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PART |

In this annual report on Form 10-K, thEdmpany,” “Prospect Energy,
unless the context otherwise states.

we,” “us” and “our” refer to Prospect Energy Corporation

Item 1. Business

We are a closed-end investment compaang filed an election to be treated as a businegsldpment company under the Investment
Company Act of 1940, as amended, or the “1940 Axtd are a non-diversified investment company withe meaning of the 1940 Act.

We are a financial services company ldvads to and invests in middle-market (as descriiedw) privately held or thinly traded public
companies in the energy industry. Our investmejgative is to generate both current income and-emm capital appreciation through debt
and equity investments. We strive to achieve ouestment objective by providing flexible financgdlutions for our portfolio companies. Our
investments may be structured as secured and wesesenior and subordinated loans, as well asyegedurities such as common and
preferred stock, convertible securities, warrants @ptions. We focus on making investments in gneggnpanies and will invest, under
normal circumstances, at least 80% of our net sgsetiuding the amount of any borrowings for invesnt purposes) in these companies.

We concentrate on making investmentsiargy companies having annual revenues of less®8@ million and in transaction sizes of
less than $100 million, which we refer to as “tafge “middle market” companies. In most casesstheniddle market companies will be
privately held or will have thinly traded publiccsgities at the time we invest in them. We seekéximize returns to our investors by apply
rigorous credit analysis and asbeised lending techniques to make and monitor sm@stments in asset intensive energy companies.oVot
invest directly in any energy company with its gipal business exclusively in (1) oil and gas exgiion, (2) speculative risks, or (3)
speculative trading in oil, gas and/or other comitiesl although some of the energy companies tleatlavinvest in may be involved in some
exploration or speculative trading activity.

Industry Overview

The energy industry is a cornerstonéefl.S. economy upon which other industries dep@falbelieve the direct energy value chain
generated annual revenues in excess of $700 hiflitimee U.S. in 2003, and its total U.S. asset@axceeded $1 trillion at the beginning of
2004. By these measures, the energy industry i®btiee largest industry groups in the United Stafdhe demand for energy has grown
steadily over the past century and is projectezbtdinue to grow steadily in the current century.
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The energy industry consists of compaini¢le direct energy value chain as well as corigsattnat sell products and services to, or
acquire products and services from, the directgnealue chain. In this annual report, we refealtmf these companies as “energy companies’
and assets in these companies as “energy asshtscategories of energy companies in this chaileseribed below. The direct energy value
chain broadly includes upstream businesses, mastiisinesses and downstream businesses:

. Upstream businesses find, develop and extract gmesgurces, including natural gas, crude oil, eval agricultural product
which are typically from geological reservoirs fauanderground or offshor

. Midstream businesses gather, process, refine, atatéransmit energy resources and their byproduagorm that is usable by
wholesale power generation, utility, petrochemigadustrial and gasoline custome

. Downstream businesses include the power and @itgtsegment as well as businesses that procdss,rmarket or distribute
hydrocarbons or other energy resources, such #sncer-ready natural gas, propane and gasoline, t-user customer:

While the aggregate size of the Uniteatet revenues and asset base of energy compataggeiswe believe that the numerous
companies in this industry, as well as the fragm@miature of assets within such companies, creatdisant opportunities for middle market
investment. We believe that there are over 6,0@ileimarket companies in the direct energy valarcim the United States. In addition,
assets within larger companies as well as compamésio significant business with the direct egerglue chain, including manufacturers,
distributors, service providers, and technologyjters, add to the number of potential middle mankeestment opportunities in the energy
industry. Government and industry associationsiasi as of the beginning of 2004 indicate thahamUnited States there are currently more
than 260,000 natural gas wells, 310,000 oil wéllsPOO0 oil and gas fields, 2,000 active well sexvigs, 5,000 independent oil and gas
producers, 410 natural gas storage fields, 140 mpgpelines, 1,400 coal mines, 13,500 propane geopmints, 16,400 power generation units,
800 power marketers, 230 investor-owned electilties and 150 investor-owned gas utilities. Tgraater extent than in many other
industries, the energy industry offers opportusitieinvest in asset-intensive companies.

Industry Sector

We invest primarily in the energy indystWe believe this industry offers an attractiveafor investment due to a variety of factors.
Recent deregulation, other regulatory changes artehdevelopments have increased activity andg#e@tion levels and enhanced investment
opportunities in the energy industry. By loosenirgglitional restraints on investment in the enanglustry, deregulation has increased the pace
of energy investment activity, mergers and acqoisét and asset restructurings. State and fedexah@nergy mandates, tax credits and
emissions limitations have also stimulated growtheinewable power generation and clean fuels, as@thanol. Furthermore, we believe that
lending to the energy industry benefits from maeurring cash flows and greater asset security ldrading to many other industries as many
energy businesses generate steady, recurring lcashdnd may offer attractive collateral for dabtéstments.
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Investment Process
Prospective portfolio company charactics

We have identified multiple criteria tive¢ believe are important in seeking to achieveilmuestment objective with respect to target
energy companies. These criteria provide geneilidetines for our investment decisions; howevercaation you that not all of these criteria
will be met by each prospective portfolio compamyhich we choose to invest.

Sensitivity analysis

We generally perform multiple sensitivitgalyses to determine the effects of reasonalgga®d changes in market conditions on any
proposed investment. Such sensitivity analysesimdyde, among other things, simulations of charge®mmodity prices, including oil and
gas, changes in counterparty credit ratings, ctamgimterest rates, changes in economic activity @her events that would affect the
performance of our investment. In general, we ol commit to any proposed investment that will pivide at least a minimum return under
simulations that are considered reasonably likely, & particular, the sensitivity analysis relatedthanges in energy commodity prices.

Hedging commodity risks

We do not invest in companies that acceptpletely speculative commaodity risks beyond levieat we consider prudent. If commodity
risks are unavoidable, we will typically requiratisuch risks be hedged to a significant extent.

Seasoned management

We generally require that our portfolangpanies have an experienced management team wéttifiable track record. We also require
the portfolio companies to have in place propeeitives to induce management to succeed and to eshcert with our interests as investors
on terms equal with or junior to ours.

Value orientation/positive cash flow

Our investment philosophy places a premaun fundamental analysis from an investor’s perpe and has a distinct value orientation.
We focus on companies in which we can invest atikadly low multiples of operating cash flow anétlyenerate a current cash return at the
time of investment, or are expected to be profégadon after the time of investment, on an opagatash flow basis. We believe that investing
at low multiples of cash flow provides enhancedhgpal protection and higher absolute returns.
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Liguidation value of assets

The prospective liquidation value of Hesets, if any, collateralizing the securities thathold is an important factor in our credit
analysis. We emphasize tangible assets, such eargsaeceivable, inventory, equipment and hydiomareserves, but will also give some
weight to intangible assets, such as contractlléatual property, customer lists, networks anbases. We believe that, in most cases,
investing at a discount to original cost, replaceho®st or liquidation value provides enhancedgpal protection and higher absolute returns.

Strong competitive position in industry

We seek to invest in target energy corgsathat have developed a strong competitive mositiithin their respective sector or niche in
the energy industry. We seek companies that demadesignificant competitive advantages versus twnpetitors, which should help to
protect their market position and profitability. Weeasure competitive position by looking at madtedre, pricing power, stability of revenues
and margins, location advantages, scale and atloors.

Exit strategy

We seek to invest in companies that wiebe will provide a steady stream of cash flowepay our loans, pay our equity dividends and
reinvest in their respective businesses. We expatisuch internally generated cash flow, leadinthé payment of interest on, and the
repayment of the principal of, our investmentsantfplio companies to be a key means by which wefexm our investments over time. In
addition, we also seek to invest in companies whosiness models and expected future cash floves affractive exit possibilities. These
companies include candidates for strategic acduisity other industry participants and companies thay repay our investments through an
initial public offering of common stock or anotreapital market transaction.

Due diligence

Prospect Capital Management, LLC (ouré&stment Adviser” or “Prospect Management”) condulite diligence on prospective
portfolio companies consistent with the approacteftergy companies developed by the investmenepsadnals of Prospect Management. In
conducting their due diligence, Prospect Managemantestment professionals use publicly availdbfermation as well as information from
their extensive relationships with management teamssultants, competitors and investment bankaddfze direct experience of the senior
professionals of our Investment Adviser.

Our due diligence typically includes:

. review of historical and prospective financial infation;

. review of specific regulatory and energy marketiéss



. on-site visits;

. interviews with management, employees, customedssandors of the potential portfolio compa

. review of loan documentatio

. review of major customer and supplier contra

. review of engineering, environmental, legal andutaetpry materials, where appropria

. background checks; ai

. research relating to the comp’s management, industry, markets, products andcgsraind competitor

Upon the completion of due diligence andkcision to proceed with an investment in a comptine principals leading the investment
present the investment opportunity to our Investndglviser’'s investment committee, which determindether to pursue the potential
investment. Additional due diligence with respecahy investment may be conducted on our behadfigyneers, attorneys and accountants
prior to the closing of the investment, as weltassultants and other outside advisors, as apptepri

Investment structure

Once we have determined that a prospepiivtfolio company is suitable for investment, wark with the management of that company
and its other capital providers, if any, to struetan investment. We negotiate among these paoti@gree on how our investment is expectt
perform relative to the other capital in the pditf@ompany’s capital structure. We will generalyget a double digit total return on each
investment, including investments in debt secwgitidowever, we can offer no assurance that we clhieee such a return with respect to any
investment or our portfolio as a whole.

Most of the energy companies in whichimest have relatively short or no operating his®and limited financial resources. They :
have narrow product lines and small market shavhih tend to render them more vulnerable thanbéisteed companies to competitor’s
actions, changes in market conditions and genealamic downturns. The credit risk we assume wherinwest in the debt securities of such
companies is a key factor that affects the returthose investments.

We believe our position in the balanceestof these energy companies is an important nefananaging that risk. We strive to struct
our debt investments with the maximum seniority eoldateral that we can reasonably obtain whil&ks®gto achieve our total return target. In
some cases, our loans are collateralized by digrsor by a subordinated or second lien on sonsdl @f the assets of the borrower. We
generally focus on loans that provide for relatMeigh, fixed or floating interest rates that willovide us with significant current interest
income. These loans may in some cases have intarlyspayments in the first few years, with amaatian of principal deferred to the later
years of the loans. We also seek I-term capital appreciation through our investmémidividendpaying equity securities, warrants, option
other equity securities. In some cases, we mayvdte borrower to enter into loans that, by theints, allow us, at our option, to convert our
debt into equity or additional debt securities efed payments of interest for the first few yedtsraour investment. Typically, our loans will
have maturities of one to ten years, but we magshin securities with shorter or longer maturitM& target investments that range between
approximately $2 million and $25 million each, altigh this investment size may vary proportionasalthe size of our capital base changes.
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We generally focus on structuring ouriggunvestments as cash flow producing, structunegstments where we are reasonably certain
of obtaining current income from dividends becaofseustomer contracts or other positive industmnydfamentals. These equity investments
may be junior to debt in the capital structure jled by us or third parties as a means of levegagir equity returns.

In the case of our debt investments, @oei$ on tailoring the covenants and other termbefnvestment to the facts and circumstanc
the transaction and the prospective portfolio camypaegotiating a structure that protects our ggirtd manages our risk while creating
incentives for the portfolio company to achievebitssiness plan and improve its profitability. Fgample, we may seek to limit the downside
potential of our investments by:

. seeking a senior secured or junior secured posititime capital structure of our portfolio compa)

. rfaclluiring a total return on our investments (inahgdboth interest and potential equity apprecigtibat compensates us for cri
risk;

. requiring credit enhancement or other additiondhteral;

. requiring additional investment by borrowers orestimvestors at a level in the capital structureerjonior to our securities |
the capital structure

. requiring pr-funding of a debt service reserve ful

. requiring portfolio companies to hedge against caity pricing risk;

. committing capital with drawdowns based on finahgiatrics, external contracts or other milestol

. requiring key person insurance for members of taeagement tean

. incorporating” put” rights and call protection into the investment ciioe; anc

. negotiating covenants in connection with our inrrestts that afford our portfolio companies as muekilhility in managing

their businesses as possible, consistent withrisepvation of our capital. Such restrictions nmragtude affirmative and negative
covenants, default penalties, lien protection, geanf control provisions and board rights, includ@ither observation or
participation rights

Our investments include other equity Btueents, such as warrants, and may include optiobsgy a minority interest in a portfolio
company, or contractual payment rights or righteeteive a proportional interest in the operatiaghcflow or net income of such company. If
determined by the Investment Adviser to be in @stlinterest, we may acquire a controlling intereshe portfolio company. Any warrants
receive with our debt securities may require onhpeinal cost to exercise, and thus, as a portf@impany appreciates in value, we may
achieve additional investment return from this ggiriterest. We may structure the warrants to gfeyirovisions protecting our rights as a
minority-interest or, if applicable, controllingtgrest holder, as well as puts, or rights to sethssecurities back to the company, upon the
occurrence of specified events. In many cases, #Malao obtain registration rights in connectioittwthese equity interests, which may incl
demand and “piggyback” registration rights.



We expect to hold most of our investmeatsaturity or repayment, but may sell our investits earlier if a liquidity event takes place,
such as the sale or recapitalization of a portfotimpany.

For a discussion of the risks inherartur investment securities, see “Risk Factorsr-i@eestments in prospective portfolio companies
may be risky and you could lose all or part of ymwestment,” “Risk Factors - Economic recessiogl@awnturns could impair our portfolio
companies and harm our operating results,” “Risktéra - Our portfolio companies may incur debtssuie equity securities that rank equally
with, or senior to, our investments in such comesyiiand “Risk Factors - We may not be able to/frglalize the value of the collateral
securing our debt investments.”

Ongoing Relationships With Portfolio Companies
Monitoring

Prospect Management monitors our podfotimpanies on an ongoing basis. Prospect Managdewikecontinue to monitor the financial
trends of each portfolio company to determine éiytlare meeting their respective business plansaasisess the appropriate course of action
for each company.

Prospect Management employs several rdstbbevaluating and monitoring the performance\aide of our investments, which
include, but are not limited to, the following:

. Assessment of success in adhering to the portfalinpan’s business plan and compliance with coven:

. Regular contact with portfolio company managemaet & appropriate, another financial or strategponsor, to discuss
financial position, requirements and accomplishrsi

. Attendance at and participation in board meetiagst

. Review of monthly and quarterly financial statensesmd financial projections for portfolio compani

Previously, Prospect Management utiliabter investment rating systems, including a % tating scale, which have evolved into less
rigid and more effective methods used presently.

Valuation Process

In calculating the value of our totaletss we value investments for which market quotetiare readily available at such market
guotations. Debt and equity securities whose makee is not readily available are valued at f@ilue as determined in good faith by our
board of directors. With respect to private eqgsiygurities, each investment is valued using a nuwibealuation metrics, including
comparisons of financial ratios of the portfolicgoanies that issued such private equity secutiigger companies that are public and the
discounted cash flow method. The value is thenodistad to reflect the illiquid nature of the inwasnt, as well as our minority, non-control
position. When an external event such as a purdnasgaction, public offering or subsequent egsithe occurs, we will use the pricing
indicated by the external event in reviewing antédaining our private equity valuation. Becausadhis not a readily available market value
for most of the investments in our portfolio, wdueasubstantially all of our portfolio investmeiatsfair value as determined in good faith by
our board under a valuation policy and a consisteplied valuation process. Due to the inheremteutainty of determining the fair value of
investments that do not have a readily availablekatavalue, the fair value of our investments méfedsignificantly from the values that
would have been used had a ready market existesifidr investments, and the differences could benmaat

The following is a description of thedeve take each quarter to determine the valuemopartfolio. Investments for which market
guotations are readily available are recorded infioancial statements at such market quotationigh Véspect to investments for which market
guotations are not readily available, our boardigdctors undertakes a multi-step valuation proeash quarter, as described below:

. Our quarterly valuation process begins with eaatf@lio company or investment being initially vatlby the investmer
professionals of our Investment Adviser respondiitehe portfolio investmen

. Preliminary valuation conclusions are then documeéiaind discussed with our senior managen

. An independent valuation firm engaged by our badrdirectors reviews these preliminary valuatic
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. The audit committee of our board of directors rexg¢he preliminary valuation, and our Investmentiddr and, as
circumstances require, our independent valuatiom fespond and supplement the preliminary valuatioreflect any comments
provided by the audit committee; a

. The board of directors discuss valuations and detess the fair value of each investment in ourfpbic in good faith based on
the input of our Investment Adviser, independentiagon firm and audit committe

For a discussion of the risks inhererdetermining the value of securities for which igadvailable market values do not exist, see
“Risk Factors—Many of our portfolio investments aeeorded at fair value as determined in good fajtlour board of directors and, as a
result, there is uncertainty as to the value ofgmrifolio investments.”

Managerial Assistance

As a business development company, wer,adhd must provide upon request, managerialtassis to certain of our portfolio
companies. This assistance could involve, amonegrdttings, monitoring the operations of our poitf@ompanies, participating in board and
management meetings, consulting with and advisffigeos of portfolio companies and providing otleeganizational and financial guidance.
We may receive fees for these services. Such feetwot qualify as “good income” for purposestod 80% income test that we must meet
each year to qualify as a registered investmenfpemy or “RIC.” Prospect Administration, LLC (“Prasgt Administration”) provides such
managerial assistance on our behalf to portfolimmanies when we are required to provide this assist

Business —Factors That May Affect Future Results

Factors that may affect future resultdude, but are not limited to, general economicditions, interest rates, commaodity prices, supply
of and demand for particular services or produbts market position of individual companies, theeleof competition in regional and global
markets, and other factors. Please see our disoussder “Risks Factors” below.

Management Fee
Investment Advisory Agreemt

Our investment activities are managedutnylnvestment Advisor, which is an investment advithat is registered under the Investment
Advisers Act of 1940, or the “Advisers Act.” We dasml on the diligence, skill and network of businemstacts of the senior management of
our Investment Adviser. We also depend, to a sicamit extent, on our Investment Adviser’'s acceghédnvestment professionals of Prospect
Management and the information and deal flow gerdrhy the Prospect Management Investment profegision the course of their
investment and portfolio management activities. $&eior management team evaluates, negotiateststsg, closes, monitors and services
investments. Our future success depends to a isigmifextent on the continued service of the semi@anagement team, particularly John F.
Barry Ill and M. Grier Eliasek. The departure of/af the senior managers of our Investment Adviserdd have a material adverse effect on
our ability to achieve our investment objectivesatidition, we can offer no assurance that Pros@aotigement will remain our Investment
Adviser or that we will continue to have accesggdanvestment professionals or its information aedl flow.
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Prospect Energy has entered into an imes®t advisory and management agreement with Peodenagement (the “Investment
Advisory Agreement”) under which the Investment Asdv, subject to the overall supervision of Prosjggrergy’s board of directors, manages
the day-to-day operations of, and provides investradvisory services to, Prospect Energy. Undetdlmas of the Investment Advisory
Agreement, our Investment Advisor: (i) determines ¢composition of our portfolio, the nature anditignof the changes to our portfolio and
the manner of implementing such changes, (ii) ifiest evaluates and negotiates the structureefrthestments we make (including
performing due diligence on our prospective poitfabmpanies); and (iii) closes and monitors inrestts we make.

Prospect Management’s services undeintrestment Advisory Agreement are not exclusivel @i free to furnish similar services to
other entities so long as its services to us aténmmaired. For providing these services the Inwestt Adviser receives a fee from Prospect
Energy, consisting of two components--a base managefee and an incentive fee. The base managdaeist calculated at an annual rate of
2.00% on Prospect Energy’s gross assets (incluatimgunts borrowed and drawn down). For servicesarendunder the Investment Advisory
Agreement during the period commencing from theiolg of Prospect Energy’s initial public offeringough and including the first six
months of operations, the base management fee ayable monthly in arrears. For services currerghdered under the Investment Advisory
Agreement, the base management fee is payablesgyart arrears. The base management fee is cééclbmsed on the average value of
Prospect Energy’s gross assets at the end of thentvgt recently completed calendar quarters (th&irgy of Prospect Energy’s initial public
offering was treated as a quarter end for thespgsas) and appropriately adjusted for any shavaig®s or repurchases during the current
calendar quarter. Base management fees for anglpaxnth or quarter are appropriately pro ratétie total base management fees earned by
and paid to Prospect Management during the twelweting ended June 30, 2005 were $1.8 million.

The incentive fee has two parts. The fiegt, the income incentive fee, is calculated paghble quarterly in arrears based on Prospect
Energy’s pre-incentive fee net investment inconretie immediately preceding calendar quarter. Rigrpurpose, pre-incentive fee net
investment income means interest income, dividandrme and any other income (including any othes fether than fees for providing
managerial assistance), such as commitment, otigimastructuring, diligence and consulting feed ather fees that Prospect Energy receives
from portfolio companies) accrued during the catergliarter, minus Prospect Energy’s operating esgeefor the quarter (including the base
management fee, expenses payable under the Adratiost Agreement described below, and any intexegénse and dividends paid on any
issued and outstanding preferred stock, but exotuthie incentive fee). Pre-incentive fee net inmestt income includes, in the case of
investments with a deferred interest feature (@gcbriginal issue discount, debt instruments wéthnpent in kind interest and zero coupon
securities), accrued income that we have not yived in cash. Pre-incentive fee net investmestrite does not include any realized capital
gains, realized capital losses or
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unrealized capital appreciation or depreciatioe-iRcentive fee net investment income, expressedrate of return on the value of Prospect
Energy’s net assets at the end of the immediatelgguling calendar quarter, is compared to a “huadkd of 1.75% per quarter (7%
annualized). However, our Investment Adviser hdanarily agreed that for each fiscal quarter aft@nuary 1, 2005, the quarterly hurdle rate
will be equal to the greater of (a) 1.75% and (peecentage equal to the sum of the daily averégeed'quoted treasury rate” for each month
in the immediately preceding two quarters plus %50Quoted treasury rate” means the yield to matydalculated on a semi-annual bond
equivalent basis) at the time of computation fareFYear U.S. Treasury notes with a constant mat{ast compiled and published in the most
recent Federal Reserve Statistical Release H).eTtasulations will be appropriately pro rated &y period of less than three months and
adjusted for any share issuances or repurchaseggydhe current quarter. The voluntary agreemerthbyinvestment Adviser that the hurdle
rate be fluctuating for each fiscal quarter afemubry 1, 2005 (as discussed above) may be temditgtthe Investment Adviser at any time
upon 90 days’ prior notice.

The net investment income used to caleutss part of the incentive fee is also incluidethe amount of the gross assets used to
calculate the 2% base management fee. Prospeaj\Epays the Investment Adviser an income incerfédeewith respect to Prospect Energy’s
pre-incentive fee net investment income in eachraddr quarter as follows:

. no incentive fee in any calendar quarter in whiobsPect Energy’s pre-incentive fee net investmeodine does not exceed the
hurdle rate
. 100% of Prospect Energy’s pre-incentive fee neéstiment income with respect to that portion of quehincentive fee net

investment income, if any, that exceeds the huatie but is less than 125% of the quarterly huralle in any calendar quarter
(8.75% annualized assuming a 7% annualized huat#g; ranc

. 20% of the amount of Prospect Energy’s pre-incenfidée net investment income, if any, that exce@&8/4dl.of the quarterly
hurdle rate in any calendar quarter (8.75% annedlassuming a 7% annualized hurdle r:

These calculations are appropriately pro ratecifiyrperiod of less than three months and adjustedrfy share issuances or repurchases ¢
the current quarter.

The second part of the incentive fee ciy@tal gains incentive fee, is determined andaplyyin arrears as of the end of each calendar
year (or upon termination of the Investment AdwsAgreement, as of the termination date), and eqg2@l0% of Prospect Ener's realized
capital gains for the calendar year, if any, coragutet of all realized capital losses and unredlcapital depreciation at the end of such year.
In determining the capital gains incentive fee fgao the Investment Adviser, Prospect Energyuwtates the aggregate realized capital gains,
aggregate realized capital losses and aggregagalized capital depreciation, as applicable, wetfpect to each of the investments in its
portfolio. For this purpose, aggregate realizedtabgains, if any, equals the sum of the differenbetween the net sales price of each
investment, when sold, and the original cost ohsngestment since inception. Aggregate realizgaitablosses equal the sum of the amounts
by which the net sales price of each investmengndold, is less than the original cost of suclestment since inception.
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Aggregate unrealized capital depreciation equastim of the difference, if negative, between thleation of each investment as of the
applicable date and the original cost of such itaest. At the end of the applicable period, the am@f capital gains that serves as the basis
for Prospect Energy’s calculation of the capitdhgancentive fee equals the aggregate realizelad@ains less aggregate realized capital
losses and less aggregate unrealized capital dafioecwith respect to its portfolio of investmenilfsthis number is positive at the end of such
period, then the capital gains incentive fee fahsperiod is equal to 20% of such amount, lesagggegate amount of any capital gains
incentive fees paid in respect of its portfolicalhprior periods.

For the twelve months ended June 30, 2b@be were no incentive fees to the Investmeniged.
Duration and Termination

The Investment Advisory Agreement wasraped by our board of directors on June 23, 2004e&s terminated earlier as described
below, it will continue in effect for a period ofid years from its effective date. It will remainéffect from year to year thereafter if approved
annually by our board of directors or by the affativie vote of the holders of a majority of our datsling voting securities, including, in either
case, approval by a majority of our directors whereot interested persons. The Investment Adviggneement will automatically terminate
the event of its assignment. The Investment Adyiggreement may be terminated by either party withpenalty upon not more than 60 days
written notice to the other. See “Risk factors—Ris&lating to our business and structure—We arermtignt upon Prospect Managemsey
management personnel for our future success.”

Indemnification

The Investment Advisory Agreement prositleat, absent willful misfeasance, bad faith @sgrnegligence in the performance of its
duties or by reason of the reckless disregardsafities and obligations, Prospect Managementtarmafficers, managers, agents, employees,
controlling persons, members and any other persentity affiliated with it are entitled to indenfiziation from Prospect Energy for any
damages, liabilities, costs and expenses (includiagonable attorneys’ fees and amounts reasopalalyin settlement) arising from the
rendering of Prospect Management'’s services utndelnvestment Advisory Agreement or otherwise asaestment adviser of Prospect
Energy.
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Payment of Our Expenses

All investment professionals of the Inwveent Adviser and their respective staffs, whentarithe extent engaged in providing investn
advisory and management services, and the compamsaid routine overhead expenses of such persahioeéble to such services, are
provided and paid for by Prospect Management. \We &k other costs and expenses of our operatiodgransactions, including those relat
to:

. organization and offering
. calculation of our net asset value (including thst@nd expenses of any independent valuation;f
. expenses incurred by Prospect Management payatie@dmarties, including agents, consultants dieotdvisors (such as

independent valuation firms, accountants and legahsel), in monitoring our financial and legal@f§ and in monitoring our
investments and performing due diligence on ouspective portfolio companie

. interest payable on debt, if any, and dividendsapse/on preferred stock, if any, incurred to finaocr investment

. offerings of our debt, our preferred shares, ommon stock and other securitit

. investment advisory fee

. fees payable to third parties, including agentasatiants or other advisors, relating to, or asgedi with, evaluating and making
investments

. transfer agent and custodial fe

. registration fees

. listing fees;

. taxes;

. independent directc’ fees and expense

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

. the costs of any reports, proxy statements or atbices to stockholders, including printing co
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. our allocable portion of the fidelity bond, direrd@nd officers/errors and omissions liability ireewce, and any other insurance

premiums;
. direct costs and expenses of administration, inoyduditor and legal costs; a
. all other expenses incurred by us, by our InvestrAewriser or by Prospect Administration in connectwith administering our

business, such as our allocable portion of overlieadr the Administration Agreement, including rand our allocable portion
of the costs of our chief compliance officer anie€financial officer and their respective staffsder the sub-administration
agreement

Administration Agreement

Prospect Energy has also entered intdmninistration Agreement with Prospect Administoati LLC (“Prospect Administration”)
under which Prospect Administration, among othargs, provides (or arranges for the provision afnaistrative services and facilities for
Prospect Energy. For providing these services,d@asEnergy reimburses Prospect AdministratiorPimspect Energy’s allocable portion of
overhead incurred by Prospect Administration irfgrening its obligations under the Administration kg@ment, including rent and our
allocable portion of the costs of our chief comptia officer and chief financial officer and thedspective staffs. Under this agreement,
Prospect Administration furnishes us with officeifiéies, equipment and clerical, bookkeeping aadord keeping services at such facilities.
Prospect Administration also performs, or overdkegperformance of, our required administrativevisess, which include, among other things,
being responsible for the financial records whiahave required to maintain and preparing reportaitcstockholders and reports filed with the
SEC. In addition, Prospect Administration assisténudetermining and publishing our net asset valuerseeing the preparation and filing of
our tax returns and the printing and disseminadioreports to our stockholders, and generally ceesghe payment of our expenses and the
performance of administrative and professionalises/rendered to us by others. Under the AdmiriisttaAgreement, Prospect Administrati
also provides on our behalf managerial assistamti@ose portfolio companies to which we are regliceprovide such assistance. The
Administration Agreement may be terminated by eitherty without penalty upon 60 days’ written netto the other party. Prospect
Administration is a wholly owned subsidiary of daovestment Adviser.

The Administration Agreement providesttlzosent willful misfeasance, bad faith or negligein the performance of its duties or by
reason of the reckless disregard of its dutiesadntigations, Prospect Administration and its offsenanagers, partners, agents, employees,
controlling persons, members and any other persentity affiliated with it are entitled to indenfigiation from Prospect Energy for any
damages, liabilities, costs and expenses (includiagonable attorneys’ fees and amounts reasopalalyn settlement) arising from the
rendering of Prospect Administration’s servicesamttie Administration Agreement or otherwise as iattrator for Prospect Energy.

Prospect Administration, pursuant todperoval of our Board of Directors, has engaged EQ® Services LLC (“EOS1p serve as tf
sub-administrator of Prospect Energy to perforntadeiservices required of Prospect Administratibims engagement began in May 2005 and
runs on a month to month basis at the rate of $8ainually, payable monthly. Under the sub-adriration agreement, EOS provides
Prospect with office facilities, equipment, cletid@ookkeeping and record keeping services at faailities. EOS also conducts relations with
custodians, depositories, transfer agents, dividiistolirsing agents, other stockholder servicingiesge@ccountants, attorneys, underwriters,
brokers and dealers, corporate fiduciaries, insytenks and such other persons in any such adipecity deemed to be necessary or desir
EOS provides reports to the Administrator and tired@ors of its performance of obligations and fshes advice and recommendations with
respect to such other aspects of the businessftaiid @f Prospect as it shall determine to be déde. EOS does not provide any advice or
recommendation relating to the securities and aksets that Prospect should purchase, retairl @r sgy other investment advisory services
to Prospect. EOS is responsible for the finarenia other records that either Prospect (or the Athtnator on behalf of Prospect) is require:
maintain and prepares reports to stockholdersygpalts and other materials filed with the Secesitind Exchange Commission and provides
on Prospect’s behalf significant managerial asststdo those portfolio companies to which Prosperquired to provide such assistance
under the Investment Company Act or other applieddl. In addition, EOS assists Prospect in detd@mgiand publishing Prospect’s net asset
value, overseeing the preparation and filing ofsPezt’s tax returns, and the printing and dissetiuinaf reports to stockholders of Prospect,
and generally overseeing the payment of Prospegpenses and the performance of administrativepasféssional services rendered to
Prospect by others.

Under the sub-administration agreeme®SEnd its officers, partners, agents, employewsgralling persons, members, and any other
person or entity affiliated with EQS, is not lialitethe Administrator or Prospect for any actioketaor omitted to be taken by EOS in
connection with the performance of any of its dutie obligations or otherwise as sub-administridothe Administrator on behalf of
Prospect. The agreement also provides that, absk#fot misfeasance, bad faith or negligence ie fferformance of EOS’s duties or by reason
of the reckless disregard of EOS’s duties and alibgs, EOS and its officers, partners, agents]@eps, controlling persons, members, and
any other person or entity affiliated with EOS tiditeed to indemnification from the Administratoné Prospect. All damages, liabilities, costs
and expenses (including reasonable attorneys’deésamounts reasonably paid in settlement) incurred by reason of any pending,
threatened or completed action, suit, investigadioather proceeding (including an action or syibbin the right of the Administrator or
Prospect or the security holders of Prospect)ragisut of or otherwise based upon the performahemy of EOS’s duties or obligations under
the agreement or otherwise as sub-administratahf®oAdministrator on behalf of Prospect.

15



For the twelve months ended June 30, 20@5Company paid Prospect Administration $265f@98ervices it provided to Prospect
Energy at cost. The Company also reimbursed Progykuinistration for certain expenses which itigliy funded on behalf of the Company.

Investment Adviser

Prospect Management is a Delaware linigdility corporation that is registered as andatment adviser under the Advisers Act. The
principal executive offices of Prospect Managenzeat10 East 40th Street, 44th Floor, New York, N0O19.

Investment Personn

Thanvestment personnel of our Investment Adviserentty consist of its executive officers, John Frigand M. Grier Eliasek, and ¢
additional investment professionals, two of whom esntractors who work solely for Prospect Managsimghe following information
pertains to the investment personnel of the Adwiges are not executive officers or employees otpeat Energy.

David L. Belzer.Mr. Belzer has over seven years of experience émnggnfinance. Mr. Belzer serves Prospect Managemaean
investment consultant based in Boston and is @semmber of the investment committee focusing rigirtation and other investment
activities. Mr. Belzer provides investment conswgtservices solely to Prospect Management. Fromugep 2004 through November 2004,
Mr. Belzer provided investment consulting serviteSheridan Road Capital. From January 2000 thréigituary 2004, Mr. Belzer served as
Vice President, first at Fieldstone Private Cap@abup and then at Blaylock & Partners. While aidstone and Blaylock, he managed a
variety of financing transactions in the oil andgatility, and power sectors, including public ggwfferings, private placements and high
yield offerings. Prior to Fieldstone, Mr. Belzer sva member of the Structured Finance Group at @eRéctric Capital Corporation, where
focused on investments in the oil and gas sectomF.996 to 1998, Mr. Belzer worked for Wheelabrdtechnologies Inc., a developer of
waste-to-energy plants. Mr. Belzer graduated froenniversity of Indiana with a B.A. in EconomiasdaEnvironmental Studies.
Subsequently, Mr. Belzer received his M.B.A. frdm Olin School of Business at Washington UniversWy. Belzer also holds a NASD Ser
7 license. Mr. Belzer has consulted for Prospeatdg@ment since November 2004. He is 36 years old.

Richard A. Brand. Mr. Brand began his career as an investment baik@aineWebber in 1980. At Prospect, Mr. Braraifes on
sourcing and screening potential Prospect Enenggsiments. As a banker and private equity professidir. Brand has structured debt
financings for a number of oil and gas companiesiFSeptember 2002 to June 2004, he was a Man&ygiagtor at CDC Securities. From
1998 to July 2002, Mr. Brand was a Managing DireatdRobertson Stephens, where he served on thédajrund, the partners’ investment
fund; chaired the private placement oversight cote®j and served on the broker dealer commitmentdttee. From 1996 to 1998, Mr.
Brand was a Director in Global Private Capital
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Markets at Deutsche Bank. From 1993 to 1996, heandise President at Donaldson, Lufkin & Jenreitbere he helped establish the Private
Funds Group. From 1986 to 1993, Mr. Brand was & VAresident at Merrill Lynch. From 1980 through 398r. Brand was an investment
banker at PaineWebber. Mr. Brand received his M.hA-inance from the University of Chicago and Big. in Economics and English from
the University of lowa (Phi Beta Kappa), where teswice President of the Council of Academic CakegMr. Brand has been with Prospect
Management since October 2004. He is 48 years old.

Bart J. de Bie. Mr. de Bie has over seven years experience asvaatment banker, primarily focused on energy stduclients. From
August 2003 through August 2004, Mr. de Bie wasrectbr at Cenatar Advisory Group, an advisory e that provided capital formation
and advisory services and focused on the energytiitg sector clients. Prior to Cenatar, Mr. deeBpent January through July 2003 as an
independent consultant. From September 1997 thrBwglember 2002, Mr. de Bie was an investment banwkérJ.P.Morgan & Co., where he
advised energy and non-energy clients on variogsisitions, divestitures and financing transactiovis de Bie graduated from the University
of Wisconsin with a B.A. in Economics. SubsequeMly de Bie received his J.D. from the George Wiagtdn University Law School. Mr. de
Bie has been admitted to the New York Bar and hNISD Series 24, 63 and 7 licenses. Mr. de Bielieees with Prospect Management since
September 2004. He is 32 years old.

James A. Floreavir. Flores has over 25 years of experience in gnangl finance. Mr. Flores serves Prospect Manageasean
investment consultant based in Indiana. Mr. Flpresides investment consulting services solelyFfarspect Management. From October Z
to March 2004, Mr. Flores was Vice President anaéefOfinancial Officer for Norwest Corporation, ating mining and energy consulting
firm in Salt Lake City, Utah where he was respolesibr administrating financial reporting and tregsfor the company’s worldwide
operations as well as leading the firm’s financiahsulting practices. Prior to Norwest Corporatidn, Flores was an independent financial
advisor in the ethanol fuel and geothermal powdustries. From 1994 to 2002, Mr. Flores was empmdyeMidAmerican Energy Holdings
Company, an affiliate of Berkshire Hathaway, wilhge interests in various independent power prejetiities, gas pipelines, and oil and gas.
Before MidAmerican, Mr. Flores spent 15 years inpooate banking first with Manufacturers Hanoven§irCompany as a credit analyst, and
subsequently with Mellon Bank in its internatioaald corporate banking departments. He holds afBof Princeton University and an
M.B.A. from the Wharton School, University of Pegivania. Mr. Flores is fluent in Spanish. Mr. Flereas been with Prospect Management
since April 2004. He is 52 years old.

John S. Hopley. Mr. Hopley has 18 years of experience in energyfamance. From January 2001 to August 2004, Miplely served ¢
managing principal at Greenwich Energy Capital Mpement, an energy advisory and asset managemmntifhiere he focused on originati
business development, asset dispositions, stragtard valuations. From June 2000 to January 2@€1-Hopley served as a senior vice
president at WL Ross & Co, LLC, where he workedruesting opportunities in Korea. From 1995 to 2000. Hopley served as vice
president at Enron Corporation, where he creatddexhthe Restructuring Group with a portfolio veduat $550 million after service in each of
the Corporate Development and
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Underwriting Groups. While at Enron, Mr. Hopley ficipated in more than 30 transactions totaling ertbian $5 billion. From 1992 to 1995,
Mr. Hopley served as senior associate at BankerstTBompany, where he worked in the Loan Syndinatitd Portfolio Management
departments. Mr. Hopley started his finance caaé®eutsche Bank in 1989. From 1981 to 1984, Mplelpserved as a research associate for
the United Nations Industrial Development Organaratn Vienna, Austria. Mr. Hopley holds a B.A. moColumbia University and a Masters

in International Affairs from Columbia Universitilr. Hopley has been with Prospect Management shuggist 2004. He is 44 years old.

Eric K. Klaussmann. Mr. Klaussmann has over eight years of experiegmesergy finance, both in North America and intgionally.
Prior to Prospect, Mr. Klaussmann was with Baydwscandesbank from March 2004 to August 2004. Hbmoember 2002 to February 2004,
Mr. Klaussman was a principal at MMC Energy, LLQYew York and London based energy merchant banlkaaset management company,
where he originated, evaluated and structured tmexsts in energy assets. From May 1999 to April200r. Klaussmann was a member of
the Energy and Power Technology investment bangiogp at CIBC World Markets where he managed awanf financing transactions in
the energy and power technology sectors includingfe placements, public equity offerings, highlgliofferings, and M&A transactions.
From 1998 to 1999, Mr. Klaussmann was a membdneoEnergy Group at TD Securities, where he speeidlin the origination, structuring
and analysis of energy related project financestrations. From 1996 to 1998, Mr. Klaussmann wagmber of the Project Development te
at Energy Transportation Group, where he was resplenanalyzing and developing new project finanpportunities in Romania, China and
Pakistan. Mr. Klaussmann holds a Masters in Ecoosfinom Boston University and Bachelor of Arts clamde from Boston University. Mr.
Klaussmann has been with Prospect Management Segember 2004. He is 32 years old.

License Agreement

We entered into a license agreement Riitispect Management, pursuant to which Prospecatfanent agrees to grant us a
nonexclusive, royalty free license to use the néPmespect Energy.Under this agreement, we have a right to use thspect Energy name |
so long as Prospect Management or one of itsa#8i remains our Investment Adviser. Other thah veispect to this limited license, we have
no legal right to the Prospect Energy name. Toanlse agreement will remain in effect for so loaghe Investment Advisory Agreement with
our Investment Adviser is in effect.
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Determination of Net Asset Value

The net asset value per share of outanding shares of common stock is determined qiatig dividing the value of total assets mi
liabilities by the total number of shares outstagdi

In calculating the value of our totaletss we value investments for which market quotetiare readily available at such market
guotations. Debt and equity securities whose markee is not readily available are valued at f@ilue as determined in good faith by our
board of directors. With respect to private eqgsiygurities, each investment is valued using a nuwibealuation metrics, including
comparisons of financial ratios of the portfolicngoanies that issued such private equity secutiigeer companies that are public and the
discounted cash flow method. The value is thenodist=d to reflect the illiquid nature of the inwagnt, as well as our minority, non-control
position. When an external event such as a purdnasgaction, public offering or subsequent egsithe occurs, we will use the pricing
indicated by the external event in reviewing antédaining our private equity valuation. Becauseehie not a readily available market value
for most of the investments in our portfolio, wdueasubstantially all of our portfolio investmeiatsfair value as determined in good faith by
our board under a valuation policy and a consistepplied valuation process. Due to the inheremteutainty of determining the fair value of
investments that do not have a readily availablekatavalue, the fair value of our investments méfedsignificantly from the values that
would have been used had a ready market existesifidr investments, and the differences could benmaat

With respect to investments for which kedrquotations are not readily available, our baxrdirectors undertakes a multi-step valuation
process each quarter, as described below:

. Our quarterly valuation process begins with eaattf@lado company or investment being initially vatliby the investmer
professionals of our Investment Adviser respondiieéhe portfolio investmen

. Preliminary valuation conclusions are then docueeésind discussed with our senior managen

. An independent valuation firm engaged by our badrdirectors reviews these preliminary valuatic

. The audit committee of our board of directors ressg¢he preliminary valuation, and our Investmentiddr and, as

circumstances require, our independent valuatiom fespond and supplement the preliminary valuatioreflect any comments
provided by the audit committee; a

. The board of directors discusses valuations argfaéres the fair value of each investment in outfplio in good faith based
on the input of our Investment Adviser, independaitiation firm and audit committe

The types of factors that we may take aatcount in fair value pricing our investmentduide, as relevant, the nature and realizable
of any collateral, the portfolio company’s abiltty make payments and its earnings and discountddftav, the markets in which the portfolio
company does business, comparison to publicly traeeurities and other relevant factors.

Determination of fair values involves gdbive judgments and estimates which are susdegtichange. Accordingly, the notes to our
financial statements will refer to the uncertaintyh respect to the possible effect of such vabregj and any change in such valuations, on our
financial statements.
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Dividend Reinvestment Plan

We have adopted a dividend reinvestmkzmt that provides for reinvestment of our distribos on behalf of our stockholders, unless a
stockholder elects to receive cash as providedabeds a result, if our board of directors authosizand we declare, a cash dividend, then our
stockholders who have not “opted out” of our divideeinvestment plan will have their cash divideadtomatically reinvested in additional
shares of our common stock, rather than receiViegash dividends.

No action is required on the part of gistered stockholder to have their cash dividemvested in shares of our common stock. A
registered stockholder may elect to receive amesdtivzidend in cash by notifying the plan admirasdr and our transfer agent and registrar, in
writing so that such notice is received by the @dministrator no later than the record date feid#inds to stockholders. The plan
administrator will set up an account for sharesuaedl through the plan for each stockholder whort@lected to receive dividends in cash
and hold such shares in non-certificated form. Ugmuest by a stockholder participating in the pthe plan administrator will, instead of
crediting shares to the participant’s account,@ssweertificate registered in the participant’s edor the number of whole shares of our
common stock and a check for any fractional shauweh request by a stockholder must be receivee thags prior to the dividend payable d
in order for that dividend to be paid in cash.u€ls request is received less than three days forithie dividend payable date, then the dividends
will be reinvested and shares will be repurchasedhfe stockholder’'s account; however, future dévids will be paid out in cash on all
balances. Those stockholders whose shares arbyaltbroker or other financial intermediary mayeige dividends in cash by notifying their
broker or other financial intermediary of theiralen.

We may use newly issued shares to imphetie plan, whether our shares are trading aemjom or at a discount to net asset value.
However, we reserve the right to purchase shartfieeiopen market in connection with our implemeatabf the plan. The number of shares
issued to a stockholder is generally determinedibiging the total dollar amount of the dividendypale to such stockholder by the market
price per share of our common stock at the closegilar trading on The Nasdaq National Markettenvaluation date for such dividend. If
we use newly-issued shares to implement the phenvaluation date will not be earlier than the st stockholders have the right to elect to
receive cash in lieu of shares. Market price paresion that date will be the closing price for sabhres on The Nasdaq National Market or, if
no sale is reported for such day, at the averagieedf reported bid and asked prices. The numbshafes of our common stock to be
outstanding after giving effect to payment of thddknd cannot be established until the value pares at which additional shares will be iss
has been determined and elections of our stocki®lt®/e been tabulated.

There are no brokerage charges or othenges to stockholders who participate in the pldre plan administrator’s fees under the plan
will be paid by us. If a participant elects by we&it notice to the plan administrator to have ttaa gldministrator sell part or all of the shares
held by the plan administrator in the participargtcount and remit the proceeds to the participlaatplan administrator is authorized to de:
a $15 transaction fee plus a $0.10 per share tagkerommissions from the proceeds.
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Stockholders who receive dividends inftiven of stock are subject to the same federale stad local tax consequences as are
stockholders who elect to receive their dividendsash. A stockholder’s basis for determining gaitoss upon the sale of stock received in a
dividend from us will be equal to the total doléamount of the dividend payable to the stockhol@es stock received in a dividend will have
new holding period for tax purposes commencinghenday following the day on which the shares agelited to the U.S. stockholder’s
account.

Participants may terminate their accounider the plan by notifying the plan administratiarits website at www.amstock.com or by
filling out the transaction request form locatedhat bottom of their statement and sending it eoplan administrator at American Stock
Transfer & Trust Company, P.O. Box 922, Wall Sti@dtion, New York, NY 10269-0560 or by calling fhlan administrator’s Interactive
Voice Response System at 1-888-888-0313.

The plan may be terminated by us upoitaah writing mailed to each participant at led8tdays prior to any payable date for the
payment of any dividend by us. All correspondermecerning the plan should be directed to the pthmiaistrator by mail at American Stock
Transfer & Trust Company, 59 Maiden Lane, New Yk, 10007 or by telephone at (718) 921-8200.

Stockholders who purchased their shdmesgigh or hold their shares in the name of a brokdinancial institution should consult with a
representative of their broker or financial ingtidn with respect to their participation in our ignd reinvestment plan. Such holders of our
stock may not be identified as our registered stolders with the plan administrator and may nobmtically have their cash dividend
reinvested in shares of our common stock.

Regulation as a Business Development Company
General

We are a closed-end, non-diversified #trent company that has filed an election to teteédas a business development company
under the 1940 Act and are treated as a RIC fqvqaas of Subchapter M of the Code. The 1940 Adiadas prohibitions and restrictions
relating to transactions between business develnpatenpanies and their affiliates (including anyastment advisers or sub-advisers),
principal underwriters and affiliates of those lidties or underwriters and requires that a majaitthe directors be persons other than
“interested persons,” as that term is defined 1840 Act. In addition, the 1940 Act provides twatmay not change the nature of our
business so as to cease to be, or to withdrawlecti@n as, a business development company unfgsewed by a majority of our outstanding
voting securities. We generally focus on energy ganmmes and will invest, under normal circumstanaetgast 80% of our net assets (incluc
the amount of any borrowings for investment purgdgethese companies. This 80% investment poticyot fundamental and, as a result, we
may change this policy without first obtaining y@approval. However, we may not change or modifg fulicy unless we provide you with at
least 60 days’ prior notice.
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We may invest up to 100% of our asseteiurities acquired directly from issuers in piglyanegotiated transactions. With respect to
such securities, we may, for the purpose of pukkale, be deemed an “underwriter” as that terdefmed in the Securities Act. Our intention
is to not write (sell) or buy put or call optiorsrhanage risks associated with the publicly trasksmlirities of our portfolio companies, except
that we may enter into hedging transactions to mariae risks associated with interest rate and atizeket fluctuations. However, we may
purchase or otherwise receive warrants to purctiseommon stock of our portfolio companies in axtion with acquisition financing or
other investment. Similarly, in connection withaquisition, we may acquire rights to require ésswf acquired securities or their affiliate
repurchase them under certain circumstances. ¥dedal not intend to acquire securities issued lpyimrestment company that exceeds the
limits of the 1940 Act. Under these limits, we geadly cannot acquire more than 3% of the votimglstof any business development comp
invest more than 5% of the value of our total assethe securities of any one investment comparigwe@st more than 10% of the value of our
total assets in the securities of more than onestmrent company. With regard to that portion afpartfolio invested in securities issued by
investment companies, it should be noted that suastments might subject our stockholders to &mithl expenses.

Qualifying Assets

Under the 1940 Act, a business developm@mpany may not acquire any asset other thansagkthe type listed in Section 55(a) of the
1940 Act, which are referred to as qualifying assehless, at the time the acquisition is madelifgjirey assets represent at least 70% of the
company'’s total assets.

In addition, a business development compaust have been organized and have its prinpipak of business in the United States and
must be operated for the purpose of making investsna the types of securities described in Sediaf@) of the 1940 Act.

Managerial Assistance To Portfolio Compan

In order to count portfolio securitiescaglifying assets for the purpose of the 70% tbstpusiness development company must either
control the issuer of the securities or must dffemake available to the issuer of the securitiéisef than small and solvent companies
described above) significant managerial assistasagpt that, where the business development coypachases such securities in
conjunction with one or more other persons actiggther, one of the other persons in the groupmele available such managerial
assistance. Making available significant managesalstance means, among other things, any arramgevhereby the business development
company, through its directors, officers or emphksyeoffers to provide, and, if accepted, does ewige, significant guidance and counsel
concerning the management, operations or busir®sstives and policies of a portfolio company.
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Temporary Investments

Pending investment in other types of ‘lfyiag assets,” as described above, our investmaray consist of cash, cash equivalents, U.S.
government securities or high quality debt se@sithaturing in one year or less from the time wégtment, which we refer to, collectively, as
temporary investments, so that 70% of our assetg@alifying assets. Typically, we will invest imited States treasury bills, federal agency
securities or repurchase agreements, providedtizit agreements are fully collateralized by casteourities issued by the U.S. governme
its agencies. A repurchase agreement involvesuhghpse by an investor, such as us, of a speaéedrity and the simultaneous agreement by
the seller to repurchase it at an agreed upondudate and at a price which is greater than thehaige price by an amount that reflects an
agreed-upon interest rate. There is no perce mesgection on the proportion of our assets thay iainvested in such repurchase agreements
However, if more than 25% of our total assets daristrepurchase agreements from a single countgypee would not meet the
Diversification Tests under the Code in order talify as a RIC for federal income tax purposes.stwe do not intend to enter into repurct
agreements with a single counterparty in exceslsi®limit. Our Investment Adviser will monitor thereditworthiness of the counterparties
with which we enter into repurchase agreement &etiens.

Senior Securities

We are permitted, under specified condgi to issue multiple classes of indebtednes®aadlass of stock senior to our common stock
if our asset coverage, as defined in the 1940i8¢t least equal to 200% immediately after eadh sssuance. In addition, while any senior
securities remain outstanding, we must make prawssto prohibit any distribution to our stockhoksler the repurchase of such securities or
shares unless we meet the applicable asset covert@meat the time of the distribution or repurabaWe may also borrow amounts up to 5%
of the value of our total assets for temporaryroemency purposes without regard to asset coveFage discussion of the risks associated
with leverage, see “Risk factors—Risks relatingtw business and structure—Regulations governingperation as a business development
company affect our ability to, and the way in whigé raise additional capital.”

Code of Ethics

We and Prospect Management have eachetlagode of ethics pursuant to Rule 17j-1 unitel940 Act and Rule 204A-1 under the
Advisers Act that establishes procedures for peisornestments and restricts certain personal gesutransactions. Personnel subject to each
code may invest in securities for their personaégtiment accounts, including securities that magurehased or held by us, so long as such
investments are made in accordance with the codglsrements. For information on how to obtain pycof each code of ethics, see
“Available Information.”
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Investment Concentratic

Our investment objective is to maximize portfolio’s total return, principally by investy in the debt and/or equity securities of energy-
related companies. In this respect, we concenimdtee energy-related sector and invest, under abcincumstances, at least 80% of the value
of our net assets (including the amount of anydwimgs for investment purposes) in energy-relatadmanies. This 80% policy is not a
fundamental policy and therefore may be changedowitthe approval of our stockholders. Howevermay not change or modify this policy
unless we provide our stockholders with at leasti®gs prior notice, pursuant to Rule 35d-1 of théQLAct.

Compliance Policies and Procedures

We and our Investment Adviser have adbpted implemented written policies and procedugasanably designed to prevent violation
of the federal securities laws, and are requiregv@w these compliance policies and proceduresalty for their adequacy and the
effectiveness of their implementation, and to deaig a Chief Compliance Officer to be responsibteafiministering the policies and
procedures. William E. Vastardis serves as Chighgl@ance Officer for both Prospect Energy and owektment Adviser, Prospect
Management.

RISK FACTORS

You should carefully consider the riskescribed below, together with all of the other mfation included in this annual report on Form
10-K, with respect to any investment in our comrstotk. The risks set out below are not the onksrise face. If any of the following risks
occur, our business, financial condition and resoftoperations could be materially adversely affécin such case, our net asset value and the
trading price of our common stock could declingl gau may lose all or part of your investment.

We may not realize gains or income from our invests

We seek to generate both current incomdecapital appreciation. However, the securitiesrwest in may not appreciate and, in fact,
may decline in value, and the issuers of debt #&esive invest in may default on interest andfangipal payments. Accordingly, we may not
be able to realize gains from our investments,amdgains that we do realize may not be sufficiertffset any losses we experience.

Our portfolio may continue to be concentrated ilingited number of portfolio companies in the energustry, which will subject us to a risk
of significant loss if any of these companies dé&fann its obligations under any of the securitiest we hold or if the energy industry
experiences a downturn.

We have invested, and will continue teeist, the net proceeds of the original offeringvall as any future secondary offerings in a
limited number of companies. A consequence ofltk of diversification is that the aggregate retuwe realize may be significantly
adversely affected if a small number of such inwestts perform poorly or if we need to write dowa thalue of any one investment. Beyond
our income tax diversification requirements, wendd have fixed guidelines for diversification, amar investments could be concentrated in
relatively
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few portfolio companies. We estimate that, oncehavee invested substantially all of the net proce#dke original offering, we will have
invested in approximately 8 to 12 portfolio compmidepending on the availability of appropriateestment opportunities consistent with our
investment objective and market conditions. In &ddj we concentrate on making investments in tiergy industry and intend to invest,
under normal circumstances, at least 80% of theevaf our net assets (including the amount of aydwings for investment purposes) in
energy companies. As a result, a downturn in tleegynindustry could materially adversely affect us.

The energy industry is subject to many risks.

We concentrate our investments in thegnmdustry. Our definition of energy, as usedhia context of the energy industry, is broad,
and different sectors in the energy industry maguigect to variable risks and economic pressutresll be difficult to anticipate the impact
changing economic and political conditions on oontfelio companies and, consequently, our finan@allts. The revenues, income (or los
and valuations of energy companies can fluctuateenly and dramatically due to any one or moréneffollowing factors:

. Commodity Pricing Risl. While we do not invest in companies that acceptgletely unhedged commaodity risk beyond le
that we regard as prudent, energy companies inrgesue directly affected by energy commodity psiceuch as the market
prices of crude oil, natural gas and wholesaleteté#ty, especially for those who own the undertyienergy commodity. In
addition, the volatility of commodity prices carfeadt other energy companies due to the impactioépron the volume of
commodities transported, processed, stored oiilulistéd and on the cost of fuel for power generatiompanies. The volatility «
commodity prices can also affect energy comparibaity to access the capital markets in light afriret perception that their
performance may be directly tied to commodity psiddistorically, energy commodity prices have begclical and exhibited
significant volatility. Although we require adhento strict risk controls, including appropriatgmodity and other hedges, by
each of our portfolio companies, some of our péicfoompanies may not engage in hedging transastiominimize their
exposure to commodity price risk. For those comgmittiat engage in such hedging transactions, #regin subject to market
risks, including market liquidity and counterpactgditworthiness

. Regulatory Risl. The profitability of energy companies could beadely affected by changes in the regulatory emvirent.
The businesses of energy companies are heavilyatediby federal, state and local governmentsuerde manners, such as the
way in which energy assets are constructed, mareéind operated and the prices energy companieshmasge for their
products and services. Such regulation can chavngetione in scope and intensity. For example, gi@dar by-product of an
energy process may be declared hazardous by ateguagency, which can unexpectedly increase mtomucosts. Many state
and federal environmental laws provide for civihpiies as well as regulatory remediation, thusragltb the potential liability
an energy
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company may face. The deregulation of energy matked the unresolved regulatory issues relatedrn® power markets crei
uncertainty in the regulatory environment as raled regulations may be adopted on a transitiorgisb#/e cannot assure you
that the deregulation of energy markets will coméirand if it continues, whether its impact on epegmpanies’ profitability
will be positive.

Production Rist. The profitability of energy companies may be matly impacted by the volume of crude oil, natugaks ot
other energy commodities available for transpotrtprgcessing, storing, distributing or power getiera A significant decrease
in the production of natural gas, crude oil, caaptiner energy commodities, due to the declinerofipction from existing
facilities, import supply disruption, depressed condlity prices, political events, OPEC actions dreotvise, could reduce
revenue and operating income or increase operatisty of energy companies and, therefore, thelityatn pay debt or
dividends. In recent months, changes in OPEC ptamtuquotas, the situation in Iraq and the damagesed by Hurricane
Katrina have resulted in record high oil pricesha United States. Continued volatility and undetiacaused by such factors
may have materially adverse effects on our oparatamd result:

Demand Rist. A sustained decline in demand for crude oil, reltgas, refined petroleum products and electricityld
materially affect revenues and cash flows of enemypanies. Factors that could lead to a decreasaiket demand include a
recession or other adverse economic conditiong)aaase in the market price of the underlying cardity, higher taxes or
other regulatory actions that increase costs,ahifain consumer demand for such produ

Depletion and Exploration RiskA portion of any one energy company’s assets beagledicated to natural gas, crude oil and/or
coal reserves and other commodities that natudalptete over time. Depletion could have a matadaierse impact on such
company'’s ability to maintain its revenue. Furthestimates of energy reserves may not be accundtesaen if accurate,
reserves may not be fully utilized at reasonabkiscd=xploration of energy resources, especiallyilaind gas, is inherently ris
and requires large amounts of capi

Weather Risl. Unseasonable extreme weather patterns could iesignificant volatility in demand for energy@apower. This
volatility may create fluctuations in earnings okegy-related companies. For instance, althoughi¢fure Katrina did not
directly affect the production of our oil and gastfolio companies as none of our portfolio comgartiave offshore production
in the waters around Louisiana, rising commodifggs, in part, based on Hurricane Katrina and airt, ppased on other
macroeconomic supply and demand factors, have tlgdended to benefit upstream-related portfolionpanies. However, there
is no guarantee that other weather and weathdedetavents, including Hurricane Rita, may not digantly impact the assets or
operations of our portfolio companie
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Operational Risk Energy companies are subject to various operaltiisks, such as failed drilling or well developme
unscheduled outages, underestimated cost projectimanticipated operation and maintenance expefadlese to obtain the
necessary permits to operate and failure of thadypcontractors (for example, energy producerssiippers) to perform their
contractual obligations. In addition, energy conipamemploy a variety of means of increasing casi,fincluding increasing
utilization of existing facilities, expanding opéoms through new construction, expanding operatibmough acquisitions, or
securing additional long-term contracts. Thus, semergy companies may be subject to constructghg aicquisition risk or
other risk factors arising from their specific mess strategie

Competition Risk. The progress in deregulating energy markets fesged more competition in the energy industrys’
competition is reflected in risks associated witlrketing and selling energy in the evolving enargrket and a competitor’'s
development of a lower-cost energy or power sowrcef a lower cost means of operations, and aibks arising from
competition.

Terrorism Risk Since the September 11th attacks, the U.S. gmamhhas issued public warnings indicating thatgnassets,
specifically those related to pipeline infrastruetyproduction facilities and transmission andribistion facilities, might be
specific targets of terrorist activity. The contilthreat of terrorism and related military actiwitill likely increase volatility for
prices of natural gas and oil and could affectrttagket for products and services of energy comgatieaddition, any future
terrorist attack or armed conflict in the Uniteci8s or elsewhere may undermine economic conditiotie United States in
general,

Financing Risk. Some of our portfolio companies may rely on tapital markets to raise money to pay their existihtigations
Their ability to access the capital markets oreative terms or at all may be affected by any efribks associated with energy
companies described above, by general economieankkt conditions or by other factors. This mayuim affect their ability tc
satisfy their obligations with u

In general, we attempt to mitigate mahthese risks with a variety of methods and todlese methods and tools may include cove!
from our portfolio companies that require them ¢algpe a certain percentage of their production, rgdigen the range of 60-80%, in an attempt
to reduce commodity risk. In addition, our debeatation and portfolio diversification with respéatgeography, wells, and fields, industry
sectors and other variables, help to reduce pa@tialatility and manage risk. Our portfolio spavisproduction, gas production, coal
production, pipelines, processing, and oilfieldveggs, and we expect over time to continue to difthe portfolio into areas such as power
generation, renewables, storage, refining, wasiegssing, utility services and other sectors. ilnigossible, however, to eliminate all risks and
we cannot guarantee that our efforts will ultimated successful in reducing risks to our portfolio.
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Many of our portfolio investments will be recordsdair value as determined in good faith by ouattbof directors and, as a result, there v
be uncertainty as to the value of our portfoliogatments.

A large percentage of our portfolio inweents consists of securities of privately heldhamly traded public companies. The fair value of
these securities may not be readily determinable véfue these securities quarterly at fair valudeasrmined in good faith by our board of
directors based on input from our Investment Adviaghird party independent valuation firm and audit committee. We may also be
required to value any publicly traded securitiekaatvalue as determined in good faith by our loafrdirectors to the extent necessary to
reflect significant events affecting the value ludge securities. Our board of directors will uélihe services of an independent valuation firm
to aid it in determining the fair value of any sgties. The types of factors that may be considénddir value pricing of our investments
include the nature and realizable value of anyatethl, the portfolio company‘ability to make payments and its earnings, theketa in whicl
the portfolio company does business, comparisqubdicly traded companies, discounted cash flow@heér relevant factors. Because such
valuations, and particularly valuations of privagzurities and private companies, are inherenttgrain, valuations may fluctuate over short
periods of time and may be based on estimateshendeterminations of fair value by our board eédiors may differ materially from the
values that would have been used if a ready méokéhese securities existed. Our net asset valuelde adversely affected if the
determinations regarding the fair value of our stwgents were materially higher than the valueswleatitimately realize upon the disposal of
such securities.

Our investments in prospective portfolio compamey be risky and you could lose all or part of yowestment.

We invest in companies in the energy sty most of which have relatively short or no tmg histories. These companies are anc
be subject to all of the business risk and unagtite associated with any new business enterpnisleiding the risk that these companies may
not reach their investment objective and the valugur investment in them may decline substantiafl§all to zero.

In addition, investment in the middle ketrenergy companies that we are targeting invavesmber of other significant risks,
including:

. these companies may have limited financial resauacgl may be unable to meet their obligations utidgr securities that we
hold, which may be accompanied by a deterioratiathé value of their equity securities or of anjlateral with respect to debt
securities and a reduction in the likelihood ofelizing on any guarantees we may have obtainedrinection with our
investment

. they may have shorter operating histories, narrgaeduct lines and smaller market shares than ldngginesses, which tend to
render them more vulnerable to compet’ actions and market conditions, as well as genexa@mnic downturns

28



. because many of these companies are privatelydoaighanies, public information is generally not éalge about these
companies. As a result, we will depend on the tghilf our Investment Adviser to obtain adequateiinfation to evaluate these
companies in making investment decisions. If oweliment Adviser is unable to uncover all matenfdrmation about these
companies, it may not make a fully informed investindecision, and we may lose money on our invesisy

. they are more likely to depend on the manageméaritaand efforts of a small group of persons;dfee, the death, disabilit
resignation or termination of one or more of thpeesons could have a material adverse impact opatfolio company and, in
turn, on us

. they may have less predictable operating resulty, fnom time to time be parties to litigation, mag engaged in changi

businesses with products subject to a risk of @sssince and may require substantial additionatalapisupport their
operations, finance expansion or maintain theirpetitive position. In addition, our executive offis, directors and our
Investment Adviser could, in the ordinary coursdaginess, be named as defendants in litigatiengrirom proposed
investments or from our investments in the portf@bmpanies

Economic recessions or downturns could impair cantfiplio companies and harm our operating resu

Our portfolio companies will generally aected by the conditions and overall strengtthefnational, regional and local economies,
including interest rate fluctuations, changes md¢hpital markets and changes in the prices of gitenary commodities and products.

These factors also impact the amounésitential, industrial and commercial growth in #mergy industry. Additionally, these factors
could adversely impact the customer base and cestoatiections of our portfolio companies.

As a result, many of our portfolio comanmay be susceptible to economic slowdowns @ssons and may be unable to repay our
loans or meet other obligations during these psridtierefore, our non-performing assets are likeipcrease, and the value of our portfolio is
likely to decrease, during these periods. Advecememic conditions also may decrease the valueltdteral securing some of our loans and
the value of our equity investments. Economic slowds or recessions could lead to financial losserir portfolio and a decrease in reven
net income and assets. Unfavorable economic conditilso could increase our funding costs, limitacess to the capital markets or resu
a decision by lenders not to extend credit to ties€ events could prevent us from increasing imeasts and harm our operating results.

A portfolio company’s failure to satidipancial or operating covenants imposed by ustieelenders could lead to defaults and,
potentially, termination of its loans and forecloson its secured assets, which could trigger ede$sults under other agreements and
jeopardize our portfolio compa’s ability to meet its obligations under the debequity securities that we hold. We may incur eges to the
extent necessary to seek recovery upon default megotiate new terms, which may include the wadferertain financial covenants, with a
defaulting portfolio company. In addition, if onéaur portfolio companies were to go bankrupt, etresugh we
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may have structured our interest as senior deptederred equity, depending on the facts and cistantes, including the extent to which we
actually provided managerial assistance to thafgm company, a bankruptcy court might rechardz&eour debt or equity holding and
subordinate all or a portion of our claim to tho$ether creditors.

Our portfolio companies may incur debt or issueiggsecurities that rank equally with, or senior twr investments in such companies.

We invest primarily in mezzanine debt ainddend-paying equity securities issued by outfptio companies. Our portfolio companies
usually have, or may be permitted to incur, otheltdor issue other equity securities, that ranka#tg with, or senior to, the securities in which
we invest. By their terms, such instruments mayipi®that the holders are entitled to receive payroédividends, interest or principal on or
before the dates on which we are entitled to recpayments in respect of the securities in whichinvest. Also, in the event of insolvency,
liquidation, dissolution, reorganization or bankieypof a portfolio company, holders of securitiagking senior to our investment in that
portfolio company would typically be entitled tccesve payment in full before we receive any disttibn in respect of our investment. After
repaying the senior security holders, the portfobmpany may not have any remaining assets toausegaying its obligation to us. In the ¢
of securities ranking equally with securities inigfhwe invest, we would have to share on an eqasistany distributions with other security
holders in the event of an insolvency, liquidatidissolution, reorganization or bankruptcy of televant portfolio company. In addition, we
may not be in a position to control any portfolmntpany in which we invest. As a result, we are sctitfo the risk that a portfolio company in
which we invest may make business decisions wititlwve disagree and the management of such compamgpresentatives of the holders
of their common equity, may take risks or othervdsein ways that do not serve our interests at atefreferred equity investors.

Regulations governing our operation as a businese&bpment company affect our ability to raise, greway in which we raise, additior
capital.

We may issue debt securities or prefestedk and/or borrow money from banks or otherrfoal institutions, which we refer to
collectively as “senior securities,” up to the nraxim amount permitted by the 1940 Act. Under theigions of the 1940 Act, we are
permitted, as a business development companystie senior securities only in amounts such thatieset coverage, as defined in the 1940
Act, equals at least 200% after each issuancendbrssecurities. If the value of our assets deslimee may be unable to satisfy this test. If that
happens, we may be required to sell a portion ofrouestments or sell additional shares of comntonksand, depending on the nature of our
leverage, to repay a portion of our indebtednesstiime when such sales may be disadvantageoasddition, any future issuance of additional
shares of our common stock could dilute the peeggnbwnership of our current stockholders in us.

As a business development company regilatder provisions of the 1940 Act, we are noegally able to issue and sell our common
stock at a price below net asset value per shaeem@y, however, sell our common stock, or warragtpns or rights to acquire our common
stock, at a price below the current net asset valweir common stock (1) if our board of directdetermines that such sale is in the best
interests of us and our stockholders, and (2) tmakbolders approve such sale. In any such casgribe at which our securities are to be
issued and sold may not be less than a price wiidhe determination of our board of directorgselly approximates the market value of such
securities (less any sales load).

In addition, we may in the future seelséauritize our loans to generate cash for fundig investments. To securitize loans, we may
create a wholly owned subsidiary and contributea pf loans to such subsidiary. This could incltide sale of interests in the subsidiary on a
non-recourse basis to purchasers who we would expée willing to accept a lower interest ratérteest in investment grade loan pools. We
would retain a portion of the equity in the sedreitl pool of loans. An inability to successfullycadtize our loan portfolio could limit our
ability to grow our business, fully execute our ibess strategy, and decrease our earnings, ifNdoseover, the successful securitization of our
loan portfolio might expose us to losses becausedsidual loans in which we do not sell inter@gtstend to be those that are riskier and
likely to generate losses.

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

Although a substantial amount of our datsestments are protected by holding securityr@sts in the assets of the portfolio companies,
we may not be able to fully realize the value @& tollateral securing our investments due to onaare of the following factors:

. since our debt investments are primarily made énfthm of mezzanine loans, our liens on the caitdtéf any, are subordinate
to those of the senior secured debt of the podifaimpanies, if any. As a result, we may not be &kontrol remedies with
respect to the collatere

. the collateral may not be valuable enough to sasifof the obligations under our secured loamtipalarly after giving effect tc
the repayment of secured debt of the portfolio camypthat ranks senior to our lo:

. bankruptcy laws may limit our ability to realizelwa from the collateral and may delay the real@aprocess

. our rights in the collateral may be adversely affddy the failure to perfect security interestshie collateral
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. how effectively the collateral would be liquidataxd the value received could be impaired or impdxjetthe need to obtain
regulatory and contractual consents;

. by its nature, some or all of the collateral maylliguid and may have no readily ascertainablekeawvalue. The liquidity and
value of the collateral could be impaired as altefichanging economic conditions, competitiond ather factors, including tt
availability of suitable buyer:

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

We depend on the diligence, skill andvwoek of business contacts of the senior managewofdPtospect Management. We also depend,
to a significant extent, on our Investment Advisextcess to the investment professionals and theriation and deal flow generated by these
investment professionals in the course of theiegtment and portfolio management activities. Fdescription of the senior management te
see “Investment Adviser.” The senior managememhtegaluates, negotiates, structures, closes, meratad services our investments. Our
future success depends to a significant extenthemrontinued service of our Investment Advisor eenmianagement team, particularly John F.
Barry Il and M. Grier Eliasek. The departure ofari the senior managers of Prospect Managemed ¢@ve a material adverse effect on
ability to achieve our investment objective. In gidth, we can offer no assurance that Prospect gamant will remain our investment adviser
or that we will continue to have access to its gtreent professionals or its information and deabfl

Potential conflicts of interest could impact ouvé@stment return:

Our executive officers and directors, #melexecutive officers of our investment advisgnspect Capital Management, may serve as
officers, directors or principals of entities tlogterate in the same or related lines of businesgeato or of investment funds managed by our
affiliates. Accordingly, they may have obligatidimsinvestors in those entities, the fulfillmentwaiich might not be in the best interests of u
our stockholders. It is possible that new investhogaportunities that meet our investment objecthay come to the attention of one these
entities in connection with another investment adsy client or program, and, if so, such opportumight not be offered, or otherwise made
available, to us. However, as an investment advid@spect Capital Management has a fiduciary abbg to act in the best interests of its
clients, including us. To that end, if Prospect idManagement or its affiliates manage any adddl investment vehicles or client accounts
in the future, Prospect Capital Management willenar to allocate investment opportunities in adaid equitable manner over time so as not
to discriminate unfairly against any client. If Bpect Capital Management chooses to establish eniotrestment fund in the future, when the
investment professionals of Prospect Capital Mamege identify an investment, they will have to ckeavhich investment fund should make
the investment.

In the course of our investing activitisader the investment advisory agreement we &l pase management and incentive fees to
Prospect Capital Management, and will reimburseot Capital Management for certain expensesutrin As a result, investors in our
common stock will invest on a “gross” basis anceree distributions on a “net” basis after expensesillting in a lower rate of return than one
might achieve through direct investments. As alteduhis investment advisory agreement, there imayimes when the management team of
Prospect Capital Management has interests thardiffm those of our stockholders, giving rise woaflict.

Prospect Capital Management will receivguarterly income incentive fee based, in parpanpre-incentive fee net investment income,
if any, for the immediately preceding calendar ¢erarThis income incentive fee is subject to a tprir hurdle rate before providing an income
incentive fee return to the investment advisertlextent we or Prospect Capital Management destalexert influence over our portfolio
companies, the income incentive fee may providsptrot Capital Management with an incentive to iredowr portfolio companies to
accelerate or defer interest or other obligatiometo us from one calendar quarter to anotheuifinvestment adviser terminates its
voluntary agreement to have the income incentieebfe subject to a fluctuating hurdle rate, the leurate would be fixed. This fixed hurdle
rate has been based in relation to current inteadss$, which are currently relatively low on atbigal basis. Thus, if interest rates rise, it Va
become easier for our investment income to exdeedhdrdle rate and, as a result, more likely thatmvestment adviser will receive an
income incentive fee than if interest rates oninuestments remained constant or decreased. Subjdw receipt of any requisite shareholder
approval under the 1940 Act, our board of directoey readjust the hurdle rate by amending the inveist advisory agreement.

The income incentive fee payable by Peosgnergy will be computed and paid on income iy include interest that has been
accrued but not yet received in cash. If a podfothmpany defaults on a loan that has a defertedeist feature, it is possible that interest
accrued under such loan that has previously bednded in the calculation of the income incentige fwill become uncollectible. If this
happens, our investment adviser will not be reglicereimburse us for any such income incentivepiagnents. If we do not have sufficient
liquid assets to pay this incentive fee or disttiims to stockholders on such accrued income, webeaequired to liquidate assets in order to
do so. This fee structure could give rise to a kondf interest for our investment adviser to theent that it may encourage the investment
adviser to favor debt financings that provide fefedred interest, rather than current cash paynwdnitderest.

We will enter into a royalty-free licenagreement with Prospect Capital Management. Uthieagreement, Prospect Capital
Management will agree to grant us a hon-exclusognke to use the name “Prospect Energy.” Unddidbese agreement, we will have the
right to use the “Prospect Energy” name for so laadProspect Capital Management or one of itda## remains our investment adviser. In
addition, we will rent office space from Prospecininistration, an affiliate of Prospect Capital Mgement, and pay Prospect Administration
our allocable portion of overhead and other expeirsairred by Prospect Administration in performitsgobligations under the administration
agreement, including rent and our allocable portibthe costs of our chief financial officer andeffcompliance officer and their respective
staffs. This may create conflicts of interest that board of directors must monit



Our incentive fee could induce Prospect Managernentake speculative investments

The incentive fee payable by us to Prospanagement may create an incentive for our limrvest Adviser to make investments on our
behalf that are more speculative or involve mask than would be the case in the absence of sunp&asation arrangement. The way in
which this incentive fee payable is determineddglialted as a percentage of the return on investeitiad) may encourage the Investment
Adviser to use leverage to increase the returnusrinvestments. The use of leverage would incrédasdikelihood of default, which would
disfavor holders of our common stock. Similarlycaese the Investment Adviser will receive an iniwenfee based, in part, upon net capital
gains realized on our investments, the Investmelviger may invest more than would otherwise be @aite in companies whose securities
are likely to yield capital gains, as comparednmime producing securities. Such a practice casgdIt in our investing in more speculative
securities than would otherwise be the case, wtiehd result in higher investment losses, partidylduring economic downturns.

The incentive fee payable by us to Prospanagement also could create an incentive folrorestment Adviser to invest on our behalf
in instruments, such as zero coupon bonds, that aaleferred interest feature. Under these invernee would accrue interest income over
the life of the investment but would not receivgmpants in cash on the investment until the endheftérm. Our net investment income used to
calculate the income incentive fee, however, inetudccrued interest. For example, accrued intéfesty, on our investments in zero coupon
bonds will be included in the calculation of oucémtive fee, even though we will not receive arshdaterest payments in respect of payment
on the bond until its maturity date. Thus, a partid this incentive fee would be based on incona We have not yet received in cash.
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We are a relatively new company.

We were incorporated in April 2004 andamtly completed our first year of investment ofieres. We are subject to all of the business
risks and uncertainties associated with many nesiness enterprises, including the risk that we moli achieve our investment objective and
that the value of an investment in us could dedimestantially or fall to zero. We anticipate thahay take us up to 15 months from the dat
our IPO to invest substantially all of the net geds of the initial public offering. During thisr, we will invest in temporary investments,
such as short term securities, cash and cash dguisaWe expect such investments may earn yieldstantially lower than the interest incc
that we anticipate receiving in respect of investtaén subordinated debt and dividend-paying eguaitgstments. As a result, we may pay
dividends during this period that may be substiptiawer than the dividends that we expect to pdaen our portfolio is fully invested. If, at
any point, we do not realize yields in excess afexpenses, we may incur operating losses. Theehprlce of our shares may decline for this
or other reasons.

If we fail to maintain our qualification as a regéd investment company, we will have to pay catg-level taxes on our income and our
income available for distribution would be reduced.

To maintain our qualification as a Rl@der the Internal Revenue Code of 1986, or the 8Caahd obtain RIC tax treatment, we must
continue to meet certain income source, assetsifigation and annual distribution requirementse Bmnual distribution requirement for a F
is satisfied if we distribute at least 90% of owlinary income and realized net short-term capgj#hs in excess of realized net long-term
capital losses, if any, to our stockholders onrmamual basis. Because we may use debt financirftgifuture, we may be subject to certain asset
coverage ratio requirements under the 1940 Actfimadcial covenants that could, under certain airstances, restrict us from making
distributions necessary to qualify for RIC tax treant. If we are unable to obtain cash from otloeirses, we may fail to qualify for RIC tax
treatment and, thus, may be subject to corporat-lacome tax. To qualify as a RIC, we must algntmue to meet certain asset
diversification requirements as of each day anti@end of each calendar quarter. Failure to niesettests may result in our having to dis
of certain investments quickly in order to previm loss of RIC status. Because most of our investsiare in private companies, any such
dispositions could be made at disadvantageousspgice may result in substantial losses. If wetéagualify as a RIC for any reason and
remain or become subject to corporate income keexrésulting corporate taxes could substantiatiyice our net assets, the amount of income
available for distribution, and the actual amoundur distributions. Such a failure is likely toyeaa material adverse effect on us and our
shares.
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Our investments in foreign securities may involgaificant risks in addition to the risks inherantU.S. investments

Our investment strategy contemplatesrgiteinvestments in securities of foreign companiavesting in foreign companies may exf
us to additional risks not typically associatedwitvesting in U.S. companies. These risks inclcltEnges in exchange control regulations,
political and social instability, expropriation, frosition of foreign taxes, less liquid markets &8s available information than is generally the
case in the United States, higher transaction clests government supervision of exchanges, brak@tdssuers, less developed bankruptcy
laws, difficulty in enforcing contractual obligatie, lack of uniform accounting and auditing staddand greater price volatility.

Although currently all of our investmemat®, and we expect that most of our investmeritdbwiU.S. dollar-denominated, our
investments that are denominated in a foreign agyrevill be subject to the risk that the value gfaaticular currency will change in relation to
one or more other currencies. Among the factorsrttey affect currency values are trade balancedgtrel of short-term interest rates,
differences in relative values of similar assetdifferent currencies, long-term opportunities iforestment and capital appreciation, and
political developments.

We may employ hedging techniques to miménthese risks, but we can offer no assurancestledt strategies will be effective. If we
engage in hedging transactions, we may exposeleass® risks associated with such transactionsnvalg utilize instruments such as forward
contracts, currency options and interest rate swagss, collars and floors to seek to hedge agfirgtiations in the relative values of our
portfolio positions from changes in currency exdmnates and market interest rates. Hedging agaidstline in the values of our portfolio
positions does not eliminate the possibility otfluations in the values of such positions or préelesses if the values of such positions dec
However, such hedging can establish other positi@sggned to gain from those same developmentgliheffsetting the decline in the value
of such portfolio positions. Such hedging transactnay also limit the opportunity for gain if thalues of the portfolio positions should
increase. Moreover, it may not be possible to hexdgenst an exchange rate or interest rate fluctu#bat is so generally anticipated that we
are not able to enter into a hedging transacti@natcceptable price.

The success of our hedging transactidtslepend on our ability to correctly predict monents, currencies and interest rates. There
while we may enter into such transactions to seekduce currency exchange rate and interestiski® unanticipated changes in currency
exchange rates or interest rates may result ingpaxverall investment performance than if we hademgaged in any such hedging
transactions. The degree of correlation betweeaepriovements of the instruments used in a hedgiategy and price movements in the
portfolio positions being hedged may vary. Moreover a variety of reasons, we may not seek tobdistaa perfect correlation between such
hedging instruments and the portfolio holdings gdirdged. Any such imperfect correlation may preusrfrom achieving the intended hedge
and expose us to risk of loss. In addition, it maybe possible to hedge fully or perfectly agamstency fluctuations affecting the value of
securities denominated in non-U.S. currencies.
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There is a risk that you may not receive divideordthat our dividends may not grow over time

We have made and intend to continue thenaistributions on a quarterly basis to our stadttrs out of assets legally available for
distribution. We cannot assure you that we williagh investment results or maintain a tax stataswhill allow or require any specified level
of cash distributions or year-to-year increasesash distributions. In addition, due to the assgttage test applicable to us as a business
development company, we may be limited in our gbith make distributions. See “Dividends.”

Provisions of the Maryland General Corporation Land of our charter and bylaws could deter takeatéempts and have an adverse img
on the price of our common stock

The Maryland General Corporation Law and charter and bylaws contain provisions that imaye the effect of discouraging, delaying
or making more difficult a change in control anéyenting the removal of incumbent directors. Wecareered by the Maryland Business
Combination Act (the “Business Combination Act”)ttee extent such statute is not superseded bycajidi requirements of the 1940 Act.
However, our board of directors has adopted a uésol exempting any business combination betweeandsany other person from the
Business Combination Act, subject to prior apprafauch business combination by our board, incgdi majority of our directors who are
not interested persons as defined in the 1940lA&ddition, the Maryland Control Share Acquisitidat (the “Control Share Act”) provides
that control shares of a Maryland corporation aaglin a control share acquisition have no votiggts except to the extent approved by a
vote of two-thirds of the votes entitled to be aasthe matter. Our bylaws contain a provision eximg from the Control Share Act any and
all acquisitions by any person of our shares dflsttf the applicable board resolution is repealedur board does not otherwise approve a
business combination, the Business CombinatioraAdtthe Control Share Act (if we amend our bylawbke subject to that Act) may
discourage others from trying to acquire controligfand increase the difficulty of consummating afigr.

Additionally, under our charter, our bodaf directors is divided into three classes seydtaggered terms; our board of directors may,
without stockholder action, authorize the issuasfcghares of stock in one or more classes or seniglsiding preferred stock; and our board of
directors may, without stockholder action, amendaharter to increase the number of shares of sitbeky class or series that we have
authority to issue. The existence of these promisiamong others, may have a negative impact opribe of our common stock and may
discourage third party bids for ownership of oumpany. These provisions may prevent any premiurnmglEfered to you for shares of our
common stock.

Investing in our shares may involve a high degrieésé .

The investments we make in accordande et investment objective may result in a highmoant of risk than alternative investment
options and volatility or loss of principal. Ouvgstments in portfolio companies may be speculatiaaggressive, and therefore, an
investment in our shares may not be suitable foremme with low risk tolerance.
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The market price of our common stock may fluctsageificantly.

The market price and liquidity of the ketrfor shares of our common stock may be signifigaaffected by numerous factors, some of
which are beyond our control and may not be diyeetlated to our operating performance. These fadtxlude:

. significant volatility in the market price and tiag volume of securities of business developmentanies or other compani
in the energy industry, which are not necessaeilgted to the operating performance of these cormap;

. changes in regulatory policies or tax guidelinestipularly with respect to RICs or business depgient companie:

. loss of RIC status

. changes in earnings or variations in operatingltgs

. changes in the value of our portfolio of investnse

. any shortfall in revenue or net income or any iaseein losses from levels expected by investoseourities analyst:

. departure of one or more of Prospect Manage's key personne

. operating performance of companies comparable;t

. changes in prevailing interest rat

. litigation matters

. general economic trends and other external factord

. loss of a major funding sourc

We are Exposed to Interest Rate Risk

We are subject to financial market risks|uding changes in interest rates. Some ofdhes in our portfolio have floating rates. To d
a significant, but declining, percentage of ouretsfiave been and are invested in short-term UWeBstry bills and comparable instruments.
We may hedge against interest rate fluctuationgdiryg standard hedging instruments such as futapt®ns and forward contracts subject to
the requirements of the 1940 Act. While hedgingvéti#s may insulate us against adverse changegenest rates, they may also limit our
ability to participate in the benefits of highetdrest rates with respect to our portfolio of inwesnts. During the twelve months ended June 30,
2005, we did not engage directly in hedging adésit

ltem 2. Properties

We do not own any real estate or othgsjgal properties materially important to our oima Our offices are located at 10 East 40th
Street, New York, New York 10016, where we occupy affice space pursuant to our Administration Agnent with Prospect Administratic
Our office facilities, which are shared with ouréstment Adviser and Administrator, consist of agpnately three thousand square feet and
include nine rooms that are used for offices ander@nce facilities. We believe that our officeifities, which also include the use of ten
computers and two computer servers, are suitaliledaquate for our business
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ltem 3. Legal Proceedings

The Company is a defendant in two legéibas arising out of its activities. While predig the outcome of litigation is inherently very
difficult, and the ultimate resolution, range ofsgible loss and possible impact on operating resalinot be reliably estimated, management
believes, based upon its understanding of the taadshe advice of legal counsel, that it has meoitis defenses for both actions. We intend to
defend both of these actions vigorously, and belignat resolution of these actions will not haveaterially adverse effect on the Company’s
financial position.

On December 6, 2004, Dallas Gas Parth&¢,DGP”) served Prospect Energy with a Compldiled November 30, 2004 in the United
States District for the Southern District of Tex@slveston Division. DGP alleges that DGP was defeal and that Prospect Energy breached
its fiduciary duty to DGP and tortiously interfereith DGP’s contract to purchase Gas Solutions, (@dsubsidiary of our portfolio company,
Gas Solutions Holdings, Inc.) in connection witledrect Energy’s alleged agreement in Septembed#, @0dan DGP funds with which DGP
intended to buy Gas Solutions, Ltd. for approxifya$26 million. The Complaint seeks relief not lied to $100 million. On August 9, 2005,
we filed our Motion for Summary Judgment requestiigmissal of the DGP suit in its entirety basedhomritten agreement dated September
23, 2004 that Prospect and the partners of DGPtia¢gad under which Prospect paid $2.5 million agichbursed all of DGP’s expenses
totaling over $1.5 million in return for an assigam of DGP’s contract to purchase Gas Solutiors,, laind the parties exchanging mutual
releases. We believe that the DGP Complaint islioiws and without merit, and intend to defend ttegter vigorously. More information on
this matter is available from the Federal Courtt&yss website, public access to Court electrontorgs, located at
https:\\ecf.txsd.uscourts.gov\cgi-bin\login.pl.

On April 7, 2005 a former officer of t@®mpany filed a complaint with the Occupationale®afind Health Administration of the
Department of Labor (“OSHA") alleging discriminatipretaliation, infliction of emotional distresscaather claims. This officer seeks
economic reinstatement and other relief. The Complaes not believe that these claims, even if @tely resolved against the Company,
would be material. The Company believes the complaiwithout merit and intends to defend itseffafiously. On September 15, 2005, OS
issued findings, including an order dismissing¢bmplaint. The complainant may file written objecis to the order and request a hearing
before an Administrative Law Judge.

As previously disclosed in our quartedport on Form 10-Q filed on November 12, 2004 wese named as a defendant in Karen O.
Donnelly, Attorney at Law, v. Prospect Street,leaad Charles M. Costenbader, filed August 4, 200de 164th Judicial District Court of
Harris County, Texas. The Court dismissed thismlamt with prejudice on September 9, 2005.

We are not aware of any other materialjpgg legal proceeding, and no such material prdicgs are known to be contemplated, to
which we are a party or of which any of our propéstsubject.

36



Item 4. Submission of Matters to a Vote of Security Holder:

No matter was submitted during the fouytlarter of the 2005 fiscal year to a vote of siégtnolders, through the solicitation of proxies
or otherwise.
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PART Il
Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Isuer Purchases of Equity Securitie

Our common stock is traded on the Nasddiipnal Market under the symbol “PSEC.” We comgdiepur initial public offering of
common stock on July 27, 2004 at a price of $1p&0share. Prior to such date there was no poididket for our common stock.

The following table sets forth, for therjpds indicated, our net asset value per shacermmon stock and the high and low sales prices
per share of our common stock as reported on tise@¢épNational Market.

Range of Sale
Prices

Year ended Net Asset Value pel

June 30, 2005 Share (1) High Low

First quarte $ 1367 $ 157 $ 14.3¢
Second quarte $ 13.7¢  $ 15.2¢ $ 11.5¢
Third quartel $ 13.7¢  $ 13.9¢ $ 10.5¢
Fourth quarte $ 14.5¢ $ 13.5¢ $ 12.6(

(1) Net asset value per share is determined as oastelay in the relevant quarter and therefore noayeflect the net asset value per st
on the date of the high or low sales price. Theasset values shown are based on outstanding sitdressend of each peric

On July 29, 2005, the last reported spiee of our common stock was $12.57 per shareofAlsily 29, 2005, we had 4,071 stockholders
of record.

Dividends

Since our initial public offering, we teadistributed more than 97.15% of our taxable ine@mour stockholders. For the full fiscal year
2005, we declared total dividends of approxima$2y7 million.

Our current intention is to continue dimiting our ordinary income and our short-termitamains, if any, on an annual basis to our
stockholders, in accordance with our election téreated, and intention to qualify annually, aggutated investment company under
Subchapter M of the Code. We may also choose tollite some or all of our net realized long-terapital gains. There can be no assurance
as to the timing or amounts of these distributions.
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The following table reflects the dividengler share that we have declared on our commoh sialate:

Date Declared Record Date Payment Date Per Share Amount

11/11/2004 12/10/200. 12/30/200. $ 0.10C $ 705,51(
2/9/2005 3/11/200! 3/30/200! $ 0.12¢ 881,88t
4/21/200& 6/10/200! 6/30/200! $ 0.15C 1,058,26!
Total Declarec $ 2,645,66.

We maintain an “opt out” dividend reintragnt and cash purchase plan for our registerefistdders. Under the plan, if shares of our
common stock are registered in your name, dividevitide automatically reinvested in additional st&of common stock unless you “opt out
of the plan. Stockholders are advised to consuh thieir brokers or financial institutions, as aggmiate, with respect to the administration of
their dividends and related instructions.

Assuming that we maintain our status eegalated investment company under Subchapter tdeo€ode, we intend to make
distributions to our stockholders on a quarterlgibaf substantially all of our net operating in@riVe may also make distributions of net
realized capital gains, as appropriate.

Tax characteristics of all dividends vii# reported to stockholders, as appropriate, smA®99DIV after the end of the year. The bo
of directors of Prospect Energy presently interddetclare and pay quarterly dividends on the comstock. Prospect Energy’s ability to pay
dividends could be affected by future businessguerance, liquidity, capital needs, alternative stweent opportunities and loan covenants.

We have not engaged in any sales of ustezgd securities during the fiscal year endea By 2005. We have made no common stock
repurchases since our inception. We have not aattbequity securities for issuance under an equtypensation plan.
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ltem 6. Selected Financial Date

The following selected financial data is derivedhfrour financial statements which have been authyel8DO Seidman LLP, our independent
registered public accounting firm. The financiatalshould be read in conjunction with our finahstatements and related notes thereto and
“Management’s Discussion and Analysis of Finan€ahdition and Results of Operations” included beiowhis report.

(all figures in thousands except per share and cliia)

For the period

April 13, 2004
(inception)

Year Ended through

June 30, 2005 June 30, 2004
Total investment incom $ 8,09 —
Total expense (5,682) (200
Net investment income (los 2,411 (200
Net increase (decrease) in stockhol’ equity resulting from operatiot 8,751 (100)
Per Share Data (1):
Net increase (decrease)in stockhol’ equity resulting from operations (basic and dily 1.2¢ N/A
Distributions declared per she (0.3¢) —
Balance Sheet Data
Total asset 103,90¢ 1
Total liabilities 94z 10C
Total stockholder equity 102,96° (99
Other Data:
Number of portfolio companies at period € 6 —

(1) A pershare analysis as of June 30, 2004 is comegldet applicable as the initial offering of conmratock had not occurred at tl
point. However, a per share analysis as of Jun2@Ib is based on 7,055,100 shares outstar

Item 7. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

This annual report on Form 10-K contdorsvard-looking statements that involve risks andertainties, as well as assumptions that, if
they never materialize or prove incorrect, couldseathe results of Prospect Energy Corporatiorifterdnaterially from those expressed or
implied by such forward-looking statements. Alltstaents other than statements of historical faxstatements that could be deemed forward-
looking statements, including any projections ofereue, expenses, earnings or losses from operatiangestments, or other financial items;
any statements of the plans, strategies and obgsctif management for future operations; any statesof expectation or belief; and any
statements of assumptions underlying any of thegiming. The risks, uncertainties and assumptidiesresl to above include risks that are
described in “Business—Factors That May Affect FetResults’and elsewhere in this annual report and that drerweise described from tin
to time in our Securities and Exchange Commissiothe “SEC”, reports filed after this report.

The forward-looking statements includedhis annual report represent our estimates #seadate of this annual report. We specifically
disclaim any obligation to update these forwardklng statements in the future. Some of the statésriarthis annual report constitute forward-
looking statements, which relate to future eventsur future performance or financial conditioncBdorward-looking statements contained in
this annual report involve risks and uncertainties.
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We use words such as “anticipates,” hads,” “expects,” “future,” “intends” and similakgressions to identify forward-looking
statements. Our actual results could differ mallgrieom those projected in the forwatdeking statements for any reason, including tlutdies
set forth in “Risk factors” and elsewhere in thismiaal report. We caution you that forward-lookitatements of this type are subject to
uncertainties and risks, many of which cannot leglisted or quantified.

The following analysis of our financianition and results of operations should be reaadanjunction with our financial statements i
the related notes thereto contained elsewhereignRbrm 10-K.

Overview

We completed our initial public offering July 30, 2004, and therefore have no prior pisrigith which to compare operating results for
the twelve-months ended June 30, 2005. As of JOn2@)5, we continue to pursue our investmentegdsadnd 53.5% of our net assets are
invested in energy companies, with the remainderdted in U.S. government and money market seesiriti

We invest in companies in the energy sty most of which have relatively short or no igtimg histories. These companies are anc
be subject to all of the business risk and unasits associated with any new business enterpnisieiding the risk that these companies may
not reach their investment objective and the valugur investment in them may decline substantiafl§all to zero.

As of June 30, 2005 our portfolio genedadin annualized current yield of 21.3% acrosswullong-term debt and equity investments.
This yield includes interest from all of our lorgrin investments as well as dividends from Gas #wolstHoldings, Inc. (“GSHI”) and Unity
Virginia Holdings. We expect this number to declower time as we become fully invested. Monetizat, or dividends from, other equity
positions that we hold is not included in this gielstimate. In each of our portfolio companies hwll equity positions, ranging from minority
interests to majority stakes, which we expect awee to contribute significantly to our investmeaturns. Many of these equity positions
include features such as contractual minimum itierate of returns, preferred distributions, flipustures and other features expected to
generate additional investment returns, as wedbasractual protections and preferences over jusgpiity, in addition to the yield and security
offered by our cash flow and collateral debt proters.

Unlike a traditional mezzanine portfaliat may be characterized by deep subordinatiominmail or no collateral, long-term maturities,
no amortization and limited covenants, our portf@onsists of first and second mortgages and ltens] asset collateral, two to five year
average durations, amortizing positions and stamgnants. Our collateral consists of assets asaghceivables, inventory, natural gas
reserves, crude oil reserves, coal reserves, pgglprocessing plants, oilfield equipment, rolltgck and other hard assets.

Results of Operations
Investment Activity

We completed our first fiscal year andrth quarter, which was our third full quarter greompletion of our initial public offering on
July 30, 2004, with approximately 36.2% of our assets invested in obligations of the United Stateasury; 53.5% or about $55.0 million in
six long-term portfolio investments; and 1.5% imaney market fund. The remaining 8.8% was compriged3% in the segregated account
described below and (0.5%) in liabilities in excefsther assets.
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Long-term Portfolio Investments

During the quarter ended June 30, 20@5¢c@mpleted three new investments totaling apprataip $17.8 million in Stryker Energy |l,
LLC (“Stryker”), Whymore Coal Company (“Whymore’and Miller Petroleum, Inc. (“Miller”).

On April 11, 2005, we provided $9.7 nailliin financing to Stryker. The Stryker financirsgcomprised of two facilities: $8.3 million in
senior secured debt and $1.4 million of preferrguity. Stryker is a gas production company basedl@veland, Ohio. Stryker focuses on high-
grade, low-risk development drilling and productiorthe Appalachian Basin. Gas from the Appalactidasin typically sells at a premium to
gas produced on the U.S. Gulf coast because pfatamity to the heating and power generation me@rkethe northeastern United States.
Stryker already has drilled and completed more #hawells, with a multi-year inventory of developmbéocations which we expect to lead to
additional collateral and growth in the future. Geptember 15, 2005, we provided an additional 88liibn of senior secured debt financing
to Stryker.

On April 14, 2005, we provided $4.9 nailiin senior secured debt financing to Whymore @wahpany (“Whymore”). Whymore is a
coal production company based in London, Kentuekyl a member of Kentucky’s Small Operator AssistdPimgram, which provides
benefits to operators with good reclamation hisgriWhymore owns more than 1.5 million tons ofreated proven surface coal reserves
across 500 acres in the River Gem, DeWitt, HubleelGrand Hooker Branch mining areas of southerrtd¢éy in Knox and Whitley
Counties. Whymore also has rights to mine on aiitiaddl 5,000 acres. Much of the reserve baseréadly permitted. Our investment is
secured by equipment and mineral assets, and tagbed preferred equity participation rights. Whyenis producing coal from two separate
coal seams, the River Gem and DeWitt, and has aciutlly arranged to sell all its current coalfiged prices through the first two years of
production after our initial funding in April 200&2n August 10, 2005, we provided an additional $8@8 of senior secured debt financing to
Whymore for which we also received additional egjuitthis company. On September 22, 2005, we &urtitovided an additional $300,000 of
senior secured debt financing to Whymore for whighfurther received additional equity in this comypa

On May 9, 2005, we provided $3.2 milliarsenior secured debt financing to Miller. Milisran oil and gas production company based
in Huntsville, Tennessee with 43,000 gross acreleulease in the heart of Tennessee’s AppalachéasmBSince 1967, Miller has built a track
record spanning 35 years in this basin’s oil amsligdustry. Miller's production and acreage posittmnsists of the Jellico, Lindsay, Koppers
North, Koppers South and Harriman fields. Millerreuntly has more than 40 producing wells. We maieihvestment together with i
investment of $1.0 million by Petro Capital AdvispLLC (“Petro Capital”) of Dallas, Texas. The fimgl was utilized to repay existing debt
and to fund additional development drilling. We d&wetro Capital received warrants in Miller as mdirour respective investments.

Our investment in GSHI is comprised o8#1million in subordinated secured debt and 100%he common equity shares ($5.3
million). GSHI owns and operates a major gas gatgesystem in the East Texas field in Gregg, Upsing Rusk Counties Texas, as well as a
smaller system in Smith County Texas, both of wisishport two processing facilities, the LongviewarRland the Chapel Hill Plant. The East
Texas field has been producing oil and gas contialyssince 1931 and is believed to be one of thgekt oil reservoirs in North America. W
approximately 1,000 miles of pipeline, GSHI ownsl @perates the only gathering system in the Chdjlishrea.
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GSHI completed construction and starfeeration of the 22.5 mile Exxon Hawkins NGL Pipeliconnecting the Exxon Hawkins gas
plant to GSHI on June 6, 2005. Deliveries for thanth of June averaged 875 barrels per day andxaezted to exceed 1,000 barrels per day
by the end of 2005. The Agreement with Exxon GaBafver Marketing Company (“Exxon”) is effective @slJane 30, 2004 and has a term of
seven years with an annual renewal provision tlined&nder the agreement, Exxon is to deliverec#ped minimum number of barrels of
natural gas liquids in the first five years angb&y a transportation, treating and fractionatianvich includes a capital recovery component.
After five years or delivery of the specified minim number of barrels, the fee decreases to a kasspbrtation, treating and fractionation 1
for the remainder of the contract term.

The Company has provided a limited indigynio Citibank Texas, N.A. related to Citibank&rin loan to GSHI. The limited indemnity
requires us to indemnify Citibank for up to $12.0ion if it realizes losses on the term loan. Thisited indemnity is backed by segregated
funds in Prospect Energy’s account valued at $39ll&m During the quarter ended June 30, 20053%$8illion of previously segregated funds
were released to the Company. This reduction rfleéguarterly payments by GSHI to Citibank Texh#\. These funds are released upon the
earlier of final legal resolution of such claimbpsld any be made, or 91 days after the loan witib&hk Texas, N.A. is refinanced or
otherwise repaid.

On December 6, 2004, Dallas Gas Parthé&¢,DGP”) served Prospect Energy with a Compléiietl November 30, 2004 in the United
States District for the Southern District of Tex@s|veston Division. DGP alleges that DGP was defea and that Prospect Energy breached
its fiduciary duty to DGP and tortuously interfenedh DGP’s contract to purchase Gas Solutions, (ddsubsidiary of our portfolio company,
GSHI) in connection with Prospect Energy’s alleggdeement in September, 2004 to loan DGP fundswihibh DGP intended to buy Gas
Solutions, Ltd. for approximately $26 million. T®mplaint seeks relief not limited to $100 milliote 7). We believe that the DGP
complaint is frivolous and without merit, and inteto defend the matter vigorously. However, as \&itly litigation, the outcome is uncertain
and a judgment against Prospect Energy could signifly impair the value of the investment in Ga¢uBons Holdings, Inc.

GSHI has indemnified Prospect Energy regjaany legal action arising from its investmenGias Solutions, LP. Prospect Energy has
incurred approximately $0.760 million in fees asatel with this legal action through June 30, 20@&HI has reimbursed Prospect Energy
$0.559 million as of June 30, 2005. Prospect Bnhes a receivable from GSHI of approximately $Q.2dllion as of June 30, 2005. The
$0.760 million reimbursement is reflected as Diidéncome, Gas Solutions Holdings, Inc. on the amqanying statement of operations for
the year ended June 30, 2005.

Our investment in Unity Virginia Holding$s.C (“UVH") is comprised of two facilities: $3.3 ilfion in secured subordinated debt and
$0.585 million in redeemable preferred stock. U\dHhicoal mining company located near Norton, ViegilVH is owned by the principals of
Unity Platform LLC (“Unity”), a Dallas-based coalanagement and private investment firm with inter@sbperating U.S. coal mines. Capital
from the transaction was utilized to support UVE&uisition and development of certain assets gfafgrhian Resources, Inc. (“ARI"),
including 6,800 acres of mineral reserves whicht@onll million estimated tons of coal, as welbasoal preparation plant and loadt facility
on the Norfolk & Southern Railway.

UVH continues to actively pursue its Imgsis plan and has made satisfactory progress@iméevestment was made, including the
opening of a new surface mine, identifying addiibreserves, and beginning the development ofrgsudnderground mine. The preparation
plant and material handling facilities are nowyuwlperational and coal is being processed and sHipgpaleable quantities of metallurgical coal
began being mined and marketed during May. If deh@ard pricing for coal remain at or near curremélg in both the domestic and export
markets, we believe that UVH can attain strong atpeg margins in these operations.

We invested $4.0 million as senior sedutebt financing to Natural Gas Systems, Inc. (BBZNGSY) (“NGS”), an oil and gas
production company based in Houston, Texas withiadjmas in Louisiana. In conjunction with our loave received a total of 600,000 non-
revocable warrants and 400,000 revocable warraitiisam exercise price of $0.75 cents per sh&t@S acquires and develops oil and gas
fields, applying both conventional and specializthnology to accelerate production and develogemental reserves in those fields. The
company currently maintains a 100% working inteneshe Delhi and Tullos Urania fields in centrabanorthern Louisiana.

We classify our investments by level ofittol. As defined in the 1940 Act, control invesimts are those where there is the ability or
power to exercise a controlling influence over ti@nagement or policies of a company. Control iegaty deemed to exist when a company
or individual owns more than 25% or more of thangsecurities of an investee company. Affiliateddstments and affiliated companies are
defined by a lesser degree of influence and armdddo exist through ownership of 5% or more ofdhestanding voting securities of another
person.

We neither control nor are we affiliateith either Unity Virginia holdings, LLC, Strykerrtergy Il, LLC, Whymore Coal Company,
Natural Gas Systems, Inc., or Miller Petroleum, fige Company owns 100% of the outstanding comngaiityeshares of GSHI an
therefore, has a controlling interest.
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We currently have a number of transastionour pipeline. Our Investment Adviser continteesonduct due diligence and finalize terms
regarding further transactions. However, we caaraib assurance as to when or if any of thesedcioss will close.

Investment Income

We generate revenue in the form of irgeicome on the debt securities that we own, divitlincome on any common or preferred
stock that we own, and capital gains or lossesngrdabt or equity securities that we acquire irtfptio companies and subsequently sell. Our
investments, if in the form of debt securities,|wjpically have a term of one to ten years and logarest at a fixed or floating rate. To the
extent achievable, we will seek to collateralize iowestments by obtaining security interests inpartfolio companies’ assets. We also may
acquire minority or majority equity interests inrquortfolio companies, which may pay cash or inekdividends on a recurring or otherwise
negotiated basis. In addition, we may generatengyén other forms including commitment, originatistructuring or due diligence fees; fees
for providing managerial assistance; and possibhsaltation fees. Any such fees generated in cdimmewith our investments are recognized
as earned.

Investment income, which consists ofries¢ income and dividend income, was $8.1 millind &0 for the twelve months ended June
2005 and for the period from April 13, 2004 (indep) through June 30, 2004, respectively. Inteiresime increased by 30.5% quarter-over-
guarter as a result of interest received from 3tewhél portfolio investments in Stryker Energy Miller Petroleum, and Whymore Coal made
during the quarter and described earlier. The reimgiinvestment income during the twelve monthseghdline 30, 2005 was generated
primarily from investments in short-term United 8&Treasury bills and cash equivalents.
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Operating Expenses

Our primary operating expenses consigtwdstment advisory fees, legal and professiozed fand other operating and overhead-related
expenses. These expenses include our allocablemoftoverhead under the Administration Agreemeitlh Prospect Administration under
which Prospect Administration provides administratservices and facilities for Prospect Energy. iDuestment advisory fees compensate
Investment Adviser for its work in identifying, duating, negotiating, closing and monitoring owedstments. We bear all other costs and
expenses of our operations and transactions irréaesoe with our Administration Agreement with PrespAdministration.

Operating expenses were $5.7 million $d million for the twelve months ended June 3M2and for the period from April 13, 2004
(inception) through June 30, 2004, respectivelyesehexpenses consisted of investment advisorydmihsstrative services fees, professional
fees, insurance expenses, directfess and other general and administrative expeiitesbase investment advisory fees were $1.8 miHiod
$0 for the twelve months ended June 30, 2005 anthéoperiod from April 13, 2004 (inception) thrdugune 30, 2004, respectively. No
incentive fee has yet been incurred pursuant téntbestment Advisory Agreement. Legal and profesaidees were higher during the twelve
months ended June 30, 2005 than we would expdatire periods due to the occurrence of certaimstand their associated costs which we
would not expect to occur at this level in the feturhese items include consultation and preparationitial corporate documents and
compliance and procedural manuals, costs assoadidtie@n internal investigation, tax compliance saitation and analysis, Sarbanes-Oxley
Act of 2002 related matters, and litigation-relatedts.

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

Prospect Energy/het investment income (loss) was $2.4 million €@i1) million for the twelve months ended June W05 and for th
period from April 13, 2004 (inception) through JU®& 2004, respectively. Net investment incomeasgnts the difference between investr
income and operating expenses and is directly itepdny the items described above. Net unrealizedeggation was $6.3 million and $0
during the twelve months ended June 30, 2005 antthéoperiod from April 13, 2004 (inception) thrdugune 30, 2004, respectively, primarily
as a result of the increase in fair value of ouegiment in GSHI. This increase in fair value retlethe general increase in energy prices ar
impact on our portfolio companies. Net increasstatkholders’ equity resulting from operations exgnts the sum of the returns generated
from net investment income, realized gains (losaed)from unrealized appreciation (depreciation).
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Financial Condition, Liquidity and Capital Resources

We generated $97.0 million in cash fréva het proceeds of our initial offering. We alsogmted $2.8 million in net investment income
(investment income less operating expenses). Wlarde and paid $2.7 million in quarterly dividentfsthe future, we may also fund a
portion of our investments through borrowings frbanks, issuances of senior securities or secoraffanings. We may also securitize a
portion of our investments in mezzanine or sengmused loans or other assets. Our primary usenafsfwill be investments in portfolio
companies and cash distributions to holders oftonrmon stock.

At June 30, 2005, we had $9.6 milliorc&sh held in a segregated account in conjunctitmadimited indemnity issued to Citibank
Texas, N.A. (formerly First American Bank, SSB)heTlimited indemnity with Citibank requires us tmlemnify Citibank for up to $12.0
million if it realizes with respect to realized &&s on its term loan resulting only from potengghl claims that might or could be asserted by
certain third parties. During the quarter endedeJ8®, 2005, $3.3 million of previously segregatanids were released to the Company. This
reduction reflects 6 quarterly payments by GSHC#iibank Texas, N.A. These funds are to be released the earlier of final legal resolution
of such claims, should any be made, or 91 days @fteCitibank loan is refinanced or otherwise répa

Our investment pace is difficult to estte and has tended to occur in batches, with betmtimber of deals each month and the size of
such deals having a wide range of possible outcoRrediminary investment terms might be outlinedhwdounterparties in a potential
transaction, but such potential transaction migithe consummated for due diligence or other factas has been the case from time to time in
the past. We continue to target investing $3.0iomilto $10.0 million on average per month, in limi¢gh our historical activity. We are pleased
with the quantity and quality of our potential tsaction flow, which has continued to build over ylear since our initial public offering.

Regulated Investment Company Status

We elected an August 31st fiscal yearfenéhcome tax reporting purposes, commencing Withinitial taxable year ended August 31,
2004. Our fiscal year-end for financial reportingmoses will remain June 30th. The Company hadfadhbind elected to be subject to
taxation as a regulated investment company undect&pter M of the Code for the taxable year endeguat 31, 2004. As long as the
Company continues to qualify as a regulated investrnompany, the Company will not be subject todiaits investment company taxable
income or its net capital gains, to the extent shah taxable income or gains are distributed eented to be distributed, as dividends to our
stockholders on a timely basis. Certain investmintise partnerships, limited liability companigsint ventures and other “pass through”
entities common in the energy industry can creat@nced risks of failing to comply with the requirents applicable to regulated investment
companies under the Code. Dividends and distribatateclared and paid to stockholders may diffenfreet income for financial reporting and
taxable fiscal years due to the timing of recogmitbf income and expenses, realization of gaind@swks, occurrence of a return of capital,
and/or net realized appreciation or depreciatiomwestments, which may not be included in taxateme.

To remain in compliance with SubchapteoMhe Code with respect to the Company’s taxgbke, the Company is generally required
to maintain its status as a business developmenpany in accordance with the 1940 Act, derive asi®0% of its gross income from
dividends, interest, gains from the sales of séiegrand other specified types of income requiredien Subchapter M of the Code, satisfy
certain asset diversification requirements as eéefin Subchapter M of the Code, and distributddoldolders at least 90% of the Company’s
investment company taxable income as defined irclSytter M of the Code. However, we offer no asstedahat we will continue to qualify
for such treatment in future taxable years. If aiétb qualify as a regulated investment comparg weuld be subject to corporate-level taxes
on our taxable income, whether or not such taxitgeme is distributed to our stockholders. The
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imposition of corporate-level taxes on us wouldstahtially reduce the amount of income availabtedistribution to our stockholders. Even if
we qualify as a regulated investment company fgrtarable year in question, we would be subjecitporate-level income tax on any
income not distributed to our stockholders. Moreowe would be subject to a 4%, entigrel excise tax, for any calendar year in whichde
not distribute an amount equal to or exceedingstiia of 98% of our calendar year ordinary income @8fb of our capital gain net income for
the one-year period ended October 31st, computaddardance with Section 4982 of the Code.

Critical Accounting Policies

The preparation of financial statementsanformity with generally accepted accountingngiples in the United States or, “GAAP,”
requires management to make estimates and assasiiat affect the reported amounts of assetsiabitities at the date of the financial
statements and the reported amounts of incomeg®hses during the reported period. Changes irdbromic environment, financial
markets and any other parameters used in detemgih@se estimates could cause actual resultsfe.dif

The following are significant accountipglicies consistently applied by Prospect Energy:

We believe that the estimates, assumpt®and judgments involved in the accounting policiedescribed below have the greatest
potential impact on our financial statements. So weonsider these to be our critical accounting polies and they are consistently applie
by us:

. Investments

a) Security transactions are recorded on a -date basis
b) Valuation:
(1) Investments for which market quotations are reaaligilable are valued at such market quotati

(2)  Short-term investments which mature in 60 day®ss,|such as United States Treasury bills, aresdatiamortized cost,
which approximates market value. The amortized owthod involves valuing a security at its costtmmdate of
purchase and thereafter assuming a constant aat@tizo maturity of the difference between thenpipal amount due i
maturity and cost. Short-term securities which meatn more than 60 days are valued at current nagkatations by an
independent pricing service or at the mean betwheebid and ask prices obtained from at least twdrs or dealers (if
available, or otherwise by a principal market makea primary market dealer). Investments in momeayket mutual
funds are valued at their net asset value as afldse of business on the day of valuat
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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 areeuattily available are valued at fair value, with #issistance of an
independent valuation service, using a documeraé&gdition policy and a consistently applied valuafiwocess which is
under the direction of our board of directc

The factors that may be taken into account inyfaidluing investments include, as relevant, thefptio compan’s

ability to make payments, its estimated earningsmojected discounted cash flows, the nature aalizable value of
any collateral, the sensitivity of the investmeatéluctuations in interest rates, the financialieonment in which the
portfolio company operates, comparisons to seesritf similar publicly traded companies and otleégvant factors. Due
to the inherent uncertainty of determining the failue of investments that do not have a readigilable market value,
the fair value of these investments may differ gigantly from the values that would have been ulsad a ready market
existed for such investments, and any such differould be materic

(4)  On December 6, 2004, Dallas Gas Partners, LP ("D&&Ved Prospect Energy with a Complaint filed &taber 30,
2004 in the United States District for the Southerstrict of Texas, Galveston Division. DGP alledgleat DGP was
defrauded and that Prospect Energy breached itsifid/ duty to DGP and tortiously interfered witlsB's contract to
purchase Gas Solutions, Ltd. (a subsidiary of autfplio company, GSHI) in connection with ProspEciergy's alleged
agreement in September, 2004 to loan DGP fundswiiibh DGP intended to buy Gas Solutions, Ltd.dpproximately
$26 million. The complaint seeks relief not limited$100 million. We believe that the DGP complasnfrivolous and
without merit, and intend to defend the matter vigsly. However, as with any litigation, the outeis uncertain and a
judgment against Prospect Energy could signifigaintipair the value of the investment in Gas Sohgisloldings, Inc

Off-Balance Sheet Arrangements:

Prospect Energy currently engages inffitbalance sheet arrangements including any riskagament of commaodity pricing or other
hedging practices.
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Recent Developments

On July 19, 2005, we provided $9.3 milliof senior secured debt financing to Arctic Acifios Corp. (“Arctic”) alongside $6.8 million
of equity from Petro Capital IV, LP, of Dallas, Teex The funding was used by Arctic to acquirehtiiginess and assets of Arctic Recaill, Inc.,
and to provide working and expansion capital totisrds part of this investment, we also receivesigmificant equity ownership position in
Arctic. Arctic is a privately owned and operatetfieid services company based in Houston, Texassgtavides drillers with equipment that
includes coiled tubing units, nitrogen pumps, flp@lver pumps, trucks, cranes, and trailers. Amgo specializes in high pressure coiled
tubing workovers. Coiled tubing is one of the fasggrowing segments of the oilfield services secatath applications such as wellbore
cleanouts, acid stimulations, fracing, drillingddogging.

On August 10, 2005, we provided an adddal $0.6 million of senior secured debt finandiagVhymore for which we also received
additional equity in this company. On September2Z®5, we further provided an additional $0.3 imillof senior secured debt financing to
Whymore for which we further received additionaligg in this company.

On September 15, 2005, we provided aitiadél $5.0 million of senior secured debt finarngito Stryker.

On September 28, we provided $10.8 nmiltéd senior secured debt financing to Worcester@nPartners, Inc. (“WECQO"), a wood
processing and biomass power generation businassl loa Deblois, Maine. WECO is a privately owneglengable energy company that
operates a wood harvesting and chipping busineaglhas a newly refurbished 25.85 megawatt woogdfpower plant. Built in 1988, the
plant has operated intermittently over the pasade@nd recently has been recommissioned for ksefmerations. The wood harvesting and
chipping business has access to more than 16,088 atwood fuel, and the plant has long-term @atg for the sale of electricity as well as
renewable energy credits. Prospect’s funding has bélized to refinance existing debt and to pdevivorking capital to re-initiate plant
operations. Prospect is receiving a significanttgqawnership position in WECO as part of the inwesnt, including a minimum internal rate
of return on Prospect’s investment.

We expect that these four investmentthénaggregate, will contribute approximately $0p&2 share to Interest Income on a quarterly
basis, provided that all interest payments are noade timely basis in accordance with the termsamdlitions of our financing agreements
with these three companies.

Hurricanes Katrina and Rita did not dikgaffect the production of our oil and gas poliiccompanies as none of our portfolio
companies have offshore production in the waterarad Louisiana and Texas. Rising commaodity pricepart, based on Hurricanes Katrina
and Rita, and in part, based on other macroeconsuapply and demand factors, have recently tendéeénefit upstream-related portfolio
companies. However, our risk management hedgingraws with our portfolio companies attempt to mdoommodity risk for currently
producing assets.

Contractual Obligations

The Company has purchase obligationgnf@stment advisory and administrative serviceghSlescriptions may be found under
Investment Advisory Agreem¢Page 11) anddministration AgreemeifPage 15), respectively. The Company paid $1.8anifor investmer
advisory services and $0.3 million thousand for mistrative services.

ltem 7A. Quantitative and Qualitative Disclosures About Market Risk

We are subject to financial market risks|uding changes in interest rates, equity priske and some of the loans in our portfolio may
have floating rates. To date, a significant, budlideng, percentage of our assets have been andwested in short-term U.S. Treasury bills.
We may hedge against interest rate fluctuationsdiryg standard hedging instruments such as futap®gns and forward contracts subject to
the requirements of the 1940 Act. While hedgingvéti#s may insulate us against adverse changegenest rates, they may also limit our
ability to participate in the benefits of highetdrest rates with respect to our portfolio of inwesnts. During the twelve months ended June 30,
2005, we did not engage directly in hedging adésit

See F-4 of the financial statementsdbutar information regarding the interest rate aqdity price risk on our investments.
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ltem 8. Financial Statements and Supplementary Dat

Index to Consolidated Financial Statements

Report of Independent Registered Public Accourfimm F-2
Balance Sheets as of June 30, 2005 and June 30 F-3
Schedule of Investments as of June 30, - F-4
Statements of Operations for the year ended Jun208% and for the period from April 13, 2004 (iptien) through June 30, 20l F-6
Statement of Stockholde¢ Equity for the period from April 13, 2004 (inceptipthrough June 30, 20( F-7
Statements of Cash Flows for the year ended Jun208® and for the period from April 13, 2004 (iptien) through June 30, 20! F-8
Notes to Financial Statemer F-9

The following Index to the Consolidatéidancial Statements lists information found atehd of this 10-K beginning on page F-1.
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ltem 9. Changes in and Disagreements with Accountants on Acunting and Financial Disclosure
None.
Item 9A. Controls and Procedures

As of the end of the period covered kg teport, Prospect Energy carried out an evaloatioder the supervision and with the
participation of Prospect Energy’s managementuigicly Prospect Energy’s chief executive officer ahif financial officer, of the
effectiveness of the design and operation of Pridpeergy’s disclosure controls and procedureslédimed in Rule 13a-15 of the Securities
Exchange Act of 1934). Based on that evaluatiomf @gust 31, 2005, the chief executive officed dhe chief financial officer have
concluded that Prospect Energyurrent disclosure controls and procedures &eetefe in timely alerting them of material infortian relating
to Prospect Energy that is required to be discltselrospect Energy in the reports it files or sitbmnder the Securities Exchange Act of
1934.

Internal Control Over Financial Reportir

Our management, under the supervisionnatidthe participation of our Chief Executive @#r and Chief Financial Officer, is
responsible for establishing and maintaining adegureernal control over financial reporting, aslsuesponsibility is defined in Rule 13&(f)
of the 1943 Act, and for performing an assessmetiteoeffectiveness of internal control over fineheceporting. Internal control over financial
reporting is a process designed to provide reademaisurance regarding the reliability of financégorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles. Prospaeetgy’s internal control over financial
reporting includes those policies and proceduras(thpertain to the maintenance of records tinateasonable detail, accurately and fairly
reflect the transactions and dispositions of tleetssof the company; (i) provide reasonable assar¢hat transactions are recorded as
necessary to permit preparation of financial statetin accordance with generally accepted acaogiptinciples, and that receipts and
expenditures of the company are being made ordgdordance with authorizations of management ardtors of the company; and (iii)
provide reasonable assurance regarding preventibmely detection of unauthorized acquisition, usedisposition of the company’s assets
that could have a material effect on the finansiatements.

Internal control over financial reportingnnot provide absolute assurance of achieviraméial reporting objectives because of its
inherent limitations. Internal control over finaaaeporting is a process that involves humargditice and compliance and is subject to lapses
in judgment and breakdowns resulting from humaluifas. Internal control over financial reportingacan be circumvented by collusion or
improper management override. Because of suclsliions, there is a risk that material misstatesemy not be prevented or detected on a
timely basis by internal control over financial ogfing. However, these inherent limitations arewn features of the financial reporting
process. Therefore, it is possible to design théoprocess safeguards to reduce, thought notreltmithis risk.

At March 31, 2005, Prospect Energy’s iholvned portfolio company GSHI paid certain lefgds associated with Prospect’s
restructuring of the GSHI transaction in the amafr$0.414 million. At the time, Prospect Energgianagement made the determination that
these legal fees should not be reimbursed to Wisally owned subsidiary, in effect triggering atdisution. This distribution was deemed to
a return of capital, reducing Prospect Energy’sshiasGSHI without determining the cumulative eags of GSHI as defined by GAAP and
whether the distribution was a dividend. Managenmastsince conducted an analysis of the cumul&@®&aP earnings of GSHI and has
determined that the distribution was indeed a retdicapital and that the Company appropriatelyiced its basis in GSHI. At June 30, 2005,
Prospect Energy was reimbursed for $0.559 milliodi was owed $0.201 million of legal fees with redpe the Dallas Gas Partners Litigation
(Note 7). The reimbursement is not considered arsdength transaction, in effect triggering a disttion. This distribution was deemed to be
an expense reimbursement, reducing Prospect Eerggal Fees, not as a distribution which requardstermination of the cumulative
earnings of GSHI as defined by GAAP and whetherdik&ibution was a dividend. Management has sawcelucted an analysis of the
cumulative GAAP earnings of GSHI and has determthetithe distribution was indeed a dividend arad the Company had to increase its
dividend income and legal fees. Management hagatéd this control weakness by preparing a morahglysis of GSHI's cumulative GAAP
earnings.

There have been no changes in Prospetgis internal control over financial reportingatioccurred during the three months ended
June 30, 2005 that have materially affected, oressonably likely to materially affect, the Comparinternal control over financial reporting.

Item 9B. Other Information
None.
Part 11l

We will file a definitive Proxy Statemefior our 2005 Annual Meeting of Stockholders (t2005 Proxy Statement”) with the SEC,
pursuant to Regulation 14A, not later than 120 ddies the end of our fiscal year. Accordingly,te@r information required by Part 1l has
been omitted under General Instruction G(3) to F@¥K. Only those sections of our 2005 Proxy Statetthat specifically address the items
set forth herein are incorporated by reference.

Item 10. Directors and Executive Officers of the Registran



We have adopted a code of conduct thaltepto directors, officers and employees. Theeaoidconduct is available free of charge upon
request through our web site at: www.prospectstes. We will report any amendments to or waivara required provision of the code of
conduct in a Form 8-K.

Information relating to this item will lecluded in our 2005 Proxy Statement and is inoraged herein by reference.
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ltem 11. Executive Compensatior

Information relating to this Item will iecluded in our 2005 Proxy Statement and is inorafed herein by reference.

ltem 12. Security Ownership of Certain Beneficial Owners andManagement

Information relating to this Item will iecluded in our 2005 Proxy Statement and is inorafed herein by reference.

ltem 13. Certain Relationships and Related Transaction:

Information relating to this Item will iecluded in our 2005 Proxy Statement and is inorafed herein by reference.

ltem 14. Principal Accountant Fees and Services

Information relating to this Item will hiecluded in our 2005 Proxy Statement and is incafed herein by reference.

Part IV

Item 15. Exhibits, Financial Statement Schedule

a. Financial Statements and Financial Sched\

(1) Financial Statements. See Index to Consolidatedri€ial Statements on Pac-1.

(2) Financial Statement Schedules. See Index to Cidiasetl Financial Statements on Par-1.
(3) Exhibits Required by Item 601 of Regulatio-K. See exhibits listed under Item 15(

b. Exhibits

The following exhibits are filed as part of thipoet or hereby incorporated by reference to extipieviously filed with the SEC

3.1

3.2

4.1

10.1

Articles of Incorporation (Incorporated by refererto the Registra’s Registration Statement on Forr-2 (File No. 33-114522), filec
on April 16, 2004)

Amended and Restated Bylaws (Incorporated by reéeréo Pre-Effective Amendment No. 2 to the Regigts Registration Statement
on Form M2 (File No. 33-114522), filed on July 6, 2004

Form of Share Certificate (Incorporated by refeeetacto Pre-Effective Amendment No. 2 the RegidtsaRegistration Statement on
Form N-2 (File No. 33-114522), filed on July 6, 2004

Investment Advisory Agreement (Incorporated byerefnce to Pi-Effective Amendment No. 2 to the Registl's Registratior
Statement on Form-2 (File No. 33-114522), filed on July 6, 2004
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10.2

10.3

10.4

10.5

10.6

11
12
14*
16

21

31.1*
31.2*
32.1*
32.2*

Custodian Agreement between Registrant and U.Sk Bational Association (Incorporated by refererm®te-Effective Amendment
No. 3 to the Registra’s Registration Statement on Forr-2 (File No. 33-114522), filed on July 23, 200¢

Administration Agreement between Registrant angpeot Administration, LLC (Incorporated by refereno Pre-Effective
Amendment No. 2 the Registr’s Registration Statement on Forr-2 (File No. 33-114522), filed on July 6, 2004

Transfer Agency and Service Agreement between Ragisand American Stock Transfer & Trust Compdangdrporated by referent
to Pre-Effective Amendment No. 3 to the RegistmRégistration Statement on Form N-2 (File No. 333522), filed on July 23,
2004).

Dividend Reinvestment Plan (Incorporated by refeegto Pr-Effective Amendment No. 2 to the Regist’'s Registration Statement
Form N-2 (File No. 33-114522), filed on July 6, 2004

License Agreement (Incorporated by reference t-Effective Amendment No. 2 to the Regist’'s Registration Statement on Forr-
2 (File No. 33-114522), filed on July 6, 2004

Computation of Per Share Earnings (included imtbtes to the audited financial statements contaiméuis report)
Computation of Ratios (included in the notes todhdited financial statements contained in thi®rgg
Code of Conduc

Letter regarding change in certifying accountant@rporated by reference to the 8-K/A (File No. ®D659), filed on January 21,
2005).

Subsidiaries of the Registrant: no

Certification of Chief Executive Officer pursuantRule 13-14 of the Securities Exchange Act of 1934, as ame!
Certification of Chief Financial Officer pursuantRule 13-14 of the Securities Exchange Act of 1934, as ame!
Certification of Chief Executive Officer pursuant$ection 906 of The Sarba-Oxley Act of 2002

Certification of Chief Financial Officer pursuat $ection 906 of The Sarba-Oxley Act of 2002

* Filed herewith.

C.

Other Financial Statement Schedu

No financial statement schedules are filed herebdtause (1) such schedules are not required tig€2pformation has been presen
in the aforementioned financial statements or érthtes theretc
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Prospect Energy Corporation
(the “Corporation”)

Code of Conduct
l. Covered Persons/Purpose of the Coc

This code of conduct (this “Code”) foet@orporation applies to the Corporation’s printgeecutive officer, principal financial officer,
principal accounting officer or controller, or pens performing similar functions (collectively, tffeovered Officers”), as well as directors,
officers, and employees (collectively with the Crage Officers, the “Covered Persons”) for the pugpokpromoting:

. honest and ethical conduct, including the ethiealdting of actual or apparent conflicts of intefestween personal and
professional relationship

. full, fair, accurate, timely and understandableldisure in reports and documents that a registilastwith, or submits tc
the Securities and Exchange Commission (“SEC"herNASDAQ National Market, and in other public coomitations
made by the Corporatio

. compliance with applicable laws and governmentiglsrand regulation:
. the prompt internal reporting of violations of tBede to an appropriate person or persons ideniifi¢ile Code; an
. accountability for adherence to the Ca

Each Covered Person should adhere tghadtandard of business ethics and should be sentgtsituations that may give rise to actual
as well as apparent conflicts of interest.

Il. Covered Persons Should Handle Ethically Actual anépparent Conflicts of Interest

Overview. A “conflict of interest” occurs when a Covered Rar's private interest interferes with the interexftsor his/her service to,
the Corporation. For example, a conflict of ingtneould arise if a Covered Person, or a membaisdfier family, receives improper personal
benefits as a result of his/her position in thepgooation.

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 #1940, as amended (the “Investment Company)Adtbr example, Covered Officers
may not individually engage in certain transactigwuch as the purchase or sale of securities er gtloperty) with the Corporation because of
their status as “affiliated persons” of the Corpima The Corporation’s compliance programs aratpdures are designed to prevent, or
identify and correct, violations of these provision

Each Covered Officer is an employee of a serviogiger (“Service Provider”) to the Corporation. tiidugh typically not presenting an
opportunity for improper personal benefit, conBietrise from, or as a result of, the contractuatimnship between the Corporation and the
Service Providers of which the Covered Officersase officers or employees. As a result, this €mtognizes that the Covered Officers \
in the normal course of their duties (whether fdiyntar the Corporation or for the Service Providgwhich the Covered Officer is an
employee, or for both), be involved in establishidicies and implementing decisions which will balifferent effects on the Service Provi
and the Corporation. The participation of the GedeOfficers in such activities is inherent in twntractual relationship between the
Corporation and the Service Provider and is comsistith the performance by the Covered Officerthefr duties as officers of the
Corporation. Thus, if performed in conformity withe provisions of the Investment Company Act, sactivities will be deemed to have been
handled ethically. In addition, it is recognizedthe Board of Directors that the Covered Officer@y also be or in the future become officers
or employees of one or more other investment coiepaiovered 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 subjegrovisions in the Investment
Company Act. The following list provides examptdsonflicts of interest under the Code, but CoddPersons should keep in mind that these
examples are not exhaustive. The overarching iptns that the personal interest of a Covered@reshould not be placed improperly before
the interest of the Corporation.

Each Covered Person mu

. not use his personal influence or personal relatiges improperly to influence investment decisionfinancial reporting
by the Corporation whereby the Covered Person wioeitkfit personally to the detriment of the Corpiorg

. not cause the Corporation to take action, or éatbke action, for the individual personal benefithe Covered Persc
rather than for the benefit of the Corporation;

. not use material non-public knowledge of portfdlimnsactions made or contemplated for the Corporat trade
personally or cause others to trade personallpimtemplation of the market effect of such transansti

There are some conflict of interest gitwes that may be discussed with the Corporati@iiief Compliance Officer if material.
Examples of these includé:

. service as a director on the board of any publipriMate company

. the receipt of any non-nominal gifts from any perso company with which the Corporation has curaentrospective
business dealings. For purposes of this Code,-fraoninal” are those gifts in excess of the curigational Association
of Securities Dealers limit of $10

. the receipt of any entertainment from any compaitl which the Corporation has current or prospecbusines
dealings, unless such entertainment is busineatetklreasonable in cost, appropriate as to tirdgokate, and not so
frequent as to raise any question of impropri

. any ownership interest in, or any consulting or Exyiment relationship with, any of the Corpora’s service provider:
other than its investment adviser, subadvisercppal underwriter, administrator or any affiliatedrson thereof and the
Service Provider of which such Covered Person ismployee; an

. a direct or indirect financial interest in commésss, transaction charges or spreads paid by theo€ation for effecting
portfolio transactions or for selling or repurchmgsshares other than an interest arising from thee@d Person’s
employment, such as compensation or equity owngr

M. Disclosure & Compliance
. Each Covered Person should be familiar with theldssire requirements generally applicable to thgp@ation;

. each Covered Person should not knowingly misreptese cause others to misrepresent, facts abeuttrporation to
others, whether within or outside the Corporationluding to the Corporation’s directors and audif@nd to
governmental regulators and sregulatory organization:

1 Any activity or relationship that would presentanflict for a Covered Person would likely also mmessa conflict for the Covered Pers
if a member of the Covered Per’s family engages in such an activity or has suationship.
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. each Covered Person should, to the extent appteprithin his area of responsibility, consult wither officers and
employees of the Corporation and the Corporatiadigser or subadviser with the goal of promotiniy fair, accurate,
timely and understandable disclosure in the reportsdocuments the Corporation files with, or subita, the SEC and
other public communications made by the Corporatiowl

. it is the responsibility of each Covered Persoprtamote compliance with the standards and resiristimposed b
applicable laws, rules and regulatio

V. Reporting and Accountability

Each Covered Person mu

. upon adoption of the Code (or thereafter as apgmpkcaipon becoming a Covered Person), affirm itimgito the Board
that he has received, read, and understands the

. annually thereafter affirm to the Board that he t@®plied with the requirements of the Co

. not retaliate against any employee or Covered Ragstheir affiliated persons for reports of potahviolations that are

made in good faitr

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

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

The Chief Compliance Officer is respoltesitor applying this Code to specific situationsaihich questions are presented under it anc
the authority to interpret this Code in any pafficwsituation. However, notwithstanding the foriegp the Audit Committee (the “Committee”)
is responsible for granting waivetrand determining sanctions, as appropriate, anchppyovals, interpretations or waivers sought by the
Corporation’s principal executive officers or dites will be considered by the Committee.

The Corporation will follow these proceesi in investigating and enforcing this Code:

. the Chief Compliance Officer will take any actioa tonsiders appropriate to investigate any actupbtential violations
reported to him

. if, after such investigation, the Chief Compliar@#icer believes that no violation has occurre@ @hief Compliance
Officer shall meet with the person reporting theladion for the purposes of informing such persbthe reason for not
taking action

. any matter that the Chief Compliance Officer bedigis a violation will be reported to the Commift

. if the Committee concurs that a violation has ogmdyrit will inform and make a recommendation te Board, which wil
consider appropriate action, which may includeeevof, and appropriate modifications to, applicgidécies and
procedures; notification to appropriate personfi¢he Service Provider of which such Covered Peis@m employee or
its board; a recommendation to such Service Protaldismiss the Covered Person; or dismissal®fQbvered Person
an officer of the Corporatiot

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 musiso be disclosed, as “the registrarftlilure to take action within a reasonable pe
of time regarding a material departure from a @Biri of the code of conduct that has been made kriowan executive officer” of the
registrant,
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. the Committee will be responsible for granting veas; as appropriate; a

. any changes to or waivers of this Code will, toelkeent required, be disclosed as provided by SHE3)

The Committee, in determining whetherwees should be granted and whether violations loaeerred, and the Chief Compliance
Officer, in rendering decisions and interpretatiansl in conducting investigations of potential &i@ns under the Code, may, at their
discretion, consult with such other persons as thay determine to be appropriate, including, butlinoted to, a senior legal officer of the
Corporation or its adviser or its subadviser, celittsthe Corporation or the Service Provider, petelent auditors or other consultants, sul
to any requirement to seek pre-approval from thep@@tion’s Committee for the retention of indepenidauditors to perform permissible non-
audit services.

V. Waivers

An executive officer or director may regtia waiver of any of the provisions of this Cbglesubmitting a written request for such wai
to the Committee setting forth the basis for sweduest and explaining how the waiver would be «test with the standards of conduct
described herein. The Committee shall review sagbest and make a determination thereon in writifgch shall be binding.

In determining whether to waive any psiens of this Code, the Committee shall considestiver the proposed waiver is consistent
honest and ethical conduct.

The Chief Compliance Officer shall subamtannual report to the Board regarding waiveasitgd.
VI. Other Policies and Procedure:

This Code shall be the sole code of cohddopted by the Corporation for purposes of 8acti06 of the Sarbanes-Oxley Act and the
rules and forms applicable to it thereunder andstile code of conduct adopted by the CorporatiateuRule 4350(n) of the National
Association of Securities Dealers’ listing standarthsofar as other policies or procedures ofdbgporation, the Corporation’s adviser, sub-
adviser, principal underwriter, or the Service Rdevs govern or purport to govern the behavioraivdies of the Covered Persons who are
subject to this Code, they are superseded by thile @ the extent that they overlap or conflictwiie provisions of this Code. The codes of
ethics of the Corporation and their investment selvisubadviser, principal underwriter and SeriAmeviders under Rule 17j-1 under the
Investment Company Act are separate requiremeplyiag to the Covered Officers and others, andnartepart of this Code.

VIl.  Amendments

Any amendments to this Code, other thrmaradments to Exhibit A, must be approved or ratifig a majority vote of the Corporation’s
board, including a majority of independent direstor

VIIl.  Confidentiality

All reports and records prepared or naairgd pursuant to this Code will be considered idential and shall be maintained and prote:
accordingly. Except as otherwise required by lawhis Code, such matters shall not be disclosethy@ne other than the Board and its
counsel, the investment adviser and its counselS#rvice Provider of which such Covered Persam ismployee or independent auditors or
other consultants referred to in Section IV above.

IX. Internal Use

The Code is intended solely for the in&use by the Corporation and does not constntadmission, by or on behalf of any person, as
to any fact, circumstance, or legal conclusion.

Date: June 9, 2004

57



SIGNATURES

Pursuant to the requirements of Section 13 or 1&{the Securities Exchange Act of 1934, the Registhas duly caused this report to be
signed on its behalf by the undersigned thereunkp authorized.

PROSPECT ENERGY CORPORATIC
(Registrant

Dated: October 13, 20( By: /s/John F. Barry Il

John F. Barry llI
Chief Executive Office

Dated: October 13, 20( By: /s/ William E. Vastardi

William E. Vastardis

Chief Financial Office

Chief Compliance Office

Treasure

(Principal Accounting and Financial Office

Pursuant to the requirements of the Securities &xga Act of 1934, this report has been signed bblpthe undersigned on behalf of the
registrant and in the capacity and on the datesatet.

Dated: October 13, 20( By: /s/John F. Barry Il

John F. Barry llI
Chairman of the

Board of Director:
(Chief Executive Officer

Dated: October 13, 20( By: /s/ M. Grier Eliasel

M. Grier Eliasek

Chief Operating Office
Presiden

Director
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Dated: October 13, 20(

Dated: October 13, 20(

Dated: October 13, 20(
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By:

By:

/s/ Michael E. Bashar

Michael E. Bashar
Director

/s/ Robert A. Davidso

Robert A. Davidsol
Director

/s/ Walter V. E. Parke

Walter V. E. Parke
Director
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Report of Independent Registered Public Accountingdrirm
BDO SEIDMAN, LLP

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

We have audited the accompanying balance she@ospect Energy Corporation as of June 30, 2002864, including the schedule of
investments, as of June 30, 2005, and the reléehsents of operations, stockholdexguity, and cash flows for year ended June 30, 20@
for the period from April 13, 2004 (inception) tlugh June 30, 2004. These financial statementgimauacial highlights are the responsibility
of the Company’s management. Our responsibilitg isxpress an opinion on these financial statesnemd financial highlights based on our
audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighamlaUnited States). Those stand:
require that we plan and perform the audit to sbteasonable assurance about whether the finestatements are free of material
misstatement. The Company is not required to hawewere we engaged to perform, an audit of iesriral control over financial reporting.
Our audits included consideration of internal cohtrver financial reporting as a basis for desigranidit procedures that are appropriate in the
circumstances, but not for the purpose of exprgsaimopinion on the effectiveness of the Compaimgernal control over financial reporting.
Accordingly, we express no such opinion. An aatib includes examining, on a test basis, evidenpgorting the amounts and disclosures in
the financial statements, assessing the accouptingiples used and significant estimates made dgagement, as well as evaluating the
overall financial statement presentation. We elihat our audits, which included confirmatiorseturities at June 30, 2005 by
correspondence with the custodian and issuersidg@reasonable basis for our opinion.

In our opinion, the financial statements and finahlkeighlights referred to above present fairlyalhmaterial respects, the financial position of
Prospect Energy Corporation at June 30, 2005 a@d,2(hd the results of its operations and its fas¥s for the year ended June 30, 2005 and
for the period from April 13, 2004 (inception) tlugh June 30, 2004n conformity with accounting principles generadigcepted in the United
States of America.

/s/ BDO Seidman, LLI
New York, NY
October 11, 200
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PROSPECT ENERGY CORPORATION
BALANCE SHEETS
(figures in thousands, except share and per simaoerats)

June 30, June 30,
2005 2004

Assets
Cash held in segregated account (Notes 3 a $ 9587 $ 1
Controlled Investment, Gas Solutions Holdings, latvalue (cos- $23,327, Notes 3 and 29,50( —
Investments, at value (cc- $64,197, Notes 3 and ! 64,36¢ —
Accrued interest receivab 20¢ —
Due from Gas Solutions Holdings, Inc. (Note 201 —
Prepaid expense¢ 49 —
Total asset 103,90¢ 1
Liabilities
Accrued liabilities 81¢ —
Due to Investment Adviser (Note 77 10C
Other current liabilitie: 47 —
Total liabilities 94z 10C
Commitments and contingencies (Notes 3 ar
Stockholder’ equity (Notes 1 and ¢
Common stock, par value $.001 per share, 100,00@¢;6hmon shares authorized, 7,055,100 issued and

outstanding 7 —
Paic-in capital in excess of pi 96,95¢ 1
Distributions in excess of net investment incc (337) (100)
Net unrealized appreciatic 6,34 —
Total stockholder equity 102,96° (99)
Total liabilities and stockholde’ equity $ 103,90¢ $ 1
Net asset value per sh $ 14.5¢ N/A

See the accompanying notes to the audited finast@téments which are an integral part of thisstent.
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PROSPECT ENERGY CORPORATION
SCHEDULE OF INVESTMENTS
(in thousands)
June 30, 2005

Principal
Locale / Amount / % of Net
Portfolio Investments (1) Industry Shares Cost Fair Value (2) Assets
Gas Solutions Holdings, Inc. (4) Texas/Gas
gathering
and
processing
- Common share 10C $ 4927 $ 11,10( 10.£%
- Subordinated secured note, 18% 12/2: $ 18,40( 18,40( 18,40( 17.%
- Total 23,327 29,50( 28.7%
Unity Virginia Holdings, LLC (3) Virginia/
Coal
production
- Preferred stock, 100%, n-voting 58t 58E 58t 0.€%
- Subordinated secured note, 17.65%, 1/3 $ 3,31¢ 3,21( 3,21( 3.1%
- Total 3,79t 3,79¢ 3.7%
Stryker Energy Il, LLC (3 Ohio / Ol
and gas
production
- Preferred shares, Class 53¢ 53¢ 53¢ 0.5%
- Common shares, Class 931 931 947 0.%%
- Senior secured note, 14.12%, 4/8 $ 8,33( 8,171 8,177 7.%
- Total 9,647 9,66: 9.2%
Whymore Coal (3 Kentucky/
Coal
production
- Preferred shares, Convertible, Serie 1,00( — 12z 0.1%
- Senior secured note, 15.00%, 3/31 $ 4,88t 4,88¢ 4,88¢ 4.7%
- Total 4,88t 5,00¢ 4.8%
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PROSPECT ENERGY CORPORATION

SCHEDULE OF INVESTMENTS
(in thousands)
(continued)

June 30, 2005

Principal
Locale / Amount / % of Net
Portfolio Investments (1) Industry Shares Cost Assets
Natural Gas Systems, Inc. ( Texas/Oil
and gas
production
- Warrants 1,00( 21C 0.2%
- Senior secured note, 14.00%, 2/3 $ 4,00(¢ 3,72¢ 3.6%
- Total 3,93¢ 3.8%
Miller Petroleum, Inc.(3 Tennessee
QOil and gas
production
- Warrants, Expires 5/4/1 63C 36& 0.4%
- Senior secured note, 12.50%, 8/21 $ 3,15( 2,73( 2.7%
- Total 3,09t 3.1%
Total Portfolio Investment $ 48,68¢ 53.5%
Principal % of Net
U.S. Government Securities Yield Amount Cost Assets
U.S. Treasury Bill 7/7/0! 25% $ 551¢ % 5,561¢ 5.4%
U.S. Treasury Bill 7/14/0 2.4% 9,51« 9,50¢ 9.2%
U.S. Treasury Bill 7/21/0 2.55% 22,26 22,22¢ 21.€%
Total US Government Securiti 37,29: 37,24 36.2%
Money Market Fund Shares
First American Prime Obligation Fund
(Class Y) 1,58¢ 1,58¢ 1.5%
Total Investment $ 87,52« 91.2%

(1) The securities in which Prospect Energy has indesere acquired in transactions that were exenopt fregistration under tt
Securities Act of 1933, as amended, or the “Sdesrict”. These securities may be resold only &msactions that are exempt from

registration under the Securities A
(2)  Fair value is determined by or under the directibthe board of directors of Prospect Energy (N®)t¢
(3)  Non-control/nor-affiliate position.

(4)  Gas Solutions Holdings Inc. is a wholly owned andtmlled investment of Prospect Ener

See the accompanying notes to the audited finastE#ments which are an integral part of thisstant.
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PROSPECT ENERGY CORPORATION
STATEMENTS OF OPERATIONS
(in thousands, except share and per share amounts)

For the period
from April 13, 2004

For the year (inception)
ended through
June 30, 2005 June 30, 2004
Investment income
Interest incom $ 1,88. $ —
Interest income, Gas Solutions Holdings, | 2,70¢ —
Dividend income 284 —
Dividend income, Gas Solutions Holdings, | 3,151 —
Other income 72 —
Total investment income 8,09: —
Operating expense:
Investment advisory fee (Note 1,80¢ —
Administration costs (Note * 26¢€ —
Legal fees 2,57¢ —
Valuation service 42 —
Other professional fee 23C —
Insurance expens 32t —
Director¢ fees 22C —
Organizational cost 25 10C
General and administrative expen 191 —
Total operating expens: 5,68 10C
Net investment income (los 2,411 (200
Net realized los 2 —
Net unrealized appreciatic 6,34 —
Net increase (decrease) in stockhol’ equity resulting from operatiot $ 8,751 $ (100)
Basic and diluted net increase (decrease) in stddkls equity per common share resulting from
operations (Note € $ 122 $ N/A

See the accompanying notes to the audited finast@tments which are an integral part of thisstent.
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PROSPECT ENERGY CORPORATION
STATEMENT OF STOCKHOLDERS’ EQUITY
FOR THE PERIOD FROM
APRIL 13, 2004 (INCEPTION) THROUGH JUNE 30, 2005
(in thousands, except share and per share amounts)

Common Stock Paid in Distributions in

Capital in Excess of Net Net Total
Excess of Investment Unrealized Stockholders’
Shares Amount Par Income/(Loss) Appreciation Equity

Balance, April 13, 200

(inception) — — — — — —
Issuance of common sto 10C — 8 1 — — 8 1
Net decrease i

stockholdersequity from

operations for the period

from April 13, 2004

(inception) to June 30,

2004 — — — 8 (200) — (100)

Balance, June 30, 20( 10C — 1 (100) — (99

Issuance of common stock

from public offering (net

of underwriting costs 7,055,000 $ 7 98,411 — — 98,42«
Offering costs — — (1,467) — — (1,467)
Net increase in stockholdr

equity resulting from

operations for the year

ended June 30, 20! — — — 2,40¢ 6,34: 8,751
Dividends declared ($0.38

per share) and paid to

stockholder: — — — (2,64¢) — (2,646

Balance, June 30, 20! 7,055,100 $ 7% 96,95¢ $ (3370 $ 6,34z $ 102,96°

See the accompanying notes to the audited finastE#ments which are an integral part of thisstant.
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PROSPECT ENERGY CORPORATION
STATEMENTS OF CASH FLOWS
(in thousands)

For the period
from April 13, 2004

For the year (inception)
ended through
June 30, 2005 June 30, 2004

Cash flows from operating activities:
Net increase (decrease) in stockhol’ equity resulting from operatior $ 8,751 % (100)
Adjustments to reconcile net increase in stockh@’ equity resulting from operations to net cash us

operating activities

Purchases of investmer (701,63() —
Sale / refinancing of investmer 614,10t —
Increase in prepaid expen: (49 —
Increase in accrued interest receive (20€) —
Increase in due from Gas Solutions Holdings, (201 —
Increase in unrealized appreciat (6,342) —
Increase in accrued liabilitie 81¢ —
Increase in due diligence deposits and expe 47 —
Increase (decrease) in due to affilic (23 10C
Net cash used in operating activitie (84,729 —
Cash flows from financing activities:

Net proceeds from the issuance of common s 98,42« 1
Offering costs from the issuance of common si (1,469 —
Dividends declared and pe (2,64¢) —
Net cash provided by financing activities 94,31t 1
Net increase in cast 9,58¢ 1
Cash, beginning of yei 1 —
Cash, end of yeal $ 9587 $ 1

See the accompanying notes to the audited finast@tments which are an integral part of thisstent.
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PROSPECT ENERGY CORPORATION
NOTES TO FINANCIAL STATEMENTS
(in thousands except share and per share amounts)

Note 1. Organization

Prospect Energy Corporation (“Prospeargy” or the “Company”), a Maryland corporation,saaganized on April 13, 2004 and is a
closed-end investment company that has filed astieleto be treated as a business development compaler the Investment Act of 1940.
On July 27, 2004, the Company completed its infigblic offering and sold 7,000,000 shares of comistock at a price of $15.00 per share,
less underwriting discounts and commissions tagehih.05 per share. On August 27, 2004, an additEfma00 shares were issued for a price
of $15.00 per share, less underwriting discountsammissions of $1.05 per share in connection thighexercise of an over-allotment option
with respect to the offering.

Prospect Energy focuses primarily on gtwveents in energy companies and will invest, umdemal circumstances, at least 80% of its
assets (including the amount of any borrowingsrfeestment purposes) in these companies. At Jun2(8®, 53.5% of its net assets were
invested in energy companies with the remaindezsted in U.S. government and money market securfiespect Energy is a ndiversified
company within the meaning of the 1940 Act. Prosgrergy concentrates on making investments inggnesmpanies having annual
revenues of less than $250.0 million and in tratisacizes of less than $100.0 million. In moste these companies are privately held or
have thinly traded public equity securities.

Note 2. Significant Accounting Policies

The preparation of financial statementsdanformity with GAAP requires management to makémates and assumptions that affect the
reported amounts of assets and liabilities at #te df the financial statements and the reporteauants of income and expenses during the
reported period. Changes in the economic environnfieancial markets, creditworthiness of our politi companies and any other parameters
used in determining these estimates could causelaetsults to differ.

The following are significant accountipglicies consistently applied by Prospect Energy:
Investments

a) Security transactions are recorded on a -date basis
b) Valuation:

1) Investments for which market quotations are reaalilgilable are valued at such market quotati
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d)

e)

2)

3)

PROSPECT ENERGY CORPORATION
NOTES TO FINANCIAL STATEMENTS
(in thousands except share and per share amounts)

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 naeitvolves valuing a security at its cost on theed# purchase and
thereafter assuming a constant amortization to ritatof the difference between the principal amodu¢ at maturity and cost.
Shortterm securities which mature in more than 60 dags/alued at current market quotations by an indéeet pricing servic
or at the mean between the bid and ask pricesr@atdiom at least two brokers or dealers (if avdélaor otherwise by a
principal market maker or a primary market dealenyestments in money market mutual funds are \hatgheir net asset value
as of the close of business on the day of valua

It is expected that most of the investments inGbenpan’s portfolio will not have readily available marketlues. Debt an
equity securities whose market prices are not headailable are valued at fair value, with theistssice of an independent
valuation service, using a documented valuatioicp@nd a consistently applied valuation procesilvis under the direction
our board of director:

The factors that may be taken into account inyaidluing investments include, as relevant, theéfplio company’s ability to
make payments, its estimated earnings and projelisedunted cash flows, the nature and realizadligevof any collateral, the
sensitivity of the investments to fluctuationsieirest rates, the financial environment in whiwd portfolio company operates,
comparisons to securities of similar publicly trdd®mpanies and other relevant factors. Due tinterent uncertainty of
determining the fair value of investments that dotmave a readily available market value, theValue of these investments n
differ significantly from the values that would eleen used had a ready market existed for suelstiments, and any such
differences could be materi

Realized gains or losses on the sale of investnaatsalculated using the specific identificatioathod.

Interest income adjusted for amortization of prem&and accretion of discount is recorded on an attrasis

Dividend income is recorded on the-dividend date

Loan origination, facility, commitments, consentlasther advance fees received by us on loan agrgsraeother investments are
accreted into income over the term of the lo

Federal and State Income Tax

Prospect Energy has elected to be trestedregulated investment company and intendasrttincie to comply with the requirements of

the Internal Revenue Code of 1986 (the “Codapplicable to regulated investment companies. Weeruired to distribute at least 90% of
investment company taxable income and intend twillige (or retain through a deemed distributidhpfour investment company taxable
income and net capital gain to stockholders; tleeegfwe have made no provision for income taxes.

GAAP.

The character of income and gains thatwlleistribute is determined in accordance witikdme tax regulations that may differ from

Dividends and Distributions

Dividends and distributions to commorc&twlders are recorded on the ex-dividend date.afheunt, if any, to be paid as a dividend is

approved by the board of directors each quartetisagdnerally based upon management’s estimatarcgarnings for the quarter. Net realized
capital gains, if any, are distributed at leastuasily.
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PROSPECT ENERGY CORPORATION
NOTES TO FINANCIAL STATEMENTS
(in thousands except share and per share amounts)

Consolidation:

As an investment company, Prospect Enendly consolidates subsidiaries which are alsostment companies. At June 30, 2005
Prospect Energy did not have any consolidated di#rigs.

Guarantees and Indemnification Agreements:

The Company follows FASB Interpretationriber 45, “Guarantor’'s” Accounting and DisclosuegRirements for Guarantees,
Including Indirect Guarantees of Indebtedness de@t” (“FIN 45"). FIN 45 elaborates on the diselos requirements of a guarantor in its
interim and annual financial statements abouthigyations under certain guarantees that it hageibslt also requires a guarantor to recognize,
at the inception of a guarantee, a liability foe fair value of the obligation undertaken in isguaertain guarantees. FIN 45 did not have a
material effect on the financial statements. RedeMote 3 for further discussion of guaranteesiaddmnification agreements.

Note 3. Portfolio Investments

We classify our investments by level ofittol. As defined in the 1940 Act, control invesimts are those where there is the ability or
power to exercise a controlling influence over itienagement or policies of a company. Control isgaly deemed to exist when a company
or individual owns more than 25% or more of thangsecurities of an investee company. Affiliateddstments and affiliated companies are
defined by a lesser degree of influence and armdddo exist through ownership of 5% or more ofdhestanding voting securities of another
person. The Company owns 100% of the outstandingruan equity shares of GSHI and, therefore, haswra@iting interest. The Company f
no other controlled or affiliated investments.

GSHI has indemnified Prospect Energy regainy legal action arising from its investmenGias Solutions, LP. Prospect Energy has
incurred approximately $0.760 million in fees asated with this legal action through June 30, 20@5HI has reimbursed Prospect Energy
$0.559 million as of June 30, 2005. Prospect Bnbeg a receivable from GSHI of approximately $Q.&dllion as of June 30, 2005. The
$0.760 million reimbursement is reflected as Dividéncome, Gas Solutions Holdings, Inc. on the aquanying statement of operations for
the year ended June 30, 2005.

The Company has provided a limited indigynio Citibank Texas, N.A. related to Citibank&rin loan to GSHI. The limited indemnity
requires us to indemnify Citibank for up to $12.0ion if it realizes losses on the term loan. Thimited indemnity is backed by segregated
funds in Prospect Energy’s account valued at $39ll&m During the quarter ended June 30, 20053%$8illion of previously segregated funds
were released to the Company. This reduction rfleéguarterly payments by GSHI to Citibank Texh#\. These funds are released upon the
earlier of legal resolution of such claims, shoahy be made, or 91 days after the loan with Cittbbexas, N.A. is refinanced or otherwise
repaid.

On December 6, 2004, Dallas Gas Parthé&¢,DGP”) served Prospect Energy with a Compléiietl November 30, 2004 in the United
States District for the Southern District of Tex@slveston Division. DGP alleges that DGP was defeal and that Prospect Energy breached
its fiduciary duty to DGP and tortuously interfenedh DGP’s contract to purchase Gas Solutions, (ddsubsidiary of our portfolio company,
GSHI) in connection with Prospect Energy’s alleggdeement in September, 2004 to loan DGP fundswihiibh DGP intended to buy Gas
Solutions, Ltd. for approximately $26 million. T@®mplaint seeks relief not limited to $100 milli(Mote 7). We believe that the DGP
Complaint is frivolous and without merit, and inteto defend the matter vigorously. However, as itly litigation, the outcome is uncertain
and a judgment against Prospect Energy could #ignifly impair the value of the investment in Gat¢uBons Holdings, Inc.

Debt placements and interests in nonAgogiquity securities with an original cost basi$48.688 million were acquired during the
twelve months ended June 30, 2005.

Note 4. Organizational and Offering Expenses

A portion of the net proceeds of ouriaipublic offering and the subsequent exercisthefover-allotment option was used for
organizational and offering expenses of approxitg&i@.125 million and $1.463 million, respectivelyrganizational expenses were expensed
as incurred. Offering expenses were charged agaaidtin capital in excess of par. All organizatiband offering expenses were borne by
Prospect Energy.

Note 5. Related Party Agreements and Transactions
Investment Advisory Agreemt

Prospect Energy has entered into an tmexg Advisory Agreement with Prospect Capital Mggraent LLC (the “Investment Adviser”)
under which the Investment Adviser, subject todherall supervision of Prospect Ene’s board of directors, will manage the -to-day



operations of, and provide investment advisoryisessto, Prospect Energy. For providing these sesvihe Investment Adviser will receive a
fee from Prospect Energy, consisting of two compisiea base management fee and an incentive feebd$e management fee will be
calculated at an annual rate of 2.00% on Prospeetdy’s gross assets (including amounts borrowent) services rendered under the
Investment Advisory Agreement during the period ntencing from the closing of Prospect Energy’s @iiublic offering through and
including the first six months of operations, ttesé management fee
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was payable monthly in arrears. For services ctiyreendered under the Investment Advisory Agreetniie base management fee is payable
quarterly in arrears. For the first quarter of Pexsg Energy’s operations commencing from the ctpsinProspect Energy’s initial public
offering, the base management fee was calculateeldben the value of Prospect Energy’s gross asttte closing of the initial public

offering. Subsequently, the base management fesdslated based on the average value of Prospecpifs gross assets at the end of the
most recently completed calendar quarters (thérdasf Prospect Energy’s initial public offering svreated as a quarter end for these
purposes) and appropriately adjusted for any skauances or repurchases during the current calepdater. Base management fees for any
partial month or quarter are appropriately prodate

The incentive fee has two parts. The fiext, the income incentive fee, is calculated paghble quarterly in arrears based on Prospect
Energy’s pre-incentive fee net investment inconretie immediately preceding calendar quarter. Rigrpurpose, pre-incentive fee net
investment income means interest income, dividandrme and any other income (including any othes {ether than fees for providing
managerial assistance), such as commitment, otigimatructuring, diligence and consulting feed ather fees that Prospect Energy receives
from portfolio companies) accrued during the catergliarter, minus Prospect Energy’s operating esgefor the quarter (including the base
management fee, expenses payable under the Adratiost Agreement described below, and any intermegénse and dividends paid on any
issued and outstanding preferred stock, but exotuthie incentive fee). Pre-incentive fee net inmestt income includes, in the case of
investments with a deferred interest feature (@gcbriginal issue discount, debt instruments wéthnpent in kind interest and zero coupon
securities), accrued income that we have not ytived in cash. Pre-incentive fee net investmestrite does not include any realized capital
gains, realized capital losses or unrealized clgareciation or depreciation. Pre-incentive feeinvestment income, expressed as a rate of
return on the value of Prospect Energy’s net asgdte end of the immediately preceding calendartgr, is compared to a “hurdle rate” of
1.75% per quarter (7% annualized). However, ouestment Adviser has voluntarily agreed that fohefesral quarter after January 1, 2005,
the quarterly hurdle rate will be equal to the tgeaf (a) 1.75% and (b) a percentage equal tatine of the daily average of the “quoted
treasury rate” for each month in the immediatelygading two quarters plus 0.50%. “Quoted treasatg/ means the yield to maturity
(calculated on a semi-annual bond equivalent basitbje time of computation for Five Year U.S. @y notes with a constant maturity (as
compiled and published in the most recent FedegakbRre Statistical Release H). These calculatidh®evappropriately pro rated for any
period of less than three months and adjustedrfpishare issuances or repurchases during the tguarter. The voluntary agreement by the
Investment Adviser that the hurdle rate be fludhgafor each fiscal quarter after January 1, 2G@5discussed above) may be terminated b
Investment Adviser at any time upon 90 days’ priotice. The net investment income used to calctitasepart of the incentive fee is also
included in the amount of the gross assets usedltolate the 2% base management fee. ProspedjyEpays the Investment Adviser an
income incentive fee with respect to Prospect Byisngre-incentive fee net investment income in eealendar quarter as follows: (1) no
incentive fee in any calendar quarter in which peas Energy’s pre-incentive fee net investmentinealoes not exceed the hurdle rate; (2)
100% of Prospect Energy’s pre-incentive fee neéstment income with respect to that portion of suehincentive fee net investment incor
if any, that exceeds the hurdle rate but is leas #25% of the quarterly hurdle rate in any calewngarter (8.75% annualized assuming a 7%
annualized hurdle rate); and (3) 20% of the amofiRrospect Energy’s pre-incentive fee net investnrecome, if any, that exceeds 125% of
the quarterly hurdle rate in any calendar quaBef5% annualized assuming a 7% annualized hurtdg fEhese calculations are appropriately
pro rated for any period of less than three moatitsadjusted for any share issuances or repurctiaseg the current quarter.
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The second part of the incentive feeciq@tal gains incentive fee, is determined andaplgyin arrears as of the end of each calendar
year (or upon termination of the Investment AdwsAgreement, as of the termination date), and egp@l0% of Prospect Ener's realized
capital gains for the calendar year, if any, coragutet of all realized capital losses and unredlcapital depreciation at the end of such year.
In determining the capital gains incentive fee fgao the Investment Adviser, Prospect Energywates the aggregate realized capital gains,
aggregate realized capital losses and aggregagelized capital depreciation, as applicable, wéfpect to each of the investments in its
portfolio. For this purpose, aggregate realizedtabgains, if any, equals the sum of the diffelenbetween the net sales price of each
investment, when sold, and the original cost ohsngestment since inception. Aggregate realizgitablosses equal the sum of the amounts
by which the net sales price of each investmengndold, is less the original cost of such investnsece inception. Aggregate unrealized
capital depreciation equals the sum of the diffeeeiif negative, between the valuation of eachstment as of the applicable date and the
original cost of such investment. At the end of dipplicable period, the amount of capital gains seaves as the basis for Prospect Energy’s
calculation of the capital gains incentive fee dgjtiae aggregate realized capital gains less agtgegalized capital losses and less aggregate
unrealized capital depreciation with respect t@@sfolio of investments. If this number is posdtiat the end of such period, then the capital
gains incentive fee for such period is equal to 20%uch amount, less the aggregate amount of @piyat gains incentive fees paid in respect
of its portfolio in all prior periods.

For the year ended June 30, 2005, thregaay paid the Investment Adviser $1.808 milliorbase management fees and no incentive
fee.

Administration Agreemel

Prospect Energy has also entered inthdmninistration Agreement with Prospect Administoati LLC (“Prospect Administration”)
under which Prospect Administration, among otharg, provides administrative services and faetitior Prospect Energy. Prospect
Administration has engaged EOS Fund Services LL§&tge as sub-administrator of Prospect EnergypFaniding these services, Prospect
Energy reimburses Prospect Administration for PessjEnergy’s allocable portion of overhead incutbgdProspect Administration in
performing its obligations under the Administratidgreement, including rent, the fees of the sub-adstrator for services provided with
respect to Prospect Energy and Prospect Enerdgsasle portion of the compensation of its chiefgtiance officer and chief financial
officer and their respective staffs. Prospect Adstiation also provides on Prospect Energy’s bemalhagerial assistance to those portfolio
companies to which Prospect Energy is requireddgige such assistance. Prospect Administrati@wigolly owned subsidiary of the
Investment Adviser.

For the year ended June 30, 2005, tpaay reimbursed Prospect Administration $0.26dianiffor services it provided to Prospect
Energy at cost. The Company also reimbursed Progykuinistration for certain expenses which itigliy funded on behalf of the Company.

F-13



PROSPECT ENERGY CORPORATION
NOTES TO FINANCIAL STATEMENTS
(in thousands except share and per share amounts)

Managerial Assistanc

As a business development company, wer,odihnd must provide upon request, managerialtassis to certain of our portfolio
companies. This assistance could involve, amonerdtiings, monitoring the operations of our poitfa@ompanies, participating in board and
management meetings, consulting with and advisffigeos of portfolio companies and providing otleeganizational and financial guidance.
We have received $77,000 of these assistancerf@@s@SHI. These fees are paid to the Investmentsid.

Note 6. Financial Highlights

The following is a schedule of financial highligtits the twelve months ended June 30, 2005 anth&period April 13, 2004 (inception)
through June 30, 2004:

For the period

April 13, 2004
For the twelve (inception)
months ended through
June 30, 2005 June 30, 2004 (1)

Per share data (1

Net asset value at beginning of per $ 0.0y % —
Proceeds from initial public offerir 13.9¢ —
Costs related to the initial public offeril (0.2)) —
Net investment incom .34 —
Net unrealized appreciatic .9C —
Dividends declared and ps (0.39) —
Net asset value at end of per| 14.5¢ $ —
Per share market value at end of pe 12.6(C —
Total return based on market value (13.46)% —
Total return based on net asset value 7.4(% —
Shares outstanding at end of per 7,055,10! —
Ratio/supplemental dat

Net assets at end of period (in thousat 102,96° —
Annualized ratio of operating expenses to averagasset 5.52% —
Annualized ratio of net operating income to averageasset 8.5(% —
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(1) Financial Highlights as of June 30, 2004 aresidered not applicable as the initial offeringgommon stock did not occur as of this date.
However, Financial highlights as of June 30, 20@5kased on 7,055,100 shares outstan:

(2) Total return based on market value is basetth@rhange in market price per share betweengbeing and ending market prices per st
in each period and assumes that dividends areaslies in accordance with Prospect Enesglvidend reinvestment plan. Total return base
net asset value is based upon the change in regtvadee per share between the opening and eneinasset values per share in each period
and assumes that dividends are reinvested in amcoedvith Prospect Ener's dividend reinvestment plan. The total returndsannualized

Note 7. Litigation

The Company is a defendant in legal ast@rising out of its activities. While predictititge outcome of litigation is inherently very
difficult, and the ultimate resolution, range ofsgible loss and possible impact on operating resalinot be reliably estimated, management
believes, based upon its understanding of the tawdshe advice of legal counsel, that it has medtis defenses for both actions. We intend to
defend both of these actions vigorously, and beliiat resolution of these actions will not haveaerially adverse effect on the Company’s
financial position.

On December 6, 2004, Dallas Gas Parth&¢,DGP") served Prospect Energy with a Compldiled November 30, 2004 in the United
States District for the Southern District of Tex@s|veston Division. DGP alleges that DGP was defeal and that Prospect Energy breached
its fiduciary duty to DGP and tortiously interferaith DGP’s contract to purchase Gas Solutions, (ddubsidiary of our portfolio company,
Gas Solutions, Holdings, Inc.) in connection witle$pect Energy’s alleged agreement in Septemb8d #Dloan DGP funds with which DGP
intended to buy Gas Solutions, Ltd. for approxirfya#26 million. The Complaint seeks relief not lbed to $100 million. On August 9, 2005,
we filed our Motion for Summary Judgment requestigmissal of the DGP suit in its entirety baseciomritten agreement dated September
23, 2004 that Prospect and the partners of DGPtia¢gad under which Prospect paid $2.5 million agichbursed all of DGP’s expenses
totaling over $1.5 million in return for an assigam of DGP’s contract to purchase Gas Solutiors,, laind the parties exchanging mutual
releases. The Court has tentatively set a hearirguoMotion for October 12, 2005. We believe it DGP Complaint is frivolous and
without merit, and intend to defend the matter vigrsly. More information on this matter is avaikalilom the Federal Court Systeswebsite
public access to Court electronic records, locatduttps:\\ecf.txsd.uscourts.gov\cgi-bin\login.pl.

On April 7, 2005 a former officer of t@mpany filed a complaint with the Occupationaleé®afind Health Administration of the
Department of Labor (“OSHA") alleging discriminatipretaliation, infliction of emotional distresscaother claims. This officer seeks
economic reinstatement and other relief. The Complaes not believe that these claims, even if @tely resolved against the Company,
would be material. The Company believes the complaiwithout merit and intends to defend itsetiasiously.
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Note 8. Subsequent Events
On July 19, 2005 Prospect Energy provid@@50 million of senior secured debt financing\tatic Recoll, Inc.
On, September 15, 2005, we provided alitiadal $5.0 million of senior secured debt finamgcto Stryker.

On August 10, 2005, Prospect Energy pledian additional $0.625 million of senior secudledit and equity financing to Whymore C
Company. On September 22, 2005, Prospect Energydeda further $300,000 of senior secured deliniing to Whymore Coal Company.

On September 15, 2005, OSHA issued folimcluding an order dismissing the complaintrfra former officer of the Company as
discussed in Note 7. The complainant may filetemitobjections to the order and request a heaefy® an Administrative Law Judge.

On September 28, we provided $10.75 omiltbf senior secured debt financing to WorcestergnPartners, Inc. (“WECQO"), a wood
processing and biomass power generation businsgsl lim Deblois, Maine. WECO is a privately ownedewgable energy company that
operates a wood harvesting and chipping businesglhas a newly refurbished 25.85 megawatt wooeldfpower plant. Built in 1988, the
plant has operated intermittently over the pasade@nd recently has been recommissioned for ksefmerations. The wood harvesting and
chipping business has access to more than 16,088 atwood fuel, and the plant has long-term @anig for the sale of electricity as well as
renewable energy credits. Prospect’s funding has bélized to refinance existing debt and to pdevivorking capital to re-initiate plant
operations. Prospect is receiving a significanttgqawnership position in WECO as part of the inwesnt, including a minimum internal rate
of return on Prospect’s investment.

Note 9. Selected Quarterly Financial Data (unaudit@) (in thousands except per share amounts)

Net Realized and Net Increase
Unrealized Gain (Decrease) in Net
Investment Net Investment (Loss) on Assets From
Income Income Investments Operations
Per Per Per Per
Quarter Ended Total Share Total Share Total Share Total Share
September 30, 20( $ 266 $ 0.0 $ (439 $ (0.0 $ — 3 — 3 (439 $  (0.06)
December 31, 200 2,94¢ 0.4z 1,22¢ 0.17 2 — 1,22¢ 0.17
March 31, 200¢ 2,20z 0.31 444 0.0¢ 414 0.0¢ 85¢& 0.1z
June 30, 200 2,67¢ 0.3¢ 1,17: 0.17 5,92¢ 0.84 7,101 1.01
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EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO RULE 13a-14(a)

I, John F. Barry lll, Chief Executive Officer andh@irman of the Board of Prospect Energy Corporatientify that:

1.
2.

| have reviewed this annual report on Forr-K of Prospect Energy Corporatic

Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omgt&ie a material fact necessar
make the statements made, in light of the circunt&ts under which such statements were made, nkadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statement$,oéimer financial information included in this repdairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamld procedures (i
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

(@) Designed such disclosure controls and proceduresused such disclosure controls and proceduies ttesigned under our
supervision, to ensure that material informatidatieg to the registrant is made known to us byettwithin those entities,
particularly during the period in which this rep@teing preparec

(b) Evaluated the effectiveness of the regis’s disclosure controls and procedures and pres@nta report our conclusior
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougredis report based on such
evaluation; ant

(c) Disclosed in this report any change in the regid’s internal control over financial reporting thatomed during the registre' s
most recent fiscal quarter that has materiallycé@, or is reasonably likely to materially affette registrant’s internal control
over the financial reporting; ar

The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiartevhal control over financial
reporting, to the registrant’s auditors and theitacminmittee of the registrant’s board of direct@yspersons performing the equivalent
functions):

(@)  All significant deficiencies and material weaknesigethe design or operation of internal contradiofinancial reporting which
are reasonably likely to adversely affect the regie’s ability to record, process, summarize and reffiehcial information; an

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

Dated this 13th day of October, 2005

/s/ John F. Barry Il

John F. Barry Il
Chief Executive Officer and Chairman of the Bo



EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO RULE 13a-14(a)

I, William E. Vastardis, Chief Financial Officer @freasurer of Prospect Energy Corporation, cettify:

1.
2.

| have reviewed this annual report on Forr-K of Prospect Energy Corporatic

Based on my knowledge, this report does not comtaynuntrue statement of a material fact or omgt&ie a material fact necessar
make the statements made, in light of the circunt&ts under which such statements were made, nkadisg with respect to the
period covered by this repo

Based on my knowledge, the financial statement$,oéimer financial information included in this repdairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amgdtfe periods presented in this rep

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contamld procedures (i
defined in Exchange Act Rules -15(e) and 15-15(e)) for the registrant and ha

(@) Designed such disclosure controls and proceduresused such disclosure controls and proceduies ttesigned under our
supervision, to ensure that material informatidatieg to the registrant is made known to us byettwithin those entities,
particularly during the period in which this rep@teing preparec

(b) Evaluated the effectiveness of the regis’s disclosure controls and procedures and pres@nta report our conclusior
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougredis report based on such
evaluation; ant

(c) Disclosed in this report any change in the regid’s internal control over financial reporting thatomed during the registre' s
most recent fiscal quarter that has materiallycé@, or is reasonably likely to materially affette registrant’s internal control
over the financial reporting; ar

The registrant’s other certifying officer and | leadisclosed, based on our most recent evaluatiartevhal control over financial
reporting, to the registrant’s auditors and theitacminmittee of the registrant’s board of direct@yspersons performing the equivalent
functions):

(@)  All significant deficiencies and material weaknesigethe design or operation of internal contradiofinancial reporting which
are reasonably likely to adversely affect the regie’s ability to record, process, summarize and reffiehcial information; an

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

Dated this 13th day of October, 2005

/s/ William E. Vastardi:

William E. Vastardis
Chief Financial Office!



EXHIBIT 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO SECTION 1350

In connection with the Annual Report on Form 10eK the period ended June 30, 2005 (the “ReportBrokspect Energy Corporation (the
“Registrant”), as filed with the Securities and Bange Commission on the date hereof, |, John FyBksthe Chief Executive Officer of the
Registrant, hereby certify, to the best of my kredge, that:

1. The Report fully complies with the regments of Section 13(a) or 15(d) of the Secwwik&change Act of 1934, as amended; and
2. The information contained in the Repgaitly presents, in all material respects, thaficial condition and results of operations of the
Registrant.

/s/ John F. Barry Il

Name: John F. Barry Il
Date: October 13, 200

A signed original of this written statement reqditey Section 906, or other document authenticaticgnowledging, or otherwise adopting the
signature that appears in typed form within thetetaic version of this written statement requibsdSection 906, has been provided to
Prospect Energy Corporation and will be retained®lyspect Energy Corporation and furnished to #muBties and Exchange Commission or
its staff upon request.

The foregoing certification is being furnished $pl® accompany the Report pursuant to 18 U.S.C1L350, and is not being filed for purposes
of Section 18 of the Securities Exchange Act of4l3% amended, and is not to be incorporated leyaete into any filing of the Registrant,
whether made before or after the date hereof, déggs of any general incorporation language in $ilioky.



EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO SECTION 1350

In connection with the Annual Report on Form 10eK the period ended June 30, 2005 (the “ReportBrokspect Energy Corporation (the
“Registrant”), as filed with the Securities and Bange Commission on the date hereof, I, Willianvastardis, the Chief Financial Officer of
the Registrant, hereby certify, to the best of mgwledge, that:

1. The Report fully complies with the regments of Section 13(a) or 15(d) of the Secwwik&change Act of 1934, as amended; and
2. The information contained in the Repgaitly presents, in all material respects, thaficial condition and results of operations of the
Registrant.

/s/ William E. Vastardi:

Name: William E. Vastardis
Date: October 13, 200

A signed original of this written statement reqditey Section 906, or other document authenticaticgnowledging, or otherwise adopting the
signature that appears in typed form within thetetaic version of this written statement requibsdSection 906, has been provided to
Prospect Energy Corporation and will be retained®hyspect Energy Corporation and furnished to #muBties and Exchange Commission or
its staff upon request.

The foregoing certification is being furnished $pl® accompany the Report pursuant to 18 U.S.C1L350, and is not being filed for purposes
of Section 18 of the Securities Exchange Act of4l3% amended, and is not to be incorporated leyaete into any filing of the Registrant,
whether made before or after the date hereof, déggs of any general incorporation language in $iliok.



