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PART I — FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

PAID, INC.

CONDENSED BALANCE SHEETS

ASSETS

Current assets:

Cash and cash equivalents

Investments in marketable securities
Accounts receivable, net

Other receivables, net

Inventories

Prepaid expenses and other current assets
Advanced royalties

Total current assets

Deposits and other assets
Property and equipment, net

Intangible asset, net

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY

Current liabilities:

Accounts payable

Capital leases — current portion
Accrued expenses

Deferred revenues

Total current liabilities

Long-term liabilities:
Capital leases — net of current portion

Total liabilities

Commitments and contingencies

June 30,
2014
(Unaudited)

$508,150

133,141
227,528
1,305
45,587
216,569
1,132,280

20,757
28,911
4,713

$1,186,661

$163,406
16,370
725,512

905,288

10,256
915,544

December 31,
2013
(Audited)

$463,285
106,097
340,663
635,056
1,305
41,180
214,527
1,802,113

43,614
5,184

$1,850,911

$500,320
20,775
438,948
13,614
973,657

19,848
993,505
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Shareholders’ equity:
Common stock, $0.001 par value, 350,000,000 shares authorized; 328,874,050

shares issued and outstanding at June 30, 2014 and December 31, 2013 328,874 328,874
Additional paid-in capital 52,769,382 52,744,046
Accumulated other comprehensive loss - (131,536 )
Accumulated deficit (52,827,139) (52,083,978)
Total shareholders' equity 271,117 857,406
Total liabilities and shareholders' equity $1,186,661 $1,850,911

See accompanying notes to condensed financial statements
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PAID, INC.

CONDENSED STATEMENTS OF COMPREHENSIVE LOSS

(Unaudited)

Revenues
Cost of revenues
Gross profit

Operating expenses
Loss from operations

Other income (expense):

Interest income (expense), net

Other income

Unrealized gain (loss) on investments in trading
securities

Realized loss on investments in available-
-for-sale securities

Write down of other receivables

Gain on settlement of liabilities

Unrealized gain (loss) on stock price guarantee
Total other income (expense), net

Loss before income taxes
Provision for income taxes
Net loss

Loss per share — basic and diluted

Weighted average number of common shares
outstanding - basic and diluted

Net loss

Unrealized gain on investments in available-for-sale

securities
Total comprehensive loss

Three Months Ended Six Months Ended
June 30, 2014 June 30, 2013 June 30, 2014 June 30, 2013
$192,171 $1,068,596 $701,576 $2,000,971
90,618 769,291 458,253 1,343,180
101,553 299,305 243,323 657,791
283,090 516,889 583,778 1,181,834
(181,537 ) (217,584 ) (340,455 ) (524,043
(495 ) (810 ) 1,843 (1,721
84,815 - 86,617 -
- (13,844 ) - 94,850
(83,731 ) - (79,983 ) -
(171,910 ) - (227,528 ) -
- 34,759
(217,208 ) 151,125 (217,208 ) 148,274
(388,529 ) 136471 (401,500 ) 241,403
(570,066 ) (81,113 ) (741,955 ) (282,640
— — 1,206 —
$(570,066 ) $(81,113 ) $(743,161 ) $(282,640
$(0.00 ) $(0.00 ) $(0.00 ) $(0.00
328,874,050 328,874,050 328,874,050 328,874,050
$(570,066 ) $(81,113 ) $(743,161 ) $(282,640
$(570,066 ) $(81,113 ) $(743,161 ) $(282,640

See accompanying notes to condensed financial statements

)

)

)
)
)

)

)
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PAID, INC.
CONDENSED STATEMENTS OF CASH FLOWS
FOR THE SIX MONTHS ENDED JUNE 30,

(Unaudited)

Cash flows from operating activities:
Net loss

Adjustments to reconcile net loss to cash and cash equivalents used in operating activities:

Depreciation and amortization
Loss on disposal of assets
Realized loss on investments in available-for-sale securities
Unrealized gain on investments in trading securities
Write down of other receivables
Gain on settlement of liabilities
Share-based compensation
Change in fair value of stock price guarantee
Amortization of prepaid facility costs
Changes in assets and liabilities:
Accounts receivable
Other receivables
Inventories
Prepaid expenses and other current assets
Advanced royalties
Deposits and other assets
Accounts payable
Accrued expenses
Deferred revenues
Net cash used in operating activities
Cash flows from investing activities:
Proceeds from sale of investments in available-for-sale securities
Net cash provided by investing activities
Cash flows from financing activities:
Payments on capital leases
Net cash used in financing activities
Net change in cash and cash equivalents

Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION
Income taxes paid

Interest paid

2014

$(743,161)
15,174
_79,983

227,528
(34,759 )
25,336
217,208

207,522
214,759

(4,407 )
(2,042 )
(20,757 )
(336,914)
69,356

(13,614 )
(98,788 )

157,650
157,650

(13,997 )
(13,997 )
44,865
463,285
$508,150

$—
$-

2013
$(282,640 )

38,942
4,284
(94,850 )

171,749
(148,274 )
90,686

(1,945 )
417,807

(210,430 )
(6,301 )
(148,294 )
(170,782 )
(69,424 )
(409,472 )

(14,298 )
(14,298 )
(423,770 )
1,433,034
$1,009,264

$—
$1,721
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See accompanying notes to condensed financial statements
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PAID, INC.
NOTES TO CONDENSED FINANCIAL STATEMENTS (Unaudited)

June 30, 2014 and 2013

Note 1. Organization and Significant Accounting Policies

PAID, Inc. (“PAID” the “Company”, “we”, “us”, “our”’) has developed Auctionlnc, which is a software suite of online shippin;
and sales tax management tools assisting e-commerce businesses with shipping solutions, sales tax calculation,

inventory management, and auction processing. In addition, this software suite also has additional functionality to

assist e-commerce businesses with other aspects of the fulfillment process, but the main purpose of this product is to

provide accurate shipping and sales tax calculations and packaging algorithms that provide customers with the best

possible shipping and tax solutions.

The Company has five United States patents issued by the United States Patent and Trademark Office (USPTO) and
one pending patent application. The Company intends to license its intellectual property on commercially reasonable
terms to licensees in order to generate revenue for the Company. As part of this revenue generation effort, the
Company commenced on December 20, 2013 patent infringement litigation against eBay, Inc. (Paid, Inc. v. eBay,
Inc.; CV No. 4:13-cv-40151-TSH)) in the United States District Court for the District of Massachusetts Central
Division. The Company’s goal is to develop a robust licensing program utilizing its intellectual property assets.

Previously, the Company's primary focus was to provide brand-related services to businesses, celebrity clients in the
entertainment industry as well as charitable organizations. PAID's brand management, brand marketing, social media
marketing, product design and merchandising, website design, development and hosting services were designed to
grow each client's customer base in size, loyalty and revenue generation. We offered entertainers and business entities
comprehensive web-presence and related services supporting and managing clients' official websites and
fan-community services including e-commerce, VIP ticketing, live event fan experiences, user-generated content,
client content publishing and distribution, fan forums, social network management, social media marketing, customer
data capture, management and analysis.

General Presentation and Basis of Financial Statements

The accompanying unaudited condensed financial statements have been prepared in accordance with accounting
principles generally accepted in the United States of America (“GAAP”), and to the rules and regulations of the
Securities and Exchange Commission ("SEC") regarding interim financial reporting. Accordingly, they do not include

10
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all of the information and footnotes required by GAAP for complete financial statements and should be read in
conjunction with the Company's audited financial statements and notes thereto included in the Annual Report on Form
10-K for the year ended December 31, 2013 that was filed on March 31, 2014.

In the opinion of management, the Company has prepared the accompanying unaudited condensed financial
statements on the same basis as its audited financial statements, and these unaudited condensed financial statements
include all adjustments, consisting of normal recurring adjustments necessary for a fair presentation of the results of
the interim periods presented. The operating results for the interim periods presented are not necessarily indicative of
the results expected for the full year 2014.

Going Concern and Management's Plan

The accompanying unaudited condensed financial statements have been prepared on a going concern basis which
contemplates the realization of assets and the satisfaction of liabilities in the normal course of business. The Company
has continued to incur losses, although it has taken significant steps to reduce them. For the six months ended June 30,
2014, the Company reported a net loss of $743,161 and for the year ended December 31, 2013, the Company reported
a net loss of $1,127,920. The Company has an accumulated deficit of $52,827,139 at June 30, 2014 and used $98,788
of cash and cash equivalents in operations for the six months ended June 30, 2014. These factors raise substantial
doubt about the Company’s ability to continue as a going concern.

11
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Management has reduced the Company’s losses in the music and entertainment area and focused the Company on its
growing patent portfolio and its shipping and tax calculation products. The Company is currently concluding its
relationships within the music industry and is focusing all of its attention towards growing the AuctionInc business.
We believe these changes to our business model will lead to improved efficiency, increased margins and a reduction
of our operating costs. Going forward the primary focus of PAID is to expand upon and license its intellectual
property as well as the sale of our Auctionlnc line of shipping and tax calculation products.

These changes have reduced revenues and gross profits thus far in 2014 and management believes that this trend will
continue for the remainder of 2014. However, the costs of doing business have been significantly reduced in hopes of
eliminating the net loss and providing positive cash flow from operations. In addition, the Company continues to
increase its efforts to generate income from its patents.

Although there can be no assurances, the Company believes that the above management plan will be sufficient to meet
the Company's working capital requirements through the end of 2014.

Use of Estimates

The preparation of the condensed financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the condensed financial statements, and the reported amounts of revenues and expenses
during the reporting period. Significant estimates made by the Company’s management include, but are not limited to
the fair value of investments in marketable securities, the collectability of receivables, the realizability of inventories,
the recoverability of long-lived assets, valuation of deferred tax assets and liabilities and the estimated fair value of the
royalty and advance guarantees and share-based transactions. Actual results could materially differ from those
estimates.

Fair Value Measurements

The Company measures the fair value of certain of its financial assets on a recurring basis. A fair value hierarchy is
used to rank the quality and reliability of the information used to determine fair values. Financial assets and liabilities
carried at fair value will be classified and disclosed in one of the following three categories:

Level 1 — Quoted prices (unadjusted) in active markets for identical assets or liabilities;

12
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Level 2 — Inputs other than Level 1 that are observable, either directly or indirectly, such as unadjusted quoted prices
for similar assets and liabilities, unadjusted quoted prices in the markets that are not active, or other inputs that are
observable or can be corroborated by observable market data for substantially the full term of the assets or liabilities;
and

Level 3 — Unobservable inputs that are supported by little or no market activity and that are significant to the fair value
of the assets or liabilities.

At June 30, 2014 and December 31, 2013, the Company’s financial instruments include cash and cash equivalents,
investments in marketable securities, accounts receivable, other receivables, accounts payable, capital leases, and
accrued expenses. The carrying amount of cash and cash equivalents, accounts receivable, other receivables, accounts
payable, capital leases, and accrued expenses approximates fair value due to the short-term maturities of these
instruments. The fair value of the investments in marketable securities is determined based on quoted prices in active
markets for identical assets or Level 1 inputs.

13
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Cash and Cash Equivalents

The Company considers all highly liquid temporary cash investments with an initial maturity of three months or less
to be cash equivalents. Management believes that the carrying amounts of cash equivalents approximate their fair
value because of the short maturity period.

Concentration of Credit Risk

The Company maintains cash balances at financial institutions that are insured by the Federal Deposit Insurance
Corporation (“FDIC”) up to $250,000. At June 30, 2014, the Company had amounts in these accounts in excess of the
FDIC limit. The Company has not experienced any losses in such accounts and believes it is not exposed to any
significant credit risk related to these deposits.

The Company extends credit based on an evaluation of the customer's financial condition, generally without requiring
collateral. Exposure to losses on receivables is principally dependent on each customer's financial condition. The
Company monitors its exposure for credit losses and maintains allowances for anticipated losses. Although the
Company expects to collect amounts due, actual collections may differ from the estimated amounts. At June 30, 2014
and December 31, 2013, the Company has recorded an allowance for doubtful accounts of $53,300.

For the three months ended June 30, 2014 and 2013, revenues from three and two clients accounted for approximately
93% and 72%, respectively, of total revenues. For the six months ended June 30, 2014 and 2013, revenues from three
and two clients accounted for approximately 95% and 44%, respectively, of total revenues. These revenues were
generated from the sales of tour merchandise, VIP services, and merchandising and fulfillment services. As of June
30, 2014 and December 31, 2013, accounts receivable from one client accounted for 19% and 63%, respectively.

Investments In Marketable Securities

The Company accounts for its investments in marketable securities in accordance with Financial Accounting
Standards Board (“FASB”’) Accounting Standards Codification (“ASC”) Topic 320. The Company determines the
appropriate classification of its investments at the time of purchase and reevaluates such designation at each balance
sheet date.

14
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As of July 1, 2013, the Company reclassified its investments from trading securities to available-for-sale securities.
Marketable debt and equity securities that are bought and held principally for the purpose of selling them in the near
term are classified as trading securities and are reported at fair value, with unrealized gains and losses recognized in
earnings. Available-for-sale securities are stated at fair value, generally based on market quotes, to the extent they are
available. Unrealized gains and losses, net of applicable deferred taxes, are recorded as a component of accumulated
other comprehensive income (loss) and reported in shareholders’ equity. Realized gains and losses and declines in
value judged to be other than temporary are determined based on the specific identification method and are reported in
earnings in the statements of comprehensive loss. As of June 30, 2014 the Company has liquidated its
available-for-sale securities. (see Note 2)

Other Receivables

Other receivables consist of shares of our common stock held by the Company’s landlord, Carruth Capital, that are
available-for-sale. As of June 30, 2014 and December 31, 2013, 2,528,091 and 3,528,091 shares were held by Carruth
Capital and were valued at $227,528 and $635,056, respectively, based on the market price of our common stock on
those respective dates. The Company records an impairment of these shares when the market price decreases in the
accompanying condensed consolidated statements of comprehensive loss. For three and six months ended June 30,
2014, the write down of other receivables was a loss of $171,910 and $227,528, respectively.

Inventories

Inventories consist of merchandise for sale and are stated at the lower of average cost or market determined on a
first-in, first-out (FIFO) method. When a purchase contains multiple copies of the same item, they are stated at
average cost.

15
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At each balance sheet date, the Company evaluates its ending inventory quantities on hand and on order and records a
provision for excess quantities and obsolescence. Among other factors, the Company considers historical demand and
forecasted demand in relation to the inventory on hand, competitiveness of product offerings, market conditions and
product life cycles when determining obsolescence and net realizable value. In addition, the Company considers
changes in the market value of components in determining the net realizable value of its inventory. Provisions are
made to reduce excess or obsolete inventories to their estimated net realizable values. Once established, write-downs
are considered permanent adjustments to the cost basis of the excess or obsolete inventories.

Advanced Royalties

Advanced royalties represent amounts the Company has advanced to certain clients and are recoupable against future
royalties earned by the clients. Advances are issued in either cash or shares of the Company’s common stock and
advanced amounts are calculated based on the clients’ projected earning potential over a fixed period of time.
Advances made by issuing shares of common stock or common stock options are recorded at their fair value on the
date of issue. If the shares do not reach the required price per share, the Company has the option of issuing additional
shares or making cash payment of the difference between the required price per share and the fair value of the stock.
The Company records a liability for the difference between the fair value of the stock and the guaranteed per share
price amount. The change in fair value of the stock price guarantee is recorded in the accompanying condensed
statements of comprehensive loss.

Property and Equipment

Property and equipment are stated at cost. Depreciation is computed using the straight-line method over the estimated
useful lives of 3 to 5 years. Any leasehold improvements are depreciated at the lesser of the useful life of the asset or
the lease term. Equipment purchased under capital leases is amortized on a straight-line basis over the estimated
useful life of the asset or the term of the lease, whichever is shorter.

Intangible Assets

Intangible assets consist of patents which are being amortized on a straight-line basis over their estimated useful life
of 17 years.

Long-Lived Assets

16
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The Company reviews the carrying values of its long-lived assets for possible impairment whenever events or changes
in circumstances indicate that the carrying amount may not be recoverable. If the expected future cash flows from the
use of the asset and its eventual disposition is less than the carrying amount of the asset, an impairment loss is
recognized and measured using the fair value of the related asset. No impairment charges were incurred during the six
months ended June 30, 2014 and 2013. There can be no assurance, however, that market conditions will not change or
demand for the Company’s services will continue, which could result in impairment of long-lived assets in the future.

Revenue Recognition

The Company generates revenue principally from sales of fan experiences, fan club membership fees, shipping
calculator subscriptions, and from client services.

The Company recognizes revenues in accordance with the FASB ASC Topic 605. Accordingly, the Company
recognizes revenues when there is persuasive evidence that an arrangement exists, product delivery and acceptance
have occurred, the sales price is fixed or determinable, and collectability of the resulting receivable is reasonably
assured.

Fan experience sales generally include tickets and related experiences at concerts and other events conducted by
performing artists. Revenues associated with these fan experiences are generally reported gross, rather than net, and
are deferred until the related event has been concluded, at which time the revenues and related direct costs are
recognized.

Fan club membership fees are recognized ratably over the term of the related membership, generally one year.

For sales of merchandise owned and warehoused by the Company, the Company is responsible for conducting the
sale, billing the customer, shipping the merchandise to the customer, processing customer returns and collecting
accounts receivable. The Company recognizes revenue upon verification of the credit card transaction and shipment of
the merchandise, discharging all obligations of the Company with respect to the transaction. During 2013 the
Company moved its merchandising operations to Music City Networks (“MCN”) in Nashville, TN. Under our
agreement with MCN revenues are recognized by means of a profit split calculation, payable as a commission due to
the Company.

17
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Client services revenues include web development and design, creative services, marketing services and general
business consulting services. For contracts that are of a short duration and fixed price, revenue is recognized when
there are no significant obligations and upon acceptance by the customer of the completed project. Revenues on
longer-term fixed price contracts are recognized using the percentage-of-completion method. Services that are
performed on a time and material basis are recognized as the related services are performed.

Cost of Revenues

Cost of revenues include event tickets, ticketing and venue fees, shipping and handling fees associated with
e-commerce sales, merchandise and royalties paid to clients.

Operating Expenses

Operating expenses include indirect client related expenses, including credit card processing fees, payroll, travel,
facility costs, and other general and administrative expenses.

Advertising

Advertising costs are charged to expense as incurred. For the three months ended June 30, 2014 and 2013, advertising
expense totaled $1,695 and $0, respectively. For the six months ended June 30, 2014 and 2013, advertising expense
totaled $2,635 and $1,695, respectively. These expenses are included in operating expenses in the accompanying
condensed statements of comprehensive loss.

Share-Based Compensation

The Company grants options to purchase the Company’s common stock to employees, directors and consultants under
stock option plans. The benefits provided under these plans are share-based payments that the Company accounts for
using the fair value method.

18
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The fair value of each option award is estimated on the date of grant using a Black-Scholes-Merton option pricing
model (“Black-Scholes model”) that uses assumptions regarding a number of complex and subjective variables. These
variables include, but are not limited to, expected stock price volatility, actual and projected employee stock option
exercise behaviors, risk-free interest rate and expected dividends. Expected volatilities are based on the historical
volatility of the Company’s common stock and other factors. The expected terms of options granted are based on
analyses of historical employee termination rates and option exercises. The risk-free interest rate is based on the U.S.
Treasury yield in effect at the time of the grant. Since the Company does not expect to pay dividends on common
stock in the foreseeable future, it estimated the dividend yield to be 0%.

Share-based compensation expense recognized during a period is based on the value of the portion of share-based
payment awards that is ultimately expected to vest and is amortized under the straight-line attribution method. As
share-based compensation expense recognized in the accompanying condensed statements of comprehensive loss for
the six months ended June 30, 2014 and 2013 is based on awards ultimately expected to vest, it has been reduced for
estimated forfeitures. The fair value method requires forfeitures to be estimated at the time of grant and revised, if
necessary, in subsequent periods if actual forfeitures differ from those estimates. The Company estimates forfeitures
based on historical experience. Changes to the estimated forfeiture rate are accounted for as a cumulative effect of
change in the period the change occurred.

Since the Company has a net operating loss carry-forward as of June 30, 2014 and 2013, no excess tax benefits for tax
deductions related to share-based awards were recognized from stock options exercised in the six months ended June
30, 2014 and 2013 that would have resulted in a reclassification from cash flows from operating activities to cash
flows from financing activities.

Income Taxes

The Company accounts for income taxes and the related accounts under the liability method. Deferred tax assets and
liabilities are determined based on the differences between the financial statement carrying amounts and the income
tax bases of assets and liabilities. A valuation allowance is applied against any net deferred tax asset if, based on
available evidence, it is more likely than not that some or all of the deferred tax assets will not be realized.

10
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The Company recognizes any uncertain income tax positions on income tax returns at the largest amount that is
more-likely-than-not to be sustained upon audit by the relevant taxing authority. An uncertain income tax position will
not be recognized if it has less than a 50% likelihood of being sustained.

The Company’s policy is to recognize interest and/or penalties related to income tax matters in income tax expense.
The Company had $0 accrued for interest and penalties on the Company’s accompanying condensed balance sheets at
June 30, 2014 and December 31, 2013.

Earnings (Loss) Per Common Share

Basic earnings (loss) per share represents income (loss) available to common shareholders divided by the
weighted-average number of common shares outstanding during the period. Diluted earnings (loss) per share reflects
additional common shares that would have been outstanding if dilutive potential common shares had been issued, as
well as any adjustment to income (loss) that would result from the assumed issuance. The potential common shares
that may be issued by the Company relate to outstanding stock options and have been excluded from the computation
of diluted earnings (loss) per share because they would reduce the reported loss per share and therefore have an
anti-dilutive effect.

For the three and six months ended June 30, 2014, there were approximately 7,558,000 and 9,978,000, respectively,
potentially dilutive shares using the treasury stock method that were excluded from the diluted earnings (loss) per
share as their effect would have been antidilutive for the period then ended.

Segment Reporting

The Company has determined that it has only one discrete operating segment consisting of activities and services
surrounding the sale of fan experiences, fan club memberships, and merchandise associated with its relationships with
performing artists and organizations. The Company’s chief operating decision maker is the President, Chief Executive
Officer and Chief Financial Officer, who evaluates the Company as a single operating segment.

Note 2. Fair Value Disclosures

20
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The following table presents fair values for those assets and liabilities measured at fair value on a recurring basis and
the level within the fair value hierarchy in which the measurements fall. No transfer among the levels within the fair
value hierarchy occurred during the six months ended June 30, 2014.

Fair Value
June 30, December 31,
LevéD14 2013
(unaudited) (audited)
Investments in marketable securities 1 $ - $ 106,097

For the six months ended June 30, 2014, the Company recorded a realized loss of $79,983, which comprises of a
realized gain of $48,753 and an unrealized loss of $128,736 transferred from accumulated other comprehensive loss to
earnings, on the sale of investments in available-for-sale securities.

Note 3. Accrued Expenses

Accrued expenses are comprised of the following:

June 30, December 31,

2014 2013

(unaudited) (audited)
Payroll and related costs $3,590 $ 2,446
Professional and consulting fees 500 -
Royalties 467,187 421,963
Stock price guarantee 217,208 -
Other 37,027 14,539
Total $725,512  $ 438,948

11

21



Edgar Filing: PAID INC - Form 10-Q

Note 4. Commitments and Contingencies

Stock Price Guarantee

In connection with the Company’s advance royalties with a client, the Company guaranteed that shares of common
stock would sell for at least $0.12 per share. If the shares are not at the required $0.12 per share when they are sold,
the Company has the option of issuing additional shares at their fair value or making a cash payment for the difference
between the guaranteed price per share and the fair value of the stock. As of June 30, 2014 and December 31, 2013,
the stock price guarantee is recorded as $217,208 and $0, respectively, as the Company’s stock price was below $0.12
per share at June 30, 2014, although any required payment would be disputed by the company.

Legal Matters

In the normal course of business, the Company periodically becomes involved in litigation. As of June 30, 2014, in the
opinion of management, the Company had no pending litigation that would have a material adverse effect on the
Company's financial position, results of operations, or cash flows.

The Company commenced on December 20, 2013 patent infringement litigation against eBay, Inc. (Paid, Inc. v. eBay,
Inc.; CV No. 4:13-cv-40151-TSH)) in the United States District Court for the District of Massachusetts Central
Division. On June 30, 2014, PAID and eBay filed a joint motion to stay the district court litigation pending
completion of eBay’s petitions for covered business review that were filed with the Patent and Trial and Appeal Board
(“PTAB”).

Indemnities and Guarantees

The Company has made certain indemnities and guarantees, under which it may be required to make payments to a
guaranteed or indemnified party, in relation to certain actions or transactions. The Company indemnifies its directors,
officers, employees and agents, as permitted under the laws of the State of Delaware. In connection with its facility
leases, the Company has agreed to indemnify its lessors for certain claims arising from the use of the facilities. The
duration of the guarantees and indemnities varies, and is generally tied to the life of the agreement. These guarantees
and indemnities do not provide for any limitation of the maximum potential future payments the Company could be
obligated to make. Historically, the Company has not been obligated nor incurred any payments for these obligations
and, therefore, no liabilities have been recorded for these indemnities and guarantees in the accompanying condensed
balance sheets.
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Note 5. Common Stock

Share-based Incentive Plans

During the period ended June 30, 2014, the Company had three stock option plans that include both incentive and
non-qualified options to be granted to certain eligible employees, non-employee directors, or consultants of the
Company. There were no stock options granted, exercised, canceled or expired during the three and six months ended
June 30, 2014.

12
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Active Plans:

2012 Plan

On October 15, 2012, the Company adopted the 2012 Non-Qualified Stock Option Plan (the "2012 Plan"). The
purpose of the 2012 Plan is to provide long-term incentives and rewards to those employees of the Company, and any
other individuals, whether directors, consultants or advisors who are in a position to contribute to the long-term
success and growth of the Company. The options granted have a 10 year contractual term and vest one hundred
percent on the date of grant. There are 1,000,000 shares reserved for future issuance under this plan.

2011 Plan

On February 1, 2011, the Company adopted the 2011 Non-Qualified Stock Option Plan (the "2011 Plan"), and has
filed Registration Statements on Form S-8 to register 30,000,000 shares of its common stock. Under the 2011 Plan,
employees and consultants may elect to receive their gross compensation in the form of options, exercisable at $.001
per share, to acquire the number of shares of the Company's common stock equal to their gross compensation divided
by the fair value of the stock on the date of grant. The options granted have a 10 year contractual term and vest one
hundred percent on the date of grant. At June 30, 2014, there are 750,000 shares reserved for issuance under this plan.

2002 Plan

The 2002 Stock Option Plan (“2002 Plan”) provides for the award of qualified and non-qualified options for up to
30,000,000 shares. The options granted have a ten-year contractual term and have a vesting schedule of either
immediately, two years, or four years from the date of grant. There are currently no shares reserved for issuance under
this plan.

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

Forward Looking Statements
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This Quarterly Report on Form 10-Q contains certain forward-looking statements (within the meaning of Section 27A
of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934) regarding the Company and its
business, financial condition, results of operations and prospects. Words such as "expects," "anticipates," "intends,"
"plans," "believes," "seeks," "estimates", "could", "may", "should", "will", "would", and similar expressions or
variations of such words are intended to identify forward-looking statements in this report. Additionally, statements
concerning future matters such as the development of new services, technology enhancements, purchase of equipment,
credit arrangements, possible changes in legislation and other statements regarding matters that are not historical are
forward-looking statements.

"o

non

Although forward-looking statements in this quarterly report reflect the good faith judgment of the Company's
management, such statements can only be based on facts and factors currently known by the Company. Consequently,
forward-looking statements are inherently subject to risks, contingencies and uncertainties, and actual results and
outcomes may differ materially from results and outcomes discussed in this report. Although the Company believes
that its plans, intentions and expectations reflected in these forward-looking statements are reasonable, the Company
can give no assurance that its plans, intentions or expectations will be achieved. For a more complete discussion of
these risk factors, see Item 1A, "Risk Factors", in the Company's Form 10-K for the fiscal year ended December 31,
2013 that was filed on March 31, 2014.

For example, the Company's ability to achieve positive cash flow and to become profitable may be adversely affected
as a result of a number of factors that could thwart its efforts. These factors include the Company's inability to
successfully implement the Company's business and revenue model, tour or event cancellations, higher costs than
anticipated, the Company's inability to sell its products and services to a sufficient number of customers, the
introduction of competing products or services by others, the Company's failure to attract sufficient interest in, and
traffic to, its sites, the Company's inability to complete development of its sites, the failure of the Company's operating
systems, and the Company's inability to increase its revenues as rapidly as anticipated. If the Company is not
profitable in the future, it will not be able to continue its business operations.

13
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Overview

The Company originally developed AuctionInc. to assist and improve the Company's on-line auction sales, but
management realized that there was a need for an order management system for individuals and businesses that
engage in e-commerce on the Internet, including on-line auction sites as well as other websites with multiple sellers.
In 2000, the Company's technology team focused its attention on the core fundamental piece of the system called the
Shipping Calculator. The Company recognized the potential importance of the Shipping Calculator and filed for a
patent on that technology before launching it to the public in April 2002. The Company obtained its first patent on the
Shipping Calculator in January 2008, the second patent in April 2011, the third patent in January 2013, the fourth
patent in August 2013 and a fifth patent in January 2014. Additional patent applications are pending. The Shipping
Calculator product is modular and customizable, and the Company continues to develop new tools and products for
our customers. In addition the Company identifies new channels and partnerships to continue marketing the Shipping
Calculator.

The Company believes that its patents are very valuable and it hopes to license them at a fair price to generate revenue
for the Company. In addition to this strategy we also have ongoing litigation (Paid v. eBay) in the U.S. District Court
of Massachusetts. Our goal is to develop a robust licensing program to generate revenues for the Company. As part of
this revenue generation effort, the Company commenced on December 20, 2013 patent infringement litigation against
eBay, Inc. (Paid, Inc. v. eBay, Inc.; CV No. 4:13-cv-40151-TSH)) in the United States District Court for the District
of Massachusetts Central Division. The Company’s goal is to develop a robust licensing program utilizing its
intellectual property assets.

The secondary focus of the Company has been providing brand-related services to businesses and celebrity clients in
the entertainment, sports and collectible industries. However these services are being phased out of our operations.

In January 2013, the Company entered into a partnership agreement with Music City Networks (“MCN”). In accordance
with the agreement, as of the effective date, MCN will be providing the above mentioned client based services directly
to the Company’s clients in exchange for a profit participation as defined in the agreement. The declining client base
and departure from the celebrity services industry has eliminated our need to partner with MCN.

Significant Accounting Policies

Our significant accounting policies are more fully described in Note 3 to our financial statements included in our
Form 10-K filed on March 31, 2014, as updated and amended in Note 1 of the Notes to Condensed Financial
Statements included herein. However, certain of our accounting policies, most notably with respect to revenue
recognition, are particularly important to the portrayal of our financial position and results of operations and require
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the application of significant judgment by our management; as a result, they are subject to an inherent degree of
uncertainty. In applying these policies, our management makes estimates and judgments that affect the reported
amounts of assets, liabilities, revenues and expenses and related disclosures. Those estimates and judgments are based
upon our historical experience, the terms of existing contracts, our observance of trends in the industry, information
that we obtain from our customers and outside sources, and on various other assumptions that we believe to be
reasonable and appropriate under the circumstances, the results of which form the basis for making judgments about
the carrying values of assets and liabilities that are not readily apparent from other sources. Actual results may differ
from these estimates under different assumptions or conditions.

14
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Results of Operations

Comparison of the three and six months ended June 30, 2014 and 2013.

The following discussion compares the Company's results of operations for the three and six months ended June 30,

2014 with those for the three and six months ended June 30, 2013. The Company's condensed financial statements and

notes thereto included elsewhere in this quarterly report contain detailed information that should be referred to in
conjunction with the following discussion.

Revenues

The following table compares total revenue for the periods indicated.

Three months Ended June 30,

%
2014 2013 Change
Merchandising and fulfillment $104,676 $218,278 52 )%
Client services 673 16,210 96 Y
Touring revenues 86,822 834,107 90 Y
Total revenues $192,171 $1,068,596 (82 )%

Revenues
decreased

82% in the
second quarter
primarily from
the decreased
client base and
the withdrawal
from the
celebrity
service
industry.
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Merchandising
and fulfillment
revenues
decreased
$113,602 or
52% to
$104,676 in
the second
quarter of
2014
compared to
$218,278 in
2013. Thisis a
direct result of
our reduced
client base.

Client services
revenues
decreased
$15,537 or
96% to $673
in the second
quarter of
2014
compared to
$16,210 in
2013. The
decrease was
attributable to
the change in
our business
plan as it
relates to the
services we
have provided
within the
music
industry.

Touring
revenues
decreased
$747,285 or
90% to
$86,822 in the
second quarter
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of 2014
compared to
$834,107 in
2013. During
the second
quarter of
2014 there
was only one
client on tour
with a very
limited
amount of tour
dates when
compared to
the number of
tour dates in
the second
quarter of
2013.

Gross Profit

Gross profit
decreased
$197,752 or
66% in the
second quarter
of 2014 to
$101,553
compared to
$299,305 in
2013. Gross
margin
increased 25
percentage
points to 53%
from 28% in
the second
quarter of
2013. The
increase in
gross margin
was mainly
due to the
increase in the
ratio of
revenues with
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regard to
merchandise
and
fulfillment,
specifically,
Auctionlnc,
which has a
higher gross
profit
calculation.
Going forward
the Company
will continue
to focus on
expanding and
licensing its
intellectual
property. It is
to be expected
that this
service line
will be less
costly to
pursue.

Operating
Expenses

Total
operating
expenses in
the second
quarter 2014
were $283,090
compared to
$516,889 in
the second
quarter 2013,

a decrease of
$233,799 or
45%. The
decrease is
largely due the
withdrawal
from the
celebrity
service
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relationships
and decreases
in payroll,
accounting
fees,
consulting and
related costs.

Net Loss

The Company
realized a net
loss in the
second quarter
of 2014 of
$570,066
compared to a
net loss of
$81,113 for
the same
period in
2013. The loss
for the second
quarter of
2014 and 2013
each represent
$0.00 and
$0.00 per
share,
respectively.
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Revenues

The following table compares total revenue for the periods indicated.

Six months Ended June 30,

%

2014 2013 Change
Merchandising and fulfillment $173,665 $845,410 79 )%
Client services 5,706 33,950 @3 Y
Touring revenues 522,205 1,121,611 (53 )%
Total revenues $701,576 $2,000,971 (65 )%
Revenues
decreased 65%
in 2014

primarily from
a 79% decrease
in
merchandising
revenues and
an 83%
decrease in
client services
revenue and a
53% decrease
in touring
revenues.

Merchandising
and fulfillment
revenues
decreased
$671,715 or
79% to
$173,665 in
2014 compared
to $845,410 in
2013. Thisis a
direct result of
our reduced
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client base and
our focus on
Auctionlnc.

Client services
revenues
decreased
$28,244 or
83% to $5,706
in 2014
compared to
$33,950 in
2013. The
decrease was
attributable to
the change in
our business
plan as it
relates to the
services we
have provided
within the
music industry.

Touring
revenues
decreased
$599,406 or
53% to
$522,205 in
2014 compared
to $1,121,611
in 2013. The
Company has
generated a
consistent
touring base
and revenues
are directly
impacted by
our clients’
touring
schedules and
frequency.
During 2014
there was a
decrease in our
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client base and
a limited
amount of tour
dates when
compared to
2013.

Gross Profit

Gross profit
decreased
$414,468 or
63% in 2014 to
$243,323
compared to
$657,791 in
2013. Gross
margin
increased to
35% from 33%
in 2013. The
increase in
gross margin
was mainly
due to the ratio
of revenues
with regard to
merchandise
and fulfillment
specifically,
Auctionlnc,
which has a
higher gross
profit
calculation.
Going forward
the Company
will be
focusing on
expanding and
licensing its
intellectual
property. It is
to be expected
that this
service line
will be less
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costly to
pursue.

Operating
Expenses

Total operating
expenses in
2014 were
$583,778
compared to
$1,181,834 in
2013, a
decrease of
$598,056 or
51%. The
decrease is
largely due to
the withdrawal
from the
celebrity
service
relationships
and decreases
in payroll,
accounting
fees,
consulting and
related costs.

Net Loss

The Company
realized a net
loss in 2014 of
$743,161
compared to a
net loss of
$282,640 for
the same
period in 2013.
The loss for
2014 and 2013
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each represent
$0.00 and
$0.00 per
share,
respectively.

Operating Cash Flows

A summarized reconciliation of the Company's net loss to cash and cash equivalents used in operating activities for
the six months ended June 30, 2014 and 2013 is as follows:
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2014 2013
Net loss $(743,161) $(282,640)
Depreciation and amortization 15,174 38,942
Loss on disposal of fixed assets 4,284

Realized loss on investments in available-for-sale securities 79,983 -

Unrealized gain on investments in trading securities - (94,850 )
Write down of other receivables 227,528 -

Gain on settlement of liabilities (34,759 ) -
Share-based compensation 25,336 171,749
Change in fair value of stock price guarantee 217,208 (148,274)
Amortization of prepaid facility costs - 90,686
Deferred revenue (13,614 ) (69,424 )
Changes in current assets and liabilities 127,517 (119,945)
Net cash used in operating activities $(98,788 ) $(409,472)

Working Capital and Liquidity

The Company had cash and cash equivalents of $508,150 at June 30, 2014, compared to $463,285 at December 31,
2013. The Company had $226,992 of working capital at June 30, 2014, a decrease of $601,464, compared to $828,456
at December 31, 2013. The increase in cash and cash equivalents on hand is attributable to the decrease of cash needed
to fund operating activities for 2014 and the sale of available-for-sale securities.

As discussed in Note 1 of the accompanying condensed financial statements, there exists substantial doubt regarding
the Company’s ability to continue as a going concern. The Company may need an infusion of additional capital to fund
anticipated operating costs over the next 12 months. Management believes that the Company has adequate cash
resources to fund operations during the next 12 months. In addition, management continues to explore opportunities
and has organized additional resources in an effort to license its patents. However, there can be no assurance that
anticipated growth in new business will occur, and that the Company will be successful in licensing its patents.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Not applicable for smaller reporting companies.

ITEM 4. CONTROLS AND PROCEDURES
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Evaluation of Disclosure Controls and Procedures

The Company's management, including the President and Chief Executive Officer of the Companys, as its principal
executive officer, and the Chief Financial Officer of the Company, as its principal financial officer, have evaluated the
effectiveness of the Company's “disclosure controls and procedures,” as such term is defined in Rule 13a-15(e)
promulgated under the Securities Exchange Act of 1934, as amended (the “Exchange Act”). Based upon this evaluation,
the President and Chief Financial Officer concluded that, as of June 30, 2014, the Company's disclosure controls and
procedures were not effective, due to material weaknesses in internal control over financial reporting, for the purpose
of ensuring that the information required to be disclosed in the reports that the Company files or submits under the
Exchange Act with the Securities and Exchange Commission is recorded, processed, summarized and reported within
the time period specified by the Securities and Exchange Commission's rules and forms, and is accumulated and
communicated to the Company's management, including its principal executive and financial officer, as appropriate to
allow timely decisions regarding required disclosure.
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The Company has identified five material weaknesses in internal control over financial reporting as described in the
Company's Form 10-K for the year ended December 31, 2013.

Changes in Internal Control Over Financial Reporting

There was no change in our internal control over financial reporting during the quarter ended June 30, 2014 that has
materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.

PART IT - OTHER INFORMATION

ITEM1. LEGAL PROCEEDINGS

In the normal course of business, the Company periodically becomes involved in litigation. As of June 30, 2014, in
the opinion of management, the Company had no material pending litigation other than ordinary litigation incidental
to the business.

The Company commenced on December 20, 2013 patent infringement litigation against eBay, Inc. (Paid, Inc. v. eBay,
Inc.; CV No. 4:13-cv-40151-TSH)) in the United States District Court for the District of Massachusetts Central
Division. On June 30, 2014, PAID and eBay filed a joint motion to stay the district court litigation pending
completion of eBay’s petitions for covered business review that were filed with the Patent and Trial and Appeal Board
(“PTAB”).

ITEM 1A. RISK FACTORS

There are no material changes for the risk factors previously disclosed on Form 10-K for the year ended December 31,
2013.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS
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None.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

None.

ITEM 4. MINE SAFETY DISCLOSURES

Not Applicable.

ITEMS. OTHER INFORMATION

None.

ITEM 6. EXHIBITS

Our charter further prohibits:

any person from actually, beneficially or constructively owning shares of our stock that could result in us being closely held
under Section 856(h) of the Code (without regard to whether the ownership interest is held during the last half of a taxable
year) or otherwise cause us to fail to qualify as a REIT (including, but not limited to, actual, beneficial or constructive
ownership of shares of our stock that could result in us owning (actually or constructively) an interest in a tenant that is
described in Section 856(d)(2)(B) of the Code if the income we derive from such tenant, taking into account our other income
that would not qualify under the gross income requirements of Section 856(c) of the Code, would cause us to fail to satisfy
any the gross income requirements imposed on REITs or that would result in us owning more than a 35% interest in any
person which manages properties we own); and

any person from transferring shares of our stock if such transfer would result in shares of our stock being beneficially owned
by fewer than 100 persons (determined without reference to any rules of attribution).
Any person who acquires or attempts or intends to acquire actual, beneficial or constructive ownership of shares of our stock that will or may
violate the ownership limits or any of the other restrictions on ownership and transfer of our stock described above must give written notice
immediately to us or, in the case of a proposed or attempted transaction, provide us at least 15 days prior written notice, and provide us with
such other information as we may request in order to determine the effect of such transfer on our status as a REIT.
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The ownership limits and other restrictions on ownership and transfer of our stock described above will not apply if our board of directors
determines that it is no longer in our best interests to attempt to qualify, or to continue to qualify, as a REIT or that compliance is no longer
required in order for us to qualify as a REIT.
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Pursuant to our charter, if any purported transfer of our stock or any other event would otherwise result in any person violating the ownership
limits or such other limit established by our board of directors, or could result in us being closely held within the meaning of Section 856(h) of
the Code (without regard to whether the ownership interest is held during the last half of a taxable year) or otherwise failing to qualify as a
REIT, then that number of shares causing the violation (rounded up to the nearest whole share) will be automatically transferred to, and held by,
a trust for the exclusive benefit of one or more charitable organizations selected by us. The prohibited owner will have no rights in shares of our
stock held by the trustee. The automatic transfer will be effective as of the close of business on the business day prior to the date of the violative
transfer or other event that results in the transfer to the trust. Any dividend or other distribution paid to the prohibited owner, prior to our
discovery that the shares had been automatically transferred to a trust as described above, must be repaid to the trustee upon demand. If the
transfer to the trust as described above is not automatically effective, for any reason, to prevent violation of the applicable restriction on
ownership and transfer of our stock, then that transfer of the number of shares that otherwise would cause any person to violate the above
restrictions will be void. If any transfer of our stock would result in shares of our stock being beneficially owned by fewer than 100 persons
(determined without reference to any rules of attribution), then any such purported transfer will be void and of no force or effect and the
intended transferee will acquire no rights in the shares.

Shares of our stock transferred to the trustee are deemed offered for sale to us, or our designee, at a price per share equal to the lesser of (1) the
price per share in the transaction that resulted in the transfer of the shares to the trust (or, in the event of a gift or devise, the last reported sale
price on the NYSE on the day of the transfer or other event that resulted in the transfer of such shares to the trust) and (2) the last reported sale
price on the NYSE on the date we accept, or our designee accepts, such offer. We may reduce the amount payable to the prohibited owner by the
amount of dividends and distributions paid to the prohibited owner and owed by the prohibited owner to the trustee and pay the amount of such
reduction to the trustee for the benefit of the charitable beneficiary. We have the right to accept such offer until the trustee has sold the shares of
our stock held in the trust. Upon a sale to us, the interest of the charitable beneficiary in the shares sold terminates and the trustee must distribute
the net proceeds of the sale to the prohibited owner and any dividends or other distributions held by the trustee with respect to such stock will be
paid to the charitable beneficiary.

If we do not buy the shares, the trustee must, within 20 days of receiving notice from us of the transfer of shares to the trust, sell the shares to a
person or persons designated by the trustee who could own the shares without violating the ownership limits or other restrictions on ownership
and transfer of our stock. Upon such sale, the trustee must distribute to the prohibited owner an amount equal to the lesser of (1) the price paid
by the prohibited owner for the shares (or, if the prohibited owner did not give value in connection with the transfer or other event that resulted
in the transfer to the trust (e.g., a gift, devise or other such transaction), the last reported sale price on the NYSE on the day of the transfer or
other event that resulted in the transfer of such shares to the trust) and (2) the sales proceeds (net of commissions and other expenses of sale)
received by the trustee for the shares. The trustee may reduce the amount payable to the prohibited owner by the amount of dividends and other
distributions paid to the prohibited owner and owed by the prohibited owner to the trustee. Any net sales proceeds in excess of the amount
payable to the prohibited owner will be immediately paid to the charitable beneficiary, together with any dividends or other distributions
thereon. In addition, if prior to discovery by us that shares of our stock have been transferred to the trustee, such shares of stock are sold by a
prohibited owner, then such shares shall be deemed to have been sold on behalf of the trust and, to the extent that the prohibited owner received
an amount for or in respect of such shares that exceeds the amount that such prohibited owner was entitled to receive, such excess amount shall
be paid to the trustee upon demand.

The trustee will be designated by us and will be unaffiliated with us and with any prohibited owner. Prior to the sale of any shares by the trust,
the trustee will receive, in trust for the charitable beneficiary, all dividends and other distributions paid by us with respect to such shares, and
may exercise all voting rights with respect to such shares for the exclusive benefit of the charitable beneficiary.
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Subject to Maryland law, effective as of the date that the shares have been transferred to the trust, the trustee may, at the trustee s sole discretion:

rescind as void any vote cast by a prohibited owner prior to our discovery that the shares have been transferred to the trust;
and

recast the vote in accordance with the desires of the trustee acting for the benefit of the beneficiary of the trust.
However, if we have already taken irreversible corporate action, then the trustee may not rescind and recast the vote.

If our board of directors or a committee thereof determines in good faith that a proposed transfer or other event has taken place that violates the
restrictions on ownership and transfer of our stock set forth in our charter, our board of directors or such committee may take such action as it
deems advisable in its sole discretion to refuse to give effect to or to prevent such transfer, including, but not limited to, causing us to redeem
shares of stock, refusing to give effect to the transfer on our books or instituting proceedings to enjoin the transfer.

Every owner of 5% or more (or such lower percentage as required by the Code or the Treasury Regulations promulgated thereunder) of the
outstanding shares of our stock, within 30 days after the end of each taxable year, must give written notice to us stating the name and address of
such owner, the number of shares of each class and series of our stock that the owner beneficially owns and a description of the manner in which
the shares are held. Each such owner also must provide us with any additional information that we request in order to determine the effect, if
any, of the person s actual or beneficial ownership on our status as a REIT and to ensure compliance with the ownership limits. In addition, any
person that is an actual owner, beneficial owner or constructive owner of shares of our stock and any person (including the stockholder of
record) who is holding shares of our stock for an actual owner, beneficial owner or constructive owner must, on request by us, disclose to us
such information as we may request in good faith in order to determine our status as a REIT and comply with requirements of any taxing
authority or governmental authority or to determine such compliance.

Any certificates representing shares of our stock will bear a legend referring to the restrictions on ownership and transfer of our stock described
above. If we issue depositary shares at a future time, those depositary shares will be subject to the same ownership limitations and transfer
restrictions with respect to the underlying preferred stock, and will also count toward the overall ownership limitations to the extent of the
underlying preferred stock.

These restrictions on ownership and transfer could delay, defer or prevent a transaction or a change of control of our company that might involve
a premium price for our common stock that our stockholders believe to be in their best interest.

CERTAIN PROVISIONS OF MARYLAND LAW AND OF OUR CHARTER AND BYLAWS

The following is a summary of the provisions of Maryland law applicable to us and of our charter and bylaws. For more detail, we refer you to
Maryland law, including the MGCL, our charter and our bylaws.

Amendment of Charter and Bylaws

Under Maryland law, a Maryland corporation generally cannot amend its charter, unless declared advisable by its board of directors and
approved by the affirmative vote of stockholders entitled to cast at least two-thirds of the votes entitled to be cast on the matter. However, a
Maryland corporation may provide in its charter for approval of amendments by a lesser percentage of the shares entitled to vote on the matter,
but not less than a majority of all of the votes entitled to be cast on the matter. Our charter provides for approval of amendments to
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our charter by a majority of the votes entitled to be cast on the matter. Our board of directors has the exclusive power to adopt, alter or repeal
any provisions of our bylaws and make new bylaws, except with respect to amendments to the provisions of our bylaws regarding our opt out of
the Maryland business combination and control share acquisition statutes.

Power to Reclassify Shares of Our Stock

Our charter authorizes our board of directors to classify and reclassify any unissued shares of our common stock and preferred stock into other
classes or series of stock. Prior to issuance of shares of each class or series, our board of directors is required by Maryland law and by our
charter to set, subject to our charter restrictions on transfer of our stock, the terms, preferences, conversion or other rights, voting powers,
restrictions, limitations as to dividends or other distributions, qualifications and terms or conditions of redemption for each class or series. Thus,
our board of directors could authorize the issuance of shares of common stock or preferred stock with terms and conditions which could have the
effect of delaying, deferring or preventing a transaction or a change in control that might involve a premium price for holders of our common
stock or otherwise be in their best interest.

Power to Authorize and Issue Additional Shares of Common Stock and Preferred Stock

Our board of directors, with the approval of a majority of the entire board of directors and without stockholder approval, has the authority to
amend our charter to increase or decrease the aggregate number of shares of stock or the number of shares of stock of any class or series that we
have the authority to issue. Our board of directors can cause us to issue additional shares without stockholder approval, unless stockholder
approval is required by applicable law or the rules of any stock exchange or automated quotation system on which our securities may be listed or
traded. Although we have no present intention of doing so, we could issue a class or series of stock that could delay, defer or prevent a
transaction or a change in control of the Company that might involve a premium price for holders of common stock or otherwise be in their best
interest.

Meetings of Stockholders

Under our bylaws, annual meetings of stockholders are to be held each year at a date and time during the month of May as determined by our
board of directors. Special meetings of stockholders may be called only by our board of directors, our Chairman, our Chief Executive Officer or
our President and must be called by our Secretary upon the written request of the stockholders entitled to cast not less than a majority of all the
votes entitled to be cast at a meeting. The date, time and place of any special meetings will be set by our board of directors or our Chairman,
Chief Executive Officer or President as provided in our bylaws, whoever has called the meeting. Our bylaws provide that with respect to special
meetings of our stockholders, only the business specified in our notice of meeting may be brought before the meeting.

Advance Notice Provisions for Stockholder Nominations and Stockholder Proposals

Our bylaws provide that, with respect to an annual meeting of stockholders, nominations of individuals for election to our board of directors and
the proposal of other business to be considered by stockholders may be made only (1) pursuant to our notice of the meeting, (2) by or at the
direction of our board of directors or (3) by a stockholder who is a stockholder of record both at the time of giving of notice by the stockholder
as required by the bylaws and at the time of the meeting and who is entitled to vote at the meeting and who has complied with the advance notice
procedures of our bylaws. With respect to special meetings of stockholders, only the business specified in our notice of the meeting may be
brought before the meeting. Nominations of individuals for election to our board of directors at a special meeting may be made only (x) pursuant
to our notice of the meeting, (y) by or at the direction of our board of directors or (z) provided that the board of directors has determined that
directors will be elected at the meeting, by a stockholder who is a stockholder of record both at the time of giving notice by the stockholder as
required by the bylaws and at the time of the meeting, who is entitled to vote at the meeting and who has complied with the advance notice
provisions of our bylaws.
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The purpose of requiring stockholders to give advance notice of nominations and other proposals is to afford our board of directors the
opportunity to consider the qualifications of the proposed nominees or the advisability of the other proposals and, to the extent considered
necessary by our board of directors, to inform stockholders and make recommendations regarding the nominations or other proposals. The
advance notice procedures also permit a more orderly procedure for conducting our stockholder meetings. Although our bylaws do not give our
board of directors the power to disapprove timely stockholder nominations and proposals, they may have the effect of precluding a contest for
the election of directors or proposals for other action if the proper procedures are not followed, and of discouraging or deterring a third party
from conducting a solicitation of proxies to elect its own slate of directors to our board of directors or to approve its own proposal.

Board of Directors

Our board of directors currently consists of seven directors. Under our bylaws, the number of directors may be established by our board of
directors from time to time but may not be fewer than the minimum number required by the MGCL (which currently is one) or more than
fifteen. Under our charter and bylaws, we have elected to be subject to certain provisions of Maryland law which vest in our board of directors
the exclusive right to determine the number of directors and the exclusive right, by the affirmative vote of a majority of the remaining directors,
to fill vacancies on the board of directors even if the remaining directors do not constitute a quorum.

Our directors each serve until the next annual meeting and until their successors are elected and qualify and thus are subject to election annually.
Holders of shares of our common stock do not have the right to cumulative voting in the election of directors. Consequently, at each annual
meeting of stockholders, the holders entitled to cast a majority of the votes entitled to be cast in the election of directors will be able to elect all
of the directors.

Any vacancy will be filled, including any vacancy created by an increase in the number of directors, at any regular meeting or at any special
meeting called for the purpose, by a majority of the remaining directors in office, even if the remaining directors do not constitute a quorum.
Any director appointed to fill a vacancy shall hold office until the next annual meeting and until his or her successor is duly elected and
qualifies.

Removal of Directors

Our charter provides that a director may be removed, with or without cause, upon the affirmative vote of a majority of the votes entitled to be
cast in the election of directors. Absent removal of all of our directors, this provision, when coupled with the provision in our bylaws authorizing
our board of directors to fill vacant directorships, precludes stockholders from removing incumbent directors, except upon an affirmative
majority vote, and filling the vacancies created by such removal with their own nominees.

Extraordinary Transactions

Under Maryland law, a Maryland corporation generally cannot dissolve, merge, sell all or substantially all of its assets, engage in a share
exchange or engage in similar transactions outside the ordinary course of business unless declared advisable by its board of directors and
approved by the affirmative vote of stockholders entitled to cast at least two-thirds of the votes entitled to be cast on the matter. However, a
Maryland corporation may provide in its charter for approval of these matters by a lesser percentage of the shares entitled to vote on the matter,
but not less than a majority of all of the votes entitled to be cast on the matter. Our charter provides for approval of these matters by a majority of
the votes entitled to be cast on the matter. Maryland law permits a corporation to transfer all or substantially all of its assets without the approval
of the stockholders of the corporation to one or more persons if all of the equity interests of the person or persons are owned, directly or
indirectly, by the corporation. Maryland law also does not require approval of the stockholders of a parent corporation to merge or sell all or
substantially all of the assets of a subsidiary entity. Because operating assets may be held by a corporation s subsidiaries, as in our situation, this
may mean that a subsidiary may be able to
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merge or sell all or substantially all of its assets without a vote of the corporation s stockholders. Maryland law also permits the merger of a 90%
or more owned subsidiary with or into its parent corporation without stockholder approval if (1) the charter of the successor in the merger is not
amended other than to change its name, the name or other designation or the par value of any class or series of its stock or the aggregate par
value of its stock and (2) the contract rights of any stock of the successor issued in the merger in exchange for stock of the other corporation
participating in the merger are identical to the contract rights of the stock for which it is exchanged.

Business Combinations

Maryland law prohibits business combinations between us and an interested stockholder or an affiliate of an interested stockholder for five years
after the most recent date on which the interested stockholder becomes an interested stockholder. These business combinations include a merger,
consolidation, share exchange or, in circumstances specified in the statute, an asset transfer or issuance or reclassification of equity securities.
Maryland law defines an interested stockholder as:

any person who beneficially owns 10% or more of the voting power of our stock; or

an affiliate or associate of ours who, at any time within the two-year period prior to the date in question, was the beneficial owner of
10% or more of the voting power of our then outstanding voting stock.
A person is not an interested stockholder if our board of directors approved in advance the transaction by which the person otherwise would
have become an interested stockholder. However, in approving a transaction, our board of directors may provide that its approval is subject to
compliance, at or after the time of approval, with any terms and conditions determined by our board of directors.

After the five-year prohibition, any business combination between us and an interested stockholder generally must be recommended by our
board of directors and approved by the affirmative vote of at least:

80% of the votes entitled to be cast by holders of our then outstanding shares of voting stock; and

two-thirds of the votes entitled to be cast by holders of our voting stock other than stock held by the interested stockholder with
whom or with whose affiliate the business combination is to be effected or stock held by an affiliate or associate of the interested
stockholder.
These super-majority vote requirements do not apply if our common stockholders receive a minimum price, as defined under Maryland law, for
their stock in the form of cash or other consideration in the same form as previously paid by the interested stockholder for its stock.

The statute permits various exemptions from its provisions, including business combinations that are exempted by the board of directors before
the time that the interested stockholder becomes an interested stockholder. We have opted out of the business combination provisions of the
MGCL by resolution of our board of directors and our bylaws contain a provision providing that we may not opt in without approval of our
stockholders.

Control Share Acquisitions

With certain exceptions, the MGCL provides that control shares of a Maryland corporation acquired in a control share acquisition have no voting
rights except to the extent approved by a vote of two-thirds of the votes entitled to be cast on the matter, excluding shares owned by the

acquiring person or by our officers or directors who are our employees. Control shares are voting shares which, if aggregated with all other

shares owned or voted by the acquiror, would entitle the acquiror to exercise voting power in electing directors within one of the following

ranges of voting power: (1) one-tenth or more but less than one-third, (2) one-third or more but less
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than a majority or (3) a majority or more of all voting power. Control shares do not include shares the acquiror is then entitled to vote as a result
of having previously obtained stockholder approval. A control share acquisition means, subject to certain exceptions, the acquisition by any
person of ownership or voting power of issued and outstanding control shares. A person who has made or proposes to make a control share
acquisition, upon satisfaction of certain conditions, including an undertaking to pay expenses, may compel our board of directors to call a special
meeting of stockholders to be held within 50 days of demand to consider the voting rights of the control shares in question. If no request for a
meeting is made, we may present the issue at any stockholders meeting.

If voting rights are not approved at the stockholders meeting or if the acquiring person does not deliver the statement required by Maryland law,
then, subject to certain conditions and limitations, we may redeem any or all of the control shares, except those for which voting rights have
previously been approved, for fair value. Fair value is determined without regard to the absence of voting rights for the control shares as of the
date of the last control share acquisition or of any meeting of stockholders at which the voting rights of the shares were considered and not
approved. If voting rights for control shares are approved at a stockholders meeting and the acquiror may then vote a majority of the shares
entitled to vote, then all other stockholders may exercise appraisal rights. The fair value of the shares for purposes of these appraisal rights may
not be less than the highest price per share paid by the acquiror in the control share acquisition. The control share acquisition statute does not
apply to shares acquired in a merger, consolidation or share exchange if we are a party to the transaction, nor does it apply to acquisitions
approved or exempted by our charter or bylaws.

Our bylaws contain a provision exempting any and all acquisitions of our stock from the control share provisions of Maryland law. We may not
repeal this provision without approval of our stockholders.

Maryland Unsolicited Takeover Act

The MGCL permits a Maryland corporation with a class of equity securities registered under the Exchange Act and at least three independent
directors to elect to be subject, by provision in its charter or bylaws or a resolution of its board of directors and notwithstanding any contrary
provision in the charter or bylaws, to any or all of the following provisions:

a classified board of directors;

a two-thirds vote requirement for removing a director;

a requirement that the number of directors be fixed only by vote of the directors;

a requirement that a vacancy on the board of directors be filled only by the remaining directors and for the remainder of the full term
of the class of directors in which the vacancy occurred; or

a majority requirement for the calling of a special meeting of stockholders.
Our charter and bylaws (1) vest in our board of directors the exclusive power to fix the number of directorships and (2) require, unless called by
our Chairman, Chief Executive Officer, President or board of directors, the request of holders entitled to cast not less than a majority of the votes
entitled to be cast at a meeting to call a special meeting. We also have elected to be subject to the provisions of Subtitle 8 of the MGCL relating
to the filling of vacancies on our board of directors. We do not have a classified board of directors or require a two-thirds vote for removal of
any director from our board of directors.

Limitation of Liability and Indemnification

Maryland law permits us to include in our charter a provision limiting the liability of our directors and officers to us and our stockholders for
money damages, except for liability resulting from (1) actual receipt of an improper benefit or profit in money, property or series or (2) active
and deliberate dishonesty established by a final judgment as being material to the cause of action. Our charter contains a provision which
eliminates directors and officers liability to the maximum extent permitted by Maryland law.
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Our charter also authorizes us, to the maximum extent permitted by Maryland law, to obligate us to indemnify (1) any present or former director
or officer or (2) any individual who, while a director or officer and, at our request, serves or has served another corporation, real estate
investment trust, partnership, joint venture, trust, employee benefit plan or other enterprise as a director, officer or trustee of another corporation,
real estate investment trust, partnership, joint venture, trust, employee benefit plan or any other enterprise from and against any claim or liability
arising from service in any such capacity and to pay or reimburse their reasonable expenses in advance of final disposition of a proceeding. Our
bylaws obligate us to provide such indemnification and advance of expenses. Our charter and bylaws also permit us to indemnify and advance
expenses to any individual who served our predecessor in any of the capacities described above and any employee or agent of us or our
predecessor.

Maryland law requires us (unless our charter provides otherwise, which our charter does not) to indemnify a director or officer who has been
successful, on the merits or otherwise, against reasonable expenses incurred in the defense of any proceeding to which he or she is made, or
threatened to be made, a party by reason of his or her service in that capacity. Maryland law permits us to indemnify our present and former
directors and officers, among others, against judgments, penalties, fines, settlements and reasonable expenses actually incurred by them in
connection with any proceeding to which they may be made, or threatened to be made, a party by reason of their service in those or other
capacities unless it is established that:

the act or omission of the director or officer was material to the matter giving rise to the proceeding and (1) was committed in bad
faith or (2) was the result of active and deliberate dishonesty;

the director or officer actually received an improper personal benefit in money, property or services; or

in the case of any criminal proceeding, the director or officer had reasonable cause to believe that the act or omission was unlawful.
A court may order indemnification if it determines that the director or officer is fairly and reasonably entitled to indemnification, even though
the director or officer did not meet the prescribed standard of conduct or was adjudged liable on the basis that personal benefit was improperly
received. However, indemnification for an adverse judgment in a suit by us or in our right, or for a judgment of liability on the basis that
personal benefit was improperly received, is limited to expenses.

In addition, Maryland law permits us to advance reasonable expenses to a director or officer upon receipt of (a) a written affirmation by the
director or officer of his or her good faith belief that he or she has met the standard of conduct necessary for indemnification and (b) a written
undertaking by him or her or on his or her behalf to repay the amount paid or reimbursed if it is ultimately determined that the standard of
conduct was not met.

Anti-Takeover Effect of Certain Provisions of Maryland Law and of our Charter and Bylaws

If the resolutions of our board of directors and the applicable provisions in our bylaws exempting us from the business combination provisions
and the control share acquisition provisions of the MGCL are rescinded, the business combination provisions and the control share acquisition
provisions of the MGCL, the provisions of our charter on removal of directors and reclassifying our stock and the advance notice provisions of
our bylaws and certain other provisions of our charter and bylaws and the MGCL could delay, defer or prevent a change in control of us or other
transactions that might involve a premium price for holders of our common stock or otherwise be in their best interest.

REIT Status

Our charter provides that our board of directors may revoke or otherwise terminate our REIT election if it determines that it is no longer in our
best interest to continue to qualify as a REIT. If our board of directors so determines, the restrictions set forth in the section above entitled
Description of Our Capital Stock Restrictions on Ownership and Transfer will no longer apply.
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U.S. FEDERAL INCOME TAX CONSIDERATIONS

The following is a general summary of the material United States federal income tax considerations regarding our election to be taxed as a REIT

and the ownership and disposition of our capital stock. For purposes of this discussion, references to we, our and us mean only Sunstone Hotel
Investors, Inc., and do not include any of its subsidiaries, except as otherwise indicated. This summary does not purport to be a complete

analysis of all of the potential tax considerations relating thereto. This summary is based on current law, is for general information only and is

not tax advice.

The information in this summary is based on:

the Internal Revenue Code of 1986, as amended (the Internal Revenue Code );

current, temporary and proposed Treasury Regulations promulgated under the Internal Revenue Code;

the legislative history of the Internal Revenue Code;

current administrative interpretations and practices of the Internal Revenue Service; and

court decisions;
in each case, as of the date of this summary. In addition, the administrative interpretations and practices of the Internal Revenue Service include
its practices and policies as expressed in private letter rulings that are not binding on the Internal Revenue Service except with respect to the
particular taxpayers who requested and received those rulings. The sections of the Internal Revenue Code and the corresponding Treasury
Regulations that relate to the qualification and taxation as a REIT are highly technical and complex. This summary is qualified in its entirety by
the applicable Internal Revenue Code provisions, Treasury Regulations, and related administrative and judicial interpretations thereof. Future
legislation, Treasury Regulations, administrative interpretations and practices and/or court decisions may change or adversely affect the tax
considerations described in this summary. Any such change could apply retroactively to transactions preceding the date of the change. We have
not requested and do not intend to request a ruling from the Internal Revenue Service that we qualify as a REIT or concerning the treatment of
the capital stock that may be offered pursuant to this prospectus, and the statements in this summary are not binding on the Internal Revenue
Service or any court. Thus, we can provide no assurance that the tax considerations contained in this summary will not be challenged by the
Internal Revenue Service or will be sustained by a court if so challenged.

This summary assumes that our capital stock is held as a capital asset (generally, property held for investment within the meaning of
Section 1221 of the Internal Revenue Code). Your tax treatment will vary depending on your particular situation. This discussion does not
purport to deal with all aspects of taxation that may be relevant to holders of our capital stock in light of their personal investment or tax
circumstances, or to holders who receive special treatment under the United States federal income tax laws except to the extent discussed
specifically herein. Holders of our capital stock receiving special treatment include, without limitation:

banks, insurance companies or other financial institutions;

brokers or dealers in securities or commodities;

traders in securities;
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expatriates and certain former citizens or long-term residents of the United States;

tax-exempt organizations;

persons who are subject to the alternative minimum tax;

persons who hold our capital stock as a position in a straddle or as part of a hedging, conversion or other risk reduction transaction;
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persons deemed to sell our capital stock under the constructive sale provisions of the Internal Revenue Code;

United States persons that have a functional currency other than the United States dollar;

except to the extent specifically discussed below, non-U.S. holders (as defined below); or

persons that are S corporations, REITSs, regulated investment companies, partnerships or other pass- through entities.
In addition, this discussion does not address any state, local or foreign tax consequences associated with the ownership of our capital stock or
our election to be taxed as a REIT.

You are urged to consult your tax advisor regarding the specific tax consequences to you of:

the acquisition, ownership and sale or other disposition of our capital stock, including the United States federal, state, local,
foreign and other tax consequences;

our election to be taxed as a REIT for United States federal income tax purposes; and

potential changes in applicable tax laws.
Taxation of the Company

General

We elected to be taxed as a REIT under Sections 856 through 860 of the Internal Revenue Code, commencing with our taxable year ended
December 31, 2004. We believe we have been organized and have operated in a manner which allows us to qualify for taxation as a REIT under
the Internal Revenue Code commencing with our taxable year ended December 31, 2004. We currently intend to continue to be organized and
operate in this manner. However, qualification and taxation as a REIT depend upon our ability to meet the various qualification tests imposed
under the Internal Revenue Code, including through actual annual operating results, asset composition, distribution levels and diversity of stock
ownership. Accordingly, no assurance can be given that we have been organized and have operated, or will continue to be organized and
operate, in a manner so as to qualify or remain qualified as a REIT. See  Failure to Qualify.

Latham & Watkins LLP has rendered an opinion to us to the effect that, commencing with our taxable year ended December 31, 2004, we have
been organized and have operated in conformity with the requirements for qualification and taxation as a REIT, and that our proposed method of
operation will enable us to continue to meet the requirements for qualification and taxation as a REIT under the Internal Revenue Code. It must
be emphasized that this opinion was based on various assumptions and representations as to factual matters, including representations made by
us in a factual certificate provided by one of our officers. In addition, this opinion was based upon our factual representations set forth in this
prospectus. Moreover, our qualification and taxation as a REIT depend upon our ability to meet the various qualification tests imposed under the
Internal Revenue Code which are discussed below, including through actual annual operating results, asset composition, distribution levels and
diversity of stock ownership, the results of which have not been and will not be reviewed by Latham & Watkins LLP. Accordingly, no assurance
can be given that our actual results of operation for any particular taxable year have satisfied or will satisfy those requirements. See  Failure to
Qualify. Further, the anticipated income tax treatment described in this prospectus may be changed, perhaps retroactively, by legislative,
administrative or judicial action at any time. Latham & Watkins LLP has no obligation to update its opinion subsequent to its date.

Provided we qualify for taxation as a REIT, we generally will not be required to pay United States federal corporate income taxes on our REIT
taxable income that is currently distributed to our stockholders. This treatment substantially eliminates the double taxation that ordinarily results
from investment in a C
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corporation. A C corporation is a corporation that is generally required to pay tax at the corporate level. Double taxation generally means
taxation that occurs once at the corporate level when income is earned and once again at the stockholder level when the income is distributed.
We will be required to pay United States federal income tax, however, as follows:

We will be required to pay tax at regular corporate tax rates on any undistributed REIT taxable income, including undistributed net
capital gains.

We may be required to pay the alternative minimum tax on our items of tax preference under some circumstances.

If we have: (a) net income from the sale or other disposition of foreclosure property which is held primarily for sale to customers in
the ordinary course of business; or (b) other nonqualifying income from foreclosure property, we will be required to pay tax at the
highest corporate rate on this income. Foreclosure property generally is defined as property we acquired through foreclosure or after

a default on a loan secured by the property or a lease of the property and for which an election is in effect.

We will be required to pay a 100% tax on any net income from prohibited transactions. Prohibited transactions are, in general, sales
or other taxable dispositions of property, other than foreclosure property, held as inventory or primarily for sale to customers in the
ordinary course of business.

If we fail to satisfy the 75% gross income test or the 95% gross income test, as described below, but have otherwise maintained our
qualification as a REIT because certain other requirements are met, we will be required to pay a tax equal to (a) the greater of (i) the
amount by which 75% of our gross income exceeds the amount qualifying under the 75% gross income test and (ii) the amount by
which 95% of our gross income (90% for our taxable year ended on December 31, 2004) exceeds the amount qualifying under the
95% gross income test, multiplied by (b) a fraction intended to reflect our profitability.

If we fail to satisfy any of the REIT asset tests (other than a de minimis failure of the 5% or 10% asset tests), as described below, due
to reasonable cause and not due to willful neglect, and we nonetheless maintain our REIT qualification because of specified cure
provisions, we will be required to pay a tax equal to the greater of $50,000 or the highest corporate tax rate multiplied by the net
income generated by the nonqualifying assets that caused us to fail such test.

If we fail to satisfy any provision of the Internal Revenue Code that would result in our failure to qualify as a REIT (other than a
violation of the REIT gross income tests or certain violations of the asset tests described below) and the violation is due to reasonable
cause and not due to willful neglect, we may retain our REIT qualification but will be required to pay a penalty of $50,000 for each
such failure.

We will be required to pay a 4% excise tax to the extent we fail to distribute during each calendar year at least the sum of (a) 85% of
our REIT ordinary income for the year, (b) 95% of our REIT capital gain net income for the year, and (c) any undistributed taxable
income from prior periods.

If we acquire any asset from a corporation which is or has been a C corporation in a transaction in which the basis of the asset in our
hands is determined by reference to the basis of the asset in the hands of the C corporation (as we expect occurred as a result of
certain merger transactions entered into in connection with our initial public offering in October 2004), and we subsequently
recognize gain on the disposition of the asset during the ten-year period beginning on the date on which we acquired the asset, then
we generally will be required to pay tax at the highest regular corporate tax rate on this gain to the extent of the excess of (a) the fair
market value of the asset over (b) our adjusted basis in the asset, in each case determined as of the date on which we acquired the
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acquire the asset from the C corporation.
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We will be required to pay a 100% tax on any redetermined rents, redetermined deductions or excess interest. In general,
redetermined rents are rents from real property that are overstated as a result of services furnished to any of our tenants by a taxable
REIT subsidiary of ours. Redetermined deductions and excess interest generally represent amounts that are deducted by a taxable
REIT subsidiary of ours for amounts paid to us that are in excess of the amounts that would have been deducted based on

arm s-length negotiations.

Certain of our subsidiaries are taxable REIT subsidiaries, the earnings of which will be subject to United States federal corporate
income tax.
Requirements for Qualification as a REIT

The Internal Revenue Code defines a REIT as a corporation, trust or association:

(1) thatis managed by one or more trustees or directors;

(2) thatissues transferable shares or transferable certificates to evidence its beneficial ownership;

(3) that would be taxable as a domestic corporation but for special Internal Revenue Code provisions applicable to REITs;

(4) thatis not a financial institution or an insurance company within the meaning of certain provisions of the Internal Revenue Code;

(5) thatis beneficially owned by 100 or more persons;

(6) not more than 50% in value of the outstanding stock of which is owned, actually or constructively, by five or fewer individuals,
including certain specified entities, during the last half of each taxable year; and

(7) that meets other tests, described below, regarding the nature of its income and assets and the amount of its distributions.
The Internal Revenue Code provides that conditions (1) to (4), inclusive, must be met during the entire taxable year and that condition (5) must
be met during at least 335 days of a taxable year of twelve months, or during a proportionate part of a taxable year of less than twelve months.
Conditions (5) and (6) do not apply until after the first taxable year for which an election is made to be taxed as a REIT. For purposes of
condition (6), the term individual includes a supplemental unemployment compensation benefit plan, a private foundation or a portion of a trust
permanently set aside or used exclusively for charitable purposes, but generally does not include a qualified pension plan or profit sharing trust.

We believe that we have been organized, have operated and have issued sufficient shares of capital stock with sufficient diversity of ownership

to allow us to satisfy conditions (1) through (7) inclusive, during the relevant time periods. In addition, our charter documents provide for

restrictions regarding ownership and transfer of our shares which are intended to assist us in continuing to satisfy the ownership requirements

described in conditions (5) and (6) above. These stock ownership and transfer restrictions are described in this prospectus under the heading
Restrictions on Ownership and Transfer. These restrictions, however, may not ensure that we will, in all cases, be able to satisty the share

ownership requirements described in conditions (5) and (6) above. If we fail to satisfy these share ownership requirements, except as provided in

the next two sentences, our status as a REIT will terminate. See  Failure to Qualify. If, however, we comply with the rules contained in applicable

Treasury Regulations that require us to ascertain the actual ownership of our shares and we do not know, or would not have known through the

exercise of reasonable diligence, that we failed to meet the requirement described in condition (6) above, we will be treated as having met this

requirement.

In addition, we may not maintain our status as a REIT unless our taxable year is the calendar year. We have and will continue to have a calendar
taxable year.
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Ownership of Interests in Partnerships and Limited Liability Companies

In the case of a REIT which is a partner in a partnership or a member in a limited liability company treated as a partnership for federal income
tax purposes, Treasury Regulations provide that the REIT will be deemed to own its proportionate share of the assets of the partnership or
limited liability company, as the case may be, based on its interest in partnership capital, subject to special rules relating to the 10% REIT asset
test described below. Also, the REIT will be deemed to be entitled to its proportionate share of the income of that entity. The assets and gross
income of the partnership or limited liability company retain the same character in the hands of the REIT for purposes of Section 856 of the
Code, including satisfying the gross income tests and the asset tests. Thus, our pro rata share of the assets and items of income of our operating
partnership, including our operating partnership s share of these items of any partnership or limited liability company treated as a partnership or
disregarded entity for federal income tax purposes in which it owns an interest, is treated as our assets and items of income for purposes of
applying the requirements described in this summary, including the income and asset tests described below. A brief summary of the rules
governing the federal income taxation of partnerships and limited liability companies is set forth below in ~ Tax Aspects of Our Operating
Partnership, the Subsidiary Partnerships and the Limited Liability Companies.

We have control of our operating partnership and most of the subsidiary partnerships and limited liability companies and intend to operate them
in a manner consistent with the requirements for our qualification as a REIT. We may from time to time be a limited partner or non-managing
member in some of our partnerships and limited liability companies. If a partnership or limited liability company in which we own an interest
takes or expects to take actions that could jeopardize our status as a REIT or require us to pay tax, we may be forced to dispose of our interest in
such entity. In addition, it is possible that a partnership or limited liability company could take an action which could cause us to fail a REIT
income or asset test, and that we would not become aware of such action in time to dispose of our interest in the partnership or limited liability
company or take other corrective action on a timely basis. In that case, we could fail to qualify as a REIT unless we were entitled to relief, as
described below.

Ownership of Interests in Qualified REIT Subsidiaries

We may, from time to time, own interests in subsidiary corporations that are treated as qualified REIT subsidiaries under the Internal Revenue
Code. A corporation will qualify as our qualified REIT subsidiary if we own 100% of its outstanding stock and if we do not elect with the
subsidiary to treat it as a taxable REIT subsidiary, as described below. A corporation that is a qualified REIT subsidiary is not treated as a
separate corporation for United States federal income tax purposes, and all assets, liabilities and items of income, deduction and credit of a
qualified REIT subsidiary are treated as assets, liabilities and items of income, deduction and credit (as the case may be) of the parent REIT for
all purposes under the Internal Revenue Code (including all REIT qualification tests). A qualified REIT subsidiary is disregarded for purposes of
the REIT asset tests, as described below in ~ Asset Tests.

Ownership of Interests in Subsidiary REITs

We own an indirect interest in Pension Holding Corporation ( Times Square Hotel REIT ) which has elected to be taxed as a REIT under Sections
856 through 860 of the Internal Revenue Code commencing with its initial taxable year ended December 31, 2007. Provided that Times Square
Hotel REIT qualifies as a REIT, our interest in Times Square Hotel REIT will be treated as a qualifying real estate asset for purposes of the

REIT asset tests and any dividend income or gains derived by us from Times Square Hotel REIT will generally be treated as income that

qualifies for purposes of the REIT gross income tests. To qualify as a REIT, Times Square Hotel REIT must independently satisfy the various
REIT qualification requirements described in this summary. If Times Square Hotel REIT were to fail to qualify as a REIT, and certain relief
provisions do not apply, it would be treated as a regular taxable corporation and its income would be subject to United States federal income tax.

In addition, a failure of Times Square Hotel REIT to qualify as a REIT would have an adverse effect on our ability to comply with the REIT
income and asset tests, and thus our ability to qualify as a REIT.
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A taxable REIT subsidiary of ours is an entity treated as a corporation (other than a REIT) in which we directly or indirectly hold stock, and that
has made a joint election with us to be treated as a taxable REIT subsidiary. A taxable REIT subsidiary generally also includes any entity treated
as a corporation (other than a REIT) with respect to which a taxable REIT subsidiary owns securities possessing more than 35% of the total
voting power or value of the outstanding securities of such corporation. A taxable REIT subsidiary generally may engage in any business,
including the provision of customary or non-customary services to tenants of its parent REIT, except that a taxable REIT subsidiary may not
directly or indirectly operate or manage a lodging or healthcare facility or directly or indirectly provide to any other person (under a franchise,
license or otherwise) rights to any brand name under which any lodging or healthcare facility is operated. A taxable REIT subsidiary is subject to
United States federal income tax, and state and local income tax where applicable, as a regular C corporation. In addition, a taxable REIT
subsidiary may be prevented from deducting interest on debt funded directly or indirectly by its parent REIT if certain tests regarding the taxable
REIT subsidiary s debt to equity ratio and interest expense are not satisfied. We currently own interests in several taxable REIT subsidiaries, and
may acquire interests in additional taxable REIT subsidiaries in the future. Our ownership of securities of our taxable REIT subsidiaries will not
be subject to the 5% or 10% asset tests described below. See  Asset Tests.

Income Tests

We must satisfy two gross income requirements annually to maintain our qualification as a REIT:

First, in each taxable year, we must derive directly or indirectly at least 75% of our gross income, excluding gross income from
prohibited transactions, certain hedging transactions entered into after July 30, 2008, and certain foreign currency gains recognized
after July 30, 2008, from (a) certain investments relating to real property or mortgages on real property, including rents from real
property and, in certain circumstances, interest, or (b) some types of temporary investments; and

Second, in each taxable year, we must derive at least 95% of our gross income, excluding gross income from prohibited transactions,
certain hedging transactions entered into on or after January 1, 2005, and certain foreign currency gains recognized after July 30,
2008, from the real property investments described above, dividends, interest and gain from the sale or disposition of stock or
securities, or from any combination of the foregoing.
For these purposes, the term interest generally does not include any amount received or accrued, directly or indirectly, if the determination of all
or some of the amount depends in any way on the income or profits of any person. However, an amount received or accrued generally will not
be excluded from the term interest solely by reason of being based on a fixed percentage or percentages of receipts or sales.

Rents we receive from a tenant will qualify as rents from real property for the purpose of satisfying the gross income requirements for a REIT
described above only if all of the following conditions are met:

The amount of rent is not based in any way on the income or profits of any person. However, an amount we receive or accrue
generally will not be excluded from the term rents from real property solely because it is based on a fixed percentage or percentages
of receipts or sales;

We do not, and an actual or constructive owner of 10% or more of our capital stock, does not, actually or constructively own 10% or
more of the interests in the assets or net profits of the tenant, or, if the tenant is a corporation, 10% or more of the voting power or
value of all classes of stock of the tenant. Rents we receive from such a tenant that is our taxable REIT subsidiary, however, will not
be excluded from the definition of rents from real property if the property to which the rents relate is a qualified lodging facility and
such property is operated on behalf of the taxable REIT subsidiary by a person who is an independent contractor and certain other
requirements are met, as described below. Our taxable REIT subsidiaries will be subject to United States federal income tax on their
income from the operation of these properties.
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Rent attributable to personal property, leased in connection with a lease of real property, is not greater than 15% of the total rent we
receive under the lease. If this condition is not met, then the portion of rent attributable to the personal property will not qualify as
rents from real property; and

We generally do not operate or manage the property or furnish or render services to our tenants, subject to a 1% de minimis
exception and except as provided below. We may, however, perform services that are usually or customarily rendered in connection
with the rental of space for occupancy only and are not otherwise considered rendered to the occupant of the property. Examples of
such services include the provision of light, heat, or other utilities, trash removal and general maintenance of common areas. In
addition, we may employ an independent contractor from whom we derive no revenue to provide customary services, or a taxable
REIT subsidiary, which may be wholly or partially owned by us, to provide both customary and non-customary services to our
tenants without causing the rent we receive from those tenants to fail to qualify as rents from real property. Any amounts we receive
from a taxable REIT subsidiary with respect to the taxable REIT subsidiary s provision of non-customary services will, however, be
nonqualifying income under the 75% gross income test and, except to the extent received through the payment of dividends, the 95%
gross income test.
Most or all of our rental income is derived from leases of hotels to our taxable REIT subsidiaries. In order for the rent payable under each of
these leases to constitute rents from real property, each lease must be respected as a true lease for federal income tax purposes and must not be
treated as a service contract, joint venture, or some other type of arrangement. We believe that the each lease is a true lease for federal income
tax purposes. However, this determination is inherently a question of fact, and we cannot assure you that the Internal Revenue Service will not
successfully assert a contrary position. If any lease is not respected as a true lease, part or all of the payments that we receive as rent from our
taxable REIT subsidiary with respect to such lease may not be considered rent or may not otherwise satisfy the various requirements for
qualification as rents from real property. In that case, we may not be able to satisfy either the 75% or 95% gross income test and, as a result,
could fail to qualify as a REIT.

Also, as described above, our taxable REIT subsidiaries may not operate or manage a lodging facility or provide rights to any brand name under
which any lodging facility is operated. However, rents we receive from a lease of a hotel to our taxable REIT subsidiary will constitute rents
from real property if the following conditions are satisfied:

First, the hotel must be a qualified lodging facility. A qualified lodging facility is a hotel, motel or other establishment more than
one-half of the dwelling units in which are used on a transient basis, unless wagering activities are conducted at or in connection with
such facility by any person who is engaged in the business of accepting wagers and who is legally authorized to engage in such
business at or in connection with such facility. Accordingly, we will not be permitted to have gambling or wagering activity on the
premises of any of our hotels or to earn income from gambling or wagering activities; and

Second, the hotel manager must be an eligible independent contractor. An eligible independent contractor is an independent
contractor that, at the time the management contract is entered into, is actively engaged in the trade or business of operating qualified
lodging facilities for any person not related to us or any of our taxable REIT subsidiaries. For this purpose, an independent contractor
means any person (i) that does not own (taking into account relevant attribution rules) more than 35% of our capital stock, and
(i) with respect to which no person or group owning directly or indirectly (taking into account relevant attribution rules) 35% or
more of our capital stock owns 35% or more directly or indirectly (taking into account relevant attribution rules) of the ownership
interest in the contractor.
We believe each hotel that we lease to our taxable REIT subsidiaries is a qualified lodging facility, and each hotel manager engaged by our
taxable REIT subsidiaries to manage each hotel is an eligible independent
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contractor. Furthermore, while we will monitor the activities of the eligible independent contractors to maximize the value of our hotel
investments, neither we nor our taxable REIT subsidiary lessees will directly or indirectly operate or manage our hotels. Thus, we believe that
the rents we derive from our taxable REIT subsidiaries with respect to the leases of our hotels will qualify as rents from real property.

We generally do not intend, and as the managing member of our operating partnership, do not intend to permit our operating partnership, to take
actions we believe will cause us to fail to satisfy the rental conditions described above. Notwithstanding the foregoing, we may have taken and
may continue to take actions which fail to satisfy one or more of the above conditions to the extent that we determine, based on the advice of our
tax counsel, that those actions will not jeopardize our tax status as a REIT. In addition, with respect to the limitation on the rental of personal
property, we have not obtained appraisals of the real property and personal property leased to tenants. Accordingly, there can be no assurance
that the Internal Revenue Service will agree with our determinations of value.

From time to time, we may 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. Income from a
hedging transaction, including gain from the sale or disposition of such a transaction, that is clearly identified as a hedging transaction as
specified in the Internal Revenue Code will not constitute gross income and thus will be exempt from the 95% gross income test to the extent
such a hedging transaction is entered into on or after January 1, 2005, and from the 75% gross income test to the extent such hedging transaction
is entered into after July 30, 2008. Income and gain from a hedging transaction, including gain from the sale or disposition of such a transaction
will be treated as nonqualifying income for purposes of the 75% gross income test if entered into on or prior to July 30, 2008 and will be treated
as qualifying income for purposes of the 95% gross income test if entered into prior to January 1, 2005. The term hedging transaction, as used
above, generally means any transaction we enter into in the normal course of our business primarily to manage risk of (1) interest rate changes or
fluctuations with respect to borrowings made or to be made by us to acquire or carry real estate assets, or (2) for hedging transactions entered
into after July 30, 2008, currency fluctuations with respect to an item of qualifying income under the 75% or 95% gross income test. To the
extent that we do not properly identify such transactions as hedges, we hedge other risks or we hedge with other types of financial instruments,
the income from those transactions is not likely to be treated as qualifying income for purposes of the gross income tests. We intend to structure
any hedging transactions in a manner that does not jeopardize our status as a REIT.

To the extent our taxable REIT subsidiaries pay dividends, we generally will derive our allocable share of such dividend income through our
interest in our operating partnership. Such dividend income will qualify under the 95%, but not the 75%, REIT gross income test.

We believe that the aggregate amount of our nonqualifying income, from all sources, in any taxable year will not exceed the limit on
nonqualifying income under the gross income tests. If we fail to satisfy one or both of the 75% or 95% gross income tests for any taxable year,
we may nevertheless qualify as a REIT for the year if we are entitled to relief under certain provisions of the Internal Revenue Code.
Commencing with our taxable year beginning January 1, 2005, we generally may make use of the relief provisions if:

following our identification of the failure to meet the 75% or 95% gross income tests for any taxable year, we file a schedule with the
Internal Revenue Service setting forth each item of our gross income for purposes of the 75% or 95% gross income tests for such
taxable year in accordance with Treasury Regulations to be issued; and

our failure to meet these tests was due to reasonable cause and not due to willful neglect.
It is not possible, however, to state whether in all circumstances we would be entitled to the benefit of these relief provisions. For example, if we
fail to satisfy the gross income tests because nonqualifying income that we intentionally accrue or receive exceeds the limits on nonqualifying
income, the Internal Revenue Service could
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conclude that our failure to satisfy the tests was not due to reasonable cause. If these relief provisions do not apply to a particular set of
circumstances, we will not qualify as a REIT. As discussed above in ~ Taxation of the Company General, even if these relief provisions apply, and
we retain our status as a REIT, a tax would be imposed with respect to our nonqualifying income. We may not always be able to comply with

the gross income tests for REIT qualification despite our periodic monitoring of our income.

Prohibited Transaction Income

Any gain that we realize on the sale of property held as inventory or otherwise held primarily for sale to customers in the ordinary course of
business, including our share of any such gain realized by our operating partnership, either directly or through its subsidiary partnerships and
limited liability companies, will be treated as income from a prohibited transaction that is subject to a 100% penalty tax unless certain safe
harbor exceptions apply. This prohibited transaction income may also adversely affect our ability to satisfy the income tests for qualification as a
REIT. Under existing law, whether property is held as inventory or primarily for sale to customers in the ordinary course of a trade or business is
a question of fact that depends on all the facts and circumstances surrounding the particular transaction. Our operating partnership intends to
hold its properties for investment with a view to long-term appreciation and to engage in the business of acquiring, developing and owning its
properties. We have made, and may in the future make, occasional sales of the properties consistent with our operating partnership s investment
objectives. We do not intend to enter into any sales that are prohibited transactions. The Internal Revenue Service may contend, however, that
one or more of these sales are prohibited transactions. We would be required to pay the 100% penalty tax on our allocable share of the gains
resulting from any such sales.

Like-Kind Exchanges

We have in the past disposed of properties in transactions intended to qualify as like-kind exchanges under the Internal Revenue Code, and may
continue this practice in the future. Such like-kind exchanges are intended to result in the deferral of gain for United States federal income tax
purposes. The failure of any such transaction to qualify as a like-kind exchange could subject us to United States federal income tax, possibly
including the 100% prohibited transaction tax, depending on the facts and circumstances surrounding the particular transaction.

Penalty Tax

Any redetermined rents, redetermined deductions or excess interest we generate will be subject to a 100% penalty tax. In general, redetermined
rents are rents from real property that are overstated as a result of any services furnished by one of our taxable REIT subsidiaries to any of our
tenants, and redetermined deductions and excess interest represent any amounts that are deducted by a taxable REIT subsidiary of ours for
amounts paid to us (including rent under our hotel leases) that are in excess of the amounts that would have been deducted based on arm s-length
negotiations. These determinations are inherently factual, and the Internal Revenue Service has broad discretion to assert that amounts paid
between related parties should be reallocated to clearly reflect their respective incomes. If the Internal Revenue Service successfully made such
an assertion, we would be required to pay a 100% penalty tax on the difference between the rent, fees or interest actually paid and the amount of
rent, fees or interest that would have been paid in an arm s-length transaction.

Asset Tests
At the close of each calendar quarter of our taxable year, we also must satisfy four tests relating to the nature and diversification of our assets.

First, at least 75% of the value of our total assets must be represented by real estate assets, cash, cash items and government securities. For
purposes of this test, the term real estate assets generally means real property (including interests in real property and interests in mortgages on
real property) and shares (or transferable
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certificates of beneficial interest) in other REITs, as well as any stock or debt instrument attributable to the investment of the proceeds of a stock
offering or a public debt offering with a term of at least five years, but only for the one-year period beginning on the date we receive such
proceeds.

Second, not more than 25% of the value of our total assets may be represented by securities (including securities of our taxable REIT
subsidiaries) other than those securities includable in the 75% asset test.

Third, of the investments included in the 25% asset class and except for certain investments in other REITSs, any qualified REIT subsidiaries and
our taxable REIT subsidiaries, the value of any one issuer s securities may not exceed 5% of the value of our total assets, and we may not own
more than 10% of the total vote or value of the outstanding securities of any one issuer, except, in the case of the 10% value test, securities
satisfying the straight debt safe-harbor or securities issued by a partnership that itself would satisfy the 75% income test if it were a REIT.
Certain types of securities are disregarded as securities solely for purposes of the 10% value test, including, but not limited to, any loan to an
individual or an estate, any obligation to pay rents from real property and any security issued by a REIT. In addition, commencing with our
taxable year beginning January 1, 2005, solely for purposes of the 10% value test, the determination of our interest in the assets of a partnership
or limited liability company in which we own an interest will be based on our proportionate interest in any securities issued by the partnership or
limited liability company, excluding for this purpose certain securities described in the Internal Revenue Code.

Fourth, not more than 25% (20% for our taxable years ending on or before December 31, 2008) of the value of our total assets may be
represented by the securities of one or more taxable REIT subsidiaries.

Our operating partnership owns 100% of the stock of certain corporations that have elected, together with us, to be treated as our taxable REIT
subsidiaries. So long as each of these companies qualifies as a taxable REIT subsidiary, we will not be subject to the 5% asset test, the 10%
voting securities limitation or the 10% value limitation with respect to our ownership of their securities. We may acquire securities in other
taxable REIT subsidiaries in the future. We believe that the aggregate value of our taxable REIT subsidiaries did not exceed 20% of the
aggregate value of our gross assets in any taxable year ending on or before December 31, 2008, and we believe that since that time, the
aggregate value of our taxable REIT subsidiaries has not exceeded and in the future will not exceed 25% of the aggregate value of our gross
assets. With respect to each issuer in which we currently own an interest that does not qualify as a REIT, a qualified REIT subsidiary or a
taxable REIT subsidiary, we believe that our ownership of the securities of any such issuer has complied with the 25% value limitation, the 5%
value limitation, the 10% voting securities limitation and the 10% value limitation. No independent appraisals have been obtained to support
these conclusions. In addition, there can be no assurance that the Internal Revenue Service will not disagree with our determinations of value.

In addition, we currently own and in the future may acquire certain mezzanine loans secured by equity interests in pass-through entities that
directly or indirectly own real property. Revenue Procedure 2003-65 (the Revenue Procedure ) provides a safe harbor pursuant to which
mezzanine loans meeting the requirements of the safe harbor will be treated by the Internal Revenue Service as real estate assets for purposes of
the REIT asset tests. In addition, any interest derived from such mezzanine loans will be treated as qualifying mortgage interest for purposes of
the 75% gross income test (described above). Although the Revenue Procedure provides a safe harbor on which taxpayers may rely, it does not
prescribe rules of substantive tax law. The mezzanine loans that we hold or acquire may not meet all of the requirements of the safe harbor.
Accordingly, there can be no assurance that the Internal Revenue Service will not challenge the qualification of such assets as real estate assets
or the interest generated by these loans as qualifying income under the 75% gross income test (described above).

The asset tests described above must be satisfied at the close of each calendar quarter of our taxable year. After initially meeting the asset tests at
the close of any quarter, we will not lose our status as a REIT for failure to satisfy the asset tests at the end of a later quarter solely by reason of
changes in asset values unless we (directly or through our operating partnership or other subsidiaries treated as partnerships or disregarded
entities for
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United States federal income tax purposes) acquire securities in the applicable issuer, increase our ownership of securities of such issuer
(including as a result of increasing our interest in our operating partnership), or acquire other assets. For example, our indirect ownership of
securities of an issuer may increase as a result of our capital contributions to our operating partnership or as limited partners exercise their
redemption /exchange rights. If we fail to satisfy an asset test because we acquire securities or other property during a quarter (including as a
result of an increase in our interests in our operating partnership), we can cure this failure by disposing of sufficient nonqualifying assets or
acquiring sufficient qualifying assets within 30 days after the close of that quarter. We believe that we have maintained and intend to maintain
adequate records of the value of our assets to ensure compliance with the asset tests. In addition, we intend to take such actions within 30 days
after the close of any calendar quarter as may be required to cure any noncompliance.

Certain relief provisions may be available to us if we discover a failure to satisfy the asset tests described above after the 30 day cure period.
Under these provisions, we will be deemed to have met the 5% and 10% REIT asset tests if the value of our nonqualifying assets (i) does not
exceed the lesser of (a) 1% of the total value of our assets at the end of the applicable quarter or (b) $10,000,000, and (ii) we dispose of the
nonqualifying assets or otherwise satisfy such asset tests within (a) six months after the last day of the quarter in which the failure to satisfy the
asset tests is discovered or (b) the period of time prescribed by the Internal Revenue Service. For violations of any of the asset tests due to
reasonable cause and not due to willful neglect and that are, in the case of the 5% and 10% asset tests, in excess of the de minimis exception
described above, we may avoid disqualification as a REIT after the 30 day cure period, by taking steps including (i) the disposition of sufficient
nonqualifying assets, or the taking of other actions, which allow us to meet the asset tests within (a) six months after the last day of the quarter in
which the failure to satisfy the asset tests is discovered or (b) the period of time prescribed by the Internal Revenue Service, (ii) paying a tax
equal to the greater of (a) $50,000 or (b) the highest corporate tax rate multiplied by the net income generated by the nonqualifying assets, and
(iii) disclosing certain information to the Internal Revenue Service.

Although we believe that we have satisfied the asset tests described above and plan to take steps to ensure that we satisty such tests for any
quarter with respect to which retesting is to occur, there can be no assurance that we will always be successful or will not require a reduction in
our overall interest in an issuer (including in a taxable REIT subsidiary). If we fail to cure any noncompliance with the asset tests in a timely
manner and the relief provisions described above are not available, we would cease to qualify as a REIT. See  Failure to Qualify below.

Annual Distribution Requirements

To maintain our qualification as a REIT, we are required to distribute dividends, other than capital gain dividends, to our stockholders in an
amount at least equal to the sum of:

90% of our REIT taxable income ; and

90% of our after tax net income, if any, from foreclosure property; minus

the excess of the sum of specified items of our non-cash income over 5% of our REIT taxable income as described below.
For these purposes, our REIT taxable income is computed without regard to the dividends paid deduction and our net capital gain. In addition,
for purposes of this test, non-cash income generally means income attributable to leveling of stepped rents, original issue discount, cancellation
of indebtedness, and any like-kind exchanges that are later determined to be taxable.

In addition, if we dispose of any asset we acquired from a corporation which is or has been a C corporation in a transaction in which our basis in
the asset is determined by reference to the basis of the asset in the hands of that C corporation (such as certain corporations acquired in
connection with our initial public offering), within
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the ten-year period following our acquisition of such asset, we generally would be required to distribute at least 90% of the after-tax gain, if any,
we recognized on the disposition of the asset, to the extent that gain does not exceed the excess of (a) the fair market value of the asset, over
(b) our adjusted basis in the asset, in each case, on the date we acquired the asset.

We generally must pay, or be treated as paying, the distributions described above in the taxable year to which they relate. At our election, a
distribution will be treated as paid in a taxable year if it is declared before we timely file our tax return for such year and paid on or before the
first regular dividend payment after such declaration, provided such payment is made during the twelve-month period following the close of
such year. These distributions generally are taxable to our existing stockholders, other than tax-exempt entities, in the year in which paid. This is
so even though these distributions relate to the prior year for purposes of the 90% distribution requirement.

In addition, our dividend distributions must not be preferential. To avoid being preferential, every stockholder of the class of stock to which a
distribution is made must be treated the same as every other stockholder of that class, and no class of stock may be treated other than according
to its dividend rights as a class. To the extent that we do not distribute all of our net capital gain, or distribute at least 90%, but less than 100%,
of our REIT taxable income, as adjusted, we will be required to pay tax on the undistributed amount at regular corporate tax rates. We believe
we have made, and intend to continue to make, timely distributions sufficient to satisfy these annual distribution requirements and to minimize
our corporate tax obligations. In this regard, the operating agreement of our operating partnership authorizes us, as the managing member of our
operating partnership, to take such steps as may be necessary to cause our operating partnership to distribute to its members an amount sufficient
to permit us to meet these distribution requirements and to minimize our corporate tax obligation.

We expect that our REIT taxable income will be less than our cash flow because of depreciation and other non-cash charges included in
computing REIT taxable income. Accordingly, we anticipate that we generally will have sufficient cash or liquid assets to enable us to satisfy
the distribution requirements described above. However, from time to time, we may not have sufficient cash or other liquid assets to meet these
distribution requirements due to timing differences between the actual receipt of income and payment of deductible expenses, and the inclusion
of income and deduction of expenses in determining our taxable income. In addition, we may decide to retain our cash, rather than distribute it,
in order to repay debt or for other reasons. If these timing differences occur, or we have decided to retain our cash rather than distribute it, we
may be required to borrow funds to pay cash dividends or we may be required to pay dividends in the form of taxable stock dividends in order to
meet the distribution requirements.

Recent guidance issued by the Internal Revenue Service sets forth a safe harbor pursuant to which certain part-stock and part-cash dividends
distributed by publicly-traded REITs with respect to calendar years 2008 through 2011, and in some cases declared as late as December 31,
2012, will be treated as distributions for purposes of the REIT distribution requirements. Under the terms of this guidance, up to 90% of our
distributions could be paid in shares of our stock.

Under certain circumstances, we may be able to rectify an inadvertent failure to meet the 90% distribution requirement for a year by paying
deficiency dividends to our stockholders in a later year, which may be included in our deduction for dividends paid for the earlier year. Thus, we

may be able to avoid being taxed on amounts distributed as deficiency dividends, subject to the 4% excise tax described below. However, we

will be required to pay interest to the Internal Revenue Service based upon the amount of any deduction claimed for deficiency dividends.

Furthermore, we will be required to pay a 4% excise tax to the extent we fail to distribute during each calendar year, or in the case of
distributions with declaration and record dates falling in the last three months of the calendar year, by the end of January immediately following
such year, at least the sum of 85% of our
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ordinary income for such year, 95% of our capital gain net income for the year and any undistributed taxable income from prior periods. Any
ordinary income and net capital gain on which this excise tax is imposed for any year is treated as an amount distributed during that year for
purposes of calculating such tax.

For purposes of the 90% distribution requirement and excise tax described above, distributions declared during the last three months of the
taxable year, payable to stockholders of record on a specified date during such period and paid during January of the following year, will be
treated as paid by us and received by our stockholders on December 31 of the year in which they are declared.

Failure to Qualify

Specified cure provisions are available to us in the event that we discover a violation of a provision of the Internal Revenue Code that would
result in our failure to qualify as a REIT. Except with respect to violations of the REIT income tests and assets tests (for which the cure
provisions are described above), and provided the violation is due to reasonable cause and not due to willful neglect, these cure provisions
generally impose a $50,000 penalty for each violation in lieu of a loss of REIT status. If we fail to qualify for taxation as a REIT in any taxable
year, and the relief provisions of the Internal Revenue Code do not apply, we will be required to pay tax, including any applicable alternative
minimum tax, on our taxable income at regular corporate tax rates. Distributions to our stockholders in any year in which we fail to qualify as a
REIT will not be deductible by us, and we will not be required to distribute any amounts to our stockholders. As a result, we anticipate that our
failure to qualify as a REIT would reduce the cash available for distribution by us to our stockholders. In addition, if we fail to qualify as a
REIT, all distributions to our stockholders will be taxable as regular corporate dividends to the extent of our current and accumulated earnings
and profits. In this event, subject to certain limitations under the Internal Revenue Code, corporate distributees may be eligible for the
dividends-received deduction and individuals may be eligible for preferential tax rates on any qualified dividend income. Unless entitled to relief
under specific statutory provisions, we will also be disqualified from taxation as a REIT for the four taxable years following the year in which
we lost our qualification. It is not possible to state whether in all circumstances we would be entitled to this statutory relief.

Tax Aspects of Our Operating Partnership, the Subsidiary Partnerships and the Limited Liability Companies
General

All of our investments are held indirectly through our operating partnership. In addition, our operating partnership holds certain of its
investments indirectly through subsidiary partnerships and limited liability companies which are treated as partnerships or disregarded entities
for United States federal income tax purposes and may own interests in additional partnerships and limited liability companies in the future.

Our ownership interests in our operating partnership and the subsidiary partnerships and limited liability companies involve special tax
considerations. These special tax considerations include, for example, the possibility that the Internal Revenue Service might challenge the status
of one or more of the partnerships or limited liability companies in which we own an interest as partnerships or disregarded entities. For

example, an entity that would otherwise be classified as a partnership for United States federal income tax purposes may nonetheless be taxable

as a corporation if it is a publicly traded partnership and certain other requirements are met. A partnership or limited liability company would be
treated as a publicly traded partnership if its interests are traded on an established securities market or are readily tradable on a secondary market
or a substantial equivalent thereof, within the meaning of applicable Treasury Regulations. We believe that each of our partnerships and limited
liability companies will be classified as partnerships or disregarded entities for federal income tax purposes, and we do not anticipate that any
partnership or limited liability company in which we own a direct or indirect interest will be treated as a publicly traded partnership which is
taxable as a corporation. However, if such an entity were taxable as a corporation, it would be required to pay an entity-level tax on its
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income. In this situation, the character of our assets and items of gross income would change, and could prevent us from satisfying the REIT

asset tests and possibly the REIT income tests. See ~ Taxation of the Company Asset Tests and  Taxation of the Company Income Tests. This, in
turn, could prevent us from qualifying as a REIT. See  Failure to Qualify for a discussion of the effect of our failure to meet these tests. In

addition, a change in the tax status of our operating partnership or a subsidiary partnership or limited liability company might be treated as a

taxable event. If so, we might incur a tax liability without any related cash distributions.

Allocations of Income, Gain, Loss and Deduction

The operating partnership agreement generally provides that items of operating income will be allocated to holders of preferred units to the
extent of the accrued preferred return on their preferred units and then to the holders of common units in proportion to the number of common
units held by each such unitholder. Items of operating loss will generally be allocated first to the holders of common units in proportion to the
number of common units held to the extent of their capital accounts, then to the holders of preferred units in proportion to their preferred units
held to the extent of their capital accounts, and thereafter to holders of common units. From time to time, certain limited partners may have the
opportunity to guarantee debt of our operating partnership under limited circumstances. As a result of any such guaranties, and notwithstanding
the foregoing discussion of allocations of income and loss of our operating partnership to holders of units, such limited partners could under
limited circumstances be allocated a disproportionate amount of net loss by our operating partnership, which net loss would have otherwise been
allocable to us. Any allocations of income or loss, however, will be disregarded for tax purposes if they do not comply with the provisions of
Section 704(b) of the Internal Revenue Code and the related Treasury Regulations. Generally, Section 704(b) of the Internal Revenue Code and
the related Treasury Regulations require that partnership and limited liability company allocations respect the economic arrangement of the
partners or members. If an allocation is not recognized for United States federal income tax purposes, the relevant item will be reallocated
according to the partners or members interests in the partnership or limited liability company, as the case may be. This reallocation will be
determined by taking into account all of the facts and circumstances relating to the economic arrangement of the partners or members with
respect to such item. The allocations of taxable income and loss in the operating agreements of the operating partnership and each of the other
entities treated as partnerships in which we own an interest are intended to comply with the requirements of Section 704(b) of the Internal
Revenue Code and the applicable Treasury Regulations.

Tax Allocations with Respect to the Properties

Under Section 704(c) of the Internal Revenue Code, income, gain, loss and deduction attributable to appreciated or depreciated property that is
contributed to a partnership or limited liability company in exchange for an interest in the partnership or limited liability company must be
allocated in a manner so that the contributing partner or member is charged with the unrealized gain or benefits from the unrealized loss
associated with the property at the time of the contribution. The amount of the unrealized gain or unrealized loss generally is equal to the
difference between the fair market value or book value and the adjusted tax basis of the contributed property at the time of contribution. These
allocations are solely for United States federal income tax purposes and do not affect the book capital accounts or other economic or legal
arrangements among the partners or members.

Appreciated property may be contributed to our operating partnership in exchange for interests in our operating partnership. Treasury
Regulations issued under Section 704(c) of the Code provide partnerships with a choice of several methods of accounting for book-tax
differences. We and our operating partnership may agree to use the traditional method to account for book-tax differences for any such
properties contributed to our operating partnership. Under the traditional method, which is the least favorable method from our perspective, the
carryover basis of contributed interests in the properties in the hands of our operating partnership (a) could cause us to be allocated lower
amounts of depreciation deductions for tax purposes than would be allocated to us
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if all contributed properties were to have a tax basis equal to their fair market value at the time of the contribution and (b) could cause us to be
allocated taxable gain in the event of a sale of such contributed interests or properties in excess of the economic or book income allocated to us
as a result of such sale, with a corresponding benefit to the other partners in our operating partnership. An allocation described in clause

(b) above might cause us or the other partners in our operating partnership 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.

In addition, the operating partnership has made an election under Section 754 of the Internal Revenue Code. Accordingly, our proportionate
share of the basis of the assets held by the operating partnership were stepped up to fair market value to the extent of the portion of our interest
in the operating partnership that was purchased from Sunstone Hotel Investors, L.L.C., Sunstone/WB Hotel Investors IV, LLC, Sunstone/WB
Manhattan Beach, LLC and WB Hotel Investors, LLC (as opposed to the portion that was acquired directly from the operating partnership in
connection with the initial public offering of our common stock in 2004). Our remaining share of the operating partnership s basis in its assets,
however, was not adjusted in connection with the initial public offering and was generally less than the fair market value of the hotels as of the
date of the initial public offering. As a result, (a) our depreciation deductions with respect to our hotels will be less than the depreciation
deductions that would have been available to us had our tax basis been equal to the fair market value of the hotels as of the date of the initial
public offering and (b) we could be allocated taxable gain upon a sale of these hotels in excess of the economic or book income allocated to us
as a result of such sale. These adjustments could make it more difficult for us to satisfy the REIT distribution requirements.

Taxation of Holders of Our Capital Stock

The following summary describes certain of the United States federal income tax consequences of owning and disposing of our capital stock.

Taxable U.S. Stockholders Generally

If youarea U.S. holder, as defined below, this section or the section entitled Tax-Exempt Stockholders applies to you. Otherwise, the section
entitled Non-U.S. Stockholders, applies to you.

Definition of U.S. Holder

A U.S. holder is a beneficial holder of our capital stock who is:

an individual citizen or resident of the United States;

a corporation, partnership, limited liability company or other entity taxable as a corporation or partnership for United States federal
income tax purposes created or organized in or under the laws of the United States, any state thereof or the District of Columbia;

an estate the income of which is subject to United States federal income taxation regardless of its source; or

a trust that (1) is subject to the primary supervision of a United States court and the control of one or more United States persons or
(2) has a valid election in effect under applicable Treasury Regulations to be treated as a United States person.
A non-U.S. holder is a beneficial holder of shares of our capital stock who is not a U.S. holder.

Distributions Generally

Distributions out of our current or accumulated earnings and profits will be treated as dividends and, other than capital gain dividends and
certain amounts that have previously been subject to corporate level tax,
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discussed below, will be taxable to taxable U.S. holders as ordinary income when actually or constructively received. See  Tax Rates below. As
long as we qualify as a REIT, these distributions will not be eligible for the dividends-received deduction in the case of U.S. holders that are
corporations or, except to the extent provided in ~ Tax Rates below, the preferential rates on qualified dividend income applicable to
non-corporate taxpayers. For purposes of determining whether distributions to holders of our stock are out of current or accumulated earnings

and profits, our earnings and profits will be allocated first to our outstanding preferred stock and then to our outstanding common stock.

To the extent that we make distributions on our stock in excess of our current and accumulated earnings and profits, these distributions will be
treated first as a tax-free return of capital to a U.S. holder. This treatment will reduce the U.S. holder s adjusted tax basis in its shares of our stock
by the amount of the distribution, but not below zero. Distributions in excess of our current and accumulated earnings and profits and in excess

of a U.S. holder s adjusted tax basis in its shares will be taxable as capital gain. Such gain will be taxable as long-term capital gain if the shares
have been held for more than one year. Dividends we declare in October, November, or December of any year and which are payable to a holder
of record on a specified date in any of these months will be treated as both paid by us and received by the holder on December 31 of that year,
provided we actually pay the dividend on or before January 31 of the following year. U.S. holders may not include in their own income tax
returns any of our net operating losses or capital losses.

Certain stock dividends, including dividends partially paid in our stock and partially paid in cash that comply with recent Internal Revenue
Service guidance, will be taxable to recipient U.S. holders to the same extent as if paid in cash. See Taxation of the Company Annual
Distribution Requirements above.

Capital Gain Dividends

Dividends that we properly designate as capital gain dividends will be taxable to taxable U.S. holders as gains from the sale or disposition of a
capital asset, to the extent that such gains do not exceed our actual net capital gain for the taxable year. These dividends may be taxable to
non-corporate U.S. holders at preferential tax rates. See ~ Tax Rates below. U.S. holders that are corporations may, however, be required to treat
up to 20% of some capital gain dividends as ordinary income. If we properly designate any portion of a dividend as a capital gain dividend then,
except as otherwise required by law, we intend to allocate a portion of the total capital gain dividends paid or made available to holders of all
classes of our stock for the year to the holders of our preferred stock in proportion to the amount that our total dividends, as determined for

United States federal income tax purposes, paid or made available to the holders of such stock for the year bears to the total dividends, as
determined for United States federal income tax purposes, paid or made available to holders of all classes of our stock for the year.

Retention of Net Capital Gains

We may elect to retain, rather than distribute as a capital gain dividend, all or a portion of our net capital gains. If we make this election, we
would pay tax on our retained net capital gains. In addition, to the extent we so elect, our earnings and profits (determined for United States
federal income tax purposes) would be adjusted accordingly, and a U.S. holder generally would:

include its pro rata share of our undistributed net capital gains in computing its long-term capital gains in its return for its taxable
year in which the last day of our taxable year falls, subject to certain limitations as to the amount that is includable;

be deemed to have paid the capital gains tax imposed on us on the designated amounts included in the U.S. holder s long-term capital
gains;

receive a credit or refund for the amount of tax deemed paid by it;
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increase the adjusted basis of its stock by the difference between the amount of includable gains and the tax deemed to have been
paid by it; and

in the case of a U.S. holder that is a corporation, appropriately adjust its earnings and profits for the retained capital gains in
accordance with Treasury Regulations to be promulgated by the Internal Revenue Service.
Passive Activity Losses and Investment Interest Limitations

Distributions we make and gain arising from the sale or exchange by a U.S. holder of our capital stock will not be treated as passive activity
income. As a result, U.S. holders generally will not be able to apply any passive losses against this income or gain. A U.S. holder may elect to
treat capital gain dividends, capital gains from the disposition of capital stock and qualified dividend income as investment income for purposes
of computing the investment interest limitation, but in such case, the holder will be taxed at ordinary income rates on such amount. Other
distributions made by us, to the extent they do not constitute a return of capital, generally will be treated as investment income for purposes of
computing the investment interest limitation.

Dispositions of Our Capital Stock

If a U.S. holder sells or disposes of shares of our capital stock, except as set forth below under =~ Redemption or Repurchase by Us, it generally
will recognize gain or loss for United States federal income tax purposes in an amount equal to the difference between the amount of cash and
the fair market value of any property received on the sale or other disposition and its adjusted basis in the shares of capital stock for tax

purposes. This gain or loss, except as provided below, will be long-term capital gain or loss if the U.S. holder has held the stock for more than
one year at the time of such sale or disposition. If, however, a U.S. holder recognizes loss upon the sale or other disposition of our stock that it
has held for six months or less, after applying certain holding period rules, the loss recognized will be treated as a long-term capital loss, to the
extent the U.S. holder received distributions from us which were required to be treated as long-term capital gains.

Redemption or Repurchase by Us

A redemption or repurchase of shares of our capital stock will be treated under Section 302 of the Code as a distribution taxable as a dividend to
the extent of our current and accumulated earnings and profits, generally at ordinary income rates, unless the redemption or repurchase satisfies
one of the tests set forth in Section 302(b) of the Code and is therefore treated as a sale or exchange of the redeemed or repurchased shares. The
redemption or repurchase will be treated as a sale or exchange if it:

is substantially disproportionate with respect to the U.S. holder;

results in a complete termination of the U.S. holder s stock interest in us; or

is not essentially equivalent to a dividend with respect to the U.S. holder,

all within the meaning of Section 302(b) of the Code.

In determining whether any of these tests have been met, shares of capital stock, including common stock and other equity interests in us,
considered to be owned by the U.S. holder by reason of certain constructive ownership rules set forth in the Code, as well as shares of our capital
stock actually owned by the U.S. holder, must generally be taken into account. Because the determination as to whether any of the alternative
tests of Section 302(b) of the Code will be satisfied with respect to the U.S. holder depends upon the facts and circumstances at the time that the
determination must be made, U.S. holders are advised to consult their tax advisors to determine such tax treatment.

If a redemption or repurchase of shares of our stock is treated as a distribution taxable as a dividend, the amount of the distribution will be
measured by the amount of cash and the fair market value of any property
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received. See  Distributions Generally. A U.S. holder s adjusted basis in the redeemed or repurchased shares of the stock for tax purposes will be
transferred to its remaining shares of our capital stock, if any. If a U.S. holder owns no other shares of our capital stock, such basis may, under
certain circumstances, be transferred to a related person or it may be lost entirely.

If a redemption or repurchase of shares of our stock is not treated as a distribution taxable as a dividend, it will be treated as a taxable sale or
exchange in the manner described under ~ Dispositions of Our Capital stock.

Tax Rates

The maximum tax rate for non-corporate taxpayers for (1) capital gains, including certain capital gain dividends, is generally 15% (although
depending on the characteristics of the assets which produced these gains and on designations which we may make, certain capital gain
dividends may be taxed at a 25% rate) and (2) qualified dividend income is generally 15%. However, dividends payable by REITs are not
eligible for the 15% tax rate on qualified dividend income, except to the extent that certain holding requirements have been met and the REIT s
dividends are attributable to dividends received from taxable corporations (such as its taxable REIT subsidiaries), to income that was subject to
tax at the corporate/REIT level (for example, if it distributed taxable income that it retained and paid tax on in the prior taxable year), or to
dividends properly designated by the REIT as capital gain dividends. For taxable years beginning after December 31, 2012, the 15% capital
gains tax rate is currently scheduled to increase to 20% and the rate applicable to dividends will increase to the tax rate then applicable to
ordinary income. In addition, U.S. holders that are corporations may be required to treat up to 20% of some capital gain dividends as ordinary
income.

In addition, certain U.S. holders that are individuals, estates or trusts must pay an additional 3.8% tax on, among other things, dividends on and
capital gains from the sale or other disposition of stock for taxable years beginning after December 31, 2012. U.S. holders should consult their
tax advisors regarding the effect, if any, of these rules on their ownership and disposition of our capital stock.

Foreign Accounts

Certain payments made after December 31, 2012 to foreign financial institutions in respect of accounts of U.S. holders at such financial
institutions may be subject to withholding at a rate of 30%. U.S. holders should consult their tax advisors regarding the effect, if any, of these
rules on their ownership and disposition of our capital stock. See ~ Non-U.S. Stockholders Foreign Accounts.

Information Reporting and Backup Withholding

We report to our U.S. holders and the Internal Revenue Service the amount of dividends paid during each calendar year, and the amount of any
tax withheld. Under the backup withholding rules, a U.S. holder may be subject to backup withholding with respect to dividends paid unless the
U.S. 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, and otherwise complies with applicable requirements of the
backup withholding rules. A U.S. holder that does not provide us with its correct taxpayer identification number may also be subject to penalties
imposed by the Internal Revenue Service. Backup withholding is not an additional tax. Any amount paid as backup withholding will be
creditable against the holder s United States federal income tax liability, provided the required information is furnished to the Internal Revenue
Service on a timely basis. In addition, we may be required to withhold a portion of capital gain distributions to any holders who fail to certify
their non-foreign status. See ~ Non-U.S. Stockholders.

Tax-Exempt Stockholders

Dividend income from us and gain arising upon a sale of shares of our stock generally should not be unrelated business taxable income to a
tax-exempt holder, except as described below. This income or gain will be
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unrelated business taxable income, however, if a tax-exempt holder holds its shares as debt-financed property within the meaning of the Internal
Revenue Code or if the shares are used in a trade or business of the tax-exempt holder. Generally, debt-financed property is property the
acquisition or holding of which was financed through a borrowing by the tax-exempt holder.

For tax-exempt holders which are social clubs, voluntary employee benefit associations, supplemental unemployment benefit trusts, or qualified
group legal services plans exempt from United States federal income taxation under Sections 501(c)(7), (c)(9), (c)(17) or (c)(20) of the Internal
Revenue Code, respectively, income from an investment in our shares will constitute unrelated business taxable income unless the organization
is able to properly claim a deduction for amounts set aside or placed in reserve for specific purposes so as to offset the income generated by its
investment in our shares. These prospective investors should consult their tax advisors concerning these set aside and reserve requirements.

Notwithstanding the above, however, a portion of the dividends paid by a pension-held REIT may be treated as unrelated business taxable

income as to certain trusts that hold more than 10%, by value, of the interests in the REIT. A REIT will not be a pension-held REIT if it is able

to satisfy the not closely held requirement without relying on the look-through exception with respect to certain trusts or if such REIT is not
predominantly held by qualified trusts. We do not expect to be classified as a pension-held REIT, and as a result, the tax treatment described in

this paragraph should be inapplicable to our holders. However, because our capital stock is publicly traded, we cannot guarantee that this will

always be the case.

Non-U.S. Stockholders

The following discussion addresses the rules governing United States federal income taxation of the ownership and disposition of our stock by
non-U.S. holders. These rules are complex, and no attempt is made herein to provide more than a brief summary of such rules. Accordingly, the
discussion does not address all aspects of United States federal income taxation that may be relevant to a non-U.S. holder in light of its particular
circumstances and does not address any state, local or foreign tax consequences. We urge non-U.S. holders to consult their tax advisors to
determine the impact of United States federal, state, local and foreign income tax laws on the acquisition, ownership, and disposition of shares of
our capital stock, including any reporting requirements.

Distributions Generally

Distributions (including certain stock dividends) that are neither attributable to gain from our sale or exchange of United States real property
interests nor designated by us as capital gain dividends will be treated as dividends of ordinary income to the extent that they are made out of our
current or accumulated earnings and profits. Such distributions ordinarily will be subject to withholding of United States federal income tax at a
30% rate or such lower rate as may be specified by an applicable income tax treaty unless the distributions are treated as effectively connected
with the conduct by the non-U.S. holder of a United States trade or business (through a United States permanent establishment, where
applicable). Under certain treaties, however, lower withholding rates generally applicable to dividends do not apply to dividends from a REIT.
Dividends that are treated as effectively connected with such a trade or business will be subject to tax on a net basis at graduated rates, in the
same manner as dividends paid to U.S. holders are subject to tax, and are generally not subject to withholding. Certain certification and
disclosure requirements must be satisfied to be exempt from withholding under the effectively connected income exemption. Any such
dividends received by a non-U.S. holder that is a corporation may also be subject to an additional branch profits tax at a 30% rate or such lower
rate as may be specified by an applicable income tax treaty.

Distributions in excess of our current and accumulated earnings and profits will not be taxable to a non-U.S. holder to the extent that such
distributions do not exceed the non-U.S. holder s adjusted basis in our stock, but rather will reduce the non-U.S. holder s adjusted basis of such
stock. To the extent that these distributions exceed
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anon-U.S. holder s adjusted basis in our stock, they will give rise to gain from the sale or exchange of such stock. The tax treatment of this gain
is described below.

For withholding purposes, we expect to treat all distributions as made out of our current or accumulated earnings and profits. As a result, except
with respect to certain distributions attributable to the sale of United States real property interests described below, we expect to withhold United
States income tax at the rate of 30% on any distributions made to a non-U.S. holder unless:

a lower treaty rate applies and the non-U.S. holder files with us an Internal Revenue Service Form W-8BEN evidencing eligibility
for that reduced treaty rate; or

the non-U.S. holder files an Internal Revenue Service Form W-8ECI with us claiming that the distribution is income effectively
connected with the non-U.S. holder s trade or business.
However, amounts withheld should generally be refundable if it is subsequently determined that the distribution was, in fact, in excess of our
current and accumulated earnings and profits, provided that certain conditions are met.

Capital Gain Dividends and Distributions Attributable to a Sale or Exchange of United States Real Property Interests

Distributions to a non-U.S. holder that we properly designate as capital gain dividends, other than those arising from the disposition of a United
States real property interest, generally should not be subject to United States federal income taxation, unless:

(1) the investment in our stock is treated as effectively connected with the non-U.S. holder s United States trade or business (through a
United States permanent establishment, where applicable), in which case the non-U.S. holder will be subject to the same treatment as
U.S. holders with respect to such gain, except that a non-U.S. holder that is a foreign corporation may also be subject to the 30%
branch profits tax, as discussed above; or

(2) the non-U.S. holder is a nonresident alien individual who is present in the United States for 183 days or more during the taxable year

and certain other conditions are met, in which case the nonresident alien individual will be subject to a 30% tax on the individual s

capital gains (reduced by certain capital losses).
Pursuant to the Foreign Investment in Real Property Tax Act, which is referred to as FIRPTA, distributions to a non-U.S. holder that are
attributable to gain from our sale or exchange of United States real property interests (whether or not designated as capital gain dividends) will
cause the non-U.S. holder to be treated as recognizing such gain as income effectively connected with a United States trade or business.
Non-U.S. holders would generally be taxed at the same rates applicable to U.S. holders, subject to a special alternative minimum tax in the case
of nonresident alien individuals. We also will be required to withhold and to remit to the Internal Revenue Service 35% (or 15% to the extent
provided in Treasury Regulations) of any distribution to a non-U.S. holder that is designated as a capital gain dividend, or, if greater, 35% (or
15% to the extent provided in Treasury Regulations) of a distribution to the non-U.S. holder that could have been designated as a capital gain
dividend. The amount withheld is creditable against the non-U.S. holder s United States federal income tax liability. However, any distribution
with respect to any class of stock which is regularly traded on an established securities market located in the United States is not subject to
FIRPTA, and therefore, not subject to the 35% U.S. withholding tax described above, if the non-U.S. holder did not own more than 5% of such
class of stock at any time during the one-year period ending on the date of the distribution. Instead, such distributions generally will be treated in
the same manner as ordinary dividend distributions and subject to withholding in the manner described above with respect to ordinary dividends.
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Retention of Net Capital Gains

Although the law is not clear on the matter, it appears that amounts we designate as retained net capital gains generally should be treated with
respect to non-U.S. holders in the same manner as actual distributions by us of capital gain dividends. Under this approach, a non-U.S. holder
would be able to offset as a credit against its United States federal income tax liability resulting from its proportionate share of the tax paid by us
on such retained net capital gains, and to receive from the Internal Revenue Service a refund to the extent of the non-U.S. holder s proportionate
share of such tax paid by us exceeds its actual United States federal income tax liability, provided that the non-U.S. holder furnishes required
information to the Internal Revenue Service on a timely basis.

Sale of Our Capital Stock

Gain recognized by a non-U.S. holder upon the sale or exchange of our capital stock generally will not be subject to United States federal
income taxation unless such stock constitutes a United States real property interest within the meaning of FIRPTA. Our capital stock will not
constitute a United States real property interest so long as we are 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 is held directly or indirectly by non-U.S. holders. We believe, but cannot guarantee, that we have been a domestically- controlled
qualified investment entity. Even if we have been a domestically-controlled qualified investment entity, because our capital stock is publicly
traded, no assurance can be given that we will continue to be a domestically-controlled qualified investment entity.

Notwithstanding the foregoing, gain from the sale or exchange of our capital stock not otherwise subject to FIRPTA will be taxable to a

non-U.S. holder if either (1) the investment in our stock is treated as effectively connected with the non-U.S. holder s United States trade or
business or (2) the non-U.S. holder is a nonresident alien individual who is present in the United States for 183 days or more during the taxable
year and certain other conditions are met. In general, even if we are a domestically controlled qualified investment entity, upon disposition of

our capital stock (subject to the 5% exception applicable to regularly traded stock described above), a non-U.S. holder may be treated as having
gain from the sale or exchange of a United States real property interest if the non-U.S. holder (1) disposes of our capital stock within a 30-day
period preceding the ex-dividend date of a distribution, any portion of which, but for the disposition, would have been treated as gain from the
sale or exchange of a United States real property interest and (2) acquires, enters into a contract or option to acquire, or is deemed to acquire

other shares of our capital stock during the 61-day period beginning with the first day of the 30-day period described in clause (1). Non-U.S.
holders should contact their tax advisors regarding the tax consequences of any sale, exchange, or other taxable disposition of our capital stock.

Even if we do not qualify as a domestically-controlled qualified investment entity at the time a non-U.S. holder sells or exchanges our capital
stock, gain arising from such a sale or exchange would not be subject to United States taxation under FIRPTA as a sale of a United States real
property interest if:

(1) shares of such class of capital stock are regularly traded, as defined by applicable Treasury Regulations, on an established securities
market such as the NYSE; and

(2) such non-U.S. holder owned, actually and constructively, 5% or less of the outstanding shares of such class of capital stock
throughout the five-year period ending on the date of the sale or exchange.
If gain on the sale or exchange of our capital stock were subject to United States taxation under FIRPTA, the non-U.S. holder would be subject
to regular United States federal income tax with respect to such gain in the same manner as a taxable U.S. holder (subject to any applicable
alternative minimum tax and a special alternative minimum tax in the case of nonresident alien individuals). In addition, if the sale or exchange
of our capital stock were subject to taxation under FIRPTA, and shares of such class of capital stock were not then regularly traded on an
established securities market, the purchaser of such stock generally would be required to
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withhold and remit to the Internal Revenue Service 10% of the purchase price. If amounts withheld on a sale, redemption, repurchase, or
exchange of our capital stock exceed the holder s substantive tax liability resulting from such disposition, such excess may be refunded or
credited against such non-U.S. holder s United States federal income tax liability, provided that the required information is provided to the
Internal Revenue Service on a timely basis. Amounts withheld on any such sale, exchange or other taxable disposition of our stock may not
satisfy a non-U.S. holder s entire tax liability under FIRPTA, and such non-U.S. holder remains liable for the timely payment of any remaining
tax liability.

Information Reporting and Backup Withholding

Generally, we must report annually to the Internal Revenue Service the amount of dividends paid to a non-U.S. holder, such holder s name and
address, and the amount of tax withheld, if any. A similar report is sent to the non-U.S. holder. Pursuant to tax treaties or other agreements, the
Internal Revenue Service may make its reports available to tax authorities in the non-U.S. holder s country of residence.

Payments of dividends or of proceeds from the disposition of stock made to a non-U.S. holder may be subject to information reporting and
backup withholding unless such holder establishes an exemption, for example, by properly certifying its non-United States status on an Internal
Revenue Service Form W-8BEN or another appropriate version of Internal Revenue Service Form W-8. Notwithstanding the foregoing, backup
withholding and information reporting may apply if either we have or our paying agent has actual knowledge, or reason to know, that a non-U.S.
holder is a United States person.

Backup withholding is not an additional tax. Rather, the United States income tax liability of persons subject to backup withholding will be
reduced by the amount of tax withheld. If withholding results in an overpayment of taxes, a refund or credit may be obtained, provided that the
required information is furnished to the Internal Revenue Service in a timely manner.

Foreign Accounts

Withholding taxes may apply to certain types of payments made to foreign financial institutions and certain other non-U.S. entities after
December 31, 2012. Under these rules, the failure to comply with additional certification, information reporting and other specified requirements
could result in withholding taxes being imposed on payments of dividends and sales proceeds to U.S. holders who own the shares through
foreign accounts or foreign intermediaries and certain non-U.S. holders. Specifically, a 30% withholding tax will be imposed on dividends on, or
gross proceeds from the sale or other disposition of, our stock paid to a foreign financial institution or to a foreign non-financial entity, unless

(1) the foreign financial institution undertakes certain diligence and reporting obligations or (ii) the foreign non-financial entity either certifies it
does not have any substantial United States owners or furnishes identifying information regarding each substantial United States owner. If the
payee is a foreign financial institution, it must enter into an agreement with the United States Treasury requiring, among other things, that it
undertake to identify accounts held by certain United States persons or United States-owned foreign entities, annually report certain information
about such accounts, and withhold 30% on payments to account holders whose actions prevent it from complying with these reporting and other
requirements. Prospective investors should consult their tax advisors regarding these rules.

Other Tax Consequences

We may be required to pay tax in various state or local jurisdictions, including those in which we transact business, and holders of our capital
stock may be required to pay tax in various state or local jurisdictions, including those in which they reside. Our state and local tax treatment
may not conform to the United States federal income tax consequences discussed above. In addition, a holder s state and local tax treatment may
not conform to the United States federal income tax consequences discussed above. Consequently, prospective investors should consult their tax
advisors regarding the effect of state and local tax laws on an investment in our capital stock.
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PLAN OF DISTRIBUTION

We may sell the securities from time to time in their initial offering as follows:

through agents;

to dealers or underwriters for resale;

directly to purchasers; or

through a combination of any of these methods of sale.
In addition, we may issue the securities as a dividend or distribution or in a subscription rights offering to our existing security holders. In some
cases, we or dealers acting with us or on our behalf may also purchase securities and reoffer them to the public by one or more of the methods
described above. This prospectus may be used in connection with any offering of our securities through any of these methods or other methods
described in the applicable prospectus supplement.

The securities we distribute by any of these methods may be sold to the public, in one or more transactions, either:

at a fixed price or prices, which may be changed;

at market prices prevailing at the time of sale;

at prices related to prevailing market prices; or

at negotiated prices.
We may solicit offers to purchase securities directly from the public from time to time. We may also designate agents from time to time to solicit
offers to purchase securities from the public on our behalf. If required, the prospectus supplement relating to any particular offering of securities
will name any agents designated to solicit offers, and will include information about any commissions we may pay the agents, in that offering.
Agents may be deemed to be underwriters as that term is defined in the Securities Act.

From time to time, we may sell securities to one or more dealers acting as principals. The dealers, who may be deemed to be underwriters as that
term is defined in the Securities Act, may then resell those securities to the public.

We may sell securities from time to time to one or more underwriters, who would purchase the securities as principals for resale to the public,
either on a firm-commitment or best-efforts basis. If we sell securities to underwriters, we may execute an underwriting agreement with them at
the time of sale and will name them in the applicable prospectus supplement. In connection with those sales, underwriters may be deemed to
have received compensation from us in the form of underwriting discounts or commissions and may also receive commissions from purchasers
of the securities for whom they may act as agents. Underwriters may resell the securities to or through dealers, and those dealers may receive
compensation in the form of discounts, concessions or commissions from the underwriters and/or commissions from purchasers for whom they
may act as agents. The applicable prospectus supplement will include any required information about underwriting compensation we pay to
underwriters, and any discounts, concessions or commissions underwriters allow to participating dealers, in connection with an offering of
securities.

Table of Contents 77



Edgar Filing: PAID INC - Form 10-Q

If we offer securities in a subscription rights offering to our existing security holders, we may enter into a standby underwriting agreement with
dealers, acting as standby underwriters. We may pay the standby underwriters a commitment fee for the securities they commit to purchase on a
standby basis.
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If we do not enter into a standby underwriting arrangement, we may retain a dealer-manager to manage a subscription rights offering for us.

We may authorize underwriters, dealers and agents to solicit from third parties offers to purchase securities under contracts providing for
payment and delivery on future dates. The applicable prospectus supplement will describe the material terms of these contracts, including any
conditions to the purchasers obligations, and will include any required information about commissions we may pay for soliciting these contracts.

Underwriters, dealers, agents and other persons may be entitled, under agreements that they may enter into with us, to indemnification by us
against certain liabilities, including liabilities under the Securities Act.

In connection with an offering, the underwriters may purchase and sell securities in the open market. These transactions may include short sales,
stabilizing transactions and purchases to cover positions created by short sales. Short sales involve the sale by the underwriters of a greater
number of securities than they are required to purchase in an offering. Stabilizing transactions consist of certain bids or purchases made for the
purpose of preventing or retarding a decline in the market price of the securities while an offering is in progress.

The underwriters also may impose a penalty bid. This occurs when a particular underwriter repays to the underwriters a portion of the
underwriting discount received by it because the underwriters have repurchased securities sold by or for the account of that underwriter in
stabilizing or short-covering transactions.

These activities by the underwriters may stabilize, maintain or otherwise affect the market price of the securities. As a result, the price of the
securities may be higher than the price that otherwise might exist in the open market. If these activities are commenced, they may be
discontinued by the underwriters at any time. These transactions may be effected on an exchange or automated quotation system, if the securities
are listed on that exchange or admitted for trading on that automated quotation system, or in the over-the-counter market or otherwise.

The underwriters, dealers and agents, as well as their associates, may be customers of or lenders to, and may engage in transactions with and
perform services for, us or our subsidiaries in the ordinary course of business.

Under Rule 15¢6-1 of the Exchange Act, trades in the secondary market generally are required to settle in three business days, unless the parties
to any such trade expressly agree otherwise. Your prospectus supplement may provide that the original issue date for your securities may be
more than three scheduled business days after the trade date for your securities. Accordingly, in such a case, if you wish to trade securities on
any date prior to the third business day before the original issue date for your securities, you will be required, by virtue of the fact that your
securities initially are expected to settle in more than three scheduled business days after the trade date for your securities, to specify alternative
settlement arrangements to prevent a failed settlement.

LEGAL OWNERSHIP AND BOOK-ENTRY ISSUANCE

Unless otherwise mentioned in the prospectus supplement, securities will be issued in the form of one or more global certificates, or global
securities, registered in the name of a depositary or its nominee. Unless otherwise mentioned in the applicable prospectus supplement, the
depositary will be The Depository Trust Company, commonly referred to as DTC. DTC has informed us that its nominee will be Cede & Co.
Accordingly, we expect Cede & Co. to be the initial registered holder of all securities that are issued in global form. No person that acquires a
beneficial interest in those securities will be entitled to receive a certificate representing that person s interest in the securities except as
mentioned below or in the applicable prospectus supplement. Unless definitive securities are issued under the limited circumstances described
below,

all references in this prospectus or any prospectus supplement to actions by holders of securities issued in global form refer to actions
taken by DTC upon instructions from its participants; and
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all references to payments and notices to holders refer to payments and notices to DTC or Cede & Co., as the registered holder of
these securities.
DTC has informed us that it is a limited purpose trust company organized under the New York Banking Law, a banking organization within the
meaning of the New York Banking Law, a member of the Federal Reserve System, a clearing corporation within the meaning of the New York
Uniform Commercial Code, and a clearing agency registered under Section 17A of the Exchange Act and that it was created to hold securities
for its participating organizations and to facilitate clearance and settlement of securities transactions among its participants through electronic
book-entry. This eliminates the need for physical movement of certificates. DTC s participants include securities brokers and dealers, banks, trust
companies and clearing corporations. Indirect access to the DTC system also is available to others, such as banks, brokers, dealers and trust
companies, that clear through or maintain a custodial relationship with a participant, either directly or indirectly.

Persons that are not participants or indirect participants but desire to purchase, sell or otherwise transfer ownership of, or other interests in,
securities may do so only through participants and indirect participants. Under a book-entry format, holders may experience some delay in their
receipt of payments, as these payments will be forwarded by our designated agent to Cede & Co., as nominee for DTC. DTC will forward these
payments to its participants, who will then forward them to indirect participants or holders. Holders will not be recognized by the relevant
registrar or transfer agent as registered holders of the securities entitled to the benefits of our charter and/or the applicable deposit agreement.
Beneficial owners that are not participants will be permitted to exercise their rights only indirectly through and according to the procedures of
participants and, if applicable, indirect participants.

Under the rules, regulations and procedures governing DTC and its operations as currently in effect, DTC will be required to make book-entry
transfers of securities among participants and to receive and transmit payments to participants. DTC rules require participants and indirect
participants with which beneficial securities owners have accounts to make book-entry transfers and receive and transmit payments on behalf of
their respective account holders.

Because DTC can act only on behalf of participants, the ability of a beneficial owner of securities issued in global form to pledge those securities
to non-participants may be limited due to the unavailability of physical certificates for these securities. Beneficial owners may also be unable to
sell interests in their securities to some insurance companies and other institutions that are required by law to own their securities in the form of
physical certificates.

DTC has advised us that it will take any action permitted to be taken by a registered holder of any securities under its certificate of incorporation
or the relevant deposit agreement only at the direction of one or more participants to whose accounts with DTC those securities are credited.

Unless otherwise mentioned in the applicable prospectus supplement, a global security will be exchangeable for definitive securities registered
in the names of persons other than DTC or its nominee only if:

DTC notifies us that it is unwilling or unable to continue as depositary for that global security or if DTC ceases to be a clearing
agency registered under the Exchange Act when it is required to be so registered;

We execute and deliver to the relevant registrar, transfer agent, trustee and/or depositary an order complying with the requirements of
our charter and bylaws or the relevant deposit agreement that this global security shall be so exchangeable; or

There has occurred and is continuing a default in the payment of any amount due in respect of the securities.
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In these circumstances, the global security will be exchangeable for securities registered in the names that DTC directs.

DTC will generally not be required to notify its participants of the availability of definitive securities. When DTC surrenders the global security
and delivers instructions for re-registration, the registrar, transfer agent, trustee or depositary, as the case may be, will reissue the securities as
definitive securities.

Except as described above, a global security may not be transferred except as a whole to DTC or another nominee of DTC, or to a successor
depositary we appoint. Except as described above, DTC may not sell, assign, transfer or otherwise convey any beneficial interest in a global
security unless the beneficial interest is in an amount equal to an authorized denomination for those securities.

None of the Company, any registrar and transfer agent or any depositary, or any of their agents, will have any responsibility for any aspect of
DTC s or any participant s records relating to, or for payments made on account of, beneficial interests in a global security, or for maintaining,
supervising or reviewing any records relating to those beneficial interests.

LEGAL MATTERS

In connection with particular offerings of the securities in the future, and if stated in the applicable prospectus supplements, the validity of those
securities may be passed upon for the Company by Venable LLP and for any underwriters or agents by counsel named in the applicable
prospectus supplement. Latham & Watkins LLP, Los Angeles, California, is our counsel with respect to tax and other matters relating to the
securities.

EXPERTS

The consolidated financial statements of the Company appearing in its Annual Report on Form 10-K, as revised by the Company s Current
Report on Form 8-K dated January 14, 2011, for the year ended December 31, 2009 (including the schedules appearing therein), and the
effectiveness of the Company s internal control over financial reporting as of December 31, 2009, have been audited by Ernst & Young LLP,
independent registered public accounting firm, as set forth in their reports thereon included therein, and incorporated herein by reference. Such
financial statements are, and audited financial statements to be included in subsequently filed documents will be, incorporated herein in reliance
upon the reports of Ernst & Young LLP pertaining to such financial statements and the effectiveness of our internal control over financial
reporting as of the respective dates (to the extent covered by consents filed with the Securities and Exchange Commission) given on the
authority of such firm as experts in accounting and auditing.
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