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 If any securities being registered on this form will be offered on a delayed or continuous basis in reliance on Rule
415 under the Securities Act of 1933, other than securities offered in connection with a dividend reinvestment plan,
check the following box.   x

 The registrant hereby amends this registration statement on such date or dates as may be necessary to delay
its effective date until the registrant shall file a further amendment which specifically states that this
registration statement shall thereafter become effective in accordance with Section 8(a) of the Securities Act of
1933, as amended, or until this registration statement shall become effective on such date as the Commission,
acting pursuant to Section 8(a), may determine.
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PROSPECTUS (Subject to Completion)

Issued               , 2002
$300,000,000

Common Stock
Preferred Stock
Debt Securities

We are an internally managed closed-end management investment company that has elected to be regulated as a
business development company under the Investment Company Act of 1940.

Our investment objective is to achieve current income and capital gains. We seek to achieve our investment objective
by investing primarily in private companies in a variety of industries throughout the United States. No assurances can
be given that we will continue to achieve our objective.

Please read this prospectus, and the accompanying prospectus supplement, if any, before investing, and keep it for
future reference. It contains important information about us. The SEC maintains an Internet website
(http://www.sec.gov) that contains material incorporated by reference herein and other information about us.

We may offer, from time to time, up to $300,000,000 of our common stock, preferred stock, or debt securities in one
or more offerings. All shares of common stock, preferred stock, and debt securities that are offered under this
prospectus are collectively referred to herein as the �Securities.�

The Securities may be offered at prices and on terms to be described in one or more supplements to this prospectus. In
the case of our common stock, the offering price per share less any underwriting commissions or discounts will not be
less than the net asset value per share of our common stock at the time we make the offering.

Our common stock is traded on the New York Stock Exchange under the symbol �ALD.� As of                               ,
2002, the last reported sale price on the New York Stock Exchange for the common stock was $            .

You should review the information, including the risk of leverage, set forth under �Risk Factors� on page 9 of
this prospectus before investing in the Securities.

Neither the Securities and Exchange Commission nor any state securities commission has approved or
disapproved of these securities or passed upon the adequacy or accuracy of this prospectus. Any
representations to the contrary is a criminal offense.

This prospectus may not be used to consummate sales of Securities unless accompanied by a prospectus
supplement.

The information in this prospectus is not complete and may be changed. We may not sell these securities
until the registration statement filed with the Securities and Exchange Commission is effective. This
prospectus is not an offer to sell these securities and is not soliciting an offer to buy these securities in any
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state where the offer or sale is not permitted.
                              , 2002
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 We have not authorized any dealer, salesman or other person to give any information or to make any
representation other than those contained or incorporated by reference in this prospectus or any
accompanying supplement to this prospectus. You must not rely upon any information or representation not
contained or incorporated by reference in this prospectus or the accompanying prospectus supplement as if we
had authorized it. This prospectus and any prospectus supplement do not constitute an offer to sell or a
solicitation of any offer to buy any security other than the registered securities to which they relate, nor do they
constitute an offer to sell or a solicitation of an offer to buy any securities in any jurisdiction to any person to
whom it is unlawful to make such an offer or solicitation in such jurisdiction. The information contained in this
prospectus and any prospectus supplement is accurate as of the dates on their covers.
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PROSPECTUS SUMMARY

 The following summary contains basic information about this offering. It may not contain all the information that
is important to an investor. For a more complete understanding of this offering, we encourage you to read this entire
document and the documents to which we have referred.

 In this prospectus or any accompanying prospectus supplement, unless otherwise indicated,�Allied Capital�, �we�, �us�
or �our� refer to Allied Capital Corporation and its subsidiaries.

BUSINESS (Page 55)

      We are a business development company that participates in the private equity market. We generally invest in
illiquid securities through privately negotiated transactions. We provide long-term debt and equity investment capital
to support the expansion of primarily private companies in a variety of industries. We have been investing in
businesses for over 40 years and have financed thousands of companies nationwide. Our investment activity is
generally focused in two areas:

� private finance, and

� commercial real estate finance, primarily in non-investment grade commercial mortgage-backed securities.
Our investment portfolio generally includes:

� long-term unsecured loans with or without equity features known as mezzanine financing,

� equity investments in companies, which may or may not constitute a controlling equity interest,

� non-investment grade commercial mortgage-backed securities, and

� commercial mortgage loans.
      We identify loans and investments through our numerous relationships with:

� mezzanine and private equity investors,

� investment banks, and

� other intermediaries, including professional services firms.
Our credit and investment approval process is centralized at our headquarters in Washington, DC.

      Our tax structure generally allows us to �pass-through� our income to our shareholders through dividends without
the imposition of a corporate level of taxation, if certain requirements are met. See �Tax Status.�

      We are an internally managed diversified closed-end management investment company that has elected to be
regulated as a business development company under the Investment Company Act of 1940, which we refer to as the
1940 Act. Our investment objective is to achieve current income and capital gains. We seek to achieve our investment
objective by investing primarily in private businesses in a variety of industries throughout the United States.

      As a business development company, we are required to meet certain regulatory tests, the most significant relating
to our investments and borrowings. A business development company is required to invest at least 70% of its assets in
eligible portfolio companies, which includes private or thinly traded public, U.S.-based entities. A business
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development company must also maintain a coverage ratio of assets to senior securities of at least 200%. See �Certain
Government Regulations.�

      Our executive offices are located at 1919 Pennsylvania Avenue, NW, Washington, DC, 20006 and our telephone
number is (202) 331-1112. In addition, we have regional offices in New York and Chicago and we also have an office
in Frankfurt, Germany.

1
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      Our Internet website address is www.alliedcapital.com. Information contained on our website is not incorporated
by reference into this prospectus and you should not consider information contained on our website to be part of this
prospectus.

      Our common stock is traded on the New York Stock Exchange under the symbol �ALD.�

VALUATION OF PORTFOLIO

INVESTMENTS (Page 77)

      Our portfolio investments are generally recorded at fair value as determined in good faith by our board of directors
in absence of readily ascertainable public market values.

      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 record
unrealized appreciation if we have an indication that the underlying portfolio company has appreciated in value and,
therefore, our equity 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.

      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).�

PLAN OF DISTRIBUTION (Page 107)

      We may offer, from time to time, up to $300,000,000 of our Securities, on terms to be determined at the time of
the offering.

      Securities may be offered at prices and on terms described in one or more supplements to this prospectus. In the
case of the offering of our common stock, the offering price per share less any underwriting commission or discount
will not be less than the net asset value per share of our common stock at the time we make the offering.

      Our Securities may be offered directly to one or more purchasers, through agents designated from time to time by
us, or to or through underwriters or dealers. The supplement to this prospectus relating to the offering will identify any
agents or underwriters involved in the sale of our Securities, and will set forth any applicable purchase price, fee and
commission or discount arrangement between our
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agents and us or among our underwriters or the basis upon which such amount may be calculated.

      We may not sell Securities without delivering a prospectus supplement describing the method and terms of the
offering of our Securities.

USE OF PROCEEDS (Page 16)

      Unless otherwise specified in the prospectus supplement accompanying this prospectus, we intend to use the net
proceeds from selling Securities for general corporate purposes, which include investments in the debt or equity
securities of primarily private companies or non-investment grade commercial mortgage-backed securities, repayment
of indebtedness, acquisitions and other general corporate purposes.

DISTRIBUTIONS (Page 17)

      We intend to pay quarterly dividends to holders of our common stock. The amount of our quarterly dividends is
determined by our board of directors. Other types of Securities will likely pay distributions in accordance with their
terms.

DIVIDEND REINVESTMENT PLAN (Page 102)

      We maintain a dividend reinvestment plan for our common shareholders. Effective May 1, 2002, we converted
from an �opt out� to an �opt in� dividend reinvestment plan. As a result, if our board of directors declares a dividend, then
our new shareholders that have not �opted in� to our dividend reinvestment plan will receive cash dividends. New
shareholders must notify our transfer agent in writing if they wish to enroll in the dividend reinvestment plan. Existing
dividend reinvestment plan accounts will not be affected by this amendment.

RISK FACTORS (Page 9)

      Investment in our Securities involves certain risks relating to our business and our investment objective that you
should consider before purchasing our Securities.

      As a business development company, our portfolio includes securities primarily issued by privately held
companies. These investments may involve a high degree of business and financial risk; they are illiquid, and may not
produce current returns or capital gains. 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.

      An economic slowdown may affect the ability of a portfolio company to engage in a liquidity event. These
conditions could lead to financial losses in our portfolio and a decrease in our revenues, net income and assets.
Numerous other factors may affect a borrower�s ability to repay its loan, including the failure to meet its business plan,
a downturn in its industry or negative economic conditions.

      We may not borrow money unless we maintain asset coverage for indebtedness of at least 200% which may affect
returns to shareholders. We borrow funds to make investments. As a result, we are exposed to the risks of leverage,
which may be considered a speculative investment technique. Borrowings, also known as leverage, magnify the
potential for gain and loss on amounts invested and therefore increase the risks associated with investing in our
securities.

      A large number of entities and individuals compete for the same kind of investment opportunities as we do. Our
business of making private equity investments may be affected by current and future market conditions. The absence
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of an active senior lending environment may slow the amount of private equity invest-
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ment activity generally. As a result, the pace of our investment activity may slow.

      We may not be able to pay dividends and the loss of pass-through tax treatment could have a material adverse
effect on our total return, if any.

      Also, we are subject to certain risks associated with valuing our portfolio, investing in non-investment grade
commercial mortgage-backed securities, changing interest rates, accessing additional capital, fluctuating financial
results, and operating in a regulated environment.

      Our common stock price may be volatile due to market factors that may be beyond our control.

CERTAIN ANTI-TAKEOVER

PROVISIONS (Page 104)

      Our charter and bylaws, as well as certain statutory and regulatory requirements, contain certain provisions that
may have the effect of discouraging a third party from making an acquisition proposal for Allied Capital. These
anti-takeover provisions may inhibit a change in control in circumstances that could give the holders of our common
stock the opportunity to realize a premium over the market price for our common stock.

LEGAL PROCEEDINGS (Page 68)

      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 our financial condition or results of operations, there can be no assurance of any particular
outcome.

4
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FEES AND EXPENSES

This table describes the various costs and expenses that an investor in our Securities will bear directly or indirectly.

Shareholder
Transaction Expenses

Sales load (as a
percentage of offering
price)(1)
  �%  
Dividend reinvestment
plan fees(2)
  None 
Annual Expenses (as
a percentage of
consolidated net
assets attributable to
common stock)(3)

Operating expenses(4)
  3.6%  
Interest payments on
borrowed funds(5)
  5.1%    

Total annual
expenses(6)
  8.7%    

(1) In the event that the Securities to which this prospectus relates are sold to or through underwriters, a corresponding prospectus supplement
will disclose the applicable sales load.

(2) The expenses of our dividend reinvestment plan are included in �Operating expenses.� We have no cash purchase plan. The participants in the
dividend reinvestment plan will bear a pro rata share of brokerage commissions incurred with respect to open market purchases, if any. See
�Dividend Reinvestment Plan.�

(3) �Consolidated net assets attributable to common stock� equals net assets (i.e., total consolidated assets less total consolidated liabilities and
preferred stock) at June 30, 2002.

(4) �Operating expenses� represent our estimated operating expenses for the year ending December 31, 2002 excluding interest on indebtedness.
This percentage for the year ended December 31, 2001 was 3.8%.

(5) The �Interest payments on borrowed funds� represents our estimated interest expenses for the year ending December 31, 2002. We had
outstanding borrowings of $1,009.0 million at June 30, 2002. This percentage for the year ended December 31, 2001 was 5.5%. See �Risk
Factors.�

(6) �Total annual expenses� as a percentage of consolidated net assets attributable to common stock are higher than the total annual expenses
percentage would be for a company that is not leveraged. We borrow money to leverage our net assets and increase our total assets. The
SEC requires that �Total annual expenses� percentage be calculated as a percentage of net assets, rather than the total assets, including assets
that have been funded with borrowed monies. If the �Total annual expenses� percentage were calculated instead as a percentage of
consolidated total assets, our �Total annual expenses� would be 4.9% of consolidated total assets.
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Example

The following example, required by the SEC, demonstrates the projected dollar amount of total cumulative expenses that would be incurred
over various periods with respect to a hypothetical investment in us. In calculating the following expense amounts, we assumed we would have
no additional leverage and that our operating expenses would remain at the levels set forth in the table above. In the event that shares to which
this prospectus relates are sold to or through underwriters, a corresponding prospectus supplement will restate this example to reflect the
applicable sales load.

1 Year 3 Years 5 Years 10 Years

You would pay the following expenses on a $1,000 investment, assuming a 5.0%
annual return
 $87  $261  $436  $876 

Although the example assumes (as required by the SEC) a 5.0% annual return, our performance will vary and may result in a return of
greater or less than 5.0%. In addition, while the example assumes reinvestment of all dividends and distributions at net asset value, participants
in the dividend reinvestment plan may receive shares of common stock that we issue at or above net asset value or are purchased by the
administrator of the dividend reinvestment plan, at the market price in effect at the time, which may be higher than, at, or below net asset value.
See �Dividend Reinvestment Plan.�

The example should not be considered a representation of future expenses, and the actual expenses

may be greater or less than those shown.

5
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SELECTED CONDENSED CONSOLIDATED FINANCIAL DATA

You should read the condensed consolidated financial information below with the Consolidated Financial Statements and Notes thereto
included in this prospectus. Financial information for the years ended December 31, 2001, 2000, 1999, 1998 and 1997 has been derived from our
audited financial statements. Quarterly financial information is derived from unaudited financial data, but in the opinion of management, reflects
all adjustments (consisting only of normal recurring adjustments) which are necessary to present fairly the results for such interim periods.
Interim results at and for the six months ended June 30, 2002 are not necessarily indicative of the results that may be expected for the year
ending December 31, 2002. See �Management�s Discussion and Analysis of Financial Condition and Results of Operations� on page 18 for
more information.

Six
Months
Ended
June 30,

Year Ended
December 31,

(in thousands, 2002 2001 2001 2000 1999 1998 1997
except per share data)

(unaudited)
Operating Data:

Interest and related portfolio income:

Interest and dividends
  $127,665  $113,699  $240,464  $182,307  $121,112  $80,281  $86,882  
Premiums from loan dispositions
  1,659   1,731   2,504   16,138   14,284   5,949   7,277  
Post-merger gain on securitization of commercial mortgage loans
  �   �   �   �   �   14,812   �  
Fees and other income
  26,260   18,380   46,142   13,144   5,744   5,696   3,246    

Total interest and related portfolio income
  155,584   133,810   289,110   211,589   141,140   106,738   97,405    
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Expenses:

Interest
  34,984   31,881   65,104   57,412   34,860   20,694   26,952  
Employee
  16,309   14,056   29,656   26,025   22,889   18,878   10,258  
Administrative
  7,861   6,027   15,299   15,435   12,350   11,921   8,970  
Merger
  �   �   �   �   �   �   5,159    

Total operating expenses
  59,154   51,964   110,059   98,872   70,099   51,493   51,339    

Net investment income before income tax benefit (expense) and net realized and unrealized
gains
  96,430   81,846   179,051   112,717   71,041   55,245   46,066  
Income tax benefit (expense)
  �   �   412   �   �   (787)  (1,444)   
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Net investment income before net realized and unrealized gains
  96,430   81,846   179,463   112,717   71,041   54,458   44,622    

Net realized and unrealized gains:

Net realized gains
  8,850   4,991   661   15,523   25,391   22,541   10,704  
Net unrealized gains
  24,135   11,297   20,603   14,861   2,138   1,079   7,209    

Total net realized and unrealized gains
  32,985   16,288   21,264   30,384   27,529   23,620   17,913    
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Income before minority interests
  129,415   98,134   200,727   143,101   98,570   78,078   62,535 
Minority interests
  �   �   �   �   �   �   1,231    

Net increase in net assets resulting from operations
  $129,415  $98,134  $200,727  $143,101  $98,570  $78,078  $61,304    

Per Share:

Diluted earnings per common share
 $1.26  $1.10  $2.16  $1.94  $1.64  $1.50  $1.24 
Dividends per common share(1)
 $1.08  $0.99  $2.01  $1.82  $1.60  $1.43  $1.20 
Weighted average common shares outstanding � diluted(2)
  102,900   88,966   93,003   73,472   60,044   51,974   49,251 

6

Edgar Filing: ALLIED CAPITAL CORP - Form N-2/A

20



At June
30, At December 31,

(in thousands, 2002 2001 2000 1999 1998 1997
except per share data)

(unaudited)
Balance Sheet Data:

Portfolio at value
 $2,380,969  $2,329,590  $1,788,001  $1,228,497  $807,119  $703,331 
Portfolio at cost
  2,305,252   2,286,602   1,765,895   1,222,901   803,479   697,030 
Total assets
  2,568,616   2,460,713   1,853,817   1,290,038   856,079   807,775 
Total debt outstanding(3)
  1,008,950   1,020,806   786,648   592,850   334,350   347,663 
Preferred stock issued to Small Business Administration(3)
  7,000   7,000   7,000   7,000   7,000   7,000 
Shareholders� equity
  1,434,453   1,352,123   1,029,692   667,513   491,358   420,060 
Shareholders� equity per common share (net asset value)
 $14.02  $13.57  $12.11  $10.20  $8.79  $8.07 
Common shares outstanding at period end(2)
  102,296   99,607   85,057   65,414   55,919   52,047 

Six Months
Ended June

30, Year Ended December 31,

2002 2001 2001 2000 1999 1998 1997

(unaudited)
Other Data:

Investments funded
 $195,455  $299,843  $680,329  $901,545  $751,871  $524,530  $364,942 
Repayments
  67,017   42,544   74,461   111,031   139,561   138,081   233,005 
Sales
  126,280   74,648   129,980   280,244   198,368   81,013   53,912 
Realized gains
  15,429   6,596   10,107   28,604   31,536   25,757   15,804 
Realized losses
  (6,579)  (1,605)  (9,446)  (13,081)  (6,145)  (3,216)  (5,100)
Return on average assets(4)
  �   �   9.4%   9.1%   9.2%   10.1%   7.9% 
Return on average equity(4)
  �   �   17.0%   17.2%   17.5%   18.0%   14.8% 

(1) Distributions are based on taxable income, which differs from income for financial reporting purposes. Dividends for 1997 exclude certain
merger-related dividends of $0.51 per common share.

(2) Excludes 234,977, 516,779 and 810,456 common shares held in the deferred compensation trust at and for the years ended December 31,
2000, 1999, and 1998, respectively.
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(3) See �Senior Securities� on page 51 for more information regarding our level of indebtedness.

(4) Return on average assets and return on average equity are only presented on an annual basis as interim period calculations may not be
meaningful due to quarterly fluctuations in net increase in net assets from operations.

2002 2001 2000

(in thousands, Qtr
2
Qtr
1
Qtr
4
Qtr
3
Qtr
2
Qtr
1
Qtr
4
Qtr
3
Qtr
2
Qtr
1

except per share data)
Quarterly Data (unaudited):
Total interest and related portfolio income
 $73,193  $82,391  $82,666  $72,634  $68,739  $65,071  $61,735  $55,992  $49,965  $43,897 
Net investment income before net realized and unrealized gains
  42,561   53,869   53,016   44,189   42,118   39,728   34,725   30,719   24,700   22,573 
Net increase in net assets resulting from operations
  73,454   55,961   42,890   59,703   46,106   52,028   42,281   36,449   34,790   29,581 
Diluted earnings per common share
  0.71   0.55   0.43   0.63   0.51   0.60   0.52   0.48   0.50   0.45 
Dividends declared per common share
  0.55   0.53   0.51   0.51   0.50   0.49   0.46   0.46   0.45   0.45 
Net asset value per common share(1)
  14.02   13.71   13.57   13.42   12.79   12.26   12.11   11.56   10.96   10.44 

(1) We determine net asset value per common share as of the last day of the quarter. The net asset values shown are based on outstanding shares
at the end of each period, excluding common shares held in our deferred compensation trust.
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WHERE YOU CAN FIND

ADDITIONAL INFORMATION

      We have filed with the SEC a registration statement on Form N-2 together with all amendments and related
exhibits under the Securities Act of 1933. The registration statement contains additional information about us and the
securities being offered by this prospectus. You may inspect the registration statement and the exhibits without charge
at the SEC at 450 Fifth Street, NW, Washington, DC 20549. You may obtain copies from the SEC at prescribed rates.

      We file annual, quarterly and current reports, proxy statements and other information with the SEC. You can
inspect our SEC filings, without charge, at the public reference facilities of the SEC at 450 Fifth Street, NW,
Washington, DC 20549. The SEC also maintains a web site at http://www.sec.gov that contains our SEC filings. You
can also obtain copies of these materials from the public reference section of the SEC at 450 Fifth Street, NW,
Washington, DC 20549, at prescribed rates. Please call the SEC at 1-800-SEC-0330 for further information on the
public reference room. Copies may also be obtained, after paying a duplicating fee, by electronic request to
publicinfo@sec.gov or by written request to Public Reference Section, Washington, DC 20549-0102. You can also
inspect reports and other information we file at the offices of the New York Stock Exchange, and you are able to
inspect those at 20 Broad Street, New York, NY 10005.
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RISK FACTORS

 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. In addition to the other
information contained in this prospectus, you should consider carefully the following information before making an
investment in our Securities.

 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 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, 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. Our
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 meet 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 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.

10

Edgar Filing: ALLIED CAPITAL CORP - Form N-2/A

25



 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 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 assurance 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 indebtedness 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
dollar 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 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%.

 Illustration. The following table illustrates the effect of leverage on returns from an investment in our common
stock assuming various annual returns, net of expenses. The calculations in the table below are hypothetical and actual
returns may be higher or lower than those appearing below. The calculation assumes (i) $2,568.6 million in total
assets,
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(ii) an average cost of funds of 7.2%, (iii) $1,009.0 million in debt outstanding and (iv) $1,434.5 million of
shareholders� equity.

Assumed Return on Our Portfolio

(net of expenses)

-20% -10% -5% 0% 5% 10% 20%

Corresponding return to shareholder -40.8% -23.0% -14.0% -5.1% 3.9% 12.8% 30.7%

 Changes in interest rates may affect our cost of capital and net investment income. 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 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
permitted 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.

 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 substantially 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-
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through tax 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 certain 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 to us 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 annually, 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.

 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 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 laws and regulations also are subject to change.
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 Results may fluctuate and may not be indicative of future performance. Our 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 could 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 common 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 following:

� 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;

� 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 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 lawsuits filed against us, see �Business � Legal Proceedings.�

Disclosure Regarding Forward-Looking Statements

 Information contained or incorporated by reference in this prospectus, and the accompanying prospectus
supplement, if any, 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 �Risk Factors� and certain
other factors noted throughout this prospectus, and the accompanying prospectus supplement, if any, and in
any exhibits to the registration statement of which this prospectus, and the accompanying prospectus
supplement, if any, is a part, 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.
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 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,
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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 prospectus 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 �Risk Factors� and elsewhere in this prospectus and any exhibits of the
registration statement of which this prospectus is a part. You should not place undue reliance on these
forward-looking statements, which apply only as of the date of this prospectus or any accompanying
supplement to this prospectus.
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USE OF PROCEEDS

      Unless otherwise specified in the prospectus supplement accompanying this prospectus, we intend to use the net
proceeds from selling our Securities for general corporate purposes, which include investment in the debt or equity
securities of primarily private companies or non-investment grade commercial mortgage-backed securities, repayment
of indebtedness, acquisitions and other general corporate purposes. We typically raise new equity when we have
attractive investment opportunities.

      We anticipate that substantially all of the net proceeds of any offering of our Securities will be used, as described
above, within six months, but in no event longer than two years. Pending investment, we intend to invest the net
proceeds of any offering of our Securities in time deposits, income-producing securities with maturities of three
months or less that are issued or guaranteed by the federal government or an agency of the federal government, and
high quality debt securities maturing in one year or less from the time of investment. Our ability to achieve our
investment objective may be limited to the extent that the net proceeds of any offering, pending full investment, are
held in time deposits and other short-term instruments.
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PRICE RANGE OF COMMON STOCK AND DISTRIBUTIONS

      Our common stock is traded on the New York Stock Exchange under the symbol �ALD.� The following table lists
the high and low closing sales prices for our common stock, the closing sales price as a percentage of net asset value
(NAV) and quarterly dividends per share. On August      , 2002, the last reported closing sale price of the common
stock was $           per share.

Closing
Sale Premium Premium

Price(2) of High of Low
Sales
Price

Sales
Price Declared

NAV(1) High Low to
NAV

to
NAV Dividends

Year ended December 31, 2000

First Quarter
 $10.44  $19.69  $16.06   189%  154% $0.45  
Second Quarter
  10.96   18.69   16.56   171   151   0.45  
Third Quarter
  11.56   21.13   17.44   183   151   0.46  
Fourth Quarter
  12.11   21.38   18.50   177   153   0.46 
Year ended December 31, 2001

First Quarter
 $12.26  $24.44  $20.13   199%  164% $0.49  
Second Quarter
  12.79   25.40   19.57   199   153   0.50  
Third Quarter
  13.42   24.83   21.50   185   160   0.51  
Fourth Quarter
  13.57   26.00   21.57   192   159   0.51 
Year ending December 31, 2002

First Quarter
 $13.71  $28.93  $25.84   211%  188% $0.53  
Second Quarter
  14.02   27.66   20.88   197   149   0.55  
Third Quarter (through August   , 2002)
                      0.56 

(1) Net asset value per share is determined as of the last day in the relevant quarter and therefore may not reflect the net asset value per share on
the date of the high and low sales prices. The net asset values shown are based on outstanding shares at the end of each period.

(2) Prior to June 6, 2001, our common stock was traded on the Nasdaq National Market under the symbol �ALLC.� The closing sale prices listed
are as reflected on the respective exchanges for the periods presented.

     Our common stock continues to trade in excess of net asset value. There can be no assurance, however, that we will
maintain a premium to net asset value.

      We intend to pay quarterly dividends to shareholders of our common stock. The amount of our quarterly dividends
is determined by our board of directors. Our board of directors has established a dividend policy to review the
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dividend rate quarterly, and may adjust the quarterly dividend rate throughout the year. See �Management�s Discussion
and Analysis of Financial Condition and Results of Operations � Equity Capital and Dividends� and �Tax Status.� We
cannot assure that we will achieve investment results or maintain a tax status that will permit any particular level of
dividend payment. Our credit facilities limit our ability to declare dividends if we default under certain provisions.

      We maintain a dividend reinvestment plan for our common shareholders. Effective May 1, 2002, we converted
from an �opt out� to an �opt in� dividend reinvestment plan. As a result, if our board of directors declares a dividend, then
our new shareholders will receive cash dividends, unless they specifically �opt in� to the dividend reinvestment plan to
reinvest their dividends and receive additional shares of common stock. Existing dividend reinvestment plan accounts
will not be affected by this amendment. See �Dividend Reinvestment Plan.�
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MANAGEMENT�S DISCUSSION AND ANALYSIS

OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

 The information contained in this section should be read in conjunction with our selected condensed consolidated
financial data and our consolidated financial statements and notes thereto appearing elsewhere in this prospectus.

 Financial or other information presented for private finance portfolio companies has been obtained from the
portfolio company, and the financial information presented may represent unaudited, projected or pro forma financial
information, and therefore may not be indicative of actual results. In addition, the private equity industry uses
financial measures such as EBITDA or EBITDAM (Earnings Before Interest, Taxes, Depreciation, Amortization and,
in some instances, Management fees) in order to assess a portfolio company�s financial performance and to value a
portfolio company. EBITDA and EBITDAM are not intended to represent cash flow from operations as defined by
accounting principles generally accepted in the United States of America and such information should not be
considered as an alternative to net income, cash flow from operations or any other measure of performance
prescribed by accounting principles generally accepted in the United States of America.

OVERVIEW

      We are a business development company that provides long-term debt and equity investment capital to support the
expansion of companies in a variety of industries. Our lending and investment activity is generally focused in private
finance and commercial real estate finance, primarily in non-investment grade commercial mortgage-backed
securities, which we refer to as CMBS. Our private finance activity principally involves providing financing through
privately negotiated long-term debt and equity investment capital. Our private financing is generally used to fund
growth, buyouts, acquisitions, recapitalizations, note purchases, and bridge financings. We generally invest in private
companies though, from time to time, we may invest in public companies that lack access to public capital or whose
securities may not be marginable.

      Our portfolio composition at June 30, 2002 and December 31, 2001, 2000 and 1999 was as follows:

At
At December 31,

June 30,
2002 2001 2000 1999

Private Finance 69% 68% 72% 53%
Commercial Real Estate Finance
  31%  32%  28%  42%
Small Business Finance
  �%  �%  �%  5%

      Our earnings depend primarily on the level of interest and related portfolio income, fee income and net realized
and unrealized gains or losses earned on our investment portfolio after deducting interest paid on borrowed capital and
operating expenses. Interest income results from the stated interest rate earned on a loan and the amortization of loan
origination points and discounts. The level of interest income is directly related to the balance of the interest-bearing
investment portfolio multiplied by the weighted average yield. Our ability to generate interest income is dependent on
economic, regulatory and competitive factors that influence new investment activity, the amount of loans for which
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interest is not accruing and our ability to secure debt and equity capital for our investment activities.

PORTFOLIO AND INVESTMENT ACTIVITY

      Total portfolio investment activity and yields at and for the six months ended June 30, 2002 and 2001 and at and
for the years ended December 31, 2001, 2000 and 1999 were as follows:

At and for the
Six Months At and for the Years

Ended June 30, Ended December 31,

2002 2001 2001 2000 1999
($ in millions)

(unaudited)
Portfolio at value
 $2,381.0  $2,000.6  $2,329.6  $1,788.0  $1,228.5 
Investments funded
 $195.5  $299.8  $680.3  $901.5  $751.9 
Change in accrued or reinvested interest and dividends
 $19.5  $25.5  $51.6  $32.2  $12.8 
Repayments
 $67.0  $42.5  $74.5  $111.0  $139.6 
Sales
 $126.3  $74.6  $130.0  $280.2  $198.4 
Yield*
  13.8%  14.2%  14.3%  14.1%  13.0%

* The weighted average yield on the interest-bearing investments 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 interest-bearing investments, divided by
(b) total interest-bearing investments at value. The weighted average yield is computed as of the balance sheet date.

Private Finance

      The private finance portfolio, investment activity and yields at and for the six months ended June 30, 2002 and
2001 and at and for the years ended December 31, 2001, 2000 and 1999 were as follows:

At and for the

Six Months At and for the Years
Ended

Ended
June 30, December 31,

2002 2001 2001 2000 1999
($ in millions)

(unaudited)
Portfolio at value:

Loans and debt securities
 $1,050.8  $1,044.5  $1,107.9  $966.3  $559.7  
Equity interests
  584.5   360.9   487.2   316.2   87.3    

Edgar Filing: ALLIED CAPITAL CORP - Form N-2/A

37



Total portfolio
 $1,635.3  $1,405.4  $1,595.1  $1,282.5  $647.0    

Investments funded
 $69.8  $113.9  $287.7  $600.9  $346.7 
Change in accrued or reinvested interest and dividends
 $19.1  $24.4  $48.9  $31.8  $10.1 
Repayments
 $56.0  $23.1  $43.8  $75.7  $83.2 
Yield*
  13.9%  14.6%  14.8%  14.6%  14.2%

* The weighted average yield 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.

     Private finance new investment activity across the industry slowed during 2001, largely due to a lack of available
senior debt capital and the state of the economy in general. We believe the level of merger and acquisition activity
throughout the U.S. has continued to
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be depressed into 2002, and we have seen fewer opportunities for mezzanine or equity investment in the first six
months of 2002 as compared to 2001. We believe the environment for private finance investing appears to be
improving and, although the merger and acquisition environment remains slow, we are seeing more new investment
opportunities related to recapitalization and growth financings. In the third quarter of 2002, we have completed two
financings totaling $51 million to date. We are also beginning to see increasing activity within our own portfolio as
there are several companies in the private finance portfolio that are in the process of exploring sale, initial public
offering or recapitalization events. This means that we may see opportunities to continue our involvement with some
of these companies by financing the buyout or recapitalization transactions. This activity could also result in
additional potential realized or unrealized gains for the remainder of 2002 and into 2003.

      Investments funded during the six month period ended June 30, 2002 and the years ended December 31, 2001,
2000 and 1999 consisted of the following:

Loans and Equity
Debt

Securities Interests Total

($ in thousands)
For the six months ended June 30, 2002(1)

Companies more than 25% owned
 $15,962  $3,759  $19,721  
Companies 5% to 25% owned
  7,494   7,046   14,540  
Companies less than 5% owned
  34,023   1,506   35,529    

Total
 $57,479  $12,311  $69,790    

For the year ended December 31, 2001(1)

Companies more than 25% owned
 $47,860  $78,260  $126,120  
Companies 5% to 25% owned
  8,203   3,721   11,924  
Companies less than 5% owned
  142,144   7,548   149,692    
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Total
 $198,207  $89,529  $287,736    

For the year ended December 31, 2000(1)

Companies more than 25% owned
 $10,807  $111,457  $122,264  
Companies 5% to 25% owned
  115,594   41,925   157,519  
Companies less than 5% owned
  294,969   26,108   321,077    

Total
 $421,370  $179,490  $600,860    

For the year ended December 31, 1999(1)

Companies more than 25% owned
 $�  $3,750  $3,750  
Companies 5% to 25% owned
  2,103   �   2,103  
Companies less than 5% owned
  318,097   22,700   340,797    

Total
 $320,200  $26,450  $346,650    
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(1) The private finance portfolio is presented in three categories�companies more than 25% owned which represent portfolio companies where
we directly or indirectly own more than 25% of the outstanding voting securities of such portfolio company and therefore are deemed
controlled by us under the 1940 Act; companies owned 5% to 25% which represent portfolio companies where we directly or indirectly own
5% to 25% of the outstanding voting securities of such portfolio company or where we hold one or more seats on the portfolio company�s
board of directors and, therefore are deemed to be an affiliated person under the 1940 Act; and companies less than 5% owned which
represent portfolio companies where we directly or indirectly own less than 5% of the outstanding voting securities of such portfolio
company and where we have no other affiliations with such portfolio company.
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     At June 30, 2002, we had outstanding funding commitments of $69.0 million to portfolio companies, including
$31.6 million committed to private venture capital funds.

      We fund new investments using cash, through the issuance of our common equity, the reinvestment of previously
accrued interest and dividends in debt or equity securities, or the current reinvestment of interest and dividend income
through the receipt of a debt or equity security (payment-in-kind income). From time to time we may opt to reinvest
accrued interest receivable in a new debt or equity security, in lieu of receiving such interest in cash and providing a
subsequent growth investment.

      We may acquire more than 50% of the common stock of a company in a control buyout transaction. Control
investments are generally structured such that we earn a current return through a combination of interest income on
our senior loans and subordinated debt, dividends on our preferred and common stock, and management or transaction
services fees to compensate us for the managerial assistance that we provide to a controlled portfolio company. In
some cases for companies that are more than 50% owned, we may not accrue interest on loans and debt securities if
such company is in need of additional capital and, therefore, we may defer current debt service. Our most significant
investments acquired through control buyout transactions at June 30, 2002 were The Hillman Companies, Inc.,
(formerly SunSource, Inc.), acquired in 2001, Business Loan Express, Inc., acquired in 2000 and WyoTech
Acquisition Corporation, acquired in 1998.

 The Hillman Companies, Inc. During 2001, we acquired 93.2% of the common equity of SunSource, Inc. for
$71.5 million in cash. Subsequently, SunSource completed the sale of its STS business unit and distributed
$16.5 million in cash to us, reducing our common stock cost basis to $57.2 million at December 31, 2001. As part of
the STS sale, we invested $3.2 million in the new STS. During the third quarter of 2001, we received fees from
SunSource of $2.8 million related to transaction assistance for the SunSource sale and STS sale, and $1.6 million for
the syndication of SunSource�s senior credit facilities. In addition, we realized a gain of $2.5 million from the sale of
warrants prior to the buyout transaction. During the first quarter of 2002, SunSource changed its name to The Hillman
Companies, Inc., also referred to as Hillman. At June 30, 2002, our investment in Hillman totaled $131.0 million at
value, or 5% of total assets. The value of our investment in Hillman increased by $32.8 million during the second
quarter of 2002 as discussed below.

      Hillman is a leading manufacturer of key making equipment and distributor of key blanks, fasteners, signage and
other small hardware components and operates in multiple channels of the retail marketplace such as hardware stores,
national and regional home centers and mass merchants. Hillman has certain patent-protected products including key
duplication technology that is important to its business. Hillman�s primary operations are located in Cincinnati, Ohio.

      For the six months ended June 30, 2002, Hillman had total revenue of $139 million, earnings before interest, taxes,
depreciation, amortization and management fees, or EBITDAM, of $23 million, and profits before taxes of $3 million.
Hillman is above plan for the year and as of June 30, 2002, is projected to achieve revenues of approximately
$276 million, EBITDAM of approximately $50 million, and profits before taxes of approximately $7 million for the
year ending December 31, 2002. Hillman had total assets of $360 million and total debt of $141 million at June 30,
2002. Hillman is current on all of its debt obligations and is in compliance with all debt covenants.
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 Business Loan Express, Inc. On December 31, 2000, we acquired 94.9% of BLC Financial Services, Inc. in a
�going private� buyout transaction for $95.2 million. We issued approximately 4.1 million shares of our common stock,
or $86.1 million of new equity, and paid $9.1 million in cash to acquire BLC, which thereafter changed its name to
Business Loan Express, Inc.

      As part of the transaction, we recapitalized Allied Capital Express, our small business lending operation, as an
independently managed private portfolio company and merged it into Business Loan Express. We contributed certain
assets, including our online rules-based underwriting technology and fixed assets, and transferred 37 employees to the
private portfolio company. Upon completion of the transaction, our investment in Business Loan Express as of
December 31, 2000 totaled $204.1 million and consisted of $74.5 million of subordinated debt, $25.1 million of
preferred stock, and $104.5 million of common stock. At June 30, 2002, our investment in Business Loan Express
totaled $251.9 million at value, or 9.8% of our total assets. During the second quarter of 2002, the value of our
investment in Business Loan Express increased by $19.9 million, and as of June 30, 2002, we have recorded total
unrealized appreciation of $35.4 million on this investment.

      Business Loan Express is the nation�s second largest non-bank government guaranteed lender utilizing the Small
Business Administration�s 7(a) Guaranteed Loan Program and is licensed by the Small Business Administration as a
Small Business Lending Company (SBLC). Therefore, changes in the laws or regulations that govern SBLCs or the
Small Business Administration�s 7(a) Guaranteed Loan Program or changes in government funding for this program
could have a material impact on Business Loan Express or its operations. Business Loan Express is a preferred lender
as designated by the Small Business Administration in 67 markets across the United States, and originates, sells and
services small business loans. In addition to the 7(a) Guaranteed Loan Program, Business Loan Express originates
loans under the USDA Business and Industry Guaranteed Loan Program and originates conventional small business
loans. Business Loan Express has offices in 35 cities and is headquartered in New York, New York.
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      Unaudited financial data for Business Loan Express at and for the year ended June 30, 2002 was as follows:

At and for the
Year Ended
June 30,
2002(1)

(unaudited)
($ in millions)

Operating Data

Total revenue
 $84.6  
Profits before taxes
 $3.6  
Earnings before interest,
taxes and management
fees (EBITM)
 $43.0 
Balance Sheet Data

Total assets(2)
 $276.2  
Total debt
 $183.0  
Total shareholders� equity
 $59.0 
Other Data

Total loan originations
 $565.1  
Serviced loan portfolio
 $1,372.6  
Number of loans
  2,083  
Loan delinquencies(3)
  9.4% 

(1) Financial results at and for the year ended June 30, 2002 are preliminary and not audited and are therefore subject to adjustment prior
to completion of the audit.

(2) Included in total assets is $6 million of goodwill. There is no other goodwill on BLX�s balance sheet. We acquired 94.9% of BLC
Financial Services, Inc. on December 31, 2000. �Push-down� accounting was not required with respect to this transaction; accordingly,
goodwill was not recorded by BLX.

(3) Represents the percentage of loans in the serviced portfolio that are greater than 30 days delinquent, which includes loans in workout
status. Delinquencies for the types of small business loans made by BLX typically range between 8% and 12%.

     The loans originated by Business Loan Express, or BLX, are generally secured by commercial real estate. Loans
originated under the 7(a) Guaranteed Loan Program also require the personal guarantee of the borrower and, in many
cases, the loans are also secured by additional real estate collateral. Because the loans are secured by collateral,
Business Loan Express� annual loan losses for its SBA 7(a) loans, computed using the unguaranteed balance of the
SBA 7(a) serviced portfolio, were 0.6% on average for the last five years.

      Business Loan Express sells or securitizes substantially all of the loans it originates. BLX currently sells the
guaranteed piece of SBA 7(a) guaranteed loans for cash premiums of up to 10% of the guaranteed loan amount plus a
retained annual servicing fee generally between 1% and 1.6% of the guaranteed loan amount. Alternatively, BLX may
sell the guaranteed piece of SBA 7(a) guaranteed loans at par and retain an annual servicing spread, at current prices,
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of generally between 4.0% and 4.8%. BLX securitizes the unguaranteed piece of the SBA 7(a) loans and other loans it
originates. Typically, BLX retains between 0% and 2.7% of the loan securitization pools and receives a spread from
the excess of loan interest received on the loans sold over the interest cost on the securities issued in the securitization
generally between 4.7% and 4.8%.

      As a result of BLX�s guaranteed loan sales and as a result of securitization transactions, BLX had assets at June 30,
2002 totaling approximately $106 million representing the residual interests in and servicing assets for loans sold or
securitized,
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together referred to as Residual Interests. These Residual Interests represent the discounted present value of future
cash flow streams to be received from loans sold or securitized after making allowances for prepayments, losses and
loan delinquencies.

      If loan payments on all loans were to be received as stated in the loan agreements, estimated future cash flows to
BLX from loans sold or securitized would total approximately $412 million in the aggregate over the remaining term
of these loans. Of the approximate $412 million, estimated cash flows for the years ended June 30, 2003, 2004, 2005,
and 2006 would be approximately $33 million, $31 million, $30 million and $29 million, respectively.

      Business Loan Express has a three-year $124 million revolving credit facility. As the controlling shareholder of
Business Loan Express, we have provided an unconditional guaranty to the revolving credit facility lenders in an
amount of up to 50% of the total obligations (consisting of principal, accrued interest and other fees) of Business Loan
Express under the revolving credit facility. The amount guaranteed by us at June 30, 2002 was $48.1 million. This
guaranty can be called by the lenders only in the event of a default by Business Loan Express. Business Loan Express
was in compliance with the terms of the revolving credit facility at June 30, 2002. We have also provided two standby
letters of credit in connection with two term securitization transactions completed by Business Loan Express in the
second quarter of 2002 totaling $10.6 million.

      Business Loan Express is currently contemplating a corporate restructure and recapitalization whereby the
company would convert from a corporation to a limited liability company. This restructure would enable the company
to have greater flexibility as it grows. Upon such restructure and recapitalization our equity interests would be
converted to membership units and the earnings of Business Loan Express would pass through to its members as
dividends. There can be no assurance when or if the corporate restructure and recapitalization will occur.

 WyoTech Acquisition Corporation. On July 1, 2002, we sold WyoTech Acquisition Corporation for $84.4 million
in cash. We acquired WyoTech in December of 1998 and owned 91% of the common equity of WyoTech. At June 30,
2002, our investment had a cost basis of $16.4 million, which represented all of the debt ($12.6 million), preferred
stock ($3.7 million) and 91% of the common equity capital ($0.1 million) of WyoTech. Our total cash proceeds from
the sale of WyoTech, including the repayment of debt and preferred stock and the sale of our 91% common equity
ownership, were approximately $77.0 million, resulting in a realized gain of approximately $60.6 million on the
transaction. At June 30, 2002, we determined the fair value of our investment in WyoTech to be $77.0 million, which
resulted in an increase in fair value during the second quarter of $6.6 million. The sale of WyoTech is subject to
post-closing working capital adjustments, if any, and customary indemnification provisions.
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Commercial Real Estate Finance

      The commercial real estate finance portfolio, investment activity and yields at and for the six months ended
June 30, 2002 and 2001 and at and for the years ended December 31, 2001, 2000 and 1999 were as follows:

At and for
the

Six Months At and for the
Ended
June 30,

Years Ended
December 31,

2002 2001 2001 2000 1999
($ in millions)

(unaudited)
Portfolio at value:

CMBS bonds
 $560.9  $405.5  $558.3  $311.3  $277.7  
Collateralized debt obligations
  52.5   24.9   24.2   �   �    

Total CMBS
  613.4   430.4   582.5   311.3   277.7  
Commercial mortgage loans
  62.0   87.8   79.6   106.4   154.1  
Residual interest
  69.0   74.9   69.9   81.7   81.7  
Real estate owned
  1.3   2.1   2.5   6.1   6.5    

Total Portfolio
 $745.7  $595.2  $734.5  $505.5  $520.0    
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Investments funded
 $125.7  $185.9  $392.6  $149.0  $288.7 
Change in accrued or reinvested interest
 $0.4  $1.1  $2.7  $1.1  $2.8 
Repayments
 $11.0  $19.4  $30.7  $24.3  $50.8 
Sales
 $126.3  $74.6  $130.0  $151.7  $86.1 
Yield*
  13.7%  13.6%  13.5%  13.1%  12.3%

* The weighted average yield on the interest-bearing investments 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 interest-bearing investments, divided by
(b) total interest-bearing investments at value. The weighted average yield is computed as of the balance sheet date. Interest-bearing
investments for the commercial real estate finance portfolio include all investments except for real estate owned.

     Our primary commercial real estate investment activity is the investment in non-investment grade commercial
mortgage-backed securities, or CMBS. In 1998, we began to take advantage of a unique market opportunity to acquire
non-investment grade CMBS bonds at significant discounts from the face amount of the bonds. We believe that
CMBS is an attractive asset class because of the yields that can be earned on a security that is secured by commercial
mortgage loans, and ultimately commercial real estate properties. We plan to continue our CMBS investment activity,
however, in order to maintain a balanced portfolio, we expect that CMBS will continue to represent approximately
20% to 25% of our total assets. Our CMBS investment activity level will be dependent upon our ability to invest in
CMBS at attractive yields.

      Our commercial real estate investment activity for the six months ended June 30, 2002 and for the years ended
December 31, 2001, 2000 and 1999 was as follows:

Amount Invested

Face Amount
Amount Discount Funded Yield(1)

($ in millions)
For the six months ended June 30, 2002
CMBS bonds
 $181.4  $(83.8) $97.6   14.7% 
CDOs
  28.0   �   28.0   17.5% 
Commercial mortgage loans
  0.1   �   0.1   10.0%    

Total
 $209.5  $(83.8) $125.7   15.2%    
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Amount Invested

Face Amount
Amount Discount Funded Yield(1)

($ in millions)
For the year ended December 31, 2001
CMBS bonds
 $661.4  $(295.6) $365.8   14.0% 
CDOs
  24.6   �   24.6   16.9% 
Commercial mortgage loans
  2.2   �   2.2   10.0%    

Total
 $688.2  $(295.6) $392.6   14.2%    

For the year ended December 31, 2000

CMBS bonds
 $244.6  $(120.3) $124.3   14.7% 
Commercial mortgage loans
  25.5   (0.8)  24.7   10.9%    

Total
 $270.1  $(121.1) $149.0   14.1%    
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