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If this Form is filed to register additional securities for an offering pursuant to Rule 462(b) under the Securities Act, please check the following box and list the

Securities Act registration statement number of the earlier effective registration statement for the same offering. o
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If this Form is a registration statement pursuant to General Instruction I.D. or a post-effective amendment thereto that shall become effective upon filing with the

Commission pursuant to Rule 462(e) under the Securities Act, check the following box. o

If this Form is a post-effective amendment to a registration statement filed pursuant to General Instruction L.D. filed to register additional securities or additional

classes of securities pursuant to Rule 413(b) under the Securities Act, check the following box. o
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may determine.
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SUBJECT TO COMPLETION, DATED JUNE 22, 2007

The information in this prospectus is not complete and may be changed. Neither we nor the selling securityholder may sell these securities until this
registration statement filed with the Securities and Exchange Commission is effective. The prospectus is not an offer to sell these securities and is not
soliciting an offer to buy these securities in any state where the offer or sale is not permitted.

PROSPECTUS

2,154,763 SHARES OF COMMON STOCK

This prospectus relates to the resale from time to time by the stockholder named herein of 2,154,763 shares of our common stock.
We will pay all expenses of this offering, other than commissions and discounts of broker-dealers and market makers.
We will not receive any cash proceeds from the resale of the shares of our common stock by the selling security holder named herein.

Our common stock is listed on the New York Stock Exchange under the symbol ARC. The last reported sale price of our common stock on the
New York Stock Exchange on June 21, 2007 was $ 12.04 per share.

INVESTING IN OUR COMMON STOCK INVOLVES RISKS. YOU SHOULD CAREFULLY CONSIDER
THE RISK FACTORS BEGINNING ON PAGE 6 OF THIS PROSPECTUS BEFORE YOU MAKE AN
INVESTMENT IN OUR COMMON STOCK.

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

The date of this prospectus is , 2007
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ABOUT THIS PROSPECTUS

This prospectus is part of a registration statement which we filed with the Securities and Exchange Commission, or SEC, using a  shelf
registration process. Under this shelf process, certain stockholders may sell the shares of our common stock issued from time to time, as
described in this prospectus. We will not receive any proceeds from any sale of the shares of our common stock by the selling stockholder. You
should read both this prospectus and the additional information described under the heading Where You Can Find More Information beginning

on page 47.

Unless the context otherwise requires, in this prospectus the terms ARC, the Company, we, us or our refer to Affordable Residential

Communities Inc. and its consolidated subsidiaries.

OP or operating partnership refers to Affordable Residential Communities LP, our operating

partnership subsidiary. The term NLASCO refers to the business of NLASCO, Inc. and its consolidated subsidiaries and controlled affiliates.

You should rely only on the information contained in or incorporated by reference in this prospectus. We have not authorized anyone to
provide you with information different from that contained in or incorporated by reference in this prospectus. The information
contained in this prospectus is accurate only as of the date of this prospectus, regardless of the time of delivery of this prospectus or of

any sale of our common stock.
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PROSPECTUS SUMMARY

The following summary highlights selected information contained elsewhere in this prospectus and may not contain all of the information that is
important to you. We encourage you to read this prospectus together with additional information described under the heading Where You Can
Find More Information in its entirety. You should pay special attention to the Risk Factors section of this prospectus.

The Company

Affordable Residential Communities Inc. is a Maryland corporation that is engaged in the renovation, repositioning and operation of primarily
all-age manufactured home communities, the retail sale and financing of manufactured homes, the rental of manufactured homes and other
related businesses including acting as agent in the sale of homeowners insurance and related products, primarily to residents or prospective
residents in our communities. Through NLASCO and its subsidiaries ARC also has a property and casualty insurance operation in Waco, Texas
primarily providing fire and homeowners insurance for low value dwellings and manufactured homes. ARC was organized in July 1998 and
operates primarily through Affordable Residential Communities LP, or Operating Partnership or the OP, of which ARC is the sole general
partner and owned 97.4% as of March 31, 2007, and its subsidiaries. On February 18, 2004, ARC completed its initial public offering, or IPO.
Through the years ended December 31, 2005, ARC was organized as a fully integrated, self-administered and self-managed equity REIT for

U.S. federal income tax purposes. In March 2006, ARC s board of directors decided to revoke our election as a REIT for U.S. federal income tax
purposes beginning for the year ending December 31, 2006. In January, 2007, ARC closed its acquisition of NLASCO.

ARC s common stock is traded on the New York Stock Exchange (the NYSE ) under the symbol ARC . ARC s Series A Cumulative Redeemable
Preferred Stock is traded on the NYSE under the symbol ARC-PA . ARC has no public trading history prior to February 12, 2004.

ARC s principal executive, corporate and property management offices are located at 7887 E. Belleview Avenue, Suite 200, Englewood,
Colorado 80111, and ARC s telephone number is (303) 383-7500. ARC s Internet address is www.aboutarc.com. The information contained on
ARC s website is not part of this prospectus.

For more information on ARC, please see Where You Can Find More Information and Incorporation of Documents by Reference in this
prospectus.

Recent Developments
Lawrence E. Kreider s resignation from ARC

On June 20, 2007, we announced the resignation of Lawrence E. Kreider as Executive Vice President, Chief Financial Officer and Chief
Information Officer.

Sale of the Manufactured Home Communities Business to an Affiliate of Farallon Capital Management, L.L.C.

On April 17,2007, we and certain of our subsidiaries entered into a transaction agreement (the Transaction Agreement ) with American

Riverside Communities LLC, or American Riverside Communities, an affiliate of Farallon Capital Management, L.L.C., or Farallon. Pursuant to

the terms and subject to the conditions set forth in the Transaction Agreement, we and certain of our subsidiaries agreed to sell to American

Riverside Communities (the Buyer ) substantially all of our operating assets relating to the manufactured home communities business (the
Farallon Transaction ). We will retain ownership of the recently acquired NLASCO insurance operations.
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Under the terms of the Transaction Agreement and after giving effect to estimated expenses and taxes, the amount realized by us is estimated to
be approximately $540 million to $550 million net of retained debt and preferred stock. The gross proceeds to us will be $1.794 billion
consisting of cash and assumed debt, subject to adjustment. We expect to retain approximately $125.0 million par value of Series A Preferred
Stock and $96.6 million of Senior Exchangeable Notes Due 2025.

We have made customary representations, warranties and covenants in the Transaction Agreement. We may not solicit competing proposals or,
subject to exceptions with respect to alternative proposals that may be superior, participate in any discussions or negotiations regarding
alternative proposals.

Consummation of the asset sale is subject to various closing conditions, including approval of the transaction by our stockholders. The
transaction is expected to be completed by the end of 2007.

The Transaction Agreement may be terminated under certain circumstances, including if our board of directors has determined in good faith that
it has received a superior proposal and otherwise complies with certain terms of the Transaction Agreement. Upon the termination of the
Transaction Agreement under certain specified circumstances, we will be required to pay American Riverside Communities a termination fee of
$20 million and to reimburse it for its transaction expenses up to $5 million. Upon the termination of the Transaction Agreement under other
specified circumstances, American Riverside Communities will be required to pay us a termination fee of either $37.5 million or $50 million.
Farallon Capital Partners, L.P., an affiliate of Farallon, has agreed to guarantee the obligations of American Riverside Communities with respect
to certain amounts payable under the Transaction Agreement.

To understand the asset sale fully and for a more complete description of the legal terms of the asset sale, you should carefully read the
Transaction Agreement and the other related documents filed by us with the Securities and Exchange Commission, or SEC, including our
Definitive Proxy Statement on Schedule 14A filed June 18, 2007 and our Current Report on Form 8-K, dated April 17, 2007, which are
incorporated by reference into this prospectus.

In January 2007, we acquired the common stock of NLASCO

On January 31, 2007, we acquired all of the stock of NLASCO, a privately held property and casualty insurance holding company. In exchange
for the stock, NLASCO s stockholders, consisting of C. Clifton Robinson and affiliates, received $105.75 million in cash and 1,218,880 shares of
our common stock for a total consideration of $119.1 million. In addition, Flexpoint Fund, L.P., a fund managed by Flexpoint Partners, LLC of
Chicago, Illinois, invested $20 million to purchase 2,154,763 shares of our common stock at the leading ten-day average market price of our
common stock on the date the agreement was signed, subject to certain anti-dilution provisions. The acquisition closed on January 31, 2007.

Such shares are being registered for resale pursuant to the registration statement of which this prospectus forms a part. Mr. Gerald J. Ford, a
director of ARC, is a limited partner of Flexpoint Fund, L.P., which is managed by Flexpoint Partners, LLC. As a limited partner, Mr. Ford is

pari passu with all other limited partners and has no financial interest in, or management authority of, its managing general partner.

In order to raise $80 million to provide a source of funding for a portion of the acquisition of NLASCO, we also conducted a rights offering to
our stockholders. In the rights offering, all holders of our common stock as of the record date of December 19, 2006 received one
non-transferable right to purchase 0.242 shares of our common stock for each share held. The price at which the additional shares were offered
for purchase was $8.00 per share. Gerald J. Ford, one of our directors and the beneficial owner of approximately 16.0% of our common stock
through an affiliate, Hunter s Glen/Ford, Ltd., backstopped the rights offering, meaning they agreed to purchase all shares of common stock that
remained unsubscribed for in the rights offering (other than those beneficially acquired by Mr. Ford in a private placement) and purchased
391,549 shares that were not purchased in the rights offering by the stockholders of record on the record date, at the rights offering price per
share of $8.00. Mr. Ford, directly and through an affiliate,
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ARC Diamond, LP, agreed to purchase in a private placement the full number of shares of our common stock that they would otherwise have
been entitled to subscribe for in the rights offering at $8.00 per share, thereby acquiring an additional 1,759,400 shares of our common stock
pursuant to this private placement. Currently, Mr. Ford is deemed to be the beneficial owner of 9,421,642 shares of our common stock.

C. Clifton Robinson relationship with ARC

In furtherance of the terms of the stock purchase agreement dated October 6, 2006, or the NLASCO Agreement, C. Clifton Robinson, Chairman
of NLASCO and a member of our board of directors, entered into certain ancillary agreements with us including, but not limited to, an
employment agreement, a non-competition agreement, a lock up agreement, and a registration rights agreement.

In conjunction with the closing of the NLASCO acquisition, NLASCO entered into an employment agreement with C. Clifton Robinson that
provides he will serve as chairman of NLASCO and will be paid $100,000 a year. In addition, NLASCO entered into an employment agreement
with Mr. Robinson s son, Gordon B. Robinson, the former vice chairman and deputy chief executive officer of NLASCO, pursuant to which he
will serve in an advisory capacity to NLASCO and for which he will be paid $100,000 per year.

Each employment agreement will be for a one-year term with automatic one-year extensions by agreement of the parties. The employment
agreements also include non-competition and non-solicitation provisions similar to that in the non-competition agreement discussed below, but
with a term until two years after the termination of employment. Further, each of the Robinsons entered into a non-competition agreement
pursuant to which he has agreed not to, directly or indirectly, engage or invest in, own, manage, operate, finance, control, or participate in the
ownership, management, operation, financing, or control of, be employed by, lend credit to, or render services to any business whose products,
services or activities compete with those of NLASCO or any of its subsidiaries within certain states. Each non-competition agreement also
includes customary non-solicitation provisions. The term of the non-competition agreements is five years. Lastly, C. Clifton Robinson executed
a share lock-up agreement pursuant to which he has agreed not to offer, sell, contract to sell, hypothecate, pledge, sell or grant any option, right
or warrant to purchase, or otherwise dispose of, or contract to dispose of, our common stock until 20 months after the closing date of the
NLASCO acquisition. Upon the closing of the NLASCO acquisition in January 2007, NLASCO became a wholly owned subsidiary of us.

In connection with the closing of our acquisition of NLASCO, and the issuance of shares of our common stock to Mr. Robinson, as described
above, on January 31, 2007, we entered into a registration rights agreement (the Robinson Registration Rights Agreement ) with Mr. Robinson
pursuant to which we agreed to prepare and file with the SEC, within 18 months after the date of the Robinson Registration Rights Agreement, a
registration statement with respect to the resale of the 1,218,880 shares of our common stock issued to Mr. Robinson.

Mr. Robinson was appointed to our board of directors in March 2007 pursuant to the terms of the NLASCO Agreement and was elected to our
board at this year s annual meeting held on June 20, 2007.

We redeemed the OP s preferred partnership units

In January 2007, all 705,688 units of the OP s Series C preferred partnership units were redeemed according to their terms for 1,628,410 shares
of our common stock.

We granted stock options to four senior executive officers

On July 27, 2006, the compensation committee of our board of directors approved the grant of 500,000 non-qualified stock option awards to four
of our senior executive officers pursuant to our 2003 equity incentive plan at an exercise price of $10.74 per share, the closing price of our
common stock on the
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NYSE on the date of grant. The options have a term of ten years from the date of the award. Under the terms of the grants, the options vest
ratably over a three-year period with the first third of the award amount vesting on the first anniversary of the award, the second third vesting on
the second anniversary date of the award, and the balance vesting on the third anniversary date of the award. Vesting is accelerated in certain
circumstances, including in the event of the death of the award recipient or in the event of a change of control, as defined in the plan.

On March 8, 2007, the Compensation Committee of our board of directors approved the grant of 25,000 non-qualified stock option awards to
four of our senior executive officers pursuant to our 2003 Equity Incentive Plan at the exercise price of $11.28 per share, the closing price of our
common stock on the NYSE on the date of grant. The options have a term through July 27, 2016. Under the terms of the grants, the options vest
ratably over a 3 year period with the first third vesting on July 27, 2007, the second third vesting on July 27, 2008 and the last third vesting on
July 27, 2009.

The consummation of the Farallon Transaction would constitute a change in control pursuant to the terms of the benefit plan under which stock
options were granted.

We amended our charter

On July 11, 2006, we entered into a stockholders right plan, or rights plan, under which one right was distributed as a dividend for each share of
our common stock held by stockholders of record as of the close of business on July 17, 2006. At a special meeting of stockholders held on
January 23, 2007, our stockholders approved an amendment to our charter, which set limitations on levels of stock ownership. As a result of the
actions taken at the meeting on January 23, 2007, our board of directors amended our rights plan by providing that if the rights were not
exercised by January 24, 2007, they were no longer exercisable. No rights were exercised as of January 24, 2007. The accumulated net operating
losses, or NOLs, that precipitated our rights plan will be retained by us upon the consummation of the Farallon Transaction. However, it is
anticipated that the consummation of this asset sale would cause us to utilize a significant portion of such NOLSs to offset otherwise taxable
gains.

We had modifications to our debt agreements

On July 11, 2006, six indirect wholly owned subsidiaries of the Operating Partnership, as co-borrowers, entered into a $230 million mortgage
debt facility with Merrill Lynch Mortgage Lending, Inc. Approximately $175 million of the proceeds of the loan were used to repay other debt.
The loan agreement is comprised of two components; a $170 million 10-year fixed rate mortgage debt component and a $60 million 3-year
floating rate mortgage debt component with two one-year (no-fee) extension options. The fixed rate component bears interest at 6.239% and
requires interest-only payments for the term of the loan. The floating rate component is adjusted monthly, bears interest at one-month LIBOR
plus 80 basis points and requires interest-only payments for the term of the loan. The loan is secured by 59 manufactured housing communities
located in 18 states as well as an assignment of leases and rents associated with the mortgaged property. The loan is non-recourse with the
exception that the repayment of the indebtedness is guaranteed by the Operating Partnership pursuant to a guaranty of non-recourse obligations
in the event of declaration of bankruptcy, interference with any of the lenders rights, and asset transfers and other activities in violation of the
loan documents. Under the provisions of the loan agreement, we have the right to prepay any portion of the floating rate component, with or
without release of the mortgaged property, without penalty.

Subsequent to a prepayment of the entire floating rate component of the loan, we have the option to prepay a fixed portion of the loan subject to
prepayment fees, yield maintenance or defeasance in accordance with the terms of the loan agreement. Subject to the Farallon Transaction,
obligations associated with the debt facility are subject to assumption by the Buyer upon closing of the transaction.
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Our board of directors authorized the sale of three communities and we closed on 40 contracted community sales

During 2006, our board of directors authorized the sale of three communities in addition to the 38 contracted for sale in 2005. We closed on 40
of these community sales transactions comprising $85.4 million of cash proceeds net of related debt, defeasance and other closing costs of $75.0
million. We expect to close one remaining sales transaction in 2007. There can be no assurance, however, that we will close the remaining
community sale, or, if it closes, that it will close on the terms set forth in its contract.

The Offering

Securities offered by the selling stockholder 2,154,763 shares of our common stock held by the selling
stockholder.

Use of Proceeds We will not receive any proceeds from the resale by the selling
stockholder of shares of our common stock. All such proceeds will
be received by the selling stockholder.

NYSE symbol ARC

Risk factors Before investing in our common stock you should carefully read and
consider the information set forth in Risk Factors beginning on
page 6 of this prospectus and all other information appearing
elsewhere and incorporated by reference in this prospectus and any
accompanying prospectus supplement.
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RISK FACTORS

Before you invest in our common stock, you should be aware that there are various risks, including those described below. You should consider
carefully these risk factors together with all of the other information included or incorporated by reference in this prospectus before making any
investment decisions. The following Risk Factors could adversely affect our revenue, expenses, net income, cash flow, ability to pay or refinance
our debt obligations, ability to make distributions to our stockholders, and/or the per share trading price of our common stock.

Risks Related to Our Properties and Operations

Adverse economic or other conditions in the markets in which we do business, including our five largest markets of Dallas/Fort Worth, Texas;
Atlanta, Georgia; Salt Lake City, Utah, the Front Range of Colorado; and Kansas City-Lawrence-Topeka, Kansas/Missouri, could negatively
affect our occupancy and results of operations.

Our operating results are dependent in part upon our ability to maintain and improve occupancy in our communities. Adverse economic or other
conditions in the markets in which we do business, and specifically in metropolitan areas of those markets, may negatively affect our occupancy
and rental rates, which in turn, may negatively affect our revenues. If our communities and our financing activities do not generate sufficient
funds to meet our cash requirements, including operating and other expenses and capital expenditures, our net income, cash flow, financial
condition, ability to service our indebtedness, and ability to make distributions could be adversely affected, any of which could adversely affect
the trading price of our publicly traded securities. The following factors, among others, may adversely affect the occupancy of our communities
and/or the revenues generated by our communities:

e competition from other available manufactured housing sites or available land for the placement of manufactured
homes outside of established communities and alternative forms of housing (such as apartment buildings and site built
single-family homes);

e local real estate market conditions such as the oversupply of manufactured housing sites or a reduction in demand
for manufactured housing sites in an area;

e the residential rental market, which may limit the extent to which our rents, whether for homes or homesites, may
be increased to meet increased expenses without decreasing our occupancy rates;

e perceptions by prospective tenants of the safety, convenience and attractiveness of our communities and the
neighborhoods where they are located;

e ourresidents performance in accordance with the terms of their conditional obligations;

e economic factors in each of these markets, such as a loss of a major employer, increases in property tax rates or
other similar factors;

e our ability to provide adequate management, maintenance and insurance; or

e increased operating costs, including insurance premiums, real estate taxes and utilities, or increased costs due to
changes in zoning or ordinance requirements or enforcement of the same.

Our communities located in Dallas/Fort Worth, Texas; Atlanta, Georgia; Salt Lake City, Utah; the Front Range of Colorado; and Kansas
City-Lawrence-Topeka, Kansas/Missouri, contain approximately 12.5%, 8.7%, 6.6%, 5.7% and 4.3%, respectively, of our total homesites as of
March 31, 2007. As a result of the geographic concentration of our communities in these markets, we are particularly exposed to the risks of
downturns in these local economies as well as to other local real estate market conditions or other conditions which could adversely affect our
occupancy rates, rental rates, costs of operation and the values of communities in these markets.
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Our results of operations also would be adversely affected if our tenants are unable to pay rent or if our homesites or our rental homes are unable
to be rented on favorable terms. If we are unable to promptly relet our homesites and rental homes or renew our leases for a significant number
of our homesites or rental homes, or if the rental rates upon such renewal or reletting are significantly lower than expected rates, then our
business and results of operations would be adversely affected. In addition, certain expenditures associated with each community (such as real
estate taxes and maintenance costs) generally are not reduced when circumstances cause a reduction in income from such community and could
increase without a corresponding increase in rental or other income. Furthermore, real estate investments are relatively illiquid and, therefore,
will tend to limit our ability to vary our portfolio promptly in response to changes in economic or market conditions.

In addition, periods of economic slowdown or recession, rising interest rates or declining demand for real estate, or the public perception that
any of these events may occur, could result in a general decline in rents or an increase in defaults under existing leases, which would adversely
affect our net income, cash flow, financial condition and ability to service our indebtedness, any of which could adversely affect the trading
price of our publicly traded securities.

We may not be able to maintain and improve our occupancy through expansion of our home rental program and our home lease with option to
purchase program, which could negatively affect our revenue and our results of operations.

We have responded to the challenging operating environment for manufactured home communities by developing and implementing a range of
programs and initiatives aimed at increasing and maintaining our occupancy, including our home rental program and our home lease with option
to purchase program. Our ability to maintain and increase occupancy and improve our operating margins in our existing communities in the
future will depend to a certain degree upon the success of these programs.

Pursuant to our rental home program, we acquire manufactured homes, place them on unoccupied homesites in selected communities in our
portfolio and lease them, typically for a one-year lease term. We also acquire repossessed homes in our communities through an offer and bid
process with third party finance companies. For the quarter ended March 31, 2007 and the year ended December 31, 2006, rental income
received from residents of our rental homes totaled $16.1 million and $59.3 million, respectively. Our overall occupancy at March 31, 2007,
excluding communities held for sale, was 82.7% with homeowners occupying 66.9% of our total homesites and tenants in our rental homes
occupying approximately 15.8% of our total homesites. If we are unable to maintain and/or improve occupancy in our communities through
expansion of our lease with option to purchase program and our home rental program, our operating results may be negatively affected. Our
ownership of rental homes also increases our capital requirements and our operating expenses and subjects us to greater exposure to risks such as
re-leasing risks and mold-related claims. In addition, any increased sales and leasing activities increase our exposure to these matters as well as
to legal and regulatory compliance costs and risks and to litigation and claims arising out of our sales and leasing activities.

Our home lease with option to purchase program is a program that differs significantly from programs offered by some of our competitors, and
we are not aware of any home lease with option to purchase program structured similarly to ours. Accordingly, while we believe our program
has been structured and is being implemented in compliance with applicable legal and regulatory requirements in all material respects, we have
no significant experience operating this program, and neither the structure and terms of the program nor our management and implementation of
the program have been subject to review by any court or regulatory agency or authority in any suit or proceeding. We cannot assure you, if any
such review were to occur, that the structure and terms of the program and our management and implementation of the program will be found to
be in compliance with all such applicable legal and regulatory requirements. Any determination by a court or other agency or authority of
competent jurisdiction finding a violation of
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any applicable legal or regulatory requirements, or the threat of such a determination, could subject us to material costs, fines, penalties,
judgments or other payments, or could cause us to have significant issues with respect to the continuance of the program, which could have an
adverse effect on our financial condition and results of operations, and also could result in significant changes to the structure and terms of the
program, which could increase the costs to us of continuing the program or otherwise adversely affect our ability to continue to maintain the
program, which could have an adverse effect on our ability to increase occupancy and improve our results of operations.

We may not be able to maintain and improve our occupancy through our in-community home sales and financing program, which could
adversely affect our revenues and our results of operations.

We have responded to the challenging operating environment for manufactured home communities by developing and implementing a range of
programs and initiatives aimed at increasing and maintaining our occupancy, including our in-community home sales and financing initiative.
Our ability to maintain and increase occupancy and improve our operating margins in our existing communities and retail operations in the
future will depend to some degree upon the success of this initiative. Through our in-community home sales and financing initiative, we have
expanded our capability both to acquire for-sale manufactured home inventory and sell these homes to customers in our communities at
competitive prices and to finance sales of these homes to customers in our communities. We have obtained a multi-year debt facility pursuant to
which we will be able to fund up to $125.0 million to support loan originations in connection with the sale of homes in our communities. If we
are not able to maintain this debt facility, we do not expect to be able to fully fund this initiative, which could significantly impair our ability to
maintain or increase our occupancy in our communities, improve operating margins in our retail operations and to achieve growth in our revenue
and overall operating margins. Additionally, if we do not have sufficient overall capital available to purchase additional homes in the future, we
may not be able to implement or fully implement these programs or initiatives, which could significantly impair our ability to maintain or
increase our occupancy in our communities, improve operating margins in our retail operations and to achieve growth in our revenues and
overall operating margins.

The availability of advances of funds under our consumer finance debt facility is subject to certain conditions that are beyond our control.
Conditions that could result in our inability to draw on this facility include a downgrade of the lender s credit rating and the absence of certain
markets for financing debt obligations secured by securities or mortgage loans. Funding under this facility may also be denied if the lender
determines that the value of the assets serving as collateral would be insufficient to maintain the required 75% loan-to-value ratio upon giving
effect to a request for funding. The lender can also at any time require that we prepay amounts funded or provide additional collateral if, in its
judgment, this is necessary to maintain the 75% loan-to-value ratio.

Although some members of our management group have experience in the consumer finance business, we have limited operating history and we
cannot assure that we will be able to successfully expand this initiative and manage this business. Loans produced by our in-community home
sales and financing initiative may have higher default rates than we anticipate, and demand for consumer financing may not be as great as we
anticipate or may decline.

Our in-community home sales and financing initiative operates in a regulated industry with significant consumer protection laws, and the
regulatory framework may change in a manner which may adversely affect our operating results. The regulatory environment and associated
consumer finance laws create a risk of greater liability from our in-community home sales and financing initiative and could subject us to private
claims and awards. This initiative is dependent on licenses granted by state and federal regulatory bodies, which may be withdrawn or which
may not be renewed and which could have an adverse impact on our ability to achieve our operating objectives. We have obtained many, and are
in the process of obtaining
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all of the remaining state and local licenses and permits necessary for us to implement this initiative in all of the markets in which we operate.
The terms of our acquisition agreement with Hometown America, L.C.C. ( Hometown ) may cause us to incur additional costs and liabilities.

Pursuant to the acquisition agreement with Hometown, we have assumed all liabilities and obligations of Hometown with respect to the
Hometown communities and the other acquired assets, whether known or unknown, absolute or contingent, and whether arising before or after
the date we acquired the Hometown communities, subject to limited exceptions. In addition, Hometown is not required to indemnify us for any
inaccuracy in or breach of any of its representations or warranties in the agreement. As a result of these provisions, we are responsible for
liabilities and obligations with respect to the Hometown communities and the other acquired assets for which we have no recourse to Hometown
or anyone else, and we may incur unanticipated costs in connection with completion of the Hometown acquisition and the integration of the
Hometown communities in excess of our expected costs.

The manufactured housing industry continues to face a challenging operating environment marked by a shortage of available financing for
home purchases and a significant decrease in manufactured home shipments, which has put downward pressure on occupancy in manufactured
home communities and may continue to do so.

The manufactured housing industry continues to face a challenging operating environment which has resulted in losses, exits from the industry
and significant curtailment of activity among manufacturers, retailers and consumer finance companies. When compared to the manufacturing,
retail home sales and consumer finance sectors of the manufactured housing industry, the manufactured home community sector has been
relatively less affected than the other three sectors but is also facing challenging conditions, including an increase in the number of repossessed
and abandoned homes, a shortage of consumer financing to support new manufactured home sales and move-ins and resale of existing homes in
manufactured home communities, and historically low mortgage interest rates and favorable credit terms for traditional entry-level, site-built
housing, all of which has put downward pressure on occupancy levels in our manufactured home communities and may continue to do so. We
expect industry conditions will remain difficult for the foreseeable future, based partly on overall economic conditions throughout the U.S. and a
continued shortage of consumer financing for manufactured home buyers.

We have reported historical accounting losses on a consolidated basis since our inception, and we may continue to report accounting losses in
the future.

We have had net losses available to common stockholders of $9.0 million, $27.7 million, $194.8 million and $94.7 million for the quarter ended
March 31, 2007 and the years ended December 31, 2006, 2005 and 2004, respectively. As of March 31, 2007, our retained deficit was $503.9
million. There can be no assurance that we will not continue to incur net losses in the future.

We may not be successful in identifying suitable acquisitions that meet our criteria or in completing such acquisitions and successfully
integrating and operating acquired properties, which may impede our growth and negatively affect our results of operations.

Our ability to expand through acquisitions has historically been a part of our business strategy and requires us to identify suitable acquisition
candidates or investment opportunities that meet our criteria and are compatible with our strategy. We may not continue to seek acquisitions, be
successful in identifying suitable real estate properties or other assets that meet our acquisition criteria, or be successful in consummating
acquisitions or investments on satisfactory terms. If we do not continue to identify or
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consummate acquisitions it could reduce the number of acquisitions we complete and slow our growth, which could in turn adversely affect our
stock price.

We continue to evaluate available manufactured home communities in select markets when strategic opportunities arise. Our ability to acquire
properties on favorable terms and successfully integrate and operate them may be exposed to the following significant risks:

e we may not have sufficient capital to seek additional acquisitions;

e we may be unable to acquire a desired property because of competition from local investors and other real estate
investors with significant capital, including other publicly traded companies and institutional investment funds;

e even if we are able to acquire a desired property, competition from other potential acquirers may significantly
increase the purchase price which could reduce our profitability;

e even if we enter into agreements for the acquisition of manufactured home communities, these agreements are
subject to customary conditions to closing, including completion of due diligence investigations to our satisfaction;

e we may be unable to finance the acquisition at all or on favorable terms;

e we may spend more than the time and amounts budgeted to make necessary improvements or renovations to
acquired properties;

e we may be unable to quickly and efficiently integrate new acquisitions, particularly acquisitions of portfolios of
properties, into our existing operations, and consequently our results of operations and financial condition could be
adversely affected;

e market conditions may result in higher than expected vacancy rates and lower than expected rental rates; and

e we may acquire properties subject to liabilities and without any recourse, or with only limited recourse, with
respect to unknown liabilities such as liabilities for clean-up of undisclosed environmental contamination, claims by
tenants, vendors or other persons dealing with the former owners of the properties and claims for indemnification by
general partners, directors, officers and others indemnified by the former owners of the properties.

The availability of competing housing alternatives in our markets could negatively affect occupancy levels and rents in our communities, which
could adversely affect our revenue and our results of operations.

All of our properties are located in markets that include other manufactured home communities. The number of competing manufactured home
communities in a particular market could have a material effect on our ability to lease our homes and/or homesites and to maintain or raise rents.
Other forms of multifamily residential properties and single family housing, including rental properties, represent competitive alternatives to our
communities. The availability of a number of other housing options, such as apartment units and new or existing site-built housing stock, the
comparative pricing of the same, as well as more favorable financing alternatives for the same, could have an adverse effect on our occupancy
and rents, which could adversely affect our cash flow, financial condition and results of operations.

Uninsured losses or losses in excess of our insurance coverage could adversely affect our financial condition and our cash flow.

We maintain comprehensive liability, fire, flood (where appropriate), extended coverage and rental loss insurance with respect to our properties
with policy specifications, limits and deductibles customarily carried for similar properties. Certain types of losses, however, may be either
uninsurable or not
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economically insurable, such as losses due to earthquakes, riots, acts of war or terrorism. Should an uninsured loss occur, we could lose both our
investment in, and anticipated profits and cash flow from, a property, which could adversely affect our financial condition and our ability to
make distributions to our stockholders. In addition, if any such loss is insured, we may be required to pay a significant deductible on any claim
for recovery of such a loss prior to our insurer being obligated to reimburse us for the loss or the amount of the loss may exceed our coverage for
the loss.

Exposure to mold and contamination related claims that are problematic to insure against could adversely affect our results of operations.

We own a significant number of homes for sale or rental homes, which we lease or sell to third parties. In each of these homes, we run a risk of
mold, mildew and /or fungus related claims if these items are found in any home. In addition, we provide water and sewer systems in certain of
our communities and we are subject to the risk that if a home is not properly connected to a system, or if the integrity of the system is breached,
mold or other contamination can develop. If this were to occur, we could incur significant remedial costs and we may also be subject to private
damage claims and awards, which could be material. If we become subject to claims in this regard, it could adversely affect our financial
condition, results of operations and insurability, ability to service our indebtedness, including the notes, and ability to make distributions, any of
which could adversely affect the trading price of our common stock.

Environmental compliance costs and liabilities associated with operating our communities may affect our results of operations.

Under various federal, state and local laws, ordinances and regulations, owners and operators of real estate may be liable for the costs of removal
or remediation of certain hazardous or toxic substances on or in such property. Such laws often impose such liability without regard to whether
the owner or operator knew of, or was responsible for, the presence of such hazardous or toxic substances. The presence of such substances, or
the failure to properly remediate such substances, may adversely affect the owner s or operator s ability to lease, sell or rent such property or to
borrow using such property as collateral. Persons who arrange for the disposal or treatment of hazardous or toxic substances may also be liable
for the costs of removal or remediation of such substances at a disposal or treatment facility, whether or not such facility is owned or operated by
such person. Certain environmental laws impose liability for release of asbestos-containing materials into the air and third parties may seek
recovery from owners or operators of real properties for personal injury associated with asbestos-containing materials.

In connection with the ownership (direct or indirect), operation, management and development of real properties, we may be considered an
owner or operator of such properties or as having arranged for the disposal or treatment of hazardous or toxic substances and, therefore,
potentially liable for removal or remediation costs, as well as certain other related costs, including governmental fines and injuries to persons
and property. All but one of our properties have been subject to a Phase I or similar environmental audit (which involves general inspections
without soil sampling or ground water analysis) completed by independent environmental consultants. These environmental audits have not
revealed any significant environmental liability that we believe would have a material adverse effect on our business or results of operations. No
assurances can be given that existing environmental studies with respect to any of our properties reveal all environmental liabilities, that any
prior owner or operator of our properties did not create any material environmental condition not known to us, or that a material environmental
condition does not otherwise exist as to any one or more of our properties. Furthermore, material environmental conditions, liabilities, or
compliance concerns may have arisen after the review was completed or may arise in the future; and future laws, ordinances or regulations may
impose material additional environmental liability, which would adversely affect our financial condition and results of operations.
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In addition, to the extent we maintain and operate a water delivery system in any community, we are subject to federal regulations and state
statutes regarding the operation of said system.

Increases in taxes may reduce our income.

Costs resulting from changes in real estate tax laws generally are not passed through to tenants directly and will affect us. Increases in income,
service or other taxes generally are not passed through to tenants under leases and may adversely affect any net income, funds from operations,
cash flow, financial condition, our results of operations, and ability to service our indebtedness, any of which could adversely affect the trading
price of our public securities.

Rent control or rent stabilization legislation and other regulatory restrictions may limit our ability to increase rents or dispose of our properties.

Certain states and municipalities have adopted laws and regulations specifically regulating the ownership and operation of manufactured home
communities. These laws and regulations include provisions imposing restrictions on the timing or amount of rent increases and granting to
community residents a right of first refusal on a sale of their community by the owner to a third party. Enactments of similar laws and
regulations have been or may be considered from time to time in other jurisdictions. We currently own 5,971 homesites (excluding discontinued
operations) in Florida, a state that maintains rent control regulations. These communities represent 10.4% of our total homesites. We presently
expect to continue to operate manufactured home communities, and may in the future acquire manufactured home communities, in areas that are
subject to one or more of these types of laws or regulations or where legislation with respect to such laws or regulations may be enacted in the
future. Laws and regulations regulating landlord/tenant relationships or otherwise relating to the ownership and operation of manufactured home
communities, whether currently existing or enacted in the future, could limit our ability to increase rents or recover increases in our operating
expenses and could make it more difficult for us to dispose of properties in certain circumstances.

Costs associated with complying with the Americans with Disabilities Act of 1990 may result in unanticipated expenses.

Under the Americans with Disabilities Act of 1990, or ADA, all places of public accommodation are required to meet certain federal
requirements related to access and use by disabled persons. These requirements became effective in 1992. A number of additional federal, state
and local laws may also require modifications to our properties, or restrict certain further renovations of the properties, with respect to access
thereto by disabled persons. For example, the Fair Housing Amendments Act of 1988, or FHAA, requires apartment properties first occupied
after March 13, 1990 to be accessible to the handicapped. Noncompliance with the ADA or the FHAA could result in the imposition of fines or
an award of damages to private litigants and also could result in an order to correct any non-complying feature, which could result in substantial
capital expenditures. Although we believe that our properties are substantially in compliance with present requirements, we have not conducted
an audit or investigation of all of our properties to determine our compliance and we cannot predict the ultimate cost of compliance with the
ADA, the FHAA or other legislation. If one or more of our communities is not in compliance with the ADA, the FHAA or other legislation, then
we would be required to incur additional costs to bring the community into compliance. If we incur substantial costs to comply with the ADA,
the FHAA or other legislation, our financial condition, results of operations, cash flow, per share trading price of our common stock and our
ability to satisfy our debt service obligations could be adversely affected.
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We may incur significant costs complying with other regulations applicable to our business.

The properties in our portfolio are subject to various federal, state and local regulatory requirements, such as state and local fire, life-safety and
utility compliance requirements. If we fail to comply with these various requirements, we might incur governmental fines or private damage
awards. We believe that the properties in our portfolio are currently in material compliance with all applicable regulatory requirements.
Requirements may change and future requirements may require us to make significant unanticipated expenditures that could adversely affect our
net income, cash flow and financial condition, ability to satisfy our debt service obligations and the per share trading price of our common stock.

Expansion of our existing communities entails certain risks which may negatively affect our operating results.

We may expand our existing communities where a community contains adjacent undeveloped land and where the land is zoned for
manufactured housing. The manufactured home community expansion business involves significant risks in addition to those involved in the
ownership and operation of established manufactured home communities, including the risks that financing may not be available on favorable
terms for expansion projects, that the cost of construction may exceed estimates or budgets, that construction and lease-up may not be completed
on schedule resulting in increased debt service expense and construction costs, that long-term financing may not be available on completion of
construction, and that homesites may not be leased on profitable terms or at all. In connection with any expansion of our existing communities, if
any of the above occur, our financial condition and results of operations could be adversely affected.

Risks Related to the NLASCO Acquisition

Our management has limited prior experience operating an insurance company like NLASCO and therefore may have difficulty in successfully
and profitably operating NLASCO or complying with regulatory requirements applicable to insurance companies.

Our management has limited experience operating an insurance company like NLASCO or complying with regulatory requirements applicable
to insurance companies like NLASCO. Operating an insurance company is complex. The insurance industry is highly competitive and has
historically been characterized by periods of significant price competition, alternating with periods of greater pricing discipline during which
competitors focus on other factors. In addition, insurance companies are subject to comprehensive regulation and supervision in those states in
which they write insurance policies and in which they are domiciled. Significant changes in the political and regulatory climate could result in
changes in these laws and regulations and could make it more expensive or less profitable for us to manage an insurance company. Because we
could encounter difficulties in operating an insurance company and complying with regulatory requirements applicable to insurance companies,
you should be especially cautious in drawing conclusions about the ability of our management team to execute its business strategies as they
relate to this acquisition.

13

19



Edgar Filing: AFFORDABLE RESIDENTIAL COMMUNITIES INC - Form S-3/A

We may fail to realize many of the anticipated potential benefits of the NLASCO acquisition.

Achieving the anticipated benefits of the acquisition will depend in part upon whether we can integrate NLASCO s operations into our own in an
efficient and effective manner. We may not be able to accomplish this integration process smoothly or successfully. The necessity of
coordinating geographically separated organizations and addressing possible differences in corporate cultures and management philosophies
may increase the difficulties of integration. The integration of certain operations requires the dedication of significant management resources,
which may temporarily distract management s attention from its other day-to-day business. Employee uncertainty and/or lack of management
focus during the integration process may also disrupt our business and NLASCO s business. Any inability of our management to integrate
successfully NLASCO s operations into our own could have a material adverse effect on our business and results of our operations. We may not
be able to achieve the anticipated cross-selling opportunities, the development and marketing of more comprehensive insurance product
offerings, cost savings, revenue growth or the consistent use of our best practices. An inability to realize the full extent of, or any of, the
anticipated benefits of the acquisition, as well as any delays encountered in the integration and transition process, could have an adverse effect
upon our revenues, level of expenses and operating results, which may affect the value of our common stock. Additionally, our announced sale
to Farallon could adversely impact our ability to, or timing of, the integration processes, which may also be disruptive to our or NLASCO s
business and could adversely impact our cross-marketing efforts.

Our ability to use net operating loss carryovers to reduce future tax payments may be limited.

Our net operating loss and other carryovers may be limited if the Company undergoes an ownership change. Generally, an ownership change
occurs if certain persons or groups increase their aggregate ownership in the Company by more than 50 percentage points looking back over the
prior three-year period. If an ownership change occurs, our ability to use our NOLSs to reduce income taxes is limited to an annual amount, or a
Section 382 limitation, equal to the fair market value of our common stock immediately prior to the ownership change multiplied by the long
term tax-exempt interest rate, which is published monthly by the Internal Revenue Service, or IRS. In the event of an ownership change, NOLs
that exceed the Section 382 limitation in any year will continue to be allowed as carryforwards for the remainder of the carryforward period and
such excess NOLs can be used to offset taxable income for years within the carryforward period subject to the Section 382 limitation in each
year. Whether or not an ownership change occurs, the carryforward period for NOLs is either 15 or 20 years from the year in which the losses
giving rise to the NOLs were incurred. If the carryforward period for any NOL were to expire before that NOL had been fully utilized, the
unused portion of that NOL would be lost. Our use of new NOLSs arising after the date of an ownership change would not be affected by the
Section 382 limitation (unless there were another ownership change after those new NOLSs arose).

Based on our knowledge of stockholder ownership of ARC, we do not believe that an ownership change has occurred since our IPO that would
limit our post-IPO NOLs. Accordingly we believe that there is no annual limitation under Section 382 of the Code imposed on our use of
post-IPO NOLs to reduce future taxable income. Our pre-IPO NOLSs are subject to an annual limitation of approximately $17 million annually.
This annual limitation may cause $12 million of our pre-IPO NOLs not to be used before the pre-IPO NOLSs expire.

The determination of whether an ownership change has occurred or will occur is complicated and therefore, no assurance can be provided as to
whether an ownership change has occurred or will occur. We have not obtained, and currently do not plan to obtain, an IRS ruling or opinion of
counsel regarding our conclusions as to whether the pre-IPO NOLs or post-IPO NOLs are subject to any such limitations. In addition, limitations
imposed by Section 382 may prevent us from issuing additional common stock to raise capital or to acquire businesses or properties. To the
extent not prohibited by our charter, we may decide
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in the future that it is necessary or in our interest to take certain actions that could result in an ownership change.

In order to avoid an ownership change and preserve the benefits of the Company s NOLSs, on July 11, 2006, the Company entered into a rights
plan, which would have been exercisable if a person or group acquired beneficial ownership of 5% or more of our common stock or commenced
a tender or exchange offer upon consummation of which such person or group would beneficially own 5% or more of our common stock. At a
special meeting of stockholders held on January 23, 2007, the Company s stockholders approved an amendment to the Company s charter to
restrict certain acquisitions of the Company s securities in order to preserve the benefit of the Company s NOLs. The Company s board of
directors amended our rights plan on January 24, 2007, effectively terminating our rights plan. If any of our stockholders increase their
beneficial ownership percentage in our common stock through future acquisitions, there is an increased possibility that the provisions under the
charter amendment may be triggered.

The Farallon Transaction, if consummated, will utilize a significant portion of our NOLs, which means those NOLs would not be available for
future use against NLASCO profits.

The integration of NLASCO s information systems into our own may be more costly than we anticipate, may not be completed on time or the
integrated systems may not function properly.

Our success after the NLASCO acquisition will depend in part on our ability to efficiently integrate NLASCO s information systems with our
information systems. Our business and NLASCO s business depend upon a number of information systems for operational and financial
information. We may not be able to integrate NLASCO s systems into our own or implement new information systems that can integrate
successfully the disparate operational and financial information systems. Furthermore, we may experience unanticipated delays, complications
and expenses in implementing, integrating and operating our systems. Also, our announced sale to an affiliate of Farallon could have an adverse
impact on our ability to, or the timeliness of, completion of the integration process. In addition, the integration of information systems may
require modifications, improvements or replacements that may require substantial expenditures and may require interruptions in operations
during the integration period. Integration of these systems is further subject to the availability of information technology and skilled personnel to
assist us in creating and integrating the systems. If the integration takes longer or is more expensive than anticipated, or if we fail to successfully
complete the integration or if the integrated information systems fail to perform as expected, our operations may be disrupted and we may not
comply with the requirements of Section 404 of the Sarbanes-Oxley Act of 2002, or SOX. This may increase our costs, reduce our revenue
and/or harm our business.

We may need to incur significant costs to ensure that NLASCO is in compliance with SOX and even after making such expenditures, we may not
be able to achieve compliance.

Prior to its acquisition by ARC, NLASCO was not required to be in compliance with the provisions of SOX regarding the adequacy of its
internal controls. Since ARC affiliated entities are required to comply with SOX, we could incur substantial costs and use a substantial amount
of our management s time to develop the internal controls of NLASCO to achieve compliance with SOX. The incurrence of substantial costs to
achieve compliance could adversely affect our financial condition. If we fail to implement, achieve or maintain an effective system of internal
controls or to prevent fraud, such failures would require additional disclosures in certain of our filings and we could suffer losses and could be
subject to costly litigation. In addition, if we would be required to make additional disclosures in our SEC filings, investors could lose
confidence in our reported financial information, and our image and operating results could be harmed, which could have a negative effect on
the trading price of our common stock. Further, the Farallon Transaction, if consummated, would result in a transfer of employment of many of
the current
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personnel responsible for such compliance and consequently could have a material impact on such compliance process.

If the NLASCO acquisition s benefits do not meet the expectations of our stockholders or financial or industry analysts, the market price of our
common stock may decline.

The market price of our common stock may decline as a result of the NLASCO acquisition if:

e we do not achieve the perceived benefits of the acquisition as rapidly as, or to the extent anticipated by, our
stockholders or financial or industry analysts; or

o the effect of the acquisition on our financial results is not consistent with the expectations of our stockholders or
financial or industry analysts.

Accordingly, our stockholders may experience a loss as a result of a decrease in the price of our common stock.

We may experience difficulties in retaining NLASCO s current employees during integration which could cause us to fail to realize the
anticipated potential benefits of the acquisition.

Our success in completing the integration of NLASCO will depend in part upon our ability to retain the key employees of NLASCO.
Competition for qualified personnel can be very intense. In addition, key employees may depart because of issues relating to the uncertainty or
difficulty of integration or a desire not to remain with us or NLASCO after integration. Accordingly, we may not be able to retain key employees
to the same extent that we and/or NLASCO have been able to do so in the past.

We may experience difficulties in retaining NLASCO s agents which could cause us to fail to realize the anticipated potential benefits of the
acquisition.

Our success in completing the integration of NLASCO also will depend in part on our ability to retain NLASCO s current agents who write
business with NLASCO s two insurance subsidiaries, National Lloyds Insurance Company, or NLIC, and American Summit Insurance Company,
or ASIC. Our inability to retain these agents could have an adverse impact on our business.

Under the NLASCO Agreement, we are required to indemnify the Sellers against certain matters.

Under the NLASCO Agreement, we have agreed, subject to certain minimum and maximum thresholds and other limitations, to indemnify the
Sellers, as defined in the NLASCO Agreement, against any breach of any representation, warranty or covenant made in connection with the
acquisition. These indemnification obligations generally survive closing of the acquisition. Any indemnity payment that we may be required to
make to the Sellers could harm our financial results and/or adversely affect our business.

Risks Related to NLASCO s Business and NLASCO s Industry

The occurrence of severe catastrophic events may have a material adverse effect on NLASCO, particularly because NLASCO conducts business
in a concentrated geographic area.

NLASCO expects to have large aggregate exposures to natural and man-made disasters, such as hurricanes, hail, tornados, windstorms, floods,
wildfires and acts of terrorism. NLASCO expects that its loss experience generally will include infrequent events of great severity. Hurricanes
Katrina and Rita, which occurred on August 29 and September 24, 2005, respectively, are such examples. The risks associated with natural and
man-made disasters are inherently unpredictable, and it is difficult to predict the timing of these events with statistical certainty or estimate the
amount of loss any given occurrence will
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generate. Although NLASCO may attempt to exclude certain losses such as terrorism and other similar risks from some coverages NLASCO
writes, it may not be successful in doing so. The extent of losses from a catastrophe is a function of both the total amount of policyholder
exposure in the geographic area affected by the event and the severity of the event. The occurrence of losses from catastrophic events may have
a material adverse effect on NLASCO s ability to write new business and on its financial condition and results of operations. Increases in the
values and geographic concentrations of policyholder property and the effects of inflation have resulted in increased severity of industry losses
in recent years, and NLASCO expects that these factors will increase the severity of losses in the future. Factors that may influence NLASCO s
exposure to losses from these types of events in addition to the routine adjustment of losses include: exhaustion of reinsurance coverage;
increases in reinsurance rates; unanticipated litigation expenses; unrecoverability of ceded losses; impact on independent agent operations and
future premium income in areas affected by catastrophic events; unanticipated expansion of policy coverage or reduction of premium due to
regulatory, legislative and/or judicial action following a catastrophic event; and unanticipated demand surge related to other recent catastrophic
events, among others.

NLASCO writes insurance primarily in the states of Texas, Arizona, Tennessee, Oklahoma and Louisiana. In 2006, premiums written in Texas
accounted for 72% of direct written premiums. As a result, a single catastrophe, destructive weather pattern, wildfire, terrorist attack, regulatory
development or other condition or general economic trend affecting this region or significant portions of this region could adversely affect
NLASCO s financial condition and results of operations more significantly than other insurance companies that conduct business across a
broader geographic area. Although NLASCO purchases catastrophe reinsurance to limit its exposure to these types of catastrophes, in the event
of one or more major catastrophes resulting in losses to it in excess of $150 million, NLASCO s losses would exceed the limits of its reinsurance
coverage.

NLASCO is exposed to claims related to severe weather and the occurrence of severe weather may result in an increase in claims frequency and
exposure amount and could materially adversely affect its financial condition.

NLASCO is subject to claims arising out of severe weather, such as hurricanes, tornados, rainstorms, snowstorms, hailstorms, windstorms and
ice storms that may have a significant effect on its financial condition and results of operations. The majority of its business is written in Texas,
Arizona and Oklahoma, which have been experiencing extreme drought conditions, making the risk of loss from wildfires more prevalent. The
incidence and severity of weather conditions are inherently unpredictable. Some forecasters predict that the world is currently in a cycle of more
numerous and more severe hurricanes.

NLASCO s insured risks generally exhibit higher losses in the second and third quarters of the year due to a seasonal concentration of
weather-related events in its primary geographic markets. Although weather-related losses (including hail, high winds, tornadoes and hurricanes)
can occur in any calendar quarter, the second quarter historically has experienced the highest frequency of losses associated with these events.
For example, for the last five years, the contribution of weather-related catastrophes to the consolidated second quarter net loss ratio was on
average approximately four points greater than the average contribution of such catastrophes in the other three quarters. Hurricanes are more
likely to occur in the third quarter.

From 2002 through 2006, NLASCO s average annual net catastrophe losses after reinsurance recoveries were $5.9 million, with an average of
two catastrophic events in excess of $1.0 million in losses per year. During this period, the year least impacted by catastrophes (2001)
experienced no catastrophic events while the year most impacted (2005) experienced $12.9 million in such losses with two events exceeding
$1.0 million. Before reinsurance recoveries, NLASCO incurred $117.2 million (including loss adjustment expenses) in catastrophe related losses
in 2005, primarily related to hurricane losses from
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Katrina and Rita. However, NLASCO s net loss after reinsurance for the two hurricanes was $12.9 million. NLASCO incurred $6.0 million
(including loss adjustment expenses) in catastrophe related losses for the year ended December 31, 2006. For the year ended December 31,
2006, NLASCO s net catastrophe loss experience was $4.5 million after reinsurance. In addition, NLASCO is exposed to an increase in claims
frequency and exposure amount under the homeowners and dwelling fire insurance it writes because property damage may result from severe
weather conditions.

Due to the inherent inability to accurately predict the severity and frequency of catastrophe losses, higher than expected catastrophe losses
could materially adversely affect NLASCO s financial condition.

NLASCO utilizes catastrophe modeling to assess its probable maximum insurance losses from hurricane and other wind/hail perils and to
structure its catastrophe reinsurance program to minimize its exposure to high severity/high frequency types of losses. Hurricane Katrina
highlighted the challenges inherent in predicting the impact of catastrophic events, such as a severe hurricane. The catastrophe models generally
failed to adequately project the financial impact of Hurricane Katrina. This experience highlights the limitations inherent in the use of modeling
as a means of risk assessment/abatement. If the exposure amount and frequency of catastrophe losses are higher than predicted under NLASCO s
modeling, NLASCO s financial condition may be materially adversely affected.

If NLASCO cannot price its business accurately, its profitability and the profitability of its insurance companies could be materially adversely
affected.

NLASCO s results of operations and financial condition depend on its ability to underwrite and set premium rates accurately for a wide variety of
risks. Adequate rates are necessary to generate premiums sufficient to pay losses, loss adjustment expenses and underwriting expenses and to

earn a profit. To price its products accurately, NLASCO must (1) collect and properly analyze a substantial amount of data, (2) develop, test and
apply appropriate pricing techniques, (3) closely monitor and recognize changes in trends in a timely manner and (4) project both severity and
frequency of losses with reasonable accuracy. NLASCO s ability to undertake these efforts successfully and price its products accurately is
subject to a number of risks and uncertainties, some of which are outside its control, including:

e the availability of sufficient reliable data and NLASCO s ability to properly analyze available data;
e changes in applicable legal liability standards and in the civil litigation system generally;

e NLASCO s selection and application of appropriate pricing techniques;

e NLASCO s ability to obtain regulatory approval, where necessary;

e the uncertainties that inherently characterize estimates and assumptions; and

e NLASCO s ability to obtain adequate premium rates to offset higher reinsurance costs.

Consequently, NLASCO could under-price risks, which would adversely affect its profit margins, or it could overprice risks, which could reduce
its competitiveness and sales volume. In either case, its profitability and the profitability of its insurance companies could be materially
adversely affected.

If NLASCO s actual losses and loss adjustment expenses exceed its loss and expense estimates, its financial condition and results of operations
could be materially adversely affected.

NLASCO s financial condition and results of operations depend upon its ability to assess accurately the potential losses associated with the risks
that it insures. NLASCO establishes reserve liabilities to cover the payment of all losses and loss adjustment expenses incurred under the
policies that it writes. Such liability estimates include case estimates, which are established for specific claims that have been reported to
NLASCO, and liabilities for claims that have been incurred but not reported, or IBNR. Loss adjustment
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expenses represent expenses incurred to investigate and settle claims. To the extent that losses and loss adjustment expenses exceed estimates,
NLIC and ASIC will be required to increase their reserve liabilities and reduce their income before income taxes in the period in which the
deficiency is identified. In addition, increasing reserves causes a reduction in policyholders surplus and could cause a downgrading of the ratings
of NLIC and ASIC. This in turn could hurt the ability to sell insurance policies.

The liability estimation process for NLASCO s casualty insurance coverage possesses characteristics that make case and IBNR reserving
inherently less susceptible to accurate actuarial estimation than is the case with property coverages. Unlike property losses, casualty losses are
claims made by third parties of which the policyholder may not be aware and therefore may be reported a significant time after the occurrence,
sometimes years later. As casualty claims most often involve claims of bodily injury, assessment of the proper case estimates is a far more
subjective process than claims involving property damage. In addition, in determining the case estimate for a casualty claim, information
develops slowly over the life of the claim and can subject the case estimation to substantial modification well after the claim was first reported.
Numerous factors impact the casualty case reserving process, such as venue, the amount of monetary damage, legislative activity, the
permanence of the injury and the age of the claimant.

The effects of inflation could cause the severity of claims from catastrophes or other events to rise in the future. Increases in the values and
geographic concentrations of policyholder property and the effects of inflation have resulted in increased severity of industry losses in recent
years, and NLASCO expects that these factors will increase the severity of losses in the future. As NLASCO observed in 2005, the severity of
some catastrophic weather events, including the scope and extent of damage and the inability to gain access to damaged properties, and the
ensuing shortages of labor and materials and resulting demand surge, provide additional challenges to estimating ultimate losses. NLASCO s
liabilities for losses and loss adjustment expenses include assumptions about future payments for settlement of claims and claims handling
expenses, such as medical treatments and litigation costs. To the extent inflation causes these costs to increase above liabilities established for
these costs, NLASCO expects to be required to increase its liabilities with a corresponding reduction in its net income in the period in which the
deficiency is identified.

Estimating an appropriate level of liabilities for losses and loss adjustment expenses is an inherently uncertain process. Accordingly, actual loss
and loss adjustment expenses paid will likely deviate, perhaps substantially, from the liability estimates reflected in NLASCO s consolidated and
combined financial statements. Claims could exceed NLASCO s estimate for liabilities for losses and loss adjustment expenses, which could
have a material adverse effect on its financial condition and results of operations.

If NLASCO cannot obtain adequate reinsurance protection for the risks it underwrites, NLASCO may be exposed to greater losses from these
risks or may reduce the amount of business it underwrites, which may materially adversely affect its financial condition and results of
operations.

NLASCO uses reinsurance to protect itself from certain risks and to share certain risks it underwrites. During 2006, NLASCO s personal lines
ceded 9% of its direct premiums written (primarily through excess of loss, quota share and catastrophe reinsurance treaties) and its commercial
lines ceded 9% of its direct premiums written (primarily through excess of loss and catastrophe reinsurance treaties). The total cost of
reinsurance inclusive of per risk excess and catastrophe has increased 83.1% in 2006. This includes additional catastrophe limits purchased.
Reinsurance cost will likely increase for 2007, in part due to the frequency and severity of hurricanes and/or the lack of capacity in the
reinsurance market.

From time to time, market conditions have limited, and in some cases have prevented, insurers from obtaining the types and amounts of
reinsurance that they have considered adequate for their business needs. Accordingly, NLASCO may not be able to obtain desired amounts of
reinsurance. Even if NLASCO is able to obtain adequate reinsurance, it may not be able to obtain it from entities with
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satisfactory creditworthiness or negotiate terms that it deems appropriate or acceptable. Although the cost of reinsurance is, in some cases,
reflected in NLASCO s premium rates, NLASCO may have guaranteed certain premium rates to its policyholders. Under these circumstances, if
the cost of reinsurance were to increase with respect to policies for which NLASCO guaranteed the rates, NLASCO would be adversely

affected. In addition, if NLASCO cannot obtain adequate reinsurance protection for the risks it underwrites, it may be exposed to greater losses
from these risks or it may be forced to reduce the amount of business that it underwrites for such risks, which will reduce NLASCO s revenue
and may have a material adverse effect on its results of operations and financial condition.

NLASCO could face unanticipated losses from war, terrorism and political unrest, and these or other unanticipated losses could have a material
adverse effect on NLASCO s financial condition and results of operations.

Although NLASCO believes that it does not have exposure to the events of September 11, 2001 because it did not have insurance in-force at that
time with respect to exposure to such events, NLASCO has exposure to unexpected losses resulting from future man-made catastrophic events,
such as acts of terrorism and political instability. These risks are inherently unpredictable. It is difficult to predict the timing of such events with
statistical certainty or to estimate the amount of loss that any given occurrence will generate. In certain instances, NLASCO specifically insures
risks resulting from acts of terrorism. Even in cases where NLASCO attempts to exclude losses from terrorism and certain other similar risks
from some coverages it writes, NLASCO may not be successful in doing so. Irrespective of the clarity and inclusiveness of policy language, a
court or arbitration panel may limit enforceability of policy language or otherwise issue a ruling adverse to NLASCO. Accordingly, while
NLASCO believes its reinsurance programs, together with the coverage provided under the Terrorism Act and the Terrorism Extension Act, are
sufficient to reasonably limit its net losses relating to potential future terrorist attacks, its reserves may not be adequate to cover losses when they
materialize. Under the Terrorism Act, after an act of terrorism is certified by the Secretary of the Treasury, NLASCO may be entitled to be
reimbursed by the Federal Government for a percentage of subject losses, after an insurer deductible and subject to an annual cap. The Terrorism
Act covers an insurance company s operations for up to 90% of its losses for 2005 and 2006 and for up to 85% of its losses for 2007, in each case
subject to certain mandatory deductibles. The deductible is calculated by applying the deductible percentage to the insurer s direct earned
premiums for covered lines from the calendar year immediately prior to the applicable year. Although the Terrorism Act and the Terrorism
Extension Act provide benefits in the event of certain acts of terrorism, such acts may not be extended beyond 2007 or their benefits may be
reduced. It is not possible to eliminate completely NLASCO s exposure to unforecasted or unpredictable events, and to the extent that losses
from such risks occur, NLASCO s financial condition and results of operations could be materially adversely affected.

If NLASCO s reinsurers do not pay losses in a timely fashion, or at all, NLASCO may incur substantial losses that could materially adversely
affect its financial condition and results of operations.

As of December 31, 2006 and 2005, NLASCO had $10.2 million and $36.2 million, respectively, in reinsurance recoverables, including ceded
paid loss recoverables, ceded losses and loss adjustment expense recoverables and ceded unearned premiums. NLASCO expects to continue to
purchase substantial reinsurance coverage in the foreseeable future. Since NLASCO remains primarily liable to its policyholders for the payment
of their claims, regardless of the reinsurance it has purchased relating to those claims, in the event that one of its reinsurers becomes insolvent or
otherwise refuses to reimburse NLASCO for losses paid, or delays in reimbursing NLASCO for losses paid, its liability for these claims could
materially and adversely affect its financial condition and results of operations. As an example, if one of NLASCO s catastrophe reinsurers
experienced financial difficulties following one of the major hurricanes in 2005 and had been unable to meet its obligations to NLASCO,
NLASCO could have experienced difficulty meeting its obligations to its policyholders.
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NLASCO relies on independent insurance agents to distribute its products, and if the agents do not promote NLASCO s products successfully,
NLASCO s results of operations and financial condition could be adversely affected.

NLASCO s business depends in large part on the efforts of independent insurance agents to market its insurance products and on its ability to
offer insurance products and services that meet the requirements of the customers. While NLASCO strives to offer products its agents require,
NLASCO competes for business with other carriers based on the scope of coverage provided in its products, services, commissions and rates.
NLASCO s competitors may offer coverage that is more attractive to particular customers than they offer for a specific product, may price their
insurance products more aggressively, may offer higher agent commissions and may devote additional resources to improve their services.
Accordingly, NLASCO s agents may find it easier to promote the programs of NLASCO s competitors rather than NLASCO s. If NLASCO s
agents fail or choose not to market its insurance products successfully, its growth may be limited and its financial condition and results of
operations may be adversely affected. Additionally, rather than utilizing an independent agent to buy their insurance, consumers may elect to
deal with direct-writers or mass marketers who utilize the Internet to advertise and/or underwrite their business. Industry developments that
centralize and commoditize insurance products could be detrimental to NLASCO s agency distribution model of doing business.

Because NLASCO relies on managing general agents, referred to as MGAs, to underwrite some of its products and to administer claims, such
managing general agents could expose NLASCO to liability or allocate business away from NLASCO, which could cause NLASCO s financial
condition and results of operations to be adversely affected.

NLASCO has developed programs with MGAs, whereby the MGA will, within the guidelines established by NLASCO, underwrite insurance
policies on NLASCO s insurance subsidiaries behalf with oversight by NLASCO. An MGA is a person, firm or corporation that has supervisory
responsibility for the local agency and field operations of an insurer in the state where it is organized or that is authorized by an insurer to accept
or process on the insurer s behalf insurance policies produced and sold by other agents. While NLASCO exercises care in the selection of its
MGA relationships and regularly audits the performance of its MGAs, NLASCO is at risk for their conduct as a result of the authority it has
delegated to them. If one of NLASCO s MGAs binds NLASCO s insurance subsidiaries to policies that expose it to unexpected losses or fails to
appropriately report claims, NLASCO s financial condition and results of operations could be adversely affected. For example, if a terminated
MGA fails to continue to appropriately report claims during the runoff period, then liabilities for losses and loss adjusted expenses could be
deficient, which would impact NLASCO s results of operations in future periods. Furthermore, subject to contractual limitations, MGAs have the
ability to change carriers or increase or decrease the allocation to a particular carrier. An MGA might choose to change carriers or allocations for
reasons such as pricing, service, conditions in the reinsurance market or a change in ownership of an MGA.

NLASCO s success depends in substantial part upon its key employees who have knowledge and experience in its target markets and lines of
business.

In order to execute its business strategy successfully, NLASCO must attract and retain qualified executive officers, experienced underwriting
and claims personnel and other skilled employees who are knowledgeable about its business. NLASCO relies substantially upon the services of
its executive management team and the skilled underwriting, actuarial and claims management teams they supervise. While we anticipate that
we will retain all of the key personnel in these areas, if NLASCO were to lose the services of certain members of its management team, its
business could be adversely affected. ARC does not currently have any employment agreements with its employees, but NLASCO has
employment agreements with Clifton Robinson, Gordon Robinson, Gregory Vanek, Karl Lauritzen and Carl Kirk. However, Clifton Robinson
and Gordon Robinson are serving NLASCO in a reduced capacity following
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the acquisition, serving more in an advisory role as opposed to being in charge of day-to-day operations, and Gregory Vanek has assumed
additional responsibilities with respect to the operations of NLASCO. NLASCO does not currently maintain key man life insurance policies for
any of its employees or employment agreements with any of its other employees.

NLASCO s future growth depends on its ability to hire additional underwriting and marketing personnel.

NLASCO s future growth will require it to hire additional underwriting and marketing talent as it expands its product offerings. NLASCO s
underwriters manage and review all aspects of its commercial and personal insurance lines and personally underwrite all of its commercial lines
policies, all of its personal lines policies that do not satisfy its established underwriting guidelines and a random sampling of those personal lines
policies that otherwise do satisfy its established underwriting guidelines. As the underwriting function in many larger carriers becomes
increasingly automated, there are fewer skilled underwriters of the type NLASCO requires. As a result, NLASCO may have difficulty finding
talented replacements for members of its current underwriting team or additional underwriters that will enable its business to grow. If NLASCO
is unable to find talented underwriters to meet the growing demand for its products, its business could be adversely affected.

A decline in NLIC s and/or ASIC s financial strength ratings by A.M. Best could cause either of their sales or earnings, or both, to decrease.

Ratings have become an increasingly important factor in establishing the competitive position of insurance companies. A.M. Best maintains a

letter scale rating system ranging from A++ (Superior) to F (In Liquidation) to rate the financial strength of insurance enterprises. NLIC has
been rated A (Excellent) by A.M. Best, which is the third highest of fifteen rating levels. ASIC has been rated B++ (Very Good) by A.M. Best,
which is the fifth highest.

Each of NLIC s and ASIC s financial strength ratings is subject to periodic review by, and may remain the same, be revised downward, upward or
revoked at the sole discretion of, A.M. Best. A decline in either NLIC s or ASIC s rating or an announced negative outlook on the rating can

cause concern about their viability among agents, brokers and policyholders, resulting in a movement of business away from NLASCO and its
insurance company subsidiaries to more highly-rated carriers. In addition, the errors and omissions insurance coverage of many of NLASCO s
independent agents does not provide coverage if the covered agents sell policies from insurers with an A.M. Best financial strength rating of B+
(Very Good) or below. As a result, the loss of NLIC s or ASIC s A.M. Best financial strength rating, or a reduction to B+ (Very Good) or worse,
may adversely impact NLASCO s ability to retain or expand its policyholder base. Periodically, A.M. Best changes its rating methodology and
practices. Such changes could result in a reduction of NLIC s or ASIC s A.M. Best rating.

Our current financial condition could have an adverse impact on NLIC s and ASIC s financial strength ratings.

Our financial condition could have an adverse impact on NLIC s and ASIC s financial strength ratings by A.M. Best. A.M. Best evaluates a
wholly-owned insurance subsidiary in a manner similar to that used with a commercial insurance company, but with consideration given to the
financial risk of the parent. A.M. Best applies a risk-evaluation process to the parent and its relationship to the wholly-owned insurance

subsidiary. A.M. Best focuses on balance sheet strength (including capital adequacy and loss and loss expense reserve adequacy), operating
performance and business profile. As such, any deficiencies in our financial condition could have an adverse impact on NLIC s and ASIC s A.M.
Best ratings. Any downgrade of these ratings could cause brokers, agents, retail brokers or insureds with whom NLIC and ASIC work to choose
other, more highly rated competitors, thus adversely affecting their and our business and results of operations.
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A decline in NLASCO s ratings coupled with a change of control could result in a default under one of its debt agreements.

NLASCO has entered into an indenture under which an aggregate of $20 million in notes are outstanding, which provides that (i) if a person or
group becomes the beneficial owner directly or indirectly of 50% or more of its equity securities and (ii) if NLASCO s ratings are downgraded
by a nationally recognized statistical rating organization (as defined in the Securities Exchange Act of 1934, as amended, or the Exchange Act),
then each holder of the notes governed by such indenture has the right to require that NLASCO purchase such holder s notes in whole or in part
at a price equal to 107.5% of the outstanding principal amount prior to March 10, 2010, or 100.0% thereafter. A change of control under the
indenture will occur as a result of an acquisition of NLASCO by ARC. As a result, if a downgrading occurs following the acquisition, then each
holder of notes under the indenture would have the right to require NLASCO to repurchase its notes. This required repayment risk could cause
liquidity issues to both NLASCO and ARC, could impair NLASCO s ability to obtain additional financing and would likely increase the cost of
any financing that it does obtain.

The failure of any of the loss limitation methods NLASCO employs could have a material adverse effect on its financial condition and results of
operations.

At the present time, NLASCO employs a variety of endorsements to its policies that limits its exposure to known risks, such as exclusions for
mold losses and water damage. NLASCO s policies are also not designed to provide coverage for claims related to exposure to potentially
harmful products or substances including, but not limited to, lead paint and silica. NLASCO s homeowners policies, other than policies
specifically written for flood coverage, specifically exclude coverage for losses caused by flood, but generally provide coverage for damage
caused by wind. In addition, NLASCO s policies contain conditions requiring the prompt reporting of claims and its right to decline coverage due
to late claim reporting. NLASCO s policies also include limitations restricting the period during which a policyholder may bring a breach of
contract or other claim against it, which in many cases is shorter than the applicable statutory limitations for such claims. It is possible that a

court or regulatory authority could nullify or void an exclusion or legislation could be enacted modifying or barring the use of endorsements and
limitations in a way that would adversely affect NLASCO s loss experience, which could have a material adverse effect on its financial condition
and results of operations.

The effects of emerging claim and coverage issues on NLASCO s business are uncertain.

As industry practices and legal, judicial, social and other environmental conditions change, unexpected and unintended issues related to claims
and coverage may emerge. These issues may adversely affect NLASCO s business by either extending coverage beyond its underwriting intent or
by increasing the number or size of claims. In some instances, these changes may not become apparent until long after NLASCO has issued
insurance policies that are affected by the changes. As a result, the full extent of liability under NLASCO s insurance policies may not be known
until after a contract is issued.

An example of the potential threats to NLASCO s business and that of the insurance industry as a whole are legal and regulatory actions that
have emerged from the aftermath of Hurricane Katrina. Legal actions have been filed against other insurers in Mississippi and Louisiana seeking
to extend coverage under homeowners policies to include rising water from the hurricane storm surge. Many cases on this issue remain pending
and, in the event legal or regulatory mandates override the industry standard flood exclusion clauses in homeowners policies, NLASCO could
experience a material adverse effect on its financial condition and results of operations. Changes in other legal theories of liability under
NLASCO s insurance policies or the failure of any loss limitation it applies could also adversely impact NLASCO s financial condition and
results of operations.
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Because NLASCO s main source of premiums written is in Texas, unfavorable changes in the economic and/or regulatory environment in that
state may have a material adverse effect on its financial condition and results of operations.

Texas accounted for approximately 72% of NLASCO s direct premiums written in 2006. The loss of a significant amount of NLASCO s
premiums written in Texas, whether due to an economic downturn, competitive changes, regulatory or legislative developments or other reasons,
could have a material adverse effect on its financial condition and results of operations.

If NLASCO is unsuccessful in competing against other competitors in the insurance industry, its financial condition and results of operations
could be adversely affected.

The insurance industry is highly competitive and has historically been characterized by periods of significant price competition, alternating with
periods of greater pricing discipline during which competitors focus on other factors. In the current market environment, competition in
NLASCO s industry is based primarily on the following:

products offered;

e  service;

e  experience;

e the strength of agent and policyholder relationships;
e reputation;

e speed and accuracy of claims payment;

e perceived financial strength;

e  ratings;

e scope of business;

e commissions paid; and

policy and contract terms and conditions.

NLASCO competes with many other insurers, including large national companies who have greater financial, marketing and management
resources than NLASCO. Many of these competitors also have better ratings and market recognition than NLASCO. NLASCO seeks to
distinguish itself from its competitors by providing a broad product line and targeting those market segments that provide the best opportunity to
earn an underwriting profit.

NLASCO also faces competition from entities that self-insure, primarily in the commercial insurance market. From time to time, established and
potential customers may examine the benefits and risks of self-insurance and other alternatives to traditional insurance.

In addition, a number of new, proposed or potential industry developments could also increase competition in NLASCO s industry. These
developments include, but are not necessarily limited to, changes in practices and other effects caused by the Internet (including direct marketing
campaigns by NLASCO s competitors in established and new geographic markets), which have led to greater competition in the insurance
business and increased expectations for customer service. These developments could prevent NLASCO from expanding its book of business.

NLASCO also faces competition from new entrants into the insurance market. New entrants do not have historic claims or losses to address and
therefore may be able to price policies on a basis that is not
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favorable to NLASCO. New competition could reduce the demand for NLASCO s insurance products, which could have a material adverse
effect on its financial condition and results of operations.

NLASCO s investment performance may suffer as a result of adverse capital market developments or other factors, which may affect its
financial results and ability to conduct business.

NLASCO invests the premiums it receives from policyholders until they are needed to pay policyholder claims or other expenses. As of

March 31, 2007, NLASCO s invested assets consisted of $116.6 million in fixed maturity securities and $10.2 million in equity securities. As of
December 31, 2006, NLASCO s invested assets consisted of $115.1 million in fixed maturity securities, $10.6 million in equity securities and
$5.4 million in real estate loans. As of December 31, 2005 and 2004, NLASCO s invested assets consisted of $114.5 million and $109.2 million
in fixed maturity securities, $12.6 million and $11.5 million in equity securities and $6.6 million and $0.6 million in real estate loans,
respectively. For the year ended December 31, 2006, NLASCO had $8.1 million of net investment income representing 5.7% of NLASCO s total
revenues and 25.8% of its income before taxes. For the year ended December 31, 2005, NLASCO had $6.4 million of net investment income
representing 5.4% of its total revenues and 23.9% of its income before taxes. For the year ended December 31, 2004, NLASCO had $4.4 million
of net investment income representing 4.3% of its total revenues and 17.4% of its income before taxes. Although NLASCO s investment policies
stress diversification of risks, conservation of principal and liquidity, its investments are subject to a variety of investment risks, including those
relating to general economic conditions, market volatility, interest rate fluctuations, liquidity risk and credit and default risk. In particular, the
volatility of NLASCO s claims may force it to liquidate securities, which may cause it to incur capital losses. If NLASCO s investment portfolio
is not appropriately matched with its insurance liabilities, it may be forced to liquidate investments prior to maturity at a significant loss to cover
these liabilities. Investment losses could significantly decrease its asset base and statutory surplus, thereby adversely affecting its ability to
conduct business and potentially its A.M. Best financial strength rating. Further, developments in the world s financial and capital markets,
including but not limited to federal and state legislation related to terrorism insurance and reinsurance, such as the extension of or replacement

for the Terrorism Risk Insurance Extension Act of 2005, could adversely affect the performance of NLASCO s investments. Additionally,
inflation could increase beyond NLASCO s ability to earn investment income to keep pace.

NLASCO s investment results may be adversely affected by interest rate changes.

NLASCO s operating results are affected, in part, by the performance of its investment portfolio. NLASCO s investment portfolio contains
instruments, such as bonds, that may be adversely affected by increases in interest rates. Because bond trading prices decrease as interest rates
rise, a significant increase in interest rates could have a material adverse effect on NLASCO s financial condition and results of operations. On
the other hand, decreases in interest rates could have an adverse effect on NLASCO s investment income and results of operations. For example,
if interest rates decline, investment of new premiums received and funds reinvested will earn less. Interest rates are highly sensitive to many
factors, including governmental monetary policies, domestic and international economic and political conditions and other factors beyond
NLASCO s control.

As of March 31, 2007 and December 31, 2006, mortgage-backed and asset-backed securities constituted 10.2% and 9.8%, respectively, of
NLASCO s cash and invested assets. As with other fixed-income investments, the fair market value of these securities fluctuates depending on
market and other general
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