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PART 1
ltem 1. Business
General

National Health Realty, Inc. (NHR) is a Marylandrporation formed during 1997 and in operation since
January 1, 1998. NHR, through its subsidiary NHR/O.P. (the Operating Partnership) currently odédicensed
skilled nursing facilities, six assisted living flittes and one independent living center (the tezdre Facilities). We
additionally own first mortgage secured promissaies with an outstanding balance of $12.5 mil{tbe Notes). The
Healthcare Facilities and the Notes were originatlguired on December 31, 1997 from our then seleeo National
HealthCare Corporation (NHC), (formerly NationalditeCare L.P.). NHR leases the Healthcare Faaslitiursuant
to certain lease agreements. Fourteen of the lhteailt Facilities are leased to NHC and nine asekbto nine separate
Florida corporations. These leases covering tredthigare Facilities are “triple net” leases, megrtime tenant shall
pay all charges and expenses in connection wittetheed property throughout the term of the leddee Notes are
secured by nursing facilities and separate makaisgaarantors. NHR's revenues and sources ofarastierived
primarily from the interest and principal paymeaitsthe Notes and from rent payments, primarily figshC, under
the leases.

During 2005, NHC extended its lease from NHR of finerteen Healthcare Facilities through 2017, with
additional options to renew at fair market valuetigh 2027. Also during 2005, the leases to ngpagate Florida
corporations were extended through 2010. NHC nae8 to guarantee the lease payments on the nimigar|
Healthcare Facilities through NHC’s extended Idasa.

During 2006, 2005 and 2004, income from rent paysamas 89.4%, 87.8%, and 85.5%, respectively, of
revenues and mortgage interest income was 10.6%7%4l2nd 14.0% of revenues.

At our formation, we entered into an Advisory, Adisirative Services and Facilities Agreement withQ\
pursuant to which NHC, through a subsidiary, TesaesHealthCare Advisors, LLC, provides us with gimeent
advice, office space and personnel. Certain ltomag on our investment opportunities provided bg briginal
agreement have been removed effective NovembdlQ4. 2See “Investment and Other Policies of NHRbbe

Proposed Merger Agreement between NHR and NattéealthCare Corporation - Resulting Termination diR as
a Separate Business

On December 21, 2006, NHR and National HealthCarmp&@ation (NHC) announced that they have entered
into an agreement and plan of merger. Completidhe@merger, which is expected to occur in thersemof 2007,
is subject to Hart-Scott-Rodino anti-trust reviemdaapproval by shareholders of both NHR and NHCludling a
majority of the shares of NHR held by holders rfiiaed with NHC. The merger will be precededdnyd conditioned
upon an internal reorganization of NHR, which aibo be subject to approval by the NHR shareholdéngre is no
financing condition to the merger.

If the merger is completed as announced, NHR e#se to exist as a separate business and asestadal
investment trust. Please see Item 7, Item 8, and M5 to the Financial Statements herein for ndegeussion of the
proposed merger, including a discussion of theoreafor the merger. It is expected that both Netidlealth Realty,
Inc. and National HealthCare Corporation will hefgbcial meetings of each company’s shareholdex$udtire date
to consider matters related to the merger agreeamehthat a joint proxy statement/prospectus, tholyiannexes and
documents incorporated by reference, will be isdnethe companies.



Investment and Other Policies of NHR

General Our investment objectives are: (i) to providerent income for distribution to stockholders) (@
provide the opportunity for additional returnsnoestors by participating in any increase in therapng revenues of
our leased properties; (iii) to provide the oppoitiyto realize capital growth resulting from apgiegion, if any, in the
value of our portfolio properties, and (iv) to peese and protect stockholder's capital. We cagrafd assurance that
these objectives will be realized.

Advisory AgreementWe have contracted for our management with alytoeined subsidiary of NHC. For
its services, NHC is entitled to annual compensatidhe greater of 2.5% of our gross consolida¢éeenues including
non-operating income, or $500,000. The amount&ctior advisory services in 2006 was $524,00EheEparty may
terminate the Advisory Agreement on 90 days notice.

Objectives and PoliciedVe were organized to own the Healthcare Fazsliind Notes. Because our objective

is to maintain payment of our dividends and becaftisar currently limited capital resources, wenddpresently intend

to seek further outside health care-related investrapportunities or to provide lease or mortgaggricing for such
investments. We expect to continue to engagairstrctions with NHC for expansions or improvemehtair existing
properties, or the construction of new propertiégcty are to be operated by NHC. The Board of Dinecmay alter
our investment policies if they determine that sachange is in the best interests of the Compadyar stockholders.
The methods of implementing our investment poligiggy vary as new investment and financing techrsicare
developed or for other reasons. Please see “Redpderger Agreement between NHR and National HEaith
Corporation - Resulting Termination of NHR as a&@ape Business” above.

NHC Master Agreement to Lease

Leases Extended - On August 1, 2005, NHC electedeecise its option to extend the term of its ésasf
properties from us for two additional five yeambsruntil December 31, 2017. The leases are foetiestate of seven
long-term care centers, six assisted living cergadsone independent living center. The curremifying initial term
of the leases expires on December 31, 2007. Hsedewere further amended to grant NHC an optioartew the
leases at fair market value for a second exteretad of ten years until December 31, 2027, assumindefaults and
on an “all or nothing” basis. We account for teades as operating leases.

Under the terms of the master lease, NHC contitiuggarantee to us the lease payments of ninedltoing-
term care facilities, as discussed below. Thisiiregnent is unchanged from our original lease asrated.

The lease payments for the extended ten-year tetire teases that begin on January 1, 2008 asathe lease
payments that were required in the initial terntheflease, including an annual inflator for peragetrent as described
below. The lease payments for the second extetetlegear term that begins on January 1, 2018niéwed, will be
at fair market value as determined at the timénefléase renewal.

During the remaining initial term and the extendethewal term, NHC is obligated to pay NHR annwesd
rent on the facilities. In addition to base rémgach year after 1999, NHC is obligated to pag@atage rent to NHR
equal to 3% of the amount by which gross revenfieach NHR leased health care facility in suchrlgéar exceed
the gross revenues of such health care faciliyo8® as defined in the lease agreement. During, 25 and 2004,
we recognized $1,972,000, $1,363,000, and $1,205Dpercentage rent from NHC. Total rental incdroen NHC
(including the nine Florida healthcare facilitiefarred to below) was $17,995,000, $17,359,000,$%49255,000
during 2006, 2005, and 2004, respectively. Dugiif6, 2005 and 2004, rent derived from the nineidddfacilities
totaled $6,612,000, $6,178,000, and $6,069,000erzwely.

On October 1, 2000, NHC terminated, with our cohsignhindividual leases on nine Florida long-tezare
facilities. However, NHC, under its master leageament, guarantees the lease payments to NH#eairte Florida
long-term care facilities. Also effective Octolder2000, the facilities were leased by NHR undéveyear term to



nine separate limited liability corporations, nafevhich are owned or operated by NHC. In 2008, ldases were
extended through December 31, 2010 with no chantieeibase rent or percentage rent requiremesetssd payments
to NHR from the new lessees offset NHC's leasegaltiibns pursuant to the master operating leaseeSbctober 1,
2000, the nine separate limited liability corpavas have made all required lease payments to NaRRN&IC has not
been required to make any lease payments with cegpéhose nine properties.

NHC has a right of first refusal with us to purchasy of the properties transferred from NHC shoudd
receive an offer from an unrelated party duringtdren of the lease or up to 180 days after terrnunaif the related
lease.

At December 31, 2006, the approximate future mimmniase rent commitments (which exclude percentage
rents and expansion rent) to be received by usarcancelable operating leases are described ioltbwing table.
Base rent on the nine Florida healthcare faciliek6,505,000 per year is included because NHCantiees the related
lease payments through 2017.

2007 $ 15,960,000
2008 15,960,000
2009 15,960,000
2010 15,960,000
2011 15,960,000
Thereafter 95,760,000

The leases were amended during 2005 to providéftRatC pays for the construction of a bed additithren
the existing annual rent for that center will bereased by .75% of the cost paid by NHC for thestrostion of the
addition. Total expansion rentincome from NHGiet $63,000 in 2006. Revenues produced withiadadéion shall
be excluded from any percentage rent calculatidh.such time as NHC is no longer a tenant by vibiidease
terminations, including expirations, then NHR shalimburse to NHC the fair market value of the #ddal beds
constructed by NHC. The fair market value shalthleulated as the lesser of (1) the appraisecevafithe addition
or (2) the construction cost incurred by NHC pl@&bof any appraised value increase over cost.dditian, NHC
agrees at NHR'’s request to finance NHR’s purché&#ieecaddition with a floating rate, interest onlgte at the prime
rate of interest for a period of up to two yedk81C has submitted a listing of six NHR owned pradigsrwhich are to
be expanded by NHC for which the construction oskpected to total approximately $30,586,000.0Ntas reported
to us that at December 31, 2006, expansion is cetegbht three centers (cost of $13,207,000) anddsrway at two
centers (expected cost $10,976,000; incurred $060% Construction of the sixth addition is exjeeldo begin in 2007
(estimated cost to complete $6,403,000).

The Master Agreement to Lease with NHC regardiegHbalthcare Facilities (the "Master Agreementt3 se
forth terms and conditions applicable to all leasgtered into by and between NHC and the Compéuey'(teases”).
The Leases, which were extended during 2005, pedieida term expiring on December 31, 2017. In62@3.3% of
our net revenues were derived from leases with NHC.

The Master Agreement is a "triple net lease", umdech NHC is responsible for payment of all taxd8ities,
insurance premium costs, repairs (including stmattportions of the buildings, and other chargdatireg to the
ownership and operation of the Healthcare Fagdljti NHC is also obligated to indemnify and ha@dhless NHR from
all claims resulting from the use and occupanayawh Health Care Facility by NHC or persons clagninder NHC
and related activities, as well as to indemnifyagainst all costs related to any release, discoetgnup and removal
of hazardous substances or materials or othera@maintal responsibility with respect to the Hegdtle Facilities.

Advisory Agreement

At our inception we entered into an agreement WiHC as "Advisor" under which NHC, through a wholly-
owned subsidiary, provides management and advisawices to us during the term of the Advisory Agnent. We



believe the Advisory Agreement benefits us by piting us access to NHC's extensive experience iowinership and
management of long-term care facilities and inddpanliving centers. Under the Advisory Agreemerd,engaged
NHC to use its best efforts (a) to present to uo@tinuing and suitable investment program consistéth our

investment policies adopted by the Board of Direcfoom time to time; (b) to manage our day-to-@dfairs and
operations; and (c) to provide administrative sergiand facilities appropriate for such managenlemterforming its
obligations under the Advisory Agreement, NHC ibjsut to the supervision of and policies establisiw our Board
of Directors.

The Advisory Agreement is for a stated term whixpieed December 31, 2003 and thereafter from yepear
unless earlier terminated. Either party may termeitiae Advisory Agreement at any time on 90 daytewr notice, and
we may terminate the Advisory Agreement for causang time.

On August 1, 2005, concurrent with the lease exbasglescribed above, the Advisory Agreement wéased
to provide that beginning for the year 2005 forsisvices under the Advisory Agreement, NHC istleatito annual
compensation equal to the greater of (1) 2.5% ofjooss consolidated revenues or (2) $500,00@astalso clarified
that we (and not NHC) are to bear certain corparats, such as directors’ and officers’ insuraaceljt fees, etc.

Prior to the August 1, 2005 revision, the Adviséwgreement had provided that for its services urider
Advisory Agreement, the Advisor was entitled to aalcompensation of the greater of 2% of NHR'sgoosisolidated
revenues or the actual expense incurred by NHG abtual amounts accrued to NHC in 2006, 2005 &0d ¥vere
$524,000, $508,000, and $411,000, respectively.

Pursuant to the Advisory Agreement, NHC managesdayrto-day affairs and provides all such services
through its personnel. The Advisory Agreement ftes that without regard to the amount of compéoisaeceived
by NHC under the Advisory Agreement, NHC shall @mdlyexpenses in performing its obligations incluglithe
employment expenses of the officers and directods @ersonnel of NHC providing services to us. Nakwisory
Agreement further provides that we shall pay tipeeses incurred with respect to and allocablegtpthdent operation
and business of NHR including any fees, salasied other employment costs, taxes and expensetogaiddirectors,
officers and employees who are not also employels$i€. Currently, other than the directors whomotemployees
of NHC, we do not have any officers or employees ate not also employees of NHC. Of our executifieers at
December 31, 2006, Mr. Robert G. Adams, Ms. Cligrla. Swafford, and Mr. Donald K. Daniel are emydes of
NHC. All of their renumeration and employment costher than stock options, if any, are paid by NEIghough a
portion may be allocated for their services to NHR.

Federal Income Tax

We believe that we have operated our business soqglify as a REIT under Sections 856 through &6
the Internal Revenue Code of 1986, as amendedChkle) and we intend to continue to operate in suohanner.
REITs are subject to highly complex rules governognership and relationships with tenants which ben
inadvertently transgressed; thus no assuranceecgivén that we will be able to qualify at all tisaelf we qualify as
a REIT, we will generally not be subject to fede@lporate income taxes on our net income thatrigotly distributed
to our stockholders. This treatment substantiglijminates the “double taxation” (at the corporatel stockholder
levels) that typically applies to corporate dividen

Requirement to Pay Dividends as a REIT

The REIT provisions of the Code require that a R#&fribute annually 90% of its taxable income hwitt
regard to any capital gains or dividends paid dédngto its shareholders. Because NHR intendgitdify as a REIT,
the majority of our net income will be distributedshareholders annually. There can be no assithatwe will be
able to meet this requirement at all times.



Investor Information

We maintain a worldwide web site at www.nationaltieaalty.com. We publish to this web site our aan
report on Form 10-K, quarterly reports on Form 10c@rent reports on Form 8-K, and press relea¥és.do not
necessarily have these filed the same day as thdiyeal with the SEC or released to the publi¢,rather have a policy
of placing these on the web site within two (2)ibass days of public release or SEC filing.

We also maintain the following documents on the witd

. The NHR Code of Ethics. This Code of Ethics haerbadopted for all employees, officers and
directors of the Company. The website will alsectbse whether there have been any amendments
or waivers to the Code of Ethics and Standarde®oflact. To date there have been none.

. Information on our “NHR Valuesline”, which allovesir staff and investors unrestricted access to our
Corporate Compliance Officer, executive officerd dimectors. The toll free number is 800-526-4064
and the communications may be incognito, if desired

. The NHR Restated Audit Committee Charter.
. The NHR Compensation Committee Charter.
. The NHR Nomination and Corporate Governance CotemiCharter

We will furnish, free of charge, a copy of any loétabove documents to any interested investor tgummipt
of a written request.

Item 1A. Risk Factors

We depend on the operating success of our tenahts,operate in the skilled nursing and assistemhdjv
industry for collection of our rent revenue®ur skilled nursing facility operators’ revenues @rimarily driven by
occupancy, Medicare and Medicaid reimbursemenp&wdte pay rates. Our assisted living faciliteogiors’ revenues
are primarily driven by occupancy and private patgs. Expenses for these facility types are drigethe costs of
labor, food, utilities, taxes, insurance and remutabt service. Revenues from government reimmgst¢have, and may
continue, to come under pressure due to reimbursernés and federal and state budget shortfaisbility insurance
and staffing costs continue to increase for ouratpes. To the extent that any decrease in revesmoe/or any increase
in operating expenses result in a facility not gatieg enough cash to make payments to us, thé ofemlr operator
and the value of other collateral would have taddied upon.

We are exposed to the risk that our operators nudya able to meet the rent, principal and intestther
payments due us, which may result in an operatakhgtcy or insolvency, or that an operator mightbme subject
to bankruptcy or insolvency proceedings for otheasons. Although our operating lease agreements providbeis
right to evict an operator, demand immediate payroénent and exercise other remedies, and ourgage loans
provide us the right to terminate any funding ofligns, demand immediate repayment of principakanmid interest,
foreclose on the collateral and exercise other désethe bankruptcy laws afford certain righta fmarty that has filed
for bankruptcy or reorganization. An operator amkruptcy may be able to limit or delay our abititycollect unpaid
rent in the case of a lease or to receive unpantipal and/or interest in the case of a mortgage | and to exercise
other rights and remedies.

We may be required to fund certain expenses (@al. estate taxes, maintenance and capital imprentsh
to preserve the value of a facility, avoid the irsition of liens on a facility and/or transitionaflity to a new operator.
In some instances, we may terminate our lease amtbperator and relet the facility to another ofmeraln such a
situation, we may provide working capital loansatad limited indemnification of the new operatof.wie cannot



transition a leased facility to a new operator,magy take possession of that facility, which mayasegus to certain
successor liabilities. Should such events ocauryevenue and operating cash flow may be advesestdgted.

We are exposed to risks because the majority ofememue (54.3% in 2006) is generated from a mastee
with NHC. Fourteen of our 23 owned properties are leasedH€.NIn the event NHC experiences a decline in
profitability from their operations, NHC's abilitp pay our rent could be adversely affected. IfQNéefaults in its
obligation to pay our rent timely, such event wdwdde a material adverse effect on our financillts, carrying value
of our assets and on our ability to pay dividends.

We are exposed to risks related to government a¢iguls and the effect they have on our operatarsiress.
Our operators’ businesses are affected by goverhragnbursement and private payor rates. To thentthat any
skilled nursing facility receives a significant fon of its revenues from governmental payors, prilm Medicare and
Medicaid, such revenues may be subject to statatiodyregulatory changes, retroactive rate adjugsnescovery of
program overpayments or set-offs, administratidengs, policy interpretations, payment or otheragsl by fiscal
intermediaries, government funding restrictions(atogram level or with respect to specific féig) and interruption
or delays in payments due to any ongoing governahémestigations and audits at such facility. récent years,
governmental payors have frozen or reduced payntetsalth care providers due to budgetary pressutdanges
in health care reimbursement will likely contineebie of paramount importance to federal and statsoaities. We
cannot make any assessment as to the ultimategtinieffect any future legislative reforms may hawehe financial
condition of the health care industry. There camb assurance that adequate reimbursement leilet®mtinue to
be available for services provided by any facitiperator, whether the facility receives reimburserfrem Medicare,
Medicaid or private payors. Significant limits thre scope of services reimbursed and on reimbursenaies and fees
could have a material adverse effect on an opésdiguidity, financial condition and results of egations, which could
adversely affect the ability of an operator to mtsetbligations to us. In addition, the replacetra an operator that
has defaulted on its lease or loan could be delayéde approval process of any federal, stateaallagency necessary
for the transfer of the facility or the replacemehfthe operator licensed to manage the facility.

We are exposed to the risk that the cash flowsuptenants and mortgages will be affected by insesh
liability claims and increased general and professil liability insurance costd.ong-term care facility operators
(assisted living and skilled nursing facilities)vieaexperienced substantial increases in both thebeuand size of
patient care liability claims in recent years, mattarly in the state of Florida. As a result, geal and professional
liability costs have increased and may continugt¢oease. Nationwide, long-term care liabilityuresnce rates are
increasing because of large jury awards in stétegkxas and Florida. Over the past two year$ bexas and Florida
have adopted skilled nursing facility liability lawhat modify or limit tort damages. Despite safihese reforms, the
long-term care industry overall continues to exgreee very high general and professional liabiligts. Insurance
companies have responded to this claims crisiebgrely restricting their capacity to write longrtecare general and
professional liability policies. No assurances bamgiven that the climate for long-term care gahand professional
liability insurance will improve in any of the fageing states or any other states where the fadifigrators conduct
business. Insurance companies may continue t@eeolustop writing general and professional lispitiolicies for
assisted living and skilled nursing facilities. uBhgeneral professional liability insurance cogermay be restricted,
very costly, or not available, which may adverseffect the facility operators’ future operationgsh flows and
financial condition, and may have a material advefffect on the facility operators’ ability to melegir obligations to
us.

We depend on the success of future acquisitiomsyif We could encounter unanticipated difficulties and
expenditures relating to any acquired propertisduding contingent liabilities, and newly acquirgwperties might
require significant management attention that wanitterwise be devoted to our ongoing businessvelfigree to
provide construction funding to an operator andghaect is not completed, we may need to takesstegensure
completion of the project or we could lose the grtyp Moreover, if we issue equity securitiesranur additional debt,
or both, to finance future acquisitions, it mayueel our per share financial results. These coajsnmagatively affect
our results of operations.



We are exposed to risks related to environmentasland the costs associated with the liability tetato
hazardous substanceslnder various federal and state laws, owners orabtpes of real property may be required to
respond to the release of hazardous substancée gmdperty and may be held liable for property agen personal
injuries or penalties that result from environméntantamination. These laws also expose us tpdissibility that we
may become liable to reimburse the governmentdonabes and costs it incurs in connection with tdrgamination.
Generally, such liability attaches to a person dasethe person’s relationship to the propertyr ®moants or borrowers
are primarily responsible for the condition of ghreperty and since we are a passive landlord, weotltparticipate
in the management” of any property in which we hawénterest. Moreover, we review environmental assessment
of the properties that we own or encumber pridaking an interest in them. Those assessmentieaigned to meet
the “all appropriate inquiry” standard, which, wedibve, qualifies us for the innocent purchaseedsé if environmental
liabilities arise. Based upon such assessmentgjonmot believe that any of our properties are estttjo material
environmental contamination. However, environmHi#hilities, including mold, may be present inrquioperties and
we may incur costs to remediate contamination, wbauld have a material adverse effect on our legsior financial
condition.

We depend on the ability to reinvest cash fromaperating, investing and financing activities iniely
manner and on acceptable termBrom time to time, we will have cash available fr(ihthe proceeds of sales of our
securities, (2) principal payments on our loansirable, and (3) the sale of properties, includim-elective
dispositions, under the terms of master leasesntlas financial support arrangements. We musinkest these
proceeds, on a timely basis, in health care invesstsror in qualified short-term investments. Wimpete for real estate
investments with a broad variety of potential irtees. This competition for attractive investmentsy negatively affect
our ability to make timely investments on termsegutable to us. Delays in acquiring properties megatively impact
revenues and perhaps our ability to make distidmgtio stockholders.

We depend on the ability to qualify or remain dfiedi as a REIT We intend to operate as a REIT under the
Internal Revenue Code and believe we have anctaiiliinue to operate in such a manner. Since RHE#lification
requires us to meet a number of complex requiresnéris possible that we may fail to fulfill themnd if we do, our
earnings will be reduced by the amount of fedeved$ owed. A reduction in our earnings would affiee amount we
could distribute to our stockholders. Also, if were not a REIT, we would not be required to maké&iutions to
stockholders since a non-REIT is not required togiaidends to stockholders amounting to at le@8 ®f its annual
taxable income.

Compliance with changing regulation of corporatergmance and public disclosure may result in addai
expensesChanging laws, regulations, and standards rgjaticorporate governance and public disclosurduyding
the Sarbanes-Oxley Act of 2002 and new SecuritidsExchange Commission regulations are creatingrtaiaty for
companies such as ours. The costs required tolgavith such evolving laws are difficult to predicto maintain high
standards of corporate governance and public disodp we intend to invest all reasonably necessssgurces to
comply with evolving standards. This investmenymeasult in an unforeseen increase in general dndrastrative
expenses and a diversion of management time amatiatt from revenue-generating activities, whichyrharm our
business, financial condition, or result of opemagi.

We are subject to risks associated with our obiayato purchase leasehold improvements and additioade
by NHC as tenant to our real estate properti€aur lease of fourteen properties to NHC has atiydeen extended
until December 31, 2017. Under the terms of tiasde at such time as NHC is no longer a tenanirhyevof lease
terminations, then NHR shall purchase the bed mtditpaid for by NHC but unreimbursed by NHR fog thsser of
(1) the appraised value of the addition or (2)dbestruction cost incurred by NHC plus 50% of appraised value
increase over cost. Also under the terms of tasdeNHC agrees at NHR’s request to finance NHR'shase of the
addition with a floating rate interest only notettat prime rate of interest for a period of upwo tyears. NHC has
submitted a listing of certain NHR owned properggpected to be expanded by NHC for which the caosbn cost
is expected to total approximately $30,586,000er&fore, we would be required at that time of teation of our leases
with NHC (or, if NHC financing is utilized, withitwo years after termination of our leases with NH&pbtain
financing or to use our own capital resources tlpase these bed additions. The terms of suchding or the
availability of our own capital at the time of suelase terminations cannot be determined at this. ti



We are dependent upon NHC for services relatechtestment activities and day-to-day management.
Processes such as accounting, monitoring of invagsnfinance activities, etc. are performed fdoy8IHC under an
advisory agreement that may be cancelled upon@Ordaice or upon demand in some circumstances cahcellation
of this agreement would, at least temporarily, haveaterial adverse impact on our business a&s$véand upon our
ability to comply with government regulations.

We and NHC jointly announced on December 21, 2b86we have entered into an agreement and plan of
merger that is expected to be completed duringtinemer of 2007Completion of the Merger is subject to Hart-Scott
Rodino anti-trust review and approval by sharehsldéNHR and NHC. There can be no assurancstichatapprovals
will be granted. Furthermore, in addition to thesimess risks described herein, there are matesiiafactors relating
to the merger. It is expected that both Nationaehlth Realty, Inc. and National HealthCare Corponatvill hold
special meetings of each company’s shareholdeadwdtire date to consider matters related to thgyenegreement
and that a joint proxy statement/prospectus willdseied by the companies. When it is issued, \ge you to read
carefully the joint proxy statement/prospectus|uding the risk factors relating to the merger, #mmexes and the
documents incorporated by reference therein. Ysmraay want to consult with your accounting, leagad tax advisors.

Iltem 1B. Unresolved Staff Comments

None

Iltem 2. Properties
Healthcare Facilities

The following table includes certain informatiomyaeding Healthcare Facilities which are owned bwang
leased to others:

Net Book Base
No. of Value at Annual

Name of Facilit{" Location Beds Dec.31,2006 Rent®
Long-Term Care
The Aristocrat Naples, FL 60 $3,464,880 $ 96,000
NHC HealthCare, Clinton Clinton, SC 131 1,994,247 690,9
The Health Center at Coconut Creek Coconut Creek, FL 120 6,705,989 775,000
The Health Center of Daytona Beach Daytona Beach, FL 73 4,118,552 380,000
NHC HealthCare, Farragut Farragut, TN 60 5,027,906 4860,
NHC HealthCare, Garden City Murrells Inlet, SC 88 3494 670,928
NHC HealthCare, Greenville Greenville, SC 176 3,232,181,239,689

NHC HealthCare, Lexington Lexington, SC 120 4,317,737 67,828
NHC HealthCare, Mauldin Mauldin, SC 120 5,238,205 508,0
AdamsPlace Murfreesboro, TN 90 3,633,970 564,755
The Imperial Health Care Center Naples, FL 113 4,191.0 570,000
NHC HealthCare, North Augusta North Augusta, SC 132 982,981 1,081,625
The Health Center of Windermere Orlando, FL 120 5042, 535,000
NHC HealthCare, Parklane Columbia, SC 120 4,978,812 8087
Charlotte Harbor Health Care Center Port Charléite, 180 5,494,603 1,010,000
NHC HealthCare, West Plains West Plains, MO 118 2,145, 669,901



Net Book Base

No. of Value at Annual
Name of Facilit{" Location Beds Dec.31,2006 Rent®
Assisted Living
The Place at Vero Beach Vero Beach, FL 120 6,759,6151871000
NHC Place/Anniston Anniston, AL 68 3,212,163 344,147
AdamsPlace Murfreesboro, TN 83 3,766,202 56,349
The Place at Merritt Island Merritt Island, FL 84 449410 765,000
The Place at Stuart Stuart, FL 84 4,299,447 751,000
NHC Place/Farragut Farragut, TN 84 6,235,309 225,965
Independent Living
AdamsPlace Murfreesboro, TN 93 12,714,794 1,497,540

@ Facilities that provide some combination of Assistiving, Independent Living, and Long-Term Care a
listed under each applicable category.

@ Base annual rent excludes additional rent equhlréz percent (3%) of the increase in gross resenfithe
Healthcare Facilities commenced in 2000. All lsaae triple net leases.

Mortgage Notes

We own approximately seven mortgage notes reprieseapproximately $12,541,000 loaned to the owners
of approximately five nursing homes. The loansendilized by the initial owners to acquire larfign construct and

equip the nursing homes, acquire existing nursargés, or to provide working capital. The mortgagees are secured
by mortgages on each of the facilities.

Item 3. Legal Proceedings

We are not subject to any significant pendingditign. The HealthCare Facilities are subject &nes and
lawsuits in the ordinary course of business. @ssées and mortgagees have indemnified us agdlitiabilities
arising from the operation of the Healthcare Faedli and also indemnify us against environmentétle problems
affecting the real estate underlying such facditi&Vhile there are lawsuits pending against aexdathe mortgagees
and/or lessees of the Healthcare Facilities, managebelieves that the ultimate resolution of elging proceedings
will have no material adverse effect on our finahpiosition or results of operations or cash flows.

Item 4. Submission of Matters to a Vote of SecugtHolders

None

PART Il

Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of &dty
Securities

Our common shares are listed on the American Sockange (AMEX) under the symbol “NHR”. On
March 5, 2007 the last reported sale price foGbmmon Stock on the AMEX was $23.64. As of Deceartie 2006,

we had approximately 3,400 shareholders, of whigii@ximately 1,400 are holders of record with taahce indicated
by security listing positions.
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High and low stock prices and dividends for 2008 2605 were as follows:

2006 2005
Cash Cash

Sales Price Dividends Sales Price Dividends
Quarter Ended High Low Declared High Low Declared
March 31 $20.950 $18.300 $.3325  $21.000 $17.660 $.3325
June 30 19.990 16.800 .3325 20.100 18.200 .3325
September 30 20.410 18.420 .3325 20.230 18.450 .3325
December 31 25.300 19.290 4325 20.980 18.000 4325

Dividends

In order to qualify for the beneficial tax treatrh@escorded to a REIT, we must make quarterly distibns
to holders of our common stock equal on an annasiktto at least 90% of our REIT taxable incomel(ekng net
capital gains), as defined in the Code. Cash abiailfor distribution to our stockholders is prifhaderived from
interest payments received on our mortgages anarieatal payments received under our leases. igtliloutions will
be made by us at the discretion of the Board of@ars and will depend on our cash flow and easjingr financial
condition, bank covenants and such other factotiseaBoard of Directors deems relevant. Our REKable income
is calculated without reference to our cash fl@lwerefore, under certain circumstances, we makian received cash
sufficient to pay our required distributions.

No Equity Purchase Plans

We did not purchase any of our equity securitie2df6, nor do we have any publicly announced ptans
programs to do so.

Proposed Merger Agreement between NHR and NatldealthCare Corporation - Resulting Cessation of iBess

On December 21, 2006, NHR and National HealthCamp&ation (NHC) announced that they have
entered into an agreement and plan of merger. @imp of the merger, which is expected to occuthie summer
of 2007, is subject to approval by shareholdetsotfi NHC and NHR, including a majority of the stsaof NHR
held by holders not affiliated with NHC. The margell be preceded by and conditioned upon an irakr
reorganization of NHR, which will also be subjeztapproval by the NHR shareholders. If the meigepmpleted,
NHR will cease to exist as a REIT and as a separsmess.

It is expected that both National Health Realty, land National HealthCare Corporation will holésial
meetings of each company’s shareholders at a fdateeto consider matters related to the mergereagent and
that a joint proxy statement/prospectus, includingexes and documents incorporated by referentidgenissued
by the companies.
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Item 6. Selected Financial Data

Year Ended December 31

2006 2005 2004 2003 2002
(dollars in thousands, except share and per shaneunts)

Net revenues $ 20,137 $ 19,772 $ 20,191 $5084, $ 24,549
Net income 12,407 11,277 11,435 11,845 8,498
Net income per share

Basic 1.25 1.14 1.19 1.24 .89

Diluted 1.25 1.14 1.16 121 .87
Mortgages and other notes receivable 12,541 13,207 5533, 44,598 65,562
Real estate properties, net 109,363 115,054 120,926 ,93P6 138,963
Total assets 140,305 142,755 150,032 182,878 214,941
Long term debt 8,750 10,450 16,150 47820 79,488
Total stockholders’ equity 112,385 112,390 113,998 242, 114,476
Common shares outstanding 9,951,864 9,939,463 9,699,19590,588 9,570,323
Weighted average common shares

Basic 9,942,803 9,853,490 9,594,852 9,575,546  BRA0

Diluted 9,950,022 9,881,484 9,822,823 9,757,238 7®/30

Common dividends declared per share  $ 143 443 $ 141 % 149 $ 1.33

@Approximately $21,982,000 and $30,384,000 of 10.2f#&s receivable were prepaid to us in Novemb@s 20
and February 2004, respectively. We used the paxcef the prepayments to pay down our long-terint. de

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

OVERVIEW

National Health Realty, Inc. (NHR or the Compang)ai real estate investment trust (REIT) that began

operations on January 1, 1998. Currently NHR, thhdts subsidiary NHR/OP, L.P. (the Operating Renthip), owns
the real estate of 23 healthcare facilities, initlgd.6 licensed skilled nursing facilities, sixiassd living facilities and
one independent living center (the Healthcare Figs), and owns six first promissory notes witinpipal balances
totaling $12,541,000 (the Notes) at December 3062thd secured by the real property of healthcaiitfes. Our
revenues are derived primarily from rent and irdeiecome from these real estate properties andgage notes
receivable. Our primary lessee is National HealteQ@2orporation (NHC) which leases 14 of our 23 dgaoperties
and guarantees the lease payments on the remainiedease properties.

Relationship With National HealthCare Corporation

The majority of our properties were transferredrfidHC at our inception in 1997.

We have an advisory services agreement with NHGyaunt to which a subsidiary of NHC provides us with
investment advice, office space and personnel. NiW@as or manages a total of 74 long-term healthieaniéities with

9,245 beds in 10 states. NHC is NHR’s primary ténaperating ten of our licensed skilled nursiagilfties, three
assisted living facilities and one independentlivcenter, the real estate of which facilitiesvismed by NHR.
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NHC, in its role as Advisor, is subject to the swjson of and policies established by our Boar®wéctors.
The Advisory Agreement expired December 31, 2008 thereafter is renewed from year to year unleskeea
terminated. Either party may terminate the AdvisAgreement at any time on 90 days written noticel we may
terminate the Advisory Agreement for cause at ang.t

Proposed Merger Agreement Between NHR and NatidealthCare Corporation

On December 20, 2006, National Health Realty, &md National HealthCare Corporation and its wholly-
owned subsidiaries, NHC/OP, L.P. and Davis AcqiaisiSub LLC, entered into an Agreement and Plavierger (the
“Merger Agreement”). Pursuant to the Merger Agreatmand subject to receipt of the required stoakérolote,
National Health Realty, Inc. will consolidate with wholly-owned subsidiary New NHR, Inc., as tesult of which
a new Maryland corporation (the “Consolidated Conydpwill be formed. Subject to the receipt of thexjuired
stockholder vote for each of NHR and NHC and commation of certain other transactions specifiechim Merger
Agreement, the Consolidated Company will be memggdand into Davis Acquisition Sub LLC (the “Memjewhich
will continue as a wholly-owned subsidiary of NHE&OL.P. and shall succeed to and assume all tisrignd
obligations of the Consolidated Company.

Pursuant to the Merger Agreement, each outstamimgnon share of the Consolidated Company not owned
by National HealthCare Corporation, Davis AcquisitSub LLC or NHC/OP, L.P. will be converted inke tright to
receive one share of National HealthCare Corpar&gries A Convertible Preferred Stock (the “Pref@Stock”), plus
$9.00 in cash, and a special dividend for the gefriom January 1, 2007 until the closing of the §gr Each share
of the Preferred Stock will be entitled to cumulatannual preferred dividends of $0.80 per shacevali have a
liquidation preference of $15.75 per share. ThefdPred Stock will be listed on the American St&sikchange and will
be convertible at any time at the option of thedbointo 0.24204 shares of National HealthCare Q@atpn common
stock, subject to adjustment.

It is expected that both National HealthCare Caxfion and National Health Realty, Inc. will holdesgal
meetings of each company’s stockholders at a futate to consider matters related to the Mergeedmgent and that
a joint proxy statement/prospectus will be issugdhe companies.

The board of directors of National Health Realty,. lhas approved the Merger Agreement and the Margke
has determined that the Merger is in the bestéstaf National Health Realty, Inc. stockholdeFfie board believes
that the merger consideration represents a premmiLtime trading price of NHR’s common stock. NHB3snmon stock
was trading at a 20 day average of $21.05 per giemeto the execution and announcement of thegleleAgreement.
The per share merger consideration (a cash paysfig8t00 and a share of Preferred Stock with adigion preference
of $15.75) represents, on its face, (1) a 17.58%mprm over the average closing stock price of $&ar0the 20 trading
days prior to the Merger announcement and (2) @3%.premium over the closing price of $21.35 of Né&{fommon
stock on December 19, 2006, the last trading day pv the execution of the Merger Agreement. Terger will
provide stockholders of NHR with ownership in a gamy with a larger and more diversified asset ajitgbase, and
with greater access to capital. The board beli¢hasthe merger allows the stockholders of NHRereive the
Preferred Stock with many of the same dividenda&ttaristics as the NHR stock, but with a greatézmtaal for growth
and appreciation. Following the merger, NHC andR\&fle expected to achieve operational efficiermigseliminate
duplication of functions between the two companies.

Completion of the Merger, which is expected to @douhe summer of 2007, is subject to Hart-ScaitiRo
anti-trust review and approval by shareholders atidvial HealthCare Corporation of the NHC propoaad
shareholders of National Health Realty, Inc. of ¢R proposal. There can be no assurance thatappiovals will
be granted.
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CRITICAL ACCOUNTING ESTIMATES

The preparation of financial statements in conftymiith accounting principles generally acceptedthie
United States of America requires us to make estisnand assumptions that affect the reported amatfiatssets and
liabilities and disclosure of contingent assets batdilities at the date of the financial statenseand the reported
amounts of revenues and expenses during the neggrériod. Actual results could differ from thesstimates and
cause our reported net income to vary significafntyn period to period.

Our significant accounting policies and the asdedi@stimates and the issues which impact theseagss
are as follows:

Revenue Recognition - Mortgage Interest and Réntaime

We collect interest and rent from our customerendsally our policy is to recognize revenues oaeorual
basis as earned. However, we may in the futuerahéte that, based on insufficient historical odtilens and the lack
of expected future collections, revenue for inteoesent is not realizable until collected. Fayauch nonperforming
investments, our policy is to recognize interestamtal income only in the period when paymentsraceived. If
conclusions as to the realizibility of revenue amrour revenues could vary significantly from pdrio period.

Valuations of and Impairments to Our Investnsent

Decisions about valuations and impairments of puestments require significant judgements and eséisn
on the part of management. We monitor the liquiditd credit worthiness of our tenants and borrewaran on-going
basis. For real estate properties, the need tmnére an impairment is evaluated on a propertptoperty basis in
accordance with Statement of Financial Accountitam&ards No. 144, “Accounting for the ImpairmenbDisposal of
Long-Lived Assets” (SFAS 144). Recognition of arpairment is based upon estimated discounted faasike flows
from a property compared to the carrying valuehefgiroperty. For notes receivable, impairmentgaimn is based
upon an evaluation of the estimated collectibitificontractual loan payments on a specific loansbhiasaccordance
with Statement of Financial Accounting Standards Nit, “Accounting by Creditors for Impairment of.aan - An
Amendment of FASB Statements No. 5 and 15". Wihédelieve that the carrying amounts of our prapednd notes
receivable are recoverable and realizable, itésiide that future events could require us to nsakaficant adjustments
or revisions to these estimates.

REIT Status and Taxes

We believe that we have operated our business snqmlify as a REIT under Sections 856 through 86
the Internal Revenue Code of 1986, as amendedGtiae") and we intend to continue to operate ilsumanner, but
no assurance can be given that we will be able&ify at all times. If we qualify as a REIT, wellvgenerally not be
subject to federal corporate income taxes on otiine®eme that is currently distributed to our stiecklers. This
treatment substantially eliminates the "double tiaxd (at the corporate and stockholder levels) thgically applies
to corporate dividends. Our failure to continugt@alify under the applicable REIT qualificatioriesiand regulations
would cause us to owe state and federal incoms ewould have a material adverse impact orirmamd¢ial position,
results of operations and cash flows.

CAPITAL RESOURCES AND LIQUIDITY

At December 31, 2006, our ratio of debt to capitition (debt compared to debt plus equity) was 7.8%r
debt consists of a unsecured bank term loan whaghagsigned to National Health Investors, Inc.abréary 3, 2006.
The assigned loan as amended requires monthlyegitpayments at the interest rate of 30 day LIBQR f£.00%
(6.35% at December 31, 2006). The unpaid prindpaJ750,000 at December 31, 2006) is due at ntat{danuary
2,2008). The loan agreements require that wetaiaiapecified operating ratios and stockholdeysity. We believe
that our operating cash flows and borrowing cagagill be adequate to repay this obligation.
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Leases

We lease our 23 healthcare facilities to variogsdes: 14 properties are leased to NHC, and napegies
that were previously leased to NHC prior to Octabe2000 are leased to nine separate lesseeslateidréo NHC or
NHR. With respect to these nine properties, NH@ai@as obligated under its master lease agreemdrdaninues to
remain obligated to make the lease payments themse payments made to us from the new lesseeredited against
NHC's overall rent obligation. At December 31, B0@ll payments are current.

Leases Extended and Amended

On August 1, 2005, NHC elected to exercise itsooptd extend the term of its leases of properti@sfus for
two additional five year terms until December 3Q12. The currently running initial term of the $es expires on
December 31, 2007. The leases were also amendeatbNHC an option to renew the leases at farkataszalue for
a second extended term of ten years until DeceBhe2027, assuming no defaults.

The lease payments for the extended ten-year tethe eases that begin on January 1, 2008 asathe lease
payments that were required in the initial ternthef lease, including an annual inflator for peragetrent. The lease
payments for the second extended ten-year ternbéuins on January 1, 2018, if renewed, will baiamarket value
as determined at the time of the lease renewal.

The leases have also been amended to providé Mtd€ pays for the construction of a bed addititwen the
existing annual rent for that center will be in@ea by .75% of the cost paid by NHC for the corsion of the
addition. Revenues produced within the additicadlde excluded from any percentage rent calculatist such time
as NHC is no longer a tenant by virtue of leasmitgaitions then NHR shall purchase the bed addipaisfor by NHC
but un-reimbursed by NHR for the lesser of (1)dppraised value of the addition or (2) the consimaccost incurred
by NHC plus 50% of any appraised value increase owst. In addition, NHC agrees at NHR’s requediriance
NHR'’s purchase of the addition with a floating ratterest only note at the prime rate of interestaf period of up to
two years. NHC has submitted a listing of certdifR owned properties expected to be expanded by fH®@hich
the construction cost is expected to total appratdty $30,586,000. See the discussion of commitsrigelow.

FCC Notes and Bank Credit Facility Prepayments

On February 27, 2004, we received prepayment oktiiee balance (approximately $30,384,000) of our
10.25% notes receivable from Florida Convalescent€rs, Inc. or affiliates (FCC) of Sarasota, [elariThe notes were
scheduled to mature on October 31, 2004.

The proceeds of the prepayments plus cash on hareluged to pay 100% (approximately $31,175,000) of
the then outstanding credit facility debt, whicldlzathen current interest rate of 3.10%.

Sources and Uses of Funds

Cash Flows from Operating Activities — Our leaséimgl mortgage services generated net cash fromtoypera
activities during 2006 in the amount of $19,205,806fhpared to $18,716,000 in 2005 and $19,000,02004. Net
cash from operating activities generally includet imcome plus non-cash expenses, such as demeacatid

amortization and provisions for realty and loars&ss if any, and non-cash gains on sales of reske# any, adjusted
by working capital changes.

Cash Flows from Investing Activities — Our investiactivities provided $755,000 of cash flows in 00
compared to $346,000 in 2005 and $31,253,000 iA.200llections (ordinarily regular amortizatiofijeortgage notes
receivable totaled $666,000 in 2006 compared t®& {80 in 2005 and $31,042,000 in 2004. The 200&at®mns
include the prepayment of approximately $30,384,@®0notes receivable from FCC. Distributions fran
unconsolidated investment totaled $89,000 in 2@06pared to none in 2005 and $67,000 in 2004.
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Cash Flows from Financing Activities — Net cashdusefinancing activities totaled $17,477,000 ir080
compared to $19,277,000 in 2005 and $46,851,02004. Payments on debt totaled $1,700,000 in Z88800,000
in 2005 and $48,670,000 in 2004. The 2005 and pa@gents included $4,000,000 and $46,097,000epgyments,
respectively. Our current debt agreement doegetiire principal payments until maturity on Jaryuay 2008.
However, we made principal payments of $1,700,60006. The prepayments in 2004 were made fromribeeeds
of early payments of $30,348,000 of our notes xat#e and from $17,000,000 of new borrowings.

Net cash used in financing activities in 2006 atsdudes $14,219,000 to pay dividends to sharehslde
($13,873,000 in 2005 and $14,293,000 in 2004) dnd3B,000 to pay cash distributions to minoritytpars of our
operating partnership ($1,714,000 in 2005 and K080 in 2004). Cash provided from financing atiés includes
$180,000 from the exercise of stock options ($2,000in 2005 and $925,000 in 2004).

Off Balance Sheet Arrangements

We currently have no outstanding guarantees artetif credit. We may or may not elect to userfaial
derivative instruments to hedge interest rate ex@os At December 31, 2006, we did not particigatany such
financial instruments.

Commitments

At such time as our lease with NHC is terminatedafoy reason, we are committed to purchase from BHHC
fair market value building additions constructedfwym at centers owned by us. Our lease with NiH€atly expires
on December 31, 2017, with an option granted to Nb#Xtend the lease for an additional ten yedeiranarket value.

The fair market value of any additions shall begklted as the lesser of (1) the appraised valtleaiddition
or (2) the construction cost incurred by NHC pl@8bof any appraised value increase over cost.ddiitian, NHC
agrees, at NHR’s request, to finance NHR'’s purclo&tiee addition with a floating rate, interestynbte at the prime
rate of interest for a period of up to two yeakslditions at six centers costing approximately $86,000 are currently
planned. At December 31, 2006, NHC has reported that expansion construction is completed attbenters (cost
$13,207,000) and is underway at two centers (erpeotal cost of $10,976,000, $7,604,000 incurrébnstruction
of the sixth addition is expected to begin in 2¢&5timated cost to complete, $6,403,000). The atwftthis potential
commitment, if any, cannot be determined at theeti

We intend to pay quarterly distributions to ourc&toolders in an amount at least sufficient to $atilse
distribution requirements of a real estate investrtreist. Such requirements necessitate that stt%86 of our taxable
income be distributed annually. The primary sodeocealistributions will be rental and interest incenmve earn on the
real property and mortgage notes receivable. Regitidends in the amount of $1.33 per commoneshad a special
dividend in the amount of $.10 per common shareewdeclared for payment for 2006 of which $4,830,688ains
unpaid at December 31, 2006.

Dividends and Distributions
NHR - Under the proposed Merger Agreement with NNBR is permitted to make a special dividend pagabl
immediately prior to the consummation of the Merigean amount equal to the dividend that the Compasuld have

declared and paid in the ordinary course of busif@sthe portion fo 2007 preceding the effectimeetof the Merger,
in order to qualify as a REIT for its 2007 taxapéar, if NHR had not entered into the Merger Agreatn
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Our contractual cash obligations for periods subsatito December 31, 2006 are as follows:

Less than
(in thousands) Total 1 Year 2-3 Years 4-5 Years After 5
Years
Long-term debt - principal $8,750 $ — $8,750  $— $ —
Long-term debt - interest 554 552 2 — —
Advisory Agreement 500 500 e — —
Total Contractual Cash Obligations $9,804 $1052 $8,752 $ — $_—

The commitments to purchase, upon termination piration of our lease agreements with NHC, improved
properties at their fair values has been excludaa the above table because the amounts are nobbést and are
dependent on events that have not yet occurred.

We expect that current cash on hand, marketablgites, short-term notes receivable, operatind ¢asvs,
and as needed, our borrowing capacity will be adtto finance our operating and financing requéets for 2007
and the foreseeable future.

Please see “Proposed Merger Agreement between MHRlational HealthCare Corporation” above. If the
merger is completed as proposed, NHR will ceasxist as a REIT and as a separate business.

RESULTS OF OPERATIONS

Year Ended December 31, 2006 Compared to the Yreded=December 31, 2005

Net income for the year ended December 31, 20862407,000 versus $11,277,000 for the same pariod
2005, an increase of 10.0%. Diluted net incomecparmon share increased four cents or 9.6% to $4.2606 from
$1.14 in 2005.

Total revenues for the year ended December 31, Z@fi6ased $365,000 or 1.8% to $20,137,000 from
$19,772,000 for the year ended December 31, 20&zemiRies from rental income increased $636,000786 3vhen
compared to the same period in 2005. Revenues finongage interest decreased $271,000 or 11.2%06 28
compared to the same period in 2005.

The increase in rental income is due to the rediogrmf $1,972,000 of percentage rent compared {863,000
in the prior year and $63,000 of expansion rentpamed to $35,000 in the prior year. Percentageiseralculated as
3% of the amount by which gross revenues of eaadelt health care facility in each year after 19@®ed the gross
revenues of such health care facility in 1999,efidd in the lease agreement. Expansion renthwikidue when the
costs of certain construction additions are furlgethe tenant, is .75% of the construction costarired for additions
to one of our properties.

The decrease in mortgage interest income is dtleetoeductions in the principal of mortgage notes tb
regular monthly amortization offset in part dugrtoreased interest rates due to variable rate metesvable.

Total expenses for the year ended December 31, 866&ased $608,000 or 7.9% to $7,080,000 from
$7,688,000 for the year ended December 31, 2065 6st expense decreased $117,000 or 16.2% ind20@@mpared
to the 2005 period. Depreciation of real estateateed $181,000 or 3.1%. General and administredists decreased
$310,000 or 28.3%.

Interest expense declined due primarily to the gayrof principal on our debt. We prepaid $4,000,60o0ur

credit facility debt in the fourth quarter of 200burthermore, we are reducing the principal badawfcour term loan
by $425,000 per quarter. Decreases in interekivoer balances were offset in part due to the @stierate on variable
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rate debt being greater in the 2006 period. Theame effective interest rate on variable rate debt1% in 2006
compared to 4.9% in 2005.

General and administrative expenses decreasedrpyirdae to franchise tax expense credits of $708,0
related to statute expirations. The decrease fiset i part due to increases in legal fees, msifnal fees, and related
increased director fees all totaling $515,000 eeldb the potential merger with NHC.

Non-operating income which is composed primarilgetfrevenues from investments in marketable stesyri
interest income on bank deposits and equity ires$ an unconsolidated investment increased b$,820 or 51.5%
to $862,000 for 2006 compared to $569,000 for 200%e increase is due primarily to increased divitfeon
investments and the one-time recognition of a lesewal fee on certain of our notes receivable.

Year Ended December 31, 2005 Compared to the Yreded=December 31, 2004

Net income for the year ended December 31, 208%1s277,000 versus $11,435,000 for the same pariod
2004, a decrease of 1.4%. Diluted net income pemuon share decreased two cents or 1.7% to $1.2@086 from
$1.16 in 2004.

Total revenues for the year ended December 31, Bedkeased $419,000 or 2.1% to $19,772,000 from
$20,191,000 for the year ended December 31, 20&deiRies from rental income increased $104,000686 Gvhen
compared to the same period in 2004. Revenues finongage interest decreased $418,000 or 14.8% 0B 28
compared to the same period in 2004. Gain onafakeal estate decreased $105,000.

The increase in rental income is due primarilyhte tecognition of $1,363,000 of percentage rentpzoed
to $1,295,000 in the prior year and $36,000 of egm rent compared to -0- in the prior year. Petage rent is
calculated as 3% of the amount by which gross neeenf each leased health care facility in eachaféer 1999 exceed
the gross revenues of such health care faciliyd®o, as defined in the lease agreement. Exparesidywhich is due
when the costs of certain construction additioesfanded by the tenant, is .75% of the construatmsts incurred for
additions to one of our properties.

The decrease in mortgage interest income is priyntné result of prepayments on mortgages receévabl
totaling $30,384,000 in February 2004. The gairsale of real estate in 2004 was the result ofivexgadditional
proceeds related to the sale of Indiana propeotiginally recorded in November, 2003.

Total expenses for the year ended December 31, 866teased $94,000 or 1.2% to $7,688,000 from
$7,782,000 for the year ended December 31, 200drelst expense decreased $60,000 or 7.7% in 20&ngsared
to the 2004 period. Depreciation of real estateatsed $94,000 or 1.6%. General and administratigts increased
$68,000 or 6.6%.

Interest expense declined due primarily to prinigg@ey downs of our debt. We prepaid $31,175,000usf
credit facility debt in the first quarter of 200Adhan additional $4,000,000 on our bank term loethé fourth quarter
of 2005. Furthermore, our bank term loan is amimg by $425,000 per quarter.

General and administrative expenses increased piyndae to increases in advisory fees, indemnifawa
insurance, audit fees and expenses related t@a#idess exercise of directors’ stock options énciinrent year. Prior
year general and administrative expenses inclu@é@,$®00 for a transaction that did not materialize.

Non-operating income which is composed primarilpefrevenues from investments in marketable siesiri

and interest income on bank deposits increased,203r 24.8% for 2005 compared to 2004. The asras due
primarily to increased dividends on investments garad to the prior year.
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FUNDS FROM OPERATIONS

We have adopted the definition of Funds From Oparat(“FFO”) prescribed by the National Associatain
Real Estate Investment Trusts (“NAREIT”) Octobe®2White Paper as amended April 1, 2002. AccorgingFO
is defined as net income applicable to common s$toiders (computed in accordance with generally ptece
accounting principles “GAAP”) excluding gains (oskes) from sales of property, plus depreciatioaalfproperty and
after investments for unconsolidated entities inclla REIT holds an interest. FFO should not hesitered as an
alternative to net income or any other GAAP measerd of performance as an indicator of operatinfppaance or
as an alternative to cash flows from operationssting or financing activities as a measure afitigy. We view FFO
as a measure of operating performance and beliew&FEO is helpful in evaluating a real estate $tveent portfolio’s
overall performance considering the fact that histh cost accounting implicitly assumes that ta&e of real estate
assets diminishes predictably over time.

Our funds from operations for the year ended Deegidb, 2006, on a basic and diluted basis was $1880,
an increase of $312,000 as compared to $16,5080€0 same period in 2005. FFO represents meirggs available
to common stockholders, excluding the effects aletislispositions, plus depreciation associated va#i estate
investments. Diluted FFO per share assumes, ufigdl and if any, the conversion of convertible @autinated
debentures, the conversion of cumulative converpibéferred stock and the exercise of stock optisirg) the treasury
stock method.

We believe that funds from operations is an impursupplemental measure of operating performanca fo
real estate investment trust. Because the hislocimst accounting convention used for real esiagets requires
straight-line depreciation (except on land), sucboanting presentation implies that the value af estate assets
diminishes predictably over time. Since real estatlues instead have historically risen and falléih market
conditions, presentations of operating resultsafoeal estate investment trust that use histociest accounting for
depreciation could be less informative, and shbeldupplemented with a measure such as FFO. Trhdt€O was
designed by the real estate investment trust ingdstaddress this issue. Our measure may nobbwarable to
similarly titled measures used by other REITs. samuently, our funds from operations may not predadneaningful
measure of our performance as compared to thahef REITs. Since other REITs may not use oumndtedn of FFO,
caution should be exercised when comparing our @oiyip FFO to that of other REITs. Funds from ofiers in and
of itself does not represent cash generated fragnadipg activities in accordance with GAAP (fundsnfi operations
does not include changes in operating assetsaitities) and, therefore, should not be considaredlternative to net
earnings as an indication of operating performaoice, net cash flow from operating activities atedmined by GAAP
in the United States, as a measure of liquidity iambt necessarily indicative of cash availabléuttd cash needs.
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The following table reconciles net income applieatd common stockholders to funds from operations

applicable to common stockholders:

(in thousands, except share and per share amounts)

Year Ended December 31, 2006 2005 2004
Net income $ 12,407 $ 11,277 $11,435
Adjustments:
Real estate depreciation 5,691 5,872 5,966
Gain on sale of real estate — — (105)
Minority interest in NHR/OP, L.P.’s shakadd
back for real estate related depremiatind
gain on sale of real estate (620 (640 (653
Funds from operations applicable to common stoalédrsl $17478 $16,509 $ 16,643
Basic funds from operations per common share $76 $_1.68 $ 173
Diluted funds from operations per common share $.76 $_ 167 $ 169
Weighted average common shares:
Basic 9,942,803 9,853,490 9,594,852
Diluted 9,950,022 9,881,484 9,822,823

FUTURE RENTAL AND MORTGAGE INTEREST INCOME UNCERTATIES

Our rental and mortgage interest income revenuedeaieved by management to be secure. However, the
majority of the income of our lessees and borrovieiderived from the lessees’ participation in Medicare and
Medicaid programs. Adverse changes in these pnoga the inability of our lessees and borrowengatdicipate in
these programs would have a material adverse ingpettte financial position, results of operationd aash flows of
our lessees and borrowers and their resultantyatiliservice their obligations to us.

None of our lessees or borrowers are in bankruptcy.

INCOME TAXES

We intend at all times to qualify as a REIT undect®ns 856 through 860 of the Internal RevenueeCxid
1986, as amended. Therefore, we will not be sultjefdderal income tax provided we distribute aste90% of our
annual REIT taxable income to our stockholders amgt other requirements to continue to qualify aREAT.
Accordingly, no provision for federal income taxes been made in the consolidated financial statesm@ur failure
to continue to qualify under the applicable REI&lfication rules and regulations would have a matadverse impact
on our financial position, results of operations aash flows.

NEW ACCOUNTING PRONOUNCEMENTS

See Note 2 to the Consolidated Financial Statenfentie impact of new accounting standards.
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IMPACT OF INFLATION

During the past three years, inflation has notificantly affected our earnings because of reldgimeoderate
inflation rates. Inflation may affect us in theute by changing the underlying value of our resthte or by impacting
our cost of financing its operations.

Our revenues are generated primarily from long-iesrastments with fixed rates of return. TheseBtinents
are financed through a combination of equity, lo&igm borrowings, and, as needed, line of creditreyements. During
periods of rising interest rates, our ability toyrmay be adversely affected because yields onimexgtments may
increase more slowly than new borrowing costs. taleof our leases offer some degree of inflatiootgction by
requiring increases in rental income based uparéses in the revenues of the tenants.

STATEMENT REGARDING FORWARD-LOOKING DISCLOSURE

Certain information contained in this report inasdstatements that may be deemed to be “forwalkdAgo
statements” within the meaning of the Private SéesrLitigation Reform Act of 1995. Forward-loaig statements
include statements regarding our expectationsetselintentions, plans, objectives, goals, stre®duture events or
performance and underlying assumptions and othtaraents which are other than statements of hisidects. These
statements may be identified, without limitatiory, the use of forward-looking terminology such asa$yni will,”
“anticipates,” “ expects,” “believes,” “intends,should” or comparable terms or the negative theredf forward-
looking statements included in this report are daseinformation available to use on the date Her€bese statements
speak only as of the date hereof and we assuméligation to update such forward-looking statement$iese
statements involve risks and uncertainties thaldcoause actual results to differ materially frdrade described in the
statements. These risks and uncertainties ingludirout limitation) the following:

. general distress of the healthcare industry;

. the effect of economic and market conditions amahges in interest rates;

. access to the capital markets and the cost ofatapi

. increasing competition adversely impacting thelatdity, amount and yield of any additional inte®nts;

. deterioration of the operating results, occupdeegls or financial condition, including bankrugsj of our
tenants;

. lost revenues from purchase option exercises, lepayments, lease expirations and restructurings;

. government regulations, including changes in gismbursement levels under the Medicare and Medicaid
programs;

. the ability of our tenants to repay deferred @rnibans in future periods;

. the ability of our tenants to obtain and maint@ilequate liability and other insurance;

. our ability to attract new tenants for certainilities;

. our ability to sell certain facilities for theiobk value;

. changes in or inadvertent violations of tax laws aegulations and other factors that can affeait estate

investment trusts and our status as a real estadstment trust; and

. the risk factors set forth under the caption “Risictors” in Item 1A.
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Item 7A. Quantitative and Qualitative Disclosuresabout Market Risk
Interest Rate Risk

Our cash and cash equivalents consist of highlydigqnvestments with an original maturity of lekan three
months. Approximately $7,593,000 of our mortgage ather notes receivable bear interest at fixezt@st rates. As
the interest rates on these notes receivablexae, fa hypothetical 10% change in market inteagssrwould have no
impact on our future earnings and cash flows rdlébethese instruments. Approximately $4,948,006u notes
receivable bear interest at variable rates (gelgexprime plus 2%). Because the interest rathede instruments are
variable, a hypothetical 10% change in market @gerates would result in a related increase oredse in annual
interest income of approximately $51,000.

As of December 31, 2006, all of our long-term déh&,750,000) bears interest at floating interettsta
Because the interest rates of these instrumentsasigble, a hypothetical 10% increase in interatgs would result
in additional annual interest expense of $56,0@Dah0% reduction in interest rates would resultinual interest
expense declining $56,000.

We currently do not use any derivative instrumentfiedge interest rate or other risks. We do et u
derivative instruments for trading purposes. Titare use of such instruments would be subjedtittt approvals by
our senior officers. Therefore, our exposure eglab such derivative instruments is not matenabar financial
position, results of operations or cash flows.

Equity Price Risk

We consider our investments in marketable secaritieavailable for sale securities and unrealiagusgand
losses are recorded in stockholders’ equity in mtomce with Statement of Financial Accounting Ssadd No. 115,
“Accounting for Certain Investments in Debt and Egsecurities”. The investments in marketableusities are
recorded at their fair market value based on quotarket prices. Thus, there is exposure to equite risk, which
is the potential change in fair value due to a glean quoted market prices. Hypothetically, a liiétease in quoted
market prices would result in a related 10% incegasthe fair value of our investments in marketadgcurities of
approximately $743,000 and 10% reduction in quatadket prices would result in a related 10% deeréashe fair
value of our investments in marketable securitfespproximately $743,000.
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Iltem 8. Financial Statements and Supplementary Dat

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders
National Health Realty, Inc.:
Murfreesboro, Tennessee

We have audited the accompanying consolidated balgineets of National Health Realty, Inc. and Qitases as of
December 31, 2006 and 2005 and the related coasetidtatements of income, stockholders’ equitycasth flows
for each of the three years in the period endedBber 31, 2006. These financial statements anegponsibility of
the Company’s management. Our responsibility isxjoress an opinion on these financial statemeagsdon our
audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighaBiqUnited
States). Those standards require that we plaparidrm the audit to obtain reasonable assuranoet athether the
financial statements are free of material misstatgmAn audit includes examining, on a test basiglence supporting
the amounts and disclosures in the financial stattsnassessing the accounting principles usesigmificant estimates
made by management, as well as evaluating the lbfieemcial statement presentation. We believat thur audits
provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetaeaferred to above present fairly, in all mategapects, the financial
position of National Health Realty, Inc. and Sulmigs at December 31, 2006 and 2005, and thetsesfitheir
operations and their cash flows for each of thedhyears in the period ended December 31, 20@®niformity with
accounting principles generally accepted in theé¢hStates of America.

We also have audited, in accordance with the stadsd# the Public Company Accounting Oversight Bo@snited
States), the effectiveness of National Health Rrediic. and Subsidiaries’ internal control overdfirtial reporting as
of December 31, 2006, based on criteria establistieternal Control-Integrated Framewoiksued by the Committee
of Sponsoring Organizations of the Treadway ComimisgOSO0) and our report dated March 16, 2007resqed an
unqualified opinion thereon.

/s/ BDO Seidman, LLP

Nashville, Tennessee
March 16, 2007
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NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(in thousands, except share and per share amounts)

ASSETS
Real estate properties:
Land
Buildings and improvements

Less accumulated depreciation
Real estate properties, net

Mortgage and other notes receivable

Interest and rent receivable
Cash and cash equivalents
Marketable securities
Other assets

Total Assets

LIABILITIES
Debt
Accounts payable and other accrued expenses
Accrued interest
Dividends payable
Distributions payable to minority interest pans
Total Liabilities

Commitments, contingencies and guarantees
Minority interests in consolidated subsidiaries

STOCKHOLDERS' EQUITY
Cumulative convertible preferred stock,
$.01 par value; 5,000,000 shares
authorized; none issued and outstanding
Common stock, $.01 par value;
75,000,000 shares authorized; 9,951,864 and
9,939,463 shares, respectively, issuecbatstanding
Capital in excess of par value of common stock
Cumulative net income
Cumulative dividends
Unrealized gains on marketable securities
Total Stockholders’ Equity
Total Liabilities and Stockholders’ ity

December 31,

2006 2005

$ 19,464 $ 19,464
147,768 147,768
167,232 167,232
(57,869 (52,179
109,363 115,054
12,541 13,207
195 247
10,652 8,169
7,425 5,841
129 237
$140,305 $142,755
$ 8,750 $ 10,450
993 1,513

48 52
4,304 4,299
526 526
14,621 16,840
13,299 13,525
99 99
138,696 138,468
89,325 76,918
(119,677) (105,453)
3,942 2,358
112,385 112,390
$140,305 $142,755

The accompanying notes to consolidated financa&kstents are an integral part of these consolidéiteahcial

statements.
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NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except share and per share amounts)

Year Ended December 31, 2006 2005 2004
REVENUES:
Rental income $ 17,995 $ 17,359 $ 17,255
Mortgage interest income 2,142 2,413 2,831
Gain on sale of real estate — — 105
20,137 19,772 20,191
EXPENSES:
Interest 604 721 781
Depreciation of real estate 5,691 5,872 5,966
Amortization of loan costs — — 8
General and administrative 785 1,095 1,027
7,080 7,688 7,782
INCOME BEFORE NON OPERATING INCOME AND MINORITY
INTERESTS IN CONSOLIDATED SUBSIDIARIES 13,057 034 12,409
NON-OPERATING INCOME (investment and interest inGm 862 569 456
MINORITY INTERESTS IN CONSOLIDATED SUBSIDIARIES (1,512 (1,376 (1,430
NET INCOME $ 12,407 $ 11,277 $ 11,435
NET INCOME PER COMMON SHARE:
Basic $ 1.25 $ 1.14 $ 1.19
Diluted $ 1.25 $ 1.14 $ 1.16
WEIGHTED AVERAGE COMMON SHARES OUTSTANDING:
Basic 9,942,803 9,853,490 9,594,852
Diluted 9,950,022 9,881,484 9,822,823

The accompanying notes to consolidated financéikstents are an integral part of these consolidéitemhcial statements.

25



NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Year Ended December 31, 2006 2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 12,407 $ 11,277 $ 11,435
Adjustments to reconcile net income to nehgawvided by operating activities:
Equity in losses of unconsolidated investime 53 — —
Depreciation of real estate 5,691 5,872 5,966
Gain on sale of real estate — — (105)
Amortization and write-off of loan costs — — 8
Minority interests in consolidated subsitia 1,512 1,376 1,430
Stock option compensation 48 — —
Decrease in interest and rent receivable 52 120 36
(Increase) decrease in other assets (34) — 57
Increase (decrease) in accounts payablaeerded liabilities (524 71 173
NET CASH PROVIDED BY OPERATING ACTIVITIES 19,205 18,716 19,000
CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from sale of real estate properties — — 144
Collection and sale of mortgage notes recéévab 666 346 31,042
Distribution from unconsolidated investment 89 — 67
NET CASH PROVIDED BY INVESTING ACTIVITIES 755 346 31,253
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from debt — — 17,000
Payments on debt (1,700) (5,700) (48,670)
Dividends paid to stockholders (14,219) (13,873) (14,293)
Distributions paid to minority partners (1,738) (1,714) (1,813)
Proceeds from stock option exercises 180 2,010 925
NET CASH USED IN FINANCING ACTIVITIES (1477 (19,277 (46,8521
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 33 (215) 3,402
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR &69 8,384 4,982
CASH AND CASH EQUIVALENTS, END OF YEAR $ 10652% 8,169 $ 8,384
SUPPLEMENTAL INFORMATION:
Cash payments for interest $ 608 $ 722 % 738

The accompanying notes to consolidated financétkstents are an integral part of these consolidéiteghcial statements.
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NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

(in thousands, except share and per share amounts)

Unrealized Total
Cumulative Convertible Capital in Gains on Stock-
Preferred Stock Common stock Excess of Cumulative Cumulative Marketable holders’
Shares Amount Shares Amount  Par Value NetlIncome Dividends Securities Equity

BALANCE AT 12/31/03 — 9,590,588 _ 96 135,536 54,206 (77,71) 2,115 114,242
Net income — — — — — 11,435 — — 11,435
Unrealized gains on marketable

securities — — — — — — — 967 967
Total comprehensive income 12,402
Exercise of stock options — — 108,520 1 924 — — — 925
Dividends to common share-

holders ($1.41 per share) — — — — — (13,579 — (13,57)
BALANCE AT 12/31/04 — — 9,699,108 _ 97 136,460 65,641 (91,282 3,082 113,998
Net income — — — — — 11,277 — — 11,277
Unrealized gains on marketable

securities — — — — — — — (724) (7p4
Total comprehensive income 10,553
Exercise of stock options — — 240,355 2 2,008 — — — 01,
Dividends to common share-

holders ($1.43 per share) e — e — — (14.17) — (14,17)
BALANCE AT 12/31/05 — — 9,939,463 $_99 $138,468 $76,918 $(105,453 $2,358 $112,390
Net income — — — — — 12,407 — — 12,407
Unrealized gains on marketable

securities — — — — — — — 1,584 1,584
Total comprehensive income 13,991
Stock option compensation expense — — — 48 — — — 8 4
Exercise of stock options — — 12,401 — 180 — — — 018
Dividends to common share-

holders ($1.43 per share) — — — _— — — (14,229 — (14,229
BALANCE AT 12/31/06 — _ — 9,951,864 $_99 $138,696 $89,325 $(119,677 $3,942 $112,385

The accompanying notes to consolidated financékstents are an integral part of these consolidéitezhcial statements.
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NOTE 1. ORGANIZATION

National Health Realty, Inc. (NHR, Inc.) is a Mawt real estate investment trust (REIT) that wearjporated
on September 26, 1997. NHR/OP, L.P. is a DelaViraieed partnership that is the operating entitiNefR, Inc. NHR,
Inc. owns an 88% limited partnership interest &maugh a qualified REIT subsidiary, a 1% genesatership interest
in NHR/OP, L.P. NHR, Inc. and NHR/OP, L.P. arelediively referred to herein as “NHR".

The majority of our revenue is derived from intéiesome on secured mortgage loans and from remgrgéed
on leased properties involved in the long-term @adestry.

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of PresentationFhe consolidated financial statements include tte@ants of NHR and its majority
owned subsidiaries. Significant intercompany act®and transactions have been eliminated.

Use of EstimatesTFhe preparation of financial statements in confoymwith accounting principles generally
accepted in the United States of America requirapagement to make estimates and assumptions fhat tfe
reported amounts of assets and liabilities andalisice of contingent assets and liabilities atdate of the financial
statements and the reported amounts of revenuesxpedses during the reporting period. Actuallteswuld differ
from those estimates.

Real Estate PropertiesWe record properties at cost. Real propertystemed from National HealthCare
Corporation (NHC) was recorded at NHC's net bodkevat the date of transfer in 1997. We use tragitt-line
method of depreciation for buildings and improvetsever their estimated remaining useful livesadles:

Buildings 40 Years
Improvements 5 Years to 25 Years

In accordance with Statement of Financial Accounstandards No. 144, "Accounting for the Impairnant
Disposal of Long-Lived Assets” (SFAS 144), we ewatduthe recoverability of the carrying values aof properties on
a property by property basis. On a quarterly bases review our properties for recoverability whevents or
circumstances, including significant physical cheson the property, significant adverse changggireral economic
conditions and significant deteriorations of thelertying cash flows of the property, indicate tthet carrying amount
of the property may not be recoverable. The neegldognize an impairment is based on estimatedgwindiscounted
cash flows from a property compared to the carryadge of that property. If recognition of an inmpaent is necessary,
it is measured as the amount by which the carryatge of the property exceeds the fair value ofttoperty with fair
value estimated based on discounted net cash flows.

Mortgage and Other Notes Receivable accordance with Statement of Financial AccounBandards No.
114, “Accounting by Creditors for Impairment of adn - An Amendment of FASB Statements No. 5 and($5AS
114), NHR evaluates the carrying values of its gage and other notes receivable on an instrumensbyment basis.
On a quarterly basis, NHR reviews its notes red®ésfor recoverability when events or circumstanaeduding the
non-receipt of contractual principal and interemgrpents, significant deteriorations of the finahciandition of the
borrower, significant adverse changes in the valueollateral, significant adverse changes in thagtterm care
industry and significant adverse changes in geme@homic conditions, indicate that the carryingant of the note
receivable may not be recoverable. If necessanympairment is measured as the amount by whicbahging amount
exceeds the discounted cash flows expected tocké/esl under the note receivable or, if foreclogsigrobable, the
fair value of the collateral securing the note iesigle.

Cash and Cash Equivalent€ash and cash equivalents consist of all hitigplyd investments with a maturity
of three months or less when purchased.
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Federal Income TaxesWe intend at all times to qualify as a REIT un8ections 856 through 860 of the
Internal Revenue Code of 1986, as amended. Theref@ will not be subject to federal income tagvided we
distribute at least 90% of our annual REIT taxabé®me to our stockholders and meet other requinésrte continue
to qualify as a REIT. Accordingly, no provisionrftederal income taxes has been made in the acooimgg
consolidated financial statements. Our failuredntinue to qualify under the applicable REIT dfiedition rules and
regulations would have a material adverse impaduwrfinancial position, results of operations @agh flows.

The primary difference between the tax basis aadadported amounts of our assets and liabilitieshigher
tax basis than book basis (by approximately $27@H in our real estate properties.

Earnings and profits, which determine the taxabitit dividends to stockholders, differ from net amee
reported for financial reporting purposes due prilmao differences in the basis of assets andedéffices in the
estimated useful lives used to compute deprecigtkpense.

Federal Excise TaxesWe are subject to a federal excise tax computea ecadendar year basis. The excise
tax equals 4% of the amount by which 85% of ouirang taxable income plus 95% of any capital gagoime for the
calendar year exceeds our cash distributions teeBblders during the calendar year, as defined. hse made no
provision for excise tax in the consolidated finahstatements because we believe no tax is prelmigayment.

Concentration of Credit Risks Our credit risks primarily relate to cash andlcaquivalents and to the
investments in mortgage and other notes receiaitlanarketable securities. Cash and cash equisaenprimarily
held in bank accounts and overnight investmentle ifivestments in mortgage and other notes redeivalate
primarily to secured loans with healthcare fa@ltas discussed in Note 5. The investment inetable securities is
held in one investment as described in Note 6.

Our financial instruments, principally our invesimgin mortgage and other notes receivable, arectuio
the possibility of loss of the carrying values assult of either the failure of other parties &fprm according to their
contractual obligations or changes in market pneleigh may make the instruments less valuable.oW{ain various
collateral and other protective rights, and corgllyumonitor these rights, in order to reduce spohsibilities and the
amount of any loss.

Marketable Securities NHR'’s investments in marketable securities inclagailable for sale securities.
Unrealized gains and losses on available for sadergties are recorded in stockholders' equitydooadance with
Statement of Financial Accounting Standards No., IAscounting for Certain Investments in Debt anquiy
Securities" (SFAS 115).

NHR evaluates its marketable securities for otharitemporary impairments consistent with the miovis
of SFAS 115 and EITF 03-1 and related interpretatio

Deferred Costs Costs incurred to acquire financings are amedtizy the interest method over the term of the
related debt.

Rental Income We recognize rental income based on the termsradpperating leases. Under certain of our
leases, we receive contingent rent, which is basdbe increase in revenues of a lessee over ybaseWe recognize
contingent rent annually or monthly, as applicaltben, based on the actual revenue of the lesseeipt of such
income is assured. We identify leased real egtaperties as nonperforming if a required paymemtdt received
within 30 days of the date it is due. Our polielated to rental income on non-performing leasatiegstate properties
is to recognize rental income in the period whenititome is received.

Mortgage Interest IncoméNe recognize mortgage interest income based orothteactual interest rates and
principal amounts outstanding of the mortgage notesivable. We identify loans as nonperforming ifequired
payment is not received within 30 days of the dafe due. Our policy related to mortgage inter@some on
nonperforming mortgage loans is to recognize mgegaterest income in the period when the incomredsived.
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Investment and Interest Incomdnvestment and interest income includes dividereteived from our
investment in NHI common stock, a one-time recagnibf loan renewal fee and interest earned on aashcash
equivalents.

Stock-Based CompensatierEffective January 1, 2006, we adopted Staternériinancial Accounting
Standards No. 123(R), “Share-Based Payment” (“SE2XR)"), using the modified prospective applicaticansition
method. Under this method, compensation costtisgrized, beginning January 1, 2006, based oretipgirements
of SFAS 123(R) for all share-based payments graatext the effective date, and based on Statenfefihancial
Accounting Standards No. 123, “Accounting for St&#sed Compensation (“SFAS 123"), for all awardanged to
employees prior to January 1, 2006 that remain stedeon the effective date. Prior to January 062We applied
Accounting Principles Board Opinion No. 25, “Accding for Stock Issued to Employees” (“APB 25”) argdated
interpretations in accounting for our employee lstoenefit plans. We adopted the disclosure-ontyigions of SFAS
123 and accordingly, prior to January 1, 2006,0mamensation cost was recognized for stock opticastgd under the
plans because the exercise prices for optionseptamére equal to the quoted market prices on tlierogrant dates
and all option grants were to employees or dirsct®esults for prior periods have not been redtatethe adoption
of SFAS 123(R). See Note 10 for additional disates about our stock option plan.

For periods prior to adoption of SFAS 123(R), SF&3 required us to determine pro forma net inconk a
earnings per share as if compensation cost foemptoyee stock option and stock purchase planbéead determined
based upon fair values at the grant date. Thesfpna amounts for the years ended December 85, &0d 2004 are
as follows:

2005 2004
(dollars in thousands,
except per share amounts)

Net income - as reported $11,277 $11,435
Less compensation cost that would
be recognized under fair value method 69 54
Net income - pro forma $11,208 $11,381
Net earnings per share - as reported
Basic $ 114 $ 119
Diluted $ 114 $ 116
Net earnings per share - pro forma
Basic $ 114 $ 1.19
Diluted $ 1.13 $ 116

Comprehensive IncomeStatement of Financial Accounting Standards 188, “Reporting Comprehensive
Income” requires that changes in the amounts ¢diceitems, including gains and losses on certusties, be shown
in the consolidated financial statements. We repar comprehensive income in the consolidatecestants of
stockholders’ equity.

New Accounting PronouncementB May 2005, the Financial Accounting Standardsugl “FASB” issued
FASB Statement No. 154ccounting for Changes and Error CorrectionBhis new standard replaces APB Opinion
No. 20, Accounting Changeand FASB Statement No. Reporting Accounting Changes in Interim Financial
Statements Statement 154 requires that a voluntary chamgedounting principle be applied retrospectiveithwall
prior period financial statements presented oméveaccounting principle, unlessiitis impractiedbldo so. Statement
154 also provides that (1) a change in method pfetgating or amortizing a long-lived nonfinan@aket be accounted
for as a change in estimate (prospectively) that effected by a change in accounting principle, @yaorrection of
errors in previously issued financial statementauthbe termed a “restatement”. We have adopted¢hw standard
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effective for accounting changes and correctioeradrs made in fiscal years beginning January @62@®doption of
this pronouncement has not had a significant impadhe Company’s consolidated financial statements

In February 2006, the FASB issued FAS No. 155, ‘dAeting for Certain Hybrid Financial Instrumentan
amendment to FASB Statements No. 133 and 144" (E393. FAS 155 simplifies the accounting for certaybrid
financial instruments containing embedded deriestiVFAS 155 allows fair value measurement forsoyid financial
instrument that contains an embedded derivativieotiv@rwise would require bifurcation under FAS 133 addition,
itamends FAS 140 to eliminate the prohibition @ualifying special-purpose entity from holdingexigtative financial
instrument that pertains to a beneficial interésepthan another derivative financial instrumefihe Company will
adopt the provisions of FAS 155 beginning in fis2@07. The implementation of FAS 155 is not expeédb have a
material impact on the Company's consolidated firrstatements.

In March 2006, the FASB issued SFAS No. 156, "Acttimg for Servicing of Financial Assets - an amepdin
of FASB Statement No. 140." This Statement amdfiiSB Statement No. 140, "Accounting for Transfens a
Servicing of Financial Assets and Extinguishmerftd.iabilities," with respect to the accounting feeparately
recognized servicing assets and servicing liabditiThis Statement clarifies when servicing righisuld be separately
accounted for, requires companies to account fmarseely recognized servicing rights initially atrfvalue, and gives
companies the option of subsequently accountinthfise servicing rights at either fair value oremnithe amortization
method. SFAS 156 is effective for fiscal yearsibeipg after September 15, 2006. The implementatifoFAS 156
is not expected to have a material impact on the@2my's consolidated financial statements.

In July 2006, the FASB issued Interpretation No("#8N 48"), "Accounting for Uncertainty in Inconeaxes -
An Interpretation of FASB Statement No. 109." HR clarifies the accounting for uncertainty in inw taxes
recognized in financial statements in accordandb $FAS No. 109 ccounting for Income Taxesd prescribes a
recognition threshold and measurement attribut@ofositions taken or expected to be taken orx aetairn. The
evaluation of a tax position in accordance with Bi®lis a two-step process. The first step is ageition process
whereby the enterprise determines whether it isentideely than not that a tax position will be suiséal upon
examination, including resolution of any relategheqs or litigation processes, based on the teahnierits of the
position. In evaluating whether a tax position het the more-likely-than-not recognition threshdlte enterprise
should presume that the position will be examingdhie appropriate taxing authority that has fulbltedge of all
relevant information. The second step is a measemeéprocess whereby a tax position that meetanthne-likely-than-
not recognition threshold is calculated to detemtire amount of benefit to recognize in the finahstatements. The
tax position is measured at the largest amountnéfit that is greater than a 50% likelihood ofnigetiealized upon
ultimate settlement. FIN 48 is effective for fisgaars beginning after December 15, 2006. FINs4®t expected to
have a material impact on our results of operat@rfgancial position.

NOTE 3. RELATIONSHIP WITH NATIONAL HEALTHCARE CORP ORATION

Transfer of Assets@n December 31, 1997, we issued 8,237,423 shard$iBf Inc. common stock and
1,310,194 units of NHR/OP, L.P. to NHC in exchafggeertain assets including mortgage notes rebév@ook value
of $94,439,000) and the real property of 16 lormgateare centers, six assisted living facilities ane independent
living center (total book value of $144,615,0000 aelated liabilities (total book value of $86,40@0). NHC
simultaneously distributed all of the common sto€NHR, Inc. and NHR/OP, L.P. units to the NHC toiders.

Leases Concurrent with NHC's conveyance of the real propés NHR, NHR leased to NHC each of the
facilities for an initial term expiring December,3007. On August 1, 2005, NHC elected to exeritgsseption to
extend the term of its leases of properties frofflousvo additional five year terms until DecemBér 2017. The leases
were also amended to grant NHC an option to rehevieases at fair market value (as defined ingasd agreement)
for a second extended term of ten years until Déeer@l, 2027, assuming no defaults.

Under the terms of the master lease, NHC contituggarantee to us the lease payments of ninedltoing-
term care facilities, as discussed below. Thisiiregnent is unchanged from our original lease asrated.
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The lease payments for the extended ten-year tehre eases that begin on January 1, 2008 asathe lease
payments that were required in the initial ternthef lease, including an annual inflator for peragptrent. The lease
payments for the second extended ten-year ternbégiins on January 1, 2018, if renewed, will blaiatmarket value
as determined at the time of the lease renewal.at¥eunt for the leases as operating leases.

During the remaining initial term and each renetgain, NHC is obligated to pay NHR annual base oent
the facilities. In addition to base rent, in egelar after 1999, NHC is obligated to pay percentagéto NHR equal
to 3% of the amount by which gross revenues of 8itR leased health care facility in such later ywareeds the gross
revenues of such health care facility in the base pf 1999. During 2006, 2005 and 2004, we reizegits1,972,000,
$1,363,000, and $1,295,000 of percentage rent N6t€. Each lease with NHR is a “triple net leasatier which
NHC is responsible for paying all taxes, utiliti@ssurance premium costs, repairs and other chaedating to the
operation of the facilities. NHC is obligatedtatéxpense to maintain adequate insurance ondhitiéa’ assets. Total
rental income from NHC (including the nine Floriti@althcare facilities referred to below) was $1%,000,
$17,359,000, and $17,255,000 during 2006, 20052804, respectively. Rent derived from the niriBlk facilities
totaled approximately $6,612,000 in 2006, $6,178 02005, and $6,069,000 in 2004.

On October 1, 2000, NHC terminated its individeades on nine Florida long-term care facilitieswelver,
NHC remains obligated under its master lease agraeamd continues to remain obligated to makegagd payments
to NHR on the nine Florida long-term care facibtieAlso effective October 1, 2000, the facilitiesre leased by NHR
under a five year term to nine separate limitekility corporations, none of which are owned orm@ped by NHC. In
2005, the leases were extended through Decemb2038Q, Lease payments to NHR from the new lessésst NHC's
lease obligations pursuant to the master operdgiage. Since October 1, 2000, the nine separattedi liability
corporations have made all required lease payneNidR, and NHC has not been required to makeeasd payments
with respect to those nine properties.

NHC has a right of first refusal with us to purchasy of the properties transferred from NHC shoudd
receive an offer from an unrelated party duringtéren of the lease or up to 180 days after terrtnaif the related
lease.

At December 31, 2006, the approximate future mimmniase rent commitments (which exclude percentage
rents) to be received by us on non-cancelable tpgraases are as described in the following taBlase rent on the
nine Florida healthcare facilities of $6,505,000y#ar is included because NHC guarantees the pegseents through
2017.

2007 $15,960,000
2008 15,960,000
2009 15,960,000
2010 15,960,000
2011 15,960,000
Thereafter $99,760,000

The leases have also been amended to providd Mitd€ pays for the construction of a bed addititwven the
existing annual rent for that center will be inead by .75% of the cost paid by NHC for the comdtom of the
addition. Total expansion rent income from NHGletl $63,000 in 2006 (none in 2005). Revenuesymeriwithin
the addition shall be excluded from any percentagecalculation. At such time as NHC is no longégnant by virtue
of lease terminations or expiration then NHR sheilinburse to NHC the fair market value of the beditions
constructed by NHC. The fair market value shalthleulated as the lesser of (1) the appraisecevathe addition
or (2) the construction cost incurred by NHC pl@8bof any appraised value increase over cost.ddiitian, NHC
agrees at NHR’s request to finance NHR’s purchasleeoaddition with a floating rate, interest onlgte at the prime
rate of interest for a period of up to two yeax84C has submitted a listing of six NHR owned prdigsrwhich are to
be expanded by NHC for which the construction sskpected to total approximately $30,586,000D&tember 31,
2006, NHC has reported to us that expansion is tetegpat three centers ($13,207,000) and is undestmavo centers
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(expected cost $10,976,000; incurred $7,684,0@)nstruction of the sixth addition is expected égib in 2007
(estimated cost to complete, $6,403,000).

Advisory AgreementWe have entered into an Advisory Agreement with NM@reby services related to
investment activities and day-to-day managemenbaedations are provided to us by a subsidiaryld€Ns Advisor.
The Advisor is subject to the supervision of anligies established by our Board of Directors. ©hginal term of the
Advisory Agreement expired December 31, 2003. ddreract currently is renewable from year to yadess earlier
terminated. Either party may terminate the AdvisAgreement at any time on 90 days written noticel we may
terminate the Advisory Agreement for cause at ang.t

On August 1, 2005, concurrent with the lease exdesslescribed above, the Advisory Agreement wasee
to provide that beginning for the year 2005 forsiésvices under the Advisory Agreement, NHC istkaatito annual
compensation equal to the greater of (1) 2.5% ofjoass consolidated revenues or (2) $500,00@astalso clarified
that we (and not NHC) are to bear all of our owrpooate costs.

Prior to the August 1, 2005 revision, the Adviséwgreement had provided that for its services urider
Advisory Agreement, NHC was entitled to annual cengation of the greater of 2% of our gross conat#idirevenues
or the actual expenses incurred by NHC. Durings2@005, and 2004, our compensation to NHC unaeAdvisory
Agreement was $524,000, $508,000, and $411,000ectsely.

Prior to November 1, 2004 the NHR Advisory Agreemprovided that we could not, without the prior
approval of National Health Investors, Inc. (NHe actively or passively engaged in the pursuindditional
investment opportunities. Because NHC is no lotlgeadvisor to NHI, the restriction on NHR'’s intreent activities
has been removed. See Note 15 to the consolifiatattial statements regarding the proposed meagerement
between NHR and NHC.

The following table presents summetifinancial information for NHQunaudited)

2006 2005 2004
Balance Sheet Data: (dollars in thousands,
except per share amounts)
Current assets $290,611 $260,579  $227,734
Total Assets 471,477 410,625 373,117
Current liabilities 168,548 147,191 128,605
Long-term obligations 21,967 27,571 30,726
Deferred lease credits 6,058 6,154 5,452
Deferred revenue 25.762 25,465 25,112
Minority interest — 1,185 874
Stockholders’ capital 249,142 203,059 182,348
Income Statement Data:
Net revenues $562,958 $542,381  $521,829
Total cost and expenses 508,679 495,691 481,774
Income before income taxes 54,279 46,690 40,055
Income tax provision 17,539 18,055 16,083
Net income 36,740 28,635 23,972
Earnings per share:
Basic $2.99 $ 234 $ 205
Diluted $2.85 $ 224 $ 195
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NOTE 4. REAL ESTATE PROPERTIES

The following table summarizes our real estate @rigs by type of facility and by state as of Debenf31,
2006 and 2005:

December 31, 2006

Number
of Buildings and Accumulated
Facility Type and State Facilities Land Improvements  Depreciation
(dollar amounts in thousands)
Long-Term Care Centers:
Florida 6 $ 5735 $ 40,820 $17,530
Missouri 1 123 3,728 1,656
South Carolina 7 6,145 36,215 15,925
Tennessee 2 874 11,474 3,686
Total Long-Term Care Centers __16 12,877 92,237 38,797
Assisted Living Facilities:
Alabama 1 268 5,468 2,524
Florida 3 3,414 21,698 9,138
Tennessee 2 886 13,434 4,319
Total Assisted Living Facilities 4,568 40,600 15,981
Independent Living Centers:
Tennessee 1 2,019 14,931 3,091
Total Independent Living Centers _ 1 2,019 14,931 3,091
Total 23 $19.464 $147,768 $57,869
December 31, 2005
Number
of Buildings and Accumulated
Facility Type and State Facilities Land Improvements  Depreciation
(dollar amounts in thousands)
Long-Term Care Centers:
Florida 6 $ 5735 $ 40,820 $15,828
Missouri 1 123 3,728 1,504
South Carolina 7 6,145 36,215 14,507
Tennessee 2 874 11,474 3,295
Total Long-Term Care Centers __ 16 12,877 92,237 35,134
Assisted Living Facilities:
Alabama 1 268 5,468 2,301
Florida 3 3,414 21,698 8,178
Tennessee 2 886 13,434 3,857
Total Assisted Living Facilities __ 6 _4568 40,600 14,336
Independent Living Centers:
Tennessee 1 2,019 14,931 2,708
Total Independent Living Centers _ 1 2,019 14,931 2,708
Total 23  $19.464 $147,768 $52,178
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Indiana Long-Term Care Centers

During 2000, we leased three Indiana long-term canters to Health Services Management of Indian@,
(HSMI) under a master lease. The lease was foritia 12-month term with renewal options at HSeBption. We
accounted for the lease as an operating leasele@bke also provided HSMI with an option to purehidee facilities.

Effective January 1, 2001, we sold all of the essghte and equipment of the three long-term heattéhcenters
under lease to HSMI. Consideration for the sateasumption of the $1,630,000 first mortgage baghtoperties was
in the form of new mortgage notes in the total amtadf $12,029,000. As the result of our financi@®% of the sale
through October 31, 2003, we accounted for thisstaation under the deposit method in accordandethdtprovisions
of Statement of Financial Accounting Standards®§.“Accounting for Sales of Real Estate” (SFAS.66pnsistent
with the deposit method, we did not initially reddhe sale of the assets and continued to recqneédiation expense
each period. Cash received from the buyer (whitdied $3,092,000 as of October 31, 2003) was reg@s a deposit
on real estate properties sold until the down pantraad continuing investment criteria of SFAS 6Geveet.

During 2002, we concluded that based on certai@ 20@nts and our resulting SFAS 144 impairmentaesl
these real estate properties required write-dowttisa net book value of $4,288,000. Write-down$13000,000 and
$3,288,000 were recorded during the first and fogrtarters of 2002, respectively.

Effective November 1, 2003, the initial and conimguinvestment criteria for SFAS 66 were met. Efere,
the sale of the real estate properties was recednizsulting in a gain on the sale of real estht@pproximately
$1,149,000. In 2004 we received additional sabe@eds of approximately $105,000 resulting in a gaithe sale of
real estate of approximately $105,000. The salthefassets resulted in recording a mortgage mateiviable of
approximately $3,875,000.

During the fourth quarter of 2006, the mortgageeaa@icheduled to mature on the previously extendedldte

of March 31, 2007 were extended at the existing adtinterest until March 31, 2012. At Decembey 3006, all
required contractual payments under the mortgatgsneceivable are current.
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NOTE 5. MORTGAGE AND OTHER NOTES RECEIVABLE

The following is a summary of the terms and amoohitsortgage and other notes receivable at DeceBiher
2006 and 2005:

Final Original
Payment Face Amount Principal Amount at
Date Payment Terms for 2006 of Mortgage  12/31/06 12/31/05

(in thousand}p
2016 Monthly payments of $43,318, which
includes interest at the prime rate plus 2% (1025% $ 5500 $ 4,477 $ 4,547

2014 Monthly payments of $38,250, which
includes interest at 8.5% 5,100 4,047 4,236

2016 Monthly payments of $7,845, which includes
interest at the prime rate plus 2% (10.25%) 850 471 6 51

2006 Monthly payments of $5,396, which includes
interest at 9.0%. Repaid in 2006 600 — 34

2012 Monthly payments of $72,800, which
includes interest at 10.5% plus balance
due March 31, 2012 6,054 1,940 2,088

2012 Monthly payments of $10,400, which
includes interest at 10.5% plus balance
due March 31, 2012 1,886 391 434

2012 Monthly payments of $46,800, which
includes interest at 10.5% plus balance

due March 31, 2012 4,106 1,215 1,352
Total Weighted Average Interest 9.38% at Dec. 30620 $24,096 $12,541 $13,207

During 2005, our 10.5% mortgage notes receivalileduled to mature on December 31, 2005 were extiende
on the same terms until March 31, 2007. In 2006 nhortgage notes were further extended until M&6gH2012 on
the same terms.

Florida Convalescent Centers, Inc. Notes ReceivRbépayments
On February 27, 2004, we received prepaymentsedbétance (approximately $30,384,000) of our 10.25%
notes receivable from Florida Convalescent Centacs,or affiliates (FCC) of Sarasota, Florida. eTihotes were

scheduled to mature on October 31, 2004.

The proceeds of the prepayments plus cash on hareluged to pay 100% (approximately $31,175,000) of
the then outstanding credit facility debt, whicldlzathen current interest rate of 3.10%.
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NOTE 6. INVESTMENT IN MARKETABLE SECURITIES

On September 17, 2002, we purchased 225,000 shiaki$l common stock for approximately $3,483,000.
At December 31, 2006, the fair value of the shheesed on quoted market prices is $7,425,000. ifitestment in
marketable securities is classified as an investrimesecurities available for sale. Unrealized ga@md losses on
available for sale securities are recorded in s$toltlers’ equity in accordance with SFAS No. 115e ¥¥cognized
$533,000, and $405,000 of dividend income on owestments in NHI common stock during 2006 and 2005,
respectively.

NOTE 7. DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

In accordance with Statement of Financial Accoun@tandards No. 107, “Disclosures About Fair Vaitie
Financial Instruments”, we calculate the fair vaddi¢inancial instruments using discounted castvflechniques. At
December 31, 2006 and 2005, there were no matkffiatences between the carrying amounts and &ires of our
financial instruments.
NOTE 8. DEBT

Debt consists of the following:

Weighted Average Final Principal Amount

(dollar amounts in thousanyls Interest Rate Maturities December 31,
2006 2005
Term loan, interest Variable
payable quarterly 6.4% at 12/31/06 2008 $8,75810,450

The aggregate principal maturities of all debtlarfive years subsequent to December 31, 20Q&dodiows:

2007 $ —
2008 8,750,000
Thereafter —
Total $8,750,000

In February 2004, we repaid our then existing kiank loan (approximately $31,175,000). Proceents the
prepayment of notes receivable and cash on hanel weed to repay the loan.

In May 2004, we borrowed $17,000,000 under a bank toan with an interest rate of 30 day LIBOR plus
1.5% and a three year term. The proceeds of trewere used to repay a note payable to NHC imapipeoximate
amount of $14,922,000 (interest rate of LIBOR +52@with a floor of 4%) and a senior secured notapke to NHC
in the approximate amount of $1,723,000 (interat of 8.4%). The new term note payable requiredthly interest
payments plus quarterly principal payments in tim@ant of $425,000 until maturity on May 14, 2007aich time
the entire outstanding principal balance would e dOn November 18, 2005, we prepaid $4,000,000mbank term
loan payable.

On February 3, 2006, the unsecured bank term lagalpe was assigned to NHI. The assigned loan as

amended requires monthly interest payments ahtbeeist rate of 30 days LIBOR plus 1.00% (6.35%extember 31,
2006). The unpaid principal ($8,750,000 at Decarie 2006) is due at maturity (January 2, 2008).
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Our loan agreement requires maintenance of speéaferating ratios and stockholders’ equity by NHE.
of December 31, 2006, we have met all such covenaiie have no additional borrowing agreementsaeihber 31,
2006.

NOTE 9. COMMITMENTS, CONTINGENCIES AND GUARANTEES

As discussed in Note 3, at such time as our lediseNHC is terminated for any reason or expires,ame
committed to purchase from NHC at fair market vduéding additions constructed by them at centevaed by us.
Our lease with NHC currently expires on December2B17, with an option to extend the lease for dditenal ten
years at fair market value.

The fair market value of any additions at the timh¢he lease termination shall be calculated adetbser of
(1) the appraised value of the addition or (2)dbestruction cost incurred by NHC plus 50% of appraised value
increase over cost. In addition, NHC agrees, @RMHiequest, to finance NHR’s purchase of the &mldivith a floating
rate, interest only note at the prime rate of eséfor a period of up to two years. Additionsiatcenters costing
approximately $30,586,000 are currently plannetiDécember 31, 2006, expansion construction is ¢etegh at three
centers (cost $13,207,000) and is underway at emtecs (expected total cost of $10,976,000, $708@4incurred).
Construction of the sixth addition is expectedegin in 2007 (estimated cost to complete $6,403,008e cost of this
potential commitment, if any, cannot be determiatethis time.

At December 31, 1997, in order to protect our REt&tus, certain NHC unitholders received limited
partnership units of NHR/OP, L.P. rather than shafecommon stock of NHR. As a result of certamitholders’
involuntary acceptance of NHR/OP, L.P. partnersimijs to benefit all other unitholders, we haveemahified those
certain unitholders for any tax consequence reguiitom any involuntary conversion of NHR/OP, LpBrtnership units
into shares of NHR common stock. The indemnifaatxpires at such time as the NHR/OP, L.P. urdirsl are in
a position to voluntarily convert their partnershigits into NHR common stock on a tax free basthouit violating
applicable REIT requirements. The cost of thisptial commitment, if any, cannot be determinethisttime.

We believe that we have operated our business tnqlity as a REIT under Sections 856 through &6
the Internal Code of 1986, as amended (the “Codrt) we intend to continue to operate in such a emrtmt no
assurance can be given that we will be able toifguat all times. If we qualify as a REIT, we wilenerally not be
subject to federal corporate income taxes on auinneme that is currently distributed to stockteskl This treatment
substantially eliminates the “double taxation™tfe corporate and stockholder levels) that typjcabiplies to corporate
dividends. Our failure to continue to qualify unttee applicable REIT qualification rules and regigdns would cause
us to owe state and federal income taxes and wad a material adverse impact on our financiaitipos results of
operations and cash flows.

NOTE 10. STOCK OPTION PLAN

The Compensation Committee of the Board of Direc{tthe Committee”) has the authority to select the
participants to be granted options; to designathimwiexisting tax law requirements whether the mptjranted is an
incentive stock option (“ISO”), a non-qualified apt, or a stock appreciation right; to establish tumber of shares
of common stock that may be issued upon exerciizeodption; to establish the vesting provisiondny award; and
to establish the term any award may be outstandihg.exercise price of any ISO’s granted will betess than 100%
of the fair market value of the shares of commonlsbn the date granted and the term of an ISOmoalge any more
than ten years. The exercise price of any nonHipthbptions granted will not be less than 100%h&f fair market
value of the shares of common stock on the datetgglaunless so determined by the Committee.
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Our stockholders have approved the 1997 Stock @p@tiwl Appreciation Rights Plan and the 2005 Stock
Option, Restricted Stock and Stock Appreciationti&gdPlan under which options to purchase sharesroéommon
stock are available for grant to our consultardsisors, directors and employees at a price ndthessthe market value
of the stock on the date the option is grantedan@r of options to our directors of 5,000 shara eae granted
automatically on the date of our annual sharehatdssting. Grants to directors vest immediatelymissued and have
a term of five years. No options except thoseuodirectors are currently outstanding.

The fair value of each option award was estimatethe grant date, using the Black-Scholes optiduaten
model with the weighted average assumptions inglitat the following table. Generally, awards aibjsct to clift
vesting. Each grant is valued as a single awattul avi expected term based upon expected emplogddsranination
behavior. Compensation cost is recognized ontthight-line attribution method. The straight-liaribution method
requires that compensation expense is recognidedsttequal to the portion of the grant-datevfalue that is vested
at that date. The expected volatility is derivethg daily historical data for periods preceding tlate of grant. The
risk-free interest rate is the approximate yieldtos United States Treasury Strips having a lifieadtp the expected
option life on the date of grant. The expectegliifan estimate of the number of years an optidbevheld before it
is exercised. The following table summarizes fleenents used for the Black-Scholes option valuatimalel:

Year Ended
12/31/06 12/31/05 12/31/04
Dividend yield 8.60% 7.79% 9.03%
Expected volatility 23.9% 25.4% 32.9%
Expected lives 4.3 years 5 years 5 years
Risk-free interest rate 5.01% 3.81% 3.58%
Expected forfeiture rate 0.00% 0.00% 0.00%
The following table summarizes option activity:
Weighted Aggregate

Number Average Instrinsic

of Shares  Exercise Price Value
Outstanding December 31, 2003 412,000 $ 8.75 —
Options granted 20,000 16.50 —
Options exercised (108,520) 8.52 —
Options forfeited (20,000 11.42 —
Outstanding December 31, 2004 303,480 9.17 —
Options granted 30,000 19.25 —
Options exercised (244,480) 6.11 —
Options forfeited (29,000 8.38 —
Outstanding December 31, 2005 60,000 17.29 —
Options granted 30,000 17.71 —
Options exercised (12,401) 16.05 —
Options cancelled (7,599) 18.51 —
Options forfeited (5,000 19.25 —
Outstanding December 31, 2006 65,000 7.7 $409,000
Options exercisable 65,000 $17.72 $409,000

At December 31, 2006, 65,000 options outstandiaggercisable. Exercise prices on the optionser&ogn
$14.80 to $19.25. The weighted average contratifaadf options outstanding at December 31, 2008.1.8 years.
Our policy is to issue new shares to satisfy shptien exercises. We have reserved 1,015,526 sbaoemmon stock
for issuance under the stock option plan. At DdwerB1, 2006, 1,059,041 shares of common stockm&ssued under
the stock option plan.
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The weighted average fair value per share of optgpanted was $1.61 per share, $1.99 per shar&2a06
per share for 2006, 2005 and 2004, respectivehe tdtal intrinsic value of stock options exerciskeding the twelve
months ended December 31, 2006 was $159,000.

Effective January 1, 2006, we adopted Statemdritaicial Accounting Standards No. 123(R), “Shassdi
Payment” (“SFAS 123(R)"), using the modified prosipee application transition method. Under thisthos,
compensation cost is recognized, beginning Jari&906, based on the requirements of SFAS 123l share-
based payments granted after the effective datebased on Statement of Financial Accounting Staisdido. 123,
“Accounting for Stock-Based Compensation (“SFAS”)X8r all awards granted to employees prior toukry 1, 2006
that remain unvested on the effective date. Roidanuary 1, 2006, we applied Accounting Prinsifdeard Opinion
No. 25, “Accounting for Stock Issued to Employe€PB 25") and related interpretations in accougtfior our
employee stock benefit plans. Accordingly, no cenmgation cost was recognized for stock optionstgdannder the
plans because the exercise prices for optionsepgamére equal to the quoted market prices on thierogrant dates
and all option grants were to employees or diresctdtesults for prior periods have not been redtate

As a result of adopting SFAS 123(R), the Companggeized $48,000 of compensation expense for the ye
ended December 31, 2006. SFAS 123(R) requireshbdienefits of tax deductions in excess of anwretognized
as compensation cost be reported as a financitgflcas, rather than an operating cash flow, as ireguunder prior
accounting guidance. No tax deductions in excéssnounts recognized as compensation costs haverbeerded
for the year ended December 31, 2006.

NOTE 11. EARNINGS PER SHARE

We have calculated earnings per share in accordaiticeStatement of Financial Accounting Standards N
128 (as Amended), “Earnings per Share” (SFAS 1B&sic earnings per share is based on net incomepasged in
the consolidated statements of income and the wetigtverage number of common shares outstandimgdte year.

Diluted earnings per share assumes the exerciteak options into shares of NHR common stock ugieg
treasury stock method. For purposes of calculatihged earnings per share, there is no adjusttoemét income as
reported in the consolidated statements of income.

NOTE 12. LIMITS ON COMMON STOCK OWNERSHIP

Our Articles of Incorporation limit the percentagfeownership that any person may have in our ondhitey
common stock to 9.8% of the aggregate of the oudigtg stock. This limitis necessary in orderdduce the possibility
of our failing to meet the stock ownership requiesits for REIT qualification under the Internal Rewe Code of 1986,
as amended.

NOTE 13. COMMON STOCK DIVIDENDS (Unaudited)

Actual dividend payments per share to our commacksiolders are characterized in the following marfoe
tax purposes in 2006:

Dividend Taxable as Non-Taxable
Payment Date Ordinary Income Return of Capital Totals
April 14, 2006 $.278825 $.053675 $ .3325
July 14, 2006 .278825 .053675 .3325
October 16, 2006 .278825 .053675 .3325
January 16, 2007 .378825 .053675 4325
$1.215300 $.214700 $1.4300
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NOTE 14. SELECTED QUARTERLY FINANCIAL DATA
(Unaudited, in thousands, except per share amount)

The following table sets forth selected quarteimaicial data for the two most recent fiscal years.

1st Quarter  2nd Quarter 3rd Quarter  4th Quarter

2006

Revenues $5,163 $4,980 $4,999 $4,995
Non-Operating Income 125 190 204 343

Net Income 3,103 2,933 3,033 3,338

Basic Earnings Per Share 31 .29 .30 .34
Diluted Earnings Per Share 31 .29 .30 .34
2005

Revenues $4,900 $4,938 $4,948 $4,986
Non-Operating Income 123 138 156 152

Net Income 2,783 2,828 2,805 2,861

Basic Earnings Per Share .29 .29 .28 .29
Diluted Earnings Per Share .28 .29 .28 .29

The per share amount shown above may not add tartheal amounts reported due to differences in the
calculation of weighted average shares.

In the fourth quarter of 2006, general and admiaiiste expenses decreased primarily due to fraadhais
expense credits of $798,000 related to statuteatiquis. The increases were offset in part duedeased expenses
of approximately $515,000 related to the potemtiatger with NHC.

NOTE 15. PROPOSED MERGER AGREEMENT BETWEEN NATIONA L HEALTH REALTY, INC. AND
NATIONAL HEALTHCARE CORPORATION

On December 20, 2006, National Health Realty, &md National HealthCare Corporation and its wholly-
owned subsidiaries, NHC/OP, L.P. and Davis AcqioisiSub LLC, entered into an Agreement and Plavieger (the
“Merger Agreement”). Pursuant to the Merger Agreatmand subject to receipt of the required stoakdrol/ote,
National Health Realty, Inc. will consolidate with newly formed wholly-owned subsidiary New NHR¢l, as the
result of which a new Maryland corporation (the fSolidated Company”) will be formed. Subject te tieceipt of
the required stockholder vote, regulatory appr@radl consummation of certain other transactionsifspgdn the
Merger Agreement, the Consolidated Company withieeged with and into Davis Acquisition Sub LLC (therger”)
which will continue as a wholly-owned subsidiary™NfIC/OP, L.P. and shall succeed to and assumkeeatights and
obligations of the Consolidated Company.

Pursuant to the Merger Agreement, each outstaradingnon share of the Consolidated Company not owned
by National HealthCare Corporation, Davis AcqusitSub LLC or NHC/OP, L.P. will be converted inte tright to
receive one share of National HealthCare Corpar&gries A Convertible Preferred Stock (the “Pref@Stock”), plus
$9.00 in cash. Each share of the Preferred Stdtheventitied to cumulative annual preferred demds of $0.80 per
share and will have a liquidation preference of. $%%er share. The Preferred Stock will be listedhe American
Stock Exchange and will be convertible at any tiatehe option of the holder into 0.24204 sharedNafional
HealthCare Corporation common stock, subject tasidjent.

Completion of the Merger is subject to Hart-Scotidivo anti-trust review and approval by sharehadsr

National HealthCare Corporation of the NHC propasal shareholders of National Health Realty, Ifiche NHR
proposal. There can be no assurance that suchwaemill be granted.
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Iltem 9. Changes in and Disagreements with Accoumés on Accounting and Financial Disclosure

None

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and ProceduresBased on their evaluation as of December 31, 20@6,
president and principal accounting officer of thmtpany have concluded that the Company’s disclasam&rols and
procedures (as defined in Rules 13a-15(e) and b%el} Linder the Securities Exchange Act of 1934nasnded) were
effective to ensure that the information requiiete disclosed by us in this Annual Report on FborK was recorded,
processed, summarized and reported within thepigmnieds specified in the SEC’s rules and instrungtifor Form 10-K.

Management's Report on Internal Control Over Finandal Reporting - We are responsible for establishing
and maintaining adequate internal control overrfaia reporting (as defined in Rule 13a-15(f) untter Securities
Exchange Act of 1934, as amended). We assessatféittiveness of our internal control over finahoeporting as
of December 31, 2006. In making this assessmentnanagement used the criteria set forth by therGittee of
Sponsoring Organizations of the Treadway Commigs@@®S0”) in Internal Control-Integrated Framewolke have
concluded that, as of December 31, 2006, our iateontrol over financial reporting is effectiveseal on these criteria.
Our independent registered public accounting fBRO Seidman, LLP, has issued an audit report orassessment
of our internal control over financial reportinghigh is included herein.
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Board of Directors and Stockholders
National Health Realty, Inc.
Murfreesboro, Tennessee

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINKERM

We have audited management's assessment, includeel accompanying Management’s Report on InteCoatrol
Over Financial Reporting, that National Health Rgdhc. and Subsidiaries maintained effectiverinét control over
financial reporting as of December 31, 2006, basedriteria established in Internal Control-IntegchFramework
issued by the Committee of Sponsoring Organizaiidrise Treadway Commission (COSO). National HeRittalty,
Inc. and Subsidiaries’ management is responsiblm&ntaining effective internal control over fir@al reporting and
for its assessment of the effectiveness of intecoatrol over financial reporting. Our responstlilis to express an
opinion on management's assessment and an opimtbe effectiveness of the Company's internal obotrer financial
reporting based on our audit.

We conducted our audit in accordance with the statsdof the Public Company Accounting Oversightri@d@nited

States). Those standards require that we plan arfdrm the audit to obtain reasonable assurancatakbether
effective internal control over financial reportingis maintained in all material respects. Our andltided obtaining
an understanding of internal control over finangglorting, evaluating management's assessmergtaad evaluating
the design and operating effectiveness of intecoatrol, and performing such other procedures asovsidered
necessary in the circumstances. We believe thaawdit provides a reasonable basis for our opinion.

A company's internal control over financial repogtis a process designed to provide reasonableasssuregarding
the reliability of financial reporting and the pegption of financial statements for external pugsads accordance with
generally accepted accounting principles. A comfzainyernal control over financial reporting incisithose policies
and procedures that (1) pertain to the maintenafieecords that, in reasonable detail, accuratedfairly reflect the

transactions and dispositions of the assets ottimpany; (2) provide reasonable assurance thagactions are
recorded as necessary to permit preparation afdiahstatements in accordance with generally aece@ccounting

principles, and that receipts and expendituree®@tbmpany are being made only in accordance witioazations of

management and directors of the company; and@8)ge reasonable assurance regarding preventionay detection

of unauthorized acquisition, use, or dispositiothefcompany's assets that could have a matefieat @h the financial

statements.

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or detaisstatements.
Also, projections of any evaluation of effectivesiés future periods are subject to the risk thatrads may become
inadequate because of changes in conditions, bthibadegree of compliance with the policies orcpdures may
deteriorate.

In our opinion, management's assessment that Nétit@alth Realty, Inc. and Subsidiaries maintaeféettive internal
control over financial reporting as of December 2006, is fairly stated, in all material respettased on criteria
established in Internal Control-Integrated Framdwissued by the Committee of Sponsoring Organinatiof the

Treadway, Commission (COSO). Also in our opinioafidnal Health Realty, Inc. and Subsidiaries méiretd, in all

material respects, effective internal control ofiaancial reporting as of December 31, 2006, basecriteria

established in Internal Control-Integrated Framéwiesued by the Committee of Sponsoring Organinatiof the

Treadway Commission (COSO).

We have also audited, in accordance with the stdsdzf the Public Company Accounting Oversight Bo@snited
States), the consolidated balance sheets of Natitewlth Realty, Inc. and Subsidiaries as of Decan3d, 2006 and
2005 and the related consolidated statements ofmagcstockholders’ equity and cash flows for eddhethree years
in the period ended December 31, 2006, and ourtepted March 16, 2007 expressed an unqualifiétiap

/s/ BDO Seidman, LLP

Nashville, Tennessee
March 16, 2007
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Changes in Internal Control - There were no changes in our internal control éimancial reporting during
the quarter ended December 31, 2006 that have ialbteffected, or are reasonably likely to meadyi affect our
internal control over financial reporting.

Our management, including our President and Prahéipcounting Officer, does not expect that oucltisure
controls and procedures or our internal controlprévent all error and all fraud. A control sgst, no matter how well
conceived and operated, can provide only reasonattebsolute, assurance that the objectiveseofadhtrol system
are met. Further, the design of a control systerstmeflect the fact that there are resource caimésy, and the benefit
of controls must be considered relative to thestsgo Because of the inherent limitations in aliteol systems, no
evaluation of controls can provide absolute assigdhat all control issues and instances of fréwahy, with NHR
have been detected.

Iltem 9B. Other Information

None.
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PART Il

Item 10. Directors, Executive Officers and Corporée Governance

NHR is directed by its seven person Board of Doext A director may be removed from office for sawnly.
Officers serve at the pleasure of the Board of @es for a term of one year. The following tapiees information
about our directors and executive officers:

Name and Address
of Directors and
Executive Officers

Age

Positiéh

Expiration of
term as
Director

J. Paul Abernathy
2102 Greenland Drive
Murfreesboro, TN 37130

71

Director

2007

Robert G. Adams
100 Vine Street, Suite 1400
Murfreesboro, TN 37130

60

Director, CEO & President

2009

W. Andrew Adams
750 S. Church Street, Suite B
Murfreesboro, TN 37130

61

Director & Chairman

2008

Ernest G. Burgess, I
7097 Franklin Road
Murfreesboro, TN 37128

67

Director

2008

James R. Jobe
707 Regal Drive
Murfreesboro, TN 37129

45

Director

2007

Richard F. LaRoche, Jr.
2103 Shannon Drive
Murfreesboro, TN 37129

61

Director

2009

Joseph M. Swanson
1188 Park Avenue
Murfreesboro, TN 37129

68

Director

2007

Donald K. Daniel
100 Vine Street, Suite 1200
Murfreesboro, TN 37130

60

Senior V.P. &
Controller
Principal Accounting Officer

Charlotte A. Swafford
100 Vine Street, Suite 1100
Murfreesboro, TN 37130

59

Senior V.P. &
Treasurer

WAl officers serve one year terms.
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Dr. J. Paul Abernathy (Independent Director) joitteelBoard in 2003 and is a retired general surgelenvas
in private practice at Murfreesboro Medical Clifriam 1971 until retirementin 1995. Previously seeved as a general
practice physician for Hazard Memorial HospitaHiazard, Kentucky. Lt. Col. Abernathy additionadbrved as a flight
surgeon for the Homestead Air Force Base in Flaaitih Chief of Surgery for the United States Airdeoat Keesler
Air Force Base in Mississippi. Dr. Abernathy twgmrved as President of the Rutherford County StRineer Academy
of Medicine and holds memberships in the Southezdibhl Society, the Southeastern Surgery Sociatyissa Fellow
in the American College of Surgeons. Dr. Aberndihg a B.S. degree from Middle Tennessee Stateetsity and
an M.D. degree from the University of Tennessee. Abernathy also serves as a director for NatidtedlthCare
Corporation. He serves on the Company’s Audit Citesy Compensation Committee and is Chairman ef th
Nominating and Corporate Governance Committee.

Robert G. Adams (CEO, President and Inside Dirgttas been a director of NHR since December 1967 an
was named President on November 1, 2004. HeadslasCEO of NHC. Mr. Adams has served NHC foy8ars -
three years as President, 15 years as Senior Vésgdent and 13 years on the Board of Directors. Adams has a
B.S. degree from Middle Tennessee State University.is the brother of W. Andrew Adams.

W. Andrew Adams (Affiliated Outside Director) resigd as President of NHR on November 1, 2004. ke no
serves as a hon-employee Chairman of the Boardhakleerved on the NHR Board since December 1997Adams
was also CEO of NHC from 1981 until November 2084 has served on its Board since 1974, currentlyirsg as
Chairman of the Board of NHC focused on stratetgoming. He additionally serves as President amai@an of the
Board of National Health Investors, Inc. and, tlgiohis wholly owned business, Management Advisayr&e, LLC,
acts as the investment advisor for NHI. In additioe serves on the Board of SunTrust Bank, NdshvHie is the
brother of Robert G. Adams and brother-in-law afést G. Burgess.

Ernest G. Burgess, Il (Affiliated Outside Directtias served as a director since December 199%eited
as Senior Vice President of Operations for 20 y&arBlHC before retiring in 1994. He now servestas Mayor of
Rutherford County, Tennessee. He has an M.S. ddigna the University of Tennessee, and also semméke Board
of Directors of National HealthCare Corporatione id the brother-in-law of W. Andrew Adams.

James R. Jobe (Independent Director), CPA, hagdaw a director since April 2006. He has beeartaer
in the CPA firm of Jobe, Hastings & Associates inrfleesboro, Tennessee since 2000 and was marfagerfom
from 1986 until 2000. He has over 20 years expegaen governmental accounting, auditing and cdimguand long-
term care consulting, including Medicare/Medicaidtcreporting, reimbursement planning and congulltilkir. Jobe
holds memberships in the American Institute of ifled Public Accountants, the Tennessee SocietZaftified
Accountants (member of Healthcare Committee anchdorMember of Governmental Accounting and Auditing
Committee), the Healthcare Financial Managemenbéiation and Tennessee Health Care AssociationJde serves
as the Audit Committee Chairman, and is a membdxotti the Compensation Committee and the Nominatirdy
Corporate Governance Committee. He received fsA.in accounting from Middle Tennessee State @rsity in
1984.

Richard F. LaRoche, Jr. (Independent Director)MidR’s Secretary and Vice President until May 2002w
he retired from active management positions. Heseaved as a director since 2005 and serves@seompensated
Secretary to the Board. He served 27 years witlCdkl Secretary and General Counsel and 14 ye&wsnéar Vice
President, retiring from those positions in May 20He has a law degree from Vanderbilt Universitgl an A.B.
degree from Dartmouth College. Mr. LaRoche curyesdrves as a director of National Health Investbrs. and
National HealthCare Corporation.
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Joseph M. Swanson (Independent Director) has seage@ director since August 2002. He is an
owner/manager of Swanson Development Company, &-gtate real estate development and leasing coynwéh
approximately 3 million square feet of buildingglasver 200 tenants. He is also the developer ef &000 acres of
commercial and residential property. AdditionalMy. Swanson is the owner and president of a 70 wéc
manufacturing and distribution company. He wasuméling shareholder and director of First City B&okn 1986
through 1995, and has served as a founding dire€®ank of Murfreesboro from 1995 through 2003r. Bwanson
is also a majority partner in a commercial conirectompany and trustee of a commercial real estataust that owns
and develops real estate. He serves on the NHRt Aaimmittee and the Nominating Corporate Goverpanc
Committee, and is Chairman of the Compensation Citteen

Donald K. Daniel (Senior Vice President and Coterdljoined NHC in 1977 as Controller, and has edrv
NHR in that capacity and as Principal Accountingdic@f since 1998. He also serves NHC as Senioe Piesident
and Controller and as the Principal Accounting €&ffi He received a B.A. degree from Harding Ursitgrand an
M.B.A. from the University of Texas.

Charlotte A. Swafford (Senior Vice President andaiurer) has been Treasurer of NHC since 198%asd
served NHR in that capacity since 1998. She jolEKC in 1973 and has served as Staff Accountantpswating
Supervisor and Assistant Treasurer. She has adBd®ee from Tennessee Technological University.

Board of Directors and Committees of the Board The Board of Directors held 10 meetings during 2006
All directors were present at the regularly scheduheeting of the Board and of committees on wihiel served, with
Dr. Abernathy being unable to attend the speclapteonic meeting on November 29, 2006. We strongdye, but do
not require, directors to attend the Annual MeetiAgthe 2006 Annual Meeting, all directors werettendance. The
American Stock Exchange listing rules require thatajority of the Board be comprised of independinectors. The
Board has identified Dr. Abernathy, Mr. Jobe, MaRoche and Mr. Swanson as independent directowsepEfor Mr.
LaRoche, the independent directors have no reksttips with us. Prior to May 22, 2002, Mr. LaRoulas an executive
officer of the Company; however, since May 22, 200d2. LaRoche has received no compensation frofouany
services other than that as a director for all fpegods after May 22, 2002. The Board of Diregstoas determined
(with the passage of time mandated by federal lagv AMEX regulations) that Mr. LaRoche is indepertdefhe
independent directors other than Mr. LaRoche ses/¢he members of NHR’s Audit Committee, Compeanasati
Committee and Nominating and Corporate Governareaniittee.

On August 14, 2006, a Special Committee was forroeahprised of Mr. Jobe and Mr. Swanson to negotiate
with the Special Committee of the Board of DirestofNational HealthCare Corporation (“NHC”) regagla potential
merger between the companies. During 2006 thei&gaemmittee held numerous informal and formal timeggs, both
separately and with the NHC Special Committee.rd@ eere five formal meetings of the full Board (umting two by
teleconference) during 2006 regarding the possilgiger. The NHR Special Committee retained outsidmsel and
an outside financial advisor for the purposes @fsidg them on the negotiations. Ultimately thetigsrnegotiated and
signed a Merger Agreement and Voting Agreement ecember 20, 2006.

The Board has formed and chartered three subcoeasjtthe charters of which are published on NHR’s
website atvww.nationalhealthrealty.contEach committee is comprised of three indeperdiestttors. Each committee
adopted its respective charter, which providesttteatommittees shall elect chairmen. These cot@enibeetings serve
as the vehicle for regularly scheduled executigsisas of the non-management directors. A pregiafificer is elected
by the non-management Board members at each exesatsion meeting that is held.

The Audit Committee and independent directors tedapted procedures to receive and address congplaint
regarding accounting, internal control, and andiissues. The full Board has adopted the NHR @bdghics and
the NHC Valuesline, which are described on the Camgis website and in this Form 10-K under the hegdi
“Shareholder Communications”.
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The Audit Committee consists of directors Jame¥lRe, J. Paul Abernathy and Joseph M. Swansomotge
that the Board has found that the members of ttditAlommittee meet the SEC and AMEX definition mfdependent
board member”; additionally, its Chairman, Jamedd&he, meets the SEC definition of “audit commifieancial
expert”. The Audit Committee formally met four g&sin 2006.

The Compensation Committee consists of directd?sul Abernathy, James R. Jobe and Joseph M. Swanso

The Compensation Committee adopted a formal cheotaplying with AMEX rules and has published thigder on
our website. The Company’s Investment Advisor eilees compensation for the officers of the Company
accordance with the Advisory Agreement and the tehasf this Compensation Committee. The Compeosati
Committee held one meeting in which it ratified ttempensation paid by the Investment Advisor fod&@ the
Company’s officers. Further meetings were deemeécessary during 2005 because all compensatiodetesnined

by the Company’s Investment Advisor. As can bex$smm the Compensation Table included in this Fa@¥K, our
executive officers receive only incentive awardstfeir performance. NHC determines the bonusdiseoéxecutive
officers of the Company in accordance with the Adwy Agreement and based upon the Compensation @mam
charter.

The Nominating and Corporate Governance Committesists of directors J. Paul Abernathy, Jamesise Jo
and Joseph M. Swanson. The Nominating and Comp@atvernance Committee’s responsibilities incluaeidling
assistance to the Board of Directors in identifyamgl recommending candidates qualified to sendirastors of the
Company, to review the composition of the BoarBiéctors, to develop, review and recommend goveaaaolicies
and principles for the Company and to review pecialty the performance of the Board of Directors.

The process followed by the Committee is to idgntjialified individuals for Board membership and
recommend them to the full Board for consideratiomhis includes all potential candidates, whethstially
recommended from management, other Board membshaogholders of the Company. Nominations by $todders
should be sent to National Health Realty, Inc., Yife Street, Suite 1400, Murfreesboro, Tennes3d&8@ Attn:
Nominating and Corporate Governance Committee. sici nominations by shareholders shall includedheidate’s
name, together with appropriate biographical infation of the candidate and a statement as to whisthshareholder
or group of shareholders making the recommendatisrbeneficially owned more than 5% of the Compa@ygmmon
Stock for at least one year as of the date themewndation is made. If the appropriate biograghidarmation is
provided on a timely basis, the Committee will eadé shareholder recommended candidates by folipsuibstantially
the same process, and applying the same criteriafalows for candidates submitted by others.

In determining whether to recommend a candidatén@®Board’s consideration, the Committee lookseibus
criteria including experience, an understandinghefhealth care industry, real estate, financeaadunting. The
principal qualification of a director is the abjlito act successfully on the shareholders’ behBlife Committee then
evaluates each nominee and does an internal raeking. Existing Board members are automaticallysadered by
the Committee for a term renewal. The Companyeliel that the collective experience and qualificetiof the
directors should provide a variety of understanding abilities that will allow the Board to fulfills responsibilities.
The Company has not paid a fee to any third partgéentify, evaluate or assist in identifying oatyating potential
nominees. The Nominating and Corporate Govern@uocemittee held one meeting in 2006.

Section 16(a) Beneficial Ownership Reporting Compince- Section 16(a) of the Securities and Exchange
Act of 1934 as amended requires officers, directansl persons who own more than 10% of the Compasyuiity
securities to file statements of changes in beréfmvnership (Forms 4 or 5) with the Securitiesl &xchange
Commission (the “SEC”) and the American Stock Exgea Officers, directors and greater than 10%ediwders are
required by SEC regulations to furnish the Compaitly copies of all such forms they file, and mustka such filings
with the SEC within two days of any applicable saction. The Company reminds all of the officard directors of
this requirement monthly.
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To our knowledge and based on the review of théesogf such forms received by it and monthly staets
provided by officers and directors, we believe ttating 2006 all filing requirements applicabledor officers,
directors, and greater than 10% beneficial ownerevgatisfied timely, except for two Form 4 filinfgs Ernest G.
Burgess - a sale of 5,000 shares on January 248,20®$19.00 per share and a sale of 5,000 shate$,J2006 for
$18.51 per share. Other than these two filingskm@v of no other untimely filings being made.

Code of Ethics -We have adopted a Code of Ethics for all employeffisers and directors. If there are any
amendments or waivers to the Code of Ethics, Ithveilpublished on our websitenf/w.nationalhealthrealty.com To
date there have been none. Copies of the CodiiakEuvill be furnished, free of charge, to angnetsted investor upon
receipt of a written request to the attention of ®Becretary at National Health Realty, Inc., P.BOx 1398,
Murfreesboro, Tennessee 37133.

Item 11. Executive Compensation
Compensation Discussion and Analysis

Since NHR was spun out from National HealthCargp@ration (“NHC”) at the end of 1997, our Investment
Advisor, NHC, has determined the compensation ofadficers in accordance with the Advisory Agreernand
pursuant to the charter of the Compensation CorealittVe make sure that the compensation of our shaxecutive
officers (“Named Executive Officers” or “NEQ’s”)ighs with the interests of our shareholders.

Cash CompensationSince the services of our NEO's are providedby Investment Advisor, the NEQ'’s
receive only incentive awards for their performant#HC determines the bonuses of the NEO's of tam@any in
accordance with the Advisory Agreement and based thee Compensation Committee charter. All ofafticers have
the responsibility for predetermined annual Comgdargncial and quality objectives and can earngremfince bonuses
from the Bonus Pool provided by the Investment Advithrough its “Executive Performance IncentivanPl These
bonuses are discussed below:

Equity Based Compensatiei®ur equity based compensation program is baged wraditional stock option
grants. We have maintained shareholder approeett siption plans since 1998. The most recent pias adopted
in 2005. Although these plans authorize the Corsagon Committee of the Board to issue varioussyealerivative
equity, including stock appreciation rights andnieted stock, only traditional stock option grahés/e been issued thus
far. Every stock option we have issued has bedm avi exercise price set at the trading price ofstock on the
American Stock Exchange on the stock option’s gdait¢. The objective of our stock option policydgh to reward
participants for their efforts by sharing in then@many’s stock value increase and, second, to ceesystem to assist
in retaining directors and officers. We accomplishlatter by granting five year stock optionshvah additional twelve
month period during which the Company can repurelzasexercised stock option from any employee whuoihates
employment.

Stock options were last granted to NEO’s in 19B8e Company has never repriced stock options.Bbhaed,
upon approval of the grants, has normally authdnmanagement to grant the stock options to nontgixecemployees
at their discretion.

Retirement and Post Employment CompensatidiiR does not offer any retirement or 401(k) glathese
plans are provided by the Investment Advisor toNiHC employees who provide services to NHR.

Fringe Benefits No fringe benefits are available to NEO’s orestpartners.
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2006 Summary Compensation Table

Change in
Pension
Value and
Non-
Non-Equity qualified
Incentive Deferred
Plan Compen- | All Other
Stock Option Compen- sation Compen-
Name and Principal Salary Bonus Awards Awards sation Earnings sation Total
Positiort Year (%) (%)@ (%)@ (%)™ ($)® $) ($)® $)
(@) (b) (©) (d) (e) ® @ (h) 0] 0]

Robert G.
Adamg”
President & CEO 2004 -0 150,000 -0- - -P- -p- -p- 150,900
Donald K.
Daniel, Sr.
VP & Controller
PAO 2006 -0- 50,000 -04 -0 -0 -0 -Of 50,040
Charlotte A.
Swafford,
Sr. VP &
Treasurer 2006 -0 50,000 -0- -@ -0- -(|)- q) 50,0p0

WThere are only three executive officers of the Canyp

@ NHR’s NEO's receive bonuses through the Investnfahtisor's Executive Performance Incentive PlanheT
Compensation Committee considers and if it deenmsogpiate, approves the allocation fo the bonus wan®
recommended by the Investment Advisor.

®No stock awards were made to Named Executive Qffioekey employees during 2006.

“None of the Names Executive Officers were grantgibo awards in 2006.

®The Company does not have a “Non-Equity Incentia@’Por compensation.

©®The Company does not have pension or deferred awagien plans.

MRobert G. Adams is also a director of NHR but reegino compensation as a director.

2006 Grants of Plan-Based Awards

No grants of plan-based awards were made in 2006.

2006 Outstanding Equity Awards at Fiscal Year End

No equity awards were issued in 2006 and currehtlye are no outstanding grants to executive affioe
other key employees of the Company. All outstagditock option grants have been exercised in puswears.

2006 Option Exercises and Stock Vested

No options were exercised by and no stock vesteNE®D’'s during 2006.
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2006 Pension Benefits

The Company does not offer any pension benefitsplan
2006 Nongqualified Deferred Compensation

None.

Director Compensation

Our historic and current principle of directorshepensation is that the directors (as the policynmsafa the
Company) should be compensated primarily by insénisithat track the financial and quality perforogof the

Company and only secondarily by cash compensati@ncordingly, director compensation is divided irtt@o
components:

Equity Awards- Under a Board of Directors Stock Option Planrappd by the Company’s shareholders,
directors receive a five year stock option, grarmted issued on the day of the first annual meetfrige shareholders
each year with an exercise price set at the clqmieg of NHR’s common stock on that day. Suchiaoys expire at the
end of five years and vest immediately upon grdite Board has historically paid little attentiancompensation of

comparable companies because it has been abléractand retain independent Board members at tinesrat
compensation level.

Cash CompensationDirectors receive cash compensation based otingseactually attended in person.
There is no compensation for telephonic meetifigee current compensation is $2,000 per meetinga@ékand is an
amount which was recommended to the Board by thef@&xecutive Officer but which may be set at theaRl's
discretion. Since 2002, the Company has also efeattand created three Board committees: the Naoiminand
Corporate Governance Committee, the Compensatiom@itee and the Audit Committee. No additionalrpants
are made to either committee members or the chaiofitnese committees; it being the Board’s ustettice to meet
as a group for all committee meetings and thenuwadjmto the full Board meeting.

2006 Director Compensation

Non- Change in
Equity Pension Value
Fees Incentive and Non-
Earned Plan qualified All Other
or Paid Stock Option Compen- Deferred Compen-
in Cash Awards | Awards sation Compensation sation Total
Name $) %) ) %) Earnings $) )
(@) (b) (c) (d) (e) () 9 (h)
J. Paul Abernathy 10,000 — 8,035 —+ -+ -+ 18,035
Robert G. Adams — — — — — — —
W. Andrew Adams 10,004 — 8,03p — — — 18,085
Ernest G. Burgess, lll 10,000 — 8,035 —+ -+ —+ 18,435
James R. Jobe 21,000 —+ 8,085 + + + 29,035
Richard F. LaRoche, Jr. 18,000 —+ 8,085 + + + 26,({)35
Joseph M. Swanson 25,040 —+ 8,085 + + 1T 33,4)35
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From time to time the Board may form independemimittees. These committees are empowered to retain
outside advisors and pay themselves additional eoswgtion for their work. Mr. Robert G. Adams asCC& the
Company, receives no compensation for service @®Btard of Directors. Mr. W. Andrew Adams was cemgated
for attendance at five regular Board meetings dL2i006, receiving $2,000 per meeting. Directot Bbgobe passed
away unexpectedly at the end of March 2006. JodbHe attended one Board meeting in 2006 and erapensated
$2,000 for the regular Board meeting in JanuaryApril 2006, the Board elected James R. Jobe Jbkl H. Jobe’s
son) to fill the vacant position. Mr. James R.dlatiended three Board meetings in 2006 for whéctebeived $2,000
per meeting. Directors Abernathy, Burgess and Sasaeach attended five Board meetings in 2006iviegeb2,000
per meeting. Mr. LaRoche attended five Board mestiin 2006 for which he received $2,000 per mgeéind
additionally received $2,000 per quarter for hiskws Board Secretary. Directors (James R.) Jotd&wanson served
on the Special Committee of the Board for purpagdébe proposed merger of the Company and NatidealthCare
Corporation, for which they were each compensaiégdRo0.

The Company'’s directors do not participate in athepcompensation plans or programs of the Company.

Pursuant to the Company’s shareholder approved®irs Stock Option Plan, directors who are notexiee
officers annually receive an option to purchas@® ghares of the Company’s common stock at itsrgigeice on the
date of the first annual shareholders meeting éachl year. Pursuant to FASB 123R, the 5,000eshérat were
granted on May 3, 2006 have received an accourthge of $1.6069 per share. The option exercime for these
shares is $17.71 per share. On December 22, PO0Bpernathy exercised the 5,000 shares that gieneted to him
on May 3, 2005 at $19.25 per share and 5,000 siaaesed to him on May 3, 2006 at $17.71.
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Iltem 12. Security Ownership of Certain BeneficiaDwners and Management and Related Stockholder Matts

The outstanding voting securities of NHR as of Delger 31, 2006 consisted of 9,951,864 shares of @ymm
stock, par value $.01 per share. The followingimfation is based upon (a) filings made by the gresor entities
identified below with the Securities and Exchangenghission (“SEC”) or (b) reports provided by thegDsitory Trust
Company. Except as set forth below, on Decembg2@16, no person was known to us to own beneffjaiabre than
5% of the outstanding common stock:

1) 2 ©)) (4)
Title Name and Address of Beneficial | Amount and Nature of Percent
of Class Owner Beneficial Ownership | of Class?
Common Stock| W. Andrew Adams 1,274,089 12.8%

750 S. Church Street, Suite B
Murfreesboro, TN 37130

Common Stock| National Health Corporation 1,271,149 12.8%
P. O. Box 1398
Murfreesboro, TN 37133

Common Stock| T. Rowe Price Associates, Inc. 951,70 9.6%
100 E. Pratt Street
Baltimore, MD 21202

Common Stock| T. Rowe Price Small-Cap Value 757,606 7.6%
Fund, Inc.

@ This is ownership calculated in accordance wittugiey and Exchange Commission Rules and not inrience with real estate
investment trust regulations.

@ Included as shares beneficially owned are uniténaifed partnership interest in NHR/OP, L.P. then@any’s operating
subsidiary. National Health Corporation has 64@.8ach units and Mr. W. A. Adams’ family partnegstias 571,754 such units.
Although these units cannot vote, they may be exgéd for shares of the Company’s common stocksir based on the then fair
market value of NHR common stock, as elected byGeaeral Partner of NHR/OP, L.P. This exchange ihesme tax
consequences to the holder but not NHR and in sirmemstances to NHR. See Note 9 to the ConselitlBinancial Statements.
® These securities are owned by various individuadsimstitutional investors for which T. Rowe Prikssociates, Inc. and T. Rowe
Price Small-Cap Value Fund, Inc. (collectively ‘¢&1) serve as investment advisor with power todinevestments and/or sole
power to vote the securities. For purposes oféperting requirements of the Securities and Exgbakct of 1934, Price is deemed
to be a beneficial owner of such securities; howeReice expressly disclaims that it is, in fatte beneficial owner of such
securities.
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The following table presents the security ownersfitpanagement, showing the ownership of directams)ed

executive officers (NEO) and directors and exeeutfficers as a group:

1) ) ®3) 4
Title Name of Amount and Nature of Percent
of Class Beneficial Owner Beneficial Ownershiy of Class
Common Stock| J. Paul Abernathy, Director 10,588 *
Common Stock| Robert G. Adams, Director and NEO 43R0 4.4%
Common Stock| W. Andrew Adams, Director 1,274,081 12.8%
Common Stock| Ernest G. Burgess, lll, Director 165,000 1.7%
Common Stock| James R. Jobe, Director 5,000 *
Common Stock| Richard F. LaRoche, Jr., Director 38,71 3.8%
Common Stock| Joseph M. Swanson, Director 20,000 *
Common Stock| Donald K. Daniel, NEO 139,273 1.4%
Common Stock | Charlotte A. Swafford, NEO 152,978 1.5%
Common Stock| Directors and Executive Officers
as a Group 2,585,943 26.0%

*Less than 1%.

WAmounts assume exercise of stock options outstgndirtluded in the amounts above are option skerésllows: Dr. Abernathy

(0); Mr. W. A. Adams (10,000); Mr. R. G. Adams (®)r. Burgess (25,000); Mr. Jobe (5,000); Mr. LaRe¢h0,000); Mr. Swanson
(15,000); Mr. Daniel (0); and Ms. Swafford (0),wlich all may be acquired upon the exercise ofkstgtions granted under the
2002 Stock Option Plan.

@None of the shares owned by members of managemeatieen pledged as security for any obligatioept@s follows: 571,754

shares by W. Andrew Adams; 45,000 shares by EfdeBurgess, Ill; 5,000 shares by Joseph M. Swarewh;123,978 shares by
Charlotte A. Swafford.
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Number of securities
remaining available for
future issuance under
Number of securities to Weighted average equity compensation
be issued upon exercisq exercise price of plans [excluding
of outstanding options, outstanding options, securities reflected in
Plan category warrants and rights warrants and rights column (a)]
(a) (b) (€)
Equity compensation
plans approved by 1997 Plan: 15,526
security holders 65,000 $17.72 2005 Plan: 1,000,000
Equity compensation
plans not approved by
security holders -0- N/A N/A
Total 65,000 1,015,526

Item 13. Certain Relationships and Related Transdmons, and Director Independence

NHC Master Lease Agreemerg8ee “ltem 1. Busines®IHC Master Agreement to Leased Note 3 of Notes
to Consolidated Financial Statements containedmere

Advisory Agreement See “Item 1. BusinesRdvisory Agreemerdand Note 3 of Notes to Consolidated
Financial Statements contained herein.

Proposed Merger Between NHR and NHEee Management’s Discussion and Anaj\Risposed Merger
between National Health Realty, Inc. and NationalakhCare Corporatiorand Note 15 of Notes to Consolidated
Financial Statements contained herein.

Policies and Procedures for Related Party Persoesi®v -While the Company has yet to adopt a formal
written policy, the Audit Committee of our Board Directors evaluates any transaction, arrangemerationship
in which NHR and any of its subsidiaries is a maptnt and the amount involved exceeds $120,0G0hich an
executive officer, director, director nominee or 88ickholder (or their immediate family membersjofeof whom we
refer to as a “related party”) has a direct orriedi material interest.
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A related party transaction reviewed under thegyokill be considered ratified if it is approved the Audit
Committee (the “Committee”) after full disclosurktbe related party’s interest in the transactiés. appropriate for
the circumstances, the Committee will review anadsier:

. the related party’s interest in the related padpnsaction;

. the approximate dollar value of the amount invdluethe related party transaction;

. whether the transaction was undertaken in thenarglicourse of the Company’s business;

. whether the terms of the transaction are propdsduke, or were, entered into on terms no less
favorable to us than terms that could have beehawe been, reached with an unrelated third party;

. the purpose of, and the potential benefits tofuthe transaction;

. whether any alternatives were considered that dvoat have involved a transaction with a related
party;

. any other information regarding the related p&rapsaction or the related party in the contexhef
proposed transaction that would be material tostors in light of the circumstances of the partcul
transaction.

The Committee may approve transaction only if tben@ittee determines that, under all of the circamses,
the transaction is in the Company’s best interédie Committee may impose any conditions on the fzmy in
connection with the related party transaction thdéems appropriate.

Item 14. Principal Accountant Fees and Services

The firm of BDO Seidman, LLP has served as ourpeaelent registered accounting firm since 2004.

The following table summarizes fees for professiceavices provided to us by BDO Seidman, LLP Fa t
years ended December 31, 2005 and 2006.

2005 2006
Audit Fees (review of the Company’s financial staé@ts included in Form 10-Q,
audit of the annual financial statements and Sa®b&xley Section 404 attestation
services) $96,130( $119,17(

Audit-Related Fees (assurance and related senddbe audit) — —

Tax Fees (tax compliance, tax advice and tax pray)ni — —

All other fees — —

We were not billed for any other services for flsgzar 2006.

All the services described above were approvedunydoidit Committee. In accordance with the chaoter
our Audit Committee and consistent with the pobaié the Securities and Exchange Commission, ditiag services
and all non-audit services to be provided by amiependent registered public accounting firm of@loenpany shall
be pre-approved by the Audit Committee.
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PART IV
Item 15. Exhibits, Financial Statements and Finarial Statement Schedules
a) N Financial Statements:
The Financial Statements are included in Item 8apdiled as part of this report.

(2) Financial Statement Schedules:
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINKERM
ON FINANCIAL STATEMENT SCHEDULES

Board of Directors and Stockholders
National Health Realty, Inc.
Murfreesboro, Tennessee

The audits referred to in our report dated March2D®7 relating to the consolidated financial stests of
National Health Realty, Inc. and Subsidiaries, Wh&contained in Item 8 of this Form 10-K includikd audit of the
financial statement schedules listed in the accoryipg index. These financial statement schedutes the
responsibility of the Company’s management. Ospoasibility is to express an opinion on theserfaial statement
schedules based upon our audits.

In our opinion, such financial statement schedptesent fairly, in all material respects, the infation set

forth therein.

/s/ BDO SEIDMAN, LLP

Nashville, Tennessee
March 16, 2007
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Column A

Description

Health Care Centers (6)
Florida

Health Care Centers (1)
Missouri

Health Care Centers (7)
South Carolina

Health Care Centers (2)
Tennessee

Assisted Living Facilities (1)
Alabama

Assisted Living Facilities (3)
Florida

Assisted Living Facilities (2)
Tennessee

Independent Living Centers
@

Tennessee

NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
SCHEDULE Il - REAL ESTATE AND ACCUMULATED DEPREMTION

DECEMBER 31, 2006
(dollars in thousands)

Column B Column C Column D Column E Column F Column G Column H
Costs capitalized Amount at which carried at
subsequent to close of period
Initial Cost to Company acquisition
Bldg. & Bldg. &
Encum- Improve- Improve- Carrying Improve- Accumulated tdaf Date
brances Land ments ments Costs Land ments Total Depreciation  Construction  Acquired
$ — $5,735 $ 40,820 $ — $ — 5%35 $ 40,820 $ 46,555 $17,530 N/A 12/31/97
— 123 3,728 — — 123 3,728 3,851 1,656 N/A 31297
— 6,145 36,215 — — 6,145 36,215 62,3 15,925 N/A 12/31/97
— 874 11,474 — — 874 11,474 12,348 3,686 N/A 12/31/97
— 268 5,468 — — 268 5,468 5,736 2,524 N/A 123
— 3,414 21,698 — — 3,414 21,698 25,112 9,138 N/A 12/31/97
— 886 13,434 — — 886 13,434 14,320 4,319 A N/ 12/31/97
— 2,019 14,931 — — 2,019 14,931 16,950 3,091 N/A 12/31/97
$_— $19,464 $147,768 $ — $_ — $19,464  $147,768  $167,232 $57,869

(A) The aggregate cost for federal income tapppses is approximately $172,600.
(B) Depreciation is calculated using depreciatives up to 40 years for all completed facilities
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NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
SCHEDULE Il - REAL ESTATE AND ACCUMULATED DEPREMTION
FOR THE YEARS ENDED DECEMBER 31, 2006, 2005 AND 200

Investment in Real Estate:
Balance at beginning of period
Cost of real estate sold
Balance at end of year

Accumulated Depreciation:

Balance at beginning of period

Addition charged to costs and expenses

Recognition of sale of assets for mortgage notesivable
Balance at end of year
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2006 2005 2004
(in thousands)

$167,232 $167,232 7@IAE
— — (39
$167,232  $167,232 $167,232

$52,178 $ 46,306 0,840
5691 5,872 5,966

$ 57869 $ 52178 $ 46,306



NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
SCHEDULE IV - MORTGAGE LOANS ON REAL ESTATE
DECEMBER 31, 2006

Column A Column B Column C Column D Column E Column F Column G Column H

Principal Amount
of Loans Subject

Final Monthly Original Face Carrying to Delinquent
Interest Maturity Payment Amount of Amount of Princijpal
Description Rate Date Terms Prior Liens Mortgages Mortgages Interest

(in thousands)
LONG-TERM CARE

FACILITIES :
First Mortgage Loans:
Brownsburg, Castleton &

Plainfield, Indiana (C) 10.50% March, 2012 $130 n&o $12,046 $ 3,546 None
Sarasota, Florida(A) Prime plus 2% Feb. 2016 52 None 506,3 4,948 None
(10.25% at 12/31/06)
Ocoee, Florida (B) 8.5% to 9.0% Apr. 2014 47 None 5,700 ,042 None
(A) Balloon payments of approximately $1,578,000 dueaturity.
B) Balloon payment of approximately $2,131,000 dtenaturity.
©) Balloon payments of approximately $3,874,000 aumaturity.
Q) See Note 5 of Notes to Consolidated Financiale®tents.
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NATIONAL HEALTH REALTY, INC. AND SUBSIDIARIES
SCHEDULE IV - MORTGAGE LOANS ON REAL ESTATE (Contired)
FOR THE YEARS ENDED DECEMBER 31, 2006, 2005 AND 200

2006 2005 2004
(in thousands)

Reconciliation of mortgage loans:

Balance at beginning of period $13,207  $13,553 4,386
Deductions during period:

Collection of principal 666 346 31,042
Balance at end of period $12,541 $13,207  $13,553

All other schedules are not submitted becausedheyot applicable or not required or becausedbeired
information is included in the financial statemeotsiotes thereto.

3) Exhibits:

Reference is made to the Exhibit Index of this F&f¥K Annual Report.
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{the Securities Exchange Act of 1934, the reait
has duly caused this report to be signed on itsalbeby the undersigned, thereunto duly authorized.

NATIONAL HEALTH REALTY, INC.

BY:/s/ Robert G. Adams
Robert G. Adams
President

Pursuant to the requirements of the Securities &xgh Act of 1934, this Report has been signed bblow
the following persons on behalf of the registramid ain the capacities and on the dates indicated.

Signature

/s/ W. Andrew Adams

W. Andrew Adams

/s/ Donald K. Daniel

Donald K. Daniel

/s/ James Paul Abernathy

James Paul Abernathy

/sl Ernest G. Burgess, llI

Ernest G. Burgess, I

/s/ James R. Jobe

James R. Jobe

/s/ Joseph M. Swanson

Joseph M. Swanson

/s/ Richard F. LaRoche, Jr.

Richard F. LaRoche, Jr.

Title Date
Chairman March 16, 2007
Sr. Vice President & Controller March 16, 2007

Principal Accounting Officer
(Principal Financial Officer)

Director March 16, 2007
Director March 16, 2007
Director March 16, 2007
Director March 16, 2007
Director March 16, 2007

63






