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PART |

The terms “we,” “us,” “our,” “Company” and “Prosped Energy” refer to Prospect Energy Corporation; “@spect Management” or the
“Investment Adviser” refers to Prospect Capital Mayement, LLC; “Prospect Administration” or the “Adnistrator” refers to Prospect
Administration, LLC

Item 1. Business

We are a financial services company that lendsitbiavests in companies in the energy industry.afeorganized as a non-diversified closed-end
management investment company that has electesltreéted as a business development company urelamntestment Company Act of 1940, or



“1940 Act.”

We concentrate on making investments in energy emes having annual revenues of less than $250li@miOur typical investment involves a
secured loan of less than $30.0 million with soorenfof equity participation. In most cases, compaiin which we invest are privately held or have
thinly traded public securities at the time we isivie them. We refer to these companies as “middleket” companies and these investments as middle
market investments.

We seek to maximize returns to our investors byhapg rigorous credit analysis and asset-basedifgnichniques to make and monitor our
investments in asset intensive energy companiesi®fet intend to invest directly in any energy amy engaged exclusively in (1) oil and gas
exploration, (2) speculative risks or (3) specwukatrading in oil, gas and/or other commoditiefi@igh some of the energy companies in which we
invest may be involved in some exploration or depeient activity.

As of June 30, 2006, we held investments havingggregate value of $134.0 million in fifteen polibacompanies. As of June 30, 2006, the
weighted average yield on all of our outstandingestments in long-term debt securities issued mypottfolio companies was 14.3% (17.0% including
equity securities).

The Energy Industry

We invest primarily in the North American energdustry. We believe the energy industry is one efl#tigest, most dynamic and important
industries in North America. The energy industrysists of companies in the direct energy valuerchaiwell as companies that sell products and
services to, or acquire products and services ftbendirect energy value chain. In this documerst refer to all of these companies as “energy
companies” and assets in these companies as “eassgys.” The categories of energy companiessnvtliue chain are described below. The direct
energy value chain includes upstream businessestn®am businesses and downstream businesses:

e Upstream businesses find, develop and extract gmesgurces, including natural gas, crude oil aval,avhich are typically found underground
or offshore in geological reservoirs.

e Midstream businesses gather, process, refine, atmtéransmit energy resources and their byprodon@dorm that is usable by wholesale power
generation, utility, petrochemical, industrial agakoline customers.

e Downstream businesses include the power and eliggtsegment as well as businesses that procds®, rmarket or distribute hydrocarbons or
other energy resources, such as customer-readsahgts, propane and gasoline, to end-user cussomer
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Our Investment Objective and Policies

Our investment objective is to generate both curiremome and long-term capital appreciation throdght and equity investments. We focus on
making investments in energy companies and wik#tyunder normal circumstances, at least 80% ro&ssets (including the amount of any borrowi
for investment purposes) in these companies. Pcogpesrgy is a non-diversified company within theaning of the 1940 Act, which means that from
time to time a greater portion of our assets maysisb of portfolio companies in which we have ineesmore than 5% of our net asset value and/or hold
more than 10% of the outstanding voting securities would be the case if we were a diversified gany.

We seek to maximize returns to our investors byhampg rigorous credit analysis and asset-basedimgntchniques, such as taking first or second
priority security interests in energy assets. Wedbinvest directly in any energy company exclaiiinvolved in (1) speculative oil and gas
exploration, (2) speculative risks or (3) specukatrading in oil, gas and/or other commoditiesn®®f the energy companies in which we invest are
involved in some exploration or development agfivitvhile the structure of our investments varies,imvest primarily in secured senior and
subordinated loans, generally referred to as mézedoans, which often include equity interestshsas warrants or options received in connectioh wit
these loans, and dividend-paying equity securiiash as common and preferred stock and convesgéderities, of middle market energy companies.
Our investments typically range between $5.0 milémd $30.0 million each, although this investngne may vary proportionately as the size of our
capital base changes.

While we primarily seek current income through istveent in the debt and/or dividend-paying equitgusiéies of privately held or thinly traded
public energy companies and long-term capital apatien by acquiring accompanying warrants, optionsther equity securities of such companies,
we may invest up to 30% of our assets in opportignisvestments in order to seek enhanced retunnstbéckholders. Such investments may include
and equity instruments of public companies thathirdy traded. We expect that these public comgsugienerally will have debt securities that are-non
investment grade. Within this 30% basket, we map alvest in debt and equity securities of middkdet companies located outside of the United
States.

Our investments typically include equity componehts provide us with opportunities to share inghewth in value of portfolio companies. Eqt
components may include warrants or options to aeqedmmon shares in a portfolio company, paymeatmértion of the contractual interest on debt
securities in common shares of the portfolio congpan contractual payment rights or rights to reeei proportional interest in the revenue, opegatin
cash flow or net income of such company. When ddtexd by the Investment Adviser to be in our besdriest, we may acquire a controlling interest in
a portfolio company. Any warrants or options weeige may require only a nominal cost to exercisé, taus, as a portfolio company appreciates in
value, we may achieve additional investment reftom this equity interest. In many cases, we hauectired, and may seek to include, in all warri



provisions protecting our rights as a minority-et& or, if applicable, controlling-interest holdas well as puts. We may also seek to includd in a
warrants rights to sell such securities back tactirapany, upon the occurrence of specified evémtsiany cases, we obtain registration rights in
connection with these equity interests, which nmyude demand and “piggyback” registration rights.

We plan to hold most of our investments to matusityepayment, but may sell our investments eaifliztiquidity event takes place, such as the
sale or recapitalization of a portfolio companyijfdhe Investment Adviser deems such sale to muimbest interest.

We have qualified and elected to be treated foerf@ldncome tax purposes as a regulated investooenpany, or a RIC, under Subchapter M of the
Internal Revenue Code of 1986, as amended (the€'J.ols a RIC, we generally do not pay corporatesldederal income taxes on any ordinary
income or capital gains that we distribute to dockholders as dividends. To continue to qualifiad®lC, we must, among other things, meet certain
source-of-income and asset diversification requéets (as described below). In addition, to qudbiyRIC tax treatment we must distribute to our
stockholders, for each taxable year, at least 9D&ti0“investment company taxable income,” whiclye&nerally our ordinary income plus the excess of
our realized net short-term capital gains overreatized net long-term capital losses.
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Ongoing Relationships With Portfolio Companies

Monitoring

Prospect Management monitors our portfolio compaaiean ongoing basis. Prospect Management witirnasto monitor the financial trends of
each portfolio company to determine if they are tingetheir respective business plans and to askesappropriate course of action for each company.

Prospect Management employs several methods aiaireg and monitoring the performance and valueusfinvestments, which include, but are
not limited to, the following:

e Assessment of success in adhering to the portfoliopany’s business plan and compliance with covsnan

e Regular contact with portfolio company managemeiat, & appropriate, another financial or strategponsor, to discuss financial position,
requirements and accomplishments;

e Attendance at and participation in board meetiagst

e Review of monthly and quarterly financial statensesmd financial projections for portfolio companies

Valuation Process

In calculating the value of our total assets, Wwa@anvestments for which market quotations arelilgavailable at such market quotations. Debt
and equity securities whose market price is nddilgavailable are valued at fair value as deteadim good faith by our board of directors. With
respect to private equity securities, each investrisevalued using a number of valuation metrigs|uding comparisons of financial ratios of the
portfolio companies that issued such private eggatgurities to peer companies that are public bedliscounted cash flow method. When an external
event such as a purchase transaction, public nffeni subsequent equity sale occurs, we will uggtiting indicated by the external event in revieyw
and determining our private equity valuation. Bexsathere is not a readily available market valuerfost of the investments in our portfolio, we \alu
substantially all of our portfolio investments airfvalue as determined in good faith by our baarder a valuation policy and a consistently applied
valuation process. Due to the inherent uncertahtyetermining the fair value of investments thatnit have a readily available market value, tlire fa
value of our investments may differ significanttpr the values that would have been used had & madket existed for such investments, and the
differences could be material.

The following is a description of the steps we takeh quarter to determine the value of our paotféhvestments for which market quotations are
readily available are recorded in our financiatestaents at such market quotations. With respeiciviestments for which market quotations are not
readily available, our board of directors undersatenulti-step valuation process each quartereasrihed below:

e Our quarterly valuation process begins with eadftfpl®o company or investment being initially vatliby the investment professionals of our
Investment Adviser responsible for the portfoligestment;

Preliminary valuation conclusions are then documemind discussed with our senior management;

An independent valuation firm engaged by our badrdirectors reviews these preliminary valuations;

e The audit committee of our board of directors resig¢he preliminary valuation, and our Investmenviadr and, as circumstances require, our
independent valuation firm respond and supplentenpteliminary valuation to reflect any commentsvided by the audit committee; a



e The board of directors discuss valuations and oetess the fair value of each investment in ourfptid in good faith based on the input of our
Investment Adviser, independent valuation firm aodit committee.

For a discussion of the risks inherent in deterngjrthe value of securities for which readily aviaiéamarket values do not exist, see “Risk Factors—
Many of our portfolio investments are recordedadt ¥alue as determined in good faith by our basrdirectors and, as a result, there is uncertastic
the value of our portfolio investments.”

Managerial Assistanc

As a business development company, we offer, argt provide upon request, managerial assistancertaic of our portfolio companies. This
assistance could involve, among other things, mani the operations of our portfolio companiegtipgating in board and management meetings,
consulting with and advising officers of portfolilompanies and providing other organizational andricial guidance. We may receive fees for these
services. Such fees would not qualify as “good inebfor purposes of the 90% income test that wetmmeset each year to qualify as a registered
investment company or “RIC.” Prospect AdministratiaLC (“Prospect Administration”) provides such magerial assistance on our behalf to portfolio
companies and is compensated therefore when weguéed to provide this assistance.

Business —Factors That May Affect Future Results

Factors that may affect future results include,dretnot limited to, general economic conditionggliest rates, commaodity prices, supply of and
demand for particular services or products, theketgyosition of individual companies, the levelcoimpetition in regional and global markets, anceo
factors. Please see our discussion under “Risk®iddelow.

Management Fee

Investment Advisory Agreems

Our investment activities are managed by our Imaest Adviser, which is an investment adviser teaegistered under the Investment Advisers
Act of 1940, or the “Advisers Act.” We depend o tliligence, skill and network of business contadthe senior management of our Investment
Adviser. We also depend, to a significant extentpor Investment Adviser’s access to the investrpesfessionals of Prospect Management and the
information and deal flow generated by the Prosptartagement Investment professionals in the coofrieeir investment and portfolio management
activities. The senior management team evaluagggtiates, structures, closes, monitors and serageinvestments. Our future success depends to a
significant extent on the continued service ofghaior management team, particularly John F. Bldrand M. Grier Eliasek. The departure of any loé
senior managers of our Investment Adviser coulcehamaterial adverse effect on our ability to ashieur investment objectives. In addition, we can
offer no assurance that Prospect Management wilaine our Investment Adviser or that we will contnto have access to its investment professionals
or its information and deal flow.

Prospect Energy has entered into an investmensagvand management agreement with Prospect Maragdthe “Investment Advisory
Agreement”) under which the Investment Adviser,jeabto the overall supervision of Prospect Enesdydard of directors, manages the day-to-day
operations of, and provides investment advisoryises to, Prospect Energy. Under the terms ofilvedtment Advisory Agreement, our Investment
Adviser: (i) determines the composition of our falib, the nature and timing of the changes tomantfolio and the manner of implementing such
changes, (ii) identifies, evaluates and negotititesstructure of the investments we make (inclugiedgorming due diligence on our prospective pdid
companies); and (iii) closes and monitors investsare make.

Prospect Managementservices under the Investment Advisory Agreeraemnot exclusive, and it is free to furnish simgarvices to other entiti
so long as its services to us are not impairedpFariding these services the Investment Adviseeires a fee from Prospect Energy, consisting of tw
components--a base management fee and an incéeggivEhe base management fee is calculated atrarabrate of 2.00% on Prospect Energy’s gross
assets (including amounts borrowed and drawn doier)services rendered under the Investment Adyidgreement during the period commencing
from the closing of Prospect Energy'’s initial pebbffering through and including the first six mbstof operations, the base management fee was
payable monthly in arrears. For services currerghdered under the Investment Advisory Agreeméetbse management fee is payable quarterly in
arrears. The base management fee is calculated badbe average value of Prospect Energy’s gresstaiat the end of the two most recently
completed calendar quarters (the closing of Pradpeergy’s initial public offering was treated aguarter end for these purposes) and appropriately
adjusted for any share issuances or repurchasegydbe current calendar quarter. Base manageraestfér any partial month or quarter are
appropriately pro rated. The total base managefeestearned by and paid to Prospect Managememigdilmé twelve months ended June 30, 2006 and
June 30, 2005 were $2.1 million and $1.8 milli@spectively.

The incentive fee has two parts. The first pa#,ititome incentive fee, is calculated and payabéetgrly in arrears based on Prospect Energy’s pre
incentive fee net investment income for the immiedyapreceding calendar quarter. For this purppesincentive fee net investment income means
interest income, dividend income and any othernimedincluding any other fees (other than fees fowiging managerial assistance), such as
commitment, origination, structuring, diligence arwhsulting fees and other fees that Prospect Erreggives from portfolio companies) accrued du
the calendar quarter, minus Prospect Energy’s tipgraxpenses for the quarter (including the baaragement fee, expenses payable under the
Administration Agreement described below, and amgrest expense and dividends paid on any issutdwstanding preferred stock, but excluding the
incentive fee). Princentive fee net investment income includes, endase of investments with a deferred interesufegsuch as original issi



discount, debt instruments with payment in kin@iast and zero coupon securities), accrued inchatente have not yet received in cash. Pre-incentive
fee net investment income does not include anyzeshcapital gains, realized capital losses oralimed capital appreciation or depreciation. Pre-
incentive fee net investment income, expressedrateaf return on the value of Prospect Energgtsassets at the end of the immediately preceding
calendar quarter, is compared to a “hurdle ratel.@5% per quarter (7.00% annualized). HoweverJmuestment Adviser has voluntarily agreed that
for each fiscal quarter after January 1, 2005gtmeterly hurdle rate will be equal to the greatiefa) 1.75% and (b) a percentage equal to thecfum
25.00% of the daily average of the “quoted treasatg” for each month in the immediately preceding quarters plus 0.50%. “Quoted treasury rate”
means the yield to maturity (calculated on a semmigal bond equivalent basis) at the time of conmtjrtdor Five Year U.S. Treasury notes with a
constant maturity (as compiled and published imtlost recent Federal Reserve Statistical Releas€hése calculations will be appropriately pro date
for any period of less than three months and agl§liir any share issuances or repurchases dugnguthent quarter. The voluntary agreement by the
Investment Adviser that the hurdle rate be fluéhgafor each fiscal quarter after January 1, 2G85discussed above) may be terminated by the
Investment Adviser at any time upon 90 days’ priotice.

The net investment income used to calculate thisgfahe incentive fee is also included in the aimtoof the gross assets used to calculate the :
base management fee. Prospect Energy pays therrergsAdviser an income incentive fee with resped®rospect Energy’s pre-incentive fee net
investment income in each calendar quarter asvistio

e no incentive fee in any calendar quarter in whiobsPect Energy’s pre-incentive fee net investmecine does not exceed the hurdle rate;

e 100.00% of Prospect Energy’s pre-incentive feeématstment income with respect to that portionwafrspre-incentive fee net investment
income, if any, that exceeds the hurdle rate blgsis than 125.00% of the quarterly hurdle rat@niy calendar quarter (8.75% annualized
assuming a 7.00% annualized hurdle rate); and

e 20.00% of the amount of Prospect Energy’s pre-iticeriee net investment income, if any, that exse®26.00% of the quarterly hurdle rate in
any calendar quarter (8.75% annualized assumin@@ annualized hurdle rate).

These calculations are appropriately pro ratecifigr period of less than three months and adjustedry share issuances or repurchases during the
current quarter.

The following is a calculation of the most recamténtive Fee payable as of June 30, 2006:

Prior Quarter Net Asset Vall $ 104,601,34
Quarterly Hurdle Rat 1.750(04**
Current Quarter Hurdl 1,830,52.
125.00% of the Quarterly Hurdle R 2.187%
125.00% of the Current Quarter Hur 2,288,15
Current Quarter Pre Incentive Fee Net Investmettrire 3,725,10
Incentive Fee “Catct-Up” 457,63:
Incentive Fee 20.00% in Excess of 125.00% of the Current Quédted|e 287,39(
Total Current Quarter Incentive F $ 745,02:

** Please note that 25.00% of the quoted treasuryptase0.50% was 1.6166%, therefore the quartenylbuate of 1.75% was use

The second part of the incentive fee, the capaalgincentive fee, is determined and payableneaas as of the end of each calendar year (or upon
termination of the Investment Advisory Agreemesstpéthe termination date), and equals 20.00% o$jct Energy’s realized capital gains for the
calendar year, if any, computed net of all realizapital losses and unrealized capital depreciaidhe end of such year. In determining the chpita
gains incentive fee payable to the Investment AetyiBrospect Energy calculates the aggregate edatapital gains, aggregate realized capital losses
and aggregate unrealized capital depreciationpplicable, with respect to each of the investméntts portfolio. For this purpose, aggregate =i
capital gains, if any, equals the sum of the déffexes between the net sales price of each investmiean sold, and the original cost of such investm
since inception. Aggregate realized capital logspsl the sum of the amounts by which the net gales of each investment, when sold, is less tha
original cost of such investment since inceptioggregate unrealized capital depreciation equalsuhe of the difference, if negative, between the
valuation of each investment as of the applicabte dnd the original cost of such investment. Atehd of the applicable period, the amount of ehpit
gains that serves as the basis for Prospect Ergecgiculation of the capital gains incentive feaadg the aggregate realized capital gains lessggty
realized capital losses and less aggregate unedatapital depreciation with respect to its poitfalf investments. If this number is positive a #nd of
such period, then the capital gains incentive f@estich period is equal to 20.00% of such amoess the aggregate amount of any capital gains
incentive fees paid in respect of its portfolicalhprior periods. $1.8 million and no income intiea fees were earned for the twelve months ended J
30, 2006 and June 30, 2005, respectively. No dagdias incentive fees were earned for the tweleatms ended June 30, 2006 and June 30, 2005.
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Duration and Terminatiol

The Investment Advisory Agreement was originallypegved by our board of directors on June 23, 20@antinued for an additional one year
term expiring June 23, 2007 on May 15, 2006. Untessinated earlier as described below, it will emin effect from year to year thereafter if
approved annually by our board of directors orty affirmative vote of the holders of a majorityoefr outstanding voting securities, including, ither
case, approval by a majority of our directors wherot interested persons. The Investment Adviggneement will automatically terminate in the
event of its assignment. The Investment Advisoryekgnent may be terminated by either party withaumglty upon not more than 60 days’ written
notice to the other. See “Risk factors—Risks ratato our business and structure—We are depengent Brospect Management’s key management
personnel for our future success.”

Indemnification

The Investment Advisory Agreement provides thaseaib willful misfeasance, bad faith or gross neglice in the performance of its duties or by
reason of the reckless disregard of its dutiescdntigations, Prospect Management and its officm@nagers, agents, employees, controlling persons,
members and any other person or entity affiliaté&tl ware entitled to indemnification from Prosp&mergy for any damages, liabilities, costs and
expenses (including reasonable attorneys’ feesaamalints reasonably paid in settlement) arising fiteerrendering of Prospect Management’s services
under the Investment Advisory Agreement or otheevas an investment adviser of Prospect Energy.

Payment of Our Expenses

All investment professionals of the Investment Adviand their respective staffs, when and to thenéxengaged in providing investment advisory
and management services, and the compensatioroatider overhead expenses of such personnel alltalsiuch services, are provided and paid for by
Prospect Management. We bear all other costs gmehers of our operations and transactions, induitiose relating to:

e organization and offering;

e calculation of our net asset value (including tbetand expenses of any independent valuation;firm)

e expenses incurred by Prospect Management payatiiedgarties, including agents, consultants tieotadvisers (such as independent valuation
firms, accountants and legal counsel), in moniponr financial and legal affairs and in monitoriog investments and performing due dilige
on our prospective portfolio companies;

e interest payable on debt, if any, and dividendsapss/on preferred stock, if any, incurred to finralocr investments;

e offerings of our debt, our preferred shares, ommmmn stock and other securities;

e investment advisory fees;

o fees payable to third parties, including agentasatiants or other advisers, relating to, or asdediwith, evaluating and making investments;

e transfer agent and custodial fees;

e CCO and CFO fees;

e registration fees;

e listing fees;

o taxes;

e independent directors’ fees and expenses;

e costs of preparing and filing reports or other doeats with the SEC;

e the costs of any reports, proxy statements or athices to stockholders, including printing costs;

e our allocable portion of the fidelity bond, direrg@and officers/errors and omissions liability irewe, and any other insurance premiums;

e direct costs and expenses of administration, inetpduditor and legal costs; and

o all other expenses incurred by us, by our InvestrAeriser or by Prospect Administration in connentivith administering our business, sucl

our allocable portion of overhead under the Adntiaison Agreement, including rent and our allocgtbetion of the costs of our chief
compliance officer and chief financial officer atiebir respective staffs under the sub- adminigtraéigreement.

Administration Agreemel



Prospect Energy has also entered into an Admitimtrégreement with Prospect Administration, LL@(bspect Administration”) under which
Prospect Administration, among other things, presi¢br arranges for the provision of) administeervices and facilities for Prospect Energy. For
providing these services, Prospect Energy reimisupsespect Administration for Prospect Energy’sadble portion of overhead incurred by Prospect
Administration in performing its obligations undbe Administration Agreement, including rent and allocable portion of the costs of our chief
compliance officer and chief financial officer atiir respective staffs. Under this agreement, parasAdministration furnishes us with office fatiés,
equipment and clerical, bookkeeping and record ikgegervices at such facilities. Prospect Admiaistn also performs, or oversees the performance
of, our required administrative services, whichude, among other things, being responsible fofittencial records which we are required to maimtai
and preparing reports to our stockholders and teffited with the SEC. In addition, Prospect Adrsiration assists us in determining and publishing
net asset value, overseeing the preparation angd 6Ff our tax returns and the printing and disseation of reports to our stockholders, and gengrall
oversees the payment of our expenses and the penfice of administrative and professional servieedered to us by others. Under the Administration
Agreement, Prospect Administration also provide®onbehalf managerial assistance to those pasté@impanies to which we are required to provide
such assistance. The Administration Agreement nestgbminated by either party without penalty up@rdéys’ written notice to the other party.
Prospect Administration is a wholly owned subsigiaf our Investment Adviser.

The Administration Agreement provides that, absedhtul misfeasance, bad faith or negligence in gegformance of its duties or by reason of the
reckless disregard of its duties and obligatiomespect Administration and its officers, managpestners, agents, employees, controlling persons,
members and any other person or entity affiliaté&tl ware entitled to indemnification from Prosp&mergy for any damages, liabilities, costs and
expenses (including reasonable attorneys’ feesaamalints reasonably paid in settlement) arising fiteerendering of Prospect Administration’s
services under the Administration Agreement or tiise as administrator for Prospect Energy.
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Prospect Administration, pursuant to the appro¥alus board of directors, has engaged VastardisiFBarvices LLC (“VFS”) to serve as the sub-
administrator of Prospect Energy to perform cersgrvices required of Prospect Administration. Térigagement began in May 2005 and ran on a
month to month basis at the rate of $25,000 anpuadlyable monthly. Under the sub-administratioreagient, VFS provides Prospect Energy with
office facilities, equipment, clerical, bookkeepiagd record keeping services at such facilitiesS\@so conducts relations with custodians, depdag
transfer agents, dividend disbursing agents, attomkholder servicing agents, accountants, attarnayderwriters, brokers and dealers, corporate
fiduciaries, insurers, banks and such other pergpasy such other capacity deemed to be necessalgsirable. VFS provides reports to the
Administrator and the Directors of its performamé@bligations and furnishes advice and recommeéoatvith respect to such other aspects of the
business and affairs of Prospect Energy as it sleédirmine to be desirable. Under the revised andwed sub-administration agreement, VFS also
provides the service of William E. Vastardis as@¥eef Financial Officer (“CFQO”) of the Fund. Théervice was formerly provided at the rate of
$225,000 annually, payable monthly. In May 2008, éhgagement was revised and renewed as an assetfba with a $400,000 annual minimum,
payable monthly. VFS does not provide any adviceeoommendation relating to the securities andraksets that Prospect Energy should purchase,
retain or sell or any other investment advisoryises to Prospect Energy. VFS is responsible feffitancial and other records that either Prospect
Energy (or the Administrator on behalf of Prosgecergy) is required to maintain and prepares regorstockholders, and reports and other materials
filed with the Securities and Exchange Commissinraddition, VFS assists Prospect Energy in detgimgiand publishing Prospect Energy’s net asset
value, overseeing the preparation and filing ofspext Energy’s tax returns, and the printing asdetnination of reports to stockholders of Prospect
Energy, and generally overseeing the payment aff&c Energy’s expenses and the performance onégtrative and professional services rendered to
Prospect Energy by others.

Under the sub-administration agreement, VFS andfffitsers, partners, agents, employees, controfiegons, members, and any other person or
entity affiliated with VFS, is not liable to the Audnistrator or Prospect Energy for any action ta@eomitted to be taken by VFS in connection with t
performance of any of its duties or obligation®tirerwise as sub-administrator for the Administrato behalf of Prospect Energy. The agreement also
provides that, absent willful misfeasance, badhfaitnegligence in the performance of VFS’s dutieby reason of the reckless disregard of VFS's
duties and obligations, VFS and its officers, parshagents, employees, controlling persons, mesnhed any other person or entity affiliated withS/
is entitled to indemnification from the Administoatand Prospect Energy. All damages, liabilitiests and expenses (including reasonable attorneys’
fees and amounts reasonably paid in settlemenijried in or by reason of any pending, threatenezbopleted action, suit, investigation or other
proceeding (including an action or suit by or ie tight of the Administrator or Prospect Energytar security holders of Prospect Energy) arisingod
or otherwise based upon the performance of anyR8'¥ duties or obligations under the agreementloeravise as sub-administrator for the
Administrator on behalf of Prospect Energy.

Investment Adviser

Prospect Management is a Delaware limited liabdiyporation that is registered as an investmevisadunder the Advisers Act. The principal
executive offices of Prospect Management are 1044k Street, 44th Floor, New York, NY 10016.

Investment Personn

The investment personnel of our Investment Advisgrently consist of its executive officers, JohrBRrry and M. Grier Eliasek, and eight
additional investment professionals, two of whom @wntractors who work solely for Prospect Manageniehe following information pertains to the
investment personnel of the Adviser who are notetiee officers or employees of Prospect Energy.
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David L. Belzer. Mr. Belzer has over seven years of experience énggnfinance. Mr. Belzer serves Prospect Managema&ah investment
consultant based in Boston and is a senior menfltheanvestment committee focusing on originatéord other investment activities. Mr. Belzer
provides investment consulting services solelyrtmspect Management. From February 2004 through idbee 2004, Mr. Belzer provided investment
consulting services to Sheridan Road Capital. Rlanuary 2000 through February 2004, Mr. Belzerezskas Vice President, first at Fieldstone Private
Capital Group and then at Blaylock & Partners. Wiail Fieldstone and Blaylock, he managed a vaoiefipancing transactions in the oil and gas,
utility, and power sectors, including public equitiferings, private placements and high yield dffgs. Prior to Fieldstone, Mr. Belzer was a mendfer
the Structured Finance Group at General Electrmit&aCorporation, where he focused on investmintie oil and gas sector. From 1996 to 1998, Mr.
Belzer worked for Wheelabrator Technologies Inaegeloper of waste-to-energy plants. Mr. Belzadgated from the University of Indiana with a
B.A. in Economics and Environmental Studies. Subsatly, Mr. Belzer received his M.B.A. from the @bchool of Business at Washington
University. Mr. Belzer also holds a NASD Seriescéhse. Mr. Belzer has consulted for Prospect Memamt since November 2004. He is 37 years old.

Richard A. Brand. Mr. Brand began his career as an investment batkeaineWebber in 1980. At Prospect, Mr. Brand $eswon sourcing and
screening potential Prospect Energy investments Banker and private equity professional, Mr. Brhas structured debt financings for a number of
oil and gas companies. From September 2002 to200¥, he was a Managing Director at CDC Securikiesm 1998 to July 2002, Mr. Brand was a
Managing Director at Robertson Stephens, wherehed on the Bayview Fund, the partners’ investnfiemd; chaired the private placement oversight
committee; and served on the broker dealer commitim@mmittee. From 1996 to 1998, Mr. Brand was i@&or in Global Private Capital Markets at
Deutsche Bank. From 1993 to 1996, he was a Vicsidet at Donaldson, Lufkin & Jenrette, where hipée establish the Private Funds Group. From
1986 to 1993, Mr. Brand was a Vice President atrMiéynch. From 1980 through 1985, Mr. Brand wasiavestment banker at PaineWebber. Mr.
Brand received his M.B.A. in Finance from the Umgity of Chicago and his B.A. in Economics and Estgfrom the University of lowa (Phi Beta
Kappa), where he was Vice President of the Cowidicademic Colleges. Mr. Brand has been with Peospanagement since October 2004. He is 49
years old.

Bart J. de Bie.Mr. de Bie has over seven years experience asvastinent banker, primarily focused on energy ingudtents. From August 2003
through August 2004, Mr. de Bie was a director @h&ar Advisory Group, an advisory boutique that/jgted capital formation and advisory services
and focused on the energy and utility sector cieRtior to Cenatar, Mr. de Bie spent January tinaluly 2003 as an independent consultant. From
September 1997 through December 2002, Mr. de Bgeamdnvestment banker with J.P.Morgan & Co., wieradvised energy and non-energy clients
on various acquisitions, divestitures and finandnagsactions. Mr. de Bie graduated from the Uriirgof Wisconsin with a B.A. in Economics.
Subsequently Mr. de Bie received his J.D. from@@®rge Washington University Law School. Mr. de Bés been admitted to the New York Bar and
holds NASD Series 24, 63 and 7 licenses. Mr. dehBbeen with Prospect Management since Septe2ibér He is 33 years old.

James A. FloresMr. Flores has over 25 years of experience in gnangl finance. Mr. Flores serves Prospect Manageasean investment
consultant based in Indiana. Mr. Flores provideg&timent consulting services solely for Prospeatdg@ment. From October 2003 to March 2004, Mr.
Flores was Vice President and Chief Financial @ffior Norwest Corporation, a leading mining andrgy consulting firm in Salt Lake City, Utah
where he was responsible for administrating finalneiporting and treasury for the company’s worlievoperations as well as leading the firm's
financial consulting practices. Prior to Norwestr@aration, Mr. Flores was an independent finanaghliser in the ethanol fuel and geothermal power
industries. From 1994 to 2002, Mr. Flores was erygdioby MidAmerican Energy Holdings Company, anliatié of Berkshire Hathaway, with large
interests in various independent power projectsties, gas pipelines, and oil and gas. Before Miterican, Mr. Flores spent 15 years in corporate
banking first with Manufacturers Hanover Trust Ca@nyp as a credit analyst, and subsequently withdviéBlank in its international and corporate
banking departments. He holds a B.A. from Princéfaiversity and an M.B.A. from the Wharton Schddhiversity of Pennsylvania. Mr. Flores is
fluent in Spanish. Mr. Flores has been with Prospamagement since April 2004. He is 53 years old.
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John S. Hopley.Mr. Hopley has 18 years of experience in energyfarahce. From January 2001 to August 2004, Mr.lelpgerved as managing
principal at Greenwich Energy Capital Managememg@ergy advisory and asset management firm, wieefecused on origination, business
development, asset dispositions, structuring atgatians. From June 2000 to January 2001, Mr. Hopérved as a senior vice president at WL Ross &
Co, LLC, where he worked on investing opportunitire&orea. From 1995 to 2000, Mr. Hopley servedias president at Enron Corporation, where he
created and led the Restructuring Group with afplastvalued at $550 million after service in easfithe Corporate Development and Underwriting
Groups. While at Enron, Mr. Hopley participatedriore than 30 transactions totaling more than $®bilFrom 1992 to 1995, Mr. Hopley served as
senior associate at Bankers Trust Company, wheveohieed in the Loan Syndication and Portfolio Masiagnt departments. Mr. Hopley started his
finance career at Deutsche Bank in 1989. From 188D84, Mr. Hopley served as a research assdoiathe United Nations Industrial Development
Organization in Vienna, Austria. Mr. Hopley hold8aA. from Columbia University and a Masters indmtational Affairs from Columbia University.

Mr. Hopley has been with Prospect Management shugpist 2004. He is 45 years old.

Mark D. Hull. Mr. Hull has over six years of finance experienaghking in private equity and investment bankingoPto Prospect, Mr. Hull
worked for Ballard Exploration, a private, Houstisaised oil and gas exploration and production companBallard, Mr. Hull provided financial
analyses for business development in upstream #tgtneam projects. From 2002 through 2004, Mr. kudtked for L. M. Girard & Co., L.P., a
Houston-based private equity firm specializing melgy and process industry buyouts. At L. M. Girdvid. Hull was responsible for evaluating,
structuring and conducting due diligence for legebuyout transactions. From 2001 to 2002, Mrl otked for a long/short equity hedge fund in
Robertson family office in Houston. Prior to Rolsert, Mr. Hull worked for three years as an investiimanker with Merrill Lynch in New York and
Southwest Securities in Dallas. Mr. Hull gradudtedn the University of Texas at Austin with a BBArinance and received his MBA from New York
University’s Stern School of Business. He is 30rgedd.

Eric K. Klaussmann. Mr. Klaussmann has over ten years of experieneadéngy finance, both in North America and interoraily. Prior to
Prospect, Mr. Klaussmann was with Bayerische Lawatgls from March 2004 to August 2004. From Decend®? to February 2004, Mr. Klaussman
was a principal at MMC Energy, LLC, a New York dmhdon based energy merchant bank and asset maaageompany, where he originated,
evaluated and structured investments in energysass®m May 1999 to April 2002, Mr. Klaussmann vaamember of the Energy and Pou



Technology investment banking group at CIBC Worldrkkts where he managed a variety of financingstietions in the energy and power technology
sectors including private placements, public eqaffgrings, high yield offerings, and M&A transamtis. From 1998 to 1999, Mr. Klaussmann was a
member of the Energy Group at TD Securities, wherepecialized in the origination, structuring andlysis of energy related project finance
transactions. From 1996 to 1998, Mr. Klaussmannavwaember of the Project Development team at Enérggsportation Group, where he was
responsible analyzing and developing new projearfce opportunities in Romania, China and PakidfanKlaussmann holds a Masters in Economics
from Boston University and Bachelor of Arts cumdaurom Boston University. Mr. Klaussmann has beéh Prospect Management since September
2004. He is 33 years old.

David Meskhi. Mr. Meskhi has over four years of mergers and aitjons, financial management, and business valnaikperience. Prior to
Prospect, Mr. Meskhi worked at the investment bagkiivision of Dresdner, Kleinwort, WassersteinK), and Transaction Advisory Services at
KPMG LLP in New York City. Prior to KPMG, Mr. Meskiserved as the Manager of Finance of Booz, AlleH&nilton’s office in the Republic of
Georgia for one year. Mr. Meskhi has worked extezlgiin the energy sector including utilities, rerable energy, midstream, as well as oil and gas
exploration and production. His clients includedhgoof the largest energy companies and privateyefiuns. Mr. Meskhi holds an MBA degree from
Harvard University Graduate School of Businessalde received a Bachelor's degree in Business Adtnation from Bryant College, where he
achieved high distinction graduating summa cumealdr. Meskhi holds a Chartered Financial Anal{&EQ) designation, and he is also a Certified
Fraud Examiner, (CFE). He is 27 years old.
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License Agreement

We entered into a license agreement with Prospacialgement, pursuant to which Prospect Managemesgsatp grant us a nonexclusive, royalty
free license to use the name “Prospect Energy.’edtids agreement, we have a right to use the Pobgmergy name for so long as Prospect
Management or one of its affiliates remains ouebtment Adviser. Other than with respect to thisteéd license, we have no legal right to the Prospe
Energy name. This license agreement will remaieffiact for so long as the Investment Advisory Agneat with our Investment Adviser is in effect.

Determination of Net Asset Value

The net asset value per share of our outstandiagstof common stock will be determined quarteylylividing the value of total assets minus
liabilities by the total number of shares outstagdi

In calculating the value of our total assets, wi wallue investments for which market quotations gradily available at such market quotations.
Short-term investments which mature in 60 day®ss,Isuch as U.S. Treasury bills, are valued attamad cost, which approximates market value. The
amortized cost method involves valuing a seculttitysacost on the date of purchase and thereadrmaing a constant amortization to maturity of the
difference between the principal amount due at nitgtand cost. Short-term securities which maturenore than 60 days are valued at current market
quotations by an independent pricing service dhe@imean between the bid and ask prices obtaioned dit least two brokers or dealers (if availabte, o
otherwise by a principal market maker or a printagrket dealer). Investments in money market mdtuals are valued at their net asset value as of the
close of business on the day of valuation.

It is expected that most of the investments inGbenpany’s portfolio will not have readily availabiearket values. Any debt or equity security
whose market price is not readily available is edlat fair value, with the assistance of an inddpahvaluation service, using a valuation policg an
consistently applied valuation process which isaurttle direction of our board of directors. Duéhte inherent uncertainty of determining the failuea
of investments that do not have a readily availatdeket values, the fair value of our investmengy whiffer significantly from the values that would
have been used had a ready market existed forisuebtments, and the differences could be matédtala discussion of the risks inherent in
determining the value of securities for which réadiailable market values do not exist, see “Hiaktors — Most of our portfolio investments are
recorded at fair value as determined in good flajtlour board of directors and, as a result, thretencertainty as to the value of our portfolio
investments.”

The factors that may be taken into account inyfaidluing investments include, as relevant, thefptio company’s ability to make payments, its
estimated earnings and projected discounted casls fthe nature and realizable value of any cablidtéhe financial environment in which the poritol
company operates, comparisons to securities ofegipublicly traded companies and other relevactiois. Due to the inherent uncertainty of
determining the fair value of investments that dohmave a readily available market value, thealue of these investments may differ significantly
from the values that would have been used haddy market existed for such investments, and anlj difeerences could be material.

As part of the fair valuation process, the audihotttee reviews the preliminary evaluations pregdng the independent valuation firm engaged by
the board of directors, as well as managementisatimin recommendations. Management and the indepérdluation firm respond to the preliminary
evaluation to reflect comments provided by the toalinmittee. The audit committee reviews the firelation report and management’s valuation
recommendations and makes a recommendation tcoHre bf directors based on its analysis of the oditogies employed and the various weights
should be accorded to each portion of the valua®well as factors that the independent valudiitonand management may not have included in their
evaluation processes. The board of directors thialuates the audit committee recommendations addrtakes a similar analysis to determine the fair
value of each investment in the portfolio in goad.
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Determination of fair values involves subjectivegments and estimates not susceptible to subgtantlay auditing procedures. Accordingly, un
current auditing standards, the notes to our firsustatements will refer to the uncertainty widspect to the possible effect of such valuationd,any
change in such valuations, on our financial stateme

Dividend Reinvestment Plan

We have adopted a dividend reinvestment plan tteatighes for reinvestment of our distributions ornalé of our stockholders, unless a stockholder
elects to receive cash as provided below. As dtregloien our board of directors authorizes, andieelare, a cash dividend, then our stockholders who
have not “opted out” of our dividend reinvestmelainpwill have their cash dividends automaticalljnvested in additional shares of our common stock,
rather than receiving the cash dividends.

No action is required on the part of a registetedlolder to have their cash dividend reinvesteshiares of our common stock. A registered
stockholder may elect to receive an entire dividienchsh by notifying the plan administrator and wansfer agent and registrar, in writing so thath
notice is received by the plan administrator nerl#han the record date for dividends to stockhrsldEhe plan administrator sets up an accountHares
acquired through the plan for each stockholder hdmnot elected to receive dividends in cash atdisuxh shares in noncertificated form. Upon
request by a stockholder participating in the ptha,plan administrator will, instead of creditisigares to the participant’'s account, issue a et
registered in the participant’s name for the nundierhole shares of our common stock and a chechlrig fractional share. Such request by a
stockholder must be received three days prioredlitidend payable date in order for that dividémtde paid in cash. If such request is receivesl les
than three days prior to the dividend payable dhen the dividends are reinvested and sharegpteahased for the stockholder’s account; however,
future dividends are paid out in cash on all badsnd@ hose stockholders whose shares are held iokartor other financial intermediary may receive
dividends in cash by notifying their broker or atfieancial intermediary of their election.

We may use primarily newly issued shares to implarttee plan, whether our shares are trading aémim or at a discount to net asset value.
However, we reserve the right to purchase shartgiopen market in connection with our implemeataof the plan. The number of shares to be is
to a stockholder is determined by dividing the ltdtallar amount of the dividend payable to sucltktmlder by the market price per share of our
common stock at the close of regular trading on TA&DAQ Global Market on the valuation date for lsutividend. If we use newly-issued shares to
implement the plan, the valuation date will notdaelier than the last day that stockholders hageitiht to elect to receive cash in lieu of shakéarket
price per share on that date will be the closingepfor such shares on The NASDAQ Global Markeifanp sale is reported for such day, at the awerag
of their reported bid and asked prices. The nurobshares of our common stock to be outstandirey gft/ing effect to payment of the dividend cannot
be established until the value per share at whiklitianal shares will be issued has been determameldelections of our stockholders have been
tabulated.

There are no brokerage charges or other chargaedkholders who participate in the plan. The @ldministrator’'s fees under the plan is paid by
us. If a participant elects by written notice te filan administrator to have the plan administragdirpart or all of the shares held by the plan
administrator in the participastaccount and remit the proceeds to the participatplan administrator is authorized to dedug14 transaction fee pl
a $0.10 per share brokerage commissions from theepds.

Stockholders who receive dividends in the formto€k are subject to the same federal, state arad fax consequences as are stockholders who
elect to receive their dividends in cash. A stodtthds basis for determining gain or loss uponghke of stock received in a dividend from us wél b
equal to the total dollar amount of the dividengiadde to the stockholder. Any stock received invédeénd will have a new holding period for tax
purposes commencing on the day following the dawbith the shares are credited to the U.S. stodentd account.
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Participants may terminate their accounts undeplae by notifying the plan administrator via itebsite at www.amstock.com or by filling out the
transaction request form located at the bottonheif tstatement and sending it to the plan admatistrat American Stock Transfer & Trust Company,
P.O. Box 922, Wall Street Station, New York, NY 920560 or by calling the plan administrator’s hatgtive Voice Response System at (888) 888-
0313.

The plan may be terminated by us upon notice itingrimailed to each participant at least 30 dayar o any payable date for the payment of any
dividend by us. All correspondence concerning tlaa ghould be directed to the plan administratomayl at American Stock Transfer & Trust
Company, 59 Maiden Lane, New York, NY 10007 or &gphone at (718) 921-8200.

Stockholders who purchased their shares throudpoldrtheir shares in the name of a broker or firnnstitution should consult with a
representative of their broker or financial indfitn with respect to their participation in our dignd reinvestment plan. Such holders of our stoal
not be identified as our registered stockholdeth tie plan administrator and may not automatidadlye their cash dividend reinvested in sharesof o
common stock.

Regulation as a Business Development Company

General

We are a closed-end, non-diversified investmentpaoy that has filed an election to be treated lassiness development company under the 1940
Act and are treated as a RIC for purposes of Sydtehd of the Code. The 1940 Act contains prohilnisi and restrictions relating to transactions
between business development companies and tfiéatas (including any investment advisers or-advisers), principal underwriters and affiliates



those affiliates or underwriters and requires thatajority of the directors be persons other thiatefested persons,” as that term is defined irnl8#0
Act. In addition, the 1940 Act provides that we nmmy change the nature of our business so as s® ¢ede, or to withdraw our election as, a busines
development company unless approved by a majdridyiooutstanding voting securities. We generadlguis on energy companies and will invest, ul
normal circumstances, at least 80% of our net agsetiuding the amount of any borrowings for invesnt purposes) in these companies. This 80%
investment policy is not fundamental and, as altese may change this policy without first obtaigiyour approval. However, we may not change or
modify this policy unless we provide you with aa$ 60 days’ prior notice.

We may invest up to 100% of our assets in secaré@uired directly from issuers in privately néatetd transactions. With respect to such
securities, we may, for the purpose of public reslaé deemed an “underwriter” as that term is éeffim the Securities Act. Our intention is to noitev
(sell) or buy put or call options to manage risksaiated with the publicly traded securities of portfolio companies, except that we may entey int
hedging transactions to manage the risks associatednterest rate and other market fluctuatidghswever, we may purchase or otherwise receive
warrants to purchase the common stock of our parttmmpanies in connection with acquisition finamgcor other investment. Similarly, in connection
with an acquisition, we may acquire rights to requssuers of acquired securities or their affiigato repurchase them under certain circumstaides.
also do not intend to acquire securities issuedryyinvestment company that exceeds the limith®fl940 Act. Under these limits, we generally canno
acquire more than 3% of the voting stock of anyestiment company invest more than 5% of the valumipfotal assets in the securities of any one
investment company or invest more than 10% of #ieevof our total assets in the securities of ntlea@ one investment company. With regard to that
portion of our portfolio invested in securitiesussl by investment companies, it should be notetdsiinzh investments might subject our stockholders t
additional expenses.
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Qualifying Assets

Under the 1940 Act, a business development compeayynot acquire any asset other than assets ¢fpledisted in Section 55(a) of the 1940 Act,
which are referred to as qualifying assets, unkasthe time the acquisition is made, qualifyingeds represent at least 70% of the compmatotal asset

In addition, a business development company must baen organized and have its principal placeusirtess in the United States and must be
operated for the purpose of making investmenthértypes of securities described in Section 55(#)@1940 Act.

Managerial Assistance To Portfolio Compan

In order to count portfolio securities as qualifyiassets for the purpose of the 70% test, the bssidevelopment company must either control the
issuer of the securities or must offer to make labé to the issuer of the securities significaminegerial assistance; except that, where the assine
development company purchases such securitienjoroction with one or more other persons actingtbgr, one of the other persons in the group may
make available such managerial assistance. Makiaitpale significant managerial assistance meansng other things, any arrangement whereby the
business development company, through its directdfisers or employees, offers to provide, andd€epted, does so provide, significant guidande an
counsel concerning the management, operationssinéxss objectives and policies of a portfolio compa

Temporary Investments

Pending investment in other types of “qualifyingets,”as described above, our investments may consgstsif, cash equivalents, U.S. governn
securities or high quality debt securities matuiingne year or less from the time of investmeriticlv we refer to, collectively, as temporary
investments, so that 70% of our assets are quadifgssets. Typically, we will invest in United @mtreasury bills, federal agency securities or
repurchase agreements, provided that such agreseniully collateralized by cash or securitiesied by the U.S. government or its agencies. A
repurchase agreement involves the purchase byastor, such as us, of a specified security andithaltaneous agreement by the seller to repurchase
it at an agreed upon future date and at a pricetwiBigreater than the purchase price by an antbanteflects an agreed-upon interest rate. Tisene i
percentage restriction on the proportion of ouetssthat may be invested in such repurchase agrgenttowever, if more than 25% of our total assets
constitute repurchase agreements from a singleteparty, we would not meet the Diversification Basnder the Code in order to qualify as a RIC for
federal income tax purposes. Thus, we do not interehter into repurchase agreements with a stmlaterparty in excess of this limit. Our Investinen
Adviser will monitor the creditworthiness of thewrderparties with which we enter into repurchaseagent transactions.

Senior Securities

We are permitted, under specified conditions, $oésmultiple classes of indebtedness and one alatsck senior to our common stock if our asset
coverage, as defined in the 1940 Act, is at leqsakto 200% immediately after each such issuancaddition, while any senior securities remain
outstanding, we must make provisions to prohibyt distribution to our stockholders or the repurehasuch securities or shares unless we meet the
applicable asset coverage ratios at the time ofligtebution or repurchase. We may also borrow am® up to 5% of the value of our total assets for
temporary or emergency purposes without regardgetacoverage. For a discussion of the risks assalcivith leverage, see “Risk factors—Risks
relating to our business and structure—Regulatimv&rning our operation as a business developnmnpany affect our ability to, and the way in
which we raise additional capital.”

Code of Ethics

We and Prospect Management have each adopted atettécs pursuant to Rule 17j-1 under the 1940ahd Rule 204A-1 under the Advisers
Act that establishes procedures for personal imvests and restricts certain personal securitiesaetions. Personnel subject to each code maytiimv



securities for their personal investment accountduding securities that may be purchased or bglds, so long as such investments are made in
accordance with the code’s requirements. For in&dion on how to obtain a copy of each code of ettdee “Available Information.”
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Investment Concentratic

Our investment objective is to maximize our poitf@ total return, principally by investing in tlikebt and/or equity securities of energy-related
companies. In this respect, we concentrate in leegy-related sector and invest, under normal oigtances, at least 80% of the value of our netasse
(including the amount of any borrowings for investihpurposes) in energy-related companies. This @8i%¢y is not a fundamental policy and
therefore may be changed without the approval oftackholders. However, we may not change or nyatis policy unless we provide our
stockholders with at least 60 days prior noticespant to Rule 35d-1 of the 1940 Act.

Compliance Policies and Procedures

We and our Investment Adviser have adopted andeémehted written policies and procedures reasorddsdigned to prevent violation of the
federal securities laws, and are required to revfege compliance policies and procedures annfallpeir adequacy and the effectiveness of their
implementation, and to designate a Chief Compligddificer to be responsible for administering thdigies and procedures. William E. Vastardis serves
as Chief Compliance Officer for both Prospect Egyexgd our Investment Adviser, Prospect Management.

Item 1A. Risk Factors

You should carefully consider the risks describeldWw, together with all of the other informatiorcinded in this annual report on Form 10-K, with
respect to any investment in our common stockriske set out below are not the only risks we féfcany of the following risks occur, our business,
financial condition and results of operations coblkel materially adversely affected. In such casepetiasset value and the trading price of our cam
stock could decline, and you may lose all or péstaur investment.

Potential writedowns or losses with respect to #portfolio investments that are on our cre“watch list,” or on other portfolio investments, existir
and to be made in the future could adversely affear results of operations, cash flows, dividendét net asset value and stock price.

As of the date of this filing, loans we have maalé&hity Virginia Holdings LLC (“Unity”), Whymore Cal Company (“Whymore”) and Worcester
Energy Partners, Inc. (“Worcester”) are on our itradatch list” due to existing or potential paynteand existing or potential covenant defaults under
the contracts governing such investments. Unityfias a voluntary bankruptcy petition under Chadté of the US Bankruptcy Code and is currentl
default under the contract governing the investménity is in the process of liquidating its ass@sr security interest in Unity’s assets is a selco
priority lien, and the net proceeds from the salkguidation of Unity’s assets may not satisfyfutl the debt owed to the holder of the first piipdien
on Unity’s assets. Our lack of control over theuldption of Unity’s assets, our second lien segysdsition in such assets and the prospect thet/dni
assets have substantially decreased in value cesildt in our losing our entire investment in Unity addition, if the bankruptcy court were to aside
as preferential payments or we were otherwise dderaeto have recognized any amounts previously fzaiis by Unity, our net investment income
could be materially adversely affected. As of J88e2006, Unity was valued at $2.8 million, whigpresented 2.5% of the net asset value of the fund.
Whymore and Worcester have experienced liquidiobfams, and the Investment Adviser believes bottfgm companies could continue to
experience covenant and/or payment defaults uhéecdntracts governing our investments in thosepeones. We have provided, and may in the future
provide, additional capital to Whymore and Worcesteprovide liquidity to those portfolio companjes enable them to pay operating expenses,
including debt service, and for capital expendigui&hile we have a first priority security inter@sthe assets of both Whymore and Worcester, ¢he n
realizable value of such collateral may be subithytess than the balances outstanding on thesléa those entities. Moreover, either of thosefplio
companies may fail to pay principal and/or inte@stheir outstanding debts to us. Upon furthefyaisiof the values of these investments, we could
determine that the fair value of these investmshtsild be reduced substantially, possibly to Zémmy of these events were to occur, our results o
operations and cash flows could be materially agbigraffected, our net asset value could be sutisigireduced, our dividend could be reduced or
limited and the market price for our stock couldsbistantially adversely affected.
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Risks Relating To Our Business And Structure

We are dependent upon Prospect Management’s key agament personnel for our future success.

We depend on the diligence, skill and network cfibess contacts of the senior management of Prosfatagement. We also depend, to a
significant extent, on our Investment Adviser'segxto the investment professionals and the infiomand deal flow generated by these investment
professionals in the course of their investmentordfolio management activities. For a descriptibthe senior management team, see “Management.’
The senior management team evaluates, negotitiestuses, closes, monitors and services our imvests. Our success depends to a significant extent
on the continued service of the senior managenmeant tparticularly John F. Barry Il and M. GrieidSlek. The departure of any of the senior managers
of Prospect Management or termination of the mamage agreement could have a material adverse effectr ability to achieve our investment
objective. In addition, we can offer no assuramzg Prospect Management will remain our Investrehiser or that we will continue to have access to
its investment professionals or its information aedl flow.



Our Investment Adviser and its senior managemenvadimited experience managing a business develapncempany under the 1940 Act.

The 1940 Act imposes numerous constraints on tkeatipns of business development companies. Fangebega business development companies
are required to invest at least 70% of their tatsets primarily in securities of privately heldhinly traded U.S. public companies, cash, cash
equivalents, U.S. government securities and otlggr quality debt investments that mature in one yedess. Our Investment Adviser’s and its senior
management’s limited experience in managing a plotbf assets under such constraints may hindsr #bility to take advantage of attractive
investment opportunities and, as a result, achiewenvestment objective. In addition, our investingtrategies differ in some ways from those ototh
investment funds that have been managed in thebgamir Investment Adviser’s investment professisna

We are a relatively new company with limited opénat history.

We were incorporated in April 2004 and have coneldiéghvestment operations since July 2004. We aysuto all of the business risks and
uncertainties associated with any new businesspeige, including the risk that we may not achieve investment objective and that the value of your
investment in us could decline substantially ortfalzero. We completed our initial public offering July 27, 2004. As of June 30, 2006, we contioue
pursue our investment strategy with approximat@$.7% of our net assets or about $134.0 millioregted in fifteen long-term portfolio investments
and 1.5% of our net assets invested in a moneyehé&rikd. The remaining (25.2%) of our net assqisasents liabilities in excess of other assetwelf
do not realize yields in excess of our expensegnaseincur operating losses and the market pricuothares may decline.

If our primary investments are deemed not to be tjilyéng assets, we could lose our status as a bessmdevelopment company or be precluded fi
investing according to our current business plan.

In order to maintain our status as a business dpwetnt company, we must not acquire any assets thite “qualifying assets” unless, at the time
of and after giving effect to such acquisitionlegtst 70% of our total assets are qualifying astfetge acquire mezzanine loans or dividend-paying
equity securities from an issuer that has outstandiarginable securities at the time we make aesithwent, these acquired assets cannot be treated as
qualifying assets. See “Regulation — Qualifying éts$ in the accompanying document. This resulbfeli the definition of “eligible portfolio
company” under the 1940 Act, which in part looksvteether a company has outstanding marginable isiesur
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Amendments promulgated in 1998 by the Board of Gowes of the Federal Reserve System to Regulationder the Exchange Act expanded the
definition of marginable security to include anynrequity security. These amendments have raisestigune as to whether a private company that has
outstanding debt securities would qualify as agilelié portfolio company.

We believe that the mezzanine loans and equityunsnts that we have acquired and expect to cantmacquire should constitute qualifying
assets because the privately held companies tdhwyedend do not, at the time of our investmentehautstanding marginable securities. Until the
questions raised by the amendments to Regulativen® been clarified through SEC rulemaking or asklrd by legislative, administrative or judicial
action, we intend to treat as qualifying assety tmse mezzanine loans that are not investmenegdo not have a public secondary market, and are
issued by a private issuer that does not haveandstg a class of margin eligible securities attitme of our investment. Likewise, we treat equity
securities issued by a portfolio company as quialifyjassets only if such securities are issued fnyvate company that has no marginable securities
outstanding at the time we purchase such securities

To date, we do not believe that either the SEGsostaff has taken any position with respect toamalysis of the issues discussed above and neithe
the SEC or its staff has indicated that they comdthr our analysis. We intend to adjust our investifocus as needed to comply with and/or take
advantage of any future administrative positiodjgial decision or legislative action.

If there were a court ruling or regulatory decisibat conflicts with our interpretations, we coldde our status as a business development compan
or be precluded from investing in the manner descrin this document, either of which would haveaterial adverse effect on our business, financial
condition and results of operations. See “— Regdpiigtgoverning our operation as a business devedoponompany affect our ability to raise, and the
way in which we raise, additional capital” in thecampanying document. Such a ruling or decisioa alay require that we dispose of investments that
we made based on our interpretation of RegulaticBuEh dispositions could have a material adveiseteon us and our stockholders. We may need to
dispose of such investments quickly, which wouldkeni difficult to dispose of such investments andrable terms. In addition, because these types of
investments will generally be illiquid, we may halifficulty in finding a buyer and, even if we dimd a buyer, we may have to sell the investments at
substantial loss. See “— The lack of liquidity iaranvestments may adversely affect our businas#ié accompanying document.

Our financial condition and results of operationsilvdepend on our ability to manage our future grdtveffectively.

Prospect Management has been registered as atnmargsadviser since March 31, 2004, and Prospeetdyrhas been organized as a closed-end
investment company since April 13, 2004. Each gigisubject to the business risks and uncertaigssociated with any young business enterprise,
including the limited experience in managing orrapieg a business development company under th@ A8# Our ability to achieve our investment
objective depends on our ability to grow, which elegs, in turn, on our Investment Adviser’s abitiiycontinue to identify, analyze, invest in and
monitor companies that meet our investment critéx@omplishing this result on a cost-effectiveibas largely a function of our Investment Adviser’
structuring of investments, its ability to providempetent, attentive and efficient services tongs@ur access to financing on acceptable termsveAs
grow, we and Prospect Management need to continbigd, train, supervise and manage new employegisire to manage our future growth effecti
could have a material adverse effect on our busjrfgsncial condition and results of operatic
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We operate in a highly competitive market for inteent opportunities.

A large number of entities compete with us to migdestypes of investments that we make in middleketagnergy companies. We compete with
other business development companies, public d@udtprfunds, commercial and investment banks aneheercial financing companies. Additionally,
because competition for investment opportunitietegally has increased among alternative investwenitles, such as hedge funds, those entities have
begun to invest in areas in which they have ndlitinally invested, including investments in middharket companies. As a result of these new
entrants, competition for investment opportunitremiddle-market companies has intensified, ancexpect that trend to continue. Many of our existing
and potential competitors are substantially laayet have considerably greater financial, techrdodl marketing resources than we do. For example,
some competitors may have a lower cost of fundsaaedss to funding sources that are not availablis.tIn addition, some of our competitors may
have higher risk tolerances or different risk assests, which could allow them to consider a wideiety of investments and establish more
relationships than us. Furthermore, many of ourpetitors are not subject to the regulatory restms that the 1940 Act imposes on us as a business
development company. We cannot assure you thatotmpetitive pressures we face will not have a ntadverse effect on our business, financial
condition and results of operations. Also, as alted existing and increasing competition, we nmay be able to take advantage of attractive investm
opportunities from time to time, and we can offerassurance that we will be able to identify andkeniavestments that are consistent with our
investment objective.

We do not seek to compete primarily based on ttezédst rates that we offer. We believe that sommuoftompetitors make loans with interest rates
that are comparable to or lower than the ratesfiee. ®We may lose investment opportunities if werskd match our competitors’ pricing, terms and
structure. If we match our competitors’ pricingints and structure, we may experience decreasedtastst income and increased risk of credit loss.

Regulations governing our operation as a businegvelopment company affect our ability to raise, atie way in which we raise, additional capit:

We may issue debt securities or preferred stockoabrrow money from banks or other financial itogions, which we refer to collectively as
“senior securities,” up to the maximum amount péediby the 1940 Act. Under the provisions of t8d@ Act, we are permitted, as a business
development company, to issue senior securitiggiordmounts such that our asset coverage, asadkiiinthe 1940 Act, equals at least 200% after each
issuance of senior securities. If the value ofamsgets declines, we may be unable to satisfyehisIf that happens, we may be required to saedirtion
of our investments or sell additional shares of cmn stock and, depending on the nature of our égesrto repay a portion of our indebtedness ahe
when such sales may be disadvantageous. In addggrance of additional securities could dilute percentage ownership of our current stockholders
in us.

As a business development company regulated umdeisns of the 1940 Act, we are not generallyeablissue and sell our common stock at a
price below the current net asset value per shdeemay, however, sell our common stock, or warrasggons or rights to acquire our common stoc
a price below the current net asset value of oormmaon stock in a rights offering to our stockholdersf (1) our board of directors determines thatls
sale is in the Company’s best interests and owukbtuders, (2) our stockholders approve the satsuocommon stock at a price that is less than the
current net asset value, and (3) the price at whickcommon stock is to be issued and sold mapadess than a price which, in the determination of
our board of directors, closely approximates theketavalue of such securities (less any sales load)

In addition, we may in the future seek to secwitheir loans to generate cash for funding new imvests. To securitize loans, we may create a
wholly owned subsidiary and contribute a pool @frls to such subsidiary. This could include the saleterests in the subsidiary on a non-recourse
basis to purchasers who we would expect to bengildo accept a lower interest rate to invest iregtnent grade loan pools. We would retain a portion
of the equity in the securitized pool of loans. iAability to successfully securitize our loan polith could limit our ability to grow our businesadafully
execute our business strategy, and could decremssamings, if any. Moreover, the successful seézation of our loan portfolio might expose us to
losses because the residual loans in which we tisatidnterests may tend to be those that aréerisind more likely to generate losses.
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If we fail to qualify as a RIC, we will have to pagorporate-level taxes on our income and our income availalibe distribution would be reduced.

To maintain our qualification as a RIC under thel€aand obtain RIC tax treatment, we must meeaitesburce of income, asset diversification
and annual distribution requirements. The annustiution requirement for a RIC is satisfied if distribute at least 90% of our ordinary income and
realized net short-term capital gains in excesgalized net long-term capital losses, if any, do stockholders on an annual basis. Because weekpe
use debt financing in the future, we are subjecettain asset coverage ratio requirements unéet340 Act and financial covenants that could, unde
certain circumstances, restrict us from makingritistions necessary to qualify for RIC tax treatméiwe are unable to obtain cash from other sesirc
we may fail to qualify for RIC tax treatment ankdus, may be subject to corporate-level incomeTaxmaintain our qualification as a RIC, we musbals
meet certain asset diversification requiremente@end of each calendar quarter. Failure to niesiettests may result in our having to disposeaic
investments quickly in order to prevent the losR&E status. Because most of our investments gpeivate companies, any such dispositions could be
made at disadvantageous prices and may resulbstasuial losses. If we fail to qualify as a RIC &my reason or become subject to corporate income
tax, the resulting corporate taxes could substintiaduce our net assets, the amount of incomdéadla for distribution, and the actual amount af o
distributions. Such a failure would have a matealerse effect on us and our shares. For additiofeamation regarding asset coverage ratio and RI
requirements, see “Regulation — Senior securitiesf “Material U.S. federal income tax consideragidn

We may have difficulty paying our required distritions if we recognize income before or without rédag cash representing such income.



For federal income tax purposes, we include innme@ertain amounts that we have not yet receivedsh, such as original issue discount, which
may arise if we receive warrants in connection ligh making of a loan or possibly in other circuansies, or payment-ikind interest, which represer
contractual interest added to the loan balancedardat the end of the loan term. Such originaléstiscount, which could be significant relativeotor
overall investment activities, or increases in lbafances as a result of payment-in-kind arrangé&snare included in our income before we receivwe an
corresponding cash payments. We also may be reluair@clude in income certain other amounts thatde not receive in cash. While we focus
primarily on investments that will generate a cotreash return, our investment portfolio may afsdiude securities that do not pay some or all eirth
return in periodic current cash distributions.

The income incentive fee payable by us is compatetpaid on income that may include interest thattheen accrued but not yet received in cash.
If a portfolio company defaults on a loan thattisistured to provide accrued interest, it is pdssibat accrued interest previously used in theutation
of the income incentive fee will become uncolleletib

Since in some cases we may recognize taxable inbefioee or without receiving cash representing sacbme, we may have difficulty meeting
the requirement to distribute at least 90% of adirary income and realized net short-term capjéhs in excess of realized net long-term capital
losses, if any, to maintain RIC tax treatment. Adoagly, we may have to sell some of our investraatttimes we would not consider advantageous,
raise additional debt or equity capital or reduees finvestment originations to meet these distrdutiequirements. If we are not able to obtain ¢exh
other sources, we may fail to qualify for RIC treanht and thus become subject to corporate-levehiectax. See “Material U.S. federal income tax
considerations — Taxation as a RIC” in the accorgpandocument.

If we issue senior securities, including debt, yaill be exposed to additional risks, including thypical risks associated with leverac

e You will be exposed to increased risk of loss ifimeur debt to make investments. If we do incurtdeldlecrease in the value of our investments
or in our revenues would have a greater negatiypaainon the value of our common stock than if werdit use debt.
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e Our ability to pay dividends would be restricteaifr asset coverage ratio were not at least 20@@ay amounts that we use to service our
indebtedness would not be available for dividemdsur common stockholders.

e Itis likely that any debt we incur will be goverhby an indenture or other instrument containingeo@nts restricting our operating flexibility.
e We and you will bear the cost of issuing and sémgiour senior securities.

e Any convertible or exchangeable securities thatssge in the future may have rights, preferencespaivileges more favorable than those of
common stock.

Changes in interest rates may affect our cost opital and net investment income.

We expect that a significant portion of our deleistments will bear interest at fixed rates andvélge of these investments could be negatively
affected by increases in market interest rateadHtition, an increase in interest rates would nibk®re expensive to use debt to finance our
investments. As a result, a significant increasmanket interest rates could both reduce the vaflweir portfolio investments and increase our ofst
capital, which would reduce our net investment meo

We need to raise additional capital to grow becawsemust distribute most of our income.

We need additional capital to repay borrowings urmde revolving credit facility and to fund new iestments. A reduction in the availability of n
capital could limit our ability to grow. We muststliibute at least 90% of our ordinary income aradized net short-term capital gains in excess of
realized net long-term capital losses, if any,uo shareholders to maintain our RIC status. Assaltesuch earnings are not available to fund itnrest
originations. We have sought additional capitabbyrowing from financial institutions and may issileht securities or additional equity securitiésve
fail to obtain funds from such sources or from otbaurces to fund our investments, it could limit ability to grow, which may have an adverse dffec
on the value of our common stock. In addition, &sisiness development company, we are generallyreztito maintain a ratio of at least 200% of total
assets to total borrowings, which may restrictahility to borrow in certain circumstances.

Most of our portfolio investments are recorded airfvalue as determined in good faith by our boaofidirectors and, as a result, there is uncertair
as to the value of our portfolio investments.

A large percentage of our portfolio investmentssisinof securities of privately held or thinly teatipublic companies. The fair value of these
securities is often not readily determinable. Th&dmination of fair value, and thus the amounirealized gains or losses we may incur in any,ye
to a degree subjective, and the Investment Adviasra conflict of interest in making the determoratWe value these securities quarterly at fain@a
as determined in good faith by our board of diresctzased on input from our Investment Adviser i@ tparty independent valuation firm and our audit
committee. Our board of directors utilizes the gy of an independent valuation firm to assistétermining the fair value of any securities. Gerta
factors that may be considered in determining #irevialue of our investments include the nature r@adizable value of any collateral, the portfolio
company'’s earnings, cash flows and ability to ma&gments, the markets in which the portfolio conypdoes business, comparison to publicly traded
companies, discounted cash flow and other relefgatdrs. Because such valuations, and particulelyations of private securities and private
companies, are inherently uncertain, the valuatinag fluctuate over short periods of time and mayéased on estimates the assumptions underlying
which are erroneous. The determinations of faiuedly our board of directors may differ materidittym the values that would have been used if ayr



market for these securities existed. Our net agdae could be adversely affected if the deternmmatregarding the fair value of our investmentsewve
materially higher than the values that we ultimateklize upon the disposal of such securities.
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The lack of liquidity in our investments may advety affect our business.

We generally make investments in private compargdabstantially all of these securities are subjgdtgal and other restrictions on resale or are
otherwise less liquid than publicly traded secesitiThe illiquidity of our investments may makéifficult for us to sell such investments if theege
arises. In addition, if we are required to liquilatl or a portion of our portfolio quickly, we magalize significantly less than the value at whigh
have previously recorded our investments. In aoldjtive may face other restrictions on our abilitjiquidate an investment in a portfolio company to
the extent that we or our Investment Adviser hateria non-public information regarding such politiacompany.

We may experience fluctuations in our quarterly rdss.

We could experience fluctuations in our quartepgiating results due to a number of factors, inalgidhe interest or dividend rates payable on the
debt or equity securities we acquire, the defai on debt securities, the level of our expensaggtions in and the timing of the recognitionreélized
and unrealized gains or losses, the degree to wigcbncounter competition in our markets, the seal@y of the energy industry, weather patterns,
world events, changes in energy prices and gerecedomic conditions. Several of these factors atside our control. As a result of these factors,
results for any period should not be relied upobeing indicative of performance in future periods.

Potential conflicts of interest could impact our westment returns

Our executive officers and directors, and the etteewfficers of our Investment Adviser may sergeoficers, directors or principals of entitiestt
operate in the same or related lines of businesgato or of investment funds managed by our afé. Accordingly, they may have obligations to
investors in those entities, the fulfillment of whimight not be in the best interests of us orstockholders. It is possible that new investment
opportunities that meet our investment objective k@me to the attention of one these entities imeation with another investment advisory client or
program, and, if so, such opportunity might noblfered, or otherwise made available, to us. Howea® an investment adviser, Prospect Management
has a fiduciary obligation to act in the best iat#s of its clients, including us. To that endRiibspect Management or its affiliates manage aditiadal
investment vehicles or client accounts in the feitirospect Management will endeavor to allocatestment opportunities in a fair and equitable
manner over time so as not to discriminate unfaigginst any client. If Prospect Management chotmsestablish another investment fund in the future
when the investment professionals of Prospect Mamagt identify an investment, they will have to ab® which investment fund should make the
investment.

In the course of our investing activities, undes thvestment Advisory Agreement we pay base manageand incentive fees to Prospect
Management, and reimburse Prospect Managemengfi@it expenses it incurs. As a result of the Itmest Advisory Agreement, there may be times
when the management team of Prospect Managemeirttheessts that differ from those of our stockhaotggiving rise to a conflict.

Prospect Management receives a quarterly incomantive fee based, in part, on our pre-incentiveniegieinvestment income, if any, for the
immediately preceding calendar quarter. This incamentive fee is subject to a quarterly hurdle tagfore providing an income incentive fee retorn t
the Investment Adviser. To the extent we or ProspEmagement are able to exert influence over outfgdio companies, the income incentive fee may
provide Prospect Management with an incentive dai@e our portfolio companies to accelerate or deferest or other obligations owed to us from one
calendar quarter to another. If our Investment Advierminates its voluntary agreement to havénitame incentive fee be subject to a fluctuating
hurdle rate, the hurdle rate would be fixed. Thifligterest rates rise, it would become easiemiar investment income to excetet hurdle rate and, a
result, more likely that our Investment Adviserlwéceive an income incentive fee than if interagés on our investments remained constant or
decreased. Subject to the receipt of any requsbiéeeholder approval under the 1940 Act, our bo&directors may readjust the hurdle rate by
amending the Investment Advisory Agreement.
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The income incentive fee payable by Prospect Ensrggmputed and paid on income that may inclutkré@st that has been accrued but not yet
received in cash. If a portfolio company defaulissdoan that has a deferred interest featurs pbssible that interest accrued under such |agtrhtis
previously been included in the calculation of ith@ome incentive fee will become uncollectiblethis happens, our Investment Adviser is not reqguire
to reimburse us for any such income incentive iaaents. If we do not have sufficient liquid asdetpay this incentive fee or distributions to
stockholders on such accrued income, we may béreshio liquidate assets in order to do so. Thisdeucture could give rise to a conflict of inwror
our Investment Adviser to the extent that it magamage the Investment Adviser to favor debt fifiage that provide for deferred interest, rathentha
current cash payments of interest. In addition aitm@unt of the Investment Adviser's compensatiotheuthe incentive fee, is due, in part to the amoun
of unrealized depreciation accrued by the Company.

We have entered into a royalty-free license agre¢meh Prospect Management. Under this agreen®ogpect Management agrees to grant us a
non-exclusive license to use the name “ProspeatgyridUnder the license agreement, we have the t@hse the “Prospect Energy” name for so long
as Prospect Management or one of its affiliatesaresnour Investment Adviser. In addition, we reffice space from Prospect Administration, an
affiliate of Prospect Management, and pay Prosfdatinistration our allocable portion of overheadlarther expenses incurred by Prospect
Administration in performing its obligations as Adhstrator under the administration agreementudilg rent and our allocable portion of the codts o
our chief financial officer and chief compliancdicér and their respective staffs. This may createflicts of interest that our board of direct



monitors.

Changes in laws or regulations governing our opeamats may adversely affect our business.

We and our portfolio companies are subject to r&ipm by laws at the local, state and federal kevEhese laws and regulations, as well as their
interpretation, may be changed from time to timec@dingly, changes in these laws or regulationdcchave a material adverse effect on our business.
For additional information regarding the regulatiame are subject to, see “Regulation” in the acamgmg document.

Risks Related To Our Investments

We may not realize gains or income from our invesints.

We seek to generate both current income and captakciation. However, the securities we inveshay not appreciate and, in fact, may declir
value, and the issuers of debt securities we inmesiay default on interest and/or principal paytseAccordingly, we may not be able to realize gain
from our investments, and any gains that we dazeahay not be sufficient to offset any losses weegience.

Our portfolio is concentrated in a limited numbeif portfolio companies in the energy industry, whicgubjects us to a risk of significant loss if an§ o
these companies defaults on its obligations unday @f the securities that we hold or if the eneripdustry experiences a downturn.

As of September 27, 2006, we held investments ipdtifolio companies. A consequence of this lacKigérsification is that the aggregate returns
we realize may be significantly adversely affedfeddsmall number of such investments perform pporlif we need to write down the value of any one
investment. Beyond our income tax diversificatiequirements, we do not have fixed guidelines feediification, and our investments are concentt
in relatively few portfolio companies. We estimé#tat, once we have invested substantially all efrtht proceeds of our recent equity offering arig fu
utilized our credit facility, we will have investéd approximately 25 to 35 portfolio companies, eleging on the availability of appropriate investmen
opportunities consistent with our investment objecand market conditions. In addition, we concatetion making investments in the energy industry
and will invest, under normal circumstances, asi&% of the value of our net assets (includirggaimount of any borrowings for investment purposes)
in energy companies. As a result, a downturn irethergy industry could materially adversely affest

25

The energy industry is subject to many risks.

We concentrate our investments in the energy imgu®ur definition of energy, as used in the cohteithe energy industry, is broad, and different
sectors of the energy industry may be subject timwva risks and economic pressures. As a resustdifficult to anticipate the impact of changing
economic and political conditions on our portfatiompanies and, as a result, our financial restilte.revenues, income (or losses) and valuations of
energy companies can fluctuate suddenly and dreatigtdue to any one or more of the following fastaamong others:

e Commodity Pricing RiskiVhile we generally do not invest in companies Hwatept completely unhedged commodity risk, enecggpanies in
general are directly affected by energy commoditggs, such as the market prices of crude oil,nahggas and wholesale electricity, especially
for those who own the underlying energy commodityaddition, the volatility of commodity prices caffect other energy companies due to the
impact of prices on the volume of commodities tpamsed, processed, stored or distributed and ocdbeof fuel for power generation
companies. The volatility of commodity prices cédsoaaffect energy companies’ ability to accessctiygital markets in light of market perception
that their performance may be directly tied to camdlity prices. Historically, energy commodity pridesve been cyclical and exhibited
significant volatility. Currently, crude oil pricese near record high levels. Although we requitieesence to strict risk controls, including
appropriate commodity and other hedges, by eacliioportfolio companies, some of our portfolio canjges may not engage in hedging
transactions to minimize their exposure to comnyoplitce risk. For those companies that engage¢h sedging transactions, they remain
subject to market risks, including market liquidtyd counterparty creditworthiness.

e Regulatory RiskThe profitability of energy companies could be adety affected by changes in the regulatory envirent. The businesses of
energy companies are heavily regulated by fedstatie and local governments in diverse manners, asithe way in which energy assets are
constructed, maintained and operated and the peiveigyy companies may charge for their productssandces. Such regulation can change
over time in scope and intensity. For example,réiqudar by-product of an energy process may béaded hazardous by a regulatory agency,
which can unexpectedly increase production costseblver, many state and federal environmental [aesgide for civil and criminal penalties
as well as regulatory remediation, thus addindréopotential liability an energy company and itceis may face. In addition, the deregulation
of energy markets and the unresolved regulatoneisselated to some power markets create unceariaitite regulatory environment as rules
and regulations may be adopted on a transitiorgisb#/e cannot assure you that the deregulatie@merfgy markets will continue and if it
continues, whether its impact on energy compamiesitability will be positive.

e Production RiskThe profitability of energy companies may be matériimpacted by the volume of crude oil, naturas@r other energy
commodities available for transporting, processsigring, distributing or power generation. A sfiggant decrease in the production of natural
gas, crude oil, coal or other energy commoditieg, t the decline of production from existing faighk, import supply disruption, depressed
commaodity prices, political events, OPEC actionsthierwise, could reduce revenue and operatingniecor increase operating costs of energy
companies and, therefore, their ability to pay dettividends. In recent months, OPEC has annoucladges in production quotas in response
to changing market conditions, including near rddugh oil prices in the United States.

e Demand RiskA sustained decline in demand for crude oil, ndtgas, refined petroleum products and electricityld materially affect revenues
and cash flows of energy companies. Factors thdtidead to a decrease in market demand incluéeession or other adverse econo



conditions, an increase in the market price ofuthéerlying commaodity, higher taxes or other regqarigiactions that increase costs, or a shift in
consumer demand for such products.
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e Depletion and Exploration Risk portion of any one energy company’s assets magyelgécated to natural gas, crude oil and/or casdmees and
other commaodities that naturally deplete over tiDepletion could have a material adverse impactumi company’s ability to maintain its
revenue. Further, estimates of energy reservesnoiaye accurate and, even if accurate, reservesotaye fully utilized at reasonable costs.
Exploration of energy resources, especially obaill gas, is inherently risky and requires largewantsof capital.

e Weather RiskUnseasonable or extreme weather patterns coultt nesignificant volatility in demand for energyé power. This volatility may
create fluctuations in earnings of energy companies

e Operational RiskEnergy companies are subject to various operatitsied, such as failed drilling or well developmamtischeduled outages,
underestimated cost projections, unanticipatedatjper and maintenance expenses, failure to obt@imécessary permits to operate and failure
of third-party contractors (for example, energydarcers and shippers) to perform their contractbiigations. In addition, energy companies
employ a variety of means of increasing cash fiomiuding increasing utilization of existing fatiéis, expanding operations through new
construction, expanding operations through acqoist or securing additional long-term contractsud;, some energy companies may be subject
to construction risk, acquisition risk or otheikrfactors arising from their specific businesstsiyées.

e Competition RiskThe progress in deregulating energy markets hagezrtenore competition in the energy industry. Tampetition is reflected
in risks associated with marketing and selling gnén the evolving energy market and a competitdeégelopment of a lower-cost energy or
power source, or of a lower cost means of operatiand other risks arising from competition.

e Valuation RiskSince mid-2001, excess power generation capacitgriain regions of the United States has caudestautial decreases in the
market capitalization of many energy companies.l@&iich prices have recovered to some extent, wefter no assurance that such decreases
in market capitalization will not recur, or thatyafuture decreases in energy company valuatioriso@iinsubstantial or temporary in nature.

e Terrorism RiskSince the September 11th attacks, the United Sgate=rnment has issued public warnings indicatirag €nergy assets,
specifically those related to pipeline infrastruetyproduction facilities and transmission andribstion facilities, might be specific targets of
terrorist activity. The continued threat of terson and related military activity will likely increa volatility for prices of natural gas and oil and
could affect the market for products and servidesnergy companies. In addition, any future testoaittack or armed conflict in the United St
or elsewhere may undermine economic conditionkéniinited States in general.

e Financing RiskSome of our portfolio companies rely on the capitakkets to raise money to pay their existing @il@ns. Their ability to

access the capital markets on attractive terms @t mnay be affected by any of the risks assodiatgh energy companies described above, by
general economic and market conditions or by didxeors. This may in turn affect their ability tatisfy their obligations with us.

Our investments in prospective portfolio companiegy be risky, and you could lose all or part of yaovestment.

We invest in companies in the energy industry, nebsthich have relatively short or no operatingtiiies. These companies are and will continue
to be subject to all of the risks and uncertaindigsociated with any new business enterprise,divgithe risk that these companies may not reaginh th
investment objective or the value of our investnirrihem may decline substantially or fall to zero.
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In addition, investment in the middle market enecgynpanies that we are targeting involves a nurabether significant risks, including:

e these companies may have limited financial resauacel may be unable to meet their obligations utidgr securities that we hold, which may
be accompanied by a deterioration in the valudeif equity securities or of any collateral witlspect to debt securities and a reduction in the
likelihood of our realizing on any guarantees weyrhave obtained in connection with our investment;

e they may have shorter operating histories, narrgweduct lines and smaller market shares thanldngginesses, which tend to render them
more vulnerable to competitors’ actions and mackeiditions, as well as general economic downturns;

e because many of these companies are privatelyceehganies, public information is generally not éfale about these companies. As a result,
we will depend on the ability of our Investment Aghr to obtain adequate information to evaluategtempanies in making investment
decisions. If our Investment Adviser is unable neaver all material information about these comesnit may not make a fully informed
investment decision, and we may lose money onrogstments;

e they are more likely to depend on the manageméaritsaand efforts of a small group of persons;dfee, the death, disability, resignation or
termination of one or more of these persons coaigla material adverse impact on our portfolio camypand, in turn, on us; and

e they may have less predictable operating resulty, from time to time be parties to litigation, mag engaged in changing businesses with
products subject to a risk of obsolescence andnegyire substantial additional capital to supplogirtoperations, finance expansion or maintain
their competitive position. In addition, our exdeatofficers, directors and our Investment Adviseuld, in the ordinary course of business



named as defendants in litigation arising from ps®gal investments or from our investments in thé&f@ay companies.

Economic recessions or downturns could impair ousrtfolio companies and harm our operating resul

Our portfolio companies will generally be affectegdthe conditions and overall strength of the natlpregional and local economies, including
interest rate fluctuations, changes in the capitalkets and changes in the prices of their princargmodities and products. These factors also impact
the amount of residential, industrial and commémgpiawth in the energy industry. Additionally, tleefactors could adversely impact the customer base
and customer collections of our portfolio companies

As a result, many of our portfolio companies maybsceptible to economic slowdowns or recessiodsraay be unable to repay our loans or meet
other obligations during these periods. Therefoue,non-performing assets are likely to increasd,the value of our portfolio is likely to decrease
during these periods. Adverse economic conditidsrs may decrease the value of collateral secu@ngesof our loans and the value of our equity
investments. Economic slowdowns or recessions dealdito financial losses in our portfolio and aréase in revenues, net income and assets.
Unfavorable economic conditions also could increasefunding costs, limit our access to the capitatkets or result in a decision by lenders not to
extend credit to us. These events could prevefrousincreasing investments and harm our operatsgits.

A portfolio company’s failure to satisfy financiat operating covenants imposed by us or other Isncizuld lead to defaults and, potentially,
termination of its loans and foreclosure on itsused assets, which could trigger cross-defaulteunther agreements and jeopardize a portfolio
company'’s ability to meet its obligations under tiebt or equity securities that we hold. We mayirexpenses to the extent necessary to seek rgcover
upon default or to negotiate new terms, which nmejuide the waiver of certain financial covenantishwa defaulting portfolio company. In addition, if
one of our portfolio companies were to go bankrapgn though we may have structured our intereseéa®r debt or preferred equity, depending on the
facts and circumstances, including the extent txhvive actually provided managerial assistancéao portfolio company, a bankruptcy court might
recharacterize our debt or equity holding and stibate all or a portion of our claim to those diet creditors.
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Our portfolio companies may incur debt or issue éyusecurities that rank equally with, or senior tour investments in such companies.

We invest primarily in mezzanine debt and dividgraging equity securities issued by our portfolionpanies. Our portfolio companies usually
have, or may be permitted to incur, other debissue other equity securities, that rank equalhwor senior to, the securities in which we invest
their terms, such instruments may provide thahtblders are entitled to receive payment of dividematerest or principal on or before the dates on
which we are entitled to receive payments in respkthe securities in which we invest. Also, i thvent of insolvency, liquidation, dissolution,
reorganization or bankruptcy of a portfolio companglders of securities ranking senior to our inment in that portfolio company would typically be
entitled to receive payment in full before we reeeiny distribution in respect of our investmeriteArepaying the senior security holders, thefpbat
company may not have any remaining assets to usegaying its obligation to us. In the case ofusiies ranking equally with securities in which we
invest, we would have to share on an equal bagislatributions with other security holders in #nent of an insolvency, liquidation, dissolution,
reorganization or bankruptcy of the relevant pdidfoompany. In addition, we may not be in a pasitio control any portfolio company in which we
invest. As a result, we are subject to the risk ghportfolio company in which we invest may makmsiness decisions with which we disagree and the
management of such company, as representativeg diolders of their common equity, may take rigkstberwise act in ways that do not serve our
interests as debt or preferred equity investors.

We may not be able to fully realize the value oétbollateral securing our debt investments.

Although a substantial amount of our debt investi:iane protected by holding security interesthigassets of the portfolio companies, we may
be able to fully realize the value of the collatesecuring our investments due to one or more @fdllowing factors:

e since our debt investments are primarily made énftim of mezzanine loans, our liens on the caltdtéf any, are subordinated to those of the
senior secured debt of the portfolio companieanif. As a result, we may not be able to controleies with respect to the collateral;

o the collateral may not be valuable enough to satiifof the obligations under our secured loantipalarly after giving effect to the repayment
of secured debt of the portfolio company that rasésior to our loan;

e bankruptcy laws may limit our ability to realizelva from the collateral and may delay the real@atirocess;
e our rights in the collateral may be adversely @ffddy the failure to perfect security interestthia collateral;

e how effectively the collateral would be liquidatadd the value received could be impaired or impéxjetthe need to obtain regulatory and
contractual consents; and

e by its nature, some or all of the collateral maylliguid and may have no readily ascertainablekatiwvalue. The liquidity and value of the

collateral could be impaired as a result of chaggiconomic conditions, competition, and other fesstmcluding the availability of suitable
buyers.
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Our incentive fee could induce Prospect Managememimake speculative investments.

The incentive fee payable by us to Prospect Managemay create an incentive for our Investment Aelvto make investments on our behalf that
are more speculative or involve more risk than wdé the case in the absence of such compensatargament. The way in which the incentive fee
payable is determined (calculated as a percentiatpe oeturn on invested capital) may encouragédrtiestment Adviser to use leverage to increase the
return on our investments. The use of leverage avimdrease the likelihood of default, which wouldfdvor holders of our common stock. Similarly,
because the Investment Adviser will receive anrtige fee based, in part, upon net capital gaiazed on our investments, the Investment Adviser
may invest more than would otherwise be appropiratmmpanies whose securities are likely to yagital gains, as compared to income producing
securities. Such a practice could result in ouegtivng in more speculative securities than woutettise be the case, which could result in higher
investment losses, particularly during economic amnns.

The incentive fee payable by us to Prospect Managealso could create an incentive for our Investrielviser to invest on our behalf in
instruments, such as zero coupon bonds, that hdeéeared interest feature. Under these investmemsvould accrue interest income over the life of
the investment but would not receive payments gham the investment until the end of the term. @atrinvestment income used to calculate the
income incentive fee, however, includes accruegr@st. For example, accrued interest, if any, ariruestments in zero coupon bonds will be included
in the calculation of our incentive fee, even thouge will not receive any cash interest paymentgépect of payment on the bond until its maturity
date. Thus, a portion of this incentive fee woutddlased on income that we may not have yet recé@iveash.

We have not yet identified all of the potential imstments for our portfolio.

We have not yet identified all of the potential@stments for our portfolio, and, thus, you will et able to evaluate all of our potential investtaen
prior to purchasing our common stock. This factdl wcrease the uncertainty, and thus the riskngésting in our common stock.

Our investments in foreign securities may invohigsificant risks in addition to the risks inherenin U.S. investments.

Our investment strategy contemplates potentialdtnaents in securities of foreign companies. Inwesiin foreign companies may expose us to
additional risks not typically associated with igting in U.S. companies. These risks include chaitgexchange control regulations, political andiak
instability, expropriation, imposition of foreigaxes, less liquid markets and less available inddion than is generally the case in the UnitedeStat
higher transaction costs, less government supervigi exchanges, brokers and issuers, less devkelmpekruptcy laws, difficulty in enforcing
contractual obligations, lack of uniform accountargd auditing standards and greater price volatilit

Although currently all of our investments are, anelexpect that most of our investments will be,.\d&lar-denominated, our investments that are
denominated in a foreign currency will be subjecttte risk that the value of a particular currendly change in relation to one or more other cucies.
Among the factors that may affect currency valuestieade balances, the level of short-term intenasts, differences in relative values of similssets
in different currencies, long-term opportunities iitvestment and capital appreciation, and polititsvelopments.

We may employ hedging techniques to mitigate certasks, but it may not be possible to hedge fudlyperfectly against such risks.

We may employ hedging techniques to minimize cuayeor interest rate risks, but we can offer no essste that such strategies will be effective. If
we engage in hedging transactions, we may expaselwas to risks associated with such transactMfesmay utilize instruments such as forward
contracts, currency options and interest rate swegps, collars and floors to seek to hedge ag#irguations in the relative values of our poritfol
positions from changes in currency exchange ratdsraarket interest rates. Hedging against a detlitiee values of our portfolio positions does not
eliminate the possibility of fluctuations in thelwas of such positions or prevent losses if theeslof such positions decline. However, such hepcgm
establish other positions designed to gain fronséhgame developments, thereby offsetting the detlithe value of such portfolio positions. Such
hedging transaction may also limit the opportufidtygain if the values of the portfolio positionsosild increase. Moreover, it may not be possible to
hedge against an exchange rate or interest ratifition that is so generally anticipated that veeret able to enter into a hedging transacticanat
acceptable price.

30

The success of our hedging transactions dependsraability to correctly predict movements, curriescand interest rates. Therefore, while we
enter into such transactions to seek to reducewroyrexchange rate and interest rate risks, unpatéd changes in currency exchange rates or sttere
rates may result in poorer overall investment pernce than if we had not engaged in any such hgdoinsactions. The degree of correlation betv
price movements of the instruments used in a hgdsfirmtegy and price movements in the portfoliatimss being hedged may vary. For a variety of
reasons, we may not seek to establish a perfexlaton between such hedging instruments and dhiggtio holdings being hedged. Any such imper
correlation may prevent us from achieving the ideshhedge and expose us to risk of loss. It mapegiossible to hedge fully or perfectly against
currency fluctuations affecting the value of setesidenominated in non-U.S. currencies.

Changes in interest rates may affect our cost opital and net investment income.

Because we borrow money to make investments, dunwestment income is dependent upon the diffexrdratween the rate at which we borrow
funds and the rate at which we invest these fuds result, there can be no assurance that disagrtichange in market interest rates will notédav
material adverse effect on our net investment iresdm periods of rising interest rates, our codtafrowed funds would increase, which would reduce
our net investment income. We use a combinatiashoft-term borrowings and equity capital to finapce investing activities. We utilize our revolving
line of credit as a means to bridge to I-term financing. These risks are in addition to siaksociated with fluctuating interest rates, witigh



adversely affect the interest income we are owebthat we must pay, in addition to the ability offiolio companies to pay us, and our ability ty pa
our debt service and dividends, which could advrsiect us and our stock price. We may use irgtierate risk management techniques in an effort to
limit our exposure to interest rate fluctuationacs techniques may include various interest rattgjimg activities to the extent permitted by the @94
Act.

Risks Relating To Our Common Stock

There is a risk that you may not receive divideratghat our dividends may not grow or may declineeo time.

We have made and intend to continue to make digioibs on a quarterly basis to our stockholdersobatssets legally available for distribution. '
cannot assure you that we will achieve investmesitlts or maintain a tax status that will alloweguire any specified level of cash distributions o
year-to-year increases in cash distributions. bfitaah, due to the asset coverage test applicables as a business development company, we may be
limited in our ability to make distributions. Selerfce Range of Common Stock and Distributions’his document.

Provisions of the Maryland General Corporation Laand of our charter and bylaws could deter takeoegtempts and have an adverse impact on
price of our common stock

The Maryland General Corporation Law and our chiata bylaws contain provisions that may have ffeceof discouraging, delaying or making
more difficult a change in control and preventihg temoval of incumbent directors. We are covesethb Maryland Business Combination Act (the
“Business Combination Act{p the extent such statute is not superseded Hicaple requirements of the 1940 Act. However, bboard of directors he
adopted a resolution exempting any business coribmbetween us and any other person from the Bgsi€ombination Act, subject to prior approval
of such business combination by our board of dimsctincluding a majority of our directors who aia interested persons as defined in the 1940IAct.
addition, the Maryland Control Share AcquisitiontAthe “Control Share Act”) provides that contrbbses of a Maryland corporation acquired in a
control share acquisition have no voting rightseptdo the extent approved by a vote of two-thofithe votes entitled to be cast on the matter. Our
bylaws contain a provision exempting from the Coh8hare Act any and all acquisitions by any permsioour shares of stock. If the applicable board
resolution is repealed or our board of directorssdioot otherwise approve a business combinatierBtisiness Combination Act and the Control Share
Act (if we amend our bylaws to be subject to that)Anay discourage others from trying to acquiretaal of us and increase the difficulty of
consummating any offer.
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Additionally, under our charter, our board of digs is divided into three classes serving staghemens and no director may be removed exce|
cause and upon vote of stockholders holding /66% of the shares of common stock entitled to vot¢éherelection of directors. The inability to remove
directors and the maintenance of a staggered looaild discourage others from pursuing a mergetlwrachange-of-control transaction. Our board of
directors may, without stockholder action, authetize issuance of shares of stock in one or massest or series, including preferred stock; and our
Board of Directors may, without stockholder actiamend our charter to increase the number of sladisteck of any class or series that we have
authority to issue. The existence of these promisiamong others, may have a negative impact oprite of our common stock and may discourage
third party bids for ownership of our Company. Té@sovisions may prevent any premiums being offéoegbu for shares of our common stock.

Investing in our common stocks may involve a higagtee of risk.

The investments we make in accordance with oursitinvent objective may result in a higher amouniskK than alternative investment options and
volatility or loss of principal. Our investmentsportfolio companies may be speculative and aggresand therefore, an investment in our shares may
not be suitable for someone with low risk tolerance

The market price of our common stock may fluctuaignificantly.

The market price and liquidity of the market for @@ammon stock may be significantly affected by ewous factors, some of which are beyond our
control and may not be directly related to our agiag performance. These factors include:

e significant volatility in the market price and tiad volume of securities of business developmentmanies or other companies in the energy
industry, which are not necessarily related todperating performance of these companies;

e changes in regulatory policies or tax guidelinestipularly with respect to RICs or business depalent companies;
e loss of RIC status;

e changes in earnings or variations in operatinglt&su

e changes in the value of our portfolio of investnsent

e any shortfall in revenue or net income or any iaseein losses from levels expected by investosgourities analysts;

e termination of the Investment Advisory AgreementhaRrospect Management, or departure of one or mfdPeospect Management's key
personnel;



e operating performance of companies comparable;to us
e changes in prevailing interest rates;

e litigation matters;

e general economic trends and other external facéon;

e loss of a major funding source.
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We may allocate the net proceeds from any offeringvays with which you may not agree.

We will have significant flexibility in investinghe net proceeds of any offering of our common stié& may use the net proceeds from an offering
in ways with which you may not agree or for invesiits other than those contemplated at the timaalf effering, unless such change in the use of
proceeds is subject to stockholders’ approval ohipited by law.

Sales of substantial amounts of our common stockhe public market may have an adverse effect oe tharket price of our common stoc

As of September 27, 2006, we have 12,786,538s of common stock outstanding. Sales of sutistamounts of our common stock or the
availability of such common stock for sale couldedely affect the prevailing market price for cammon stock. If this occurs and continues, it doul
impair our ability to raise additional capital thugh the sale of common stock should we desire teodo

Item 1B. Unresolved Staff Comments
None

Iltem 2. Properties

We do not own any real estate or other physicgbgnties materially important to our operation. ©ffices are located at 10 East 40th Street, New
York, New York 10016, where we occupy our officasp pursuant to our Administration Agreement withspect Administration. Our office facilities,
which are shared with our Investment Adviser andnkstrator, consist of more than three thousandhsegfeet and include twelve rooms and
associated common areas that are used for offités@nference facilities. We believe that our &fiacilities, which also include the use of morarth
twelve computers and two computer servers, aratdeiand adequate for our business

Item 3. Legal Proceedings

The Company is a defendant in two legal actionsragiout of its activities. While predicting thetoome of litigation is inherently very difficult,
and the ultimate resolution, range of possible &s$ possible impact on operating results cannoéligbly estimated, management believes, based
its understanding of the facts and the advice gdlleounsel, that it has meritorious defenses éin ctions. We continue to defend both of thesiers
vigorously, and believe that resolution of thesgoas will not have a materially adverse effecttb@ Company’s financial position.

On December 6, 2004, DGP served Prospect Energiyandbmplaint filed November 30, 2004 in the U.&tiict for the Southern District of Texi
Galveston Division. DGP alleges that DGP was defeduand that Prospect Energy breached its fidudaty to DGP and tortiously interfered with
DGP’s contract to purchase Gas Solutions, Ltdufsisliary of our portfolio company, GSHI) in contien with Prospect Energg’alleged agreement
September 2004 to loan DGP funds with which DGErided to buy Gas Solutions, Ltd. for approxima$2g million. The complaint seeks relief not
limited to $100 million. We believe that the DGPwalaint is frivolous and without merit, and inteteddefend the matter vigorously. On November 30,
2005, U.S. Magistrate Judge John R. Froeschndredf)tS. District Court for the Southern DistrictTafxas, Galveston Division, issued a
recommendation that the court grant Prospect EreMgtion for Summary Judgment dismissing all claiby DGP. On February 21, 2006, U.S.
District Judge Samuel Kent of the U.S. District @dar the Southern District of Texas, GalvestowiBibn issued an order granting Prospect Energy’s
Motion for Summary Judgment dismissing all claimdJallas Gas Partners, L.P., against Prospect Er@ogporation. DGP has appealed this decision.

On April 7, 2005 a former officer of the Companigfi a complaint with the Occupational Safety analdheAdministration of the Department of
Labor (“OSHA”") alleging discrimination, retaliatipinfliction of emotional distress and other clairfigis officer seeks economic reinstatement and
other relief. On September 15, 2005, OSHA issueditfigs, including an order dismissing this comglaline complainant has filed written objections to
the order and had a hearing before an Adminisedtaw Judge on March 16, 2006. On May 5, 2006 Atfiministrative Law Judge issued a Decision
and Order granting Summary Decision and dismisirgComplaint, which the former officer has appéalehe Company does not believe that these
claims, even if ultimately resolved against the @any, would be material. The Company believes dmaint is frivolous and without merit and
intends to defend itself vigorously.
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We are not aware of any other material pendingllegeceeding, and no such material proceedingkroe/n to be contemplated, to which we are a
party or of which any of our property is subject.

Iltem 4. Submission of Matters to a Vote of Securitydolders

No matter was submitted during the fourth quarfehe 2006 fiscal year to a vote of security hatdéhrough the solicitation of proxies or
otherwise.

PART Il

Iltem 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity Securitie

Our common stock is quoted on the NASDAQ Global kéaunder the symbol “PSECThe following table sets forth, for the periodsigaded, ou
net asset value per share of common stock andgheand low closing prices per share of our commstogk as reported on the NASDAQ Global
Market. Our common stock historically trades atgsiboth above and below its net asset value. Tagrde no assurance, however, that such premium
or discount, as applicable, to net asset valuebgilinaintained.

Premium Premium
Twelve Months Ended Stock Price (Discount) of (Discount) of Dividend
June 30, 2006 NAV (1) High Low High to NAV Low to NAV Declared
First Quarter $ 14.60 $ 13.60 $ 11.06 (6.8%) (242%  $ 0.200
Second Quarte 14.69 15.46 12.84 5.2% (12.6%) 0.280
Third Quarter 14.81 16.64 15.00 12.4% 1.3% 0.300
Fourth Quarter 15.31 17.07 15.83 11.5% 3.4% 0.340
Premium Premium
Twelve Months Ended Stock Price (Discount) of (Discount) of Dividend
June 30, 2005 NAV (1) High Low High to NAV Low to NAV Declared
First Quarter $ 13.67 $ 15.45 $ 14.42 13.0% 5.5% $ —
Second Quarte 13.74 15.15 11.63 10.3% (15.4%) 0.100
Third Quarter 13.74 13.72 10.61 (0.1%) (22.8%) 0.125
Fourth Quarter 14.59 13.47 12.27 (7.7%) (15.9%) 0.150

(1) Net asset value per share is determined dsedbst day in the relevant quarter and therefag not reflect the net asset value per share odates
of the high or low sales price. The net asset wafil®mwn are based on outstanding shares at thef eagh period

On September 27, 2006, the last reported sales pfiour common stock was $15.48 per share. Asugfuat 3, 2006, we had approximately 5,479
stockholders of record.
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Dividends

We intend to continue to distribute quarterly damdis to our stockholders. Our quarterly dividerfdsny, will be determined by our board of
directors.

We have elected to be taxed as a RIC under Submhslpof the Internal Revenue Code of 1986. To nainbur RIC status, we must distribute at
least 90% of our ordinary income and realized hettsterm capital gains in excess of realized apgiterm capital losses, if any, out of the assets
legally available for distribution. In order to agicertain excise taxes imposed on RICs, we cugrémtend to distribute during each calendar yaar a
amount at least equal to the sum of (1) 98% ofoodimary income for the calendar year, (2) 98% wf@apital gains in excess of capital losses fer th
one-year period ending on October 31st and (3)oadiyary income and net capital gains for precedisars that were not distributed during such years.
In addition, although we currently intend to distrie realized net capital gaingd., net long-term capital gains in excess of shartiteapital losses), if
any, at least annually, out of the assets legaifjlable for such distributions, we may in the fetalecide to retain such capital gains for investme

The following table reflects the dividends per shiédrat we have declared on our common stock ta date

Twelve Months Ended June 30, 200¢

Date Declared Record Date Payment Date Per Share Amount



9/16/2005 9/22/2005 9/29/200% $ 0.200 $ 1,411,02

12/12/200¢& 12/22/200& 12/29/200¢& 0.280 1,975,422
3/15/2006€ 3/24/2006 3/31/200¢€ 0.300 2,116,53
6/14/200€ 6/23/200€ 6/30/200€ 0.340 2,401,06

Total $ 7,904,03

Twelve Months Ended June 30, 200!

Date Declared Record Date Payment Date Per Share Amount
11/11/2004 12/10/2004 12/30/2004 $ 0.100 $ 705,511
2/9/2005 3/11/2005 3/31/200& 0.125 881,88
4/21/2005 6/10/2005 6/30/200& 0.150 1,058,26
Total $ 2,645,66

We maintain an “opt out” dividend reinvestment @agdh purchase plan for our registered stockholtlerder the plan, if shares of our common
stock are registered in your name, dividends vélblntomatically reinvested in additional sharesamhmon stock unless you “opt out” of the plan.
Stockholders are advised to consult with their brelor financial institutions, as appropriate, wigbpect to the administration of their dividendd a
related instructions.

Assuming that we maintain our status as a reguiategstment company under Subchapter M of the Cedeantend to make distributions to our
stockholders on a quarterly basis of substant&lllgf our net operating income. We may also maké&idutions of net realized capital gains, as
appropriate.
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Tax characteristics of all dividends will be regarto stockholders, as appropriate, on Form 1099ddter the end of the year. The board of
directors of Prospect Energy presently intendsetdade and pay quarterly dividends on the commacksiProspect Energy’s ability to pay dividends
could be affected by future business performangeidity, capital needs, alternative investmentappnities and loan covenants.

We have not engaged in any sales of unregiste@dises during the fiscal year ended June 30, 2006 have made no common stock repurchases
since our inception. We have not authorized egggturities for issuance under an equity compensatan.

Item 6. Selected Financial Data

The following selected financial data is deriveahirour financial statements which have been audiyeBDO Seidman LLP, our independent
registered public accounting firm. The financialadahould be read in conjunction with our finansi@tements and related notes thereto and
“Management’s Discussion and Analysis of Finan€iahdition and Results of Operations” included belowhis report.

(all figures in thousands except per share and aliig)

For the period

April 13, 2004
(inception)
For the Year For the Year through
Ended June 30, 200! Ended June 30, 200! June 30, 200¢
Total investment incom: $ 16,86¢ $ 8,09¢ $ =
Total expenses (8,317 (5,682 (200
Net investment income (los: 8,55¢ 2,411 (200
Net increase (decrease) in stockhol’ equity
resulting from operation 12,89¢ 8,751 (200
Per Share Data (1):
Net increase (decrease) in stockhol’ equity
resulting from operations (basic and diljits 1.8¢ 1.24 N/A
Distributions declared per sha (1.12) (0.3§) —
Balance Sheet Dat:
Total assets 138,48 103,90¢ 1
Total liabilities 30,21( 942 10C
Total stockholdel’ equity 108,27( 102,96 (99

Other Data:



Number of portfolio companies at period e 15 6 —

(1) A per share analysis as of June 30, 2004 isidered not applicable as the initial offering ofrimon stock had not occurred at this point. Peré&ha
Data is based on weighted average shares outsgpofiif)056,846 and 7,055,100 as of June 30, 208&@ane 30, 2005, respective

Iltem 7. Management'’s Discussion and Analysis of Famcial Condition and Results of Operations

This annual report on Form 10-K contains forwardking statements that involve risks and uncertaintas well as assumptions that, if they never
materialize or prove incorrect, could cause thelte®f Prospect Energy Corporation to differ miatgr from those expressed or implied by such
forward-looking statements. All statements othantktatements of historical fact are statementsthadd be deemed forward-looking statements,
including any projections of revenue, expensesiiegs or losses from operations or investmentsttoer financial items; any statements of the plans,
strategies and objectives of management for fuipezations; any statements of expectation or belied any statements of assumptions underlying any
of the foregoing. The risks, uncertainties and egstions referred to above include risks that asedked in “Business-Factors That May Affect Futu
Results” and elsewhere in this annual report aatldhe otherwise described from time to time in ®ecurities and Exchange Commission, or the
“SEC”, reports filed after this report.
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The forward-looking statements included in thiswdreport represent our estimates as of the datésoannual report. We specifically disclaim
any obligation to update these forward-lookingestants in the future. Some of the statements snathinual report constitute forward-looking
statements, which relate to future events or owréuperformance or financial condition. Such fordvkoking statements contained in this annual re
involve risks and uncertainties.

We use words such as “anticipates,” “believes, plots,” “future,” “intends” and similar expressiaesidentify forward-looking statements. Our
actual results could differ materially from thogsejpcted in the forward-looking statements for asgson, including the factors set forth in “Risk
factors” and elsewhere in this annual report. Weioa you that forward-looking statements of tlyige are subject to uncertainties and risks, many of
which cannot be predicted or quantified.

The following analysis of our financial conditiondaresults of operations should be read in conjiomctvith our financial statements and the
related notes thereto contained elsewhere in toisF10-K.

Overview

As of June 30, 2006, we continue to pursue ourstment strategy and 123.7% of our net assets aested in energy companies and 1.5% inve
in a money market fund.

We invest in companies in the energy industry, nobsthich have relatively short or no operatingitiiies. These companies are and will be subject
to all of the business risk and uncertainties a@ased with any new business enterprise, includiggrisk that these companies may not reach their
investment objective or the value of our investnierihem may decline substantially or fall to zero.

Our portfolio generated an annualized current yidldi7.0% and 21.8% across all our long-term deltequity investments as of June 30, 2006 and
June 30, 2005, respectively. This yield includesrist from all of our long-term investments aslwasldividends from Gas Solutions Holdings, Inc.
("GSHI") in both years and GSHI and Unity Virgin&Jpity”) in 2005. We expect this number to declioeer time as we increase the size of the
portfolio. Monetization of, or dividends from, othequity positions that we hold is not includedtirs yield estimate. In each of our portfolio comiess,
we hold equity positions, ranging from minorityeénests to majority stakes, which we expect ovee tioncontribute significantly to our investment
returns. Many of these equity positions includeudess such as contractual minimum internal rateetfrns, preferred distributions, flip structureslia
other features expected to generate additionakiment returns, as well as contractual protectamspreferences over junior equity, in additiothie
yield and security offered by our cash flow andatefral debt protections.

Results of Operations

Investment Activity

We completed our second fiscal year and ninth guanthich was our eighth full quarter since comiplebf our initial public offering on July 30,
2004, with approximately 123.7% of our net assesbmut $134.0 million invested in fifteen longfteportfolio investments and 1.5% of our net assets
invested in a money market fund. The remaining2@§.of our net assets represents liabilities iresz®f other assets.
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Long-Term Portfolio Investments



During the quarter ended June 30, 2006, we contpfaete new investments totaling approximately $&2n7illion in Charlevoix Energy Trading
LLC (“Charlevoix”), Iron Horse Coiled Tubing, Ltq"lIron Horse"), Central Illinois Energy, LLC (“CIB; Conquest Cherokee, LLC (“Conquest”) and
Advantage Oilfield Group, Ltd. (“Advantage”).

On April 20, 2006, we provided $5.5 million in sensecured debt financing to Charlevoix, a natgesl marketing company based in Charlevoix,
Michigan. Charlevoix is a natural gas marketing pany which has operated in Michigan since 1986 riéhaix provides approximately 20 billion
cubic feet of natural gas annually to approxima88) commercial, industrial, governmental, andifagbnal customers. Charlevoix markets natural gas
supplied by one of the world’s largest oil and gesducers. This supplier provides wholesale namaalto Charlevoix with back-to-back contracts,
helping Charlevoix minimize commodity exposure. $prect’s capital has been used to support an atiqoisif Charlevoix by Vishnu Energy, LLC
(“Vishnu”). Vishnu invested equity in the acquieitias capital junior to Prospect. Prospect hasratsgived a net profit interest in Charlevoix in
conjunction with its loan.

On April 24, 2006, we provided $9.25 million in sensecured debt financing to Iron Horse, an diffiservices company based in Medicine Hat,
Alberta. Iron Horse is an energy services comphayfocuses on fracture stimulation for gas watisluding coalbed methane and other types of wells.
Iron Horse has a growing fleet of state-of-theeaited tubing rigs and ancillary equipment providedan outsourced basis to larger oilfield service
companies and gas production companies. The compamntly has a multi-rig, multi-year contract wd major oilfield service company. Prospect’s
investment is secured by equipment and other agbétsn Horse. Prospect has also received egnityoin Horse in conjunction with its debt
investment, which includes minimum preferred retieguirements on Prospect’s capital. As of JuneB06, Iron Horse had drawn down $6.25 million
of the total $9.25 million in senior secured dabahcing. Subsequently on August 31, 2006, Ironsdairew down the remaining $3.0 million.

On April 25, 2006, we provided $8.0 million in sensecured debt financing to CIE, an ethanol pradncompany based in Buckheart Township
in Fulton County, lllinois. CIE is constructing & &illion gallon per year ethanol and distillersigrproduction facility, expected to go into seevin
2007. The majority equity owner of the projectisagricultural cooperative of corn farmers, whoédagreed to subordinate their future corn prices to
the project in favor of debt service to the lendérsaddition, the project will be a low-cost fagjilwith energy requirements met with contractecdtea
coal in the vicinity of the plant. CIE has negaihturn-key, fixed-price, dateertain engineering, procurement, and construatmriracts for the facility
The project has an excellent location with acceghe lllinois River, roads, and rail, as well agreithan 85 million bushels of corn harvested aliyiua
in the three counties surrounding the project. pgoss investment, together with other co-investi@gart of an approximately $87.5 million senior
secured facility, secured by equipment, contrauts, other assets. Approximately $27.0 million afigu equity is also being invested into the CIE
project.

On May 9, 2006 we provided $3.5 million in seniecsred debt financing in Conquest, an oil and gaspany based in Nashville, Tennessee, and
Independence, Kansas. Conquest focuses on shallaitvedd methane (“CBM”) production in the Cherokessi in Southeastern Kansas, including
Wilson, Montgomery, Neosho, Labette, and Chautawguaties. Conquest has a proprietary software mgmmd database system allowing it to select
drilling targets throughout the Cherokee BasinsBett's investment, secured by existing wells aistiructure, and acreage, is being deployed for
development drilling. Third party junior equityagso being invested. Prospect is receiving an @iag royalty interest in Conquest’s properties in
conjunction with Prospect’s debt instrument. Prasgenvestment is expected to grow as Conquesiling and acquisition activities increase.

On May 22, 2006, Unity Virginia Holdings, LLC anffiates (“Unity”) filed voluntarily for reorganiation under Chapter 11 of Title 11 of the
United States Code and is currently in default uride contract governing the loan we made to rospect holds $2.8 million of second lien secured
debt, representing approximately 2.5% of Prospewtsaasset value as of June 30, 2006. PlainsCdatd has provided up to $5.4 million of senior
bank debt, which benefits from personal guararfiess Karl Singer and Keller Smith of Unity Platforiof® (“Platform”), a Dallas investment firm, as
well as Coalline, an affiliate of the Bass fammBfatform and Coalline have provided more than $7illon of equity capital to Unity. Unity is in the
process of liquidating its assets. Our securitgriggit in Unity’s assets is a second priority lemg the net proceeds from the sale or liquidation
Unity’s assets may not satisfy in full the debt dwie the holder of the first priority lien on Unigyassets. Our lack of control over the liquidatain
Unity’s assets, our second lien security positiosuch assets and the prospect that Unigsets have substantially decreased in valud cesuilt in ou
losing our entire investment in Unity. In additighthe bankruptcy court were to set aside as peeféal payments or we were otherwise deemed not to
have recognized any amounts previously paid toyudrity, our net investment income could be matsriadversely affected.
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On June 1, 2006 we provided $16.5 million in sesexured debt financing to Advantage, a pipelirgefanility construction company based in
Medicine Hat, Alberta. Advantage is one of the ¢mtgenergy services companies engaged in oilfieddgasfield pipeline and facility construction in
Western Canada. The largest private employer inidfieelHat, with offices in Calgary and Lloydminst&dvantage has more than 200 employees and
sub-contractors engaged across multiple crews.caypngagements include construction of major pipagjathering systems, construction of sales
pipelines, and installations and upgrades of fédliin all Western Canadian geographic locatidwmvantage has more than 140 pieces of equipment,
including track hoes, sidebooms, graders, bulldgztitchers, rubber tire hoes, crew cabs, mechhtnicks, crew vans, highway tractors, job vang] an
hot shot trucks. The company has a diversifieddlistustomers and a significant backlog of businBsgspect’s investment is secured by equipment,
receivables, and other assets of Advantage. Thesiment is being utilized for general working capéind as a springboard for Advantage’s next phase
of growth. Prospect has also received equity inagkd&ge in connection with its debt investment,udiig minimum preferred return requirements on
Prospect’s capital.

On June 1, 2006, we received full repayment of&5u@ million senior secured loan to Natural Gast@&ys, Inc. (‘NGS”) including a prepayment
premium of $0.4 million. We originally extended 83nillion to NGS on February 3, 2005, and subsetiyéunded an additional $2.0 million. In
addition, we converted all series of warrants ih@00,954 of registered and unregistered commoresta NGS stock.

GSHI owns and operates a major gas gathering awgsing system in the East Texas Field in GregghUr, Rusk and Smith counties, Texas.



This system consists of two processing facilitibe Longview Plant and the Chapel Hill Plant) apdraximately 1,000 miles of associated gathering
and transportation pipelines. GSHI controls theyamlependent gathering system in the East Texad Berving all of the approximately 4,000 currg
operating wells in the region. GSHI completed cargion and started operation of the 22.5 mile Exki@awkins NGL Pipeline connecting the Exxon
Hawkins gas plant to GSHI on June 6, 2005. Delasefor 2005 averaged 650 barrels per day and dthigrst six months of 2006 have averaged 853
barrels per day. The Agreement with Exxon Gas & &adWarketing Company (“Exxon”) is effective as oh& 30, 2004 and has a term of seven years
with an annual renewal provision thereafter. Urtleragreement, Exxon is to deliver a specified mimh number of barrels of natural gas liquids in the
first five years and to pay a transportation, frepand fractionation fee which includes a capiaiovery component. After five years or deliverytiod
specified minimum number of barrels, whichever cerfiest, the fee decreases to a base transportatéating and fractionation rate for the remainaf
the contract term. Total capital expenditures lfier year ended December 31, 2005 were approximdBb/million of which $3.25 million was related
the construction of the Exxon Hawkins NGL Pipelifietal capital expenditures for the six months ehdiene 30, 2006 and June 30, 2005 were
$529,385 and $2,920,081, respectively. GSHI coesirto perform according to expectations, benefitiogh a strong commodity price environment.
Operating Income for the trailing twelve months esdune 30, 2006 was $15.5 million. Operating Inedon the six months ended June 30, 2006 and
June 30, 2005 was $7.97 million and $5.58 milli@spectively.

Prospect Energy’s investment in GSHI is comprise$ll®.4 million in subordinated secured debt (“Suliwated Debt”) and 100% common equity
shares, $14.7 million. The Subordinated Debt matoreDecember 22, 2011. The loan is paid in equattgrly installments of $876,190 beginning
December 31, 2006 and bears interest at 18%. hitpagd in 2005 was $3.312 million or $828,000 ¢erdy. Amounts outstanding on the Subordinated
Debt at June 30, 2006 were $18.4 million. On Decam2®, 2004, GSHI entered into a $12.5 million eesecured term loan (“Senior Debt”) with
Citibank Texas, N.A. (formerly known as First An@m Bank, SSB). The Senior Debt matures on Decete010. The loan is paid in equal
quarterly installments of $543,479 beginning oneJ8@, 2005 and bears interest at LIBOR plus 22&Ipmints. Interest paid on the Senior Debt during
the six months ended June 30, 2006 was $366,46@randnts outstanding at June 30, 2006 were $9.788mAdditionally, on April 28, 2006, GSHI
entered into a $2.5 million revolving line of creffRevolver”) with Citibank Texas, NA. The Revolvmatures on April 28, 2007 and bears interest at
LIBOR plus 225 basis points. Interest paid on tleedtver during the six months ended June 30, 2086%$12,048 and amounts outstanding at June 30,
2006 were $1,004,750.
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We classify our investments by level of control. defined in the 1940 Act, control investments &ese where there is the ability or power to
exercise a controlling influence over the managedroepolicies of a company. Control is generallgihed to exist when a company or individual owns
more than 25% or more of the voting securitiesrofreestee company. Affiliated investments andiatéd companies are defined by a lesser degree of
influence and are deemed to exist through owneisht86 or more of the outstanding voting securitéanother person.

As of June 30, 2006 we held a controlling interesbas Solutions Holdings, Inc. and Worcester Epétgrtners, Inc. As of June 30, 2006 we held
an affiliated interest in Advantage Oilfield Groupd., Appalachian Energy Holdings, LLC and Ironrse Coiled Tubing, Ltd. We have subsequently
acquired a controlling interest in Whymore Coal.

We currently have a number of transactions in gpele. Our Investment Adviser continues to coridlue diligence and finalize terms regarding
further transactions. However, we can offer no esste as to when or if any of these transactiofi<lose.

Investment Income

We generate revenue in the form of interest incoméhe debt securities that we own, dividend incemany common or preferred stock that we
own, and amortized loan origination fees on thecstring of new deals. Our investments, if in tben of debt securities, will typically have a teah
one to ten years and bear interest at a fixedoatifig rate. To the extent achievable, we will seekollateralize our investments by obtaining sigu
interests in our portfolio companies’ assets. V@ ahay acquire minority or majority equity intesest our portfolio companies, which may pay cash or
in-kind dividends on a recurring or otherwise négfetd basis. In addition, we may generate revenwhier forms including prepayment penalties and
possibly consultation fees. Any such fees generiatednnection with our investments are recognagearned.

Investment income, which consists of interest inepdividend income and amortized loan originatieesf was $16.9 million and $8.1 million and
none for the twelve months ended June 30, 200&Jane 30, 2005 and for the period from April 13,20®ception) through June 30, 2004,
respectively. The increase is attributable to thefplio becoming substantially invested from intiep through the end of the fiscal year.

Operating Expenses

Our primary operating expenses consist of investradvisory fees (base and incentive fees), legadlprofessional fees and other operating and
overhead-related expenses. These expenses inaluddarable portion of overhead under the Admiaisbn Agreement with Prospect Administration
under which Prospect Administration provides adsimative services and facilities for Prospect Ege@ur investment advisory fees compensate our
Investment Adviser for its work in identifying, duating, negotiating, closing and monitoring owestments. We bear all other costs and expenses of
our operations and transactions in accordanceauttAdministration Agreement with Prospect Admirasion.
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Operating expenses were $8.3 million, $5.7 milkod $0.1 million for the twelve months ended Jube2®06 and June 30, 2005 and for the period



from April 13, 2004 (inception) through June 30020respectively. These expenses consisted oftimesd advisory and administrative services fees,
professional fees, insurance expenses, directees’ &nd other general and administrative expefbleshase investment advisory fees were $2.1 mijllion
$1.8 million and none for the twelve months endekeJ30, 2006 and June 30, 2005 and for the pemwod April 13, 2004 (inception) through June 30,
2004, respectively. The income incentive fees vdr8 million, none and none for the twelve monthdesl June 30, 2006 and June 30, 2005 and for the
period from April 13, 2004 (inception) through Ju®& 2004, respectively. No capital gains incenfeehas yet been incurred pursuant to the
Investment Advisory Agreement. Legal fees declidedng the twelve months ended June 30, 2006, adegal proceedings against the Fund were
dismissed. This has been offset slightly by andase in other professional fees, as the Fund besabject to the internal control certification
requirements of Section 404 of the Sarbanes Oxyfdk the current fiscal year.

Net Investment Income, Net Unrealized Appreciatiorand Net Increase in Stockholders’ Equity Resultindrom Operations

Prospect Energy’s net investment income (loss)$8a8 million, $2.4 million and ($0.1) million fohé twelve months ended June 30, 2006 and
June 30, 2005 and for the period from April 13, 2Q@ception) through June 30, 2004, respectividit investment income represents the difference
between investment income and operating expenskss airectly impacted by the items described abdiet unrealized appreciation was $4.0 million,
$6.3 million and none during the twelve months ehdiene 30, 2006 and June 30, 2005 and for thedbrom April 13, 2004 (inception) through June
30, 2004, respectively. Net increase in stockhaldeguity resulting from operations representssiinm of the returns generated from net investment
income loss, realized gains (loss) and from urzedlappreciation (depreciation).

Financial Condition, Liquidity and Capital Resources

The Company’s liquidity and capital resources wggeerated primarily from the remaining net proce&dss initial public offering, cash flows
from operations and borrowings under its credillitgc We generated $97.0 million in cash from tiet proceeds of our initial offering after accongti
for offering costs. We used cash flows in operatintvities totaling ($30.5) million for the twelveonths ended June 30, 2006 compared to ($84.7)
million for the twelve months ended June 30, 200%8.borrowed $28.5 million in cash from borrowingslar the credit facility for the twelve months
ended June 30, 2006. We declared and paid dividetaling $7.9 million for the twelve months endkche 30, 2006 compared to $2.6 million for the
twelve months ended June 30, 2006. Subsequenh&o3ly 2006, we replaced our existing $30.0 milteoedit facility with a $50.0 million credit facili
and we received net proceeds from a secondaryiregfef our common stock of approximately $83.1 mil] approximately $29.3 million of which was
used to repay all amounts outstanding on our cfadility. As a result, as of August 31, 2006, vallavailable for investment approximately $53.8
million of the proceeds of our secondary offeriag,well as the full amount of our $50.0 millionditefacility. In the future, we may continue to filia
portion of our investments through borrowings frbanks, issuances of senior securities or secoradfagings. We may also securitize a portion of our
investments in mezzanine or senior secured loanther assets. Our objective is to put in placésgrrowings in order to expand our portfolio. Our
primary use of funds will be investments in poiitiaiompanies and cash distributions to holdersuofoommon stock.

At June 30, 2006, we held no cash in the segregatenlunt maintained in conjunction with a limitedémnity issued to Citibank Texas, N.A.
(formerly First American Bank, SSB). The limitedlamnity with Citibank required us to indemnify ®aink for up to $12.0 million for any losses it
realizes on its term loan to GSHI resulting onlynfr potential legal claims that might or could bseated by certain third parties. This limited indety
was backed by the funds in the segregated accbuning the quarters ended December 31, 2005 arel Iun2005, $9.6 million and $3.3 million of
previously segregated funds were released to tiep@ny, respectively. These reductions reflecteciaav of the segregated funds requirement due to
the developments related to legal claims and pégments by GSHI to Citibank Texas, N.A.
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Critical Accounting Policies

The preparation of financial statements in conftymiith generally accepted accounting principlethia United States or, “GAAP,” requires
management to make estimates and assumptiondfiéhcttthe reported amounts of assets and lialslidiethe date of the financial statements and the
reported amounts of income and expenses duringei@ted period. Changes in the economic environnfieancial markets and any other parameters
used in determining these estimates could causalaeisults to differ.

The following are significant accounting policiesnsistently applied by Prospect Energy:

We believe that the estimates, assumptions and judgents involved in the accounting policies describeblelow have the greatest potential
impact on our financial statements. So we considéhese to be our critical accounting policies and #y are consistently applied by us:

Investments
a) Security transactions are recorded on a tratebdsis.
b) Valuation:

e Investments for which market quotations are reaaiigilable are valued at such market quotations.

e Short-term investments which mature in 60 day®ss,|such as United States Treasury Bills, areedadti amortized cost, which
approximates market value. The amortized cost naeitivolves valuing a security at its cost on theeds purchase and thereafter assumi
constant amortization to maturity of the differemetween the principal amount due at maturity avgt. Shor-term securities which matu



in more than 60 days are valued at current marnketagions by an independent pricing service ohatmhean between the bid and ask prices
obtained from at least two brokers or dealers\#lable, or otherwise by a principal market madea primary market dealer). Investments
in money market mutual funds are valued at theilasset value as of the close of business on thefdaaluation.

e Itis expected that most of the investments inGbenpany’s portfolio will not have readily availabtearket values. Debt and equity securities
whose market prices are not readily available afeed at fair value, with the assistance of anpedelent valuation service, using a
documented valuation policy and a consistently iagplaluation process which is under the directibour board of directors.

The factors that may be taken into account inyfaidluing investments include, as relevant, thefptio companys ability to make paymen
its estimated earnings and projected discountel fias's, the nature and realizable value of anyatefal, the sensitivity of the investments
to fluctuations in interest rates, the financialiemnment in which the portfolio company operaanparisons to securities of similar
publicly traded companies and other relevant factbue to the inherent uncertainty of determinimg fair value of investments that do not
have a readily available market value, the faingadf these investments may differ significantlynfrthe values that would have been used
had a ready market existed for such investmentsaag such differences could be material.

¢) Realized gains or losses on the sale of invessrage calculated using the specific identificatioethod.
d) Interest income adjusted for amortization ofpiten and accretion of discount is recorded on anued basis.
e) Dividend income is recorded on the ex-divideated

e Loan origination, facility, commitments, consentlather advance fees received by us on loan agrgsraeother investments are accreted
into income over the term of the loan.
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In determining the fair value of our portfolio irstenents at June 30, 2006, the audit committee derexi valuations from the independent valuation
firm and from management having an aggregate rah@&27.3 million to $138.2 million.

Recent Developments
On July 20, 2006, William J. Gremp joined Prospebbard of directors.

On July 26, 2006, we closed a $50.0 million rewodveredit facility (the “Facility”) with HSH Nordb& AG as administrative agent and sole lead
arranger, replacing Prospect’s prior smaller $3lianifacility. This Facility is being used to refince Prospect’s prior $30.0 million credit fagikind,
together with our equity capital, to make additidoag-term investments. Interest on borrowingsemttie Facility is charged, at our option, at «itfie
LIBOR plus the applicable spread, ranging from 80250 basis points (the refinanced facility beat@50 basis points over LIBOR), or (ii) the greate
of the lender prime rate or the federal funds ¢iffecate plus 50 to 100 basis points. The appleapread decreases as our equity base increases.

On August 1, 2006, we declared a first fiscal qeraffor the fiscal year ending June 30, 2007) diwidi of $0.38 per share, payable on September 29
2006, to shareholders of record as of Septembe2@B. The ex-dividend date is September 20, 2006.

On August 1, 2006, we obtained a controlling irge# the common equity of Whymore Coal. As of epber 28, 2006, we have provided an
additional $0.6 million of senior secured debt finimg to Whymore Coal.

On August 2, 2006, we completed the sale of aluNatGas Systems, Inc. (“NGS”) registered commaret The capital gain from these sales is
approximately $2.3 million.

On August 10, 2006, we priced a public offeringt71,000 shares of common stock at $15.30 peeshaising $76,056,300 in gross proceeds
August 28, 2006, the underwriters exercised thedr-@llotment option related to the public offerioig August 10, 2006 to purchase 745,650 shares at
$15.30 per share, raising an additional $11,408id4ffoss proceeds. We expect to use the net pieagfeour recent equity offering to fund investnsent
in portfolio companies and for general corporatgpses.

On September 5, 2006, we provided $11.0 milliosanior secured debt financing and acquired a cilingaquity interest in NRG Manufacturing,
Inc. (“NRG"), a leading fabricator of structuresdavessels for oil and gas drilling applicationsdzhs Tomball, Texas.

On September 7, 2006 we provided $4.3 million imi@esecured debt financing to Cypress Consultieyiges, Inc. (“Cypress”), a seismic
surveying company based in Houston, Texas. Wevede net profit interest in Cypress as part ofitivestment.

On September 7, 2006 we provided the remaining $8ln of the $9.25 million senior secured deftéstment in Iron Horse Coiled Tubing Inc.
(“Iron Horse”), an oilfield services company based/edicine Hat, Alberta. This disbursement is lgeirilized for Iron Horse’s purchase of additional
coiled tubing equipmen



On September 15, 2006, Michael E. Basham resigead Prospect’s board of directors.
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On September 15, 2006, Robert A. Davidsorgresi from Prospect’s board of directors.
On September 21, 2006, F. Lee Liebolt, JngdiProspect’s board of directors.

On September 27, 2006, William E. Vastardiidated in a letter to Prospect Energy his intent@remain on as chief compliance officer of Pead
Energy and Prospect Capital Management for thesémable future.

Contractual Obligations

The Company has purchase obligations for imvest advisory and administration services. Sudtwdgations may be found undivestment
Advisory Agreemer(Page 6) anddministration AgreemerfPage 10), respectively. The Company paid $2.Zianiflor investment advisory services.
The company paid VFS $0.3 million under the subaistriation agreement for administration and CFQises.

The Company had $28.5 million and none indw@ings at June 30, 2006 and June 30, 2005, resphctihe following table shows the facility
amounts and outstanding borrowings at June 30, 268&une 30, 2005;

June 30, 2006 (1) June 30, 2005 (2)

Facility Amount Facility Amount
(dollars in thousands) Amount Outstanding Amount Outstanding

Senior Secured Revolving Credit Facil $ 30,000 $ 28,500 $ — 3 =

(1) On July 26, 2006, we closed a $50.0 millionoteing credit facility (the “Facility”) with HSH Nedbank AG as administrative agent and sole lead
arranger, replacing the $30.0 million facility. $Htacility is being used to refinance Prospectisr$30.0 million credit facility and together withur
equity capital, to make additional Ic-term investments. This Facility has a term of oearyexpiring on July 26, 200

(2) The senior secured revolving facility was nstiablished until February 21, 20(

Item 7A. Quantitative and Qualitative Disclosures Aout Market Risk

We are subject to financial market risks, includamgnges in interest rates, equity price risk amesof the loans in our portfolio may have floating
rates. To date, a significant, but declining, petage of our assets have been and are investédititerm U.S. Treasury bills. We may hedge against
interest rate fluctuations by using standard heglgistruments such as futures, options and forwandracts subject to the requirements of the 19¢0
While hedging activities may insulate us againstease changes in interest rates, they may also diamiability to participate in the benefits of hay
interest rates with respect to our portfolio oféstments. During the twelve months ended Juneh,2ve did not engage directly in hedging acti

See page F-4 of the financial statements for tabdarmation regarding the interest rate and ggpitce risk on our investments.
Item 8. Financial Statements and Supplementary Data
Index to Financial Statements
Report of Independent Registered Public Accounfimm
Balance Sheets as of June 30, 2006 and June 3®, 200
Schedule of Investments as of June 30, 2006
Schedule of Investments as of June 30, 2005

Statements of Operations for the year ended Jun20®®, for the year ended June 30, 2005 and éopéhiod from April 13, 2004 (inception) through
June 30, 2004
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Notes to Financial Statemer
The above Index to the Financial Statements ligtemation found at the end of this 10-K beginnargpage F-1.
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Item 9. Changes in and Disagreements with Accountéon Accounting and Financial Disclosure
None

Item 9A. Controls and Procedures

As of the end of the period covered by this regergspect Energy carried out an evaluation, urttestipervision and with the participation of
Prospect Energy’s management, including Prospeetdyis chief executive officer and chief financiddicer, of the effectiveness of the design and
operation of Prospect Energy’s disclosure contals procedures (as defined in Rule 13a-15 of tleer@ies Exchange Act of 1934 (the “1934 Act”)).
Based on that evaluation, as of September 27, 2B8&hief executive officer and the chief finahatiicer have concluded that Prospect Energy’s
current disclosure controls and procedures aret@féein timely alerting them of material informaiti relating to Prospect Energy that is requireldeo
disclosed by Prospect Energy in the reports is fidle submits under the 1934 Act.

Report of Management on Internal Control Over FiciahReporting

Management is responsible for establishing and taiaing adequate internal control over financiglaeing, and for performing an assessment of
the effectiveness of internal control over finaheoggpoorting as of June 30, 2006. Internal contr@rdinancial reporting is a process designed aviple
reasonable assurance regarding the reliabilitynaicial reporting and the preparation of finanstatements for external purposes in accordande wit
generally accepted accounting principles. The Cawlganternal control over financial reporting inclsdose policies and procedures that (i) perte
assets of the company; (ii) provide reasonablerasse that transactions are recorded as necesspeyrit preparation of financial statements in
accordance with generally accepted accounting iples; and that receipts and expenditures of timepamy are being made only in accordance with
authorizations of management and directors of tmepany; and (iii) provide reasonable assurancerd@gaprevention or timely detection of
unauthorized acquisition, use, or disposition ef tbmpany’s assets that could have a materialtedfethe financial statements.

Management performed an assessment of the effaegeof the Company'’s internal control over finahaéporting as of June 30, 2006 based upon
criteria in Internal Control—Integrated Framewaskued by the Committee of Sponsoring Organizatdmise Treadway Commission (“COSOBase(
on our assessment, management determined thabthpa®y'’s internal control over financial reportings effective as of June 30, 2006 based on the
criteria on Internal Control—Integrated Framewagued by COSO.

Our management’'s assessment of the effectivendhe @ompanys internal control over financial reporting as oh@ 30, 2006 has been auditec
BDO Seidman LLP, an independent registered pulsitoanting firm, as stated in their report which egs herein.

There have been no changes in Prospect Energgtaahicontrol over financial reporting that occdrdrring the three months ended June 30, 2006
that have materially affected, or are reasonakBlyito materially affect, the Company's internahtol over financial reporting.

Report of Independent Registered Public Accourffing on Internal Control Over Financial Reportir

Board of Directors and Stockholders
Prospect Energy Corporation
New York, New York

We have audited management’s assessment, incloded accompanying Management’s Report on InteZoakrol Over Financial Reporting, that
Prospect Energy Corporation (the “Company”) mairedieffective internal control over financial refiog as of June 30, 2006, based on the criteria
established in Internal Control - Integrated Framewissued by the Committee of Sponsoring Orgaitinatof the Treadway Commission (COSO). The
Company’s management is responsible for maintaieffegtive internal control over financial repogiand for its assessment of the effectiveness of
internal control over financial reporting. Our resgibility is to express an opinion on managemeagsessment and an opinion on the effectiveness of
the Company’s internal control over financial repay based on our audit.

We conducted our audit in accordance with the statedof the Public Company Accounting Oversightiq®@nited States). Those standards
require that we plan and perform the audit to ebtaasonable assurance about whether effectivealteontrol over financial reporting was maintaine
in all material respects. Our audit included olitagran understanding of internal control over ficiahreporting, evaluating management’s assessment,
testing and evaluating the design and operatiregt¥ieness of internal control, and performing soitter procedures as we considered necessary in the
circumstances. We believe that our audit providesagonable basis for our opinion.

A company’s internal control over financial repogiis a process designed to provide reasonableasessuregarding the reliability of financial
reporting and the preparation of financial statetméor external purposes in accordance with gelyeaatepted accounting principles. A company’s
internal control over financial reporting includd®se policies and procedures that (1) pertaihearaintenance of records that, in reasonablel detai
accurately and fairly reflect the transactions disgositions of the assets of the company; (2) ippweasonable assurance that transactions aneleet



as necessary to permit preparation of financiaésiants in accordance with generally accepted attmuprinciples, and that receipts and expenditure
of the company are being made only in accordantte avithorizations of management and directors@ttimpany; and (3) provide reasonable
assurance regarding prevention or timely deteafamauthorized acquisition, use, or dispositionthef company’s assets that could have a material
effect on the financial statements.

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or @¢tmisstatements. Also, projections of any
evaluation of effectiveness to future periods aigext to the risk that controls may become inadégjbecause of changes in conditions, or that the
degree of compliance with the policies or procedunay deteriorate.

In our opinion, management’s assessment that FebEpergy Corporation maintained effective interwahtrol over financial reporting as of June
30, 2006, is fairly stated, in all material resgetiased on the criteria established in Internait@b- Integrated Framework issued by the Commitie
Sponsoring Organizations of the Treadway CommisgDSO). Also in our opinion, Prospect Energy Coation maintained, in all material respects,
effective internal control over financial reportiag of June 30, 2006, based on criteria establishkdernal Control - Integrated Framework issigd
the Committee of Sponsoring Organizations of thea@lway Commission (COSO).

We have also audited, in accordance with the stasdz the Public Company Accounting Oversight Bo@’nited States), the balance sheets of
Prospect Energy Corporation as of June 30, 2008608, including the schedule of investments aeddhated statements of operations, stockholders’
equity, and cash flows for the two years ended 30006 and 2005 and for the period from April 2804 (inception) through June 30, 2004, and our
report dated September 25, 2006 expressed an ufiegiapinion.

/s/ BDO Seidman, LLP
New York, New York
September 25, 2006

Item 9B. Other Information
None
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Part 111

Item 10. Executive Compensation

We have adopted a code of conduct that applieséotdrs, officers and employees. The code of conduavailable free of charge upon request
through our web site at: www.prospectstreet.comwilereport any amendments to or waivers of a iegfliprovision of the code of conduct in a Form
8-K.

Information relating to this item will be includéd our 2006 Proxy Statement and is incorporatedihdyy reference.
Iltem 11. Executive Compensation

Information relating to this item will be includéa our 2006 Proxy Statement and is incorporatedihdyy reference.
Iltem 12. Security Ownership of Certain Beneficial @vners and Management

Information relating to this item will be includéa our 2006 Proxy Statement and is incorporatedihdyy reference.
Item 13. Certain Relationships and Related Transaains

Information relating to this item will be includéa our 2006 Proxy Statement and is incorporatedihdyy reference.
Item 14. Principal Accountant Fees and Services

Information relating to this item will be includéa our 2006 Proxy Statement and is incorporatedihdyy reference.
Part IV
Item 15. Exhibits, Financial Statement Schedules

a. Financial Statements and Financial Schedt



@
@)

(©)
b.

Financial Statements. See Index to Consolidatedrfeial Statements on Page F-1.
Financial Statement Schedules. See Index to Catadeti Financial Statements on Pa-1.

Exhibits Required by Item 601 of Regulatio-K. See exhibits listed under Item 15(

Exhibits

The following exhibits are filed as part of thigpoet or hereby incorporated by reference to exhipieviously filed with the SEC:

3.1 Articles of Incorporation (Incorporated by refererto the Registrant’s Registration Statement omnR¥#2 (File No. 333-114522), filed on April
16, 2004)
3.2 Amended and Restated Bylaws (Incorporated by reéeréo Pre-Effective Amendment No. 2 to the Regigts Registration Statement on Form
N-2 (File No. 33-114522), filed on July 6, 2004
4.1 Form of Share Certificate (Incorporated by refeesticto Pre-Effective Amendment No. 2 the RegistsaRegistration Statement on Form N-2
(File No. 33:-114522), filed on July 6, 2004
46
10.1 Investment Advisory Agreement (Incorporateddference to Pre-Effective Amendment No. 2 toRlegistrant’s Registration Statement on
Form N-2 (File No. 33-114522), filed on July 6, 2004
10.2 Custodian Agreement between Registrant andRask National Association (Incorporated by refereto Pre-Effective Amendment No. 3 to
the Registrar's Registration Statement on Forr-2 (File No. 33-114522), filed on July 23, 200<
10.3 Administration Agreement between Registraut Rrospect Administration, LLC (Incorporated byereince to Pr&ffective Amendment No.
the Registrar's Registration Statement on Forr-2 (File No. 33-114522), filed on July 6, 2004
10.4 Transfer Agency and Service Agreement betvRaggistrant and American Stock Transfer & Trust Camp(Incorporated by reference to Pre-
Effective Amendment No. 3 to the Registi's Registration Statement on Forr-2 (File No. 33-114522), filed on July 23, 2004
10.5 Dividend Reinvestment Plan (Incorporated ligremce to Pre-Effective Amendment No. 2 to theifeant’s Registration Statement on Form
N-2 (File No. 33-114522), filed on July 6, 2004
10.6 License Agreement (Incorporated by reference teEiective Amendment No. 2 to the Registrant’s Régition Statement on Form N-2 (File
No. 33:-114522), filed on July 6, 2004
11 Computation of Per Share Earnings (included imibtes to the audited financial statements contaimélis report)
12 Computation of Ratios (included the notes to the audited financial statements guedan this report)
14* Code of Conduct
16 Letter regarding change in certifying accountant@rporated by reference to the 8-K/A (File No. 8D659), filed on January 21, 2005).
21 Subsidiaries of the Registrant: no
31.1* Certification of Chief Executive Officer pursuantRule 13-14 of the Securities Exchange Act of 1934, as ame!
31.2* Certification of Chief Financial Officer pursualtiRule 13-14 of the Securities Exchange Act of 1934, as ameé!
32.1* Certification of Chief Executive Officer pursuant$ection 906 of The Sarba-Oxley Act of 2002
32.2*  Certification of Chief Financial Officer pursuant $ection 906 of The Sarba-Oxley Act of 2002

* Filed herewith.

C.  Other Financial Statement Schedules

No financial statement schedules are filed herebéttause (1) such schedules are not required tg2hformation has been presented in the
aforementioned financial statements or in the ntteseto.
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Prospect Energy Corporation
(the “Corporation”)

Code of Conduct
I. Covered Persons/Purpose of the Code

This code of conduct (this “Code”) for the Corpaoatapplies to the Corporation’s principal execetofficer, principal financial officer, principal
accounting officer or controller, or persons parforg similar functions (collectively, the “Cover€fficers”), as well as directors, officers, and
employees (collectively with the Covered Officdte “Covered Persons”) for the purpose of promoting

e honest and ethical conduct, including the ethieasldiing of actual or apparent conflicts of intetestween personal and professional
relationships;

e full, fair, accurate, timely and understandableldisure in reports and documents that a regisfilastwith, or submits to, the Securities and
Exchange Commission (“SEC”) or the NASDAQ Globalrktt, and in other public communications made fyGlorporation;

e compliance with applicable laws and government@sand regulations;

e the prompt internal reporting of violations of f@ede to an appropriate person or persons ideniifi¢ide Code; and

accountability for adherence to the Code.

Each Covered Person should adhere to a high sthoflhusiness ethics and should be sensitive tatsiins that may give rise to actual as well as
apparent conflicts of interest.

Il. Covered Persons Should Handle Ethically Actuabnd Apparent Conflicts of Interest

Overview. A “conflict of interest” occurs when a Covered Rer's private interest interferes with the interesftsor his/her service to, the
Corporation. For example, a conflict of interestulebarise if a Covered Person, or a member of didémily, receives improper personal benefits as a
result of his/her position in the Corporation.

Certain conflicts of interest arise out of the tielaships between Covered Persons and the Corporatid already are subject to conflict of interest
provisions in the Investment Company Act of 1940amended (the “Investment Company Act”). For edampovered Officers may not individually
engage in certain transactions (such as the pwrdarasale of securities or other property) with @oporation because of their status as “affiliated
persons” of the Corporation. The Corporation’s cbamge programs and procedures are designed temt,ewr identify and correct, violations of these
provisions.

Each Covered Officer is an employee of a serviogiger (“Service Provider”) to the Corporation. Adiugh typically not presenting an opportunity
for improper personal benefit, conflicts arise franas a result of, the contractual relationstg@pween the Corporation and the Service Providers of
which the Covered Officers are also officers or Eyges. As a result, this Code recognizes thaCineered Officers will, in the normal course of thei
duties (whether formally for the Corporation or tbe Service Provider of which the Covered Officesin employee, or for both), be involved in
establishing policies and implementing decisiongiviwill have different effects on the Service Homr and the Corporation. The participation of the
Covered Officers in such activities is inherenttia contractual relationship between the Corponadiod the Service Provider and is consistent viaih t
performance by the Covered Officers of their dusisofficers of the Corporation. Thus, if perforniedonformity with the provisions of the Investnten
Company Act, such activities will be deemed to hagen handled ethically. In addition, it is recagui by the board of directors that the Covered
Officers may also be or in the future become offiaar employees of one or more other investmentpearies covered by this or other Codes.
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Other conflicts of interest are covered by the Caden if such conflicts of interest are not subfegrovisions in the Investment Company Act.
following list provides examples of conflicts ot@mest under the Code, but Covered Persons sheald ik mind that these examples are not exhaustive
The overarching principle is that the personalregeof a Covered Person should not be placed ipgpiybefore the interest of the Corporation.

Each Covered Person must:

e not use his personal influence or personal relatigrs improperly to influence investment decision§inancial reporting by the Corporation
whereby the Covered Person would benefit persomaliige detriment of the Corporatic



e not cause the Corporation to take action, or €athke action, for the individual personal benefithe Covered Person rather than for the benefit
of the Corporation; and

e not use material non-public knowledge of portfaliansactions made or contemplated for the Corpmrat trade personally or cause others to
trade personally in contemplation of the marke¢etfbf such transactions.

There are some conflict of interest situations thay be discussed with the Corporation’s Chief Clianpe Officer if material. Examples of these
include:!

e service as a director on the board of any publigrivate company;

e the receipt of any non-nominal gifts from any perso company with which the Corporation has curmergrospective business dealings. For
purposes of this Code, “non- nominal” are thosesgif excess of the current National AssociatioSe€urities Dealers limit of $100;

e the receipt of any entertainment from any compaitly which the Corporation has current or prospechusiness dealings, unless such
entertainment is business-related, reasonablesit) appropriate as to time and place, and notesjuént as to raise any question of impropriety;

e any ownership interest in, or any consulting or Exypyment relationship with, any of the Corporatios&rvice providers, other than its investment
adviser, subadviser, principal underwriter, adntiaier or any affiliated person thereof and thevigerProvider of which such Covered Person is
an employee; and

e adirect or indirect financial interest in comm@ss, transaction charges or spreads paid by theo€ation for effecting portfolio transactions or
for selling or repurchasing shares other than tarést arising from the Covered Persoemployment, such as compensation or equity oipe

II. Disclosure & Compliance

e Each Covered Person should be familiar with theld$sire requirements generally applicable to thep@mation;

e each Covered Person should not knowingly misreptese cause others to misrepresent, facts abeuttrporation to others, whether within or
outside the Corporation, including to the Corpanals directors and auditors, and to governmentllegors and self- regulatory organizations;

1 Any activity or relationship that would presentantlict for a Covered Person would likely also mnesa conflict for the Covered Person if a
member of the Covered Per’s family engages in su@n activity or has such a relationst
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e each Covered Person should, to the extent appteprithin his area of responsibility, consult wither officers and employees of the
Corporation and the Corporati@rédviser or subadviser with the goal of promofirig fair, accurate, timely and understandableldisure in the
reports and documents the Corporation files withsubbmits to, the SEC and in other public commuiica made by the Corporation; and

e it is the responsibility of each Covered Persopriimote compliance with the standards and resiristimposed by applicable laws, rules and
regulations.

IV. Reporting and Accountability Each Covered Person must:
Each Covered Person must:

e upon adoption of the Code (or thereafter as appkcaipon becoming a Covered Person), affirm itimgito the Board that he has received, r
and understands the Code;

e annually thereafter affirm to the Board that he t@®plied with the requirements of the Code;
e not retaliate against any employee or Covered Resstheir affiliated persons for reports of potahtiolations that are made in good faith;

e notify the Chief Compliance Officer of the Corpaoat promptly if he knows of any violation of thiso@e. Failure to do so is itself a violation of
this Code; and

e report at least annually any change in his affdias from the prior year.

The Chief Compliance Officer is responsibledpplying this Code to specific situations in whiguestions are presented under it and has the
authority to interpret this Code in any particd#uation. However, notwithstanding the foregoitigg audit committee (the “Committee”) is resporssibl
for granting waiverg€ and determining sanctions, as appropriate, andippgovals, interpretations or waivers sought byGbeporation’s principal
executive officers or directors will be considetgdthe Committee



The Corporation will follow these procedurasrivestigating and enforcing this Code:

e the Chief Compliance Officer will take any actiom tonsiders appropriate to investigate any actupbtential violations reported to him;

e if, after such investigation, the Chief Compliar@#icer believes that no violation has occurre@ @hief Compliance Officer shall meet with
person reporting the violation for the purposemfidrming such person of the reason for not takingon;

e any matter that the Chief Compliance Officer bedigis a violation will be reported to the Commiftee

o if the Committee concurs that a violation has orsdirit will inform and make a recommendation te Board, which will consider appropriate
action, which may include review of, and approgriatodifications to, applicable policies and proaedunotification to appropriate personnel of
the Service Provider of which such Covered Pers@niemployee or its board; a recommendation to Secvice Provider to dismiss the
Covered Person; or dismissal of the Covered Peas@n officer of the Corporation;

2 Instruction 2 to Item 10 of Form 8-K defines “waiVas “the approval by the registrant of a matedigparture from a provision of the code of
conduct” and “implicit waiver,” which must also bésclosed, as “the registrastfailure to take action within a reasonable pedgbtime regarding
material departure from a provision of the codeaiduct that has been made known to an execofficer” of the registrant
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e the Committee will be responsible for granting veas; as appropriate; and

e Any changes to or waivers of this Code will, to thent required, be disclosed as provided by SH&Sr

The Committee, in determining whether waivsfrsuld be granted and whether violations have oeduand the Chief Compliance Officer, in
rendering decisions and interpretations and in gotidg investigations of potential violations undlee Code, may, at their discretion, consult withrs
other persons as they may determine to be apptepiieluding, but not limited to, a senior legéficer of the Corporation or its adviser or its
subadviser, counsel to the Corporation or the Servrovider, independent auditors or other constgf@ubject to any requirement to seek pre-approva
from the Corporation’s Committee for the retentadrindependent auditors to perform permissible aadit services.

V. Waivers

An executive officer or director may requestaiver of any of the provisions of this Code bysuiting a written request for such waiver to the
Committee setting forth the basis for such regaesdtexplaining how the waiver would be consisteitth Whe standards of conduct described herein. The
Committee shall review such request and make ard@tation thereon in writing, which shall be bingin

In determining whether to waive any provisiofishis Code, the Committee shall consider whethemproposed waiver is consistent with honest and
ethical conduct.

The Chief Compliance Officer shall submit aimaal report to the Board regarding waivers granted
VI. Other Policies and Procedures

This Code shall be the sole code of conducpsadi by the Corporation for purposes of Sectiod @fithe Sarbane®@xley Act and the rules and forr
applicable to it thereunder and the sole code nfluot adopted by the Corporation under Rule 4350(t)e National Association of Securities Dealers’
listing standards. Insofar as other policies ocpdures of the Corporation, the Corporation’s agyisub-adviser, principal underwriter, or the $srv
Providers govern or purport to govern the behawiactivities of the Covered Persons who are stijethis Code, they are superseded by this Code to
the extent that they overlap or conflict with threygsions of this Code. The codes of ethics of@eporation and their investment adviser, subadyise
principal underwriter and Service Providers undeleRL7j-1 under the Investment Company Act are isg¢paequirements applying to the Covered
Officers and others, and are not part of this Code.

VIlI. Amendments

Any amendments to this Code, other than amentkto Exhibit A, must be approved or ratifiedebsnajority vote of the Corporation’s board,
including a majority of independent directors.

VIII. Confidentiality

All reports and records prepared or maintaip@cuant to this Code will be considered confidg¢rind shall be maintained and protected
accordingly. Except as otherwise required by lavhge Code, such matters shall not be disclosethyone other than the Board and its counsel, the
investment adviser and its counsel, the Serviceiéeo of which such Covered Person is an employéedependent auditors or other consultants
referred to in Section IV above.
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IX. Internal Use

The Code is intended solely for the interrsd by the Corporation and does not constitute arissibn, by or on behalf of any person, as to auy, f
circumstance, or legal conclusion.

Date: June 9, 2004
SIGNATURES

Pursuant to the requirements of Section 185¢d) of the Securities Exchange Act of 1934, tegiRrant has duly caused this report to be sigmed
its behalf by the undersigned thereunto duly aitledr:

PROSPECT ENERGY CORPORATION
(Registrant)

Dated: September 27, 2006 By:/s/ John F. Barry IlI

John F. Barry lll
Chief Executive Officer

By:
Dated: September 27, 2006 /s/ William E. Vastardis

William E. Vastardis

Chief Financial Officer

Chief Compliance Officer

Treasurer

Secretary

(Principal Accounting and Financial Officer)

Pursuant to the requirements of the Securtiehange Act of 1934, this report has been sidredolw by the undersigned on behalf of the registran
and in the capacity and on the dates indicated.

Dated: September 27, 2006 By: /s/ John F. Barry lll

John F. Barry lll
Chairman of the Board of Directors
(Chief Executive Officer)

Dated: September 27, 2006 By: /s/ M. Grier Eliasek

M. Grier Eliasek

Chief Operating Officer
President

Director

Dated: September 27, 2006 By: /s/ William J. Gremp

William J. Gremp
Director

Dated: September 27, 2006 By: /s/ F. Lee Liebolt, Jr.

F. Lee Liebolt, Jr.
Director

Dated: September 27, 2006 By: /s/ Walter V. E. Parker

Walter V. E. Parker



Director

52

SIGNATURES

Pursuant to the requirements of the Securitiehange Act of 1934, the Registrant has duly eauisis report to be signed on its behalf by the
undersigned thereunto duly authorized.

PROSPECT ENERGY CORPORATION
(Registrant)

September 27, 20(
By'/s/ John F. Barry llI

John F. Barry Il

Chief Executive Officer and
Chairman of the

Board of Director:
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(CERTIFICATION OF CHIEF EXECUTIVE OFFICER)
EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO RULE 13A-14(a) OR 15D-14(a) OF THE SERITIES
EXCHANGE ACT OF 1934, AS ADOPTED PURSUANT TO SECNG02 OF THE
SARBANES-OXLEY ACT OF 2002

I, John F. Barry lll, Chief Executive Officer andh&rman of the Board of Prospect Energy Corporatertify that:
1. | have reviewed this annual report on Form 16fRrospect Energy Corporation;

2. Based on my knowledge, this report does notator@ny untrue statement of a material fact or émittate a material fact necessary to make the
statements made, in light of the circumstances uwwlieeh such statements were made, not misleaditigrespect to the period covered by this report;

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material respects the
financial condition, results of operations and cfi@s of the registrant as of, and for, the pesipdesented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintairmisglosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

(a) Designed such disclosure controls and proceduresused such disclosure controls and procedures ttiesigned under our supervision, to
ensure that material information relating to thgistant is made known to us by others within thestities, particularly during the period in
which this report is being prepare

(b) Designed such internal control over financial reéipgy;, or caused such internal control over finaheporting to be designed under our
supervision, to provide reasonable assurance rigggitoe reliability of financial reporting and tipeeparation of financial statements for external
purposes in accordance with generally accepteduatiog principles

(c) Evaluated the effectiveness of the registrant’sldgire controls and procedures and presentedsimetport our conclusions about the
effectiveness of the disclosure controls and proces] as of the end of the period covered by #psnt based on such evaluation;

(d) Disclosed in this report any change in the regmtsanternal control over financial reporting thatcurred during the registrant’s most recent
fiscal quarter that has materially affected, aeiasonably likely to materially affect, the regastr's internal control over the financial reporting
and

5. The registrant’s other certifying officer anbdve disclosed, based on our most recent evaluatiimternal control over financial reporting, teet
registrant’s auditors and the audit committee efrémgistrant’s board of directors (or persons perfiog the equivalent functions):

(a) All significant deficiencies and material weaknessethe design or operation of internal contradiofmancial reporting which are reasonably
likely to adversely affect the registr’s ability to record, process, summarize and refreahcial information; ant

(b) Any fraud, whether or not material, that involveammagement or other employees who have a significéain the registrant’s internal control
over financial reporting

Dated this 27th day of September, 2006

/s/ John F. Barry llI

John F. Barry lll
Chief Executive Officer and Chairman of the Board




(CERTIFICATION OF CHIEF FINANCIAL OFFICER)
EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO RULE 13A-14(a) OR 15D-14(a) OF THE SERIUIES
EXCHANGE ACT OF 1934, AS ADOPTED PURSUANT TO SECNG02 OF THE
SARBANES-OXLEY ACT OF 2002

I, William E. Vastardis, Chief Financial Officer dfreasurer of Prospect Energy Corporation, cettify:
1. | have reviewed this annual report on Form 16fRrospect Energy Corporation;

2. Based on my knowledge, this report does notador@ny untrue statement of a material fact or émittate a material fact necessary to make the
statements made, in light of the circumstances uwwlieeh such statements were made, not misleaditigrespect to the period covered by this report;

3. Based on my knowledge, the financial statememtd,other financial information included in théport, fairly present in all material respects the
financial condition, results of operations and cfi@s of the registrant as of, and for, the pesipdesented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimisglosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13a-15(f) and 15d-15(f))
for the registrant and have:

(a) Designed such disclosure controls and proceduresused such disclosure controls and procedures ttiesigned under our supervision, to
ensure that material information relating to thgistant is made known to us by others within thestities, particularly during the period in
which this report is being prepare

(b) designed such internal control over financial réipgr or caused such internal control over finaheaorting to be designed under our
supervision, to provide reasonable assurance rigggitoe reliability of financial reporting and tipeeparation of financial statements for external
purposes in accordance with generally accepteduatiog principles

(c) Evaluated the effectiveness of the registrant’sldgire controls and procedures and presentedsimetport our conclusions about the
effectiveness of the disclosure controls and proces] as of the end of the period covered by #psnt based on such evaluation;

(d) Disclosed in this report any change in the regmtsanternal control over financial reporting thatcurred during the registrant’s most recent
fiscal quarter that has materially affected, aeiasonably likely to materially affect, the regastr's internal control over the financial reporting
and

5. The registrant’s other certifying officer antldve disclosed, based on our most recent evaluetiiiernal control over financial reporting, teet
registrant’s auditors and the audit committee efrégistrant’s board of directors (or persons perfiog the equivalent functions):

(a) All significant deficiencies and material weaknessethe design or operation of internal contradofinancial reporting which are reasonably
likely to adversely affect the registr’s ability to record, process, summarize and refimahcial information; ani

(b) Any fraud, whether or not material, that involveamagement or other employees who have a significéain the registrant’s internal control
over financial reporting

Dated this 27th day of September, 2006

/s/ William E. Vastardis

William E. Vastardis
Chief Financial Officer




(CERTIFICATION OF CHIEF EXECUTIVE OFFICER)
EXHIBIT 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT SECTION 906 OF THE SARBANES-OXLEY ACT OB@2, 18 U.S.C. 1350

In connection with the Annual Report on Form 10eK the year ended June 30, 2006 (the “Report”)ro§pect Energy Corporation (the “Registrant”),
as filed with the Securities and Exchange Commissinthe date hereof, I, John F. Barry I, theeEliixecutive Officer of the Registrant, hereby
certify, to the best of my knowledge, that:

1. The Report fully complies with the requirementsSettion 13(a) or 15(d) of the Securities Exchangeof 1934, as amended; a
2. The information contained in the Report fairly mets, in all material respects, the financial ctodiand results of operations of the Registr

/s/ John F. Barry 11l

Name: John F. Barry |
Date: September 27, 2006

A signed original of this written statement reqditey Section 906, or other document authenticatiegnowledging, or otherwise adopting the signature
that appears in typed form within the electronicsien of this written statement required by Sec868, has been provided to Prospect Energy
Corporation and will be retained by Prospect Ene€Zgyporation and furnished to the Securities anchBErge Commission or its staff upon request.

The foregoing certification is being furnished $pl® accompany the Report pursuant to 18 U.S.€35D, and is not being filed for purposes of Sectio
18 of the Securities Exchange Act of 1934, as ameénand is not to be incorporated by referenceantofiling of the Registrant, whether made before
or after the date hereof, regardless of any gemgraflporation language in such filing.




(CERTIFICATION OF CHIEF FINANCIAL OFFICER)
EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT SECTION 906 OF THE SARBANES-OXLEY ACT OB@2, 18 U.S.C. 1350

In connection with the Annual Report on Form 10eK the year ended June 30, 2006 (the “Report”)ro§pect Energy Corporation (the “Registrant”),
as filed with the Securities and Exchange Commissinthe date hereof, I, William E. Vastardis, @tgef Financial Officer of the Registrant, hereby
certify, to the best of my knowledge, that:

1. The Report fully complies with the requirementsSefttion 13(a) or 15(d) of the Securities ExchangeoA 1934, as amended; and
2. The information contained in the Report fairly gets, in all material respects, the financial cbodiand results of operations of the Registr

/s/ William E. Vastardis

Name: William E. Vastardi
Date: September 27, 2006

A signed original of this written statement reqdit®y Section 906, or other document authenticaticgnowledging, or otherwise adopting the signature
that appears in typed form within the electronicsi@n of this written statement required by Sec806, has been provided to Prospect Energy
Corporation and will be retained by Prospect EneZgyporation and furnished to the Securities anchBrge Commission or its staff upon request.

The foregoing certification is being furnished $pl® accompany the Report pursuant to 18 U.S.C35D, and is not being filed for purposes of Sexctio
18 of the Securities Exchange Act of 1934, as aménand is not to be incorporated by referenceantofiling of the Registrant, whether made before
or after the date hereof, regardless of any gemgraflporation language in such filing.
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Report of Independent Registered Public Accountindrirm
BDO SEIDMAN, LLP

Board of Directors and Stockholders
Prospect Energy Corporation
New York, NY

We have audited the accompanying balance slbé@rospect Energy Corporation as of June 306 20@ 2005, including the schedule



investments, and the related statements of opemtitockholders’ equity, and cash flows for the siears ended June 30, 2006 and 2005 and for the
period from April 13, 2004 (inception) through JW® 2004. These financial statements and finamdggilights are the responsibility of the Company’s
management. Our responsibility is to express aniopion these financial statements and financ@tlights based on our audits.

We conducted our audits in accordance withsthadards of the Public Company Accounting Ovéidgpard (United States). Those standards
require that we plan and perform the audit to obtaasonable assurance about whether the finastaieiments are free of material misstatement. An
audit also includes examining, on a test basislenge supporting the amounts and disclosures ifirthecial statements, assessing the accounting
principles used and significant estimates made agagement, as well as evaluating the overall fiilsdstatement presentation. We believe that our
audits, which included confirmation of securitiesane 30, 2006 by correspondence with the custatd issuers, provide a reasonable basis for our
opinion.

In our opinion, the financial statements aindrficial highlights referred to above present yaiirh all material respects, the financial positadfn
Prospect Energy Corporation at June 30, 2006 a@8,2(hd the results of its operations and its fas¥s for the two years ended June 30, 2006 and
2005 and for the period from April 13, 2004 (indepj through June 30, 2004, in conformity with amating principles generally accepted in the United
States of America.

Also, in our opinion, the schedules preseintyfan all material respects, the information gath therein.

We also have audited, in accordance with thiedards of the Public Company Accounting OversRgdrd (United States), the effectiveness of
Prospect Energy Corporation’s internal control dirgancial reporting as of June 30, 2006, basedriteria established imternal Control - Integrated
Frameworkissued by the Committee of Sponsoring Organizatidrike Treadway Comission (COSO) and our repdedi&eptember 28, 2006
expressed an unqualified opinion thereon.

/s/ BDO Seidman LLP
New York, NY
September 25, 2006

F-2

PART I. FINANCIAL INFORMATION
Item 1. FINANCIAL STATEMENTS

PROSPECT ENERGY CORPORATION
BALANCE SHEETS
(in thousands, except share and per share amounts)

June 30, June 30,
2006 2005 (1)
Assets
Investments at fair value (cc- $125,201 and $87,524, respectively, Not:
Investment in controlled entities at fair val
(cost- $39,759 and $23,327, respective $ 49,58t $ 29,50(
Investment in affiliated entities at fair val
(cost- $25,329 and -, respectively’ 25,32¢ —
Investments in uncontrolled and unaffiliated eastat fair valut
(cos- $60,113 and $64,197, respective 60,66 64,36¢
Total investments at fair valt 135,57 93,86¢
Cash held in segregated account (Not — 9,587
Accrued interest and dividend receiva 1,652 20¢
Loan prinicipal receivabl 38t —
Due from Gas Solutions Holdings, Inc. (Note — 201
Due from Prospect Capital Management, LLC (Not 5 —
Due from Prospect Administration, LLC (Note 28 —
Due from broke| 36¢ —
Prepaid expense 77 49
Deferred financing fee 35E —
Deferred offering costs 32 —

Total assets $ 138,48( $ 103,90




Liabilities

Credit facility payable $ 28,50 $ —
Accrued liabilities 842 81¢
Due to Prospect Capital Management, LLC (Not 745 77
Other current liabilitie: 122 47
Total liabilities 30,21( 942
Commitments and contingencies (Notes 3 an
Stockholder’ equity (Notes 1, 4 and |
Common stock, par value $.001 per share (100,00(366 100,000,000 common shares author
respectively, 7,069,873 and 7,055,100 issuetoutstanding, respective 7 7
Paic-in capital in excess of pi 97,26¢ 96,95¢
Undistributed (distributions in excess of) net istyeent incom 31¢ (33%)
Realized gain (loss 301 2
Net unrealized appreciatic 10,37; 6,342
Total stockholder equity 108,27( 102,96°
Total liabilities and stockholde’ equity $ 138,48(  $ 103,90¢
Net asset value per she $ 1531 $ 14.5¢
(1) Certain amounts have been reclassified to econfo the current period’s presentation
See notes to financial statements
F-3
PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands, except share amount:
June 30, 200¢
Principal
Locale/ Amount/ Fair Value % of Net
Portfolio Investments (1) Industry Shares Cost (2) Assets
Controlled Entities
Gas Solutions Holdings, Inc. (3 Texas/Ga:
gathering ant
processing
- Common share 10C 4878 $ 14,70( 13.6%
- Subordinated secured note, 18.00% due 12/22/ $ 18,40( 18,40( 18,40( 17.(%
- Total 23,27 33,10( 30.6%
Worcester Energy Company, Inc. Maine/Wood
processing an
biomass powe
generatior
- Common share 282 — — —
- Preferred stock, Convertible, Series 1,00(¢ — 1 —
- Senior secured note, 12.50% due 12/31/% $ 16,72: 16,48/ 16,48 15.2%
- Total 16,48 16,48¢ 15.2%
Total Controlled Entities 39,75¢ 49,58t 45.8%



Affiliated Entities
Advantage Oilfield Group, Ltd.

Alberta, Canade
Pipeline anc
facility constructiol

- Common share 30 173 173 0.2%
- Senior secured note, 15.00% due 5/30/z $ 16,50( 15,92¢ 15,92¢ 14.1%
- Total 16,09¢ 16,09¢ 14.9%
Appalachian Energy Holdings, LLC West Virginia/
Energy
constructior
services
- Preferred equity intere 20C 35 35 —
- Warrants, Preferred equity interest, Expiring 2204/6 6,06t 34¢ 34¢ 0.2%
- Senior secured note, 14.00%, 3.00% PIK, due 1/31/ $ 3,00¢ 2,76( 2,76( 2.€%
- Total 3,14z 3,145 2.5%
Iron Horse Coiled Tubing, Inc. Alberta, Canade
Coiled tubing
services
- Common share 93 26¢ 26¢ 0.2%
- Senior secured note, 15.00%, due 4/19/Z $ 6,25( 5,81¢ 5,81¢ 5.4%
- Total 6,087 6,087 5.€%
Total Affiliated Entities 25,32¢ 25,32¢ 23.2%
F-4
PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands, except share amount:
June 30, 2006 (continued
Principal
Locale/ Amount/ Fair Value % of Net
Portfolio Investments (1) Industry Shares Cost 2) Assets
Uncontrolled and Unaffiliated Entities
Arctic Acquisition Corporation Texas
QOilfield
services
- Warrants, Common shares, Expiring 2092 596,25. $ 507 $ 507 0.5%
- Warrants, Preferred shares, Expiriri72012 1,05¢ 507 507 0.5%
- Senior secured note, 13.00% due 6/T®20 $ 9,09¢ 8,08: 8,082 7.5%
- Total 9,09¢ 9,09¢ 8.5%
Central lllinois Energy, LLC lllinois/
Ethanol
- Senior secured note, 10.00% plus LIB@&E 3/31/2014 $ 8,00C 8,00( 8,00( 7.4%
Charlevoix Energy Trading, LLC Michigan/
Natural gas

marketing



- Senior secured note, 12.50% due 3/31/20 $ 5,50C 5,422 5,422 5.0%
Conquest Cherokee, LLC Tennessee/O
and gas
production
- Senior secured note, 13.00%, due 5/5/2 $ 3,50C 3,434 3,434 3.2%
Genesis Coal Corporation Kentucky/Coa
production
- Warrants, Preferred shares, Expiring 1/31/2 1,00( 33 33 —

- Senior secured note, 15.86% due 12/31/2 $ 6,92¢ 6,734 6,73¢ 6.2%
- Total 6,767 6,767 6.2%
Miller Petroleum, Inc. Tennessee/O

and gas
production
- Warrants, Expiring 5/4/201 630,00( 15C 15C 0.1%
- Warrants, Expiring 12/31/201 30,36 — — —
- Warrants, Expiring 1/31/201 30,36! — — —
- Warrants, Expiring 2/28/201 30,36! — — —
- Warrants, Expiring 3/31/201 30,36: — — —
- Warrants, Expiring 4/30/201 30,36: — — —
- Warrants, Expiring 5/31/201 30,36: — — —
- Warrants, Expiring 6/30/201 30,36! — — —
- Total 15C 15C 0.1%
Natural Gas Systems, Inc Texas/Oil anc
gas productiol
- Common shares, Registet 732,52¢ 164 2,12¢ 2.C%
- Common shares, Unregister 139,92¢ 20 34t 0.2%
- Total 184 2,46¢ 2.3%
F-5
PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands, except share amount:
June 30, 2006 (continued
Principal
Locale/ Amount/ Fair Value % of Net
Portfolio Investments (1) Industry Shares Cost 2) Assets
Uncontrolled and Unaffiliated Entities (continued)
Stryker Energy II, LLC Ohio / Oil and
gas productiol
0,
- Preferred units 35C $ 1,47C 1,47C 1.4AJ
0,

- Senior secured note, 13.32% due 4/8201 $ 13,33( 13,13¢ 13,13¢ 12.1/0

- Total 14,60¢ 14,60¢ 137

Unity Virginia Holdings, LLC

Virginia/Coal




production

- Subordinated secured note, 15.00%, 15.00% PIK1fRE200S $  3,58( 3,52¢ 2,75¢ 2.5%
Whymore Coal Company Kentucky/Coal
production
- Preferred shares, Convertible, Serie 1,00( — 1 —
- Senior secured note, 15.00% due 3/31/2 $ 7,00¢ 7,31¢ 6,35¢ 5.€%
- Total 7,31¢ 6,35¢ 5.€%
Total Portfolio Investments 123,59: 133,96¢ 123.7%
Money Market Fund Shares
%
First American Prime Obligation Fund (Class 1,607,89: 1,60¢ 1,60¢ 1.t
%
Total Uncontrolled and Unaffiliated Entities 60,11: 60,66 56.1
%
Total Investments at Fair Value $ 125,20 $ 135,577 125.

See notes to financial statemel

(1) The securities in which Prospect Energy hassted were acquired in transactions that were pxéwm registration under the Securities Act of
1933, as amended, or the “Securities Act”. Thesardiges may be resold only in transactions thateempt from registration under the Securities Act
(2) Fair value is determined by or under the dicecof the board of directors of Prospect Energgté\2)

(3) Gas Solutions Holdings Inc. is a wholly ownaddstment of Prospect Energy.

F-6

PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands, except share amount:
June 30, 200¢

Principal
Locale/ Amount/ Fair Value % of Net
Portfolio Investments (1) Industry Shares Cost (2) Assets
Controlled Entity
Gas Solutions Holdings, Inc. ( Texas/Ga:
gathering ant
processing
%
- Common share 10C $ 4927 $ 11,10¢( 10.€
%
- Subordinated secured note, 18.00% due 12/22/ $ 18,40( 18,40( 18,40( 17.€
%
- Total 23,32: 29,50( 28.7
%
Total Controlled Entity 23,32 29,50( 28.7

Uncontrolled and Unaffiliated Entities



Miller Petroleum, Inc Tennessee/O

and gas
production
- Warrants, Expiring 5/4/201 630,000 $ 365 $ 36¢E 0.4%
- Senior secured note, 12.50% due 8/21/z $ 3,15C 2,73( 2,77¢ 2.7%
- Total 3,09t 3,141 3.1%
Natural Gas Systems, Ir Texas/Oil anc

gas productiol

- Warrants, Expiring 2/2/201 1,000,001 21C 17& 0.20
- Senior secured note, 14.00% due 2/3/2 $ 4,00( 3,72¢ 3,74¢ 3.6/0

%
- Total 3,93¢ 3,921 3.8
Stryker Energy I, LLC Ohio / Oil and

gas productiol

%

- Preferred unit: 35C 147( 147C 14

%
- Senior secured note, 14.12% due 4/8/2 $ 8,33 8,17 8,17 8.C

%
- Total 9,64 9,66: 9.4
Unity Virginia Holdings, LLC Virginia/Coal

production

%
- Preferred shares, 100%, 1-voting 10C 58k 58t 0.€

%
- Subordinated secured note, 17.65% due 1/31/ $ 3,31° 3,21( 3,21( 3.1

%
- Total 3,79¢ 3,79 3.7
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PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands, except share amounts)
June 30, 2005 (continued)

Principal
Locale/ Amount/ Fair Value % of Net

Portfolio Investments (1) Industry Shares Cost (2) Assets
Uncontrolled and Unaffiliated Entities (continued)

Whymore Coal Kentucky/Cog

production

- Preferred shares, Convertible, Serie: 1,00C $ — $ 123 0.1%

- Senior secured note, 15.00% due 3/31/2 $ 4,88¢ 4,88t 4,88t 4.7%

- Total 4,88¢ 5,00¢ 4.8%

Total Portfolio Investments 48,68¢ 55,03( 53.5%




Yield

U.S. Government Securities to Maturity (4)

U.S. Treasury Bill due 7/7/20( 2.52% $ 5,51¢ 5,51¢ 5,51¢ 5.4%

U.S. Treasury Bill due 7/14/201 2.49% $ 9,51« 9,50¢ 9,50¢ 9.2%

U.S. Treasury Bill due 7/21/201 2.55% $ 22,26 22,22¢ 22,22¢ 21.€%

Total U.S. Government Securiti 37,24 37,24 36.2%

Money Market Fund Shares

First American Prime Obligation Fund (Class 1,587,85: 1,58¢ 1,58¢ 1.5%
Total Uncontrolled and Unaffiliated Entities 64,19° 64,36¢ 62.5%
Total Investments at Fair Value $ 8752 § 93,86¢ 91.2%

See notes to financial statemel

(1) The securities in which Prospect Energy haested were acquired in transactions that were ex&omp registration under the Securities Act of
1933, as amended, or the "Securities Act". Theserigis may be resold only in transactions thateatempt from registration under the Securities Act
(2) Fair value is determined by or under the dicecof the board of directors of Prospect Energgté\2)

(3) Gas Solutions Holdings Inc. is wholly owned aoatrolled investments of Prospect Energy.

(4) Yield to maturity at time of purchase
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PROSPECT ENERGY CORPORATION
STATEMENTS OF OPERATIONS
(in thousands)

For the For the For the period
Twelve months  Twelve months  from April 13, 2004
ended June 30 ended June 3(  (inception) through

2006 2005 June 30, 200¢
Investment income
Interest income
Interest income, uncontrolled and unaffiliated &edi $ 6,997 $ 1,882 $ —
Interest income, controlled entities 4,81( 2,70 —
Interest income, affiliated entities 56( — —
Total interest income 12,36 4,58¢ —
Dividend income
Dividend income, controlled entities (Note 3) 3,09¢ 3,151 —
Dividend income, uncontrolled and unaffiliated &at 502 284 =
Total dividend income 3,601 3,43¢ —
Other income 901 72 —
Total investment income 16,86¢ 8,09: —
Operating expenses
Investment advisory fees:
Base management fee (Note 5) 2,08z 1,80¢ —
Income incentive fee (Note 5) 1,78¢ — —

Total investment advisory fees 3,86¢ 1,80¢ —



Interest expense and credit facility costs 642 — —
Administration costs (Note 5) 31C 26¢€ —
Legal fees (Note 3) 1,83t 2,57¢ —
Valuation services 19: 42 —
Other professional fees 48~ 23C —
Insurance expense 36¢E 32t —
Director's fees 22C 22C —
Organizational costs (Note 4) — 25 10C
General and Administrative expenses 392 191 —
Total operating costs 8,311 5,682 10C
Net investment income (loss) 8,55¢ 2,411 (100)
Net realized gain (los: 30z 2 —
Net unrealized appreciatic 4,03t 6,342 —
Net increase in stockhold’ equity resulting from operations $ 12,89¢ 8,751 $ (100)
Basic and diluted net increase in stockhc's equity pel
common share resulting from operations (N&)! $ 1.8t 1.24 N/A
See notes to financial statements.
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PROSPECT ENERGY CORPORATION
STATEMENT OF STOCKHOLDERS’ EQUITY
(in thousands, except share and per share amount)
Undistributed
(Distributions
Common Stock Paid in in Excess of)
Capital in Net Net Total
Excess o1 Investment Realized Unrealized Stockholder¢
Shares  Amount Par Income Gain (Loss) Appreciation Equity

Balance, April 13, 2004

(inception) — — — — — — —
Issuance of common stock 10C — — 3 1 — — 3 1
Net deccrease in stockhold’

equity from operations for

the period from April 13,

2004 (inception) to June 30,

2004 — — — 3 (100) — — (200
Balance, June 30, 2004 10 $ = 1 $ (100) $ — — % (99
Issuance of common stock from public

offering (net of underwriting costs) 7,055,001 98,417 — — — 98,424
Offering costs — — (1,467 — — — (1,46%)
Net increase in stockholds equity

resulting from operations for the year

ended June 30, 2005 — — — 2,411 @ 6,342 8,751
Dividends declared ($0.38 per share)
and paid to stockholders — — — (2,646 — — (2,646)




Balance, June 30, 2005 7,055,101 7 96,95¢ (335) (2) 6,342 102,96
Offering Costs — — 70 — — 70
Net increase in stockholc’ equity

resulting from operations for the twelve

months ended June 30, 2006 — — — 8,55¢ 302 4,03t 12,89¢

Dividends declared ($1.12 per share) and pa

to stockholders = = = (7,909 = (7,904
Shares issued in connection with dividend

reinvestment 14,77: — 241 — — 241
Balance, June 30, 2006 7,069,87: $ 7 $ 97,26¢ $ 31¢ $ 301 $ 10,373 $ 108,27(
See notes to financial statements
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PROSPECT ENERGY CORPORATION
STATEMENTS OF CASH FLOW
(in thousands)
For the For the For the period

Cash flows from operating activities:
Net increase in stockhold! equity resulting from operation

Adjustments to reconcile net increase in stockhg’ equity resulting from

operations to net cash used in operatingites:
Net unrealized appreciation on investme
Amortization of loan origination fee
Change in operating assets and liabilities
Purchase of investmen
Sale / refinancing of investmen
Increase in prepaid expens
Increase in accrued interest receiva
Increase in loan principal receivak
Decrease (increase) in due from Gas Solutions Ho#lilnc.
Increase in due from Prospect Capital Manageméit,
Increase in due from Prospect Administration, L
Increase in due from broke
Increase in deferred financing fe
Increase in deferred offering co:
Increase in accrued liabilitie
Increase in other current liabilitie

Increase (decrease) in due to Prospect Capital ¢bament, LLC
Net cash used in operating activitie

Cash flow from financing activities:

Borrowings under credit facility

Net proceeds from the issuance of common si
Offering costs from the issuance of common st

Dividends declared and pa
Net cash (used in) provided by financing activitie

Net (decrease) increase in cas
Cash, beginning of perio
Cash, end of perioc

Twelve months

Twelve months

from April 13, 2004

ended June ended June 30, (inception) through
30, 2006 2005 June 30, 2004

$  12,89¢ $ 8,751 $ (100)
(4,035) (6,342) —
(910) (72) —
(1,757,24) (701,55¢) —
1,720,48. 614,10¢ —
28 (49) —
(1,446 (20€) —
(385) — —
201 (201 —
(%) — —
(28) — —
(369) — —
(35%) — —
(32 — —
25 81¢ —
75 47 —
66¢ (23) 10C
(30,499 (84,729 —
28,50( — —
— 98,42 1
70 (1,469 —
(7,669 (2,646) —
20,90: 94,31¢ 1
(9,587) 9,58¢ 1
9,58 1 —
8 — $ 9,587 $ 1




Cash paid for interest $ 427 $ — $ —

Non-cash financing activity:
Shares issued in connection with dividend reinvestnplan $ 241 $ = $ —

See notes to financial statements
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PROSPECT ENERGY CORPORATION
NOTES TO FINANCIAL STATEMENTS
(in thousands except share and per share amounis

Note 1. Organization

Prospect Energy Corporation (“Prospect Ereogyhe “Company”), a Maryland corporation, wag@anized on April 13, 2004 and is a closed-end
investment company that has filed an election ttrémted as a business development company urglémtbstment Act of 1940. On July 27, 2004, the
Company completed its initial public offering armlds7,000,000 shares of common stock at a prickl 6f00 per share, less underwriting discounts and
commissions totaling $1.05 per share. On Augus@@4, an additional 55,000 shares were issued foice of $15.00 per share, less underwriting
discounts and commissions of $1.05 per share inexiion with the exercise of an over-allotment @ptivith respect to the offering.

Prospect Energy focuses primarily on investmeneniergy companies and will invest, under normauitstances, at least 80% of its net assets
(including the amount of any borrowings for investihpurposes) in these companies. At June 30, 2p@8pximately 123.7% of our net assets or about
$134.0 million was invested in fifteen long-ternrifolio investments and 1.5% of our net assetsiimoaey market fund. The remaining (25.2%) of our
net assets represented liabilities in excess @rabsets. Prospect Energy is a non-diversifiedpaomwithin the meaning of the 1940 Act. Prospect
Energy concentrates on making investments in enesgipanies having annual revenues of less than.@250ion and in transaction sizes of less than
$30.0 million. In most cases, these companies @vatply held or have thinly traded public equigcarities.

In the opinion of management, all adjustments (isbimg primarily of normal recurring adjustmentgMe been made that are necessary to present
fairly the financial position of the Company.

Note 2. Significant Accounting Policies

The preparation of financial statements in conftymiith accounting principles generally acceptethia United States of America (“GAAP”)
requires management to make estimates and assmsiat affect the reported amounts of assetsiabitities at the date of the financial statements
and the reported amounts of income and expensagydhe reported period. Changes in the economic@mment, financial markets, creditworthiness
of our portfolio companies and any other paramaisesl in determining these estimates could causalaesults to differ.
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The following are significant accounting policiesnsistently applied by Prospect Energy:
Investments

a) Security transactions are recorded on a tratiekiesis.

b) Valuation:

1) Investments for which market quotations are reaaligilable are valued at such market quotations.

2) Short-term investments which mature in 60 day®ss,|such as United States Treasury Bills, aresdadtiamortized cost, which approximates
market value. The amortized cost method involvésing a security at its cost on the date of purehasd thereafter assuming a constant
amortization to maturity of the difference betwéke principal amount due at maturity and cost. Steym securities which mature in more
than 60 days are valued at current market quowtiyran independent pricing service or at the niegween the bid and ask prices obtained
from at least two brokers or dealers (if availableptherwise by a principal market maker or a piriyrmarket dealer). Investments in money
market mutual funds are valued at their net assleievas of the close of business on the day oftialu.

3) It is expected that most of the investments inGbenpany'’s portfolio will not have readily availabtearket values. Debt and equity securities
whose market prices are not readily available afeed at fair value, with the assistance of anpedelent valuation service, using a
documented valuation policy and a consistently iapplaluation process which is under the directibour board of director:

The factors that may be taken into account inyfaidluing investments include, as relevant, thefptio compan's ability to make payment



its estimated earnings and projected discounteld fbaws, the nature and realizable value of anyatefal, the sensitivity of the investments to
fluctuations in interest rates, the financial eamiment in which the portfolio company operates, parisons to securities of similar publicly
traded companies and other relevant factors. Dtfeetinherent uncertainty of determining the failue of investments that do not have a
readily available market value, the fair valuettdge investments may differ significantly from ttzdues that would have been used had a
ready market existed for such investments, andsanij differences could be mater

c) Realized gains or losses on the sale of investnagatsalculated using the specific identificatioetihod.
d) Interest income adjusted for amortization of pramand accretion of discount is recorded on an attrasis
e) Dividend income is recorded on the-dividend date

f) Loan origination, facility, commitments, consentasther advance fees received by us on loan agrésraeother investments are accreted into
income over the term of the loe

The Financial Accounting Standards Board (“FASB&stiecently issued a new pronouncement addressimgefue measurements, Statement of
Financial Accounting Standards Number 157, “FailiéaMeasurements” (“FAS 157”). This statement defifair value, establishes a framework for
measuring fair value and expands disclosures dhoutalue measurements. FAS 157 is not expecté@dve a material effect on the financial
statements.

Federal and State Income Tax

Prospect Energy has elected to be treated as redinvestment company and intends to continwe®toply with the requirements of the Internal
Revenue Code of 1986 (the “Code”), applicable tultated investment companies. We are requiredstoildite at least 90% of our investment company
taxable income and intend to distribute (or retaimough a deemed distribution) all of our investinempany taxable income and net capital gain to
stockholders; therefore, we have made no provifsipincome taxes.
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The character of income and gains that we willritiate is determined in accordance with incomer&gulations that may differ from GAAP.
Dividends and Distributions

Dividends and distributions to common stockholdeesrecorded on the ex-dividend date. The amaouanyi, to be paid as a dividend is approved
by the board of directors each quarter and is gdlgdrased upon management’s estimate of our egsrior the quarter. Net realized capital gains, if
any, are distributed at least annually.

Consolidation:

As an investment company, Prospect Energy onlyalmztes subsidiaries which are also investmentpaomes. At June 30, 2006 Prospect Energy
did not have any consolidated subsidiaries.

Guarantees and Indemnification Agreements:

The Company follows FASB Interpretation Number 4Buarantor’s” Accounting and Disclosure Requirensefior Guarantees, Including Indirect
Guarantees of Indebtedness of Others.” (“FIN 4BIN 45 elaborates on the disclosure requiremengsgfarantor in its interim and annual financial
statements about its obligations under certainajuees that it has issued. It also requires a gt@rto recognize, at the inception of a guarardaee,
liability for the fair value of the obligation undaken in issuing certain guarantees. FIN 45 dichawe a material effect on the financial statement
Refer to Note 3 for further discussion of guarastaed indemnification agreements.

Note 3. Portfolio Investments

We classify our investments by level of control. defined in the 1940 Act, control investments &ese where there is the ability or power to
exercise a controlling influence over the managedroepolicies of a company. Control is generallgihed to exist when a company or individual owns
more than 25% or more of the voting securitiesrofreestee company. Affiliated investments andiatéd companies are defined by a lesser degree of
influence and are deemed to exist through owneish86 or more of the outstanding voting securitéanother person. The Company owns a
controlling interest in GSHI and Worcester Energnpany, Inc.. The company also owns an affiliatedrest in Advantage Oilfield Group, Ltd.,
Appalachian Energy Holdings, LLC and Iron Horsel€iTubing, Inc. The Company has no other contdodieaffiliated investments.

GSHI has indemnified Prospect Energy against ag#l laction arising from its investment in Gas Solu, LP. Prospect Energy has incurred
approximately $1.617 million in fees associatechwiitis legal action through June 30, 2006. GSHIrbambursed Prospect Energy $1.617 million as of
June 30, 2006. The $1.617 million reimbursemergfiected as Dividend income, controlled entitiestloe accompanying statement of operations fc
year ended June 30, 2006 and June 30, 2005 atttefperiod from April 13, 2004 (inception) throudtne 30, 2004



Debt placements and interests in non-voting ecggturities with an original cost basis of approxeha$74.0 million were acquired during the
twelve months ended June 30, 2006. Debt repaynamtsales of equity securities with an originalt ésis of approximately $9.6 million were
disposed during the twelve months ended June 31B.20
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Note 4. Organizational and Offering Expenses

A portion of the net proceeds of our initial pubdiffering and the subsequent exercise of the oletmzent option was used for organizational and
offering expenses of approximately $0.125 milliord &1.386 million, respectively. Organizational expes were expensed as incurred. Offering
expenses were charged against paid-in capitaldassxof par. All organizational and offering expenwere borne by Prospect Energy.

Note 5. Related Party Agreements and Transactions

Investment Advisory Agreems

Prospect Energy has entered into an investmensagvand management agreement with Prospect Mareagdthe “Investment Advisory
Agreement”) under which the Investment Adviser,jeabto the overall supervision of Prospect Enesdydard of directors, manages the day-to-day
operations of, and provides investment advisoryises to, Prospect Energy. Under the terms ofilvedtment Advisory Agreement, our Investment
Adviser: (i) determines the composition of our falib, the nature and timing of the changes tomantfolio and the manner of implementing such
changes, (i) identifies, evaluates and negotititestructure of the investments we make (inclugiedorming due diligence on our prospective pdid
companies); and (iii) closes and monitors investsare make.

Prospect Managemestservices under the Investment Advisory Agreeraesnot exclusive, and it is free to furnish simdarvices to other entiti
so long as its services to us are not impaired pFariding these services the Investment Adviseeires a fee from Prospect Energy, consisting of tw
components--a base management fee and an incéggivEhe base management fee is calculated atrarabrate of 2.00% on Prospect Energy’s gross
assets (including amounts borrowed). For servieadered under the Investment Advisory Agreemerihduhe period commencing from the closing of
Prospect Energy’s initial public offering throughdaincluding the first six months of operationg thase management fee was payable monthly in
arrears. For services currently rendered undeimtrestment Advisory Agreement, the base managefeeris payable quarterly in arrears. The base
management fee is calculated based on the avegdge of Prospect Energy’s gross assets at thefethe vo most recently completed calendar
quarters (the closing of Prospect Energy’s iniablic offering was treated as a quarter end fes¢hpurposes) and appropriately adjusted for aaesh
issuances or repurchases during the current calejdater. Base management fees for any partiatimmmquarter are appropriately pro rated. Thel tota
base management fees earned by and paid to Prdgpeagement during the twelve months ended Jun2@I§ and June 30, 2005 were $2.1 million
and $1.8 million, respectively.

The incentive fee has two parts. The first pa#,itttome incentive fee, is calculated and payabéetgrly in arrears based on Prospect Energy’s pre
incentive fee net investment income for the immiedyapreceding calendar quarter. For this purppseincentive fee net investment income means
interest income, dividend income and any othernmedincluding any other fees (other than fees fovigding managerial assistance), such as
commitment, origination, structuring, diligence arahsulting fees and other fees that Prospect Errergives from portfolio companies) accrued du
the calendar quarter, minus Prospect Energy’s tipgraxpenses for the quarter (including the baaragement fee, expenses payable under the
Administration Agreement described below, and amgrest expense and dividends paid on any issutdwstanding preferred stock, but excluding the
incentive fee). Pre-incentive fee net investmeadine includes, in the case of investments withfarded interest feature (such as original issue
discount, debt instruments with payment in kineiiest and zero coupon securities), accrued inchatesme have not yet received in cash. Pre-incentive
fee net investment income does not include anyzeshlcapital gains, realized capital losses oralimed capital appreciation or depreciation. Pre-
incentive fee net investment income, expressedrateaf return on the value of Prospect Energglsassets at the end of the immediately preceding
calendar quarter, is compared to a “hurdle ratel.@5% per quarter (7.00% annualized). HoweverJmuestment Adviser has voluntarily agreed that
for each fiscal quarter after January 1, 2005gtnerterly hurdle rate will be equal to the greatiefa) 1.75% and (b) a percentage equal to thesfum
25.0% of the daily average of the “quoted treasatg” for each month in the immediately preceding tuarters plus 0.50%. “Quoted treasury rate”
means the yield to maturity (calculated on a semmidal bond equivalent basis) at the time of comtjridor Five Year U.S. Treasury notes with a
constant maturity (as compiled and published inmtlost recent Federal Reserve Statistical Releas€hé)se calculations will be appropriately pro date
for any period of less than three months and agjuiir any share issuances or repurchases duengutiient quarter. The voluntary agreement by the
Investment Adviser that the hurdle rate be fluéhgafor each fiscal quarter after January 1, 2G85discussed above) may be terminated by the
Investment Adviser at any time upon 90 days’ pniotice.
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The net investment income used to calculate thisgfahe incentive fee is also included in the amtoof the gross assets used to calculate the :
base management fee. Prospect Energy pays thermer@sAdviser an income incentive fee with resped®rospect Energy’s pre-incentive fee net
investment income in each calendar quarter aswstlo

e no incentive fee in any calendar quarter in whiobsPect Energy’s pre-incentive fee net investmecine does not exceed the hurdle rate;

e 100.00% of Prospect Energy’s pre-incentive feeématstment income with respect to that portionwafrspre-incentive fee net investment
income, if any, that exceeds the hurdle rate blgsis than 125.00% of the quarterly hurdle rateny calendar quarter (8.75% annuali



assuming a 7.00% annualized hurdle rate); and

e 20.00% of the amount of Prospect Energy’s pre-iticeriee net investment income, if any, that exee®26.00% of the quarterly hurdle rate in
any calendar quarter (8.75% annualized assumin@@ annualized hurdle rate).

These calculations are appropriately pro ratecifigr period of less than three months and adjustedry share issuances or repurchases during the
current quarter.

The second part of the incentive fee, the capaalgincentive fee, is determined and payablerneaas as of the end of each calendar year (or upon
termination of the Investment Advisory Agreememtpithe termination date), and equals 20.00% o$ect Energy’s realized capital gains for the
calendar year, if any, computed net of all realizaglital losses and unrealized capital depreciatdhe end of such year. In determining the chpita
gains incentive fee payable to the Investment AetyiBrospect Energy calculates the aggregate edadiapital gains, aggregate realized capital losses
and aggregate unrealized capital depreciationpplécable, with respect to each of the investménits portfolio. For this purpose, aggregate rz=di
capital gains, if any, equals the sum of the défferes between the net sales price of each investmiean sold, and the original cost of such investm
since inception. Aggregate realized capital logspsl the sum of the amounts by which the net fales of each investment, when sold, is less tha
original cost of such investment since inceptioggfegate unrealized capital depreciation equalsuine of the difference, if negative, between the
valuation of each investment as of the applicahte dnd the original cost of such investment. &tehd of the applicable period, the amount of eapit
gains that serves as the basis for Prospect Ergecglculation of the capital gains incentive feaadg the aggregate realized capital gains lessggte
realized capital losses and less aggregate unedatapital depreciation with respect to its portfolf investments. If this number is positive a¢ #nd o
such period, then the capital gains incentive feeséich period is equal to 20.00% of such amoess the aggregate amount of any capital gains
incentive fees paid in respect of its portfolicalhprior periods.

$1.8 million and no income incentive fees were edrfor the twelve months ended June 30, 2006 amel 30, 2005, respectively. No capital gains
incentive fees were earned were earned for thesenrebnths ended June 30, 2006 and June 30, 2005.
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Administration Agreemel

Prospect Energy has also entered into an Admitistrégreement with Prospect Administration, LL@(bspect Administration”) under which
Prospect Administration, among other things, presi¢br arranges for the provision of) administeervices and facilities for Prospect Energy. For
providing these services, Prospect Energy reimisupsespect Administration for Prospect Energy’sadble portion of overhead incurred by Prospect
Administration in performing its obligations undbe Administration Agreement, including rent and allocable portion of the costs of our chief
compliance officer and chief financial officer atiir respective staffs. Under this agreement, parasAdministration furnishes us with office fatiés,
equipment and clerical, bookkeeping and record ikeegervices at such facilities. Prospect Admiaistn also performs, or oversees the performance
of, our required administrative services, whichuae, among other things, being responsible fofittencial records which we are required to mamtai
and preparing reports to our stockholders and teffited with the SEC. In addition, Prospect Admsiration assists us in determining and publishing
net asset value, overseeing the preparation angd 6Ff our tax returns and the printing and dissetion of reports to our stockholders, and gengrall
oversees the payment of our expenses and the penfice of administrative and professional servieegered to us by others. Under the Administration
Agreement, Prospect Administration also providesonbehalf managerial assistance to those pasté@impanies to which we are required to provide
such assistance. The Administration Agreement neatebninated by either party without penalty up@rd@ys’ written notice to the other party.
Prospect Administration is a wholly owned subsigiaf our Investment Adviser.

The Administration Agreement provides that, absdhtul misfeasance, bad faith or negligence in gezformance of its duties or by reason of the
reckless disregard of its duties and obligatiomespect Administration and its officers, managpestners, agents, employees, controlling persons,
members and any other person or entity affiliatétl ware entitled to indemnification from Prosp&mergy for any damages, liabilities, costs and
expenses (including reasonable attorneys’ feesaamalints reasonably paid in settlement) arising fiteerendering of Prospect Administration’s
services under the Administration Agreement or s as administrator for Prospect Energy.

Prospect Administration, pursuant to the approVvalus board of directors, has engaged VastardisiBarvices LLC (“VFS”) to serve as the sub-
administrator of Prospect Energy to perform cersgrvices required of Prospect Administration. Térigagement began in May 2005 and ran on a
month to month basis at the rate of $25,000 amypuadlyable monthly. Under the sub-administratioreagient, VFS provides Prospect Energy with
office facilities, equipment, clerical, bookkeepiagd record keeping services at such facilitiesS\@so conducts relations with custodians, deposs
transfer agents, dividend disbursing agents, attomkholder servicing agents, accountants, attarnayderwriters, brokers and dealers, corporate
fiduciaries, insurers, banks and such other pergpasy such other capacity deemed to be necessalgsirable. VFS provides reports to the
Administrator and the Directors of its performamé@bligations and furnishes advice and recommeéoatvith respect to such other aspects of the
business and affairs of Prospect Energy as it sleédirmine to be desirable. Under the revised andwed sub-administration agreement, VFS also
provides the service of William E. Vastardis as @gef Financial Officer (“CFO”) of the Fund. Trégrvice was formerly provided at the rate of
$225,000 annually, payable monthly. In May 2006, ehgagement was revised and renewed as an assetfba with a $400,000 annual minimum,
payable monthly. VFS does not provide any adviceeoommendation relating to the securities andratksets that Prospect Energy should purchase,
retain or sell or any other investment advisoryises to Prospect Energy. VFS is responsible feffitancial and other records that either Prospect
Energy (or the Administrator on behalf of Prosgecergy) is required to maintain and prepares regorstockholders, and reports and other materials
filed with the Securities and Exchange Commissiath provides on Prospect Energy’s behalf significaahagerial assistance to those portfolio
companies to which Prospect Energy is requireddgige such assistance under the Investment Compaingr other applicable law. In addition, VFS
assists Prospect Energy in determining and publisRrospect Energy’s net asset value, overseeingréparation and filing of Prospect Energy’s tax
returns, and the printing and dissemination of respm stockholders of Prospect Energy, and gelyeyakrseeing the payment of Prospect Energy’s
expenses and the performance of administrativepasféssional services rendered to Prospect Energyhers.
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Under the sub-administration agreement, VFS andffitsers, partners, agents, employees, controfiegons, members, and any other person or
entity affiliated with VFS, is not liable to the Audnistrator or Prospect Energy for any action ta@eomitted to be taken by VFS in connection with t
performance of any of its duties or obligation®tirerwise as sub-administrator for the Administrato behalf of Prospect Energy. The agreement also
provides that, absent willful misfeasance, badhfaitnegligence in the performance of VFS’s dutieby reason of the reckless disregard of VFS'’s
duties and obligations, VFS and its officers, parshagents, employees, controlling persons, mesnhed any other person or entity affiliated withS/
is entitled to indemnification from the Administoatand Prospect Energy. All damages, liabilitiests and expenses (including reasonable attorneys’
fees and amounts reasonably paid in settlemenijried in or by reason of any pending, threatenezbopleted action, suit, investigation or other
proceeding (including an action or suit by or ie tight of the Administrator or Prospect Energytar security holders of Prospect Energy) arisingod
or otherwise based upon the performance of anyR8'¥ duties or obligations under the agreementloeravise as sub-administrator for the
Administrator on behalf of Prospect Energy.

Managerial Assistanc

As a business development company, we offer, argt provide upon request, managerial assistancertai of our portfolio companies. This
assistance could involve, among other things, manig the operations of our portfolio companiestipgating in board and management meetings,
consulting with and advising officers of portfotompanies and providing other organizational andrfcial guidance. We have received $0.193 million
in managerial assistance for the twelve months@ddae 30, 2006. These fees are paid to the Adratos.

Note 6. Financial Highlights

The following is a schedule of financial highliglits the twelve months ended June 30, 2006 and 30n2005:

For the Year For the Year
Ended June 30 Ended June 30
2006 2005
Per Share Data (1):
Net asset value at beginning of peri $ 14.5¢ $ (0.01)
Proceeds from initial public offerini — 13.9¢
Costs related to the initial public offerir 0.01 (0.2))
Net investment incomt 1.21 0.34
Realized gain 0.04 —
Net unrealized appreciatio 0.5¢ 0.9C
Dividends declared and pa (1.12) (0.3§)
Net asset value at end of peris $ 15.3] $ 14.5¢
Per share market value at end of per $ 16.9¢ $ 12.6(
Total return based on market value | 44.7% (13.4€%)
Total return based on net asset value 13.21% 7.4(%
Shares outstanding at end of peri 7,069,87. 7,055,101
Ratio / Supplemental Data:
Net assets at end of period (in thousar $ 108,27( $ 102,96
Annualized ratio of operating expenses to averajassets 8.1<% 5.52%
Annualized ratio of net operating income to averageasset: 7.9(% 8.5(%

(1) Financial highlights as of June 30, 2006 arge=haon 7,069,873 shares and financial highliglnis fdune 30, 2005 are based on 7,055,100 shares
outstanding.
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(2) Total return based on market value is basethemrhange in market price per share between theing and ending market prices per share in each
period and assumes that dividends are reinvestadciordance with Prospect Energy’s dividend reitnest plan. Total return based on net asset value
is based upon the change in net asset value per lsbaveen the opening and ending net asset vp&reshare in each period and assumes that dividend
are reinvested in accordance with Prospect Enerdjyidend reinvestment plan. The total return isarmnualized.

Note 7. Litigation

The Company is a defendant in two legal actiorsiragiout of its activities. While predicting thetoame of litigation is inherently very difficult,



and the ultimate resolution, range of possible &g$ possible impact on operating results cannegligbly estimated, management believes, based
its understanding of the facts and the advice gdlleounsel, that it has meritorious defenses &t lactions. We continue to defend both of thesierss
vigorously, and believe that resolution of thesgoas will not have a materially adverse effecttbe Company’s financial position.

On December 6, 2004, DGP served Prospect Energiyansbmplaint filed November 30, 2004 in the U.&itiict for the Southern District of Tex:
Galveston Division. DGP alleges that DGP was defealuand that Prospect Energy breached its fidudaty to DGP and tortiously interfered with
DGP’s contract to purchase Gas Solutions, Ltdufsisliary of our portfolio company, GSHI) in contien with Prospect Energg’alleged agreement
September 2004 to loan DGP funds with which DGErided to buy Gas Solutions, Ltd. for approxima®2g million. The complaint seeks relief not
limited to $100 million. We believe that the DGPwalaint is frivolous and without merit, and inteteddefend the matter vigorously. On November 30,
2005, U.S. Magistrate Judge John R. Froeschndredf)tS. District Court for the Southern DistrictTadxas, Galveston Division, issued a
recommendation that the court grant Prospect Erehlgtion for Summary Judgment dismissing all claiby DGP. On February 21, 2006, U.S.
District Judge Samuel Kent of the U.S. District @dar the Southern District of Texas, GalvestoniBion issued an order granting Prospect Energy’s
Motion for Summary Judgment dismissing all claimddallas Gas Partners, L.P., against Prospect Er@ogporation. DGP has appealed this decision.

On April 7, 2005 a former officer of the Companlgél a complaint with the Occupational Safety analbdheAdministration of the Department of
Labor (“OSHA") alleging discrimination, retaliatiopinfliction of emotional distress and other clairfifis officer seeks economic reinstatement and
other relief. On September 15, 2005, OSHA issueditfigs, including an order dismissing this comglalithe complainant has filed written objections to
the order and had a hearing before an Administdtaw Judge on March 16, 2006. On May 5, 2006 Atiministrative Law Judge issued a Decision
and Order granting Summary Decision and dismis#irgComplaint, which the former officer has appéalthe Company does not believe that these
claims, even if ultimately resolved against the @any, would be material. The Company believes tmeptaint is frivolous and without merit and
intends to defend itself vigorously.

We are not aware of any other material pendingllegeceeding, and no such material proceedingkroe/n to be contemplated, to which we are a
party or of which any of our property is subject.

Note 8. Revolving Credit Agreement

On February 21, 2006, Prospect Energy enterechi®®0.0 million senior secured revolving creditiifgc(the “Credit Facility”) with Bank of
Montreal as administrative agent and Harris Ne€hitp. as sole lead arranger and sole book ruiiiher Credit Facility supplements the Company’s
equity capital and provides funding for additiopattfolio investments. All amounts borrowed under Credit Facility will mature, and all accrued and
unpaid interest thereunder will be due and payaifitlein six months of the date of the borrowing; ®eedit Facility has a termination date of August 2
2006. On May 11, 2006, the Credit Facility was @ased to $30.0 million. As of June 30, 2006, wedrasn down $28.5 million on the Credit Facility.
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Note 9. Subsequent Events
On July 20, 2006, William J. Gremp joined Prospebbard of directors.

On July 26, 2006, we closed a $50.0 million rewodveredit facility (the "Facility") with HSH Nordlmk AG as administrative agent and sole lead
arranger, replacing Prospect’s prior smaller $3lianifacility. This Facility is being used to refince Prospect’s prior $30.0 million credit fagikind,
together with our equity capital, to make additidoag-term investments. Interest on borrowingsemttie Facility is charged, at our option, at eittie
LIBOR plus the applicable spread, ranging from 89050 basis points (the refinanced facility beat@50 basis points over LIBOR), or (ii) the greate
of the lender prime rate or the federal funds ¢iffecate plus 50 to 100 basis points. The appleeapread decreases as our equity base incredses. T
term of the facility is one year.

On August 1, 2006, we declared a first fiscal qeraffor the fiscal year ending June 30, 2007) diwidi of $0.38 per share, payable on September 29
2006, to shareholders of record as of Septembe2@B. The ex-dividend date is September 20, 2006.

On August 1, 2006, we obtained a controlling irgere the common equity of Whymore Coal. As of @elber 28, 2006, we have provided an
additional $0.6 million of senior secured debt finimg to Whymore Coal.

On August 2, 2006, we completed the sale of aluNdtGas Systems, Inc. (“NGSfggistered common shares. The capital gain frosetlsales we
approximately $2.3 million.

On August 10, 2006, we priced a public offeringt71,000 shares of common stock at $15.30 peeshaising $76,056,300 in gross proceeds
August 28, 2006, the underwriters exercised thedr-@llotment option related to the public offerioig August 10, 2006 to purchase 745,650 shares at
$15.30 per share, raising an additional $11,408id4ffoss proceeds. We expect to use the net pieagfeour recent equity offering to fund investnsent
in portfolio companies and for general corporatgpees.

On September 5, 2006 we provided $11.0 millioneiniar secured debt financing and a controlling gguaterest in NRG Manufacturing, Inc.
("NRG"), a leading fabricator of structures andseds for oil and gas drilling applications based @mball, Texas.

On September 7, 2006 we provided $4.3 million imi@esecured debt financing to Cypress Consultieyiges, Inc. ("Cypress"), a seismic



surveying company based in Houston, Texas. Wevede net profit interest in Cypress as part ofitivestment.

On September 7, 2006 we provided the remaining $8ln of the $9.25 million senior secured deftéstment in Iron Horse Coiled Tubing Inc.
("lIron Horse"), an oilfield services company bagsetedicine Hat, Alberta. This disbursement is lgeinilized for Iron Horse’s purchase of additional
coiled tubing equipment.

On September 15, 2006, Michael E. Basham resiged Prospect’s board of directors.
On September 15, 2006, Robert A. Davidson residoed Prospect’s board of directors.

On September 21, 2006, F. Lee Liebolt, Jr. joinexsect’s board of directors.

On September 27, 2006, William E. Vastardis indiddh a letter to Prospect Energy his intentioretnain on as chief compliance officer of
Prospect Energy and Prospect Capital Managemettiéddoreseeable future.
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Note 10. Selected Quarterly Financial Data (unaudid) (in thousands except per share amounts)

Net Realized and Unrealized Net Increase (Decrease) in

Investment Income Net Investment Income Gains (Losses) Net Assets from Operations

Quarter Ended Total Per Share Total Per Share Total Per Share Total Per Share
September 30,20C $ 3,11C $ 04 $ 1,418  $ 0.2 $ 58 % 0.01 $ 147: $ 0.21
December 31, 200 3,93¢ 0.5 2,04( 0.2 48¢ 0.07 2,52¢ 0.3¢€
March 31, 2006 4,02¢ 0.5 2,122 0.3 82¢ 0.1Z 2,951 0.42
June 30, 200¢ 5,79¢ 0.8 2,981 0.4 2,96: 0.4z 5,94¢ 0.84

Net Realized and Unrealized Net Increase (Decrease) in

Investment Income Net Investment Income Gains (Losses) Net Assets from Operations

Quarter Ended Total Per Share Total Per Share Total Per Share Total Per Share
September 30,20C $ 266 $ 0.08 $ (434 $ (009 $ — 3 — $ (438 $ (0.06
December 31, 200 2,94¢ 0.4 1,22¢ 0.1 (2) — 1,22¢ 0.17
March 31, 2005 2,20z 0.3 444 0.0 414 0.0€ 85¢ 0.12
June 30, 200¢ 2,67¢ 0.3 1,17: 0.1 5,92¢ 0.84 7,101 1.01

F-21




