

• offer operational excellence with high service levels and a higher percentage of on-time deliveries;

• centralize general and administrative functions to reduce expenses;

• consolidate systems applications among physical locations and regions;

• increase our investment in people, facilities, equipment and technology;

• integrate administrative and accounting functions; and

• reduce the geographic overlap between regions.

We have invested in and intend to continue to invest in residential mortgage-backed securities issued by a U.S.
government agency (such as Ginnie Mae) or a federally chartered corporation (such as Fannie Mae or Freddie Mac)
that guarantees payments of principal and interest on mortgage-backed securities or for which such an agency
guarantees payments of principal and interest, or Agency RMBS, and non-Agency RMBS. The securities in which we
have invested in and intend to continue to invest in are pass-through certificates and collateralized mortgage
obligations, or CMOs, and we may invest directly in residential mortgage loans. Other than income from derivative
instruments, as described below, we expect that all of the income of our Agency RMBS, non-Agency RMBS and
residential mortgage loans will be qualifying income for purposes of the 95% gross income test. In the case of RMBS
treated as interests in a grantor trust for U.S. federal income tax purposes, we would be treated as owning an
undivided beneficial ownership interest in the mortgage loans held by the grantor trust. The interest on such mortgage
loans, and any residential mortgage loans that we own directly, would be qualifying income for purposes of the 75%
gross income test to the extent that the obligation is adequately secured by real property, as discussed above. In the
case of RMBS treated as regular interests in a REMIC for U.S. federal income tax purposes, income derived from
REMIC interests will generally be treated as qualifying income for purposes of the 75% gross income test. If less than
95% of the assets of the REMIC are real estate assets, however, then only a proportionate part of our interest in the
REMIC and income derived from the interest will qualify for purposes of the 75% gross income test. In addition,
some REMIC securitizations include imbedded interest rate swap or cap contracts or other derivative instruments that
potentially could produce non-qualifying income for the holders of the related REMIC securities. We expect that any
interest income from an RMBS that is not treated as an interest in a grantor trust or an interest in a REMIC will not be
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qualifying income for purposes of the 75% gross income test. We expect that a sufficient portion of our income from
our Excess MSRs, Agency RMBS, non-Agency RMBS and residential mortgage loans will be qualifying income so
that we will satisfy both the 75% and 95% gross income tests. However, there can be no assurance that we will satisfy
both the 75% and 95% gross income tests.
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We have engaged and intend to continue to engage in forward-settling Agency RMBS transactions where the pool is
�to-be-announced,� or TBA transactions, that are treated as �hedging transactions� as defined in �—Hedging Transactions.�
With respect to contracts for forward settling transactions such as TBAs that are not hedging transactions, the law is
unclear with respect to the qualification of income and gains from dispositions of contracts for forward settling
transactions as qualifying income for purposes of the 75% gross income test. Until we receive a favorable private
letter ruling from the IRS or we receive an opinion of counsel to the effect that income and gain from the disposition
of such contracts for forward settling transactions should be treated as qualifying income for purposes of the 75%
gross income test, we will limit our income and gains from dispositions of such contracts for forward settling
transactions (other than hedging transactions) and any non-qualifying income to no more than 25% of our gross
income for each calendar year. Accordingly, our ability to dispose of such contracts for forward settling transactions,
through dollar roll transactions or otherwise, could be limited. Moreover, even if we are advised by counsel that
income and gains from dispositions of such contracts for forward settling transactions should be treated as qualifying
income, it is possible that the IRS could successfully take the position that such income is not qualifying income. In
the event that such income were determined not to be qualifying for the 75% gross income test, we could be subject to
a penalty tax or we could fail to qualify as a REIT if such income and any other non-qualifying income exceeds 25%
of our gross income. See �—Failure to Qualify.�

Although we have no current intention to acquire pools comprised primarily of distressed mortgage loans, pools of
residential mortgage loans we acquire likely will include some distressed mortgage loans, and we may acquire pools
comprised primarily of distressed mortgage loans in the future. Revenue Procedure 2014-51 provides that the IRS will
treat distressed mortgage loans acquired by a REIT that are secured by real property and other property as producing,
in part, non-qualifying income for the 75% gross income test. Specifically, Revenue Procedure 2014-51 indicates that
interest income on such a distressed mortgage loan will be treated as qualifying income based on the ratio of: (i) the
fair market value of the real property securing the debt determined as of the date the REIT committed to acquire the
loan; and (ii) the face amount of the loan (and not the purchase price or current value of the loan). The face amount of
a distressed mortgage loan will typically exceed the fair market value of the real property securing the mortgage loan
on the date the REIT commits to acquire the loan. To the extent we invest in distressed mortgage loans, we intend to
do so in a manner consistent with maintaining our qualification as a REIT.

We may modify the term of any residential mortgage loans we acquire. Under the Code, if the terms of a loan are
modified in a manner constituting a �significant modification,� such modification triggers a deemed exchange of the
original loan for the modified loan. IRS Revenue Procedure 2014-51 provides a safe harbor pursuant to which we will
not be required to redetermine the fair market value of the real property securing a loan for purposes of the gross
income and asset tests in connection with a loan modification that is (i) occasioned by a borrower default or (ii) made
at a time when we reasonably believe that the modification to the loan will substantially reduce a significant risk of
default on the original loan. To the extent we significantly modify loans in a manner that does not qualify for that safe
harbor, we will be required to redetermine the value of the real property securing the loan at the time it was
significantly modified, which could result in a portion of the interest income on the loan being treated as
nonqualifying income for purposes of the 75% gross income test and a portion of the value of the loan being treated as
a non-qualifying asset for the 75% asset test. In determining the value of the real property securing such a loan, we
generally will not obtain third-party appraisals but rather will rely on internal valuations.

We may invest opportunistically in other types of mortgage and real estate-related assets. To the extent we invest in
such assets, we must do so in a manner that will enable us to satisfy the 75% and 95% gross income tests described
above.

Hedging Transactions
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From time to time, we will enter into hedging transactions with respect to one or more of our assets or liabilities. Our
hedging activities may include entering into interest rate swaps, caps and floors, options to purchase these items, and
futures and forward contracts and TBAs. Except to the extent provided by U.S. Treasury Regulations, income and
gain from �hedging transactions� will be excluded from gross income for purposes of both the 75% and 95% gross
income tests. A �hedging transaction� includes any transaction entered into in the normal course of our trade or business
primarily to manage the risk of interest rate changes, price changes, or currency fluctuations with respect to
borrowings made or to be made, or ordinary obligations

28

Edgar Filing: UNITED NATURAL FOODS INC - Form 10-Q

26



TABLE OF CONTENTS

incurred or to be incurred, to acquire or carry real estate assets (�liability hedge�). A �hedging transaction� also includes
any transaction entered into primarily to manage risk of currency fluctuations with respect to any item of income or
gain that is qualifying income for purposes of the 75% or 95% gross income test (or any property which generates
such income or gain). We are required to clearly identify any such hedging transaction before the close of the day on
which it was acquired, originated, or entered into and satisfy other identification requirements. Effective for taxable
years beginning after December 31, 2015, if we have entered into a qualifying hedging transaction described above
(an �Original Hedge�), and a portion of the hedged indebtedness is extinguished or the related property is disposed of
and in connection with such extinguishment or disposition we enter into a new clearly identified hedging transaction
that would counteract the Original Hedge (a �Counteracting Hedge�), income from the Original Hedge and income from
the Counteracting Hedge (including gain from the disposition of the Original Hedge and the Counteracting Hedge)
will not be treated as gross income for purposes of the 95% and 75% gross income tests. To the extent that we hedge
for other purposes, or to the extent that a portion of the hedged assets are not treated as �real estate assets� (as described
below under �—Asset Tests�) or we enter into derivative transactions that are not liability hedges or we fail to satisfy the
identification requirements with respect to a hedging transaction, the income from those transactions will likely be
treated as non-qualifying income for purposes of both gross income tests. We intend to structure any hedging
transactions in a manner that does not jeopardize our qualification as a REIT, but we cannot assure you that we will be
able to do so. We may conduct some or all of our hedging activities (including hedging activities relating to currency
risk) through a TRS or other corporate entity, the income from which may be subject to federal income tax, rather than
by participating in the arrangements directly or through pass-through subsidiaries.

Fee Income

We anticipate deriving income from fees in certain circumstances. Fee income generally will be qualifying income for
purposes of both the 75% and 95% gross income tests if it is received in consideration for entering into an agreement
to make a loan secured by real property and the fees are not determined by income and profits. Other fees, including
amounts paid in respect of an MSR as reasonable compensation for servicing the underlying mortgage loans, generally
are not qualifying income for purposes of either gross income test. Any fees earned by a TRS, like other income
earned by a TRS, will not be included in the REIT�s gross income for purposes of the gross income tests. Although no
complete assurances can be provided, we anticipate that any fee income we will earn will be de minimis and will not
impair our ability to satisfy the 95% and 75% gross income tests.

Foreign Currency Gain

Certain foreign currency gains will be excluded from gross income for purposes of one or both of the gross income
tests. �Real estate foreign exchange gain� will be excluded from gross income for purposes of the 75% and 95% gross
income tests. Real estate foreign exchange gain generally includes foreign currency gain attributable to any item of
income or gain that is qualifying income for purposes of the 75% gross income test, foreign currency gain attributable
to the acquisition or ownership of (or becoming or being the obligor under) obligations secured by mortgages on real
property or on interest in real property and certain foreign currency gain attributable to certain �qualified business units�
of a REIT. �Passive foreign exchange gain� will be excluded from gross income for purposes of the 95% gross income
test. Passive foreign exchange gain generally includes real estate foreign exchange gain as described above, and also
includes foreign currency gain attributable to any item of income or gain that is qualifying income for purposes of the
95% gross income test and foreign currency gain attributable to the acquisition or ownership of (or becoming or being
the obligor under) obligations. These exclusions for real estate foreign exchange gain and passive foreign exchange
gain do not apply to foreign currency gain derived from dealing, or engaging in substantial and regular trading, in
securities. Such gain is treated as non-qualifying income for purposes of both the 75% and 95% gross income tests.
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Rents from Real Property

Although we have no current intention to do so, we may acquire real property or an interest therein in the future. To
the extent that we acquire real property or an interest therein, rents we receive will qualify as �rents from real property�
in satisfying the gross income requirements for a REIT described above only if the following conditions are met:

•
First, the amount of rent must not be based in whole or in part on the income or profits of any person. An amount
received or accrued generally will not be excluded, however, from rents from real property solely by reason of being
based on fixed percentages of receipts or sales.

•

Second, rents we receive from a �related party tenant� will not qualify as rents from real property in satisfying
the gross income tests unless the tenant is a TRS, at least 90% of the property is leased to unrelated tenants,
the rent paid by the TRS is substantially comparable to the rent paid by the unrelated tenants for comparable
space and the rent is not attributable to an increase in rent due to a modification of a lease with a �controlled
TRS� (i.e., a TRS in which we own directly or indirectly more than 50% of the voting power or value of the
stock). A tenant is a related party tenant if the REIT, or an actual or constructive owner of 10% or more of
the REIT, actually or constructively owns 10% or more of the tenant.

•
Third, if rent attributable to personal property, leased in connection with a lease of real property, is greater than 15%
of the total rent received under the lease, then the portion of rent attributable to the personal property will not qualify
as rents from real property.

•

Fourth, we generally must not operate or manage our real property or furnish or render services to our tenants, other
than through an �independent contractor� who is adequately compensated and from whom we do not derive revenue.
We may, however, provide services directly to tenants if the services are �usually or customarily rendered� in
connection with the rental of space for occupancy only and are not considered to be provided for the tenants’
convenience. In addition, we may provide a minimal amount of �non-customary� services to the tenants of a property,
other than through an independent contractor, as long as our income from the services does not exceed 1% of our
income from the related property. Furthermore, we may own up to 100% of the stock of a TRS, which may provide
customary and noncustomary services to tenants without tainting our rental income from the related properties.
Prohibited Transactions

A REIT will incur a 100% tax on the net income (including foreign currency gain) derived from any sale or other
disposition of property, other than foreclosure property, that the REIT holds primarily for sale to customers in the
ordinary course of a trade or business. Any such income will be excluded from the application of the 75% and 95%
gross income tests. Whether a REIT holds an asset �primarily for sale to customers in the ordinary course of a trade or
business� depends on the facts and circumstances in effect from time to time, including those related to a particular
asset. We believe that none of our assets will be held primarily for sale to customers and that a sale of any of our
assets will not be in the ordinary course of our business. No assurance, however, can be given that the IRS will not
successfully assert a contrary position, in which case we would be subject to the prohibited transaction tax on the sale
of those assets. To the extent we intend to dispose of an asset that may be treated as held �primarily for sale to
customers in the ordinary course of a trade or business,� we may contribute the asset to a TRS prior to the disposition
and marketing thereof. No assurance can be given that the IRS will respect the transaction by which dealer property is
contributed to our TRS; if such transaction is not respected, then we may be treated as having engaged in a prohibited
transaction, and our net income therefrom would be subject to a 100% tax. Moreover, if we securitize loans through a
REMIC structure, the transaction would be treated as a sale for tax purposes and the sale may be subject to the
prohibited transactions tax. As a result, if we securitize our loans in REMIC transactions, we will likely conduct those
securitizations through a TRS.

Foreclosure Property
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We will be subject to tax at the maximum corporate rate on any income (including foreign currency gain) from
foreclosure property, other than income that otherwise would be qualifying income for purposes of the 75% gross
income test, less expenses directly connected with the production of that income. Gross income from
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foreclosure property will qualify, however, under the 75% and 95% gross income tests. Foreclosure property is any
real property, including interests in real property, and any personal property incident to such real property:

•
that is acquired by a REIT as the result of the REIT having bid on such property at foreclosure, or having otherwise
reduced such property to ownership or possession by agreement or process of law, after there was a default or default
was imminent on a lease of such property or on indebtedness that such property secured;

•for which the related loan or lease was acquired by the REIT at a time when the default was not imminent oranticipated; and
•for which the REIT makes a proper election to treat the property as foreclosure property.
A REIT will not be considered, however, to have foreclosed on a property where the REIT takes control of the
property as a mortgagee-in-possession and cannot receive any profit or sustain any loss except as a creditor of the
mortgagor. Property generally ceases to be foreclosure property at the end of the third taxable year following the
taxable year in which the REIT acquired the property, or longer if an extension is granted by the Secretary of the U.S.
Treasury. This grace period terminates and foreclosure property ceases to be foreclosure property on the first day:

•

on which a lease is entered into for the property that, by its terms, will give rise to income that does not qualify for
purposes of the 75% gross income test (disregarding income from foreclosure property), or any amount is received or
accrued, directly or indirectly, pursuant to a lease entered into on or after such day that will give rise to income that
does not qualify for purposes of the 75% gross income test (disregarding income from foreclosure property);

•on which any construction takes place on the property, other than completion of a building or any other improvement,where more than 10% of the construction was completed before default became imminent; or

•
which is more than 90 days after the day on which the REIT acquired the property and the property is used in a trade
or business that is conducted by the REIT, other than through an independent contractor from whom the REIT itself
does not derive or receive any income or, effective for taxable years beginning after December 31, 2015, a TRS.
Failure to Satisfy Gross Income Tests

If we fail to satisfy one or both of the gross income tests for any taxable year, we nevertheless may qualify as a REIT
for that year if we qualify for relief under certain provisions of the federal income tax laws. Those relief provisions
generally will be available if:

•our failure to meet those tests is due to reasonable cause and not to willful neglect; and

•following such failure for any taxable year, a schedule of the sources of our income is filed with the IRS inaccordance with regulations prescribed by the Secretary of the U.S. Treasury.
We cannot with certainty predict whether any failure to meet these tests will qualify for the relief provisions. If the
IRS were to determine that we failed the 75% gross income test or the 95% gross income test because income
produced by our investments in Excess MSRs is not qualifying income, it is possible that the IRS would not consider
our position taken with respect to such income, and accordingly our failure to satisfy the 75% gross income test or the
95% gross income test, to be due to reasonable cause and not due to willful neglect. If these relief provisions are
inapplicable to a particular set of circumstances involving us, we will not qualify as a REIT. As discussed above in
�—Taxation of Our Company,� even if the relief provisions apply, we would incur a 100% tax on the gross income
attributable to the greater of the amount by which we fail the 75% gross income test or the 95% gross income test,
multiplied, in either case, by a fraction intended to reflect our profitability.
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Asset Tests

To qualify as a REIT, we also must satisfy the following asset tests at the end of each quarter of each taxable year.

•First, at least 75% of the value of our total assets (the �75% asset test�) must consist of:
•cash or cash items, including certain receivables and investments in money market funds;
•government securities;
•interests in real property, including leaseholds and options to acquire real property and leaseholds;
•interests in mortgage loans secured by real property;
•stock in other REITs;

•investments in stock or debt instruments during the one-year period following our receipt of new capital that we raisethrough equity offerings or public offerings of debt with at least a five-year term;

•
regular or residual interests in a REMIC. However, if less than 95% of the assets of a REMIC consist of assets that are
qualifying real estate-related assets under the federal income tax laws, determined as if we held such assets, we will
be treated as holding directly our proportionate share of the assets of such REMIC; and
•effective for taxable years beginning after December 31, 2015:

•personal property leased in connection with real property to the extent that rents attributable to such personal propertyare treated as �rents from real property,� and
•debt instruments issued by �publicly offered REITs�.

•Second, of our investments not included in the 75% asset class, the value of our interest in any one issuer’s securities(other than any TRS we may own) may not exceed 5% of the value of our total assets (the �5% asset test�).

•
Third, of our investments not included in the 75% asset class, we may not own more than 10% of the total voting
power or 10% of the total value of any one issuer’s outstanding securities (the �10% vote test� and the �10% value test,�
respectively).

•Fourth, not more than 25% (20% for taxable years beginning after December 31, 2017) of the value of our total assetsmay be represented by the securities of one or more TRSs.

•
Fifth, no more than 25% of the value of our total assets may consist of the securities of TRSs and other non-TRS
taxable subsidiaries and other assets that are not qualifying assets for purposes of the 75% asset test (the �25%
securities test�).

•Finally, an additional test provides that not more than 25% of the value of our total assets may be represented by debtinstruments issued by �publicly offered REITs� to the extent not secured by real property or interests in real property.
For purposes of these asset tests, we are treated as holding our proportionate share of our operating partnership�s
assets. For purposes of the 5% asset test, the 10% vote test and the 10% value test, the term �securities� does not include
stock in another REIT, equity or debt securities of a qualified REIT subsidiary or TRS, mortgage loans or
mortgage-backed securities that constitute real estate assets, or equity interests in a partnership. For purposes of the
10% value test, the term �securities� does not include:

•

�straight debt� securities, which is defined as a written unconditional promise to pay on demand or on a specified date a
sum certain in money if (i) the debt is not convertible, directly or indirectly, into stock, and (ii) the interest rate and
interest payment dates are not contingent on profits, the borrower’s discretion, or similar factors. �Straight debt�
securities do not include any securities issued by a partnership or a corporation in which we or any �controlled TRS�
hold �non-straight� debt securities that have an aggregate value of more than 1% of the issuer’s outstanding securities.
However, �straight debt� securities include debt subject to the following contingencies:
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•

a contingency relating to the time of payment of interest or principal, as long as either (i) there is no change to the
effective yield of the debt obligation, other than a change to the annual yield that does not exceed the greater of 0.25%
or 5% of the annual yield, or (ii) neither the aggregate issue price nor the aggregate face amount of the issuer’s debt
obligations held by us exceeds $1 million and no more than 12 months of unaccrued interest on the debt obligations
can be required to be prepaid; and

•a contingency relating to the time or amount of payment upon a default or prepayment of a debt obligation, as long asthe contingency is consistent with customary commercial practice;
•any loan to an individual or an estate;
•any �section 467 rental agreement,� other than an agreement with a related party tenant;
•any obligation to pay �rents from real property�;

•certain securities issued by governmental entities that are not dependent in whole or in part on the profits of (orpayments made by) a non-governmental entity;
•any security (including debt securities) issued by another REIT;

•any debt instrument of an entity treated as a partnership for U.S. federal income tax purposes in which we are apartner to the extent of our proportionate interest in the equity and certain debt securities issued by that partnership; or

•
any debt instrument of an entity treated as a partnership for U.S. federal income tax purposes not described in the
preceding bullet points if at least 75% of the partnership’s gross income, excluding income from prohibited
transactions, is qualifying income for purposes of the 75% gross income test described above in �—Gross Income Tests.�
For purposes of the 10% value test, our proportionate share of the assets of a partnership is our proportionate interest
in any securities issued by the partnership, without regard to the securities described in the last two bullet points
above.

We have invested and intend to continue to invest in Excess MSRs. The IRS has issued private letter rulings to other
REITs holding that Excess MSRs are qualifying assets for purposes of the 75% asset test. A private letter ruling may
be relied upon only by the taxpayer to whom it is issued, and the IRS may revoke a private letter ruling. Based on
those private letter rulings and other IRS guidance regarding excess mortgage servicing fees, we generally intend to
treat our investments in Excess MSRs as qualifying assets for purposes of the 75% asset test to the extent the
underlying mortgage loans are qualifying for purposes of such test, as described above. However, we do not intend to
seek our own private letter ruling. Thus, the IRS could take the position that Excess MSRs are not qualifying assets,
presumably by recharacterizing Excess MSRs as an interest in reasonable compensation for servicing the underlying
mortgage loans. A successful challenge of our treatment of Excess MSRs could result in our being treated as failing
the 75% asset test. If we failed the 75% asset test and qualified for the �savings� provision described below, we would
be required to pay penalty tax, which could be material, in order to maintain our REIT qualification. If we did not
qualify for that �savings� provision, we would fail to qualify as a REIT. See �—Failure to Qualify.�

We have invested in and intend to continue to invest in Agency RMBS and non-Agency RMBS that are pass-through
certificates or CMOs, and we may invest directly in residential mortgage loans. In the case of RMBS treated as
interests in a grantor trust for U.S. federal income tax purposes, we will be treated as owning an undivided beneficial
ownership interest in the mortgage loans held by the grantor trust. Such mortgage loans, and any residential mortgage
loans that we own directly, will generally qualify as real estate assets for purposes of the 75% asset test to the extent
that they are secured by real property. Revenue Procedure 2014-51 provides a safe harbor under which the IRS has
stated that it will not challenge a REIT�s treatment of a loan as being, in part, a qualifying real estate asset in an amount
equal to the lesser of (i) the fair market value of the loan on the date of the relevant quarterly REIT asset testing date
or (ii) the greater of (a) the current value of the real property securing the loan on the date of the relevant quarterly
REIT asset testing date or (b) the fair market value of the real property securing the loan determined as of the date the
REIT committed to acquire the loan. In
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the case of RMBS treated as regular interests in a REMIC for U.S. federal income tax purposes, such interests will
generally qualify as real estate assets for purposes of the 75% asset test. If less than 95% of the assets of a REMIC are
real estate assets, however, then only a proportionate part of our interest in the REMIC qualifies for purposes of the
REIT asset test.

To the extent any of our investments in Agency RMBS are not treated as real estate assets, we expect such Agency
RMBS will be treated as government securities because they are issued or guaranteed as to principal or interest by the
United States or by a person controlled or supervised by and acting as an instrumentality of the government of the
United States pursuant to authority granted by the Congress of the United States. Our investments in non-Agency
RMBS that are not interests in a grantor trust or REMIC or government securities will not be treated as qualifying
assets for purposes of the 75% asset test and will be subject to the 5% asset test, the 10% value test, the 10% vote test
and the 25% securities test described above.

We may also invest directly in residential mortgage loans, including, in the future, distressed loans. As discussed
above under �—Gross Income Tests,� under the applicable U.S. Treasury regulations, if a loan is secured by real property
and other property and the highest principal amount of the loan outstanding during a taxable year exceeds the fair
market value of the real property securing the loan as of (i) the date we agreed to acquire or originate the loan or (ii) in
the event of a significant modification, the date we modified the loan, then a portion of the interest income from such
a loan will not be qualifying income for purposes of the 75% gross income test but will be qualifying income for
purposes of the 95% gross income test. Although the law is not entirely clear, a portion of the loan will also likely be a
non-qualifying asset for purposes of the 75% asset test. Revenue Procedure 2014-51 provides a safe harbor under
which the IRS has stated that it will not challenge a REIT�s treatment of a loan as being, in part, a qualifying real estate
asset in an amount equal to the lesser of (i) the fair market value of the loan on the date of the relevant quarterly REIT
asset testing date or (ii) the greater of (a) the current value of the real property securing the loan on the date of the
relevant quarterly REIT asset testing date or (b) the fair market value of the real property securing the loan determined
as of the date the REIT committed to acquire the loan. Under the safe harbor when the current value of a distressed
mortgage loan exceeds the fair market value of the real property that secures the loan, determined as of (i) the date we
committed to acquire or originate the loan or (ii) the date of relevant quarterly REIT asset testing date, whichever
produces a greater value, the excess will be treated as a nonqualifying asset. To the extent we invest in residential
mortgage loans (including distressed loans), we intend to do so in a manner consistent with qualifying and
maintaining our qualification as a REIT.

We have entered, and may in the future enter, into repurchase agreements under which we nominally sold certain of
our assets to a counterparty and simultaneously entered into an agreement to repurchase the sold assets in exchange
for a purchase price that reflects a financing charge. Based on positions the IRS has taken in analogous situations, we
believe that these transactions would be treated as secured debt and that we would be treated for REIT asset and
income test purposes as the owner of the assets that would be the subject of such agreements notwithstanding that
such agreements may transfer record ownership of the assets to the counterparty during the term of the agreement. It is
possible, however, that the IRS could assert that we did not own our assets subject to sale and repurchase agreements
during the term of such agreements, in which case we could fail to qualify as a REIT.

We have purchased and expect to purchase Agency RMBS through forward settling transactions, including TBAs.
The law is unclear with respect to the qualification of contracts for forward settling transactions as real estate assets or
government securities for purposes of the 75% asset test. Until we receive a favorable private letter ruling from the
IRS or we receive an opinion from counsel to the effect that contracts for forward settling transactions should be
treated as qualifying assets for purposes of the 75% asset test, we will limit our investment in contracts for forward
settling transactions and any non-qualifying assets to no more than 25% of our total assets at the end of any calendar
quarter and will limit our investments in contracts for forward settling transactions with a single counterparty to no
more than 5% of our total assets at the end of any calendar quarter. Accordingly, our ability to purchase Agency
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RMBS through contracts for forward settling transactions could be limited. Moreover, even if we are advised by
counsel that contracts for forward settling transactions should be treated as qualifying assets, it is possible that the IRS
could successfully take the position that such assets are not qualifying assets. In the event that such assets were
determined not to be qualifying for the 75% asset test, we could be subject to a penalty tax or we could fail to qualify
as a REIT if the value of our contracts for forward
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settling transactions and any non-qualifying assets exceeds 25% of our total assets at the end of any calendar quarter
or if the value of our investments in contracts for forward settling transactions with a single counterparty exceeds 5%
of our total assets at the end of any calendar quarter. See �—Failure to Qualify.�

Derivative instruments, other than possibly TBAs as discussed in the prior paragraph, generally are not qualifying
assets for purposes of the 75% asset test. Thus, interest rate swaps, futures contracts, and other similar instruments that
are used in �hedging transactions� as defined in �—Hedging Transactions,� are non-qualifying assets for purposes of the
75% asset test. As discussed above, we may invest opportunistically in other types of mortgage-related assets. To the
extent we invest in such assets, we intend to do so in a manner that will enable us to satisfy each of the asset tests
described above. However, we cannot assure you that we will be able to satisfy the asset tests described above. We
will monitor the status of our assets for purposes of the various asset tests and seek to manage our portfolio to comply
at all times with such tests. No assurance, however, can be given that we will continue to be successful in this effort.
In this regard, to determine our compliance with these requirements, we will have to value our investment in our
assets to ensure compliance with the asset tests. Although we seek to be prudent in making these estimates, no
assurances can be given that the IRS might not disagree with these determinations and assert that a different value is
applicable, in which case we might not satisfy the 75% asset test and the other asset tests and, thus, would fail to
qualify as a REIT. If we fail to satisfy the asset tests at the end of a calendar quarter, we will not lose our REIT
qualification so long as:

•we satisfied the asset tests at the end of the preceding calendar quarter; and

•the discrepancy between the value of our assets and the asset test requirements arose from changes in the marketvalues of our assets and was not wholly or partly caused by the acquisition of one or more nonqualifying assets.
If we did not satisfy the condition described in the second item, above, we still could avoid disqualification by
eliminating any discrepancy within 30 days after the close of the calendar quarter in which it arose.

If we violate the 5% asset test, the 10% vote test or the 10% value test described above at the end of any calendar
quarter, we will not lose our REIT qualification if (i) the failure is de minimis (up to the lesser of 1% of the total value
of our assets or $10 million) and (ii) we dispose of assets or otherwise comply with the asset tests within six months
after the last day of the quarter in which we identified such failure. In the event of a more than de minimis failure of
any of the asset tests, as long as the failure was due to reasonable cause and not to willful neglect, we will not lose our
REIT qualification if we (i) dispose of assets or otherwise comply with the asset tests within six months after the last
day of the quarter in which we identified such failure, (ii) file a schedule with the IRS describing the assets that caused
such failure in accordance with regulations promulgated by the Secretary of the U.S. Treasury and (iii) pay a tax equal
to the greater of $50,000 or the product of the highest U.S. federal corporate tax rate (currently, 35%) and the net
income from the non-qualifying assets during the period in which we failed to satisfy the asset tests. If the IRS were to
determine that we failed the 5% asset test or 75% asset test because contracts for forward settling transactions are not
qualifying assets, it is possible that the IRS would not consider our position taken with respect to such assets, and
accordingly our failure to satisfy the 5% asset test or 75% asset test, to be due to reasonable cause and not due to
willful neglect. Similarly, if the IRS were to determine that we failed the 75% asset test because our Excess MSRs are
not qualifying assets, it is possible that the IRS would not consider our position taken with respect to such assets, and
accordingly our failure to satisfy the 75% asset test, to be due to reasonable cause and not due to willful neglect. If the
IRS were to successfully assert these positions, we would fail to qualify as a REIT. See �—Failure to Qualify.�
Accordingly, it is not possible to state whether we would be entitled to the benefit of these relief provisions with
regard to this issue or in any other circumstances. If these relief provisions are inapplicable to a particular set of
circumstances involving us, we will fail to qualify as a REIT.

We believe that the Excess MSRs, Agency RMBS, non-Agency RMBS, and other assets that we may hold will satisfy
the foregoing asset test requirements. We will monitor the status of our assets and our future acquisition of assets to
ensure that we comply with those requirements, but we cannot assure you that we will be successful in this effort. No
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independent appraisals will be obtained to support our estimates of and conclusions as to the value of our assets and
securities, or in many cases, the real estate collateral for the mortgage loans that support our Agency RMBS and
non-Agency RMBS. Moreover, the values of some assets may not be susceptible to a precise determination. As a
result, no assurance can be given that the IRS will not contend that our ownership of securities and other assets
violates one or more of the asset tests applicable to REITs.
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Distribution Requirements

Each taxable year, we must distribute dividends, other than capital gain dividends and deemed distributions of
retained capital gain, to our stockholders in an aggregate amount at least equal to:

•the sum of

•90% of our �REIT taxable income,� computed without regard to the dividends paid deduction and our net capital gain,and
•90% of our after-tax net income, if any, from foreclosure property, minus
•the sum of certain items of non-cash income.
We must make such distributions in the taxable year to which they relate, or in the following taxable year if either (i)
we declare the distribution before we timely file our federal income tax return for the year and pay the distribution on
or before the first regular dividend payment date after such declaration or (ii) we declare the distribution in October,
November or December of the taxable year, payable to stockholders of record on a specified day in any such month,
and we actually pay the dividend before the end of January of the following year. The distributions under clause (i) are
taxable to the stockholders in the year in which paid, and the distributions in clause (ii) are treated as paid on
December 31 of the prior taxable year. In both instances, these distributions relate to our prior taxable year for
purposes of the 90% distribution requirement.

In order for distributions to be counted towards our distribution requirement, and to provide us with a tax deduction,
such distributions must not have been �preferential dividends.� A distribution is not a preferential dividend if it is pro
rata among all outstanding shares within a particular class and is in accordance with the preferences among the
different classes of shares as set forth in our organizational documents. However, the Protecting Americans from Tax
Hikes Act of 2015, or the PATH Act, provides that for distributions in taxable years beginning after 2014, the
preferential dividend rules do not apply to publicly offered REITs. Consequently, so long as we continue to be a
�publicly offered REIT,� the preferential dividend rule will not apply to us beginning with our 2015 taxable year.

We will pay federal income tax on taxable income, including net capital gain, that we do not distribute to
stockholders. Furthermore, if we fail to distribute during a calendar year, or by the end of January following the
calendar year in the case of distributions with declaration and record dates falling in the last three months of the
calendar year, at least the sum of:

•85% of our REIT ordinary income for such year,
•95% of our REIT capital gain income for such year, and
•any undistributed taxable income from prior periods,
we will incur a 4% nondeductible excise tax on the excess of such required distribution over the amounts we actually
distribute.

We may elect to retain and pay income tax on the net long term capital gain we recognize in a taxable year. See
�—Taxation of U.S. Holders—Taxation of Taxable U.S. Holders on Distributions on Capital Stock.� If we so elect, we will
be treated as having distributed any such retained amount for purposes of the REIT distribution requirements and the
4% nondeductible excise tax described above.

We intend to continue to make timely distributions in the future sufficient to satisfy the annual distribution
requirements and to avoid corporate income tax and the 4% nondeductible excise tax.

It is possible that, from time to time, we may experience timing differences between the actual receipt of cash,
including distributions from our subsidiaries, and actual payment of deductible expenses and the inclusion of that
income and deduction of such expenses in arriving at our REIT taxable income. Possible examples of those timing
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•Because we may deduct capital losses only to the extent of our capital gains, we may have taxable income thatexceeds our economic income.
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•

We will recognize taxable income in advance of the related cash flow with respect to our investments that are deemed
to have original issue discount. We generally must accrue original issue discount based on a constant yield method
that takes into account projected prepayments but that defers taking into account credit losses until they are actually
incurred.

•

We may acquire investments that are treated as having �market discount� for U.S. federal income tax purposes, because
the investments are debt instruments that we acquire for an amount less than their principal amount. We do not intend
to elect to recognize market discount currently. Under the market discount rules, we may be required to treat portions
of gains on sale of market discount bonds as ordinary income and may be required to include some amounts of
principal payments received on market discount bonds as ordinary income. The recognition of market discount upon
receipt of principal payments results in an acceleration of the recognition of taxable income to periods prior to the
receipt of the related economic income. Further, to the extent that such an investment does not fully amortize
according to its terms, we may never receive the economic income attributable to previously recognized market
discount.
Although several types of non-cash income are excluded in determining the annual distribution requirement, we will
incur corporate income tax and the 4% nondeductible excise tax with respect to those non-cash income items if we do
not distribute those items on a current basis. As a result of the foregoing, we may have less cash than is necessary to
distribute all of our taxable income and thereby avoid corporate income tax and the excise tax imposed on certain
undistributed income. In such a situation, we may need to borrow funds, sell assets or make taxable distributions of
our capital stock or debt securities.

We may satisfy the REIT annual distribution requirement by making taxable distributions of our stock. On August 11,
2017, the IRS issued Revenue Procedure 2017-45 authorizing elective cash/stock dividends to be made by publicly
offered REITs (e.g., REITs that are required to file annual and periodic reports with the SEC under the Exchange Act).
Pursuant to Revenue Procedure 2017-45, effective for distributions declared on or after August 11, 2017, the IRS will
treat the distribution of stock pursuant to an elective cash/stock dividend as a distribution of property under Section
301 of the Code (e.g., a dividend), as long as at least 20% of the total dividend is available in cash and certain other
parameters detailed in the Revenue Procedure are satisfied. We have no current intention to make a taxable dividend
payable in cash and our stock.

Under certain circumstances, we may be able to correct a failure to meet the distribution requirement for a year by
paying �deficiency dividends� to our stockholders in a later year. We may include such deficiency dividends in our
deduction for dividends paid for the earlier year. Although we may be able to avoid income tax on amounts distributed
as deficiency dividends, we will be required to pay interest and may be required to pay a penalty to the IRS based
upon the amount of any deduction we take for deficiency dividends.

Recordkeeping Requirements

We must maintain certain records in order to qualify as a REIT. In addition, to avoid a monetary penalty, we must
request on an annual basis information from our stockholders designed to disclose the actual ownership of our
outstanding stock. We intend to continue to comply with these requirements.

Failure to Qualify

If we fail to satisfy one or more requirements for REIT qualification, other than the gross income tests and the asset
tests, we could avoid disqualification if our failure is due to reasonable cause and not to willful neglect and we pay a
penalty of $50,000 for each such failure. In addition, there are relief provisions for a failure of the gross income tests
and asset tests, as described in �—Gross Income Tests� and �—Asset Tests.� If we fail to qualify as a REIT in any taxable year,
and no relief provision applies, we would be subject to federal income tax and any applicable alternative minimum tax
on our taxable income at regular corporate rates. In calculating our taxable income in a year in which we fail to qualify
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distribute any amounts to stockholders in that year. In such event, to the extent of our current or accumulated earnings
and profits, all distributions to stockholders would be taxable as ordinary income. Subject to certain limitations of the
federal income tax laws, corporate stockholders might be eligible for the dividends received deduction and
stockholders taxed at individual rates
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might be eligible for the reduced federal income tax rate of 20% on such dividends. Unless we qualified for relief
under specific statutory provisions, we also would be disqualified from taxation as a REIT for the four taxable years
following the year during which we ceased to qualify as a REIT. We cannot predict whether in all circumstances we
would qualify for such statutory relief.

Taxation of U.S. Holders

The term �U.S. holder� means a beneficial owner of our capital stock that, for U.S. federal income tax purposes, is:

•a citizen or resident of the United States;

•a corporation (including an entity treated as a corporation for U.S. federal income tax purposes) created or organizedunder the laws of the United States, any of its States or the District of Columbia;
•an estate whose income is subject to federal income taxation regardless of its source; or

•
any trust if (i) a U.S. court is able to exercise primary supervision over the administration of such trust and one or
more U.S. persons have the authority to control all substantial decisions of the trust or (ii) it has a valid election in
place to be treated as a U.S. person.
If a partnership, entity or arrangement treated as a partnership for U.S. federal income tax purposes holds our capital
stock, the federal income tax treatment of a partner in the partnership will generally depend on the status of the partner
and the activities of the partnership and certain determinations made at the partner level. If you are a partner in a
partnership holding our capital stock, you should consult your tax advisor regarding the consequences of the purchase,
ownership and disposition of our capital stock by the partnership.

Taxation of Taxable U.S. Holders on Distributions on Capital Stock

As long as we qualify as a REIT, a taxable U.S. holder must generally take into account as ordinary income
distributions made out of our current or accumulated earnings and profits that we do not designate as capital gain
dividends or retained long-term capital gain. For purposes of determining whether a distribution is made out of our
current or accumulated earnings and profits, our earnings and profits will be allocated first to our preferred stock
dividends, if any, and then to our common stock dividends. A U.S. holder will not qualify for the dividends received
deduction generally available to corporations. In addition, dividends paid to a U.S. holder generally will not qualify
for the 20% tax rate for �qualified dividend income.�

The maximum tax rate for qualified dividend income received by taxpayers taxed at individual rates is 20%. Qualified
dividend income generally includes dividends paid to U.S. holders taxed at individual rates by domestic C
corporations and certain qualified foreign corporations. Because we are not generally subject to federal income tax on
the portion of our REIT taxable income distributed to our stockholders (see �—Taxation of Our Company� above), our
dividends generally will not be eligible for the 20% rate on qualified dividend income. As a result, our ordinary REIT
dividends will be taxed at the higher tax rate applicable to ordinary income. Currently, the highest marginal individual
income tax rate on ordinary income is 39.6%. However, the 20% tax rate for qualified dividend income will apply to
our ordinary REIT dividends (i) attributable to dividends received by us from certain non-REIT corporations (e.g.,
dividends from any domestic TRSs), (ii) to the extent attributable to income upon which we have paid corporate
income tax (e.g., to the extent that we distribute less than 100% of our taxable income) and (iii) attributable to income
in the prior taxable year from the sales of �built-in gain� property acquired by us from C corporations in carryover basis
transactions (less the amount of corporate tax on such income). In general, to qualify for the reduced tax rate on
qualified dividend income, a U.S. holder must hold our capital stock for more than 60 days during the 121-day period
beginning on the date that is 60 days before the date on which our capital stock become ex-dividend. Individuals,
trusts and estates whose income exceeds certain thresholds are also subject to a 3.8% Medicare tax on dividends
received from us.
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A U.S. holder generally will take into account distributions that we properly designate as capital gain dividends as
long-term capital gain, to the extent that they do not exceed our actual net capital gain for the taxable year, without
regard to the period for which the U.S. holder has held our capital stock. A corporate U.S. holder may, however, be
required to treat up to 20% of certain capital gain dividends as ordinary income.

We may elect to retain and pay income tax on the net long-term capital gain that we recognize in a taxable year. In
that case, to the extent we designate such amount on a timely notice to such stockholder, a U.S. holder
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would be taxed on its proportionate share of our undistributed long-term capital gain. The U.S. holder would receive a
credit or refund for its proportionate share of the tax we paid. The U.S. holder would increase the basis in its stock by
the amount of its proportionate share of our undistributed long-term capital gain, minus its share of the tax we paid.

A U.S. holder will not incur tax on a distribution in excess of our current and accumulated earnings and profits if the
distribution does not exceed the adjusted basis of the U.S. holder�s capital stock. Instead, the distribution will reduce
the adjusted basis of such capital stock. A U.S. holder will recognize a distribution in excess of both our current and
accumulated earnings and profits and the U.S. holder�s adjusted basis in his or her capital stock as long-term capital
gain, or short-term capital gain if the capital stock has been held for one year or less, assuming the capital stock is a
capital asset in the hands of the U.S. holder. In addition, if we declare a distribution in October, November or
December of any year that is payable to a U.S. holder of record on a specified date in any such month, such
distribution will be treated as both paid by us and received by the U.S. holder on December 31 of such year, provided
that we actually pay the distribution during January of the following calendar year, as described in �—Distribution
Requirements.�

Stockholders may not include in their individual income tax returns any of our net operating losses or capital losses.
Instead, these losses are generally carried over by us for potential offset against our future income. Taxable
distributions from us and gain from the disposition of our capital stock will not be treated as passive activity income
and, therefore, a U.S. holder generally will not be able to apply any �passive activity losses,� such as losses from certain
types of limited partnerships in which such U.S. holder is a limited partner, against such income. In addition, taxable
distributions from us and gain from the disposition of our capital stock generally will be treated as investment income
for purposes of the investment interest limitations. We will notify stockholders after the close of our taxable year as to
the portions of the distributions attributable to that year that constitute ordinary income, return of capital and capital
gain.

We may recognize taxable income in excess of our economic income, known as phantom income, in the first years
that we hold certain investments, and experience an offsetting excess of economic income over our taxable income in
later years. As a result, U.S. holders at times may be required to pay federal income tax on distributions that
economically represent a return of capital rather than a dividend. These distributions would be offset in later years by
distributions representing economic income that would be treated as returns of capital for U.S. federal income tax
purposes. Taking into account the time value of money, this acceleration of federal income tax liabilities may reduce a
U.S. holder�s after-tax return on his or her investment to an amount less than the after-tax return on an investment with
an identical before-tax rate of return that did not generate phantom income. For example, if an investor with a 30% tax
rate purchases a taxable bond with an annual interest rate of 10% on its face value, the investor�s before-tax return on
the investment would be 10% and the investor�s after-tax return would be 7%. However, if the same investor
purchased our capital stock at a time when the before-tax rate of return was 10%, the investor�s after-tax rate of return
on such capital stock might be somewhat less than 7% as a result of our phantom income. In general, as the ratio of
our phantom income to our total income increases, the after-tax rate of return received by a taxable U.S. holder will
decrease. If excess inclusion income from a taxable mortgage pool or REMIC residual interest is allocated to any U.S.
holder that income will be taxable in the hands of the U.S. holder and would not be offset by any net operating losses
of the U.S. holder that would otherwise be available. See �—Requirements for Qualification—Taxable Mortgage Pools and
Excess Inclusion Income.� As required by IRS guidance, we would notify our stockholders if a portion of a dividend
paid by us is attributable to excess inclusion income. We do not currently expect to generate excess inclusion income
for our stockholders.

Taxation of Taxable U.S. Holders on the Disposition of Capital Stock

In general, a U.S. holder who is not a dealer in securities must treat any gain or loss realized upon a taxable
disposition of our capital stock as long-term capital gain or loss if the U.S. holder has held such capital stock for more
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than one year and otherwise as short-term capital gain or loss. In general, a U.S. holder will realize gain or loss in an
amount equal to the difference between the sum of the fair market value of any property and the amount of cash
received in such disposition and the U.S. holder�s adjusted tax basis. A holder�s adjusted tax basis generally will equal
the U.S. holder�s acquisition cost, increased by the excess of net capital gains deemed distributed to the U.S. holder
(discussed above) less tax deemed paid by such U.S. holder on such gains and reduced by any returns of capital.
However, a U.S. holder must treat any loss upon a sale or exchange of capital stock held by such holder for six months
or less as a long-term capital loss to the extent of capital gain
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dividends and any other actual or deemed distributions from us that such U.S. holder treats as long term capital gain.
All or a portion of any loss that a U.S. holder realizes upon a taxable disposition of our capital stock may be
disallowed if the U.S. holder purchases our capital stock (or substantially similar capital stock) within 30 days before
or after the disposition.

Taxation of U.S. Holders on a Conversion of Preferred Stock

Except as provided below, (i) a U.S. holder generally will not recognize gain or loss upon the conversion of preferred
stock into our common stock, and (ii) a U.S. holder�s basis and holding period in our common stock received upon
conversion generally will be the same as those of the converted preferred stock (but the basis will be reduced by the
portion of adjusted tax basis allocated to any fractional share exchanged for cash). Any of our shares of common stock
received in a conversion that are attributable to accrued and unpaid dividends that are in arrears on the converted
preferred stock will be treated as a distribution that is potentially taxable as a dividend. Cash received upon conversion
in lieu of a fractional share generally will be treated as a payment in a taxable exchange for such fractional share, and
gain or loss will be recognized on the receipt of cash in an amount equal to the difference between the amount of cash
received and the adjusted tax basis allocable to the fractional share deemed exchanged. This gain or loss will be
long-term capital gain or loss if the U.S. holder has held the preferred stock for more than one year at the time of
conversion. U.S. holders are urged to consult with their tax advisors regarding the federal income tax consequences of
any transaction by which such holder exchanges shares of our common stock received on a conversion of preferred
stock for cash or other property.

Taxation of U.S. Holders on a Redemption of Preferred Stock

A redemption of preferred stock will be treated under Section 302 of the Code as a distribution that is taxable as
dividend income (to the extent of our current or accumulated earnings and profits), unless the redemption satisfies
certain tests set forth in Section 302(b) of the Code enabling the redemption to be treated as a sale of the preferred
stock (in which case the redemption will be treated in the same manner as a sale described above in �—Taxation of
Taxable U.S. Holders on the Disposition of Capital Stock�). The redemption will satisfy such tests if it (i) is
�substantially disproportionate� with respect to the U.S. holder�s interest in our stock, (ii) results in a �complete
termination� of the U.S. holder�s interest in all of our classes of stock or (iii) is �not essentially equivalent to a dividend�
with respect to the stockholder, all within the meaning of Section 302(b) of the Code. In determining whether any of
these tests have been met, stock considered to be owned by the holder by reason of certain constructive ownership
rules set forth in the Code, as well as stock actually owned, generally must be taken into account. Because the
determination as to whether any of the three alternative tests of Section 302(b) of the Code described above will be
satisfied with respect to any particular U.S. holder of preferred stock depends upon the facts and circumstances at the
time that the determination must be made, prospective investors are urged to consult their tax advisors to determine
such tax treatment. If a redemption of preferred stock does not meet any of the three tests described above, the
redemption proceeds will be taxable as a dividend, as described above in �—Taxation of U.S. Holders.� In that case, a U.S.
holder�s adjusted tax basis in the redeemed preferred stock will be transferred to such U.S. holder�s remaining share
holdings in us. If the U.S. holder does not retain any of our stock, such basis could be transferred to a related person
that holds our stock or it may be lost.

Under proposed Treasury regulations, if any portion of the amount received by a U.S. holder on a redemption of any
class of our preferred stock is treated as a distribution with respect to our stock but not as a taxable dividend, then such
portion will be allocated to all shares of stock of the redeemed class held by the redeemed stockholder just before the
redemption on a pro-rata, share-by-share, basis. The amount applied to each share of stock will first reduce the
redeemed U.S. holder�s basis in that share and any excess after the basis is reduced to zero will result in taxable gain. If
the redeemed stockholder has different bases in its shares of stock, then the amount allocated could reduce some of the
basis in certain shares of stock while reducing all the basis and giving rise to taxable gain in others. Thus, the
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redeemed U.S. holder could have gain even if such U.S. holder�s basis in all its shares of stock of the redeemed class
exceeded such portion.

The proposed Treasury regulations permit the transfer of basis in the redeemed shares of preferred stock to the
redeemed U.S. holder�s remaining, unredeemed shares of preferred stock of the same class (if any), but not to any other
class of stock held (directly or indirectly) by the redeemed U.S. holder. Instead, any unrecovered basis in the
redeemed shares of preferred stock would be treated as a deferred loss to be recognized when certain conditions are
satisfied. The proposed Treasury regulations would be effective for transactions that occur after the
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date the regulations are published as final Treasury regulations. There can, however, be no assurance as to whether,
when and in what particular form such proposed Treasury regulations will ultimately be finalized.

Capital Gains and Losses

A taxpayer generally must hold a capital asset for more than one year for gain or loss derived from its sale or
exchange to be treated as long-term capital gain or loss. The maximum tax rate on long-term capital gain applicable to
U.S. holders taxed at individual rates is 20% for sales and exchanges of assets held for more than one year. The
maximum tax rate on long-term capital gain from the sale or exchange of �section 1250 property,� or depreciable real
property, is 25%, which applies to the lesser of the total amount of the gains or the accumulated depreciation on the
Section 1250 property. Individuals, trusts and estates whose income exceeds certain thresholds are also subject to a
3.8% Medicare tax on gain from the sale of our capital stock. With respect to distributions that we designate as capital
gain dividends and any retained capital gain that we are deemed to distribute, we will designate whether such a
distribution is taxable to U.S. holders taxed at individual rates at a 20% or 25% rate. The highest marginal individual
income tax rate currently is 39.6%. Thus, the tax rate differential between capital gain and ordinary income for those
taxpayers may be significant. In addition, the characterization of income as capital gain or ordinary income may affect
the deductibility of capital losses, including capital losses recognized upon the disposition of our stock. A
non-corporate taxpayer may deduct capital losses not offset by capital gains against its ordinary income only up to a
maximum annual amount of $3,000. A non-corporate taxpayer may carry forward unused capital losses indefinitely. A
corporate taxpayer must pay tax on its net capital gain at ordinary corporate rates. A corporate taxpayer may deduct
capital losses only to the extent of capital gains, with unused losses being carried back three years and forward five
years.

Information Reporting Requirements and Withholding

We or the applicable withholding agent will report to U.S. holders and to the IRS the amount and the tax character of
distributions we pay during each calendar year, and the amount of tax we withhold, if any. Under the backup
withholding rules, a U.S. holder may be subject to backup withholding at a rate of 28% with respect to distributions
unless such holder:

•is a corporation or comes within certain other exempt categories and, when required, demonstrates this fact; or

•provides a taxpayer identification number, certifies as to no loss of exemption from backup withholding, andotherwise complies with the applicable requirements of the backup withholding rules.
A U.S. holder who does not provide the applicable withholding agent with its correct taxpayer identification number
also may be subject to penalties imposed by the IRS. Any amount paid as backup withholding will be creditable
against the U.S. holder�s income tax liability. Backup withholding is not an additional tax. Any amounts withheld
under the backup withholding rules may be refunded or credited against the U.S. holder�s U.S. federal income tax
liability if certain required information is timely furnished to the IRS. U.S. holders are urged to consult their own tax
advisors regarding application of backup withholding to them and the availability of, and procedure for obtaining an
exemption from, backup withholding. In addition, the applicable withholding agent may be required to withhold a
portion of distributions to any U.S. holders who fail to certify their U.S. status. Under the Foreign Account Tax
Compliance Act, or FATCA, a U.S. withholding tax at a 30% rate generally will be imposed on dividends received by
U.S. holders who own our capital stock through foreign accounts or foreign intermediaries if certain disclosure
requirements related to U.S. accounts or ownership are not satisfied. In addition, if those disclosure requirements are
not satisfied, a U.S. withholding tax at a 30% rate will be imposed, for payments made after December 31, 2018, on
proceeds from the sale of our capital stock by U.S. holders who own our capital stock through foreign accounts or
foreign intermediaries. We will not pay any additional amounts in respect of amounts withheld.

Taxation of Tax-Exempt U.S. Holders
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Tax-exempt entities, including qualified employee pension and profit sharing trusts and individual retirement
accounts, generally are exempt from federal income taxation. They are subject, however, to taxation on their UBTI.
While many investments in real estate generate UBTI, the IRS has issued a ruling that dividend distributions from a
REIT to an exempt employee pension trust do not constitute UBTI. Based on that ruling, amounts that we distribute to
tax-exempt stockholders generally should not constitute UBTI. However, if a
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tax-exempt stockholder were to finance its investment in our capital stock with debt, a portion of the income that it
receives from us would constitute UBTI pursuant to the �debt-financed property� rules. In addition, our dividends that
are attributable to excess inclusion income will constitute UBTI in the hands of most tax-exempt stockholders. See
�—Requirements for Qualification—Taxable Mortgage Pools and Excess Inclusion Income.� However, we currently expect
to avoid generating excess inclusion income for our stockholders. Moreover, social clubs, voluntary employee benefit
associations, supplemental unemployment benefit trusts and qualified group legal services plans that are exempt from
taxation under special provisions of the federal income tax laws are subject to different UBTI rules, which generally
will require them to characterize distributions that they receive from us as UBTI. Finally, in certain circumstances, a
qualified employee pension or profit sharing trust that owns more than 10% of our stock must treat a percentage of the
dividends that it receives from us as UBTI. Such percentage is equal to the gross income we derive from an unrelated
trade or business, determined as if we were a pension trust, divided by our total gross income for the year in which we
pay the dividends. That rule applies to a pension trust holding more than 10% of our stock only if:

•the percentage of our dividends that the tax-exempt trust must treat as UBTI is at least 5%;

•
we qualify as a REIT by reason of the modification of the rule requiring that no more than 50% of our stock be owned
by five or fewer individuals that allows the beneficiaries of the pension trust to be treated as holding our stock in
proportion to their actuarial interests in the pension trust; and
•either:
•one pension trust owns more than 25% of the value of our stock; or

•A group of pension trusts individually holding more than 10% of the value of our stock collectively owns more than50% of the value of our stock.
Tax-exempt U.S. holders are urged to consult their tax advisors regarding the U.S. federal, state, local, and foreign tax
consequences of owning our capital stock.

Taxation of Non-U.S. Holders

The term �non-U.S. holder� means a beneficial owner of our capital stock that is not a U.S. holder or a partnership (or
an entity or arrangement treated as a partnership for U.S. federal income tax purposes). The rules governing federal
income taxation of nonresident alien individuals, foreign corporations, foreign partnerships and other foreign holders
are complex. This section is only a summary of such rules. We urge non-U.S. holders to consult their tax advisors to
determine the impact of federal, state and local income tax laws on ownership of our capital stock, including any
reporting requirements.

A non-U.S. holder that receives a distribution from us that is not attributable to gain from our sale or exchange of
�United States real property interests,� as defined below, and that we do not designate as a capital gain dividend or
retained capital gains will recognize ordinary income to the extent that we pay the distribution out of our current or
accumulated earnings and profits. A withholding tax equal to 30% of the gross amount of the distribution ordinarily
will apply unless an applicable tax treaty reduces or eliminates the tax. Our dividends that are attributable to excess
inclusion income will be subject to the 30% withholding tax, without reduction for any otherwise applicable income
tax treaty. See �—Requirements for Qualification—Taxable Mortgage Pools and Excess Inclusion Income.� We currently
expect to avoid generating excess inclusion income for our stockholders. If a distribution is treated as effectively
connected with the non-U.S. holder�s conduct of a U.S. trade or business, the distribution will not incur the 30%
withholding tax, but the non-U.S. holder generally will be subject to federal income tax on the distribution at
graduated rates, in the same manner as U.S. holders are taxed on distributions and also may be subject to the 30%
branch profits tax in the case of a corporate non-U.S. holder. In general, non-U.S. holders will not be considered to be
engaged in a U.S. trade or business solely as a result of their ownership of our capital stock. It is expected that the
applicable withholding agent will withhold U.S. income tax at the rate of 30% on the gross amount of any distribution
that we do not designate as a capital gain distribution or retained capital gain and is paid to a non-U.S. holder unless
either:
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•a lower treaty rate applies and the non-U.S. holder files with the applicable withholding agent an IRS Form W-8BEN
or W-8BEN-E evidencing eligibility for that reduced rate; or

•the non-U.S. holder files with the applicable withholding agent an IRS Form W-8ECI claiming that the distribution is
effectively connected income.
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However, reduced treaty rates are not available to the extent that the income allocated to the non-U.S. stockholder is
excess inclusion income.

Capital gain dividends received or deemed received by a non-U.S. holder from us that are not attributable to gain from
our sale or exchange of �United States real property interests,� as defined below, are generally not subject to U.S.
federal income or withholding tax, unless either (1) the non-U.S. holder�s investment in our capital stock is effectively
connected with a U.S. trade or business conducted by such non-U.S. holder (in which case the non-U.S. holder will be
subject to the same treatment as U.S. holders with respect to such gain) or (2) the non-U.S. holder is a nonresident
alien individual who was present in the U.S. for 183 days or more during the taxable year and has a �tax home� in the
U.S. (in which case the non-U.S. holder will be subject to a 30% tax on the individual�s net capital gain for the year).

A non-U.S. holder will not incur tax on a distribution on the capital stock in excess of our current and accumulated
earnings and profits if the excess portion of the distribution does not exceed the adjusted tax basis of its capital stock.
Instead, the excess portion of the distribution will reduce such non-U.S. holder�s adjusted tax basis of its capital stock.
A non-U.S. holder will be subject to tax on a distribution that exceeds both our current and accumulated earnings and
profits and the adjusted basis of its capital stock, if the non-U.S. holder otherwise would be subject to tax on gain from
the sale or disposition of its capital stock, as described below. Because we generally cannot determine at the time we
make a distribution whether the distribution will exceed our current and accumulated earnings and profits, it is
expected that the applicable withholding agent normally will withhold tax on the entire amount of any distribution at
the same rate applicable to withholding on a dividend. However, a non-U.S. holder may obtain a refund of amounts
that the applicable withholding agent withheld if we later determine that a distribution in fact exceeded our current
and accumulated earnings and profits.

Under FATCA, a U.S. withholding tax at a 30% rate generally will be imposed on dividends paid to certain non-U.S.
holders if certain disclosure requirements related to U.S. accounts or ownership are not satisfied. In addition, if those
disclosure requirements are not satisfied, a U.S. withholding tax at a 30% rate will be imposed, for payments made
after December 31, 2018, on proceeds from the sale of our capital stock received by certain non-U.S. holders. If
payment of withholding taxes is required, non-U.S. holders that are otherwise eligible for an exemption from, or
reduction of, U.S. withholding taxes with respect to such dividends and proceeds will be required to seek a refund
from the IRS to obtain the benefit of such exemption or reduction. We will not pay any additional amounts in respect
of any amounts withheld.

For any year in which we qualify as a REIT, a non-U.S. holder may incur tax on distributions that are attributable to
gain from our sale or exchange of �United States real property interests� under special provisions of the federal income
tax laws known as �FIRPTA.� The term �United States real property interests� includes interests in real property and
shares in corporations at least 50% of whose assets consist of interests in real property. The term �United States real
property interests� generally does not include residential mortgage loans or mortgage-backed securities such as Agency
RMBS or non-Agency RMBS. As a result, we do not anticipate that we will generate material amounts of gain that
would be subject to FIRPTA. Under the FIRPTA rules, a non-U.S. holder is taxed on distributions attributable to gain
from sales of United States real property interests as if the gain were effectively connected with a U.S. business of the
non-U.S. holder. A non-U.S. holder thus would be taxed on such a distribution at the normal capital gain rates
applicable to U.S. holders, subject to applicable alternative minimum tax and a special alternative minimum tax in the
case of a nonresident alien individual. A non-U.S. corporate holder not entitled to treaty relief or exemption also may
be subject to the 30% branch profits tax on such a distribution. Unless a non-U.S. holder qualifies for the exception
described in the next paragraph, the applicable withholding agent must withhold 35% of any such distribution that we
could designate as a capital gain dividend. A non-U.S. holder may receive a credit against such holder�s tax liability for
the amount withheld.
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Capital gain distributions on our capital stock that are attributable to our sale of real property will be treated as
ordinary dividends, rather than as gain from the sale of a United States real property interest, as long as (i) the
applicable class of our capital stock is �regularly traded� on an established securities market in the United States and (ii)
the non-U.S. holder does not own more than 10% of the applicable class of our capital stock during the one-year
period preceding the distribution date. As a result, non-U.S. holders generally would be subject to withholding tax on
such capital gain distributions in the same manner as they are subject to withholding tax on ordinary dividends.
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We believe that our common stock and Series A Preferred Stock currently are treated as being regularly traded on an
established securities market in the United States. If the applicable class of our capital stock is not regularly traded on
an established securities market in the United States or the non-U.S. holder owned more than 10% of the applicable
class of our capital stock at any time during the one-year period prior to the distribution, capital gain distributions that
are attributable to our sale of real property would be subject to tax under FIRPTA. Moreover, if a non-U.S. holder
disposes of our capital stock during the 30-day period preceding a dividend payment, and such non-U.S. holder (or a
person related to such non-U.S. holder) acquires or enters into a contract or option to acquire our capital stock within
61 days of the 1st day of the 30 day period described above, and any portion of such dividend payment would, but for
the disposition, be treated as a United States real property interest capital gain to such non-U.S. holder, then such
non-U.S. holder will be treated as having United States real property interest capital gain in an amount that, but for the
disposition, would have been treated as United States real property interest capital gain.

A non-U.S. holder generally will not incur tax under FIRPTA with respect to gain realized upon a disposition of our
capital stock as long as we are not a United States real property holding corporation during a specified testing period.
If at least 50% of a REIT�s assets are United States real property interests, then the REIT will be a United States real
property holding corporation. We do not anticipate that we will be a United States real property holding corporation
based on our current investment strategy. In the unlikely event that at least 50% of the assets we hold were determined
to be United States real property interests, gains from the sale of our capital stock by a non-U.S. holder could be
subject to a FIRPTA tax. However, even if that event were to occur, a non-U.S. holder generally would not incur tax
under FIRPTA on gain from the sale of our capital stock if we were a �domestically controlled qualified investment
entity.� A domestically controlled qualified investment entity includes a REIT in which, at all times during a specified
testing period, less than 50% in value of its stock are held directly or indirectly by non-U.S. persons. We believe that
we are, and expect to continue to be, a domestically controlled qualified investment entity, and that a sale of our
capital stock would not be subject to taxation under FIRPTA. No assurance can be given, however, that we will
remain a domestically controlled qualified investment entity.

If the applicable class of our capital stock is regularly traded on an established securities market in the United States,
an additional exception to the tax under FIRPTA on gain from share sales will be available, even if we do not qualify
as a domestically controlled qualified investment entity at the time the non-U.S. holder sells our capital stock. Under
that exception, the gain from such a sale by such a non-U.S. holder will not be subject to tax under FIRPTA if:

•the applicable class of our capital stock is considered regularly traded under applicable U.S. Treasury Regulations onan established securities market, such as the New York Stock Exchange; and

•the non-U.S. holder owned, actually or constructively, 10% or less of the applicable class of our capital stock at alltimes during a specified testing period.
As noted above, we believe that our common stock and Series A Preferred Stock currently are treated as being
regularly traded on an established securities market following this offering. If the gain on the sale of our capital stock
were taxed under FIRPTA, a non-U.S. holder would be taxed on that gain in the same manner as U.S. holders, subject
to applicable alternative minimum tax and a special alternative minimum tax in the case of nonresident alien
individuals.

Qualified Shareholders. Subject to the exception discussed below, any distribution on or after December 18, 2015 to a
�qualified shareholder� who holds REIT stock directly or indirectly (through one or more partnerships) will not be
subject to U.S. tax as income effectively connected with a U.S. trade or business and thus will not be subject to special
withholding rules under FIRPTA. While a �qualified shareholder� will not be subject to FIRPTA withholding on REIT
distributions, certain investors of a �qualified shareholder� (i.e., non-U.S. persons who hold interests in the �qualified
shareholder� (other than interests solely as a creditor), and hold more than 10% of the stock of such REIT (whether or
not by reason of the investor�s ownership in the �qualified shareholder�)) may be subject to FIRPTA withholding.
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In addition, on or after December 18, 2015, a sale of our stock by a �qualified shareholder� who holds such stock
directly or indirectly (through one or more partnerships) will not be subject to U.S. federal income taxation under
FIRPTA. As with distributions, certain investors of a �qualified shareholder� (i.e., non-U.S. persons who
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hold interests in the �qualified shareholder� (other than interests solely as a creditor), and hold more than 10% of the
stock of such REIT (whether or not by reason of the investor�s ownership in the �qualified shareholder�)) may be subject
to FIRPTA withholding on a sale of our stock.

A �qualified shareholder� is a foreign person that (i) either is eligible for the benefits of a comprehensive income tax
treaty which includes an exchange of information program and whose principal class of interests is listed and regularly
traded on one or more recognized stock exchanges (as defined in such comprehensive income tax treaty), or is a
foreign partnership that is created or organized under foreign law as a limited partnership in a jurisdiction that has an
agreement for the exchange of information with respect to taxes with the United States and has a class of limited
partnership units representing greater than 50% of the value of all the partnership units that is regularly traded on the
NYSE or NASDAQ markets, (ii) is a qualified collective investment vehicle (defined below), and (iii) maintains
records on the identity of each person who, at any time during the foreign person�s taxable year, is the direct owner of
5% or more of the class of interests or units (as applicable) described in (i), above.

A qualified collective investment vehicle is a foreign person that (i) would be eligible for a reduced rate of
withholding under the comprehensive income tax treaty described above, even if such entity holds more than 10% of
the stock of such REIT, (ii) is publicly traded, is treated as a partnership under the Code, is a withholding foreign
partnership, and would be treated as a �United States real property holding corporation� if it were a domestic
corporation, or (iii) is designated as such by the Secretary of the Treasury and is either (a) fiscally transparent within
the meaning of section 894, or (b) required to include dividends in its gross income, but is entitled to a deduction for
distributions to its investors.

Qualified Foreign Pension Funds. Any distribution on or after December 18, 2015 to a �qualified foreign pension fund�
(or an entity all of the interests of which are held by a �qualified foreign pension fund�) who holds REIT stock directly
or indirectly (through one or more partnerships) will not be subject to U.S. tax as income effectively connected with a
U.S. trade or business and thus will not be subject to special withholding rules under FIRPTA. In addition, on or after
December 18, 2015, a sale of our stock by a �qualified foreign pension fund� that holds such stock directly or indirectly
(through one or more partnerships) will not be subject to U.S. federal income taxation under FIRPTA.

A qualified foreign pension fund is any trust, corporation, or other organization or arrangement (i) which is created or
organized under the law of a country other than the United States, (ii) which is established to provide retirement or
pension benefits to participants or beneficiaries that are current or former employees (or persons designated by such
employees) of one or more employers in consideration for services rendered, (iii) which does not have a single
participant or beneficiary with a right to more than 5% of its assets or income, (iv) which is subject to government
regulation and provides annual information reporting about its beneficiaries to the relevant tax authorities in the
country in which it is established or operates, and (v) with respect to which, under the laws of the country in which it
is established or operates, (a) contributions to such organization or arrangement that would otherwise be subject to tax
under such laws are deductible or excluded from the gross income of such entity or taxed at a reduced rate, or (b)
taxation of any investment income of such organization or arrangement is deferred or such income is taxed at a
reduced rate.

Backup withholding will generally not apply to payments of dividends made by us or our paying agents, in their
capacities as such, to a non-U.S. holder provided that the non-U.S. holder furnishes to the applicable withholding
agent the required certification as to its non-U.S. status, such as providing a valid IRS Form W-8BEN, W-8BEN-E or
W-8ECI, or certain other requirements are met.

Notwithstanding the foregoing, backup withholding may apply if the applicable withholding agent has actual
knowledge, or reason to know, that the holder is a U.S. person that is not an exempt recipient. Payments of the net
proceeds from a disposition or a redemption effected outside the United States by a non-U.S. holder made by or
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through a foreign office of a broker generally will not be subject to information reporting or backup withholding.
However, information reporting (but not backup withholding) generally will apply to such a payment if the broker has
certain connections with the U.S. unless the broker has documentary evidence in its records that the beneficial owner
is a non-U.S. holder and specified conditions are met or an exemption is otherwise established. Payment of the net
proceeds from a disposition by a non-U.S. holder of capital stock made
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by or through the U.S. office of a broker is generally subject to information reporting and backup withholding unless
the non-U.S. holder certifies under penalties of perjury that it is not a U.S. person and satisfies certain other
requirements, or otherwise establishes an exemption from information reporting and backup withholding.

Backup withholding is not an additional tax. Any amounts withheld under the backup withholding rules may be
refunded or credited against the non-U.S. holder�s U.S. federal income tax liability if certain required information is
timely furnished to the IRS. Non-U.S. holders are urged to consult their own tax advisors regarding application of
backup withholding to them and the availability of, and procedure for obtaining an exemption from, backup
withholding.

Conversion of Preferred Stock

The conversion of our preferred stock into our common stock may be a taxable exchange for a non-U.S. holder if our
preferred stock constitutes a �United States real property interest.� Even if our preferred stock constitutes a �United
States real property interest,� provided our common stock also constitutes a �United States real property interest,� a
non-U.S. holder generally will not recognize gain or loss upon a conversion of preferred stock into our common stock
so long as certain FIRPTA-related reporting requirements are satisfied. If our preferred stock constitutes a �United
States real property interest� and such requirements are not satisfied, however, a conversion will be treated as a taxable
exchange of preferred stock for our common stock. Such a deemed taxable exchange will be subject to tax under
FIRPTA at the rate of tax, including any applicable capital gains rates, that would apply to a U.S. holder of the same
type (e.g., a corporate or a non-corporate stockholder, as the case may be) on the excess, if any, of the fair market
value of such non-U.S. holder�s common stock received over such non-U.S. holder�s adjusted basis in its preferred
stock. Collection of such tax will be enforced by a refundable withholding tax at a rate of 15% of the value of the
common stock.

Non-U.S. holders are urged to consult with their tax advisors regarding the federal income tax consequences of any
transaction by which such non-U.S. holder exchanges shares of our common stock received on a conversion of
preferred stock for cash or other property.

Redemption of Preferred Stock

For a discussion of the treatment of a redemption of preferred stock, see �—Taxation of U.S. Holders on a Redemption of
Preferred Stock.�

Tax Aspects of Our Investments in Our Operating Partnership and Subsidiary Partnerships

The following discussion summarizes certain U.S. federal income tax considerations applicable to our direct or
indirect investments in our operating partnership and any subsidiary partnerships or limited liability companies that
we form or acquire (each individually a �Partnership� and, collectively, the �Partnerships�). This discussion does not cover
state or local tax laws or any U.S. federal tax laws other than income tax laws.

General We conduct our activities through our operating partnership, and the operating partnership may hold
investments through entities that are classified as partnerships for U.S. federal income tax purposes. In general,
partnerships are �pass-through� entities that are not subject to U.S. federal income tax. Rather, the partners are allocated
their proportionate shares of the items of income, gain, loss, deduction and credit of a partnership, and are potentially
subject to tax on these items, without regard to whether the partners receive a distribution from the partnership. We
will include in our income our proportionate share of any partnership items arising from our operating partnership and
any other partnerships in which we or our operating partnership holds an interest for purposes of the various REIT
income tests and in computation of our REIT taxable income. Moreover, for purposes of the REIT asset tests, we will
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Classification as Partnerships We will be entitled to include in our income our distributive share of each Partnership�s
income and to deduct our distributive share of each Partnership�s losses only if such Partnership is classified for U.S.
federal income tax purposes as a partnership (or an entity that is disregarded for U.S. federal income tax purposes if
the entity is treated as having only one owner or member for U.S. federal income tax purposes) rather than as a
corporation or an association taxable as a corporation. An unincorporated entity with at least two owners or members
will be classified as a partnership, rather than as a corporation, for U.S. federal income tax purposes if it:

•is treated as a partnership under the Treasury Regulations relating to entity classification (the �check-the-boxregulations�); and
•is not a �publicly-traded partnership.�
Under the check-the-box regulations, an unincorporated entity with at least two owners or members may elect to be
classified either as an association taxable as a corporation or as a partnership. If such an entity fails to make an
election, it generally will be treated as a partnership (or an entity that is disregarded for U.S. federal income tax
purposes if the entity is treated as having only one owner or member for U.S. federal income tax purposes) for U.S.
federal income tax purposes. Our operating partnership intends to be classified as a partnership for U.S. federal
income tax purposes and will not elect to be treated as an association taxable as a corporation under the check-the-box
regulations.

A publicly-traded partnership is a partnership whose interests are traded on an established securities market or are
readily tradable on a secondary market or the substantial equivalent thereof. A publicly-traded partnership will not,
however, be treated as a corporation for any taxable year if, for each taxable year beginning after December 31, 1987
in which it was classified as a publicly-traded partnership, 90% or more of the partnership�s gross income for such year
consists of certain passive-type income, including real property rents, gains from the sale or other disposition of real
property, interest, and dividends, or the �90% passive income exception�. Treasury Regulations provide limited safe
harbors from the definition of a publicly-traded partnership. Pursuant to one of those safe harbors or the �private
placement exclusion,� interests in a partnership will not be treated as readily tradable on a secondary market or the
substantial equivalent thereof if (i) all interests in the partnership were issued in a transaction or transactions that were
not required to be registered under the Securities Act and (ii) the partnership does not have more than 100 partners at
any time during the partnership�s taxable year. In determining the number of partners in a partnership, a person owning
an interest in an entity that is a partnership, grantor trust, or S corporation that owns an interest in the partnership is
treated as a partner in such partnership only if (i) substantially all of the value of the owner�s interest in the entity is
attributable to the entity�s direct or indirect interest in the partnership and (ii) a principal purpose of the use of the
entity is to permit the partnership to satisfy the 100-partner limitation. We expect that our operating partnership and
any other partnership in which we own an interest will qualify for the private placement exception.

We have not requested, and do not intend to request, a ruling from the IRS that our operating partnership will be
classified as a partnership for U.S. federal income tax purposes. If for any reason our operating partnership were
taxable as a corporation, rather than as a partnership, for U.S. federal income tax purposes, we likely would not be
able to qualify as a REIT unless we qualified for certain relief provisions. See �—Gross Income Tests� and �—Asset Tests.� In
addition, any change in a Partnership�s classification for tax purposes might be treated as a taxable event, in which case
we might incur tax liability without any related cash distribution. See �—Distribution Requirements.� Further, items of
income and deduction of such Partnership would not pass through to us or its other partners, and we and its other
partners would be treated as stockholders for tax purposes. Consequently, such Partnership would be required to pay
income tax at corporate rates on its net income, and distributions to us and its other partners would constitute
dividends that would not be deductible in computing such Partnership�s taxable income.

Income Taxation of the Partnerships and their Partners
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Partners, Not the Partnerships, Subject to Tax A partnership is not a taxable entity for U.S. federal income tax
purposes. Rather, we are required to take into account our allocable share of each Partnership�s income, gains, losses,
deductions, and credits for any taxable year of such Partnership ending within or with our taxable year, without regard
to whether we have received or will receive any distribution from such Partnership.

Partnership Allocations Although a partnership agreement generally will determine the allocation of income and
losses among partners, such allocations will be disregarded for tax purposes if they do not comply with the
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provisions of the U.S. federal income tax laws governing partnership allocations. If an allocation is not recognized for
U.S. federal income tax purposes, the item subject to the allocation will be reallocated in accordance with the partners�
interests in the partnership, which will be determined by taking into account all of the facts and circumstances relating
to the economic arrangement of the partners with respect to such item. Each Partnership�s allocations of taxable
income, gain, and loss are intended to comply with the requirements of the U.S. federal income tax laws governing
partnership allocations.

Tax Allocations With Respect to Partnership Properties We may acquire properties in exchange for partnership units
in our operating partnership, or OP units, in the future. Income, gain, loss, and deduction attributable to appreciated or
depreciated property that is contributed to a partnership in exchange for an interest in the partnership must be
allocated in a manner such that the contributing partner is charged with, or benefits from, respectively, the unrealized
gain or unrealized loss associated with the property at the time of the contribution. The amount of the unrealized gain
or unrealized loss (�built-in gain� or �built-in loss�) is generally equal to the difference between the fair market value of
the contributed property at the time of contribution and the adjusted tax basis of such property at the time of
contribution (a �book-tax difference�).

Any property purchased for cash initially by our operating partnership will have an adjusted tax basis equal to the
amount paid, resulting in no book-tax difference. Allocations with respect to book-tax differences are solely for U.S.
federal income tax purposes and do not affect the book capital accounts or other economic or legal arrangements
among the partners. The U.S. Treasury Department has issued regulations requiring partnerships to use a �reasonable
method� for allocating items with respect to which there is a book-tax difference and outlining several reasonable
allocation methods. Under certain available methods, the carryover basis of contributed properties in the hands of our
operating partnership (i) could cause us to be allocated lower amounts of depreciation deductions for tax purposes
than would be allocated to us if all contributed properties were to have a tax basis equal to their fair market value at
the time of the contribution and (ii) in the event of a sale of such properties, could cause us to be allocated taxable
gain in excess of the economic or book gain allocated to us as a result of such sale, with a corresponding benefit to the
contributing partners. An allocation described in (ii) above might cause us to recognize taxable income in excess of
cash proceeds in the event of a sale or other disposition of property, which might adversely affect our ability to
comply with the REIT distribution requirements and may result in a greater portion of our distributions being taxed as
dividends. We have not yet decided what method will be used to account for book-tax differences for properties that
may be acquired in exchange for OP units by our operating partnership in the future.

Our operating partnership will revalue its assets upon any grant of long-term incentive plan units, or LTIP units, a
special class of limited partnership interests in our operating partnership, and thereafter upon the occurrence of certain
specified events permitted under the Treasury Regulations (including a subsequent issuance of LTIP units), and any
increase in valuation since the time of grant of such LTIP units or the last revaluation event from the time of grant
until such event will be allocated first to the existing LTIP units holders to equalize the capital accounts of such
holders with the capital accounts of holders of our other outstanding partnership units. Upon equalization of the
capital accounts of the LTIP unit holders with the capital accounts of the other holders of our OP units, the LTIP units
will achieve full parity with our other OP units for all purposes, including with respect to liquidating distributions. The
liquidation value of an LTIP unit upon grant will be zero because liquidating distributions are required to be made in
accordance with the partners� positive capital account balances (and at the time of the grant of an LTIP unit, the capital
account of the holder of such LTIP unit is zero with respect to such LTIP unit).

Sale of a Partnership�s Property

Generally, any gain realized by a Partnership on the sale of property held by the Partnership for more than one year
will be long-term capital gain, except for any portion of such gain that is treated as depreciation or cost recovery
recapture. Under Section 704(c) of the Code, any gain or loss recognized by a Partnership on the disposition of
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contributed properties will be allocated first to the partners of the Partnership who contributed such properties to the
extent of their built-in gain or loss on those properties for U.S. federal income tax purposes. The partners� built-in gain
or loss on such contributed properties will equal the difference between the partners� proportionate share of the book
value of those properties and the partners� tax basis allocable to those properties at the time of the contribution as
reduced for any decrease in the �book-tax difference.� See �—Income Taxation of the Partnerships and their Partners—Tax
Allocations With Respect to Partnership Properties.� Any remaining gain or loss recognized by the Partnership on the
disposition of the contributed properties, and any
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gain or loss recognized by the Partnership on the disposition of the other properties, will generally be allocated among
the partners in accordance with their respective interests in the Partnership.

Our share of any gain realized by a Partnership on the sale of any property held by the Partnership as inventory or
other property held primarily for sale to customers in the ordinary course of the Partnership�s trade or business will be
treated as income from a prohibited transaction that is subject to a 100% prohibited transactions tax. Such prohibited
transaction income also may have an adverse effect upon our ability to satisfy the income tests for REIT status. See
�—Gross Income Tests.� We do not presently intend to acquire or hold or to allow any Partnership to acquire or hold any
property, other than through a taxable REIT subsidiary, that represents inventory or other property held primarily for
sale to customers in the ordinary course of our or such Partnership�s trade or business.

Partnership Audit Rules

The Bipartisan Budget Act of 2015 changes the rules applicable to U.S. federal income tax audits of partnerships.
Under the new rules (which are generally effective for taxable years beginning after December 31, 2017), among other
changes and subject to certain exceptions, any audit adjustment to items of income, gain, loss, deduction or credit of a
partnership (and any partner�s distributive share thereof) is determined, and taxes, interest or penalties attributable
thereto are assessed and collected, at the partnership level. Although it is uncertain how these new rules will be
implemented, it is possible that they could result in partnerships in which we directly or indirectly invest being
required to pay additional taxes, interest and penalties as a result of an audit adjustment, and we, as a direct or indirect
partner of those partnerships, could be required to bear the economic burden of those taxes, interest and penalties even
though we, as a REIT, may not otherwise have been required to pay additional corporate-level taxes as a result of the
related audit adjustment. The changes created by these new rules are sweeping and in many respects dependent on the
promulgation of future regulations or other guidance by the U.S. Treasury Department. Investors are urged to consult
their tax advisors with respect to these changes and their potential impact on their investment in our securities.

Legislative or Other Actions Affecting REITs

Several REIT rules were amended under the PATH Act, which was enacted on December 18, 2015. These rules were
enacted with varying effective dates, some of which are retroactive. Investors should consult with their tax advisors
regarding the effect of the PATH Act in their particular circumstances.

The present U.S. federal income tax treatment of REITs may be modified, possibly with retroactive effect, by
legislative, judicial or administrative action at any time. The REIT rules are constantly under review by persons
involved in the legislative process and by the IRS and the U.S. Treasury Department which may result in statutory
changes as well as revisions to regulations and interpretations. Additionally, several of the tax considerations
described herein are currently under review and are subject to change. Prospective investors are encouraged to consult
with their tax advisors regarding the effect of potential changes to the federal tax laws on an investment in our
securities.

State, Local and Foreign Taxes

We and/or our securityholders may be subject to taxation by various states, localities or foreign jurisdictions,
including those in which we, our subsidiaries, or our securityholders transact business, own property or reside. We or
our subsidiaries may own properties located in numerous jurisdictions and may be required to file tax returns in some
or all of those jurisdictions. The state, local and foreign tax treatment of us and our securityholders may differ from
the federal income tax treatment of us and our securityholders described above. Consequently, securityholders should
consult their tax advisors regarding the application and effect of state, local and foreign income and other tax laws
upon an investment in our securities.
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PLAN OF DISTRIBUTION

We may sell the securities being offered hereby in one or more of the following ways from time to time:

•through agents to the public or to investors;
•to underwriters or dealers for resale to the public or to investors;
•directly to agents;

•in �at-the-market� offerings, within the meaning of Rule 415 promulgated under the Securities Act, to or through amarket maker or into an existing trading market on an exchange or otherwise;
•directly to investors;
•through a combination of any of these methods of sale; or
•in any manner, as provided in the accompanying prospectus supplement.
We may also effect a distribution of the securities offered hereby through the issuance of derivative securities,
including, without limitation, warrants, forward delivery contracts and the writing of options. In addition, the manner
in which we may sell some or all of the securities covered by this prospectus includes, without limitation, through:

•a block trade in which a broker-dealer will attempt to sell as agent, but may position or resell a portion of the block, asprincipal, in order to facilitate the transaction;
•purchases by a broker-dealer, as principal, and resale by the broker-dealer for its account;
•ordinary brokerage transactions and transactions in which a broker solicits purchasers; or
•privately negotiated transactions.
Subject to maintaining our qualification as a REIT, we may also enter into hedging transactions. For example, we
may:

•
enter into transactions with a broker-dealer or affiliate thereof in connection with which such broker-dealer or affiliate
will engage in short sales of securities offered pursuant to this prospectus, in which case such broker-dealer or affiliate
may use securities issued pursuant to this prospectus to close out its short positions;
•sell securities short and redeliver such shares to close out our short positions;

•enter into option or other types of transactions that require us to deliver securities to a broker-dealer or an affiliatethereof, who will then resell or transfer securities under this prospectus; or

•loan or pledge securities to a broker-dealer or an affiliate thereof, who may sell the loaned securities or, in an event ofdefault in the case of a pledge, sell the pledged securities pursuant to this prospectus.
We will set forth in a prospectus supplement the terms of the offering of securities, including:

•the name or names of any agents or underwriters;
•the purchase price of the securities being offered and the proceeds we will receive from the sale;
•the terms of the securities offered;
•any over-allotment or other options under which underwriters or agents may purchase or place additional securities;
•any agency fees or underwriting discounts and other items constituting agents’ or underwriters’ compensation;
•any public offering price;
•any discounts or concessions allowed or reallowed or paid to dealers; and
•any securities exchanges on which such securities may be listed.
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Agents

We may designate agents who agree to use their reasonable efforts to solicit purchases for the period of their
appointment or to sell the securities being offered hereby on a continuing basis, unless otherwise provided in a
prospectus supplement.

We may from time to time engage a broker-dealer to act as our offering agent for one or more offerings of our
securities. If we reach agreement with an offering agent with respect to a specific offering, including the number of
securities and any minimum price below which sales may not be made, then the offering agent will try to sell such
common stock on the agreed terms. The offering agent could make sales in privately negotiated transactions and/or
any other method permitted by law, including sales deemed to be an �at-the-market� offering as defined in Rule 415
promulgated under the Securities Act, including sales made directly on the NYSE, or sales made to or through a
market maker other than on an exchange. The offering agent will be deemed to be an �underwriter� within the meaning
of the Securities Act, with respect to any sales effected through an �at-the-market� offering.

Underwriters

If we use underwriters for a sale of securities, the underwriters will acquire the securities, and may resell the securities
in one or more transactions, including negotiated transactions, at a fixed public offering price or at varying prices
determined at the time of sale. The obligations of the underwriters to purchase the securities will be subject to the
conditions set forth in the applicable underwriting agreement. We may change from time to time any public offering
price and any discounts or concessions the underwriters allow or reallow or pay to dealers. We may use underwriters
with whom we have a material relationship. We will identify the underwriter or underwriters and describe the nature
of any such relationship in the applicable prospectus supplement.

Institutional Purchasers

We may authorize underwriters, dealers or agents to solicit certain institutional investors, approved by us, to purchase
our securities on a delayed delivery basis or pursuant to delayed delivery contracts providing for payment and delivery
on a specified future date. These institutions may include commercial and savings banks, insurance companies,
pension funds, investment companies and educational and charitable institutions. We will describe in the prospectus
supplement the details of any such arrangement, including the offering price and applicable sales commissions
payable on such solicitations.

Direct Sales

We may also sell securities directly to one or more purchasers without using underwriters or agents. Underwriters,
dealers and agents that participate in the distribution of the securities may be underwriters as defined in the Securities
Act and any discounts or commissions they receive from us and any profit on their resale of the securities may be
treated as underwriting discounts and commissions under the Securities Act. We will identify in the accompanying
prospectus supplement any underwriters, dealers or agents and will describe their compensation. We may have
agreements with the underwriters, dealers and agents to indemnify them against specified civil liabilities, including
liabilities under the Securities Act. Underwriters, dealers and agents may engage in transactions with or perform
services for us in the ordinary course of their businesses from time to time.

Underwriting Compensation

Any underwriting compensation paid by us to underwriters, dealers or agents in connection with the offering of
securities, and any discounts, concessions or commissions allowed by underwriters to participating dealers, will be set
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forth in the applicable prospectus supplement. Dealers and agents participating in the distribution of the securities may
be deemed to be underwriters, and any discounts and commissions received by them and any profit realized by them
on resale of the securities may be deemed to be underwriting discounts and commissions under the Securities Act.

Underwriters, dealers and agents may be entitled, under agreements entered into with us and our operating
partnership, to indemnification against and contribution toward civil liabilities, including liabilities under the
Securities Act. We will describe any indemnification agreement in the applicable prospectus supplement.
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Trading Markets and Listing of Securities

Unless otherwise specified in the accompanying prospectus supplement, each class or series of securities covered by
this prospectus will be a new issue with no established trading market, other than our common stock and Series A
Preferred Stock, which are listed on the NYSE. We may elect to list any other class or series of securities on any
exchange, but we are not obligated to do so. It is possible that one or more underwriters may make a market in a class
or series of securities, but the underwriters will not be obligated to do so and may discontinue any market making at
any time without notice. We cannot give any assurance as to the liquidity of the trading market for any of the
securities.

Stabilization Activities

In accordance with Regulation M under the Exchange Act, underwriters may engage in over-allotment, stabilizing or
short covering transactions or penalty bids in connection with an offering of our securities. Over-allotment
transactions involve sales in excess of the offering size, which create a short position. Stabilizing transactions permit
bids to purchase the underlying security so long as the stabilizing bids do not exceed a specified maximum price.
Short covering transactions involve purchases of the securities in the open market after the distribution is completed to
cover short positions. Penalty bids permit the underwriters to reclaim a selling concession from a dealer when the
securities originally sold by the dealer are purchased in a covering transaction to cover short positions. Those
activities may cause the price of the securities to be higher than they would otherwise be. If commenced, the
underwriters may discontinue any of the activities at any time.

LEGAL MATTERS

Certain matters of Maryland law, including the validity of the securities covered by this prospectus, will be passed
upon for us by Venable LLP. Certain tax matters will be passed upon for us by Vinson & Elkins L.L.P.

EXPERTS

The consolidated financial statements of Cherry Hill Mortgage Investment Corporation, appearing in our Annual
Report on Form 10-K for the year ended December 31, 2016, have been audited by Ernst & Young LLP, independent
registered public accounting firm, as set forth in their report thereon, included therein, and incorporated herein by
reference. Such consolidated financial statements are incorporated herein by reference in reliance upon such report
given on the authority of such firm as experts in accounting and auditing.

WHERE YOU CAN FIND ADDITIONAL INFORMATION

Our website is http://www.chmireit.com. We make our SEC filings available on our website, free of charge, as soon as
reasonably practicable after such materials are filed with, or furnished to, the SEC. Information on or accessible from
our website is not considered a part of or incorporated by reference into this prospectus.

We file annual, quarterly and current reports, proxy statements and other information with the SEC. We have filed
with the SEC a registration statement on Form S-3 relating to the securities covered by this prospectus. This
prospectus does not contain all of the information set forth in that registration statement and is only a part of that
registration statement. Statements contained or incorporated by reference in this prospectus as to the contents of any
contract or other document referred to in this prospectus or a document we incorporate by reference are not
necessarily complete and, where that contract or other document has been filed as an exhibit to or incorporated by
reference into the registration statement, each statement in this prospectus or a document we incorporate by reference
is qualified in all respects by the exhibit to which the reference relates. Copies of the registration statement, and other
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documents that we file with the SEC, may be examined without charge at the public reference room of the SEC, 100 F
Street, N.E., Washington, DC 20549. Information about the operation of the public reference room may be obtained
by calling the SEC at 1-800-SEC-0300. Copies of all or a portion of the registration statement can be obtained from
the public reference room of the SEC upon payment of prescribed fees. In addition, our SEC filings also are available
electronically to the public on the SEC�s website at http://www.sec.gov.

INCORPORATION OF INFORMATION WE FILE WITH THE SEC

SEC rules allow us to incorporate by reference information into this prospectus. This means we can disclose important
information to you by referring you to another document. Any information referred to in this way is considered part of
this prospectus from the date we file that document. Any reports filed by us with the SEC
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after the date of the initial filing of the registration statement of which this prospectus is a part and prior to the
termination of the offering of any securities covered by this prospectus will automatically update and, where
applicable, supersede any information contained in this prospectus or incorporated by reference in this prospectus.

We incorporate by reference into this prospectus the following documents or information filed with the SEC (other
than, in each case, documents or information deemed to have been furnished and not filed in accordance with SEC
rules):

•our Annual Report on Form 10-K for the year ended December 31, 2016 filed with the SEC on March 15, 2017;

•
our Quarterly Reports on Form 10-Q for the quarter ended March 31, 2017 filed with the SEC on May 9, 2017, for the
quarter ended June 30, 2017 filed with the SEC on August 8, 2017, and for the quarter ended September 30, 2017
filed with the SEC on November 7, 2017;

•our Current Reports on Form 8-K filed with the SEC on January 17, 2017, March 16, 2017, March 29, 2017, June 15,2017 and August 16, 2017;

•our Definitive Proxy Statement on Schedule 14A filed with the SEC on April 27, 2017 (but only with respect toinformation required by Part III of our Annual Report on Form 10-K for the year ended December 31, 2016);

•the description of our common stock contained in our Registration Statement on Form 8-A filed with the SEC onSeptember 27, 2013, including any amendments or reports filed for the purpose of updating such description; and

•the description of our Series A Preferred Stock contained in our Registration Statement on Form 8-A filed with theSEC on August 16, 2017, including any amendments and reports filed for the purpose of updating such description.
We also incorporate by reference into this prospectus all documents filed by us under Sections 13(a), 13(c), 14 or
15(d) of the Exchange Act on or after the date of the initial filing of the registration statement of which this prospectus
is a part and prior to the termination of the offering of any securities covered by this prospectus (other than, in each
case, documents or information deemed to have been furnished and not filed in accordance with SEC rules).

We will provide without charge to each person, including any beneficial owner, to whom this prospectus is delivered,
upon his or her written or oral request, a copy of any or all documents referred to above which have been or may be
incorporated by reference into this prospectus, excluding exhibits to those documents unless they are specifically
incorporated by reference into those documents. You can request those documents by writing, telephoning or emailing
us at:

Cherry Hill Mortgage Investment Corporation
301 Harper Drive, Suite 110
Moorestown, New Jersey 08057
Attention: Investor Relations
Telephone: (877) 870-7005
Email: InvestorRelations@chmireit.com
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