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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)

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

For the quarterly period ended March 31, 2007

or

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

For the transition period from              to             

Commission File Number 001-32275

ACCREDITED HOME LENDERS HOLDING CO.
(Exact name of registrant as specified in its charter)

Delaware 04-3669482
(State or other jurisdiction of

incorporation or organization)

(I.R.S. Employer

Identification No.)
15253 Avenue of Science

San Diego, California 92128
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(Address of principal executive offices) (Zip Code)

Registrant�s telephone number, including area code: 858-676-2100

Securities registered pursuant to Section 12(b) of the Act:

Title of Each Class
Name of Each Exchange on

Which Registered
Common Stock, $.001 Par Value NASDAQ

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.    Yes  ¨    or    No  x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act (check one):

Large accelerated filer  x    Accelerated filer  ¨    Non-accelerated filer  ¨

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

The number of outstanding shares of the registrant�s common stock as of August 31, 2007 was 25,154,069.
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SERVICE MARKS AND TRADE NAMES

Accredited Home Lenders, Inc. (�AHL�), a wholly owned subsidiary of the registrant, owns the following service marks and trademarks for its
United States operations: Accredited Home Lenders®, Accredited Home Lenders® and logo, Home Funds Direct® and logos, Axiom Financial
Services®, Axiom Financial Services® and logo, FRONTDOOR®, FRONTDOOR® and logo, InzuraSM, InzuraSM and logo, Common Sense for
Uncommon Loans�, AAMES INVESTMENT®, INFORMEDBROKER®, LendingBridgeSM and logo, and Aames Direct®, Aames Capital®,
Aames®, Aames Investment®, and Aames Home Loan®; and the following service marks and trademarks for the registrant�s Canadian operations:
Accredited Home Lenders Canada®, Accredited Home Lenders ® and logo, Common Sense for Uncommon LoansMC, Prêteurs Résidentels
Accrédités CanadaMC, and We Give You Credit For Being Human ®.

FORWARD-LOOKING STATEMENTS

This report contains certain forward-looking statements. When used in this report, statements which are not historical in nature, including the
words �anticipate,� �estimate,� �should,� �expect,� �believe,� �intend� and similar expressions are intended to identify forward-looking statements. They also
include statements containing expectations regarding the integration of Aames Investment Corporation and other internal matters, external
development and projections of revenues, earnings or losses, capital expenditures, dividends, capital structure or other financial terms.

The forward-looking statements in this report are based upon our management�s beliefs, assumptions and expectations of our future operations
and economic performance, taking into account the information currently available to them. These statements are not statements of historical
fact. Forward-looking statements involve risks and uncertainties, some of which are not currently known to us, that may cause our actual results,
performance or financial condition to be materially different from the expectations of future results, performance or financial condition we
express or imply in any forward-looking statements. Some of the important factors that could cause our actual results, performance or financial
condition to differ materially from expectations are:

� our ability to operate at a profit, or sustain consecutive periods of net losses and remain a going concern, due to adverse market
conditions and other factors beyond our control;

� our ability to maintain sufficient liquidity to sustain operations;

� whether or not our pending merger with an affiliate of Lone Star Fund V (U.S.), L.P. is consummated;

� our ability to realize cost savings, synergies and economies of scale from our acquisition of Aames Investment Corporation and our
ability to improve profitability of the combined operations;

� repurchase rates on the mortgage loans that we sell or securitize, which may reduce our cash available for operations and liquidity;

� acceleration of debt repayment obligations due to a failure to meet the covenants contained in our credit facilities, including
covenants on minimum profitability, interest coverage, liquidity, and net worth requirements as well as limitations on total
indebtedness;

� the degree and nature of our competition, including without limitation their impact on the rates that we are able to charge our
borrowers;

� changes in demand for, or value of, mortgage loans due to the attributes, mix and performance of the mortgage loans we originate;
the characteristics of our borrowers; and fluctuations in the real estate market, the interest rates or the market in which we sell or
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securitize our mortgage loans;

� a general deterioration in economic or political conditions, including without limitation any slow down in the national and/or local
real estate markets;

� our ability to accurately make estimates about matters that are inherently uncertain under our critical accounting policies;

� changes in government regulations that affect our ability to originate and service mortgage loans;

� changes in the credit markets, which affect our ability to borrow money to originate mortgage loans;

� our ability to employ and retain qualified employees;

� our ability to protect and hedge our mortgage loan portfolio against adverse interest rate movements;

� our ability to adapt to and implement technological changes; and
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� the other factors referenced in this report, including, without limitation, under the sections entitled �ITEM 2. Management�s
Discussion and Analysis of Financial Condition and Results of Operations,� and �ITEM 1A. Risk Factors�.

We undertake no obligation to publicly update or revise any forward-looking statements, whether as a result of new information, future events or
otherwise. In light of these risks, uncertainties and assumptions, the forward-looking events discussed in this report might not occur. We qualify
any and all of our forward-looking statements entirely by these cautionary factors.

4
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In this Form 10-Q, unless the context requires otherwise, �Accredited,� �Company,� �we,� �our,� and �us� means Accredited Home Lenders Holding Co.
and its subsidiaries.

PART I

ITEM 1. Financial Statements

ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(in thousands, except share data)

March 31,
2007

December 31,
2006

(Unaudited)
ASSETS

Cash and cash equivalents $ 371,606 $ 173,113
Restricted cash 111,337 96,758
Accrued interest receivable 47,508 68,128
Mortgage loans held for sale, net 419,488 2,073,268
Mortgage loans held for investment, net of allowance of $136,647 and $138,250, respectively 7,645,895 8,478,682
Derivative assets, including margin account 24,527 83,148
Deferred income tax asset, net 120,798 120,560
Real estate owned, net 130,658 104,818
Prepaid expenses and other assets 103,700 103,270
Furniture, fixtures and equipment, net 46,671 47,301

Total assets $ 9,022,188 $ 11,349,046

LIABILITIES AND STOCKHOLDERS� EQUITY
LIABILITIES:
Credit facilities-loans held for sale $ 430,194 $ 2,786,077
Securitization and other financing 8,005,282 7,642,842
Income taxes payable, current 15,045 �  
Accrued expenses and other liabilities 191,392 266,056

Total liabilities 8,641,913 10,694,975

COMMITMENTS AND CONTINGENCIES (Note 14)
MINORITY INTEREST IN REIT SUBSIDIARY 97,922 97,922

STOCKHOLDERS� EQUITY:
Preferred stock, $.001 par value; authorized 5,000,000 shares; no shares issued or outstanding �  �  
Common stock, $.001 par value; authorized 75,000,000 shares; issued and outstanding 25,094,111 shares and
25,026,234 shares, respectively 25 25
Additional paid-in capital 315,241 311,683
Accumulated other comprehensive income (loss) (10,798) 6,388
Retained earnings (accumulated deficit) (22,115) 238,053

Total stockholders� equity 282,353 556,149
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Total liabilities and stockholders� equity $ 9,022,188 $ 11,349,046

The accompanying notes are an integral part of these consolidated financial statements.

5

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 8



Table of Contents

ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share amounts) (Unaudited)

Three Months Ended March 31,
2007 2006

REVENUES:
Interest income $ 195,260 $ 194,458
Interest expense (136,876) (112,136)

Net interest income 58,384 82,322
Provision for losses on mortgage loans held for investment (25,324) (16,537)

Net interest income after provision 33,060 65,785
Gain (loss) on sale of mortgage loans, net (178,878) 70,552
Mortgage loan servicing income 2,908 3,407
Other income 8,345 1,950

Total net revenues (134,565) 141,694

OPERATING EXPENSES:
Salaries, wages and benefits 64,612 47,526
General and administrative expenses 21,127 15,154
Occupancy 15,234 6,398
Advertising and promotion 7,834 5,154
Depreciation and amortization 4,690 4,427

Total operating expenses 113,497 78,659

Income (loss) before income taxes and minority interest (248,062) 63,035
Income tax provision 9,611 24,717
Minority interest�dividends on preferred stock of subsidiary 2,495 2,495

Net income (loss) $ (260,168) $ 35,823

Earnings (loss) per common share:
Basic $ (10.29) $ 1.66
Diluted $ (10.29) $ 1.61
Weighted average shares outstanding:
Basic 25,282 21,553
Diluted 25,282 22,279

The accompanying notes are an integral part of these consolidated financial statements.
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ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands) (Unaudited)

Three Months Ended March 31,
2007 2006

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ (260,168) $ 35,823
Adjustments to reconcile net income (loss) to net cash provided by (used in) operating activities:
Depreciation and amortization 4,690 4,427
Provision for losses on mortgage loans held for investment 25,324 16,537
Provision for losses on repurchases and premium recapture 24,394 3,154
Minority interest�dividends paid on preferred stock of subsidiary 2,495 2,495
Deferred income tax provision (benefit) 2,969 (5,298)
Unrealized (gain) loss on derivatives (13,810) 9,702
Adjustment into earnings for gain on derivatives from other comprehensive income (7,162) (7,071)
Stock-based compensation expense 3,451 2,141
Excess tax benefit from stock-based payment arrangements (238) (2,355)
Other 2,240 2,818
Changes in operating assets and liabilities:
Restricted cash (14,579) (6,200)
Mortgage loans held for sale originated, net of fees (1,858,931) (3,574,352)
Cost of mortgage loans sold, net of fees 3,574,026 3,102,526
Principal payments received and other changes in mortgage loans held for sale 32,294 39,606
Accrued interest receivable 20,620 (2,123)
Derivative assets, including margin account 60,796 12,756
Prepaid expenses and other assets 11,716 (7,945)
Income taxes payable 15,045 (53,297)
Accrued expenses and other liabilities (112,178) (1,077)

Net cash provided by (used in) operating activities 1,512,994 (427,733)

CASH FLOWS FROM INVESTING ACTIVITIES:
Principal payments received and other changes on mortgage loans held for investment 680,286 522,647
Capital expenditures (4,055) (8,461)

Net cash provided by investing activities 676,231 514,186

CASH FLOWS FROM FINANCING ACTIVITIES:
Net changes in credit facilities�loans held for sale (2,372,319) (603,397)
Net proceeds from issuance of asset backed commercial paper �  71,595
Proceeds from issuance of securitization and other financing, net of fees 775,819 997,727
Payments on securitization and other financing (673,297) (531,230)
Net proceeds from issuance of common stock through employee stock plans 64 1,550
Net proceeds from issuance of term debt and warrants, net of fees 226,700 �  
Net proceeds from issuance of trust preferred securities 54,209 �  
Excess tax benefit from stock-based payment arrangements 238 2,355
Payment by consolidated subsidiary of preferred stock dividends (2,495) (2,495)

Net cash used in financing activities (1,991,081) (63,895)
Effect of exchange rate changes on cash 349 326
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Net increase in cash and cash equivalents 198,493 22,884
Beginning balance, cash and cash equivalents 173,113 44,714

Ending balance, cash and cash equivalents $ 371,606 $ 67,598

The accompanying notes are an integral part of these consolidated financial statements.
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ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

The consolidated financial statements include the accounts of Accredited Home Lenders Holding Co. (�Accredited� or �AHLHC�), a Delaware
corporation, and its wholly owned subsidiaries Accredited Home Lenders, Inc. (�AHL�), Accredited Home Lenders Canada, Inc., Vendor
Management Services, LLC d/b/a Inzura Settlement Services, AHL�s wholly owned subsidiaries Accredited Mortgage Loan REIT Trust, herein
reported separately (the �REIT�), Aames Capital Corporation, and Inzura Insurance Services, Inc. (collectively referred to as �Accredited�). All
intercompany balances and transactions are eliminated in consolidation. The accompanying consolidated financial statements included in this
report for Accredited have been prepared, without audit, pursuant to the rules and regulations of the Securities and Exchange Commission.
Certain information and footnote disclosures, normally included in financial statements prepared in accordance with U.S. generally accepted
accounting principles, have been condensed or omitted pursuant to such rules and regulations. These financial statements should be read in
conjunction with the audited financial statements and the related notes included in the Company�s Annual Report on Form 10-K for the fiscal
year ended December 31, 2006.

In the opinion of the Company�s management, any adjustments contained in the accompanying unaudited financial statements as of and for the
three months ended March 31, 2007 are of a normal recurring nature. Operating results for the three months ended March 31, 2007 are not
necessarily indicative of the results that may be expected for the year ending December 31, 2007.

AHLHC operates in the highly volatile non-prime mortgage sector. In 2007, the non-prime mortgage sector has been characterized by turmoil
and deteriorating conditions including the withdrawal of credit by warehouse credit lenders, bankruptcy of multiple industry participants,
tightening of underwriting standards, increased mortgage delinquencies and defaults by borrowers, reduced origination of non-prime mortgages,
downgrades by credit rating agencies, and reductions in personnel, among others. In response to these challenging conditions and to preserve
liquidity, during 2007, AHLHC completed the sale of substantially all of its mortgage loans held for sale as of March 16, 2007 totaling
approximately $2.7 billion, borrowed $230 million under a five-year term loan facility, restructured or terminated many credit facilities,
terminated its asset-backed commercial paper program, acquired new warehouse credit facilities, and effected significant reductions in
personnel. Also, beginning September 2007, Accredited substantially suspended U.S. mortgage origination operations pending the return of
market conditions under which non-prime mortgage loans can be originated and sold or securitized at a profit.

In addition, in June 2007, Accredited entered into an agreement with affiliates of Lone Star Fund V (U.S.) L.P. (�Lone Star�), pursuant to which
Lone Star agreed to acquire all of Accredited�s outstanding common stock through a tender offer and subsequent merger. The acquisition was
expected to be completed in the third quarter of 2007 and to provide Accredited with additional capital resources for future operations. However,
in mid-August 2007, Lone Star stated that it would not accept the shares tendered by shareholders. Accredited has filed suit in Delaware
Chancery Court seeking to enforce Lone Star�s obligations to close the tender offer and complete the merger, and a trial is scheduled to begin on
September 26, 2007. If the acquisition is not consummated or if Accredited is unable to obtain adequate capital resources to fund future
operations, Accredited�s financial and operational viability becomes increasingly uncertain. Whether the acquisition will ultimately be completed
is not presently determinable. The accompanying consolidated financial statements do not include any adjustments related to the effects of this
uncertainty.

Accredited�s business is the origination, financing, securitizing, servicing and selling of non-prime mortgage loans secured by residential real
estate. Accredited�s business focuses on borrowers who may not meet conforming underwriting guidelines because of higher mortgage
loan-to-value ratios, the nature or absence of income documentation, limited credit histories, high levels of consumer debt, or past credit
difficulties. Accredited originates mortgage loans primarily based upon the borrower�s willingness and ability to repay the mortgage loan and the
adequacy of the collateral. As noted above, beginning September 2007, Accredited substantially suspended U.S. mortgage origination
operations.

Securitizations of non-prime mortgage loans originated by AHL have generally been executed through AHL�s subsidiary, the REIT. In such
securitizations, AHL contributes the mortgage loans to the REIT as capital and assumes the AHL�s related financing obligations, and the loans
are accounted for at AHL�s carrying value.

AHL also provides operating facilities, administration and mortgage loan servicing for the REIT. The REIT is, therefore, economically and
operationally dependent on AHL, and, as such, the REIT�s results of operation or financial condition would not be indicative of the conditions
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that would have existed for its results of operations or financial condition if it had operated as an unaffiliated entity.
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ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Use of Estimates

The preparation of our financial statements requires us to make estimates and assumptions. These estimates and assumptions affect the reported
amounts of assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting
periods. Although we base our estimates and assumptions on historical experience and on various other factors that we believe to be reasonable
under the circumstances, our management exercises significant judgment in the final determination of our estimates. Actual results may differ
from these estimates. The following areas require significant judgments by management:

� lower of cost or market valuation allowance (LOCOM)

� provisions for losses, reserves and repurchase reserves

� interest rate risk, derivatives and hedging strategies

� income taxes

� mortgage loan sales
Cash and Cash Equivalents

For purposes of financial statement presentation, Accredited considers all liquid investments with an original maturity of three months or less to
be cash equivalents. All liquid assets with an original maturity of three months or less which are not readily available for use, including cash
deposits, are classified as restricted cash.

Mortgage Banking Activities

Accredited is in the business of originating, financing, securitizing, servicing and selling mortgage loans secured by residential real estate.
Accredited recognizes interest income on mortgage loans held for sale and investment from the time that it originates the mortgage loan until the
time the mortgage loans are sold. Interest income is also recognized over the life of the mortgage loans that Accredited has securitized in
structures that require financing treatment. These securitizations are structured legally as sales, but for accounting purposes are treated as
financings under SFAS No. 140�Accounting for Transfer and Servicing of Financial Assets and Extinguishment of Liabilities�a replacement of
FASB Statement No. 125 (�SFAS No. 140�). Gains on sale of mortgage loans are recognized upon the sale of mortgage loans for a premium to
various third-party investors under purchase and sale agreements. Mortgage loan sales may be either on a servicing retained or released basis.
Mortgage loan servicing income represents fees from interim servicing for whole mortgage loan buyers, and ancillary servicing revenue for
mortgage loans that Accredited securitizes net of external servicing costs, if any. We do not recognize mortgage loan servicing income on our
mortgage loans held for investment.

Mortgage Loans Held for Sale

Mortgage loans held for sale are carried at the lower of amortized cost or fair value (LOCOM). We estimate fair value by evaluating a variety of
market indicators including recent trades, outstanding commitments or current investor yield requirements.
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Transfers of financial assets are accounted for as sales, when control over the assets has been surrendered. Control over transferred assets is
deemed to be surrendered when (1) the assets have been isolated from Accredited, (2) the transferee has the right (free of conditions that
constrain it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) Accredited does not maintain effective
control over the transferred assets through either (a) an agreement that entitles and obligates Accredited to repurchase or redeem them before
their maturity or (b) the ability to unilaterally cause the holder to return specific assets.

Gains or losses resulting from loan sales are recognized at the time of sale, based on the difference between the net sales proceeds and the
carrying value of the loans sold.

Accredited�s sales of mortgage loans are subject to standard mortgage industry representations and warranties, material violations of which may
require Accredited to repurchase one or more mortgage loans. Additionally, certain whole mortgage loan sale contracts include provisions
requiring Accredited to repurchase a mortgage loan if a borrower fails to make one or more of the first mortgage loan payments due on the
mortgage loan. In addition, an investor may request that Accredited refund a portion of the premium paid on the sale of mortgage loans if a
mortgage loan is prepaid in full within a certain amount of time following the date of sale. Accredited records a provision for estimated
repurchases and premium recapture on mortgage loans sold, which is charged to gain on sale of mortgage loans.

9
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ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Mortgage Loans Held for Investment, Securitization Financing and Provision for Losses

Accredited�s securitization program calls for the execution of securitization transactions as the principal means of increasing the size of its held
for investment portfolio. In support of this program, Accredited periodically identifies mortgage loans meeting the applicable investor
characteristics and transfers those mortgage loans from mortgage loans held for sale to mortgage loans held for securitization (held for
investment).

Shortly before the execution of a securitization transaction, the mortgage loans held for securitization, which are originated by and to this point
have been held in AHL, are contributed at the lower of cost or market (�carrying amount�), to the REIT. The carrying amount transferred to the
REIT consists of the unpaid principal balance, the net deferred origination fees, the basis adjustment for fair value hedge accounting (from
funding to contribution date) and the allowance for mortgage loan losses, and this amount is thereafter designated as mortgage loans held for
investment. The loans remain in mortgage loans held for securitization for approximately 10 business days prior to the close of the securitization
transaction.

Mortgage loans held for investment include mortgage loans that Accredited has securitized in structures that are accounted for as financings as
well as mortgage loans held for a scheduled securitization at the REIT. During the three months ended March 31, 2007 and 2006, Accredited
completed securitizations of United States mortgage loans totaling $0.8 billion and $1.0 billion, respectively.

These securitizations are structured legally as sales, but for accounting purposes are treated as financings under SFAS No. 140�Accounting for
Transfer and Servicing of Financial Assets and Extinguishment of Liabilities�a replacement of FASB Statement No. 125. These securitizations do
not meet the qualifying special purpose entity criteria under SFAS No. 140 and related interpretations because after the mortgage loans are
securitized, the securitization trusts may acquire derivatives relating to beneficial interests retained by Accredited and, Accredited, as servicer,
subject to applicable contractual provisions, has discretion, consistent with prudent mortgage servicing practices, to determine whether to sell or
work out any mortgage loans securitized through the securitization trusts that become troubled. Accordingly, the mortgage loans remain on the
consolidated balance sheet as �mortgage loans held for investment�, retained interests are not created, and securitization bond financing replaces
the warehouse debt or asset backed commercial paper originally associated with the mortgage loans held for investment. Accredited records
interest income on mortgage loans held for investment and interest expense on the bonds issued in the securitizations over the life of the
securitizations. Deferred debt issuance costs and discounts related to the bonds are amortized on a level yield basis over the estimated life of the
bonds.

After the mortgage loans are designated as held for securitization, Accredited estimates the losses inherent in the portfolio at the balance sheet
date and establishes an allowance for mortgage loan losses. The provision for mortgage loan losses on mortgage loans held for securitization is
made in an amount sufficient to maintain credit loss allowances at a level considered appropriate to cover probable losses in the portfolio.
Accredited defines a mortgage loan as non-accruing at the time the mortgage loan becomes more than 90 days delinquent under its payment
terms. Probable losses are determined based on segmenting mortgage loans in the portfolio according to their contractual delinquency status and
applying Accredited�s expected loss experience. A number of other analytical tools are used to determine the reasonableness of the allowance for
mortgage loan losses. Loss estimates are reviewed periodically and adjustments, if any, are reported in earnings. As these estimates are
influenced by factors outside of Accredited�s control, there is uncertainty inherent in these estimates, making it reasonably possible that they
could change. Mortgage loans foreclosed upon or deemed uncollectible are carried at estimated fair value less cost to sell.

Derivative Financial Instruments

As part of Accredited�s interest rate management process, Accredited uses derivative financial instruments such as futures contracts, options
contracts, interest rate swap and interest rate cap agreements. It is not Accredited�s policy to use derivatives to speculate on interest rates. In
accordance with SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended and interpreted, derivative financial
instruments are reported on the consolidated balance sheets at their fair value.

Fair Value Hedges
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Accredited designates certain derivative financial instruments as hedge instruments under SFAS No. 133, and, at trade date, these instruments
and their hedging relationship are identified, designated and documented. Accredited has implemented fair value hedge accounting on its
mortgage loans held for sale, whereby certain derivatives are designated as a hedge of the fair value of mortgage loans held for sale. This process
includes linking derivatives to specific assets or liabilities on the balance sheet. Accredited also assesses, both at the hedge�s inception and on an
ongoing basis, whether the derivatives used in hedge transactions are highly effective in offsetting changes in fair values of hedged items.
Changes in the fair value of such derivative instruments and changes in the fair value of the hedged assets, which are determined to be effective,
are recorded as a component of gain on sale in the period of change. When it is determined that a derivative is not highly effective as a hedge or
that it has ceased to be a highly effective hedge, Accredited discontinues hedge accounting. If
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ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

hedge accounting is discontinued because it is determined that the relationship between the derivative and the underlying asset no longer
qualifies as an effective hedge, the derivative will continue to be recorded on the balance sheet at its fair value. For terminated hedges or hedges
no longer qualifying as effective, the formerly hedged asset will no longer be adjusted for changes in fair value and any previously recorded
adjustment to the hedged asset will be included in the carrying basis. These amounts will be included in results of operations at the time we sell
the loans. Should the hedge prove to be perfectly effective, the current period net impact to earnings would be minimal. Accordingly, the net
amount recorded in the statement of operations relating to fair value hedge accounting is referred to as hedge ineffectiveness.

Cash Flow Hedges

Pursuant to SFAS No. 133 hedge instruments have been designated as hedging the exposure to variability of cash flows from our securitization
debt attributable to interest rate risk. Cash flow hedge accounting requires that the effective portion of the gain or loss in the fair value of a
derivative instrument designated as a hedge be reported as a component of other comprehensive income in stockholders� equity, and recognized
into earnings in the period during which the hedged transaction affects earnings pursuant to SFAS No. 133. At the inception of the hedge and on
an ongoing basis, Accredited assesses whether the derivatives used in hedging transactions are highly effective in offsetting changes in cash
flows of the hedged items. When it is determined that a derivative is not highly effective as a hedge, Accredited discontinues cash flow hedge
accounting prospectively. In the instance cash flow hedge accounting is discontinued, the derivative will continue to be recorded on the balance
sheet at its fair value. Any change in the fair value of a derivative no longer qualifying as an effective hedge is recognized in current period
earnings. For terminated hedges or hedges that no longer qualify as effective, the effective portion previously recorded remains in other
comprehensive income and continues to be amortized or accreted into earnings with the hedged item. The ineffective portion on the derivative
instrument is reported in current earnings as a component of interest expense.

For derivative financial instruments not designated as hedge instruments, unrealized changes in fair value are recognized in the period in which
the changes occur and realized gains and losses are recognized in the period when such instruments are settled.

Furniture, Fixtures and Equipment

Furniture, fixtures and equipment are recorded at cost and depreciated on a straight-line basis over the estimated useful life of the asset. Projects
in process represent software development costs capitalized in accordance with Statement of Position 98-1, Accounting for the Costs of
Computer Software Developed or Obtained for Internal Use. These projects are not yet substantially complete or ready for their intended use
and therefore no depreciation has been recorded. These amounts will be reclassified to computer software upon their substantial completion and
depreciated over their estimated useful life.

Accredited reviews its long-lived assets for impairment annually or when events or circumstances indicate that the carrying amount of these
assets may not be recoverable. An asset is considered impaired when the expected undiscounted cash flows over the remaining useful life are
less than the net book value. When impairment is indicated for an asset, the amount of impairment loss is the excess of the net book value over
its fair value.

Mortgage Loan Origination Costs and Fees

Loan origination fees and certain direct origination costs are deferred as an adjustment to the carrying value of the loans. These fees and costs
are recognized upon sale of loans to third-party investors or amortized over the life of the loan on a level yield basis for loans held for
investment.

Interest Income

Interest income is recorded when earned. Interest income represents the interest earned on mortgage loans held for sale and on mortgage loans
held for investment. For loans that are more than 90 days delinquent, Accredited reverses income previously recognized but not collected, and
ceases to accrue income until all past-due amounts are collected. Interest income also includes revenue related to our mortgage loans held for
investment (on-balance sheet securitizations), contractually designated as servicing income but classified as interest income for accounting
purposes.
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Loan Servicing and Other Fees

Fees for servicing sold loans are credited to income when received. Costs of servicing loans are expensed as incurred. Other loan fees, which
include fees for the prepayment of loans, delinquent payment charges and miscellaneous loan services, are recorded as revenue when collected.
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Escrow and Fiduciary Funds

Accredited maintains segregated bank accounts in trust for the benefit of investors for payments on securitized loans and mortgage loans
serviced for investors. Accredited also maintains bank accounts for the benefit of borrower�s property tax and hazard insurance premium
payments that are escrowed by borrowers. These bank accounts totaled $155.9 million and $147.4 million at March 31, 2007 and December 31,
2006, respectively, and are excluded from Accredited�s assets and liabilities.

Income Taxes

Deferred tax assets and liabilities are determined based on temporary differences between financial reporting and tax basis of assets and
liabilities and are measured by applying enacted tax rates and laws to taxable years in which such temporary differences are expected to be
recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes
the enactment date. A valuation allowance is established against the net deferred tax asset if realization of some or the entire deferred tax asset is
questionable (realization is not more likely than not).

Real Estate Owned

Real estate acquired in settlement of mortgage loans generally results when property collateralizing a mortgage loan is foreclosed upon or
otherwise acquired by Accredited in satisfaction of the mortgage loan. Real estate acquired through foreclosure is individually revalued at its
estimated fair value less costs to dispose, and is carried at lower of cost or its estimated fair value less costs to dispose. Fair value is based on the
net amount that Accredited could reasonably expect to receive for the asset in a current sale between a willing buyer and a willing seller, that is,
other than in a forced or liquidation sale. Adjustments to the carrying value of real estate owned are made through valuation allowances and
charge-offs are recognized through a charge to operations. Legal fees and other direct costs incurred after foreclosure are expensed as incurred.

Advertising

Accredited utilizes nondirect response advertising. As such, advertising costs are expensed as incurred.

Stock-Based Compensation

Effective January 1, 2006, Accredited adopted Financial Accounting Standards Board Statement of Financial Accounting Standards No. 123
(revised 2005), Share-Based Payments (SFAS 123R), which establishes accounting standards for share-based payments issued in exchange for
goods and services. SFAS 123R requires companies to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant date fair value of the award. That cost is recognized over the period during which an employee is to provide
service in exchange for the award.

Accredited adopted the provisions of SFAS 123R, using the modified prospective application method. Under this transition method, financial
statements for prior periods are not restated and compensation cost is recognized for all new awards and for the portion of prior awards for
which the requisite service period was not complete as of the adoption date. Compensation cost for awards issued prior to the effective date is
based on the grant-date fair value as determined under the pro forma provisions of SFAS No. 123, Accounting for Stock-Based Compensation
(SFAS 123). In addition, under the modified prospective method, unearned compensation is not included in Stockholders� Equity for share-based
compensation plans. Rather, the awards are included in Stockholders� Equity when services required are rendered and expensed. Further
information regarding share-based compensation can be found in Note 12.

Other Comprehensive Income (Loss)

Other comprehensive net income includes unrealized gains and losses that are excluded from the consolidated Statements of Operations and are
reported as a separate component in stockholders� equity. The unrealized gains and losses include unrealized gains and losses on the effective
portion of cash flow hedges and foreign currency translation adjustments.
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Comprehensive income (loss) is determined as follows for the three months ended March 31:

2007 2006
(in thousands)

Net income (loss) $ (260,168) $ 35,823
Net unrealized gains (losses) on cash flow hedges, net of taxes of $0 and $9,849, respectively (13,885) 15,745
Reclassification adjustment into earnings for realized gain on derivatives, net of taxes of $3,225 and
$2,741 respectively (3,936) (4,343)
Foreign currency translation adjustments 635 155

Total comprehensive income (loss) $ (277,354) $ 47,380
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Segment Reporting

Operating segments are components of an enterprise about which separate financial information is available that is evaluated regularly by the
chief operating decision maker in deciding how to allocate resources and in assessing performance. These segments should engage in business
activities and have discrete financial information available, such as revenue, expenses, and assets. While Accredited�s management monitors
originations and sales gains by wholesale and retail channels, it does not record any of the actual financial results other than direct expenses by
these groups. Accordingly, Accredited operates as one reportable operating segment.

Stock Repurchase Plan

On September 14, 2006, the Board of Directors authorized Accredited to repurchase up to 5 million shares of the Company�s common stock from
time to time through October 1, 2007. Under the program adopted by the Board, shares of Accredited�s common stock may be repurchased from
time to time in both privately negotiated and open market transactions, including pursuant to a 10b5-1 plan, subject to management�s evaluation
of market conditions, applicable legal requirements and other factors. A 10b5-1 plan allows Accredited to repurchase shares at times when it
would ordinarily not be in the market because of its trading policies and pending developments. The repurchases may be commenced or
suspended at any time without prior notice and without further announcement. During the three months ended March 31, 2007 Accredited did
not repurchase any shares.

Recently Issued Accounting Pronouncements

In June 2006, the Financial Accounting Standards Board (FASB) issued FASB Interpretation No. 48 �Accounting For Uncertainty in Income
Taxes-an interpretation of FASB Statement No. 109,� (FIN 48). FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. FIN 48 also provides guidance
on derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and transition. FIN 48 is effective for fiscal
years beginning after December 15, 2006. The Company adopted FIN 48 beginning in fiscal year 2007 as detailed in Note 8 below. The
implementation of FIN 48 did not have a material effect on the Company�s results of operations, statements of condition or cash flows.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value Measurements, (�SFAS 157�). SFAS 157
provides a framework for measuring fair value when such measurements are used for accounting purposes. The framework focuses on an exit
price in the principal (or, alternatively, the most advantageous) market accessible in an orderly transaction between willing market participants.
SFAS 157 establishes a three-tiered fair value hierarchy with Level 1 representing quoted prices for identical assets or liabilities in an active
market and Level 3 representing estimated values based on unobservable inputs. Under SFAS 157, related disclosures are segregated for assets
and liabilities measured at fair value based on the level used within the hierarchy to determine their fair values. The Company has not
determined that it will adopt SFAS 157 on its effective date of January 1, 2008 and the financial impact, if any, upon adoption has not yet been
determined.

In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities, including an amendment of FASB Statement No. 115, (�SFAS 159�). SFAS 159 permits fair value accounting to be
irrevocably elected for certain financial assets and liabilities on an individual contract basis at the time of acquisition or at a remeasurement
event date. Upon adoption of SFAS 159, fair value accounting may also be elected for existing financial assets and liabilities. For those
instruments for which fair value accounting is elected, changes in fair value will be recognized in earnings and fees and costs associated with
origination or acquisition will be recognized as incurred rather than deferred. SFAS 159 is effective January 1, 2008, with early adoption
permitted as of January 1, 2007, if adopted concurrent with the adoption of SFAS 157. The Company has not determined that it will adopt SFAS
159 on January 1, 2008, and has not yet determined the financial impact, if any, upon adoption.

2. RESTRICTED CASH

Restricted cash consisted of the following deposits:
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March 31,
2007

December 31,
2006

(in thousands)
Reserve account in connection with asset-backed commercial paper facility (see Note 6) $ 83,000 $ 65,170
Canada mortgage loan financing conduit collateral (see Note 7) 16,502 17,825
Cash in escrow on Canadian mortgage loans pending closing 4,778 4,504
Other 7,057 9,259

Total restricted cash $ 111,337 $ 96,758
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

3. CONCENTRATIONS OF RISK

Significant Customers

During the three months ended March 31, 2007, Accredited sold $ 2.7 billion and $0.6 billion in mortgage loans to two separate investors, which
represented 76% and 16%, respectively, of total mortgage loans sold. During the three months ended March 31, 2006, Accredited sold $1.2
billion, $0.9 billion, and $0.4 billion in mortgage loans to three separate investors, which represented 38%, 29%, and 14%, respectively, of total
mortgage loans sold. No other sales to individual investors accounted for more than 10% of total mortgage loans sold during the three months
ended March 31, 2007 and 2006.

Credit Repurchase Risk

Accredited�s sales of mortgage loans are subject to standard mortgage industry representations and warranties, material violations of which may
require Accredited to repurchase one or more mortgage loans. Additionally, certain whole loan sale contracts include provisions requiring
Accredited to repurchase a loan if a borrower fails to make one or more of the first loan payments due on the loan. During the three months
ended March 31, 2007 and 2006 loans repurchased totaled $87.3 million and $14.6 million, respectively, pursuant to these provisions. At
March 31, 2007 and December 31, 2006, the reserve for potential future repurchase losses (see Note 9) totaled $57.9 million and $106.1 million,
respectively.

Mortgage Loan Products

The following is a description of Accredited�s U.S. mortgage loan products prior to the substantial suspension of U.S. mortgage loan origination
operations beginning September 2007.

Accredited offered a range of non-prime mortgage and, to a lesser degree, Alt-A mortgage loan programs, including a variety of mortgage loan
programs for first and second mortgages. The key distinguishing features of each program were the documentation required, the LTV, the
mortgage and consumer credit payment history, the property type and the credit score necessary to qualify under a particular program.
Nevertheless, each program relied upon an analysis of each borrower�s ability to repay, the risk that the borrower will not repay, the fees and
rates charged, the value of the collateral, the benefit provided to the borrower, and the mortgage loan amounts relative to the risk Accredited is
taking.

In general, LTV maximums decreased with credit quality and within each credit classification. Additionally, LTV maximums varied depending
on the property type. For example, LTV maximums for mortgage loans secured by owner-occupied properties were higher than for mortgage
loans secured by properties that were not owner-occupied. LTV maximums for Lite Documentation and Stated Income Programs were generally
lower than the LTV maximums for corresponding Full Documentation programs. Accredited�s maximum debt service-to-income ratios ranged
from 50% to 55% for Full Documentation Programs and from 45% to 55% for Lite Documentation and Stated Income Programs.

Mortgage loans have payment schedules based upon an interest rate that is (1) constant over the life of the mortgage loan, commonly referred to
as �fixed-rate mortgages� or �FRMs,� or (2) fixed for the initial six-months, two, three, five or seven years and adjusts after the initial fixed period
and every six months thereafter, sometimes referred to as �adjustable-rate mortgage loans� or �ARMs.� Generally, the payments on fixed-rate
mortgage loans are calculated to fully repay the mortgage loans in 15 or 30 years. In the case of �balloon� mortgage loans, the payments are based
on a 30-year or 40 year repayment schedule, with the unpaid principal balance due in a �balloon� payment at the end of 15 years or 30 years. The
payments on adjustable-rate mortgage loans are calculated to fully repay the mortgage loans in 30 years, with payment amount adjustments
following interest rate adjustments. Fixed-rate mortgages or adjustable-rate mortgage loans may have initial interest-only periods, typically five
years, during which the monthly payments are limited to the amounts required to pay accrued interest due on the mortgage loans. At the end of
the interest-only periods, the monthly payments are adjusted to fully repay the mortgage loans over their remaining 25-year terms. Accredited
did not offer an interest-only option in conjunction with the 40-year-due-in-30 amortization program
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Geographical Concentration

Properties securing the mortgage loans in Accredited�s servicing portfolio (mortgage loans held for sale, mortgage loans held for investment and
off-balance sheet securitizations), including mortgage loans serviced for others, are geographically dispersed throughout the United States. At
March 31, 2007, and at December 31, 2006, 17% and 14% of the unpaid principal balance of mortgage loans in Accredited�s servicing portfolio
were secured by properties located in California and Florida, respectively. The remaining properties securing mortgage loans serviced did not
exceed 10% in any other state at March 31, 2007 and December 31, 2006.

Mortgage loan originations are geographically dispersed throughout the United States and, to a much lesser extent, in Canada. During the three
months ended March 31, 2007, 15% and 15% of mortgage loans originated were collateralized by properties located in California and Florida,
respectively. During the three months ended March 31, 2006, 16% and 12% of mortgage loans originated were collateralized by properties
located in California and Florida, respectively. The remaining originations did not exceed 10% in any other state during either of these periods.

An overall decline in the economy or the residential real estate market, or the occurrence of a natural disaster that is not covered by standard
homeowners� insurance policies, such as an earthquake, hurricane or wildfire, could decrease the value of mortgaged properties. This decline, in
turn, would increase the risk of delinquency, default or foreclosure on mortgage loans in our portfolio and restrict our ability to originate, sell, or
securitize mortgage loans, which would significantly harm our business, financial condition and liquidity.

4. MORTGAGE LOANS

Mortgage Loans Held for Sale

Mortgage loans held for sale were as follows:

March 31,
2007

December 31,
2006

(in thousands)
Mortgage loans held for sale (1) $ 431,732 $ 2,119,509
Basis adjustment for fair value hedge accounting �  2,283
Net deferred origination fees (5,431) (11,999)
Market valuation allowance (LOCOM) (6,813) (36,525)

Mortgage loans held for sale, net $ 419,488 $ 2,073,268

(1) Includes $67.1 million of Canadian loans at March 31, 2007.
Mortgage Loans Held for Investment

Mortgage loans held for investment were as follows:

March 31,
2007

December 31,
2006

(in thousands)
Mortgage loans securitized $ 7,825,489 $ 7,783,432
Mortgage loans held for securitization (1) �  883,313
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Basis adjustment for fair value hedge accounting (10,415) (10,971)
Net deferred origination fees (32,532) (38,842)
Allowance for loan losses (136,647) (138,250)

Mortgage loans held for investment, net $ 7,645,895 $ 8,478,682

(1) Includes $123.4 million of Canadian loans at December 31, 2006.
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Reserves for Losses

Activity in the reserves was as follows:

Balance at
Beginning
of Period

Provision
for

Losses
Charge offs,

net

Balance
at

End of
Period

(in thousands)
Three months Ended March 31,
2007:
Mortgage loans held for investment $ 138,250 $ 442 $ (2,045) $ 136,647
Real estate owned 40,364 24,882 (5,621) 59,625

Total $ 178,614 $ 25,324 $ (7,666) $ 196,272

2006:
Mortgage loans held for investment $ 106,017 $ 9,923 $ (236) $ 115,704
Real estate owned 10,725 6,614 (3,637) 13,702

Total $ 116,742 $ 16,537 $ (3,873) $ 129,406

The following table summarizes the delinquency amounts for the serviced portfolio, including mortgage loans and real estate owned before fair
value adjustment and valuation allowance, but excluding loans serviced on an interim basis (30 days or less):

March 31, 2007 December 31, 2006

Unpaid
Principal

Amount (3)

Delinquent

Principal

Over

90 Days

Unpaid
Principal

Amount (3)

Delinquent

Principal

Over

90 Days
(in thousands)

Mortgage loans held for sale(1) $ 431,732 $ 12,792 $ 2,140,523 $ 111,636
Mortgage loans held for investment 7,858,781 330,000 8,693,995 316,252
Real estate owned 190,283 190,283 145,182 145,182

On balance sheet portfolio 8,480,796 533,075 10,979,700 573,070
Mortgage loans sold servicing retained(2) 55,204 7,640 60,428 7,844

Total serviced portfolio $ 8,536,000 $ 540,715 $ 11,040,128 $ 580,914

(1) Includes loans repurchased.
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(2) Includes real estate owned, not included in accompanying balance sheets.
(3) Loans acquired from Aames were recorded at fair value at purchase. The unpaid principal balances do not include these fair value

adjustments.

16

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 29



Table of Contents

ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

5. DERIVATIVE FINANCIAL INSTRUMENTS

Fair Value Hedges

Accredited uses fair value hedge accounting in accordance with SFAS No. 133 for certain derivative financial instruments used to hedge its
mortgage loans held for sale. Fair value adjustments to mortgage loan carrying amounts are detailed in Note 4. Hedge ineffectiveness recorded
in earnings, included as a component of gain on sale of mortgage loans in the consolidated statements of operations, is as follows (in thousands):

Three Months Ended March 31,
2007 2006

Hedge ineffectiveness gains (losses) $ 334 $ (479)

Cash Flow Hedges

Accredited utilizes cash flow hedge accounting on the variable rate portion of its securitization debt in accordance with the provisions of SFAS
No. 133. A total of $5.5 million in net effective gains before taxes, included in other comprehensive income at March 31, 2007, is expected to be
recognized in earnings during the next twelve months.

Hedge ineffectiveness recorded in earnings, included as a component of interest expense in the consolidated statements of operations, is as
follows (in thousands):

Three Months Ended March 31,
2007 2006

Hedge ineffectiveness gains $ 4,995 $ 446

Effective unrealized gains, net of effective unrealized losses, recorded in other comprehensive income, reported as a component of stockholders�
equity is as follows (in thousands):

Three Months Ended March 31,
2007 2006

Net effective unrealized gains (losses) $ (13,885) $ 25,594
Related income tax expense �  (9,849)

Net amount deferred to other comprehensive income $ (13,885) $ 15,745

The following table presents the fair value of the Company�s derivative instruments, including margin account balances at:

3/31/2007 12/31/06
Notional
amount

Fair
value

Notional
amount

Fair
value
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(in thousands)
Eurodollar futures $ �  $ �  $ 6,201,784 $ 10,304
Options on Eurodollar futures �  �  630,342 2,803
Interest rate swaps 5,588,112 11,246 2,363,702 490
Interest rate caps 1,113,044 1,586 880,717 7

$ 6,701,156 12,832 $ 10,076,545 13,604

Margin account balances N/A 1,932 N/A 37,841

Total $ 14,764 $ 51,445

The fair value of derivative liabilities of $9.8 million and $31.7 million at March 31, 2007 and December 31, 2006 respectively which are
included in accrued expenses and other liabilities on the consolidated balance sheet have been netted against the fair value of derivative assets
shown in the table above. Notional swap amounts are not shown for securitizations in which we reverse the position of the swap embedded in
the securitization trust; for these transactions the economic notional hedge amount and the net fair value of the derivatives is zero.
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The change in the fair value of derivative financial instruments and the related hedged asset or liability recorded in the consolidated statements
of operations is as follows:

Interest
Income

Interest
Expense

Gain on
Sale Total

(in thousands)
Three Months Ended March 31,
2007:
Net unrealized gain (loss) $ 1,822 $ 20,480 $ (8,492) $ 13,810
Net realized loss �  (8,747) (3,800) (12,547)

Total $ 1,822 $ 11,733 $ (12,292) $ 1,263

2006:
Net unrealized gain (loss) $ 673 $ (5,946) $ (4,429) $ (9,702)
Net realized gain �  13,461 8,433 21,894

Total $ 673 $ 7,515 $ 4,004 $ 12,192

6. CREDIT FACILITIES�LOANS HELD FOR SALE

Credit facilities consisted of the following:

March 31,

2007

December 31,

2006
(in thousands)

$500 million warehouse credit facility expiring March 2008 $ �  $ �  
$600 million warehouse credit facility expiring March 2008 212,927 44,785
$650 million warehouse credit facility expired July 2007 43,886 358,504
$300 million warehouse credit facility terminated April 2007 40,701 150,051
$600 million warehouse credit facility expired August 2007 18,843 301,462
$171.4 million warehouse credit facility expired June 2007 33,837 96,926
$660 million warehouse credit facility terminated March 2007 �  401,081
$500 million warehouse credit facility terminated March 2007 �  300,035
$500 million warehouse credit facility terminated March 2007 �  232,506
Other credit facility expired March 2007 �  20,914
$2.5 billion asset-backed commercial paper facility terminated May 2007 80,000 879,813

Total credit facilities $ 430,194 $ 2,786,077

Outstanding credit facilities at March 31, 2007 consisted of committed warehouse lines and asset-backed commercial paper. The outstanding
warehouse facilities accrued interest based on one-month LIBOR (one-month bankers� acceptance rate for Canada) plus a spread. The spread
over LIBOR varied depending on the mortgage asset class being financed. The interest rates (One-Month LIBOR plus the spread) ranged from
5.82% to 7.82% as of March 31, 2007.
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The warehouse facilities were collateralized by mortgage loans held for sale and certain restricted cash (See Note 2).

As part of its financing strategy, Accredited maintained a $2.5 billion asset-backed commercial paper (�ABCP�) facility. Under the ABCP, the
funding of mortgage loan originations was financed through the issuance of (i) short- term liquidity notes (�SLN�) with maturities ranging from
one to one hundred eighty days and (ii) subordinated notes of $80 million. This facility was repaid and terminated in May 2007.

Our credit facilities contain extensive restrictions and covenants including minimum profitability, interest coverage, liquidity, and net worth
requirements and limitations on total indebtedness. If Accredited fails to comply with any of these covenants or otherwise defaults under a
facility, the lender has the right to terminate the facility and require immediate payment which may require sale of the collateral at less than
optimal terms. In addition, if Accredited defaults under one facility, it would generally trigger a default under the other facilities. From January 1
to September 5, 2007, several of the covenant requirements were amended or waived to allow that Accredited remained in compliance with all
requirements at period end. We anticipate requiring additional amendments to or waivers of these covenants during 2007, and there can be no
assurances the lenders will so agree. In the event such amendments or waivers are required and Accredited is unable to obtain them, it could
have a material and adverse impact on our ability to fund mortgage loans.
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During the three months ended March 31, 2007, the Company sold substantially all of its loans held for sale and entered into the Farallon Loan
(see Note 7) providing cash and liquidity which was used to repay many of the warehouse facilities, after which such facilities were terminated.
Specifically, the Company repaid and terminated the warehouse facilities with Lehman Brothers Bank, FSB, Residential Funding Company,
LLC, Goldman Sachs Mortgage Company, Merrill Lynch Bank USA, Morgan Stanley Mortgage Capital Inc. and by IXIS Real Estate Capital
Inc. (formerly known as CDC Mortgage Capital Inc.).

The Company, on March 30, 2007, amended the Amended and Restated Master Repurchase Agreement, dated as of December 30, 2005, with
Credit Suisse First Boston Mortgage Capital LLC (�CSFB�), and entered into a Master Repurchase Agreement with Wachovia Bank, N.A.
(�Wachovia�). Under the amended agreement with CSFB, the term of the CSFB repurchase facility was extended through March 31, 2008 and the
maximum committed amount able to be borrowed remained at $600 million. Under the agreement with Wachovia (which was amended on
May 1, 2007 and on July 5, 2007), the maximum amount the Company is able to borrow is $1 billion.

On September 4, 2007, the Company entered into an amendment to the Master Repurchase Agreement with Wachovia and on September 5,
2007 entered in an amendment to the Amended and Restated Master Repurchase Agreement with CSFB, effective on and after July 31, 2007.
Pursuant to these amendments, the parties modified the definition of �Adjusted Tangible Net Worth� to include the amount of the Company�s trust
preferred securities issued January 11, 2007 (see Note 7). In addition, the CSFB amendment contains an additional sublimit for performing aged
warehouse loans.

Accredited anticipates that its borrowings will be repaid from net proceeds from the sale of mortgage loans and other assets, cash flows from
operations, or from refinancing the borrowings.

7. SECURITIZATION AND OTHER FINANCING

Securitization and other financing consisted of the following:

March 31,

2007

December 31,

2006
(in thousands)

Securitized bond financing $ 7,376,712 $ 7,281,479
Canadian mortgage loan financing conduit 335,074 345,260
Other borrowings 317,153 24,742

8,028,939 7,651,481
Unamortized discounts (23,657) (8,639)

Total financing, net $ 8,005,282 $ 7,642,842

Securitized Bond Financing

At March 31, 2007, securitized bond financing included securitized bonds bearing interest at fixed rates (ranging from 2.90% to 5.68%) and at
variable rated indexed to one-month LIBOR plus a spread (ranging from .04% to 2.75%) maturing through 2037. The bonds were collateralized
by mortgage loans held for investment with an aggregate principal balance outstanding of $7.5 billion at March 31, 2007 and at December 31,
2006. Unamortized debt issuance costs included in prepaid expenses and other assets were $24.4 million and $23.1 million at March 31, 2007
and December 31, 2006, respectively.
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Amounts collected on the mortgage loans are remitted to the respective trustees, who in turn distribute such amounts each month to the
bondholders, together with other amounts received related to the mortgage loans, net of fees payable to Accredited, the trustee and the insurer of
the bonds. Any remaining funds after payment of fees and distribution of principal is known as �excess interest�.

The securitization agreements require that a certain level of over-collateralization be maintained for the bonds. A portion of the excess interest
may be initially distributed as principal to the bondholders to increase the level of over collateralization. Once a certain level of
over-collateralization has been reached, excess interest is no longer distributed as principal to the bondholders, but, rather, is passed through to
Accredited. Should the level of over-collateralization fall below a required level, excess interest will again be paid as principal to the
bondholders until the required level has been reached. The securitization agreements also provide that if delinquencies or losses on the
underlying mortgage loans exceed certain maximums, the required level of credit enhancement is increased.
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Due to the potential for prepayments of mortgage loans, the early distribution of principal to the bondholders and the optional clean-up call
available under such securitizations, the bonds are not necessarily expected to be outstanding through the maturity date.

Canadian Mortgage Loan Financing Conduit

The facility bears interest at variable rates indexed to the prevailing commercial paper rate plus a spread (ranging from 0.25% to 0.85%). The
notes are collateralized by Canadian residential mortgage loans originated by Accredited with an aggregate outstanding balance of $340.7
million and $351.0 million at March 31, 2007 and December 31, 2006, respectively, which are included in mortgage loans held for investment.
In addition, $16.5 million and $17.8 million at March 31, 2007 and December 31, 2006, respectively, of restricted cash are pledged as collateral
(see Note 2).

Other Borrowings

Accredited also maintains a $75 million Senior Secured Credit Agreement which is scheduled to expire September 28, 2007, and is secured by
mortgage servicing rights and servicing advances related to Accredited�s securitizations. On March 30, 2007, the Company, as part of the
Farallon Loan (described below), capped the amount that can be borrowed under this facility at $49 million. The notes bear interest at LIBOR
plus a spread of 1.5% for borrowings secured by servicing advances and 1.75% for borrowings secured by servicing rights. The balance
outstanding was $31.1 million and $8.4 million at March 31, 2007 and December 31, 2006, respectively.

On August 30, 2007, the Company entered into an amendment to the Senior Secured Credit Agreement, effective on and after July 31, 2007.
Pursuant to the amendment, the parties have modified the definition of �Adjusted Tangible Net Worth� to include the amount of the Company�s
trust preferred securities issued January 11, 2007. In addition, the amendment clarified additional terms and conditions contained in the Senior
Secured Credit Agreement and capped the amount that could be borrowed under the facility at $34 million.

On March 30, 2007, the Company and certain of its subsidiaries entered into a secured five-year term Loan Agreement with Mortgage
Investment Fundings, L.L.C. (�MIF�), a lending entity managed by Farallon Capital Management (the �Farallon Loan�). Pursuant to the Loan
Agreement, MIF extended term loans guaranteed by the Company in an aggregate principal amount of $230 million ($130 million with AHL
and $100 million with REIT). Interest accrues on the loan at 13% per annum and is payable quarterly. In conjunction with the Loan Agreement,
the Company (i) issued to MIF a warrant to purchase 3,226,431 shares of common stock of the Company at an exercise price of $10 per share
and (ii) granted to MIF certain preemptive rights to purchase additional equity securities of the Company, certain registration rights with respect
to its equity securities in the Company, and Board of Directors observer rights. The loans may be prepaid in full at any time, subject to payment
of a premium of 7% of amounts prepaid during the first two years of the facility and a lesser premium thereafter. Upon the occurrence of a
change of control, the lenders may demand prepayment of the loans and the loans shall be prepaid in full with a premium of 2% of the amount
prepaid. At March 31, 2007 the balance outstanding under this agreement was $213.9 million net of the discount which represented the fair
value of the warrants at time of issuance of $16.1 million, which is included in accrued expenses and other liabilities. The Company may be
required under certain circumstances to purchase the warrants from the holders pursuant to put rights. The warrants will be adjusted to estimated
fair value at each reporting period.

On January 11, 2007 Accredited issued trust preferred securities, the net proceeds of which were $54.2 million. These unsecured securities have
a 30-year term and are callable after January 30, 2012. Interest accrues at 9.01% until January 30, 2012, and at three-month LIBOR plus 3.95%
thereafter. At March 31, 2007 the balance outstanding under this agreement was $56.0 million.

Our credit facilities contain extensive restrictions and covenants including minimum profitability, interest coverage, liquidity, and net worth
requirements and limitations on total indebtedness (see Note 6).

The following table summarizes the expected repayments relating to the securitization and other financing at March 31, 2007.
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(in thousands)
Nine months ending December 31, 2007 $ 4,047,306
Years ending December 31:
2008 1,290,172
2009 900,372
2010 503,796
2011 318,283
2012 438,647
Thereafter 530,363

Total $ 8,028,939
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8. INCOME TAXES

Deferred income taxes reflect the net tax effects of temporary differences between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes.

The tax effects of significant items comprising Accredited�s net deferred tax (liability) asset were as follows:

March 31,

2007

December 31,

2006
(in thousands)

Deferred tax assets:
Net operating losses $ 171, 486 $ 26,200
Market reserve on loans held for sale 20,922 40,457
Loan securitizations 103,017 111,348
State taxes �  1,291
Other reserves and accruals 53,330 71,726
Loans held for sale 3,486 �  

Total deferred tax assets 352,241 251,022

Deferred tax liabilities:
Loans held for sale �  (6,858)
State taxes (31) �  
Mortgage-related securities (8,393) (8,239)
Cash flow hedging �  (3,225)

Total deferred tax liabilities (8,424) (18,322)

Net deferred tax asset before valuation allowance 343,817 232,700
Valuation allowance (223,019) (112,140)

Net deferred tax asset after valuation allowance $ 120,798 $ 120,560

The income tax provision consists of the following:

Three Months Ended March 31,
2007 2006

(in thousands)
Current:
Federal $ 3,153 $ 23,886
Foreign 3,000 �  
State 489 6,129

Total current provision 6,642 30,015
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Deferred:
Federal 3,206 (3,697)
State (237) (1,601)

Total deferred provision (benefit) 2,969 (5,298)

Total provision $ 9,611 $ 24,717

The deferred income tax (benefit) expense resulted from temporary differences in the recognition of revenues and expenses for tax and financial
statement purposes. The primary sources of these differences were the origination and reversal of the following: mortgage securitizations where
taxable income has been recognized in excess of book income and various reserves and accruals in which tax deductions exceed book
deductions.
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The following is a reconciliation of the provision computed using the statutory federal income tax rate to the income tax provision reflected in
the statements of operations:

Three Months Ended March 31,
2007 2006

(in thousands)
Federal income tax at statutory rate $ (86,822) $ 22,062
State income tax benefit, net of federal effects (14,975) 2,943
Federal/state valuation allowance 110,948 �  
REIT dividends on preferred stock (873) (873)
Other 1,333 585

Total provision $ 9,611 $ 24,717

During the first quarter of 2007, the Company recognized tax expense of $9.6 million against a net loss before income taxes of $248.1 million.
The tax expense was attributed to profits generated in Canada, federal and state minimum income taxes incurred despite the overall losses, and
the accrual of interest relating to its liability for uncertain tax positions recorded under FIN 48. No benefit was recorded in the current period for
losses generated due to the increase in the Company�s valuation allowance recorded against its deferred tax assets.

As a result of losses incurred in 2007 which indicate uncertainty as to the availability of future taxable earnings, it is not likely that 100% of our
accumulated deferred tax asset will be realized. As such, a valuation allowance of $223 million has been established decreasing the total
accumulated net deferred tax asset of $343.8 million to the $120.8 million reported in the table above. The deferred tax asset of $120.8 million
represents federal and state income taxes paid in prior years which may be recovered by future losses as a result of reversing deductible
temporary differences.

The Company adopted the provisions of FIN 48 on January 1, 2007. The total liability for unrecognized tax benefits as of the date of adoption
was $9.2 million. As a result of the implementation of FIN 48, the Company recognized a $0.1 million increase in the liability for unrecognized
tax benefits, which was recorded to deferred tax assets. In addition, the Company reduced its gross deferred tax assets by $2.7 million for
unrecognized tax benefits, which was offset by a reduction in its valuation allowance by the same amount.

Included in the balance of unrecognized tax benefits at January 1, 2007, are $11.9 million of tax benefits that, if recognized, would affect the
effective tax rate. Note that of this amount, $2.7 million of tax benefit may also be impacted by an increase in the valuation allowance,
depending upon the Company�s financial condition at the time the benefits are recognized.

The Company recognizes interest and penalties related to unrecognized tax benefits in provision for income taxes.

The Company is subject to taxation in the U.S., various state and foreign tax jurisdictions. The Company�s tax years for 2002 and forward are
subject to examination by the U.S., foreign and state tax authorities due to the existence of net operating loss carryforwards.

During the first quarter of 2007, the Company�s liability for unrecognized tax benefits was increased by $0.2 million to a balance of $9.4 million
at March 31, 2007. The increase was the result of the accrual of additional interest on the liabilities for uncertain tax positions for certain federal,
foreign and state tax returns.

9. ACCRUED EXPENSES AND OTHER LIABILITIES

Accounts payable and accrued liabilities were as follows:
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March 31,
2007

December 31,
2006

(in thousands)
Accrued liabilities�payroll $ 23,930 $ 28,591
Accrued liabilities�merger transaction and direct acquisition costs 20,541 23,084
Accrued liabilities�general 75,405 71,769
Derivative liabilities 9,763 31,703
Reserve for repurchases and premium recapture 61,753 110,909

Total $ 191,392 $ 266,056

22

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 41



Table of Contents

ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Activity in the reserve for repurchases and premium recapture was as follows (in thousands):

Balance at
Beginning
of Period

Additions to
Reserve(1) Losses Incurred

Balance at
End of
Period

Three Months Ended March 31,
2007:
Reserve for repurchases $ 106,111 $ 22,050 $ (70,310) $ 57,851
Reserve for premium recapture 4,798 2,344 (3,240) 3,902

Total $ 110,909 $ 24,394 $ (73,550) $ 61,753

2006:
Reserve for repurchases $ 7,434 $ 1,049 $ (441) $ 8,042
Reserve for premium recapture 3,317 2,105 (1,834) 3,588

Total $ 10,751 $ 3,154 $ (2,275) $ 11,630

(1) Reduces gain on sale of loans in the accompanying statement of operations.
10. MINORITY INTEREST IN REIT SUBSIDIARY

The minority interest in the REIT (a wholly owned subsidiary of AHL) represents Series A Preferred Shares issued to outside investors in the
aggregate amount of $102.3 million. The Series A Preferred Shares bear a dividend of 9.75% annually. The preferred shares are reported as
minority interest in subsidiary in the consolidated balance sheet.

11. GAIN (LOSS) ON WHOLE LOAN SALES

The components of gain (loss) on sale of mortgage loans were as follows for the three months ended March 31, 2007 and 2006 (in thousands):

2007 2006
Gross gain (loss) on sale of mortgage loans $ (147,173) $ 63,858
Net gain (loss) on derivatives (12,292) 4,004
Provisions for market valuation (LOCOM), repurchases and premium recapture (53,411) (2,457)
Net origination points and fees 45,003 18,538
Direct mortgage loan origination expenses (11,005) (13,391)

Gain (loss) on sale of mortgage loans, net $ (178,878) $ 70,552

12. STOCK-BASED COMPENSATION

Currently, Accredited has three types of equity instruments issued under its share-based compensation programs: stock options, restricted stock
units, and restricted stock awards. Accredited discontinued its Employee Stock Purchase Plan on December 31, 2005.
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Stock Option Plans

Accredited�s 1995 Executive Stock Option Plan, 1995 Stock Option Plan, 1998 Stock Option Plan, and 2002 Stock Option Plan (collectively the
�Stock Option Plans�), provide for the issuance of stock options to eligible directors, employees and consultants. Accredited�s 2002 Stock Option
Plan (�2002 Plan�) was adopted by the board of directors and approved by the stockholders in 2002. The share reserve established in the 2002 Plan
consists of the number of shares remaining available for option grants and the number of options outstanding under all stock option plans

Stock options are generally granted with an exercise price equal to the closing market price on the date of grant, have a term of 10 years and vest
within four years from the date of grant. However, on February 22, 2007, 100,000 options were granted to two members of executive
management with an exercise price of $27.77 when the market value was $23.60. The remaining 399,980 options were granted on January 31,
2007 at an exercise price of $27.77, which was the market price at the date of grant. The fair value of each option grant is estimated on the date
of grant using the Black-Scholes multiple option model. The assumptions used in the option-pricing model for options granted during the three
months ended March 31, 2007 are noted in the following table:
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Weighted-average risk-free rate 4.79%
Weighted-average expected life 3.8yrs
Expected volatility 44%
Dividend yield 0%
Weighted-average grant date fair value $ 10.18

A summary of the change in options outstanding under Accredited�s Stock Option Plans during the three months ended March 31, 2007 follows:

Number of
Options

Weighted-
Average Exercise

Price
(in thousands)

Outstanding at December 31, 2006 1,523 $ 32.49
Options granted 500 $ 27.77
Options exercised (36) $ 6.13
Options cancelled (249) $ 35.35

Outstanding at March 31, 2007 1,738 $ 31.28

For the three months ended March 31, 2007, approximately $1.6 million of compensation expense related to stock options was recorded.

Since the time of Accredited�s initial public offering in 2003, Accredited has granted stock options, and outstanding stock options have been
exercised, in reliance upon registration statements filed with the SEC on Form S-8. However, until Accredited is current on its required SEC
filings under the Securities Exchange Act of 1934, as amended, Accredited cannot grant additional stock options, and outstanding stock options
may not be exercised, in reliance upon such registration statements, unless an exemption from registration is available.

Deferred Compensation Plan

Accredited�s Deferred Compensation Plan was adopted by the board of directors and approved by the stockholders in 2002, and became effective
on January 1, 2003. The plan is an unfunded, nonqualified deferred compensation plan that benefits directors, certain designated key members of
management and key employees. Under the plan, participants may defer up to 100% of their base salary, director fee, bonus and/or commissions
on a pre-tax basis. The Deferred Compensation Plan permits the granting of restricted stock units (�RSUs�) to eligible participants. The RSUs
generally vest 50% two years from the date of grant and 25% each year thereafter until fully vested and are payable in the Company�s common
stock upon distribution. RSUs granted to directors vest after 2 years. The fair value of restricted stock is based upon the market price of the
underlying common stock at the date of grant. The per share weighted-average grant date fair value of units granted during the three months
ended March 31, 2007 and 2006 was $27.39, and $52.20, respectively.

A summary of the change in RSUs outstanding under Accredited�s Deferred Compensation Plan during the three months ended March 31, 2007
follows:

Units
(in thousands)

Outstanding at December 31, 2006 655
Granted 91
Released (38)
Forfeited (24)
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Outstanding at March 31, 2007 684

Units vested not converted 237
For the three months ended March 31, 2007, approximately $1.7 million of compensation expense related to restricted stock units was recorded.
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Grants of RSU�s under the Deferred Compensation Plan have been made in reliance upon registration statements filed with the SEC on Form S-8.
However, until Accredited is current on its required SEC filings under the Securities Exchange Act of 1934, as amended, Accredited cannot
grant additional RSU�s in reliance upon such registration statements, unless an exemption from registration is available.

Restricted Stock Awards

Accredited issued 41,000 shares of restricted stock shares to two of its officers in 2005 as an inducement to employment. The expense for these
shares is recognized over the awards� five-year vesting period. A summary of the change in the restricted stock awards during the three months
ended March 31, 2007 follows:

Awards
(in thousands)

Outstanding at December 31, 2006 36
Granted �  
Released (3)
Forfeited �  

Outstanding at March 31, 2007 33

For the three months ended March 31, 2007, approximately $0.1 million of compensation expense related to restricted stock units was recorded.

These grants were made in reliance upon registration statements filed with the SEC on Form S-8. However, until Accredited is current on its
required SEC filings under the Securities Exchange Act of 1934, as amended, Accredited cannot grant additional restricted stock awards in
reliance upon such registration statements, unless an exemption from registration is available.

13. EARNINGS (LOSS) PER SHARE

Basic earnings per share is computed by dividing net income (loss) by the weighted average number of common shares outstanding and the
weighted average number of vested, restricted common stock units for the period. Diluted earnings per share reflects the potential dilution that
could occur if net income were divided by the weighted average number of common shares and unvested, restricted common stock units, plus
potential common shares from outstanding stock options and unvested restricted stock units where the effect of those securities is dilutive.

The computations for basic and diluted earnings (loss) per share are as follows:

Net Income (loss)
(numerator)

Shares

(denominator)

Per Share

Amount
(in thousands, except per share amounts)

Three Months Ended March 31,
2007:
Basic earnings (loss) per share $ (260,168) 25,282 $ (10.29)

Effect of dilutive shares:
Stock options �  
Restricted stock units �  
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Warrants �  

Diluted earnings per share $ (260,168) 25,282 $ (10.29)

Potentially dilutive shares not included above since they are antidilutive 1,911

2006:
Basic earnings per share $ 35,823 21,553 $ 1.66

Effect of dilutive shares:
Stock options 497
Restricted stock units 229

Diluted earnings per share $ 35,823 22,279 $ 1.61

Potentially dilutive shares not included above since they are antidilutive 367
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14. COMMITMENTS AND CONTINGENCIES

In the normal course of business to meet the financing needs of its borrowers, Accredited is party to financial instruments with off-balance sheet
risk. These financial instruments primarily represent commitments to fund loans. These instruments involve, to varying degrees, elements of
interest rate risk and credit risk in excess of the amount recognized in the balance sheet. The credit risk is mitigated by Accredited�s evaluation of
the creditworthiness of potential mortgage loan borrowers on a case-by-case basis. Accredited does not guarantee interest rates to potential
borrowers when an application is received. Interest rates conditionally approved following the initial underwriting of applications are subject to
adjustment if any conditions are not satisfied. Accredited commits to originate loans, in many cases dependent on the borrower�s satisfying
various terms and conditions. These commitments totaled $473 million as of March 31, 2007.

Commitments to sell loans generally have fixed expiration dates or other termination clauses and may require payment of a commitment or a
non-delivery fee.

Accredited periodically enters into other loan sale commitments. At March 31, 2007 forward loan sale commitments awaiting settlement
amounted to $400 million.

Accredited�s mortgage banking business is subject to the rules and regulations of the Department of Housing and Urban Development (�HUD�).
Those rules and regulations require, among other things, that Accredited maintain a minimum net worth of $250,000. Accredited is in
compliance with these requirements.

From time to time, Accredited enters into certain types of contracts that contingently require Accredited to indemnify parties against third party
claims and other obligations customarily indemnified in the ordinary course of Accredited�s business. The terms of such obligations vary and,
generally, a maximum obligation is not explicitly stated. Therefore, the overall maximum amount of these obligations cannot be reasonably
estimated. Historically, Accredited has not been obligated to make significant payments for these obligations and no liabilities have been
recorded for these obligations on its balance sheet as of March 31, 2007.

Accredited irrevocably and unconditionally agrees to pay in full to the holders of each share of the REIT�s Series A Preferred Shares: (i) all
accrued and unpaid dividends, (ii) the redemption price and (iii) the liquidation preference. See further discussion under Note 11. Minority
Interest in REIT Subsidiary.

Legal Matters

In September 2007, AHL was named in a class action complaint, Hayes v. Accredited Home Lenders Holding, Co. and Accredited Home
Lenders, Inc. brought in the United States District Court for the Southern District of California. The complaint alleges that AHL violated the
Worker Adjustment and Retraining Notification (�WARN�) Act by failing to provide 60 days� notice to plaintiffs who were terminated through no
fault of their own as part of or as the reasonable consequence of a mass layoff and/or plant closing effectuated by AHL on or about August 22,
2007. The plaintiffs seek to recover, on behalf of themselves and other similarly situated former employees, the alleged wages for the work days
in the 60 calendar days prior to their respective terminations along with benefits, interest, attorneys� fees and costs of suit. AHL has not been
served with the action, a motion to certify a class has not been filed, and there has been no ruling on the merits of either the plaintiffs� individual
claims or the claims of the putative class. AHL intends to vigorously defend this matter, but the ultimate outcome of this matter and the amount
of liability, if any, which may result is not presently determinable.

In August 2007, AHLHC and AHL were served with a class action complaint, Taylor v. Accredited Home Lenders Holding, Co. and Accredited
Home Lenders, Inc. brought in the United States District Court for the Southern District of California. The complaint alleges AHLHC and AHL
violated the Equal Credit Opportunity Act and Fair Housing Act by charging, through the use of a discretionary pricing policy, a higher Annual
Percentage Rate (APR) to African-American borrowers than the APR charged to similarly situated Caucasian borrowers. The plaintiff seeks to
recover, on behalf of herself and other similarly situated African-American borrowers, compensatory and punitive damages, declaratory and
injunctive relief, and recovery of attorneys� fees and costs of suit. Neither AHLHC nor AHL have been served with the action, a motion to certify
a class has not been filed, and there has been no ruling on the merits of either the plaintiffs� individual claims or the claims of the putative class.
AHLHC and AHL intend to vigorously defend this matter, but the ultimate outcome of this matter and the amount of liability, if any, which may
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result is not presently determinable.

In August 2007, AHL was served with a class action complaint, Viera et al. v. Accredited Home Lenders Holding, Inc.[sic], brought in the
United States District Court for the Western District of Texas. The complaint alleges that AHL
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violated the WARN Act by failing to provide 60 days� notice to plaintiffs who were terminated through no fault of their own as part of or as the
reasonable consequence of a mass layoff and/or plant closing effectuated by AHL on or about August 10 and 22, 2007. The plaintiffs seek to
recover, on behalf of themselves and other similarly situated former employees, the alleged wages for the work days in the 60 calendar days
prior to their respective terminations along with benefits, interest, attorneys� fees and costs of suit. A motion to certify a class has not yet been
filed, and there has been no ruling on the merits of either the plaintiffs� individual claims or the claims of the putative class. AHL intends to
vigorously defend this matter, but the ultimate outcome of this matter and the amount of liability, if any, which may result is not presently
determinable.

In August 2007, AHLHC filed a complaint, Accredited Home Lenders Holding Co. v. Lone Star Fund V (U.S.), L.P., et al, in the Court of
Chancery of the State of Delaware for New Castle County. The complaint alleges that Lone Star Fund V (U.S.), L.P. (�Lone Star�) and two of its
affiliates breached contractual obligations to, among other things, close the tender offer for AHLHC�s common stock pending under the
Agreement and Plan of Merger entered into among such affiliates and AHLHC (the �Merger Agreement�). AHLHC seeks specific performance of
the contractual obligations or, in the alternative, damages for breach of contract. The ultimate outcome of this matter is not presently
determinable, but, if determined adversely to AHLHC, the outcome could have a material adverse effect on the business of AHLHC and its
subsidiaries.

In July 2007 AHL, AHLHC and the REIT were served with a complaint, National Community Reinvestment Coalition (�NCRC�) v. Accredited
Home Lenders Holding Company [sic], et al., brought in the United States District Court for the District of Columbia. The complaint alleges that
AHLHC, AHL and the REIT engaged in a practice of discriminating against African-Americans and Latinos by requiring minimum property
values of $100,000 on row homes for certain loan programs and prohibiting the use of row homes as collateral for certain other loan programs,
without business justification for those restrictions. Plaintiff seeks compensatory and punitive damages, declaratory and injunctive relief, and
recovery of attorneys� fees and costs of suit. There has been no ruling on the merits of plaintiff�s claims. The Company intends to vigorously
defend this action. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable, but the
Company does not believe it will have a material adverse effect on its business.

In July 2007, AHL was named in a class action complaint, National Association for the Advancement of Colored People (NAACP) v. Ameriquest
Mortgage Company, et al., brought in the United States District Court for the Central District of California. The NAACP filed the action on
behalf of itself and its African-American members, alleging that AHL and 12 other lenders violated the Fair Housing Act, Equal Credit
Opportunity Act, and Civil Rights Act by steering African-American applicants who would otherwise qualify for prime loans into non-prime
loans and charging African-American borrowers higher interest rates and fees than similarly situated Caucasians. Plaintiff seeks, on behalf of
itself and others similarly situated, declaratory and injunctive relief and recovery of attorneys� fees and costs of suit. AHL has not been served
with the complaint and is unaware of any motion to certify the class having been filed or of any ruling on the merits of either the plaintiff�s
individual claims or those of the putative class. The ultimate outcome of this matter and the amount of liability, if any, which may result is not
presently determinable, but AHL does not believe it will have a material adverse effect on its business.

In June 2007, AHLHC was served with two class action complaints, Korsinski v. Accredited Home Lenders Holding Co., et al. and Wan v.
Accredited Home Lenders Holding Co., et al., brought in the Superior Court of the State of California, County of San Diego. The complaints
allege breaches of fiduciary duty by AHLHC and members of its Board of Directors in connection with AHLHC�s entry into the Merger
Agreement with affiliates of Lone Star. Plaintiffs seek to enjoin the tender offer for AHLHC common stock which is pending under the Merger
Agreement, and recovery of attorneys� fees and costs of suit. The Korsinski matter has been voluntarily dismissed by the plaintiff without
prejudice. In the Wan matter, parties have entered into a Memorandum of Understanding for settlement of the case, subject to certain conditions,
including most significantly the completion of the tender offer at the offer price of $15.10 per share. If the settlement is not consummated
because the tender offer is not completed, the impact on the future of this matter is uncertain, but the Company does not believe this matter will
have a material adverse effect on the Company�s business.

In March 2007, AHLHC was served with a class action complaint, Atlas v. Accredited Home Lenders Holding Co., et al., brought in the United
States District Court for the Southern District of California. The complaint alleges violations of federal securities laws by AHLHC and certain
members of senior management. AHLHC is aware that five similar securities class actions, Joory v. Accredited Home Lenders Holding Co., et
al., Pourshafie v. Accredited Home Lenders Holding Co., et al., Theda v. Accredited Home Lenders Holding Co., et al., City of Brockton
Retirement System v. Accredited Home Lenders Holding Co., and Kornfeld v. James A. Konrath, et al., have been filed in the same court.
Pursuant to the Private Securities Litigation Reform Act, these cases have been consolidated and a lead plaintiff has been selected. The
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consolidated, amended complaint was filed on August 24, 2007, and added as defendants the REIT and certain directors of AHLHC. AHLHC�s
response to this complaint is currently scheduled to be due October 8, 2007. The Company intends to continue to vigorously defend this matter.
The ultimate outcome of this matter and the amount of liability, if any, which may result, is not presently determinable, but the Company does
not believe this action will have a material adverse effect on its business.
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In March 2007, AHL was served with a class action complaint, Edwards v. Accredited Home Lenders, Inc., et al., brought in the United States
District Court for the Southern District of Alabama. The complaint alleges violations of the federal Truth in Lending Act for allegedly failing to
disclose title insurance charges and recording fees as part of finance charges. A motion to certify a class has not yet been filed, there has been no
ruling on the merits of either the plaintiff�s individual claims or the claims of the putative class, and AHL intends to continue to vigorously
defend this action. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable, but the
Company does not believe it will have a material adverse effect on its business.

In February 2007, AHL acknowledged service of a class action complaint, Sierra v. Aames Home Loan, brought in the Superior Court for Los
Angeles County, California. As a result of the mergers between AHLHC and Aames Investment Corporation (�AIC�) and between certain of their
respective subsidiaries, AHL has succeeded to the litigation interests of AIC and its subsidiaries, including the interest under this matter of
Aames Home Loan (a trade name of Aames Funding Corporation (�AFC�)) in this lawsuit. The named plaintiff is a former commissioned loan
officer of AFC, and the complaint alleges that AFC violated state law by requiring the plaintiff to work overtime without compensation. The
plaintiff seeks to recover, on behalf of himself and other similarly situated employees, the allegedly unpaid overtime, general damages, multiple
statutory penalties and interest, attorneys� fees and costs of suit. A motion to certify a class has not yet been filed, there has been no ruling on the
merits of either the plaintiffs� individual claims or the claims of the putative class, and AHL intends to continue to vigorously defend this matter.
The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable, but the Company does
not believe it will have a material adverse effect on its business.

In October 2006, as a result of the mergers referenced above, AHL succeeded to the position of AFC under a class action complaint, Miller v.
Aames Funding Corporation, filed in the United States District Court, Eastern District of Texas. The complaint alleges that adjustable-rate home
equity loans originated by AFC in Texas violate the Texas Constitution�s requirement that such loans be scheduled to be repaid in substantially
equal installments. The plaintiffs seek to recover, on behalf of themselves and similarly situated individuals, damages, declaratory and injunctive
relief, attorneys� fees, and any other relief the court may grant. On September 29, 2006, the court on its own motion stayed the action, pending
the resolution of class certification issues in a similar action pending before the court. A motion to certify a class has not yet been filed, there has
been no ruling on the merits of either the plaintiff�s individual claims or the claims of the putative class, and AHL intends to continue to
vigorously defend this matter. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently
determinable. If, however, a class were to be certified and were to prevail on the merits, the potential liability could have a material adverse
effect on the Company�s business.

In October 2006, by virtue of the mergers referenced above, AHLHC and AHL succeeded to the interests of AIC and AFC under the matters of
Webb, et al., v. Aames Investment Corporation, et al. (U.S. District Court, Central District of California) and Cooper, et al., v. Aames Funding
Corporation (U.S. District Court, Eastern District of Wisconsin), class action complaints which allege violations of the Fair Credit Reporting
Act in connection with prescreened offers of credit and are similar in nature to the Phillips matter referenced below. The Cooper matter was
transferred to the Central District of California and consolidated with the Webb matter by stipulation of counsel on September 29, 2006. A
hearing on the motion to certify a class is currently scheduled for October 1, 2007. There has been no ruling on the merits of either the plaintiffs�
individual claims or the claims of the putative class, and AHLHC and each affected subsidiary intend to continue to vigorously defend this
matter. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable. If, however, a
class were to be certified and were to prevail on the merits, the potential liability could have a material adverse effect on the Company�s business.

In March 2006, AHL was served with a class action complaint, Cabrejas v. Accredited Home Lenders, Inc., brought in the Circuit Court for
Prince George�s County, Maryland. The complaint alleges that AHL�s origination of second lien loans in Maryland violated the Maryland
Secondary Mortgage Loan Law (the �SMLL�) and Consumer Protection Act in that fees charged on such loans exceeded 10% of the respective
loan amounts. The plaintiffs seek to recover, on behalf of themselves and similarly situated individuals, damages, disgorgement of fees,
pre-judgment interest, declaratory and injunctive relief, attorneys� fees, and any other relief the court may grant. On April 13, 2006, AHL
removed the action to the United States District Court, District of Maryland. On May 15, 2006, AHL filed a motion to dismiss plaintiffs� second
cause of action alleging a violation of the Maryland Consumer Protection Act on the basis that full disclosure of the fees cannot be an unfair or
deceptive trade practice, which motion was granted on December 4, 2006. On January 3, 2007, plaintiffs filed a Second Amended Complaint,
alleging that AHL�s origination in Maryland of second lien loans with balloon payments was also a violation of the SMLL. On July 5, 2007, the
court granted AHL�s motion to dismiss this new claim on the basis that the SMLL�s prohibition of balloon payments was and is preempted by the
federal Alternative Mortgage Transactions Parity Act. A motion to certify a class has not yet been filed, there has been no ruling on the merits of
either the plaintiff�s remaining individual claims or the remaining claims of the putative class, and AHL intends to continue to vigorously defend
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this matter. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable, but the
Company does not believe it will have a material adverse effect on its business.

28

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 53



Table of Contents

ACCREDITED HOME LENDERS HOLDING CO. AND SUBSIDIARIES

NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS (Continued)

In September 2005, AHL and AHLHC were served with a class action complaint, Phillips v. Accredited Home Lenders Holding Company, et al.,
brought in the United States District Court, Central District of California. The complaint alleges violations of the Fair Credit Reporting Act in
connection with prescreened offers of credit made by AHL. The plaintiff seeks to recover, on behalf of the named plaintiff and similarly situated
individuals, damages, pre-judgment interest, declaratory and injunctive relief, attorneys� fees, and any other relief the court may grant. On
January 4, 2006, the plaintiff re-filed the action in response to the court�s December 9, 2005, decision granting AHL�s and AHLHC�s motion to
(1) dismiss with prejudice plaintiff�s claim that AHL�s offer of credit failed to include the clear and conspicuous disclosures required by FCRA,
(2) strike plaintiff�s request for declaratory and injunctive relief, and (3) sever plaintiff�s claims as to AHL and AHLHC from those made against
other defendants unaffiliated with AHL or AHLHC. Plaintiff�s remaining claim is that AHL�s offer of credit did not meet FCRA�s �firm offer�
requirement. On May 15, 2007, the court granted plaintiff�s motion to certify two subclasses, the first consisting of 58,750 recipients of the initial
mailer received by the named plaintiff, and a second consisting of 70,585 recipients of the second mailer received by the named plaintiff. On
May 24, 2007, AHL and AHLHC filed a Petition for Leave to Appeal with the Ninth Circuit Court of Appeals, seeking an immediate appeal
from the Order granting class certification and a stay of the action in the District Court pending the outcome of that appeal. A ruling on this
appeal is not expected until the third quarter of 2007. In the meantime, there has been no ruling on the merits of either the plaintiff�s individual
claims or the claims of the putative class, and AHL and AHLHC intend to continue to vigorously defend this matter. The ultimate outcome of
this matter and the amount of liability, if any, which may result is not presently determinable. If, however, the class certification stands and
either or both subclasses were to prevail on the merits, the potential liability could have a material adverse effect on the Company�s business.

In January 2004, AHL was served with a complaint, Yturralde v. Accredited Home Lenders, Inc., brought in Sacramento County, California. The
named plaintiff is a former commissioned loan officer of AHL, and the complaint alleges that AHL violated California and federal law by
misclassifying the plaintiff and other non-exempt employees as exempt employees, failing to pay the plaintiff on an hourly basis and for
overtime worked, and failing to properly and accurately record and maintain payroll information. The plaintiff seeks to recover, on behalf of
himself and all of our other similarly situated current and former employees, lost wages and benefits, general damages, multiple statutory
penalties and interest, attorneys� fees and costs of suit, and also seeks to enjoin further violations of wage and overtime laws and retaliation
against employees who complain about such violations. AHL has been served with eleven substantially similar complaints on behalf of certain
other former and current employees, which have been consolidated with the Yturralde action. The parties have agreed to, and the court has
approved, a settlement with respect to the named plaintiffs and with respect to a class of current and former AHL employees which the court has
certified for settlement purposes. The amount payable by the Company under the settlement is not material to its financial condition or results of
operations.

In December 2002, AHL was served with a complaint and motion for class certification in a class action lawsuit, Wratchford et al. v. Accredited
Home Lenders, Inc., brought in Madison County, Illinois under the Illinois Consumer Fraud and Deceptive Business Practices Act, the consumer
protection statutes of the other states in which AHL does business and the common law of unjust enrichment. The complaint alleges that AHL
has a practice of misrepresenting and inflating the amount of fees it pays to third parties in connection with the residential mortgage loans that it
funds. The plaintiffs claim to represent a nationwide class consisting of others similarly situated, that is, those who paid AHL to pay, or
reimburse AHL�s payments of, third-party fees in connection with residential mortgage loans and never received a refund for the difference
between what they paid and what was actually paid to the third party. The plaintiffs are seeking to recover damages on behalf of themselves and
the class, in addition to pre-judgment interest, post-judgment interest, and any other relief the court may grant. On January 28, 2005, the court
issued an order conditionally certifying (1) a class of Illinois residents with respect to the alleged violation of the Illinois Consumer Fraud and
Deceptive Business Practices Act who, since November 19, 1997, paid money to AHL for third-party fees in connection with residential
mortgage loans and never received a refund of the difference between the amount they paid to AHL and the amount AHL paid to the third party
and (2) a nationwide class of claimants with respect to an unjust enrichment cause of action included in the original complaint who, since
November 19, 1997 paid money to AHL for third- party fees in connection with residential mortgage loans and never received a refund of the
difference between the amount they paid AHL and the amount AHL paid the third party. There has not yet been a ruling on the merits of either
the plaintiffs� individual claims or the claims of the class, and AHL intends to continue to vigorously defend this matter. The ultimate outcome of
this matter and the amount of liability, if any, that may result is not presently determinable, but the Company does not believe it will have a
material adverse effect on its business.

Accredited has accrued for loss contingencies with respect to the foregoing matters to the extent it is probable that a liability has been occurred
at the date of the consolidated financial statements and the amount of the loss can be reasonably estimated. Management does not deem the
amount of such accrual to be material.
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In addition, because the nature of Accredited�s business involves the collection of numerous accounts, the validity of liens and compliance with
various state and federal lending laws, Accredited is subject to various legal proceedings in the ordinary course of business related to
foreclosures, bankruptcies, condemnation and quiet title actions, and alleged statutory and regulatory violations. Accredited is also subject to
legal proceedings in the ordinary course of business related to employment matters. Accredited does not believe that the resolution of these
lawsuits will have a material adverse effect on its financial condition or results of operations.

15. SUPPLEMENTAL CASH FLOW INFORMATION

The following represents supplemental cash flow information:

Three Months Ended March 31,
2007 2006

(in thousands)
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Cash paid during the period for:
Interest $ 147,366 $ 81,945
Income taxes $ (26,234) $ 83,312
SUPPLEMENTAL DISCLOSURE OF NON-CASH INVESTING AND FINANCING
ACTIVITIES:
Transfer of mortgage loans held for sale to mortgage loans held for investment $ �  $ 911,885
Transfer of mortgage loans held for sale to real estate owned, net of reserve $ 26,575 $ 6,007
Transfer of mortgage loans held for investment to real estate owned, net of reserve $ 39,302 $ 6,725

16. SUBSEQUENT EVENTS

On March 15, 2007, we received a notice from the staff of NASDAQ stating that our common stock may be subject to delisting because we had
not filed with the Securities and Exchange Commissions (the �SEC�) our Annual Report on Form 10-K (�10-K�) for the year ended December 31,
2006 on a timely basis. We requested a hearing before the NASDAQ Listing Qualifications Panel (the �Panel�) to appeal the NASDAQ staff�s
determination and to present our plan to regain compliance with NASDAQ�s filing requirements. The hearing request automatically stayed the
delisting of the common stock pending the Panel�s review and decision. In addition, on May 15, 2007 and on August 14, 2007, we received
additional deficiency notices from the staff of NASDAQ stating that the failure to timely file with the SEC our Quarterly Report on Form 10-Q
(�10-Q�) for the quarters ended March 31, 2007 and June 30, 2007, respectively, could serve as additional bases for the delisting of our common
stock.

On July 23, 2007 the Panel determined to continue listing our common stock provided that we filed with the SEC our 10-K by September 12,
2007 and our 10-Q for the first quarter of 2007 by September 18, 2007. We filed our 10-K with the SEC on August 2, 2007. The Panel has not
yet responded to our August 17, 2007 request for additional time to file our 10-Q for the second quarter of 2007, but we anticipate the Panel will
not require such 10-Q to be filed before the September 18, 2007 deadline for the first quarter 10-Q.

In addition, for continued listing of our common stock on NASDAQ, we are required to, among other things, maintain certain minimum
thresholds with regard to stockholders� equity and minimum closing bid prices. If we do not meet the continued listing requirements, our
common stock could be subject to delisting from trading on NASDAQ. There can be no assurance that we will continue to meet all requirements
for continued listing on NASDAQ.

If we are unable to continue to list our common stock for trading on NASDAQ, there may be an adverse impact on the market price and liquidity
of our common stock, and our stock may be subject to the �penny stock rules� contained in Section 15(g) of the Securities Exchange Act of 1934,
as amended, and the rules promulgated there under. Delisting of our common stock from NASDAQ could also materially adversely affect our
business, including, among other things: our ability to raise additional financing to fund our operations; our ability to attract and retain
customers; and our ability to attract and retain personnel, including management personnel. In addition, if our common stock were no longer
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listed for trading on NASDAQ, many institutional investors would no longer be able to retain their interests in and/or make further investments
in our common stock because of their internal rules and protocols.

In addition, by May 31, 2007, based upon market conditions adversely impacting the salability of any asset-backed commercial paper notes
collateralized by non-prime mortgage loans, the Company voluntarily terminated its asset-backed commercial paper program and repaid all
subordinated notes and SLNs.
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On June 4, 2007 Accredited and affiliates of Lone Star Fund V (U.S.) L.P. (�Lone Star�), entered into a definitive merger agreement pursuant to
which Lone Star agreed to acquire all of the common stock of Accredited in an all-cash transaction. Under the terms of the agreement, Lone Star
agreed to acquire each outstanding share of Accredited common stock at a price of $15.10 per share, for a total consideration of approximately
$400 million. The acquisition is structured as an all-cash tender offer for all outstanding shares of Accredited common stock to be followed by a
merger in which each remaining untendered share of Accredited will be converted into the same $15.10 cash per share price paid in the tender
offer. The outstanding 9.75% Series A Preferred Shares, par value $1.00 per share (�the Series A Preferred�), of Accredited Mortgage Loan REIT
Trust would be expected to remain outstanding following the consummation of the acquisition.

The merger agreement sets forth customary conditions to the closing of the tender offer, including the tender of a majority of the outstanding
Accredited shares and the receipt of certain required regulatory approvals. We believe that all conditions to the closing of the tender offer were
satisfied at the offer�s scheduled expiration at midnight, New York City time, on August 14, 2007. However, on August 10, 2007, Lone Star
alleged in a filing made with the SEC that, in light of the drastic deterioration in the financial and operational condition of the Company, among
other things, Lone Star believed the Company would fail to satisfy the conditions to the closing of the tender offer and, accordingly, that Lone
Star did not expect to be accepting shares tendered as of the scheduled expiration of the tender offer. On August 11, 2007, we filed a lawsuit
against Lone Star in the Delaware Court of Chancery seeking specific performance of Lone Star�s obligations to close the tender offer and
complete the merger. A trial in the lawsuit is scheduled to begin on September 26, 2007

On August 17, 2007 we entered into a transaction treated as a financing for accounting purposes. The transaction includes a call provision
exercisable by Accredited which results in the transaction failing to qualify for sale treatment in accordance with certain provisions of SFAS
140. The Company has agreed to trade approximately $1 billion of loans at an advance rate comparable to the advance rates the Company was
then receiving from warehouse lenders. The initial settlement consisted of a pool of approximately $500 million mortgage loans and closed on
August 17, 2007. The remaining loans are scheduled to trade every other week as borrowers make their first payments due under the subject
loans. The final settlement of loans is expected to occur by October 2007. Under the agreement, Accredited has the right but not the obligation,
in our sole discretion, to reacquire all of the loans traded through mid-November 2007 at a premium to the advance rate. If we do not reacquire
the loans by mid-November, our right to reacquire the loans expires and the investor will keep the loans with limited recourse to the Company
and the Company would then recognize the transaction as a sale.

Beginning in September 2007, we implemented a restructuring that includes the closing of all retail lending operations, a significant downsizing
of wholesale lending operations, and substantial suspension of all U.S. lending unless and until the return of market conditions under which
non-prime mortgage loans can again be originated and sold or securitized at a profit. These actions resulted in the closing of 60 retail branch
locations, five centralized retail support locations, five wholesale divisions and the settlement services division, and reduced the workforce by
approximately 1,600 employees to approximately 1,000 at September 14, 2007.
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ACCREDITED MORTGAGE LOAN REIT TRUST

BALANCE SHEETS

(in thousands, except per share data)

March 31,

2007

December 31,

2006
(Unaudited)

ASSETS
Cash and cash equivalents $ 59,204 $ 23,299
Accrued interest receivable 44,603 52,708
Mortgage loans held for investment, net of allowance of $133,716 and $129,936, respectively 7,313,720 7,271,553
Derivative assets, including margin account 21,377 64,665
Real estate owned, net 93,843 65,854
Prepaid expenses and other assets 37,692 24,707
Receivable from parent 200,525 112,419

Total assets $ 7,770,964 $ 7,615,205

LIABILITIES AND STOCKHOLDERS� EQUITY
LIABILITIES:
Securitization and other financing $ 7,463,544 $ 7,289,209
Accrued expenses and other liabilities 37,117 57,507

Total liabilities 7,500,661 7,346,716

COMMITMENTS AND CONTINGENCIES (Note 12)
STOCKHOLDERS� EQUITY:
Preferred stock, $1.00 par value; authorized 200,000,000 shares; 4,093,678 shares designated, issued and
outstanding as 9.75% Series A Perpetual Cumulative Preferred Shares with an aggregate liquidation preference
of $102,342 at March 31 2007 and December 31,2006 4,094 4,094
Common stock, $0.001 par value; authorized 100,000,000 shares; issued and outstanding 100,000 shares 1 1
Additional paid-in capital 397,884 398,628
Accumulated other comprehensive income (loss) (12,983) 7,947
Accumulated deficit (118,693) (142,181)

Total stockholders� equity 270,303 268,489

Total liabilities and stockholders� equity $ 7,770,964 $ 7,615,205

The accompanying notes are an integral part of these financial statements.
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ACCREDITED MORTGAGE LOAN REIT TRUST

STATEMENTS OF OPERATIONS

(in thousands, except per share amounts) (Unaudited)

Three Months Ended March 31,
2007 2006

REVENUES:
Interest income (including $2,353 and $1,588 from parent) $ 149,708 $ 125,719
Interest expense (99,466) (71,476)

Net interest income 50,242 54,243
Provision for losses on mortgage loans held for investment (14,589) (6,370)

Net interest income after provision 35,653 47,873
Other income 430 688

Total net revenues 36,083 48,561

OPERATING EXPENSES:
Management fee assessed by parent 9,806 7,800
Direct general and administrative expenses 294 9

Total operating expenses 10,100 7,809

Net income 25,983 40,752
Dividends on preferred stock (2,495) (2,495)

Net income available to common stockholders $ 23,488 $ 38,257

Basic and diluted earnings per common share $ 234.88 $ 382.57
Weighted average shares outstanding for basic and diluted 100 100

The accompanying notes are an integral part of these financial statements.
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ACCREDITED MORTGAGE LOAN REIT TRUST

STATEMENTS OF CASH FLOWS

(in thousands) (Unaudited)

Three Months Ended March 31,
2007 2006

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 25,983 $ 40,752
Adjustments to reconcile net income to net cash provided by operating activities:
Amortization of net deferred origination fees on securitized mortgage loans (2,583) (967)
Amortization of deferred costs 3,091 3,365
Provision for losses on mortgage loans held for investment 14,589 6,370
Unrealized (gain) loss on derivatives (22,931) 5,210
Adjustment into earnings for gain on derivatives from other comprehensive income (6,354) (6,887)
Changes in operating assets and liabilities:
Accrued interest receivable 8,105 (3,932)
Derivative assets, including margin account 50,115 (2,748)
Prepaid expenses and other assets (18,699) (3,112)
Accrued expense and other liabilities (26,036) 4,351

Net cash provided by operating activities 25,280 42,402

CASH FLOWS FROM INVESTING ACTIVITIES:
Principal payments received on mortgage loans held for investment 668,528 510,805

Net cash provided by investing activities 668,528 510,805

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from issuance of securitization bond financing, net of fees 753,052 995,325
Proceeds from issuance of term debt and warrants, net of fees 98,557 �  
Payments on securitization bond financing (676,657) (529,853)
Payments on temporary credit facilities (745,267) (977,267)
Capital contributions from parent 3,013 8,388
Net decrease in receivable from parent (88,106) (37,455)
Payments of common stock dividends �  (12,300)
Payments of preferred stock dividends (2,495) (2,495)

Net cash used in financing activities (657,903) (555,657)

Net (decrease) increase in cash and cash equivalents 35,905 (2,450)
Beginning balance cash and cash equivalents 23,299 6,158

Ending balance cash and cash equivalents $ 59,204 $ 3,708

The accompanying notes are an integral part of these financial statements.
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ACCREDITED MORTGAGE LOAN REIT TRUST

NOTES TO UNAUDITED FINANCIAL STATEMENTS

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

Accredited Mortgage Loan REIT Trust (the �REIT�) was formed on May 4, 2004 as a Maryland real estate investment trust for the purpose of
acquiring, holding and managing real estate assets. All of the outstanding common shares of the REIT are held by Accredited Home Lenders,
Inc. (�AHL�), a wholly owned subsidiary of Accredited Home Lenders Holding Co., (�Accredited�). The accompanying financial statements of the
REIT have been prepared in accordance with accounting principles generally accepted in the United States of America.

The accompanying consolidated financial statements included in this report for the REIT have been prepared, without audit, pursuant to the rules
and regulations of the Securities and Exchange Commission. Certain information and footnote disclosures, normally included in financial
statements prepared in accordance with U.S. generally accepted accounting principles, have been condensed or omitted pursuant to such rules
and regulations. These financial statements should be read in conjunction with the audited financial statements and the related notes included in
the Company�s Annual Report on Form 10-K for the fiscal year ended December 31, 2006.

In the opinion of the Company�s management, any adjustments contained in the accompanying unaudited financial statements as of and for the
three months ended March 31, 2007 are of a normal recurring nature. Operating results for the three months ended March 31, 2007 are not
necessarily indicative of the results that may be expected for the year ended December 31, 2007.

In addition, during the first quarter of 2007, Accredited engaged financial advisors to evaluate strategic alternatives for the Company. As a
result, in June 2007, Accredited entered into an agreement with affiliates of Lone Star Fund V (U.S.) L.P. (�Lone Star�), pursuant to which Lone
Star agreed to acquire all of Accredited outstanding common stock through a tender offer and subsequent merger. The acquisition was expected
to be completed in the third quarter of 2007 and to provide Accredited with additional capital resources for future operations. However, in
mid-August 2007, Lone Star stated that it would not accept the shares tendered by shareholders. Accredited has filed suit in Delaware Chancery
Court seeking to enforce Lone Star�s obligations to close the tender offer and complete the merger, and a trial is scheduled to begin on September
26, 2007. If the acquisition is not consummated or if Accredited is unable to obtain adequate capital resources to fund future operations,
Accredited�s financial and operational viability becomes increasingly uncertain. Whether the acquisition will ultimately be completed is not
presently determinable. The accompanying consolidated financial statements do not include any adjustments related to the effects of this
uncertainty.

In August 2004, the REIT completed a public offering of 3,400,000 shares of 9.75% Series A Perpetual Cumulative Preferred Stock. In
September 2004 the REIT sold an additional 100,000 Series A preferred shares pursuant to the exercise of the underwriters� over-allotment
option. In October 2004, the REIT sold an additional 593,678 Series A preferred shares in a public offering.

The REIT engages in the business of acquiring, holding, financing, and securitizing non-prime mortgage loans secured by residential real estate.
Generally, the REIT acquires mortgage assets and assumes related funding obligations from AHL, which are accounted for at AHL�s carrying
value, as contributions of capital from AHL. These mortgage assets consist primarily of residential mortgage loans, or interests in these
mortgage loans, that have been originated or acquired by AHL. AHL focuses on borrowers who may not meet conforming underwriting
guidelines because of higher loan-to-value ratios, the nature or absence of income documentation, limited credit histories, high levels of
consumer debt, or past credit difficulties. AHL originates loans primarily based upon the borrower�s willingness and ability to repay the loan and
the adequacy of the collateral.

AHL also provides operating facilities, administration and loan servicing for the REIT. The REIT is, therefore, economically and operationally
dependent on AHL, and, as such, the REIT�s results of operation or financial condition may not be indicative of the conditions that would have
existed for its results of operations or financial condition if it had operated as an unaffiliated entity.

The REIT has elected to be taxed as a real estate investment trust and to comply with the provisions of the Internal Revenue Code with respect
thereto. Accordingly, the REIT will generally not be subject to federal or state income tax to the extent that its distributions to shareholders
satisfy the real estate investment trust requirements and certain asset, income and share ownership tests are met.
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Use of Estimates

The preparation of financial statements, in conformity with accounting principles generally accepted in the United States of America, 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 financial statements and the reported amount of revenues and expenses during the reporting period. Actual results
could differ from those estimates. Significant estimates and assumptions included in our consolidated financial statements relate to the provision
for loan losses, hedging policies and income taxes.

Cash and Cash Equivalents

For purposes of financial statement presentation, the REIT considers all liquid investments with an original maturity of three months or less to
be cash equivalents. All liquid assets with an original maturity of three months or less which are not readily available for use, including cash
deposits, are classified as restricted cash.

Loans Held for Investment, Securitization Bond Financing and Provision for Losses

Accredited�s securitization program calls for the execution of securitization transactions as the principal means of increasing the size of its held
for investment portfolio. In support of this program, Accredited periodically identifies mortgage loans meeting the applicable investor
characteristics and transfers those mortgage loans from mortgage loans held for sale to mortgage loans held for securitization (held for
investment).

Shortly before the execution of a securitization transaction, the mortgage loans held for securitization, which are originated by and to this point
have been held in AHL, are contributed at the lower of cost or market (�carrying amount�), to the REIT. The carrying amount transferred to the
REIT consists of the unpaid principal balance, the net deferred origination fees, the basis adjustment for fair value hedge accounting (from
funding to contribution date) and the allowance for mortgage loan losses and are thereafter designated as mortgage loans held for investment.
The mortgage loans remain mortgage loans held for securitization for approximately 10 business days prior to the close of the securitization
transaction.

Mortgage loans held for investment include mortgage loans that the REIT has securitized in structures that are accounted for as financings for
accounting purposes as well as mortgage loans held for a scheduled securitization. During the three months ended March 31, 2007 and 2006, the
REIT completed securitizations of mortgage loans totaling $0.8 billion and $1.0 billion, respectively.

These securitizations are structured legally as sales, but for accounting purposes are treated as financings under SFAS No. 140 Accounting for
Transfer and Servicing of Financial Assets and Extinguishment of Liabilities�a replacement of FASB Statement No. 125. These securitizations do
not meet the qualifying special purpose entity criteria under SFAS No. 140 and related interpretations because after the mortgage loans are
securitized, the securitization trusts may acquire derivatives relating to beneficial interests retained by the REIT and, AHL, as servicer, subject to
applicable contractual provisions, has discretion, consistent with prudent mortgage servicing practices, to determine whether to sell or work out
any mortgage loans securitized through the securitization trusts that become troubled. Accordingly, the mortgage loans remain on the balance
sheet as �mortgage loans held for investment�, retained interests are not created for accounting purposes, and securitization bond financing
replaces the warehouse debt or asset backed commercial paper originally associated with the mortgage loans held for investment. The REIT
records interest income on mortgage loans held for investment and interest expense on the bonds issued in the securitizations over the life of the
securitizations. Deferred debt issuance costs and discounts related to the bonds are amortized on a level yield basis over the estimated life of the
bonds.

After the mortgage loans are designated as held for securitization, the REIT estimates the losses inherent in the portfolio at the balance sheet date
and establishes an allowance for mortgage loan losses. The provision for mortgage loan losses on mortgage loans held for securitization is made
in an amount sufficient to maintain credit loss allowances at a level considered appropriate to cover probable losses in the portfolio. The REIT
defines a mortgage loan as non-accruing at the time the mortgage loan becomes 90 days or more delinquent under its payment terms. Probable
losses are determined based on segmenting mortgage loans in the portfolio according to their contractual delinquency status and applying the
REIT and AHL�s expected loss experience. A number of other analytical tools are used to determine the reasonableness of the allowance for
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influenced by factors outside of the REIT�s control, there is uncertainty inherent in these estimates, making it reasonably possible that they could
change. Mortgage loans foreclosed upon or deemed uncollectible are carried at lower of cost or fair value less disposition costs.
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Derivative Financial Instruments

As part of the REIT�s interest rate management process, the REIT uses derivative financial instruments such as Eurodollar futures and options. In
connection with some of the securitizations structured as financings, the REIT entered into interest rate cap agreements. In connection with five
of the securitizations structured as financings, the REIT entered into interest rate swap agreements. It is not the REIT�s policy to use derivatives
to speculate on interest rates. In accordance with SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended and
interpreted, derivative financial instruments are reported on the balance sheet at fair value.

Cash Flow Hedges

Pursuant to SFAS No. 133 hedge instruments have been designated as hedging the exposure to variability of cash flows from our securitization
debt attributable to interest rate risk. Cash flow hedge accounting requires that the effective portion of the gain or loss in the fair value of a
derivative instrument designated as a hedge be reported as a component of other comprehensive income in stockholders� equity, and recognized
into earnings in the period during which the hedged transaction affects earnings pursuant to SFAS No. 133. At the inception of the hedge and on
an ongoing basis, the REIT assesses whether the derivatives used in hedging transactions are highly effective in offsetting changes in cash flows
of the hedged items. When it is determined that a derivative is not highly effective as a hedge, the REIT discontinues cash flow hedge
accounting prospectively. In the instance cash flow hedge accounting is discontinued, the derivative will continue to be recorded on the balance
sheet at its fair value. Any change in the fair value of a derivative no longer qualifying as an effective hedge is recognized in current period
earnings. For terminated hedges or hedges that no longer qualify as effective, the effective portion previously recorded remains in other
comprehensive income and continues to be amortized or accreted into earnings with the hedged item. The ineffective portion on the derivative
instrument is reported in current earnings as a component of interest expense.

For derivative financial instruments not designated as hedge instruments, unrealized changes in fair value are recognized in the period in which
the changes occur and realized gains and losses are recognized in the period when such instruments are settled.

Mortgage Loan Origination Costs and Fees

Loan origination fees and certain direct origination costs are deferred as an adjustment to the carrying value of the loans. These fees and costs
are amortized over the life of the loan on a level yield basis for mortgage loans held for investment or recognized when prepayments occur.

Interest Income

Interest income is recorded when earned. Interest income represents the interest earned on loans held for investment. The REIT does not accrue
interest on loans that are more than 90 days delinquent.

Income Taxes

The REIT has elected to be subject to taxation as a real estate investment trust under the Internal Revenue Code of 1986. As a result, the REIT
will generally not be subject to federal or state income tax to the extent that the REIT distributes its earnings to its shareholders and maintains its
qualification as a real estate investment trust.

Real Estate Owned

Real estate acquired in settlement of mortgage loans generally results when property collateralizing a mortgage loan is foreclosed upon or
otherwise acquired by AHL, as our servicer, in satisfaction of the mortgage loan. Real estate acquired through foreclosure is initially recorded at
its estimated fair value less costs to dispose and is carried at the lower of cost or estimated fair value less costs to dispose. Fair value is based on
the net amount that the REIT could reasonably expect to receive for the asset in a current sale between a willing buyer and a willing seller, that
is, other than in a forced or liquidation sale. Adjustments to the carrying value of real estate owned are made through valuation allowances and
charge-offs are recognized through a charge to earnings. Legal fees and other direct costs incurred after foreclosure are expensed as incurred.
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Other Comprehensive Income

Other comprehensive income includes unrealized gains and losses that are excluded from the statement of operations and are reported as a
separate component in stockholders� equity. The unrealized gains and losses include unrealized gains and losses on the effective portion of cash
flow hedges.

Comprehensive income is determined as follows for the three months ended March 31:

2007 2006
(In thousands)

Net income $ 25,983 $ 40,752
Net unrealized gains (losses) on cash flow hedges (14,576) 24,746
Reclassification adjustment into earnings for realized gain on derivatives (6,354) (6,887)

Total comprehensive income $ 5,053 $ 58,611

2. CONCENTRATIONS OF RISK

Geographical Concentration

Properties securing mortgage loans held for investment are geographically dispersed throughout the United States. At March 31, 2007, 18% and
15% of the unpaid principal balance of mortgage loans held for investment were secured by properties located in California and Florida,
respectively. At December 31, 2006, 23% and 11% of the unpaid principal balance of mortgage loans held for investment were secured by
properties located in California and Florida, respectively. The remaining properties securing mortgage loans did not exceed 10% in any other
state at March 31, 2007 and December 31, 2006.

An overall decline in the economy or the residential real estate market, or the occurrence of a natural disaster that is not covered by standard
homeowners� insurance policies, such as an earthquake, hurricane or wildfire, could decrease the value of mortgaged properties. This, in turn,
would increase the risk of delinquency, default or foreclosure on mortgage loans in our portfolio. This could restrict our and AHL�s ability to
originate, sell, or securitize mortgage loans, and significantly harm our business, financial condition, liquidity and results of operations.

3. MORTGAGE LOANS HELD FOR INVESTMENT

Mortgage loans held for investment were as follows:

March 31,
2007

December 31,
2006

(in thousands)
Mortgage loans held for investment $ 7,484,782 $ 7,432,443
Basis adjustment for fair value hedge accounting (10,415) (10,971)
Net deferred origination fees (26,931) (19,983)
Allowance for loan losses (133,716) (129,936)

Loans held for investment, net $ 7,313,720 $ 7,271,553
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Allowance for losses�Activity in the allowance was as follows:

Balance at
Beginning
of Period

Contributions
from Parent

Provision
for Losses

Charge
offs, net

Balance
at

End of
Period

(in thousands)
Three Months Ended March 31,
2007:
Mortgage loans held for investment $ 129,936 $ 4,676 $ 534 $ (1,430) $ 133,716
Real estate owned 22,783 �  14,055 (2,742) 34,096

Total $ 152,719 $ 4,676 $ 14,589 $ (4,172) $ 167,812

2006:
Mortgage loans held for investment $ 98,399 $ 8,431 $ 1,774 $ (229) $ 108,375
Real estate owned 6,996 �  4,596 (1,906) 9,686

Total $ 105,395 $ 8,431 $ 6,370 $ (2,135) $ 118,061
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The following table summarizes delinquency amounts for mortgage loans and real estate owned before valuation allowance:

At March 31, 2007 At December 31, 2006
Total

Principal
Amount (1)

Delinquent
Principal Over

90 Days

Total
Principal

Amount (1)

Delinquent
Principal Over

90 Days
(in thousands)

Mortgage loans held for investment $ 7,518,075 $ 315,320 $ 7,466,508 $ 271,375
Real estate owned 127,939 127,939 88,637 88,637

Total $ 7,646,014 $ 443,259 $ 7,555,145 $ 360,012

(1)Loans acquired from Aames were recorded at fair value at purchase. The unpaid principal balances do not include these fair value
adjustments.

4. DERIVATIVE FINANCIAL INSTRUMENTS

Fair Value Hedges

AHL uses fair value accounting as defined by SFAS No. 133 for certain derivative financial instruments used to hedge its loans held for sale
prior to being contributed to the REIT, and accordingly the basis of loans held for investment held by the REIT includes the fair value basis
adjustment. Fair value adjustments to mortgage loan carrying amounts are detailed in Note 3.

Cash Flow Hedges

The REIT utilizes cash flow hedging and cash flow hedge accounting on the variable rate portion of its securitization debt in accordance with the
provisions of SFAS No. 133. A total of $3.4 million in net effective gains before taxes, included in other comprehensive income at March 31,
2007, is expected to be recognized in earnings during the next twelve months.

Three Months Ended March 31,
2007 2006

Hedge ineffectiveness recorded in earnings, included as a component of interest expense in the
consolidated statements of operations as of March 31: $ 5,277 $ 522
Effective unrealized gains, net of effective unrealized losses, recorded in other comprehensive
income, reported as a component of stockholders� equity as of March 31: $ (14,526) $ 24,746

The following table presents the fair value of the Company�s derivative instruments, including margin account balances at:

March 31, 2007 December 31, 2006
Notional
amount

Fair
value

Notional
amount

Fair
value

(in thousands)
Eurodollar futures $ �  $ �  $ 3,758,974 $ 4,970
Options on Eurodollar futures �  �  630,342 2,803
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Interest rate swaps 5,267,221 9,859 1,951,392 (665)
Interest rate caps 1,113,044 1,586 880,717 7

$ 6,380,265 11,445 $ 7,221,425 7,115
Margin account balances N/A 684 N/A 28,408

Total $ 12,129 $ 35,523
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The fair value of derivative liabilities of $9.2 million and $29.1 million at March 31, 2007 and December 31, 2006, respectively, which are
included in accrued expenses and other liabilities have been netted against the fair value of derivative assets shown in the table above. Notional
swap amounts are not shown for securitizations in which we reverse the position of the swap embedded in the securitization trust; for these
transactions the economic notional hedge amount and the net fair value of the derivatives is zero.

The change in the fair value of derivative financial instruments and the related hedged asset or liability recorded in the consolidated statements
of operations for the three months ended March 31, 2007 and 2006 was as follows:

Interest
Income

Interest
Expense Total

(in thousands)
Three Months Ended March 31,
2007:
Net unrealized gain $ 1,822 $ 21,109 $ 22,931
Net realized loss �  (9,559) (9,559)

Total $ 1,822 $ 11,550 $ 13,372

2006:
Net unrealized gain (loss) $ 673 $ (5,883) $ (5,210)
Net realized gain �  13,278 13,278

Total $ 673 $ 7,395 $ 8,068

5. CREDIT FACILITIES

AHL and the REIT have entered into aggregate warehouse facilities to permit the securitization of mortgage loans. AHL is the primary obligor
under these facilities until the loans are contributed to the REIT for securitization. The REIT then becomes the primary obligor until the loans
are securitized, a period of 30 days or less. Each of the facility agreements has cross-default and cross-collateralization provisions and AHL
provides a guarantee of the REIT�s obligations under the facilities during the time that the REIT owns the mortgage loans.

At March 31, 2007 there were no balances outstanding under these facilities.

6. SECURITIZATION AND OTHER FINANCING

Securitization bond financing consisted of the following:

March 31,
2007

December 31,
2006

(in thousands)
Securitized Bond Financing $ 7,376,711 $ 7,281,480
Other borrowings 100,004 16,368

7,476,715 7,297,848
Unamortized bond discounts (13,171) (8,639)
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Total financing, net $ 7,463,544 $ 7,289,209
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Securitized Bond Financing:

At March 31, 2007 securitized bond financing includes securitized bonds bearing interest at fixed rates (ranging from 2.90% to 5.68%) and at
variable rated indexed to one-month LIBOR plus a spread (ranging from .04% to 2.75%) maturing through 2037. The bonds are collateralized by
mortgage loans held for investment with an aggregate principal balance outstanding of $7.5 billion at March 31, 2007 and at December 31, 2006.
Unamortized debt issuance costs included in prepaid expenses and other assets were $24.4 million and $23.1 million at March 31, 2007 and
December 31, 2006, respectively.

Amounts collected on the mortgage loans are remitted to the respective trustees, who in turn distribute such amounts each month to the
bondholders, together with other amounts received related to the mortgage loans, net of fees payable to Accredited, the trustee and the insurer of
the bonds. Any remaining funds after payment of fees and distribution of principle is known as excess interest.

The securitization agreements require that a certain level of overcollateralization be maintained for the bonds. A portion of the excess interest
may be initially distributed as principle to the bondholders to increase the level of overcollateralization. Once a certain level of
overcollateralization has been reached, excess interest is no longer distributed as principal to the bondholders, but, rather, is passed through to
Accredited. Should the level of overcollateralization fall below a required level, excess interest will again be paid as principal to the bondholders
until the required level has been reached. The securitization agreements also provide that if delinquencies or losses on the underlying mortgage
loans exceed certain maximums, the required level of credit enhancement would be increased.

Due to the potential for prepayments of mortgage loans, the early distribution of principal to the bondholders and the optional clean-up call, the
bonds are not necessarily expected to be outstanding through the stated maturity date set forth above.

Other Borrowings:

On March 30, 2007, the Company and certain of its subsidiaries entered into a secured five year term Loan Agreement with Mortgage
Investment Fundings, L.L.C. (�MIF�), a lending entity managed by Farallon Capital Management. Pursuant to the Loan Agreement, MIF extended
term loans guaranteed by the Company in an aggregate principal amount of $230,000,000 ($130 million with AHL and $100 million with the
REIT). In conjunction with the Loan Agreement, the Company (i) issued to MIF a warrant to purchase 3,226,431 shares of common stock of the
Company at an exercise price of $10 per share and (ii) granted to MIF certain preemptive rights to purchase additional equity securities of the
Company, certain registration rights with respect to its equity securities in the Company and Board of Directors observer rights. The loans may
be prepaid in full at any time, subject to payment of a premium of 7% of amounts prepaid during the first two years of the facility and a lesser
premium thereafter. Upon the occurrence of a change of control, the lenders may demand prepayment of the loans and the loans shall be prepaid
in full with a premium of 2% of the amount prepaid. At March 31, 2007 the balance outstanding in the REIT under this agreement was $94.4
million which is net of the discount representing the fair value of the warrants at the time of issuance of $5.6 million. The warrants are included
in accrued expenses and other liabilities since Accredited may be required under certain circumstances to purchase the warrants from the holders
pursuant to put rights. The warrants will be adjusted to estimated fair value at each reporting period.

Our credit facilities contain extensive restrictions and covenants including minimum profitability, interest coverage, liquidity, and net worth
requirements and limitations on total indebtedness. If Accredited fails to comply with any of these covenants or otherwise defaults under a
facility, the lender has the right to terminate the facility and require immediate payment which may require sale of the collateral at less than
optimal terms. In addition, if Accredited defaults under one facility, it would generally trigger a default under the other facilities. From January 1
to September 5, 2007, several of the covenant requirements were amended or waived to allow Accredited to remain in compliance with all
requirements. We anticipate requiring additional amendments to or waivers of these covenants during 2007, and there can be no assurance the
lenders will so agree. In the event such amendments or waivers are required and Accredited is unable to obtain them, it could have a material
and adverse impact on our ability to fund mortgage loans and continue as a going concern.
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The following table summarizes the expected repayments relating to the securitization and other financing at March 31, 2007 and the securitized
bonds are based on anticipated receipts of principal and interest on underlying mortgage loan collateral:

(in thousands)
Nine months ending December 31, 2007 $ 3,975,358
Year ending December 31:
2008 1,170,377
2009 761,320
2010 474,996
2011 311,662
2012 308,639
Thereafter 474,363

Total $ 7,476,715

7. INCOME TAXES AND DISTRIBUTION OF EARNINGS

With the filing of its first Federal income tax return on September 9, 2005, the REIT elected to be treated as a real estate investment trust for
income tax purposes in accordance with certain provisions of the Internal Revenue Code of 1986. As a result of this election, the REIT will
generally not be subject to federal or state income tax to the extent that it distributes its earnings to its shareholders and maintains its
qualification as a real estate investment trust. Currently the REIT plans to distribute substantially all of its taxable income to common and
preferred shareholders.

The REIT adopted the provisions of FASB Interpretation No. 48, �Accounting for Uncertainty in Income Taxes,� on January 1, 2007. As part of
the implementation of FIN 48, the REIT evaluated its tax positions to identify and recognize any liabilities related to unrecognized tax benefits
resulting from those positions that meet the provisions of FIN 48. As a result of this evaluation, the REIT determined that it did not have
material liabilities.

The following is a reconciliation of the income tax provision computed using the statutory federal income tax rate to the income tax provision
reflected in the statement of operations:

Three
Months

Ended

March 31,2007

Three Months

Ended

March 31, 2006
(in thousands)

Federal income tax at statutory rate $ 9,377 $ 14,263
Preferred stock dividends at statutory rate (873) (873)
Common stock dividends paid deduction and other (8,504) (13,390)

Total provision $ �  $ �  

8. ACCRUED EXPENSES AND OTHER LIABILITIES
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Accrued expenses and other liabilities were as follows at December 31:

March 31,
2007

December 31,
2006

(in thousands)
Accrued interest $ 7,894 $ 7,894
Derivative liabilities 9,247 29,141
Other liabilities�general 17,481 17,977
Preferred stock dividend payable 2,495 2,495

Total $ 37,117 $ 57,507

9. PREFERRED STOCK

The Board of Trustees, or a duly authorized committee thereof, may issue up to 200,000,000 shares of preferred stock from time to time in one
or more classes or series. In addition, the Board of Trustees, or duly authorized committee thereof, may fix the preferences, conversion or other
rights, voting powers, restrictions, limitations as to dividends or other distributions, qualifications and terms and conditions of redemption.
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9.75% Series A Perpetual Cumulative Preferred Shares

The Board of Trustees has classified and designated 4,093,678 preferred shares as Series A Preferred Shares. At March 31, 2007 and
December 31, 2006, there were 4,093,678 preferred shares issued and outstanding.

On March 1, 2007, the REIT�s board of trustees declared a quarterly cash dividend on the Preferred Shares at the rate of $0.609375 per share to
shareholders of record on March 15, which aggregated $2.5 million for the three months ended March 31, 2007.

The Series A Preferred Shares contain covenants requiring the REIT to maintain a total shareholders� equity balance and total loans held for
investment of at least $50.0 million and $2.0 billion, respectively, commencing on December 31, 2004 and at the end of each quarter thereafter.
In addition, commencing with each of the four quarters ending December 31, 2006, the REIT is also required to maintain cumulative
unencumbered cash flow (as defined in the agreement) greater than or equal to six times the cumulative preferred dividends required in those
four quarters. If the REIT is not in compliance with any of these covenants, no dividends can be declared on the REIT�s common shares until it is
in compliance with all covenants as of the end of two successive quarters. As of March 31, 2007, the REIT was in compliance with the
covenants applicable to date in 2007.

Accredited irrevocably and unconditionally agrees to pay in full to the holders of each share of the REIT�s Series A Preferred Shares, as and
when due, regardless of any defense, right of set-off or counterclaim which the REIT or Accredited may have or assert: (i) all accrued and
unpaid dividends (whether or not declared) payable on the REIT�s Series A Preferred Shares; (ii) the redemption price (including all accrued and
unpaid dividends) payable with respect to any of the REIT�s Series A Preferred Shares redeemed by the REIT and (iii) the liquidation preference,
if any, payable with respect to any of the REIT�s Series A Preferred Shares. Accredited�s guarantee is subordinated in right of payment to
Accredited�s indebtedness, on parity with the most senior class of Accredited�s preferred stock and senior to Accredited�s common stock.

10. RECEIVABLE FROM PARENT AND ADMINISTRATION AND SERVICING AGREEMENT WITH PARENT

The REIT has an administration and servicing agreement with its parent company, AHL, whereby AHL provides loan servicing, treasury,
accounting, tax and other administrative services for the REIT in exchange for a management fee equal to 0.5% per year on the outstanding
principal balance of the loans serviced, plus miscellaneous fee income collected from mortgagors including late payment charges, assumption
fees and similar items. Under this agreement, either party agrees to pay interest on the net average balance payable to the other party at an annual
rate equal to the Six-Month LIBOR plus 1.0%. Management fee expense under this agreement totaled $9.8 million and $7.8 million for the three
months ended March 31, 2007 and 2006, respectively. Interest income under this agreement totaled $2.4 million and $1.6 million for the three
months ended March 31, 2007 and 2006, respectively. At March 31, 2007 and December 31, 2006, the net receivable from parent was $200.5
million and $112.4 million, respectively. The net receivable from parent results from advances of excess cash holdings by the REIT to AHL. We
expect the net receivable will be reduced at the time the REIT pays common stock dividends to AHL. Pursuant to the right of offset under the
agreement between the parties, the net receivable will accrue interest at an annual rate equal to the six-month LIBOR plus 1.0%.
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11. SUPPLEMENTAL CASH FLOW INFORMATION

The following represents supplemental cash flow information:

Three Months Ended March 31,
2007 2006

(in thousands)
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION:
Cash paid during the year for interest $ 108,693 $ 61,147

SUPPLEMENTAL DISCLOSURE OF NON-CASH INVESTING AND FINANCING ACTIVITIES:
Transfer of loans held for investment to real estate owned, net of reserves, included in other assets $ 39,302 $ 6,725

Detail of assets and liabilities contributed from parent:
Cash contributions $ �  $ 8,388
Mortgage loans, net of reserves 752,013 986,931
Other net liabilities (10,504) (8,730)
Outstanding balances on warehouse credit facilities (745,267) (977,995)

$ (3,758) $ 8,594

12. COMMITMENTS AND CONTINGENCIES

In September 2007, we were named as a defendant under the consolidated, amended complaint in Atlas v. Accredited Home Lenders Holding
Co., et al., a class action pending in the United States District Court for the Southern District of California. The suit alleges violations of federal
securities laws and originally named as defendants AHLHC and certain members of its senior management. Pursuant to the Private Securities
Litigation Reform Act, five similar class actions were consolidated with the Atlas matter, and a lead plaintiff was selected. The consolidated,
amended complaint was filed on August 24, 2007, and added as defendants the REIT and certain directors of AHLHC. However, as of
September 17, 2007, we had not been served with the complaint. If we are served with the complaint, we intend to vigorously defend this matter.
The ultimate outcome of this matter and the amount of liability, if any, which may result, is not presently determinable, but we do not believe it
will have a material adverse effect on our business.

In July 2007, we, AHL and AHLHC were served with a complaint, National Community Reinvestment Coalition (�NCRC�) v. Accredited Home
Lenders Holding Company [sic], et al., brought in the United States District Court for the District of Columbia. The complaint alleges that we,
AHL and AHLHC engaged in a practice of discriminating against African-American and Latinos by requiring minimum property values of
$100,000 on row homes for certain loan programs and prohibiting the use of row homes as collateral for certain other loan programs, without
business justification for those restrictions. Plaintiff seeks compensatory and punitive damages, declaratory and injunctive relief, and recovery of
attorneys� fees and costs of suit. There has been no ruling on the merits of plaintiff�s claims. We, AHL and AHLHC intend to vigorously defend
this action. The ultimate outcome of this matter and the amount of liability, if any, which may result is not presently determinable, but we do not
believe it will have a material adverse effect on our business.

13. SUBSEQUENT EVENTS

On March 15, 2007, Accredited received a notice from the staff of NASDAQ stating that Accredited common stock may be subject to delisting
because it had not filed its Annual Report on Form 10-K for the year ended December 31, 2006 on a timely basis. Accredited requested a
hearing before the NASDAQ Listing Qualifications Panel (the �Panel�) to appeal the NASDAQ staff�s determination and to present its plan to
regain compliance with NASDAQ�s filing requirements, which was held on May 3, 2007, followed by a written submission dated May 21, 2007.
The hearing request automatically stayed the delisting of the common stock pending the Panel�s review and decision. In addition, on May 15,
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2007 and on August 14, 2007, Accredited received additional deficiency notices from the staff of NASDAQ stating that the failure to timely file
with the SEC its Quarterly Report on Form 10-Q for the quarters ended March 31, 2007 and June 30, 2007, respectively could serve as an
additional basis for the delisting of Accredited�s securities from NASDAQ.
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ACCREDITED MORTGAGE LOAN REIT TRUST

NOTES TO UNAUDITED FINANCIAL STATEMENTS (Continued)

On July 23, 2007 the Panel determined to continue listing Accredited�s common stock provided that they filed with the SEC their 10-K by
September 12, 2007 and their 10-Q for the first quarter of 2007 by September 18, 2007. The 10-K was filed with the SEC on August 2, 2007.
The Panel has not yet responded to Accredited�s August 17, 2007 request for additional time to file its 10-Q for the second quarter of 2007, but
Accredited anticipates the Panel will not require such 10-Q to be filed before the September 18, 2007 deadline for the first quarter 10-Q.

If Accredited is unable to continue to list its common stock for trading on NASDAQ, there may be an adverse impact on the market price and
liquidity of Accredited�s common stock, and the stock may be subject to the �penny stock rules� contained in Section 15(g) of the Securities
Exchange Act of 1934, as amended, and the rules promulgated thereunder. Delisting of Accredited�s common stock from NASDAQ could also
materially adversely affect its business, including, among other things: its ability to raise additional financing to fund its operations; its ability to
attract and retain customers; and its ability to attract and retain personnel, including management personnel. In addition, if Accredited is unable
to list its common stock for trading on NASDAQ, many institutional investors would no longer be able to retain their interests in and/or make
further investments in Accredited common stock because of their internal rules and protocols.

In addition, by May 31, 2007, based upon market conditions adversely impacting the salability of any asset-backed commercial paper notes
collateralized by non-prime mortgage loans, Accredited voluntarily terminated its asset-backed commercial paper program and repaid all
amounts outstanding.

On June 4, 2007 Accredited entered into a definitive merger agreement with affiliates of Lone Star Fund V (U.S.), L.P. (�Lone Star�) to acquire all
of Accredited�s common stock in an all-cash transaction. Under the terms of the agreement, Lone Star agreed to acquire each outstanding share of
Accredited�s common stock at a price of $15.10 per share, for a total consideration of approximately $400 million on a fully diluted basis. Our
outstanding Preferred Shares would be expected to remain outstanding following the consummation of the acquisition.

The merger agreement sets forth customary conditions to the closing of the tender offer, including the tender of a majority of the outstanding
Accredited shares and the receipt of certain required regulatory approvals. Accredited believed that all conditions to the closing of the tender
offer were satisfied at the offer�s scheduled expiration at midnight, New York City time, on August 14, 2007. However, on August 10, 2007,
Lone Star alleged in a filing made with the SEC that, in light of the drastic deterioration in the financial and operational condition of the
Company, among other things, Lone Star believed the Company would fail to satisfy the conditions to the closing of the tender offer and,
accordingly, that Lone Star did not expect to be accepting shares tendered as of the scheduled expiration of the tender offer. On August 11, 2007,
Accredited filed a lawsuit against Lone Star in the Delaware Court of Chancery seeking specific performance of Lone Star�s obligations to close
the tender offer and complete the merger. A trial in the lawsuit is scheduled to begin on September 26, 2007

In June and September 2007, we declared quarterly cash dividends on our Preferred Shares at the rate of $0.609375 per share. The second
quarter dividend was paid on July 2, 2007 to preferred shareholders of record at the close of business on June 15, 2007. The third quarter
dividend is scheduled to be paid on October 1, 2007 to preferred shareholders of record at the close of business on September 14, 2007.
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ITEM 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be reviewed in conjunction with our consolidated financial statements and the related notes and other financial
information appearing elsewhere in this report. In addition to historical information, the following discussion and other parts of this document
contain forward-looking information that involves risks and uncertainties. Please refer to the section entitled �Forward-Looking Statements� on
page 3 of this Form 10-Q. Our actual results could differ materially from those anticipated by such forward-looking information due to factors
discussed under the section entitled �ITEM 1A. Risk Factors� and elsewhere in this report.

General

In response to the ongoing turmoil in the non-prime mortgage industry, beginning in September 2007, we restructured our operations by closing
our retail lending operations, substantially reducing our wholesale lending operations, laying off approximately 60% of our workforce and
substantially suspending U.S. mortgage loan originations. We do not intend to resume non-prime originations unless and until the return of
market conditions under which non-prime mortgage loans can be originated and sold or securitized at a profit. We intend to continue and
enhance our mortgage loan servicing operations, and we also intend to continue our Canadian mortgage origination operations, as long as
financing and an acceptable secondary market remain available for our Canadian operations.

Prior to this restructuring, Accredited originated, financed, securitized, serviced and sold non-prime mortgage loans secured by residential real
estate throughout the United States, and, to a lesser extent, in Canada. We conducted business in both the wholesale channel (funding loans to
borrowers through independent mortgage brokers) and the retail channel (funding loans directly to borrowers). We focused on borrowers who
did not meet conforming underwriting guidelines because of higher mortgage loan-to-value ratios, the nature or absence of income
documentation, limited credit histories, high levels of consumer debt, or past credit difficulties. We primarily sold our mortgage loans in
mortgage loan sales or we held our mortgage loans in portfolio for investment and financed them with securitized bond financing. If we resume
U.S. mortgage loan originations, some or all of these operating activities will be part of the resumption, other than retail operations which we do
not intend to resume in the foreseeable future.

Effective as of October 1, 2006, we acquired Aames Investment Corporation (�Aames�) pursuant to an Agreement and Plan of Merger dated as of
May 24, 2006. Aames, formerly a public REIT, managed a portfolio of nonprime residential mortgage loans and through its principal subsidiary
originated, sold, and serviced residential mortgage loans through both wholesale and retail channels.

In July 2004, we formed Accredited Home Lenders Canada, Inc. (�AHLC�), as a wholly owned Canadian subsidiary and funded our first Canadian
mortgage loan in November 2004. AHLC is a mortgage banking company that originates and finances mortgage loans for Canadian borrowers
who are not normally eligible for traditional prime mortgages from the major Canadian banks. AHLC is currently originating mortgage loans in
the provinces of Alberta, British Columbia, Manitoba, Ontario and Quebec and has current plans to expand beyond those five provinces.

In May 2004, we formed a Maryland real estate investment trust, Accredited Mortgage Loan REIT Trust (the �REIT�), for the purpose of
acquiring, holding and managing real estate assets. All of the outstanding common shares of the REIT are held by Accredited Home Lenders,
Inc., which in turn is a wholly owned subsidiary of Accredited Home Lenders Holding Co. The REIT has elected to be taxed as a real estate
investment trust and to comply with the provisions of the Internal Revenue Code with respect thereto. Accordingly, the REIT will generally not
be subject to federal or state income tax to the extent that it timely distributes its taxable income to its shareholders and satisfies the real estate
investment trust requirements and meets certain asset, income and share ownership tests.

Lone Star acquisition of Accredited

On June 4, 2007 we entered into an Agreement and Plan of Merger with affiliates of Lone Star Fund V (U.S.) L.P. (�Lone Star�) pursuant to which
Lone Star agreed to acquire all of the common stock of the Company in an all-cash transaction. Under the terms of the agreement, Lone Star
agreed to acquire each outstanding share of Accredited common stock at a price of $15.10 per share, for a total consideration of approximately
$400 million on a fully diluted basis. We anticipate the outstanding 9.75% Series A Perpetual Cumulative Preferred Shares, par value $1.00 per
share (the �Series A Preferred�), of Accredited Mortgage Loan REIT Trust (NYSE:AHH-PA) will continue to remain outstanding.

On August 10, 2007, Lone Star stated in a filing made with the SEC that, in light of the drastic deterioration in the financial and operational
condition of the Company, among other things, Lone Star believed the Company would fail to satisfy the conditions to the closing of the tender
offer and, accordingly, that Lone Star did not expect to be accepting shares tendered as of the scheduled expiration of the tender offer at
midnight, New York City time, on August 14, 2007.
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On August 11, 2007, we filed a lawsuit against Lone Star in the Delaware Court of Chancery seeking specific performance of Lone Star�s
obligations to close the tender offer and complete the merger. A trial in the lawsuit is scheduled to begin on September 26, 2007.

Recent Developments

Non-Prime Mortgage Market

In the third quarter of 2006, the non-prime mortgage market in which the Company operates was characterized by increased competition for
loans and customers which simultaneously lowered profit margins on loans and caused lenders to be more aggressive in making loans to
relatively less qualified customers. By the end of 2006, the non-prime mortgage industry was clearly being negatively impacted. The sustained
pricing competition and higher risk portfolios of loans reduced the appetite for loans among whole loan buyers, who offered increasingly lower
prices for loans, thereby shrinking profit margins for non-prime lenders. In addition, the higher levels of credit risk taken on by non-prime
lenders resulted in higher rates of delinquency in the loans held for investment and in increasing frequency of early payment defaults and
repurchase demands on loans that had been sold. These trends accelerated during the first quarter of 2007, and the industry experienced a period
of turmoil which has continued into the second and third quarters of 2007. As of August 31 2007, more than 55 mortgage companies operating
in the non-prime mortgage industry had failed and many others faced serious operating and financial challenges. The most notable of these
failures is New Century Mortgage Corporation (�New Century�), one of the largest non-prime originators in recent years, which filed for
bankruptcy protection in April 2007.

It now appears that an underlying reason for the deterioration of industry conditions was the relatively poor performance of loans originated in
2006 in comparison to loans originated in 2004 and 2005. While real estate markets were booming during 2004 and 2005, and some areas
experienced significant home price appreciation, many originators extended credit and underwriting standards to meet market demands. When
home price appreciation leveled off, or in some areas declined, many of the loans originated in 2006 did not perform up to expectations. This
decline in performance led to increases in the cost of securitizing non-prime loans as the rating agencies which rate non-prime securitizations
increased loss coverage levels, requiring higher credit support for non-prime securitizations.

2007 Mortgage Market�Significant Events

During the first eight months of 2007, a number of significant industry events occurred, including the following:

� New Century announced that it would restate results for the nine months ended September 30, 2006 to account for losses on
defaulted loans that it was obligated to repurchase (February 7th);

� HSBC Holdings PLC, one of the world�s largest banks and non-prime lenders, announced an increase in its bad debt charge for 2006,
which it attributed to problems in its U.S. non-prime mortgage lending division (February 8th);

� Credit-Based Asset Servicing and Securitization LLC (�C-BASS�) and Fieldstone Investment Corporation (�Fieldstone�) announced that
they had entered into a definitive merger agreement under which C-BASS would acquire all of Fieldstone�s outstanding common
stock (February 16th);

� ACC Capital Holdings, the parent company of Ameriquest Mortgage Company and Argent Mortgage Company, two large non-prime
mortgage originators, announced that it had secured additional capital from Citi�s Markets and Banking Division and its majority
shareholder, and that Citi had agreed to become the company�s primary warehouse lender and had acquired an option to buy the
company�s wholesale mortgage business (February 28th);

� Fremont General Corp. (�Fremont�), another significant non-prime mortgage originator, announced that it would exit its non-prime
real estate lending operations and that it was in discussions with various parties regarding the sale of this business (March 2nd);
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� The New York Stock Exchange suspended trading of New Century�s common stock based on uncertainties concerning its liquidity
position (March 12th);

� Fieldstone announced that it had amended its previously announced merger agreement with C-BASS to reduce the price of
Fieldstone�s common stock to $4.00 per share (March 16th);

� People�s Choice Home Loan, Inc., another significant non-prime mortgage originator, filed for bankruptcy protection (March 20th);

� Fremont sold approximately $4.0 billion of non-prime residential real estate loans and entered into exclusive negotiations with the
same institution to sell most of its residential real estate business (March 21st);

� New Century filed for bankruptcy protection (April 2nd);
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� NovaStar Financial, another significant non-prime mortgage originator, initiated a formal process to explore strategic alternatives
and received $100 million in financing (April 11th);

� First Horizon National Corp. blamed difficulty selling mortgages in the secondary market and increased repurchase requests for its
decision to shutter its subprime business (April 20th);

� H&R Block Inc. announced the sale of Option One Mortgage Corp. (�Option One�), another large non-prime mortgage originator, to
an affiliate of Cerberus Capital Management with a transaction value equal to Option One�s tangible net assets as of the date of
closing less $300 million (April 20th);

� WMC, a unit of General Electric Co., announced that it would cut 771 jobs (April 20th);

� Standard & Poor�s Ratings Service placed its credit ratings on 612 classes of residential mortgage-backed securities backed by U.S.
non-prime collateral on �credit watch� with negative implications because of poor collateral performance, expectation of increasing
losses on the underlying collateral pools, the consequent reduction of credit support, and changes that will be implemented with
respect to the methodology for rating new transactions (July 10);

� Moody�s Investors Service downgraded 399 residential mortgage-backed securities and placed an additional 32 residential
mortgage-backed securities under review for possible downgrade based on higher than anticipated rates of delinquency in the
underlying collateral compared to current credit enhancement levels (July 10);

� General Electric Co. announced plans to sell WMC Mortgage Corp, its three-year-old U.S. non-prime mortgage unit (July 12);

� NovaStar Financial, Inc. announced an investment of $48.8 million by MassMutual and Jefferies Capital Partners as part of a
commitment to raise $150 million in new equity to complete its formal process of exploring strategic alternatives (July 16);

� Bear Stearns announced the collapse of two of its hedge funds that had invested in non-prime mortgage securities (July 18);

� Countrywide Financial Corp.�s second-quarter net income fell 33% because of softening home prices. Countrywide cut its 2007
earnings estimate because it expects a challenging second half, including difficulty in the housing and mortgage markets (July 24);

� American Home Mortgage Investment Corp. announced a delayed payment of its quarterly cash dividend on the company�s common
stock and anticipated delaying payment of its quarterly cash dividends on its preferred stock in order to preserve liquidity until it
obtains a better understanding of the impact that current market conditions in the mortgage industry and the broader credit market
will have on the company�s balance sheet and overall liquidity. American Home Mortgage said that the unprecedented disruption in
the credit markets in the past few weeks caused major write-downs of its loan and security portfolios and consequently has caused
significant margin calls with respect to its credit facilities (July 28);

� MGIC Investment Corporation announced that it had concluded that the value of its investment in C-BASS had been materially
impaired because the market for non-prime mortgages had experienced significant turmoil beginning in February 2007, with market
dislocations accelerating to unprecedented levels beginning in approximately mid-July 2007 (July 30);
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� American Home Mortgage announced that it was unable to borrow on its credit facilities and to fund its lending obligations of
approximately $300 million on July 30 and that it did not anticipate funding approximately $450 to $500 million on July 31. (July
31);

� American Home Mortgage filed for bankruptcy protection (August 6);

� Aegis Mortgage suspends loan originations (August 6) and files for bankruptcy protection (August 10);

� HomeBanc files for bankruptcy protection (August 10);

� NovaStar Financial suspends wholesale originations (August 17) and sharply reduces retail originations (September 4);

� Countrywide Financial Corp., facing �unprecedented disruptions� to its funding operations, tapped an $11.5 billion credit line (August
16); Bank of America invests $2 billion in Countrywide to prop up the country�s largest mortgage banker (August 22);

� Capital One shuts down its GreenPoint Mortgage subsidiary, cutting 1,900 jobs (August 20); and
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� Lehman Brothers announced the closing of its subprime subsidiary, BNC Mortgage LLC (August 22).
The events outlined above chronicle the distress in the mortgage industry in 2007. One of the results of the contraction in the industry was a
significant increase in the amount of distressed loans for sale in the market. This increase in loan supply and decrease in loan demand
substantially reduced whole loan prices for most of 2007, providing a basis for warehouse line providers to mark down the collateral value of
loans held in inventory and, as a result, to place margin calls on non-prime lenders. These increased margin calls resulted in more distressed
sales which, in turn, put further downward pressure on whole loan sale prices, regenerating the cycle with escalating negative results.

2007 Mortgage Markets�Response by Accredited

Strategic Restructurings

We require substantial cash to fund our mortgage loan originations, to pay our mortgage loan origination expenses and to hold our mortgage
loans pending sale or securitization. Also, as a servicer of mortgage loans, we are required to advance delinquent principal and interest
payments, unpaid property taxes, hazard insurance premiums, and foreclosure and foreclosure-related costs. While we maintain warehouse and
other credit facilities that provide substantial financing for our operations, we must originate mortgage loans and sell or securitize our mortgage
loan originations at a profit in order to maintain our credit facilities and successfully fund our operations over time.

Due to the turbulence in the non-prime mortgage industry, we have not been able to sell or securitize at a profit most of the mortgage loans we
have originated throughout 2007. Accordingly, beginning in September 2007, we restructured our operations by closing all retail lending
operations, significantly reducing our wholesale lending operations, and substantially suspending all U.S. mortgage loan originations unless and
until the return of market conditions under which non-prime mortgage loans can again be originated and sold or securitized at a profit. These
actions resulted in the closing of 60 retail branch locations, five centralized retail support locations, five wholesale divisions, the settlement
services division, and reduced the workforce by 1,600 employees to approximately 1,000 at September 14, 2007. The survival of our downsized
operations will be primarily dependent upon income derived from our servicing operations, our residual interests in previously securitized loans
and our Canadian mortgage loan originations. There can be no assurance that these sources of income will be sufficient to fund our downsized
operations pending the return of market conditions under which mortgage loans can be originated and sold or securitized at a profit.

Funding and Liquidity Transactions

In February and March 2007, in response to the adverse operating environment and declining whole loan sale prices, our warehouse line
creditors reduced their valuations of the mortgage loan collateral securing their warehouse financing to the Company and placed significant
margin calls on the Company to post additional cash to cover the decrease. To alleviate the pressures from these margin calls, on March 16,
2007, the Company sold $2.7 billion of loans held for sale at a substantial discount. This sale resulted in a pre-tax loss of $150 million in the first
quarter of 2007, but provided the Company with approximately $134 million in cash after paying off credit providers. Management believes the
sale of its loans at a discount was necessary to provide additional liquidity to the Company.

On March 30, 2007, the Company amended the Amended and Restated Master Repurchase Agreement, dated as of December 30, 2005, with
Credit Suisse First Boston Mortgage Capital LLC (�CSFB�), and entered into a Master Repurchase Agreement with Wachovia Bank, N.A.
(�Wachovia�). Under the amended agreement with CSFB, the term of the CSFB repurchase facility was extended through March 31, 2008 and the
maximum committed amount able to be borrowed remained at $600 million. Under the agreement with Wachovia, as amended on July 5, 2007
the maximum amount the Company is able to borrow is $1 billion.

Also on March 30, 2007, the Company and certain of its subsidiaries entered into a secured Loan Agreement with Mortgage Investment
Fundings, L.L.C. (�MIF�), a lending entity managed by Farallon Capital Management (the �Farallon Loan�). Pursuant to the Loan Agreement, MIF
extended term loans guaranteed by the Company in an aggregate principal amount of $230 million. In conjunction with the Loan Agreement, the
Company (i) issued to MIF a warrant to purchase 3,226,431 shares of common stock of the Company at an exercise price of $10 per share and
(ii) granted to MIF certain preemptive rights to purchase additional equity securities of the Company, certain registration rights with respect to
its equity securities in the Company and Board of Directors observer rights. The loans may be repaid in full at any time, subject to payment of a
premium of 7% of amounts prepaid during the first two years of the facility and a lesser premium thereafter. Upon the occurrence of a change of
control, the lenders may demand prepayment of the loans and the loans shall be prepaid in full with a premium of 2% of the amount repaid.

Utilizing proceeds obtained from the sale of loans in March 2007 and proceeds from the Farallon Loan, the Company repaid substantially all the
debt then outstanding on its warehouse credit facilities. Concurrent with the repayment of these facilities, the Company terminated many of the
warehouse credit lines and obtained waivers or amendments with respect to certain covenants on the remaining facilities. In exchange for the
waivers granted, Accredited agreed that it would not seek additional borrowings under these credit agreements. As of August 31, 2007, those
non-funding facilities had also been terminated.
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In May 2007, due to market conditions adversely impacting the salability of any asset-backed commercial paper notes collateralized by
non-prime mortgage loans, the Company terminated its $2.5 billion asset-backed commercial paper facility and repaid the related short-term
liquidity notes and subordinated notes.

During the quarter ended June 30, 2007, we sold over $1 billion of mortgage loans in whole loan sale transactions at a premium above par.

On August 17, 2007, the Company entered into an agreement to trade $1 billion of loans to be settled in a series of transactions over a 60-day
period with a single investor at an advance rate comparable to the advance rates the Company was receiving from its warehouse lenders at the
time. Under the agreement, the Company has the ability but not the obligation, to repurchase all of the loans at a premium to the advance rate. If
the loans are not repurchased by the Company by mid-November 2007, the Company�s right to repurchase the loans expires and the investor will
keep the loans with limited recourse to the Company. The transaction neither produced nor used any significant liquidity at time of funding. The
transaction will reduce the Company�s exposure to margin calls on these loans since the agreement does not permit the investor to decrease the
advance rate during the 90-day repurchase period.

Increased Repurchase Activity

We have seen delinquencies and defaults, including early payment defaults, increasing substantially in our 2006 mortgage originations as
compared to prior mortgage originations. In 2007, these credit issues caused increases in loans repurchased from investors from prior whole loan
sales and higher loss provisions on mortgage loans held in portfolio. In addition, the number of mortgage loans we have repurchased has
increased as a result of our merger with Aames, since we assumed their repurchase obligations upon the closing of the merger. In late 2006
continuing into 2007, certain investors became more aggressive regarding the identification and pursuit of repurchase claims against the
Company. During the seven months ended July 31, 2007, we repurchased approximately $207 million in mortgage loans and paid $67 million in
cash settlements to resolve repurchase claims and, in some cases, eliminates the requirement to repurchase mortgage loans in the future from
certain investors.

Other 2007 Events and Transactions

This Quarterly Report on Form 10-Q has not been filed on a timely basis

Our Annual Report on Form 10-K (�10-K�) for the year ended December 31, 2006 and this Quarterly Report on Form 10-Q were not filed with the
Securities and Exchange Commission (�SEC�) on a timely basis, and our Quarterly Report on Form 10-Q for the three months ended June 30,
2007 is delinquent. These delinquencies have had adverse consequences to us, and may continue to have certain adverse consequences even after
they have been filed, including, for example, making us ineligible to register our securities for sale with the SEC using a short-form registration.

NASDAQ Delisting Notification

On March 15, 2007, we received a notice from the staff of NASDAQ stating that our common stock may be subject to delisting because we had
not filed with the Securities and Exchange Commissions (the �SEC�) our Annual Report on Form 10-K (�10-K�) for the year ended December 31,
2006 on a timely basis. We requested a hearing before the NASDAQ Listing Qualifications Panel (the �Panel�) to appeal the NASDAQ staff�s
determination and to present our plan to regain compliance with NASDAQ�s filing requirements. The hearing request automatically stayed the
delisting of the common stock pending the Panel�s review and decision. In addition, on May 15, 2007 and on August 14, 2007, we received
additional deficiency notices from the staff of NASDAQ stating that the failure to timely file with the SEC our Quarterly Report on Form 10-Q
(�10-Q�) for the quarters ended March 31, 2007 and June 31, 2007, respectively, could serve as additional bases for the delisting of our common
stock.

On July 23, 2007 the Panel determined to continue listing our common stock provided that we filed with the SEC our 10-K by September 12,
2007 and our 10-Q for the first quarter of 2007 by September 18, 2007. We filed our 10-K with the SEC on August 2, 2007. The Panel has not
yet responded to our August 17, 2007 request for additional time to file our 10-Q for the second quarter of 2007, but we anticipate the Panel will
not require such 10-Q to be filed before the September 18, 2007 deadline for the first quarter 10-Q.

In addition, for continued listing of our common stock on NASDAQ, we are required to, among other things, maintain certain minimum
thresholds with regard to stockholders� equity and minimum closing bid prices. If we do not meet the continued listing requirements, our
common stock could be subject to delisting from trading on NASDAQ. There can be no assurance that we will continue to meet all requirements
for continued listing on NASDAQ.
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If we are unable to continue to list our common stock for trading on NASDAQ, there may be an adverse impact on the market price and liquidity
of our common stock, and our stock may be subject to the �penny stock rules� contained in Section 15(g) of the Securities Exchange Act of 1934,
as amended, and the rules promulgated there under. Delisting of our common stock from NASDAQ could also materially adversely affect our
business, including, among other things: our ability to raise additional financing to fund our operations; our ability to attract and retain
customers; and our ability to attract and retain personnel, including management personnel. In addition, if our common stock were no longer
listed for trading on NASDAQ, many institutional investors would no longer be able to retain their interests in and/or make further investments
in our common stock because of their internal rules and protocols.

Class Action Lawsuits

In 2007, several class action lawsuits were filed against the Company and certain of its officers and directors. Certain of the lawsuits generally
allege that, between November 1, 2005 and March 12, 2007, we issued materially false and misleading statements regarding our business and
financial results causing the Company�s stock to trade at artificially inflated prices. Other complaints allege breaches of fiduciary duty by the
Company and members of its Board of Directors in connection with the Company�s entry into an Agreement and Plan of Merger with affiliates of
Lone Star Fund V (U.S.) L.P. The Company believes that the lawsuits have no merit and intends to vigorously defend the cases. For additional
information, see Note 14 to the Notes to Unaudited Consolidated Financial Statements.

Securitized $760 million of non-prime loans

We closed a securitization transaction involving $760 million of non-prime loans on January 30, 2007.

Issuance of Trust Preferred Securities

On January 11, 2007, we completed a $56 million private placement of trust preferred securities through our subsidiary, Accredited Preferred
Securities Trust I. The trust preferred securities bear interest at a fixed rate of 9.01% until January 30, 2012, whereupon the rate floats at
three-month LIBOR plus 3.95% thereafter until their maturity in January 2037, unless earlier redeemed. The trust preferred securities can be
redeemed in whole or in part by Accredited beginning January 30, 2012 without penalty.

Paid first and second quarter dividends, and declared third quarter dividend on the REIT Series A Preferred Stock

The Pricing Committee of the Board of Trustees of the REIT authorized, and the REIT declared in March, June and September of 2007, the
quarterly cash dividend on the REIT Series A Preferred Stock at the rate of $0.609375 per share. The first and second quarter dividends were
paid on April 2 and July 2, 2007, respectively, to preferred shareholders of record at the close of business on March 15, 2007 and June 15, 2007,
respectively. The third quarter dividend is scheduled to be paid on October 1, 2007 to preferred shareholders of record at the close of business on
September 14, 2007.

Revenue Model

Our operations generate revenues in three ways:

� Interest income. We have two primary components to our interest income. We generate interest income over the life of the mortgage
loan on the loans we have securitized in structures that require financing treatment. This interest is partially offset by the interest we
pay on the bonds that we issue to fund these mortgage loans. We also generate interest income on mortgage loans held for sale and
for securitization from the time we originate the mortgage loan until the time we sell or securitize the mortgage loan. This interest
income is partially offset by our borrowing costs under our warehouse credit facilities used to finance these mortgage loans.

� Gain on sale of mortgage loans. We generate gain on sale of mortgage loans by selling the mortgage loans we originate for a
premium. However, due to the turmoil in the non-prime mortgage market, most mortgage loans originated in 2007 have been sold at
a loss or discount to par.
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� Mortgage loan servicing income. Our mortgage loan servicing income represents all contractual and ancillary servicing revenue for
mortgage loans that Accredited services for others, net of servicing costs and amortization of mortgage servicing rights.

Our revenues also include:

� Provisions for losses on mortgage loans held for investment (which reduce net interest income)

� Valuation adjustments for mortgage loans held for sale

� Provisions for losses on repurchases and premium recapture on mortgage loans sold (which reduce gain on sale premiums)
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� Net gains or losses on derivatives on our mortgage loans held for sale, and derivatives on certain of our mortgage
loans held for investment, which reflect changes in the value of these instruments based on market conditions

We generate a significant portion of our revenue and cash flows from net interest income on securitizations. Our securitization transactions are
legally structured as sales, but for accounting purposes are structured as financings. Accordingly, the mortgage loans remain on our balance
sheet, retained interests are not created, and debt securities issued in the securitization replace the warehouse debt originally associated with the
securitized mortgage loans. We record interest income on the mortgage loans and interest expense on the debt securities, as well as recognize
ancillary fees and provision for loan losses over the life of the securitization, instead of recognizing a gain or loss upon the closing of the
securitization transactions. This �portfolio-based� accounting closely matches the recognition of income with the actual receipt of cash payments.

We anticipate that our results of operations will fluctuate on a quarterly and annual basis. The timing and degree of fluctuation will depend upon
several factors, including the resumption of our mortgage loan originations, competition, economic slowdowns and increased interest rates, in
addition to those discussed under �Risk Factors.�

Results of Operations

Three Months Ended March 31, 2007 Compared to the Three Months Ended March 31, 2006

Executive Summary

We recorded a net loss of $260.2 million for the three months ended March 31, 2007, or $10.29 per diluted share, compared to net income of
$35.8 million, or $1.61 per diluted share for the three months ended March 31, 2006. This net loss was the result of the following:

� Mortgage loan origination volume dropped 47%, from $3.6 billion for the three months ended March 31, 2006 to $1.9 billion for the
same period in 2007. Production was negatively impacted by extreme secondary market conditions and continued restrictions of our
product menu and underwriting guidelines.

� In March 2007, we sold $2.7 billion of loans held for sale at a substantial discount in order to alleviate the cash demands from
warehouse lender margin calls. The sale of these loans resulted in a pre-tax loss of $150 million, but provided the Company with
approximately $134 million in cash after paying off the credit providers.

� Net interest income before provision for loan losses declined by $23.9 million or 29.0%, from $82.3 million for the three months
ended March 31, 2006 to $58.4 million for the same period in 2007, due to a reduction in loans held for sale inventory, higher levels
of non-performing loans and an increasing cost of funds.

� The provision for market valuation losses on loans held for sale increased $29.7 million, from a net recovery of ($0.7) million for the
three months ended March 31, 2006 to a provision of $29.0 million for the same period in 2007. This increase was driven by
increasing delinquencies on loans held for sale, which reduced gain on sale premiums.

� Repurchase loan activity increased significantly in 2007. This resulted in an increase in the provision for losses on repurchases of
$21.0, from $1.0 million for the three months ended March 31, 2006 to $22.0 million for the same period in 2007.

� Operating expenses increased $34.8 million or 44.2%, from $78.7 million for the three months ended March 31, 2006 to $113.5
million for the same period in 2007, primarily due to additional personnel and occupancy expenses from the Aames operation
acquired in the fourth quarter of 2006.

�
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The provision for income taxes was $9.6 million for the three months ended March 31, 2007 and was attributable to profits from our
Canadian operations and minimum federal and state income taxes, as we could not record a tax benefit resulting from the operating
loss due to limitations on net operating loss carryforwards.

� Net cost to originate, a key measure of our efficiency in originating mortgage loans, increased significantly from 1.60% for the three
months ended March 31, 2006 to 3.94% for the same period in 2007 as operating expenses increased 44% and production declined
47% in the first quarter of 2007.
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Net Revenues

Net revenues and key indicators that affect our net revenues are as follows for the three months ended March 31:

2007 2006 Change % Change
(dollars in thousands)

Interest income (1) $ 195,260 $ 194,458 $ 802 0.4%
Interest expense (2) (136,876) (112,136) (24,740) 22.1%

Net interest income 58,384 82,322 (23,938) (29.1)%
Provision for losses (25,324) (16,537) (8,787) 53.1%

Net interest income after provision 33,060 65,785 (32,725) (49.7)%
Gain (loss) on sale of mortgage loans (178,878) 70,552 (249,430) (353.5)%
Mortgage loan servicing income 2,908 3,407 (499) (14.6)%
Other income 8,345 1,950 6,395 327.9%

Total net revenues $ (134,565) $ 141,694 $ (276,259) (195.0)%

Mortgage loan originations $ 1,881,961 $ 3,587,541 $ (1,705,580) (47.5)%
Mortgage loan sales $ 3,626,584 $ 3,040,534 $ 586,050 19.3%
Mortgage loans securitized $ 755,523 $ 1,003,751 $ (248,228) (24.7)%
Average inventory of mortgage loans $ 10,593,164 $ 9,887,015 $ 706,149 7.1%
Annualized interest income as a percentage of average inventory of
mortgage loans 7.37% 7.87%
Average outstanding borrowings $ 10,190,223 $ 9,485,568 $ 704,655 7.4%

(1) Interest income includes prepayment penalty income and gains and losses from certain hedging activities.
(2) Interest expense includes gains and losses from hedging activities and amortization of debt issuance costs.
Interest Spread on Mortgage Loans Held for Sale

Interest income on mortgage loans held for y securities issued by us the terms of which specifically provide that such equity securities rank
senior to the Series E Preferred Stock with respect to dividend rights or rights upon liquidation, dissolution or winding up of HCP.

        The term "equity securities" does not include convertible debt securities, which rank senior to the Series E Preferred Stock prior to
conversion.

Dividends

        Holders of shares of the Series E Preferred Stock are entitled to receive, when, as, and if declared by our board out of funds legally
available for the payment of dividends, cumulative preferential annual cash dividends at the rate of 7.25% of the liquidation preference
(equivalent to $1.8125 per annum per share).

        Dividends on the Series E Preferred Stock are cumulative from the date of original issue and payable quarterly in arrears on or about the
last day of each March, June, September and December or, if not a business day, the next succeeding business day.

        No dividends may be declared by our board or paid or set apart for payment on the Series E Preferred Stock if the terms of any of our
agreements, including any agreement relating to its indebtedness, prohibits such a declaration, payment or setting apart for payment or provides
that such declaration, payment or setting apart for payment would constitute a breach of or default under such an agreement. Likewise, no
dividends may be declared by our board or paid or set apart for payment if such declaration or payment is restricted or prohibited by law.

        Dividends on the Series E Preferred Stock accrue, however, whether or not we have earnings, whether or not there are funds legally
available for the payment of such dividends and whether or not such dividends are declared. Accrued but unpaid dividends on the Series E
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Preferred Stock do not bear interest and holders of the Series E Preferred Stock are not entitled to any dividends in excess of full cumulative
dividends described above. Any dividend payment made on the Series E Preferred Stock is first credited against the earliest accrued but unpaid
dividend due that remains payable.

        No full dividends may be declared or paid or set apart for payment on any class or series of preferred stock ranking, as to dividends, on a
parity with or junior to the Series E Preferred Stock, other than a dividend in shares of any class of stock ranking junior to the Series E Preferred
Stock as to dividends and upon liquidation, for any period unless full cumulative dividends have been or contemporaneously are declared and
paid or declared and set apart for such payment on the Series E Preferred Stock for all past dividend periods and the then current dividend
period. When dividends are not paid in full, or full payment is not so set apart, upon the Series E Preferred Stock and the shares of any other
class or series of preferred stock ranking on a parity as to dividends with the Series E Preferred Stock, all dividends declared upon the Series E
Preferred Stock and any other class or series of preferred stock ranking on a parity as to dividends with the Series E Preferred Stock are declared
pro rata so that the amount of dividends declared per share of Series E Preferred Stock and such other class or series of preferred stock shall in
all cases bear to each other the same ratio that accrued dividends per share on the Series E Preferred Stock and such other class or series of
preferred stock, which cannot include any accrual in respect of unpaid dividends for prior dividend periods if such preferred stock does not have
a cumulative dividend, bear to each other.

        Except as provided in the preceding paragraph, unless full cumulative dividends on the Series E Preferred Stock have been or
contemporaneously are declared and paid or declared and set apart for payment for all past dividend periods and the then current dividend
period, then, other than the
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payment of dividends in shares of common stock or other shares of capital stock ranking junior to the Series E Preferred Stock as to dividends
and upon liquidation:

�
no dividends may be declared or paid or set aside for payment upon the common stock, or any other of our capital stock
ranking junior to or on a parity with the Series E Preferred Stock as to dividends or upon liquidation;

�
no other distribution may be declared or made upon the common stock, or any other of our capital stock ranking junior to or
on a parity with the Series E Preferred Stock as to dividends or upon liquidation; and

�
no shares of common stock, or any other shares of our capital stock ranking junior to or on a parity with the Series E
Preferred Stock as to dividends or upon liquidation may be redeemed, purchased or otherwise acquired for any consideration
by us, except by conversion into or exchange for other of our capital stock ranking junior to the Series E Preferred Stock as
to dividends and upon liquidation or for the purpose of preserving our qualification as a real estate investment trust.

Liquidation Preferences

        Upon any liquidation, dissolution or winding up of the affairs of HCP, the holders of Series E Preferred Stock are entitled to be paid out of
our assets legally available for distribution to our stockholders a liquidation preference of $25 per share, plus an amount equal to any accrued
and unpaid dividends to the date of payment, before any distribution of assets is made to holders of common stock or any other class or series of
our capital stock that ranks junior to the Series E Preferred Stock as to liquidation rights.

        In determining whether a distribution (other than upon voluntary or involuntary liquidation) by dividend, redemption or other acquisition of
shares of our stock or otherwise is permitted under the MGCL, no effect is given to amounts that would be needed if we would be dissolved at
the time of the distribution, to satisfy the preferential rights upon distribution of holders of shares of our stock whose preferential rights upon
distribution are superior to those receiving the distribution.

Maturity; Redemption

        The Series E Preferred Stock has no stated maturity, is not subject to any sinking fund or mandatory redemption. We are entitled to
purchase shares of the Series E Preferred Stock in order to preserve our status as a real estate investment trust for federal or state income tax
purposes at any time. We may, at our option, redeem the Series E Preferred Stock at $25 per share ($100,000,000 in the aggregate), plus accrued
and unpaid dividends.

Transfer and Ownership Restrictions

        See "�Transfer and Ownership Restrictions Relating to our Preferred Stock."

Series F Preferred Stock

Voting Rights

        Holders of the Series F Preferred Stock generally do not have any voting rights, except in limited circumstances.

        If dividends on any shares of Series F Preferred Stock are in arrears for six or more quarterly periods, whether or not consecutive, the
holders of Series F Preferred Stock (voting separately as a class with all other classes or series of preferred stock upon which like voting rights
have been conferred and are exercisable, including the Series E Preferred Stock) are entitled to vote for the
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election of a total of two additional directors of HCP at a special meeting called by the holders of record of at least 25% of the Series F Preferred
Stock or the holders of any other class or series of preferred stock so in arrears or at the next annual meeting of stockholders. These voting rights
continue at each subsequent annual meeting until all dividends accumulated on such shares of Series F Preferred Stock for the past dividend
periods and the dividend for the then current dividend period shall have been fully paid or declared and set aside for payment. In such case, our
entire board is increased by two directors.

        So long as any shares of Series F Preferred Stock remain outstanding, we shall not, without the consent or the affirmative vote of the
holders of at least two-thirds of the shares of Series F Preferred Stock outstanding at the time, given in person or by proxy, either in writing or at
a meeting, with the Series F Preferred Stock voting separately as a class:

�
authorize, create or issue, or increase the authorized or issued amount of, any class or series of stock ranking prior to the
Series F Preferred Stock with respect to the payment of dividends, or the distribution of assets on liquidation, dissolution or
winding up;

�
reclassify any of our authorized stock into any such shares, or authorize, create or issue any obligation or security
convertible into or evidencing the right to purchase any class or series of stock ranking prior to the Series F Preferred Stock
with respect to the payment of dividends, or the distribution of assets on liquidation, dissolution or winding up; or

�
repeal, amend or otherwise change any of the provisions applicable to the Series F Preferred Stock in any manner which
materially and adversely affects the powers, preferences, voting power or other rights or privileges of the Series F Preferred
Stock. However, an increase in the amount of authorized preferred stock, the creation or issuance of other classes or series of
preferred stock or any increase in the amount of authorized shares of Series F Preferred Stock or of any other class or series
of preferred stock, in each case ranking on a parity with or junior to the Series F Preferred Stock, will not be deemed to
materially and adversely affect such rights, preferences, privileges or voting powers.

        The consent of the holders of Series F Preferred Stock is not required for the taking of any corporate action, including any merger or
consolidation involving us or a sale of all or substantially all of our assets, regardless of the effect that such merger, consolidation or sale may
have upon the rights, preferences or voting power of the holders of the Series F Preferred Stock, except as expressly set forth in the provisions of
our charter.

Rank

        With respect to dividend rights and rights upon liquidation, dissolution or winding up of HCP, the Series F Preferred Stock ranks:

�
senior to the common stock, and to all equity securities issued by us ranking junior to the Series F Preferred Stock with
respect to dividend rights or rights upon liquidation, dissolution or winding up of HCP;

�
on a parity with the Series E Preferred Stock and with all equity securities issued by us the terms of which specifically
provide that such equity securities rank on a parity with the Series F Preferred Stock with respect to dividend rights or rights
upon liquidation, dissolution or winding up of HCP; and

�
junior to all equity securities issued by us the terms of which specifically provide that such equity securities rank senior to
the Series F Preferred Stock with respect to dividend rights or rights upon liquidation, dissolution or winding up of HCP.
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        The term "equity securities" does not include convertible debt securities, which rank senior to the Series F Preferred Stock prior to
conversion.

Dividends

        Holders of the Series F Preferred Stock are entitled to receive, when, as, and if declared by our board, out of funds legally available for the
payment of dividends, cumulative preferential annual cash dividends at the rate of 7.10% of the liquidation preference (equivalent to $1.775 per
annum per share).

        Dividends on the Series F Preferred Stock are cumulative from the date of original issue and payable quarterly in arrears on or about the last
day of each March, June, September and December or, if not a business day, the next succeeding business day. Any dividend payable on the
Series F Preferred Stock, including dividends payable for any partial dividend period, are computed on the basis of a 360-day year consisting of
twelve 30-day months.

        No dividends may be declared by our board or paid or set apart for payment on the Series F Preferred Stock if the terms of any of our
agreements, including any agreement relating to its indebtedness, prohibits such a declaration, payment or setting apart for payment or provides
that such declaration, payment or setting apart for payment would constitute a breach of or default under such an agreement. Likewise, no
dividends may be declared by our board or paid or set apart for payment if such declaration or payment is restricted or prohibited by law.

        Dividends on the Series F Preferred Stock accrue, however, whether or not we have earnings, whether or not there are funds legally
available for the payment of such dividends and whether or not such dividends are declared. Accrued but unpaid dividends on the Series F
Preferred Stock do not bear interest and holders of the Series F Preferred Stock are not entitled to any dividends in excess of full cumulative
dividends described above. Any dividend payment made on the Series F Preferred Stock is first credited against the earliest accrued but unpaid
dividend due that remains payable.

        No full dividends may be declared or paid or set apart for payment on any class or series of preferred stock ranking, as to dividends, on a
parity with or junior to the Series F Preferred Stock, other than a dividend in shares of any class of stock ranking junior to the Series F Preferred
Stock as to dividends and upon liquidation, for any period unless full cumulative dividends have been or contemporaneously are declared and
paid or declared and set apart for such payment on the Series F Preferred Stock for all past dividend periods and the then current dividend
period. When dividends are not paid in full (or full payment is not so set apart) upon the Series F Preferred Stock and the shares of any other
class or series of preferred stock ranking on a parity as to dividends with the Series F Preferred Stock, including the Series E Preferred Stock, all
dividends declared upon the Series F Preferred Stock and any other class or series of preferred stock ranking on a parity as to dividends with the
Series F Preferred Stock are declared pro rata so that the amount of dividends declared per share of Series F Preferred Stock and such other class
or series of preferred stock shall in all cases bear to each other the same ratio that accrued dividends per share on the Series F Preferred Stock
and such other class or series of preferred stock, which shall not include any accrual in respect of unpaid dividends for prior dividend periods if
such preferred stock does not have a cumulative dividend, bear to each other.

        Except as provided in the preceding paragraph, unless full cumulative dividends on the Series F Preferred Stock have been or
contemporaneously are declared and paid or declared and set apart for payment for all past dividend periods and the then current dividend
period, then, other than the
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payment of dividends in shares of common stock or other shares of capital stock ranking junior to the Series F Preferred Stock as to dividends
and upon liquidation:

�
no dividends may be declared or paid or set aside for payment upon the common stock, or any other of our capital stock
ranking junior to or on a parity with the Series F Preferred Stock as to dividends or upon liquidation;

�
no other distribution may be declared or made upon the common stock, or any other of our capital stock ranking junior to or
on a parity with the Series F Preferred Stock as to dividends or upon liquidation; and

�
no shares of common stock, or any other shares of our capital stock ranking junior to or on a parity with the Series F
Preferred Stock as to dividends or upon liquidation may be redeemed, purchased or otherwise acquired for any consideration
by us, except by conversion into or exchange for other of our capital stock ranking junior to the Series F Preferred Stock as
to dividends and upon liquidation or for the purpose of preserving our qualification as a real estate investment trust.

Liquidation Preferences

        Upon any liquidation, dissolution or winding up of the affairs of HCP, the holders of Series F Preferred Stock are entitled to be paid out of
our assets legally available for distribution to our stockholders a liquidation preference of $25 per share, plus an amount equal to any accrued
and unpaid dividends to the date of payment, before any distribution of assets is made to holders of common stock or any other class or series of
our capital stock that ranks junior to the Series F Preferred Stock as to liquidation rights.

        In determining whether a distribution, other than upon voluntary or involuntary liquidation, by dividend, redemption or other acquisition of
shares of our stock or otherwise is permitted under the MGCL, no effect is given to amounts that would be needed if we would be dissolved at
the time of the distribution, to satisfy the preferential rights upon distribution of holders of shares of our stock whose preferential rights upon
distribution are superior to those receiving the distribution.

Maturity; Redemption

        The Series F Preferred Stock has no stated maturity, is not subject to any sinking fund or mandatory redemption. We are entitled to
purchase shares of the Series F Preferred Stock in order to preserve our status as a real estate investment trust for federal or state income tax
purposes at any time. We may, at our option, redeem the Series F Preferred Stock at $25 per share ($195,500,000 in the aggregate), plus accrued
and unpaid dividends.

Transfer and Ownership Restrictions

        See "�Transfer and Ownership Restrictions Relating to our Preferred Stock."

Transfer and Ownership Restrictions Relating to our Common Stock

        Our charter contains restrictions on the ownership and transfer of our voting stock that are intended to assist us in complying with the
requirements to continue to qualify as a REIT. Subject to limited exceptions, no person or entity may own, or be deemed to own by virtue of the
applicable constructive ownership provisions of the Internal Revenue Code, more than 9.8% (by number or value, whichever is more restrictive)
of the outstanding shares of our common stock. Our board may, but is in no event required to, waive the applicable ownership limit with respect
to a particular stockholder if it determines that such ownership will not jeopardize our status as a REIT and our board otherwise decides such
action would be in our best interests.
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        These charter provisions further prohibit:

�
any person from actually or constructively owning shares of our stock that would result in our being "closely held" under
Section 856(h) of the Internal Revenue Code or otherwise cause us to fail to qualify as a real estate investment trust
(including but not limited to ownership that would result in us owning, actually or constructively, an interest in a tenant as
described in Section 856(d)(2)(B) of the Internal Revenue Code if the income derived by us, either directly or indirectly,
from such tenant would cause us to fail to satisfy any of the gross income requirements of Section 856(c) of the Internal
Revenue Code); and

�
any person from transferring shares of our capital 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 or constructive ownership of shares of our stock that will or may violate
any of these restrictions on ownership and transfer is required to give notice immediately to us and provide us with such other information as we
may request in order to determine the effect of the transfer on our status as a REIT. Under our charter, if any purported transfer of our stock or
any other event would otherwise result in any person violating the applicable ownership limit or such other limit as permitted by our board, then
any such purported transfer is void and of no force or effect with respect to the purported transferee as to that number of shares of our stock in
excess of the ownership limit or such other limit, and the transferee will acquire no right or interest in such excess shares. Any excess shares
described above are transferred automatically, by operation of law, to a trust, the beneficiary of which is a qualified charitable organization
selected by us. Such automatic transfer will be deemed to be effective as of the close of business on the business day prior to the date of such
violative transfer. Within 20 days of receiving notice from us of the transfer of shares to the trust, the trustee of the trust is required to sell the
excess shares to a person or entity who could own the shares without violating the applicable ownership limit, or such other limit as permitted by
our board, and distribute to the prohibited transferee an amount equal to the lesser of the price paid by the prohibited transferee for the excess
shares or the sales proceeds received by the trust for the excess shares. Any proceeds in excess of the amount distributable to the prohibited
transferee are distributed to the beneficiary of the trust. Prior to a sale of any such excess shares by the trust, the trustee is entitled to receive, in
trust for the beneficiary, all dividends and other distributions paid by us with respect to such excess shares, and also is entitled to exercise all
voting rights with respect to such excess shares.

        Subject to Maryland law, effective as of the date that such shares have been transferred to the trust, the trustee will have the authority, at the
trustee's sole discretion:

�
to rescind as void any vote cast by a prohibited transferee prior to the discovery by us that the shares have been transferred to
the trust; or

�
to recast such 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 will not have the authority to rescind and recast such vote.
Any dividend or other distribution paid to the prohibited transferee, prior to the discovery by us that such shares had been automatically
transferred to a trust as described above, are required to be repaid to the trustee upon demand for distribution to the beneficiary of the trust. In
the event that the transfer to the trust as described above is not automatically effective, for any reason, to prevent violation of the ownership limit
or such other limit as permitted by our board, then our charter provides that the transfer of the excess shares is void ab initio.
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        In addition, shares of common stock held in the trust shall be deemed to have been offered for sale to us, or our designee, at a price per
share equal to the lesser of:

�
the price per share in the transaction that resulted in such transfer to the trust or, in the case of a devise or gift, the market
price at the time of such devise or gift; and

�
the market price on the date we, or our designee, accepted the offer.

        We will have the right to accept the offer until the trustee has sold the shares of stock held in the trust. Upon a sale to us, the interest of the
beneficiary in the shares sold will terminate and the trustee will distribute the net proceeds of the sale to the prohibited transferee.

        If any purported transfer of shares of common stock would cause us to be beneficially owned by fewer than 100 persons, such transfer will
be null and void ab initio in its entirety and the intended transferee will acquire no rights to the stock.

        All certificates representing shares of common stock bear a legend referring to the restrictions described above. The foregoing ownership
limitations could delay, defer or prevent a transaction or a change in control of us that might involve a premium price for the common stock or
otherwise be in the best interest of our stockholders.

        In addition, if our board of directors shall, at any time and in good faith, be of the opinion that direct or indirect ownership of at least 9.9%
of the voting shares of capital stock has or may become concentrated in the hands of one beneficial owner, it shall have the power:

�
by lot or other means deemed equitable by it to call for the purchase from any stockholder of a number of voting shares
sufficient, in the opinion of our board of directors, to maintain or bring the direct or indirect ownership of voting shares of
capital stock of the beneficial owner to a level of no more than 9.9% of our outstanding voting shares; and

�
to refuse to transfer or issue voting shares of capital stock to any person whose acquisition of such voting shares would, in
the opinion of the board of directors, result in the direct or indirect ownership by that person of more than 9.9% of the
outstanding voting shares of our capital stock.

        If our board of directors fails to grant an exemption from this 9.9% ownership limitation, then the transfer of shares, options, warrants, or
other securities convertible into voting shares that would create a beneficial owner of more than 9.9% of the outstanding voting shares shall be
deemed void ab initio, and the intended transferee shall be deemed never to have had an interest in the transferred securities. The purchase price
for any voting shares of capital stock so redeemed shall be equal to the fair market value of the shares reflected in the closing sales price for the
shares, if then listed on a national securities exchange, or the average of the closing sales prices for the shares if then listed on more than one
national securities exchange, or if the shares are not then listed on a national securities exchange, the latest bid quotation for the shares if then
traded over-the-counter, on the last business day immediately preceding the day on which we send notices of such acquisitions, or, if no such
closing sales prices or quotations are available, then the purchase price shall be equal to the net asset value of such stock as determined by the
board of directors in accordance with the provisions of applicable law. From and after the date fixed for purchase by the board of directors, the
holder of any shares so called for purchase shall cease to be entitled to distributions, voting rights and other benefits with respect to such shares,
except the right to payment of the purchase price for the shares.

Business Combination Provisions

        Our charter requires that, except in some circumstances, "business combinations" between us and a beneficial holder of 10% or more of our
outstanding voting stock (a "Related Person") be approved
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by the affirmative vote of at least 90% of our outstanding voting shares. A "business combination" is defined in our charter as:

�
any merger or consolidation with or into a Related Person;

�
any sale, lease, exchange, transfer or other disposition, including without limitation a mortgage or any other security device,
of all or any "Substantial Part" (as defined below) of our assets, including any voting securities of a subsidiary, to a Related
Person;

�
any merger or consolidation of a Related Person with or into us;

�
any sale, lease, exchange, transfer or other disposition of all or any Substantial Part of the assets of a Related Person to us;

�
the issuance of any of our securities, other than by way of pro rata distribution to all stockholders, to a Related Person; and

�
any agreement, contract or other arrangement providing for any of the transactions described above.

        The term "Substantial Part" means more than 10% of the book value of our total assets as of the end of our most recent fiscal year ending
prior to the time the determination is being made.

        In addition to the restrictions on business combinations contained in our charter, Maryland law also contains restrictions on business
combinations. See "Certain Provisions of Maryland Law and HCP's Charter and Bylaws�Business Combinations."

        The foregoing provisions may have the effect of discouraging unilateral tender offers or other takeover proposals which stockholders might
deem to be in their interests or in which they might receive a substantial premium. The HCP board's authority to issue and establish the terms of
currently authorized preferred stock, without stockholder approval, may also have the effect of discouraging takeover attempts. See "�Preferred
Stock."

        The foregoing provisions could also have the effect of insulating current management against the possibility of removal and could, by
possibly reducing temporary fluctuations in market price caused by accumulations of shares of our common stock, deprive stockholders of
opportunities to sell at a temporarily higher market price. Our board believes, however, that inclusion of the business combination provisions in
our charter may help assure fair treatment of our stockholders and preserve our assets.

Transfer and Ownership Restrictions Relating to our Preferred Stock

        Our charter contains restrictions on the ownership and transfer of preferred stock that are intended to assist us in complying with the
requirements to maintain its status as a REIT. Subject to limited exceptions, no person or entity may own, or be deemed to own by virtue of the
applicable constructive ownership provisions of the Internal Revenue Code, more than 9.8% (by number or value, whichever is more restrictive)
of the outstanding shares of Series E Preferred Stock or Series F Preferred Stock. Our board of directors may, but in no event is required to,
waive the applicable ownership limit with respect to a particular stockholder if it determines that such ownership will not jeopardize our status as
a REIT and our board of directors otherwise decides such action would be in our best interests. The mechanics for the ownership limits on our
preferred stock are similar to the mechanics related to our common stock, as described in "Transfer and Ownership Restrictions Relating to our
Common Stock" above.
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 DESCRIPTION OF DEPOSITARY SHARES WE MAY OFFER

Please note that in this section entitled "Description of the Depositary Shares We May Offer," references to "holders" mean those who own
depositary shares registered in their own names, on the books that the registrar or we maintain for this purpose, and not those who own
beneficial interests in shares registered in street name or in shares issued in book-entry form through one or more depositaries. Owners of
beneficial interests in depositary shares should also read the section entitled "Legal Ownership and Book-Entry Issuance."

This section outlines some of the provisions of the deposit agreement to govern any depositary shares, the depositary shares themselves and
the depositary receipts. This information may not be complete in all respects and is qualified entirely by reference to the relevant deposit
agreement and depositary receipts with respect to the depositary shares related to any particular series of preferred stock. The specific terms of
any series of depositary shares will be described in the applicable prospectus supplement. If so described in the prospectus supplement, the
terms of that series of depositary shares may differ from the general description of terms presented below.

Interest in a Fractional Share, or Multiple Shares, of Preferred Stock

        We may, at our option, elect to offer depositary shares, each of which would represent an interest in a fractional share, or multiple shares, of
our preferred stock instead of whole shares of preferred stock. If so, we will allow a depositary to issue to the public depositary shares, each of
which will represent an interest in a fractional share, or multiple shares, of preferred stock as described in the prospectus supplement.

Deposit Agreement

        The shares of the preferred stock underlying any depositary shares will be deposited under a separate deposit agreement between us and a
bank or trust company acting as depositary with respect to those shares of preferred stock. The prospectus supplement relating to a series of
depositary shares will specify the name and address of the depositary. Under the deposit agreement, each owner of a depositary share will be
entitled, in proportion of its interest in a fractional share, or multiple shares, of the preferred stock underlying that depositary share, to all the
rights and preferences of that preferred stock, including dividend, voting, redemption, conversion, exchange and liquidation rights.

        Depositary shares will be evidenced by one or more depositary receipts issued under the deposit agreement. We will distribute depositary
receipts to those persons purchasing such depositary shares in accordance with the terms of the offering made by the related prospectus
supplement.

Dividends and Other Distributions

        The depositary will distribute all cash dividends or other cash distributions in respect of the preferred stock underlying the depositary shares
to each record depositary shareholder based on the number of the depositary shares owned by that holder on the relevant record date. The
depositary will distribute only that amount which can be distributed without attributing to any depositary shareholders a fraction of one cent, and
any balance not so distributed will be added to and treated as part of the next sum received by the depositary for distribution to record depositary
shareholders.

        If there is a distribution other than in cash, the depositary will distribute property to the entitled record depositary shareholders, unless the
depositary determines that it is not feasible to make that distribution. In that case the depositary may, with our approval, adopt the method it
deems equitable and practicable for making that distribution, including any sale of property and the distribution of the net proceeds from this
sale to the concerned holders.
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        Each deposit agreement will also contain provisions relating to the manner in which any subscription or similar rights we offer to holders of
the relevant series of preferred stock will be made available to depositary shareholders.

        The amount distributed in all of the foregoing cases will be reduced by any amounts required to be withheld by us or the depositary on
account of taxes and governmental charges.

Withdrawal of Stock

        Upon surrender of depositary receipts at the office of the depositary and upon payment of the charges provided in the deposit agreement
and subject to the terms thereof, a holder of depositary receipts is entitled to have the depositary deliver to such holder the applicable number of
shares of preferred stock underlying the depositary shares evidenced by the surrendered depositary receipts. There may be no market, however,
for the underlying preferred stock and once the underlying preferred stock is withdrawn from the depositary, it may not be redeposited.

Redemption and Liquidation

        The terms on which the depositary shares relating to the preferred stock of any series may be redeemed, and any amounts distributable upon
our liquidation, dissolution or winding up, will be described in the applicable prospectus supplement.

Voting

        Upon receiving notice of any meeting at which preferred stockholders of any series are entitled to vote, the depositary will mail the
information contained in that notice to the record depositary shareholders relating to those series of preferred stock. Each depositary shareholder
on the record date will be entitled to instruct the depositary on how to vote the shares of preferred stock underlying that holder's depositary
shares. The depositary will vote the shares of preferred stock underlying those depositary shares according to those instructions, and we will take
reasonably necessary actions to enable the depositary to do so. If the depositary does not receive specific instructions from the depositary
shareholders relating to that preferred stock, it will abstain from voting those shares of preferred stock, unless otherwise discussed in the
prospectus supplement.

Charges of Depositary

        We will pay all transfer and other taxes and governmental charges arising solely from the existence of the depositary arrangements. We will
also pay all charges of each depositary in connection with the initial deposit and any redemption of the preferred stock. Depositary shareholders
will be required to pay any other transfer and other taxes and governmental charges and any other charges expressly provided in the deposit
agreement to be for their accounts.

Miscellaneous

        Each depositary will forward to the relevant depositary shareholders all our reports and communications that we are required to furnish to
preferred stockholders of any series.

        The deposit agreement will contain provisions relating to adjustments in the fraction of a share of preferred stock represented by a
depositary share in the event of a change in par value, split-up, combination or other reclassification of the preferred stock or upon any
recapitalization, merger or sale of substantially all of our assets.

        Neither the depositary nor HCP will be liable if it is prevented or delayed by law or any circumstance beyond its control in performing its
obligations under any deposit agreement, or subject to any liability under the deposit agreement to holders of depositary receipts other than for
the
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relevant party's gross negligence or willful misconduct. The obligations of HCP and each depositary under any deposit agreement will be limited
to performance in good faith of their duties under that agreement, and they will not be obligated to prosecute or defend any legal proceeding in
respect of any depositary shares or preferred stock unless they are provided with satisfactory indemnity. They may rely upon written advice of
counsel or accountants, or information provided by persons presenting preferred stock for deposit, depositary shareholders or other persons
believed to be competent and on documents believed to be genuine.

Title

        HCP, each depositary and any of their agents may treat the registered owner of any depositary share as the absolute owner of that share,
whether or not any payment in respect of that depositary share is overdue and despite any notice to the contrary, for any purpose. See "Legal
Ownership and Book-Entry Issuance."

Resignation and Removal of Depositary

        A depositary may resign at any time by issuing us a notice of resignation, and we may remove any depositary at any time by issuing it a
notice of removal. Resignation or removal will take effect upon the appointment of a successor depositary and its acceptance of appointment.
That successor depositary must be appointed within 60 days after delivery of the notice of resignation or removal.

 DESCRIPTION OF THE DEBT SECURITIES WE MAY OFFER

Please note that in this section entitled "Description of the Debt Securities We May Offer," references to "holders" mean those who own
debt securities registered in their own names on the books that we or the trustee maintain for this purpose, and not those who own beneficial
interests in debt securities registered in street name or in debt securities issued in book-entry form through one or more depositaries. Owners of
beneficial interests in the debt securities should also read the section entitled "Legal Ownership and Book-Entry Issuance."

The following description summarizes the material provisions of our debt securities. The debt securities are to be issued under an existing
indenture dated as of September 1, 1993 between us and The Bank of New York Mellon Trust Company, N.A., as trustee (the "indenture"), which
has been filed with the SEC and incorporated by reference in the registration statement of which this prospectus is a part. This description is not
complete and is subject to, and is qualified in its entirety by reference to, the indenture and the Trust Indenture Act of 1939 (the "Trust Indenture
Act"). The specific terms of any series of debt securities will be described in the applicable prospectus supplement, and may differ from the
general description of the terms presented below. Whenever particular defined terms of the indenture, as supplemented or amended from time to
time, are referred to in this prospectus or a prospectus supplement, those defined terms are incorporated in this prospectus or such prospectus
supplement by reference.

General

        The indenture does not limit the aggregate principal amount of debt securities that may be issued under the indenture and provides that the
debt securities may be issued from time to time in one or more series. All securities issued under the indenture will rank equally and ratably with
all other securities issued under the indenture.

        The debt securities will be unsecured and will rank on a parity with all of our other unsecured and unsubordinated indebtedness. The debt
securities are not, by their terms, subordinate in right of payment to any of our other indebtedness.
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        Because our assets consist principally of interests in the subsidiaries through which we conduct our businesses, our right to participate as an
equity holder in any distribution of assets of any of our subsidiaries upon the subsidiary's liquidation or otherwise, and thus the ability of our
security holders to benefit from the distribution, is junior to creditors of the subsidiary, except to the extent that any claims we may have as a
creditor of the subsidiary are recognized. In addition, dividends, loans and advances to us from some of our subsidiaries are restricted by net
capital requirements under the Securities Exchange Act of 1934 and under rules of securities exchanges and other regulatory bodies.
Furthermore, because some of our subsidiaries are partnerships in which we are a general partner, we may be liable for their obligations. We also
guarantee many of the obligations of our subsidiaries. Any liability we may have for our subsidiaries' obligations could reduce our assets that are
available to satisfy our direct creditors, including investors in our securities.

        The prospectus supplement and any related pricing supplement will describe certain terms of the debt securities offered by that prospectus
supplement, including:

�
the title of the debt securities;

�
any limit on the aggregate principal amount of the debt securities and their purchase price;

�
the date or dates on which the debt securities will mature;

�
the rate or rates per annum (or manner in which interest is to be determined) at which the debt securities will bear interest, if
any, and the date from which the interest, if any, will accrue;

�
the dates on which interest, if any, on the debt securities will be payable and the regular record dates for these interest
payment dates;

�
any mandatory or optional sinking fund or analogous provisions;

�
additional provisions, if any, for the defeasance of the debt securities;

�
the date, if any, after which and the price or prices at which the debt securities may, pursuant to any optional or mandatory
redemption or repayment provisions, be redeemed and the other detailed terms and provisions of any optional or mandatory
redemption or repayment provisions;

�
whether the debt securities are to be issued in whole or in part in registered form represented by one or more registered
global securities and, if so, the identity of the depositary for the registered global securities;

�
to the extent appropriate, any applicable material United States federal income tax consequences; and

�
any other specific terms of the debt securities, including any additional events of default or covenants provided for with
respect to the debt securities, and any terms that may be required by or advisable under applicable laws or regulations.

        Principal of, premium, if any, and interest, if any, on the debt securities will be payable at the place or places designated by us and set forth
in the applicable prospectus supplement. Interest, if any, on the debt securities will be paid, unless otherwise provided in the applicable
prospectus supplement, by check mailed to the person in whose name the debt securities are registered at the close of business on the record
dates designated in the applicable prospectus supplement at the address of the related holder appearing on the register of debt securities. The
trustee will maintain at an office in the Borough of Manhattan, The City of New York, a register for the registration of transfers of debt
securities, subject to any restrictions set forth in the applicable prospectus supplement relating to the debt securities.
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registered form without coupons and in denominations of $1,000
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or any larger amount that is an integral multiple of $1,000. Debt securities may be presented for exchange and transfer in the manner, at the
places and subject to the restrictions set forth in the indenture, the debt securities and the prospectus supplement. These services will be provided
without charge, other than any tax or other governmental charge payable in connection with the exchange or transfer, but subject to the
limitations provided in the indenture.

        Debt securities will bear interest at a fixed rate or a floating rate. The debt securities may be issued at a price less than their stated
redemption price at maturity, resulting in the debt securities being treated as issued with original issue discount for United States federal income
tax purposes. Any original issue discount debt securities may currently pay no interest or interest at a rate which at the time of issuance is below
market rates. Special United States federal income tax and other considerations applicable to any of these discounted notes will be described in
the prospectus supplement or pricing supplement.

        The indenture provides that all debt securities of any one series need not be issued at the same time and we may, from time to time, issue
additional debt securities of a previously issued series without your consent and without notifying you. In addition, the indenture provides that
we may issue debt securities with terms different from those of any other series of debt securities and, within a series of debt securities, certain
terms (such as interest rate or manner in which interest is calculated and maturity date) may differ.

Conversion Rights

        The terms, if any, on which debt securities of a series may be exchanged for or converted into shares of our common stock, preferred stock,
debt securities of another series or other securities will be set forth in the prospectus supplement relating to the series. To protect our status as a
REIT, a holder may not convert any debt security, and the debt security is not convertible by any holder, if as a result of the conversion any
person would then be deemed to beneficially own, directly or indirectly, 9.8% or more of our common stock.

Global Debt Securities

        Unless we specify otherwise in the applicable prospectus supplement, the registered debt securities of a series will be issued only in the
form of one or more fully registered global securities that will be deposited with a depositary or with a nominee for a depositary identified in the
prospectus supplement relating to the series and registered in the name of the depositary or a nominee of the depository. Ownership of beneficial
interests in a registered global security will be limited to persons, or participants, that have accounts with the depositary for the registered global
security or persons that may hold interests through participants.

        Those who own beneficial interests in a global debt security will do so through participants in the depositary's securities clearance system,
and the rights of those indirect owners will be governed solely by the applicable procedures of the depositary and its participants. We describe
book-entry securities under "Legal Ownership and Book-Entry Issuance."

Covenants

Limitation on Borrowing Money

        In the indenture, we have agreed not to create, assume, incur or otherwise become liable in respect of any:

        (a)   Senior Debt, unless the aggregate principal amount of our Senior Debt outstanding will not, at the time of such creation, assumption or
incurrence and after giving effect thereto and to any
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concurrent transactions, exceed the greater of (i) 300% of Capital Base and (ii) 500% of Tangible Net Worth; and

        (b)   Non-Recourse Debt, unless the aggregate principal amount of our Senior Debt and Non-Recourse Debt outstanding will not, at the
time of such creation, assumption or incurrence and after giving effect thereto and to any concurrent transactions, exceed 500% of Capital Base.

        For the purpose of this limitation as to borrowing money, the following terms have the following meanings:

�
"Senior Debt" means all Debt other than Non-Recourse Debt and Subordinated Debt;

�
"Debt," with respect to any Person, means:

(a)
its indebtedness, secured or unsecured, for borrowed money;

(b)
Liabilities secured by any existing lien on property owned by the Person;

(c)
Capital Lease Obligations and the present value of all payments due under any arrangement for retention of title
(discounted at the implicit rate if known and at 9% otherwise) if the arrangement is in substance an installment
purchase or an arrangement for the retention of title for security purposes; and

(d)
guarantees of obligations of the character specified in clauses (a), (b) and (c) above to the full extent of the liability
of the guarantor (discounted to present value, as provided in clause (c) above, in the case of guarantees of title
retention arrangements).

�
"Capital Lease" means at any time any lease of Property which, in accordance with generally accepted accounting principles,
would at that time be required to be capitalized on a balance sheet of the lessee;

�
"Capital Lease Obligation" means at any time the amount of the liability in respect of a Capital Lease which, in accordance
with generally accepted accounting principles, would at that time be so required to be capitalized on a balance sheet of the
lessee;

�
"Property" means any interest in any kind of property or asset, whether real, personal or mixed, or tangible or intangible;

�
"Person" means an individual, partnership, joint venture, joint-stock company, association, corporation, trust or
unincorporated organization, or a government or agency or political subdivision thereof;

�
"Non-Recourse Debt," with respect to any Person, means any Debt secured by, and only by, property on or with respect to
which the Debt is incurred where the rights and remedies of the holder of the Debt in the event of default do not extend to
assets other than the property constituting security for the Debt;

�
"Subordinated Debt" means any of our unsecured Debt which is issued or assumed pursuant to, or evidenced by, an
indenture or other instrument which contains provisions for the subordination of such Debt (to which appropriate reference
shall be made in the instruments evidencing such Debt if not contained therein) to the debt securities (and, at our option, if so
provided, to our Debt, either generally or as specifically designated);
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"Capital Base" means, at any date, the sum of Tangible Net Worth and Subordinated Debt;

�
"Tangible Net Worth" means, at any date, the net book value (after deducting related depreciation, obsolescence,
amortization, valuation, and other proper reserves) of our Tangible Assets at that date, minus the amount of our Liabilities at
that date;
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�
"Tangible Assets" means all of our assets (including assets held subject to Capital Leases and other arrangements pursuant to
which title to the Property has been retained by or vested in some other Person for security purposes), except: (a) deferred
assets other than prepaid insurance, prepaid taxes and deposits; (b) patents, copyrights, trademarks, trade names, franchises,
goodwill, experimental expense and other similar intangibles; and (c) unamortized debt discount and expense; and

�
"Liabilities" means at any date the items shown as liabilities on our balance sheet, except any items of deferred income,
including capital gains.

Consolidation, Merger and Sale of Assets

        We may not consolidate or merge with or into or transfer or lease our assets substantially as an entirety to any person unless we are the
continuing corporation or the successor corporation or person to which the assets are transferred or leased is organized under the laws of the
United States or any state of the United States or the District of Columbia and expressly assumes our obligations on the debt securities and under
the indenture, and after giving effect to the transaction no event of default under the indenture has occurred and is continuing, and certain other
conditions are met.

Additional Covenants

        Any additional covenants that we agree to with respect to a series of the debt securities will be set forth in the prospectus supplement or
related pricing supplement.

Events of Default

        The following are events of default under the indenture with respect to the debt securities of any series:

�
failure to pay principal of or any premium on any debt security of the series when due;

�
failure to pay any interest on any debt security of the series when due, continued for 30 days;

�
failure to deposit any sinking fund payment when due in respect of any debt security of the series;

�
failure to perform any other of our covenants or warranties in the indenture (other than a covenant or warranty included in
the indenture solely for the benefit of one or more series of debt securities other than that series), continued for 60 days after
written notice by the trustee to us or by the holders of at least 25% in aggregate principal amount of the outstanding debt
securities of the series to us and the trustee as provided in the indenture;

�
certain events in bankruptcy, insolvency, conservatorship, receivership or reorganization of us;

�
an acceleration of the date on which any of our other indebtedness evidenced by any mortgage, indenture or instrument shall
be due and payable, in an aggregate principal amount exceeding $20,000,000 and such acceleration is not rescinded or
annulled within 10 days after written notice is given by the trustee to us or by the holders of at least 25% in aggregate
principal amount of the outstanding debt securities of the series to us and the trustee as provided in the indenture; and

�
the occurrence of any other event of default provided with respect to the debt securities of that series.

        If an event of default with respect to the outstanding debt securities of any series occurs and is continuing, either the trustee or the holders
of at least 25% in aggregate principal amount of the outstanding debt securities of that series may declare the principal amount of all the
outstanding debt
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securities of that series to be due and payable immediately. At any time after the declaration of acceleration with respect to the debt securities of
any series has been made, but before a judgment or decree based on acceleration has been obtained, the holders of a majority in aggregate
principal amount of the outstanding debt securities of that series may, under certain circumstances, rescind and annul the acceleration.

        The indenture provides that the trustee will, within 90 days after the occurrence of a default with respect to a series of debt securities, give
to the holders of the outstanding debt securities of the series notice of all uncured defaults known to it. Except in the case of default in the
payment of principal, premium, if any, or interest, if any, on any debt securities of a series, the trustee shall be protected in withholding the
notice if the trustee in good faith determines that the withholding of the notice is in the interest of the holders of outstanding debt securities of
the series.

        The indenture provides that, subject to the duty of the trustee during the continuance of an event of default to act with the required standard
of care, the trustee will be under no obligation to exercise any of its rights or powers under the indenture at the request or direction of any of the
holders, unless the holders shall have offered to the trustee reasonable indemnity. Subject to such provisions for the indemnification of the
trustee and subject to certain other limitations, the holders of a majority in aggregate principal amount of the outstanding debt securities of any
series will have the right to direct the time, method and place of conducting any proceedings for any remedy available to the trustee, or
exercising any trust or power conferred on the trustee, with respect to the debt securities of that series.

        We are required to furnish to the trustee annually a statement as to our performance of certain obligations under the indenture and as to any
default in our performance.

Modification, Waiver and Amendment

        The indenture provides that modifications and amendments may be made by us and the trustee to the indenture without the consent of any
holders:

�
to cure any ambiguity;

�
to provide for our successor to assume the indenture;

�
to provide for a successor trustee;

�
to change or eliminate any provisions of the indenture with respect to all or any series of the debt securities not then
outstanding;

�
to add to the covenants of HCP for the benefit of the holders of all or any series of debt securities;

�
to maintain the qualification of the indenture under the Trust Indenture Act; or

�
to make other changes specified in the indenture.

        The indenture provides that modifications and amendments may be made by us and the trustee to the indenture with the consent of the
holders of not less than 662/3% in aggregate principal amount of the outstanding debt securities of each series affected by the modification or
amendment. However, no such modification or amendment may, without the consent of the holder of each outstanding debt security affected
thereby:

�
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�
reduce the principal amount of, premium, if any, or interest, if any, on any debt security;
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�
reduce the amount of principal of an original issue discount debt security payable upon acceleration of the stated maturity of
the debt security;

�
change the place or currency of payment of the principal of, premium, if any, or interest, if any, on any debt security;

�
impair the right to institute suit for the enforcement of any payment on or with respect to any debt security;

�
reduce the percentage in aggregate principal amount of the outstanding debt securities of any series, the consent of whose
holders is required for modification or amendment of the indenture or for waiver of compliance with certain provisions of
the indenture or for waiver of certain defaults; or

�
modify the provisions of the indenture providing for the modification, waiver or amendment of provisions of the indenture
regarding waivers of events of default or the provisions providing that we maintain certain insurance.

        The holders of a majority in aggregate principal amount of the outstanding debt securities of each series will be able, on behalf of all
holders of the debt securities of that series, to waive compliance by us with certain restrictive provisions of the indenture, or any past default
under the indenture with respect to the debt securities of that series, except a default in the payment of principal, premium, if any, or interest, if
any, or in respect of a provision of the indenture which cannot be amended or modified without the consent of the holder of each outstanding
debt security of the series affected.

Satisfaction and Discharge of Indenture

        The indenture, with respect to any and all series of debt securities (except for certain specified surviving obligations including, among other
things, our obligation to pay the principal of, premium, if any, or interest, if any, on any debt securities), will be discharged and cancelled upon
the satisfaction of certain conditions, including the payment in full of the principal of, premium, if any, and interest, if any, on all of the debt
securities of that series or the deposit with the trustee of an amount of cash sufficient for the payment or redemption, in accordance with the
indenture.

Defeasance

        We will be able to terminate certain of our obligations under the indenture with respect to the debt securities of any series on the terms and
subject to the conditions contained in the indenture by depositing in trust with the trustee cash or U.S. government obligations (or combination
thereof) sufficient to pay the principal of, premium, if any, and interest, if any, on the debt securities of the series to their maturity or redemption
date in accordance with the terms of the indenture and the debt securities of the series.

Governing Law and Consent to Jurisdiction

        The indenture is and the debt securities issued thereunder will be governed by and construed in accordance with the laws of the State of
California.

Concerning the Trustee

        The indenture contains certain limitations on the rights of the trustee should it become a creditor of us, to obtain payment of claims in
certain cases, or to realize on certain property received in respect of any such claim as security or otherwise. The trustee will be permitted to
engage in other transactions with us. However, if the trustee acquires any conflicting interest it must eliminate such conflict or resign or
otherwise comply with the Trust Indenture Act of 1939, as amended.
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        The indenture provides that, in case an event of default should occur and be continuing, the trustee will be required to use the degree of care
and skill of a prudent person in the conduct of his or her own affairs in the exercise of its powers.

 DESCRIPTION OF WARRANTS OR OTHER RIGHTS WE MAY OFFER

Please note that in this section entitled "Description of Warrants or Other Rights We May Offer," references to "holders" mean those who
own warrants or other rights registered in their own names, on the books that we or any applicable trustee or warrant or rights agent maintain
for this purpose, and not those who own beneficial interests in warrants or rights registered in street name or in warrants or rights issued in
book-entry form through one or more depositaries. Owners of beneficial interests in warrants or rights should also read the section entitled
"Legal Ownership and Book-Entry Issuance."

This section outlines some of the provisions of each warrant or rights agreement pursuant to which warrants or rights may be issued, the
warrants or rights, and any warrant or rights certificates. This information may not be complete in all respects and is qualified entirely by
reference to any warrant agreement or rights agreement with respect to the warrants or rights of any particular series. The specific terms of any
series of warrants or rights will be described in the applicable prospectus supplement. If so described in the prospectus supplement, the terms of
that series of warrants or rights may differ from the general description of terms presented below.

        We may issue warrants or other rights. We may issue these securities in such amounts or in as many distinct series as we wish. This section
summarizes the terms of these securities that apply generally. Most of the financial and other specific terms of any such series of securities will
be described in the applicable prospectus supplement. Those terms may vary from the terms described here.

        When we refer to a series of securities in this section, we mean all securities issued as part of the same series under any applicable
indenture, agreement or other instrument. When we refer to the applicable prospectus supplement, we mean the prospectus supplement
describing the specific terms of the security you purchase. The terms used in the applicable prospectus supplement generally will have the
meanings described in this prospectus, unless otherwise specified in the applicable prospectus supplement.

Warrants

        We may issue warrants, options or similar instruments for the purchase of our debt securities, preferred stock, common stock, depositary
shares or units. We refer to these collectively as "warrants." Warrants may be issued independently or together with debt securities, preferred
stock, common stock, depositary shares or units, and may be attached to or separate from those securities.

Rights

        We may also issue rights, on terms to be determined at the time of sale, for the purchase or sale of, or whose cash value or stream of cash
payments is determined by reference to, the occurrence or non-occurrence of or the performance, level or value of, one or more of the following:

�
securities of one or more issuers, including our common or preferred stock or other securities described in this prospectus or
debt or equity securities of third parties;

�
one or more currencies;

�
one or more commodities;

�
any other financial, economic or other measure or instrument, including the occurrence or non-occurrence of any event or
circumstance; and
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�
one or more indices or baskets of the items described above.

        We refer to each property described above as a "right property."

        We may satisfy our obligations, if any, and the holder of a right may satisfy its obligations, if any, with respect to any rights by delivering,
among other things:

�
the right property;

�
the cash value of the right property; or

�
the cash value of the rights determined by reference to the performance, level or value of the right.

        The applicable prospectus supplement will describe what we may deliver to satisfy our obligations, if any, and what the holder of a right
may deliver to satisfy its obligations, if any, with respect to any rights.

Agreements

        Each series of warrants or rights may be evidenced by certificates and may be issued under a separate indenture, agreement or other
instrument to be entered into between us and a bank that we select as agent with respect to such series. The warrant or rights agent will act solely
as our agent in connection with the warrant or rights agreement or any warrant or rights certificates and will not assume any obligation or
relationship of agency or trust for or with any warrant or rights holders. Copies of the forms of agreements and the forms of certificates
representing the warrants or rights will be filed with the SEC near the date of filing of the applicable prospectus supplement with the SEC.
Because the following is a summary of certain provisions of the forms of agreements and certificates, it does not contain all information that
may be important to you. You should read all the provisions of the agreements and the certificates once they are available. Warrants or rights in
book-entry form will be represented by a global security registered in the name of a depositary, which will be the holder of all the securities
represented by the global security. Those who own beneficial interests in a global security will do so through participants in the depositary's
system, and the rights of these indirect owners will be governed solely by the applicable procedures of the depositary and its participants. We
describe book-entry securities under "Legal Ownership and Book-Entry Issuance."

General Terms of Warrants or Rights

        The prospectus supplement relating to a series of warrants or rights will identify the name and address of the warrant or rights agent, if any.
The prospectus supplement will describe the terms of the series of warrants or rights in respect of which this prospectus is being delivered,
including:

�
the offering price;

�
the currency for which the warrants or rights may be purchased;

�
the designation and terms of any securities with which the warrants or rights are issued and in that event the number of
warrants or rights issued with each security or each principal amount of security;

�
the date, if any, on which the warrants or rights and any related securities will be separately transferable;

�
whether the warrants or rights are to be sold separately or with other securities, as part of units or otherwise;
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�
whether the warrants or rights will be issued in fully registered form or bearer form, in global or non-global form or in any
combination of these forms;

�
the dates on which the right to exercise the warrants will commence and expire;

�
material United States federal income tax consequences of holding or exercising these securities; and

�
any other terms of the warrants or rights.

        Warrant or rights certificates may be exchanged for new certificates of different denominations and may be presented for transfer of
registration and, if exercisable for other securities or other property, may be exercised at the warrant or rights agent's corporate trust office or any
other office indicated in the prospectus supplement. If the warrants or rights are not separately transferable from any securities with which they
were issued, an exchange may take place only if the certificates representing the related securities are also exchanged. Prior to exercise of any
warrant or right exercisable for other securities or other property, warrant or rights holders will not have any rights as holders of the underlying
securities, including the right to receive any principal, premium, interest, dividends, or payments upon our liquidation, dissolution or winding up
or to exercise any voting rights.

Exercise of Warrants or Rights

        If any warrant or right is exercisable for other securities or other property, the following provisions will apply. Each such warrant or right
may be exercised at any time up to any expiration date and time mentioned in the prospectus supplement relating to those warrants or rights as
may otherwise be stated in the prospectus supplement. After the close of business on any applicable expiration date, unexercised warrants or
rights will become void.

        Warrants or rights may be exercised by delivery of the certificate representing the securities to be exercised, or in the case of global
securities, as described below under "Legal Ownership and Book-Entry Issuance," by delivery of an exercise notice for those warrants or rights,
together with certain information, and payment to any warrant or rights agent in immediately available funds, as provided in the prospectus
supplement, of the required purchase amount, if any. Upon receipt of payment and the properly executed certificate or exercise notice at the
office indicated in the prospectus supplement, we will, within the time period in the relevant agreement, issue and deliver the securities or other
property purchasable upon such exercise. If fewer than all of the warrants or rights represented by such certificates are exercised, a new
certificate will be issued for the remaining amount of warrants or rights. The warrant or rights holder will be required to pay any tax or other
governmental charge that may be imposed in connection with any transfer involved in the issuance of the underlying securities or property.

        If mentioned in the prospectus supplement, securities may be surrendered as all or part of the exercise price for warrants or rights.

Preferred Stock, Depositary Shares and Common Stock Warrant Adjustment

        In the case of warrants or rights to purchase preferred stock, common stock or depositary shares the exercise price payable and the number
of shares of common stock purchasable upon warrant exercise may be adjusted in certain events. The terms and conditions on which adjustments
may be made will be set forth in the warrant or rights certificate and the applicable prospectus supplement. Such description will include
information about:

�
the provisions for adjusting the exercise price of and/or the number of shares of preferred stock, depositary shares or
common stock covered by such warrants or rights;

�
the events requiring such adjustment;
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�
the events upon which we may, in lieu of making such adjustment, make proper provisions so that the warrant or rights
holder, upon exercise, would be treated as if such holder had exercised such warrant or right prior to the occurrence of such
events; and

�
the provisions affecting exercise if certain events affecting the preferred stock, depositary shares or common stock occur.

        The prospectus supplement will describe which, if any, of these provisions shall apply to a particular series of warrants or rights. Unless
otherwise specified in the applicable prospectus supplement, no adjustment in the number of shares purchasable upon warrant or right exercise
will be required until cumulative adjustments require an adjustment of at least 1% of such number and no fractional shares will be issued upon
warrant or right exercise, but we will pay the cash value of any fractional shares otherwise issuable.

Consolidation, Merger and Sale of Assets

        Any agreement with respect to warrants or rights will provide that we are generally permitted to merge or consolidate with another
corporation or other entity. Any such agreement will also provide that we are permitted to sell our assets substantially as an entirety to another
corporation or other entity. With regard to any series of securities, however, we may not take any of these actions unless all of the following
conditions are met:

�
if we are not the successor entity, the person formed by the consolidation or into or with which we merge or the person to
which our properties and assets are conveyed, transferred or leased must be an entity organized and existing under the laws
of the United States, any state or the District of Columbia and must expressly assume the performance of our covenants
under any relevant indenture, agreement or other instrument; and

�
we or that successor corporation must not, after giving effect to the transaction, be in default under that agreement.

Enforcement by Holders of Warrants or Rights

        Any warrant or rights agent for any series of warrants or rights will act solely as our agent under the relevant agreement and will not
assume any obligation or relationship of agency or trust for any warrant or rights holder.

        A single bank or trust company may act as agent for more than one issue of securities. Any such agent will have no duty or responsibility in
case we default in performing our obligations under the relevant agreement or warrant or right, including any duty or responsibility to initiate
any legal proceedings or to make any demand upon us. Any warrant or rights holder may, without the agent's consent or consent of any other
securityholder, enforce by appropriate legal action its right to exercise any warrant or right exercisable for any property.

Replacement of Certificates

        We will replace any destroyed, lost, stolen or mutilated warrant or rights certificate upon delivery to us and any applicable agent of
satisfactory evidence of the ownership of that certificate and of its destruction, loss, theft or mutilation, and (in the case of mutilation) surrender
of that certificate to us or any applicable agent, unless we have, or the agent has, received notice that the certificate has been acquired by a bona
fide purchaser. That warrant or rights holder will also be required to provide indemnity satisfactory to us and the relevant warrant or rights agent
before a replacement certificate will be issued.
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Title

        HCP, any warrant or rights agents for any series of warrants or rights and any of their agents may treat the registered holder of any
certificate as the absolute owner of the warrants or rights evidenced by that certificate for any purpose and as the person entitled to exercise the
rights attaching to such warrants or rights so requested, despite any notice to the contrary. See "Legal Ownership and Book-Entry Issuance."

 DESCRIPTION OF STOCK PURCHASE CONTRACTS WE MAY OFFER

Please note that in this section entitled "Description of Stock Purchase Contracts We May Offer," references to "holders" mean those who
own stock purchase contracts registered in their own names, on the books that we or our agent maintain for this purpose, and not those who
own beneficial interests in stock purchase contracts registered in street name or in stock purchase contracts issued in book-entry form through
one or more depositaries. Owners of beneficial interests in the stock purchase contracts should read the section below entitled "Legal
Ownership and Book-Entry Issuance."

This section outlines some of the provisions of the stock purchase contracts, the stock purchase contract agreement and the pledge
agreement. This information is not complete in all respects and is qualified entirely by reference to the stock purchase contract agreement and
pledge agreement with respect to the stock purchase contracts of any particular series. The specific terms of any series of stock purchase
contracts will be described in the applicable prospectus supplement. If so described in a prospectus supplement, the specific terms of any series
of stock purchase contracts may differ from the general description of terms presented below.

        Unless otherwise specified in the applicable prospectus supplement, we may issue stock purchase contracts, including contracts obligating
holders to purchase from us and us to sell to the holders, a specified number of shares of common stock, preferred stock, depositary shares or
other security or property at a future date or dates. Alternatively, the stock purchase contracts may obligate us to purchase from holders, and
obligate holders to sell to us, a specified or varying number of shares of common stock, preferred stock, depositary shares or other security or
property. The consideration per share of common stock or preferred stock or per depositary share or other security or property may be fixed at
the time the stock purchase contracts are issued or may be determined by a specific reference to a formula set forth in the stock purchase
contracts. The stock purchase contracts may provide for settlement by delivery by or on behalf of HCP of shares of the underlying security or
property or, they may provide for settlement by reference or linkage to the value, performance or trading price of the underlying security or
property. The stock purchase contracts may be issued separately or as part of stock purchase units consisting of a stock purchase contract and
debt securities, preferred stock or debt obligations of third parties, including U.S. treasury securities, other stock purchase contracts or common
stock, or other securities or property, securing the holders' obligations to purchase or sell, as the case may be, the common stock or the preferred
stock under the stock purchase contracts. The stock purchase contracts may require us to make periodic payments to the holders of the stock
purchase units or vice versa, and such payments may be unsecured or prefunded on some basis and may be paid on a current or on a deferred
basis. The stock purchase contracts may require holders to secure their obligations thereunder in a specified manner and may provide for the
prepayment of all or part of the consideration payable by holders in connection with the purchase of the underlying security or other property
pursuant to the stock purchase contracts.

        The securities related to the stock purchase contracts may be pledged to a collateral agent for HCP's benefit pursuant to a pledge agreement
to secure the obligations of holders of stock purchase contracts to purchase the underlying security or property under the related stock purchase
contracts. The rights of holders of stock purchase contracts to the related pledged securities will be subject to HCP's security interest therein
created by the pledge agreement. No holder of stock purchase contracts
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will be permitted to withdraw the pledged securities related to such stock purchase contracts from the pledge arrangement except upon the
termination or early settlement of the related stock purchase contracts or in the event other securities, cash or property is made subject to the
pledge agreement in lieu of the pledged securities, if permitted by the pledge agreement, or as otherwise provided in the pledge agreement.
Subject to such security interest and the terms of the stock purchase contract agreement and the pledge agreement, each holder of a stock
purchase contract will retain full beneficial ownership of the related pledged securities.

        Except as described in the applicable prospectus supplement, the collateral agent will, upon receipt of distributions on the pledged
securities, distribute such payments to HCP or the stock purchase contract agent, as provided in the pledge agreement. The purchase agent will
in turn distribute payments it receives as provided in the stock purchase contract agreement.

 DESCRIPTION OF UNITS WE MAY OFFER

Please note that in this section entitled "Description of Units We May Offer," references to "holders" mean those who own units registered
in their own names, on the books that we or our agent maintain for this purpose, and not those who own beneficial interests in units registered
in street name or in units issued in book-entry form through one or more depositaries. Owners of beneficial interests in the units should read the
section below entitled "Legal Ownership and Book-Entry Issuance."

This section outlines some of the provisions of the units and the unit agreements. This information may not be complete in all respects and
is qualified entirely by reference to the unit agreement with respect to the units of any particular series. The specific terms of any series of units
will be described in the applicable prospectus supplement. If so described in a particular supplement, the specific terms of any series of units
may differ from the general description of terms presented below.

        We may issue units comprised of two or more debt securities, shares of common stock, shares of preferred stock, stock purchase contracts,
warrants, rights and other securities in any combination. Each unit will be issued so that the holder of the unit is also the holder of each security
included in the unit. Thus, the holder of a unit will have the rights and obligations of a holder of each included security. The unit agreement
under which a unit is issued may provide that the securities included in the unit may not be held or transferred separately, at any time or at any
time before a specified date.

        The applicable prospectus supplement may describe:

�
the designation and terms of the units and of the securities comprising the units, including whether and under what
circumstances those securities may be held or transferred separately;

�
any provisions of the governing unit agreement that differ from those described below;

�
the price or prices at which such units will be issued;

�
information with respect to book-entry procedures, if any;

�
the applicable United States federal income tax considerations relating to the units;

�
any provisions for the issuance, payment, settlement, transfer or exchange of the units or of the securities comprising the
units; and

�
any other terms of the units and of the securities comprising the units.
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        The provisions described in this section, as well as those described under "Description of the Debt Securities We May Offer," "Description
of Warrants or Other Rights We May Offer," "Description of Stock Purchase Contracts We May Offer," "Description of Capital Stock We May
Offer�Common Stock" and "Description of Capital Stock We May Offer�Preferred Stock" will apply to the securities included in each unit, to the
extent relevant.
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Issuance in Series

        We may issue units in such amounts and in as many distinct series as we wish. This section summarizes terms of the units that apply
generally to all series. Most of the financial and other specific terms of your series will be described in the applicable prospectus supplement.

Unit Agreements

        We will issue the units under one or more unit agreements to be entered into between us and a bank or other financial institution, as unit
agent. We may add, replace or terminate unit agents from time to time. We will identify the unit agreement under which each series of units will
be issued and the unit agent under that agreement in the applicable prospectus supplement.

        The following provisions will generally apply to all unit agreements unless otherwise stated in the applicable prospectus supplement.

Enforcement of Rights

        The unit agent under a unit agreement will act solely as our agent in connection with the units issued under that agreement. The unit agent
will not assume any obligation or relationship of agency or trust for or with any holders of those units or of the securities comprising those units.
The unit agent will not be obligated to take any action on behalf of those holders to enforce or protect their rights under the units or the included
securities.

        Except as indicated in the next paragraph, a holder of a unit may, without the consent of the unit agent or any other holder, enforce its rights
as holder under any security included in the unit, in accordance with the terms of that security and the indenture, warrant agreement, rights
agreement or other instrument under which that security is issued. Those terms are described elsewhere in this prospectus under the sections
relating to debt securities, warrants, stock purchase contracts, common stock and preferred stock, as relevant.

        Notwithstanding the foregoing, a unit agreement may limit or otherwise affect the ability of a holder of units issued under that agreement to
enforce its rights, including any right to bring a legal action, with respect to those units or any securities, other than debt securities, that are
included in those units. Limitations of this kind will be described in the applicable prospectus supplement.

Unit Agreements Will Not Be Qualified Under Trust Indenture Act

        No unit agreement will be qualified as an indenture, and no unit agent will be required to qualify as a trustee, under the Trust Indenture Act.
Therefore, holders of units issued under unit agreements will not have the protections of the Trust Indenture Act with respect to their units.

Mergers and Similar Transactions Permitted; No Restrictive Covenants or Events of Default

        The unit agreements will not restrict our ability to merge or consolidate with, or sell our assets to, another corporation or other entity or to
engage in any other transactions. If at any time we merge or consolidate with, or sell our assets substantially as an entirety to, another
corporation or other entity, the successor entity will succeed to and assume our obligations under the unit agreements. We will then be relieved
of any further obligation under these agreements.

        The unit agreements will not include any restrictions on our ability to put liens on our assets, including our interests in our subsidiaries, nor
will they restrict our ability to sell our assets. The unit agreements also will not provide for any events of default or remedies upon the
occurrence of any events of default.
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Governing Law

        The unit agreements and the units will be governed by New York law.

Form, Exchange and Transfer

        We will issue each unit in global�i.e., book-entry�form only. Units in book-entry form will be represented by a global security registered in
the name of a depositary, which will be the holder of all the units represented by the global security. Those who own beneficial interests in a unit
will do so through participants in the depositary's system, and the rights of these indirect owners will be governed solely by the applicable
procedures of the depositary and its participants. We describe book-entry securities below under "Legal Ownership and Book-Entry Issuance."

        Each unit and all securities comprising the unit will be issued in the same form.

        If we issue any units in registered, non-global form, the following will apply to them.

        The units will be issued in the denominations stated in the applicable prospectus supplement. Holders may exchange their units for units of
smaller denominations or combined into fewer units of larger denominations, as long as the total amount is not changed.

�
Holders may exchange or transfer their units at the office of the unit agent. Holders may also replace lost, stolen, destroyed
or mutilated units at that office. We may appoint another entity to perform these functions or perform them ourselves.

�
Holders will not be required to pay a service charge to transfer or exchange their units, but they may be required to pay for
any tax or other governmental charge associated with the transfer or exchange. The transfer or exchange, and any
replacement, will be made only if our transfer agent is satisfied with the holder's proof of legal ownership. The transfer agent
may also require an indemnity before replacing any units.

�
If we have the right to redeem, accelerate or settle any units before their maturity, and we exercise our right as to less than all
those units or other securities, we may block the exchange or transfer of those units during the period beginning 15 days
before the day we mail the notice of exercise and ending on the day of that mailing, in order to freeze the list of holders to
prepare the mailing. We may also refuse to register transfers of or exchange any unit selected for early settlement, except
that we will continue to permit transfers and exchanges of the unsettled portion of any unit being partially settled. We may
also block the transfer or exchange of any unit in this manner if the unit includes securities that are or may be selected for
early settlement.

        Only the depositary will be entitled to transfer or exchange a unit in global form, since it will be the sole holder of the unit.

Payments and Notices

        In making payments and giving notices with respect to our units, we will follow the procedures we plan to use with respect to our debt
securities, where applicable. We describe those procedures above under "Description of the Debt Securities We May Offer�General" and
"Description of the Debt Securities We May Offer�Global Debt Securities."
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 LEGAL OWNERSHIP AND BOOK-ENTRY ISSUANCE

In this section, we describe special considerations that will apply to registered securities issued in global�i.e., book-entry�form. First, we
describe the difference between legal ownership and indirect ownership of registered securities. Then, we describe special provisions that apply
to global securities.

Who is the Legal Owner of a Registered Security?

        Each security in registered form will be represented either by a certificate issued in definitive form to a particular investor or by one or
more global securities representing the entire issuance of securities. We refer to those who have securities registered in their own names, on the
books that we or the trustee, warrant agent or other agent maintain for this purpose, as the "holders" of those securities. These persons are the
legal holders of the securities. We refer to those who, indirectly through others, own beneficial interests in securities that are not registered in
their own names as indirect owners of those securities. As we discuss below, indirect owners are not legal holders, and investors (i.e., persons or
institutions purchasing securities in the offering to which a prospectus supplement relates) in securities issued in book-entry form or in street
name will be indirect owners.

Book-Entry Owners

        We will issue each security in book-entry form only, unless we specify otherwise in the applicable prospectus supplement. This means
securities will be represented by one or more global securities registered in the name of a financial institution that holds them as depositary on
behalf of other financial institutions that participate in the depositary's book-entry system. These participating institutions, in turn, hold
beneficial interests in the securities on behalf of themselves or their customers.

        Under the indenture with respect to our debt securities, only the person in whose name a security is registered is recognized as the holder of
that security. Consequently, for securities issued in global form, we will recognize only the depositary as the holder of the securities and we will
make all payments on the securities, including deliveries of any property other than cash, to the depositary. The depositary passes along the
payments it receives to its participants, which in turn pass the payments along to their customers who are the beneficial owners. The depositary
and its participants do so under agreements they have made with one another or with their customers; they are not obligated to do so under the
terms of the securities.

        As a result, investors will not own securities directly. Instead, they will own beneficial interests in a global security, through a bank, broker
or other financial institution that participates in the depositary's book-entry system or holds an interest through a participant. As long as the
securities are issued in global form, investors will be indirect owners, and not holders, of the securities.

Street Name Owners

        In the future we may terminate a global security or issue securities initially in non-global form. In these cases, investors may choose to hold
their securities in their own names or in street name. Securities held by an investor in street name would be registered in the name of a bank,
broker or other financial institution that the investor chooses, and the investor would hold only a beneficial interest in those securities through an
account he or she maintains at that institution.

        For securities held in street name, we will recognize only the intermediary banks, brokers and other financial institutions in whose names
the securities are registered as the holders of those securities and we will make all payments on those securities, including deliveries of any
property other than cash, to them. These institutions pass along the payments they receive to their customers who are the beneficial owners, but
only because they agree to do so in their customer agreements or because
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they are legally required to do so. Investors who hold securities in street name will be indirect owners, not holders, of those securities.

Legal Holders

        Our obligations as well as the obligations of any trustee under any indenture and the obligations, if any, of any warrant agents and unit
agents and any other third parties employed by us, the trustee or any of those agents, run only to the holders of the securities. We do not have
obligations to investors who hold beneficial interests in global securities, in street name or by any other indirect means. This will be the case
whether an investor chooses to be an indirect holder of a security or has no choice because we are issuing the securities only in global form.

        For example, once we make a payment or give a notice to the holder, we have no further responsibility for that payment or notice even if
that holder is required, under agreements with depositary participants or customers or by law, to pass it along to the indirect owners but does not
do so. Similarly, if we want to obtain the approval of the holders for any purpose�e.g., to amend an indenture for a series of debt securities or
warrants or the warrant agreement for a series of warrants or to relieve us of the consequences of a default or of our obligation to comply with a
particular provision of an indenture�we would seek the approval only from the holders, and not the indirect owners, of the relevant securities.
Whether and how the holders contact the indirect owners is up to the holders.

        When we refer to "you" in this prospectus, we mean those who invest in the securities being offered by this prospectus, whether they are the
holders or only indirect owners of those securities. When we refer to "your securities" in this prospectus, we mean the securities in which you
will hold a direct or indirect interest.

Special Considerations for Indirect Owners

        If you hold securities through a bank, broker or other financial institution, either in book-entry form or in street name, you should check
with your own institution to find out:

�
how it handles securities payments and notices;

�
whether it imposes fees or charges;

�
whether and how you can instruct it to exercise any rights to purchase or sell warrant property under a warrant or stock
purchase contract or to exchange or convert a security for or into other property;

�
how it would handle a request for the holders' consent, if ever required;

�
whether and how you can instruct it to send you securities registered in your own name so you can be a holder, if that is
permitted in the future;

�
how it would exercise rights under the securities if there were a default or other event triggering the need for holders to act to
protect their interests; and

�
if the securities are in book-entry form, how the depositary's rules and procedures will affect these matters.

What is a Global Security?

        We will issue each security in book-entry form only, unless we specify otherwise in the applicable prospectus supplement. Each security
issued in book-entry form will be represented by a global security that we deposit with and register in the name of one or more financial
institutions or their nominees,
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which we select. A financial institution that we select for any security for this purpose is called the "depositary" for that security. A security will
usually have only one depositary but it may have more.

        Each series of securities will have one or more of the following as the depositaries:

�
The Depository Trust Company, New York, New York, which is known as DTC;

�
a financial institution holding the securities on behalf of Euroclear;

�
a financial institution holding the securities on behalf of Clearstream; and

�
any other clearing system or financial institution named in the applicable prospectus supplement.

        The depositaries named above may also be participants in one another's systems. Thus, for example, if DTC is the depositary for a global
security, investors may hold beneficial interests in that security through Euroclear or Clearstream, as DTC participants. The depositary or
depositaries for your securities will be named in the applicable prospectus supplement; if none is named, the depositary will be DTC.

        A global security may represent one or any other number of individual securities. Generally, all securities represented by the same global
security will have the same terms. We may, however, issue a global security that represents multiple securities of the same kind, such as debt
securities, that have different terms and are issued at different times. We call this kind of global security a master global security. Your
prospectus supplement will not indicate whether your securities are represented by a master global security.

        A global security may not be transferred to or registered in the name of anyone other than the depositary or its nominee, unless special
termination situations arise. We describe those situations below under "�Holder's Option to Obtain a Non-Global Security; Special Situations
When a Global Security Will Be Terminated." As a result of these arrangements, the depositary, or its nominee, will be the sole registered owner
and holder of all securities represented by a global security, and investors will be permitted to own only beneficial interests in a global security.
Beneficial interests must be held by means of an account with a broker, bank or other financial institution that in turn has an account with the
depositary or with another institution that does. Thus, an investor whose security is represented by a global security will not be a holder of the
security, but only an indirect owner of a beneficial interest in the global security.

        If the prospectus supplement for a particular security indicates that the security will be issued in global form only, then the security will be
represented by a global security at all times unless and until the global security is terminated. We describe the situations in which this can occur
below under "�Holder's Option to Obtain a Non-Global Security; Special Situations When a Global Security Will Be Terminated." If termination
occurs, we may issue the securities through another book-entry clearing system or decide that the securities may no longer be held through any
book-entry clearing system.

Special Considerations for Global Securities

        As an indirect owner, an investor's rights relating to a global security will be governed by the account rules of the depositary, those of the
investor's financial institution (e.g., Euroclear and Clearstream, if DTC is the depositary), as well as general laws relating to securities transfers.
We do not recognize this type of investor or any intermediary as a holder of securities and instead deal only with the depositary that holds the
global security.

39

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 130



Table of Contents

        If securities are issued only in the form of a global security, an investor should be aware of the following:

�
an investor cannot cause the securities to be registered in his or her own name, and cannot obtain non-global certificates for
his or her interest in the securities, except in the special situations we describe below;

�
an investor will be an indirect holder and must look to his or her own bank or broker for payments on the securities and
protection of his or her legal rights relating to the securities, as we describe under "�Who is the Legal Owner of a Registered
Security�Legal Holders" above;

�
an investor may not be able to sell interests in the securities to some insurance companies and other institutions that are
required by law to own their securities in non-book-entry form;

�
an investor may not be able to pledge his or her interest in a global security in circumstances where certificates representing
the securities must be delivered to the lender or other beneficiary of the pledge in order for the pledge to be effective;

�
the depositary's policies and those of any participant in the depositary's system or other intermediary (e.g., Euroclear or
Clearstream, if DTC is the depositary) through which that institution holds security interests, which may change from time to
time, will govern payments, transfers, exchanges and other matters relating to an investor's interest in a global security. We
and the trustee will have no responsibility for any aspect of the depositary's policies or actions or records of ownership
interests in a global security. We and the trustee also do not supervise the depositary in any way;

�
the depositary will require that those who purchase and sell interests in a global security within its book-entry system use
immediately available funds and your broker or bank may require you to do so as well; and

�
financial institutions that participate in the depositary's book-entry system and through which an investor holds its interest in
the global securities (including Euroclear and Clearstream, if you hold through them when the depositary is DTC) may also
have their own policies affecting payments, notices and other matters relating to the securities. For example, if you hold an
interest in a global security through Euroclear or Clearstream, when DTC is the depositary, Euroclear or Clearstream, as
applicable, will require those who purchase and sell interests in that security through them to use immediately available
funds and comply with other policies and procedures, including deadlines for giving instructions as to transactions that are to
be effected on a particular day. There may be more than one financial intermediary in the chain of ownership for an investor.
We do not monitor and are not responsible for the policies or actions of any of those intermediaries.

Holder's Option to Obtain a Non-Global Security; Special Situations When a Global Security Will Be Terminated

        If we issue any series of securities in book-entry form but we choose to give the beneficial owners of that series the right to obtain
non-global securities, any beneficial owner entitled to obtain non-global securities may do so by following the applicable procedures of the
depositary, any transfer agent or registrar for that series and that owner's bank, broker or other financial institution through which that owner
holds its beneficial interest in the securities.

        In addition, in a few special situations described below, a global security will be terminated and interests in it will be exchanged for
certificates in non-global form representing the securities it represented. After that exchange, the choice of whether to hold the securities directly
or in street name will be up to the investor. Investors must consult their own banks or brokers to find out how to have
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their interests in a global security transferred on termination to their own names, so that they will be holders. We have described the rights of
holders and street name investors above under "�Who is the Legal Owner of a Registered Security."

        The special situations for termination of a global security are as follows:

�
DTC notifies us that it is unwilling or unable to continue acting as the depositary for that global security, or DTC has ceased
to be a clearing agency registered under the Securities Exchange Act of 1934, and in either case we fail to appoint a
successor depositary within 60 days;

�
we order in our sole discretion that such global security will be transferable, registrable and exchangeable; or

�
in the case of a global security representing debt securities or warrants issued under an indenture, an event of default has
occurred with regard to that global security and is continuing.

        If a global security is terminated, only the depositary, and neither we, the trustee for any debt security, the warrant agent for any warrants or
the unit agent for any units, is responsible for deciding the names of the institutions in whose names the securities represented by the global
security will be registered and, therefore, who will be the holders of those securities.

Considerations Relating to Euroclear and Clearstream

        Euroclear and Clearstream are securities clearance systems in Europe. Both systems clear and settle securities transactions between their
participants through electronic, book-entry delivery of securities against payment.

        As long as any global security is held by Euroclear or Clearstream, you may hold an interest in the global security only through an
organization that participates, directly or indirectly, in Euroclear or Clearstream. If you are a participant in either of those systems, you may hold
your interest directly in that system. If you are not a participant, you may hold your interest indirectly through organizations that are participants
in that system.

        If Euroclear or Clearstream is the depositary for a global security and there is no depositary in the United States, you will not be able to
hold interests in that global security through any securities clearance system in the United States.

        If Euroclear or Clearstream is the depositary for a global security, or if DTC is the depositary for a global security and Euroclear and
Clearstream hold interests in the global security as participants in DTC, then Euroclear and Clearstream will hold interests in the global security
on behalf of the participants in their systems.

        Payments, deliveries, transfers, exchanges, notices and other matters relating to the securities made through Euroclear or Clearstream must
comply with the rules and procedures of those systems. Those systems could change their rules and procedures at any time. We have no control
over those systems or their participants and we take no responsibility for their activities. Transactions between participants in Euroclear or
Clearstream on one hand, and participants in DTC, on the other hand, when DTC is the depositary, would also be subject to DTC's rules and
procedures.

Special Timing Considerations for Transactions in Euroclear and Clearstream

        Investors will be able to make and receive through Euroclear and Clearstream payments, notices and other communications and deliveries
involving any securities held through those systems only on days when those systems are open for business. Those systems may not be open for
business on days when banks, brokers and other institutions are open for business in the United States.
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        In addition, because of time-zone differences, U.S. investors who hold their interests in the securities through these systems, and wish to
transfer their interests, or to receive or make a payment or delivery with respect to their interests, on a particular day may find that the
transaction will not be effected until the next business day in Luxembourg or Brussels, as applicable. Investors who hold their interests through
both DTC and Euroclear or Clearstream may need to make special arrangements to finance any purchases or sales of their interests between the
U.S. and European clearing systems, and those transactions may settle later than would be the case for transactions within one clearing system.

 CERTAIN PROVISIONS OF MARYLAND LAW AND HCP'S CHARTER AND BYLAWS

        The following paragraphs summarize certain provisions of Maryland law and of our charter and bylaws. This is a summary, and does not
completely describe Maryland law, our charter or our bylaws. For a complete description, we refer you to the MGCL, our charter and our
bylaws. We have incorporated by reference our charter and bylaws as exhibits to the registration statement of which this prospectus is a part.

Election of Directors

        Our bylaws provide that our board of directors may establish, increase or decrease the number of directors, provided that the number
thereof shall never be less than three nor more than eleven. At each annual meeting of stockholders, the election of directors shall be by a
plurality of the votes cast. Holders of common stock have no right to cumulative voting for the election of directors. Consequently, at each
annual meeting of stockholders, the holders of a majority of the outstanding shares of our common stock can elect all of our directors. A vacancy
resulting from an increase in the number of directors may be filled by a majority vote of the entire board of directors or by the affirmative vote
of the holders of a majority of our shares then entitled to vote at an election of directors. Other vacancies may be filled by the vote of a majority
of the remaining directors.

Removal of Directors

        Our charter provides that a director of ours may be removed by the affirmative vote of the holders of two-thirds of the outstanding shares of
our voting stock or by a unanimous vote of all other directors. Our stockholders may elect a successor to fill any vacancy which results from the
removal of a director.

Business Combinations

        Under Maryland law, "business combinations" between a Maryland corporation and an interested stockholder or an affiliate of an interested
stockholder are prohibited 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. An interested stockholder is defined as:

�
any person who beneficially owns ten percent or more of the voting power of the corporation's shares; or

�
an affiliate of the corporation who, at any time within the two-year period prior to the date in question, was the beneficial
owner of ten percent or more of the voting power of the then outstanding voting stock of the corporation.
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        After the five-year prohibition, any business combination between the Maryland corporation and an interested stockholder generally must
be recommended by the board of directors of the corporation and approved by the affirmative vote of at least:

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

�
two-thirds of the votes entitled to be cast by holders of voting stock of the corporation other than shares held by the
interested stockholder with whom or with whose affiliate the business combination is to be effected or which are held by an
affiliate or associate of the interested stockholder.

        These super-majority vote requirements do not apply if the corporation's common stockholders receive a minimum price, as defined under
Maryland law, for their shares in the form of cash or other consideration in the same form as previously paid by the interested stockholder for its
shares. None of these provisions of the Maryland law will apply, however, to business combinations that are approved or exempted by the board
of directors of the corporation prior to the time that the interested stockholder becomes an interested stockholder.

        In addition to the restrictions on business combinations provided under Maryland law, our charter also contains restrictions on business
combinations. See "Description of Capital Stock We May Offer�Business Combination Provisions."

Control Share Acquisitions

        Maryland law 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. Shares of stock owned by the acquiror, by
officers or by directors who are employees of the corporation are excluded from shares entitled to vote on the matter. "Control shares" are voting
shares of stock which, if aggregated with all other shares of stock owned by the acquiror or shares of stock for which the acquiror is able to
exercise or direct the exercise of voting power except solely by virtue of a revocable proxy, would entitle the acquiror to exercise voting power
in electing directors within one of the following ranges of voting power:

�
one-tenth or more but less than one-third;

�
one-third or more but less than a majority; or

�
a majority or more of all voting power.

        Control shares do not include shares the acquiring person is then entitled to vote as a result of having previously obtained stockholder
approval. Except as otherwise specified in the statute, a "control share acquisition" means the acquisition of control shares.

        Once a person who has made or proposes to make a control share acquisition has undertaken to pay expenses and satisfied other conditions,
the person may compel the 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 shares. If no request for a meeting is made, the corporation may itself present the question at any stockholders meeting.

        If voting rights are not approved at the meeting or if the acquiring person does not deliver an acquiring person statement as required by the
statute, then the corporation may be able to redeem any or all of the control shares for fair value, except for control shares for which voting
rights previously have been approved. The right of the corporation to redeem control shares is subject to certain conditions and limitations. Fair
value is determined without regard to the absence of voting rights for control shares, as of the date of the last control share acquisition by the
acquiror or of any meeting of
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stockholders at which the voting rights of control shares are considered and not approved. If voting rights for control shares are approved at a
stockholders meeting and the acquiror becomes entitled to vote a majority of the shares entitled to vote, all other stockholders may exercise
appraisal rights. The fair value of the shares as determined 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. Some of the limitations and restrictions otherwise applicable to the exercise of dissenters'
rights do not apply in the context of a control share acquisition.

        The control share acquisition statute does not apply to shares acquired in a merger, consolidation or share exchange if the corporation is a
party to the transaction or to acquisitions approved or exempted by the charter or bylaws of the corporation. Our charter and bylaws do not
provide for any such exemption.

Duties of Directors with Respect to Unsolicited Takeovers

        Maryland law provides protection for Maryland corporations against unsolicited takeovers by limiting, among other things, the duties of the
directors in unsolicited takeover situations. The duties of directors of Maryland corporations do not require them to (a) accept, recommend or
respond to any proposal by a person seeking to acquire control of the corporation, (b) make a determination under the Maryland business
combination or control share acquisition statutes described above, or (c) act or fail to act solely because of the effect the act or failure to act may
have on an acquisition or potential acquisition of control of the corporation or the amount or type of consideration that may be offered or paid to
the stockholders in an acquisition. Moreover, under Maryland law the act of a director of a Maryland corporation relating to or affecting an
acquisition or potential acquisition of control is not subject to any higher duty or greater scrutiny than is applied to any other act of a director.
Maryland law also contains a statutory presumption that an act of a director of a Maryland corporation satisfies the applicable standards of
conduct for directors under Maryland law.

Unsolicited Takeovers

        Under Maryland law, a Maryland corporation with a class of equity securities registered under the Securities Exchange Act of 1934, as
amended, and at least three independent directors may elect to be subject to certain statutory provisions relating to unsolicited takeovers which,
among other things, would automatically classify the board of directors into three classes with staggered terms of three years each and vest in the
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. These statutory
provisions relating to unsolicited takeovers also provide that any director elected to fill a vacancy shall hold office for the remainder of the full
term of the class of directors in which the vacancy occurred, rather than the next annual meeting of directors as would otherwise be the case, and
until his successor is elected and qualified.

        An election to be subject to any or all of the foregoing statutory provisions may be made in our charter or bylaws, or by resolution of our
board of directors without stockholder approval. Any such statutory provision to which we elect to be subject will apply even if other provisions
of Maryland law or our charter or bylaws provide to the contrary. Neither our charter nor our bylaws provides that we are subject to any of the
foregoing statutory provisions relating to unsolicited takeovers. However, our board of directors could adopt a resolution, without stockholder
approval, to elect to become subject to some or all of these statutory provisions.

        If we made an election to be subject to such statutory provisions and our board of directors were divided into three classes with staggered
terms of office of three years each, the classification and staggered terms of office of our directors would make it more difficult for a third party
to gain control
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of our board of directors since at least two annual meetings of stockholders, instead of one, generally would be required to effect a change in the
majority of our board of directors.

Amendments to the Charter

        Provisions of our charter on business combinations, the number of directors and certain ownership restrictions may be amended only if
approved by our board of directors and by our stockholders by the affirmative vote of two-thirds of all of the votes entitled to be cast by our
stockholders on the matter. Other amendments to our charter require approval by our board of directors and approval by our stockholders by the
affirmative vote of a majority of all the votes entitled to be cast by our stockholders on the matter.

Amendment to the Bylaws

        Provisions of our bylaws on the number of directors, in certain circumstances, and the vote required to amend the bylaws may be amended
only by unanimous vote of the board of directors or by the affirmative vote of not less than 90% of all of the votes entitled to be cast by our
stockholders on the matter. Other amendments to our bylaws require the affirmative vote of a majority of the entire board of directors or the
affirmative vote of two-thirds of all of the votes entitled to be cast by our stockholders on the matter.

Dissolution of HCP, Inc.

        Our dissolution must be approved by our board of directors by a majority vote of the entire board and by our stockholders by the
affirmative vote of a majority of all the votes entitled to be cast by our stockholders on the matter.

Advance Notice of Director Nominations and New Business; Procedures of Special Meetings Requested by Stockholders

        Our bylaws provide that nominations of persons for election to the board of directors and the proposal of business to be considered by
stockholders at the annual or special meeting of stockholders may be made only:

�
pursuant to our notice of the meeting;

�
by or at the direction of the board of directors; or

�
by a stockholder who was a stockholder at the time the notice of meeting was given and is entitled to vote at the meeting and
who has complied with the advance notice procedures, including the minimum time period, described in the bylaws.

        Our bylaws also provide that only the business specified in our notice of meeting may be brought before a special meeting of stockholders.
Our bylaws provide that our stockholders have the right to call a special meeting only upon the written request of the stockholders holding in the
aggregate not less than 50% of the outstanding shares entitled to vote on the business proposed to be transacted at such meeting.

Anti-Takeover Effect of Provisions of Maryland Law and of the Charter and Bylaws

        The provisions in the charter on removal of directors and business combinations, the business combinations and control share acquisition
provisions of Maryland law, the advance notice provisions of our bylaws and the provisions of our bylaws relating to stockholder-requested
special meetings may delay, defer or prevent a change of control or other transaction in which holders of some, or a
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majority, of the common stock might receive a premium for their common stock over the then prevailing market price or which such holders
might believe to be otherwise in their best interests.

Limitation of Liability and Indemnification

        Maryland law permits a Maryland corporation to include in its charter a provision limiting the liability of its directors and officers to the
corporation and its stockholders for money damages. However, a Maryland corporation may not limit liability resulting from actual receipt of an
improper benefit or profit in money, property or services. Also, liability resulting from active and deliberate dishonesty may not be eliminated if
a final judgment establishes that the dishonesty is material to the cause of action. Our charter contains a provision which limits the liability of
directors and officers for money damages to the maximum extent permitted by Maryland law. This provision does not limit our right or that of
our stockholders to obtain equitable relief, such as an injunction or rescission.

        Our bylaws obligate us, to the maximum extent permitted by Maryland law, to indemnify and, without requiring a preliminary
determination as to the ultimate entitlement to indemnification, to pay or reimburse reasonable expenses before final disposition of a proceeding
to:

�
any present or former director or officer who is made a party to the proceeding by reason of his service in that capacity; or

�
any individual who, while one of our directors or officers and at our request, serves or has served another corporation,
partnership, joint venture, trust, employee benefit plan or any other enterprise as a director, officer, partner or trustee of such
corporation, partnership, joint venture, trust, employee benefit plan, or other enterprise and who is made a party to the
proceeding by reason of his service in that capacity.

        The bylaws authorize us, with the approval of our board of directors, to provide indemnification and advancement of expenses to our agents
and employees.

        Unless limited by a corporation's charter, Maryland law requires a corporation to indemnify a director or officer who has been successful,
on the merits or otherwise, in the defense of any proceeding to which he is made a party by reason of his service in that capacity, or in the
defense of any claim, issue or matter in the proceeding. Our charter does not alter this requirement.

        Maryland law permits a corporation to indemnify its 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 a party by
reason of their service in those or other capacities.

        Maryland law does not permit a corporation to indemnify its present and former directors and officers if it is established that:

�
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bad faith or was the result of active and deliberate dishonesty;

�
the director or officer actually received an improper personal benefit in money, property or services; or
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�
in the case of any criminal proceeding, the director or officer had reasonable cause to believe that the act or omission was
unlawful.

        Under Maryland law, a Maryland corporation generally may not indemnify for an adverse judgment in a suit by or in the right of the
corporation. Also, a Maryland corporation generally may not indemnify for a judgment of liability on the basis that personal benefit was
improperly received. In either of these cases, a Maryland corporation may indemnify for expenses only if a court so orders.

        Maryland law permits a corporation to advance reasonable expenses to a director or officer. First, however, the corporation must receive a
written affirmation by the director or officer of his good faith belief that he has met the standard of conduct necessary for indemnification by the
corporation. The corporation must also receive a written undertaking, either by the director or officer or on his behalf, to repay the amount paid
or reimbursed by the corporation if it shall ultimately be determined that the standard of conduct was not met. The termination of any proceeding
by conviction, or upon a plea of nolo contendere or its equivalent, or an entry of any order of probation prior to judgment, creates a rebuttable
presumption that the director or officer did not meet the requisite standard of conduct required for indemnification to be permitted.

        It is the position of the Commission that indemnification of directors and officers for liabilities arising under the Securities Act is against
public policy and is unenforceable pursuant to Section 14 of the Securities Act.

 MATERIAL UNITED STATES 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 certain of the securities offered by this prospectus. 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. For purposes of this summary under the heading "Material United States Federal Income Tax Considerations," references to
"HCP," "we," "our," and "us" mean only HCP, Inc., and not its subsidiaries, except as otherwise indicated.

        The information in this summary is based on:

�
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 prospectus. 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. Future legislation, Treasury Regulations, administrative interpretations and
practices and/or court decisions may change or adversely affect the tax considerations described in this prospectus. 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 securities offered by this prospectus, and the statements in this
prospectus are not binding on the Internal Revenue Service or any court. Thus, we can provide no assurance that the tax considerations
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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 the securities offered by this prospectus are held as "capital assets" (generally, property held for investment
within the meaning of Section 1221 of the Internal Revenue Code). Your tax treatment will vary depending on the terms of the specific securities
that you acquire, as well as your particular situation. Supplemental United States federal income tax considerations relevant to your ownership of
the particular securities offered by this prospectus may be provided in the prospectus supplement that relates to those securities. This discussion
does not purport to deal with all aspects of taxation that may be relevant to holders of our securities 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 securities offered by this prospectus receiving special treatment include, without limitation:

�
banks, insurance companies or other financial institutions;

�
brokers or dealers in securities or commodities;

�
traders in securities;

�
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 the securities offered by this prospectus as a position in a "straddle" or as part of a "hedging," "conversion"
or other risk reduction transaction;

�
persons deemed to sell the securities offered by this prospectus 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, real estate investment trusts, 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 the securities
offered by this prospectus 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 the securities offered by this prospectus, including the
United States federal, state, local, foreign and other tax consequences;

�
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�
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, 1985. 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, 1985. We currently intend to continue to be organized and
operate in this manner. However, qualification and taxation as a REIT
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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."

        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. The following sets forth the material aspects of the sections of the Internal Revenue Code that govern
the United States federal income tax treatment of a REIT and its stockholders. This summary is qualified in its entirety by the applicable Internal
Revenue Code provisions, Treasury Regulations, and related administrative and judicial interpretations thereof. Latham & Watkins LLP has
acted as our tax counsel in connection with this prospectus and our election to be taxed as a REIT.

        Latham & Watkins LLP has rendered an opinion to us to the effect that, commencing with our taxable year ended December 31, 1985, 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 factual certificates 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 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
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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 years ended on or prior to
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 the merger with CNL Retirement Corp. (the "Advisor") in 2006 and the acquisition of Slough Estates
USA, Inc. ("SEUSA") in 2007), 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 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 asset. The results described in this paragraph
with respect to the recognition of gain assume that certain elections specified in applicable Treasury Regulations are either
made or forgone by us or by the entity from which the assets are acquired, in each case, depending upon the date such
acquisition occurred.

�
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 C corporations, the earnings of which will be subject to United States federal corporate
income tax.
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Requirements for Qualification as a REIT

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

(1)
that is managed by one or more trustees or directors;

(2)
that issues 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)
that is not a financial institution or an insurance company within the meaning of certain provisions of the Internal Revenue
Code;

(5)
that is 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 "Description of Capital Stock We
May Offer�Transfer and Ownership Restrictions Relating to our Common Stock," "Description of Capital Stock We May Offer�Business
Combination Provisions" and "Description of Capital Stock We May Offer�Transfer and Ownership Restrictions Relating to our Preferred
Stock." These restrictions, however, may not ensure that we will, in all cases, be able to satisfy 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.

Ownership of Interests in Partnerships and Limited Liability Companies

        We own and operate one or more properties through partnerships and limited liability companies. Treasury Regulations provide that if we
are a partner in a partnership, we will be deemed to own our proportionate share of the assets of the partnership based on our interest in
partnership capital, subject
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to special rules relating to the 10% REIT asset test described below. Also, we will be deemed to be entitled to our proportionate share of the
income of the partnership. The assets and gross income of the partnership retain the same character in our hands, including for purposes of
satisfying the gross income tests and the asset tests. In addition, for these purposes, the assets and items of income of any partnership in which
we own a direct or indirect interest include such partnership's share of assets and items of income of any partnership in which it owns an interest.
A brief summary of the rules governing the United States federal income taxation of partnerships and their partners is included below in "�Tax
Aspects of the Partnerships." The treatment described above also applies with respect to the ownership of interests in limited liability companies
or other entities that are treated as partnerships for tax purposes.

        We have direct or indirect control of certain partnerships and limited liability companies and intend to continue to operate them in a manner
consistent with the requirements for our qualification as a REIT. We are a limited partner or non-managing member in certain partnerships and
limited liability companies. If any such partnership or limited liability company were 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 a
time frame which would allow us to dispose of our interest in the applicable entity or take other corrective action on a timely basis. In that case,
unless we were entitled to relief, as described below, we would fail to qualify as a REIT.

Ownership of Interests in Qualified REIT Subsidiaries

        We may, from time to time, own interests in subsidiary corporations. We own and operate a number of properties through our
wholly-owned subsidiaries that we believe will be 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). Thus, in applying the United States federal tax requirements described in this prospectus,
the subsidiaries in which we own a 100% interest (other than any taxable REIT subsidiaries) are ignored, and all assets, liabilities and items of
income, deduction and credit of such subsidiaries are treated as our assets, liabilities and items of income, deduction and credit. A qualified
REIT subsidiary is not required to pay United States federal income tax, and our ownership of the stock of a qualified REIT subsidiary does not
violate the restrictions on ownership of securities of any one issuer which constitute more than 10% of the voting power or value of such issuer's
securities or more than 5% of the value of our total assets, as described below in "�Asset Tests."

Ownership of Interests in Subsidiary REITs

        We own an interest in HCP Life Science REIT, Inc. ("HCP Life Science 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 ending December 31, 2007. Provided that HCP
Life Science REIT qualifies as a REIT, our interest in HCP Life Science 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 HCP Life Science REIT will generally be treated as income that qualifies
for purposes of the REIT gross income tests. To qualify as a REIT, HCP Life Science REIT must independently satisfy the various REIT
qualification requirements described in this summary. If HCP Life Science REIT were to fail to qualify
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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 HCP Life Science 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.

Ownership of Interests in Taxable REIT Subsidiaries

        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 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.
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        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, or 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" as a result of this condition if at
least 90% of the space at the property to which the rents relate is leased to third parties, and the rents paid by the taxable
REIT subsidiary are substantially comparable to rents paid by our other tenants for comparable space. Whether rents paid by
our taxable REIT subsidiary are substantially comparable to rents paid by our other tenants is determined at the time the
lease with the taxable REIT subsidiary is entered into, extended, and modified, if such modification increases the rents due
under such lease. Notwithstanding the foregoing, however, if a lease with a "controlled taxable REIT subsidiary" is modified
and such modification results in an increase in the rents payable by such taxable REIT subsidiary, any such increase will not
qualify as "rents from real property." For purposes of this rule, a "controlled taxable REIT subsidiary" is a taxable REIT
subsidiary in which we own stock possessing more than 50% of the voting power or more than 50% of the total value of the
outstanding stock. In addition, rents we receive from a tenant that also is our taxable REIT subsidiary will not be excluded
from the definition of "rents from real property" as a result of our ownership interest in the taxable REIT subsidiary if the
property to which the rents relate is a qualified lodging facility, or on or after January 1, 2009, a qualified healthcare
property, 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. Our taxable REIT subsidiaries will be subject to United States federal
income tax on their income from the operation of these properties.

�
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.

        We generally do not intend to receive rent which fails to satisfy any of the above conditions. Notwithstanding the foregoing, we may have
taken and may continue to take actions which fail to
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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.

        Income we receive that is attributable to the rental of parking spaces at our properties will constitute rents from real property for purposes
of the REIT gross income tests if any services provided with respect to the parking facilities are performed by independent contractors from
whom we derive no income, either directly or indirectly, or by a taxable REIT subsidiary, and certain other requirements are met. With the
exception of some parking facilities we operate, we believe that the income we receive that is attributable to parking facilities meets these tests
and, accordingly, will constitute rents from real property for purposes of the REIT gross income tests.

        From time to time, we 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.

        We have made an investment in a property located in Mexico. This investment could cause us to incur foreign currency gains or losses.
Prior to July 30, 2008, the characterization of any such foreign currency gains for purposes of the REIT gross income tests was unclear, though
the Internal Revenue Service had indicated that REITs may apply the principles of proposed Treasury Regulations to determine whether such
foreign currency gain constitutes qualifying income under the REIT income tests. As a result, we anticipate that any foreign currency gain we
recognized relating to rents we receive from our property located in Mexico was qualifying income for purposes of the 75% and 95% gross
income tests. Any foreign currency gains recognized after July 30, 2008, to the extent attributable to specific items of qualifying income or gain,
or specific qualifying assets, however, generally will not constitute gross income for purposes of the 75% and 95% gross income tests, and
therefore will be exempt from these tests.

        Dividends we receive from our taxable REIT subsidiaries will qualify under the 95%, but not the 75%, REIT gross income test.

        The Department of Treasury has the authority to determine whether any item of income or gain recognized after July 30, 2008, which does
not otherwise qualify under the 75% or 95% gross income
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tests, may be excluded as gross income for purposes of such tests or may be considered income that qualifies under either such 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 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 will be treated as income from a prohibited transaction that is subject to a 100% penalty tax. Our gain would include any gain realized
by our qualified REIT subsidiaries and our share of any gain realized by any of the partnerships or limited liability companies in which we own
an interest. 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. We intend to hold our properties for investment with a
view to long-term appreciation and to engage in the business of acquiring, developing and owning our properties. We have made, and may in the
future make, occasional sales of the properties consistent with our 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 is subject to the 100% penalty tax.

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.
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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 that are in excess of the amounts that would have been deducted based on arm's-length negotiations. Rents we
receive will not constitute redetermined rents if they qualify for certain safe harbor provisions contained in the Internal Revenue Code.

        We believe that, in all instances in which our taxable REIT subsidiaries provide services to our tenants, the fees paid to such taxable REIT
subsidiaries for such services are at arm's-length rates, although the fees paid may not satisfy the safe harbor provisions referenced above. 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 excess of an arm's-length fee for tenant services over the amount actually paid.

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, including assets held by our qualified REIT subsidiaries and our allocable share of the
assets held by the partnerships and other entities treated as partnerships for United States federal income tax purposes in which we own an
interest, 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
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 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 REITs, our 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. For years prior to 2001, the 10%
limit applies only with respect to voting securities of any issuer and not to the value of the securities of any issuer.

        Fourth, commencing with our taxable years beginning on or after January 1, 2009, not more than 25% (20% for taxable years beginning on
or after January 1, 2001 and ending on or before
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December 31, 2008) of the value of our total assets may be represented by the securities of one or more taxable REIT subsidiaries.

        We currently own some or all of the outstanding stock of several subsidiaries that have elected, together with us, to be treated as taxable
REIT subsidiaries. So long as these subsidiaries qualify as taxable REIT subsidiaries, 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 beginning on or after January 1, 2001 and 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 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. We also
own, and may continue to make, certain loans that do not constitute real estate assets and which must qualify under the "straight debt safe
harbor" in order to satisfy the 10% value limitation described above. We believe, based on the advice of our tax counsel, that all of these loans
have qualified under this safe harbor.

        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 IRS 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 partnerships or limited liability companies) acquire securities in the
applicable issuer, increase our ownership of securities of such issuer (including as a result of increasing our interest in a partnership or limited
liability company which owns such securities), or acquire other assets. For example, our indirect ownership of securities of an issuer may
increase as a result of our capital contributions to a partnership or limited liability company. 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 a partnership or limited liability company), we
can cure this failure by disposing of sufficient nonqualifying 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
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(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 Treasury Regulations to be issued. 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 Treasury Regulations to
be issued, (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 satisfy 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 means income attributable to leveling of stepped rents, original issue discount on purchase
money debt, 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 the Advisor), within the ten-year
period following our acquisition of such asset, we 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. The amount distributed 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
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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.

        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, 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 REITs for
calendar years 2008 and 2009 will satisfy the REIT distribution requirements. Under the terms of this guidance, up to 90% of our distributions
could be paid in shares of our common 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 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
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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 the Partnerships

General

        We own, directly or indirectly, interests in various 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 such 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, as opposed to associations taxable
as corporations, for United States federal income tax purposes. If a partnership or limited liability company in which we own an interest, or one
or more of its subsidiary partnerships or limited liability companies, were treated as an association, it would be taxable as a corporation and
would therefore be subject to an entity-level tax on its 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 one or more of the partnerships or limited
liability companies in which we own an interest might be treated as a taxable event. If so, we might incur a tax liability without any related cash
distributions.

        Treasury Regulations that apply for tax periods beginning on or after January 1, 1997, provide that a domestic business entity not organized
or otherwise required to be treated as a corporation (an "eligible entity") may elect to be taxed as a partnership or disregarded entity for United
States federal income tax purposes. Unless it elects otherwise, an eligible entity in existence prior to January 1, 1997, will have the same
classification for United States federal income tax purposes that it claimed under the entity classification Treasury Regulations in effect prior to
this date. In addition, an eligible entity which did not exist or did not claim a classification prior to January 1, 1997, will be classified as a
partnership or disregarded entity for United States federal income tax purposes unless it elects otherwise. With the exception of certain limited
liability companies that have elected to be treated as corporations and have also elected with us to be treated as taxable REIT subsidiaries of
ours, the partnerships and limited liability companies in which we own an interest intend to claim classification as partnerships or disregarded
entities under these Treasury Regulations. As a result, we believe that these partnerships and limited liability companies will be classified as
partnerships or disregarded entities for United States federal income tax purposes and the remainder of the discussion under this section "�Tax
Aspects of the Partnerships" is applicable only to such partnerships and limited liability companies.

Allocations of Income, Gain, Loss and Deduction

        A partnership or limited liability company agreement generally will determine the allocation of income and losses among partners or
members. These allocations, 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
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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 each of the 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. Some of the partnerships and/or limited liability companies in which we own an interest were
formed by way of contributions of appreciated property. The relevant partnership and/or limited liability company agreements require that
allocations be made in a manner consistent with Section 704(c) of the Internal Revenue Code. This could cause us to be allocated lower amounts
of depreciation deductions for tax purposes than would be allocated to us if the contributed properties were acquired in a cash purchase, and
could cause us to be allocated taxable gain upon a sale of the contributed properties 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.

Tax Liabilities and Attributes Inherited from Other Entities

        From time to time, we have and may continue to acquire entities organized as C corporations and REITs. Depending on how such
acquisitions are structured, we may inherit tax liabilities and other tax attributes from the acquired entities.

Acquisitions of C Corporations in Carry-Over Basis Transactions

        We have and may continue to acquire C corporations in transactions in which the basis of the corporations' assets in our hands is
determined by reference to the basis of the asset in the hands of the acquired corporations (a "Carry-Over Basis Transaction"). Our merger with
the Advisor in 2006 was structured as a merger that qualified as a reorganization under the Internal Revenue Code and, thus, was a Carry-Over
Basis Transaction. In addition, we acquired the stock of SEUSA through HCP Life Science REIT in August 2007. For United States federal
income tax purposes, SEUSA was deemed to liquidate into HCP Life Science REIT in a tax-free liquidation immediately after the acquisition.
This liquidation was also Carry-Over Basis Transaction.

        In the case of assets we acquire from a C corporation in a Carry-Over Basis Transaction, if we dispose of any such asset in a taxable
transaction during the ten-year period beginning on the date of the Carry-Over Basis Transaction, then we will be required to pay tax at the
highest regular corporate tax rate on the gain recognized 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 of the Carry-Over Basis
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Transaction. The foregoing result with respect to the recognition of gain assumes that certain elections specified in applicable Treasury
Regulations are either made or forgone by us or by the entity from which the assets are acquired, in each case, depending upon the date the
acquisition occurred. Any taxes we pay as a result of such gain would reduce the amount available for distribution to our stockholders.

        Our tax basis in the assets we acquire in a Carry-Over Basis Transaction may be lower than the assets' fair market values. This lower tax
basis could cause us to have lower depreciation deductions and more gain on a subsequent sale of the assets than would be the case if we had
directly purchased the assets in a taxable transaction.

        In addition, in a Carry-Over Basis Transaction, we may succeed to the tax liabilities and earnings and profits of the acquired C corporation.
To qualify as a REIT, we must distribute any such earnings and profits by the close of the taxable year in which transaction occurs. Any
adjustments to the acquired corporation's income for taxable years ending on or before the date of the transaction, including as a result of an
examination of the corporation's tax returns by the Internal Revenue Service, could affect the calculation of the corporation's earnings and
profits. If the Internal Revenue Service were to determine that we acquired earnings and profits from a corporation that we failed to distribute
prior to the end of the taxable year in which the Carry-Over Basis Transaction occurred, we could avoid disqualification as a REIT by using
"deficiency dividend" procedures. Under these procedures, we generally would be required to distribute any such earnings and profits to our
stockholders within 90 days of the determination and pay a statutory interest charge at a specified rate to the Internal Revenue Service. We
believe that we and HCP Life Science REIT have satisfied the distribution requirements described above in connection with the Advisor merger
and the acquisition of SEUSA.

        At the closing of the Advisor merger, we received an opinion of our counsel substantially to the effect that, on the basis of the facts,
representations and assumptions set forth or referred to in such opinions, for United States federal income tax purposes the Advisor merger
qualified as a reorganization within the meaning of Section 368(a) of the Internal Revenue Code. This opinion represents the best legal judgment
of our counsel and is not binding on the Internal Revenue Service or the courts. If, contrary to such opinion, the Advisor merger did not qualify
as a reorganization within the meaning of Section 368(a) of the Internal Revenue Code, the Advisor merger would have been treated as a sale of
the Advisor's assets to us in a taxable transaction, and the Advisor would have recognized taxable gain. In such a case, as the Advisor's
successor-in-interest, we would be required to pay the tax on any such gain.

Acquisition of CRP

        In October 2006, we acquired CNL Retirement Properties, Inc. ("CRP") pursuant to a taxable merger. In connection with the CRP merger,
CRP's REIT counsel rendered an opinion to us, dated as of the closing date of the merger, substantially to the effect that on the basis of the facts,
representations and assumptions set forth or referred to in such opinion, CRP qualified as a REIT under the Internal Revenue Code for the
taxable years ending December 31, 1999 through the closing date of the merger. The opinion of counsel delivered in connection with the CRP
merger represents the best legal judgment of CRP's counsel and is not binding on the Internal Revenue Service or the courts. If, however,
contrary to the opinion of CRP's REIT counsel, CRP failed to qualify as a REIT for any of its taxable years, it would be required to pay federal
income tax (including any applicable alternative minimum tax) on its taxable income at regular corporate rates. Because the CRP merger was
treated for United States federal income tax purposes as if CRP sold all of its assets in a taxable transaction, if CRP did not qualify as a REIT for
the taxable year of the merger, it would be subject to tax on the excess of the fair market value of its assets over their adjusted tax basis. As a
successor in interest to CRP, we would be required to pay this tax.
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Taxation of Holders of Our Stock

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

Taxable U.S. Stockholders Generally

        If you are a "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. Stockolders," applies to you.

Definition of U.S. Holder

        A "U.S. holder" is a beneficial holder of our capital stock or debt securities 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 common 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, 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.
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        Certain stock dividends, including dividends partially paid in our common 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 a 15% or 25% rate. 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 are required by the terms of our corporate charter 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, 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;

�
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 shares 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 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.
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Dispositions of Our Stock

        If a U.S. holder sells or disposes of shares of our stock to a person other than us, it 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 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 of Our Stock

        A redemption of shares of our stock will be treated under the Internal Revenue Code as a distribution taxable as a dividend to the extent of
our current and accumulated earnings and profits at ordinary income rates unless the redemption satisfies one of the tests set forth in
Section 302(b) of the Internal Revenue Code and is therefore treated as a sale or exchange of the redeemed shares. The redemption 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 the Company; 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 Internal Revenue 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 Internal Revenue Code, as well as
shares of 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 Internal Revenue Code will be satisfied with respect to the U.S. holder depends upon the facts and
circumstances at the time of the redemption, U.S. holders are advised to consult their tax advisors to determine the appropriate tax treatment.

        If a redemption 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 received. A U.S. holder's adjusted basis in the redeemed shares 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 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 above under "�Dispositions of Our Stock."

Tax Rates

        The maximum tax rate for non-corporate taxpayers for (1) capital gains, including certain "capital gain dividends," has generally been
reduced to 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" has generally been reduced to 15%. In general,
dividends payable by REITs are not eligible for the reduced tax rate on corporate dividends, except to the extent that certain holding
requirements have been met and the REIT's
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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." The currently applicable provisions of the United States federal income
tax laws relating to the 15% tax rate are currently scheduled to "sunset" or revert to the provisions of prior law effective for taxable years
beginning after December 31, 2010, at which time the capital gains tax rate will be increased to 20% and the rate applicable to dividends will be
increased 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.

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. 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 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." As a result of limitations on the transfer and ownership of stock contained in our charter, 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 stock is publicly traded, we cannot guarantee that this will always be the case.
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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 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. Under certain treaties, however, lower
withholding rates generally applicable to dividends do not apply to dividends from a REIT. Certain certification and disclosure requirements
must be satisfied to be exempt from withholding under the effectively connected income exemption. 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. 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
common stock. To the extent that these distributions exceed a non-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.
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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, 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.

        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.

Retention of Net Capital Gains

        Although the law is not clear on the matter, it appears that amounts we designate as retained capital gains in respect of the common stock
held by U.S. holders 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 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.

Sale of our stock

        Gain recognized by a non-U.S. holder upon the sale or exchange of our 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 stock will not constitute a
United States real property interest so long as we are a domestically-controlled qualified investment entity. As discussed above, 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
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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 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 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 United States real property interest if the non-U.S. holder (1) disposes of our 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 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 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
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)
our stock is "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 our stock throughout the five-year period ending on
the date of the sale or exchange.

        If gain on the sale or exchange of our 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 our stock is not then
traded on an established securities market, the purchaser of the stock would be required to 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 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.

Backup Withholding Tax and Information Reporting

        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
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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.

Taxation of Holders of Our Debt Securities

        The following summary describes certain of the principal United States federal income tax consequences of owning and disposing of our
debt securities. This discussion assumes the debt securities will be issued without original issue discount, sometimes referred to as "OID." OID
with respect to a debt security is the excess, if any, of the debt security's "stated redemption price at maturity" over its "issue price." The "stated
redemption price at maturity" is the sum of all payments provided by the debt security, whether designated as interest or as principal, other than
payments of "qualified stated interest." Interest on debt security generally will constitute qualified stated interest if the interest is unconditionally
payable, or will be constructively received under Section 451 of the Internal Revenue Code, in cash or in property, other than debt instruments
issued by us, at least annually at a single fixed rate. The "issue price" of a debt security is the first price at which a substantial amount of the debt
securities in the issuance that includes such debt security is sold for money, excluding sales to bond houses, brokers or similar persons or
organizations acting in the capacity of underwriters, placement agents or wholesalers. The amount of OID with respect to a debt security will be
treated as zero if the OID is less than an amount equal to 0.0025 multiplied by the product of the stated redemption price at maturity and the
number of complete years to maturity, or, in the case of a debt security that provides for payment of any amount other than qualified stated
interest prior to maturity, the weighted average maturity of the debt security. If one or more series of debt securities are issued with OID,
disclosure concerning the tax considerations arising therefrom will be included with the applicable prospectus supplement.

Taxable U.S. Holders of Our Debt Securities

Stated Interest

        U.S. holders generally must include interest on the debt securities in their United States federal taxable income as ordinary income:

�
when it accrues, if the U.S. holder uses the accrual method of accounting for United States federal income tax purposes; or

�
when the U.S. holder actually or constructively receives it, if the U.S. holder uses the cash method of accounting for United
States federal income tax purposes.

        If we redeem or otherwise repurchase the debt securities, we may be obligated to pay additional amounts in excess of stated principal and
interest. We intend to take the position that the debt securities should not be treated as contingent payment debt instruments because of this
additional payment. Assuming such position is respected, a U.S. holder would be required to include in income the amount of any such
additional payment at the time such payment is received or accrued in accordance with such U.S. holder's method of accounting for United
States federal income tax purposes. If the Internal Revenue Service successfully challenged this position, and the debt securities were treated as
contingent payment debt instruments, U.S. holders could be required to accrue interest income at a rate higher than the stated interest rate on the
debt securities and to treat as ordinary

71

Edgar Filing: ACCREDITED HOME LENDERS HOLDING CO - Form 10-Q

Table of Contents 164



Table of Contents

income, rather than capital gain, any gain recognized on a sale, exchange or redemption of a debt security. U.S. holders are urged to consult their
tax advisors regarding the potential application to the debt securities of the contingent payment debt instrument rules and the consequences
thereof.

Sale, Exchange or Other Taxable Disposition of the Debt Securities

        Unless a nonrecognition provision applies, U.S. holders must recognize taxable gain or loss on the sale, exchange, redemption, retirement
or other taxable disposition of a debt security. The amount of gain or loss equals the difference between (i) the amount the U.S. holder receives
for the debt security in cash or other property, valued at fair market value, less the amount thereof that is attributable to accrued but unpaid
interest on the debt security and (ii) the U.S. holder's adjusted tax basis in the debt security. A U.S. holder's initial tax basis in a debt security
generally will equal the price the U.S. holder paid for the debt security.

        Gain or loss generally will be long-term capital gain or loss if at the time the debt security is disposed of it has been held for more than one
year. Otherwise, it will be a short-term capital gain or loss.

        Payments attributable to accrued interest which have not yet been included in income will be taxed as ordinary interest income. The
maximum federal income tax rate on long-term capital gain on most capital assets held by an individual is currently 15%. The United States
federal income tax laws relating to this 15% tax rate are scheduled to "sunset" or revert to provisions of prior law effective for taxable years
beginning after December 31, 2010, at which time the capital gains tax rate will be increased to 20%. The deductibility of capital losses is
subject to limitations.

Information Reporting and Backup Withholding

        Backup withholding at the applicable statutory rate may apply when a U.S. holder receives interest payments on a debt security or proceeds
upon the sale or other disposition of a debt security. Certain holders including, among others, corporations, financial institutions and certain
tax-exempt organizations, are generally not subject to backup withholding. In addition, backup withholding will not apply to a U.S. holder who
provides his or her social security or other taxpayer identification number in the prescribed manner unless:

�
the Internal Revenue Service notifies us or our paying agent that the taxpayer identification number provided is incorrect;

�
the U.S. holder fails to report interest and dividend payments received on the U.S. holder's tax return and the Internal
Revenue Service notifies us or our paying agent that backup withholding is required; or

�
the U.S. holder fails to certify under penalty of perjury that backup withholding does not apply.

        A U.S. holder of debt securities who provides us or our paying agent with an incorrect taxpayer identification number may be subject to
penalties imposed by the Internal Revenue Service. If backup withholding does apply, the U.S. holder may request a refund of the amounts
withheld or use the amounts withheld as a credit against the U.S. holder's United States federal income tax liability as long as the U.S. holder
provides the required information to the Internal Revenue Service. U.S. holders should consult their tax advisors as to their qualification for
exemption from backup withholding and the procedures for obtaining the exemption.

        We will be required to furnish annually to the Internal Revenue Service and to holders of debt securities information relating to the amount
of interest paid on the debt securities, and that information reporting may also apply to payments of proceeds from the sale of the debt securities
to
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those holders. Some holders, including corporations, financial institutions and certain tax-exempt organizations, generally are not subject to
information reporting.

Non-U.S. Holders of Our Debt Securities

        This section applies to you if you are a non-U.S. holder of the debt securities. The term "non-U.S. holder" means a beneficial owner of a
debt security that is not a U.S. holder, as defined above.

        Special rules may apply to certain non-U.S. holders such as "controlled foreign corporations" and "passive foreign investment companies."
Such entities are encouraged to consult their tax advisors to determine the United States federal, state, local and other tax consequences that may
be relevant to them.

Payments of Interest

        Interest paid to a non-U.S. holder will not be subject to United States federal income taxes or withholding tax if the interest is not
effectively connected with the non-U.S. holder's conduct of a trade or business within the United States, and the non-U.S. holder:

�
does not actually or constructively own a 10% or greater interest in the total combined voting power of all classes of our
voting stock;

�
is not a controlled foreign corporation with respect to which we are a "related person" within the meaning of
Section 864(d)(4) of the Internal Revenue Code;

�
is not a bank that received such debt securities on an extension of credit made pursuant to a loan agreement entered into in
the ordinary course of its trade or business; and

�
provides the appropriate certification as to the non-U.S. holder's status. A non-U.S. holder can generally meet this
certification requirement by providing a properly executed Internal Revenue Service Form W-8BEN or appropriate
substitute form to us or our paying agent. If the debt securities are held through a financial institution or other agent acting
on the non-U.S. holder's behalf, the non-U.S. holder may be required to provide appropriate documentation to the agent. The
agent will then generally be required to provide appropriate certifications to us or our paying agent, either directly or through
other intermediaries. Special certification rules apply to foreign partnerships, estates and trusts, and in certain circumstances
certifications as to foreign status of partners, trust owners or beneficiaries may have to be provided to us or our paying agent.

        If a non-U.S. holder does not qualify for an exemption under these rules, interest income from the debt securities may be subject to
withholding tax at the rate of 30% (or lower applicable treaty rate) at the time such interest is paid. The payment of interest effectively connected
with a United States trade or business, however, would not be subject to a 30% withholding tax so long as the non-U.S. holder provides us or our
paying agent an adequate certification (currently on Internal Revenue Service Form W-8ECI), but such interest would be subject to United
States federal income tax on a net basis at the rates applicable to United States persons generally. In addition, if the payment of interest is
effectively connected with a foreign corporation's conduct of a United States trade or business, that foreign corporation may also be subject to a
30% (or lower applicable treaty rate) branch profits tax. To claim the benefit of a tax treaty, a non-U.S. holder must provide a properly executed
Internal Revenue Service Form W-8BEN before the payment of interest and a non-U.S. holder may be required to obtain a United States
taxpayer identification number and provide documentary evidence issued by foreign governmental authorities to prove residence in the foreign
country.
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Sale, Exchange or Other Taxable Disposition of Debt Securities

        Non-U.S. holders generally will not be subject to United States federal income tax on any amount which constitutes capital gain upon a
sale, exchange, redemption, retirement or other taxable disposition of a debt security, unless either of the following is true:

�
the non-U.S. holder's investment in the debt securities is effectively connected with the conduct of a United States trade or
business; or

�
the non-U.S. holder is a nonresident alien individual holding the debt security as a capital asset, is present in the United
States for 183 or more days in the taxable year within which the sale, redemption or other disposition takes place, and certain
other requirements are met.

        For non-U.S. holders described in the first bullet point above, the net gain derived from the retirement or disposition of the debt securities
generally would be subject to United States federal income tax at the rates applicable to United States persons generally (or lower applicable
treaty rate). In addition, foreign corporations may be subject to a 30% (or lower applicable treaty rate) branch profits tax if the investment in the
debt security is effectively connected with the foreign corporation's conduct of a United States trade or business. Non-U.S. holders described in
the second bullet point above will be subject to a flat 30% United States federal income tax on the gain derived from the retirement or
disposition of their debt securities, which may be offset by United States source capital losses, even though non-U.S. holders are not considered
residents of the United States.

Backup Withholding and Information Reporting

        Backup withholding and information reporting generally will not apply to payments made to a non-U.S. holder with respect to the debt
securities, provided that we do not have actual knowledge or reason to know that the non-U.S. holder is a U.S. person and the holder has given
us the certification described above under "Non-U.S. Holders of Our Debt Securities�Payments of Interest." In addition, a non-U.S. holder will
not be subject to backup withholding or information reporting with respect to the proceeds of the sale of debt securities within the United States
or conducted through certain U.S.-related financial intermediaries, if the payor receives the statement described above and does not have actual
knowledge or reason to know that the holder is a United States person, as defined in the Internal Revenue Code, or the non-U.S. holder
otherwise establishes an exemption. However, we may be required to report annually to the Internal Revenue Service and to a non-U.S. holder
the amount of, and the tax withheld with respect to, any interest (including any OID) paid to the non-U.S. holder, regardless of whether any tax
was actually withheld. Copies of these information returns may also be made available under the provisions of a specific treaty or agreement to
the tax authorities of the country in which the non-U.S. holder resides.

        A non-U.S. holder generally will be entitled to credit any amounts withheld under the backup withholding rules against the holder's United
States federal income tax liability, provided that the required information is furnished to the Internal Revenue Service in a timely manner.
Non-U.S. holders of debt securities should consult their tax advisors regarding the application of backup withholding and information reporting
in their particular situation, the availability of an exemption therefrom, and the procedure for obtaining an exemption, if available.

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
securities 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
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above. Consequently, prospective investors should consult their tax advisors regarding the effect of state and local tax laws on an investment in
our securities.

 PLAN OF DISTRIBUTION

        We may offer and sell the securities from time to time as follows:

�
through agents;

�
to or through dealers or underwriters;

�
directly to other purchasers; or

�
through a combination of any of these methods of sale.

        In addition, the securities may be issued as a dividend or distribution or in a subscription rights offering to existing holders of securities. In
some cases, we may also repurchase securities and reoffer them to the public by one or more of the methods described above.

        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;

�
at prices determined by an auction process; 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. 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 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 principal for resale to the
public, either on a firm-commitment or best-efforts basis. If we sell securities to underwriters, we will 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
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whom they may act as agents. The applicable prospectus supplement will include information about any underwriting compensation we pay to
underwriters, and any discounts, concessions or commissions underwriters allow to participating dealers, in connection with an offering of
securities.

        If we offer securities in a subscription rights offering to our existing securityholders, 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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Additionally, before the expiration date for the subscription rights, the standby underwriters may offer the securities, including securities they
may acquire through the purchase and exercise of subscription rights, on a when-issued basis at prices set from time to time by them. After the
expiration date, the standby underwriters may offer the securities, whether acquired under the standby underwriting agreement, on exercise of
subscription rights or by purchase in the market, to the public at prices to be determined by them. Thus, standby underwriters may realize profits
or losses independent of the underwriting discounts or commissions we may pay them. If we do not enter into a standby underwriting
arrangement, we may retain a dealer-manager to manage a subscription rights offering for us. Any dealer-manager we retain may acquire
securities by purchasing and exercising the subscription rights and resell the securities to the public at prices it determines. As a result, a
dealer-manager may realize profits or losses independent of any dealer-manager fee paid by 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 third parties with whom we may enter into contracts of this kind may include banks, insurance
companies, pension funds, investment companies, educational and charitable institutions, and others. The applicable prospectus supplement will
describe the material terms of these contracts, including any conditions to the purchasers' obligations and will include information about any
commissions we may pay for soliciting these contracts.

        We may enter into derivative transactions with third parties, or sell securities not covered by this prospectus to third parties in privately
negotiated transactions. If the applicable prospectus supplement indicates, in connection with those derivatives, the third parties may sell
securities covered by this prospectus and the applicable prospectus supplement, including in short sale transactions. If so, the third party may use
securities pledged by us or borrowed from us or others to settle those sales or to close out any related open borrowings of stock, and may use
securities received from us in settlement of those derivatives to close out any related open borrowings of stock. The third party in such sale
transactions will be an underwriter and will be identified in the applicable prospectus supplement (or a post-effective amendment).

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

        Underwriters may engage in stabilizing and syndicate covering transactions in accordance with Rule 104 of Regulation M. Rule 104
permits stabilizing bids to purchase the securities being offered as long as the stabilizing bids do not exceed a specified maximum. Underwriters
may over-allot the offered securities in connection with the offering, thus creating a short position in their account. Syndicate covering
transactions involve purchases of the offered securities by underwriters in the open market after the distribution has been completed in order to
cover syndicate short positions. Stabilizing and syndicate covering transactions may cause the price of the offered securities to be higher than it
would otherwise be in the absence of these transactions. These transactions, if commenced, may be discontinued at any time.

        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, HCP and its subsidiaries in the ordinary course of business.

        In compliance with guidelines of the Financial Industry Regulatory Authority, Inc., or FINRA, the maximum commission or discount to be
received by any FINRA member or independent broker dealer may not exceed 8% of the aggregate principal amount of the securities offered
pursuant to this prospectus. It is anticipated that the maximum commission or discount to be received in any particular offering of securities will
be significantly less than this amount.
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 VALIDITY OF SECURITIES

        Unless otherwise indicated in the applicable prospectus supplement, the validity of the securities offered hereby will be passed upon for us
by Ballard Spahr Andrews & Ingersoll, LLP, Baltimore, Maryland and/or Sullivan & Cromwell LLP, Los Angeles, California. In addition, the
description of material federal income tax consequences contained in this prospectus under the heading "Material United States Federal Income
Tax Considerations" is based upon the opinion of Latham & Watkins LLP. In rendering this opinion, Latham & Watkins LLP will assume the
accuracy of an opinion of Ballard Spahr Andrews & Ingersoll, LLP, as to certain matters of Maryland law.

 EXPERTS

        The consolidated financial statements of HCP, Inc. appearing in HCP, Inc.'s Annual Report (Form 10-K), as amended by HCP, Inc.'s
Current Report on Form 8-K dated May 4, 2009, for the year ended December 31, 2008 (including schedules appearing therein), and the
effectiveness of HCP, Inc.'s internal control over financial reporting as of December 31, 2008, 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 report of Ernst & Young LLP pertaining to such financial statements (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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