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Valuation Methodology — Private Finance. Our process for determining the fair value of a
private finance investment begins with determining the enterprise value of the portfolio company.
The fair value of our investment is based upon the enterprise value at which the portfolio company
could be sold in an orderly disposition over a reasonable period of time between willing parties
other than in a forced or liquidation sale. The liguidity event whereby we exit a private finance
investment is generally the sale, the recapitalization or, in some cases, the initial public offering of
the portfolio company.

There is no one methodology to determine enterprise value and, in fact, for any one portfolio
company, enterprise value is best expressed as a range of fair values, from which we derive a single
estimate of enterprise value. To determine the enterprise value of a portfolio company, we analyze
its historical and projected financial results. We generally require portfolio companies to provide
annual audited and monthly unaudited financial statements, as well as annual projections for the
upcoming fiscal year. Typically in the private equity business, companies are bought and sold based
upon multiples of EBITDA, cash flow, net income, revenues or, in limited instances, book value.
When using EBITDA to determine enterprise value, we may adjust EBITDA for non-recurring
items. Such adjustments are intended to normalize EBITDA to reflect the portfolio company’s
earnings power. Adjustments to EBITDA may include compensation to previous owners, or
acquisition, recapitalization or restructuring related items.

In determining a multiple to use for valuation purposes, we look to private merger and
acquisition statistics, discounted public trading multiples or industry practices. In estimating a
reasonable multiple, we consider not only the fact that our portfolio company may be private
relative to a peer group, but the size and scope of our portfolio company and its specific strengths
and weaknesses. In some cases, the best valuation methodology may be a discounted cash flow
analysis based upon future projections. If a portfolio company is distressed, a liquidation analysis
may provide the best indication of enterprise value.

If there is adequate enterprise value to support the repayment of our debt, the fair value of our
loan or debt security normally corresponds to cost uniess the borrower’s condition or other factors
lead to a determination of fair value at a different amount. The fair value of equity interests in
portfolic companies are determined based upon various factors, including the enterprise value
remaining for equity holders after the repayment of the portfolio company’s debt and other pertinent
factors such as recent offers to purchase a portfolio company’s equity interest or other potential
liquidity events. The determined equity values are generally discounted when we have a minority
position, restrictions on resale, specific concerns about the receptivity of the capital markets to a
specific company at a certain time, or other factors.

Valuation Methodology — CMBS Bonds. CMBS bonds are carried at fair value, which is based
upon a discounted cash flow model which utilizes prepayment and loss assumptions based upon
historical experience and projected performance, economic factors and the characteristics of the
underlying cash flow., Our assumption with regard to discount rate is based upon the yield of
comparable securities. We recognize income from the amortization of original issue discount using
the effective interest method, using the anticipated yield over the projected life of the investment.
Yields are revised when there are changes in estimates of future credit losses, actual losses incurred,
or actual and estimated prepayment speeds. Changes in estimated yield are recognized as an
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adjustment to the estimated yield over the remaining life of the CMBS bonds from the date the
estimated yield is changed. We recognize unrealized appreciation or depreciation on our
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CMBS bonds, as comparable yields in the market change and/or whenever we determine that the
value of our CMBS bonds is less than the cost basis due to impairment in the underlying collateral
pool. :

Net unrealized gains for the second quarter of 2002 were $31.6 million, which included
$113.8 million of unrealized gains and $82.2 million of unrealized losses.

Private Finance. We increased the fair value of our investment in The Hillman Companies, Inc.
by $32.8 million in the second quarter of 2002. The fair value of our investment in Hillman is based
upon our estimate of Hillman’s enterprise value of approximately $350 million, including all debt.
As discussed above, there is no one methodology to determine enterprise value. As multiples or
EBITDAM fluctuate over time, this may or may not impact our estimate of Hillman’s enterprise
value. The following is a simplified summary of the methedology that we used to determine the fair
value of our investment in Hillman.

Since Hillman’s results can be affected by seasonal changes, we believe using projected 2002
results for valuation purposes is most appropriate. Hillman is performing better than Hillman’s
originally projected 2002 revenue and EBITDAM estimates, resulting in part from the closing of a
former corporate headquarters for cost savings, the completion of an acquisition and successful
expansion into Canada. Hillman is above its original projections for the year as of June 30, 2002,
and its 2002 revenue and EBITDA is expected to exceed revenue and EBITDA for 2001.

We believe the current enterprise value for Hillman is approximately $350 million, or
approximately 7 times 2002 projected EBITDAM of $50 million. The 7 times multiple was
determined by obtaining the average multipie of enterprise value to EBITDA for comparable public
companies in Hillman’s peer group and discounting that average multiple to arrive at a private
company multiple. We then subtracted Hillman’s debt (including $41.0 million of subordinated
debt owed to us) and Hillman’s trust preferred securities estimated to be currently outstanding to
arrive at a common equity value of approximately $102 million. We then took our 78% fully
diluted share of the resulting equity value and added to it the cost basis of our share of two
securities, including a note receivable from GC-Sun Holdings I, LP {Kar Products, LP) and
preferred stock of STS Operating, Inc., owned by Hillman that are anticipated to be distributed to us
inn the third quarter of 2002. We arrived at a total fair value of our common equity of approximately
$90 million. We compared the $90 million fair value to our basis in Hillman’s common equity of
$57.2 million and recorded an unrealized gain of $32.8 million.

We increased the fair value of our investment in Business Loan Express, or BLX, by
$19.9 million in the second quarter of 2002 or just slightly under 10% of the total amount invested.
BLX has just completed its first full fiscal year of operations since our acquisition of the company
in December 2000. During 2002, BLX achieved most of its goals, including Jaunching a
conventional small business loan product. The fair value for our investment in BLX 1s based upon
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our estimate of BLX’s enterprise value of approximately $390 million, including all debt. As
discussed above, there is no one methodology to determine enterprise value. The following is a
simplified summary of the methodology that we used to determine the fair value of our investment
inBLX.

To determine the enterprise value of BLX, we determined that financial services companies are
generally valued using multiples of net income. We have capitalized BLX with $87 million of
subordinated debt. For purposes of valuation, we assumed in a sale transaction that a portion of this
$87 million would be considered equity and that BLX would increase the size of its senior debt
facility to approximately $155 million. Given this
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assumption, we then computed a pro forma net income for BLX taking its preliminary, unaudited
2002 earnings before interest, taxes and management fees, and subtracting pro forma interest,
assuming the higher level of senior debt and no outstanding subordinated debt. We then computed
taxes at a rate of 40 percent, which resulted in pro forma net income for BLX of approximately
$23 million for fiscal year 2002 and a projected pro forma net income for fiscal year 2003 of
approximately $26 million. We then performed three valuation analyses to determine the fair value
of BLX — assuming an initial public offering of BLX, assuming the sale of BLX, and, lastly,
considering discounted trading ranges for similar companies in the public markets. In performing
these analyses, we used a publicly traded peer group and reviewed merger and acquisition
transactions that occurred in the last five years in the commercial finance sector. These analyses
resulted in a range of estimated enterprise values, and we selected $390 million, which was at the
low end of the range. After deducting outstanding debt and preferred stock from the enterprise
value to reach an equity value, we determined the value of our 92.8% fully diluted common equity
interest to be approximately $140.0 million. We compared the $140.0 million fair value to the fair
value of our common equity at March 31, 2002 of $120.1 million, and recorded an unrealized gain
of $19.9 million in the second quarter of 2002. As multiples or pro forma net income fluctuate over
time, this may or may not impact our determination of the fair value of our investment in BLX.

During the second quarter of 2002, we also increased the fair value of: WyoTech Acquisition
Corporation by $6.6 million based on the proceeds received from the sale of this investment in
July 2002; Blue Rhino and Kirkland’s by $7.8 million and $5.7 million, respectively, based on the
public market valuations of each company’s stock; and CorrFlex Graphics LLC by $11.8 million
based on strong earnings growth and upon indicative valuation estimates received from third
parties. In addition, we recorded unrealized appreciation totaling $14.0 million on nine other
investments in our portfolio.

During the second quarter of 2002, we decreased the fair value of our investment in Startec
Global Communications Corporation by $10.2 million to reflect the current plan of reorganization
filed with the bankruptcy court this quarter. We also decreased the fair value of our investment in
Velocita, Inc. by $4.3 million. Velocita filed for bankruptcy under Chapter 11 in June 2002, and,
based upon the assessment of an independent third party regarding Velocita’s liquidation value, we
do not expect to recover our investment. Our investment has a fair value of zero at June 30, 2002.
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We also recorded $69.9 million in unrealized losses during the second quarter of 2002, largely
due to conditions in the manufacturing, technology and media sectors, and the continuing effects of
the events of September 11th, 2001. Portfolio companies for which unrealized depreciation was
recorded this quarter include five companies in the portfolio that have been affected by weakness in
the manufacturing sector for which we decreased fair value by $20.6 million; five companies that
have been affected by lower levels of technology spending for which we decreased fair value by
$14.7 million; two companies in the media sector that have declined in fair value due to declining
values in this sector for which we decreased fair value by $7.7 million; and two companies that
continued to endure difficulties during the second quarter of 2002 as a result of the attacks of
September 11th that have declined in fair value by $11.3 million. As the economy improves, the
financial performance of these portfolio companies may also improve. However, there can be no
assurance when or if these companies’ performance may improve.
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CMBS Bonds. We recorded a net increase in the fair value of our CMBS bond portfolio by
$20.7 million in the second quarter of 2002. We determined the fair value of our CMBS bond
portfolio using a discounted cash flow model based upon (i) the current performance of the
underlying collateral loans, which utilizes prepayment and loss assumptions based upon historical
and projected expenence, economic factors and the characteristics of the underlying cash flow, and
(ii) current market yields for comparable CMBS bonds, based upon Treasury rates and market
spreads.

Cash flow assumptions. With respect to the cash flows of the underlying collateral loans
securing the CMBS bonds, the performance of the collateral loans to date is generally consistent
with our original assumptions. We continue to assume no prepayments on the collateral loans prior
to maturity, as prepayments on the loans prior to maturity are generally prohibited or there are
significant penalties, such as prepayment premiums, yield maintenance and/or defeasance
requirements. Our credit loss assumptions for the underlying collateral loans at the time of
investment in the CMBS bonds were generally estimated to assume that approximately 1% of the
underlying collateral loan principal would be lost, and that one-third of the losses would be realized
in year three, one-third in year six, and one-third in year nine. We believe that this is an appropriate
approach to setting loss assumptions, as losses are expected to occur throughout the life of the
CMBS bonds. As of June 30, 2002, total estimated losses in the underlying collateral pools over the
life of the CMBS bonds were assumed to total approximately $220 million.

Through June 30, 2002, $0.5 million in actual losses have been realized, and we have
specifically identified approximately $25.1 million of additional potential losses. The actual losses
and potential expected losses of approximately $25.6 million to date as of June 30, 2002 are less
than the losses originally estimated to have been realized by this point, which were estimated at
approximately $51.8 million. While the losses identified as of June 30, 2002 are less than our
originally estimated losses, we have not reduced the original estimates of the total expected losses
over the life of the CMBS bonds as we continue to believe they are reasonable. Loss assumptions
affecting future cash flows are updated quarterly to reflect the estimated current and expected
performance of the collateral loans on a loan-by-loan basis.
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Yield assumptions. During the second quarter of 2002, the overall yields on newly-issued
CMBS bonds rated BB+ through B declined due to the decline in Treasury yields combined with
the narrowing of spreads, resulting in market vields for these bond classes being lower than the
yields-to-maturity on our CMBS bonds for the same classes. More buyers of CMBS bonds have
recently entered the market, particularly buyers for BB+ through BB rated CMBS bonds, which has
contributed to the decline in spreads for these bond classes during the second quarter. Historically,
we have found yields on new issuances to be in the same range as the CMBS bonds we own. We
confirmed our CMBS bond portfolio pricing estimates with respect to spreads for our BB+ through
B rated bonds with other CMBS bond market participants. Lower yields imply an increase in the
value of our BB+ through B rated CMBS bond portfolio. The yields on B- through the non-rated
classes have generally remained relatively consistent with the yields on our CMBS bonds in these
classes. Pricing for these deeply subordinated classes of bonds are generally much more a function
of the credit quality of a single issuance than market conditions.

Fair Value. We have determined the fair value of our CMBS bonds based upon a discounted
cash flow model using expected future cash flows and current market yields, as discussed above, to
be approximately $560.9 million, and as a result have recorded net unrealized appreciation on the
CMBS bonds of $23.9 million at June 30, 2002.
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Because we invest in BB+, BB and BB- rated CMBS bonds, which are purchased at prices that
are based on the 10-year Treasury rate, we have entered into transactions with financial institutions
to hedge against movement in Treasury rates on certain of these CMBS bonds. These transactions
involved receiving the proceeds from the sales of borrowed Treasury sccurities, with the obligation
to replenish the borrowed Treasury securities at a later date based on the then current market price.
The net proceeds related to the sales of the borrowed Treasury securities and the related obligations
to replenish the borrowed Treasury securities totaled $82.6 million and $84.8 million, respectively,
and have been included in other assets and other liabilities, respectively, at June 30, 2002. As of
June 30, 2002, the total obligations on the hedge had increased to $84.8 million due to changes in
the yield on the borrowed Treasury securities, resulting in unrealized depreciation on the obligation
of $2.2 million. The decrease in the value of the hedge during the three months ended June 30,
2002 was $3.2 million and was recorded as an unrealized loss.

The net unrealized gain on the CMBS bonds of $23.9 million, net of the unrealized loss on the
hedge of $3.2 million, resulted in a net unrealized gain from the CMBS bond portfolio of
$20.7 million for the three months ended June 30, 2002.

Given that Treasury yields fluctuate, it is possible that there may be future adjustments to the
fair value of the CMBS bonds. As a result, we have not classified the appreciated CMBS bonds as
Grade 1 assets at June 30, 2002, since they may not result in any future capital gain. Therefore,
CMBS bonds remain in Grade 2.

Other Matters. All per share amounts inciuded in the Management’s Discussion and Analysis
of Financial Condition and Results of Operations section have been computed using the weighted
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average shares used to compute diluted earnings per share, which were 103.4 million and
90.8 million for the three menths ended June 30, 2002 and 2001, respectively.

We have elected to be taxed as a regulated investment company under Subchapter M of the
Internal Revenue Code of 1986. As long as we qualify as a regulated investment company, we are
not taxed on our investment company taxable income or realized capital gains, to the extent that
such taxable income or gains are distributed, or deemed to be distributed, to shareholders on a
timely basis. Annual tax distributions generally differ from net increase in net assets resulting from
operations for the fiscal year due to timing differences in the recognition of income and expenses,
returns of capital and net unrealized appreciation or depreciation, which are not included in taxable
income.

In order to maintain our status as a regulated investment company, we must, in general,
(1) continue to qualify as a business development company; (2) derive at least 90% of our gross
income from dividends, interest, gains from the sale of securities and other specified types of
income; (3) meet investment diversification requirements as defined in the Internal Revenue Code;
and (4) distribute annually to shareholders at least 90% of our investment company taxable income
as defined in the Internal Revenue Code. We intend fo take all steps necessary to continue to qualify
as a regulated investment company. However, there can be no assurance that we will continue to
qualify for such treatment in future years.
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RESULTS OF OPERATIONS
Comparison of Six Months Ended June 30, 2002 and 2001

The following table summarizes our condensed operating results for the six months ended
June 30, 2002 and 2001.

For the Six
Months Ended
June 30,
Percent
2002 2001 Change Change
{3 in thousands, except per share amounts)
(unaudited)
Interest and Related Pertfolio Income .
Interest and dividends $127,665 $113,699 $13966 12%
Premiums from loan dispositions 1,659 1,731 (72) {4%)
Fees and other income 26,260 18,380 7.880 43%
Total interest and related portfolio income 155,584 133,810 21,774 16%
Expenses
Interest 34,984 31,881 3,103 10%
Employee 16,309 14,056 2,253 16%
Administrative . 7,861 6,027 1,834 30%
Total operating expenses 59,154 51,964 7,190 14%
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Net investment income before net realized and

unrealized gains 96,430 81,846 14,584 18%
Net Realized and Unrealized Gains

Net realized gains 8,850 4,991 3,859 *
Net unrealized gains 24,135 11,297 12,838 *
Total net realized and unrealized gains 32,985 16,288 16,697 ®

Net increase in net assets resulting from operations $129.415 $ 98,134 $31,281 32%

[ 3
Diluted earnings per share $ 126 § 116 § 016 15%
Weighted average shares outstanding — diluted 162,900 88,966 13,934 16%

* Net realized and net unrealized gains and losses can fluctuate significantly from period to period. As a result, yearto-
date comparisons of net realized and net unrealized gains and losses may not be meaningful.

Net increase in net assets resulting from operations, or net income, results from total interest and
related portfolio income earned, less total expenses incurred in our operations, plus net realized and
unrealized gains or losses.
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Total interest and related portfolio income. Total interest and related portfolio income includes
interest income, premiums from loan dispositions and fees and other income.

For the Six
Maonths Ended
June 30,

2002 2001

($ in millions, except per shar¢ amounts)
Total Interest and Related Portfolio Income $155.6 §133.8
Per share $ 151 $1.50

The increase in interest income earned results primarily from the growth of our investment
portfolio. Qur investment portfolio, excluding non-interest bearing equity interests in portfolio
companies, increased by 9% to $1,794.3 million at June 30, 2002 from $1,639.7 million at June 30,
2001. The weighted average yield on the interest-bearing investments in the portfolio at June 30,
2002 and 2001 was as follows:

June 30,
20022001 _
Private Finance 13.9% 14.6%
Cornmercial Real Estate Finance 13.7% 13.6%
Total Portfolio 13.8% 14.2%

Included in net premiums from loan dispositions are prepayment premiums of $1.6 million and
$1.0 million for the six months ended June 30, 2002 and 2001, respectively. While the scheduled
maturities of private finance and commercial real estate loans range from five to ten years, it is not

.../print.php?repo=tenk&ipage=1830965& num=&doc=1&pg=& TK=ALLC&CK=3906&FG~=08/22/2002




10k Wizard: SEC Filings Page 75 of 97

unusual for our borrowers to refinance or pay off their debts to us ahead of schedule. Because we
seek to finance primarily seasoned, performing companies, such companies at times can secure
lower cost financing as their balance sheets strengthen, or as more favorable interest rates become
available. Therefore, we generally structure our loans to require a prepayment premiun for the first
three to five years of the loan.

Fees and other income primarily include fees related to financial structuring, diligence,
management services to portfolio companies, guaranty and other advisory services. We generate fee
income for the transaction services and management services that we provide. As a business
development company, we are required to make significant managerial assistance available to the
companies in our investment portfolio. Managerial assistance includes management and consulting
services including, but not limited to, information technology, web site development, marketing,
human resources, personnel recruiting, board recruiting, corporate governance and risk
managemetit.

Fees and other income for the six months ended June 30, 2002 included fees of $10.6 million
related to structuring and diligence, fees of $3.8 million related to transaction services provided to
portfolio companies, and fees of $11.7 million related to management services provided to portfolio
companies, other advisory services and guaranty fees. Fees and other income are generally related
to specific transactions or services, and therefore may vary substantially from period to period.
Points or loan origination fees that represent yield enhancement on a loan are capitalized and
amortized into interest income over the life of the loan.
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Business Loan Express, Hillman and WyoTech are our most significant portfolio investments
and together represent 17.9% of our total assets at June 30, 2002. Total interest and related portfolio
income earned from these investments for the six months ended June 30, 2002 and 2001 was
$28.1 million and $17.8 million, respectively. Total interest and related portfolio income earned
from WyoTech for the six months ended June 30, 2002 was $3.6 million, which will no longer
occur due to the sale of the investment.

Operating Expenses. QOperating expenses include interest, employee and administrative
expenses. Qur single largest expense is interest on our indebtedness. The fluctuations in interest
expense during the six months ended June 30, 2002 and 2001 are attributable to changes in the
level of our borrowings under various notes payable and debentures and our revolving credit
facility. Our borrowing activity and weighted average interest cost, including fees and closing costs,
were as follows:

At and for the
Six Months
Ended
June 340,

2002 2001

($ in millions)
Total Outstanding Debt $1,009.0 §$881.1
Average Outstanding Debt $ 9404 58013
Weighted Average Cost 72%  7.4%
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BDC Asset Coverage* 256% 247%

* As a business development company, we are generally required to maintain a minimum ratio of
200% of total assets to total borrowings.

Employee expenses include salaries and employee benefits. The increase in salaries and
employee benefits for the periods presented reflects wage increases and the experience level of
employees hired. Total employees were 103 and 101 at June 30, 2002 and 2001, respectively.

Administrative expenses include the leases for our headquarters in Washington, DC, and our
regional offices, travel costs, stock record expenses, directors’ fees, legal and accounting fees,
insurance premiums and various other expenses. The increase in administrative expenses as
compared to the same period in 2001 includes approximately $1.2 million from legal, consulting
and other fees, including costs incurred to defend against class action lawsuits alleging violations of
securities laws and to respond to market activity in our stock. Administrative expenses also
increased by approximately $0.1 million due to increased costs for corporate liability insurance and
$0.5 million due to outsourced technology assistance.

Realized Gains and Losses. Net realized gains result from the sale of equity securities -
associated with certain private finance investments and the realization of unamortized discount
resulting from the sale and early repayment of private finance loans,
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commercial mortgage loans and CMBS bonds, offset by losses on investments. Net realized and
unrealized gains and losses were as follows:

For the Six
Months Ended
June 30,
2002 2001
($ in millions)

Realized Gains $154 $ 66
Realized Losses (6.5) (1.6)
Net Realized Gains 89 5.0

L] [ ]
Net Unrealized Gains $24.1 $11.3

Realized gains and losses for the six months ended June 30, 2002, resulted from various private
finance and commercial real estate finance transactions. Realized gains for the six months ended
June 30, 2002, primarily resulted from transactions involving three private finance portfolio
companies, Aurora Communications, LLC ($4.9 million), Cumulus Media, Inc. (30.5 million) and
Alderwoods Group, Inc. ($0.1 million), the sale of CMBS bonds ($7.1 million, including a realized
gain from the related hedge of $1.6 million) and one commercial real estate investment
($1.3 million). For the six months ended June 30, 2002 and 2001, we reversed previously recorded
unrealized appreciation totaling $7.3 million and $4.0 million, respectively, when gains were
realized.
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Realized losses for the six months ended June 30, 2002 primarily resulted from transactions
involving four private finance portfolio companies, The Loewen Group, Inc. ($2.7 million), iSolve
Incorporated ($0.9 million), Sure-Tel, Inc. ($0.5 miliion) and Soff-Cut Holdings, Inc.

($0.5 million), and one commercial real estate investment ($1.1 million}. In January 2002, The
Loewen Group, Inc. emerged from bankruptcy and as a result, we exchanged our debt securities for
new debt securities and publicly traded common stock in the reorganized company, which resulted
in a realized loss. The Loewen Group, Inc. changed its name to Alderwoods Group, Inc. For the six
months ended June 30, 2002 and 2001, we reversed previously recorded unrealized depreciation
totaling $5.2 million and $2.2 million, respectively, when losses were realized.

Unvrealized Gains and Losses. For a discussion of our fair value methodology and how it
affects unrealized gains and losses, see “Unrealized Gains and Losses™ included in the
“Comparison of Three Months Ended June 30, 2002 and 2001.”

Net unrealized gains for the six months ended June 30, 2002 were $24.1 million, which
included $121.2 million of unrealized gains, and $97.1 million of unrealized losses. Unrealized
gains and losses for the six months ended June 30, 2002 included those discussed under the caption
“Unrealized Gains and Losses™ included in the “Comparison of Three Months Ended June 30, 2002
and 2001.” In addition, unrealized gains in the first quarter of 2002 were $13.8 million related to
unrealized appreciation in our investments in WyoTech ($10.0 million) and Blue Rhino
($3.8 million). Unrealized losses in the first quarter of 2002 were $15.9 million primarily related to
unrealized depreciation in our investment in Velocita, Inc. ($10.9 million) and Alderwoods Group,
Inc. ($2.0 million).

Other Matters. All per share amounts included in the Management’s Discussion and Analysis
of Financial Condition and Results of Operations section have been computed using the weighted

average shares used to compute diluted eamings per share, which were
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102.9 million and 89.0 million for the six months ended June 30, 2002 and 2001, respectively.

We have elected to be taxed as a regulated investment company under Subchapter M of the
Internal Revenue Code of 1986. As long as we qualify as a regulated investment company, we are
not taxed on our investment company taxable income or realized capital gains, to the extent that
such taxable income or gains are distributed, or deemed to be distributed, to shareholders on a
timely basis. Annual tax distributions generally differ from net increase in net assets resuiting from
operations for the fiscal year due to timing differences in the recognition of income and expenses,
returns of capital and net unrealized appreciation or depreciation, which are not included in taxable
income.

In order to maintain our status as a regulated investment company, we must, in general,
(1) continue to qualify as a business development company; (2) derive at least 90% of our gross
income from dividends, interest, gains from the sale of securities and other specified types of
income; (3) meet investment diversification requirements as defined in the Internal Revenue Code;
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and (4) distribute annually to shareholders at least 90% of our investment company taxable income
as defined in the Internal Revenue Code. We intend to take all steps necessary to continue to qualify
as a regulated investment company. However, there can be no assurance that we will continue to

qualify for such treatment in future years.

FINANCIAL CONDITION, LIQUIDITY AND CAPITAL RESOURCES

Cash and Cash Equivalents

At June 30, 2002, and December 31, 2001, we had $4.3 million and $0.9 million, respectively,
in cash and cash equivalents. We invest otherwise uninvested cash in U.S. government- or agency-
issued or guaranteed securities that are backed by the full faith and credit of the United States, or in
high quality, short-term repurchase agreements fully collateralized by such securities. Our objective
is to manage to a low cash balance and fund new originations with our revolving line of credit.
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Debt and Other Commitments

We had outstanding debt at June 30, 2002 and December 31, 2001, as follows:

($ in millions)
At Jupe 30, 2002
Notes payable and debentures:
Unsecured long-term notes
Small Business Administration debentures
Auction rate reset note

QOverseas Private Investment Corporation loan

Total notes payable and debentures
Revolving line of credit

Total debt
At December 31, 2001

Notes payable and debentures:
Unsecured long-term notes

Small Business Administration debentures

Auction rate reset note

QOverseas Private Investtment Corporation loan

Total notes payable and debentures
Revolving line of credit

Total debt
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Annual

Facility Amount Interest

Amount Qutstanding Cost(1)
$ 6240 5 6540 7.8%
101.8 94.5 8.2%
75.0 75.0 3.7%
5.7 5.7 6.6%
3 8765 $ 869.2 7.4%

527.5 139.8 4.1%(2)
$1,404.0 $1,000.0 7.2%
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$ 694.0 $ 6940 7.8%
101.8 945 7.7%
81.9 81.8 3.9%
5.7 5.7 6.6%
3 8334 3 8761 7.4%

497.5 144.7 3.2%(2)
$1,380.9 $1,020.8 7.0%
TR E ] L
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(1} The annual interest cost mncludes the cost of commitment fees and other facility fees that are
recognized into interest expense over the contractual life of the respective borrowings.

(2) The current interest rate payable on the revolving line of credit was 4.1% and 3.2% at June 30,
2002 and December 31, 2001, respectively, which excludes the annual cost of commitment fees
and other facility fees of $2.0 million.

Unsecured Long-Term Notes, We have issued long-term debt to institutional lenders,
primarily insurance companies. The notes have five- or seven-year maturities, with maturity dates
beginning in 2003. The notes require payment of interest only semi-annually, and all principal is
due upon maturity.

Small Business Administration Debentures. We, through our small business investment
company subsidiary, have debentures payable to the Small Business Administration with terms of
ten years. The notes require payment of interest only semi-annually, and all principal is due upon
maturity, Under the small business investment company program, we may borrow up to $111.7
miliion from the Small Business Administration. At June 30, 2002, the Small Business
Administration has a commitment to lend up to an additional $7.3 million above the amount
outstanding. The commitment expires on September 30, 2005,

Auction Rate Reset Note. We have an Auction Rate Reset Senior Note Series A that matures
on December 2, 2002 and bears interest at the three-month London Inter-Bank Offered Rate
(“LIBOR”) plus 1.75%, which adjusts quarterly. Interest is due quarterly, and we, at our option,
may pay or defer and capitalize such interest payments. The amount outstanding on the note will
increase as interest due is deferred and

70

capitalized. As a means to repay the note, we have entered into an agreement with the placement
agent of this note to serve as the placement agent on a future issuance of $75.0 million of debt,
equity or other securities in one or more public or ptivate transactions. Alternatively, we may repay
the note in cash without conducting a capital raise. If we choose to pay in cash without conducting a
capital raise, we will incur additional expense of approximately $2.1 million.

Revolving Line of Credit. As of June 30, 2002, we have a $527.5 million unsecured revolving
line of credit that expires in August 2003, with the right to extend maturity for one additional year
at our sole option under substantially similar terms. This facility was increased by $30.0 million
during the first quarter of 2002 from $497.5 million at December 31, 2001, and may be further
expanded up to $600 million. As of June 30, 2002, $382.4 million remains unused and available,
net of amounts committed for standby letters of credit of $5.3 million issued under the line of credit
facility. The credit facility bears interest at a rate equal to (i) the one-month LIBOR plus 1.25% or
(ii) the higher of (a) the Bank of America, N.A. prime rate or (b) the Federal Funds rate plus 0.50%.
The credit facility requires monthly payments of interest, and all principal is due upon maturity.

We have various financial and operating covenants required by the revolving line of credit and

the notes payable and debentures. These covenants require us to maintain certain financial ratios,
including debt to equity and interest coverage, and a minimum net worth. Our credit facilities limit
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our ability to declare dividends if we default under certain provisions. As of June 30, 2002, we were
in compliance with these covenants.

The following table shows our significant contractual obligations as of June 30, 2002.

Payments Due By Year

(S in millions) : After
Contractual Obligations Total 2002 2003 2004 2005 2006 2006

Notes payable and debentures:
Unsecured long-term notes $ 6940 $ — $140.0 $2140 81650 381750 § —
Small Business Administration debertures 94.5 — — 7.0 14.0 — 735
Auction rate reset note 750 750 — — — — —
Overseas Private Investment Corporation loan 57 — — — — 57 —
Revolving line of credit(1) 139.8 — — 1398 — -— —
Operating leases 223 1.3 26 2.7 2.7 26 104
Total contractual cash obligations $1,031.3  $76.3 $142.6 $363.5 $181.7 $1833 8839
AL ITESN WRNTI L

(1) The revolving line of credit expires in August 2003, and may be extended under substantially
similar terms for one additional year at our sole option. We assume that we would exercise our
option to extend the revolving line of credit, resulting in an assumed maturity of August 2004.
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The following table shows, as of June 30, 2002, our contractual commitments that may have the
effect of creating, increasing or accelerating our liabilities.

Amount of Commitment Expiration Per Year

(8 in millions) After

Commitments Total 2002 2003 2004 2005 2006 2006
Standby letters of credit $113 $3— §— $ 53 $— 35— $6.0
Guarantees 522 1.0 — 50.3 0.2 — 0.7
Total commitments $635 %10 §$— $35.6 $0.2 $ — $6.7
L] E ———— ] — W E

Equity Capital and Dividends

Because we are a regulated investment company, we distribute income and require external
capital for growth. Because we are a business development company, we are limited in the amount
of debt capital we may use to fund our growth, since we are generally required to maintain a
minimum ratio of 200% of total assets to total borrowings, or approximately a 1 to 1 debt to equity
capital ratio.

To support cur growth during the three and six months ended June 30, 2002 and for the year
ended December 31, 2001, we raised $30.0 million, $49.9 million and $286.9 million, respectively,
in new equity capital through the sale of shares from our sheif registration statement. We issue
equity from time to time when we have attractive investment opportunities. In addition, during the
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three and six months ended June 30, 2002 and for the year ended December 31, 2001, we raised
$1.5 million, $3.1 million and $6.3 million, respectively, in new equity capital through the issuance
of shares through our dividend reinvestment plan. At June 30, 2002, total shareholders’ equity had
increased to $1,434.5 million.

Our board of directors reviews the dividend rate quarterly, and may adjust the quarterly
dividend throughout the year. For the first and second quarters of 2002, the board of directors
declared a dividend of $0.53 and $0.55 per common share, respectively. The board of directors has
recently declared a dividend of $0.56 per common share for the third quarter of 2002, which will be
paid on September 27, 2002 to shareholders of record on September 13, 2002. Dividends are paid
based on our taxable income, which includes our taxable interest and fee income as well as taxable
net realized capital gains. Our board of directors evaluates whether to retain or distribute capital
gains on an annual basis. Our dividend policy allows us to continue to distribute capital gains, but
will also allow us to retain gains that exceed a normal capital gains distribution level, and therefore
avoid any unusual spike in dividends in any one year. The dividend policy also enables the board of
directors to selectively retain gains to support future growth.

We plan to maintain a strategy of financing our business with cash from operations, through
borrowings under short- or long-term credit facilities or other debt securities, through asset sales, or
through the sale or issuance of new equity capital. Cash flow from operations before new
investments was $258.1 million for the six months ended June 30, 2002, and $330.8 million for the
year ended December 31, 2001. Cash flow from operations before new investments has historically
been sufficient to finance our operations.
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We maintain a matched-funding philosophy that focuses on matching the estimated maturities
of our loan and investment portfolio to the estimated maturities of our borrowings. We use our
short-term credit facilities as a means to bridge to long-term financing, which may or may not result
in temporary differences in the matching of estimated maturities. We evaluate our interest rate
exposure on an ongoing basis. To the extent deemed necessary, we may hedge variable and short-
term interest rate exposure through interest rate swaps or other techniques.

At June 30, 2002, our debt to equity ratio was 0.70 to 1 and our weighted average cost of funds
was 7.2%. We had $382.4 million available under our revolving line of credit. As a result of the
receipt of $77.0 million from the sale of WyoTech on July 1, 2002 and the receipt of $94.7 million
from the sale of CMBS bonds on July 31, 2002, there were no amounts drawn on the revolving line
of credit as of August 1, 2002. Availability on the revolving line of credit, net of amounts
committed for standby letters of credit issued under the line of credit facility, was $522.2 million on
August 1, 2002. We believe that we have access to capital sufficient to fund our ongoing
investment and operating activities.

CRITICAL ACCOUNTING POLICIES

Critical accounting policies are those that are both important to the presentation of our financial
condition and results of operations and require management’s most difficult, complex or subjective
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judgments. Our critical accounting policies are those applicable to the valuation of investments and
certain revenue recognition matters as discussed below.

Valuation of Portfolio Investments. As a business development company, we invest primarily
in illiquid securities including debt and equity securities of private companies and non-investment
grade CMBS. Our investments are generally subject to restrictions on resale and generally have no
established trading market. We value substantially all of our investments at fair value as determined
in good faith by the board of directors in accordance with our valuation policy. We determine fair
value to be the amount for which an investment could be exchanged in an orderly disposition over a
reasonable period of time between willing parties other than in a forced or liquidation sale. Our
valuation policy considers the fact that no ready market exists for substantially all of the securities
in which we invest. Qur valuation policy is intended to provide a consistent basis for establishing
the fair value of the portfolio. We will record unrealized depreciation on investments when we
believe that an investment has become impaired, including where collection of a loan or realization
of an equity security is doubtful. Conversely, we will record unrealized appreciation if we believe
that the underlying portfolio company has appreciated in value and our equity security has also
appreciated in value, where appropriate. The value of investments in public securities are
determined using quoted market prices discounted for restrictions on resale.

Loans and Debt Securities, For loans and debt securities, fair value generally approximates
cost unless the borrower’s enterprise value or overall financial condition or other factors lead to a
determination of fair value at a different amount.

When we receive nominal cost warrants or free equity securities (“nominal cost equity”), we
allocate our cost basis in our investment between debt securities and nominal cost equity at the time
of origination. At that time, the original issue discount basis of the nominal cost equity is recorded
by increasing the cost basis in the equity and decreasing the cost basis in the related debt securities.
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Interest income is recorded on an accrual basis to the extent that such amounts are expected to
be collected. For Joans and debt securities with contractual payment-in-kind interest, which
represents contractual interest accrued and added to the loan balance that generally becomes due at
maturity, we will not accrue payment-in-kind interest if the portfolic company valuation indicates
that the payment-in-kind interest is not collectible. Loans classified as Grade 4 or Grade 5 assets do
not accrue interest. Loan origination fees, original issue discount and market discount are
capitalized and then amortized into interest income using the effective interest method. The
weighted average vield on loans and debt securities is computed as the (a) annual stated interest rate
earned plus the annual amortization of loan origination fees, original issue discount and market
discount earned on accruing loans and debt securities, divided by (b) total loans and debt securities
at value. The weighted average yield is computed as of the balance sheet date. Prepayment
premiums are recorded on loans when received.

Equity Securities. Qur equity interests in portfolio companies for which there is no liquid
public market are valued at fair value based on the enterprise value of the portfolio company, which
is determined using various factors, including cash flow from operations of the portfolio company
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and other pertinent factors such as recent offers to purchase a portfolic company’s securities or
other liquidation events. The determined fair values are generally discounted to account for
restrictions on resale and minority control positions.

The value of our equity interests in public companies for which market quotations are readily
available is based upon the closing public market price on the balance sheet date. Securities that
carry certain restrictions on sale are typically valued at a discount from the public market value of
the security.

Dividend income is recorded on cumulative preferred equity securities on an accrual basis to the
extent that such amounts are expected to be collected and on common equity securities on the
record date for private companies or on the ex-dividend date for publicly traded companies.

Commercial Mortgage-Backed Securities (“CMBS”). CMBS are carried at fair value, which is
based upon a discounted cash flow model that utilizes prepayment and loss assumptions based upon
historical experience and projected performance, economic factors and the characteristics of the
underlying cash flow. Our assumption with regard to discount rate is based upon the yield of
comparable securities. We recognize income from the amortization of original issue discount using
the effective interest method, using the anticipated yield over the projected life of the investment.
Yields are revised when there are changes in estimates of future credit losses, actual losses incurred,
or actual and estimated prepayment speeds. Changes in estimated yield are recognized as an
adjustment to the estimated yield over the remaining life of the CMBS from the date the estimated
yield is changed. We recognize unrealized appreciation or depreciation on our CMBS as
comparable yields in the market change and/or whenever we determine that the value of our CMBS
is less than the cost basis due to impairment in the underlying collateral pool.

Residual Interest. We value our residual interest from a previous securitization and recognize
income using the same accounting policies used for the CMBS. The residual interest is carried at
fair value based on discounted estimated future cash flows. We recognize income from the residual
interest using the effective interest method. At each reporting date, the effective yield is
recalculated and used to recognize income unfil the next reporting date.
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Net Realized and Unrealized Gains or Losses. Realized gains or losses are measured by the
difference between the net proceeds from the sale and the cost basis of the investment without
regard to unrealized gains or losses previously recognized, and include investments charged off
during the year, net of recoveries. Unrealized gains or losses reflect the change in portfolio
investment values during the reporting period.

Fee Income. Fee income includes fees for diligence, structuring, transaction services,
management services and investment advisory services rendered by us to portfolio companies and
other third parties. Diligence, structuring and transaction services fees are generally recognized as
income when services are rendered or when the related transactions are completed. Management
and investment advisory services fees are generally recognized as income as the services are
rendered.
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INVESTMENT CONSIDERATIONS

Investing in Allied Capital involves a number of significant risks relating to our business and
investment objective. As a result, there can be no assurance that we will achieve our investment
objective.

Investing in private companies involves a high degree of risk. Our portfolio consists of
primarily long-term loans to and investments in private companies. Investments in private
businesses involve a high degree of business and financial risk, which can result in substantial
losses and accordingly should be considered speculative. There is generally no publicly available
information about the companies in which we invest, and we rely significantly on the diligence of
our employees and agents to obtain information in connection with our investment decisions. In
addition, some smaller businesses have narrower product lines and market shares than their
competition, and may be more vulnerable to customer preferences, market conditions or economic
downturns, which may adversely affect the return on, or the recovery of, our investment in such
businesses.

Our portfolio of investments is illiquid. We generally acquire our investments directly from
the issuer in privately negotiated transactions. The majority of the investments in our portfolio are
typically subject to restrictions on resale or otherwise have no established trading market. We
typically exit our investments when the portfolio company has a liquidity event such as a sale,
recapitalization or initial public offering of the company. The illiquidity of our investments may
adversely affect our ability to dispose of debt and equity securities at times when it may be
otherwise advantageous for us to liquidate such investments. In addition, if we were required to
liquidate some or all of the investments in the portfolio, the proceeds of such liquidation would be
significantly less than the current value of such investments.

Substantially all of our portfolio investments are recorded at fair value as determined in
good faith by our board of directors and, as a result, there is uncertainty regarding the value
of our portfolio investments. At June 30, 2002, $2,381.0 million, or 93% of our total assets,
represented investments recorded at value. Pursuant to the requirements of the 1940 Act, we value
substantially all of our investments at fair value as determined in good faith by our board of
directors on a quarterly basis. Since there is typically no ready market for the investments in our
portfolio, our board of directors determines in good faith the fair value of these investments
pursuant to a valuation policy and a consistently applied valuation process.

There is no single standard for determining fair value in good faith. As a result, determining fair
value requires that judgment be applied to the specific facts and circumstances of each portfolio
investment while employing a consistently applied valuation process for the types of investments
we make. Unlike banks, we are not permitted to provide a general reserve for anticipated loan
losses; we are instead required by the 1940 Act to specifically value each individual investment and
record unrealized depreciation for an investment that we believe has become impaired, including
where collection of a loan or realization of an equity security is doubtful. Conversely, we will
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record unrealized appreciation if we have an indication that the underlying portfolio company has
appreciated in value and, therefore, our security has also appreciated in value, where appropriate.
Without a readily ascertainable market value and because of the inherent uncertainty of valuation,
the fair value of our investments determined in good faith by the board of directors may differ
significantly from the values that would have been used had a ready market existed for the
investments, and the differences could be material.
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We adjust quarterly the valuation of our portfolio to reflect the board of directors’ estimate of
the fair value of each investment in our portfolio. Any changes in estimated fair value are recorded
in our statement of operations as “Net unrealized gains (losses).”

Economic recessions or downturns could impair our portfolio companies and harm our
operating results. Many of the companies in which we have made or will make investments may
be susceptible to economic slowdowns or recessions. An economic slowdown may affect the ability
of a company to engage in a liquidity event. Qur non-performing assets are likely to increase and
the value of our portfolio is likely to decrease during these periods. These conditions could lead to
financial losses in our portfolio and a decrease in our revenues, net income and assets.

Our business of making private equity investments and positioning them for liquidity events
also may be affected by current and future market conditions. The absence of an active senior
lending environment may slow the amount of private equity investment activity generally. As a
result, the pace of our investment activity may slow. In addition, significant changes in the capital
markets could have an effect on the valuations of private companies and on the potential for
liquidity events involving such companies. This could affect the amount and timing of gains
realized on our investments.

Our borrowers may default on their payments, which may have an effect on our financial
performance. We make long-term unsecured, subordinated loans and invest in equity securities,
which may involve a higher degree of repayment risk. We primarily invest in companies that may
have limited financial resources and that may be unable to obtain financing from traditional
sources. Numerous factors may affect a borrower’s ability to repay its loan, including the failure to
meel its business plan, a downturn in its industry or negative economic conditions. Deterioration in
a borrower’s financial condition and prospects may be accompanied by deterioration in any related
collateral.

Our private finance investments may not produce current returns or capital gains. Private
finance investments are typically structured as debt securities with a relatively high fixed rate of
interest and with equity features such as conversion rights, warrants or options. As a result, private
finance investments are generally structured to generate interest income from the time they are
made, and may also produce a realized gain from an accompanying equity feature. We cannot be
sure that our portfolio will generate a current return or capital gains.

Our financial results could be negatively affected if Business Loan Express fails to
perform as expected. Business Loan Express, Inc. is our largest portfolio investment. Our financial
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results could be negatively affected if Business Loan Express, as a portfolio company, fails to
perform as expected or if government funding for, or regulations related to the Small Business
Administration 7(a) Guaranteed Loan Program change. At June 30, 2002, the investment totaled
$251.9 million at value, or 9.8% of total assets.

In addition, as controlling shareholder of Business Loan Express, we have provided an
unconditional guaranty to Business Loan Express’ senior credit facility lenders in an amount equal
to 50% of Business Loan Express’ total obligations on its $124.0 million revolving credit facility.
The amount we have guaranteed at June 30, 2002, was $48.1 million. This guaranty can only be
called in the event of a default by Business Loan Express. We have also provided two standby
letters of credit in connection with two term loan securitization transactions completed by Business
Loan Express in the second quarter of 2002 totaling $10.6 million.

Investments in non-investment grade commercial mortgage-backed securities may be
illiquid, may have a higher risk of default and may not produce current returns. The

77

commercial mortgage-backed securities in which we invest are not investment grade, which means
that nationally recognized statistical rating organizations rate them below the top four investment-
grade rating categories (i.e., “AAA” through “BBB”), and are sometimes referred to as “junk
bonds.” Non-investment grade commercial mortgage-backed securities tend to be less liquid, may
have a higher risk of default and may be more difficult to value. Non-investment grade securities
usually provide a higher yield than do investment-grade securities, but with the higher return comes
greater risk of default. Economic recessions or downturns may cause defaults or losses on collateral
securing these securities to increase. Non-investment grade securities are considered speculative,
and their capacity to pay principal and interest in accordance with the terms of their issue is not
ensured.

We may not borrow money unless we maintain asset coverage for indebtedness of at least
200% which may affect returns to shareholders. We must maintain asset coverage for total
borrowings of at least 200%. Our ability to achieve our investment objective may depend in part on
our continued ability to maintain a leveraged capital structure by borrowing from banks or other
lenders on favorable terms. There can be no agsurance that we will be able to maintain such
leverage. If asset coverage declines to less than 200%, we may be required to sell a portion of our
investments when it is disadvantageous to do so. As of June 30, 2002, our asset coverage for senior
mdebtedness was 256%.

‘We borrow money which magnifies the potential for gain or loss on amounts invested and
may increase the risk of investing in us. Borrowings, also known as leverage, magnify the
potential for gain or loss on amounts invested and, therefore, increase the risks associated with
Investing in our securities. We borrow from, and issue senior debt securities to, banks, insurance
companies and other lenders. Lenders of these senior securities have fixed doliar claims on our
consolidated assets that are superior to the claims of our common shareholders. If the value of our
consolidated assets increases, then leveraging would cause the net asset value attributable to our
common stock to increase more sharply than it would have had we not leveraged. Conversely, if the
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value of our consolidated assets decreases, leveraging would cause net asset value to decline more
sharply than it otherwise would have had we not leveraged. Similarly, any increase in our
consolidated income in excess of consolidated interest payable on the borrowed funds would cause
our net income to increase more than it would without the leverage, while any decrease in our
consolidated income would cause net income to decline more sharply than it would have had we
not borrowed. Such a decline could negatively affect our ability to make common stock dividend
payments. Leverage is generally considered a speculative investment technique.

At June 30, 2002, we had $1,009.0 million of outstanding indebtedness, bearing a weighted
average annual interest cost of 7.2%. In order for us to cover these annual interest payments on
indebtedness, we must achieve annual returns on our assets of at least 2.8%.

Changes in interest rates may affect our cost of capital and net investment inconre.
Because we borrow money to make investments, our net investment income before net realized and
unrealized gains or losses, or net investment income, is dependent upon the difference between the
rate at which we borrow funds and the rate at which we invest these funds. As a result, there can be
no assurance that a significant change in market interest rates will not have a material adverse effect
on our net investment income. In periods of sharply rising interest rates, our cost of funds would
increase, which would reduce our net investment income. We use a combination of long-term and
short-term borrowings and equity capital to finance our investing activities. We utilize our short-
term credit facilities as 2 means to bridge to long-term financing, Our long-term fixed-rate
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investments are financed primarily with long-term fixed-rate debt and equity. We may use interest
rate risk management techniques in an effort to limit our exposure to interest rate fluctuations. Such
techniques may include various interest rate hedging activities to the extent permitted by the 1940
Act. :

We will continue to need additional capital to grow because we must distribute our
income. We will continue to need capital to fund incremental growth in our investments.
Historically, we have borrowed from financial institutions and have issued equity securities. A
reduction in the availability of new capital could limit our ability to grow. We must distribute at
least 90% of our taxable ordinary income, which excludes net realized long-term capital gains, to
our shareholders to maintain our regulated investment company status. As a result, such earnings
will not be available to fund investment originations. We expect to continue to borrow from
financial institutions and sell additional equity securities. If we fail to obtain funds from such
sources or from other sources to fund our investments, it could limit our ability to grow, which
could have a material adverse effect on the value of our common stock. In addition, as a business
development company, we are generally required to maintain a ratio of at least 200% of total assets
to total borrowings, which may restrict our ability to borrow in certain circumstances.

Loss of pass-through tax treatment would substantiaily reduce net assets and income
available for dividends. We have operated so as to qualify as a regulated investment company
under Subchapter M of the Internal Revenue Code of 1986. If we meet source of income,
diversification and distribution requirements, we will qualify for effective pass-through tax
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treatment. We would cease to qualify for such pass-through tax treatment if we were unable to
comply with these requirements. In addition, we may have difficulty meeting the requirement to
make distributions to our shareholders because in cerlain cases we may recognize income before or
without receiving cash representing such income. If we fail to qualify as a regulated investment
company, we will have to pay corporate-level taxes on all of our income whether or not we
distribute it, which would substantially reduce the amount of income available for distribution to
our stockholders. Even if we qualify as a regulated investment company, we generally will be
subject to a corporate-level income tax on the income we do not distribute. Moreover, if we do not
distribute at least 98% of our income, we generally will be subject to a 4% excise tax.

There is a risk that you may not receive dividends or distributions. We intend to make
distributions on a quarterly basis to our stockholders. We may not be able to achieve operating
results that will allow us to make distributions at a specific level or to increase the amount of these
distributions from time to time. In addition, due to the asset coverage test applicable tous as a
business development company, we may be limited in our ability to make distributions. Also, our
credit facilities limit our ability to declare dividends if we default under certain provisions. If we do
not distribute a certain percentage of our income annuaily, we will suffer adverse tax consequences,
including possible loss of our status as a regulated investment company. In addition, in accordance
with accounting principles generally accepted in the United States of America and tax regulations,
we include in income certain amounts that we have not yet received in cash, such as contractual
payment-in-kind interest which represents contractual interest added to the loan balance that

- becomes due at the end of the loan term. The increases in loan balances as a result of contractual
payment-in-kind arrangements are included in income in advance of receiving cash payment, and
are separately included in the change in accrued or reinvested interest and dividends in our
consolidated statement of cash flows. Since we may recognize income before or without receiving
cash representing such income, we may have difficulty meeting the requirement to distribute at least
90% of our income to maintain our status as a regulated investment company.
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We operate in a competitive market for investment opportunities. We compete for
investments with a large number of private equity funds and mezzanine funds, investment banks
and other equity and non-equity based investment funds, and other sources of financing, including
traditional financial services companies such as commercial banks. Some of our competitors have
greater resources than we do. Increased competition would make it more difficult for us to purchase
or originate investments at attractive prices. As a result of this competition, sometimes we may be
precluded from making otherwise attractive investments.

We depend on key personnel. We depend on the continued services of our executive officers
and other key management personnel. If we were to lose any of these officers or other management
personnel, such a loss could result in inefficiencies in our operations and lost business
opportunities.

Changes in the law or regulations that govern us could have a material impact on us or
our operations. We are regulated by the SEC and the Small Business Administration. In addition,
changes in the laws or regulations that govern business development companies, regulated
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investment companies, real estate investment trusts, and small business investment companies may
significantly affect our business. Any change in the law or regulations that govern our business
could have a material impact on us or our operations. Laws and regulations may be changed from
time to time, and the interpretations of the relevant Jaws and regulations also are subject to change.

Results may fluctuate and may not be indicative of future performance. Qur operating
results will fluctuate and, therefore, you should not rely on current or historical period results to be
indicative of our performance in future reporting periods. Factors that conld cause operating results
to fluctuate include, among others, variations in the investment origination volume and fee income
earned, variation in timing of prepayments, variations in and the timing of the recognition of
realized and unrealized gains or losses, the degree to which we encounter competition in our
markets and general economic conditions.

Our common stock price may be volatile. The trading price of our comnfbn stock may
fluctuate substantially. The price of the common stock may be higher or lower than the price you
pay for your shares, depending on many factors, some of which are beyond our control and may not
be directly related to our operating performance. These factors include the foliowing:

s price and volume fluctuations in the overall stock market from time to time;

* significant volatility in the market price and trading volume of securities of business
development companies or other financial services companies;

e volatility resulting from trading in derivative securities related to our common stock including
puts, calls, long-term equity anticipation securities, or LEAPs, or short trading positions;

» changes in regulatory policies or tax guidelines with respect to business development
companies or regulated investment companies;

* actual or anticipated changes in our earnings or fluctuations in our operating results or changes
in the expectations of securities analysts;

= general economic conditions and trends;
* loss of a major funding source; or
* departures of key personnel.

Recently, the trading price of our common stock has been volatile. Due to the continued
potential volatility of our stock price, we may be the target of securities litigation
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in the future. Securities litigation could result in substantial costs and divert management’s
attention and resources from our business. For information about current securities class action
Jawsnits filed against us, see Note 12 to the financial statements.

.../orint.ohn?reno=tenk&inage=1830965 &num=8&doc=1 &pe=& TK=ALLC& CK=3906&F(G=08/22/2002




10k Wizard: SEC Filings Page 90 of 97

Disclosure Regarding Forward-Looking Statements

Information contained in this Form 10-Q may contain “forward-looking statements”
which can be identified by the use of forward-looking terminology such as “may,” “will,”
“expect,” “intend,” “anticipate,” “estimate” or “continue” or the negative thereof or other
variations or similar words or phrases. The matters described in “Investment
Considerations” and certain other factors noted throughout this Form 10-Q constitute
cautionary statements identifying important factors with respect to any such forward-looking
statements, including certain risks and uncertainties, that could cause actual results to differ
materially from those in such forward-looking statements.

Although we believe that the assumptions on which these forward-looking statements are
based are reasonable, any of those assumptions could prove to be inaccurate, and as a result,
the forward-looking statements based on those assumptions also could be incorrect,
Important assumptions include our ability to originate new investments, maintain certain
margins and levels of profitability, access the capital markets for debt and equity capital, the
ability to meet regulatory requirements and the ability to maintain certain debt to asset
ratios. In light of these and other uncertainties, the inclusion of a projection or forward-
looking statement in this Form 10-Q should not be regarded as a representation by us that
our plans and objectives will be achieved. These risks and uncertainties include those
described in “Investment Considerations” and elsewhere in this Form 10-Q. You should not
place undue reliance on these forward-looking statements, which apply only as of the date of
this Form 10-QQ.

Item Quantitative and Qualitative Disclosures About Market Risk
3.

Our business activities contain elements of risk. We consider the principal types of risk to be
fluctuations in interest rates and portfolio valuations. We consider the management of risk essential
to conducting our businesses. Accordingly, our risk management systems and procedures are
designed to identify and analyze our risks, to set appropriate policies and limits and to continually
monitor these risks and limits by means of reliable administrative and information systems and
other policies and programs.

As a business development company, we invest primarily in illiquid securities including debt
and equity securities of private companies and non-investment grade CMBS. Our investments are
generally subject to restrictions on resale and generally have no established trading market. Since
there is typically no ready market for the investments in our portfolio, our board of directors
determines in good faith the fair value of these investments pursuant to a valuation policy and a
consistently applied valuation process. We value substantially all of cur investments at fair value as
determined in good faith by the board of directors in accordance with our valuation policy. There is
no single standard for determining fair value in good faith. As a result, determining fair value
requires that judgment be applied to the specific facts and circumstances of each portfolio
investment while employing a consistently applied valuation process for the types of investments
we make.

We determine fair value to be the amount for which an investment could be exchanged in an
orderly disposition over a reasonable period of time between willing parties other than in a forced
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or liquidation sale. Our valuation policy considers the fact that no ready market exists for
substantially all of the securities in which we invest. Our
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valuation policy is intended to provide a consistent basis for establishing the fair value of the
portfolio. We will record unrealized depreciation on investments when we believe that an
investment has become impaired, including where collection of a loan or realization of an equity
security is doubtful. Conversely, we will record unrealized appreciation if we believe that the
underlying portfolio company has appreciated in value and our equity security has also appreciated
in value, where appropriate. The value of investments in public securities are determined using
quoted market prices discounted for restrictions on resale. Without a readily ascertainable market
value and because of the inherent uncertainty of valuation, the fair value of our investments
determined in good faith by the board of directors may differ significantly from the values that
would have been used had a ready market existed for the investments, and the differences could be
material. See “Management’s Discussion and Analysis of Financial Conditions and Results of
Operations — Critical Accounting Policies™ and “-— Results of Operations — Comparison of Three
Months Ended June 30, 2002 and 2001 — Unrealized Gains and Losses.”

In addition, the illiquidity of cur investments may adversely affect our ability to dispose of loans
and securities at times when it may be otherwise advantageous for us to liquidate such investments.
In addition, if we were required to liquidate some or all of the investments in the portfolio, the
proceeds of such liquidation would be significantly less than the current value of such investments.

Because we borrow money to make investinents, our net investment income before net realized
and unrealized gains or losses, or net investment income, is dependent upon the difference between
the rate at which we borrow funds and the rate at which we invest these funds. As a result, there can
be no assurance that a significant change in market interest rates will not have a material adverse
effect on our net investment income. In periods of sharply rising interest rates, our cost of funds
would increase, which would reduce our net investment income. We use a combination of long-
term and short-term borrowings and equity capital to finance our investing activities. We utilize our
short-term credit facilities as a means to bridge to long-term financing. Our long-term fixed-rate
investments are financed primarily with long-term fixed-rate debt and equity. We may use interest
rate risk management techniques in an effort to limit our exposure to interest rate fluctuations. Such
techniques may include various interest rate hedging activities to the extent permitied by the 1940
Act. We have analyzed the potential impact of changes in interest rates on interest income net of
interest expense. Assuming that the balance sheet were to remain constant and no actions were
taken to alter the existing interest rate sensitivity, a hypothetical immediate 1% change in interest
rates would have affected the net increase in net assets resulting from operations, or net income, by
less than 1% over a one year horizon. Although management believes that this measure is indicative
of our sensitivity to interest rate changes, it does not adjust for potential changes in credit quality,
size and composition of the assets on the balance sheet and other business developments that could
affect net increase in assets resulting from operations, or net income. Accordingly, no assurances
can be given that actual results would not differ materially from the potential outcome simulated by
this estimate. '
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PART H. OTHER INFORMATION
Item 1. Legal Proceedings

As of August 13, 2002, we are aware of seven class action lawsuits that have been filed in the
United States District Court for the Southern District of New York against us, certain of our
directors and officers and our former independent auditors, Arthur Andersen LLP, with respect to
alleged violations of the securities laws. All of the actions essentially duplicate one another,
pleading essentially the same allegations. The complaints filed in the lawsuits allege violations of
Sections 10(b) and 20(a) of the Securities Exchange Act of 1934 and Rule 10b-5 promulgated
thereunder, specifically alleging, among other things, that we misstated the value of certain
portfolio investments in our financial statements, which allegedly resulted in the purchase of our
common stock by purported class members at artificially inflated prices. Several of the complaints
also allege state law claims for common law fraud. The lawsuits seek compensatory and other
damages, and costs and expenses associated with the litigation. We believe that each of the lawsuits
is without merit, and we intend to defend each of these lawsuits vigorously. While we do not expect
these matters to materially affect out financial condition or results of operations, there can be no
assurance of any particular outcome.

We also are party to certain other lawsuits in the normal course of business. While the outcome
of these legal proceedings cannot at this time be predicted with certainty, we do not expect that
these proceedings will have a material effect upon our financial condition or results of operations.

Item 2. Changes in Securities and Use of Proceeds

During the three months ended June 30, 2002, we issued a total of 71,285 shares of common
stock under our dividend reinvestment plan pursuant to an exemption from the registration
requirements of the Securities Act of 1933. The aggregate offering price for the shares of common
stock sold under the dividend reinvestment plan was approximately $1.5 million.
Item 3. Defaults Upon Senior Securities

Not applicable.
Item 4. Submission of Matters to a Vote of Security Holders

On May 7, 2002, we held our Annual Meeting of Shareholders in Washington, DC.

Sharcholders voted on three matters; the substance of these matters and the results of the voting of
each such matter are described below. There were no broker non-votes for items 1 and 2 below.

1. Election of Directors: Sharcholders elected four directors of the Company, who will serve
for three years, or until their successors are elected and qualified. Votes were cast as
follows:
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For Withheld
John D, Firestone 92,267,940 058,842
Anthony T. Garcia 92,276,707 950,075
Lawrence I. Hebert ‘ 92,267,765 959,017
Laura W. van Roijen 92,263,048 963,735

The following directors are continuing as directors of the Company for their respective terms —
William L. Walton, Brooks H. Browne, John I. Leahy, Robert E. Long,
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Warren K. Montouri, Guy T. Steuart II, T. Murray Toomey, Esq., and George C. Williams, Jr.

2. Ratification of the selection of KPMG LLP to serve as independent public accounts for the
year ending December 31, 2002. Votes were cast as follows:

For Against Abstain

91,908,127 938,936 379,717

3. Shareholders approved an amendment to our Stock Option Plan to increase the number of
shares of common stock authorized for issuance under the Stock Option Plan by
13,600,000 shares. Broker non-votes were not included in the tabulation for this matter.
Votes were cast as follows:

For Against Abstain

42,552,664 14,900,645 1,378,014
Item 5. Other Information
Not applicable.

Item 6. Exhibits and Reports on Form 8-K

(a) List of Exhibits
Exhibit
Number Description
3.1 Restated Articles of Incorporation, (fncorporated by reference to Exhibit a.1 filed with Allied

Capital 's Post-Effective Amendment No. 2 to registration statement on Form N-2 (File No. 333-
67336) filed on March 22, 2002).

3.2 Amended and Restated Bylaws. (Tncorporated by reference to Exhibit b. filed with Allied
Capital's Post-Effective Amendment No. 2 to registration statement on Form N-2 (File No. 333-
67336) filed on March 22, 2002).

4.1 Specimen Certificate of Allied Capital’s Common Stock, par value $0.0001 per share.
(Incorporated by reference to Exhibit d. filed with Allied Capital’s registration statement on
Form N-2 (File No. 333-51899) filed on May 6, 1998).

4.2 Form of debeniure between certain subsidiaries of Allied Capital and the U.S. Small Business
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10.1

10.2

10.3

Administration. (Incorporated by reference to Exhibit 4.2 filed by a predecessor entity to Allied
Capital on Form 10-K for the year ended December 31, 1996).

Dividend Reinvestment Plan, as amended. (Tncorporated by reference to Exhibit e. filed with
Allied Capital’s registration statement on Form N-2 (File No. 333-87862) filed on May 8, 2002).
Second Amended and Restated Credit Agreement, dated August 3, 2001. (fncorporated by
reference to Exhibit f.2.g filed with Allied Capital's registration statement on Form N-2 (File
No. 333-67336) filed on August 10, 2001).

Note Agreement, dated as of April 30, 1998. (Incorporated by reference to Exhibit 10.2 filed
with Allied Capiial’s Form 10-Q for the period ended June 30, 1998).
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Exhibit
Number

Description

10.4

10.5

10.6

i0.7

10.8

10.9

10.10

10.11
10.12

10.13

Loan Agreement between a predecessor entity to Allied Capital and Overseas Private Investment
Corporation, dated April 10, 1995. (Incorporated by reference to Exhibit /.7 filed by a
predecessor entity to Allied Capital to Pre-Effective Amendment No. 2 to the registration
statement on Form N-2 (File No. 33-64629) filed on January 24, 1996). Letter, dated

December 11, 1997, evidencing assignment of Loan Agreement from the predecessor entity of
Allied Capital to Allied Capital. (Tncorporated by reference to Exhibit 10.3 of Allied Capital’s
Form 10-K for the year ended December 31, 1997),

Note Agreement, dated as of May 1, 1999, (Incorporated by reference to Exhibit 10.5 filed with
Allied Capital's Form 10-Q for the period ended June 30, 1999).

Amendment and Consent Agreement, dated December 11, 2000, to the Amended and Restated
Credit Agreement, dated May 17, 2000. (Incorporated hy reference to Exhibit £.6 filed with
Allied Capital’s Post-Effective Amendment No. 2 to registration statement on Form N-2 (File
No. 333-43534) filed or March 21, 2001).

Sale and Servicing Agreement, dated as of January 1, 1998, among Allied Capital CMT, Inc.,
Allied Capital Commercial Mortgage Trust 1998-1, Allied Capital Corporation, LaSalle National
Bark and ABN AMRO Bank N.V. {Incorporated by reference to Exhibit f.7.a filed with Allied
Capital’s registration statement on Form N-2 (File No. 333-51899) filed on May 6, 1998}.
Indenture, dated as of January 1, 1998, between Allied Capital Commercial Morigage Trust
1998-1 and LaSalle National Bank, (fncorporated by reference 1o Exhibit £.7.b filed with Allied
Capital’s registration statement on Form N-2 (File No. 333-31899) filed on May 6, 1998).
Amended and Restated Trust Agreement, dated January 1, 1998, between Allied Capital CMT,
Inc., LaSalle National Bank Inc. and Wilmington Trust Company. (Tncorporated by reference to
Exhibit f.7.c filed with Allied Capital's registration statement on Form N-2 (File No. 333-51899)
filed on May 6, 1998).

Guaranty, dated as of January 1, 1998, by Allied Capital. (fncorporated by reference to Exhibit
£.7.d filed with Allied Capital’s registration statement on Form N-2 (File No. 333-51899) filed
on May 6, 1998).

Note Agreement, dated as of November 15, 1999. (Incorporated by reference to Exhibit 10.4a of
Allied Capital’s Form 10-K for the year ended December 31, 1999).

Note Agreement, dated as of October 15, 2000. (Incorporated by reference to Exhibit 10.4b filed
with Allied Capital’s Form 10-Q for the period ended September 30, 2000).

Note Agreement, dated as of October 15, 2001. (Incorporated by reference to Exhibit £.10 filed
with Allied Capital’s Post-Effective Amendment No. [ to registration statement on Form N-2
(File No. 333-67336) filed on November 14, 2001).
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Exhibit
Number

Description

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

10.22

10.23

10.24

Auction Rate Reset Note Agreement, dated as of August 31, 2000, between Allied Capital and
Intrepid Funding Master Trust; Forward Issuance Agreement, dated as of August 31, 2000,
between Allied Capital and Banc of America Securities LLC; Remarketing and Contingency
Purchase Agreement, dated as of August 31, 2000, between Allied Capital and Banc of America
Securities LLC. (Incorporated by reference to Exhibit {12 filed with Allied Capital s Pre-
Effective Amendment No. 1 to registration statement on Form N-2 (File No. 333-43534) filed on
September 12, 2000).

Control Investor Guaranty Agreement, dated as of March 28, 2001, between Allied Capital and
Fleet National Bank and Business Loan Express, Inc. (lncorporated by reference to Exhibit f.14
filed with Altied Capital's Post-Effective Amendment No. 3 to registration statement on Form N-
2 (File No. 333-43534) filed on May 15, 2001).

Amended and Restated Deferred Compensation Plan, dated December 30, 1998. (Incorporated
by reference to Exhibit 10.11 of Allied Capital’s Form 10-K for the year ended December 31,
1998}

Amendment to Deferred Compensation Plan, dated October 18, 2000. (Incorporated by
reference to Exhibit i.2.a filed with Allied Capital’s Post-Effective Amendment No. | to
registration statement on Form N-2 (File No. 333-43334) filed on January 19, 2001).

Amended and Restated Deferred Compensation Plan, dated May 15, 2001. (Incorporated by
reference fo Exhibit i.2.b filed with Allied Capital’s Post-Effective Amendment No. I to
registration statement on Form N-2 (File No. 333-67336) filed on November 14, 2001).
Amended Stock Option Plan. (Tucorporated by reference to Exhibit A of Allied Capital's
definitive proxy statement for Allied Capital’s 2002 Annual Meeting of Stockholders filed on
April 3, 2002).

Allied Capital Corporation 401(k) Plan, dated September 1, 1999. (Incorporated by reference to
Exhibit 4.4 filed with Allied Capital s registration statement on Form S-8 (File No. 333-88681)
filed on October 8, 1999).

Amendment to Allied Capital Corporation 401(k) Plan, dated December 31, 2000. (incorporated
by reference to Exhibit i.5.a filed with Allied Capital's Post-Effective Amendment No. 1 to
registration statement on Form N-2 (File No. 333-43534) filed on January 19, 2001).
Employment Agreement, dated June 15, 2000, between Allied Capital and William L. Walton.
(Incorporated by reference to Exhibit £.9 filed with Allied Capital’s registration statement on
Form N-2 (File No. 333-43534) filed on August 11, 2000}.

Employment Agreement, dated June 15, 2000, between Allied Capital and Joan M. Sweeney.
Incorporated by reference to Exhibit f.10 filed with Allied Capital’s registration statement on
Form N-2 (File No. 333-43534) filed on August 11, 2000).

Employment Agreement, dated June 15, 2000, between Allied Capital and John M. Scheurer.
(Incorporated by reference to Exhibit f.10 filed with Allied Capital's Post-Effective Amendment
No. 2 to registration statement on Form N-2 (File No. 333-43534) filed on March 21, 2001).
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Exhibit
Number

Description

10.25
10.26

10.27

Form of Custody Agreement with Riggs Bank N.A. (Incorporated by reference to Exhibitj.1
filed with Allied Capital's registration statement on Form N-2 (File No. 333-51899) filed on
May 6, 1996).

Form of Custody Agreement with LaSalle National Bank. (Incorporated by reference to Exhibit
J.2 filed with Allied Capital's registration statement on Form N-2 (File No. 333-51899) filed on
May 6, 1995).

Custodlan Agreement with LaSalle National Bank Assomauon dated July 9 2001 {Ircorporated
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DY FEJerence (0 LXRIRI | 3 Jued wiin AALLREE LA 8 FEZISIFOLICIT SLALemEent On DOrnn iN-£ (FHe
No, 333-67336) filed on August 10, 2001).

10.28 Cade of Ethics. {Tncorporated by reference to Exhibit r. filed with Alfied Capiral’s Pre-Effective
Amendment No. I to the registration statement on Form N-2 (File No. 333-43534) on
September 12, 2000).

15% Letter regarding Unaudited Interim Financial Information

99.1% Certification of Chief Executive Officer Pursuant to 18 U.S.C. 1350, as Adopted Pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002,

00.2% Certification of Chief Financial Officer Pursuant to 18 U.8.C. 1350, as Adopted Pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002.

* Filed herewith.
(b) Reports on Form 8-K.
On April 3, 2002, we filed a Form 8-K reporting that we had selected KPMG LLP to serve as
our independent public accountants for the fiscal year December 31, 2002 and dismissed Arthur

Andersen LLP as our public accountants effective upon completion of the December 31, 2001
audit.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned thereunder duly authorized.

ALLIED CAPITAL CORPORATION
(Registrant)
s/ WILLIAM L. WALTON

Chairman and Chief Executive Officer

Dated: August 14, 2002 . /s/ PENNIF. ROLL

Chief Financial Officer
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Exhibit 15
The Board of Directors and Sharehclders
Allied Qapital Corporation and Subsidiaries:

Re: Registration Statement Nos. 333-45525 and 333-13584

Ladies and Gentlemen:

With respect to the subject registration statements, we acknowledge our
awareness of the use therein of our report dated July 22, 2002 (except as to
Notes 12 and 13 which are as of August 13, 2002 and July 31, 2002, respectively)
related to our review of interim financial information.

Pursuant to Rule 436 under the Securities Act of 1933 (the Act), such repeort is
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not considered part of a registration statement prepared or certified by an
accountant, or a report prepared or certified by an accountant within the
meaning of Sectione 7 and 11 of the Act.

/8/ KPMG LLP

Washington, D.C.
August 14, 2002

Exhibit 99.1

Certification of Chief Executive Officer Pursuant to 18 U.S.C. 1350,
As Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report on Form 10-Q for the period ended June 30, 2002 (the “Report”) of Allied
Capital Corporation (the “Registrant”), as filed with the Securities and Exchange Commission on the date hereof, [,
William L. Walton, the Chief Executive Officer of the Registrant, certify, to the best of my knowledge, that:

(1) The Report fuily complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Registrant,

fs/ William L. Walton

Name: William L. Walton
Date: August 14, 2002

Exhibit 99.2

Certification of Chief Financial Officer Pursuant to 18 U.S.C. 1350,
As Adopted Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

In connection with the Quarterly Report on Form 10-Q for the period ended June 30, 2002 (the “Report”) of Allied
Capital Corporation (the “Registrant™), as filed with the Securities and Exchange Commission on the date hereof, 1,
Penni F. Roll, the Chief Financial Officer of the Registrant, certify, to the best of my knowledge, that:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
. results of operations of the Registrant.

/s/ Penni F. Roll

Name: Penni F. Roll
Date: August 14, 2002
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