
PROSPECT ENERGY CORP
Form 10-K/A
September 29, 2006

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-K/A
x  ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the fiscal year ended June 30, 2006 

OR

o  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from               to

Commision File Number: 333-114552

PROSPECT ENERGY CORPORATION
(Exact name of registrant as specified in its charter)

Maryland 43-2048643
(State of Incorporation) (I.R.S. Employer Identification Number)

10 East 40th Street,
New York, NY 10016

(Address of principal
executive offices) (Zip Code)

(212) 448-0702
Registrant�s telephone number, including area code:

________________

Securities registered pursuant to Section 12(b) of the Act: None
Securities registered pursuant to Section 12(g) of the Act:

Title of each class
Common Stock, par value

$0.001 per share
________________

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.    Yes o No x

Edgar Filing: PROSPECT ENERGY CORP - Form 10-K/A

1



Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d)
of the Act.    Yes o No x

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the
Registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days.    Yes x  No o

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not
contained herein, and will not be contained, to the best of Registrant�s knowledge, in definitive proxy or
information statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form
10-K.    o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a
non-accelerated filer. See definition of �accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated filer    o Accelerated filer    x Non-accelerated filer    o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act)  
 Yes o  No x

The aggregate market value of common stock held by non-affiliates of the Registrant on September 27, 2006
based on the closing price on that date of $15.48 on the NASDAQ Global Market was $195,288,459. For the
purposes of calculating this amount only, all directors and executive officers of the Registrant have been treated
as affiliates.

As of September 27, 2006, there were 12,786,523 shares of the registrant�s common stock outstanding.

Documents Incorporated by Reference

Portions of the Registrant�s definitive Proxy Statement relating to the 2006 Annual Meeting of Stockholders,
to be filed with the Securities and Exchange Commission, are incorporated by reference in Part III of this Annual
Report on Form 10-K to the extent described therein.

EXPLANATORY NOTE

This Form 10-K/A amends the registrant�s Annual Report on Form 10-K, as filed by registrant with the
Securities and Exchange Commission on September 28, 2006, and is filed solely to correct the inadvertent
placement of the Financial Statements. With the exception of the foregoing, no other information in the
registrant�s Annual Report on Form 10-K has been supplemented, updated or amended.

PROSPECT ENERGY CORPORATION
FORM 10-K FOR THE YEAR ENDED JUNE 30, 2006

TABLE OF CONTENTS

Edgar Filing: PROSPECT ENERGY CORP - Form 10-K/A

2



Page

PART I 3
Item 1. Business 3
Item 1A.   Risk Factors 18
Item 1B. Unresolved Staff Comments 33
Item 2. Properties 33
Item 3. Legal Proceedings 33
Item 4. Submission of Matters to a Vote of Security Holders 34

PART II 34

Item 5.
Market for Registrant�s Common Equity, Related Stockholder
Matters and Issuer Purchases of Equity Securities 34

Item 6. Selected Financial Data 36

Item 7.
Management�s Discussion and Analysis of Financial Condition
and Results of Operations 36

Item 7A. Quantitative and Qualitative Disclosures About Market Risk 44
Item 8. Financial Statements and Supplementary Data 44

Item 9.
Changes in and Disagreements with Accountants on
Accounting and Financial Disclosure 45

Item 9A. Controls and Procedures 45
Item 9B. Other Information 45

PART III 46
Item 10. Directors and Executive Officers of the Registrant 46
Item 11. Executive Compensation 46

Item 12.
Security Ownership of Certain Beneficial Owners and
Management and Related Stockholder Matters 46

Item 13. Certain Relationships and Related Transactions 46
Item 14. Principal Accountant Fees and Services 46

PART IV 46
Item 15. Exhibits and Financial Statement Schedules 46

2

PART I

The terms �we,� �us,� �our,� �Company� and �Prospect Energy� refer to Prospect Energy Corporation;
�Prospect Management� or the �Investment Adviser� refers to Prospect Capital Management, LLC; �Prospect
Administration� or the �Administrator� refers to Prospect Administration, LLC.

Item 1. Business

We are a financial services company that lends to and invests in companies in the energy industry. We are
organized as a non-diversified closed-end management investment company that has elected to be treated as a
business development company under the Investment Company Act of 1940, or the �1940 Act.�

We concentrate on making investments in energy companies having annual revenues of less than $250.0
million. Our typical investment involves a secured loan of less than $30.0 million with some form of equity
participation. In most cases, companies in which we invest are privately held or have thinly traded public
securities at the time we invest in them. We refer to these companies as �middle market� companies and these
investments as middle market investments.

Edgar Filing: PROSPECT ENERGY CORP - Form 10-K/A

3



We seek to maximize returns to our investors by applying rigorous credit analysis and asset-based lending
techniques to make and monitor our investments in asset intensive energy companies. We do not intend to invest
directly in any energy company engaged exclusively in (1) oil and gas exploration, (2) speculative risks or (3)
speculative trading in oil, gas and/or other commodities, although some of the energy companies in which we
invest may be involved in some exploration or development activity.

As of June 30, 2006, we held investments having an aggregate value of $134.0 million in fifteen portfolio
companies. As of June 30, 2006, the weighted average yield on all of our outstanding investments in long-term
debt securities issued by our portfolio companies was 14.3% (17.0% including equity securities).

The Energy Industry

We invest primarily in the North American energy industry. We believe the energy industry is one of the
largest, most dynamic and important industries in North America. The energy industry consists of companies in
the direct energy value chain as well as companies that sell products and services to, or acquire products and
services from, the direct energy value chain. In this document, we refer to all of these companies as �energy
companies� and assets in these companies as �energy assets.� The categories of energy companies in this value
chain are described below. The direct energy value chain includes upstream businesses, midstream businesses
and downstream businesses:

Upstream businesses find, develop and extract energy resources, including natural gas, crude oil and coal,
which are typically found underground or offshore in geological reservoirs.

• 

Midstream businesses gather, process, refine, store and transmit energy resources and their byproducts in a
form that is usable by wholesale power generation, utility, petrochemical, industrial and gasoline customers.

• 

Downstream businesses include the power and electricity segment as well as businesses that process, refine,
market or distribute hydrocarbons or other energy resources, such as customer-ready natural gas, propane and
gasoline, to end-user customers.

• 

3

Our Investment Objective and Policies

Our investment objective is to generate both current income and long-term capital appreciation through debt
and equity investments. We focus on making investments in energy companies and will invest, under normal
circumstances, at least 80% of our assets (including the amount of any borrowings for investment purposes) in
these companies. Prospect Energy is a non-diversified company within the meaning of the 1940 Act, which means
that from time to time a greater portion of our assets may consist of portfolio companies in which we have
invested more than 5% of our net asset value and/or hold more than 10% of the outstanding voting securities than
would be the case if we were a diversified company.

We seek to maximize returns to our investors by applying rigorous credit analysis and asset-based lending
techniques, such as taking first or second priority security interests in energy assets. We do not invest directly in
any energy company exclusively involved in (1) speculative oil and gas exploration, (2) speculative risks or (3)
speculative trading in oil, gas and/or other commodities. Some of the energy companies in which we invest are
involved in some exploration or development activity. While the structure of our investments varies, we invest
primarily in secured senior and subordinated loans, generally referred to as mezzanine loans, which often include
equity interests such as warrants or options received in connection with these loans, and dividend-paying equity
securities, such as common and preferred stock and convertible securities, of middle market energy companies.
Our investments typically range between $5.0 million and $30.0 million each, although this investment size may
vary proportionately as the size of our capital base changes.

While we primarily seek current income through investment in the debt and/or dividend-paying equity
securities of privately held or thinly traded public energy companies and long-term capital appreciation by
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acquiring accompanying warrants, options or other equity securities of such companies, we may invest up to 30%
of our assets in opportunistic investments in order to seek enhanced returns for stockholders. Such investments
may include debt and equity instruments of public companies that are thinly traded. We expect that these public
companies generally will have debt securities that are non-investment grade. Within this 30% basket, we may
also invest in debt and equity securities of middle-market companies located outside of the United States.

Our investments typically include equity components that provide us with opportunities to share in the
growth in value of portfolio companies. Equity components may include warrants or options to acquire common
shares in a portfolio company, payment of a portion of the contractual interest on debt securities in common
shares of the portfolio company, or contractual payment rights or rights to receive a proportional interest in the
revenue, operating cash flow or net income of such company. When determined by the Investment Adviser to be
in our best interest, we may acquire a controlling interest in a portfolio company. Any warrants or options we
receive may require only a nominal cost to exercise, and thus, as a portfolio company appreciates in value, we
may achieve additional investment return from this equity interest. In many cases, we have structured, and may
seek to include, in all warrants provisions protecting our rights as a minority-interest or, if applicable,
controlling-interest holder, as well as puts. We may also seek to include in all warrants rights to sell such
securities back to the company, upon the occurrence of specified events. In many cases, we obtain registration
rights in connection with these equity interests, which may include demand and �piggyback� registration rights.

We plan to hold most of our investments to maturity or repayment, but may sell our investments earlier if a
liquidity event takes place, such as the sale or recapitalization of a portfolio company, or if the Investment
Adviser deems such sale to be in our best interest.

We have qualified and elected to be treated for federal income tax purposes as a regulated investment
company, or a RIC, under Subchapter M of the Internal Revenue Code of 1986, as amended (the �Code�). As a RIC,
we generally do not pay corporate-level federal income taxes on any ordinary income or capital gains that we
distribute to our stockholders as dividends. To continue to qualify as a RIC, we must, among other things, meet
certain source-of-income and asset diversification requirements (as described below). In addition, to qualify for
RIC tax treatment we must distribute to our stockholders, for each taxable year, at least 90% of our �investment
company taxable income,� which is generally our ordinary income plus the excess of our realized net short-term
capital gains over our realized net long-term capital losses.

4

Ongoing Relationships With Portfolio Companies

Monitoring

Prospect Management monitors our portfolio companies on an ongoing basis. Prospect Management will
continue to monitor the financial trends of each portfolio company to determine if they are meeting their
respective business plans and to assess the appropriate course of action for each company.

Prospect Management employs several methods of evaluating and monitoring the performance and value of
our investments, which include, but are not limited to, the following:

Assessment of success in adhering to the portfolio company�s business plan and compliance with
covenants;

• 

Regular contact with portfolio company management and, if appropriate, another financial or strategic
sponsor, to discuss financial position, requirements and accomplishments;

• 

Attendance at and participation in board meetings; and• 

Review of monthly and quarterly financial statements and financial projections for portfolio companies.• 

Valuation Process
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In calculating the value of our total assets, we value investments for which market quotations are readily
available at such market quotations. Debt and equity securities whose market price is not readily available are
valued at fair value as determined in good faith by our board of directors. With respect to private equity
securities, each investment is valued using a number of valuation metrics, including comparisons of financial
ratios of the portfolio companies that issued such private equity securities to peer companies that are public and
the discounted cash flow method. When an external event such as a purchase transaction, public offering or
subsequent equity sale occurs, we will use the pricing indicated by the external event in reviewing and
determining our private equity valuation. Because there is not a readily available market value for most of the
investments in our portfolio, we value substantially all of our portfolio investments at fair value as determined in
good faith by our board under a valuation policy and a consistently applied valuation process. Due to the inherent
uncertainty of determining the fair value of investments that do not have a readily available market value, the fair
value of our investments may differ significantly from the values that would have been used had a ready market
existed for such investments, and the differences could be material.

The following is a description of the steps we take each quarter to determine the value of our portfolio.
Investments for which market quotations are readily available are recorded in our financial statements at such
market quotations. With respect to investments for which market quotations are not readily available, our board
of directors undertakes a multi-step valuation process each quarter, as described below:

Our quarterly valuation process begins with each portfolio company or investment being initially valued
by the investment professionals of our Investment Adviser responsible for the portfolio investment;

• 

5

Preliminary valuation conclusions are then documented and discussed with our senior management;• 

An independent valuation firm engaged by our board of directors reviews these preliminary valuations;• 

The audit committee of our board of directors reviews the preliminary valuation, and our Investment
Adviser and, as circumstances require, our independent valuation firm respond and supplement the
preliminary valuation to reflect any comments provided by the audit committee; and

• 

The board of directors discuss valuations and determines the fair value of each investment in our portfolio
in good faith based on the input of our Investment Adviser, independent valuation firm and audit
committee.

• 

For a discussion of the risks inherent in determining the value of securities for which readily available market
values do not exist, see �Risk Factors�Many of our portfolio investments are recorded at fair value as determined in
good faith by our board of directors and, as a result, there is uncertainty as to the value of our portfolio
investments.�

Managerial Assistance

As a business development company, we offer, and must provide upon request, managerial assistance to
certain of our portfolio companies. This assistance could involve, among other things, monitoring the operations
of our portfolio companies, participating in board and management meetings, consulting with and advising
officers of portfolio companies and providing other organizational and financial guidance. We may receive fees
for these services. Such fees would not qualify as �good income� for purposes of the 90% income test that we must
meet each year to qualify as a registered investment company or �RIC.� Prospect Administration, LLC (�Prospect
Administration�) provides such managerial assistance on our behalf to portfolio companies and is compensated
therefore when we are required to provide this assistance.

Business �Factors That May Affect Future Results

Factors that may affect future results include, but are not limited to, general economic conditions, interest
rates, commodity prices, supply of and demand for particular services or products, the market position of
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individual companies, the level of competition in regional and global markets, and other factors. Please see our
discussion under �Risks Factors� below.

Management Fee

Investment Advisory Agreement

Our investment activities are managed by our Investment Adviser, which is an investment adviser that is
registered under the Investment Advisers Act of 1940, or the �Advisers Act.� We depend on the diligence, skill and
network of business contacts of the senior management of our Investment Adviser. We also depend, to a
significant extent, on our Investment Adviser�s access to the investment professionals of Prospect Management
and the information and deal flow generated by the Prospect Management Investment professionals in the course
of their investment and portfolio management activities. The senior management team evaluates, negotiates,
structures, closes, monitors and services our investments. Our future success depends to a significant extent on
the continued service of the senior management team, particularly John F. Barry III and M. Grier Eliasek. The
departure of any of the senior managers of our Investment Adviser could have a material adverse effect on our
ability to achieve our investment objectives. In addition, we can offer no assurance that Prospect Management
will remain our Investment Adviser or that we will continue to have access to its investment professionals or its
information and deal flow.

6

Prospect Energy has entered into an investment advisory and management agreement with Prospect
Management (the �Investment Advisory Agreement�) under which the Investment Adviser, subject to the overall
supervision of Prospect Energy�s board of directors, manages the day-to-day operations of, and provides
investment advisory services to, Prospect Energy. Under the terms of the Investment Advisory Agreement, our
Investment Adviser: (i) determines the composition of our portfolio, the nature and timing of the changes to our
portfolio and the manner of implementing such changes, (ii) identifies, evaluates and negotiates the structure of
the investments we make (including performing due diligence on our prospective portfolio companies); and (iii)
closes and monitors investments we make.

Prospect Management�s services under the Investment Advisory Agreement are not exclusive, and it is free
to furnish similar services to other entities so long as its services to us are not impaired. For providing these
services the Investment Adviser receives a fee from Prospect Energy, consisting of two components--a base
management fee and an incentive fee. The base management fee is calculated at an annual rate of 2.00% on
Prospect Energy�s gross assets (including amounts borrowed and drawn down). For services rendered under the
Investment Advisory Agreement during the period commencing from the closing of Prospect Energy�s initial
public offering through and including the first six months of operations, the base management fee was payable
monthly in arrears. For services currently rendered under the Investment Advisory Agreement, the base
management fee is payable quarterly in arrears. The base management fee is calculated based on the average
value of Prospect Energy�s gross assets at the end of the two most recently completed calendar quarters (the
closing of Prospect Energy�s initial public offering was treated as a quarter end for these purposes) and
appropriately adjusted for any share issuances or repurchases during the current calendar quarter. Base
management fees for any partial month or quarter are appropriately pro rated. The total base management fees
earned by and paid to Prospect Management during the twelve months ended June 30, 2006 and June 30, 2005
were $2.1 million and $1.8 million, respectively.

The incentive fee has two parts. The first part, the income incentive fee, is calculated and payable quarterly in
arrears based on Prospect Energy�s pre-incentive fee net investment income for the immediately preceding
calendar quarter. For this purpose, pre-incentive fee net investment income means interest income, dividend
income and any other income (including any other fees (other than fees for providing managerial assistance),
such as commitment, origination, structuring, diligence and consulting fees and other fees that Prospect Energy
receives from portfolio companies) accrued during the calendar quarter, minus Prospect Energy�s operating
expenses for the quarter (including the base management fee, expenses payable under the Administration
Agreement described below, and any interest expense and dividends paid on any issued and outstanding
preferred stock, but excluding the incentive fee). Pre-incentive fee net investment income includes, in the case of
investments with a deferred interest feature (such as original issue discount, debt instruments with payment in
kind interest and zero coupon securities), accrued income that we have not yet received in cash. Pre-incentive fee
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net investment income does not include any realized capital gains, realized capital losses or unrealized capital
appreciation or depreciation. Pre-incentive fee net investment income, expressed as a rate of return on the value
of Prospect Energy�s net assets at the end of the immediately preceding calendar quarter, is compared to a
�hurdle rate� of 1.75% per quarter (7.00% annualized). However, our Investment Adviser has voluntarily agreed
that for each fiscal quarter after January 1, 2005, the quarterly hurdle rate will be equal to the greater of (a)
1.75% and (b) a percentage equal to the sum of 25.00% of the daily average of the �quoted treasury rate� for each
month in the immediately preceding two quarters plus 0.50%. �Quoted treasury rate� means the yield to maturity
(calculated on a semi-annual bond equivalent basis) at the time of computation for Five Year U.S. Treasury notes
with a constant maturity (as compiled and published in the most recent Federal Reserve Statistical Release H).
These calculations will be appropriately pro rated for any period of less than three months and adjusted for any
share issuances or repurchases during the current quarter. The voluntary agreement by the Investment Adviser
that the hurdle rate be fluctuating for each fiscal quarter after January 1, 2005 (as discussed above) may be
terminated by the Investment Adviser at any time upon 90 days� prior notice.

7

The net investment income used to calculate this part of the incentive fee is also included in the amount of
the gross assets used to calculate the 2.00% base management fee. Prospect Energy pays the Investment Adviser
an income incentive fee with respect to Prospect Energy�s pre-incentive fee net investment income in each
calendar quarter as follows:

no incentive fee in any calendar quarter in which Prospect Energy�s pre-incentive fee net investment
income does not exceed the hurdle rate;

• 

100.00% of Prospect Energy�s pre-incentive fee net investment income with respect to that portion of
such pre-incentive fee net investment income, if any, that exceeds the hurdle rate but is less than
125.00% of the quarterly hurdle rate in any calendar quarter (8.75% annualized assuming a 7.00%
annualized hurdle rate); and

• 

20.00% of the amount of Prospect Energy�s pre-incentive fee net investment income, if any, that exceeds
125.00% of the quarterly hurdle rate in any calendar quarter (8.75% annualized assuming a 7.00%
annualized hurdle rate).

• 

These calculations are appropriately pro rated for any period of less than three months and adjusted for any
share issuances or repurchases during the current quarter.

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

Prior Quarter Net Asset Value $   104,601,343
Quarterly Hurdle Rate 1.7500%**
Current Quarter Hurdle 1,830,524
125.00% of the Quarterly Hurdle Rate 2.1875%
125.00% of the Current Quarter Hurdle 2,288,154
Current Quarter Pre Incentive Fee Net Investment Income 3,725,107
Incentive Fee - �Catch-Up� 457,631
Incentive Fee - 20.00% in Excess of 125.00% of the Current Quarter Hurdle 287,390
Total Current Quarter Incentive Fee $  745,021

___________________

** Please note that 25.00% of the quoted treasury rate plus 0.50% was 1.6166%, therefore the quarterly hurdle rate of 1.75% was used.
The second part of the incentive fee, the capital gains incentive fee, is determined and payable in arrears as

of the end of each calendar year (or upon termination of the Investment Advisory Agreement, as of the
termination date), and equals 20.00% of Prospect Energy�s realized capital gains for the calendar year, if any,
computed net of all realized capital losses and unrealized capital depreciation at the end of such year. In
determining the capital gains incentive fee payable to the Investment Adviser, Prospect Energy calculates the
aggregate realized capital gains, aggregate realized capital losses and aggregate unrealized capital depreciation,
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as applicable, with respect to each of the investments in its portfolio. For this purpose, aggregate realized capital
gains, if any, equals the sum of the differences between the net sales price of each investment, when sold, and
the original cost of such investment since inception. Aggregate realized capital losses equal the sum of the
amounts by which the net sales price of each investment, when sold, is less than the original cost of such
investment since inception. Aggregate unrealized capital depreciation equals the sum of the difference, if
negative, between the valuation of each investment as of the applicable date and the original cost of such
investment. At the end of the applicable period, the amount of capital gains that serves as the basis for Prospect
Energy�s calculation of the capital gains incentive fee equals the aggregate realized capital gains less aggregate
realized capital losses and less aggregate unrealized capital depreciation with respect to its portfolio of
investments. If this number is positive at the end of such period, then the capital gains incentive fee for such
period is equal to 20.00% of such amount, less the aggregate amount of any capital gains incentive fees paid in
respect of its portfolio in all prior periods. $1.8 million and no income incentive fees were earned for the twelve
months ended June 30, 2006 and June 30, 2005, respectively. No capital gains incentive fees were earned for the
twelve months ended June 30, 2006 and June 30, 2005.
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Duration and Termination

The Investment Advisory Agreement was originally approved by our board of directors on June 23, 2004 and
continued for an additional one year term expiring June 23, 2007 on May 15, 2006. Unless terminated earlier as
described below, it will remain in effect from year to year thereafter if approved annually by our board of
directors or by the affirmative vote of the holders of a majority of our outstanding voting securities, including, in
either case, approval by a majority of our directors who are not interested persons. The Investment Advisory
Agreement will automatically terminate in the event of its assignment. The Investment Advisory Agreement may
be terminated by either party without penalty upon not more than 60 days� written notice to the other. See �Risk
factors�Risks relating to our business and structure�We are dependent upon Prospect Management�s key
management personnel for our future success.�

Indemnification

The Investment Advisory Agreement provides that, absent willful misfeasance, bad faith or gross negligence
in the performance of its duties or by reason of the reckless disregard of its duties and obligations, Prospect
Management and its officers, managers, agents, employees, controlling persons, members and any other person
or entity affiliated with it are entitled to indemnification from Prospect Energy for any damages, liabilities, costs
and expenses (including reasonable attorneys� fees and amounts reasonably paid in settlement) arising from the
rendering of Prospect Management�s services under the Investment Advisory Agreement or otherwise as an
investment adviser of Prospect Energy.

Payment of Our Expenses

All investment professionals of the Investment Adviser and their respective staffs, when and to the extent
engaged in providing investment advisory and management services, and the compensation and routine overhead
expenses of such personnel allocable to such services, are provided and paid for by Prospect Management. We
bear all other costs and expenses of our operations and transactions, including those relating to:

organization and offering;• 

calculation of our net asset value (including the cost and expenses of any independent valuation firm);• 

expenses incurred by Prospect Management payable to third parties, including agents, consultants or
other advisers (such as independent valuation firms, accountants and legal counsel), in monitoring our
financial and legal affairs and in monitoring our investments and performing due diligence on our
prospective portfolio companies;

• 

interest payable on debt, if any, and dividends payable on preferred stock, if any, incurred to finance our
investments;

• 
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offerings of our debt, our preferred shares, our common stock and other securities;• 

investment advisory fees;• 

fees payable to third parties, including agents, consultants or other advisers, relating to, or associated
with, evaluating and making investments;

• 

transfer agent and custodial fees;• 

CCO and CFO fees;• 

9

registration fees;• 

listing fees;• 

taxes;• 

independent directors� fees and expenses;• 

costs of preparing and filing reports or other documents with the SEC;• 

the costs of any reports, proxy statements or other notices to stockholders, including printing costs;• 

our allocable portion of the fidelity bond, directors and officers/errors and omissions liability insurance,
and any other insurance premiums;

• 

direct costs and expenses of administration, including auditor and legal costs; and• 

all other expenses incurred by us, by our Investment Adviser or by Prospect Administration in connection
with administering our business, such as our allocable portion of overhead under the Administration
Agreement, including rent and our allocable portion of the costs of our chief compliance officer and chief
financial officer and their respective staffs under the sub-administration agreement.

• 

Administration Agreement

Prospect Energy has also entered into an Administration Agreement with Prospect Administration, LLC
(�Prospect Administration�) under which Prospect Administration, among other things, provides (or arranges for
the provision of) administrative services and facilities for Prospect Energy. For providing these services, Prospect
Energy reimburses Prospect Administration for Prospect Energy�s allocable portion of overhead incurred by
Prospect Administration in performing its obligations under the Administration Agreement, including rent and
our allocable portion of the costs of our chief compliance officer and chief financial officer and their respective
staffs. Under this agreement, Prospect Administration furnishes us with office facilities, equipment and clerical,
bookkeeping and record keeping services at such facilities. Prospect Administration also performs, or oversees
the performance of, our required administrative services, which include, among other things, being responsible
for the financial records which we are required to maintain and preparing reports to our stockholders and reports
filed with the SEC. In addition, Prospect Administration assists us in determining and publishing our net asset
value, overseeing the preparation and filing of our tax returns and the printing and dissemination of reports to
our stockholders, and generally oversees the payment of our expenses and the performance of administrative and
professional services rendered to us by others. Under the Administration Agreement, Prospect Administration
also provides on our behalf managerial assistance to those portfolio companies to which we are required to
provide such assistance. The Administration Agreement may be terminated by either party without penalty upon
60 days� written notice to the other party. Prospect Administration is a wholly owned subsidiary of our
Investment Adviser.

The Administration Agreement provides that, absent willful misfeasance, bad faith or negligence in the
performance of its duties or by reason of the reckless disregard of its duties and obligations, Prospect
Administration and its officers, managers, partners, agents, employees, controlling persons, members and any
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other person or entity affiliated with it are entitled to indemnification from Prospect Energy for any damages,
liabilities, costs and expenses (including reasonable attorneys� fees and amounts reasonably paid in settlement)
arising from the rendering of Prospect Administration�s services under the Administration Agreement or
otherwise as administrator for Prospect Energy.
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Prospect Administration, pursuant to the approval of our board of directors, has engaged Vastardis Fund
Services LLC (�VFS�) to serve as the sub-administrator of Prospect Energy to perform certain services required of
Prospect Administration. This engagement began in May 2005 and ran on a month to month basis at the rate of
$25,000 annually, payable monthly. Under the sub-administration agreement, VFS provides Prospect Energy with
office facilities, equipment, clerical, bookkeeping and record keeping services at such facilities. VFS also
conducts relations with custodians, depositories, transfer agents, dividend disbursing agents, other stockholder
servicing agents, accountants, attorneys, underwriters, brokers and dealers, corporate fiduciaries, insurers,
banks and such other persons in any such other capacity deemed to be necessary or desirable. VFS provides
reports to the Administrator and the Directors of its performance of obligations and furnishes advice and
recommendations with respect to such other aspects of the business and affairs of Prospect Energy as it shall
determine to be desirable. Under the revised and renewed sub-administration agreement, VFS also provides the
service of William E. Vastardis as the Chief Financial Officer (�CFO�) of the Fund. This service was formerly
provided at the rate of $225,000 annually, payable monthly. In May 2006, the engagement was revised and
renewed as an asset-based fee with a $400,000 annual minimum, payable monthly. VFS does not provide any
advice or recommendation relating to the securities and other assets that Prospect Energy should purchase,
retain or sell or any other investment advisory services to Prospect Energy. VFS is responsible for the financial
and other records that either Prospect Energy (or the Administrator on behalf of Prospect Energy) is required to
maintain and prepares reports to stockholders, and reports and other materials filed with the Securities and
Exchange Commission. In addition, VFS assists Prospect Energy in determining and publishing Prospect
Energy�s net asset value, overseeing the preparation and filing of Prospect Energy�s tax returns, and the
printing and dissemination of reports to stockholders of Prospect Energy, and generally overseeing the payment
of Prospect Energy�s expenses and the performance of administrative and professional services rendered to
Prospect Energy by others.

Under the sub-administration agreement, VFS and its officers, partners, agents, employees, controlling
persons, members, and any other person or entity affiliated with VFS, is not liable to the Administrator or
Prospect Energy for any action taken or omitted to be taken by VFS in connection with the performance of any of
its duties or obligations or otherwise as sub-administrator for the Administrator on behalf of Prospect Energy.
The agreement also provides that, absent willful misfeasance, bad faith or negligence in the performance of
VFS�s duties or by reason of the reckless disregard of VFS�s duties and obligations, VFS and its officers,
partners, agents, employees, controlling persons, members, and any other person or entity affiliated with VFS is
entitled to indemnification from the Administrator and Prospect Energy. All damages, liabilities, costs and
expenses (including reasonable attorneys� fees and amounts reasonably paid in settlement) incurred in or by
reason of any pending, threatened or completed action, suit, investigation or other proceeding (including an
action or suit by or in the right of the Administrator or Prospect Energy or the security holders of Prospect
Energy) arising out of or otherwise based upon the performance of any of VFS�s duties or obligations under the
agreement or otherwise as sub-administrator for the Administrator on behalf of Prospect Energy.

Investment Adviser

Prospect Management is a Delaware limited liability corporation that is registered as an investment adviser
under the Advisers Act. The principal executive offices of Prospect Management are 10 East 40th Street, 44th
Floor, New York, NY 10016.

Investment Personnel

The investment personnel of our Investment Adviser currently consist of its executive officers, John F. Barry
and M. Grier Eliasek, and eight additional investment professionals, two of whom are contractors who work solely
for Prospect Management. The following information pertains to the investment personnel of the Adviser who are
not executive officers or employees of Prospect Energy.
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David L. Belzer. Mr. Belzer has over seven years of experience in energy finance. Mr. Belzer serves Prospect
Management as an investment consultant based in Boston and is a senior member of the investment committee
focusing on origination and other investment activities. Mr. Belzer provides investment consulting services solely
to Prospect Management. From February 2004 through November 2004, Mr. Belzer provided investment
consulting services to Sheridan Road Capital. From January 2000 through February 2004, Mr. Belzer served as
Vice President, first at Fieldstone Private Capital Group and then at Blaylock & Partners. While at Fieldstone and
Blaylock, he managed a variety of financing transactions in the oil and gas, utility, and power sectors, including
public equity offerings, private placements and high yield offerings. Prior to Fieldstone, Mr. Belzer was a member
of the Structured Finance Group at General Electric Capital Corporation, where he focused on investments in the
oil and gas sector. From 1996 to 1998, Mr. Belzer worked for Wheelabrator Technologies Inc., a developer of
waste-to-energy plants. Mr. Belzer graduated from the University of Indiana with a B.A. in Economics and
Environmental Studies. Subsequently, Mr. Belzer received his M.B.A. from the Olin School of Business at
Washington University. Mr. Belzer also holds a NASD Series 7 license. Mr. Belzer has consulted for Prospect
Management since November 2004. He is 37 years old.

Richard A. Brand. Mr. Brand began his career as an investment banker at PaineWebber in 1980. At
Prospect, Mr. Brand focuses on sourcing and screening potential Prospect Energy investments. As a banker and
private equity professional, Mr. Brand has structured debt financings for a number of oil and gas companies.
From September 2002 to June 2004, he was a Managing Director at CDC Securities. From 1998 to July 2002, Mr.
Brand was a Managing Director at Robertson Stephens, where he served on the Bayview Fund, the partners�
investment fund; chaired the private placement oversight committee; and served on the broker dealer
commitment committee. From 1996 to 1998, Mr. Brand was a Director in Global Private Capital Markets at
Deutsche Bank. From 1993 to 1996, he was a Vice President at Donaldson, Lufkin & Jenrette, where he helped
establish the Private Funds Group. From 1986 to 1993, Mr. Brand was a Vice President at Merrill Lynch. From
1980 through 1985, Mr. Brand was an investment banker at PaineWebber. Mr. Brand received his M.B.A. in
Finance from the University of Chicago and his B.A. in Economics and English from the University of Iowa (Phi
Beta Kappa), where he was Vice President of the Council of Academic Colleges. Mr. Brand has been with
Prospect Management since October 2004. He is 49 years old.

Bart J. de Bie. Mr. de Bie has over seven years experience as an investment banker, primarily focused on
energy industry clients. From August 2003 through August 2004, Mr. de Bie was a director at Cenatar Advisory
Group, an advisory boutique that provided capital formation and advisory services and focused on the energy and
utility sector clients. Prior to Cenatar, Mr. de Bie spent January through July 2003 as an independent consultant.
From September 1997 through December 2002, Mr. de Bie was an investment banker with J.P.Morgan & Co.,
where he advised energy and non-energy clients on various acquisitions, divestitures and financing transactions.
Mr. de Bie graduated from the University of Wisconsin with a B.A. in Economics. Subsequently Mr. de Bie
received his J.D. from the George Washington University Law School. Mr. de Bie has been admitted to the New
York Bar and holds NASD Series 24, 63 and 7 licenses. Mr. de Bie has been with Prospect Management since
September 2004. He is 33 years old.

James A. Flores. Mr. Flores has over 25 years of experience in energy and finance. Mr. Flores serves
Prospect Management as an investment consultant based in Indiana. Mr. Flores provides investment consulting
services solely for Prospect Management. From October 2003 to March 2004, Mr. Flores was Vice President and
Chief Financial Officer for Norwest Corporation, a leading mining and energy consulting firm in Salt Lake City,
Utah where he was responsible for administrating financial reporting and treasury for the company�s worldwide
operations as well as leading the firm�s financial consulting practices. Prior to Norwest Corporation, Mr. Flores
was an independent financial adviser in the ethanol fuel and geothermal power industries. From 1994 to 2002,
Mr. Flores was employed by MidAmerican Energy Holdings Company, an affiliate of Berkshire Hathaway, with
large interests in various independent power projects, utilities, gas pipelines, and oil and gas. Before
MidAmerican, Mr. Flores spent 15 years in corporate banking first with Manufacturers Hanover Trust Company
as a credit analyst, and subsequently with Mellon Bank in its international and corporate banking departments.
He holds a B.A. from Princeton University and an M.B.A. from the Wharton School, University of Pennsylvania.
Mr. Flores is fluent in Spanish. Mr. Flores has been with Prospect Management since April 2004. He is 53 years
old.
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John S. Hopley. Mr. Hopley has 18 years of experience in energy and finance. From January 2001 to August
2004, Mr. Hopley served as managing principal at Greenwich Energy Capital Management, an energy advisory
and asset management firm, where he focused on origination, business development, asset dispositions,
structuring and valuations. From June 2000 to January 2001, Mr. Hopley served as a senior vice president at WL
Ross & Co, LLC, where he worked on investing opportunities in Korea. From 1995 to 2000, Mr. Hopley served as
vice president at Enron Corporation, where he created and led the Restructuring Group with a portfolio valued at
$550 million after service in each of the Corporate Development and Underwriting Groups. While at Enron, Mr.
Hopley participated in more than 30 transactions totaling more than $5 billion. From 1992 to 1995, Mr. Hopley
served as senior associate at Bankers Trust Company, where he worked in the Loan Syndication and Portfolio
Management departments. Mr. Hopley started his finance career at Deutsche Bank in 1989. From 1981 to 1984,
Mr. Hopley served as a research associate for the United Nations Industrial Development Organization in Vienna,
Austria. Mr. Hopley holds a B.A. from Columbia University and a Masters in International Affairs from Columbia
University. Mr. Hopley has been with Prospect Management since August 2004. He is 45 years old.

Mark D. Hull. Mr. Hull has over six years of finance experience working in private equity and investment
banking. Prior to Prospect, Mr. Hull worked for Ballard Exploration, a private, Houston-based oil and gas
exploration and production company. At Ballard, Mr. Hull provided financial analyses for business development in
upstream and midstream projects. From 2002 through 2004, Mr. Hull worked for L. M. Girard & Co., L.P., a
Houston-based private equity firm specializing in energy and process industry buyouts. At L. M. Girard, Mr. Hull
was responsible for evaluating, structuring and conducting due diligence for leveraged buyout transactions. From
2001 to 2002, Mr. Hull worked for a long/short equity hedge fund in the Robertson family office in Houston. Prior
to Robertson, Mr. Hull worked for three years as an investment banker with Merrill Lynch in New York and
Southwest Securities in Dallas. Mr. Hull graduated from the University of Texas at Austin with a BBA in Finance
and received his MBA from New York University�s Stern School of Business. He is 30 years old.

Eric K. Klaussmann. Mr. Klaussmann has over ten years of experience in energy finance, both in North
America and internationally. Prior to Prospect, Mr. Klaussmann was with Bayerische Landesbank from March
2004 to August 2004. From December 2002 to February 2004, Mr. Klaussman was a principal at MMC Energy,
LLC, a New York and London based energy merchant bank and asset management company, where he
originated, evaluated and structured investments in energy assets. From May 1999 to April 2002, Mr.
Klaussmann was a member of the Energy and Power Technology investment banking group at CIBC World
Markets where he managed a variety of financing transactions in the energy and power technology sectors
including private placements, public equity offerings, high yield offerings, and M&A transactions. From 1998 to
1999, Mr. Klaussmann was a member of the Energy Group at TD Securities, where he specialized in the
origination, structuring and analysis of energy related project finance transactions. From 1996 to 1998, Mr.
Klaussmann was a member of the Project Development team at Energy Transportation Group, where he was
responsible analyzing and developing new project finance opportunities in Romania, China and Pakistan. Mr.
Klaussmann holds a Masters in Economics from Boston University and Bachelor of Arts cum laude from Boston
University. Mr. Klaussmann has been with Prospect Management since September 2004. He is 33 years old.

David Meskhi. Mr. Meskhi has over four years of mergers and acquisitions, financial management, and
business valuation experience. Prior to Prospect, Mr. Meskhi worked at the investment banking division of
Dresdner, Kleinwort, Wasserstein (DrKW), and Transaction Advisory Services at KPMG LLP in New York City.
Prior to KPMG, Mr. Meskhi served as the Manager of Finance of Booz, Allen & Hamilton�s office in the Republic
of Georgia for one year. Mr. Meskhi has worked extensively in the energy sector including utilities, renewable
energy, midstream, as well as oil and gas exploration and production. His clients included some of the largest
energy companies and private equity firms. Mr. Meskhi holds an MBA degree from Harvard University Graduate
School of Business. He also received a Bachelor�s degree in Business Administration from Bryant College, where
he achieved high distinction graduating summa cum laude. Mr. Meskhi holds a Chartered Financial Analyst (CFA)
designation, and he is also a Certified Fraud Examiner, (CFE). He is 27 years old.
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We entered into a license agreement with Prospect Management, pursuant to which Prospect Management
agrees to grant us a nonexclusive, royalty free license to use the name �Prospect Energy.� Under this agreement,
we have a right to use the Prospect Energy name for so long as Prospect Management or one of its affiliates
remains our Investment Adviser. Other than with respect to this limited license, we have no legal right to the
Prospect Energy name. This license agreement will remain in effect for so long as the Investment Advisory
Agreement with our Investment Adviser is in effect.

Determination of Net Asset Value

The net asset value per share of our outstanding shares of common stock will be determined quarterly by
dividing the value of total assets minus liabilities by the total number of shares outstanding.

In calculating the value of our total assets, we will value investments for which market quotations are readily
available at such market quotations. Short-term investments which mature in 60 days or less, such as U.S.
Treasury bills, are valued at amortized cost, which approximates market value. The amortized cost method
involves valuing a security at its cost on the date of purchase and thereafter assuming a constant amortization to
maturity of the difference between the principal amount due at maturity and cost. Short-term securities which
mature in more than 60 days are valued at current market quotations by an independent pricing service or at the
mean between the bid and ask prices obtained from at least two brokers or dealers (if available, or otherwise by a
principal market maker or a primary market dealer). Investments in money market mutual funds are valued at
their net asset value as of the close of business on the day of valuation.

It is expected that most of the investments in the Company�s portfolio will not have readily available market
values. Any debt or equity security whose market price is not readily available is valued at fair value, with the
assistance of an independent valuation service, using a valuation policy and a consistently applied valuation
process which is under the direction of our board of directors. Due to the inherent uncertainty of determining the
fair value of investments that do not have a readily available market values, the fair value of our investments may
differ significantly from the values that would have been used had a ready market existed for such investments,
and the differences could be material. For a discussion of the risks inherent in determining the value of securities
for which readily available market values do not exist, see �Risk Factors � Most of our portfolio investments are
recorded at fair value as determined in good faith by our board of directors and, as a result, there is uncertainty
as to the value of our portfolio investments.�

The factors that may be taken into account in fairly valuing investments include, as relevant, the portfolio
company�s ability to make payments, its estimated earnings and projected discounted cash flows, the nature and
realizable value of any collateral, the financial environment in which the portfolio company operates, comparisons
to securities of similar publicly traded companies and other relevant factors. Due to the inherent uncertainty of
determining the fair value of investments that do not have a readily available market value, the fair value of these
investments may differ significantly from the values that would have been used had a ready market existed for
such investments, and any such differences could be material.

As part of the fair valuation process, the audit committee reviews the preliminary evaluations prepared by the
independent valuation firm engaged by the board of directors, as well as management�s valuation
recommendations. Management and the independent valuation firm respond to the preliminary evaluation to
reflect comments provided by the audit committee. The audit committee reviews the final valuation report and
management�s valuation recommendations and makes a recommendation to the board of directors based on its
analysis of the methodologies employed and the various weights that should be accorded to each portion of the
valuation as well as factors that the independent valuation firm and management may not have included in their
evaluation processes. The board of directors then evaluates the audit committee recommendations and
undertakes a similar analysis to determine the fair value of each investment in the portfolio in good faith.
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Determination of fair values involves subjective judgments and estimates not susceptible to substantiation by
auditing procedures. Accordingly, under current auditing standards, the notes to our financial statements will
refer to the uncertainty with respect to the possible effect of such valuations, and any change in such valuations,
on our financial statements.
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Dividend Reinvestment Plan

We have adopted a dividend reinvestment plan that provides for reinvestment of our distributions on behalf of
our stockholders, unless a stockholder elects to receive cash as provided below. As a result, when our board of
directors authorizes, and we declare, a cash dividend, then our stockholders who have not �opted out� of our
dividend reinvestment plan will have their cash dividends automatically reinvested in additional shares of our
common stock, rather than receiving the cash dividends.

No action is required on the part of a registered stockholder to have their cash dividend reinvested in shares
of our common stock. A registered stockholder may elect to receive an entire dividend in cash by notifying the
plan administrator and our transfer agent and registrar, in writing so that such notice is received by the plan
administrator no later than the record date for dividends to stockholders. The plan administrator sets up an
account for shares acquired through the plan for each stockholder who has not elected to receive dividends in
cash and hold such shares in noncertificated form. Upon request by a stockholder participating in the plan, the
plan administrator will, instead of crediting shares to the participant�s account, issue a certificate registered in
the participant�s name for the number of whole shares of our common stock and a check for any fractional share.
Such request by a stockholder must be received three days prior to the dividend payable date in order for that
dividend to be paid in cash. If such request is received less than three days prior to the dividend payable date,
then the dividends are reinvested and shares are repurchased for the stockholder�s account; however, future
dividends are paid out in cash on all balances. Those stockholders whose shares are held by a broker or other
financial intermediary may receive dividends in cash by notifying their broker or other financial intermediary of
their election.

We may use primarily newly issued shares to implement the plan, whether our shares are trading at a
premium or at a discount to net asset value. However, we reserve the right to purchase shares in the open
market in connection with our implementation of the plan. The number of shares to be issued to a stockholder is
determined by dividing the total dollar amount of the dividend payable to such stockholder by the market price
per share of our common stock at the close of regular trading on The NASDAQ Global Market on the valuation
date for such dividend. If we use newly-issued shares to implement the plan, the valuation date will not be earlier
than the last day that stockholders have the right to elect to receive cash in lieu of shares. Market price per share
on that date will be the closing price for such shares on The NASDAQ Global Market or, if no sale is reported for
such day, at the average of their reported bid and asked prices. The number of shares of our common stock to be
outstanding after giving effect to payment of the dividend cannot be established until the value per share at
which additional shares will be issued has been determined and elections of our stockholders have been
tabulated.

There are no brokerage charges or other charges to stockholders who participate in the plan. The plan
administrator�s fees under the plan is paid by us. If a participant elects by written notice to the plan
administrator to have the plan administrator sell part or all of the shares held by the plan administrator in the
participant�s account and remit the proceeds to the participant, the plan administrator is authorized to deduct a
$15 transaction fee plus a $0.10 per share brokerage commissions from the proceeds.

Stockholders who receive dividends in the form of stock are subject to the same federal, state and local tax
consequences as are stockholders who elect to receive their dividends in cash. A stockholder�s basis for
determining gain or loss upon the sale of stock received in a dividend from us will be equal to the total dollar
amount of the dividend payable to the stockholder. Any stock received in a dividend will have a new holding
period for tax purposes commencing on the day following the day on which the shares are credited to the U.S.
stockholder�s account.
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Participants may terminate their accounts under the plan by notifying the plan administrator via its website at
www.amstock.com or by filling out the transaction request form located at the bottom of their statement and
sending it to the plan administrator at American Stock Transfer & Trust Company, P.O. Box 922, Wall Street
Station, New York, NY 10269-0560 or by calling the plan administrator�s Interactive Voice Response System at
(888) 888-0313.
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The plan may be terminated by us upon notice in writing mailed to each participant at least 30 days prior to
any payable date for the payment of any dividend by us. All correspondence concerning the plan should be
directed to the plan administrator by mail at American Stock Transfer & Trust Company, 59 Maiden Lane, New
York, NY 10007 or by telephone at (718) 921-8200.

Stockholders who purchased their shares through or hold their shares in the name of a broker or financial
institution should consult with a representative of their broker or financial institution with respect to their
participation in our dividend reinvestment plan. Such holders of our stock may not be identified as our registered
stockholders with the plan administrator and may not automatically 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 investment company that has filed an election to be treated as a business
development company under the 1940 Act and are treated as a RIC for purposes of Subchapter M of the Code.
The 1940 Act contains prohibitions and restrictions relating to transactions between business development
companies and their affiliates (including any investment advisers or sub-advisers), principal underwriters and
affiliates of those affiliates or underwriters and requires that a majority of the directors be persons other than
�interested persons,� as that term is defined in the 1940 Act. In addition, the 1940 Act provides that we may not
change the nature of our business so as to cease to be, or to withdraw our election as, a business development
company unless approved by a majority of our outstanding voting securities. We generally focus on energy
companies and will invest, under normal circumstances, at least 80% of our net assets (including the amount of
any borrowings for investment purposes) in these companies. This 80% investment policy is not fundamental and,
as a result, we may change this policy without first obtaining your approval. However, we may not change or
modify this policy unless we provide you with at least 60 days� prior notice.

We may invest up to 100% of our assets in securities acquired directly from issuers in privately negotiated
transactions. With respect to such securities, we may, for the purpose of public resale, be deemed an �underwriter�
as that term is defined in the Securities Act. Our intention is to not write (sell) or buy put or call options to
manage risks associated with the publicly traded securities of our portfolio companies, except that we may enter
into hedging transactions to manage the risks associated with interest rate and other market fluctuations.
However, we may purchase or otherwise receive warrants to purchase the common stock of our portfolio
companies in connection with acquisition financing or other investment. Similarly, in connection with an
acquisition, we may acquire rights to require issuers of acquired securities or their affiliates to repurchase them
under certain circumstances. We also do not intend to acquire securities issued by any investment company that
exceeds the limits of the 1940 Act. Under these limits, we generally cannot acquire more than 3% of the voting
stock of any investment company invest more than 5% of the value of our total assets in the securities of any one
investment company or invest more than 10% of the value of our total assets in the securities of more than one
investment company. With regard to that portion of our portfolio invested in securities issued by investment
companies, it should be noted that such investments might subject our stockholders to additional expenses.
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Qualifying Assets

Under the 1940 Act, a business development company may not acquire any asset other than assets of the type
listed in Section 55(a) of the 1940 Act, which are referred to as qualifying assets, unless, at the time the
acquisition is made, qualifying assets represent at least 70% of the company�s total assets.

In addition, a business development company must have been organized and have its principal place of
business in the United States and must be operated for the purpose of making investments in the types of
securities described in Section 55(a) of the 1940 Act.

Managerial Assistance To Portfolio Companies

Edgar Filing: PROSPECT ENERGY CORP - Form 10-K/A

16



In order to count portfolio securities as qualifying assets for the purpose of the 70% test, the business
development company must either control the issuer of the securities or must offer to make available to the
issuer of the securities significant managerial assistance; except that, where the business development company
purchases such securities in conjunction with one or more other persons acting together, one of the other
persons in the group may make available such managerial assistance. Making available significant managerial
assistance means, among other things, any arrangement whereby the business development company, through its
directors, officers or employees, offers to provide, and, if accepted, does so provide, significant guidance and
counsel concerning the management, operations or business objectives and policies of a portfolio company.

Temporary Investments

Pending investment in other types of �qualifying assets,� as described above, our investments may consist of
cash, cash equivalents, U.S. government securities or high quality debt securities maturing in one year or less
from the time of investment, which we refer to, collectively, as temporary investments, so that 70% of our assets
are qualifying assets. Typically, we will invest in United States treasury bills, federal agency securities or
repurchase agreements, provided that such agreements are fully collateralized by cash or securities issued by the
U.S. government or its agencies. A repurchase agreement involves the purchase by an investor, such as us, of a
specified security and the simultaneous agreement by the seller to repurchase it at an agreed upon future date
and at a price which is greater than the purchase price by an amount that reflects an agreed-upon interest rate.
There is no percentage restriction on the proportion of our assets that may be invested in such repurchase
agreements. However, if more than 25% of our total assets constitute repurchase agreements from a single
counterparty, we would not meet the Diversification Tests under the Code in order to qualify as a RIC for federal
income tax purposes. Thus, we do not intend to enter into repurchase agreements with a single counterparty in
excess of this limit. Our Investment Adviser will monitor the creditworthiness of the counterparties with which we
enter into repurchase agreement transactions.

Senior Securities

We are permitted, under specified conditions, to issue multiple classes of indebtedness and one class of stock
senior to our common stock if our asset coverage, as defined in the 1940 Act, is at least equal to 200%
immediately after each such issuance. In addition, while any senior securities remain outstanding, we must make
provisions to prohibit any distribution to our stockholders or the repurchase of such securities or shares unless
we meet the applicable asset coverage ratios at the time of the distribution or repurchase. We may also borrow
amounts up to 5% of the value of our total assets for temporary or emergency purposes without regard to asset
coverage. For a discussion of the risks associated with leverage, see �Risk factors�Risks relating to our business
and structure�Regulations governing our operation as a business development company affect our ability to, and
the way in which we raise additional capital.�

Code of Ethics

We and Prospect Management have each adopted a code of ethics pursuant to Rule 17j-1 under the 1940 Act
and Rule 204A-1 under the Advisers Act that establishes procedures for personal investments and restricts
certain personal securities transactions. Personnel subject to each code may invest in securities for their personal
investment accounts, including securities that may be purchased or held by us, so long as such investments are
made in accordance with the code�s requirements. For information on how to obtain a copy of each code of
ethics, see �Available Information.�
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Investment Concentration

Our investment objective is to maximize our portfolio�s total return, principally by investing in the debt
and/or equity securities of energy-related companies. In this respect, we concentrate in the energy-related sector
and invest, under normal circumstances, at least 80% of the value of our net assets (including the amount of any
borrowings for investment purposes) in energy-related companies. This 80% policy is not a fundamental policy
and therefore may be changed without the approval of our stockholders. However, we may not change or modify
this policy unless we provide our stockholders with at least 60 days prior notice, pursuant to Rule 35d-1 of the
1940 Act.

Edgar Filing: PROSPECT ENERGY CORP - Form 10-K/A

17



Compliance Policies and Procedures

We and our Investment Adviser have adopted and implemented written policies and procedures reasonably
designed to prevent violation of the federal securities laws, and are required to review these compliance policies
and procedures annually for their adequacy and the effectiveness of their implementation, and to designate a
Chief Compliance Officer to be responsible for administering the policies and procedures. William E. Vastardis
serves as Chief Compliance Officer for both Prospect Energy and our Investment Adviser, Prospect Management.

Item 1A. Risk Factors

You should carefully consider the risks described below, together with all of the other information included in
this annual report on Form 10-K, with respect to any investment in our common stock. The risks set out below are
not the only risks we face. If any of the following risks occur, our business, financial condition and results of
operations could be materially adversely affected. In such case, our net asset value and the trading price of our
common stock could decline, and you may lose all or part of your investment.

Potential writedowns or losses with respect to three portfolio investments that are on our credit
�watch list,� or on other portfolio investments, existing and to be made in the future could adversely
affect our results of operations, cash flows, dividend level, net asset value and stock price.

As of the date of this filing, loans we have made to Unity Virginia Holdings LLC (�Unity�), Whymore Coal
Company (�Whymore�) and Worcester Energy Partners, Inc. (�Worcester�) are on our credit �watch list� due to existing
or potential payment and existing or potential covenant defaults under the contracts governing such investments.
Unity has filed a voluntary bankruptcy petition under Chapter 11 of the US Bankruptcy Code and is currently in
default under the contract governing the investment. Unity is in the process of liquidating its assets. Our security
interest in Unity�s assets is a second priority lien, and the net proceeds from the sale or liquidation of Unity�s
assets may not satisfy in full the debt owed to the holder of the first priority lien on Unity�s assets. Our lack of
control over the liquidation of Unity�s assets, our second lien security position in such assets and the prospect
that Unity�s assets have substantially decreased in value could result in our losing our entire investment in Unity.
In addition, if the bankruptcy court were to set aside as preferential payments or we were otherwise deemed not
to have recognized any amounts previously paid to us by Unity, our net investment income could be materially
adversely affected. As of June 30, 2006, Unity was valued at $2.8 million, which represented 2.5% of the net asset
value of the fund. Whymore and Worcester have experienced liquidity problems, and the Investment Adviser
believes both portfolio companies could continue to experience covenant and/or payment defaults under the
contracts governing our investments in those companies. We have provided, and may in the future provide,
additional capital to Whymore and Worcester to provide liquidity to those portfolio companies, to enable them to
pay operating expenses, including debt service, and for capital expenditures. While we have a first priority
security interest in the assets of both Whymore and Worcester, the net realizable value of such collateral may be
substantially less than the balances outstanding on the loans to those entities. Moreover, either of those portfolio
companies may fail to pay principal and/or interest on their outstanding debts to us. Upon further analysis of the
values of these investments, we could determine that the fair value of these investments should be reduced
substantially, possibly to zero. If any of these events were to occur, our results of operations and cash flows could
be materially adversely affected, our net asset value could be substantially reduced, our dividend could be
reduced or limited and the market price for our stock could be substantially adversely affected.
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Risks Relating To Our Business And Structure

We are dependent upon Prospect Management�s key management personnel for our future success.

We depend on the diligence, skill and network of business contacts of the senior management of Prospect
Management. We also depend, to a significant extent, on our Investment Adviser�s access to the investment
professionals and the information and deal flow generated by these investment professionals in the course of
their investment and portfolio management activities. For a description of the senior management team, see
�Management.� The senior management team evaluates, negotiates, structures, closes, monitors and services our
investments. Our success depends to a significant extent on the continued service of the senior management
team, particularly John F. Barry III and M. Grier Eliasek. The departure of any of the senior managers of Prospect
Management or termination of the management agreement could have a material adverse effect on our ability to
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achieve our investment objective. In addition, we can offer no assurance that Prospect Management will remain
our Investment Adviser or that we will continue to have access to its investment professionals or its information
and deal flow.

Our Investment Adviser and its senior management have limited experience managing a business
development company under the 1940 Act.

The 1940 Act imposes numerous constraints on the operations of business development companies. For
example, business development companies are required to invest at least 70% of their total assets primarily in
securities of privately held or thinly traded U.S. public companies, cash, cash equivalents, U.S. government
securities and other high quality debt investments that mature in one year or less. Our Investment Adviser�s and
its senior management�s limited experience in managing a portfolio of assets under such constraints may hinder
their ability to take advantage of attractive investment opportunities and, as a result, achieve our investment
objective. In addition, our investment strategies differ in some ways from those of other investment funds that
have been managed in the past by our Investment Adviser�s investment professionals.

We are a relatively new company with limited operating history.

We were incorporated in April 2004 and have conducted investment operations since July 2004. We are
subject to all of the business risks and uncertainties associated with any new business enterprise, including the
risk that we may not achieve our investment objective and that the value of your investment in us could decline
substantially or fall to zero. We completed our initial public offering on July 27, 2004. As of June 30, 2006, we
continue to pursue our investment strategy with approximately 123.7% of our net assets or about $134.0 million
invested in fifteen long-term portfolio investments and 1.5% of our net assets invested in a money market fund.
The remaining (25.2%) of our net assets represents liabilities in excess of other assets. If we do not realize yields
in excess of our expenses, we may incur operating losses and the market price of our shares may decline.

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

In order to maintain our status as a business development company, we must not acquire any assets other
than �qualifying assets� unless, at the time of and after giving effect to such acquisition, at least 70% of our total
assets are qualifying assets. If we acquire mezzanine loans or dividend-paying equity securities from an issuer
that has outstanding marginable securities at the time we make an investment, these acquired assets cannot be
treated as qualifying assets. See �Regulation � Qualifying Assets� in the accompanying document. This result follows
the definition of �eligible portfolio company� under the 1940 Act, which in part looks to whether a company has
outstanding marginable securities.

19

Amendments promulgated in 1998 by the Board of Governors of the Federal Reserve System to Regulation T
under the Exchange Act expanded the definition of marginable security to include any non-equity security. These
amendments have raised questions as to whether a private company that has outstanding debt securities would
qualify as an eligible portfolio company.

We believe that the mezzanine loans and equity instruments that we have acquired and expect to continue to
acquire should constitute qualifying assets because the privately held companies to which we lend do not, at the
time of our investment, have outstanding marginable securities. Until the questions raised by the amendments to
Regulation T have been clarified through SEC rulemaking or addressed by legislative, administrative or judicial
action, we intend to treat as qualifying assets only those mezzanine loans that are not investment grade, do not
have a public secondary market, and are issued by a private issuer that does not have outstanding a class of
margin eligible securities at the time of our investment. Likewise, we treat equity securities issued by a portfolio
company as qualifying assets only if such securities are issued by a private company that has no marginable
securities outstanding at the time we purchase such securities.

To date, we do not believe that either the SEC or its staff has taken any position with respect to our analysis
of the issues discussed above and neither the SEC or its staff has indicated that they concur with our analysis. We
intend to adjust our investment focus as needed to comply with and/or take advantage of any future
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administrative position, judicial decision or legislative action.

If there were a court ruling or regulatory decision that conflicts with our interpretations, we could lose our
status as a business development company or be precluded from investing in the manner described in this
document, either of which would have a material adverse effect on our business, financial condition and results of
operations. See �� Regulations governing our operation as a business development company affect our ability to
raise, and the way in which we raise, additional capital� in the accompanying document. Such a ruling or decision
also may require that we dispose of investments that we made based on our interpretation of Regulation T. Such
dispositions could have a material adverse effect on us and our stockholders. We may need to dispose of such
investments quickly, which would make it difficult to dispose of such investments on favorable terms. In addition,
because these types of investments will generally be illiquid, we may have difficulty in finding a buyer and, even
if we do find a buyer, we may have to sell the investments at a substantial loss. See �� The lack of liquidity in our
investments may adversely affect our business� in the accompanying document.

Our financial condition and results of operations will depend on our ability to manage our future
growth effectively.

Prospect Management has been registered as an investment adviser since March 31, 2004, and Prospect
Energy has been organized as a closed-end investment company since April 13, 2004. Each entity is subject to the
business risks and uncertainties associated with any young business enterprise, including the limited experience
in managing or operating a business development company under the 1940 Act. Our ability to achieve our
investment objective depends on our ability to grow, which depends, in turn, on our Investment Adviser�s ability
to continue to identify, analyze, invest in and monitor companies that meet our investment criteria.
Accomplishing this result on a cost-effective basis is largely a function of our Investment Adviser�s structuring of
investments, its ability to provide competent, attentive and efficient services to us and our access to financing on
acceptable terms. As we grow, we and Prospect Management need to continue to hire, train, supervise and
manage new employees. Failure to manage our future growth effectively could have a material adverse effect on
our business, financial condition and results of operations.
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We operate in a highly competitive market for investment opportunities.

A large number of entities compete with us to make the types of investments that we make in middle market
energy companies. We compete with other business development companies, public and private funds,
commercial and investment banks and commercial financing companies. Additionally, because competition for
investment opportunities generally has increased among alternative investment vehicles, such as hedge funds,
those entities have begun to invest in areas in which they have not traditionally invested, including investments in
middle-market companies. As a result of these new entrants, competition for investment opportunities in
middle-market companies has intensified, and we expect that trend to continue. Many of our existing and
potential competitors are substantially larger and have considerably greater financial, technical and marketing
resources than we do. For example, some competitors may have a lower cost of funds and access to funding
sources that are not available to us. In addition, some of our competitors may have higher risk tolerances or
different risk assessments, which could allow them to consider a wider variety of investments and establish more
relationships than us. Furthermore, many of our competitors are not subject to the regulatory restrictions that
the 1940 Act imposes on us as a business development company. We cannot assure you that the competitive
pressures we face will not have a material adverse effect on our business, financial condition and results of
operations. Also, as a result of existing and increasing competition, we may not be able to take advantage of
attractive investment opportunities from time to time, and we can offer no assurance that we will be able to
identify and make investments that are consistent with our investment objective.

We do not seek to compete primarily based on the interest rates that we offer. We believe that some of our
competitors make loans with interest rates that are comparable to or lower than the rates we offer. We may lose
investment opportunities if we do not match our competitors� pricing, terms and structure. If we match our
competitors� pricing, terms and structure, we may experience decreased net interest income and increased risk
of credit loss.
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Regulations governing our operation as a business development company affect our ability to raise,
and the way in which we raise, additional capital.

We may issue debt securities or preferred stock and/or borrow money from banks or other financial
institutions, which we refer to collectively as �senior securities,� up to the maximum amount permitted by the 1940
Act. Under the provisions of the 1940 Act, we are permitted, as a business development company, to issue senior
securities only in amounts such that our asset coverage, as defined in the 1940 Act, equals at least 200% after
each issuance of senior securities. If the value of our assets declines, we may be unable to satisfy this test. If that
happens, we may be required to sell a portion of our investments or sell additional shares of common stock and,
depending on the nature of our leverage, to repay a portion of our indebtedness at a time when such sales may be
disadvantageous. In addition, issuance of additional securities could dilute the percentage ownership of our
current stockholders in us.

As a business development company regulated under provisions of the 1940 Act, we are not generally able to
issue and sell our common stock at a price below the current net asset value per share. We may, however, sell
our common stock, or warrants, options or rights to acquire our common stock, at a price below the current net
asset value of our common stock in a rights offering to our stockholders or if (1) our board of directors
determines that such sale is in the Company�s best interests and our stockholders, (2) our stockholders approve
the sale of our common stock at a price that is less than the current net asset value, and (3) the price at which
our common stock is to be issued and sold may not be less than a price which, in the determination of our board
of directors, closely approximates the market value of such securities (less any sales load).

In addition, we may in the future seek to securitize our loans to generate cash for funding new investments.
To securitize loans, we may create a wholly owned subsidiary and contribute a pool of loans to such subsidiary.
This could include the sale of interests in the subsidiary on a non-recourse basis to purchasers who we would
expect to be willing to accept a lower interest rate to invest in investment grade loan pools. We would retain a
portion of the equity in the securitized pool of loans. An inability to successfully securitize our loan portfolio could
limit our ability to grow our business and fully execute our business strategy, and could decrease our earnings, if
any. Moreover, the successful securitization of our loan portfolio might expose us to losses because the residual
loans in which we do not sell interests may tend to be those that are riskier and more likely to generate losses.
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If we fail to qualify as a RIC, we will have to pay corporate-level taxes on our income and our income
available for distribution would be reduced.

To maintain our qualification as a RIC under the Code, and obtain RIC tax treatment, we must meet certain
source of income, asset diversification and annual distribution requirements. The annual distribution requirement
for a RIC is satisfied if we distribute at least 90% of our ordinary income and realized net short-term capital gains
in excess of realized net long-term capital losses, if any, to our stockholders on an annual basis. Because we
expect to use debt financing in the future, we are subject to certain asset coverage ratio requirements under the
1940 Act and financial covenants that could, under certain circumstances, restrict us from making distributions
necessary to qualify for RIC tax treatment. If we are unable to obtain cash from other sources, we may fail to
qualify for RIC tax treatment and, thus, may be subject to corporate-level income tax. To maintain our
qualification as a RIC, we must also meet certain asset diversification requirements at the end of each calendar
quarter. Failure to meet these tests may result in our having to dispose of certain investments quickly in order to
prevent the loss of RIC status. Because most of our investments are in private companies, any such dispositions
could be made at disadvantageous prices and may result in substantial losses. If we fail to qualify as a RIC for any
reason or become subject to corporate income tax, the resulting corporate taxes could substantially reduce our
net assets, the amount of income available for distribution, and the actual amount of our distributions. Such a
failure would have a material adverse effect on us and our shares. For additional information regarding asset
coverage ratio and RIC requirements, see �Regulation � Senior securities� and �Material U.S. federal income tax
considerations.�

We may have difficulty paying our required distributions if we recognize income before or without
receiving cash representing such income.
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For federal income tax purposes, we include in income certain amounts that we have not yet received in cash,
such as original issue discount, which may arise if we receive warrants in connection with the making of a loan or
possibly in other circumstances, or payment-in-kind interest, which represents contractual interest added to the
loan balance and due at the end of the loan term. Such original issue discount, which could be significant relative
to our overall investment activities, or increases in loan balances as a result of payment-in-kind arrangements,
are included in our income before we receive any corresponding cash payments. We also may be required to
include in income certain other amounts that we do not receive in cash. While we focus primarily on investments
that will generate a current cash return, our investment portfolio may also include securities that do not pay
some or all of their return in periodic current cash distributions.

The income incentive fee payable by us is computed and paid on income that may include interest that has
been accrued but not yet received in cash. If a portfolio company defaults on a loan that is structured to provide
accrued interest, it is possible that accrued interest previously used in the calculation of the income incentive fee
will become uncollectible.

Since in some cases we may recognize taxable income before or without receiving cash representing such
income, we may have difficulty meeting the requirement to distribute at least 90% of our ordinary income and
realized net short-term capital gains in excess of realized net long-term capital losses, if any, to maintain RIC tax
treatment. Accordingly, we may have to sell some of our investments at times we would not consider
advantageous, raise additional debt or equity capital or reduce new investment originations to meet these
distribution requirements. If we are not able to obtain cash from other sources, we may fail to qualify for RIC
treatment and thus become subject to corporate-level income tax. See �Material U.S. federal income tax
considerations � Taxation as a RIC� in the accompanying document.

If we issue senior securities, including debt, you will be exposed to additional risks, including the
typical risks associated with leverage.

You will be exposed to increased risk of loss if we incur debt to make investments. If we do incur debt, a
decrease in the value of our investments or in our revenues would have a greater negative impact on the
value of our common stock than if we did not use debt.

• 
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Our ability to pay dividends would be restricted if our asset coverage ratio were not at least 200% and
any amounts that we use to service our indebtedness would not be available for dividends to our common
stockholders.

• 

It is likely that any debt we incur will be governed by an indenture or other instrument containing
covenants restricting our operating flexibility.

• 

We and you will bear the cost of issuing and servicing our senior securities.• 

Any convertible or exchangeable securities that we issue in the future may have rights, preferences and
privileges more favorable than those of our common stock.

• 

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

We expect that a significant portion of our debt investments will bear interest at fixed rates and the value of
these investments could be negatively affected by increases in market interest rates. In addition, an increase in
interest rates would make it more expensive to use debt to finance our investments. As a result, a significant
increase in market interest rates could both reduce the value of our portfolio investments and increase our cost of
capital, which would reduce our net investment income.

We need to raise additional capital to grow because we must distribute most of our income.

We need additional capital to repay borrowings under our revolving credit facility and to fund new
investments. A reduction in the availability of new capital could limit our ability to grow. We must distribute at
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least 90% of our ordinary income and realized net short-term capital gains in excess of realized net long-term
capital losses, if any, to our shareholders to maintain our RIC status. As a result, such earnings are not available
to fund investment originations. We have sought additional capital by borrowing from financial institutions and
may issue debt securities or additional equity securities. If we fail to obtain funds from such sources or from
other sources to fund our investments, it could limit our ability to grow, which may have an adverse effect on the
value of our common stock. In addition, as a business development company, we are generally required to
maintain a ratio of at least 200% of total assets to total borrowings, which may restrict our ability to borrow in
certain circumstances.

Most of our portfolio investments are recorded at fair value as determined in good faith by our board
of directors and, as a result, there is uncertainty as to the value of our portfolio investments.

A large percentage of our portfolio investments consist of securities of privately held or thinly traded public
companies. The fair value of these securities is often not readily determinable. The determination of fair value,
and thus the amount of unrealized gains or losses we may incur in any year, is to a degree subjective, and the
Investment Adviser has a conflict of interest in making the determination. We value these securities quarterly at
fair value as determined in good faith by our board of directors based on input from our Investment Adviser, a
third party independent valuation firm and our audit committee. Our board of directors utilizes the services of an
independent valuation firm to assist in determining the fair value of any securities. Certain factors that may be
considered in determining the fair value of our investments include the nature and realizable value of any
collateral, the portfolio company�s earnings, cash flows and ability to make payments, the markets in which the
portfolio company does business, comparison to publicly traded companies, discounted cash flow and other
relevant factors. Because such valuations, and particularly valuations of private securities and private companies,
are inherently uncertain, the valuations may fluctuate over short periods of time and may be based on estimates
the assumptions underlying which are erroneous. The determinations of fair value by our board of directors may
differ materially from the values that would have been used if a ready market for these securities existed. Our net
asset value could be adversely affected if the d
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