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UNI TED STATES
SECURI TI ES AND EXCHANGE COWM SSI ON
WASHI NGTON, D. C. 20549
FORM 10-Q
<TABLE>
<S> <O

| X| QUARTERLY REPCRT PURSUANT TO SECTION 13 CR 15(d) OF THE SECURI TI ES EXCHANGE ACT CF 1934
FOR THE QUARTER ENDED DECEMBER 31, 2001.

| _| TRANSI TI ON REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURI TIES EXCHANGE ACT OF 1934

</ TABLE>

COMM SSION FI LE NUMBER: 814- 00237

CLADSTONE CAPI TAL CORPORATI ON
(Exact name of registrant as specified inits charter)

<TABLE>
<S> <G

MARYLAND 54-2040781
(State o other jurisdiction of incorporation or orgaization)  (I.RS. Enployer | dentification o.)
</ TABLE>

1616 ANDERSON ROAD, SUITE 208
MCLEAN, VIRG NI A 22102

(Address of principal executive office)

(703) 286- 7000

(Registrant’s tel ephone number, including area code)

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 and (2) has been subject to such filing
requirements for the past 90 days. Yes |X No | |.

Indicate the nunber of shares outstanding of each of the issuer's
classes of common stock, as of the latest practicable date. The nunber of shares
of the issuer’s Comon Stock, $0.001 par value, outstanding as of January 31,
2002 was 10, 060, 178.
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(LADSTONE CAPI TAL CORPORATI ON
CONSOLI DATED BALANCE SHEETS
<TABLE>
<CAPTI ON>
ASSETS
<S>
ASSETS

Investnents at fair value (Cost 12/31/2001; $42,017,863; 9/30/2001; $0)
Cash and cash equival ents

Interest receivable - debt securities

Interest receivable

Interest receivable - officers

Prepai d assets

Ot her assets

TOTAL ASSETS

LI ABI LITIES AND STOCKHOLDERS' EQUI TY

LI ABI LI TIES
Di vi dends Payabl e
Accounts Payabl e
Accrued of fering costs
Accrued expenses and deferred liabilities

Total Liahilities

STOCKHOLDERS' EQUI TY
Conmon stock, $0.001 par val ue, 50,000,000 shares authorized
and 10, 060, 178 shares issued and out standing
Capital in excess of par value
Notes receivable - officers
Net realized |oss
Distributions in excess of undistributed net realized earnings

Total Stockhol ders’ Equity
TOTAL LI ABILITIES AND STOCKHOLDERS' EQUITY

</ TABLE>

SEE ACCOMPANYI NG NOTES.

(Unaudi t ed)
Decenber 31,
2001

$ 42,017,863
90, 378, 659
79, 407

3,737

140, 574
249,762

$ 1,810,832
250, 538

223,380

$ 2,284,750

$ 10, 060
140, 080, 807
(8,799, 119)

(706, 496)

Sept ember 30,
2001

131, 824, 080

34,544
45, 355
166, 250
135, 257

590, 382
365, 960

$ 10, 060
140, 131, 778
(8,800, 050)
(92, 644)
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<TABLE>
<CAPTI ON>

<&

GLADSTONE CAPI TAL CORPORATI ON
SCHEDULE OF | NVESTMENTS

AS OF DECEMBER 31, 2001
(UNAUDI TED)

| NDUSTRY

<
Manuf act uring--auto parts

| NVESTMENT

FAIR VALUE

Manuf act uring-- | andscape
equi prent

Sr. Subordi nat ed Debt
Comon Stock Warrants

for 2% ownership

10, 500, 000
37,000

10, 500, 000
37,000

Manuf act uri ng- - paper
product s

Sr. Subordinated Debt
First Mrtgage Facility

7,500, 000
9, 000, 000

7,500, 000
9, 000, 000

Servi ce--network-rel ated
Services

Total s

</ TABLE>

(1) We also have an $8 nillion credit facility with Nextira, LLC of which $0

was out st and

ng at December 31, 2001

SEE ACCOVPANYI NG NOTES.
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(LADSTONE CAPI TAL CORPORATI ON
OONSOLI DATED STATEMENT OF CPERATI ONS
(UNAUDI TED)
<TABLE>
<CAPTI ON>
<S>
OPERATI NG | NCOMVE

Interest income - debt

Interest income - cash and cash equivalents
Interest income - officer |oans

Loan and managerial assistance fees

Total Qperating Income

OPERATI NG EXPENSES
Sal aries and benefits
Rent
Prof essi onal fees
Directors fees
General and administrative

Total Operating Expenses

NET OPERATI NG | NCOVE( LCSS)

NET | NCREASE( DECREASE) | N STOCKHOLDERS' EQUITY
RESULTI NG FROM CPERATI ONS

NET OPERATI NG | NCOVE PER COMVON SHARE:
Basi ¢
Diluted

VIEI GHTED AVERAGE SHARES OF COMMON STOCK QUTSTANDI NG

Basi ¢
Diluted

</ TABLE>

SEE ACCOVPANYI NG NOTES.

Three Months
Ended December 31, 2001

$ 329,657
640, 515
107, 418
611, 809

$ 277,184
11, 053

101, 421
2,000

100, 761

10, 060, 178
10, 146, 030
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GLADSTONE CAPI TAL CCRPORATI ON
CONSCLI DATED STATEMENTS OF STOCKHOLDERS' EQUI TY
(UNAUDI TED)
<TABLE>
<CAPTI ON>
Not es
Recei vabl e
Comon St ock Capital in  FromSale of
------------------------- Excess of Conmon
Shares Amount Par Val ue Stock

<S> <C <C <G <C
Bal ance at September 30, 2001 10,060,178  § 10,060 $ 140,131,778 $ (8,800, 050)
Ofering Costs (50, 971)
Repaynent of Principa

on Notes Receivable 931
Net Increase in Stockhol ders

Equi ty Resulting from

Qperations
Distributions
Bal ance at December 31, 2001 10,060,178  $ 10,060 $ 140,080,807 $ (8,799,119

(Distributions
in Excess of)
Undi stribut ed
Net Realized
Ear ni ngs

1,196, 980

(1,810,832)

$  (706,496)

Tot al
St ockhol ders’
Equity

<C
$ 131,249, 144

(50, 971)

931

1,196, 980

(1,810,832)

$ 130, 585, 252

</ TABLE>

SEE ACCOMPANYI NG NOTES.
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(LADSTONE CAPI TAL CORPORATI ON
CONSCLI DATED STATEMENT OF CASH FLOAS AND CASH EQUI VALENTS
(UNAUDI TED)
<TABLE>
<CAPTI ON>
<S>

CASH FLOWS FROM OPERATI NG ACTI VI TI ES
Net increase in stockhol ders’ equity resulting from operations
Adjustments to reconcile net decrease in stockhol ders’ equity
resulting fromoperations to net cash provided by operating
activities:

Increase in interest receivable
Increase in other assets
Decrease in accrued expenses and deferred liabilities
Decrease in prepaid assets
Increase in accounts payable
Net Cash Provided by Operating Activities

CASH FLOWS FROM | NVESTI NG ACTI VI TI ES
Purchase of investnents

CASH FLOWS FROM FI NANCI NG ACTI VI TI ES
Ofering costs
Decrease in accrued offering costs
Repaynent of principal on notes receivable--officers

Net Cash Used in Financing Activities

NET DECREASE I N CASH AND CASH EQUI VALENTS

CASH AND CASH EQUI VALENTS, BEG NNING OF PERI QD

CASH AND CASH EQUI VALENTS, END OF PERICD

</ TABLE>

SEE ACCOVPANYI NG NOTES.

Three Months Ended
Decenmber 31, 2001

$ 1,196,980

(3, 245)
(114, 505)
(142, 580)

25, 676

250, 538

$  (50,971)
(590, 382)

931

$  (640,422)

$ (41,445, 421)

131, 824, 080
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GLADSTONE CAPI TAL CORPORATI ON
NOTES TO FI NANCI AL STATENENTS
( UNAUDI TED)

DECEMBER 31, 2001

NOTE 1. UNAUDI TED | NTERI M FI NANCI AL STATEMENTS

Interimfinancial statements of G adstone Capital Corporation (the
"Corpany") are prepared in accordance with generally accepted accounting
principles ("GAAP") for interimfinancial information and pursuant to the
requirements for reporting on Form10-Q and Article 10 of Regulation S-X
Accordingly, certain disclosures acconpanying annual financial statenments
prepared in accordance with GAAP are omitted. In the opinion of management, all
adj ustnentss, consisting solely of normal recurring accruals, necessary for the
fair presentation of financial statements for the interimperiods have been
included. The current period's results of operations are not necessarily
indicative of results that ultimtely may be achieved for the year. The interim
financial statements and notes thereto should be read in conjunction with the
financial statements and notes thereto included in the Conpany’s Form 10-K for
the fiscal year ended Septenber 30, 2001, as filed with the Securities and
Exchange Conmi ssi on.

NOTE 2. ORGANI ZATI ON

The Conpany was incorporated under the General Corporation Laws of the
State of Maryland on May 30, 2001 as a closed-end investment company. The
Conpany has el ected to be treated as a business devel opnent conpany under the
Investment Conmpany Act of 1940, as amended (the "1940 Act"). In addition, the
Conpany has elected to be treated for tax purposes as a regul ated investment
conpany, or RIC, under the Internal Revenue Code of 1986, as amended (the
"Code"). The Conpany's investment objectives are to achieve a high level of
current income by investing in debt and equity securities of established private
busi nesses.

G adstone Advisers, Inc., a wholly-owned subsidiary, conducts the
daily administrative operations of the Company.

On August 29, 2001, the Conpany closed its initial public offering and
sol d 9,430,000 shares of its comon stock at $15.00 per share, less an
underwriting discount of $1.05 per share and offering expenses of $859,343, for
total net proceeds to the Conpany of $130, 689, 157.

NOTE 3. EARNINGS PER SHARE

The fol lowing table sets forth the conputation of basic and diluted
earnings per share.

<TABLE>

<S> <C
Numerator for basic and diluted earnings per share $ 1,196,980
Denomi nator for basic weighted average shares 10, 060, 178
Enpl oyee stock options 663, 330
Dilutive potential shares 85, 852
Denominator for diluted weighted average shares 10, 146, 030
Basi ¢ earnings per comon share $0.12
Di luted earnings per comon share $0. 12

</ TABLE>
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NOTE 4. NET ASSET VALUE PER SHARE

The Conpany’s net asset value per share at Decenber 31, 2001 was $12.98
and at Septenber 30, 2001 was $13.05.

NOTE 5. DI VI DENDS

The Conpany is required to pay out as a dividend 90%of its ordinary
income and short-termcapital gains for each taxable year in order to maintain
its status as a RIC under Subtitle A, Chapter 1 of Subchapter Mof the Code. It
is the policy of the Company to pay out as a dividend up to 100% of those
amounts. The amount to be paid out as a dividend is determined by the Board of
Directors each quarter and is based on the annual earnings estimated by the
managenent of the Conpany. Based on that estimate, a dividend is declared each
guarter. At year-end the Conpany may pay a bonus dividend, in addition to the
quarterly dividends, to ensure that it has paid out at |east 90%of its ordinary
income and short-termcapital gains for the year. The Conpany has a policy of
retaining long-termcapital gains and not paying themout as dividends.

On January 15, 2002, the Conpany paid a dividend of $0.18 per share on
its conmon stock to its stockhol ders of record as of Decenber 31, 2001.

NOTE 6. | NVESTMENT VALUATI ON

The Conpany carries its investments at fair value, as deternined by the
Board of Directors. Securities that are publicly traded are valued at the
closing price on the valuation date. Debt and equity securities that are not
publicly traded are valued at fair value as deternined in good faith by the
Board of Directors. In making such deternination, the Board of Directors values
non-convertible debt securities at cost plus anortized original issue discount,
if any, unless adverse factors lead to a determination of a lesser valuation. In
val uing convertible debt, equity or other securities, the Board of Directors
determines the fair value based on the col lateral, the issuer's ability to make
payments, the earnings of the issuer, sales to third parties of sinilar
securities, the comparison to publicly traded securities and other pertinent
factors. Due to the uncertainty inherent in the valuation process, such
estimtes of fair value may differ significantly fromthe values that woul d have
resulted had a ready market for the securities existed, and the differences
could be material. Additionally, changes in the market environnent and ot her
events that may occur over the life of the investnents may cause the gains
ultimately realized on these investments to be different than the valuation
currently assigned.

NOTE 7. LOAN AND MANAGERI AL ASSI STANCE FEES

The 1940 Act requires that a business devel opment company make
avail abl e managerial assistance to its portfolio conpanies. The conpany
provi des managerial assistance to its portfolio conpanies through its
whol | y- owned subsidiary, G adstone Advisers, Inc. The Conpany receives fee
incone for managerial assistance it renders to portfolio companies in
connection with its investments. Such fees are normally paid at the closing
of the Company’s investments and are non-recurring. These managerial
assi stance services vary by investnent, but generally consist of review ng
existing credit facilities, arranging bank financing, arranging equity
financing, structuring financing frommultiple lenders, structuring financing
fromequity investors, restructuring existing loans, raising equity and debt
capital and providing general financial advice. For the three nonths ended
Decenber 31, 2001, these fees totaled $612, 000.

Fromtime to time, the Conpany will be invited to participate as a
co-lender in a transaction. Where the Conpany does not provide significant
managerial assistance services, |oan fees paid to the Conpany in such
situations will be deferred and amortized over the life of the |oan.

10
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| TEM 2. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND RESULTS
OF OPERATI ONS.

ALL STATEMENTS CONTAINED HEREIN, OTHER THAN H STORI CAL FACTS, MAY
CONSTI TUTE " FORWARD- LOOKI NG STATEMENTS" WTHIN THE MEANING OF SECTI ON 27A OF THE
SECURI TIES ACT OF 1933, AS AMENDED, AND SECTION 21E OF THE SECURI TI ES EXCHANGE
ACT OF 1934, AS AMENDED. THESE STATEMENTS MAY RELATE TO, AMONG OTHER THI NGS,
FUTURE EVENTS OR QUR FUTURE PERFORMANCE COR FI NANCI AL CONDITICN. I'N SOME CASES,
YOU CAN | DENTI FY FORWARD- LOCKI NG STATEMENTS BY TERM NOLOGY SUCH AS "MAY, "
"MGHT," "BELIEVE " "WLL," "PROVIDED," "ANTICl PATE," "FUTURE, " "COULD,"
"CROMH " "PLAN," "INTEND," "EXPECT," "SHOULD," "WOULD," "IF," "SEEK "
"POSSI BLE, " "POTENTIAL" CR THE NEGATI VE CF SUCH TERMG OR COMPARABLE TERM NOLOGY.
THESE FORWARD- LOOKI NG STATENMENTS | NVOLVE KNOM AND UNKNOWN RI SKS,  UNCERTAI NTI ES
AND OTHER FACTCRS THAT MAY CAUSE OUR ACTUAL RESULTS, LEVELS OF ACTIVITY,
PERFORMANCE COR ACHI EVEMENTS TO BE MATERIALLY DI FFERENT FROM ANY FUTURE RESULTS,
LEVELS OF ACTIVITY, PERFORMANCE OR ACH EVEMENTS EXPRESSED QR | MPLIED BY SUCH
FCRWARD- LOOKI NG STATEMENTS. SUCH FACTORS | NCLUDE, AMONG OTHERS, (1) ADVERSE
CHANGES | N I NTEREST RATES; (2) OUR FAILURE CR I NABILITY TO ESTABLI SH OR MAI NTAIN
REFERRAL ARRANGEMENTS W TH LEVERAGED BUYOUT FUNDS AND VENTURE CAPI TAL FUNDS TO
CENERATE LOAN OPPORTUNITIES; (3) THE LOSS OF ONE CR MORE OF CUR EXECUTI VE
OFFI CERS, |IN PARTI CULAR DAVI D GLADSTONE OR TERRY LEE BRUBAKER, (4) OUR INABILITY
TO ESTABLISH CR MAINTAIN A CREDI T FACILITY ON TERVE REASCNABLY ACCEPTABLE TO US,
|F AT ALL; (5) OUR INABILITY TO SUCCESSFULLY SECURITIZE QUR LOAN PORTFOLI O ON
TERVS REASONABLY ACCEPTABLE TO US, |F AT ALL; (6) THE DECISICN OF QR
COMPETI TORS TO AGGRESSI VELY SEEK TO MAKE SENICR AND SUBCRDI NATED LOANS TO SMALL
AND MEDI UM SI ZED BUSI NESSES ON TERME MORE FAVORABLE THAN VE | NTEND TO PROVI DE;
(7) OUR INABILITY TO CONSUMVATE LOAN TRANSACTI ONS W TH ONE OR MORE OF THE
ENTI TI'ES 1 DENTI FI ED UNDER THE CAPTI ON " PROSPECTI VE PORTFOLI O COVPANIES" OF QLR
PROSPECTUS DATED AUGUST 23, 2001, AS FILED WTH THE SECURI TIES AND EXCHANGE
COVM SSI ON (THE "SEC') ON AUGUST 27, 2001, ON TERMS ACCEPTABLE TO US, IF AT ALL;
AND (8) THOSE FACTCRS LI STED UNDER THE CAPTION "RI SK FACTORS' OF THE ANNUAL
REPORT ON FCRM 10-K AS FILED WTH THE SEC ON DECEMBER 21, 2001. WE CAUTION
READERS NOT TO PLACE UNDUE RELI ANCE ON ANY SUCH FCRWARD- LOOKI NG STATEMENTS,
VH CH ARE MADE PURSUANT TO THE PRI VATE SECURITI ES LI Tl GATI ON REFORM ACT ON 1995
AND, AS SUCH SPEAK ONLY AS OF THE DATE MADE. WE UNDERTAKE NO OBLI GATION TO
PUBLI CLY UPDATE OR REVI SE ANY FORWARD- LOOKI NG STATEMENTS, WHETHER AS A RESULT OF
NEW [ NFORMATI ON,  FUTURE EVENTS OR OTHERW SE AFTER THE DATE OF TH'S FORM 10-Q

THE FOLLOW NG ANALYSI'S OF QUR FI NANCI AL CONDI TI ON AND RESULTS COF
CPERATI ONS SHOULD BE READ I N CONJUNCTI ON W TH CUR FI NANCI AL STATEMENTS AND THE
NOTES THERETO CONTAINED ELSEWHERE IN TH' S REPCRT.

OVERVI EW

V¢ were incorporated under the General Corporation Laws of the State of
Maryland on May 30, 2001. Qur investment objectives are to achieve a high |evel
of current income by investing in debt securities, consisting primarily of
senior notes, senior subordinated notes and junior subordinated notes, of
established private businesses that are backed by |everaged buyout funds,
venture capital funds or others, with a particular enphasis on senior
subordinated notes. In addition, we may acquire existing |oans that neet this
profile fromleveraged buyout funds, venture capital funds and others. W will
al so seek to provide our stockhol ders with long-term

1
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capital growth through the appreciation in the value of warrants or other equity
instruments that we may receive when we make |oans. & operate as a closed-end
non-di versified managenent investment conpany, and have elected to be treated as
a business devel opment conpany under the Investnent Company Act of 1940, as
amended (the "1940 Act").

V¢ seek out small and mediumsized businesses that neet certain
criteria, including (1) the potential for growth in cash flow (2) adequate
assets for | oan collateral, (3) experienced management teans with significant
ownership interest in the borrower, (4) profitable operations based on the
borrower’s cash flow, (5) reasonable capitalization of the borrower (usually by
| everaged buyout funds or venture capital funds) and (6) the potential to
realize appreciation and gain liquidity in our equity position. W anticipate
that this liquidity will be achieved through a merger or acquisition of the
borrower, a public offering by the borrower or by exercise of our right to
require the borrower to buy back its warrants. W lend to borrowers that need
funds to finance growth, restructure their bal ance sheets or effect a change of
control

As a business devel opnent conpany, we nake available significant
managerial assistance to our portfolio conpanies. Such assistance typically
invol ves closely monitoring the operations of each conpany, participating inits
board and management meetings, being available for consultation withits
of ficers and providing organizational and financial guidance

Qur loans typically range from$5 million to $15 nillion, mature in no
nore than seven years and accrue interest at a fixed rate or an annualized
variable rate that exceeds the prine rate. Mst, if not all, of the debt
securities we acquire are unrated by credit rating agencies. To the extent
possible, our loans generally are collateralized by a security interest in the
borrower’s assets. Interest payments are generally made nonthly or quarterly
with anortization of principal generally being deferred for several years. The
princi pal amount of the loans and any accrued but unpaid interest generally
become due at maturity at five to seven years. W focus on making |oans
acconpani ed by warrants to purchase stock in the borrowers. These warrants
typically have a nominal exercise price and entitle us to purchase a nodest
percentage of the borrower’s stock

To date, we have made four investments for a total of approxi mtely $42
milionwith acomitment to lend up to an additional $8 million to one of our
portfolio companies under a revolving line of credit. In addition, we are
earnestly working toward the consunmation of nore investnents. These prospective
| oans are subject to, among other things, the satisfactory conpletion of our due
diligence investigation of each borrower, acceptance of ternms and structure and
necessary consents. Wth respect to each prospective loan, we will only agree to
provide the loan if, anong other things, the results of our due diligence
investigations are satisfactory, the terms and conditions of the loan are
acceptabl e and all necessary consents are received. Qur managenent has initiated
its due diligence investigations of the potential borrowers, however we can not
assure you that we will not discover facts in the course of conpleting our due
diligence that would render a particular investnent inprudent or that any of
these loans will actually be made

V¢ carry our investnents on our balance sheet at fair value, as

determned by our board of directors. Securities that are publicly traded will
be val ued at their respective closing price

12
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prices on the valuation date. Debt and equity securities that are not publicly
traded are valued at fair value as deternined in good faith by our hoard of
directors. In making such determination, our board of directors values
non-convertible debt securities at cost plus amortized original issue discount
if any, unless adverse factors lead to a determination of a lesser valuation. In
val uing convertible debt, equity or other securities, our board of directors
determines the fair value based on the collateral, the issuer’s ability to make
payments, the earnings of the issuer, sales to third parties of sinilar
securities, the conparison to publicly traded securities and other pertinent
factors. Due to the uncertainty inherent in the valuation process, such
estimates of fair value may differ significantly fromthe values that woul d have
resulted had a ready market for the securities existed, and the differences
could be material. Additionally, changes in the market environnment and other
events that may occur over the life of the investnents may cause the gains
ultimtely realized on these investnents to be different than the valuation
currently assigned

Vé initially expected that it would take approximately one year to
substantially fully invest the proceeds fromour initial public offering
However, the terrorist attacks on the United States on Septenber 11, 2001 and
the ensuing economi ¢ uncertainty have resulted in a delay in the rate at which
we have been able to enter into loans. W anticipate that we are approximtely
ninety days behind our original schedule for closing |oans.

RESULTS OF CPERATI ONS
CPERATI NG | NCOME

Qperating income for the quarter ended Decenber 31, 2001 was
approximately $1.2 million. This ampunt consisted of approximately $640,000 in
interest income fromour invested cash and cash equivalents, approximtely
$330,000 in interest income fromour investments in debt securities of private
conpani es, approxi mtely $612,000 in non-recurring fee income and approximtely
$107,000 in interest incone fromloans to our employees in connection with the
exercise of enployee stock options.

The interest on invested cash and cash equivalents primarily reflects
the interest we received on the investnent of the proceeds of our initial public
offering in short-terminvestnent grade securities during the quarter. As we
acquire debt securities, we expect that income frominvested cash and cash
equivalents will decline as a percentage of total revenue and that interest
income fromdebt securities will increase and become our predoninant source of
revenue

Income frominvestnents in debt securities of private conpanies was
modest since we did not close our first investment until Novenber 6, 2001 and
the remaining three investnents did not close until late December 2001. As we
continue to invest the proceeds of our initial public offering in debt
securities of private companies, we expect that we will generate additiona
incone fromthese debt securities, which we anticipate will be at interest rates
significantly greater than the rates that we are currently receiving on our
deposited cash and cash equival ents

13
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As a business devel opnent conpany under the 1940 Act, we are required
to provide significant managerial assistance to our portfolio companies. W
provide these services, for which we receive fees, through our wholly-owned
subsidiary, dadstone Advisers, Inc. Such fees are only paidto us at the
closing of the investnents and are non-recurring. The specific services we
provide vary by portfolio conpany, but generally consist of reviewing existing
credit facilities, arranging bank financing, arranging equity financing,
structuring financing frommultiple Ienders, structuring financing fromequity
investors, restructuring existing |oans, raising equity and debt capital and
providing general financial advice.

The only continuing revenue associated with our investments is interest
paid on the loans we make and, potentially, capital gains received in connection
with the liquidation of any associated equity interest (e.g., warrants).

CPERATI NG EXPENSES

Operating expenses for the quarter ended Decenber 31, 2001 were
approxi mtely $492,000. This amount consisted primarily of salaries and
benefits, professional fees, rent and general and admnistrative expenses.

Salaries and benefits consisted of approximately $277,000 for the
quarter ended December 31, 2001; we expect this expense to increase as we hire
addi tional |oan officers. The reminder of the operating expenses incurred for
the quarter ended December 31, 2001 consisted of approximately $101,000 in
professional fees, $11,000 in rent and $101,000 in general and administrative
expenses.

i believe that this level of operating expenses is not necessarily
indicative of our future operating expenses. W estimate that over time, as we
begin to more fully deploy the proceeds of our initial public offering, our
operating expenses will be approximately two percent of our net assets.

NET OPERATI NG | NCOVE

As a result of the operating income and operating expenses described
above, we had net operating incone of approximately $1.2 million for the quarter
ended Decenber 31, 2001. Based on a weighted-average of 10,060,178 (actual) and
10,146,030 (fully diluted) shares outstanding, our net operating incone per
comon share for the quarter ended Decenber 31, 2001 was $0.12, basic and fully
diluted, respectively.

LIQUIDITY AND CAPI TAL RESOURCES

At Decenber 31, 2001, we had investnents in debt securities of four
private conpanies, approximately $42 nillion of total investment assets and a
comitment to lend up to an additional $8 nillion to one of our portfolio
conpani es under a revolving line of credit.

Cash used by operating activities for the quarter ended Decenber 31,

2001, consisting primarily of the items described in "Results of Operations,"
was approximtely $1.2 nillion. Net
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cash used in investing activities was approximately $42 nillion and primarily
consisted of the amounts used to make investments in our four portfolio

conpani es. Net cash used in financing activities was approximately $640,000 for
the quarter ended December 31, 2001 and consisted primarily of the repayment of
accrued costs associated with our initial public offering.

During the quarter ended December 31, 2001, cash and cash equivalents
decreased fromapproximately $131.8 million at the beginning of the quarter to
approximtely $90.4 million at the end of the quarter. This decrease of
approximately $41.4 million was largely the result of our investing activities,
described above.

In order to qualify as a regul ated investment conpany and to avoid
corporate level tax on the income we distribute to our stockhol ders, we are
required, under Subchapter Mof the Internal Revenue Code, to distribute at
| east 90% of our ordinary incone and short-termcapital gains to our
stockhol ders on an annual basis. In accordance with these requirements, on
Decenber 10, 2001, we declared a quarterly cash dividend of $0.18 per share on
our conmon stock which was paid on January 15, 2002 to stockhol ders of record as
of December 31, 2001. This dividend was paid fromordinary incone.

V¢ anticipate borrowing funds to obtain additional capital once the
proceeds of our initial public offering have been fully invested. W also intend
to pursue a strategy of securitizing our loan portfolio in approximtely two
years. V& would use the cash we receive upon the sale of interests in our |oans
to repay bank borrowings and make additional |oans. W can not assure you that
this securitization strategy will be successful.

| TEM 3. QUANTI TATI VE AND QUALI TATI VE DI SCLOSURES ABOUT MARKET RI SK.

V¢ are subject to financial market risks, including changes in interest
rates. W expect that approximtely 50% of the loans in our portfolio will be
made at fixed rates, with approximtely 50% made at variable rates. To date, we
have made only four investments and substantially all of the remsinder of our
assets are invested in money market instrunents.

V¢ al so expect to borrow funds to finance future lending activities
after we have substantially fully invested the proceeds of our initial public
offering. These future borrowings my be at fixed rates or variable rates. To
date, we have not yet borrowed any funds.

V¢ expect to hedge against interest rate fluctuations in the future by
using standard hedging instruments such as futures, options and forward
contracts. VWile hedging activities may insulate us against adverse fluctuations
ininterest rates, they may also linit our ability to participate in the
benefits of lower interest rates with respect to our portfolio of investnents.
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PART |1--CTHER | NFORMATI ON
| TEM 1. LEGAL PROCEEDI NGS.
Neither the Company nor its subsidiary is currently subject to any

material |egal proceeding, nor, to the Conpany’s know edge, is any mterial
I egal proceeding threatened against the Company or its subsidiary.

ITEM6. EXHBITS AND REPORTS ON FORM 8-K

(a) EXH BITS

<TABLE>

<S> <C

3.1 Articles of Amendment and Restatement of the Articles of Incorporation,

incorporated by reference to Exhibit a.2 to Pre-Effective Arendment
No. 1 to the Registration Statement on FormN-2 (File No. 333-63700),
filed July 27, 2001.

3.2 By-1aws, incorporated by reference to Exhibit b to Pre-Effective
Amendnent No. 1 to the Registration Statement on FormN2 (File
No. 333-63700), filed July 27, 2001.

4.1 Formof Direct Registration Transaction Advice for the Conpany's common
stock, par value $0.001 per share, the rights of holders of which are
defined in exhibits 3.1 and 3.2, incorporated by reference to Exhibit d
to Pre-Effective Amendment No. 1 to the Registration Statement on Form

N-2 (File No. 333-63700), filed July 27, 2001.

4.2 Specimen Stock Certificate, incorporated by reference to Exhibit d.2 to
Pre-Effective Amendment No. 3 to the Registration Statement on Form N-2

(File No. 333-63700), filed August 23, 2001.

10.1 Facility Service License, dated November 1, 2001, between the Conpany

and Teqcorner, LLC, incorporated by reference to Exhibit 10.8 to the

Conpany’ s Annual Report on Form 10-K for the period ended September 30,

2001 (File No. 814-00237), filed December 21, 2001.

11 Conputation of Per Share Earnings (included in the notes to the
unaudited financial statements contained in this report).

</ TABLE>

Al'l other exhibits for which provision is made in the applicable

regul ations of the Securities and Exchange Conmission are not required under the

related instruction or are inapplicable and therefore have been omitted.

(b) REPORTS ON FORM 8- K

No reports on Form8-K were filed by the Conpany during the period for

which this report is filed.
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S| GNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934,
the registrant has duly caused this report to be signed on its behalf by the
under si gned thereunto dul'y authorized.

GLADSTONE CAPI TAL CORPCRATI ON

By: /s/ Harry Brill

Harry Brill
Chief Financial Oficer and Treasurer

Dat e: February 14, 2002
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