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PART I

In this annual report on Form 10-K, except where the context suggests otherwise, the terms:

·“we,” “us,” “our” and “Horizon Technology Finance” refer to Horizon Technology Finance Corporation, a Delaware
corporation, and its consolidated subsidiaries;

·The “Advisor” or the “Administrator” refer to Horizon Technology Finance Management LLC, a Delaware limited
liability company;

·

“Credit I” refers to Horizon Credit I LLC, a Delaware limited liability company, “Credit II” refers to Horizon
Credit II LLC, a Delaware limited liability company, “Credit III” refers to Horizon Credit III LLC, a Delaware
limited liability company, all of which are special purpose bankruptcy remote entities and our direct
subsidiaries;

· “WestLB” refers to WestLB, AG, New York Branch and “WestLB Facility” refers to a revolving credit facility we
entered into with WestLB on March 4, 2008 that was closed during the fourth quarter of 2012;

·
“Wells” refers to Wells Fargo Capital Finance LLC and “Wells Facility” refers to a revolving credit facility we entered
into with Wells on July 14, 2011 and with respect to which all rights and obligations of Wells were assigned to Key,
effective November 4, 2013;

·“Key” refers to Key Equipment Finance and “Key Facility” refers to the Wells Facility after all rights and obligations of
Wells under the Wells Facility were assigned to Key, effective November 4, 2013;

·“2019 Notes” refers to our $33 million aggregate principal amount of 7.375% senior unsecured notes due 2019 on
March 23, 2012 and April 18, 2012;

·“Fortress” refers to Fortress Credit Co LLC and “Fortress Facility” refers to a term loan credit facility we entered into
with Fortress on August 23, 2012;

· “Credit Facilities” refers collectively to the Key Facility and Fortress Facility;

·“2013-1 Securitization” refers to the $189.3 million securitization of secured loans we completed on June 28, 2013; and
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·“Asset-Backed Notes” refers to our $90 million aggregate principal amount of fixed-rate asset-backed notes issued in
conjunction with the 2013-1 Securitization.

Some of the statements in this annual report on Form 10-K constitute forward-looking statements which apply to both
us and our consolidated subsidiaries and relate to future events, future performance or financial condition. The
forward-looking statements involve risks and uncertainties for both us and our consolidated subsidiaries and actual
results could differ materially from those projected in the forward-looking statements for any reason, including those
factors described in “Item 1A.—Risk Factors” and elsewhere in this annual report on Form 10-K.

Item 1.  Business

General

We are a specialty finance company that lends to and invests in development-stage companies in the technology, life
science, healthcare information and services and cleantech industries, which we refer to collectively as our “Target
Industries.” Our investment objective is to generate current income from the loans we make and capital appreciation
from the warrants we receive when making such loans. We make secured loans, which we refer to as “Venture Loans,”
to companies backed by established venture capital and private equity firms in our Target Industries, which we refer to
as “Venture Lending.” We also selectively lend to publicly traded companies in our Target Industries. Venture Lending
is typically characterized by (1) the making of a secured loan after a venture capital or equity investment in the
portfolio company has been made, which investment provides a source of cash to fund the portfolio company’s debt
service obligations under the Venture Loan, (2) the senior priority of the Venture Loan which requires repayment of
the Venture Loan prior to the equity investors realizing a return on their capital, (3) the relatively rapid amortization of
the Venture Loan and (4) the lender’s receipt of warrants or other success fees with the making of the Venture Loan.

3
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We are an externally managed, closed-end, non-diversified management investment company that has elected to be
regulated as a business development company, or BDC, under the Investment Company Act of 1940, as amended, or
the 1940 Act. In addition, for U.S. federal income tax purposes, we have elected to be treated as a regulated
investment company, or RIC, under Subchapter M of the Internal Revenue Code of 1986, as amended, or the Code.
As a BDC, we are required to comply with regulatory requirements, including limitations on our use of debt. We are
permitted to, and expect to, finance our investments through borrowings. However, as a BDC, we are only generally
allowed to borrow amounts such that our asset coverage, as defined in the 1940 Act, equals at least 200% after such
borrowing. The amount of leverage that we employ depends on our assessment of market conditions and other factors
at the time of any proposed borrowing. As a RIC, we generally will not have to pay corporate-level federal income
taxes on any net ordinary income or net short-term capital gains that we distribute to our stockholders if we meet
certain source-of-income, distribution, asset diversification and other requirements.

Compass Horizon Funding Company LLC, a Delaware limited liability company, or Compass Horizon, our
predecessor company, commenced operations in March 2008. We were formed in March 2010 for the purpose of
acquiring Compass Horizon and continuing its business as a public entity. When we refer to our historical
performance, we include the performance of Compass Horizon.

From our inception and through December 31, 2013, we funded 103 portfolio companies and invested $565.2 million
in loans (including 54 loans, in the amount $226.9 million, that have been repaid). As of December 31, 2013, our total
debt investment portfolio consisted of 49 loans which totaled $213.8 million, and our net assets were $135.8 million.
All of our existing loans are secured by all or a portion of the tangible and intangible assets of the applicable portfolio
company. The loans in our loan portfolio are generally not rated by any rating agency. If the individual loans in our
portfolio were rated, they would be rated below “investment grade” because they are subject to many risks, including
volatility, intense competition, short product life cycles and periodic downturns.

For the year ended December 31, 2013, our loan portfolio had a dollar-weighted average annualized yield of 14.4%
(excluding any yield from warrants). As of December 31, 2013, our loan portfolio had a dollar-weighted average term
of 42 months from inception and a dollar-weighted average remaining term of 29 months. In addition, we held
warrants to purchase either common stock or preferred stock in 73 portfolio companies. As of December 31, 2013,
substantially all of our loans had an original committed principal amount of between $2 million and $15 million,
repayment terms of between 33 and 48 months and bore current pay interest at annual interest rates of between 9%
and 13%.

Our investment activities and our day-to-day operations are managed by our Advisor and supervised by our board of
directors, or the Board, of which a majority of the members are independent of us and our Advisor. Under an
investment management agreement, or the Investment Management Agreement, with our Advisor, we have agreed to
pay our Advisor a base management fee and an incentive fee for its advisory services to us. We have also entered into
an administration agreement, or the Administration Agreement, with our Advisor under which we have agreed to
reimburse our Advisor for our allocable portion of overhead and other expenses incurred by our Advisor in
performing its obligations under the Administration Agreement.
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Our common stock began trading October 29, 2010 and is currently traded on the NASDAQ Global Select Market
under the symbol “HRZN”.

Information Available

Our principal executive office is located at 312 Farmington Avenue, Farmington, Connecticut 06032, our telephone
number is (860) 676-8654, and our internet address is www.horizontechnologyfinancecorp.com. We make available,
free of charge, on our website our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K and amendments to those reports as soon as reasonably practicable after we electronically file such material
with, or furnish it to, the U.S. Securities and Exchange Commission, or the SEC. Information contained on our
website is not incorporated by reference into this annual report on Form 10-K and you should not consider
information contained on our website to be part of this annual report on Form 10-K or any other report we file with
the SEC.
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Our Advisor

Our investment activities are managed by our Advisor, and we expect to continue to benefit from our Advisor’s ability
to identify attractive investment opportunities, conduct diligence on and value prospective investments, negotiate
investments and manage our diversified portfolio of investments. In addition to the experience gained from the years
that they have worked together both at our Advisor and prior to the formation by our Advisor, the members of our
investment team have broad lending backgrounds, with substantial experience at a variety of commercial finance
companies, technology banks and private debt funds, and have developed a broad network of contacts within the
venture capital and private equity community. This network of contacts provides a principal source of investment
opportunities.

Our Advisor is a Delaware limited liability company that is a registered investment advisor under the Investment
Advisers Act of 1940, as amended, or the Advisers Act. The principal executive address of our Advisor is 312
Farmington Avenue, Farmington, Connecticut 06032.

Our Advisor is led by five senior managers, including its two co-founders, Robert D. Pomeroy, Jr., our Chief
Executive Officer, and Gerald A. Michaud, our President. The other senior managers include Christopher M. Mathieu,
our Senior Vice President and Chief Financial Officer, John C. Bombara, our Senior Vice President, General Counsel
and Chief Compliance Officer and Daniel S. Devorsetz, our Senior Vice President and Chief Credit Officer.

Our Strategy

Our investment objective is to maximize our investment portfolio’s total return by generating current income from the
loans we make and capital appreciation from the warrants we receive when making such loans. To further implement
our business strategy, we expect our Advisor to continue to employ the following core strategies:

•

Structured Investments in the Venture Capital and Private Equity Markets.  We make loans to development-stage
companies within our Target Industries typically in the form of secured loans. The secured debt structure provides a
lower risk strategy, as compared to equity investments, to participate in the emerging technology markets because the
debt structures we typically utilize provide collateral against the downside risk of loss, provide return of capital in a
much shorter timeframe through current-pay interest and amortization of loan principal and have a senior position to
equity in the borrower’s capital structure in the case of insolvency, wind down or bankruptcy. Unlike venture capital
and private equity investments, our investment returns and return of our capital do not require equity investment exits
such as mergers and acquisitions or initial public offerings. Instead, we receive returns on our loans primarily through
regularly scheduled payments of principal and interest and, if necessary, liquidation of the collateral supporting the
loan upon a default. Only the potential gains from warrants depend upon equity investments exits.
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•

“Enterprise Value” Lending.  We and our Advisor take an enterprise value approach to the loan structuring and
underwriting process. Enterprise value includes the implied valuation based upon recent equity capital invested as
well as the intrinsic value of the applicable portfolio company’s particular technology, service or customer base. We
secure our senior or subordinated lien position against the enterprise value of a portfolio company.

•

Creative Products with Attractive Risk-Adjusted Pricing.  Each of our existing and prospective portfolio
companies has its own unique funding needs for the capital provided from the proceeds of our Venture
Loans. These funding needs include funds for additional development “runways,” funds to hire or retain sales
staff or funds to invest in research and development in order to reach important technical milestones in
advance of raising additional equity. Our loans include current-pay interest, commitment fees, end-of-term
payments, or ETPs, pre-payment fees and non-utilization fees. We believe we have developed pricing tools,
structuring techniques and valuation metrics that satisfy our portfolio companies’ financing requirements
while mitigating risk and maximizing returns on our investments.

•

Opportunity for Enhanced Returns.  To enhance our loan portfolio returns, in addition to interest and fees, we obtain
warrants to purchase the equity of our portfolio companies as additional consideration for making loans. The warrants
we obtain generally include a “cashless exercise” provision to allow us to exercise these rights without requiring us to
make any additional cash investment. Obtaining warrants in our portfolio companies has allowed us to participate in
the equity appreciation of our portfolio companies, which we expect will enable us to generate higher returns for our
investors.

5
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•

Direct Origination.  We originate transactions directly with technology, life science, healthcare information and
services and cleantech companies. These transactions are referred to our Advisor from a number of sources, including
referrals from, or direct solicitation of, venture capital and private equity firms, portfolio company management
teams, legal firms, accounting firms, investment banks and other lenders that represent companies within our Target
Industries. Our Advisor has been the sole or lead originator in substantially all transactions in which the funds it
manages have invested.

•

Disciplined and Balanced Underwriting and Portfolio Management.  We use a disciplined underwriting process that
includes obtaining information validation from multiple sources, extensive knowledge of our Target Industries,
comparable industry valuation metrics and sophisticated financial analysis related to development-stage companies.
Our Advisor’s due diligence on investment prospects includes obtaining and evaluating information on the prospective
portfolio company’s technology, market opportunity, management team, fund raising history, investor support,
valuation considerations, financial condition and projections. We seek to balance our investment portfolio to reduce
the risk of down market cycles associated with any particular industry or sector, development-stage or geographic
area. Our Advisor employs a “hands on” approach to portfolio management requiring private portfolio companies to
provide monthly financial information and to participate in regular updates on performance and future plans.

•

Use of Leverage.  We currently use leverage to increase returns on equity through our Credit Facilities, our 2019
Notes and our 2013-1 Securitization. See “Item 7 — Management’s Discussion and Analysis of Financial Condition and
Results of Operations — Liquidity and Capital Resources” for additional information about our use of leverage. In
addition, we may issue additional debt securities or preferred stock in one or more series in the future.

Market Opportunity

We focus our investments primarily in four key industries of the emerging technology market: technology, life
science, healthcare information and services and cleantech. The technology sectors we focus on include, but are not
limited to, communications, networking, wireless communications, data storage, software, cloud computing,
semiconductor, internet and media, and consumer-related technologies. The life science sectors we focus on include,
but are not limited to, biotechnology, drug delivery, bioinformatics and medical devices. The healthcare information
and services sectors we focus on include, but are not limited to, diagnostics, medical record services and software and
other healthcare related services and technologies that improve efficiency and quality of administered healthcare. The
cleantech sectors we focus on include, but are not limited to, alternative energy, water purification, energy efficiency,
green building materials and waste recycling.

We believe that Venture Lending has the potential to achieve enhanced returns that are attractive notwithstanding the
high degree of risk associated with lending to development-stage companies. Potential benefits include:

•interest rates that typically exceed rates that would be available to portfolio companies if they could borrow in
traditional commercial financing transactions;
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•the loan support provided by cash proceeds from equity capital invested by venture capital and private equity firms;

• relatively rapid amortization of loans;

• senior ranking to equity and collateralization of loans to minimize potential loss of capital; and

• potential equity appreciation through warrants.

We believe that Venture Lending also provides an attractive financing source for portfolio companies, their
management teams and their equity capital investors, as it:

• is typically less dilutive to the equity holders than additional equity financing;

6
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•extends the time period during which a portfolio company can operate before seeking additional equity capital or
pursuing a sale transaction or other liquidity event; and

• allows portfolio companies to better match cash sources with uses.

Competitive Strengths

We believe that we, together with our Advisor, possess significant competitive strengths, including:

Consistently Execute Commitments and Close Transactions.  Our Advisor and its senior management and investment
professionals have an extensive track record of originating, underwriting and managing Venture Loans. Our Advisor
and its predecessor have directly originated, underwritten and managed more than 165 Venture Loans with an
aggregate original principal amount over $1.1 billion since operations commenced in 2004. In our experience,
prospective portfolio companies prefer lenders that have a demonstrated ability to deliver on their commitments.

Robust Direct Origination Capabilities.  Our Advisor’s managing directors each have significant experience
originating Venture Loans in our Target Industries. This experience has given each managing director a deep
knowledge of our Target Industries and an extensive base of transaction sources and references. Our Advisor’s brand
name recognition in our market has resulted in a steady flow of high quality investment opportunities that are
consistent with the strategic vision and expectations of our Advisor’s senior management.

Highly Experienced and Cohesive Management Team.  Our Advisor has had the same senior management team of
experienced professionals since its inception. This consistency allows companies, their management teams and their
investors to rely on consistent and predictable service, loan products and terms and underwriting standards.

Relationships with Venture Capital and Private Equity Investors.  Our Advisor has developed strong relationships
with venture capital and private equity firms and their partners. The strength and breadth of our Advisor’s venture
capital and private equity relationships would take other firms considerable time and expense to develop and we
believe this represents a significant barrier to entry.

Well-Known Brand Name.  Our Advisor has originated Venture Loans to more than 165 companies in our Target
Industries under the “Horizon Technology Finance” brand. We believe that the “Horizon Technology Finance” brand as a
competent, knowledgeable and active participant in the Venture Lending marketplace will continue to result in a
significant number of referrals and prospective investment opportunities in our Target Industries.
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Competition

We compete to provide financing to development-stage companies in our Target Industries with a number of
investment funds and other BDCs, as well as traditional financial services companies such as commercial banks and
other financing sources. Some of our competitors are larger and have greater financial, technical, marketing and other
resources than we have. We believe we compete effectively with these entities primarily on the basis of the
experience, industry knowledge and contacts of our Advisor’s investment professionals, its responsiveness and
efficient investment analysis and decision-making processes, its creative financing products and highly customized
investment terms. We do not intend to compete primarily on the interest rates we offer and believe that some
competitors make loans with rates that are comparable to or lower than our rates. For additional information
concerning our competitive position and competitive risks, see “Item 1A — Risk Factors — Risks Related to Our Business
and Structure — We operate in a highly competitive market for investment opportunities, and if we are not able to
compete effectively, our business, results of operations and financial condition may be adversely affected and the
value of your investment in us could decline.”

Investment Criteria

We seek to invest in companies that are diversified by their stage of development, their Target Industries and sectors
of Target Industries and their geographical location, as well as by the venture capital and private equity sponsors that
support our portfolio companies. While we invest in companies at various stages of development, we require that
prospective portfolio companies be beyond the seed stage of development and have received at least their first round
of venture capital or private equity financing before we will consider making an investment. We expect a prospective
portfolio company to demonstrate its ability to advance technology and increase its value over time.

7
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We have identified several criteria that we believe have proven, and will prove, important in achieving our investment
objective. These criteria provide general guidelines for our investment decisions. However, we caution you that not all
of these criteria are met by each portfolio company in which we choose to invest.

Management.   Our portfolio companies are generally led by experienced management that has in-market expertise in
the Target Industry in which the company operates, as well as extensive experience with development-stage
companies. The adequacy and completeness of the management team is assessed relative to the stage of development
and the challenges facing the potential portfolio company.

Continuing Support from One or More Venture Capital and Private Equity Investors.   We typically invest in
companies in which one or more established venture capital and private equity investors have previously invested and
continue to make a contribution to the management of the business. We believe that established venture capital and
private equity investors can serve as a committed partner and will assist their portfolio companies and their
management teams in creating value. We take into consideration the total amount raised by the company, the
valuation history, investor reserves for future investment and the expected timing and milestones to the next equity
round financing.

Operating Plan and Cash Resources.   We generally require that a prospective portfolio company, in addition to
having sufficient access to capital to support leverage, demonstrate an operating plan capable of generating cash flows
or the ability to raise the additional capital necessary to cover its operating expenses and service its debt. Our review
of the operating plan will take into consideration existing cash, cash burn, cash runway and the milestones necessary
for the company to achieve cash flow positive operations or to access additional equity from the investors.

Enterprise and Technology Value.   We expect that the enterprise value of a prospective portfolio company should
substantially exceed the principal balance of debt borrowed by the company. Enterprise value includes the implied
valuation based upon recent equity capital invested as well as the intrinsic value of the company’s particular
technology, service or customer base.

Market Opportunity and Exit Strategy.   We seek portfolio companies that are addressing large market opportunities
that capitalize on their competitive advantages. Competitive advantages may include a unique technology, protected
intellectual property, superior clinical results or significant market traction. As part of our investment analysis, we
typically also consider potential realization of our warrants through merger, acquisition or initial public offering based
upon comparable exits in the company’s Target Industry.

Investment Process
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Our Board has delegated authority for all investment decisions to our Advisor. Our Advisor, in turn, has created an
integrated approach to the loan origination, underwriting, approval and documentation process that we believe
effectively combines the skills of our Advisor’s professionals. This process allows our Advisor to achieve an efficient
and timely closing of an investment from the initial contact with a prospective portfolio company through the
investment decision, close of documentation and funding of the investment, while ensuring that our Advisor’s rigorous
underwriting standards are consistently maintained. We believe that the high level of involvement by our Advisor’s
staff in the various phases of the investment process allows us to minimize the credit risk while delivering superior
service to our portfolio companies.

Origination.   Our Advisor’s loan origination process begins with its industry-focused regional managing directors who
are responsible for identifying, contacting and screening prospects. These managing directors meet with key decision
makers and deal referral sources such as venture capital and private equity firms and management teams, legal firms,
accounting firms, investment banks and other lenders to source prospective portfolio companies. We believe our brand
name and management team are well known within the Venture Lending community, as well as by many repeat
entrepreneurs and board members of prospective portfolio companies. These broad relationships, which reach across
the Venture Lending industry, give rise to a significant portion of our Advisor’s deal origination.

8
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The responsible managing director of our Advisor obtains review materials from the prospective portfolio company
and from those materials, as well as other available information, determines whether it is appropriate for our Advisor
to issue a non-binding term sheet. The managing director bases this decision to proceed on his or her experience, the
competitive environment and the prospective portfolio company’s needs and also seeks the counsel of our Advisor’s
senior management and investment team.

Term Sheet.   If the managing director determines, after review and consultation with senior management, that the
potential transaction meets our Advisor’s initial credit standards, our Advisor will issue a non-binding term sheet to the
prospective portfolio company.

The terms of the transaction are tailored to a prospective portfolio company’s specific funding needs while taking into
consideration market dynamics, the quality of the management team, the venture capital and private equity investors
involved and applicable credit criteria, which may include the prospective portfolio company’s existing cash resources,
the development of its technology and the anticipated timing for the next round of equity financing.

Underwriting.   Once the term sheet has been negotiated and executed and the prospective portfolio company has
remitted a good faith deposit, we request additional due diligence materials from the prospective portfolio company
and arrange for a due diligence visit.

Due Diligence.   The due diligence process includes a formal visit to the prospective portfolio company’s location and
interviews with the prospective portfolio company’s senior management team including its Chief Executive Officer,
Chief Financial Officer, Chief Scientific or Technology Officer, principal marketing or sales professional and other
key managers. The process includes obtaining and analyzing information from independent third parties that have
knowledge of the prospective portfolio company’s business, including, to the extent available, analysts that follow the
technology market, thought leaders in our Target Industries and important customers or partners, if any. Outside
sources of information are reviewed, including industry publications, scientific and market articles, Internet
publications, publicly available information on competitors or competing technologies and information known to our
Advisor’s investment team from their experience in the technology markets.

A key element of the due diligence process is interviewing key existing investors in the prospective portfolio
company, who are often also members of the prospective portfolio company’s board of directors. While these board
members and/or investors are not independent sources of information, their support for management and willingness
to support the prospective portfolio company’s further development are critical elements of our decision making
process.
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Investment Memorandum.   Upon completion of the due diligence process and review and analysis of all of the
information provided by the prospective portfolio company and obtained externally, our Advisor’s assigned credit
officer prepares an investment memorandum for review and approval. The investment memorandum is reviewed by
our Advisor’s Chief Credit Officer and submitted to our Advisor’s investment committee for approval.

Investment Committee.   Our Board delegates authority for all investment decisions to our Advisor’s investment
committee.

Our Advisor’s investment committee is responsible for overall credit policy, portfolio management, approval of all
investments, portfolio monitoring and reporting and managing of problem accounts. The committee interacts with the
entire staff of our Advisor to review potential transactions and deal flow. This interaction of cross-functional members
of our Advisor’s staff assures efficient transaction sourcing, negotiating and underwriting throughout the transaction
process. Portfolio performance and current market conditions are reviewed and discussed by the investment
committee on a regular basis to assure that transaction structures and terms are consistent and current.

Loan Closing and Funding.   Approved investments are documented and closed by our Advisor’s in-house legal and
loan administration staff. Loan documentation is based upon standard templates created by our Advisor and is
customized for each transaction to reflect the specific deal terms. The transaction documents typically include a loan
and security agreement, warrant agreement and applicable perfection documents, including applicable Uniform
Commercial Code, or UCC, financing statements and, as applicable, may also include a landlord agreement, patent
and trademark security grants, a subordination agreement and other standard agreements for commercial loans in the
Venture Lending industry. Funding requires final approval by our Advisor’s General Counsel, Chief Executive Officer
or President, Chief Financial Officer and Chief Credit Officer.

9
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Portfolio Management and Reporting.   Our Advisor maintains a “hands on” approach to maintain communication with
our portfolio companies. At least quarterly, our Advisor contacts our portfolio companies for operational and financial
updates by phone and performs reviews. Our Advisor may contact portfolio companies deemed to have greater credit
risk on a monthly basis. Our Advisor requires all private companies to provide financial statements. For public
companies, our Advisor typically relies on publicly reported quarterly financials. Our Advisor also typically receives
copies of bank and security statements, as well as any other information required to verify reported financial
information. This allows our Advisor to identify any unexpected developments in the financial performance or
condition of a portfolio company.

Our Advisor has developed a proprietary internal credit rating system to analyze the quality of our loans. Using this
system, our Advisor analyzes and then rates the credit risk within the portfolio on a monthly basis. Each portfolio
company is rated on a 1 through 4 scale, with 3 representing the rating for a standard level of risk. A rating of 4
represents an improved and better credit quality. A rating of 2 or 1 represents a deteriorating credit quality and
increasing risk. Newly funded investments are typically assigned a rating of 3, unless extraordinary circumstances
require otherwise. These investment ratings are generated internally by our Advisor, and we cannot guarantee that
others would assign the same ratings to our portfolio investments or similar portfolio investments.

Our Advisor closely monitors portfolio companies rated a 1 or 2 for adverse developments. In addition, our Advisor
maintains regular contact with the management, board of directors and major equity holders of these portfolio
companies in order to discuss strategic initiatives to correct the deterioration of the portfolio company.

The table below describes each rating level:

Rating Description of Rating

4

The portfolio company has performed in excess of our expectations at the time of initial underwriting as
demonstrated by exceeding revenue milestones, clinical milestones or other operating metrics or as a result of
raising capital well in excess of our underwriting assumptions. Generally the portfolio company displays one
or more of the following: its enterprise value greatly exceeds our loan balance; it has achieved cash flow
positive operations or has sufficient cash resources to cover the remaining balance of the loan; there is strong
potential for warrant gains from our warrants; and there is a high likelihood that the borrower will receive
favorable future financing to support operations. Loans rated 4 are the lowest risk profile in our portfolio and
there is no expected risk of principal loss.

3 The portfolio company has performed to our expectations at the time of initial underwriting as demonstrated
by hitting revenue milestones, clinical milestones or other operating metrics. It has raised, or is expected to
raise, capital consistent with our underwriting assumptions. Generally the portfolio company displays one or
more of the following: its enterprise value comfortably exceeds our loan balance; it has sufficient cash
resources to operate according to its plan; it is expected to raise additional capital as needed; and there
continues to be potential for warrant gains from our warrants. All new loans are rated 3 when approved and
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thereafter 3-rated loans represent a standard risk profile, with no loss currently expected.

2

The portfolio company has performed below our expectations at underwriting as demonstrated by missing
revenue milestones, delayed clinical progress or otherwise failing to meet projected operating metrics. It may
have raised capital in support of the poorer performance but generally on less favorable terms than originally
contemplated at the time of underwriting. Generally the portfolio company displays one or more of the
following: its enterprise value exceeds our loan balance but at a lower multiple than originally expected; it has
sufficient cash to operate according to its plan but liquidity may be tight; and it is planning to raise additional
capital but there is uncertainty and the potential for warrant gains from our warrants are possible, but unlikely.
Loans rated 2 represent an increased level of risk. While no loss is currently anticipated for a 2-rated loan,
there is potential for future loss of principal.

1

The portfolio company has performed well below plan as demonstrated by materially missing revenue
milestones, delayed or failed clinical progress or otherwise failing to meet operating metrics. The portfolio
company has not raised sufficient capital to operate effectively or retire its debt obligation to us. Generally the
portfolio company displays one or more of the following: its enterprise value may not exceed our loan
balance; it has insufficient cash to operate according to its plan and liquidity may be tight; and there are
uncertain plans to raise additional capital or the portfolio company is being sold under distressed conditions.
There is no potential for warrant gains from our warrants. Loans rated 1 are generally put on non-accrual
status and represent a high degree of risk of loss.
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For a discussion of the ratings of our existing portfolio, see “Item 7 — Management’s Discussion and Analysis of
Financial Condition and Results of Operations — Loan Portfolio Asset Quality.”

Managerial Assistance

As a BDC, we offer, through our Advisor, and must provide upon request, managerial assistance to certain of our
portfolio companies. This assistance may involve monitoring the operations of the portfolio companies, participating
in board of directors 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, though we may reimburse our Advisor for its direct expenses related to
providing such services on our behalf.

Employees

We do not have any employees. Each of our executive officers is an employee of our Advisor. Our day-to-day
investment operations are managed by our Advisor. We reimburse our Advisor for our allocable portion of expenses
incurred by it in performing its obligations under the Administration Agreement, as our Administrator, including our
allocable portion of the cost of our Chief Financial Officer and Chief Compliance Officer and their respective staffs.

Investment Management Agreement

Under the terms of our Investment Management Agreement, our Advisor:

•determines the composition of our portfolio, the nature and timing of the changes to our portfolio and the manner of
implementing such changes;

•identifies, evaluates and negotiates the structure of the investments we make (including performing due diligence on
our prospective portfolio companies); and

Edgar Filing: Horizon Technology Finance Corp - Form 10-K

22



•closes, monitors and administers the investments we make, including the exercise of any voting or consent rights.

Our Advisor’s services under the Investment Management 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.

Investment Advisory Fees

Pursuant to our Investment Management Agreement, we pay our Advisor a fee for investment advisory and
management services consisting of a base management fee and an incentive fee.

Base Management Fee.  The base management fee is calculated at an annual rate of 2.00% of our gross assets, payable
monthly in arrears. For purposes of calculating the base management fee, the term “gross assets” includes any assets
acquired with the proceeds of leverage.

11
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Incentive Fee.  The incentive fee has two parts, as follows:

The first part is calculated and payable quarterly in arrears based on our 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 or other fees that
we receive from portfolio companies) accrued during the calendar quarter, minus our operating expenses for the
quarter (including the base management fee, expenses payable under the Administration Agreement and any interest
expense and any 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. The incentive fee with respect to our pre-incentive fee net income will be
20.00% of the amount, if any, by which our Pre-Incentive Fee Net Investment Income for the immediately preceding
calendar quarter exceeds a 1.75% (which is 7.00% annualized) hurdle rate and a “catch-up” provision measured as of the
end of each calendar quarter. Under this provision, in any calendar quarter, our Advisor receives no incentive fee until
our net investment income equals the hurdle rate of 1.75%, but then receives, as a “catch-up,” 100.00% of our
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 2.1875%. The effect of this provision is that, if Pre-Incentive Fee
Net Investment Income exceeds 2.1875% in any calendar quarter, our Advisor will receive 20.00% of our
Pre-Incentive Fee Net Investment Income as if a hurdle rate did not apply.

Pre-Incentive Fee Net Investment Income does not include any realized capital gains, realized capital losses or
unrealized capital appreciation or depreciation. Because of the structure of the incentive fee, it is possible that we may
pay an incentive fee in a quarter where we incur a loss. For example, if we receive Pre-Incentive Fee Net Investment
Income in excess of the quarterly minimum hurdle rate, we pay the applicable incentive fee even if we have incurred a
loss in that quarter due to realized and unrealized capital losses. Our net investment income used to calculate this part
of the incentive fee is also included in the amount of our gross assets used to calculate the 2.00% base management
fee. 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 graphical representation of the calculation of the income-related portion of the incentive fee:

Quarterly Incentive Fee Based on Net Investment Income

Pre-Incentive Fee Net Investment Income (expressed as a percentage of the value of net assets)
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Percentage of Pre-Incentive Fee Net Investment Income allocated to first part of incentive fee

The second part of the incentive fee will be determined and payable in arrears as of the end of each calendar year (or
upon termination of the Investment Management Agreement, as of the termination date), and will equal 20% of our
realized capital gains, if any, on a cumulative basis from the date of our election to be a BDC, through the end of each
calendar year, computed net of all realized capital losses and unrealized capital depreciation on a cumulative basis,
less all previous amounts paid in respect of the capital gain incentive fee.

Examples of Incentive Fee Calculation

Example 1: Income Related Portion of Incentive Fee for Each Fiscal Quarter

Alternative 1

Assumptions:

Investment income (including interest, dividends, fees, etc.) = 1.25%
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Hurdle rate(1) = 1.75%

Management fee(2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.)(3) = 0.20%

Pre-Incentive Fee Net Investment Income

(investment income - (management fee + other expenses)) = 0.55%

Pre-Incentive Fee Net Investment Income does not exceed hurdle rate; therefore, there is no income-related incentive
fee.

Alternative 2

Assumptions:

Investment income (including interest, dividends, fees, etc.) = 2.80%

Hurdle rate(1) = 1.75%

Management fee(2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.)(3) = 0.20%
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Pre-Incentive Fee Net Investment Income

(investment income - (management fee + other expenses)) = 2.10%

Incentive fee = 100.00% × Pre-Incentive Fee Net Investment Income (subject to “catch-up”)(4)

= 100.00% × (2.10% - 1.75%)

= 0.35%

Pre-Incentive Fee Net Investment Income exceeds the hurdle rate, but does not fully satisfy the “catch-up” provision;
therefore, the income related portion of the incentive fee is 0.35%.

Alternative 3

Assumptions:

Investment income (including interest, dividends, fees, etc.) = 3.00%

Hurdle rate(1) = 1.75%

Management fee(2) = 0.50%

Other expenses (legal, accounting, custodian, transfer agent, etc.)(3) = 0.20%

Pre-Incentive Fee Net Investment Income
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(investment income) - (management fee + other expenses) = 2.30%

Incentive fee = 100.00% × Pre-Incentive Fee Net Investment Income (subject to “catch-up”)(4)

Incentive fee = 100.00% × “catch-up” + (20.00% × (Pre-Incentive Fee Net Investment Income -

2.1875%))

Catch up = 2.1875% - 1.75%

= 0.4375%

Incentive fee = (100.00% × 0.4375%) + (20.00% × (2.30% - 2.1875%))
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= 0.4375% + (20.00% × 0.1125%)

= 0.4375% + 0.0225%

= 0.46%

Pre-Incentive Fee Net Investment Income exceeds the hurdle rate and fully satisfies the “catch-up” provision; therefore,
the income related portion of the incentive fee is 0.46%.

(1)Represents 7.00% annualized hurdle rate.

(2)Represents 2.00% annualized base management fee.

(3)Excludes organizational and offering expenses.

(4)
The “catch-up” provision is intended to provide our Advisor with an incentive fee of 20.00% on all Pre-Incentive Fee
Net Investment Income as if a hurdle rate did not apply when our net investment income exceeds 2.1875% in any
fiscal quarter.

Example 2: Capital Gains Portion of Incentive Fee
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