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PROSPECTUS SUPPLEMENT TO PROSPECTUS DATED MAY 11, 2004

 

1,000,000 Shares
 

 

Anworth Mortgage Asset Corporation
 

8.625% Series A Cumulative Preferred Stock
(Liquidation Preference $25.00 per Share)

 We are o ffering  1,000,000 shares o f our 8.625% Series A Cumulative Preferred Stock, par value $0.01 per share, referred to  as
our Series A Preferred Stock. We will pay cumulative dividends on the Series A Preferred Stock from and including  November 5, 2004 ,
in the amount o f $2.15625 per share each year, which is equivalent to  8.625% of the $25.00 liquidation preference per share. Dividends
on the Series A Preferred Stock will be payable  quarterly in arrears, beg inning  on January 18, 2005.
 Our Series A Preferred Stock is subject to  certain restric tions on ownership designed to  preserve our qualification as a REIT under
the United States Internal Revenue Code, o r the Code. See “Description o f Series A Preferred Stock—Restric tions on Ownership” on
page S-24  o f this prospectus supplement and “Description o f Our Capital Stock—Restric tions on Transfer” on page 19 o f the
accompanying  prospectus.
 There is currently no  public  market fo r our Series A Preferred Stock. We have applied to  list our Series A Preferred Stock on the
New York Stock Exchange, o r NYSE, under the symbol “ANHPrA” and, if listing  is approved, expect that trading  will commence within
30 days after the initial delivery o f the Series A Preferred Stock.
 Investing  in our Series A Preferred Stock invo lves risks. See “ Risk Factors” beg inning  on page S- 7 o f this prospectus
supplement and on page 4  o f the accompanying  prospectus.
 

 

   

Pe r S hare

  

T otal

Price to  public   $25.0000  $25,000,000
Underwriting  discounts and commissions   $ 0.7875  $ 787,500
Proceeds, befo re expenses, to  us   $24 .2125  $24 ,212,500

 

 Delivery o f the shares o f Series A Preferred Stock will be made on o r about November 5, 2004 .
 Neither the Securities and Exchange Commission nor any state securities commission has approved or disapproved o f
these securities or determined if this prospectus supplement or the accompanying  prospectus is truthful or complete. Any
representation to  the contrary is a criminal o ffense.
 We have g ranted to  the underwriters the right to  purchase within 30 days from the date  o f this prospectus supplement up to  an
additional 150,000 shares o f our Series A Preferred Stock at the public  o ffering  price per share, less discounts and commissions, to
cover over-allo tments.
 

FRIEDMAN BILLINGS RAMSEY
 

STIFEL, NICOLAUS & COMPANY
INCO RPO RATED

 

ADVEST, INC.
 

BB&T CAPITAL MARKETS   FLAGSTONE SECURITIES
 

The date o f this prospectus supplement is November 1, 2004 .
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You should rely only on the information contained in or incorporated by reference in this prospectus supplement and

the accompanying  prospectus. We have not, and the underwriters have not, authorized anyone to  provide you with
additional or different information. We are not, and the underwriters are not, making  an o ffer to  sell these securities in any
jurisdiction where the o ffer or sale  is no t permitted. You should not assume that the information contained in this
prospectus supplement or the accompanying  prospectus is accurate as o f any date o ther than the date o f this prospectus
supplement or the accompanying  prospectus, respectively, or that information contained in any document incorporated or
deemed to  be incorporated by reference is accurate as o f any date o ther than the date o f that document.
 

The information in this prospectus supplement updates information in the accompanying  prospectus and, to  the extent
it is inconsistent with the information in the accompanying  prospectus, replaces such information.
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FORWARD- LOOKING STATEMENTS
 

This prospectus supplement and the accompanying  prospectus contain o r inco rporate  by reference certain fo rward-looking
statements. Fo rward-looking  statements are  those that predict o r describe future  events o r trends and that do  no t re late  so lely to
histo rical matters. You can generally identify fo rward-looking  statements as statements containing  the words “will,” “believe,”
“expect,” “antic ipate ,” “intend,” “estimate,” “assume” o r o ther similar expressions. You should no t re ly on our fo rward-looking
statements because the matters they describe are  subject to  known and unknown risks, uncertainties and o ther unpredictable  facto rs,
many o f which are  beyond our contro l. Statements regarding  the fo llowing  subjects are  fo rward-looking  by their nature:
 
 • our business and investment strategy;
 
 • market trends and risks;
 
 • assumptions regarding  interest rates; and
 
 • assumptions regarding  prepayment rates on the mortgage loans securing  our mortgage-backed securities.
 

These fo rward-looking  statements are  subject to  various risks and uncertainties, including  those relating  to :
 
 • increases in the prepayment rates on the mortgage loans securing  our mortgage-backed securities;
 
 • our ability to  use bo rrowings to  finance our assets and the extent o f our leverage;
 
 • risks associated with investing  in mortgage-related assets, including  changes in business conditions and the general economy;
 
 • our ability to  fund our loan acquisitions, pay our loan acquisition expenses and ho ld loans pending  sale  o r securitization;
 
 • credit risks associated with acquiring , accumulating  and securitiz ing  loans;
 
 • our ability to  maintain our qualification as a REIT under the Code; and
 
 • management’s ability to  manage our g rowth and planned expansion.
 

Other risks, uncertainties and facto rs, including  those discussed under the caption “Risk Facto rs” in this prospectus supplement, in
the accompanying  prospectus and in reports that we file  from time to  time with the Securities and Exchange Commission, such as our
quarterly and annual reports, could cause our actual results to  differ materially and adversely from those pro jected in any fo rward-
looking  statements we make. We undertake no  obligation to  update  o r revise  any fo rward-looking  statements, whether as a result o f
new info rmation, future  events o r o therwise.
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PROSPECTUS SUPPLEMENT SUMMARY
 

The following summary highlights information contained elsewhere or incorporated by reference in this prospectus supplement
and the accompanying prospectus. It may not contain all of the information that is important to you. Before making a decision to invest
in our Series A Preferred Stock, you should read carefully this entire prospectus supplement and the accompanying prospectus. This
summary is qualified in its entirety by the more detailed information and financial statements, including the notes thereto, appearing
elsewhere or incorporated by reference in this prospectus supplement and the accompanying prospectus. Unless otherwise indicated, the
information in this prospectus supplement assumes that the underwriters’ over-allotment option is not exercised.
 
The Company
 We were inco rporated in Maryland on October 20, 1997 and commenced our operations on March 17, 1998. We are  in the
business o f investing  primarily in United States agency and o ther highly rated sing le-family adjustable-rate  and fixed-rate  mortgage-
backed securities that we acquire  in the secondary market. United States agency securities are  securities that are  obligations guaranteed
by the United States government o r its sponso red enterprises o r agencies, such as Fannie Mae o r Freddie  Mac. We seek attractive
long-term investment returns by investing  our equity capital and bo rrowed funds in such securities. Our returns are  principally earned on
the spread between the yield on our interest-earning  assets and the interest cost o f the funds we bo rrow.
 

On November 3, 2003, we fo rmed our who lly-owned subsidiary, Belvedere Trust Mortgage Corporation, o r Belvedere Trust.
Belvedere Trust was fo rmed to  acquire , own and securitize  mortgage loans, with a focus on high credit-quality jumbo  adjustable-rate ,
hybrid and second-lien mortgages. Belvedere Trust, through taxable  REIT subsidiaries, acquires mortgage loans, securitizes a
substantial amount o f those mortgage loans and then retains a po rtion o f the mortgage-backed securities, while  selling  the balance to
third parties in the secondary market. The mortgage-backed securities it re tains are  purchased by one o f our qualified REIT subsidiaries
to  maximize tax effic iency on the interest income on those securities. The co rnerstone o f Belvedere Trust’s long-term who le loan
finance strategy is securitization o f who le loans since securitization materially limits liquidity risks and po tentially maximizes risk-
adjusted returns on capital. Belvedere Trust does no t o rig inate  o r service mortgages itself and, as a result, is able  to  limit its fixed
expenses and reduce its overhead costs. Belvedere Trust has ag reements with a number o f mortgage o rig inato rs that we believe
enable  Belvedere Trust to  maintain stable  product sourcing  while  simultaneously maintaining  consistent quality contro ls.
 

At June 30, 2004 , we had to tal assets o f $5.05 billion. Our po rtfo lio  consisted o f $3.97 billion o f agency mortgage-backed
securities allocated as fo llows: 33% agency ARMs, 60% agency hybrid ARMs, 6% agency fixed-rate  mortgage-backed securities and
1% agency floating -rate  CMOs. Our non-agency mortgage-backed securities held at June 30, 2004  were approximately $55.4  million,
retained from our first who le loan securitization. Mortgage loans held fo r securitization at June 30, 2004  were $349.7 million and
securitized mortgage loans were $639.2 million. As o f June 30, 2004 , Belvedere Trust’s assets comprised 20.7% of our overall
assets, o r approximately $1.04  billion in mortgage-related assets. Our equity at June 30, 2004  was $486.4  million, o r $10.66 per share.
For the six months ended June 30, 2004 , we reported net income o f $30.1 million, o r $0.68 per diluted share.
 

We have elected to  be taxed as a REIT under the Code. As a REIT, we routinely distribute  substantially all o f the net income
generated from our operations to  our stockho lders. As long  as we retain our REIT status, we generally will no t be subject to  federal o r
state  taxes on our income to  the extent that we distribute  our net income to  our stockho lders. Certain direct and indirect subsidiaries o f
Belvedere Trust are  taxable  REIT subsidiaries and, as such, are  liable  fo r co rporate  income tax expenses.
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General Information
 Our o ffice is located at 1299 Ocean Avenue, Suite  250, Santa Monica, Califo rnia 90401. Our te lephone number is (310) 255-
4493. Our website  is www.anworth.com. The contents o f our website  are  no t a part o f this prospectus supplement o r the accompanying
prospectus. Our shares o f common stock are  traded on the NYSE under the symbol “ANH.”
 
Recent Developments
 On July 2, 2004 , we declared a dividend o f $0.33 per share which was paid on August 11, 2004  to  ho lders o f reco rd as o f the
close o f business on July 27, 2004 .
 

On July 30, 2004 , Belvedere Trust completed a securitization pursuant to  which it securitized $391.0 million o f mortgage loans.
 

On October 13, 2004 , we declared a dividend o f $0.27 per share. This dividend is payable  on November 10, 2004  to  ho lders o f
reco rd as o f the close o f business on October 29, 2004 .
 

On October 14 , 2004 , we reported our preliminary unaudited results o f operations fo r the quarter ended September 30, 2004 . Fo r
the quarter ended September 30, 2004 , we reported earnings o f $12.2 million, o r $0.27 per diluted share. At September 30, 2004 , we
had to tal assets o f $5.97 billion. Our po rtfo lio  included $4 .37 billion o f agency mortgage-backed securities allocated as fo llows: 32%
agency ARMs, 63% agency hybrid ARMS, 5% agency fixed-rate  mortgage-backed securities and less than 1% agency floating  rate
CMO’s. In connection with our agency mortgage-backed securities po rtfo lio , the weighted average maturity o f outstanding
repurchase ag reements decreased from 210 days as o f June 30, 2004  to  192 days as o f September 30, 2004 . After adjusting  fo r
interest rate  swap transactions, the weighted average maturity was 328 days as o f September 30, 2004  compared to  369 days as o f
June 30, 2004 .
 

On October 28, 2004 , Belvedere Trust completed a securitization pursuant to  which it securitized approximately $608.1 million
of mortgage loans. Since its fo rmation, Belvedere Trust has securitized a to tal o f $1.91 billion o f mortgage loans.
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Selected Financial Data
 The selected statement o f operations and balance sheet data as o f December 31, 2002 and 2003 and the three years in the period
ended December 31, 2003 are  derived from our audited financial statements inco rporated by reference in this prospectus supplement
and the accompanying  prospectus. The selected statement o f operations and balance sheet data as o f December 31, 2001, 2000 and
1999 and fo r the years ended December 31, 2000 and 1999 are  derived from audited financial statements no t included in this
prospectus supplement o r the accompanying  prospectus. The selected financial data fo r the three and six months ended June 30, 2003
and 2004  are  derived from our unaudited financial statements fo r these periods. You should read these selected financial data together
with “Management’s Discussion and Analysis o f Financial Condition and Results o f Operations” and our audited and unaudited financial
statements and no tes thereto  that are  included in our Annual Report on Form 10-K fo r the fiscal year ended December 31, 2003 and our
Quarterly Report on Form 10-Q fo r the quarter ended June 30, 2004 , which are  inco rporated by reference into  this prospectus
supplement and the accompanying  prospectus.
 

 

 

Ye ar Ende d De c e mbe r 31,

  

S ix Months  Ende d
June  30,

 

 

1999

  

2000

  

2001

  

2002

  

2003

  

2003

  

2004

 
    (unaudite d)  

  (amounts  in thousands , e xc e pt pe r share  data)  
Statement o f Operations Data:                             
Days in period   365   366   365   365   365   181   182 
Investment and dividend income  $ 9,501  $ 10,314   $ 10,768  $ 66,855  $ 100,077  $ 47,697  $ 68,150 
Interest expense   (7,892)  (8,674)  (6,363)  (29,576)  (45,661)  (21,013)  (34 ,286)
        
Net interest income   1,609   1,640   4 ,405   37,279   54 ,416   26,684    33,864  
Gain on sales   —     —     430   4 ,709   3,497   2,791   259 
Net gain on derivatives   —     —     —     —     —     —     329 
Expenses   (400)  (379)  (1,129)  (10,318)  (7,718)  (4 ,081)  (4 ,207)
        
Net income  $ 1,209  $ 1,261  $ 3,706  $ 31,670  $ 50,195  $ 25,394   $ 30,245 
        
Basic  net income per average share  $ 0.53  $ 0.54   $ 1.52  $ 1.81  $ 1.52  $ 0.91  $ 0.68 
Diluted net income per average

share  $ 0.53  $ 0.54   $ 1.50  $ 1.80  $ 1.52  $ 0.91  $ 0.68 
Dividends declared per share(1)  $ 0.53  $ 0.40  $ 1.64   $ 2.00  $ 1.56  $ 0.45  $ 0.38 
Weighted average diluted shares

outstanding   2,290   2,331   2,467   17,591   33,112   28,052   44 ,463 

 

 

At De c e mbe r 31,

  

At June  30,

 

 

1999

  

2000

  

2001

  

2002

  

2003

  

2003

  

2004

 
    (unaudite d)  

  (amounts  in thousands , e xc e pt pe r share  data)  
Balance Sheet Data:                             
Mortgage-backed securities, net  $161,488  $134 ,889  $420,214   $ 2,430,103  $4 ,245,853  $3,444 ,182  $3,965,628 
To tal assets  $167,144   $141,834   $424 ,610  $2,443,884   $4 ,263,274   $ 3,459,001  $5,049,739 
Repurchase ag reements  $147,690  $ 121,891  $ 325,307  $ 2,153,870  $ 3,775,691  $ 3,008,008  $3,786,817 
To tal liabilities  $ 150,612  $ 123,633  $ 369,613  $ 2,178,362  $ 3,805,877  $ 3,091,091  $4 ,563,192 
Stockho lders’ equity  $ 16,532  $ 18,201  $ 54 ,997  $ 265,522  $ 457,397  $ 367,910  $ 486,394  
Number o f common shares

outstanding   2,307   2,350   6,951   25,346   42,707   32,878   45,622 
Book value per share  $ 7.17  $ 7.75  $ 7.91  $ 10.48  $ 10.71  $ 11.19  $ 10.66 

(1) On September 26, 2000, our board o f directo rs announced that, beg inning  with the third quarter o f 2000, dividends would
generally be declared after each quarter-end rather than during  the applicable  quarter.
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The Offering
 Issuer Anworth Mortgage Asset Corporation
 
Securities Offered 1,000,000 shares o f 8.625% Series A Cumulative Preferred Stock (plus up to  150,000

shares o f Series A Preferred Stock issuable  upon exercise  o f the underwriters’ over-
allo tment option).

 
Dividends Dividends on the Series A Preferred Stock are  cumulative from the date  o f o rig inal

issuance and are  payable  quarterly, when and as declared, commencing  on January 18,
2005 at the rate  o f 8.625% per annum of the $25.00 liquidation preference (equivalent
to  an annual dividend rate  o f $2.15625 per share). Dividends will be payable  quarterly
on the 15th day o f January, April, July and October o f each year, o r if such day is no t a
business day, the next succeeding  business day.

 
Liquidation Preference $25.00 per share o f Series A Preferred Stock, plus an amount equal to  accumulated,

accrued and unpaid dividends (whether o r no t declared).
 
Maturity and Redemption The Series A Preferred Stock has no  maturity date , and we are  no t required to  redeem

the Series A Preferred Stock at any time. The Series A Preferred Stock is no t
redeemable prio r to  November 5, 2009 except in certain limited circumstances
relating  to  the ownership limitation necessary to  preserve our qualification as a REIT.
On o r after November 5, 2009, the Series A Preferred Stock will be redeemable fo r
cash at our option, in who le o r from time to  time in part, at a redemption price o f
$25.00 per share, plus accrued and unpaid dividends, if any, to  the redemption date .

 
Ranking The Series A Preferred Stock will rank senio r to  our common stock and future  junio r

securities, equal with future  parity securities and junio r to  future  senio r securities and to
all our existing  and future  indebtedness, with respect to  the payment o f dividends and
the distribution o f amounts upon liquidation, disso lution o r winding  up.

 
Voting  Rights Holders o f Series A Preferred Stock generally will have no  vo ting  rights. However, if

dividends on the Series A Preferred Stock are  in arrears fo r six o r more quarterly
periods (whether o r no t consecutive), the ho lders o f such shares (vo ting  together as a
sing le  class with all o ther shares o f any class o r series o f shares ranking  on parity with
the Series A Preferred Stock which are  entitled to  similar vo ting  rights, if any) will be
entitled to  vo te  fo r the election o f two  additional directo rs to  serve on our board o f
directo rs until all dividends in arrears on outstanding  Series A Preferred Stock have
been paid o r declared and set apart fo r payment. In addition, the issuance o f future
senio r shares o r certain changes to  the terms o f the Series A Preferred Stock that
would be materially adverse to  the rights o f ho lders o f Series A Preferred Stock
canno t be made without the affirmative vo te  o f ho lders o f at least 66 2/3% of the
outstanding  Series A Preferred Stock and shares o f any class o r series o f shares
ranking  on parity with the Series A Preferred Stock which are  entitled to  similar vo ting
rights, if any, vo ting  as a sing le  class.

 
S-5



Table of  Contents

Ownership Limit Subject to  certain exceptions, no  person may own, directly o r indirectly, more than
9.8% (in value o r number o f shares, whichever is more restric tive) o f the outstanding
shares o f our Series A Preferred Stock. Our board o f directo rs, in its discretion on a
limited basis, can g rant waivers to  increase this ownership limitation.

 
Listing We have applied to  list the Series A Preferred Stock on the NYSE under the symbol

“ANHPrA.” If approved fo r listing , trading  o f the Series A Preferred Stock on the
NYSE is expected to  commence within the 30-day period after the initial delivery o f
the Series A Preferred Stock.

 
Conversion The Series A Preferred Stock is no t convertible  into  o r exchangeable  fo r any o f our

o ther securities o r property.
 
Use o f Proceeds We will use the net proceeds from this o ffering  to  acquire  mortgage-related assets

consistent with our investment po licy.
 
No Rating The Series A Preferred Stock has no t been rated.
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RISK FACTORS
 

An investment in our Series A Preferred Stock involves various risks, including those described below and in the accompanying
prospectus beginning on page 4. You should carefully consider such risk factors, together with all of the information contained in or
incorporated by reference in this prospectus supplement and the accompanying prospectus, in determining whether to purchase our
Series A Preferred Stock. If any of the risks described below and in the accompanying prospectus actually occur, our business, operating
results, prospects and financial condition could be harmed. This could cause the market price of our Series A Preferred Stock to decline
and could cause you to lose all or part of your investment.
 
There is no established trading market for our Series A Preferred Stock, and the market price and trading volume of our Series A
Preferred Stock may fluctuate significantly.
 The Series A Preferred Stock is a new issue o f securities with no  established trading  market. A number o f facto rs may adversely
influence the price o f the Series A Preferred Stock in public  markets, many o f which are  beyond our contro l. In particular, an increase in
market interest rates will result in higher yields on o ther financial instruments and may lead purchasers o f Series A Preferred Stock to
demand a higher yield on the price paid fo r the Series A Preferred Stock, which could adversely affect the market price o f the Series A
Preferred Stock. Although we have applied to  list the Series A Preferred Stock on the NYSE, the daily trading  vo lume o f REITs in
general and the Series A Preferred Stock in particular may be lower than the trading  vo lume o f many o ther industries. An active trading
market fo r the Series A Preferred Stock may no t develop. As a result, investo rs who  desire  to  liquidate  substantial ho ldings at a sing le
po int in time may find that they are  unable  to  dispose o f their shares in the market without causing  a substantial decline in the market
price o f such shares.
 
Our future offerings of debt or preferred equity securities may adversely affect the value of our Series A Preferred Stock.
 Our charter provides that we may issue up to  20,000,000 shares o f preferred stock in one o r more series. The issuance o f
additional preferred stock on parity with o r senio r to  the Series A Preferred Stock could have the effect o f diluting  the amounts we may
have available  fo r distribution to  ho lders o f the Series A Preferred Stock. The Series A Preferred Stock will be subordinated to  all our
existing  and future  debt. None o f the provisions relating  to  the Series A Preferred Stock contains any provisions affo rding  the ho lders
o f the Series A Preferred Stock pro tection in the event o f a highly leveraged o r o ther transaction, including  a merger o r the sale , lease
o r conveyance o f all o r substantially all our assets o r business, that might adversely affect the ho lders o f the Series A Preferred Stock.
 
Our hedging strategies may not be successful in mitigating our risks associated with interest rates.
 We engage in hedg ing  activity. As such, we use various derivative financial instruments to  provide a level o f pro tection against
interest rate  risks, but no  hedg ing  strategy can pro tect us completely. When interest rates change, we expect to  reco rd a gain o r lo ss
on derivatives, which would be o ffset by an inverse change in the value o f loans o r residual interests. Additionally, from time to  time,
we may enter into  hedg ing  transactions in connection with our ho ldings o f mortgage-backed securities and government securities with
respect to  one o r more o f our assets o r liabilities. Our hedg ing  activities may include entering  into  interest rate  swaps, caps and floo rs,
options to  purchase these items, and futures and fo rward contracts. Currently, we intend to  primarily use interest rate  swap ag reements
to  manage the interest rate  risk o f our po rtfo lio  o f mortgage-backed securities and Euro  Do llar Futures contracts to  manage the interest
rate  risk associated with ho lding  loans in our warehouse facility befo re securitization; however, our actual hedg ing  decisions will be
determined in light o f the facts and circumstances existing  at the time and may differ from our currently antic ipated hedg ing  strategy.
We canno t assure you that our use o f derivatives will o ffset the risks related to  changes in interest rates. It is likely that there  will be
periods in the future  during  which we will incur lo sses after accounting  fo r our derivative financial instruments. The derivative financial
instruments we select may no t have the effect o f reducing  our interest rate
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risk. In addition, the nature and timing  o f hedg ing  transactions may influence the effectiveness o f these strateg ies. Poorly designed
strateg ies o r improperly executed transactions could actually increase our risk and lo sses. In addition, hedg ing  strateg ies invo lve
transaction and o ther costs. We canno t assure you that our hedg ing  strategy and the derivatives that we use will adequately o ffset the
risk o f interest rate  vo latility o r that our hedg ing  transactions will no t result in lo sses.
 
We conduct a portion of our business through taxable REIT subsidiaries, which could have adverse tax consequences.
 We conduct a po rtion o f our business, including  securitizations, through taxable  REIT subsidiaries, such as Belvedere Trust
Finance Corporation. Despite  our qualification as a REIT, our taxable  REIT subsidiaries must pay federal income tax on their taxable
income. In addition, we must comply with various tests to  continue to  qualify as a REIT fo r federal income tax purposes, and our
income from, and investments in, our taxable  REIT subsidiaries generally do  no t constitute  permissible  income and investments fo r
these tests. While  we attempt to  ensure that our dealings with our taxable  REIT subsidiaries will no t adversely affect our REIT
qualification, no  assurance can be g iven that we will successfully achieve that result. Furthermore, we may be subject to  a 100% penalty
tax, o r our taxable  REIT subsidiaries may be denied deductions, to  the extent our dealings with our taxable  REIT subsidiaries are  no t
deemed to  be arms’-leng th in nature .
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USE OF PROCEEDS
 

We expect that the net proceeds to  us from the sale  o f our Series A Preferred Stock, after deducting  underwriting  discounts and
commissions and estimated o ffering  expenses, will be approximately $23.9 million ($27.5 million if the underwriters’ over-allo tment
option is exercised in full).
 

We are conducting  this o ffering  to  increase our equity capital base which will allow us to  g row our balance sheet through the
deployment o f the equity and the use o f leverage. We will use the net proceeds from this o ffering  to  acquire  mortgage-related assets
consistent with our investment po licy. We then intend to  increase our investment assets by bo rrowing  against these mortgage-related
assets and using  the proceeds o f such bo rrowings to  acquire  additional mortgage-related assets. Pending  such investments, we will
place the net proceeds in interest-bearing  bank accounts o r in readily marketable , interest-bearing  securities.
 

CAPITALIZATION
 

The fo llowing  table  sets fo rth our actual capitalization as o f June 30, 2004 , and our capitalization as adjusted to  g ive effect to  the
issuance o f 1,000,000 shares o f our Series A Preferred Stock in this o ffering , which assumes the underwriters do  no t exercise  their
over-allo tment option.
 

The info rmation set fo rth in the fo llowing  table  should be read in conjunction with, and is qualified in its entirety by, the financial
statements and the no tes thereto  included in our Quarterly Report on Form 10-Q fo r the quarter ended June 30, 2004 , which is
inco rporated by reference into  this prospectus supplement and the accompanying  prospectus.
 

   

As of June  30, 2004

 

   

Ac tual

  

As Adjuste d(1)

 
   (in thousands)  
Stockho lders’ Equity:          
Preferred stock, par value $0.01 per share; 20,000 shares autho rized; no  shares issued and

outstanding ; 1,000 issued and outstanding , as adjusted   $ —    $ 10 
Common stock, par value $0.01 per share; 100,000 autho rized; 45,622 shares issued and

outstanding    456   456 
Additional paid-in capital    525,182   549,085 
Accumulated o ther comprehensive lo ss consisting  o f unrealized lo sses(2)    (42,380)  (42,380)
Retained earnings    3,771   3,771 
Unearned restric ted stock    (635)  (635)
    
Total stockho lders’ equity   $486,394   $ 510,307 
    

(1) After deducting  estimated underwriting  discounts and commissions and estimated o ffering  expenses payable  by us, and assuming
no  exercise  o f the underwriters’ over-allo tment option to  purchase up to  an additional 150,000 shares o f our Series A Preferred
Stock. Does no t include 631,088 shares o f our common stock issued subsequent to  June 30, 2004  consisting  o f 292,500 shares
issued pursuant to  our Contro lled Equity Offering  Sales Agreement with Canto r Fitzgerald & Co . and 338,588 shares issued
pursuant to  our Dividend Reinvestment and Stock Purchase Plan.

(2) Represents unrealized gains resulting  from mark-to -market adjustment on our available  fo r sale  securities.
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RATIO OF EARNINGS TO COMBINED FIXED CHARGES AND PREFERRED DIVIDENDS
 

The fo llowing  table  sets fo rth our ratio s o f earnings to  combined fixed charges and preferred dividends fo r the periods shown:
 

   

For the  S ix
Months  Ende d

June  30,
2004

  

For the
Ye ar Ende d

De c e mbe r 31,
2003

  

For the
Ye ar Ende d

De c e mbe r 31,
2002

  

For the
Ye ar Ende d

De c e mbe r 31,
2001

  

For the
Ye ar Ende d

De c e mbe r 31,
2000

  

For the
Ye ar Ende d

De c e mbe r 31,
1999

Ratio   1.88  2.10  2.07  1.58  1.15  1.15
 

The ratio s o f earnings to  combined fixed charges and preferred dividends were computed by dividing  earnings by fixed charges
and preferred dividends. Fo r this purpose, earnings consist o f net income from continuing  operations and fixed charges. Fixed charges
consist o f interest expense. The ratio s are  based so lely on histo rical financial info rmation and no  pro  fo rma adjustments have been
made thereto .
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OUR COMPANY
 
Overview
 We were inco rporated in Maryland on October 20, 1997 and commenced our operations on March 17, 1998. We are  in the
business o f investing  primarily in United States agency and o ther highly rated sing le-family adjustable-rate  and fixed-rate  mortgage-
backed securities that we acquire  in the secondary market. United States agency securities are  securities that are  obligations guaranteed
by the United States government o r its sponso red enterprises o r agencies, such as Fannie Mae o r Freddie  Mac. We seek attractive
long-term investment returns by investing  our equity capital and bo rrowed funds in such securities. Our returns are  principally earned on
the spread between the yield on our interest-earning  assets and the interest cost o f the funds we bo rrow. We have elected to  be taxed
as a REIT under the Code. As a REIT, we routinely distribute  substantially all o f the income generated from our operations to  our
stockho lders. As long  as we retain our REIT status, we generally will no t be subject to  federal o r state  taxes on our income to  the
extent that we distribute  our net income to  our stockho lders.
 

On November 3, 2003, we fo rmed a who lly-owned subsidiary Belvedere Trust Mortgage Corporation, o r Belvedere Trust, to
acquire , own and securitize  mortgage loans, with a focus on high credit-quality jumbo  adjustable-rate , hybrid and second-lien
mortgages. Belvedere Trust acquires mortgage loans, securitizes a substantial amount o f those mortgage loans and then retains a
portion o f those mortgage-backed securities, while  selling  the balance to  third parties in the secondary market. The mortgage-backed
securities we retain are  purchased by one o f our qualified REIT subsidiaries to  maximize tax effic iency on the interest income on those
securities. Belvedere Trust was fo rmed as a qualified REIT subsidiary, but it structures securitization transactions primarily through
taxable  REIT subsidiaries (which generally are  taxed as C co rporations subject to  full co rporation taxation) which in turn establish
special purpose entities that issue securities through real estate  mortgage investment conduit, o r REMIC, trusts. Since its fo rmation,
Belvedere Trust has become an increasing ly important part o f our overall operations.
 

At June 30, 2004 , we had to tal assets o f $5.05 billion. Our po rtfo lio  consisted o f $3.97 billion o f agency mortgage-backed
securities allocated as fo llows: 33% agency ARMs, 60% agency hybrid ARMs, 6% agency fixed-rate  mortgage-backed securities and
1% agency floating -rate  CMOs. Our non-agency mortgage-backed securities held at June 30, 2004  were approximately $55.4  million,
retained from our first who le loan securitization. Mortgage loans held fo r securitization at June 30, 2004  were $349.7 million and
securitized mortgage loans were $639.2 million. As o f June 30, 2004 , Belvedere Trust’s assets comprised 20.7% of our overall
assets, o r approximately $1.04  billion in mortgage-related assets. Our equity at June 30, 2004  was $486.4  million, o r $10.66 per share.
For the six months ended June 30, 2004 , we reported net income o f $30.2 million, o r $0.68 per diluted share.
 
Our Executive Officers
 Our executive o fficers are  as fo llows:
 Lloyd McAdams.    Mr. McAdams is our Chairman o f the Board, President and Chief Executive Officer and is the Chairman o f the
Board o f Belvedere Trust and o f its management company, BT Management Company, L.L.C., o r BT Management. Mr. McAdams is
also  the Chairman o f the Board, Chief Investment Officer and co -founder o f Pacific  Income Advisers, an investment adviso ry firm,
and is the President o f Syndicated Capital, Inc., a reg istered broker-dealer. Mr. McAdams also  serves as a directo r o f PIA Mutual Fund.
Befo re jo ining  Pacific  Income Advisers, Mr. McAdams was President o f Security Pacific  Investment Managers, Inc. and served as
Senio r Vice President o f Trust Company o f the West. Mr. McAdams is a Chartered Financial Analyst charterho lder and a Certified
Employee Benefit Specialist.
 

Thad M. Brown.    Mr. Brown is our Chief Financial Officer and Secretary. Mr. Brown is also  the Chief Operating  Officer, Corporate
Secretary and Treasurer o f Pacific  Income Advisers. He began his career with Touche Ross & Co ., Certified Public  Accountants, and in
1987 associated with Provident Investment Counsel,
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Pasadena, Califo rnia, becoming  its Chief Operating  Officer and Senio r Vice President, where he served in those capacities until 1999.
Mr. Brown ho lds a master’s deg ree in tax law, is a Certified Public  Accountant, Certified Financial Planner certificant and received the
Personal Financial Specialist designation from the American Institute  o f Certified Public  Accountants.
 

Joseph E. McAdams.    Mr. McAdams is our Chief Investment Officer, and an Executive Vice President and a Directo r o f our
company, Belvedere Trust and BT Management. Mr. McAdams is also  Senio r Vice President o f Pacific  Income Advisers where he
serves as Fixed Income Portfo lio  Manager with a specialty in mortgage securities and is responsible  fo r Pacific  Income Advisers’
fixed income trading . Prio r to  jo ining  Pacific  Income Advisers, Mr. McAdams was a mortgage-backed securities trader and analyst at
Donaldson, Lufkin & Jenrette  Securities Corp. in New York. Mr. McAdams is a Chartered Financial Analyst charterho lder.
 

Heather U. Baines.    Ms. Baines is an Executive Vice President o f our company. Ms. Baines is also  the President, Chief Executive
Officer and co -founder o f Pacific  Income Advisers. Prio r to  jo ining  Pacific  Income Advisers, Ms. Baines was employed by Security
Pacific  Investment Managers, Inc., ultimately ho lding  the position o f Senio r Vice President and Directo r.
 

Evangelos Karagiannis.    Mr. Karag iannis is a Vice President o f our company with responsibility fo r manag ing  our po rtfo lio . Mr.
Karag iannis is also  Vice President o f Pacific  Income Advisers where he serves as Fixed Income Portfo lio  Manager with a specialty in
mortgage securities and is responsible  fo r Pacific  Income Advisers’ quantitative research. Mr. Karag iannis is a Chartered Financial
Analyst charterho lder and ho lds a Ph.D. in physics.
 

Bistra Pashamova.    Ms. Pashamova is a Vice President o f our company with responsibility fo r manag ing  our po rtfo lio . Ms.
Pashamova also  serves as a Po rtfo lio  Manager o f Pacific  Income Advisers, specializ ing  in mortgage-backed and asset-backed
securities. Ms. Pashamova began her career as an investment analyst at Pacific  Income Advisers in 1998 and is a Chartered Financial
Analyst charterho lder.
 

Belvedere Trust’s executive o fficers are  as fo llows:
 Claus Lund.    Mr. Lund is the Chief Executive Officer and a Directo r o f Belvedere Trust and BT Management. Mr. Lund was
previously the Executive Vice President o f Mortgage Asset Management at Bank o f America and Chief Administrative Officer and
Senio r Vice President o f Business Process Outsourcing  at Providian Financial.
 

Russell J. Thompson.    Mr. Thompson is the Chief Financial Officer o f Belvedere Trust and BT Management. Mr. Thompson was
previously a Vice President and the Manager o f Mortgage Capital Markets at Bank o f America and Senio r Vice President at Providian
Financial.
 
Our Strategy
 Investment Strategy
 Our strategy is to  invest primarily in United States agency and o ther highly rated sing le-family adjustable-rate  and fixed-rate
mortgage-backed securities that we acquire  in the secondary market. We seek to  acquire  assets that will produce competitive returns
after considering  the amount and nature o f the antic ipated returns from the investment, our ability to  pledge the investment to  secure
co llateralized bo rrowings and the costs associated with financing , manag ing , securitiz ing  and reserving  fo r these investments. Through
Belvedere Trust, we also  acquire  mortgage loans with a focus on high credit-quality jumbo  adjustable-rate , hybrid and second-lien
mortgages. Mortgage loans may be purchased from various suppliers o f mortgage-related assets throughout the United States,
including  savings and loans associations, banks, mortgage bankers and o ther mortgage lenders. We may acquire  mortgage loans
directly from o rig inato rs and from entities which ho ld mortgage loans o rig inated by o thers.
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Financing Strategy
 We finance the acquisition o f mortgage-related assets with sho rt-term borrowings and, to  a lesser extent, equity capital. The
amount o f sho rt-term borrowings we employ depends on, among  o ther facto rs, the amount o f our equity capital. We use leverage to
attempt to  increase po tential re turns to  our stockho lders. Pursuant to  our capital and leverage po licy, we seek to  strike a balance
between the under-utilization o f leverage, which reduces po tential re turns to  stockho lders, and the over-utilization o f leverage, which
could reduce our ability to  meet our obligations during  adverse market conditions.
 

We usually bo rrow at sho rt-term rates using  reverse repurchase ag reements, o r repurchase ag reements. Repurchase ag reements
are  generally sho rt-term in nature. We actively manage the adjustment periods and the selection o f the interest rate  indices o f our
borrowings against the adjustment periods and the selection o f indices on our mortgage-related assets in o rder to  limit our liquidity and
interest rate  related risks. We generally seek to  diversify our exposure by entering  into  repurchase ag reements with multiple  lenders. In
addition, we enter into  repurchase ag reements with institutions we believe are  financially sound and which meet credit standards
approved by our board o f directo rs.
 

We finance our acquisition o f residential real estate  mortgage loans using  long-term debt (obligations due on pass-through
certificates o r bonds) through securitizations. The interest rates on the long-term debt are  variable  and are  based upon the interest rates
on the underlying  loan co llateral. The maturities on the long-term debt are  also  based upon the maturities o f the underlying  mortgages.
In addition, we enter into  who le loan warehouse financing  facilities to  finance our residential loan acquisitions prio r to  securitization. The
who le loan warehouse financing  facilities are  sho rt-term borrowings that are  secured by the loans.
 

Growth Strategy
 In addition to  the strateg ies described above, we intend to  pursue o ther strateg ies to  further g row our earnings and our dividends
per share, which may include the fo llowing :
 
 • increasing  the size o f our balance sheet at a rate  faster than the rate  o f increase in our operating  expenses;
 
 

• issuing  new capital stock when market opportunities exist to  pro fitably increase the size o f our balance sheet through the use o f
leverage; and

 

 
• lowering  our effective bo rrowing  costs over time by seeking  direct funding  with co llateralized lenders, rather than using

financial intermediaries, and possibly using  commercial paper, medium term no te  prog rams, preferred stock and o ther fo rms
of capital.

 
Our Operating  Po licies and Programs
 We have established the fo llowing  four primary operating  po licies to  implement our business strateg ies:
 
 • our Asset Acquisition Po licy;
 
 • our Capital and Leverage Po licy;
 
 • our Credit Risk Management Po licy; and
 
 • our Asset/Liability Management Po licy.
 

Asset Acquisition Policy
 Our asset acquisition po licy provides guidelines fo r acquiring  investments and contemplates that we will acquire  a po rtfo lio  o f
investments that can be g rouped into  specific  categories. Each category and our respective investment guidelines are  as fo llows:
 
 

• Category I—At least 60% of our to tal assets will generally be adjustable- o r fixed-rate  mortgage securities and sho rt-term
investments. Assets in this category will be rated within one o f the two  highest
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rating  categories by at least one nationally recognized statistical rating  o rganization, o r if no t rated, will be obligations
guaranteed by the United States government o r its sponso red enterprises o r agencies, Fannie Mae o r Freddie  Mac.

 

 
• Category II—At least 90% of our to tal assets will generally consist o f Category I investments plus unrated mortgage loans,

mortgage securities rated at least investment g rade by at least one nationally recognized statistical rating  o rganization, o r
shares o f o ther REITs o r mortgage-related companies.

 

 
• Category III—No more than 10% of our to tal assets may be o f a type no t meeting  any o f the above criteria. Among  the types

o f assets generally assigned to  this category are  mortgage securities rated below investment g rade and leveraged mortgage
derivative securities.

 
Under our Category III investment criteria, we may acquire  o ther types o f mortgage derivative securities, including , but no t

limited to , interest only, principal only o r o ther mortgage-backed securities that receive a disproportionate  share o f interest income o r
principal.
 

Capital and Leverage Policy
 We employ a leverage strategy to  increase our investment assets by bo rrowing  against existing  mortgage-related assets and
using  the proceeds to  acquire  additional mortgage-related assets. We generally bo rrow between eight to  twelve times the amount o f
our conso lidated equity, although our bo rrowings may vary from time to  time depending  on market conditions and o ther facto rs
deemed relevant by our management company and our board o f directo rs. We believe that this will leave an adequate  capital base to
pro tect against interest rate  environments in which our bo rrowing  costs might exceed our interest income from mortgage-related
assets. We enter into  co llateralized bo rrowings with institutions which meet credit standards approved by our board o f directo rs.
 

Depending  on the different cost o f bo rrowing  funds at different maturities, we may vary the maturities o f our bo rrowed funds in an
attempt to  produce lower bo rrowing  costs. Our bo rrowings are  sho rt-term and we manage actively, on an aggregate  basis, bo th the
interest rate  indices and interest rate  adjustment periods o f our bo rrowings against the interest rate  indices and interest rate  adjustment
periods on our mortgage-related assets.
 

Our mortgage-related assets are  financed primarily at sho rt-term borrowing  rates through repurchase ag reements and do llar-ro ll
ag reements. We may also  employ bo rrowings under lines o f credit and o ther co llateralized financings that we establish with approved
institutional lenders.
 

Credit Risk Management Policy
 We review credit risk and o ther risks o f lo ss associated with each o f our po tential investments. In addition, we may diversify our
portfo lio  o f mortgage-related assets to  avo id undue geographic, insurer, industry and certain o ther types o f concentrations. We may
reduce certain risks from sellers and servicers through representations and warranties. We monito r the overall po rtfo lio  risk and
determine appropriate  levels o f provision fo r lo ss.
 

Compliance with our credit risk management po licy guidelines is determined at the time o f purchase o f mortgage assets, based
upon the most recent valuation utilized by us. Such compliance is no t affected by events subsequent to  such purchase, including ,
without limitation, changes in characterization, value o r rating  o f any specific  mortgage assets o r economic conditions o r events
generally affecting  any mortgage-related assets o f the type held by us.
 

Asset/Liability Management Policy
 Interest Rate Risk Management.    To  the extent consistent with our e lection to  qualify as a REIT, we fo llow an interest rate  risk
management prog ram intended to  pro tect our po rtfo lio  o f mortgage-related assets and related debt against the effects o f majo r
interest rate  changes. Specifically, our interest rate  management prog ram is
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fo rmulated with the intent to  o ffset to  some extent the po tential adverse effects resulting  from interest rate  adjustment limitations on
our mortgage-related assets and the differences between interest rate  adjustment indices and interest rate  adjustment periods o f our
adjustable-rate  mortgage-related assets and related bo rrowings.
 

Our interest rate  risk management prog ram encompasses a number o f procedures, including :
 
 

• monito ring  and adjusting , if necessary, the interest rate  sensitivity o f our mortgage-related assets compared with the interest
rate  sensitivities o f our bo rrowings;

 
 

• attempting  to  structure  our bo rrowing  ag reements relating  to  adjustable-rate  mortgage-related assets to  have a range o f
different maturities and interest rate  adjustment periods; and

 
 

• actively manag ing , on an aggregate  basis, the interest rate  indices and interest rate  adjustment periods o f our mortgage-related
assets compared to  the interest rate  indices and adjustment periods o f our bo rrowings.

 
We expect to  be able  to  adjust the average maturity/adjustment period o f our bo rrowings on an ongo ing  basis by chang ing  the

mix o f maturities and interest rate  adjustment periods as bo rrowings come due o r are  renewed. Through the use o f these procedures,
we attempt to  reduce the risk o f differences between interest rate  adjustment periods o f our adjustable-rate  mortgage-related assets
and our related bo rrowings.
 

Depending  on market conditions and the cost o f the transactions, we conduct certain hedg ing  activities in connection with the
management o f our po rtfo lio , including  periodically entering  into  derivative transaction with the objective o f reducing  interest rate  risk.
To  the extent consistent with our e lection to  qualify as a REIT, we adopt hedg ing  strateg ies intended to  lessen the effects o f interest
rate  changes and to  enable  us to  earn net interest income in periods o f generally rising , as well as declining  and static , interest rates.
Specifically, hedg ing  programs are  fo rmulated with the intent to  o ffset some o f the po tential adverse effects o f changes in interest
rate  levels re lative to  the interest rates on the mortgage-related assets held in our investment po rtfo lio , and differences between the
interest rate  adjustment indices and periods o f our mortgage-related assets and our bo rrowings. We monito r carefully, and may have to
limit, our asset/liability management po licy to  assure that we do  no t realize  excessive hedg ing  income, o r ho ld hedges having  excess
value in relation to  mortgage-related assets, which would result in our disqualification as a REIT o r, in the case o f excess hedg ing
income, if the excess is due to  reasonable  cause and no t willful neg lect, the payment o f a penalty tax fo r failure  to  satisfy certain REIT
income tests under the Code. In addition, asset/liability management invo lves transaction costs that increase dramatically as the period
covered by hedg ing  pro tection increases and that may increase during  periods o f fluctuating  interest rates.
 

Prepayment Risk Management.    We also  seek to  lessen the effects o f prepayment o f mortgage loans underlying  our securities at
a faster o r slower rate  than antic ipated. We accomplish this by structuring  a diversified po rtfo lio  with a variety o f prepayment
characteristics, investing  in mortgage-related assets with prepayment penalties, investing  in certain mortgage security structures that
have prepayment pro tections, and purchasing  mortgage-related assets at a premium and at a discount. We invest in mortgage-related
assets that on a po rtfo lio  basis do  no t have significant purchase price premiums. Under no rmal market conditions, we seek to  maintain
the aggregate  capitalized purchase premium o f the po rtfo lio  at 3% o r less. In addition, we can purchase principal only derivatives to  a
limited extent as a hedge against prepayment risks. We monito r prepayment risk through periodic  review o f the impact o f a variety o f
prepayment scenarios on our revenues, net earnings, dividends, cash flow and net balance sheet market value.
 

We believe that we have developed a cost-effective asset/liability management po licy to  mitigate  prepayment risks. However,
no  strategy can completely insulate  us from prepayment risks. Further, as no ted above, certain o f the federal income tax requirements
that we must satisfy to  qualify as a REIT limit our ability to  fully hedge our prepayment risks. Therefo re, we could be prevented from
effectively hedg ing  our interest rate  and prepayment risks.
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Our Investments
 Mortgage-Backed Securities
 Pass-Through Certificates.    We principally invest in pass-through certificates, which are  securities representing  interests in poo ls
o f mortgage loans secured by residential real property in which payments o f bo th interest and principal on the securities are  generally
made monthly, in effect, passing  through monthly payments made by the individual bo rrowers on the mortgage loans which underlie
the securities, net o f fees paid to  the issuer o r guaranto r o f the securities. Early repayment o f principal on some mortgage-backed
securities, arising  from prepayments o f principal due to  sale  o f the underlying  property, refinancing  o r fo reclosure, net o f fees and
costs which may be incurred, may expose us to  a lower rate  o f re turn upon reinvestment o f principal. This is generally referred to  as
prepayment risk. Additionally, if a security subject to  prepayment has been purchased at a premium, the value o f the premium would be
lost in the event o f prepayment. Like o ther fixed-income securities, when interest rates rise , the value o f a mortgage-backed security
generally will decline.
 

When interest rates are  declining , however, the value o f mortgage-backed securities with prepayment features may no t increase
as much as o ther fixed-income securities. The rate  o f prepayments on underlying  mortgages will affect the price and vo latility o f a
mortgage-backed security and may have the effect o f sho rtening  o r extending  the effective maturity o f the security beyond what was
anticipated at the time o f purchase. When interest rates rise , our ho ldings o f mortgage-backed securities may experience reduced
returns if the owners o f the underlying  mortgages pay o ff their mortgages later than antic ipated. This is generally referred to  as
extension risk.
 

Payment o f principal and interest on some mortgage pass-through securities, although no t the market value o f the securities
themselves, may be guaranteed by the full faith and credit o f the federal government, including  securities backed by Ginnie  Mae, o r by
agencies o r instrumentalities o f the federal government, including  Fannie Mae and Freddie  Mac. Mortgage-backed securities created
by non-governmental issuers, including  commercial banks, savings and loan institutions, private  mortgage insurance companies,
mortgage bankers and o ther secondary market issuers, may be supported by various fo rms o f insurance o r guarantees, including
individual loan, title , poo l and hazard insurance and le tters o f credit, which may be issued by governmental entities, private  insurers o r
the mortgage poo lers.
 

Collateralized Mortgage Obligations.    Co llateralized mortgage obligations, o r CMOs, are  mortgage-backed securities. Interest
and principal on a CMO are paid, in most cases, on a monthly basis. CMOs may be co llateralized by who le mortgage loans, but are
more typically co llateralized by po rtfo lio s o f mortgage pass-through securities. CMOs are  structured into  multiple  c lasses, with each
class bearing  a different stated maturity. Monthly payments o f principal, including  prepayments, are  first re turned to  investo rs ho lding
the sho rtest maturity class; investo rs ho lding  the longer maturity classes receive principal only after the first c lass has been retired. We
will typically consider CMOs that are  issued o r guaranteed by the federal government o r by any o f its agencies o r instrumentalities to
be United States government securities.
 

Other Mortgage-Backed Securities
 Mortgage Derivative Securities.    We may acquire  mortgage derivative securities in an amount no t to  exceed 10% of our to tal
assets. Mortgage derivative securities provide fo r the ho lder to  receive interest only, principal only, o r interest and principal in amounts
that are  disproportionate  to  those payable  on the underlying  mortgage loans. Payments on mortgage derivative securities are  highly
sensitive to  the rate  o f prepayments on the underlying  mortgage loans. In the event o f faster o r slower than antic ipated prepayments on
these mortgage loans, the rates o f re turn on interests in mortgage derivative securities representing  the right to  receive interest only o r
a disproportionately large amount o f interest, o r interest only derivatives, would be likely to  decline o r increase, respectively.
Conversely, the rates o f re turn on mortgage derivative securities representing  the right to  receive principal only o r a disproportionate
amount o f principal, o r principal only derivatives, would be likely to  increase o r decrease in the event o f faster o r slower prepayments,
respectively.
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We may also  invest in inverse floaters, a c lass o f CMOs with a coupon rate  that resets in the opposite  direction from the market
rate  o f interest to  which it is indexed, including  LIBOR or the 11th  Distric t Cost o f Funds Index, o r COFI. Any rise  in the index rate ,
which can be caused by an increase in interest rates, causes a drop in the coupon rate  o f an inverse floater while  any drop in the index
rate  causes an increase in the coupon o f an inverse floater. An inverse floater may behave like a leveraged security since its interest rate
usually varies by a magnitude much g reater than the magnitude o f the index rate  o f interest. The leverage-like characteristics inherent in
inverse floaters are  associated with g reater vo latility in their market prices.
 

We may also  invest in o ther mortgage derivative securities that may be developed in the future .
 

Subordinated Interests.    We may also  acquire  subordinated interests, which are  classes o f mortgage-backed securities that are
junio r to  o ther c lasses o f the same series o f mortgage-backed securities in the right to  receive payments from the underlying
mortgage loans. The subordination may be fo r all payment failures on the mortgage loans securing  o r underlying  such series o f
mortgage securities. The subordination will no t be limited to  those resulting  from particular types o f risks, including  those resulting
from war, earthquake o r flood, o r the bankruptcy o f a bo rrower. The subordination may be fo r the entire  amount o f the series o f
mortgage-related securities o r may be limited in amount.
 

Mortgage Warehouse Participations.    We may also  occasionally acquire  mortgage warehouse partic ipations as an additional
means o f diversifying  our sources o f income. We anticipate  that these investments, together with our investments in o ther Category
III assets, will no t in the aggregate  exceed 10% of our to tal mortgage-related assets. These investments are  partic ipations in lines o f
credit to  mortgage loan o rig inato rs that are  secured by recently o rig inated mortgage loans that are  in the process o f being  so ld to
investo rs. Our investments in mortgage warehouse partic ipations may be limited because they may consist o f non-qualifying  REIT
assets under the Code.
 

Other Mortgage-Related Assets
 Mortgage Loans.    We acquire  and accumulate  mortgage loans through Belvedere Trust as part o f our investment strategy until a
suffic ient quantity has been accumulated fo r securitization into  high-quality mortgage-backed securities in o rder to  enhance their value
and liquidity. We antic ipate  that any mortgage loans that we acquire  and do  no t immediately securitize , together with our investments in
o ther mortgage-related assets that are  no t Category I assets, will no t constitute  more than 30% of our to tal mortgage-related assets at
any time. Mortgage loans are  acquired with the intention o f securitiz ing  them into  high credit-quality mortgage securities. Despite  our
intentions, however, we may no t be successful in securitiz ing  these mortgage loans. To  meet our investment criteria, mortgage loans
acquired by us will generally confo rm to  the underwriting  guidelines established by Fannie Mae, Freddie  Mac o r to  secondary market
standards fo r “A” quality mortgage loans. Applicable  banking  laws generally require  that an appraisal be obtained in connection with the
o rig inal issuance o f mortgage loans by the lending  institution. We do  no t intend to  obtain additional appraisals at the time o f acquiring
mortgage loans.
 

Mortgage loans are  purchased from various suppliers o f mortgage-related assets throughout the United States, including  savings
and loans associations, banks, mortgage bankers and o ther mortgage lenders. We acquire  mortgage loans directly from o rig inato rs
and from entities ho lding  mortgage loans o rig inated by o thers. Our board o f directo rs has no t established any limits upon the
geographic concentration o f mortgage loans that we acquire  o r the credit quality o f suppliers o f the mortgage-related assets that we
acquire .
 

Other Investments.    We may acquire  o ther investments that include equity and debt securities issued by o ther primarily mortgage-
related finance companies, interests in mortgage-related co llateralized bond obligations, o ther subordinated interests in poo ls o f
mortgage-related assets, commercial mortgage loans and securities, and residential mortgage loans o ther than high credit-quality
mortgage loans. Although we expect that our o ther investments will be limited to  less than 10% of to tal assets, we have no  limit on
how much o f our stockho lders’ equity will be allocated to  o ther investments. There may be periods in which o ther investments
represent a large po rtion o f our stockho lders’ equity.
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Belvedere Trust Mortgage Corporation
 Belvedere Trust’s Business.    Belvedere Trust was fo rmed to  acquire , own and securitize  residential real estate  loans, with a focus
on high credit-quality jumbo  adjustable-rate , hybrid and second-lien mortgages. Belvedere Trust, through taxable  REIT subsidiaries,
acquires mortgage loans from various suppliers o f mortgage-related assets throughout the United States, including  savings and loan
associations, banks, mortgage bankers and o ther mortgage lenders. Belvedere Trust may acquire  mortgage loans directly from
orig inato rs and from entities which ho ld mortgage loans o rig inated by o thers. Belvedere Trust is in the process o f building  up a
diversified network o f loan sellers. Belvedere Trust’s loan sourcing  will determine the quality, consistency and vo lume o f loans.
 

Belvedere Trust targets the types and attributes o f the mortgage loans it seeks to  acquire  and ho lds these mortgage loans until a
suffic ient quantity has been accumulated fo r securitization into  high-quality mortgage-backed securities.
 

Our Strategy for Belvedere Trust
 Operating Strategy.    Our operating  strateg ies fo r Belvedere Trust include:
 
 

• targeting  mortgages from high credit-quality niche segment o f the first-lien jumbo , adjustable-rate  and hybrid mortgage
markets, and second-lien mortgage markets, where superio r risk-adjusted returns may be available;

 
 

• developing  comprehensive mortgage investment too ls and discipline to  support our asset acquisition, po rtfo lio  management
and risk management activities; and

 
 

• pursuing  a g rowth strategy by building  the infrastructure to  implement our business plan and obtaining  the scaling  benefits o f
manag ing  a large po rtfo lio  o f who le loan assets.

 
We believe our strategy fo r Belvedere Trust currently provides it with certain competitive advantages, including :

 
 • by no t o rig inating  o r servicing  mortgages itself, Belvedere Trust limits its fixed expenses and reduces overhead costs;
 
 

• Belvedere Trust has ag reements in place with a number o f mortgage o rig inato rs which we believe provide Belvedere Trust with
stable  product sourcing  while  simultaneously allowing  us to  maintain consistent quality contro ls;

 
 

• Belvedere Trust securitizes large poo ls o f mortgages and, out o f the larger poo ls o f co llateral, o ften structures series o f
securities fo r re tention which may have features that specifically benefit our investment strategy; and

 

 
• Belvedere Trust has retained to  date  only securities from its own securitizations. We believe that the ability to  select the

mortgages that constitute  co llateral fo r the securitizations promotes a consistent quality pro file  and provides Belvedere Trust
with g reater certainty regarding  expected perfo rmance.

 
Financing Strategy.    Belvedere Trust leverages its capital allocated to  who le-loan investment by bo rrowing  funds through short-

term and long-term secured debt facilities. Our goal fo r Belvedere Trust is to  use leverage prudently, as dictated by our integ rated risk
management strategy, to  enhance spread income and returns to  stockho lders. The co rnerstone o f our long-term who le loan finance
strategy is securitization o f our who le loans. Securitization materially limits liquidity risks and po tentially maximizes risk-adjusted
returns on capital.
 

To facilitate  the financing  o f some o f the mortgage-related assets which Belvedere Trust owns, we have in place, as o f
September 30, 2004 , a variety o f sho rt-term borrowing  arrangements, including  reverse repurchase ag reements with five dealers. As
of September 30, 2004 , we also  had two  who le loan credit facilities with credit limits to taling  $500.0 million. When we purchase who le
loans, we typically fund them through one o f these
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warehouse facilities. We have implemented a prog ram to  hedge select warehouse loans with Euro -Dollar Futures contracts until they
have been priced as securities. The who le loans are  kept in the warehouse facility where they earn a spread until they are  securitized.
 

Securitization Activities
 Belvedere Trust is a qualified REIT subsidiary, but structures securitization transactions primarily through taxable  REIT subsidiaries
(which generally are  taxed as C co rporations subject to  full co rporation taxation) which in turn establish special purpose entities that
issue securities through real estate  mortgage investment conduit, o r REMIC, trusts. The principal business activity invo lves issuing
various series o f long-term debt (in the fo rm o f pass-through certificates o r bonds co llateralized by residential real estate  loans). The
co llateral specific  to  each long-term debt series is the so le  source o f repayment o f the debt and, therefo re, our exposure to  lo ss is
limited to  our net investment in the co llateral.
 

Belvedere Trust sells a po rtion o f the mortgage-backed securities to  third parties in the secondary market, while  retaining  the
balance. The mortgage-backed securities retained by Belvedere Trust are  purchased by one o f our qualified REIT subsidiaries to
maximize tax effic iency on the interest income on those securities. Belvedere Trust has, to  date , re tained the subordinate  securities
and certain o f the senio r securities from its securitizations. Since its fo rmation, Belvedere Trust has securitized a to tal o f $1.30 billion
of mortgage loans. $936.0 million o f the mortgage-backed securities have been so ld to  third parties. The balance, $368.0 million, has
been retained by a qualified REIT subsidiary o f Belvedere Trust. Some o f the securities retained by Belvedere Trust have been
financed with sho rt-term borrowings.
 

During  the three months ended March 31, 2004 , Belvedere Trust transferred approximately $253.0 million o f residential
mortgage loans to  a securitization trust pursuant to  a poo ling  and third party servicing  ag reement with Countrywide Securities
Corporation.
 

During  the three months ended June 30, 2004 , Belvedere Trust transferred approximately $345.0 million o f residential mortgage
loans, o f which $147.0 million were purchased during  the second quarter o f 2004 , to  a securitization trust pursuant to  a poo ling  and third
party servicing  ag reement with Countrywide Securities Corporation, and we acquired approximately $314 .0 million o f residential
mortgage loans which were transferred to  a securitization trust pursuant to  a poo ling  and third party servicing  ag reement with
Countrywide Securities Corporation.
 

On July 30, 2004 , Belvedere Trust completed a securitization pursuant to  which it securitized $391.0 million o f mortgage loans.
On October 28, 2004 , Belvedere Trust completed a securitization pursuant to  which it securitized approximately $608.1 million o f
mortgage loans. Since its fo rmation, Belvedere Trust has securitized a to tal o f $1.91 billion o f mortgage loans.
 

Management Agreement
 Belvedere Trust has entered into  a management ag reement with BT Management Company, L.L.C., o r BT Management, a
Delaware limited liability company that is owned 50% by us and 50% by the executive o fficers o f BT Management. Pursuant to  the
management ag reement, BT Management manages the day-to -day operations o f Belvedere Trust in exchange fo r an annual base
management fee and a quarterly incentive fee. The annual base management fee is equal to  1.15% of the first $300.0 million o f
average net invested assets, plus 0.85% of the po rtion above $300.0 million. The incentive fee fo r each fiscal quarter is equal to  20%
of the amount o f net income o f Belvedere Trust, befo re incentive compensation, fo r such quarter in excess o f the amount that would
produce an annualized return on equity equal to  the Ten-Year U.S. Treasury Rate  fo r such fiscal quarter plus 1%.
 

The management ag reement requires that Belvedere Trust pay all amounts earned thereunder each quarter, subject to  o ffset fo r
accrued negative incentive compensation. Fo r the quarter ended June 30, 2004 , Belvedere Trust paid BT Management incentive
compensation o f $229,000. Fo r the quarter ended September 30, 2004 , Belvedere Trust paid BT Management incentive
compensation o f $218,000.
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DESCRIPTION OF SERIES A PREFERRED STOCK
 

The fo llowing  summary o f the terms and provisions o f the Series A Preferred Stock does no t purport to  be complete  and is
qualified in its entirety by reference to  our charter and the artic les supplementary establishing  the Series A Preferred Stock, each o f
which is inco rporated by reference in this prospectus supplement and the accompanying  prospectus. This description o f the particular
terms o f the Series A Preferred Stock supplements and, to  the extent inconsistent therewith, supersedes the description o f the general
terms and provisions o f our preferred stock set fo rth in the accompanying  prospectus. If the description o f the Series A Preferred
Stock in this prospectus supplement differs from the general description o f our preferred stock in the accompanying  prospectus, you
should rely on the info rmation in this prospectus supplement.
 
General
 We are autho rized to  issue up to  20,000,000 shares o f preferred stock from time to  time, in one o r more series o r c lasses, with
such designations, preferences, conversion o r o ther rights, vo ting  powers, restric tions, limitations as to  dividends o r o ther
distributions, qualifications and terms o r conditions o f redemption, in each case, if any, as are  permitted by Maryland law and as our
board o f directo rs may determine prio r to  issuance thereo f by adoption o f artic les supplementary to  our charter without any further
vo te  o r action by our stockho lders.
 
Ranking
 The Series A Preferred Stock will, with respect to  dividend rights and rights upon liquidation, disso lution o r winding  up o f our
company, rank (i) prio r o r senio r to  any class o r series o f our common stock and any o ther c lass o r series o f equity securities, if the
ho lders o f Series A Preferred Stock are  entitled to  the receipt o f dividends o r o f amounts distributable  upon liquidation, disso lution o r
winding  up in preference o r prio rity to  the ho lders o f shares o f such class o r series; (ii) on a parity with any class o r series o f our equity
securities if, pursuant to  the specific  terms o f such class o r series o f equity securities, the ho lders o f such class o r series o f equity
securities and the Series A Preferred Stock are  entitled to  the receipt o f dividends and o f amounts distributable  upon liquidation,
disso lution o r winding  up in proportion to  their respective amounts o f accrued and unpaid dividends per share o r liquidation preferences,
without preference o r prio rity one over the o ther; (iii) junio r to  any class o r series o f our equity securities if, pursuant to  the specific
terms o f such class o r series, the ho lders o f such class o r series are  entitled to  the receipt o f dividends o r amounts distributable  upon
liquidation, disso lution o r winding  up in preference o r prio rity to  the ho lders o f the Series A Preferred Stock; and (iv) junio r to  all o f our
existing  and future  indebtedness. The term “equity securities” does no t include convertible  debt securities, which will rank senio r to  the
Series A Preferred Stock prio r to  conversion.
 
Dividends
 Holders o f Series A Preferred Stock will be entitled to  receive, when and as autho rized by our board o f directo rs and declared by
us, out o f funds legally available  fo r payment, cash dividends at the rate  o f 8.625% per annum on the $25.00 liquidation preference
(equivalent to  $2.15625 per annum per share). Such dividends will be cumulative from the date  o f o rig inal issuance, whether o r no t in
any dividend period o r periods (i) such dividends shall be declared, (ii) there  shall be funds legally available  fo r the payment o f such
dividends o r (iii) any ag reement that prohibits our payment o f such dividends, and shall be payable  quarterly on the 15th day o f January,
April, July and October o f each year (o r, if no t a business day, the next succeeding  business day), commencing  January 18, 2005. The
first dividend will be payable  fo r the period beg inning  November 5, 2004 . Any dividend payable  on the Series A Preferred Stock fo r
any partial dividend period will be computed on the basis o f twelve 30-day months and a 360-day year. Dividends will be payable  in
arrears to  ho lders o f reco rd as they appear on our reco rds at the close o f business on the last day o f each o f March, June, September
and December, as the case may be, immediately preceding  the applicable  dividend payment date . Ho lders o f Series A Preferred Stock
will no t be entitled to  receive any dividends in excess o f cumulative dividends on the Series A Preferred Stock. No  interest will be paid
in respect o f any dividend payment o r payments on the Series A Preferred Stock that may be in arrears.
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When dividends are  no t paid in full upon the Series A Preferred Stock o r any o ther c lass o r series o f parity stock, o r a sum
sufficient fo r such payment is no t set apart, all dividends declared upon the Series A Preferred Stock and any o ther c lass o r series o f
parity stock shall be declared ratably in proportion to  the respective amounts o f dividends accumulated, accrued and unpaid on the
Series A Preferred Stock and accumulated, accrued and unpaid on such parity stock. Except as set fo rth in the preceding  sentence,
unless dividends on the Series A Preferred Stock equal to  the full amount o f accumulated, accrued and unpaid dividends have been o r
contemporaneously are  declared and paid, o r declared and a sum suffic ient fo r the payment thereo f set apart fo r such payment fo r all
past dividend periods, no  dividends shall be declared o r paid o r set aside fo r payment by us with respect to  any class o r series o f parity
stock. Unless full cumulative dividends on the Series A Preferred Stock have been paid o r declared and set apart fo r payment fo r all
past dividend periods, no  dividends (o ther than dividends paid in shares junio r in rank to  the Series A Preferred Stock o r options,
warrants o r rights to  subscribe fo r o r purchase such junio r stock) shall be declared o r paid o r set apart fo r payment by us with respect to
any junio r stock, no r shall any junio r stock o r parity stock be redeemed, purchased o r o therwise acquired (except fo r purposes o f an
employee benefit plan) fo r any consideration, o r any monies be paid to  o r made available  fo r a sinking  fund fo r the redemption o f any
junio r stock o r parity stock (except by conversion o r exchange fo r junio r stock, o r options, warrants o r rights to  subscribe fo r o r
purchase junio r stock), no r shall any o ther cash o r property be paid o r distributed to  o r fo r the benefit o f ho lders o f junio r stock.
No twithstanding  the fo rego ing , we shall no t be prohibited from (i) declaring  o r paying  o r setting  apart fo r payment any dividend o r
distribution on any parity stock o r (ii) redeeming , purchasing  o r o therwise acquiring  any stock, in each case, if such declaration,
payment, redemption, purchase o r o ther acquisition is necessary to  maintain our qualification as a REIT.
 

No dividends on Series A Preferred Stock shall be autho rized by our board o f directo rs o r declared o r paid o r set apart fo r
payment at such time as the terms and provisions o f any ag reement, including  any ag reement relating  to  our indebtedness, prohibits
such declaration, payment o r setting  apart fo r payment o r provides that such declaration, payment o r setting  apart fo r payment would
constitute  a breach thereo f o r a default thereunder, o r if such declaration o r payment shall be restric ted o r prohibited by law.
 

If, fo r any taxable  year, we elect to  designate  as “capital gain dividends” (as defined in Section 857 o f the Code) any po rtion o f
the dividends (as determined under the Code) paid o r made available  fo r the year to  ho lders o f all c lasses o f capital stock, then the
portion o f the capital gains amount that shall be allocable  to  the ho lders o f Series A Preferred Stock shall be the amount that the to tal
dividends (as determined under the Code) paid o r made available  to  the ho lders o f the Series A Preferred Stock fo r the year bears to
the to tal dividends. We may elect to  retain and pay income tax on our net long-term capital gains. In such a case, the ho lders o f Series
A Preferred Stock would include in income an appropriate  share o f our undistributed long-term capital gains, as designated by us.
 

In determining  whether a distribution (o ther than upon vo luntary o r invo luntary liquidation, disso lution o r winding  up o f our
company), by dividend, redemption o r o therwise, is permitted, amounts that would be needed, if we were to  be disso lved at the time
of the distribution, to  satisfy the liquidation preference o f the Series A Preferred Stock (as discussed below) will no t be added to  our
to tal liabilities.
 
Liquidation Preference
 Upon any vo luntary o r invo luntary liquidation, disso lution o r winding  up o f our company, befo re any payment o r distribution shall
be made to  o r set apart fo r the ho lders o f any junio r stock, the ho lders o f Series A Preferred Stock shall be entitled to  receive a
liquidation preference o f $25.00 per share, plus an amount equal to  all accumulated, accrued and unpaid dividends (whether o r no t
earned o r declared) to  the date  o f final distribution to  such ho lders; but such ho lders shall no t be entitled to  any further payment. Until
the ho lders o f the Series A Preferred Stock have been paid the liquidation preference in full, plus an amount equal to  all accumulated,
accrued and unpaid dividends (whether o r no t earned o r declared) to  the date  o f final distribution to  such ho lders, no  payment shall be
made to  any ho lder o f junio r stock upon the liquidation, disso lution o r winding  up o f our company. If upon any liquidation, disso lution o r
winding  up o f our company, our assets, o r proceeds
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thereo f, distributable  among  the ho lders o f Series A Preferred Stock shall be insuffic ient to  pay in full the above described preferential
amount and liquidating  payments on any o ther shares o f any class o r series o f parity stock, then such assets, o r the proceeds thereo f,
shall be distributed among  the ho lders o f Series A Preferred Stock and any such o ther parity stock ratably in the same proportion as the
respective amounts that would be payable  on such Series A Preferred Stock and any such o ther parity stock if all amounts payable
thereon were paid in full. Our vo luntary o r invo luntary liquidation, disso lution o r winding  up shall no t include our conso lidation o r merger
with o r into  one o r more entities, a sale  o r transfer o f all o r substantially all o f our assets o r a statuto ry stock exchange.
 

Upon any liquidation, disso lution o r winding  up o f our company, after payment shall have been made in full to  the ho lders o f Series
A Preferred Stock and any parity stock, any o ther series o r c lass o r c lasses o f junio r stock shall be entitled to  receive any and all assets
remaining  to  be paid o r distributed, and the ho lders o f the Series A Preferred Stock and any parity stock shall no t be entitled to  share
therein.
 
Redemption
 We canno t redeem the Series A Preferred Stock prio r to  five years from the date  o f issuance, except in certain limited
circumstances relating  to  our maintenance o f our ability to  qualify as a REIT as described in “—Restric tions on Ownership” and in
“Description o f our Capital Stock—Restric tions on Transfer” in the accompanying  prospectus. On and after five years from the date  o f
issuance, we may redeem any Series A Preferred Stock, in who le o r from time to  time in part, at a cash redemption price equal to
100% of the liquidation preference plus all accrued and unpaid dividends to  the date  fixed fo r redemption. The redemption date  shall be
selected by us and shall no t be less than 30 days no r more than 60 days after the date  we send no tice o f redemption. If full cumulative
dividends on all outstanding  shares o f Series A Preferred Stock have no t been paid o r declared and set apart fo r payment, no  Series A
Preferred Stock may be redeemed unless all outstanding  Series A Preferred Stock are  simultaneously redeemed; provided, however,
that we shall no t be prevented from purchasing  Series A Preferred Stock pursuant to  our charter o r o therwise in o rder to  ensure that we
remain qualified as a REIT under the Code. Additionally, unless full cumulative dividends on all outstanding  shares o f Series A Preferred
Stock have been paid o r declared o r set apart fo r payment, we may no t purchase o r o therwise acquire  directly o r indirectly fo r any
consideration, no r shall any monies be paid to  o r made available  fo r a sinking  fund fo r the redemption o f, any shares o f Series A
Preferred Stock (except by conversion into  o r exchange fo r junio r stock); provided, however, that we shall no t be prevented from
purchasing  any Series A Preferred Stock pursuant to  our charter o r o therwise in o rder to  ensure that we remain qualified as a REIT under
the Code.
 

Notice o f redemption o f the Series A Preferred Stock shall be mailed to  each ho lder o f reco rd o f the shares to  be redeemed by
first c lass mail, postage prepaid at such ho lder’s address as the same appears on our stock reco rds. Any no tice which was mailed as
described above shall be conclusively presumed to  have been duly g iven on the date  mailed whether o r no t the ho lder receives the
no tice. In addition to  any info rmation required by law o r by the applicable  rules o f the exchange upon which the Series A Preferred
Stock may be listed o r admitted to  trading , each no tice shall state: (i) the redemption date; (ii) the redemption price; (iii) the number o f
shares o f Series A Preferred Stock to  be redeemed; and (iv) the place o r places where certificates fo r such shares o f Series A
Preferred Stock are  to  be surrendered fo r cash. Any such redemption may be made conditional on such facto rs as may be determined
by our board o f directo rs and as set fo rth in the no tice o f redemption. From and after the redemption date , dividends on the Series A
Preferred Stock to  be redeemed will cease to  accrue, such shares shall no  longer be deemed to  be outstanding  and all rights o f the
ho lders thereo f shall cease (except the right to  receive the cash payable  upon such redemption).
 

The Series A Preferred Stock has no  stated maturity and will no t be subject to  any sinking  fund o r mandato ry redemption
provisions except as provided under “Description o f Our Capital Stock—Restric tions on Transfer” in the accompanying  prospectus.
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Subject to  applicable  law and the limitation on purchases when dividends on the Series A Preferred Stock are  in arrears, we may, at
any time and from time to  time, purchase Series A Preferred Stock in the open market, by tender o r by private  ag reement.
 

Any shares o f Series A Preferred Stock redeemed, purchased o r o therwise acquired by us in any manner whatsoever shall become
our autho rized but unissued and unclassified preferred stock and may be reissued o r reclassified by us in acco rdance with the applicable
provisions o f our charter.
 
Voting  Rights
 Holders o f the Series A Preferred Stock will no t have any vo ting  rights, except as set fo rth below.
 

If and whenever dividends on any shares o f Series A Preferred Stock o r any series o r c lass o f parity stock shall be in arrears fo r
six o r more quarterly periods (whether o r no t consecutive), the number o f directo rs then constituting  our board o f directo rs shall be
increased by two  and the ho lders o f such Series A Preferred Stock (vo ting  together as a sing le  class with all o ther parity stock o f any
o ther c lass o r series which is entitled to  similar vo ting  rights) will be entitled to  vo te  fo r the election o f the two  additional directo rs at
any annual meeting  o f stockho lders o r at a special meeting  o f the ho lders o f the Series A Preferred Stock and o f any o ther vo ting
preferred stock called fo r that purpose. We must call such special meeting  upon the request o f the ho lders o f reco rd o f 10% or more
o f the Series A Preferred Stock. Whenever dividends in arrears on outstanding  Series A Preferred Stock and any o ther vo ting  preferred
stock shall have been paid and dividends thereon fo r the current quarterly dividend period shall have been paid o r declared and set apart
fo r payment, then the right o f the ho lders o f the Series A Preferred Stock to  elect such additional two  directo rs shall cease and the
terms o f o ffice  o f such directo rs shall terminate  and the number o f directo rs constituting  the board o f directo rs shall be reduced
according ly.
 

The affirmative vo te  o r consent o f at least 66 2/3% of the vo tes entitled to  be cast by the ho lders o f the outstanding  shares o f
Series A Preferred Stock and the ho lders o f all o ther c lasses o r series o f preferred stock entitled to  vo te  on such matters, vo ting  as a
sing le  class, in addition to  any o ther vo te  required by our charter o r Maryland law, will be required to : (i) autho rize the creation o f, the
increase in the autho rized amount o f, o r the issuance o f any shares o f any class o f stock ranking  senio r to  the Series A Preferred Stock
or any security convertible  into  shares o f any class o f such senio r stock o r (ii) amend, alter o r repeal any provision o f, o r add any
provision to , our charter, including  the artic les supplementary establishing  the Series A Preferred Stock, if such action would materially
adversely affect the powers, rights o r preferences o f the ho lders o f the Series A Preferred Stock. An amendment o f our charter to
autho rize, create , o r increase the autho rized amount o f junio r stock o r any shares o f any class o f parity stock, including  additional
Series A Preferred Stock, shall no t be deemed to  materially adversely affect the vo ting  powers, rights o r preferences o f the ho lders o f
Series A Preferred Stock. No  such vo te  o f the ho lders o f Series A Preferred Stock as described above shall be required if provision is
made to  redeem all Series A Preferred Stock at o r prio r to  the time such amendment, alteration o r repeal is to  take effect, o r when the
issuance o f any such shares o r convertible  securities is to  be made, as the case may be.
 

With respect to  the exercise  o f the above described vo ting  rights, each share o f Series A Preferred Stock shall have one vo te  per
share, except that when any o ther c lass o r series o f preferred stock shall have the right to  vo te  with the Series A Preferred Stock as a
sing le  class, then the Series A Preferred Stock and such o ther c lass o r series shall have one vo te  per $25.00 o f stated liquidation
preference.
 
Conversion
 The Series A Preferred Stock is no t convertible  into  o r exchangeable  fo r any o f our o ther securities o r property.
 

S-23



Table of  Contents

Transfer and Dividend Paying  Agent
 American Stock Transfer & Trust Company will act as the transfer and dividend payment agent and reg istrar in respect o f the
Series A Preferred Stock.
 
Restrictions on Ownership
 For us to  maintain our qualification as a REIT under the Code, our shares o f capital stock must be beneficially owned by 100 o r
more persons during  at least 335 days o f a taxable  year o f 12 months (o r during  a proportionate  part o f a sho rter taxable  year). Also ,
no t more than 50% in value o f our outstanding  shares o f capital stock may be owned, directly o r indirectly, by five o r fewer individuals
(as defined in the Code to  include certain entities) during  the last half o f a taxable  year. To  ensure that we will comply with those share
ownership rules, our charter contains provisions that restric t the ownership and transfer o f our shares o f capital stock. With certain
exceptions, our charter prohibits direct o r constructive ownership by any person o f more than 9.8% (in value o r number o f shares,
whichever is more restric tive) o f the outstanding  shares o f our common stock, o r, with respect to  any class o r series o f preferred
stock, 9.8% (in value o r number o f shares, whichever is more restric tive) o f the outstanding  shares o f such class o r series o f preferred
stock, including  the Series A Preferred Stock. See “Description o f Our Capital Stock—Restric tions on Transfer” in the accompanying
prospectus fo r additional discussion.
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ADDITIONAL FEDERAL INCOME TAX CONSIDERATIONS
 

This section supplements the discussion under the caption “Certain Federal Income Tax Considerations” in the accompanying
prospectus. The fo llowing  discussion describes certain additional U.S. federal income tax considerations relating  to  the ownership o f
our Series A Preferred Stock. Because this is a summary that is intended to  address only U.S. federal income tax consequences
generally relevant to  all stockho lders relating  to  the ownership o f our Series A Preferred Stock, it may no t contain all the info rmation
that may be important to  prospective investo rs.
 

We urge prospective investo rs to  consult their own tax adviso rs regarding  the specific  tax consequences to  them o f the
acquisition, ownership and disposition o f Series A Preferred Stock and o f our e lection to  be taxed as a REIT. Specifically, prospective
investo rs should consult their own tax adviso rs regarding  the U.S. federal, state , local, fo reign, and o ther tax consequences o f such
acquisition, ownership, disposition and election, and regarding  po tential changes in applicable  tax laws.
 
Our Qualification as a REIT
 Our continued qualification and taxation as a REIT depend upon our ability to  meet on a continuing  basis, through actual annual
operating  results, certain qualification tests set fo rth in the Code. A summary o f certain U.S. federal income tax considerations relating
to  our e lection to  be taxed as a REIT is provided in the accompanying  prospectus. Those qualification tests invo lve the percentage o f
income that we earn from specified sources, the percentage o f our assets that falls within specified categories, the diversity o f our
share ownership, and the percentage o f our earnings that we distribute . No  assurance can be g iven that the actual results o f our
operation fo r any particular tax year will satisfy such requirements. Fo r a discussion o f the tax consequences o f our failure  to  qualify as
a REIT, see “Certain Federal Income Tax Considerations—Failure  to  Qualify as a REIT” in the accompanying  prospectus.
 
Dividends
 As long  as we qualify to  be taxed as a REIT, distributions made to  our stockho lders out o f current o r accumulated earnings and
pro fits will be treated as dividends under the Code and thus taxed to  them as o rdinary income, except that distributions o f net capital
gains designated by us as capital gain dividends will be taxed to  them as long-term capital gain. To  the extent that distributions exceed
current and accumulated earnings and pro fits, they will constitute  a return o f capital, rather than dividend o r capital gain income, and will
reduce the basis fo r the stockho lder’s stock with respect to  which the distributions are  paid o r, to  the extent that they exceed such
basis, will be taxed in the same manner as gain from the sale  o f that stock. Fo r purposes o f determining  whether distributions are  out o f
current o r accumulated earnings and pro fits, our earnings and pro fits will be allocated first to  our preferred stock and then to  our
common stock. Therefo re, depending  on our earnings and pro fits, distributions with respect to  the Series A Preferred Stock (as
compared to  distributions with respect to  our common stock) are  more likely to  be treated as dividends than as return o f capital o r a
distribution in excess o f basis.
 

As a result o f recent changes in the tax law, dividends paid by regular C co rporations to  stockho lders o ther than co rporations now
are generally taxed at the rate  applicable  to  long-term capital gains, which is a maximum of 15%, subject to  certain limitations. Because
we are  a REIT, however, our dividends, including  dividends paid on our Series A Preferred Stock, generally will continue to  be taxed at
regular o rdinary income tax rates, except in limited circumstances that we do  no t contemplate .
 
Capital Gain Dividends
 If, fo r any taxable  year, we elect to  designate  as capital gain dividends any po rtion o f the distributions paid fo r the year to  the
ho lders o f our capital stock, the po rtion o f the amount so  designated (no t in excess o f our net
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capital gain fo r the year) that will be allocable  to  the ho lders o f the Series A Preferred Stock will be the amount so  designated multiplied
by a fraction, the numerato r o f which will be the to tal dividends (within the meaning  o f the Code) paid to  the ho lders o f the Series A
Preferred Stock fo r the year and the denominato r o f which will be the to tal dividends paid to  the ho lders o f shares o f all c lasses o f our
stock fo r the year.
 
Redemption o f Series A Preferred Stock
 We may redeem the Series A Preferred Stock at our option, in who le o r from time to  time in part, beg inning  on November 5,
2009, fo r cash at $25.00 per share plus any accrued and unpaid dividends through the date  o f redemption, as more fully set fo rth under
“Description o f Series A Preferred Stock—Redemption.” A redemption o f Series A Preferred Stock will be treated under Section 302
of the Code as a distribution taxable  as a dividend (to  the extent o f our current and accumulated earnings and pro fits) at o rdinary
income rates, unless the redemption satisfies one o f the tests set fo rth in Section 302(b) o f the Code and is therefo re treated as a sale
o r exchange o f the redeemed shares. The redemption will be treated as a sale  o r exchange if it (i) is “substantially disproportionate”
with respect to  the ho lder (which will no t be the case if only Series A Preferred Stock is redeemed, since the shares o f Series A
Preferred Stock generally do  no t have vo ting  rights), (ii) results in a “complete  termination” o f the ho lder’s equity interest in our
company, o r (iii) is “no t essentially equivalent to  a dividend” with respect to  the ho lder, all within the meaning  o f Section 302(b) o f the
Code. In determining  whether any o f these tests has been met, shares o f our common and preferred stock considered to  be owned by
the ho lder by reason o f certain constructive ownership rules set fo rth in the Code, as well as shares o f our common and preferred stock
actually owned by the ho lder, must generally be taken into  account. If a ho lder o f Series A Preferred Stock owns (actually and
constructively) no  shares o f our outstanding  common stock o r an insubstantial percentage thereo f, a redemption o f shares o f Series A
Preferred Stock o f that ho lder is likely to  qualify fo r sale  o r exchange treatment because the redemption would be “no t essentially
equivalent to  a dividend.” However, because the determination as to  whether any o f the alternative tests o f Section 302(b) o f the Code
will be satisfied with respect to  any particular ho lder o f Series A Preferred Stock depends upon the facts and circumstances at the time
the determination must be made, prospective ho lders Series A Preferred Stock are  advised to  consult their own tax adviso rs to
determine such tax treatment.
 

If a redemption o f Series A Preferred Stock is no t treated as a distribution taxable  as a dividend to  a particular ho lder, it will be
treated as a taxable  sale  o r exchange by that ho lder. As a result, the ho lder will recognize gain o r lo ss fo r federal income tax purposes
in an amount equal to  the difference between (i) the amount o f cash and the fair market value o f any property received (less any po rtion
thereo f attributable  to  accumulated and declared but unpaid dividends, which will be taxable  as a dividend to  the extent o f our current
and accumulated earnings and pro fits) and (ii) the ho lder’s adjusted tax basis in the shares o f Series A Preferred Stock. Such gain o r lo ss
will be capital gain o r lo ss if the shares o f Series A Preferred Stock were held as a capital asset, and will be long-term gain o r lo ss if
such shares were held fo r more than one year.
 

If a redemption o f Series A Preferred Stock is treated as a distribution taxable  as a dividend, the amount o f the distribution will be
measured by the amount o f cash and the fair market value o f any property received by the ho lder. The ho lder’s adjusted tax basis in the
redeemed shares o f Series A Preferred Stock will be transferred to  the ho lder’s remaining  shares o f our stock. If the ho lder owns no
o ther shares o f our stock, such basis may, under certain circumstances, be transferred to  a related person o r it may be lo st entirely.
Proposed Treasury Regulations would, if adopted, alter the method fo r recovering  your adjusted tax basis in any shares redeemed in a
dividend-equivalent redemption. Under the proposed Treasury Regulations, you would be treated as realiz ing  a capital lo ss on the date
o f the dividend-equivalent redemption equal to  the adjusted tax basis o f the Series A Preferred Stock redeemed, subject to
adjustments. The recognition o f such lo ss would generally be deferred until the occurrence o f specified events, such as, fo r example,
when you cease to  own, actually o r constructively, any shares o f our stock. There can be no  assurance that the proposed Treasury
Regulations will be adopted, o r that they will be adopted in their current fo rm.
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Stock Ownership Test
 One o f the REIT qualification tests is that no  more than 50% of the value o f our stock may be owned, directly o r indirectly, by
five o r fewer individuals at any time during  the last half o f the taxable  year, the “5/50 Rule.” This rule  must be satisfied in each taxable
year o ther than the first taxable  year fo r which an election is made to  be taxed as a REIT. If we were to  fail the 5/50 Rule, we would
generally be disqualified from REIT status. However, if we comply with regulato ry rules pursuant to  which we are  required to  send
annual le tters to  ho lders o f our stock requesting  info rmation regarding  the actual ownership o f our stock, and we do  no t know, o r
exercising  reasonable  diligence would no t have known, whether we failed to  meet the 5/50 Rule, we will be treated as having  met the
5/50 Rule.
 
Non- United States Stockho lder
 The accompanying  prospectus describes certain tax consequences that result to  a non-United States stockho lder that receives
income, including  dividends and gain on a redemption o r o ther disposition o f the Series A Preferred Stock, that is effectively
connected with a United States trade o r business o f such non-United States stockho lder. In the case o f a non-United States stockho lder
that is e lig ible  fo r the benefits o f an income tax treaty between the United States and ano ther jurisdiction, those tax consequences
would only apply if the income were attributable  to  a U.S. permanent establishment o f the non-United States stockho lder.
 
Partnerships
 If an entity treated as a partnership fo r U.S. federal income tax purposes ho lds shares o f Series A Preferred Stock, the tax
treatment o f a partner in the partnership will generally depend upon the status o f the partner and the activities o f the partnership. If any
prospective investo r is a partner o f a partnership ho lding  shares o f Series A Preferred Stock, such prospective investo r should consult
their tax adviso r regarding  the tax consequences o f the ownership and disposition o f the Series A Preferred Stock.
 
Possible  Leg islative or Other Actions Affecting  Tax Considerations
 Prospective investo rs should recognize that the present U.S. federal income tax treatment o f an investment in us may be
modified by leg islative, judicial o r administrative action at any time, and that any such action may affect investments and commitments
previously made. The rules dealing  with U.S. federal income taxation are  constantly under review by persons invo lved in the leg islative
process and by the IRS and the U.S. Treasury Department, resulting  in revisions o f regulations and revised interpretations o f established
concepts as well as statuto ry changes. Revisions in U.S. federal tax laws and interpretations thereo f could adversely affect the tax
consequences o f an investment in our Series A Preferred Stock.
 

Congress recently has passed the American Jobs Creation Act o f 2004 , o r the Act, and the President has signed the Act into  law.
The Act makes certain changes to  the REIT tax rules, as discussed below.
 

Expansion of Straight Debt Safe Harbor
 The Act modifies a safe  harbor concerning  the rule  whereby a REIT may no t own more than 10%, by value, o f any one issuer’s
outstanding  securities (except with respect to  stock o f a taxable  REIT subsidiary). The Act exempts from this restric tion certain
categories o f debt instruments that are  deemed no t to  be abusive and to  present minimal o r no  opportunity fo r the REIT to  share in the
business pro fits o f the issuer. This rule  is effective fo r taxable  years beg inning  after December 31, 2000.
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Deletion of Customary Services Exception
 The Act deletes an exception to  the excise  tax imposed on income o r deductions improperly shifted between a REIT and a
taxable  REIT subsidiary. The exception concerns amounts received fo r services by the subsidiary that the REIT itself could have
provided.
 

Hedging Definition
 The Act changes the definition o f hedg ing  transactions fo r purposes o f the 95% income requirement to  confo rm to  the definition
in Section 1221 o f the Code and disregards such hedg ing  income fo r purposes o f the 95% income requirement.
 

Conformity with Regulated Investment Company Rules
 The Act co rrects an erro r in prio r law and, in the case o f a failure  to  satisfy the 95% gross income test described in the
accompanying  prospectus, imposes a tax using  a 95% test instead o f a 90% test.
 

Savings Provisions
 The Act modifies the REIT automatic  disqualification rules in the case o f a failure  to  meet certain REIT requirements generally
when there is reasonable  cause fo r such failure . In the case o f a failure  to  meet the limits on REIT ownership o f securities o f certain
issuers, the REIT is g iven a g race period o f six months to  come into  compliance without penalty if the excess is de minimis. In the
case o f a non-de minimis failure  o f any o f the asset tests, REIT disqualification will no t result if the REIT no tifies the IRS o f the excess
assets and comes into  compliance with the ownership restric tions within six months, the REIT is taxed on income from the excess
assets, and the failure  to  satisfy the ownership restric tion is due to  reasonable  cause and no t due to  willful neg lect. In the case o f a
reasonable  cause failure  to  meet certain o ther REIT qualification tests, the failure  will result in imposition o f a $50,000 per failure
penalty instead o f disqualification.
 

Capital Gain Distributions for Foreign Investors
 The Act treats capital gain distributions o f a publicly traded REIT as o rdinary distributions in the case o f a fo reign shareho lder that
did no t own more than 5% of the class o f publicly traded stock with respect to  which the distribution was made at any time during  the
taxable  year. As a result, the fo reign shareho lder will no t be required to  file  a U.S. tax return, the branch pro fits tax will no t apply, and the
REIT will withho ld tax at the 30% rate  o r the applicable  treaty rate  instead o f the 35% FIRPTA rate .
 

The fo rego ing  is a non-exhaustive list o f changes made by the Act. Each o f the changes described above, o ther than the
expansion o f the straight debt safe  harbor, is effective fo r taxable  years beg inning  after the date  o f enactment o f the Act.
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UNDERWRITING
 

The underwriters named below are acting  through their representative, Friedman, Billings, Ramsey & Co ., Inc. Subject to  the
terms and conditions set fo rth in the underwriting  ag reement, we have ag reed to  sell to  the underwriters, and the underwriters have
agreed to  purchase, the number o f shares o f our Series A Preferred Stock set fo rth opposite  their names below. The underwriting
agreement provides that the obligation o f the underwriters to  pay fo r and accept delivery o f our Series A Preferred Stock is subject to
certain conditions.
 

Unde rwrite rs

  

Numbe r of S hare s

Friedman, Billings, Ramsey & Co ., Inc.   500,000
Stifel, Nico laus & Company, Inco rporated   200,000
Advest, Inc.   150,000
BB&T Capital Markets, a division o f Sco tt & String fellow, Inc.   100,000
Flagstone Securities   50,000
   

Total   1,000,000
   

 
We have g ranted the underwriters an option exercisable  during  the 30-day period after the date  o f this prospectus supplement to

purchase from us, at the public  o ffering  price less underwriting  discounts and commissions, up to  an additional 150,000 shares o f our
Series A Preferred Stock fo r the so le  purpose o f covering  over-allo tments, if any. To  the extent that the underwriters exercise  the
option, each underwriter will be committed, subject to  certain conditions, to  purchase that number o f additional shares o f Series A
Preferred Stock that is proportionate  to  such underwriter’s initial commitment.
 

Under the terms and conditions o f the underwriting  ag reement, the underwriters are  committed to  purchase all o f the Series A
Preferred Stock o ffered by this prospectus supplement, o ther than the shares subject to  the over-allo tment option, if any are
purchased. We have ag reed to  indemnify the underwriters against certain civil liabilities under the Securities Act o f 1933, as amended,
o r to  contribute  to  payments the underwriters may be required to  make in respect o f such liabilities. We also  have ag reed to  reimburse
the underwriters fo r their reasonable  out-o f-pocket expenses in connection with this o ffering , including  reimbursement o f certain legal
fees and expenses.
 

The underwriters initially propose to  o ffer the Series A Preferred Stock directly to  the public  at the public  o ffering  price set fo rth
on the cover page o f this prospectus supplement, and to  certain dealers at such o ffering  price less a concession no t to  exceed $0.50
per share. The underwriters may allow, and such dealers may reallow, a concession no t to  exceed $0.45 per share to  certain o ther
dealers. If all the shares are  no t so ld at the public  o ffering  price, the underwriters may change the public  o ffering  price and the o ther
selling  terms.
 

The fo llowing  table  provides info rmation regarding  the per share and to tal underwriting  discounts and commissions we will pay to
the underwriters. These amounts are  shown assuming  bo th no  exercise  and full exercise  o f the underwriters’ option to  purchase from us
up to  an additional 150,000 shares to  cover over-allo tments.
 

   

T otal

   

Pe r S hare

  

No Exe rc ise

  

Full Exe rc ise

Public  o ffering  price   $25.0000  $25,000,000  $ 28,750,000
Underwriting  discounts and commissions   $ 0.7875  $ 787,500  $ 905,625
Proceeds, befo re expenses, to  us   $24 .2125  $24 ,212,500  $27,844 ,375

 
In connection with this o ffering , the underwriters may purchase and sell shares o f our Series A Preferred Stock in the open market.

These transactions may include sho rt sales, stabiliz ing  transactions and purchases to  cover positions created by sho rt sales. Short sales
invo lve the sale  by the underwriters o f a g reater number o f shares than they are  required to  purchase in this o ffering . “Covered” sho rt
sales are  sales made in an amount no t g reater than the underwriters’ option to  purchase additional shares from us in this o ffering . The
underwriters may
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close out any covered sho rt position by either exercising  their option to  purchase additional shares o r purchasing  shares in the open
market. In determining  the source o f shares to  close out the covered sho rt position, the underwriters will consider, among  o ther things,
the price o f shares available  fo r purchase in the open market as compared to  the price at which they may purchase shares through the
over-allo tment option. “Naked” sho rt sales are  any sales in excess o f such option. The underwriters must c lose out any naked sho rt
position by purchasing  shares in the open market. A naked sho rt position is more likely to  be created if the underwriters are  concerned
that there  may be downward pressure on the price o f the Series A Preferred Stock in the open market after pric ing  that could adversely
affect investo rs who  purchase in the public  o ffering . Stabiliz ing  transactions consist o f various bids fo r o r purchases o f Series A
Preferred Stock made by the underwriters in the open market prio r to  the completion o f this o ffering .
 

The underwriters may also  impose a penalty bid. This occurs when a particular underwriter repays to  the representative a po rtion o f
the underwriting  discount received by it because the representative has repurchased shares so ld by o r fo r the account o f such
underwriter in stabiliz ing  o r sho rt covering  transactions.
 

Purchases to  cover a sho rt position and stabiliz ing  transactions may have the effect o f preventing  o r retarding  a decline in the
market price o f our Series A Preferred Stock and, together with the imposition o f the penalty bid, may stabilize , maintain o r o therwise
affect the market price o f the Series A Preferred Stock. As a result, the price o f the Series A Preferred Stock may be higher than the
price that o therwise might exist in the open market. If these activities are  commenced, they may be discontinued at any time.
 

Any o f these activities may stabilize  o r maintain the market price o f the Series A Preferred Stock above independent market
levels. These transactions may be effected on the NYSE o r in the over-the-counter market o r o therwise. The underwriters are  no t
required to  engage in these activities and may end any o f these activities at any time.
 

The underwriters have info rmed us that they do  no t intend to  confirm sales o f Series A Preferred Stock o ffered by this prospectus
supplement to  any accounts over which they exercise  discretionary autho rity.
 

A prospectus supplement and accompanying  prospectus in electronic  fo rmat may be made available  on the Internet sites o f o r
through o ther online services maintained by one o r more o f the underwriters partic ipating  in this o ffering , o r by their affiliates. In those
cases, prospective investo rs may view o ffering  terms online and, depending  upon the particular underwriter, prospective investo rs
may be allowed to  place o rders online. A prospectus supplement and accompanying  prospectus in electronic  fo rmat may be made
available  on www.fbr.com, the Internet web site  maintained by Friedman, Billings, Ramsey Group, Inc., the parent company o f
Friedman, Billings, Ramsey & Co ., Inc. The underwriters may ag ree with us to  allocate  a specific  number o f shares fo r sale  to  online
brokerage account ho lders. Any such allocation fo r online distributions will be made by the underwriters on the same basis as o ther
allocations. Other than this prospectus supplement and the accompanying  prospectus in electronic  fo rmat, the info rmation on any
underwriter’s web site  and any info rmation contained in any o ther web site  maintained by an underwriter is no t part o f this prospectus
supplement and the accompanying  prospectus o r the reg istration statement o f which this prospectus supplement and the
accompanying  prospectus fo rm a part, has no t been approved and/o r endorsed by us o r any underwriter in its capacity as underwriter
and should no t be relied upon by investo rs.
 

The underwriters o r their affiliates from time to  time provide and may in the future  provide investment banking , commercial
banking  and financial adviso ry services to  us, fo r which they have received and may receive customary compensation.
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LEGAL MATTERS
 

The validity o f our securities o ffered in this prospectus supplement and accompanying  prospectus will be passed upon fo r us by
Manatt, Phelps & Phillips, LLP, Los Angeles, Califo rnia. Selected legal matters re lated to  Maryland law will be passed upon fo r us by
Piper Rudnick LLP. Certain legal matters re lating  to  this o ffering  will be passed upon fo r the underwriters by Morrison & Foerster LLP,
Los Angeles, Califo rnia.
 

EXPERTS
 

The financial statements as o f December 31, 2002, and fo r each o f the two  years in the period ended December 31, 2002,
inco rporated in this prospectus supplement and the accompanying  prospectus by reference to  the Annual Report on Form 10-K o f
Anworth Mortgage Asset Corporation fo r the year ended December 31, 2003, have been so  inco rporated in reliance on the report o f
PricewaterhouseCoopers LLP, independent reg istered public  accounting  firm, g iven on the autho rity o f said firm as experts in auditing
and accounting .
 

The financial statements as o f and fo r the year ended December 31, 2003 inco rporated in this prospectus supplement and the
accompanying  prospectus by reference to  the Annual Report on Form 10-K o f Anworth Mortgage Asset Corporation fo r the year
ended December 31, 2003, have been audited by BDO Seidman, LLP, independent certified public  accountants, to  the extent and fo r
the periods set fo rth in their report appearing  elsewhere therein, and are  included in reliance upon such report g iven upon the autho rity o f
said firm as experts in auditing  and accounting .
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$300,000,000
 
 

 

Anworth Mortgage Asset Corporation
 

Common Stock
Preferred Stock

Warrants
 

 
By this prospectus, we may o ffer, from time to  time:

 
 • shares o f our common stock;
 
 • shares o f our preferred stock;
 
 • warrants to  purchase shares o f our common stock o r preferred stock; o r
 
 • any combination o f the fo rego ing .
 

We will provide specific  terms o f each issuance o f these securities in supplements to  this prospectus. You should read this
prospectus and any supplement carefully befo re you decide to  invest.
 

This prospectus may no t be used to  consummate sales o f these securities unless it is accompanied by a prospectus supplement.
 

Our common stock is traded on the New York Stock Exchange under the ticker symbol “ANH.” On May 7, 2004 , the last repo rted
sales price o f our common stock was $10.95 per share.
 

We may sell these securities to  o r through underwriters, dealers o r agents, o r we may sell the securities directly to  investo rs on
our own behalf.
 

Investing  in our common stock invo lves a high degree o f risk. You should carefully consider the information under the
heading  “ Risk Factors” beg inning  on page 4  o f this prospectus before buying  shares o f our common stock.
 

 
Neither the Securities and Exchange Commission nor any state securities commission has approved or disapproved o f

these securities, or determined if this prospectus is truthful or complete. Any representation to  the contrary is a criminal
o ffense.
 

The date o f this prospectus is May 11, 2004



Table of  Contents

You should rely only on the information contained in or incorporated by reference into  this prospectus. We have not
authorized any o ther person to  provide you with different information. If anyone provides you with different or inconsistent
information, you should not rely on it. The information in this prospectus is current as o f the date o f this prospectus. Our
business, financial condition, results o f operations and prospects may have changed since that date.
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ABOUT THIS PROSPECTUS
 

This prospectus is part o f a reg istration statement that we filed with the Securities and Exchange Commission, o r SEC, using  a
“shelf” reg istration process. Under this process, we may o ffer and sell any combination o f common stock, preferred stock and
warrants in one o r more o fferings fo r to tal proceeds o f up to  $300,000,000. This prospectus provides you with a general description
of the securities we may o ffer. Each time we o ffer to  sell securities, we will provide a supplement to  this prospectus that will contain
specific  info rmation about the terms o f that o ffering . The prospectus supplement may also  add, update  o r change info rmation
contained in this prospectus. It is important fo r you to  consider the info rmation contained in this prospectus and any prospectus
supplement together with additional info rmation described under the heading  “Where You Can Find More Info rmation.”
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OUR COMPANY
 
Our Business
 We are in the business o f investing  primarily in United States agency and o ther highly rated sing le-family adjustable-rate  and fixed-
rate  mortgage-backed securities that we acquire  in the secondary market. United States agency securities are  securities that are
obligations guaranteed by the United States government, its agencies, o r government sponso red entities such as Fannie Mae o r
Freddie  Mac. We seek attractive long-term investment returns by investing  our equity capital and bo rrowed funds in such securities. Our
returns are  earned on the spread between the yield on our earning  assets and the interest cost o f the funds we bo rrow. We have elected
to  be taxed as a real estate  investment trust, o r REIT, under the United States Internal Revenue Code. As a REIT, we routinely distribute
substantially all o f the income generated from our operations to  our stockho lders. As long  as we retain our REIT status, we generally
will no t be subject to  federal o r state  taxes on our income to  the extent that we distribute  our net income to  our stockho lders.
 

On November 3, 2003, we fo rmed a who lly-owned subsidiary called Belvedere Trust Mortgage Corporation, o r Belvedere Trust.
Belvedere Trust was fo rmed as a qualified REIT subsidiary to  acquire  and own mortgage loans, with a focus on the high credit-quality
jumbo  adjustable  rate , hybrid and second-lien mortgage markets. Belvedere Trust was also  fo rmed with the intent o f securitiz ing  the
mortgage loans it acquires and selling  mortgage-backed securities in the capital markets. We have made an investment o f $33 million in
Belvedere Trust to  capitalize  its mortgage operations. We have also  fo rmed BT Management Company, L.L.C., o r BT Management, a
Delaware limited liability company that is owned 50% by us, 27.5% by Claus Lund, the Chief Executive Officer o f Belvedere Trust,
17.5% by Russell J. Thompson, the Chief Financial Officer o f Belvedere Trust, and 5% by Lloyd McAdams, our Chairman and Chief
Executive Officer. BT Management has entered into  a management ag reement with Belvedere Trust pursuant to  which BT
Management will manage the day-to -day operations o f Belvedere Trust in exchange fo r an annual base management fee and a quarterly
incentive fee. We believe that over time Belvedere Trust’s business will become an important part o f our overall operations and
business strategy.
 
Our Investments
 We acquire  mortgage-related assets, finance our purchases in the capital markets and use leverage to  increase our return on
stockho lders’ equity. Through this strategy we expect to  earn income that will enable  us to  generate  dividends fo r our stockho lders.
 

We acquire  mortgage-related assets that we believe will generate  attractive returns on capital invested. Befo re making  these
investments, we consider the amount and nature o f the antic ipated returns from the assets, our ability to  pledge the assets to  secure
co llateralized bo rrowings, and the costs associated with financing , manag ing , securitiz ing  and reserving  fo r the assets. We have also
established a written asset acquisition po licy that provides the fo llowing  investment guidelines:
 

 

• Category I—At least 60% of our to tal assets will generally be adjustable  o r fixed-rate  mortgage securities and sho rt-term
investments. Assets in this category will be rated within one o f the two  highest rating  categories by at least one nationally
recognized statistical rating  o rganization, o r if no t rated, will be obligations guaranteed by the United States government o r its
agencies, Fannie Mae o r Freddie  Mac.

 

 
• Category II—At least 90% of our to tal assets will generally consist o f Category I investments plus unrated mortgage loans,

mortgage securities rated at least investment g rade by at least one nationally recognized statistical rating  o rganization, o r
shares o f o ther REITs o r mortgage-related companies.

 

 
• Category III—No more than 10% of our to tal assets may be o f a type no t meeting  any o f the above criteria. Among  the types

o f assets generally assigned to  this category are  mortgage securities rated below investment g rade and leveraged mortgage
derivative securities.
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We finance our acquisition o f mortgage-related assets through bo rrowing  at sho rt-term rates using  repurchase ag reements. We
generally bo rrow between eight and twelve times the amount o f our equity. We actively manage the adjustment periods and the
selection o f the interest rate  indices o f our bo rrowings against the adjustment periods and the selection o f indices on our mortgage-
related assets in o rder to  limit our liquidity and interest rate  related risks.
 

We also  seek to  lessen the effects on our income if mortgage loans underlying  our securities prepay at a rate  materially different
than antic ipated. We do  this by structuring  a diversified po rtfo lio  with a variety o f prepayment characteristics, investing  in mortgage
assets o r structures with prepayment pro tections and purchasing  mortgage assets at a premium and at a discount. We may choose to
engage in various hedg ing  activities designed to  mitigate  our exposure to  changes in interest rates and prepayment rates. As o f the
date  o f this prospectus, we have made only limited use o f hedg ing  transactions.
 

We review credit risk and o ther risks o f lo ss associated with each po tential investment and may diversify our po rtfo lio  to  avo id
undue geographic, insurer, industry and o ther types o f concentrations. Given the fact that we maintain such a large percentage o f our
assets in high quality o r highly rated assets, many o f which include an implied guarantee o f the federal government as to  payment o f
principal and interest, we believe we have limited exposure to  lo sses from credit risk.
 

In addition to  the strateg ies described above, we intend to  pursue o ther strateg ies to  g row our earnings and our dividends per
share, which may include the fo llowing :
 
 • increasing  the size o f our balance sheet at a rate  faster than the rate  o f increase in our operating  expenses;
 
 

• issuing  new stock when market opportunities exist to  pro fitably increase the size o f our balance sheet through the use o f
leverage; and

 

 
• lowering  our effective bo rrowing  costs over time by seeking  direct funding  with co llateralized lenders, rather than using

financial intermediaries, possibly using  commercial paper, medium term no te  prog rams, preferred stock and o ther fo rms o f
capital.

 
General Information
 We were inco rporated on October 20, 1997 under Maryland law. Our o ffice  is located at 1299 Ocean Avenue, Suite  250, Santa
Monica, Califo rnia 90401. Our te lephone number is (310) 255-4493.
 

3



Table of  Contents

RISK FACTORS
 

An investment in our stock involves a number of risks. Before making a decision to purchase our securities, you should carefully
consider all of the risks described in this prospectus. If any of the risks discussed in this prospectus actually occur, our business,
financial condition and results of operations could be materially adversely affected. If this were to occur, the trading price of our
securities could decline significantly and you may lose all or part of your investment.
 

Risks Related to Our Business
 
Interest rate mismatches between our adjustable- rate mortgage- backed securities and our borrowings used to  fund our
purchases o f the assets may reduce our income during  periods o f chang ing  interest rates.
 We fund most o f our acquisitions o f adjustable-rate  mortgage-backed securities with bo rrowings that have interest rates based on
indices and repricing  terms similar to , but o f sho rter maturities than, the interest rate  indices and repricing  terms o f our mortgage-
backed securities. According ly, if sho rt-term interest rates increase, this may adversely affect our pro fitability.
 

Most o f the mortgage-backed securities we acquire  are  adjustable-rate  securities. This means that their interest rates may vary
over time based upon changes in a sho rt-term interest rate  index. Therefo re, in most cases the interest rate  indices and repricing  terms
of the mortgage-backed securities that we acquire  and their funding  sources will no t be identical, thereby creating  an interest rate
mismatch between assets and liabilities. While  the histo rical spread between relevant sho rt-term interest rate  indices has been relatively
stable , there  have been periods when the spread between these indices was vo latile . During  periods o f chang ing  interest rates, these
mismatches could reduce our net income, dividend yield and the market price o f our stock.
 

The interest rates on our bo rrowings generally adjust more frequently than the interest rates on our adjustable-rate  mortgage-
backed securities. Fo r example, on March 31, 2004 , our adjustable-rate  mortgage-backed securities had a weighted average term to
next rate  adjustment o f approximately 23 months, while  our bo rrowings had a weighted average term to  next rate  adjustment o f 248
days. According ly, in a period o f rising  interest rates, we could experience a decrease in net income o r a net lo ss because the interest
rates on our bo rrowings adjust faster than the interest rates on our adjustable-rate  mortgage-backed securities.
 
We may experience reduced net interest income from ho lding  fixed- rate investments during  periods o f rising  interest rates.
 We generally fund our acquisition o f fixed-rate  mortgage-backed securities with sho rt-term borrowings. During  periods o f rising
interest rates, our costs associated with bo rrowings used to  fund acquisition o f fixed-rate  assets are  subject to  increases while  the
income we earn from these assets remains substantially fixed. This reduces o r could eliminate  the net interest spread between the
fixed-rate  mortgage-backed securities that we purchase and our bo rrowings used to  purchase them, which could lower our net interest
income o r cause us to  suffer a lo ss. On March 31, 2004 , 8.2% o f our mortgage-backed securities were fixed-rate  securities.
 
Increased levels o f prepayments from mortgage- backed securities may decrease our net interest income.
 Poo ls o f mortgage loans underlie  the mortgage-backed securities that we acquire . We generally receive payments from principal
payments that are  made on these underlying  mortgage loans. When bo rrowers prepay their mortgage loans faster than expected, this
results in prepayments that are  faster than expected on the mortgage-backed securities. Faster than expected prepayments could
adversely affect our pro fitability, including  in the fo llowing  ways:
 
 

• We usually purchase mortgage-backed securities that have a higher interest rate  than the market interest rate  at the time. In
exchange fo r this higher interest rate , we pay a premium over the par value to  acquire
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the security. In acco rdance with accounting  rules, we amortize this premium over the term o f the mortgage-backed security. If
the mortgage-backed security is prepaid in who le o r in part prio r to  its maturity date , however, we expense the premium that
was prepaid at the time o f the prepayment. On March 31, 2004 , substantially all o f our mortgage-backed securities were
acquired at a premium.

 

 

• We anticipate  that a substantial po rtion o f our adjustable-rate  mortgage-backed securities may bear interest rates that are  lower
than their fully indexed rates, which are  equivalent to  the applicable  index rate  plus a marg in. If an adjustable-rate  mortgage-
backed security is prepaid prio r to  o r soon after the time o f adjustment to  a fully-indexed rate , we will have held that mortgage-
backed security while  it was less pro fitable  and lo st the opportunity to  receive interest at the fully indexed rate  over the
remainder o f its expected life .

 
 

• If we are  unable  to  acquire  new mortgage-backed securities similar to  the prepaid mortgage-backed securities, our financial
condition, results o f operation and cash flow would suffer.

 
Prepayment rates generally increase when interest rates fall and decrease when interest rates rise , but changes in prepayment rates

are  difficult to  predict. Prepayment rates also  may be affected by conditions in the housing  and financial markets, general economic
conditions, seasonal periods and the relative interest rates on fixed-rate  and adjustable-rate  mortgage loans. We have in the past
experienced periods o f extremely high prepayment rates which has resulted in reduced earnings.
 

While we seek to  minimize prepayment risk to  the extent practical, in selecting  investments we must balance prepayment risk
against o ther risks and the po tential re turns o f each investment. No  strategy can completely insulate  us from prepayment risk.
 
Our o fficers devote a portion o f their time to  another company in capacities that could create conflicts o f interest that may
adversely affect our investment opportunities; this lack o f a full- time commitment could also  adversely affect our operating
results.
 Lloyd McAdams, Joseph E. McAdams, Bistra Pashamova and o ther o f our o fficers and employees are  o fficers and employees
o f Pacific  Income Advisers, Inc., o r PIA, where they devo te a po rtion o f their time. These o fficers and employees are  under no
contractual obligations mandating  mimnimum amounts o f time to  be devo ted to  our company. In addition, a trust contro lled by Lloyd
McAdams and Heather U. Baines is the principal stockho lder o f PIA.
 

These o fficers and employees are  invo lved in investing  bo th our assets and approximately $4 .3 billion in mortgage-backed
securities and o ther fixed income assets fo r institutional c lients and individual investo rs through PIA. These multiple  responsibilities and
ownerships may create  conflic ts o f interest if these o fficers and employees o f our company are  presented with opportunities that may
benefit bo th us and the clients o f PIA. These o fficers allocate  investments among  our po rtfo lio  and the clients o f PIA by determining
the entity o r account fo r which the investment is most suitable . In making  this determination, these o fficers consider the investment
strategy and guidelines o f each entity o r account with respect to  acquisition o f assets, leverage, liquidity and o ther facto rs that our
o fficers determine appropriate . These o fficers, however, have no  obligation to  make any specific  investment opportunities available
to  us and the above mentioned conflic ts o f interest may result in decisions o r allocations o f securities that are  no t in our best interests.
 

Several o f our o fficers and employees are  also  directo rs, o fficers and managers o f BT Management Company, L.L.C., the
company that manages the day-to -day operations o f Belvedere Trust Mortgage Corporation, our newly fo rmed mortgage loan
subsidiary, and Lloyd McAdams is also  an owner and o fficer o f Syndicated Capital, a reg istered broker-dealer. Our o fficers service to
PIA, BT Management Company, L.L.C. and Syndicated Capital allow them to  spend only part o f their time and effo rt manag ing  our
company as they are  required to  devo te a po rtion o f their time and effo rt to  the management o f o ther companies and this may
adversely affect our overall management and operating  results.
 

5



Table of  Contents

We may incur increased borrowing  costs related to  repurchase agreements and that would adversely affect our
profitability.
 Currently, all o f our bo rrowings are  co llateralized bo rrowings in the fo rm o f repurchase ag reements. If the interest rates on these
repurchase ag reements increase, that would adversely affect our pro fitability.
 

Our bo rrowing  costs under repurchase ag reements generally co rrespond to  sho rt-term interest rates such as LIBOR or a sho rt-
term Treasury index, plus o r minus a marg in. The marg ins on these bo rrowings over o r under sho rt-term interest rates may vary
depending  upon:
 
 • the movement o f interest rates;
 
 • the availability o f financing  in the market; and
 
 • the value and liquidity o f our mortgage-backed securities.
 

We anticipate  that interest rates and our bo rrowing  costs could rise  in the sho rt and intermediate  term and that this would
negatively affect our income.
 
Interest rate caps on our adjustable- rate mortgage- backed securities may reduce our income or cause us to  suffer a lo ss
during  periods o f rising  interest rates.
 Our adjustable-rate  mortgage-backed securities are  subject to  periodic  and life time interest rate  caps. Periodic  interest rate  caps
limit the amount an interest rate  can increase during  any g iven period. Lifetime interest rate  caps limit the amount an interest rate  can
increase through maturity o f a mortgage-backed security. Our bo rrowings are  no t subject to  similar restric tions. According ly, in a
period o f rapidly increasing  interest rates, the interest rates paid on our bo rrowings could increase without limitation while  interest rate
caps would limit the interest rates on our adjustable-rate  mortgage-backed securities. This problem is magnified fo r our adjustable-rate
mortgage-backed securities that are  no t fully indexed. Further, some adjustable-rate  mortgage-backed securities may be subject to
periodic  payment caps that result in a po rtion o f the interest being  deferred and added to  the principal outstanding . As a result, we could
receive less cash income on adjustable-rate  mortgage-backed securities than we need to  pay interest on our related bo rrowings. These
facto rs could lower our net interest income o r cause us to  suffer a lo ss during  periods o f rising  interest rates. On March 31, 2004 ,
approximately 91.8% of our mortgage-backed securities were adjustable-rate  securities.
 
Our leverag ing  strategy increases the risks o f our operations.
 We generally bo rrow between eight and twelve times the amount o f our equity, although our bo rrowings may at times be above
or below this amount. We incur this leverage by bo rrowing  against a substantial po rtion o f the market value o f our mortgage-backed
securities. Use o f leverage can enhance our investment returns. Leverage, however, also  increases risks. In the fo llowing  ways, the use
o f leverage increases our risk o f lo ss and may reduce our net income by increasing  the risks associated with o ther risk facto rs,
including  a decline in the market value o f our mortgage-backed securities o r a default o f a mortgage-related asset:
 

 
• The use o f leverage increases our risk o f lo ss resulting  from various facto rs including  rising  interest rates, increased interest

rate  vo latility, downturns in the economy and reductions in the availability o f financing  o r deterio rations in the conditions o f any
of our mortgage-related assets.

 

 

• A majo rity o f our bo rrowings are  secured by our mortgage-backed securities, generally under repurchase ag reements. A
decline in the market value o f the mortgage-backed securities used to  secure these debt obligations could limit our ability to
borrow o r result in lenders requiring  us to  pledge additional co llateral to  secure our bo rrowings. In that situation, we could be
required to  sell mortgage-backed securities under adverse market conditions in o rder to  obtain the additional co llateral required
by the lender. If these sales are  made at prices lower than the carrying  value o f the mortgage-backed securities, we would
experience lo sses.

 
6



Table of  Contents

 
• A default o f a mortgage-related asset that constitutes co llateral fo r a loan could also  result in an invo luntary liquidation o f the

mortgage-related asset. This would result in a lo ss to  us o f the difference between the value o f the mortgage-related asset
upon liquidation and the amount bo rrowed against the mortgage-related asset.

 

 

• To  the extent we are  compelled to  liquidate  qualified REIT assets to  repay debts, our compliance with the REIT rules regarding
our assets and our sources o f income could be affected, which could jeopardize our status as a REIT. Losing  our REIT status
would cause us to  lo se tax advantages applicable  to  REITs and may decrease our overall pro fitability and distributions to  our
stockho lders.

 
We have not extensively used derivatives to  mitigate our interest rate and prepayment risks and this leaves us exposed to
certain risks.
 Our po licies permit us to  enter into  interest rate  swaps, caps and floo rs and o ther derivative transactions to  help us reduce our
interest rate  and prepayment risks described above. We have made limited use o f these types o f instruments. This strategy saves us
the additional costs o f such hedg ing  transactions, but it leaves us exposed to  the types o f risks that such hedg ing  transactions would be
designed to  reduce. If we decide to  enter into  additional derivative transactions in the future , these transactions may mitigate  our
interest rate  and prepayment risks but canno t e liminate  these risks. Additionally, the use o f derivative transactions could have a negative
impact on our earnings.
 
An increase in interest rates may adversely affect our book value.
 Increases in interest rates may negatively affect the market value o f our mortgage-related assets. Our fixed-rate  securities are
generally more negatively affected by these increases. In acco rdance with accounting  rules, we reduce our book value by the amount
o f any decrease in the market value o f our mortgage-related assets. Losses on securities c lassified as available  fo r sale  which are
determined by management to  be o ther than temporary in nature  are  reclassified from accumulated o ther comprehensive income to
current operations.
 
We may invest in leveraged mortgage derivative securities that generally experience greater vo latility in market prices,
thus exposing  us to  greater risk with respect to  their rate o f return.
 We may acquire  leveraged mortgage derivative securities that may expose us to  a high level o f interest rate  risk. The
characteristics o f leveraged mortgage derivative securities result in g reater vo latility in their market prices. Thus, acquisition o f
leveraged mortgage derivative securities would expose us to  the risk o f g reater price vo latility in our po rtfo lio  and that could
adversely affect our net income and overall pro fitability.
 
We depend on borrowings to  purchase mortgage- related assets and reach our desired amount o f leverage. If we fail to
obtain or renew sufficient funding  on favorable terms, we will be limited in our ability to  acquire mortgage- related assets
and our earnings and profitability would decline.
 We depend on sho rt-term borrowings to  fund acquisitions o f mortgage-related assets and reach our desired amount o f leverage.
According ly, our ability to  achieve our investment and leverage objectives depends on our ability to  bo rrow money in suffic ient
amounts and on favorable  terms. In addition, we must be able  to  renew o r replace our maturing  sho rt-term borrowings on a continuous
basis. Moreover, we depend on a limited number o f lenders to  provide the primary credit facilities fo r our purchases o f mortgage-
related assets.
 

If we canno t renew o r replace maturing  bo rrowings, we may have to  sell our mortgage-related assets under adverse market
conditions and may incur permanent capital lo sses as a result. Any number o f these facto rs in combination may cause difficulties fo r us,
including  a possible  liquidation o f a majo r po rtion o f our po rtfo lio  at disadvantageous prices with consequent lo sses, which may render
us inso lvent.
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Possible  market developments could cause our lenders to  require us to  pledge additional assets as co llateral. If our assets
are insufficient to  meet the co llateral requirements, then we may be compelled to  liquidate particular assets at an
inopportune time.
 Possible  market developments, including  a sharp rise  in interest rates, a change in prepayment rates o r increasing  market concern
about the value o r liquidity o f one o r more types o f mortgage-related assets in which our po rtfo lio  is concentrated, may reduce the
market value o f our po rtfo lio , which may cause our lenders to  require  additional co llateral. This requirement fo r additional co llateral
may compel us to  liquidate  our assets at a disadvantageous time, thus adversely affecting  our operating  results and net pro fitability.
 
Our use o f repurchase agreements to  borrow funds may g ive our lenders greater rights in the event that either we or a
lender files for bankruptcy.
 Our bo rrowings under repurchase ag reements may qualify fo r special treatment under the bankruptcy code, g iving  our lenders the
ability to  avo id the automatic  stay provisions o f the bankruptcy code and to  take possession o f and liquidate  our co llateral under the
repurchase ag reements without delay in the event that we file  fo r bankruptcy. Furthermore, the special treatment o f repurchase
ag reements under the bankruptcy code may make it difficult fo r us to  recover our pledged assets in the event that a lender files fo r
bankruptcy. Thus, the use o f repurchase ag reements exposes our pledged assets to  risk in the event o f a bankruptcy filing  by either a
lender o r us.
 
Because assets we acquire may experience periods o f illiquidity, we may lose profits or be prevented from earning  capital
gains if we cannot sell mortgage- related assets at an opportune time.
 We bear the risk o f being  unable  to  dispose o f our mortgage-related assets at advantageous times o r in a timely manner because
mortgage-related assets generally experience periods o f illiquidity. The lack o f liquidity may result from the absence o f a willing  buyer
o r an established market fo r these assets, as well as legal o r contractual restric tions on resale . As a result, the illiquidity o f mortgage-
related assets may cause us to  lo se pro fits and the ability to  earn capital gains.
 
We depend on our key personnel and the lo ss o f any o f our key personnel could severely and detrimentally affect our
operations.
 We depend on the diligence, experience and skill o f our o fficers and o ther employees fo r the selection, structuring  and
monito ring  o f our mortgage-related assets and associated bo rrowings. Our key o fficers include Lloyd McAdams, President, Chairman
and Chief Executive Officer, Joseph E. McAdams, Chief Investment Officer, Executive Vice President and Directo r, Thad Brown,
Chief Financial Officer, and Bistra Pashamova, Vice President. Our dependence on our key personnel is heightened by the fact that we
have a relatively small number o f employees, and the lo ss o f any key person could harm our entire  business, financial condition, cash
flow and results o f operations. In particular, the lo ss o f the services o f Lloyd McAdams o r Joseph E. McAdams would seriously harm
our business.
 
Our board o f directors may change our operating  po licies and strateg ies without prior notice or stockho lder approval and
such changes could harm our business, results o f operation and stock price.
 Our board o f directo rs can modify o r waive our current operating  po licies and our strateg ies without prio r no tice and without
stockho lder approval. We canno t predict the effect any changes to  our current operating  po licies and strateg ies may have on our
business, operating  results and stock price, however, the effects may be adverse.
 
Our incentive compensation plan may create an incentive to  increase the risk o f our mortgage portfo lio  in an attempt to
increase compensation.
 In addition to  their base salaries, management and key employees are  elig ible  to  earn incentive compensation fo r each fiscal year
pursuant to  our incentive compensation plan. Under the plan, the aggregate
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amount o f compensation that may be earned by all employees equals a percentage o f taxable  net income, befo re incentive
compensation, in excess o f the amount that would produce an annualized return on average net worth equal to  the ten-year US Treasury
Rate plus 1%. In any fiscal quarter in which our taxable  net income is an amount less than the amount necessary to  earn this thresho ld
return, we calculate  negative incentive compensation fo r that fiscal quarter which will be carried fo rward and will o ffset future  incentive
compensation earned under the plan, but only with respect to  those partic ipants who  were partic ipants during  the fiscal quarter(s) in
which negative incentive compensation was generated. Although negative incentive compensation is used to  o ffset future  incentive
compensation, as our management evaluates different mortgage-backed securities fo r our investment, there  is a risk that management
will cause us to  assume more risk than is prudent, which could result in lo sses.
 
Competition may prevent us from acquiring  mortgage- related assets at favorable yields and that would negatively impact
our profitability.
 Our net income largely depends on our ability to  acquire  mortgage-related assets at favo rable  spreads over our bo rrowing  costs.
In acquiring  mortgage-related assets, we compete intensely with o ther REITs, investment banking  firms, savings and loan
associations, banks, insurance companies, mutual funds, o ther lenders and o ther entities that purchase mortgage-related assets, many
of which have g reater financial resources than us. As a result, we may no t in the future  be able  to  acquire  suffic ient mortgage-related
assets at favo rable  spreads over our bo rrowing  costs. If that occurs, our pro fitability will be harmed.
 
Our investment po licy invo lves risks associated with the credit quality o f our investments. If the credit quality o f our
investments declines or if there are defaults on the investments we make, our profitability may decline and we may suffer
losses.
 Our mortgage-backed securities have primarily been agency certificates that, although no t rated, carry an implied “AAA” rating .
Agency certificates are  mortgage-backed securities where either Freddie  Mac o r Fannie Mae guarantees payments o f principal o r
interest on the certificates. Freddie  Mac and Fannie Mae are  government-sponso red enterprises and securities guaranteed by these
entities are  no t guaranteed by the United States government. Our capital investment po licy, however, provides us with the ability to
acquire  a material amount o f lower credit quality mortgage-backed securities. If we acquire  mortgage-backed securities o f lower
credit quality, our pro fitability may decline and we may incur lo sses if there  are  defaults on the mortgages backing  those securities o r if
the rating  agencies downgrade the credit quality o f those securities o r the securities o f Fannie Mae and Freddie  Mac.
 
We have not previously engaged in the business o f acquiring  and securitiz ing  whole mortgage loans and we may not be
successful.
 We recently fo rmed a new subsidiary called Belvedere Trust Mortgage Corporation, o r Belvedere Trust, to  engage in the
business o f acquiring  and securitiz ing  who le mortgage loans. Although we hired a management team that we believe has appropriate
experience manag ing  the acquisition and securitization o f who le loans, we have never engaged in this particular business and we may
no t be successful. The acquisition o f who le loans and the securitization process are  inherently complex and invo lve risks related to  the
types o f mortgages we seek to  acquire , interest rate  changes, funding  sources, delinquency rates, bo rrower bankruptcies and o ther
facto rs that we may no t be able  to  manage. Our failure  to  manage these and o ther risks could have a material adverse affect on our
business and results o f operations.
 
Belvedere Trust’s investment strategy o f acquiring , accumulating  and securitiz ing  loans invo lves credit risk.
 While Belvedere Trust securitizes the loans that it acquires into  high quality assets in o rder to  achieve better financing  rates and to
improve its access to  financing , it bears the risk o f lo ss on any loans that its
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acquires o r o rig inates and which it subsequently securitizes. Belvedere Trust acquires loans that are  no t credit enhanced and that do  no t
have the backing  o f Fannie Mae o r Freddie  Mac. According ly, it is subject to  risks o f bo rrower default, bankruptcy and special hazard
losses (such as those occurring  from earthquakes) with respect to  those loans to  the extent that there  is any deficiency between the
value o f the mortgage co llateral and insurance and the principal amount o f the loan. In the event o f a default on any such loans that it
ho lds, Belvedere Trust would bear the lo ss o f principal between the value o f the mortgaged property and the outstanding  indebtedness,
as well as the lo ss o f interest. We have no t established any limits upon the geographic  concentration o r the credit quality o f suppliers o f
the mortgage-related assets that we acquire .
 
Belvedere Trust requires a significant amount o f cash, and if it is no t available, the business and financial performance o f
Belvedere Trust will be significantly harmed.
 Belvedere Trust requires substantial cash to  fund its loan acquisitions, to  pay its loan acquisition expenses and to  ho ld its loans
pending  sale  o r securitization. Belvedere Trust also  needs cash to  meet its working  capital and o ther needs. Pending  sale  o r
securitization o f a poo l o f mortgage loans, Belvedere Trust acquires mortgage loans that it expects to  finance through bo rrowings
from warehouse lines o f credit and repurchase facilities. It is possible  that Belvedere Trust’s future  warehouse lenders could
experience changes in their ability to  advance funds to  Belvedere Trust, independent o f the perfo rmance o f Belvedere Trust o r its
loans.
 

We anticipate  that Belvedere Trust’s repurchase facilities will be dependent on the ability o f counter-parties to  re-sell Belvedere
Trust’s obligations to  third parties. If there  is a disruption o f the repurchase market generally, o r if one o f Belvedere Trust’s counter-
parties is itself unable  to  access the repurchase market, Belvedere Trust’s access to  this source o f liquidity could be adversely
affected. Cash could also  be required to  meet marg in calls under the terms o f Belvedere Trust’s bo rrowings in the event that there  is a
decline in the market value o f the loans that co llateralize  its debt, the terms o f sho rt-term debt become less attractive, o r fo r o ther
reasons. Any o f these events would have a material adverse affect on Belvedere Trust.
 

For some period o f time, Belvedere Trust will use the proceeds o f our investment in it to  meet its operating  expenses as it
acquires new loans fo r its po rtfo lio . As o f March 31, 2004 , we had invested $33 million in Belvedere Trust to  capitalize  its mortgage
operations. If Belvedere Trust has fully invested all o f the proceeds o f our investment in it prio r to  the po int at which Belvedere Trust
generates suffic ient cash fo r it to  fund its operations, if it ever does, then Belvedere Trust will need to  either restructure the securities
supporting  its po rtfo lio , require  additional capital from us o r third parties o r, if it is unable  to  sell additional securities on reasonable
terms o r at all, it will need to  either reduce its acquisition business o r sell a higher po rtion o f its loans. In the event that Belvedere Trust’s
liquidity needs exceed its access to  liquidity, it may need to  sell assets at an inopportune time, thus reducing  its earnings. Adverse cash
flow could also  threaten Belvedere Trust’s ability to  maintain its so lvency o r to  satisfy the income and asset tests necessary to  elect
and maintain its REIT status.
 
The use o f securitizations with over- co llateralization requirements may have a negative impact on Belvedere Trust’s cash
flow.
 Belvedere Trust expects that its securitizations will restric t its cash flow if the loan delinquencies exceed certain levels. The terms
of the securitization will generally provide that, if certain delinquencies and/o r lo sses exceed the specified levels based on rating
agencies’ (o r the financial guaranty insurer’s, if applicable) analysis o f the characteristics o f the loans pledged to  co llateralize  the
securities, the required level o f over-co llateralization may be increased o r may be prevented from decreasing  as would o therwise be
permitted if lo sses and/o r delinquencies did no t exceed those levels. Other tests (based on delinquency levels o r o ther criteria) may
restric t Belvedere Trust’s ability to  receive net interest income from a securitization transaction. We canno t assure you that the
perfo rmance tests will be satisfied. Nor can we assure you, in advance o f completing  nego tiations with the rating  agencies o r o ther key
transaction parties on our future  securitizations, the actual terms o f the delinquency tests, over-co llateralization terms, cash flow
release mechanisms o r o ther significant facto rs regarding  the calculation o f net excess income to  Belvedere Trust. Failure  to  obtain
the terms on a favorable  basis may materially and adversely affect the availability o f net excess income to  Belvedere Trust.
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The success o f Belvedere Trust’s loan business will depend upon its ability to  ensure that loans to  be held in its
securitizations are serviced effectively.
 The success o f Belvedere Trust’s mortgage loan business will depend to  a g reat deg ree upon its ability to  ensure that its loans
held fo r securitization are  serviced effectively. In general, it is the intention o f Belvedere Trust to  acquire  loans “servicing  retained”,
where the loans will be serviced by the o rig inating  o r selling  institution. Belvedere Trust has no  experience servicing  a po rtfo lio  o f
loans. If Belvedere Trust is required to  purchase the servicing  rights and obligations o f a loan po rtfo lio  in o rder to  acquire  a po rtfo lio
with desirable  attributes, Belvedere Trust will be required to  implement a servicing  function o r contract with a third party to  service the
loans in o rder fo r Belvedere Trust to  implement its strategy. We canno t assure you that Belvedere Trust will be able  to  service the
loans o r effectively supervise  a sub-servicing  relationship acco rding  to  industry standards. Failure  to  service the loans properly will
harm Belvedere Trust’s business and operating  results. Prio r to  either building  the servicing  capabilities that Belvedere Trust may
require  o r acquiring  an existing  servicing  operation that has such capabilities, if ever, Belvedere Trust antic ipates contracting  with an
experienced servicer o f non-confo rming  loans to  “sub-service” its loans. The fees paid to  a subservicer will reduce to  a certain extent
the revenue Belvedere Trust is able  to  retain from its loans, and its net interest income will be reduced by and at risk, depending  on the
effectiveness o f the servicing  company.
 
Belvedere Trust is externally managed and this may diminish or eliminate our return on our investment in this line o f
business.
 Belvedere Trust is externally managed pursuant to  a management ag reement between Belvedere Trust and BT Management
Company, L.L.C., o r BT Management. Although we own 50% of BT Management, it is also  owned 27.5% by Claus Lund, the Chief
Executive Officer o f Belvedere Trust, 17.5% by Russell J. Thompson, the Chief Financial Officer o f Belvedere Trust and 5% by Lloyd
McAdams, our Chairman and Chief Executive Officer. Our ability to  generate  pro fits from our ownership o f Belvedere Trust, if any,
could be g reatly diminished due to  the fact that Belvedere Trust is required to  pay a base management fee to  BT Management and
Belvedere Trust may also  be required to  pay an incentive fee. An externally managed structure  may no t optimize our interest in
Belvedere Trust and, if we are  unable  to  properly manage fixed costs at Belvedere Trust could, when combined with the base
management fee, result in lo sses at Belvedere Trust.
 
Our Chairman has an ownership interest in BT Management that creates potential conflicts o f interest.
 Mr. McAdams, our Chairman and Chief Executive Officer, has a direct ownership interest in BT Management that creates po tential
conflic ts o f interest. Mr. McAdams is Chairman o f the Board and Chief Executive Officer and a member o f the Board o f Managers o f
BT Management and owns an equity interest in BT Management. Under the management ag reement between Belvedere Trust and BT
Management, BT Management is entitled to  earn certain incentive compensation based on the level o f Belvedere Trust’s annualized
net income. In evaluating  mortgage assets fo r investment and with respect to  o ther management strateg ies, an undue emphasis on the
maximization o f income at the expense o f o ther criteria could result in increased risk to  the value o f our po rtfo lio .
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Risks Related to REIT Compliance and Other Matters
 
If we are disqualified as a REIT, we will be subject to  tax as a regular corporation and face substantial tax liability.
 We believe that since our initial public  o ffering  in 1998 we have operated so  as to  qualify as a REIT under the Internal Revenue
Code o f 1986, as amended (the tax code), and we intend to  continue to  meet the requirements fo r taxation as a REIT. Nevertheless,
we may no t remain qualified as a REIT in the future . Qualification as a REIT invo lves the application o f highly technical and complex tax
code provisions fo r which only a limited number o f judicial o r administrative interpretations exist. Even a technical o r inadvertent
mistake could jeopardize our REIT status. Furthermore, Congress o r the IRS might change tax laws o r regulations and the courts might
issue new rulings, in each case po tentially having  retroactive effect that could make it more difficult o r impossible  fo r us to  qualify as a
REIT. If we fail to  qualify as a REIT in any tax year, then:
 

 
• we would be taxed as a regular domestic  co rporation, which, among  o ther things, means being  unable  to  deduct distributions to

stockho lders in computing  taxable  income and being  subject to  federal income tax on our taxable  income at regular co rporate
rates;

 
 • any resulting  tax liability could be substantial and would reduce the amount o f cash available  fo r distribution to  stockho lders; and
 

 
• unless we were entitled to  relief under applicable  statuto ry provisions, we would be disqualified from treatment as a REIT fo r

the subsequent four taxable  years fo llowing  the year during  which we lo st our qualification, and thus, our cash available  fo r
distribution to  stockho lders would be reduced fo r each o f the years during  which we do  no t qualify as a REIT.

 
Complying  with REIT requirements may cause us to  forego  o therwise attractive opportunities.
 In o rder to  qualify as a REIT fo r federal income tax purposes, we must continually satisfy tests concerning , among  o ther things,
our sources o f income, the nature and diversification o f our mortgage-backed securities and o ther assets, including  our stock in
Belvedere Trust, the amounts we distribute  to  our stockho lders and the ownership o f our stock. We may also  be required to  make
distributions to  stockho lders at disadvantageous times o r when we do  no t have funds readily available  fo r distribution. Thus,
compliance with REIT requirements may hinder our ability to  operate  so lely on the basis o f maximizing  pro fits.
 
Complying  with REIT requirements may limit our ability to  hedge effectively.
 The REIT provisions o f the tax code may substantially limit our ability to  hedge mortgage-backed securities and related
borrowings by requiring  us to  limit our income in each year from qualified hedges, together with any o ther income no t generated from
qualified REIT real estate  assets, to  less than 25% of our g ross income. In addition, we must limit our aggregate  income from hedg ing
and services from all sources, o ther than from qualified REIT real estate  assets o r qualified hedges, to  less than 5% of our annual g ross
income. As a result, although we do  no t currently engage in hedg ing  transactions, we may in the future  have to  limit our use o f
advantageous hedg ing  techniques. This could result in g reater risks associated with changes in interest rates than we would o therwise
want to  incur. If we were to  vio late  the 25% or 5% limitations, we may have to  pay a penalty tax equal to  the amount o f income in
excess o f those limitations, multiplied by a fraction intended to  reflect our pro fitability. If we fail to  satisfy the 25% and 5% limitations,
unless our failure  was due to  reasonable  cause and no t due to  willful neg lect, we could lo se our REIT status fo r federal income tax
purposes.
 
Complying  with REIT requirements may force us to  liquidate o therwise attractive investments.
 In o rder to  qualify as a REIT, we must also  ensure that at the end o f each calendar quarter at least 75% of the value o f our assets
consists o f cash, cash items, government securities and qualified REIT real estate  assets. The remainder o f our investment in securities
generally canno t include more than 10% of the outstanding  vo ting  securities o f any one issuer o r more than 10% of the to tal value o f
the outstanding  securities o f any one issuer. In addition, in general, no  more than 5% of the value o f our assets can consist o f the
securities o f any one issuer.
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The 5% and 10% limitations described above will apply to  our investment in Belvedere Trust unless Belvedere Trust is a qualified REIT
subsidiary o f ours (i.e ., we own 100% of Belvedere Trust’s outstanding  stock), Belvedere Trust is a qualified REIT, o r Belvedere Trust
is a taxable  REIT subsidiary o f ours. If we fail to  comply with these requirements, we must dispose o f a po rtion o f our assets within 30
days after the end o f the calendar quarter in o rder to  avo id lo sing  our REIT status and suffering  adverse tax consequences.
 
Complying  with REIT requirements may force us to  borrow to  make distributions to  stockho lders.
 As a REIT, we must distribute  90% of our annual taxable  income (subject to  certain adjustments) to  our stockho lders. From time
to  time, we may generate  taxable  income g reater than our net income fo r financial reporting  purposes from, among  o ther things,
amortization o f capitalized purchase premiums, o r our taxable  income may be g reater than our cash flow available  fo r distribution to
stockho lders. Fo r example, our taxable  income would exceed our net income fo r financial reporting  purposes to  the extent that
compensation paid to  our chief executive o fficer and our o ther four highest paid o fficers exceeds $1,000,000 fo r any such o fficer fo r
any calendar year under Section 162(m) o f the tax code. Since payments under our 2002 Incentive Compensation Plan do  no t qualify as
perfo rmance-based compensation under Section 162(m), a po rtion o f the payments made under such plan to  certain o f such o fficers
would no t be deductible  fo r federal income tax purposes under such circumstances. If we do  no t have o ther funds available  in these
situations, we may be unable  to  distribute  substantially all o f our taxable  income as required by the REIT provisions o f the tax code.
Thus, we could be required to  bo rrow funds, sell a po rtion o f our mortgage-backed securities at disadvantageous prices o r find ano ther
alternative source o f funds. These alternatives could increase our costs o r reduce our equity.
 
If Belvedere Trust fails to  qualify as a REIT, a qualified REIT subsidiary or a taxable REIT subsidiary, we may lose our REIT
status.
 As long  as we own 100% of Belvedere Trust’s outstanding  stock, Belvedere Trust will be treated as a qualified REIT subsidiary
fo r federal income tax purposes. As such, fo r federal income tax purposes, we will no t be treated as owning  stock in Belvedere Trust
and Belvedere Trust’s assets, liabilities and income will generally be treated as our assets, liabilities and income fo r purposes o f the
REIT qualification tests described below under “Certain Federal Income Tax Considerations.” If, however, we do  no t own 100% of
Belvedere Trust’s outstanding  stock, and Belvedere Trust does no t qualify as a REIT o r a taxable  REIT subsidiary, we will lo se our
REIT status if, at the end o f any calendar quarter, the value o f our Belvedere Trust securities exceeds 5% o f the value o f our to tal
assets o r we own more than 10% of the value o r vo ting  power o f Belvedere Trust’s outstanding  securities. If we fail to  satisfy the 5%
test o r the 10% test at the end o f any calendar quarter, a 30-day “cure” period may apply fo llowing  the close o f the quarter. If we make
an election to  treat Belvedere Trust as a taxable  REIT subsidiary, the to tal value o f any securities we own in Belvedere Trust and all o f
our o ther taxable  REIT subsidiaries, if any, may no t exceed 20% of the value o f our to tal assets at the end o f any calendar quarter.
Since Belvedere Trust may elect to  be taxed as a REIT in the future , however, we do  no t intend to  make a taxable  REIT subsidiary
election fo r Belvedere Trust.
 
If Belvedere Trust fails to  qualify as a REIT, Belvedere Trust will be subject to  corporate income taxes on its taxable
income, which will reduce the amount available for distribution to  us.
 Belvedere Trust was fo rmed as a qualified REIT subsidiary, but may elect to  be taxed to  be as a REIT in the future , possibly as
early as its taxable  year ending  December 31, 2004 . Although Belvedere Trust expects to  operate  in a manner to  permit it to  qualify as
a REIT if and when it makes a REIT election and to  continue to  maintain such qualification, the actual results o f Belvedere Trust’s
operations fo r any particular taxable  year may no t satisfy these requirements. If Belvedere Trust fails to  qualify fo r taxation as a REIT in
any taxable  year after it makes a REIT election, and the relief provisions o f the tax code do  no t apply, Belvedere Trust will be required
to  pay tax on Belvedere Trust’s taxable  income in that taxable  year and all subsequent taxable  years at regular co rporate  rates.
Distributions to  us in any year in which Belvedere Trust fails to  qualify as a REIT will no t be deductible  by Belvedere Trust. As a result,
we antic ipate  that Belvedere Trust’s failure  to  qualify as a REIT after it makes a REIT election would reduce the cash available  fo r
distribution to  us. Unless entitled to  relief under
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specific  statuto ry provisions, if Belvedere Trust fails to  maintain its REIT status after it makes a REIT election, Belvedere Trust will
also  be disqualified from taxation as a REIT fo r the four taxable  years fo llowing  the year in which it lo ses its qualification.
 
Failure to  maintain an exemption from the Investment Company Act would adversely affect our results o f operations.
 We believe that we conduct our business in a manner that allows us to  avo id being  regulated as an investment company under the
Investment Company Act o f 1940, as amended. If we fail to  continue to  qualify fo r an exemption from reg istration as an investment
company, our ability to  use leverage would be substantially reduced and we would be unable  to  conduct our business as planned. The
Investment Company Act exempts entities that are  primarily engaged in the business o f purchasing  o r o therwise acquiring  “mortgages
and o ther liens on and interests in real estate .” Under the SEC’s current interpretation, qualification fo r this exemption generally requires
us to  maintain at least 55% of our assets directly in qualifying  real estate  interests. Mortgage-backed securities that do  no t represent all
the certificates issued with respect to  an underlying  poo l o f mortgages may be treated as securities separate  from the underlying
mortgage loans and thus may no t qualify fo r purposes o f the 55% requirement. Therefo re, our ownership o f these mortgage-backed
securities is limited by the Investment Company Act. In meeting  the 55% requirement under the Investment Company Act, we treat as
qualifying  interests mortgage-backed securities issued with respect to  an underlying  poo l fo r which we ho ld all issued certificates. If
the SEC o r its staff adopts a contrary interpretation, we could be required to  sell a substantial amount o f our mortgage-backed
securities under po tentially adverse market conditions. Further, in o rder to  maintain our exemption from reg istration as an investment
company, we may be precluded from acquiring  mortgage-backed securities whose yield is somewhat higher than the yield on
mortgage-backed securities that could be purchased in a manner consistent with the exemption.
 

Additional Risk Factors
 
We may not be able to  use the money we raise  to  acquire investments at favorable prices.
 We intend to  seek to  raise  additional capital from time to  time if we determine that it is in our best interests and the best interests
o f our stockho lders, including  through public  o fferings o f our stock. The net proceeds o f any o ffering  could represent a significant
increase in our equity. Depending  on the amount o f leverage that we use, the full investment o f the net proceeds o f any o ffering  might
result in a substantial increase in our to tal assets. Competition fo r mortgage assets is intense and we may no t be able  to  invest all o f
such additional funds in mortgage-backed securities at favo rable  prices. We may no t be able  to  acquire  enough mortgage-backed
securities to  become fully invested after an o ffering , o r we may have to  pay more fo r mortgage-backed securities that we have
histo rically. In either case, the return that we earn on our stockho lders’ equity may be reduced.
 
We have not established a minimum dividend payment level and there are no  assurances o f our ability to  pay dividends in the
future.
 We intend to  pay quarterly dividends and to  make distributions to  our stockho lders in amounts such that all o r substantially all o f
our taxable  income in each year, subject to  certain adjustments, is distributed. This, along  with o ther facto rs, should enable  us to  qualify
fo r the tax benefits acco rded to  a REIT under the tax code. We have no t established a minimum dividend payment level and our ability
to  pay dividends may be adversely affected by the risk facto rs described in this prospectus and our prospectus supplement
accompanying  this prospectus. All distributions will be made at the discretion o f our board o f directo rs and will depend on our earnings,
our financial condition, maintenance o f our REIT status and such o ther facto rs as our board o f directo rs may deem relevant from time
to  time. There are  no  assurances o f our ability to  pay dividends in the future .
 

If we raise  additional capital, our earnings per share and dividends per share may decline since we may no t be able  to  invest all o f
the new capital during  the quarter in which additional shares are  so ld and possibly the entire  fo llowing  calendar quarter.
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We may incur excess inclusion income that would increase the tax liability o f our stockho lders.
 In general, dividend income that a tax-exempt entity receives from us should no t constitute  unrelated business taxable  income as
defined in Section 512 o f the tax code. If we realize  excess inclusion income and allocate  it to  stockho lders, this income canno t be
o ffset by a stockho lder’s net operating  lo sses. If the stockho lder was a tax-exempt entity, then this income would be fully taxable  as
unrelated business taxable  income under Section 512 o f the tax code. If the stockho lder was fo reign, then it would be subject to
federal income tax withho lding  on this income without reduction pursuant to  any o therwise applicable  income-tax treaty.
 

Excess inclusion income could result if we o r Belvedere Trust held a residual interest in a REMIC. Excess inclusion income also
would be generated if we o r Belvedere Trust were to  issue debt obligations with two  o r more maturities and the terms o f the payments
on these obligations bo re a relationship to  the payments that we received on our mortgage-backed securities securing  those debt
obligations. We generally structure  our bo rrowing  arrangements in a manner designed to  avo id generating  significant amounts o f
excess inclusion income. We do , however, enter into  various repurchase ag reements that have differing  maturity dates and affo rd the
lender the right to  sell any pledged mortgage securities if we default on our obligations. The IRS may determine that these bo rrowings
g ive rise  to  excess inclusion income that should be allocated among  stockho lders. Furthermore, some types o f tax-exempt entities,
including , without limitation, vo luntary employee benefit associations and entities that have bo rrowed funds to  acquire  their shares o f
our common stock, may be required to  treat a po rtion o f o r all o f the dividends they may receive from us as unrelated business taxable
income. We also  invest in equity securities o f o ther REITs. If we were to  receive excess inclusion income from ano ther REIT, we may
be required to  distribute  the excess inclusion income to  our stockho lders, which may result in the recognition o f unrelated business
taxable  income.
 
Our charter does not permit ownership o f over 9 .8% of our common or preferred stock and attempts to  acquire our
common or preferred stock in excess o f the 9 .8% limit are vo id without prior approval from our board o f directors.
 For the purpose o f preserving  our REIT qualification and fo r o ther reasons, our charter prohibits direct o r constructive ownership
by any person o f more than 9.8% o f the lesser o f the to tal number o r value o f the outstanding  shares o f our common stock o r more
than 9.8% o f the outstanding  shares o f our preferred stock. Our charter’s constructive ownership rules are  complex and may cause the
outstanding  stock owned by a g roup o f related individuals o r entities to  be deemed to  be constructively owned by one individual o r
entity. As a result, the acquisition o f less than 9.8% o f the outstanding  stock by an individual o r entity could cause that individual o r
entity to  own constructively in excess o f 9.8% o f the outstanding  stock, and thus be subject to  our charter’s ownership limit. Any
attempt to  own o r transfer shares o f our common o r preferred stock in excess o f the ownership limit without the consent o f the board
of directo rs shall be vo id, and will result in the shares being  transferred by operation o f law to  a charitable  trust.
 
Because provisions contained in Maryland law, our charter and our bylaws may have an anti- takeover effect, investors may
be prevented from receiving  a “contro l premium” for their shares.
 Provisions contained in our charter and bylaws, as well as Maryland co rporate  law, may have anti-takeover effects that delay,
defer o r prevent a takeover attempt, which may prevent stockho lders from receiving  a “contro l premium” fo r their shares. Fo r
example, these provisions may defer o r prevent tender o ffers fo r our common stock o r purchases o f large blocks o f our common
stock, thereby limiting  the opportunities fo r our stockho lders to  receive a premium fo r their common stock over then-prevailing
market prices. These provisions include the fo llowing :
 
 

• Ownership limit.    The ownership limit in our charter limits re lated investo rs, including , among  o ther things, any vo ting  g roup,
from acquiring  over 9.8% o f our common stock without our permission.

 

 
• Preferred stock.    Our charter autho rizes our board o f directo rs to  issue preferred stock in one o r more classes and to  establish

the preferences and rights o f any class o f preferred stock issued. These actions can be taken without so lic iting  stockho lder
approval.
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• Maryland business combination statute.    Maryland law restric ts the ability o f ho lders o f more than 10% of the vo ting  power o f

a co rporation’s shares to  engage in a business combination with the co rporation.
 
 

• Maryland control share acquisition statute.    Maryland law limits the vo ting  rights o f “contro l shares” o f a co rporation in the
event o f a “contro l share acquisition.”

 
Issuances o f large amounts o f our stock could cause our stock price to  decline.
 We may issue additional shares o f common stock o r shares o f preferred stock that are  convertible  into  common stock. If we
issue a significant number o f shares o f common stock o r convertible  preferred stock in a sho rt period o f time, there  could be a dilution
of the existing  common stock and a decrease in the market price o f the common stock.
 
Future o fferings o f debt securities, which would be senior to  our common stock upon liquidation, or equity securities, which
would dilute our existing  stockho lders and may be senior to  our common stock for the purposes o f dividend distributions,
may adversely affect the market price o f our common stock.
 In the future , we may attempt to  increase our capital resources by making  additional o fferings o f debt o r equity securities,
including  commercial paper, medium-term no tes, senio r o r subordinated no tes and classes o f preferred stock o r common stock. Upon
liquidation, ho lders o f our debt securities and shares o f preferred stock and lenders with respect to  o ther bo rrowings will receive a
distribution o f our available  assets prio r to  the ho lders o f our common stock. Our preferred stock, if issued, may have a preference on
dividend payments that could limit our ability to  make a dividend distribution to  the ho lders o f our common stock. Because our decision
to  issue securities in any future  o ffering  will depend on market conditions and o ther facto rs beyond our contro l, we canno t predict o r
estimate the amount, timing  o r nature  o f our future  o fferings. Thus, our stockho lders bear the risk o f our future  o fferings reducing  the
market price o f our common stock.
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FORWARD- LOOKING STATEMENTS
 

This prospectus contains o r inco rporates by reference certain fo rward-looking  statements. Fo rward-looking  statements are  those
that predict o r describe future  events o r trends and that do  no t re late  so lely to  histo rical matters. You can generally identify fo rward-
looking  statements as statements containing  the words “will,” “believe,” “expect,” “antic ipate ,” “intend,” “estimate,” “assume” o r
o ther similar expressions. You should no t re ly on our fo rward-looking  statements because the matters they describe are  subject to
known and unknown risks, uncertainties and o ther unpredictable  facto rs, many o f which are  beyond our contro l. Statements regarding
the fo llowing  subjects are  fo rward-looking  by their nature:
 
 • our business strategy;
 
 • market trends and risks;
 
 • assumptions regarding  interest rates;
 
 • assumptions regarding  credit risk; and
 
 • assumptions regarding  prepayment rates on the mortgage loans securing  our mortgage-backed securities.
 

These fo rward-looking  statements are  subject to  various risks and uncertainties, including  those relating  to :
 
 • increases in the prepayment rates on the mortgage loans securing  our mortgage-backed securities;
 
 • our ability to  use bo rrowings to  finance our assets;
 
 • increases in default rates o f the mortgage loans required by our mortgage loan subsidiary;
 
 • risks associated with investing  in mortgage-related assets, including  changes in business conditions and the general economy;
 
 • our ability to  maintain our qualification as a real estate  investment trust fo r federal income tax purposes; and
 
 • management’s ability to  manage our g rowth and planned expansion.
 

Other risks, uncertainties and facto rs, including  those discussed under “Risk Facto rs” in this prospectus o r described in reports that
we file  from time to  time with the Securities and Exchange Commission, such as our quarterly and annual reports, could cause our actual
results to  differ materially from those pro jected in any fo rward-looking  statements we make. We are  no t obligated to  publicly update  o r
revise  any fo rward-looking  statements, whether as a result o f new info rmation, future  events o r o therwise.
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USE OF PROCEEDS
 

Unless o therwise indicated in an accompanying  prospectus supplement, we intend to  use the net proceeds from the sale  o f the
securities o ffered by this prospectus and the related accompanying  prospectus supplement fo r the purchase o f mortgage-backed
securities. We then intend to  increase our investment assets by bo rrowing  against these mortgage-backed securities and using  the
proceeds to  acquire  additional mortgage-backed securities.
 

RATIO OF EARNINGS TO FIXED CHARGES
 

The fo llowing  table  sets fo rth our ratio s o f earnings to  fixed charges fo r the periods shown:
 

   

For the  T hre e
Months  Ende d

Marc h 31,
2004

  

For the
Ye ar Ende d

De c e mbe r 31,
2003

  

For the
Ye ar Ende d

De c e mbe r 31,
2002

  

For the
Ye ar Ende d

De c e mbe r 31,
2001

  

For the
Ye ar Ende d

De c e mbe r 31,
2000

  

For the
Ye ar Ende d

De c e mbe r 31,
1999

  

Marc h 17, 1998
(c omme nc e me nt of

ope rations)
through

De c e mbe r 31,
1998

Ratio   2.20  2.10  2.07  1.58  1.15  1.15  1.12
 

The ratio s o f earnings to  fixed charges were computed by dividing  earnings as adjusted by fixed charges. Fo r this purpose,
earnings consist o f net income from continuing  operations and fixed charges. Fixed charges consist o f interest expense. To  date , we
have no t issued any preferred stock.
 

DESCRIPTION OF OUR CAPITAL STOCK
 

The description o f our capital stock set fo rth below does no t purport to  be complete  and is qualified in its entirety by reference to
our charter, as amended and restated, and our bylaws, copies o f which are  exhibits to  the reg istration statement o f which this
prospectus is a part.
 
General
 Our autho rized capital stock consists o f 100 million shares o f common stock, $0.01 par value, and 20 million shares o f preferred
stock, $0.01 par value, issuable  in one o r more series. Each share o f common stock is entitled to  partic ipate  equally in dividends when
and as declared by our board o f directo rs and in the distribution o f our assets upon liquidation. Our autho rized capital stock may be
increased and altered from time to  time as permitted by Maryland law.
 
Common Stock
 All shares o f common stock o ffered hereby will be duly autho rized, fully paid and nonassessable . The statements below
describing  the common stock are  in all respects subject to  and qualified in their entirety by reference to  our artic les o f inco rporation,
bylaws and any artic les supplementary to  our artic les o f inco rporation.
 

Voting
 Each o f our common stockho lders is entitled to  one vo te  fo r each share held o f reco rd on each matter submitted to  a vo te  o f
common stockho lders. Meetings o f our stockho lders are  to  be held annually and special meetings may be called by a majo rity o f our
board o f directo rs, the chairman o f our board o r our president. Special meetings shall be called by our secretary at the written request
o f our stockho lders entitled to  cast at least a majo rity o f all the vo tes entitled to  be cast at the meeting . Our charter reserves to  us the
right to  amend any provision thereo f in the manner prescribed by law.
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Dividends; Liquidation; Other Rights
 Common stockho lders are  entitled to  receive dividends when declared by our board o f directo rs out o f legally available  funds.
The right o f our common stockho lders to  receive dividends is subordinate  to  the rights o f preferred stockho lders o r o ther senio r
stockho lders. If we have a liquidation, disso lution o r winding  up, our common stockho lders will share ratably in all o f our assets
remaining  after the payment o f all o f our liabilities and the payment o f all liquidation and o ther preference amounts to  preferred
stockho lders and o ther senio r stockho lders. Common stockho lders have no  preemptive o r o ther subscription rights, and there  are  no
conversion o r exchange rights, o r redemption o r sinking  fund provisions, re lating  to  the shares o f common stock.
 

Classification or Reclassification of Common Stock or Preferred Stock
 Our artic les o f inco rporation autho rize our board o f directo rs to  reclassify any unissued shares o f common o r preferred stock into
o ther c lasses o r series o f shares, to  establish the number o f shares in each class o r series and to  set the preferences, conversion and
o ther rights, vo ting  powers, restric tions, limitations, and restric tions on ownership, limitations as to  dividends o r o ther distributions,
qualifications, and terms o r conditions o f redemption fo r each class o r series.
 

Transfer Agent and Registrar
 Our transfer agent and reg istrar is American Stock Transfer & Trust Company.
 
Preferred Stock
 All shares o f preferred stock, if and when issued, will be validly issued, fully paid, and non-assessable . Because our board o f
directo rs has the power to  establish the preferences, powers and rights o f each series o f preferred stock, our board o f directo rs may
affo rd the ho lders o f any series o f preferred stock preferences, powers and rights, vo ting  o r o therwise, senio r to  the rights o f
common stockho lders.
 

The rights, preferences, privileges and restric tions o f each series o f preferred stock will be fixed by the artic les supplementary
relating  to  the series. A prospectus supplement relating  to  each series will specify the terms o f the preferred stock, including , where
applicable , the fo llowing : (a) the title  and stated value o f the preferred stock; (b) the vo ting  rights o f the preferred stock, if applicable;
(c) the preemptive rights o f the preferred stock, if applicable; (d) the restric tions on transfer o f the preferred stock, if applicable; (e)
the number o f shares o ffered, the liquidation preference per share and the o ffering  price o f the shares; (f) the dividend rate(s),
period(s) and payment date(s) o r method(s) o f calculation applicable  to  the preferred stock, including  the date  from which dividends
on the preferred stock will accumulate , if applicable; (g ) the provision fo r a sinking  fund, if any, fo r the preferred stock; (h) the
provision fo r and any restric tion on redemption, if applicable , o f the preferred stock; (i) the provision fo r and any restric tion on
repurchase, if applicable , o f the preferred stock; (j) the terms and provisions, if any, upon which the preferred stock will be convertible
into  common stock, including  the conversion price (o r manner o f calculation) and conversion period; (k) the relative ranking  and
preferences o f the preferred stock as to  dividend rights and rights upon the liquidation, disso lution o r winding -up o f our affairs; and (l)
any limitation on issuance o f any series o f preferred stock ranking  senio r to  o r on a parity with the series o f preferred stock as to
dividend rights and rights upon the liquidation, disso lution o r winding -up o f our affairs.
 
Restrictions on Transfer
 Two o f the requirements o f qualification fo r the tax benefits acco rded by the REIT provisions o f the tax code are  that (1) during
the last half o f each taxable  year no t more than 50% in value o f the outstanding  shares may be owned directly o r indirectly by five o r
fewer individuals, and (2) there  must be at least 100 stockho lders on 335 days o f each taxable  year o f 12 months.
 

In o rder that we may meet these requirements at all times, our charter prohibits any person from owning , acquiring  o r ho lding ,
directly o r indirectly, without prio r approval by our board o f directo rs, shares o f any class
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of our capital stock in excess o f 9.8% in value o f the aggregate  o f the outstanding  shares o f capital stock o r shares o f our common
stock in excess o f 9.8% (in value o r in number o f shares, whichever is more restric tive) o f the aggregate  o f the outstanding  shares o f
our common stock. Fo r this purpose, ownership includes bo th beneficial ownership and constructive ownership. Beneficial ownership is
defined in our charter to  include interests that would be treated as owned through the application o f Section 544  o f the tax code, as
modified by Section 856(h)(1)(B) o f the tax code. Constructive ownership is defined in our charter to  include interests that would be
treated as owned through the application o f Section 318(a) o f the tax code, as modified by Section 856(d)(5) o f the tax code. Subject
to  certain limitations, our board o f directo rs may increase o r decrease the ownership limitations o r waive the limitations fo r individual
investo rs.
 

For purposes o f the 50% stockho lder test discussed above, the constructive ownership provisions applicable  under Section 544
of the tax code attribute  ownership o f securities owned by a co rporation, partnership, estate  o r trust proportionately to  its
stockho lders, partners o r beneficiaries, attribute  ownership o f securities owned by family members to  o ther members o f the same
family, treat securities with respect to  which a person has an option to  purchase as actually owned by that person, and set fo rth rules fo r
application o f such attribution provisions (e .g ., reattribution o f stock that is constructively owned). Thus, fo r purposes o f determining
whether a person ho lds shares o f capital stock in vio lation o f the ownership limitations set fo rth in our charter, many types o f entities
may own directly more than the 9.8% limit because such entities’ shares are  attributed to  its individual stockho lders. On the o ther hand, a
person will be treated as owning  no t only shares o f capital stock actually o r beneficially owned, but also  any shares o f capital stock
attributed to  such person under the attribution rules described above. According ly, under certain circumstances, shares o f capital stock
owned by a person who  individually owns less than 9.8% o f the shares outstanding  may nevertheless be in vio lation o f the ownership
limitations set fo rth in our charter. Ownership o f shares o f capital stock through such attribution is generally referred to  as constructive
ownership.
 

If any transfer o f shares o f capital stock would result in any person beneficially o r constructively owning  capital stock in vio lation
of our transfer o r ownership limitations, then the number o f shares o f capital stock causing  the vio lation (rounded to  the nearest who le
shares) shall be automatically transferred to  a trustee o f a trust fo r the exclusive benefit o f one o r more charitable  beneficiaries. The
intended transferee shall no t acquire  any rights in such shares. Shares o f capital stock held by the trustee shall be issued and outstanding
shares o f capital stock. The intended transferee shall no t benefit economically from ownership o f any shares held in the trust, shall have
no  rights to  dividends, and shall no t possess any rights to  vo te  o r o ther rights attributable  to  the shares held in the trust. The trustee shall
have all vo ting  rights and rights to  dividends o r o ther distributions with respect to  shares held in the trust, which rights shall be exercised
fo r the exclusive benefit o f the charitable  beneficiary. Any dividend o r o ther distribution paid to  the intended transferee prio r to  the
discovery by us that shares o f capital stock have been transferred to  the trustee shall be paid with respect to  such shares to  the trustee
by the intended transferee upon demand and any dividend o r o ther distribution autho rized but unpaid shall be paid when due to  the
trustee. Our board o f directo rs may, in its discretion, waive these requirements on owning  shares in excess o f the ownership limitations.
 

Within 20 days o f receiving  no tice from us that shares o f capital stock have been transferred to  the trust, the trustee shall sell the
shares held in the trust to  a person, designated by the trustee, whose ownership o f the shares will no t vio late  the ownership limitations
set fo rth in our charter. Upon such sale , the interest o f the charitable  beneficiary in the shares so ld shall terminate  and the trustee shall
distribute  the net proceeds o f the sale  to  the intended transferee and to  the charitable  beneficiary as fo llows. The intended transferee
shall receive the lesser o f (1) the price paid by the intended transferee fo r the shares o r, if the intended transferee did no t g ive value fo r
the shares in connection with the event causing  the shares to  be held in the trust (e .g ., in the case o f a g ift, devise  o r o ther such
transaction), the market price (as defined below) o f the shares on the day o f the event causing  the shares to  be held in the trust, and (2)
the price per share received by the trustee from the sale  o r o ther disposition o f the shares held in the trust. Any net sales proceeds in
excess o f the amount payable  to  the intended transferee shall be immediately paid to  the charitable  beneficiary. In addition, shares o f
capital stock transferred to  the trustee shall be deemed to  have been o ffered fo r sale  to  us, o r our designee. This o ffer shall be at a
price per share
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equal to  the lesser o f (1) the price per share in the transaction that resulted in such transfer to  the trust (o r, in the case o f a devise  o r g ift,
the market price at the time o f such devise o r g ift), and (2) the market price on the date  we, o r our designee, accepts such o ffer. We
shall have the right to  accept such o ffer until the trustee has so ld shares held in the trust. Upon such a sale  to  us, the interest o f the
charitable  beneficiary in the shares so ld shall terminate  and the trustee shall distribute  the net proceeds o f the sale  to  the intended
transferee.
 

The market price shall mean the last sale  price fo r such shares. In case no  such sale  takes place on such day, the market price shall
be the average o f the closing  bid and asked prices on the New York Stock Exchange. In the event that no  trading  price is available  fo r
such shares, the fair market value o f the shares shall be as determined in good faith by our board o f directo rs.
 

Under the REIT provisions o f the tax code, every owner o f 5% o r more in the case o f 2,000 o r more stockho lders o f reco rd, o f
1% or more in the case o f more than 200 but fewer than 2,000 stockho lders o f reco rd and o f 0.5% o r more in the case o f 200 o r fewer
stockho lders o f reco rd, o f all c lasses o r series o f our stock, is required to  g ive written no tice to  us in response to  our written demand
fo r such no tice, which request must be made within 30 days after the end o f each taxable  year. They shall state  their name and address,
the number o f shares o f each class and series o f our stock beneficially owned and a description o f the manner in which such shares are
held. Each such owner shall provide to  us such additional info rmation as we may request in o rder to  determine the effect, if any, o f such
beneficial ownership on our status as a REIT and to  ensure compliance with the ownership limitations.
 

DESCRIPTION OF WARRANTS
 

We have no  warrants o r o ther stock purchase rights outstanding  o ther than options issued under our 1997 Stock Option and Awards
Plan, as amended. We may issue warrants fo r the purchase o f preferred stock o r common stock. Warrants may be issued
independently, together with any o ther securities o ffered by any prospectus supplement o r through a dividend o r o ther distribution to
our stockho lders and may be attached to  o r separate  from the related securities. Warrants may be issued under a warrant ag reement to
be entered into  between us and a warrant agent specified in the applicable  prospectus supplement. The warrant agent will act so lely as
our agent in connection with the warrants o f a particular series and will no t assume any obligation o r relationship o f agency o r trust fo r o r
with any ho lders o r beneficial owners o f warrants. The fo llowing  sets fo rth certain general terms and provisions o f the warrants that may
be o ffered under this prospectus. Further terms o f the warrants and the applicable  warrant ag reement will be set fo rth in the applicable
prospectus supplement.
 

The applicable  prospectus supplement will describe the terms o f the warrants in respect o f which this prospectus is being
delivered, including , where applicable , the fo llowing : (a) the title  o f the warrants; (b) the aggregate  number o f the warrants; (c) the
price o r prices at which the warrants will be issued; (d) the designation, number and terms o f the shares o f preferred stock o r common
stock purchasable  upon exercise  o f the warrants; (e) the designation and terms o f the o ther securities, if any, with which the warrants are
issued and the number o f the warrants issued with each security; (f) the date , if any, on and after which the warrants and the related
preferred stock o r common stock, if any, will be separately transferable; (g ) the price at which each share o f preferred stock o r
common stock purchasable  upon exercise  o f the warrants may be purchased; (h) the date  on which the right to  exercise  the warrants
will commence and the date  on which that right will expire; (i) the minimum or maximum amount o f the warrants which may be
exercised at any one time; (j) info rmation with respect to  book-entry procedures, if any; (k) a discussion o f federal income tax
considerations; and (l) any o ther terms o f the warrants, including  terms, procedures and limitations relating  to  the transferability,
exchange and exercise  o f the warrants.
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SELECTED PROVISIONS OF MARYLAND LAW, OUR CHARTER AND BYLAWS
 

The fo llowing  summary o f selected provisions o f the Maryland General Corporation Law, as amended from time to  time, and o f
our charter and bylaws does no t purport to  be complete  and is subject to  and qualified in its entirety by reference to  Maryland law and to
our charter and bylaws, copies o f which are  filed as exhibits to  the reg istration statement o f which this prospectus is a part.
 
Removal o f Directors
 Our charter provides that a directo r may be removed from o ffice at any time fo r cause but only by the affirmative vo te  o f the
ho lders o f at least two-thirds o f the vo tes o f the shares entitled to  be cast in the election o f directo rs.
 
Indemnification
 As permitted by Maryland law, our charter obligates us to  indemnify our present and fo rmer directo rs and o fficers to  the
maximum extent permitted by Maryland law. Maryland law permits a co rporation to  indemnify its present and fo rmer directo rs and
officers, among  o thers, 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 o f their service in those o r o ther capacities, unless it is
established that:
 
 

• the act o r omission o f the directo r o r o fficer was material to  the matter g iving  rise  to  such proceeding  and was committed in
bad faith o r was the result o f active and deliberate  dishonesty;

 
 • the directo r o r o fficer actually received an improper personal benefit in money, property o r services;
 
 

• in the case o f any criminal proceeding , the directo r o r o fficer had reasonable  cause to  believe that the act o r omission was
unlawful; o r

 
 • the proceeding , o ther than a proceeding  brought to  enfo rce indemnification, is brought by the directo r o r o fficer against us.
 
Limitation o f Liability
 As permitted by Maryland law, our charter limits the liability o f our directo rs and o fficers to  us and our stockho lders fo r money
damages, except to  the extent that:
 
 • the person actually received an improper benefit o r pro fit in money, property o r services; o r
 
 

• a judgment o r o ther final adjudication is entered in a proceeding  based on a finding  that the person’s action, o r failure  to  act, was
the result o f active and deliberate  dishonesty and was material to  the cause o f action adjudicated in the proceeding .

 
As a result o f these provisions, we and our stockho lders may be unable  to  obtain monetary damages from a directo r o r o fficer

fo r breach o f his o r her duty o f care .
 
Maryland Business Combination Act
 Maryland law prohibits specified “business combinations” between a Maryland co rporation and an “interested stockho lder.”
These business combinations include a merger, conso lidation, share exchange, an asset transfer o r issuance o r reclassification o f
equity securities. Interested stockho lders are  either:
 
 • anyone who  beneficially owns 10% or more o f the vo ting  power o f the co rporation’s shares; o r
 
 

• an affiliate  o r associate  o f the co rporation who  was the beneficial owner, directly o r indirectly, o f 10% or more o f the vo ting
power o f the then outstanding  stock o f the co rporation at any time within the two-year period prio r to  the date  in question.
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Business combinations with a past interested stockho lder are  prohibited fo r five years after the most recent date  on which the
stockho lder became an interested stockho lder. Thereafter, any business combinations with the interested stockho lder must be
recommended by the board o f directo rs o f the co rporation and approved by the vo te  o f:
 
 • at least 80% of the vo tes entitled to  be cast by all ho lders o f vo ting  shares o f the co rporation’s vo ting  shares; and
 
 

• at least 66 2/3% of the vo tes entitled to  be cast by all ho lders o f the co rporation’s vo ting  o ther than vo ting  shares held by the
interested stockho lder o r an affiliate  o r associate  o f the interested stockho lder.

 
However, these special vo ting  requirements do  no t apply if the co rporation’s stockho lders receive a minimum price fo r their

shares, as specified in the statute , and the consideration is received in cash o r in the same fo rm previously paid by the interested
stockho lder fo r its shares.
 

This business combination statute  does no t apply to  business combinations that are  approved o r exempted by the co rporation’s
board o f directo rs prio r to  the time that the interested stockho lder becomes an interested stockho lder. The statute  also  does no t apply
to  stockho lders that acquired 10% or more o f the co rporation’s vo ting  shares in a transaction approved by the co rporation’s board o f
directo rs. A Maryland co rporation may adopt an amendment to  its charter e lecting  no t to  be subject to  these special vo ting
requirements. Any amendment would have to  be approved by at least 80% of the vo tes entitled to  be cast by all ho lders o f outstanding
shares o f vo ting  stock and 66 2/3% of the vo tes entitled to  be cast by ho lders o f outstanding  shares o f vo ting  stock who  are  no t
interested stockho lders.
 

The business combination statute  could have the effect o f discourag ing  o ffers to  acquire  us and o f increasing  the difficulty o f
consummating  such o ffers, even if our acquisition would be in our stockho lders’ best interests.
 
Maryland Contro l Share Acquisition Act
 Maryland law provides that “contro l shares” o f a Maryland co rporation acquired in a “contro l share acquisition” have no  vo ting
rights unless approved by a vo te  o f two-thirds o f the vo tes entitled to  be cast on the matter, excluding  shares owned by the acquirer o r
by the co rporation’s o fficers o r directo rs who  are  employees o f the co rporation. Contro l shares are  shares o f vo ting  stock which, if
agg regated with all o ther shares o f stock previously acquired, would entitle  the acquirer to  exercise  vo ting  power in electing  directo rs
within one o f the fo llowing  ranges o f vo ting  power:
 
 • 10% or more but less than 33 1/3%;
 
 • 33 1/3% or more but less than a majo rity; o r
 
 • a majo rity o f all vo ting  power.
 

Contro l shares do  no t include shares o f stock an acquiring  person is entitled to  vo te  as a result o f having  previously obtained
stockho lder approval. A contro l share acquisition generally means the acquisition o f, ownership o f o r the power to  direct the exercise
o f vo ting  power with respect to , contro l shares.
 

A person who  has made o r proposes to  make a “contro l share acquisition,” under specified conditions, including  an undertaking  to
pay expenses, may require  the board o f directo rs to  call a special stockho lders’ meeting  to  consider the vo ting  rights o f the shares.
The meeting  must be held within 50 days o f the demand. If no  request fo r a meeting  is made, the co rporation may itself present the
question at any stockho lders’ meeting .
 

If vo ting  rights are  no t approved at the meeting  o r if the acquiring  person does no t deliver an acquiring  person statement as
permitted by the statute , the co rporation generally may redeem any o r all o f the contro l shares, except those fo r which vo ting  rights
have previously been approved. This redemption o f shares must be fo r fair value, determined without regard to  vo ting  rights as o f the
date  o f the last contro l share acquisition o r o f
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any stockho lders’ meeting  at which the vo ting  rights o f the shares are  considered and no t approved. If vo ting  rights fo r “contro l
shares” are  approved at a stockho lders’ meeting  and the acquirer becomes entitled to  vo te  a majo rity o f the shares entitled to  vo te , all
o ther stockho lders may exercise  appraisal rights. The fair value o f the stock determined fo r purposes o f appraisal rights may no t be
less than the highest price per share paid in the contro l share acquisition. The limitations and restric tions o therwise applicable  to  the
exercise  o f dissenters’ rights do  no t apply in the context o f a “contro l share acquisition.”
 

The contro l share acquisition statute  would no t apply to  stock acquired in a merger, conso lidation o r share exchange if we were a
party to  the transaction, o r to  acquisitions previously approved o r exempted by a provision in our charter o r bylaws.
 

Presently our bylaws contain a provision exempting  from the contro l share acquisition statute  any and all acquisitions by any
person o f our common stock. However, our board o f directo rs may decide to  amend o r e liminate  this provision at any time in the
future.
 
Amendment o f Our Charter
 We reserve the right from time to  time to  make any amendment to  our charter including  any amendment that alters the contract
rights as expressly set fo rth in our charter o f any shares o f outstanding  stock, subject to  certain limitations. Our charter may be
amended only by the affirmative vo te  o f ho lders o f shares entitled to  cast no t less than a majo rity o f all the vo tes entitled to  be cast on
the matter. The provisions in our charter on removal o f directo rs may be amended only by the affirmative vo te  o f ho lders o f shares
entitled to  cast no t less than two-thirds o f all the vo tes entitled to  be cast in the election o f directo rs.
 

24



Table of  Contents

CERTAIN FEDERAL INCOME TAX CONSIDERATIONS
 

Based on various factual representations made by us regarding  our operations, in the opinion o f Allen Matkins Leck Gamble &
Mallo ry LLP, our counsel, commencing  with our taxable  year ended December 31, 1998, we have been o rganized in confo rmity with
the requirements fo r qualification as a REIT under the tax code, and our method o f operating  has enabled us, and will enable  us, to  meet
the requirements fo r qualification and taxation as a REIT. Our qualification as a REIT depends upon our ability to  meet the various
requirements imposed under the tax code through actual operations. Allen Matkins will no t review our operations, and no  assurance can
be g iven that actual operations will meet these requirements. The opinion o f Allen Matkins is no t binding  on the IRS, o r any court. The
opinion o f Allen Matkins is based upon existing  law, Treasury regulations and currently published administrative positions o f the IRS and
judicial decisions, all o f which are  subject to  change either prospectively o r re troactively.
 

The fo llowing  discussion summarizes particular United States federal income tax considerations regarding  our qualification and
taxation as a REIT and particular United States federal income tax consequences resulting  from the acquisition, ownership and
disposition o f our capital stock. This discussion is based on current law and assumes that we have qualified at all times throughout our
existence, and will continue to  qualify, as a REIT fo r United States federal income tax purposes. The tax law upon which this discussion
is based could be changed, and any such change could have a retroactive effect. The fo llowing  discussion is no t exhaustive o f all
possible  tax considerations. This summary neither g ives a detailed discussion o f any state , local o r fo reign tax considerations no r
discusses all o f the aspects o f United States federal income taxation that may be relevant to  you in light o f your particular
circumstances o r to  particular types o f stockho lders which are  subject to  special tax rules, such as insurance companies, tax-exempt
entities, financial institutions o r broker-dealers, fo reign co rporations o r partnerships, and persons who  are  no t c itizens o r residents o f
the United States, stockho lders that ho ld our stock as a hedge, part o f a straddle , conversion transaction o r o ther arrangement
invo lving  more than one position, o r stockho lders whose functional currency is no t the United States do llar. This discussion assumes
that you will ho ld our capital stock as a “capital asset,” generally property held fo r investment, under the tax code.
 

In reading  the federal income tax disclosure below, it should be no ted that although Anworth is combined with all o f its who lly-
owned subsidiaries fo r financial accounting  and reporting  purposes, fo r federal income tax purposes, only Anworth and its who lly-
owned subsidiaries, Belvedere Trust Mortgage Corporation, BT Management Ho lding  Corporation and Belvedere Trust Secured
Assets Corporation, constitute  the REIT. Anworth’s remaining  who lly-owned subsidiaries, Belvedere Trust Finance Corporation and BT
Residential Funding  Corporation, constitute  a separate  conso lidated g roup subject to  regular income taxes.
 

We urge you to  consult with your own tax adviso r regarding  the specific  consequences to  you o f the purchase, ownership and
sale  o f stock in an entity electing  to  be taxed as a REIT, including  the federal, state , local, fo reign and o ther tax considerations o f such
purchase, ownership, sale  and election and the po tential changes in applicable  tax laws.
 
General
 Our qualification and taxation as a REIT depends upon our ability to  continue to  meet the various qualification tests imposed under
the tax code and discussed below relating  to  our actual annual operating  results, asset diversification, distribution levels and diversity o f
stock ownership. According ly, the actual results o f our operations fo r any particular taxable  year may no t satisfy these requirements.
 

We have made an election to  be taxed as a REIT under the tax code commencing  with our taxable  year ended December 31,
1998. We currently expect to  continue operating  in a manner that will permit us to  maintain our qualification as a REIT. All qualification
requirements fo r maintaining  our REIT status, however, may no t have been o r will no t continue to  be met.
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So  long  as we qualify fo r taxation as a REIT, we generally will be permitted a deduction fo r dividends we pay to  our stockho lders.
As a result, we generally will no t be required to  pay federal co rporate  income taxes on our net income that is currently distributed to  our
stockho lders. This treatment substantially eliminates the “double taxation” that o rdinarily results from investment in a co rporation.
Double taxation means taxation once at the co rporate  level when income is earned and once again at the stockho lder level when this
income is distributed. We will be required to  pay federal income tax, however, as fo llows:
 
 

• we will be required to  pay tax at regular co rporate  rates on any undistributed “real estate  investment trust taxable  income,”
including  undistributed net capital gain;

 
 • we may be required to  pay the “alternative minimum tax” on our items o f tax preference; and
 

 

• if we have (a) net income from the sale  o r o ther disposition o f “fo reclosure property” which is held primarily fo r sale  to
customers in the o rdinary course o f business, o r (b) o ther non-qualifying  income from fo reclosure property, we will be
required to  pay tax at the highest co rporate  rate  on this income. Fo reclosure property is generally defined as property acquired
through fo reclosure o r after a default on a loan secured by the property o r on a lease o f the property.

 
We will be required to  pay a 100% tax on any net income from prohibited transactions. Prohibited transactions are , in general,

sales o r o ther taxable  dispositions o f property, o ther than fo reclosure property, held primarily fo r sale  to  customers in the o rdinary
course o f business. Under existing  law, whether property is held as invento ry o r primarily fo r sale  to  customers in the o rdinary course
o f a trade o r business depends on all the facts and circumstances surrounding  the particular transaction.
 

If we fail to  satisfy the 75% gross income test o r the 95% gross income test discussed below, but nonetheless maintain our
qualification as a REIT because certain o ther requirements are  met, we will be subject to  a tax equal to :
 

 
• the g reater o f (i) the amount by which 75% of our g ross income exceeds the amount qualifying  under the 75% gross income

test described below, and (ii) the amount by which 90% of our g ross income exceeds the amount qualifying  under the 95%
gross income test described below, multiplied by a fraction intended to  reflect our pro fitability.

 
We will be required to  pay a 4% excise  tax on the excess o f the required distribution over the amounts actually distributed if we

fail to  distribute  during  each calendar year at least the sum o f:
 
 • 85% of our real estate  investment trust o rdinary income fo r the year;
 
 • 95% of our real estate  investment trust capital gain net income fo r the year; and
 
 • any undistributed taxable  income from prio r periods.
 

This distribution requirement is in addition to , and different from, the distribution requirements discussed below in the section
entitled “Annual Distribution Requirements.”
 

If we acquire  any asset from a co rporation which is o r has been taxed as a C co rporation under the tax code in a transaction in
which the basis o f the asset in our hands is determined by reference to  the basis o f the asset in the hands o f the C co rporation, and we
subsequently recognize gain on the disposition o f the asset during  the ten-year period beg inning  on the date  on which we acquired the
asset, then we will be required to  pay tax at the highest regular co rporate  tax rate  on this gain to  the extent o f the excess o f:
 
 • the fair market value o f the asset, over
 
 • our adjusted basis in the asset,
 
 • in each case determined as o f the date  on which we acquired the asset.
 

A C co rporation is generally defined as a co rporation required to  pay full co rporate-level tax. The results described in the
preceding  parag raph with respect to  the recognition o f gain will apply unless we make an
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election under Treasury Regulation Section 1.337(d)-7T(c). If such an election were made, the C co rporation would recognize taxable
gain o r lo ss as if it had so ld the assets we acquired from the C co rporation to  an unrelated third party at fair market value on the
acquisition date .
 

Finally, we could be subject to  an excise  tax if our dealings with any taxable  REIT subsidiaries (defined below) are  no t at arm’s
leng th.
 
Requirements for Qualification as a REIT
 The tax code defines a REIT as a co rporation, trust o r association:
 
 • that is managed by one o r more trustees o r directo rs;
 
 • that issues transferable  shares o r transferable  certificates to  evidence beneficial ownership;
 
 • that would be taxable  as a domestic  co rporation but fo r tax code Sections 856 through 859;
 
 • that is no t a financial institution o r an insurance company within the meaning  o f the tax code;
 
 • that is beneficially owned by 100 o r more persons;
 
 

• no t more than 50% in value o f the outstanding  stock o f which is owned, actually o r constructively, by five o r fewer individuals,
including  specified entities, during  the last half o f each taxable  year; and

 
 • that meets o ther tests, described below, regarding  the nature o f its income and assets and the amount o f its distributions.
 

The tax code provides that all o f the first four conditions stated above must be met during  the entire  taxable  year and that the fifth
condition must be met during  at least 335 days o f a taxable  year o f twelve months, o r during  a proportionate  part o f a taxable  year o f
less than twelve months. The fifth and sixth conditions do  no t apply until after the first taxable  year fo r which an election is made to  be
taxed as a REIT.
 

For purposes o f the sixth condition, pension trusts and o ther specified tax-exempt entities generally are  treated as individuals,
except that a “look-through” exception generally applies with respect to  pension funds.
 
Stock Ownership Tests
 Our stock must be beneficially held by at least 100 persons, the “100 Stockho lder Rule,” and no  more than 50% of the value o f
our stock may be owned, directly o r indirectly, by five o r fewer individuals at any time during  the last half o f the taxable  year, the “5/50
Rule.” Fo r purposes o f the 100 Stockho lder Rule only, trusts described in Section 401(a) o f the tax code and exempt under Section
501(a) o f the tax code, are  generally treated as persons. These stock ownership requirements must be satisfied in each taxable  year
o ther than the first taxable  year fo r which an election is made to  be taxed as a REIT. We are  required to  so lic it info rmation from certain
o f our reco rd stockho lders to  verify actual stock ownership levels, and our charter provides fo r restric tions regarding  the transfer o f
our stock in o rder to  aid in meeting  the stock ownership requirements. If we were to  fail e ither o f the stock ownership tests, we would
generally be disqualified from REIT status.
 
Income Tests
 We must satisfy two  g ross income requirements annually to  maintain our qualification as a REIT:
 

 

• We must derive directly o r indirectly at least 75% of our g ross income, excluding  g ross income from prohibited transactions,
from specified real estate  sources, including  rental income, interest on obligations secured by mortgages on real property o r
on interests in real property, gain from the disposition o f “qualified real estate  assets,” i.e ., interests in real property,
mortgages secured by real property o r interests in real property, and some o ther assets, and income from certain types o f
temporary investments, o r the “75% gross income test”; and
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• We must derive at least 95% of our g ross income, excluding  g ross income from prohibited transactions, from (a) the sources
o f income that satisfy the 75% gross income test, (b) dividends, interest and gain from the sale  o r disposition o f stock o r
securities, including  some interest rate  swap and cap ag reements, options, futures and fo rward contracts entered into  to  hedge
variable  rate  debt incurred to  acquire  qualified real estate  assets, o r (c) any combination o f the fo rego ing , o r the “95% gross
income test”.

 
For purposes o f the 75% and 95% gross income tests, a REIT is deemed to  have earned a proportionate  share o f the income

earned by any partnership, o r any limited liability company treated as a partnership fo r federal income tax purposes, in which it owns an
interest, which share is determined by reference to  its capital interest in such entity, and is deemed to  have earned the income earned by
any qualified REIT subsidiary (in general, a 100% owned co rporate  subsidiary o f a REIT). Our qualified REIT subsidiary, BT
Management Ho lding  Corporation, a Delaware co rporation, owns a 50% interest in the pro fits, lo sses and capital o f BT Management
Company, L.L.C., a Delaware limited liability company which is taxed as a partnership fo r federal income tax purposes. Belvedere Trust
Mortgage Corporation, o r Belvedere Trust, our newly fo rmed, who lly-owned mortgage subsidiary, has entered into  a management
ag reement with BT Management Company, which manages Belvedere Trust’s investments and perfo rms administrative services fo r
Belvedere Trust. So  long  as BT Management Ho lding  Corporation is a qualified REIT subsidiary o f ours and it owns an interest in BT
Management Company, we will be treated, fo r federal income tax purposes, as directly owning  BT Management Ho lding
Corporation’s proportionate  share o f the assets, liabilities and income o f BT Management Company fo r purposes o f determining  our
compliance with the REIT qualification tests. Certain o f BT Management Company’s g ross income (fo r example, management fee
income under the management ag reement with Belvedere Trust) will no t be qualifying  income under the 75% or 95% tests described
above. According ly, we may decide to  make a taxable  REIT subsidiary election fo r BT Management Ho lding  Corporation in the future
if we believe that such nonqualifying  income will jeopardize our ability to  satisfy the 75% or 95% income tests. If we make a taxable
REIT subsidiary election fo r BT Management Ho lding  Corporation, its proportionate  share o f BT Management Company’s g ross
income will no t be treated as our g ross income fo r purposes o f our REIT qualification tests, but BT Management Ho lding
Corporation’s taxable  income will be subject to  co rporate  level income tax. Any dividends paid to  us by BT Management Ho lding
Corporation while  it is a taxable  REIT subsidiary will be qualifying  income fo r purposes o f our satisfaction o f the 95% income test, but
no t the 75% test.
 

Interest earned by a REIT o rdinarily does no t qualify as income meeting  the 75% or 95% gross income tests if the determination
of all o r some o f the amount o f interest depends in any way on the income o r pro fits o f any person. Interest will no t be disqualified
from meeting  such tests, however, so lely by reason o f being  based on a fixed percentage o r percentages o f receipts o r sales. If we
fail to  satisfy one o r bo th o f the 75% or 95% gross income tests fo r any taxable  year, we may nevertheless qualify as a REIT fo r the
year if we are  entitled to  relief under the tax code. Generally, we may avail ourselves o f the relief provisions if:
 
 • our failure  to  meet these tests was due to  reasonable  cause and no t due to  willful neg lect;
 
 • we attach a schedule o f the sources o f our income to  our federal income tax return; and
 
 • any inco rrect info rmation on the schedule was no t due to  fraud with intent to  evade tax.
 

If we are  entitled to  avail ourselves o f the relief provisions, we will maintain our qualification as a REIT but will be subject to
certain penalty taxes as described above. We may no t, however, be entitled to  the benefit o f these relief provisions in all
c ircumstances. If these relief provisions do  no t apply to  a particular set o f c ircumstances, we will no t qualify as a REIT.
 
Asset Tests
 At the close o f each quarter o f our taxable  year, we must satisfy four tests re lating  to  the nature and diversification o f our assets:
 
 

• at least 75% of the value o f our to tal assets must be represented by qualified real estate  assets (including  mortgage loans and
stock in o ther qualified REITs), cash, cash items and government securities;
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• no t more than 25% of our to tal assets may be represented by securities, o ther than those securities included in the 75% asset

test;
 

 
• o f the investments included in the 25% asset c lass, the value o f any one issuer’s securities may no t exceed 5% of the value o f

our to tal assets, and we generally may no t own more than 10% by vo te  o r value o f any one issuer’s outstanding  securities, in
each case except with respect to  stock o f any “taxable  REIT subsidiaries”; and

 
 • the value o f the securities we own in any taxable  REIT subsidiaries may no t exceed 20% of the value o f our to tal assets.
 

For purposes o f the asset tests, we will be deemed to  own a proportionate  share o f the assets o f any partnership, o r any limited
liability company treated as a partnership fo r federal income tax purposes, in which we own an interest, which share is determined by
reference to  our capital interest in the entity, and will be deemed to  own the assets owned by any qualified REIT subsidiary and any
o ther entity that is disregarded fo r federal income tax purposes.
 

After initially meeting  the asset tests at the close o f any quarter, we will no t lo se our status as a REIT fo r failure  to  satisfy the asset
tests at the end o f a later quarter so lely by reason o f changes in asset values. If we fail to  satisfy the asset tests because we acquire
securities o r o ther property during  a quarter, we can cure this failure  by disposing  o f suffic ient non-qualifying  assets within 30 days after
the close o f that quarter. Fo r this purpose, an increase in our interests in any partnership o r limited liability company in which we own an
interest will be treated as an acquisition o f a po rtion o f the securities o r o ther property owned by that partnership o r limited liability
company.
 
Annual Distribution Requirements
 To maintain our qualification as a REIT, we are  required to  distribute  dividends, o ther than capital gain dividends, to  our
stockho lders in an amount at least equal to  the sum o f:
 
 • 90% of our “REIT taxable  income,” and
 
 • 90% of our after tax net income, if any, from fo reclosure property, minus
 
 

• the excess o f the sum o f specified items o f our non-cash income items over 5% o f “REIT taxable  income,” as described
below.

 
For purposes o f these distribution requirements, our “REIT taxable  income” is computed without regard to  the dividends paid

deduction (described below) and net capital gain. Fo r purposes o f this test, non-cash income means income attributable  to  leveled
stepped rents, certain o rig inal issue discounts, certain like-kind exchanges that are  later determined to  be taxable  and income from
cancellation o f indebtedness. In addition, our taxable  income would exceed our net income fo r financial reporting  purposes to  the
extent that compensation paid to  our chief executive o fficer and our o ther four highest paid o fficers exceeds $1,000,000 fo r any such
officer fo r any calendar year. Since payments under our 2002 Incentive Compensation Plan do  no t qualify as perfo rmance-based
compensation under Section 162(m) o f the tax code, a po rtion o f the payments made under such plan to  certain o f such o fficers would
no t be deductible  fo r federal income tax purposes under such circumstances. Moreover, if we disposed o f any asset we acquired from
a co rporation which is o r has been a C co rporation in a transaction in which our basis in the asset is determined by reference to  the basis
o f the asset in the hands o f that C co rporation and we elected no t to  recognize gain currently in connection with the acquisition o f such
asset, we would be required to  distribute  at least 90% of the after-tax gain, if any, we recognize on a disposition o f the asset within the
ten-year period fo llowing  our acquisition o f such asset, to  the extent that such gain does no t exceed the excess o f:
 
 • the fair market value o f the asset on the date  we acquired the asset, over
 
 • our adjusted basis in the asset on the date  we acquired the asset.
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Only distributions that qualify fo r the “dividends paid deduction” available  to  REITs under the tax code are  counted in determining
whether the distribution requirements are  satisfied. We must make these distributions in the taxable  year to  which they relate , o r in the
fo llowing  taxable  year if they are  declared befo re we timely file  our tax return fo r that year, paid on o r befo re the first regular dividend
payment fo llowing  the declaration and we elect on our tax return to  have a specified do llar amount o f such distributions treated as if
paid in the prio r year. Fo r these and o ther purposes, dividends declared by us in October, November o r December o f one taxable  year
and payable  to  a stockho lder o f reco rd on a specific  date  in any such month shall be treated as bo th paid by us and received by the
stockho lder during  such taxable  year, provided that the dividend is actually paid by us by January 31 o f the fo llowing  taxable  year.
 

In addition, dividends distributed by us must no t be preferential. If a dividend is preferential, it will no t qualify fo r the dividends
paid deduction. To  avo id being  preferential, every stockho lder o f the class o f stock to  which a distribution is made must be treated the
same as every o ther stockho lder o f that c lass, and no  class o f stock may be treated o ther than acco rding  to  its dividend rights as a
class.
 

To the extent that we do  no t distribute  all o f our net capital gain, o r we distribute  at least 90%, but less than 100%, o f our “REIT
taxable  income,” as described above, we will be required to  pay tax on this undistributed income at regular o rdinary and capital gain
co rporate  tax rates.
 
Failure to  Qualify as a REIT
 If we fail to  qualify fo r taxation as a REIT in any taxable  year, and the relief provisions o f the tax code do  no t apply, we will be
required to  pay tax, including  any applicable  alternative minimum tax, on our taxable  income in that taxable  year and all subsequent
taxable  years at regular co rporate  rates. Distributions to  stockho lders in any year in which we fail to  qualify as a REIT will no t be
deductible  by us and we will no t be required to  distribute  any amounts to  our stockho lders. As a result, we antic ipate  that our failure  to
qualify as a REIT would reduce the cash available  fo r distribution to  our stockho lders. In addition, if we fail to  qualify as a REIT, all
distributions to  stockho lders will be taxable  at o rdinary income rates to  the extent o f our current and accumulated earnings and pro fits.
In this event, co rporate  distributees may be elig ible  fo r the dividends-received deduction. Unless entitled to  relief under specific
statuto ry provisions, we will also  be disqualified from taxation as a REIT fo r the four taxable  years fo llowing  the year in which we lo se
our qualification.
 
Qualified REIT Subsidiaries
 A qualified REIT subsidiary is any co rporation in which we own 100% of such co rporation’s outstanding  stock and fo r which no
election has been made to  classify it as a taxable  REIT subsidiary. Belvedere Trust Mortgage Corporation and BT Management
Holding  Corporation and Belvedere Trust Secured Assets Corporation, our who lly-owned subsidiaries, are  currently treated as qualified
REIT subsidiaries. As such their assets, liabilities, and income are  generally treated as our assets, liabilities, and income fo r purposes o f
each o f the above REIT qualification tests. Belvedere Trust Mortgage Corporation may elect to  be taxed as a REIT in the future ,
possible  as early as its taxable  year ending  December 31, 2004 . As discussed above, we may decide to  make an election to  treat BT
Management Ho lding  Corporation as a taxable  REIT subsidiary at a future  date .
 
Taxable REIT Subsidiaries
 A taxable  REIT subsidiary is any co rporation in which we own stock (directly o r indirectly) and which we and such co rporation
elect to  c lassify as a taxable  REIT subsidiary. A taxable  REIT subsidiary is no t subject to  the REIT asset, income, and distribution
requirements no r are  its assets, liabilities, o r income treated as our assets, liabilities, o r income fo r purposes o f each o f the above
REIT qualification tests. Effective January 1, 2004  we elected to  treat Belvedere Trust Finance Corporation, a who lly-owned subsidiary
o f Belvedere Trust Mortgage Corporation, as a taxable  REIT subsidiary. Belvedere Trust Finance Corporation’s who lly-owned
subsidiary, BT Residential Funding  Corporation, is also  a taxable  REIT subsidiary.
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Except fo r Belvedere Trust Mortgage Corporation, we generally intend to  make a taxable  REIT subsidiary election with respect
to  any o ther co rporation in which we acquire  securities constituting  more than 10% by vo te  o r value o f such co rporation and that is no t
a qualified REIT subsidiary. However, the aggregate  value o f all o f our taxable  REIT subsidiaries must be limited to  20% of the to tal
value o f the our assets.
 

We will be subject to  a 100% penalty tax on any rent, interest, o r o ther charges that we impose on any taxable  REIT subsidiary in
excess o f an arm’s leng th price fo r comparable  services. We expect that any rents, interest, o r o ther charges imposed on any taxable
REIT subsidiary will be at arm’s leng th prices.
 

We generally expect to  derive income from our taxable  REIT subsidiaries by way o f dividends. Such dividends are  no t real estate
source income fo r purposes o f the 75% income test. Therefo re, when aggregated with our non-real estate  source income, such
dividends must be limited to  25% of our g ross income each year. We will monito r the value o f our investment in, and the distributions
from, our taxable  REIT subsidiaries to  ensure compliance with all applicable  REIT income and asset tests.
 

Taxable REIT subsidiaries do ing  business in the United States are  generally subject to  co rporate  level tax on their net income and
will generally be able  to  distribute  only net after-tax earnings to  its stockho lders, including  us, as dividend distributions. Such dividends
may, however, qualify fo r the new lower income tax rate  on dividends described below under “New Tax Leg islation.”
 
Taxation o f Taxable United States Stockho lders
 For purposes o f the discussion in this prospectus, the term “United States stockho lder” means a ho lder o f our stock that is, fo r
United States federal income tax purposes:
 
 • a c itizen o r resident o f the United States;
 
 

• a co rporation, partnership, o r o ther entity created o r o rganized in o r under the laws o f the United States o r o f any state  thereo f
o r in the Distric t o f Co lumbia, unless Treasury regulations provide o therwise;

 
 • an estate  the income o f which is subject to  United States federal income taxation regardless o f its source; o r
 
 

• a trust whose administration is subject to  the primary supervision o f a United States court and which has one o r more United
States persons who  have the autho rity to  contro l all substantial decisions o f the trust.

 
Distributions Generally

 Distributions out o f our current o r accumulated earnings and pro fits, o ther than capital gain dividends, will generally be taxable  to
United States stockho lders as o rdinary income. See the discussion below under the heading  entitled “New Tax Leg islation” fo r more
info rmation about federal income tax rates on dividends. Provided that we continue to  qualify as a REIT, dividends paid by us will no t be
elig ible  fo r the dividends received deduction generally available  to  United States stockho lders that are  co rporations. To  the extent that
we make distributions in excess o f current and accumulated earnings and pro fits, the distributions will be treated as a tax-free return o f
capital to  each United States stockho lder, and will reduce the adjusted tax basis which each United States stockho lder has in our stock
by the amount o f the distribution, but no t below zero . Distributions in excess o f a United States stockho lder’s adjusted tax basis in its
stock will be taxable  as capital gain, and will be taxable  as long-term capital gain if the stock has been held fo r more than one year. If we
declare  a dividend in October, November, o r December o f any calendar year which is payable  to  stockho lders o f reco rd on a specified
date  in such a month and actually pay the dividend during  January o f the fo llowing  calendar year, the dividend is deemed to  be paid by us
and received by the stockho lder on December 31st o f the previous year, but only to  the extent we have any remaining  undistributed
earnings and pro fits (as computed under the tax code) as o f December 31st. Any po rtion o f this distribution in excess o f our previously
undistributed earnings and pro fits as o f December 31 should be treated as a distribution to  our stockho lders in the fo llowing  calendar
year fo r United States federal income tax purposes. Stockho lders may no t include in their own income tax returns any o f our net
operating  lo sses o r capital lo sses.
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Capital Gain Distributions
 Distributions designated by us as capital gain dividends will be taxable  to  United States stockho lders as capital gain income. We
can designate  distributions as capital gain dividends to  the extent o f our net capital gain fo r the taxable  year o f the distribution. This
capital gain income will generally be taxable  to  non-co rporate  United States stockho lders at a 15% or 25% rate  based on the
characteristics o f the asset we so ld that produced the gain. See the discussion below under the heading  entitled “New Tax Leg islation”
fo r more info rmation about federal capital gains tax rates. United States stockho lders that are  co rporations may be required to  treat up
to  20% of certain capital gain dividends as o rdinary income.
 

Retention of Net Capital Gains
 We may elect to  retain, rather than distribute  as a capital gain dividend, our net capital gains. If we were to  make this e lection, we
would pay tax on such retained capital gains. In such a case, our stockho lders would generally:
 
 • include their proportionate  share o f our undistributed net capital gains in their taxable  income;
 
 • receive a credit fo r their proportionate  share o f the tax paid by us in respect o f such net capital gain; and
 
 

• increase the adjusted basis o f their stock by the difference between the amount o f their share o f our undistributed net capital
gain and their share o f the tax paid by us.

 
Passive Activity Losses, Investment Interest Limitations and Other Considerations of Holding Our Stock

 Distributions we make and gains arising  from the sale  o r exchange o f our stock by a United States stockho lder will no t be treated
as passive activity income. As a result, United States stockho lders will no t be able  to  apply any “passive lo sses” against income o r
gains relating  to  our stock. Distributions by us, to  the extent they do  no t constitute  a return o f capital, generally will be treated as
investment income fo r purposes o f computing  the investment interest limitation under the tax code. Further, if we, o r a po rtion o f our
assets, were to  be treated as a taxable  mortgage poo l, any excess inclusion income that is allocated to  you could no t be o ffset by any
losses o r o ther deductions you may have.
 

Dispositions of Stock
 A United States stockho lder that sells o r disposes o f our stock will recognize gain o r lo ss fo r federal income tax purposes in an
amount equal to  the difference between the amount o f cash o r the fair market value o f any property the stockho lder receives on the
sale  o r o ther disposition and the stockho lder’s adjusted tax basis in the stock. This gain o r lo ss will be capital gain o r lo ss and will be
long-term capital gain o r lo ss if the stockho lder has held the stock fo r more than one year. In general, any lo ss recognized by a United
States stockho lder upon the sale  o r o ther disposition o f our stock that the stockho lder has held fo r six months o r less will be treated as
long-term capital lo ss to  the extent the stockho lder received distributions from us which were required to  be treated as long-term
capital gains.
 

Information Reporting and Backup Withholding
 We report to  our United States stockho lders and the IRS the amount o f dividends paid during  each calendar year and the amount
o f any tax withheld. Under the backup withho lding  rules, a stockho lder may be subject to  backup withho lding  with respect to  dividends
paid and redemption proceeds unless the ho lder is a co rporation o r comes within o ther exempt categories and, when required,
demonstrates this fact, o r provides a taxpayer identification number o r social security number, certifying  as to  no  lo ss o f exemption
from backup withho lding , and o therwise complies with applicable  requirements o f the backup withho lding  rules. A United States
stockho lder that does no t provide us with its co rrect taxpayer identification number o r social security number may also  be subject to
penalties imposed by the IRS. A United States stockho lder can meet this requirement by providing  us with a co rrect, properly
completed and executed copy o f IRS Form W-9 o r a substantially similar fo rm. Backup withho lding  is no t an additional tax. Any amount
paid as backup withho lding  will be creditable
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against the stockho lder’s income tax liability, if any, and o therwise be refundable. In addition, we may be required to  withho ld a po rtion
of capital gain distributions made to  any stockho lders who  fail to  certify their non-fo reign status.
 

See the discussion below under the heading  entitled “New Tax Leg islation” fo r info rmation about federal tax rates fo r backup
withho lding .
 
Taxation o f Tax- Exempt Stockho lders
 The IRS has ruled that amounts distributed as a dividend by a REIT will be treated as a dividend by the recipient and excluded from
the calculation o f unrelated business taxable  income, o r UBTI, when received by a tax-exempt entity. Based on that ruling , provided
that a tax-exempt stockho lder has no t held our stock as “debt financed property” within the meaning  o f the tax code, i.e ., property the
acquisition o r ho lding  o f which is financed through a bo rrowing  by the tax-exempt United States stockho lder, the stock is no t o therwise
used in an unrelated trade o r business, and we o r Belvedere Trust Mortgage Corporation do  no t ho ld a residual interest in a real estate
mortgage investment conduit, REMIC, that g ives rise  to  “excess inclusion” income, as defined in Section 860E o f the tax code,
dividend income on our stock and income from the sale  o f our stock should no t be unrelated business taxable  income to  a tax-exempt
stockho lder. However, if we o r Belvedere Trust Mortgage Corporation were to  ho ld residual interests in a REMIC, o r if we o r a poo l o f
our assets o r Belvedere Trust Mortgage Corporation’s assets were to  be treated as a “taxable  mortgage poo l,” a po rtion o f the
dividends paid to  a tax-exempt stockho lder may be subject to  tax as unrelated business taxable  income. Although we do  no t believe
that we, o r any po rtion o f our assets o r Belvedere Trust Mortgage Corporation’s assets, will be treated as a taxable  mortgage poo l, no
assurance can be g iven that the IRS might no t successfully maintain that such a taxable  mortgage poo l exists.
 

For tax-exempt stockho lders that are  social c lubs, vo luntary employee benefit associations, supplemental unemployment benefit
trusts, and qualified g roup legal services plans exempt from federal income taxation under Sections 501(c)(7), (c)(9), (c)(17) and
(c)(20) o f the tax code, respectively, income from an investment in our stock will constitute  unrelated business taxable  income unless
the o rganization is able  to  properly claim a deduction fo r amounts set aside o r placed in reserve fo r certain purposes so  as to  o ffset
the income generated by its investment in our stock. Any prospective investo rs should consult their tax adviso rs concerning  these “set
aside” and reserve requirements.
 

Notwithstanding  the above, however, a substantial po rtion o f the dividends you receive may constitute  UBTI, if we are  treated as
a “pension-held REIT” and you are  a pension trust which:
 
 • is described in Section 401(a) o f the tax code; and
 
 • ho lds more than 10%, by value, o f the interests in the REIT.
 

Tax-exempt pension funds that are  described in Section 401(a) o f the tax code and exempt from tax under Section 501(a) o f the
tax code are  referred to  below as “qualified trusts.”
 

A REIT is a “pension-held REIT” if:
 

 
• it would no t have qualified as a REIT but fo r the fact that Section 856(h)(3) o f the tax code provides that stock owned by a

qualified trust shall be treated, fo r purposes o f the 5/50 Rule, described above, as owned by the beneficiaries o f the trust, rather
than by the trust itself; and

 

 
• either at least one qualified trust ho lds more than 25%, by value, o f the interests in the REIT, o r one o r more qualified trusts,

each o f which owns more than 10%, by value, o f the interests in the REIT, ho lds in the aggregate  more than 50%, by value, o f
the interests in the REIT.
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The percentage o f any REIT dividend treated as unrelated business taxable  income is equal to  the ratio  o f:
 
 

• the unrelated business taxable  income earned by the REIT, less directly related expenses, treating  the REIT as if it were a
qualified trust and therefo re subject to  tax on unrelated business taxable  income, to

 
 • the to tal g ross income, less directly related expenses, o f the REIT.
 

A de minimis exception applies where the percentage is less than 5% fo r any year. As a result o f the limitations on the transfer and
ownership o f stock contained in our charter, we do  no t expect to  be classified as a “pension-held REIT.”
 
Taxation o f Non- United States Stockho lders
 The rules governing  federal income taxation o f “non-United States stockho lders” are  complex and no  attempt will be made herein
to  provide more than a summary o f these rules. “Non-United States stockho lders” mean beneficial owners o f shares o f our stock that
are  no t United States stockho lders (as such term is defined in the discussion above under the heading  entitled “Taxation o f Taxable
United States Stockho lders”).
 

PROSPECTIVE NON- UNITED STATES STOCKHOLDERS SHOULD CONSULT THEIR TAX ADVISORS TO
DETERMINE THE IMPACT OF FOREIGN, FEDERAL, STATE AND LOCAL INCOME TAX LAWS WITH REGARD TO AN
INVESTMENT IN OUR STOCK AND OF OUR ELECTION TO BE TAXED AS A REAL ESTATE INVESTMENT TRUST,
INCLUDING ANY REPORTING REQUIREMENTS.
 

Distributions to  non-United States stockho lders that are  no t attributable  to  gain from our sale  o r exchange o f United States real
property interests and that are  no t designated by us as capital gain dividends o r re tained capital gains, will be treated as dividends o f
o rdinary income to  the extent that they are  made out o f our current o r accumulated earnings and pro fits. These distributions will
generally be subject to  a withho lding  tax equal to  30% of the distribution unless an applicable  tax treaty reduces o r e liminates that tax.
However, if income from an investment in our stock is treated as effectively connected with the non-United States stockho lder’s
conduct o f a United States trade o r business, the non-United States stockho lder generally will be subject to  federal income tax at
g raduated rates in the same manner as United States stockho lders are  taxed with respect to  those distributions, and also  may be subject
to  the 30% branch pro fits tax in the case o f a non-United States stockho lder that is a co rporation. We expect to  withho ld tax at the rate
o f 30% on the g ross amount o f any distributions made to  a non-United States stockho lder unless:
 
 

• a lower treaty rate  applies and any required fo rm, fo r example IRS Form W-8BEN, evidencing  elig ibility fo r that reduced rate  is
filed by the non-United States stockho lder with us; o r

 
 

• the non-United States stockho lder files an IRS Form W-8ECI with us claiming  that the distribution is effectively connected
income.

 
Any portion o f the dividends paid to  non-United States stockho lders that is treated as excess inclusion income will no t be elig ible

fo r exemption from the 30% withho lding  tax o r a reduced treaty rate .
 

Distributions in excess o f our current and accumulated earnings and pro fits will no t be taxable  to  non-United States stockho lders
to  the extent that these distributions do  no t exceed the adjusted basis o f the stockho lder’s stock, but rather will reduce the adjusted
basis o f that stock. To  the extent that distributions in excess o f current and accumulated earnings and pro fits exceed the adjusted basis
o f a non-United States stockho lder’s stock, these distributions will g ive rise  to  tax liability if the non-United States stockho lder would
o therwise be subject to  tax on any gain from the sale  o r disposition o f its stock, as described below. Because it generally canno t be
determined at the time a distribution is made whether o r no t such distribution may be in excess o f current and accumulated earnings and
pro fits, the entire  amount o f any distribution no rmally will be subject to  withho lding  at the same rate  as a dividend. However, amounts
so  withheld are  creditable  against United States tax liability, if any, o r refundable  by the IRS to  the extent the distribution is subsequently
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determined to  be in excess o f our current and accumulated earnings and pro fits. We are  also  required to  withho ld 10% of any
distribution in excess o f our current and accumulated earnings and pro fits if our stock is a United States real property interest because
we are  no t a domestically contro lled REIT, as discussed below. Consequently, although we intend to  withho ld at a rate  o f 30% on the
entire  amount o f any distribution, to  the extent that we do  no t do  so , any po rtion o f a distribution no t subject to  withho lding  at a rate  o f
30% may be subject to  withho lding  at a rate  o f 10%.
 

Distributions attributable  to  our capital gains which are  no t attributable  to  gain from the sale  o r exchange o f a United States real
property interest generally will no t be subject to  income taxation, unless (1) investment in our stock is effectively connected with the
non-United States stockho lder’s U.S. trade o r business (o r, if an income tax treaty applies, is attributable  to  a U.S. permanent
establishment o f the non-United States stockho lder), in which case the non-United States stockho lder will be subject to  the same
treatment as United States stockho lders with respect to  such gain (except that a co rporate  non-United States stockho lder may also  be
subject to  the 30% branch pro fits tax), o r (2) the non-United States stockho lder is a non-resident alien individual who  is present in the
United States fo r 183 days o r more during  the taxable  year and certain o ther conditions are  satisfied, in which case the non-resident
alien individual will be subject to  a 30% tax on the individual’s capital gains.
 

For any year in which we qualify as a REIT, distributions that are  attributable  to  gain from the sale  o r exchange o f a United States
real property interest, which includes some interests in real property, but generally does no t include an interest so lely as a credito r in
mortgage loans o r mortgage-backed securities, will be taxed to  a non-United States stockho lder under the provisions o f the Foreign
Investment in Real Property Tax Act o f 1980, o r FIRPTA. Under FIRPTA, distributions attributable  to  gain from sales o f United States
real property interests are  taxed to  a non-United States stockho lder as if that gain were effectively connected with the stockho lder’s
conduct o f a United States trade o r business. Non-United States stockho lders thus would be taxed at the no rmal capital gain rates
applicable  to  stockho lders, subject to  applicable  alternative minimum tax and a special alternative minimum tax in the case o f
nonresident alien individuals. Distributions subject to  FIRPTA also  may be subject to  the 30% branch pro fits tax in the hands o f a non-
United States co rporate  stockho lder. We are  required to  withho ld 35% of any distribution that we designate  (o r, if g reater, the amount
that we could designate) as a capital gains dividend. The amount withheld is creditable  against the non-United States stockho lder’s
FIRPTA tax liability.
 

Gains recognized by a non-United States stockho lder upon a sale  o f our stock generally will no t be taxed under FIRPTA if we are
a domestically-contro lled REIT, which is a REIT in which at all times during  a specified testing  period less than 50% in value o f the
stock was held directly o r indirectly by non-United States stockho lders. Because our stock is publicly traded, we canno t assure our
investo rs that we are  o r will remain a domestically contro lled REIT. Even if we are  no t a domestically-contro lled REIT, however, a non-
United States stockho lder that owns, actually o r constructively, 5% o r less o f our stock throughout a specified testing  period will no t
recognize taxable  gain on the sale  o f our stock under FIRPTA if the shares are  traded on an established securities market.
 

If gain from the sale  o f the stock were subject to  taxation under FIRPTA, the non-United States stockho lder would be subject to
the same treatment as United States stockho lders with respect to  that gain, subject to  applicable  alternative minimum tax, a special
alternative minimum tax in the case o f nonresident alien individuals and the possible  application o f the 30% branch pro fits tax in the case
o f non-United States co rporations. In addition, the purchaser o f the stock could be required to  withho ld 10% of the purchase price and
remit such amount to  the IRS.
 

Gains no t subject to  FIRPTA will be taxable  to  a non-United States stockho lder if:
 

 
• the non-United States stockho lder’s investment in the stock is effectively connected with a trade o r business in the United

States, in which case the non-United States stockho lder will be subject to  the same treatment as United States stockho lders with
respect to  that gain; o r
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• the non-United States stockho lder is a nonresident alien individual who  was present in the United States fo r 183 days o r more

during  the taxable  year and o ther conditions are  met, in which case the nonresident alien individual will be subject to  a 30% tax
on the individual’s capital gains.

 
Information Reporting and Backup Withholding

 If the proceeds o f a disposition o f our stock are  paid by o r through a U.S. o ffice  o f a broker-dealer, the payment is generally
subject to  info rmation reporting  and to  backup withho lding  (currently at a rate  o f 28%) unless the disposing  non-United States
stockho lder certifies as to  his name, address and non-U.S. status o r o therwise establishes an exemption. Generally, U.S. info rmation
reporting  and backup withho lding  will no t apply to  a payment o f disposition proceeds if the payment is made outside the U.S. through a
fo reign o ffice o f a fo reign broker-dealer. If the proceeds from a disposition o f our stock are  paid to  o r through a fo reign o ffice o f a
U.S. broker-dealer o r a non-U .S. o ffice  o f a fo reign broker-dealer that is (i) a “contro lled fo reign co rporation” fo r federal income tax
purposes, (ii) a fo reign person 50% or more o f whose g ross income from all sources fo r a three-year period was effectively
connected with a U.S. trade o r business, (iii) a fo reign partnership with one o r more partners who  are  U.S. persons and who  in the
aggregate  ho ld more than 50% of the income o r capital interest in the partnership, o r (iv) a fo reign partnership engaged in the conduct
o f a trade o r business in the United States, then (i) backup withho lding  will no t apply unless the broker-dealer has actual knowledge that
the owner is no t a fo reign stockho lder, and (ii) info rmation reporting  will no t apply if the non-United States stockho lder satisfies
certification requirements regarding  its status as a fo reign stockho lder.
 
State, Local and Foreign Taxation
 We may be required to  pay state , local and fo reign taxes in various state , local and fo reign jurisdictions, including  those in which
we transact business o r make investments, and our stockho lders may be required to  pay state , local and fo reign taxes in various state ,
local and fo reign jurisdictions, including  those in which they reside. Our state , local and fo reign tax treatment may no t confo rm to  the
federal income tax consequences summarized above. In addition, a stockho lder’s state , local and fo reign tax treatment may no t
confo rm to  the federal income tax consequences summarized above. Consequently, prospective investo rs should consult their tax
adviso rs regarding  the effect o f state , local and fo reign tax laws on an investment in our stock.
 
New Tax Leg islation
 Leg islation was recently enacted that, in the case o f noncorporate  taxpayers, generally reduces the maximum long-term capital
gains tax rate  fo r U.S. federal income tax purposes from 20% to  15% (fo r sales o r exchanges occurring  on o r after May 6, 2003,
through taxable  years beg inning  befo re January 1, 2009) and reduces the maximum U.S. federal income tax rate  on most dividends
from 38.6% to  15% (fo r taxable  years beg inning  after December 31, 2002 and befo re January 1, 2009). The recent leg islation also
repealed the 18% federal capital gains rate  that applied to  the sale  o r exchange o f certain assets acquired after December 31, 2000 and
certain assets acquired befo re January 1, 2001 which a taxpayer e lected to  treat as having  been so ld and reacquired on the same date .
The repeal o f the 18% capital gains rate  is effective fo r sales o r exchanges occurring  on o r after May 6, 2003, through taxable  years
beg inning  befo re January 1, 2009. The leg islation also  reduces the maximum U.S. federal income tax rate  imposed on noncorporate
taxpayers’ o rdinary income from 38.6% to  35% fo r taxable  years beg inning  after December 31, 2002 and befo re January 1, 2011 and
reduces the federal tax rate  applicable  to  backup withho lding  from 30% to  28% fo r taxable  years beg inning  after December 31, 2002
and befo re January 1, 2011.
 

In general, dividends paid by REITs are  no t e lig ible  fo r the new 15% federal income tax rate  on dividends. However, subject to
certain required ho lding  periods with respect to  our stock and certain o ther restric tions, the 15% federal income tax rate  fo r long-term
capital gains and dividends will generally apply to :
 
 • long-term capital gains, if any, recognized on the disposition o f our common stock;
 
 

• our distributions designated as long-term capital gain dividends attributable  to  sales o r exchanges by us on o r after May 6, 2003
(except to  the extent attributable  to  “unrecaptured Section 1250 gain,” which continues to  be subject to  a 25% tax rate);
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• our dividends attributable  to  dividends received by us after December 31, 2002 from taxable  co rporations (such as taxable

REIT subsidiaries); and
 
 

• our dividends to  the extent attributable  to  income that was subject to  tax at the REIT level (fo r example, if we distributed less
than 100% of our taxable  income).

 
Although the new leg islation does no t adversely affect the taxation o f REITs o r dividends paid by REITs, the more favorable

treatment o f regular co rporate  dividends could cause investo rs o ther than co rporations to  consider stocks o f o ther dividend-paying
corporations to  be more attractive relative to  stocks o f REITs. It is no t possible  to  predict whether this change in perceived relatives
value will occur, o r what the effect will be on the market price o f our stock.
 
Possible  Leg islative or Other Actions Affecting  Tax Considerations
 Prospective investo rs should recognize that the present U.S. federal income tax treatment o f an investment in our stock may be
modified by leg islative, judicial o r administrative action at any time, and that any such action may affect investments and commitments
previously made. The rules dealing  with U.S. federal income taxation are  constantly under review by persons invo lved in the leg islative
process and by the Internal Revenue Service and the U.S. Treasury Department, resulting  in revisions o f regulations and revised
interpretations o f established concepts as well as statuto ry changes. Revisions in U.S. federal tax laws and interpretations thereo f could
adversely affect the tax consequences o f an investment in our stock.
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PLAN OF DISTRIBUTION
 

We may sell the securities o ffered pursuant to  this prospectus and any accompanying  prospectus supplements to  o r through one
or more underwriters o r dealers o r we may sell the securities to  investo rs directly o r through agents. Each prospectus supplement will
describe the number and terms o f the securities to  which such prospectus supplement relates, the name o r names o f any underwriters o r
agents with whom we have entered into  arrangements with respect to  the sale  o f such securities, the public  o ffering  o r purchase price
o f such securities and the net proceeds we will receive from such sale . Any underwriter o r agent invo lved in the o ffer and sale  o f the
securities will be named in the applicable  prospectus supplement, if any. We may sell securities directly to  investo rs on our own behalf
in those jurisdictions where we are  autho rized to  do  so .
 

Underwriters may o ffer and sell the securities at a fixed price o r prices, which may be changed, at market prices prevailing  at the
time o f sale , at prices related to  the prevailing  market prices o r at nego tiated prices. We also  may, from time to  time, autho rize dealers
o r agents to  o ffer and sell these securities upon such terms and conditions as may be set fo rth in the applicable  prospectus supplement.
In connection with the sale  o f any o f these securities, underwriters may receive compensation from us in the fo rm o f underwriting
discounts o r commissions and may also  receive commissions from purchasers o f the securities fo r whom they may act as agent.
Underwriters may sell the securities to  o r through dealers, and such dealers may receive compensation in the fo rm o f discounts,
concessions o r commissions from the underwriters o r commissions from the purchasers fo r which they may act as agents. The
maximum compensation o r discount to  be received by any member o f the National Association o f Securities Dealers o r any
independent broker-dealer will no t be g reater than 8% fo r the sale  o f any securities reg istered pursuant Rule 415 under the Securities
Act o f 1933.
 

Shares may also  be so ld in one o r more o f the fo llowing  transactions: (a) block transactions (which may invo lve crosses) in which
a broker-dealer may sell all o r a po rtion o f the shares as agent but may position and resell all o r a po rtion o f the block as principal to
facilitate  the transaction; (b) purchases by a broker-dealer as principal and resale  by the broker-dealer fo r its own account pursuant to  a
prospectus supplement; (c) a special o ffering , an exchange distribution o r a secondary distribution in acco rdance with applicable  New
York Stock Exchange o r o ther stock exchange rules; (d) o rdinary brokerage transactions and transactions in which a broker-dealer
so lic its purchasers; (e) sales “at the market” to  o r through a market maker o r into  an existing  trading  market, on an exchange o r
o therwise, fo r shares; and (f) sales in o ther ways no t invo lving  market makers o r established trading  markets, including  direct sales to
purchasers. Broker-dealers may also  receive compensation from purchasers o f the shares which is no t expected to  exceed that
customary in the types o f transactions invo lved.
 

Any underwriting  compensation paid by us to  underwriters o r agents in connection with the o ffering  o f these securities, and any
discounts o r concessions o r commissions allowed by underwriters to  partic ipating  dealers, will be set fo rth in the applicable  prospectus
supplement. Dealers and agents partic ipating  in the distribution o f the securities may be deemed to  be underwriters, and any discounts
and commissions received by them and any pro fit realized by them on resale  o f the securities may be deemed to  be underwriting
discounts and commissions.
 

Underwriters, dealers and agents may be entitled, under ag reements entered into  with us, to  indemnification against and
contribution toward certain civil liabilities, including  liabilities under the Securities Act o f 1933. Unless o therwise set fo rth in the
accompanying  prospectus supplement, the obligations o f any underwriters to  purchase any o f these securities will be subject to  certain
conditions precedent, and the underwriters will be obligated to  purchase all o f the series o f securities, if any are  purchased. Any o ffers
made pursuant to  our sales ag reement with Canto r Fitzgerald & Co ., however, will no t obligate  Canto r Fitzgerald & Co . as sales
manager to  purchase all o f the securities so  o ffered.
 

Underwriters, dealers and agents may engage in transactions with, o r perfo rm services fo r, us and our affiliates in the o rdinary
course o f business.
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In connection with o ffering  securities pursuant to  this prospectus, certain underwriters, and selling  g roup members and their
respective affiliates, may engage in transactions that stabilize , maintain o r o therwise affect the market price o f the applicable
securities. These transactions may include stabilization transactions effected in acco rdance with Rule 104  o f Regulation M
promulgated by the SEC pursuant to  which these persons may bid fo r o r purchase securities fo r the purpose o f stabiliz ing  their market
price.
 

The underwriters in an o ffering  o f securities may also  create  a “short position” fo r their account by selling  more securities in
connection with the o ffering  than they are  committed to  purchase from us. In that case, the underwriters could cover all o r a po rtion o f
the sho rt position by either purchasing  securities in the open market fo llowing  completion o f the o ffering  o f these securities o r by
exercising  any over-allo tment option g ranted to  them by us. In addition, the manag ing  underwriter may impose “penalty bids” under
contractual arrangements with o ther underwriters, which means that they can reclaim from an underwriter (o r any selling  g roup member
partic ipating  in the o ffering ) fo r the account o f the o ther underwriters, the selling  concession fo r the securities that are  distributed in the
o ffering  but subsequently purchased fo r the account o f the underwriters in the open market. Any o f the transactions described in this
parag raph o r comparable  transactions that are  described in any accompanying  prospectus supplement may result in the maintenance o f
the price o f the securities at a level above that which might o therwise prevail in the open market. None o f the transactions described in
this parag raph o r in an accompanying  prospectus supplement are  required to  be taken by any underwriters and, if they are  undertaken,
may be discontinued at any time.
 

Our common stock is listed on the New York Stock Exchange under the symbol “ANH”. Our preferred stock will be new issues o f
securities with no  established trading  market and may o r may no t be listed on a national securities exchange. Any underwriters o r agents
to  o r through which securities are  so ld by us may make a market in the securities, but these underwriters o r agents will no t be obligated
to  do  so  and any o f them may discontinue any market making  at any time without no tice. No  assurance can be g iven as to  the liquidity
o f o r trading  market fo r any securities so ld by us.
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EXPERTS
 

The financial statements as o f December 31, 2002, and fo r each o f the two  years in the period ended December 31, 2002,
inco rporated in this prospectus by reference to  the Annual Report on Form 10-K o f Anworth Mortgage Asset Corporation fo r the year
ended December 31, 2003, have been so  inco rporated in reliance on the report o f PricewaterhouseCoopers LLP, independent
accountants, g iven on the autho rity o f said firm as experts in auditing  and accounting .
 

The financial statements fo r the year ended December 31, 2003 included in this Prospectus and in the Reg istration Statement have
been audited by BDO Seidman, LLP, independent certified public  accountants, to  the extent and fo r the periods set fo rth in their report
appearing  elsewhere herein and in the Reg istration Statement, and are  included in reliance upon such report g iven upon the autho rity o f
said firm as experts in auditing  and accounting .
 

LEGAL MATTERS
 

The validity o f our securities o ffered in this prospectus and selected federal tax matters will be passed upon fo r us by Allen
Matkins Leck Gamble & Mallo ry LLP, Century City, Califo rnia. Selected legal matters re lated to  Maryland law will be passed upon fo r
us by Piper Rudnick LLP.
 

WHERE YOU CAN FIND MORE INFORMATION
 

We file  annual, quarterly and special reports, proxy statements and o ther info rmation with the SEC. You may read and copy the
materials we file  at the SEC’s Public  Reference Room at 450 Fifth Street, N.W., Washing ton, D.C. 20549. Please call the SEC at 1-800-
SEC-0330 fo r further info rmation on the operation o f the Public  Reference Rooms. Our SEC filings are  also  available  to  the public  from
the SEC’s World Wide Web site  on the Internet at http://www.sec.gov. This site  contains reports, proxy and info rmation statements and
o ther info rmation regarding  issuers that file  e lectronically with the SEC. You may also  read and copy this info rmation at the National
Association o f Securities Dealers, Inc., 1735 K Street, N.W., Washing ton, D.C. 20006.
 

We maintain a site  on the Internet at http://www.anworth.com. The info rmation contained in our website  is no t part o f this
prospectus and you should no t re ly on it in deciding  whether to  invest in our common stock.
 

We have filed a reg istration statement, o f which this prospectus is a part, covering  the o ffered securities. As allowed by SEC
rules, this prospectus does no t include all o f the info rmation contained in the reg istration statement and the included exhibits, financial
statements and schedules. We refer you to  the reg istration statement, the included exhibits, financial statements and schedules fo r
further info rmation. This prospectus is qualified in its entirety by such o ther info rmation.
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INFORMATION INCORPORATED BY REFERENCE
 

The SEC allows us to  “inco rporate  by reference” the info rmation that we file  with the SEC. This means that we can disclose
important info rmation to  you by referring  you to  ano ther document filed separately with the SEC under the Securities Exchange Act o f
1934  (the “Exchange Act”). The info rmation inco rporated by reference is deemed to  be part o f this prospectus, except fo r any
info rmation superseded by info rmation in this prospectus. We have filed with the SEC and inco rporate  by reference:
 
 • our annual report on Form 10-K fo r the fiscal year ended December 31, 2003, as amended;
 
 • our quarterly report on Form 10-Q fo r the fiscal quarter ended March 31, 2004 ;
 
 • the description o f our common stock included in our reg istration statement on Form 8-A.
 

Any documents we file  pursuant to  Section 13(a), 13(c), 14  o r 15(d) o f the Exchange Act after the date  o f this prospectus and
prio r to  the termination o f the o ffering  o f the securities to  which this prospectus relates will automatically be deemed to  be
inco rporated by reference in this prospectus and to  be part hereo f from the date  o f filing  those documents. Any statement contained in
this prospectus o r in a document inco rporated by reference shall be deemed to  be modified o r superseded fo r all purposes to  the
extent that a statement contained in this prospectus o r in any o ther document which is also  inco rporated by reference modifies o r
supersedes that statement.
 

We will provide without charge to  each person to  whom a copy o f this prospectus is delivered, upon such person’s written o r o ral
request, a copy o f any and all o f the info rmation inco rporated by reference in this prospectus, o ther than exhibits to  such documents,
unless such exhibits are  specifically inco rporated by reference into  the info rmation that this prospectus inco rporates. Requests should
be directed to  the Secretary at Anworth Mortgage Asset Corporation, 1299 Ocean Avenue, Suite  250, Santa Monica, CA 90401,
telephone: (310) 255-4493.
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