Edgar Filing: MUNICIPAL MORTGAGE & EQUITY LLC - Form 424B3

MUNICIPAL MORTGAGE & EQUITY LLC
Form 424B3
October 07, 2003

As filed Pursuant to Rule 424 (b) (3)
Registration No. 333-107277

THE INFORMATION IN THIS PRELIMINARY PROSPECTUS SUPPLEMENT AND THE ACCOMPANYING
PROSPECTUS IS NOT COMPLETE AND MAY BE CHANGED. THIS PRELIMINARY PROSPECTUS
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"MMA." On October 3, 2003, the last sale price as reported on the New York Stock
Exchange was $24.65 per share.

INVESTING IN THE COMMON SHARES INVOLVES RISKS THAT ARE DESCRIBED IN THE
"RISK FACTORS" SECTION BEGINNING ON PAGE S-9 OF THIS PROSPECTUS SUPPLEMENT.

PER SHARE TOTAL
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Proceeds, before expenses, to Municipal Mortgage & Equity,
L $ $

The underwriters may also purchase up to an additional 435,000 shares
from Municipal Mortgage & Equity, LLC at the public offering price, less the
underwriting discount, within 30 days from the date of this prospectus
supplement, to cover overallotments.

Neither the Securities and Exchange Commission nor any state securities
commission has approved or disapproved of these securities or determined if this
prospectus supplement or the accompanying prospectus is truthful or complete.
Any representation to the contrary is a criminal offense.

The shares will be ready for delivery in New York, New York on or about
October , 2003.
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You should rely only on the information contained or incorporated by
reference in this prospectus supplement and the accompanying prospectus. We have
not, and the underwriters have not, authorized any other person to provide you
with different information. If anyone provides you with different or
inconsistent information, you should not rely on it. We are not, and the
underwriters are not, making an offer to sell these securities in any
jurisdiction where the offer or sale is not permitted. You should assume that
the information appearing in this prospectus supplement, the accompanying
prospectus and the documents incorporated by reference is accurate only as of
the date of the document in which the information appears. Our business,
financial condition, results of operations and prospects may have changed since
those dates.

In this prospectus supplement, "we," "us," "our" and "ours" each refer to
Municipal Mortgage & Equity, LLC, together with all of its subsidiaries.
Municipal Mortgage & Equity, LLC is a Delaware limited liability company that is
treated as a partnership for federal income tax purposes. Not all of its
subsidiaries are treated as partnerships. We refer to "MuniMae" when we discuss
only the parent of all of our entities —-- Municipal Mortgage & Equity,
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LLC -- and not our subsidiaries. Our tax-exempt mortgage revenue bond portfolio
is held by MuniMae TEI Holdings, LLC through first-tier and remote tier
subsidiaries. MuniMae TEI Holdings, LLC is a first-tier wholly owned subsidiary
of MuniMae. In this prospectus supplement, MuniMae TEI Holdings, LLC and its
first-tier and remote tier subsidiaries are referred to as the "TEI Group."
Midland Financial Holdings, Inc. and its direct and indirect subsidiaries,
through which we conduct a substantial portion of the operating segment of our
business, are referred to in this prospectus supplement as "MFH."

THROUGH AND INCLUDING NOVEMBER , 2003 (THE 25TH DAY AFTER THE DATE OF
THIS PROSPECTUS SUPPLEMENT), ALL DEALERS EFFECTING TRANSACTIONS IN THESE
SECURITIES, WHETHER OR NOT PARTICIPATING IN THIS OFFERING, MAY BE REQUIRED TO
DELIVER A PROSPECTUS. THIS IS IN ADDITION TO THE DEALERS' OBLIGATION TO DELIVER
A PROSPECTUS WHEN ACTING AS UNDERWRITERS AND WITH RESPECT TO THEIR UNSOLD
ALLOTMENTS OR SUBSCRIPTIONS.

PROSPECTUS SUPPLEMENT SUMMARY

This prospectus supplement summary is not complete and may not contain all
of the information that is important to you. To understand this offering of
common shares, you should read the entire prospectus supplement, the
accompanying prospectus and the documents incorporated by reference carefully,
especially the risk factors and federal income tax considerations.

THE COMPANY

We invest in, and earn asset management and other fees from, multifamily
housing and other real estate financings. At June 30, 2003, we owned or managed
a portfolio of debt and equity investments secured directly or indirectly by 933
properties that contained a total of 96,168 units and were located in 48 states
and the U.S. Virgin Islands. We operate under the trade name "MMA Financial."
Our operations consist of two business segments:

— An investing segment consisting of subsidiaries that hold investments
producing primarily tax—-exempt interest income. A significant portion of
our investments are tax-exempt mortgage revenue bonds or interests in
tax—-exempt mortgage revenue bonds issued by state and local governments
or their agencies or authorities to finance affordable multifamily
housing developments. Multifamily housing developments, as well as the
rents paid by the tenants, typically secure these investments.

— An operating segment that provides servicing, loan origination and tax
credit and other equity syndication services. These operations and the
equity investments made by this segment generate taxable income.

MuniMae is organized as a limited liability company. This structure allows
it to combine the limited liability, governance and management characteristics
of a corporation with the pass-through income features of a partnership. As a
result, the tax-exempt income MuniMae derives from certain investments remains
tax exempt when MuniMae passes the income through to shareholders. We conduct
most of the business of our operating segment through corporate subsidiaries,
which do not have the pass-through and other tax advantages of limited liability
companies. Absent the impact of capital gains and losses, which impact may be
different for each shareholder, and dividends from our corporate subsidiaries,
approximately 100.0% of our net income distributed to shareholders for the three
years ended December 31, 2002 was tax exempt. While we produced taxable income
each year, we had deductions sufficient to offset substantially all of our
taxable income otherwise allocable to shareholders during that period. We do not
expect this to be true in future periods. See "Risk Factors —-- The percentage of
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our income that is tax exempt will decrease as a result of the HCI acquisition.
It could also decrease if the focus of our business changes."

The key elements of our strategy are:

— Selective Investments. We acquire new assets, primarily secured by
multifamily housing developments, that have characteristics similar to
our other investments and possess attractive returns. For the six months
ended June 30, 2003, we participated in transactions with respect to
tax—-exempt bonds and bond-related investments having a face value of
$61.6 million, all of which we expect to generate tax—-exempt income.
These transactions include portions of and whole tax-exempt bonds, senior
floating rate securities from the securitization of bonds and subordinate
securities that entitle us to the cash flow from a bond remaining after
payments are made to holders of senior securities.
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— Intensive Asset Management. We seek to maximize current and future cash
flow through active management of our investments. To achieve this goal,
we utilize strategic asset management plans to maximize collections of
debt service payments while maintaining the long term economic viability
of the properties securing our investments. On a portfolio-wide basis, we
conduct ongoing site visits and inspections, managing agent assessments,
budget reviews, market analyses and monthly and annual operating
statement reviews, and also monitor the capital plans for each property.
We have the opportunity to realize greater returns on some of our
investments if the underlying property performs well. Participating
tax—-exempt mortgage revenue bonds, on which the amount of the interest
payments made to us is based on property performance, represented
approximately 17.2% of the fair value of the tax-exempt bonds and
bond-related investments we held at June 30, 2003.

- Balanced Funding Strategy and Diverse Sources of Capital. We utilize a
combination of equity financing, debt financing and securitizations of
our assets to finance the acquisition of our investments and manage
interest rate risks. This allows us to manage our cost of capital and
cash flows from our investment portfolio while funding acquisitions. Our
capital providers include commercial banks, pension funds,
government-sponsored entities, investment banks and other institutional
investors.

- Range of Expanded Product Lines. We have diversified our product lines
to include investments that generate taxable income, tax credit and other
equity placement and investment advisory services. In addition, we have
increased our investments in new product types in order to capitalize on
opportunistic situations and to identify potential new investment
programs. We have also increased our investments in some product types,
such as draw-down loan financings, to capitalize on current market
conditions, and we continue to identify potential new investment programs
to respond to changing market conditions and opportunities.

On July 1, 2003, we completed the acquisition of the Housing and Community
Investing unit, known as HCI, of Lend Lease Real Estate Investments, a
subsidiary of Australia-based Lend Lease Corporation, for a purchase price of
$102.0 million. HCI operates a tax credit equity syndication business. In this
capacity, HCI creates and manages investment opportunities for institutional
investors through the government sponsored Low Income Housing Tax Credit
Program. HCI's primary product is the syndication of equity investments in
limited partnerships to finance multifamily properties that generate federal tax
credits for qualified taxable investors. The invested equity finances a wide
range of affordable housing developments across the United States. Developments
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include new construction and substantial rehabilitations and revitalizations of
public housing. HCI maintains a significant platform in the tax credit market as
one of the largest sponsors of tax credit investments, with approximately $3.8
billion in equity under management. HCI's developer and investor client
portfolio has minimal overlap with our legacy tax credit equity syndication
business. As of June 30, 2003, on a pro forma basis taking into account our
acquisition of HCI, we owned or managed a portfolio of debt and equity
investments secured directly or indirectly by 2,044 properties that contained a
total of 218,625 units.

We use our combination of real estate and tax—exempt investment expertise
to select and manage our investments and to develop financing opportunities. Our
senior management team, led by Mark K. Joseph, our Chairman and Chief Executive
Officer, has an average of eight years of experience with us and our affiliates,
and an average of 21 years of experience in the real estate industry.

Our executive offices are located at 218 North Charles Street, Suite 500,
Baltimore, Maryland 21201 and our telephone number is (443) 263-2900. Our
website is www.mmafin.com. We do not incorporate by reference the contents of
our website into this prospectus supplement.
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BUSINESS SEGMENTS AND SOURCES OF INCOME
Investing Segment

Our investing segment consists of the TEI Group, which holds investments
producing primarily tax-exempt interest income. The following table sets forth
summary data with respect to the tax-exempt bonds and bond-related investments
held by our investing segment as of June 30, 2003. With respect to participating
bonds, pro forma annual interest represents year-to-date aggregate interest
income as of June 30, 2003, annualized, except for one bond for which, had we
annualized interest received at June 30, 2003, the resulting income would have
exceeded the maximum amount we are permitted to receive on the bond in any
calendar year; for that bond we assumed a maximum permitted interest rate of
16.0%. With respect to non-participating bonds, pro forma annual interest is the
product of the bond coupon rate and the unpaid principal balance as of June 30,
2003. With respect to residual bond-related investments, pro forma annual
interest is derived by first calculating the product of (w) the principal amount
of the senior certificates outstanding as of June 30, 2003 and (x) the average
Bond Market Association index rate for the six months ended June 30, 2003 plus
transaction fees and an interest rate spread to cover certain costs, and then
subtracting that amount from the interest payments on the bond underlying the
securitization, which is the product of (y) the bond coupon rate and (z) the
unpaid principal balance of that bond.

% OF WEIGHTED PRO
TOTAL AVERAGE FORMA
FACE FAIR FAIR INTEREST ANNUAL
AMOUNT VALUE VALUE RATE INTEREST

% OF
TOTAL

ANNUAL
INTEREST

(DOLLARS IN THOUSANDS)

INVESTMENTS IN TAX-EXEMPT

BONDS:
Participating bonds.......... $ 82,716 $ 84,228(1) 10.86% 8.02%(2) $ 6,634
Non-participating bonds...... 651,518 622,758 (1) 80.27% 7.27%(3) 47,341
Participating subordinate

bonds. v v ettt i i 60,379 51,154 6.59% 7.76%(2) 4,685

11.06%
78.95%

$5
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Non-participating subordinate

bonds........ .o, 19,003 17,653 2.28% 8.84%(3) 1,301 2.17%
Total/average.......veveuen.. $813,616 $775,793 100.00% 7.42% $59,961 100.00%
PRO
FORMA
FACE FAIR ANNUAL
AMOUNT VALUE INTEREST

(DOLLARS IN THOUSANDS)

INVESTMENT IN BOND-RELATED
INVESTMENTS: . ........... $ 334 $ 11,756 $10,180 (6)

(1) Aggregate fair value of these bonds includes the fair values of 15 bonds
that we have securitized, resulting in $211.7 million of corresponding short
term debt and 17 bonds that we have securitized, resulting in $119.0 million
of corresponding long term debt on our balance sheet. These bonds continue
to be included as assets on our balance sheet because the accounting for
these transactions is partially dependent on certain call provisions that
enable us to retain effective control over these bonds.

(2) We derive weighted average interest rate of participating bonds by
annualizing June 30, 2003 year-to-date aggregate interest paid on all
participating bonds and dividing by the aggregate face amount of all
participating bonds as of June 30, 2003. For one bond, we assumed a maximum
interest rate of 16.0% because annualizing the interest received at June 30,
2003 would have produced a result in excess of the maximum amount the
obligor is required to pay on that bond. Because the interest on
participating bonds is based partly on property performance, annualizing the
interest for those bonds may not reflect the annual interest we will
actually receive.

(3) We derive weighted average interest rate of non-participating bonds by
summing the product of the face amount multiplied by the post-construction
interest rate of each non-participating bond and dividing the total by the
aggregate outstanding face amount of all non-participating bonds.

(4) With respect to participating bonds, we derive low and high interest rates
by annualizing aggregate interest paid at June 30, 2003 and dividing by the
face amount as of June 30, 2003. With respect to non-participating bonds, we
use the interest rates stated in the bonds. For one participating bond, we
assumed a maximum permitted interest rate of 16.0%, even though annualizing
the interest
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received at June 30, 2003 would have produced a higher result, because that
result would have been in excess of the maximum amount the obligor is required
to pay on that bond.

(5) Our Riverset bond pays us interest only to the extent of cash flow. The
minimum pay rate is zero. Interest accrues at the stated base rate if it is
not paid and is due at maturity.
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(6) Interest income from our residual interests may vary substantially as
interest rates rise and fall. See "Risk Factors —-- We may suffer adverse
consequences from changing interest rates."

Operating Segment

Our operating segment provides servicing, loan origination and tax credit
and other equity syndication services. It also makes equity investments for our
account. These operations and investments generate taxable income. For the six
months ended June 30, 2003, our operating segment generated $12.2 million in
fees, comprising $2.9 million of loan origination fees, $3.7 million of loan
servicing fees, $3.2 million of brokerage fees we earned from tax credit equity
syndication fund origination fees and $2.3 million of asset management and
advisory fees. Loan origination fees do not include $1.0 million of origination
fees that we received in connection with loan origination activity that we defer
and amortize into income over the life of the investment.

THE OFFERING
Common shares offered......... 2,900,000

Common shares outstanding
after the offering............ 31,748,611 (1)

Use of proceeds.........vvn We estimate that our net proceeds from this
offering without exercise of the overallotment
option will be approximately $67.9 million. We
intend to use the net proceeds to reduce
indebtedness incurred in connection with our
acquisition of HCI discussed below under
"Recent Developments —-- Acquisition of HCI,"
with the balance to be used for general
corporate purposes. See "Use of Proceeds."

Risk Factors........oeeeeevvnnn See "Risk Factors" and other information
included in this prospectus supplement, the
accompanying prospectus and the documents
incorporated by reference for a discussion of
factors you should carefully consider before
deciding to invest in the common shares.

New York Stock Exchange
SYmMbol. .ottt e e "MMA"

(1) The number of shares outstanding after the offering excludes 2,872,033
shares reserved for issuance under our share option plans, of which options
to purchase 1,382,970 shares at an average exercise price of $19.69 were
outstanding as of June 30, 2003. This number assumes that the underwriters'
overallotment option is not exercised. If the overallotment option is
exercised in full, we will issue and sell an additional 435,000 shares
yielding estimated additional net proceeds of approximately $10.2 million.

DISTRIBUTION POLICY

The holders of the common shares are entitled to distributions as declared
by our board of directors. Our current policy is to distribute to the holders of
common shares at least 80.0% of our cash flow from operations (exclusive of
capital-related items and reserves), but only after payment of distributions to
the holders of preferred shares issued by one of our subsidiaries.
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RECENT DEVELOPMENTS
ACQUISITION OF HCI

As described earlier in this summary, we completed the acquisition of HCI
from Lend Lease in July 2003. HCI was acquired by a newly formed wholly owned
subsidiary of MuniMae Midland, LLC known as MMA Financial TC Corporation. HCI
operates a tax credit equity syndication business.

To finance the acquisition of HCI and the associated working capital needs,
we entered into a $120.0 million credit and guarantee agreement for an
acquisition loan with Royal Bank of Canada, as administrative agent, and RBC
Capital Markets, as lead arranger. The acquisition loan is an 18-month facility
with an annual interest rate of 5.27% as of October 6, 2003. The interest rate
on the acquisition loan can vary. Both RBC Capital Markets and ML Capital
Corporation are lenders under the acquisition loan. See "Underwriting —-- Other
Relationships."

The revenue derived from the operations of HCI produces taxable income. An
increase in our taxable income is likely to reduce the percentage of our
distributions to shareholders that is tax exempt. See "Risk Factors —-- The
percentage of our net income that is tax exempt will decrease as a result of the
HCI acquisition. It could also decrease if the focus of our business changes."
In addition, the nature of the HCI operations is expected to result in higher
income in the second and fourth fiscal quarters than in the first and third
fiscal quarters.

The foregoing description of the acquisition is qualified in its entirety
by reference to the full text of the Purchase and Sale Agreement, a copy of
which is filed as an exhibit to our Current Report on Form 8-K filed with the
Securities and Exchange Commission on July 1, 2003, which is incorporated by
reference in the prospectus accompanying this prospectus supplement.

INVESTMENTS IN TAX-EXEMPT BONDS

During the third calendar quarter of 2003, we purchased approximately $51.4
million in face value of tax-exempt bonds. Although historically we have funded
the entire face amount of the bonds at the time of closing, we have agreed with
certain borrowers that we will advance only a portion of the funding and make
the remainder available to the borrowers as they are able to employ the funds
for costs of the project. Using this draw-down mechanism reduces the amount of
our capital at risk in the event the project is not completed and reduces the
interest cost to the borrower until all of the funds are drawn. The following
table sets forth summary data regarding these transactions.

S-=7

WEIGHTED
FACE AVERAGE
AMOUNT OF PERMANENT DATE OF
UNDERLYING INTEREST INITIAL
BOND RATE PURCHASE
(DOLLARS IN THOUSANDS)
BArtram SPriNgS . v vt e e eeeeeeeeeneeeneenneenas $ 9,530 6.650% 9/30/2003
Cedar Park Ranch (1) c v v it ittt ettt e eeeenenn 10,350 6.800 8/1/2003
Desert Eagle EstatesS ...t n e et ineeeenennnnn. 12,600 6.661 9/5/2003

AMOUNT

FUNDED A

SEPTEMBER
2003

$ 9,530
1,401
1,925
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Evergreen at Mesquite (1) ....uuieeneeneenennnnn. 11,000 6.661 8/29/2003

Park at Landmark. .....e e ieneinmeeenneeneeenns 3,000 8.750 7/17/2003

Walnut Grove Apartments......c...oeeeeeeeennneenns 4,900 7.050 7/25/2003
1o o= B $51, 380

(1) In a draw-down bond financing, the bond proceeds are drawn as needed to
construct or rehabilitate a multifamily project. The Cedar Park Ranch and
Evergreen at Mesquite bonds are not typical draw-down bonds. To reduce the
interest cost to the developer, we or an affiliate enter into an investment
agreement with the developer pursuant to which the developer invests with
us the funds that it is not currently spending on project costs until the
developer is ready to use those funds, and we pay the developer interest at
the same rate it owes us on the bond.

SALE OF INVESTMENTS

From time to time we have sold investments when attractive prices were
available. Since June 30, 2003, we sold three investments (Buchanan Bay and
Hunter's Glen tax-exempt bonds, and Willowgreen Third Mortgage Taxable Loan) for
aggregate gross proceeds to us of approximately $22.0 million.

QUARTERLY DISTRIBUTION

On July 17, 2003, our board of directors raised our regular quarterly
distribution from $.4450 to $.4475 per common share. We paid the distribution on
August 8, 2003. This represents an annualized distribution of $1.79 per common
share and an indicated annualized yield of 7.26% based on the last sale price of
our common shares reported on the New York Stock Exchange on October 3, 2003.
Absent the impact of capital gains and losses, which impact may be different for
each shareholder, and dividends from our corporate subsidiaries, approximately
100.0% of our net income distributed to shareholders for the three years ended
December 31, 2002 was tax exempt. While we produced taxable income each year, we
had deductions sufficient to offset substantially all of our taxable income
otherwise allocable to shareholders during that period. We do not expect this to
be true in future periods. See "Risk Factors —-- The percentage of our income
that is tax exempt will decrease as a result of the HCI acquisition. It could
also decrease if the focus of our business changes."
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RISK FACTORS

Before you invest in our common shares, you should be aware that should any
of the events described in this risk factors section and elsewhere in this
prospectus supplement and the accompanying prospectus materialize, it could have
a material adverse effect on our business, financial condition and results of
operations. You should carefully consider these risk factors, together with all
of the other information included in this prospectus supplement and the
accompanying prospectus, before you decide to purchase our common shares.

THE PROPERTIES SECURING OUR INVESTMENTS MAY NOT GENERATE SUFFICIENT INCOME TO
MAKE THE PAYMENTS DUE TO US.

One of the major risks of owning investments secured by multifamily
residential properties is the possibility that the owner of the property
securing an investment does not make the payments due to us. The following is a
list of some of the things that might cause us to receive less income from our
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investments than we expect:

— Adverse economic conditions, either local, regional or national, may
limit the amount of rent that can be charged for rental units at the
properties. Adverse economic conditions may also result in a reduction in
timely rent payments or a reduction in occupancy levels.

— Occupancy and rent levels may decrease due to the construction of
additional housing units or the establishment of rent stabilization or
rent control laws or similar arrangements.

— A decline in the level of mortgage interest rates and other changes in
the mortgage finance market, such as the increasing availability of
zero—downpayment mortgages, may encourage tenants in multifamily rental
properties to purchase housing, which may reduce the demand for rental
housing.

- City, state and federal housing programs that subsidize many of the
properties impose rent limitations and may limit the ability of the
operators of the properties to increase rents. This may discourage
operators from maintaining the properties in proper condition during
periods of rapid inflation or declining market value of the properties.
In addition, the programs may impose income restrictions on tenants,
which may reduce the number of eligible tenants in the properties and
result in a reduction in occupancy rates. Even if a property is not
subject to legal restrictions on the amount of rent that may be charged
to low and moderate income tenants, rental market conditions and other
factors may result in reduced rents.

— Tenants who are eligible for subsidies or similar programs may not find
the differences in rents between the subsidized or supported properties
and other multifamily rental properties in the same area to be a
sufficient economic incentive to reside at a subsidized or supported
property, which may have fewer amenities or otherwise be less attractive
as a residence.

- Expenses at the property level, including but not limited to capital
needs, real estate taxes and insurance, may increase.

All of these conditions and events may increase the possibility that a
property owner may be unable to meet its obligations with respect to mortgage
bonds supporting our investments. This could negatively affect the amount of
cash that we have available to make distributions to holders of our common
shares.

These conditions and events could also result in a decline in the value of
a mortgage bond. If the mortgage bond has been securitized a decline in its
value could require us to terminate the securitization, which could result in
our making payments to the liquidity provider, or require us to post additional
investments as collateral. See "-- Our income would be adversely affected by
declining

property values and property performance." Accordingly, a decline in value of a
mortgage bond could have a negative effect on the amount of cash that we have
available to make distributions to holders of our common shares.

OUR INCOME WOULD BE ADVERSELY AFFECTED BY DECLINING PROPERTY VALUES AND PROPERTY
PERFORMANCE .

10
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Our business would be adversely affected by periods of economic slowdown or
recession that result in declining property values or property performance,
particularly declines in the value or performance of multifamily properties. Any
material decline in property values weakens the value of the properties as
collateral for our investments, may require us to post additional assets as
collateral (which limits our ability to generate income from those assets) and
increases the possibility of a loss in the event of a default. Additionally,
some of our income comes from contingent interest on participating tax-exempt
mortgage revenue bonds and equity investments in partnerships that own
multifamily housing developments. Accordingly, a decline in the performance of
the related multifamily housing developments would likely have a negative effect
on the amount of cash that we have available to make distributions to holders of
our common shares.

SUBSTANTIALLY ALL OF OUR INVESTMENTS ARE ILLIQUID.

There is no regular trading market for substantially all of our
investments. This lack of liquidity could be worse during turbulent market
conditions or if any of our tax—-exempt bonds become taxable or go into default.
If we require additional cash during a turbulent market, we may have to sell our
investments on unfavorable terms. In addition, the illiquidity associated with
our investments makes them hard to value and may cause significant changes in
the fair value of our investments, which would be reflected in our book value
and other comprehensive income.

WE MAY SUFFER ADVERSE CONSEQUENCES FROM CHANGING INTEREST RATES.

Changes in Interest Rates. A decrease in market interest rates may result
in a bond issuer redeeming or a bond borrower prepaying or refinancing the bond
prior to its stated maturity. We may not be able to reinvest the proceeds of any
redeemed investment at an attractive rate of return. This may adversely affect
the amount of cash that we have available to make distributions to holders of
our common shares.

An increase in market interest rates may lead our securitization
counterparties or prospective purchasers of our existing investments to demand a
higher annual yield than they currently receive. This could increase our cost of
capital and reduce the market value of our investments, and may result in a
reduction, possibly to zero, of interest distributions we receive from our
residual trust interests. These occurrences would adversely affect the amount of
cash that we have available to make distributions to holders of our common
shares. In addition, an increase in market interest rates could lead to a
decrease in the value of some of our investments. This could cause some
counterparties to demand additional collateral to preserve our existing
securitization facilities. To the extent that additional collateral could not be
provided to satisfy these demands, these securitization facilities could be
terminated, which could also adversely affect our financial condition and the
amount of cash that we have available to make distributions to holders of our
common shares.

Hedging Strategies. Developing an effective interest rate risk management
strategy is complex, and no strategy can completely insulate us from all
potential risks associated with interest rate changes. There is a significant
risk that we could be required to ligquidate investments to satisfy margin calls
if interest rates rise or fall dramatically. In addition, hedging involves
transaction costs. If we hedge against interest rate risks, we may substantially
reduce our net income or adversely affect our financial

S-10

condition. Furthermore, there can be no assurance that our interest rate hedging
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activities will protect us fully against all of the risks involved.

At June 30, 2003, we had $401.9 million of floating interest rate exposure
related to our securitizations. At June 30, 2003, $231.0 million of our floating
rate exposure was hedged by interest rate swaps. Net payments received by us
from our interest rate hedges, if any, will be taxable income, even though the
investments we are hedging typically pay tax-exempt interest. We enter into
hedges for limited time periods that are typically substantially shorter than
the term of our interest rate exposure. At June 30, 2003, the weighted average
maturities of our floating rate securitizations and interest rate hedges were
approximately 5.5 and 4.1 years, respectively. There can be no assurance that we
will be able to enter into new hedges at favorable prices, or at all, when the
existing arrangements expire, a risk that is increased by our use of a strategy
that requires us to enter into new arrangements often. In addition, while we
have historically hedged most of our securitization-related floating rate
exposure using interest rate swaps, we may reevaluate our interest rate risk
management policies and determine to hedge less of our securitization-related
floating rate risk as we grow and diversify our product lines.

OUR INCOME DEPENDS ON THE PERFORMANCE OF COUNTERPARTIES TO OUR CONTRACTUAL
OBLIGATIONS.

All of our income is derived from contractual obligations to make payments
to us. Some of our structured transactions, such as the securitization
transactions, are extremely complex. See "-- Other parties have priority on the
interest and principal of some of our investments, including where we have
issued guarantees." We also engage in limited amounts of buying and selling of
hedging products and mortgage instruments, including, but not limited to, buying
and selling total return swaps and financial futures contracts and options on
financial futures contracts and trading forward contracts in order to hedge bond
purchase commitments. These instruments are complex and can produce volatile
results, including margin calls. Hedging and participating in structured
transactions, particularly of a complex nature, exposes us to the credit risks
of our counterparties who may in certain circumstances not pay or perform under
their contracts. Accordingly, we cannot assure you that our investment or
hedging strategies will have the desired results.

WE HAVE OFF-BALANCE-SHEET FINANCING.

We have in the past obtained, and may in the future obtain, a portion of
our funding from securitizing tax-—-exempt bonds. When we securitize a bond and
purchase only subordinate certificates, our rights are subordinate to the
payment in full of the value of outstanding senior certificates. In addition, we
are the guarantor on $16.2 million of demand notes relating to loans we made and
then sold. See "-- Other parties have priority on the interest and principal of
some of our investments, including where we have issued guarantees." Under our
policies in effect prior to September 30, 2001, and consistent with generally
accepted accounting principles, we did not include these obligations and the
related assets on our balance sheet. Although generally accepted accounting
principles allow us to keep similar financing generated by future securitization
transactions off our balance sheet, due to potential accounting issues
associated with off-balance-sheet transactions we decided to change our policies
for most transactions entered into after September 30, 2001. Under our new
policies, we intend to treat all future securitization transactions in which we
own interests in the bonds prior to their securitization as borrowings and
include the senior certificate obligations and the related assets on our balance
sheet. We do not expect to change our accounting treatment for the senior
certificates and demand notes that were treated as off-balance-sheet obligations
as of September 30, 2001. The amount of those obligations as of June 30, 2003
was $119.9 million. In addition, we continue to create off-balance-sheet debt
when we acquire subordinate securities from securitizations in which we did not
own
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an interest in the bonds prior to their securitization. The amount of those
obligations as of June 30, 2003 was $86.6 million. We may change these policies
at any time in the future.

Further, in January 2003, the Financial Accounting Standards Board approved
Interpretation No. 46, "Consolidation of Variable Interest Entities," known as
FIN 46, which may require that we recharacterize the treatment of certain of our
investments as either on-balance sheet or off-balance sheet beginning with our
next quarterly financial statements. We are currently reviewing the impact of
FIN 46 on the tax credit syndication funds in which we participate, as well as
investments that we account for under the equity method of accounting, but we
have not made a final determination of the effect of FIN 46 on our financial
statements. This final determination could result in additional liabilities
being required to be included on our balance sheet.

Investors may become concerned about investing in us or any company that
has significant off-balance-sheet financings. If investors or other parties
determine that our off-balance-sheet financing adversely affects their
willingness to own an interest in or engage in transactions with us, our
business and the value of our common shares would be negatively affected.

OTHER PARTIES HAVE PRIORITY OVER US WITH RESPECT TO THE PAYMENT OF INTEREST AND
PRINCIPAL ON SOME OF OUR INVESTMENTS, INCLUDING WHERE WE HAVE ISSUED GUARANTEES.

Investments owned by TE Bond Subsidiary, LLC and its subsidiaries. We own
100% of the common shares of TE Bond Subsidiary, LLC; however, TE Bond
Subsidiary has also issued $168.0 million of preferred shares to third parties.
The holders of the preferred shares have the first right to income and principal
of the investments held by the subsidiary, up to the liquidation preference of
the preferred shares of $168.0 million plus unpaid distributions upon any
liquidation. The investments in TE Bond Subsidiary and its subsidiaries
represented $672.7 million of fair value or 42.0% of our gross assets as of June
30, 2003 and generated $31.1 million or 45.8% of our gross income for the six
months ended June 30, 2003. As of June 30, 2003, 85.4% of the fair value of our
tax—-exempt bonds and bond-related investments was held by TE Bond Subsidiary and
its subsidiaries. Holders of the subsidiary's preferred shares are entitled to
an aggregate of $12.0 million in distributions per annum.

Securitized or Collateralized Investments. We securitize some of our
investments that generate tax—-exempt income to provide funds for other
investments at what we believe is a low cost relative to the cost of other forms
of financing. In a typical short-term securitization, we cause tax-exempt bonds
to be deposited into a trust. The trust sells to third-party investors
short-term floating rate interests that have first priority on the cash flow
from the deposited tax-exempt bonds. We purchase from the trust the right to
receive the interest remaining after the trust makes payments to the holders of
the senior floating rate interests, which is called a residual interest. In the
event the trust cannot meet its obligations, all or a portion of the deposited
tax—-exempt bonds may be sold to satisfy the obligations to the holders of the
senior interests. Therefore, cash flow from these tax—-exempt bonds may not be
available to pay any amounts on our residual interests. In the event of the
liquidation of the tax—-exempt bonds, no payment will be made to us except to the
extent that the sale price received for the tax-exempt bonds exceeds the amounts
due on the senior obligations of the trust.

Typically the payment of the interest and principal on the senior floating

rate interests is guaranteed by a third-party credit enhancement provider. We
also typically pledge tax-exempt bonds, but may pledge other types of assets, to
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secure the credit enhancement provider's guarantee of payment to the holders of
the senior floating rate certificates. If the trust has insufficient income to
repay the short-term senior floating rate certificates and the third party is
required to repay the senior floating rate certificates, our pledged assets may
be sold to reimburse the third party for its advance of funds and we may lose
the cash flow from the tax—-exempt bonds and our ownership interest in them. Our
ability to remedy

defaults inside the trust is limited. At June 30, 2003, $318.9 million, or 40.5%
of the fair value, of our tax—-exempt bonds and bond-related investments (in
addition to the tax-exempt bonds that are the subject of the securitization),
was pledged to secure repayment by a third party of $401.9 million in principal
amount of short-term senior floating rate certificates. These assets that were
pledged as collateral produced $26.0 million, or 37.1%, of our pro forma annual
interest income from our tax-exempt bonds and bond-related investments.

In addition to short-term securitizations, we also utilize longer term
fixed-rate securitizations. The interests sold from the longer term
securitization trusts bear interest at a fixed rate or at a fixed rate for
several years and then are subject to a remarketing. Similar to short-term
securitizations, we pledge other tax—-exempt bonds that we own to secure our
repayment obligation. At June 30, 2003, approximately $65.6 million, or 8.3% of
the fair value, of our tax—-exempt bonds and bond-related investments (in
addition to the tax-exempt bonds that are the subject of the securitization) was
pledged to secure repayment of the $119.0 million in principal amount of senior
trust certificates issued by the securitization facilities. The assets that were
pledged as collateral produced $10.0 million, or 14.2%, of our pro forma annual
interest income from our tax-exempt bonds and bond-related investments.

Subordinated Investments. A portion of our investments are subordinated
securities or interests in bonds that are junior in right of payment to other
bonds, notes or instruments. At June 30, 2003, these investments represented
$68.8 million, or 8.7% of the fair value, of our tax-exempt bonds and bond-
related investments and produced $6.0 million, or 8.5%, of our pro forma annual
interest income from tax-exempt bonds and bond-related investments. Among the
risks of these investments are that borrowers may not be able to make payments
on both the senior and the junior interests and that the value of the underlying
asset may be less than the amounts owed to both the senior and the junior
interest holders. In certain circumstances, the borrower may also issue
additional senior debt, further reducing the security available for the junior
interest holders. As a consequence, we, as a holder of the junior security,
could receive less than the full and timely repayment of our investment.
Moreover, the holders of the senior interests may control the ability to enforce
remedies. Without the consent of the senior holders, we will have limited
ability to take actions that might protect our interests. If the cash flow with
respect to a particular investment is not sufficient to make full payments on
the junior interests, this may adversely affect the amount of cash that we have
available to make distributions to holders of our common shares.

Guarantee and loss sharing agreements. As part of our regular business, we
sometimes guarantee obligations of third parties and agree to share losses, 1if