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PART | - FINANCIAL INFORMATION
Item 1- Financial Statements

NTSMORTGAGE INCOME FUND
CONSOLIDATED BALANCE SHEETS

As of As of
September 30, December 31,
2001 2000*
(UNAUDITED)
ASSETS
Cash and equivalents $ 689,406 $ 570,465

Membership initiation fees and other accounts
receivable, net of allowance of approximately $80,000

and $88,000, respectively 1,588,027 1,312,448
Notes receivable 1,007,789 1,213,191
Inventory 50,950,384 52,206,560
Property and equipment, net of accumulated

depreciation of approximately $932,000 and $745,000 597,633 566,008
Investment in unconsolidated affiliate 1,325,391 1,329,427
Advances to affiliates 3,429 20,252
Other assets 548,086 562,225

TOTAL ASSETS $ 56,710,145 $ 57,780,576

LIABILITIES AND STOCKHOLDERS EQUITY

Accounts payable and accrued expenses $ 2,481,695 $ 3,195,691
Accounts payable - affiliates 5,256,105 3,809,658
Mortgages and notes pay able 26,449,074 25,910,622
Notes payable - affiliate 180,386 418,657
Lot deposits 203,888 185,257
Deferred revenues 137,498 28,885

TOTAL LIABILITIES 34,708,646 33,548,770

COMMITMENTS AND CONTINGENCIES (Note 14)

STOCKHOLDERS' EQUITY
Common stock, $0.001 par value, 6,000,000 shares

authorized; 3,187,333 shares issued and outstanding $ 3,187 $ 3,187
Additional paid-in-capital 54,163,397 54,163,397
Accumulated deficit (32,165,085) (29,934,778)
TOTAL STOCKHOLDERS' EQUITY 22,001,499 24,231,806

TOTAL LIABILITIESAND STOCKHOLDERS'
EQUITY $ 56,710.145 $ 57,780,576

* Reference is made to the Fund’s audited financid statements in the Form 10-K as filed with the Securities and
Exchange Commission on April 3,2001.

Theaccompanying notesto consolidatedfinancial statementsareanintegral part of these statements.
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NTSMORTGAGE INCOME FUND
CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)

Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000
REVENUES
Lot sales, net of discounts $ 2,160,492 $ 3,267,564 $ 9,628,656 $ 9,477,235
Cost of sales 1,605,597 2,402,629 7,716,121 7,199,453
Gross profit 554,895 864,935 1,912,535 2,277,782
Country Club income 405,942 -- 746,518 --
I nterest and mi scellaneousincome 49,430 48,889 82,817 257,536
TOTAL REVENUES 1,010,267 913,824 2,741,870 2,535,318

EXPENSES
Selling, general and administrative -

affiliated 644,507 616,182 2,139,320 1,913,399
Selling, general and administraive 518,643 746,627 1,388,834 1,783,405
Country Club expenses 698,553 - 1,226,064 -
Interest expense 23,358 31,240 54,337 124,356
Other taxes and licenses 12,732 11,371 50,536 71,120
Depreciation and amortization 13,827 13,581 40,850 46,812
Loss from invesment in

unconsolidated affiliate 110,394 103,474 72,236 300,582

TOTAL EXPENSES 2,022,014 1,522,475 4,972,177 4,239,674

Net loss before federal income tax (1,011,747) (608,651) (2,230,307) (1,704,356)
Federal income tax expense -- -- -- --
Net loss $ (1.011.747) $ (608.651) $ (2.230.307) $_ (1.704.356)
Net loss per share of common stock $ (0.32)  $ (0.19)  $ (0.70) _ $ (0.53)

Weighted average number of shares 3,187,333 3,187,333 3,187,333 3,187,333

Theaccompanying notesto consolidated financial statementsareanintegral part of these statements.



NTSMORTGAGE INCOME FUND

CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

CASH FLOWS PROVIDED BY OPERATING ACTIVITIES

Net loss

Adjustments to reconcile net loss to net cash provided by

(used in) operating activities:

Depreciation and amortization expense

Loss from investment in unconsolidated affiliate
Changes in assets and liabilities:

Membership initiation fees and other accounts receivable

Notes receivable

Inventory

Accounts payable and accrued expenses
Accounts payable - affiliates

Lot deposits

Deferred revenues

Other assets

Net cash provided by operating activities
CASH FLOW USED IN INVESTING ACTIVITIES

Purchase of property and equipment
Capital contribution to unconsolidated affiliate

Net cash used in investing activities

CASH FLOWS PROVIDED BY (USED IN)
FINANCING ACTIVITIES

Advances to/from affiliates

Proceed s from mortgage and notes payable
Proceeds from notes payable - affiliated
Payments on mortgages and notes payable
Payments on notes payable - affiliated

Other assets

Net cash provided by (used in) financing activities

Net increase (decrease) in cash and equivalents
CASH AND EQUIVALENTS, beginning of period
CASH AND EQUIVALENTS, end of period

Cash paid for interest, net of amounts capitalized

Theaccompanying notesto consolidated financial statementsareanintegral part of these datements.

Nine Months Ended
September 30,

2001 2000
$ (2,230,307) $  (1,704,356)
40,850 46,812

72,236 300,582
(275,579) (75,914)
205,402 599,935
1,447,052 (1,428,896)
(713,996) 1,554,442
1,446,447 1,981,857
18,631 41,000
108,613 (36,563)
(10,188) (13,474)
109,161 1,265,425
(219,024) (269,843)
(68,200) (144,482)
(287,224) (414,325)
16,823 -
10,222,135 8,284,187
107,681 451,457
(9,683,683) (9,581,972)
(345,952) (52,000)
(20,000) (25,779)
297,004 (924,107)
118,941 (73,007)
570,465 619,022

$ 689.406 _ $ 546.015
$ 63.873 _ $ 117.428




NTSMORTGAGE INCOME FUND
NOTESTO CONSOLIDATED FINANCIAL STATEMENTS

Theunaudited finandal statementsandschedul esincluded herein should beread in conjunction with
the Fund’s 2000 Annual Report on Form 10-K, as filed with the Securities and Exchange
Commission on April 3, 2001. In the opinion of the Fund’s management, all adjustments (only
consisting of normal recurring accruals) necessary for a fair presentation have been made to the
accompanying financial statements for the three and nine months ended September 30, 2001 and
2000.

Note 1 - Organization

NTS Mortgage IncomeFund (the “Fund”), a Delaware corporation, wasformed on September 26,
1988. The Fund operated as a Real Estate Investment Trust (“REIT”) under the Internal Revenue
Code of 1986 (the“Code"), as amended, from its inception through December 31, 1996. The Fund
began operating as a“C” corporation under the Code for tax purposes effective January 1, 1997.
NTS Corporation is the sponsor of the Fund (the “ Sponsor”). NTS Advisory Corporation is the
advisor to the Fund (the* Advisor”), and NTS Residential Management Company isthe manager of
the Fund (“NTS Management”). The Advisor and NTS Management are affiliates of and are under
common control with NTS Corporation.

The Fund's subsidiaries are NTS/Lake Forest |1 Residential Corporation (“NTS/LFII”) and
NTS/Virginia Development Company (“NTS/VA”). These subsidiaries were acquired effective
October 1, 1997. The acquisitions were accounted for under the purchase method of accounting.
Prior to making the acquisitions, the Fund had been the primary creditor of these entities.

NTS/LFII istheowner and devel oper of the L &ke Forest North, single-family residential community
located in Louisville, Kentucky, and will continueto own and devel op the L ake Forest North project
to completion and orderly sale as wholly-owned subsidiary of the Fund. NTS Residential Realty,
Inc., a Kentucky corporation and an Affiliate of the Sponsor of the Fund, was formed on April 6,
1999, to act as a broker and agent for NTS/LFII for the saleof lots within the Lake Forest North
project, and as a broker and agent for the sale of new homes within the Lake Forest North project.

NTS/VA istheowner and devel oper of theFawn Lake, single-family residential community located
near Fredericksburg, Virginia, and will continue to own and develop the Fawn Lake project to
completion and orderly sale as wholly-owned subsidiary of the Fund. Fawn Lake Realty, Inc., a
division of NTS/Residential Properties, Inc-Virginia, aVirgniacorporation and an Affiliate of the
Sponsor of the Fund, will continue to act as a broker and agent for NTS/VA for the sale of lots
within the Fawn Lake project, and as a broker and agent for approved builders in the Fawn Lake
project for the sale of new homes.



The Fund purchased a 50% interest in the Orlando Lake Forest Joint Venture (the “ Joint Venture”)
effective August 16, 1997. Prior to becoming a Joint Venture partner, the Fund had been the Joint
Venture' sprimary creditor. The Joint Ventureownsthe Orlando Lake Forest Projed, asingle-family
residential community located in Seminole County, Florida (near Orlando). The Joint Venture will
continue to own and devel opthe Orlando L akeForest project. Lake Forest Realty, Inc., an Affiliate
of and under common control with the Fund’s Sponsor, will continue to act as a broker and agent
for the Joint Venture for the sale of lots within the Orlando Lake Forest project.

Note 2 - Basis of Aacounting

The Fund’ srecords are maintained on the accrual bas s of accounting in accordance with Generally
Accepted Accounting Principles (*GAAP’) in the United States.

Note 3 - Principles of Consolidation and Basis of Presentation

The consolidated financial statements of the Fund include the assets, liabilities, revenues and
expenses of its 100% owned subsidiaries. The consolidated statements of operations include the
resultsof acquired businesses accounted for under the purchasemethod of accounting from the date
of acquisition. Investments of 50% or lessin affiliated companies are accounted for under the equity
method. All significant intercompany transactions have been eliminated.

Note 4 - Use of Estimatesin Preparation of Financial Statements

The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of contingent assds and liabilities at the date of the financial statemerts and the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those
estimates.

Note 5 - Revenue Recognition

The Fund and its subsidiaries recognize revenue and related costs from lot sales using the accrual
method in accordance with GAAP, which iswhen payment has been received and title, possession
and other attributes of ownership have been transferred to the buyer, and the Fund and its
subsidiaries are not obligated to perform significant activities after the sale. The Fund and its
subsidiaries generally require aminimum down payment of at least 10% of thesales price of thelot.
Please seeNote 10 for adiscussion of the Sale of Undevel oped Land and the use of the cost recovery
method of accounting.

Note 6 - Reclassifications

Certain reclassifications have been madeto the 2000 finandal statementsto bein conformity with
the 2001 presentation. These reclassifications haveno effect on previously reported operations.
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Note 7 - Inventory

Inventory is stated at the lower of cost or net realizable value. Inventory includesall direct costsof
land, land development, and amenities, including interest, real estate taxes, and certan other costs
incurred during the development period, less amounts charged to cost of sales. Inventory costs are
allocated to individual lots sold using their relative sales values. The use of the relative salesvalue
method to record cost of sales requiresthe use of estimates of sdes values, development costs and
absorption periods over the life of the project. Given the long-term nature of the projects and
inherent economic volatility of residential real estate and the use of estimates to determine sales
values, devel opment costsand absorption peiods, itisreasonably possible that any one component
used in estimating could change in the near term. Any changes in estimates are accounted for
prospectively over the life of the project.

Inventory consists of approximately the following as of September 30, 2001

NTS/LFII NTS/VA Consolidated
Land held for future development, under
development, and completed lots $ 1,243,000 $ 22,081,000 $ 23,324,000
Country club (net of membership initiation fees) 5,238,000 12,127,000 17,365,000
Amenities 1,517,000 8,744,000 10,261,000

$ 7,998,000 $_ 42,952,000 $ 50,950,000

Inventory consists of the following as of December 31, 2000:

NTS/LFII NTS/VA Consolidated
Land held for future development, under
development, and completed lots $ 672,000 $ 23,023,000 $ 23,695,000
Country club (net of membership initiation fees) 7,720,000 11,066,000 18,786,000
Amenities 1,663,000 8,063,000 9,726,000

$ 10,055,000 $ 42,152,000 $ 52,207,000

NTS/LFII andNTS/VA capitalizedininventory approximately $1,529,000 of interest andreal estate
taxes for the nine months ended September 30, 2001. Interest and real estate taxes incurred were
approximately $1,632,000.

NTS/LFIl and NTS/V A capitdizedininventory approximately $2,225,000 of interest and real estate
taxes for the nine months ended September 30, 2000. Interest and real estate taxes incurred were
approximately $2,388,000.



Inventory for 2001, as reflected above, includes approximately $27,667,000, net of $10,302,000 of
country club membership initiation fees, of costsincurred to date for the development of the Fawn
Lake Country Club and the Lake Forest Country Club.

Inventory for 2000, as reflected above, includes approximately $28,413,000, net of $9,627,000 of
country club membership initiation fees, of costsincurred to date for the development of the Fawn
Lake Country Club and the Lake Forest Country Club.

Pursuant to an agreement between NTS/LFII and the Lake Forest Country Club regarding the cost
to develop the Country Club, NTS/LFII isto receive al initiation fees from membership sales for
aperiod not to exceed 12 years from the date of the agreement (ending 2003). The remaining cost
to beincurred for the current projected Country Club operating deficit for the period covered by the
agreement is approximately $1,458,000 , which is expected to be offset by member initiation fees.
During the nine months ended September 30, 2001, approximately $609,000 of the Lake Forest
Country Club deficit was capitalized as a cost of inventory. During the first quarter of 2001,
approximately $274,000 of the Fawn Lake Country Club deficit was capitalized as a cost of
inventory. During the nine months ended September 30, 2000, approximately $693,000 of the Fawn
Lake Country Club deficit and $375,000 of the Lake Forest Country Club deficit was capitalized
asacost of inventory.

During April 2001, the Fawn Lake Country Club was substantially completed. As aresult of the
Fund’ sintention to sell the Club asasingle asset, SFASNo. 67, “Accounting for Costsand Initial
Rental Operations of Real Estate Projects’ requires that the Club be reported separately from
inventory on the Fund’ s balance sheet as an asset available for sale. The assets stated value on the
balance sheet isto beitsfair value. The Fund expectsto have determined the Club’ sfair value during
the fourth quarter and will reclassify the asset available for sale accordingly.

Note 8 - Investment in Unconsolidated Affiliate

Effectiveas of August 16, 1997, the Fund became apartner in the Joint VVenture. The other partners
in the Joint Venture are Orlando Lake Forest, Inc., Orlando Capital Corporation and OLF 11
Corporation, al of whom are Affiliates of and are under common control with the Fund’ s Sponsor.
The Joint Venture will continue to operateunder its current legal nameas the Orlando L ake Forest
Joint Venture.

The Joint Venture owns the Orlando Lake Forest project, a single-family residential community
located in Seminole County, Florida (near Orlando). The Joint Venture will continue to own and
develop the Orlando Lake Forest project.

The Fund contributed to the Joint Venture as a capital contribution its interest in the principal and
interest of the first mortgage loan on the Orlando L ake Forest project, and obtained a50% interest
in the Joint Venture. The NTS entities named above hold cumulatively the remaining 50% interest
in the Joint Venture.



The net income or net loss of the Joint Venture is allocated based on the respective Partner’s
percentage interest, as defined in the Joint Venture agreement. As of September 30, 2001, the
Fund’ s percentage interest was 50%, and the Fund’ s investment balance in the Joint Venture was
approximately $1,325,000 and $1,329,000 as of September 30, 2001 and December 31, 2000,
respectively. The Fund' s share of the Joint Venture's net loss for the three and nine months ended
September 30, 2001, was approximately $110,000 and $72,000. The Fund’s share of the Joint
Venture's net loss for the three and nine months ended September 30, 2000, was approximately
$103,000 and $301,000.

Presented below are condensed balance sheets for the Joint Venture as of September 30, 2001 and
December 31, 2000, and statements of operations for the three and nine months ended September
30, 2001 and 2000:

September 30, December 31,
2001 2000

Balance Sheets
Notes receivable $ 45000 $ 84,000
Inventory 7,099,000 8,805,000
Other, net 248,000 242,000
Total assets $ 7.392.000 % 9,131,000
Mortgages and notes pay able 2,129,000 4,401,000
Other liabilities 2,612,000 2,071,000
Equity 2,651,000 2,659,000

Total liabilities and equity  $ 7.392.000 _ $ 9,131,000

Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000

Statements of Operations
Lot sales, net of discounts $ 457,000 $ 1,189,000 $ 3,453,000 $ 3,065,000

Cost of sales (298,000) (909,000) (2,300,000) (2,362,000)
Other expenses, net (380,000) (487,000) (1,297,000) (1,304,000)
Net income (loss) $___(221.000) $___ (207.000) $__ (144.000) $___ (601.000)
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Note 9 - Mortgages and Notes Payable

Mortgages and notes payable consist of the following:

September 30, December 31,
2001 2000

Mortgage loan payableto a bank in the amount of
$18,000,000, bearing interes at the Prime Rate +
1.0%, payable monthly, due October 31, 2005,
secured by inventory of NTS/VA and NTS/LFII,
generally principal payments consist of
approximately 91% of the Gross Receipts from lot
sales, personally guaranteed by M r. J. D. Nichols,
Chairman of the Board of the Fund’'s Sponsor, for
50% of the outganding loan balance and a $2
millionletter of credit from athird party lender with
the beneficiary being the bank. $ 16,548,295 $ 15,630,107

Note payable to a bank in the amount of
$9,000,000, bearing interest at 3.0%, payable
monthly, due October 30, 2003, secured by a
Certificate of Deposit owned by NTS Financial
Partnership, an affiliate of the Fund. 6,696,959 6,696,959

Mortgage loan payable to abank in the amount of
$4,000,000, bearing interes at the Prime Rate +
.5%, payable monthly, due July 31, 2002, secured
by the Lake Forest Country Club and golf course,
principal reductionsof $300,000 every six months,
guaranteed by NTS Corporation, the Fund's
Sponsor. 2,000,000 2,490,000

Warehouse Line of Credit Agreements with two
banks bearing intereg a the Prime Rate + 1% and
the Prime Rate + .75%, due December 15, 2001,
$(103,811) and September 18, 2002 $(507,665),
secured by notes receivable, principal payments
consist of paymentsreceived from notesreceivable
securing the obligation. The $103,811 W arehouse
Line of Credit agreement is guaranteed by NTS
Corporation. 611,476 223,871

Note payable in the amount of $1,174,800, bearing
interest at a Prime Rate + .5%, secured by a note
receivable, due in monthly installments of $5,000,
with any outstanding principal and accrued interest
due and payable in full on December 29, 2001. 362,684 680,925

Other 229,660 188,760

$ 26,449,074 $ 25,910,622
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The Fund anticipates seeking renewal s or refinancing the debts coming duewithin the next twelve
months with existing creditors. The Prime Rate was 6.0% and 9.5% at September 30, 2001 and
December 31, 2000, respectively.

On October 31, 2000, NTS/VA and NTS/LFII entered into a loan agreement with a financial
institution for acombined principal sum of up to $18,000,000 and used approximately $5,930,000
and $10,494,000 to pay the entire principal balance of the NTS/LFII and NTS/VA loans,
respectively. Theloanissecured by theNTS/LFIl and NTS/VA projects, a$2 million letter of credit
issued by athird party lender with the NTS/VA and NTS/LFII lender stated as the beneficiary, a
guarantee by the Fund for the full $18,000,000, and a pa'sonal guarantee by J.D. Nicholsfor 50%
of the outstanding loan balance. Once the outstanding balance on the Joint Venture's project loan
ispaidin full, it will be required to apply 50% of the net sales proceeds from lot sales against the
outstanding balance on this $18,000,000 loan. The lender requires contracts on lots with gross
proceeds exceeding 80% of a section’s devdopment costs before advancing funds for a newly
developed section a NTS/VA. The loan is a reducing revolver and the maximum amount
outstanding at the end of each year shall be as follows

December 31, 2001 $ 16,500,000
December 31, 2002 $ 11,000,000
December 31, 2003 $ 7,000,000
December 31, 2004 $ 4,000,000

Note 10 - Related Party Transactions

As of September 30, 2001, the Sponsor and an Affiliate owned 154,585 shares of the Fund,
collectively. The Fund has entered into, or had been subject to in prior periods, the following
agreements with various Affiliates of the Sponsor regarding the ongoing operation of the Fund.

Property Management Agreements

The ongoing operation and management of the Lake Forest Northand Fawn Lake prgectswill be
conducted by NTS Management under the terms of (i) a property management agreement executed
on December 30, 1997, and dated as of October 1, 1997, by and among the Fund, NTS/LFII and
NTS Management for the Lake Forest North project, and (ii) a property management agreement
executed on December 30, 1997, and dated as of October 1, 1997, by and among the Fund, NTS/VA
and NTS Management for the Fawn Lake project (collectively, the “Management Agreements’).
NTSManagement isawholly-owned subsidiary of NTS Devel opment Company. NTS Devel opment
Company isawholly-owned subsidiary of the Fund’ s Sponsor. The Management Agreements have
an initial term through December 31, 2003, subject to extension under certain conditions, and are
renewablefor successive six (6) year terms thereafter. Under the Management Agreements, NTS
Management will be reimbursed for costs incurred in the operation and management of NTS/LFII
and NTS/VA, will be entitled to an overhead recovery, and will accrue an incentive payment
payable, al as provided therein.
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These expense reimbursementsinclude direct and pro-rated costsincurred in the management and
operation of NTS/LFII and NTS/VA. Such costs include compensation costs of management,
accounting, professional, engineering and devel opment, marketing and office personnel employed
by NTS Management and/or certain of itsaffiliates, aswell asvarious non-payroll related operating
expenses. Compensation costsare for those individuals who rendered services full time on and off
site of the residential projects and with respect to the residential projects, but who have multiple
residential projects respongbilities, some of which may be affiliated entities of NTS Management.
For services provided by individuals not on site, or those with multiple residential projects
responsibilities, costsarepro-rated by NTS Management and all ocated to the appropriateresidential
project. Aspermitted by theProperty M anagement Agreements, the Fund was charged thefollowing
amounts for the three and nine months ended September 30, 2001 and 2000. These amounts are
reflected in selling, general and administrative - affiliated on the accompanying consolidated
statements of operations:

Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000
Personnel related costs:
Financing and accounting $ 60,000 $ 72,000 $ 185000 $ 206,000
Data Processng 18,000 24,000 53,000 64,000
Human Resources 11,000 12,000 33,000 33,000
Executive and administrative services 39,000 39,000 116,000 105,000
Construction M anagement 30,000 4,000 89,000 14,000
Sales and Marketing 283,000 230,000 1,021,000 846,000
Legal 14,000 8,000 42,000 22,000
Total personnel related costs 455,000 389,000 1,539,000 1,290,000
Marketing 75,000 65,000 173,000 144,000
Rent 12,000 18,000 41,000 48,000
Other general and administrative 13,000 8,000 25,000 41,000
Total expense reimbursements $_ 555,000 $_ 480,000 $ 1,778,000 $_ 1,523,000

Additionally, NTS Management is entitled to an overhead recovery, which is areimbursement for
overhead expenses attributable to the employees and the efforts of NTS Management under the
Management Agreements, in an amount equal to 3.75% of the projects’ gross cash receipts, as
defined in the Management Agreements. Overhead recovery for the three and nine months ended
September 30, 2001, wasapproximately $90,000 and $361,000, respectively. Overhead recovery for
the three and nine months ended September 30, 2000, was approximately $136,000 and $390,000,
respectively. Theseamounts are classified with selling, general and administrative- affiliated in the
accompanying consolidated statements of operations.
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The Management Agreements also provide the opportunity for NTS Management to receive an
incentive payment, as defined in the Management Agreements, equal to 10% of the net cash flows
of theprojectsif catainfinancial doligationsare met. Theincentive payment will not begin accruing
until after the cumulative cash flows of NTS/LFII, NTS/VA and the Fund’ s share of the cash flow
of the Joint VVenture would have been sufficient to enable the Fund to return to the shareholders of
the Fund an amount which, after adding thereto all other payments previously distributed to such
shareholders of the Fund, is at least equal to the shareholders' original capital contribution. As of
September 30, 2001, the Fund had raised approximately $63,690,000 and had paid distributions of
approximately $23,141,000. Asof September 30, 2001, no amount had been accrued asanincentive
payment in the Fund’s consolidated financial statements.

Advances and Notes Payable Affiliates

TheFund hasreceived advancesfrom an affiliate of the Fund’ s Sponsor, net of repayments, totaling
approximately $181,000 and $419,000 as of September 30, 2001 and December 31, 2000,
respectively. As of September 30, 2001 and December 31, 2000, the advances bear interest at the
Prime Rate.

As presented in the accompanying consolidated balance sheet asof September 30, 2001 accounts
payable- affiliates of approximately $5,256,000 is owed to NTS Development Company and NTS
Residential Management Company for salary and overhead reimbursements. NTS Development
Company and NTS Residential Management Company have agreed to defer amountsowed to them
by the Fund as of September 30, 2001 and those amountsthat will accrue during fiscal 2001 through
the period ending March 31, 2002, other than as permitted by cash flows of the Fund. Management
of the Fund believesthat NTS Development Company and NTS Residential Management have the
financial ability to defer amounts owed them by the Fund. There can be no assurancesthat thislevel
of support will continue past March 31, 2002.

Sale of Undeveloped Land

On March 6, 2001, the NTS/LFII sold 26.5 acres of land to Leke Forest Farways, LLC
(“Fairways’), alimited liability company which wasformed between NTS Devel opment Company
and Fairway Development, LLC (an unaffiliated third party). The initial payment was made on
March 6, 2001 for $30,000 per acrefor atotal of $795,000. Fairwayswill also pay NTS/LFII at each
closing of the sale of the first 100 home units, as an additional component of the purchase price for
the property, the sum of $14,500 per home unit sold. The sale has been recorded using the cost
recovery method and the transaction has been recorded for a total sales value of $1,715,000,
consisting of theinitial payment at closing for $795,000 and the grossfuture proceeds of $1,450,000
which are discounted to a net present value $920,000. Under the cost recovery method, no profit is
recognized until cash payments by the buyer (Fairways) exceed the seller’s (NTS/LFII) cost of the
property sold. This unrecognized profit is offset against the receivable on the balance sheet. At
September 30, 2001, the receivable balance related to this sale was approximately $442,000. The
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transactional values were derived from an independent appraisal performed by Integra Chapman &
Bell dated January 4, 2000.

Note 11 - Country Club Accounting

During April 2001, the Fawn Lake Country Club was substantially completed. As aresult of the
Fund’ sintention to sell the Club asasingle asset, SFAS No. 67, “Accounting for Costs and Initial
Rental Operations of Real Estate Projects’ requires that the Club’'s operations no longer be
capitalized to inventory costs upon substantial completion. Instead, the Club’ sresults of operations
have been included in the Fund’ s statement of operations beginning with April 1, 2001.

Note 12 - Income T axes

The Fund adopted Statement of Financial Accounting Standards No. 109, “ Accounting for Income
Taxes’ (“SFAS 109"), effective January 1, 1997. SFAS 109 requires recognition of deferred tax
assetsand liabilitiesfor the expected future tax consequence of eventsthat have beenincludedinthe
financial statements or tax returns. Under this method, deferred tax assets and liabilities are
determined based on the difference between the Fund’ s book and tax bases of assets and liabilities
and tax carry forwards using enacted tax rates in effect for the year in which the differences are
expectedto reverse. The principal differencesgiving riseto the Fund’ s deferredtaxes, consist of tax
net operating loss carry forwards, valuation allowances and differencesininventory basisfor book
and tax.

A valuation allowanceisprovided when the probability that the deferred tax asset to berealized does
not meet the criteria established by the Financial Accounting Standards Board. The Fund has
determined, based on a history of operating losses by its subsidiaries and its expectations for the
future, that it is more likely than not that the net deferred tax assets at September 30, 2001 and
December 31, 2000, will not be realized.

Asof December 31, 2000, the Fund had afederal net operating loss carry forward of approximately
$6,938,000 expiring during 2012, 2013, 2014 and 2015.

Note 13 - Financial I nstruments

The book values of cash and cash equivalents, trade receivables and trade payables are considered
to be representative of their respective fair values because of the immediate or short-term maturity
of these financial instruments. The fair value of the Fund’s notes receivable and debt instruments
approximated thebook val ue because asubstantial portion of theunderlying instrumentsarevariable
rate notes.
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Note 14 - Commitments and Contingencies

The Fund, as an owner of real estate, is subject to various environmental laws of federal and local
governments. Compliance by the Fund with existing laws has not had a material adverse effect on
the Fund’s financial condition and results of operations. However, the Fund cannot predict the
impact of new or changed laws or regulations on its aurrent properties or on properties that it may
acquire in the future.

The Fund does not believe there is any litigation threatened against the Fund other than routine
litigation arising out of the ordinary course of business, some of which isexpected to be covered by
insurance, none of which is expected to have amaterial adverse effect on the consolidated financial
statements of the Fund.

NTS/LFII and NTS/VA have various letters of credit outstanding to governmental agencies and
utility companiestotaling approximately $2,458,000 and $2,235,000 as of September 30, 2001 and
December 31, 2000, respectively. The primary purpose of these documentsisto ensurethat thework
at the developments is completed in accordance with the construction plans as approved by the
appropriate governmental agency or utility company.

Itis estimated that development of the remaining homeowner’ s association amenitiesat NTS/LFI|
will be substantially complete by November 2002. Based on engineering studies and projections,
NTS/LFII will incur additional costs, excluding interest, of approximately $400,000 during 2002 to
compl etethehomeowner’ sassoci ation amenities. No costsareestimated to beincurred during 2001.

It is estimated that the amenities at NTS/VA will be substantially complete by December 2008.
Based on engineering studies and projections, NTS/VA will incur additional costs, excluding
interest, of approximately $510,000 to complete the amenities for the project. These costs are
estimated to beincurred asfollows: $10,000 for 2001, $0 for 2002, $50,000 for 2003, $0 for 2004,
$50,000 for 2005, $350,000 for 2006, $0 for 2007, and $50,000 for 2008.

Note 15 - Guarantiesto the Fund

NTS Guaranty Corporation (the “Guarantor”), an Affiliate of the Sponsor, has guaranteed that
investors of the Fund will receive, over the life of the Fund, aggregate distributions from the Fund
(fromall sources) in an amount at least equal totheir original capital contributions, asdefinedinthe
Fund’ s Prospectus. As of September 30, 2001, the Fund has raised approximately $63,690,000 and
has paid distributions of $23,141,000.

The liability of the Guarantor under the above guaranty is expressly limited to its assets and its
ability to draw upon a$10 million demand note receivable from Mr. J.D. Nichols, Chairman of the
Board of Directors of the Sponsor. There can be no assurance that Mr. Nicholswill, if called upon,
be able to honor his obligation to the Guarantor. The total amounts guaranteed by the Guarantor are
in excess of its net worth, and there is no assurance that the Guarantor will be able to satidy its
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obligation under these guaranties. The Guarantor may in the future provide guaranties for other
Affiliates of the Fund.

Note 16 - Provisions for Write-down to Net Realizable Value

Statement of Financial Accounting Standards (“SFAS’) No. 121, “Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to be Disposed Of’” specifies circumstancesin
which certain long-lived assets must be reviewed for impairment. If the carryingamount of an asset
exceeds the sum of its expected future cash flows, the asset’ s carrying value must be written down
tofair value. Application of this standard during the period ended September 30,2001 did not result
in an impairment |oss.
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Item 2 - Management’s Discussion and Analysis of Financial Condition and Results of
Operations

Management’s Discussion and Analysis of Financial condition and Results of Operations
(“MD&A™) is structured in three major sections. The first section provides information related to
liquidity and capital resources. The second section analyzes consolidated cash flows and financial
conditions. The final section analyzesresults of operations on aconsolidated basis. A discussion of
certain market risks also follows. MD&A should be read in conjunction with the Financia
Statementsin Item 1 and the Cautionary Statements below.

Cautionary Statements

Some of the statements included in this Item 2 may be considered “forward-looking statements”
since such statements relate to matters which have not yet occurred. For example, phrases such as
“the Fund anticipates,” “believes’ or “expects’ indicatethat it is possible that the event anticipated,
believed or expected may not occur. Should such event not occur, then the result which the Fund
expected also may not occur or occur in a different manner, which may be more or less favorable
to the Fund. The Fund does not undertake any obligations to publicly release the result of any
revisions to these forward-looking statements that may be made to reflect any future events or
circumstances.

Any forward-looking statementsincluded in the MD& A section, or dsewhere inthis report, which
reflect management’s best judgment based on factors known, involve risks and uncertainties.
Readers are cautioned not to place undue rdiance on any forward-looking statements, which reflect
management’ s analysis only as of the date hereof. The Fund undertakes no obligation to publicly
revisethese forward-looking statements as aresult of anumber of factors, including but not limited
to those discussed below. Any forward-looking information provided by the Fund pursuant to the
safe harbor established by recent securities legislation should be evaluaed in the context of these
factors.

The Fund’s subsidiaries, NTS/LFIl and NTS/VA, and the Joint Venture, in which the Fund has a
50%interest, are engaged in the devel opment and sal e of residential subdivisionlots, the pricingand
sale of which are subject to risks generally associated with real estate development and applicable
market forces beyond the control of the Fund and/or its subsidiaries, including general and local
economic conditions, competition, interest rates, real estatetax rates, other operating expenses, the
supply of and demand for properties, zoning laws, other governmental rulesand fiscal policies, and
acts of God. All of the properties owned by NTS/LFII, NTS/VA and the Joint Venture are
encumbered by development loans from third party lenders which, given the nature of the risks
incumbentinreal estateinvestment and devel opment activitiesas stated above, areinherently subject
todefault shouldtheability of NTS/LFII, NTS/VA, Joint Venture and/or the Fund to make principal
and interest payments under such development loans become impaired.
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Thereisthe potential for occurrenceswhich could affect the Fund’ sabilityto control itsprofessional
and administrative expenses. Furthermore, the debt service regarding the Fund's borrowings is
variablebased on current interest rates, any fluctuationsin which are beyond the control of the Fund.
Thesevariancescould, for example, impact the Fund’ s projected cash and cash requirementsaswell
as projected returns.

Liquidity and Capital Resources

The Fund’ s current source of liquidity isprimarily the ability of its subsidiaries to draw upon their
respective development loans. Additional liquidity is provided by net proceeds retained from
residential lot closings by the properties owned by the Fund’s subsidiaries and Joint Venture in
which the Fund has a 50% interest. The various development loans call for prindpal payments
ranging from 72% to 91% of gross receipts from lot sales.

The Fund's management intends to meet the minimum principal payment requirement on its
$18,000,000 mortgage loan payabl e at December 31, 2001. Theintentionisbased on management’s
belief that the current and expected interest rate environment, regional economies affecting
NTS/LFII and NTS/VA, and lot sales trends from years past will be conducive to producing the
planned revenuesfrom each devel opment. There can be no assurancesor guaranteesthat any of these
or other pertinent factors will be more of less favorable to the Fund’s achievement of planned
revenue and expense goals.

Consolidated Cash Flows and Financial Condition

Key elements of the consolidated staements of cash flows:

Nine Months Ended
September 30,

2001 2000
Net cash provided by operating activities $ 109,161 $ 1,265,425
Net cash used for investing activities (287,224) (414,325)
Net cash flows from operating and inveging activities 178,063 851,100
Net cash provided by (used for) financing activities 297,004 (924,107)
Net increase (decrease) in cash and equivalents $ 118,941 $ (73,007)

Operating Activity

Cash provided by operating activities was approximately $109,000 for the nine months ended
September 30, 2001. The primary components of the cash provided by operating activities were a
net loss of approximately $2,230,000 and a net decrease to accounts payable and accrued expenses
of approximately $714,000. The net changein cash was also impacted by the continued deferral of
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accounts payable to affiliates of approximately $1,446,000 and a net reduction in inventory of
approximately $1,447,000. NTS Management has agreed to defer amounts owed to them by the
Fund as of September 30, 2001, and those amounts will accrue during the fiscal year 2001 through
the period ending March 31, 2002, other than as permitted by cash flows of the Fund. There are no
assurances that such deferrals will continue past March 31, 2002. Cash provided by operating
activities was approximately $1,265,000 for the nine months ended September 30, 2000. The
primary componerts of the cash provided by operating activities were a net loss of approximately
$1,704,000 and net additions to inventory of approximately $1,673,000, partially offset by an
increaseto accounts payable to affiliates of approximately $1,982,000 owed to NTS Devel opment
Company and NTS Management for salary and overhead reimbursements, an increase in accounts
payable and accrued expenses of approximately $1,554,000, and collections of notes receivable of
approximately $600,000.

I nvesting Activity

Cashusedfor investing activitieswasapproximately $287,000 for the ninemonthsended September
30, 2001. The components of the use of cash for investing activities were additional capital
contributionsto an unconsolidated affiliate of approximately $68,000 and capital additions, primarily
at the NTS/LFII and NTS/VA golf operations, of approximately $219,000.

Cashusesfor investing activitieswas approximately $414,000for the ninemonths ended September
30, 2000. The primary components of the use of cash for investing activities were an additional
capital contribution toan unconsolidated affiliate of $144,000 and capital additions, primarily at the
NTS/LFII and NTS/VA golf operations, of approximately $270,000.

Financing Activity

Cash provided by financing activities was approximately $297,000 for the nine months ended
September 30, 2001. The components of the cash used by financing activitieswere net proceeds on
notes payable relating to the development loans for NTS/LFII and NTS/VA of approximately
$538,000 and net payments on notes payable to an affiliate of approximately $238,000.

Cashused for financing activitieswas goproximately $924,000 for the nine monthsended September
30, 2000. The primary componentsof the use of cash for financing activities were net payments on
mortgages and notes payable from gross receipts of |at sales relating to the devel opment loans for
NTS/LFII and NTS/VA of approximately $1,298,000, and net proceeds on notes payable-affiliated
of approximately $399,000, which were used primarily to fund activities of NTS/VA.

On October 31, 2000, NTS/VA and NTS/LFII entered into a loan agreement with a financial
institution for acombined principal sum of up to $18,000,000 and used approximately $5,930,000
and $10,494,000 to pay the entire principa balance of the NTS/LFII and NTS/VA loans,
respectively. Theloanissecured by theNTS/LFII and NTS/V A projects, a$2 million letter of credit
issued by athird party lender with the NTS/VA and NTS/LFII lender stated as the beneficiary, a
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guarantee by the Fund for the full $18,000,000, and a personal guarantee by J.D. Nichols for 50%
of the outstanding loan balance. Oncethe outstanding balance on the Joint Venture's project loan
ispaidin full, it will berequired to apply 50% of the net sales proceeds from lot sales against the
outstanding balance on this $18,000,000 loan. The lender requires contracts on lots with gross
proceeds exceeding 80% of a section’s devdopment costs before advancing funds for a newly
devel oped section. Theloanisareducing revolver and the maximum amount outstanding at the end
of each year shall be asfollows:

December 31, 2001 $16,500,000
December 31, 2002 $11,000,000
December 31, 2003 $ 7,000,000
December 31, 2004 $ 4,000,000

TheFund’ smanagement believesthat thisloanwill provideadequateliquidity for the operationsand
continued development of NTS/VA and NTS/LFII inaccordance with the funding limits described
in the table above.

Results of Operations
Revenues

The following is an analysis of material changes in results of operations for the three and nine
months ended September 30, 2001 and 2000. Itemsthat did not have amaterial impact on operations
for the periods listed have been excluded from this discussion.

Revenuefor the three months ended September 30, 2001, includes approximately $2,080,000in |ot
sales consisting of approximately $713,000 and $1,367,000 from NTS/LFIl and NTS/VA,
respectively. During this period 20 lots were sold for an average selling price of approximately
$104,000. Additionally, revenue for the nine months ended September 30, 2001, includes
approximately $81,000 collected on an installment sale from NTS/VA.

Revenuefor the three months ended September 30, 2000, includes approximately $3,248,000in lot
sales consisting of approximately $743,000 and $2,505,000 from NTS/LFII and NTS/VA,
respectively. During this period 35 lots were sold for an average selling price of approximately
$93,000. Additionally, revenue for the nine months ended September 30, 2000, includes
approximately $20,000 collected on an installment sale from NTS/VA.

Beginning with April 1, 2001, the income and expenses of the Fawn Lake Country Club have been
included in the Fund’ s statement of operations. Thisisaresult of the substantial completion of the
Club and theintention to sell the Club asasingle asset. The Club’ s operationsfor the three and nine
months ended September 30, 2000, were capitalizedto inventory costs. Thenetimpact ontheresults
of operations was a net operating deficit of approximately $293,000 and $480,000 for the three
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months ended September 30, 2001, and for the period April 1, 2001 to September 30, 2001,
respectively.

Presented bel ow are the condensed statements of operationsfor the Fawn LakeCountry Clubfor the
three months ended September 30, 2001, and for the period April 1, 2001 to September 30, 2001.:

For the Period

Three Months Ended April 1, 2001 to
September 30, 2001 September 30, 2001
Revenues
Operating revenue $ 403,000 $ 743,000
Other revenue 3,000 4,000
Total revenues 406,000 747,000
Expenses
Cost of goods sold 65,000 112,000
Selling, general and administrative -
affiliaed 338,000 622,000
Selling, general and administraive 286,000 470,000
Depreciation 10,000 23,000
Total expenses 699,000 1,227,000
Net loss $ (293.000) % (480,000)

Revenue for the nine months ended September 30, 2001, includes approximately $7,813,000in lot
sales consisting of approximately $3,326,000 and $4,487,000 from NTS/LFII and NTS/VA,
respectively. During this period 77 lots were sold for an average selling price of approximately
$101,000. Additionally, revenue for the nine months ended September 30, 2001, includes
approximately $101,000 collected on an installment sale from NTS/VA.

On March 6, 2001, the NTS/LFII sold 26.5 acres of land to Lake Forest Fairways, LLC
(“Fairways’), alimited liability company which wasformed between NTS Devel opment Company
and Fairway Development, LLC (an unaffiliated third party). The initial payment was made on
March 6, 2001 for $30,000 per acrefor atotal of $795,000. Fairwayswill also pay NTS/LFII at each
closing of the sale of the first 100 home units, as an additional component of the purchase pricefor
the property, the sum of $14,500 per home unit sold. The sale has been recorded usng the cost
recovery method and the transaction has been recorded for a total sales value of $1,715,000,
consisting of theinitial payment at closing for $795,000 and the grossfuture proceeds of $1,450,000
which are discounted to a net present value $920,000. Under the cost recovery method, no profitis
recognized until cash payments by the buyer (Fairways) exceed the seller’s (NTS/LFII) cost of the
property sold. The non-recognition of profit on this transaction primarily created a decrease in the
grossprofit margin of NTS/LFII by approximately 15% for the three months ended March 31, 2001
as compared to the same period in 2000. This unrecognized profit is of fset against the receivable on
the balance sheet. At September 30, 2001, the receivable balance related to this sale was
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approximately $442,000. The transactional values were derived from an independent appraisal
performed by Integra Chapman and Bell dated January 14, 2000.

Revenue for the nine months ended September 30, 2000, includes approximately $9,365,000 in ot
sales consisting of approximately $4,881,000 and $4,484,000 from NTS/LFIl and NTS/VA,
respectively. During this period 94 lots were sold for an average selling price of approximately
$100,000. Additionally, revenue for the nine months ended September 30, 2000 includes
approximately $112,000 collected on an installment sale from NTS/VA.

Costs of sales for the three months ended September 30, 2001 and 2000, were goproximately
$1,606,000 and $2,403,000, respectively. Cost of sales for the nine months ended September 30,
2001 and 2000, were approximately $7,716,000 and $7,199,000, respectively.

Presented below are the gross profit margins for the three months ended June 30, 2001 and 2000:

Three Months Ended Nine Months Ended

September 30, September 30,
2001 2000 2001 2000
NTS/LF Il (1) 27% 19% 17% 19%
NTS/IVA 25% 29% 22% 29%
Combined gross profit margins 26% 26% 20% 24%

(1) Please see the preceding discussion of the impact of the Sale of Undeveloped Land on gross margin due to the use
of the costrecovery method of accounting.

Thedifferenceinthe cost of salespercentage of NTS/LFII compared to NTS/VA and thedifference
in the lot sales mix will create a proportionate change in the combined gross profit margn
throughout a given year. The decrease in gross profit margin is a function of a change in the
estimates of sales values, devel opment costsand absorption periods over thelife of the project. The
estimates are performed at the end of each fiscal year and the resulting cost of sales percentagesare
applied prospectively. Management assessesthe basisfor these annual projectionsat the end of each
guarter and if changesin facts and circumstances warrant, interim adjustments are made to the cost
of sales percentages prospectively. In comparing the gross margin percentages for the nine months
ended September 30, 2001 and 2000, respectively, Management’ s estimates have changed relative
to the ultimate sales values, development costs and absorption periods, and inherent economic
volatility of residential real estate they now believe will be realized during the duration of the
proj ects.

The Fund periodically reviews the value of land and inventories and determines whether any
impai rment charges are needed to reflect declinesin value. The Fund did not record any impairment
charges during the nine months ended September 30, 2001 and 2000. The estimated net realizable
value of real edate inventories represents Management’ s best estimate based on present plans and
intentions, selling prices in the ordinary course of business and anticipated economic and market
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conditions. Accordingly, the realization of the value of the Fund's real estate inventories is
dependent on future events and conditions that may cause actual results to differ from amounts
presently estimated.

During the fourth quarter of 2000, NTS/LFIl had an impairment charge of $4,500,000, which
reduced the carrying value of inventory related to the NTS/LFII project. Thisreductionininventory
caused the gross profit margin to increase for the three months ended September 30, 2001 compared
to 2000. The gross profit margin has decreased for the nine months ended September 30, 2001
compared to 2000 from theimpact of the sale of land to Fairways which wasrecorded using the cost
recovery method.

I nterestincome on cash equival entsand miscellaneousincomeincludesinterest income earned from
short-term investments made by the Fund with cashreserves for the nine months ended September
30, 2001 and 2000.

Expenses

The ongoing operation and management of NTS/LFII and NTS/VA will be conducted by NTS
Management under the terms of (i) a property management agreement executed on December 30,
1997, and dated as of October 1, 1997, by and among the Fund, NTS/LFIl and NTS Management
for the Lake Forest Narth project, and (ii) aproperty management agreement executed on December
30, 1997 and dated as of October 1, 1997, by and among the Fund, NTS/VA and NTS Management
for the Fawn Lake prgect (collectivdy, the “Management Agreements’). NTS Management isa
wholly-owned subsidiary of NTSDevel opment Company. NTS Devel opment Company isawhol ly-
owned subsidiary of the Fund’ s Sponsor. The Management Agreementshaveaninitial term through
December 31, 2003, subject to extension under certain conditions, and are renewablefor successive
six (6) year terms thereafter. Under the Management Agreements, NTS Management will be
reimbursed for costsincurred in the operation and management of NTS/LFIl and NTS/VA, will be
entitled to an overhead recovery, and will accrue an incentive payment payable, al as provided
therein.

The expenses related to the Management Agreements are presented as selling, general and
administrative - affiliated on the accompanying consolidated statements of operations. As defined
in the Management Agreements, the expenses are classified in two ways, expense recovery and
overhead recovery. The expense recovery includes direct and pro-rated costs incurred in the
management and operation of NTS/LFII and NTS/VA. Such costs include compensation costs of
management, accounting, professional, engineering and development, marketing and office
personnel employed by NTS management and/or certain of its affiliates as well as various non-
payroll related operating expenses. Compensation costs are for those individuds who rendered
services full time on and off site of the residentia projects and with respect to the residentid
proj ects, but who have multipleresidential projectsresponsibilities, some of which may be affiliated
entitiesof NTSManagement. For servicesprovided by individual snot on site, or thosewithmultiple
residential projects responsibilities, costs are pro-rated by NTS Management and allocated to the
appropriateresidential project. Reimbursements for expense recovery of approximately $555,000
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and $480,000 were accrued to NTS Management or an Affiliate during the three months ended
September 30, 2001 and 2000, respectively, for actual personnel, marketing and administrative costs
asthey relateto NTS/LFII, NTS/VA and the Fund. For the nine months ended September 30, 2001
and 2000, the expense recovery accrued to NTS Management or an affiliae was approximately
$1,778,000 and $1,523,000.

Reimbursementsfor expenserecovery increased approximately $75,000 for thethree monthsended
September 30, 2001, ascompared to the same period in 2000. Reimbursementsfor expenserecovery
increased approximately $255,000 for the nine months ended September 30, 2001, as compared to
the same period in 2000. The increaseis primarily a result of an increase in commissions pad to
sales agents employed by NTS/VA for the three and nine months ended September 30, 2001, as
compared to the same period in 2000.

Additionally, NTS Management is entitled to an overhead recovery, which is areimbursement for
overhead expenses attributable to the employees and the efforts of NTS Management under the
Management Agreements, in an amount equal to 3.75% of the projects gross cash recapts, as
defined in the Management Agreements. For the three months ended September 30, 2001 and 2000,
overhead recovery incurred was approximately $90,000 and $136,000, respectively. For the nine
months ended September 30, 2001 and 2000, overhead recovery incurred was approximately
$361,000 and $390,000.

Selling, general and administrative expensesincludedirectors' fees, legal, outside accounting, other
investor rel ated cost, repairsand maintenance cos. Selling, general and administrative expensesal so
include those costs incurred diredly by NTS/VA for marketing related activities.

For the three months ended September 30, 2001 and 2000, the amountsincurred for selling, general
and administrative expenseswereapproximately $519,000 and $747,000. For the ninemonthsended
September 30, 2001 and 2000, theamountsincurred for selling, general and administrative expenses
were approximately $1,389,000 and $1,783,000, respectively. The decreasein the selling, general
and administrative expensesis primarily aresult of adecrease in advertising costs at NTS/VA for
the three and nine months ended September 30, 2001, compared to the same period in 2000.

Increasesand decreasesin interest expense generally correspond directly to increases and decreases
in the outstanding balances of the Fund’ s borrowings and its subsidiaries borrowingsas well asin
the capitalization percentage. For the three months ended September 30, 2001 and 2000,
approximately $431,000 and $715,000, respectivdy, wascapitalizedin inventory and approximately
$23,000 and $31,000, respectively, was expensed. For the nine months ended September 30, 2001
and 2000, approximately $1,428,000 and $2,091,000, was capitalized in inventory and
approximately $54,000 and $124,000, respectively, was expensed. The decrease in total interest is
primarily due to decreases in the Fund’ s interest rateon its variable rate mortgage loans

Depreciation expenserel atesto equipment used for devel opment activity whichisbeing depreciated
over five to seven years.
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No benefit for income taxes was provided during the nine months ended September 30, 2001 and
2000, as the Fund has recorded a valuation allowance equal to the amount of the recorded bendfit.
The Fund has determined that it is more likely than not that the net deferred tax asset will not be
realized.

Provisions for Write-down to Net Realizable Value

The Fund periodically reviews the value of land and inventories and determines whether any
impairment charges need to be recorded to reflect declinesin value The estimated net realizable
value of rea estate inventories represents management’s estimate based on present plans and
intentions, selling prices in the ordinary course of business and anticipated economic and market
conditions. Accordingly, the realization of the value of the Funds real estate inventories is
dependent on future events and conditions that may cause actual results to differ from amounts
presently estimated. The Fund did not record any impairment charges during the period ended
September 30, 2001.
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Item 3 - Quantitative and Qualitative Disclosures About Market Risk

Our primary market risk exposure with regard to financial instruments is changes in interest rates.
The Fund’ s debt instruments bear interest at both variable and fixed rates as discussed in Note 9 of
the Fund’ sfinancial statements. At September 30, 2001, a hypothetical 100 basis point increasein
interest rates would result in an approximate $195,000 increase in interest expense and an
approximate $64,000 decrease in the fair value of debt for the nine months then ended. During the

nine months ended September 30, 2001, the majority of interest expense incurred was capitalized
ininventory.
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PART Il - OTHER INFORMATION

Item 1 - Legal Proceedings
None.

Item 2 - Changesin Securities
None.

Item 3 - Defaultsupon Senior Securities
None.

Item 4 - Submission of Mattersto a Vote of Security Holders
None.

[tem 5 - Other Information
None.

Item 6 - Exhibitsand Reportson Form 8-K
Exhibits:
Exhibit 99. Additional Exhibits - Pages from the Fund’'s Prospectus which have been
specifically incorporated by, reference and copies of which are attached
hereto which includes pages 75 to 81.
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SIGNATURES

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

NTS Mortgage Income Fund

/9 _BrianF. Lavin

Brian F. Lavin

President and Director of the
Mortgage Income Fund

Date: November 13, 2001
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