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UNITED STATES SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549
FORM 10-KSB
(Mark One)
b ANNUAL REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT

OF 1934
For the fiscal year ended December 31, 2006

0 TRANSITION REPORT UNDER SECTION 13 OR 15(d) OF THE EXCHANGE ACT
For the transition period from to
Commission file number 333-131542
AdCare Health Systems, Inc.
(Exact name of small business issuer in its charter)

Ohio 31-1332119
(State or other jurisdiction of (LR.S. Employer Identification No.)
incorporation or organization)

5057 Troy Rd, Springfield, OH 45502-9032
(Address of principal executive offices) (Zip Code)
Issuer s telephone number (937) 964-8974
Securities registered under Section 12(b) of the Exchange Act:

Title of each class Name of each exchange on which registered
Common Stock, no par value American Stock Exchange
Securities registered under Section 12(g) of the Exchange Act: None

Check whether the issue is not required to file reports pursuant to Section 13 or 15(d) of the Exchange Act. o
Check whether the issuer (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act during
the past 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. Yes p No o
Check if there is no disclosure of delinquent filers in response to Item 405 of Regulation S-B contained in this form,
and no disclosure will be contained, to the best of registrant s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-KSB or any amendment to this Form 10-KSB. p
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). o
Yes b No
State issuer s revenues for its most recent fiscal year: $22,549,485
State the aggregate market value of the voting and non-voting common equity held by non-affiliates computed by
reference to the price at which the common equity was sold, or the average bid and asked price of such common
equity, as of a specified date within the past 60 days. (See definition of affiliate in Rule 12b-2 of the Exchange Act.)

As of March 9, 2007, the issuer had 3,789,129 common shares outstanding. The aggregate market value of the
common shares held by non-affiliates of the issuer (3,258,217 shares) was approximately $7,298,406 based upon the
average bid and asked prices ($2.24) on such date.

The number of shares of Common Stock, no par value, of AdCare Health Systems, Inc. outstanding as of

December 31, 2006 was 3,786,129.

Transitional Small Business Disclosure Format (Check one): o Yes p No
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SPECIAL NOTE REGARDING FORWARD LOOKING STATEMENTS

Certain statements in this report constitute forward-looking statements. These forward-looking statements involve
known or unknown risks, uncertainties and other factors that may cause the actual results, performance, or
achievements of AdCare to be materially different from any future results, performance or achievements expressed or
implied by the forward-looking statements. Specifically, the actions of competitors and customers and our ability to
execute our business plan, and our ability to increase revenues is dependent upon our ability to continue to expand our
current business and to expand into new markets, general economic conditions, and other factors. You can identify
forward-looking statements by terminology such as may, will, should, expects, intends, plans, anticipate

estimates, predicts, potential, continues, or the negative of these terms or other comparable terminology. Although
believe that the expectations reflected in the forward-looking statements are reasonable, we cannot guarantee future
results, levels of activity, performance or achievements. We undertake no obligation to publicly update or review any
forward-looking statements, whether as a result of new information, future developments or otherwise.
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PART I
Item 1. Description of Business
Business Development
We are a Springfield, Ohio based developer, owner and manager of retirement communities, assisted living facilities,
nursing homes, and provide home health care services in the state of Ohio. We currently manage fifteen facilities,
comprised of six skilled nursing centers, seven assisted living residences and two independent living/senior housing
facilities, totaling over 800 beds.
We were organized in 1989 by Gary Wade and Michael Williams, who remain active in the management of the
business, as President and CEO and Executive Vice President and COO. Passport Retirement, founded by David A.
Tenwick, our Chairman, acquired AdCare Health Systems in 1995. We have a seasoned senior management team with
substantial senior living, healthcare and real estate industry experience. Our senior management team is incentivized
to continue to grow our business through their combined ownership of approximately 16% of our common stock.
Description of Business
We have an ownership interest in seven of the facilities we manage, comprised of 100% ownership of two of the
skilled nursing centers and one assisted living facility, as well as a 50% ownership of four of the assisted living
residences. The assisted living facilities that we own, operate under the name Hearth & Home, with the tag line Home
is where the hearth is... We also maintain a development/consulting initiative which is strategic in providing potential
management opportunities to our core long-term care business. AdCare Health Systems, Inc. and Hearth & Home are
registered trademarks. All of our properties are located within the State of Ohio.
Our business operates in two segments: (1) management and facility-based care and (2) home-based care. In our
management and facility-based care segment, we derive revenues from three primary sources. We operate and have
ownership interests in seven facilities for which we collect fees from the residents of those facilities. Profits/losses are
generated to the extent that the monthly patient fees exceed the costs associated with operating those facilities. We
also manage assisted living facilities and nursing homes owned by third parties. With respect to these facilities, we
receive a management fee based on the revenue generated by the facilities. Within our management facility-based care
segment, we provide development, consulting and accounting services to third parties. In these instances, we receive a
fee for providing those services. These fees vary from project to project, with the development fee in most cases being
based on a percentage of the total cost to develop the project.
Our home-based care segment provides home health care services to patients while they are living in their own homes.
We use our own employees and independent contractors to provide the in-home health care and home care services at
a fixed rate. Our profits/losses are based upon the spread between the amount we receive for providing the services
and the cost incurred by us in providing those services. Our costs to provide services include the personnel cost which
we have paid to the employees and independent contractors as well as our overhead and management expenses. Our
management and support staff are more than adequate to support the number of employees and independent
contractors in the field. Therefore, to the extent that we can increase the number of independent contractors and
employees in the field, the profitability of our home-based care segment will improve.
Because our overhead costs are relatively fixed, our management team believes that the keys to profitable operations
of our business are achieving higher occupancy in the long-term care facilities that we own and/or manage, and
increasing the number of home health care providers that we have in the field. We decided in 1995 to start developing
assisted living properties for our own account and with partners who would provide 50% of the start-up capital. The
development, construction and marketing of new facilities take time and we learned that the start-up costs and losses
can be significant. Historically, it took us up to 18 months to stabilize occupancy in the facilities that we developed.
As aresult, in 2003 we changed our philosophy from developing new facilities for our own account, and began to
focus on developing and managing new facilities for independent third parties. However, the occupancy rates among
all our properties have not been consistent enough to generate over-all operating profits. Our management team
believes that our facilities are very competitive in the areas of price and quality of care and that our inconsistent
occupancy levels are a result of deficiencies in our marketing efforts. Accordingly, a new position of Vice President of
Marketing and Business Development was created to evaluate and address these issues in early 2006. In addition, our
new Vice President is responsible for finding additional
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long-term care facilities for us to manage.
While we only entered the home healthcare field with the acquisition of Assured Health Care in January, 2005, our
management team believes that we have an infrastructure in place to support more offices and a larger number of
home health care professionals. Our management also believes that the key to sustained profitability in this area is
having a greater number of home healthcare professionals in the field. In the process of assimilating the employees
and independent contractors of Assured into our organization, we lost a number of revenue producing home health
care professionals in late 2005. Those professionals were replaced in 2006 and 2007. As a result, our management
team believes that with our increased marketing efforts and expansion of Assured, our existing operations will become
profitable. However, if we are unable to increase our occupancy levels or we are unable to increase the staffing visits
of our home healthcare business, we may continue to sustain operating losses.
In addition to improving our existing operations, our management team believes that there are significant
opportunities to continue the growth of our business. Our nursing homes, assisted living facilities and independent
living facilitates operate in the senior living facilities market. Our management believes that this market is one of the
most dynamic and rapidly growing sectors within the healthcare space. We believe the trends are encouraging as a
result of two key industry drivers: positive demographics, due to the aging of America, coupled with the limited
supply of senior living facilities. Our strategy is to be opportunistic by exploiting these trends and growing both
internally and through strategic acquisitions.
Our principal executive offices are located at 5057 Troy Road, Springfield, Ohio 45502, and our telephone number is
(937) 964-8974. We maintain a website at www.adcarehealth.com.
Employees
As of December 31, 2006, we had approximately 934 total employees of which 537 were full time employees.
Risk Factors
The following are certain risk factors that could affect our business, operations and financial condition. These risk
factors should be considered in connection with evaluating the forward-looking statements contained in this Annual
Report of Form 10-KSB because these factors could cause the actual results and conditions to differ materially from
those projected in forward-looking statements. This section does not describe all risks applicable to our business, and
we intend it only as a summary of certain material factors. If any of the following risks actually occur, our business,
financial condition or results of operations could be negatively affected. In that case, the trading price of our stock
could decline.
We have a history of operating losses and may incur losses in the future as we expand.
We incurred net losses from our inception until 2003, when we earned net income of $14,667 for the year. Net income
increased to $64,753 for the year ended December 31, 2004. However, our net income in 2003 and 2004 was due to
the gain recognized on the sales of real property owned by us. For the year ended December 31, 2005, we had a loss of
$884,051 and had a loss of $2,441,217 for the year ended December 31, 2006. Therefore, we have not had profitable
operations and there can be no assurance that we will be able to achieve and/or maintain profitable operations as we
expand. As of December 31, 2006, we have negative working capital of approximately $482,000. Our losses in 2005
included non cash expenses related to our bridge loan of approximately $378,000. Our losses in 2006 included non
cash expenses of $1,134,000 also related to our bridge loan.
We intend to expand our business into new areas of operation.
Our business model calls for seeking to acquire existing cash flowing operations and to expand our operations into
other areas of business. While we intend to retain our focus on the health care industry, our success will largely
depend on our ability to expand into new areas of business within our general industry. As a result, we expect to
experience all of the risks that generally occur with expansion into new areas. Many of these risks are out of our
control, including risks such as:

adapting our management systems and personnel into new areas of business;

integrating new businesses into our structure;
3
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where applicable, securing joint venture arrangements with local hospitals, churches, universities, and other
entities;

retention of key personnel, customers and vendors of the acquired business;
impairments of goodwill and other intangible assets; and

contingent and latent risks associated with the past operations of, and other unanticipated costs and problems
arising in, an acquired business.
If we are unable to successfully integrate the operations of an acquired business into our operations, we could be
required to undertake unanticipated changes. These changes could have a material adverse effect on our business.

We may need additional financing to complete our long-term acquisition and expansion plans. and we do not have

commitments for additional financing.
To achieve our growth objectives, we will need to obtain sufficient financial resources to fund our expansion,

development and acquisition activities. We believe that in addition to the funds from our recent initial public offering,
we may need to secure debt financing in order to help us leverage our equity resources and make further acquisitions.
As of December 31, 2006 we had an accumulated deficit of $8,950,426 and negative working capital of approximately
$482,000. Our cumulative losses have, in the past, made it difficult for us to borrow adequate funds on what
management believed to be commercially reasonable terms. To date, we do not have any commitments for such
financing and there can be no assurance that adequate financing will be available on terms that are acceptable to us, if
at all. In addition, our Board of Directors may elect to use our stock as currency in acquiring additional businesses. If
so, our stockholders may experience dilution.

As of December 31, 2006, we were in violation of certain loan covenants. which required us to obtain waivers to cure.
As of December 31, 2006, we were in violation of certain financial covenants with respect to loans with WesBanco
Bank. As of December 31, 2006, the aggregate amount of indebtedness owed on these loans was $5,699,504. In
March, 2007, we received a waiver of the violations with respect to the loans. Without the existence of the waiver, we
would still be in violation of these loan covenants. There is no assurance that we will not violate these covenants in
the future, which may trigger cross defaults in a material amount of our outstanding loans.

We currently do not have any lines of credit in place which creates additional risks of not being able to satisfy
short-term cash needs.

At the present time, we do not have any lines of credit available to us. Businesses typically use lines of credit to
finance short-term and unexpected cash needs. Since we do not have a line of credit currently in place, we are more
susceptible to an acute cash deficit. We intend to secure a line of credit and an acquisition credit facility, but we can
provide no assurance that a line of credit will be available on acceptable terms, if at all, or that the amount of any line
of credit obtained will be sufficient to handle future cash needs as they arise.

Our business is concentrated in Ohio., making it subject to increased risks as a result of potential declines in the Ohio

economy.
To date, all of our properties are located within the State of Ohio. In recent years, the economy in the State of Ohio

has lagged behind the economic growth in other areas of the country. While we intend to explore expansion into other
geographic areas, we are, to some extent, dependent upon the economy of the State of Ohio and the surrounding
region. To date, we do not believe that the slow growth of the Ohio economy has negatively impacted our business.
However, a substantial downturn in Ohio s economy, could negatively impact our ability to expand operations and
may impair our ability to develop, acquire, and operate our residences.

We are engaged in an evolving and highly-regulated industry. which increases the cost of doing business and may

require us to change the way our business is conducted.
Health care is an area of extensive and frequent regulatory change. Changes in the laws or new interpretations of

existing laws can have a significant effect on methods of doing business, cost of doing business, and amounts of
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licensing by state and local health and social service agencies and other regulatory authorities. We are and will
continue to be subject to varying degrees of regulation and licensing by health or social service agencies. A failure to
comply with applicable requirements could cause us to be fined or could cause the cessation of our business, which
would have a material adverse effect on our company.

The assisted living model for long-term care is relatively new and, accordingly, the manner and the extent to which it
is regulated at the federal and state level is evolving. Changes in the laws or new interpretations of existing laws may
have a significant effect on our methods and costs of doing business. Our success will depend partially on our ability
to satisfy the applicable regulations and requirements and to procure and maintain required licenses. Our operations
could also be adversely affected by, among other things, regulatory developments such as mandatory increases in the
scope and quality of care given to the residents and revisions in licensing and certification standards. We believe that
our operations do not presently violate any existing federal or state laws. But there can be no assurance that federal,
state, or local laws or regulatory procedures which might adversely affect our business, financial condition, and results
of operations for prospects will not be expanded or imposed.

Changes in the reimbursement rate from methods of payment from Medicare and Medicaid may adversely affect our

revenues and operating margins.
For the years ended December 31, 2006 and 2005, Medicare and Medicaid constituted 27% and 51%, respectively, of

our total patient care revenues. The health care industry is experiencing a strong trend towards cost containment. In
general, the government has sought to impose lower reimbursement and resource utilization group rates, limit the
scope of covered services, and negotiate reduced payment schedules with providers. These cost containment measures
have generally resulted in reduced rates of reimbursement for the services provided by companies such as ours.
Changes to Medicare and Medicaid reimbursement programs have limited, and are expected to continue to limit,
payment increases under these programs. Also, the timing of Medicare and Medicaid program payments is subject to
regulatory action and governmental budgetary constraints. For example, Medicaid increased the look-back for
transferring assets from three years to five years. That is, Medicaid formerly looked back three years to determine
whether or not an applicant had transferred assets out of their possession in order to qualify for Medicaid
reimbursement. Assets improperly transferred during this three year period would be deemed to be returned to the
applicant for purposes of determining eligibility. The net result would be that the applicant would be required to cover
more of their healthcare costs before Medicaid would begin reimbursement. Unfortunately, in most instances, the
applicant no longer has the assets and therefore the applicant becomes a private pay resident and, in most cases,
because they no longer have the assets, it becomes very difficult to collect fees owed to us. The extension of this
period from three years to five years will only exacerbate this situation, as it means that participant eligibility will take
longer to establish. In addition to extending the look-back, Medicare is progressively reducing the amount of coverage
provided for bad debt. In addition, federal and state government agencies may reduce the funds available under those
programs in the future or require more stringent utilization and quality review of service providers such as us.

State regulatory changes also affect our business.

The Ohio General Assembly passed a new budget effective July 1, 2005 which, among other things, institutes
significant changes in the Medicaid reimbursement formula for nursing homes. Under this new law, the cost
reimbursement system, which has been in place since the early 1990 s, will be phased out and replaced with a pricing
system that will reward both quality of care and efficiency in management operations. In July 2006, Medicaid began
the transition to the new reimbursement system. The transition is expected to take a number of years. Additionally, the
State of Ohio has stopped paying co-pays on dually eligible residents. For the time being, the Federal Government has
picked up the costs of the co-pays no longer provided by the State of Ohio. We are not certain whether the Federal
Government will continue this program in the long run. As a result, should Ohio continue to refuse co-pays on dually
eligible residents and the Federal Government should stop such payments; a substantial amount of our co-pays could
become uncollectible.

State Certificate of Need laws and other regulations could negatively impact our ability to grow our nursing home
business.

The State of Ohio, and other states in which we could expand, have adopted Certificate of Need or similar laws that
generally require that a state agency approve certain nursing home acquisitions and determine the need for certain
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services, the implementation of other changes, or expenditure of capital. State approvals are generally issued for
specified maximum expenditures and require implementation of the proposal within a specified period of time. Failure
to obtain the necessary state approval can result in the inability to provide the service, to operate the centers, to
complete the acquisition, addition, or other change, and can also result in sanctions or adverse action on the center s
license and adverse reimbursement action. There can be no assurance that we will be able to obtain Certificate of Need
approval for all future projects requiring the approval, or that approvals will be timely.

Due to the high-risk circumstances in which we conduct business. we may encounter liability claims in excess of

insurance coverage.
The provision of health care services entails an inherent risk of liability. In recent years, participants in the long-term

care industry have become subject to an increasing number of lawsuits alleging malpractice or related legal theories,
many of which involve large claims and significant defense costs. We currently maintain $1,000,000 in liability
insurance for any one exposure. This insurance is intended to cover malpractice and other lawsuits. Although we
believe that it is in keeping with industry standards, there can be no assurance that claims in excess of our limits will
not arise. Any such successful claims could have a material adverse effect upon our financial condition and results of
operations. Claims against us, regardless of their merit or eventual outcome, may also have a material adverse effect
upon our ability to attract and retain business. In addition, our insurance policies must be renewed annually and there
can be no assurance that we will be able to retain coverage in the future or, if coverage is available, that it will be
available on acceptable terms.

We encounter intense competition from competitors. many of whom have greater resources than AdCare.

The long-term care industry is highly competitive and we believe that it will become even more competitive in the
future. Our assisted living facilities and nursing homes compete with numerous companies providing similar
long-term care alternatives, such as home health care agencies, community-based service programs, retirement
communities and convalescent centers, and other assisted living providers. We compete with national companies such
as HCR Manor Care, Alterra and Extended Care with respect to both our nursing home and assisted living facilities.
We also compete with locally owned entities as well as Health Care Facilities-HCF on a regional basis. Historically,
we have found that the entry of one or more of these competitors into one of our established markets can reduce both
our occupancy and the rates we were able to charge to our customers. In the past, we have found national publicly
traded competitors who are willing to enter into a market already served by us. When these competitors experienced
lower than expected occupancies, they relied on their greater financial resources to reduce their rates in order to
increase occupancy. This resulted in our occupancies decreasing below expected levels. Eventually, demographics
improved and rates stabilized. However, there can be no assurance that similar events will not occur in the future
which could limit our ability to attract residents or expand our business and that could have a negative effect on our
financial condition, results of operations, and prospects. We can provide no assurance that competitive pressures will
not have a material adverse effect on us.

The home health care business is also highly competitive. Since we first acquired Assured Health Care in 2005, its
operations remain relatively centralized in the Dayton, Ohio area. However, in that area, Assured faces competition
from several sources including, without limitation, Fidelity Nursing Home Systems, Kettering Network Home Care,
GEM City Home Care, Greene Memorial Hospital Home Care, and Community Springfield.

Our business is very labor intensive. we operate in smaller markets with limited personnel resources. and our success

is tied to our ability to attract and retain qualified employees.
We compete with other providers of home health care, nursing home care, and assisted living with respect to attracting

and retaining qualified personnel. We depend on the availability of Registered Nurses and Licensed Practical Nurses
to provide skilled care to our nursing home residents. According to the Ohio Hospital Association, the supply of
nurses nationwide is predicted to be 800,000 short of demand by 2020. Because of the small markets in which we
operate, shortages of nurses and/or trained personnel may require us to enhance our wage and benefit package in order
to compete and lure qualified employees from more metropolitan areas. To date, we have been able to adequately staff
all of our operations. However, we can provide no assurance that our labor costs will not increase, or that, if they do
increase, they can be matched by corresponding increases in revenues.

-6-
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We are dependent on our management team and the loss of any of these individuals would harm our business.
Our future success depends largely upon the management experience, skill, and contacts of our officers and directors,

in particular, David A. Tenwick, our Chairman, Gary L. Wade, our President and CEQ, and J. Michael Williams, our
Executive Vice President and COO. Mr. Wade, Mr. Williams, and Mr. Tenwick have each signed employment
contracts that are effective through April 2008. Loss of the services of any or all of these officers could be materially
detrimental to our operations. In addition, due to the location of our corporate headquarters in a smaller urban region,
we may experience difficulty attracting senior managers in the future. At the present time, we do not have any key
man life insurance on any of these officers.

Our business is largely dependent on short-term management contracts that may not be renewed from year to year.
For the years ended December 31, 2006, and December 31, 2005, approximately 7.5% of our total revenues were
generated from management contracts to manage senior living and long-term care facilities. These contracts generally
have terms of three years with options to renew at the end of the term. Each contract can be terminated without cause
by either party on nine months notice and may be terminated earlier for cause. While we had 100% renewal of the
contracts which were up for renewal in 2005 and 2006, there can be no assurance that the contracts will be renewed at
the end of the present terms, or that our customers will not exercise their ability to terminate the contracts earlier. Our
home healthcare business enters into one year contracts with various agencies to provide home care services to clients
and members of those agencies. These contracts are renewable annually and, while 100% of the contracts were
renewed for the years ended December 31, 2006 and 2005, there can be no assurance that existing contracts will be
renewed in 2007 or later.

We own multiple parcels of real estate and could be subject to environmental liability for hazardous substances found

on any of those parcels. whether or not we caused the contamination.
While we are not aware of any potential problems at this time, we own multiple parcels of real estate, each of which is

subject to various federal, state, and local environmental laws, ordinances, and regulations. Many of these laws and
regulations provide that a current or previous owner of real property may be held liable for the cost of removing
hazardous or toxic substances, including materials containing asbestos that would be located on, in, or under the
property. These laws and regulations often impose liability whether or not the owner or operator knew, or was
responsible for, the presence of the hazardous or toxic substances. The cost of the removal is generally not limited
under the laws and regulations and could exceed the property s value and the aggregate assets of the owner or operator.
The presence of these substances or failure to remediate such substances properly may also adversely affect the
owner s ability to sell or rent the property or to borrow using the property as collateral. If any of our properties were
found to have environmental issues, we may be required to expend significant amounts to rehabilitate the property and
we may be subject to significant liability.
The price of our securities may be subject to fluctuation.
The market price of our common stock and warrants will likely be highly volatile and subject to wide fluctuations in
response to various factors, many of which are beyond our control. These factors include:

variations in our operating results;

changes in the general economy, and more specifically the Ohio economy or in the local economies in which
we operate;

the departure of any of our key executive officers and directors;
the level and quality of securities analysts coverage for our common stock;

announcements by us or our competitors of significant acquisitions, strategic partnerships, joint ventures or
capital commitments;

changes in the federal, state, and local health-care regulations to which we are subject; and
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Our management substantially controls all major decisions.
Our directors and officers beneficially own approximately 18% of our outstanding common shares. Therefore, our

directors and officers will be able to influence major corporate actions required to be voted on by stockholders, such
as the election of directors, the amendment of our charter documents, and the approval of significant corporate
transactions such as mergers, reorganizations, sales of substantially all of our assets, and liquidation. Furthermore, our
directors will be able to make decisions affecting our capital structure, including decisions to issue additional capital
stock, implement stock repurchase programs and incur indebtedness. This control may have the effect of deterring
hostile takeovers, delaying or preventing changes in control or changes in management, or limiting the ability of our
other stockholders to approve transactions that they may deem to be in their best interest.

As we expand our operations. we may open or manage facilities that are geographically near other facilities that we

operate or manage.
While the facilities that we own and manage are sufficiently well-spaced so that they do not currently compete for

business, there can be no assurance in the future, as we grow, that circumstances will not arise where facilities which
we own and/or manage will compete with each other for patients. If this were to occur, it may damage our
relationships with facilities that we manage that could result in the termination of our management agreements.
The requirements of being a public company may strain our resources and distract our management.
As a public company, we are subject to the reporting requirements of the Securities Exchange Act of 1934, as
amended, or the Exchange Act, and the Sarbanes-Oxley Act of 2002, or the Sarbanes-Oxley Act. These requirements
may place a strain on our systems and resources. The Exchange Act requires that we file annual, quarterly and current
reports with respect to our business and financial condition. The Sarbanes-Oxley Act requires that we maintain
effective disclosure controls and procedures and internal controls for financial reporting. We will be required to
document and test our internal control procedures in order to satisfy the requirements of Section 404 of the
Sarbanes-Oxley Act, which requires annual management assessments of the effectiveness of our internal controls over
financial reporting and a report by our independent registered public accountants addressing these assessments.
During the course of our testing, we may identify deficiencies which we may not be able to remediate in time to meet
the deadline imposed by the Sarbanes-Oxley Act for compliance with the requirements of Section 404. We will be
required to comply with the requirements of Section 404 for our fiscal year ended December 31, 2007. In addition, if
we fail to achieve and maintain the adequacy of our internal controls, as such standards are modified, supplemented or
amended from time to time, we may not be able to ensure that we can conclude on an ongoing basis that we have
effective internal controls over financial reporting in accordance with Section 404 of the Sarbanes-Oxley Act.
In order to maintain and improve the effectiveness of our disclosure controls and procedures and internal control over
financial reporting, significant resources and management oversight will be required. This may divert management s
attention from other business concerns, which could have a material adverse effect on our business, financial
condition, results of operations and cash flows. In addition, we may need to hire additional accounting and financial
staff with appropriate public company experience and technical accounting knowledge, and we cannot assure you that
we will be able to do so in a timely fashion.
Takeover defense provisions may adversely affect the market price of our common stock.
Various provisions of Ohio corporation law and of our corporate governance documents may inhibit changes in
control not approved by our Board of Directors and may have the effect of depriving you of an opportunity to receive
a premium over the prevailing market price of our common stock in the event of an attempted hostile takeover. In
addition, the existence of these provisions may adversely affect the market price of our units, warrants, and common
stock. These provisions include:
a requirement that special meetings of stockholders be called by our Board of Directors, the Chairman, the
President, or the holders of shares with voting power of at least 25%;

staggered terms among our directors with these classes of directors and only one class to be elected each year;

advance notice requirements for stockholder proposals and nominations; and
-8-
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availability of blank check preferred stock.

Provisions in our bylaws provide for indemnification of officers and directors. which could require us to direct funds

away from our business and future products.
Our Articles of Incorporation and Code of Regulations provide for the indemnification of our officers and directors.

We may be required to advance costs incurred by an officer or director and to pay judgments, fines and expenses
incurred by an officer or director, including reasonable attorneys fees, as a result of actions or proceedings in which
our officers and directors are involved by reason of being or having been an officer or director of our company. Funds
paid in satisfaction of judgments, fines and expenses may be funds we need for the operation of our business and the
development of our product candidates, thereby affecting our ability to attain or maintain profitability.
Item 2. Properties
Our corporate office is located in Springfield, Ohio. We own the office building, which contains approximately 7,200
square feet of office space. We believe that we will need additional office space in the near future and that suitable
office space is available in the Springfield area. We own additional land on which we could expand our office
facilities. This property is subject to debt in the amount of $221,071 (as of December 31, 2006) which matures on
June 1, 2013.
Community s Hearth & Home, Ltd., is an Ohio limited liability company that owns three assisted living properties. We
own 50% of this entity and our partner, Community Mercy Health Partners, a hospital group, owns the remaining
50%. The three properties owned by this entity are each subject to a mortgage of $3,725,000 (as of December 31,
2006) which matures December 22, 2022.
Hearth & Home at Harding is a free standing, single story assisted living facility, comprised of 11,711 square
feet of space. The central core of common living area of the home includes a living room, family room, dining
room, kitchen, activity room, and laundry room with 10 separate bedrooms with baths on each side of the
central core for a total of 20 bedrooms (including 8 one bedroom units). The facility is located on 1.25 acres in
Springfield, Ohio. Springfield is a community in southwestern Ohio.

Hearth & Home at El Camino is a duplicate copy of Hearth & Home at Harding also located in Springfield,
Ohio. The facility is dedicated to providing Alzheimer s care for its residents.

Hearth & Home at Urbana was a duplicated copy of Hearth & Home at Harding and El Camino. However, the
facility was expanded in 2003 to add 12 more bed rooms, public area and parking spaces now totaling 20,180
square feet of space. The assisted living facility is located on 2 acres in Urbana, Ohio. Urbana is a community
located in southwestern Ohio.
Hearth & Home at Van Wert is a free standing single story assisted living facility, comprised of 25,571 square feet of
space and is owned by Hearth & Home of Van Wert, Ltd., an Ohio limited liability company. The facility is designed
with 15 residential bedrooms (30 total bedrooms) grouped into two clusters around community living spaces,
including family kitchen, dining, laundry and a hearth room. There is a main kitchen and the living clusters are
connected by a large interior atrium. The assisted living facility is located on 3 acres in Van Wert, Ohio. Van Wert is a
community in northwestern Ohio. We own 48.5% of the limited liability company with the remaining 51.5% owned
by individual investors, located primarily in Van Wert. This property is subject to a mortgage in the amount of
$1,975,504 (as of December 31, 2006) which matures on January, 2026.
Hearth & Home at Vandalia is a free standing single story assisted living facility, comprised of 29,431 square feet of
space. The facility is designed with 15 residential bedrooms (45 total bedrooms) grouped into three clusters around
community living spaces, including family kitchen, dining, laundry and hearth room. There is a main kitchen and the
living clusters are connected by a large interior atrium. The assisted living facility is located on 4 acres in Vandalia,
Ohio. Vandalia is a community located on the north side of the city of Dayton, Ohio. This property is subject to a
mortgage in the amount of $3,646,490 (as of December 31, 2006) which matures on May, 2041.
The Pavilion is a 62-bed nursing home located on 4 acres of land in Sidney, Ohio. The nursing home is a single story
building that is licensed for 62 beds and has a gross building area of 16,151 square feet. The building is constructed in
the form of a cross, with resident rooms in three of the wings and the nurses station at the center of the cross. The
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of the building contains the dining room and activity area, kitchen, laundry and other staff operations areas. The 62
resident beds are dually certified for Medicaid and Medicare. Sidney is a community located in northwestern Ohio.
This property is subject to a mortgage in the amount of $2,017,677 (as of December 31, 2006) which matures on June,
2022.
Hearth & Care at Greenfield is a 50-bed single story nursing home, located on approximately one half acre, in
Greenfield, Ohio. The property is a residential home that was converted and expanded into 40-nursing beds all located
on the first floor. The property is in the process of again being improved with the addition of 10 private bedrooms,
new kitchen, laundry, activity and therapy rooms and a new front entrance and nurses station totaling 10,550 square
feet. When completed, scheduled for the second quarter of 2007, the total square footage will be approximately 29,000
square feet of space. The 50 resident beds are dually certified for Medicaid and Medicare. Greenfield is a community
located in southern Ohio. This property is currently being rehabilitated and will be subject to a mortgage in the
amount of $1,412,000 upon completion. This lien will mature March 2030. The outstanding principal amount as of
December 31, 2006 was $1,412,000. This project is currently over budget and behind schedule for completion. Due to
several change orders, weather delays and increased costs of construction, an additional $620,000 is required to
complete the expansion. We are working with a bank to refinance the construction loan and provide additional funds
to complete the project; however, in the meantime, the Company is providing the funds to complete the improvements
scheduled for completion by July 1, 2007.
Pursuant to a ten-year lease which began March 1, 2003, we lease 100% of The Covington Care Center, a 106-bed
single story nursing home located in Covington, Ohio. This is a net lease in which we lease the entire facility
including the building and equipment. We also manage this facility and all revenues collected in excess of the lease
costs and operating expenses represent our profits with respect to this facility. The building is a long, rectangular
building containing 31,048 square feet of space. It has several nurses stations, dining, laundry, kitchen, activity,
therapy, and several other rooms along with administrative offices. The 106 resident beds are dually certified for
Medicaid and Medicare. The nursing home is located in Covington, Ohio, a community located in western Ohio. Our
lease payments are $620,000 per year and we have an option to purchase the property after five years at the greater of
$5,500,000 or the then fair market value. In the event we do not acquire the facility, the annual lease payment will
increase to $650,000 per year for the remaining five years of the ten year lease beginning in March 2008.
We believe that all of our properties are well maintained and suitable for the services we provide in them and that they
are adequately covered by insurance.

Portfolio of Owned and Managed Facilities

FACILITIES
DEVELOPED % 2005 2006
BY
SKILLED NURSING FACILITIES (SNF) BEDS ADCARE OWNEDMANAGHK CUPANCOGCUPANCY®
Covington Care Center, Covington, OH @ 106 X 85% 83%
Koester Pavilion, Troy, OH 150 X 97% 97%
The Pavilion, Sidney, OH 62 100% X 85% 83%
The Health Center at SpringMeade, Tipp
City, OH 99 X X 98% 99%
Valley View Alzheimer s Center, Frankfort,
OH 50 X 95% 98%
Hearth & Care at Greenfield, Greenfield, OH 50 100% X 78% 89%
FACILITIES
DEVELOPED % 2005 2006
BY
ASSISTED LIVING FACILITIES (ALF) BEDS ADCARE OWNED MANAJICCUPANCUVE@CUPANCY®
Hearth & Home at Harding, Springfield, OH 20 X 50% X 90% 88%
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Hearth & Home at Urbana, Urbana, OH 32 X 50% X 92% 73%
Hearth & Home at Friedman Village, Tiffin

OH 20 X X 79% 95%
Hearth & Home at El Camino, Springfield,

OH 20 X 50% X 94% 77%
Hearth & Home at Van Wert, Van Wert, OH 30 X 48.5% X 88% 77%
Hearth & Home at Vandalia, Vandalia, OH 45 X 100% X 91% 95%
Legacy Assisted Living Xenia, OH 22 X X ) 29%

-10-
22

Table of Contents



Edgar Filing: ADCARE HEALTH SYSTEMS INC - Form 10KSB

Table of Contents

FACILITIES
DEVELOPED % 2005 2006
BY
INDEPENDENT LIVING FACILITIES (ILF) BEDS ADCAREOWNEIMANAGK CUPANCOEGCUPANCY®
SpringMeade Residence, Tipp City, OH 83 X X 98% 98%
Friedman Village, Tiffin, OH 34 X X 65% 69%
() These represent
facilities in
which we acted
in the
traditional
capacity of a
real estate
developer

overseeing the
entire project
from acquisition
of the land
through
construction
and operation of
the facility.

@ Net Lease in
which we pay
rent plus taxes,
insurance and
maintenance on
the property.

3 Average
occupancy for
the year ended
December 31,
2005 and
December 31,
2006.

@ Legacy Village
was not open in
2005 and began
admitting
residents during
2006.
Item 3. I.egal Proceedings
We are not currently involved in any material litigation. We may from time to time become a party to various legal
proceedings arising in the ordinary course of our business.
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Item 4. Submission of Matters to a Vote of Security Holders
Not applicable.

PART II

Item S. Market for Common Equity, Related Stockholder Matters and Small Business Issuer Purchases of

Equity Securities.
Our units began trading on the American Stock Exchange on November 10, 2006, under the symbol ADK.U . Each

unit consisted of two shares of common stock and two five year warrants for two shares of common stock. The units
stopped trading and the common stock and the warrants began to trade separately on December 21, 2006, with the
common stock under the symbol ADK and the warrants under the symbol ADK.WS .

The high, low and closing prices of our stock on the American Stock Exchange and dividends declared and paid
during 2006 were as follows:

Cash

ADK High Low Close Dividends
2006 Fourth Quarter $3.75 $2.80 $2.80 None
Cash

ADK.WS High Low Close Dividends
2006 Fourth Quarter $.50 $.25 $.40 None

On December 31, 2006, we had 432 stockholders of record.
We have never paid cash dividends on our common shares. Holders of common shares are entitled to receive
dividends. Our ability to pay dividends will depend upon our future earnings and net worth. We are restricted by Ohio
law from paying dividends on any of our outstanding shares while insolvent or if such payment would result in a
reduction of our stated capital below the required amount.
It is the intention of our Board periodically to consider the payment of dividends, based on future earnings, operating
and financial condition, capital requirements and other factors deemed relevant by the Board. There is no assurance
that we will be able or will desire to pay dividends in the near future or, if dividends are paid, in what amount. Our
Board may decide not to pay dividends in the near future, even if funds are legally available, in order to provide us
with more funds for operations.

-11-
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For the year ended December 31, 2006, there were no sales of unregistered securities. Additionally, we did not
repurchase any equity securities of the Company.

Use of Proceeds

Our initial public offering was co-underwritten by Newbridge Securities Corporation and Joseph Gunnar & Co, LLC.
Our offering consisted of 703,000 units. Each unit consisted of two shares of our common stock and two five-year
warrants each to purchase one share of our common stock. Our net proceeds from the sale and issuance of 703,000
units was $5,742,865, based upon an initial public offering price of $9.50 per unit and after deducting the estimated
underwriting discount, the non-accountable expense allowance and the estimated offering expenses payable by us.
The following table contains a reasonable estimate of the expenses incurred in this offering and the subsequent use of
proceeds at the conclusion of the offering:

Gross offering proceeds (703,000 units x $9.50 per unit) $ 6,678,500
Underwriting discounts and commissions 534,280.00
Underwriter s expenses 226,354.12
Other expenses (1) 175,000.00
Total Expenses 935,634.12
Net offering proceeds 5,742,865.88
Repayment of indebtedness 2,082,152.00
Legal and accounting fees related to this offering 696,701.56
Working capital 936,146.44
Cash held in money market account 1,527,865.88
Cash held in interest bearing saving account 500,000.00
Net proceeds unaccounted for $ 0.00

(1) Other expenses
consist of
$75,000 paid to
Newbridge
Securities
Corporation for
as a consulting
fee in
connection with
their Financial
Advisory
Agreement.
$100,000
represents our
purchase of the
warrants held by
Newbridge
Securities
Corporation
pursuant to the
underwriting
agreement.
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In accordance with the terms and conditions contained in the underwriting agreement, we agreed to sell to the
representatives of our initial public offering, for $100, options to purchase up to a total of 5% of the units sold. Each
unit consisting of two shares of stock and two warrants for two shares of stock. Therefore, 35,150 unit options were
issued at the closing of our initial public offering on November 9, 2006. These options are exercisable at an exercise
price of $11.875 (125% of the offering price) per unit commencing on November 9, 2007 and ending on November 9,
2011. We have valued the unit options, using the Black-Scholes option pricing model, at approximately $102,000. The
issuance of the options and the related expense, which was treated as a cost of the offering, were both offsetting
adjustments to additional paid in capital. The warrants are exercisable commencing on November 9, 2007 and ending
on November 9, 2011 at an exercise price equal to 125% of exercise price of the warrants in the units in the offering or
$6.75 per warrant.

-12-
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Equity Compensation Plan Information

The following table sets forth additional information as of December 31, 2006, concerning shares of our common
stock that may be issued upon the exercise of options and other rights under our existing equity compensation plans
and arrangements, divided between plans approved by our shareholders and plans or arrangements not submitted to
the shareholders for approval. The information includes the number of shares covered by, and the weighted average
exercise price of, outstanding options and other rights and the number of shares remaining available for future grants

excluding the shares to be issued upon exercise of outstanding options, warrants, and other rights.

Equity compensation plans approved by security holders

(1)
Equity compensation plan not approved by security
holders (2)

(1) The total
number of
shares available
under the option
plan is 120,000.
The options
were granted in
August 2004
and vest over a
five year period
contingent on
continued
employment. At
December 31,
2006, 80,640
options had
vested with an
additional
18,780
remaining to

Table of Contents

(a)
Number of
Securities to
be
Issued Upon
Exercise of
Outstanding
Options,
Warrants and
Rights
80,640

0

(b)
Weighted-Average
Exercise Price of
Outstanding
Options,
Warrants and
Rights

$ 250

$ 0.00

(©
Number of
Securities
Remaining
Available
for Future
Issuance
Under Equity
Compensation
Plans
(Excluding
Securities
Reflected in
Column

()
5,800

200,000
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vest. Due to
separation of
employment,
14,800 options
have been
forfeited during
the five year
vesting period.

(2) We have a stock

option plan

effective

September,

2005. To date,

no options have

been granted

under this plan.
Item 6. Management s Discussion and Analysis or Plan of Operation

Overview
We are a Springfield, Ohio, based developer, owner and operator of nursing homes, assisted living facilities and
retirement communities. We also provide development, consulting and accounting services to hospitals, churches,
universities and other parties interested in pursuing long-term care initiatives. We currently manage 15 facilities with
over 800 total beds, comprised of six skilled nursing centers, seven assisted living residences and two independent
living/senior housing facilities. Of these properties, we own two of the skilled nursing centers totaling 112 beds, lease
a third totaling 106 beds, own one assisted living residence totaling 45 beds, own 48.5% of another assisted living
facility with 30 beds, and own 50% of three assisted living residences totaling 72 beds. The rest of the properties are
managed on behalf of third-party owners (including a hospital and a university). All of the properties are located in
Ohio.
In recent years, we observed the trend that more seniors were staying in their homes for a longer period of time prior
to moving into a long-term care setting. We have also observed that more seniors are using nursing and assisted living
facilities for short rehabilitation stays and then moving back to their homes. We have taken advantage of this
opportunity and expanded our operations to provide personal care and health care services in the home. Accordingly,
in January, 2005, we acquired Assured Health Care, a home health care service provider located in Dayton, Ohio.
Assured has been providing home health care services in the greater Dayton area for 10 years. In April, 2005, we
opened a satellite office of Assured in Springfield, Ohio; and our expansion plans call for opening additional offices in
areas where our properties are located.
-13-
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The table set forth below shows the Net Income (Loss) from both our management and facility-based care operation
and our home based care operation for the years ended December 31, 2006 and 2005.

(Amounts in 000s)

Manage-

ment and Home Discon-

Facility Based Total tinued Cor-

Based Care Care Segments operations porate Total

Year ended December 31,
2006:
Net Revenue 21,329 2,804 24,133 (1,584) 22,549
Net Profit (Loss) (2,431) 17 (2,414) 27 (2,441)
Total Assets 22,109 2,392 24,501 885 25,386
Capital Spending 1,020 6 1,026 1,026
Year ended December 31,
2005:
Net Revenue 20,938 2,510 23,448 (1,548) 21,900
Net Profit (Loss) (886) 8 (878) (6) (884)
Total Assets 21,682 1,419 23,101 928 24,029
Capital Spending 567 16 583 583

Prior to 2003, we experienced a history of operating losses primarily due to building and opening assisted living
properties for our own account. These losses are generally the result of long lead times associated with opening new
facilities and the cost of debt service, staffing and general operating expenses incurred prior to reaching an occupancy
level that allows the facility to break even. Due to the expense of this opening process, we decided to revise our
business model and stop developing facilities for ourselves. As a result, we changed our focus to provide property
management, development, consulting and accounting services for third parties. Although it is difficult to quantify the
impact of that decision, the last two assisted living facilities developed for our own account showed operating losses
of approximately $900,000 in the initial year of operations. If we had continued to develop additional assisted living
properties for our own account, we may have continued to incur significant operating losses of this nature.
We focus on two primary indicators in evaluating the financial performance of our business. Those indicators are
facility occupancy and staffing. Facility occupancy is important as higher occupancy generally leads to higher
revenue. According to the Ohio Health Care Association, average nursing home occupancy within Ohio was 87.8%
for 2005. Over the past 10 years, occupancy has averaged 87.8% statewide according to the State of Ohio. Our nursing
homes averaged 80.5% for 2006 and assisted living averaged 78.1%. For 2005 our nursing facilities averaged 80.1%
and assisted living averaged 92%. While state wide averages are not yet available for 2006, we believe they will be
consistent with prior years. Statewide averages are not published for assisted living facilities.
Although the occupancy levels at our facilities were depressed during 2006, improvement in occupancy levels will
allow for organic growth in revenue. Improvement in occupancy was evident towards the end of 2006 in our assisted
living facilities. During the last quarter of 2006, our assisted living occupancy increased nearly 10% from an average
80.7% during the third quarter to an average of 90.5% during the fourth quarter 2006. However, our nursing homes
experienced a slight decline in occupancy during the last quarter to 79% from 80.8% during the third quarter.

-14-
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Results of Operations
Year Ended December 31, 2006 as compared to the year ended December 31, 2005
Revenue
Approximately 92% of our revenue is derived from patient care services provided by our skilled nursing facilities,
assisted living facilities and home health agency. The following table compares revenue for the years ended
December 31, 2006 and 2005:

December 31, December 31, Increase/ %
2006 2005 (Decrease) Change
Patient care revenue $ 20,801,684 $ 20,412,688 $ 388,996 1.9%
Management, consulting and development fee
revenue 1,747,801 1,487,672 260,129 17.5%
$ 22,549,485 $ 21,900,360 $ 649,125 3%

For the year ended December 31, 2006, patient care revenue increased $388,996 or 1.9%. This increase was the result
of higher rates charged to residents in 2006 than in 2005 as a result of annual increases in room rates. Additionally, the
increase can be attributed to our home health agency where utilization increased nearly 30% from 2005. Overall,
occupancy in our assisted living residences and nursing homes declined from an average of 84% for 2005 to 80.5%
for 2006 partially offsetting the increase in rates and home health agency utilization. Management, consulting and
development fee revenue increased $260,129 or 17.5%. The increase is due primarily to the addition of an assisted
living management contract, increased management fees to nursing homes as a result of an inflationary increase and
increased services provided to two existing clients.

Operating Expenses
December 31, December 31, Increase/ %
2006 2005 (Decrease) Change
Payroll and related payroll costs $ 14,279,275 $ 13,602,022 $ 677,253 5.0%
Other operating expenses 7,114,252 6,726,110 388,142 5.8%
Depreciation and amortization 748,312 805,997 (57,685) (7.2)%
$ 22,141,839 $ 21,134,129 $1,007,710 4.8%

Operating expenses for the year ended December 31, 2006 increased $1, 007,710 or 4.8%. Payroll and related payroll
costs for the year ended December 31, 2006 increased $677,253 or 5.0%. This increase is attributed, in part, to annual
cost of living adjustments to salaries and engaging a full time marketing executive officer. In addition, our home
based care segment payroll and related payroll costs increased approximately $220,000 or 10.6% as a result of
increasing the hourly rate for our employees and eliminating reimbursement for travel expenses and additional wages
to provide staff to an increased number of patients. Overall, other operating expenses increased $388,142 or 5.8% due
primarily to higher accounting fees ($154,000) and higher costs of temporary staffing to cover vacant care giver
positions ($110,000), increased franchise fees levied by the state on nursing facility bed licenses ($77,000) and higher
liability insurance expenses ($52,000) offset by lower supply costs.
As of June 30, 2005, Ohio charged each licensed nursing home bed a franchise fee of $4.30 per day. This fee was
-15-
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increased by $1.95 effective July 1, 2005 resulting in increased fees of approximately $77,000 for the year ended
December 31, 2006 compared to December 31, 2005. This expense becomes part of our cost that is reimbursed by
Medicaid when Medicaid pays our nursing homes for Medicaid covered residents and is therefore partially offset by
increased revenue. There are no franchise fees levied on assisted living bed licenses.
Income from Operations
Income from continuing operations for the year ended December 31, 2006 was $407,646 compared to December 31,
2005 of $766,231, a decrease of approximately $359,000 or 46.8%. While revenues increased from 2005 to 2006, the
increase was marginal at 3% compared to the growth in operating expenses of 4.8%. Lower occupancy in our nursing
homes and assisted living properties was the primary reason for lower than expected revenue. The increase in
expenses was due primarily to higher accounting fees and franchise fees.
Other Income and Expense
Interest expense for the year ended December 31, 2006 was $2,414,996, an increase of $908,996 or 60.4% as
compared to the year ended December 31, 2005. For the years ended December 31, 2006 and 2005, we incurred
approximately $1,134,000 and $378,000, respectively, in additional expense due to non-cash expenses related to
issuance costs in connection with the mezzanine financing which was completed by our lead underwriter, Newbridge
Securities. This expense was fully recognized by September 30, 2006; therefore no additional expense will be incurred
for this issue.
Based on financial information which became available to us during the first quarter of 2007, we determined that
additional reserves were required in connection with our receivable from the New Lincoln Lodge. Our decision was
based on year end results of New Lincoln Lodge and our inability, based on that information, to determine when this
note might be repaid. In July 2006, we entered into a 10 year rental agreement to lease office space from the New
Lincoln Lodge at $3,000 per month. We have determined the present value of this rental agreement to be
approximately $257,000. As a result of our analysis, we increased reserves by approximately $437,000 to reduce the
note receivable to its net realizable value which is represented by the present value of the 10 year rental agreement
(see note 5 to consolidated financial statements).
Summary
The loss from continuing operations for the year ended December 31, 2006 was $2,413,794 compared to a loss from
continuing operations of $877,702 for the year ended December 31, 2005. Of the loss, approximately $1,134,000 is
attributable to expenses related to issuance costs in connection with the mezzanine financing, approximately $437,000
is related to additional reserves for the New Lincoln Lodge receivable and the balance is due to overall lower
occupancy levels and higher operating expenses as compared to those for the year ended December 31, 2005.

-16-
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Changes in Balance Sheet

December 31, December 31, Increase/

2006 2005 (Decrease) % Change
Cash and cash equivalents $ 2,136,414 $ 1,208,756 $ 927,658 76.7%
Prepaid expenses $ 337,638 $ 205,780 $ 131,858 64.1%
Restricted cash $ 914,941 $ 364,946 $ 549,995 150.7%
Property and equipment $13,750,870 $13,345,750 $ 405,120 3.0%
Note receivable $ 257413 $ 712435 $ (455,022) (63.9)%
Other assets $ 838,283 $ 1,047,655 $ (209,372) 20)%
Total assets $25,386,394 $24,029,421 $ 1,356,973 5.6%
Current portion of notes payable and
other debt $ 744,131 $ 2,462,593 $(1,718,462) (69.8)%
Current portion of notes payable to
stockholders $ 828344 $ 888,467 $ (60,123) (6.8)%
Accounts payable and accrued expenses $ 3,804,590 $ 3,354,822 $ 449,768 13.4%
Notes payable and other debt, net of
current portion $12,909,162 $12,350,919 $ 558,243 4.5%

Total assets for the year ended December 31, 2006, were $25,386,394 compared to $24,029,421 as of December 31,
2005, an increase of $1,356,973 or 5.6%. Cash and cash equivalents increased $927,658 due to the completion of the
initial public offering in November, 2006. While proceeds of the initial public offering were approximately
$5,700,000, approximately $2,000,000 was used to retire debt, approximately $697,000 was used to pay associated
legal and accounting fees, and approximately $936,000 was used for working capital (refer to page 12 of this 10-KSB
for additional explanation of the use of proceeds). Prepaid expenses increased $131,858 or 64.1% due to additional
prepaid insurance expenses, workers compensation expense and monthly contributions to an escrow for annual debt
service on bond repayments. Restricted cash increased $549,995 primarily as a result of a $500,000 deposit to a
restricted savings account to secure an extension on a line of credit for one of the properties (see additional discussion
in Liquidity and Capital Resources section of this 10-KSB). Property and equipment increased $405,120, net of
accumulated depreciation, or 3.0% due primarily to continued construction and renovation of Hearth & Care of
Greenfield. Note receivable decreased $455,022 as a result of additional allowance against the collectability of the
receivable (see note 5 of the consolidated financial statements). Other assets decreased $209,372 or 20%. This was as
a result of the transfer of deferred offering costs related to the initial public offering to Stockholders Equity offset by
an increase as a result of recording the deferred compensation plan (see note 20 to the consolidated financial
statements).
Current portion of notes payable and other debt decreased $1,718,462 or 69.8% as a result of retiring the balance of
the mezzanine loan and to current maturities. Current portion of notes payable to stockholders decreased $60,123 or
6.8% as a result of a loan from a stockholder for $835,000 to refinance the loan from WesBanco that was used to
acquire Assured offset by the retirement of other stockholder debt by using the proceeds from the initial public
offering (see additional discussion in Liquidity and Capital Resources section of this 10-KSB). Accounts payable and
accrued expenses increased $449,768 or 13.4% as a result of taking more time to pay bills to manage cash flow. Notes
payable and other debt, net of current portion, increased $558,243 or 4.5% as a result of additional bank construction
loans for the renovation and addition at Hearth & Care of Greenfield.
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Liquidity and Capital Resources
As a new public company, we will incur legal, accounting and other expenses that we did not incur as a private
company related to the Securities Exchange Commission s reporting requirements under the Securities Exchange Act
of 1934, as amended, and compliance with the various provisions of the Sarbanes-Oxley Act of 2002. We have
incurred considerable expenses with respect to the re-audit of our books and records for 2005 and 2004 in connection
with our registration statement. In addition, we will incur significant incremental expenses with respect to
Sarbanes-Oxley Section 404 compliance.
We have obtained directors and officer s liability insurance and are in the process of obtaining key man life insurance
which we did not have in the past and as a result of which we will incur additional costs. We expect the legal,
accounting and other expenses that we will incur as a public company on an annual basis to be approximately
$350,000 to $400,000. We expect to fund these additional costs using cash flows from expanded operations and
financing activities and additional indebtedness such as a new line of credit.
Overview
We had negative net working capital as of December 31, 2006 of approximately $482,000 as compared to negative net
working capital of approximately $2.93 million for the year ended December 31, 2005, a decrease of $2.48 million.
The majority of the decrease in negative net working capital is the result of the completion of our initial public
offering in November 2006, the subsequent retirement of current liabilities related to our bridge loan and various
shareholder loans and improvements in occupancy at our assisted living facilities and utilization of our home health
services. This decrease was, in part, offset by an additional stockholder loan of $835,000 used to refinance the loan
from WesBanco for the acquisition of Assured. The loan matures in June 2007. We plan to replace this loan with
permanent financing.
We currently do not have a line of credit available to assist with cash flow. We are working with a lender to secure a
line of credit but we have not received firm commitments in this regard. We anticipate that our cash flow from our
subsidiaries will continue to be sufficient to fund their operating cash needs. In the event our subsidiaries fail to
perform and to provide sufficient cash flow, we may be required to sell some of our properties in order to satisfy our
debt service requirements and accounts payable. However, we plan to improve liquidity by 1) refinancing debt where
possible to obtain more favorable terms, 2) increasing facility occupancy, and 3) adding additional management
contracts. During 2006, we engaged a full time Vice President of Marketing and Business Development to assist in
marketing all our facilities as well as looking for new management contracts.
In 2004, we entered into a land contract to sell our Marion Hearth & Home assisted living facility. The purchaser is a
not-for-profit organization that relies on fund raising and grants to fund their operations as a shelter for abused
women. During 2005 the purchaser did not receive all anticipated grant money; and, as a result, we agreed to reduce
their monthly payments for one year. We plan to negotiate with the purchaser to allow them more time to acquire
grants to complete the purchase of the property. In the event they are unable to consummate the contract by
December 31, 2008, the property will be returned to us. If this happens, we will have the option of finding another
buyer or returning the property to an assisted living facility operated by us. If the land contract is not consummated,
we will continue to make the mortgage payments without the benefit of the offsetting land contract payments until
such time as the building can be sold or converted back to assisted living with a stable occupancy.
We have a forward purchase contract to acquire the outstanding partnership interest in Hearth & Home of Van Wert
by October 2008. The present value of this contract is $900,000 as of December 31, 2006 and December 31, 2005. We
plan to satisfy this contract with bank financing. There can be no assurances that such financing will be available at
that time to satisfy this commitment.
In 2003, we entered into an agreement with a building contractor for the renovation and the expansion of ten
additional private rooms to our Hearth & Care of Greenfield nursing facility. This project is currently over budget and
behind schedule for completion. Due to several change orders, weather delays and increased costs of construction, an
additional $620,000 is required to complete the expansion. We have terminated our contract with the initial project
contractor due to their poor performance and have engaged a new contractor to have the building completed.
Subsequently, the former contractor has
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filed a claim against us alleging damages of $376,000 for terminating the contract. In addition, a subcontractor has

also sought judgement against Hearth & Care of Greenfield in the amount of approximately $57,000. We believe that

the claims are without merit and intend to vigorously defend our position (see note 17 of the consolidated financials

statements). Furthermore, we believe that the Company may have a claim against the contractor.

We are working with a bank to refinance the construction loan and provide additional funds to complete the project;

however, there can be no assurances agreeable terms can be reached.

Notes Payable and Other Debt

For the year ended December 31, 2006 and the year ended December 31, 2005, we had long-term debt outstanding of

$13,766,917 and $16,068,396, respectively with weighted average interest rates of 7.5% and 7.1%, respectively.

Approximately half of our debt is at a variable interest rate. We project that an increase of 1% in interest rates could

result in a $74,000 increase in interest expense.

Our debt instruments contain various financial covenants and other restrictions including requirements for the

following: minimum income and cash flow, debt service coverage, tangible net worth and working capital

requirements. Many of these debt instruments also contain cross default provisions and limitations on the amount of

additional debt we can raise. We were not in compliance with loan covenants on four loans at December 31, 2006 as

follows:
In connection with the financing and loan agreement used to acquire Assured Health Care, Assured was required
to maintain a debt service coverage ratio of 1.4 to 1.0 or better on an annual basis. The coverage ratio was 0.45
and not in compliance with the ratio as of December 31, 2005. In April, 2006, the outstanding loan balance of
$835,000 was refinanced for one year by a former director and shareholder. The new loan matures in June 2007.
There is no debt service coverage ratio requirement on the new loan. We plan to replace this debt with permanent
financing.

In connection with the financing and loan agreement used to re-finance two assisted living properties located in
Springfield, Ohio and one in Urbana, Ohio, the properties are required on an annual basis to maintain a minimum
tangible net worth which shall be increased each year by the cumulative net earnings of the properties. As of
December 31, 2006, the minimum requirement was $720,800 and the actual tangible net worth was $319,320,
and therefore, not in compliance. Additionally, we are required to maintain a debt service coverage ratio of
1.4:1.0 as of the end of each fiscal quarter for the twelve month period ending on the last of the fiscal quarter. As
of December 31, 2006, the debt service coverage ratio was .77:1.0. However, the tangible net worth covenant
requirement and the debt service coverage ratio requirement were waived by WesBanco on March 19, 2007.

In connection with the financing and loan agreement used to re-finance an assisted living property located in Van
Wert, Ohio, the property is required on an annual basis to maintain a minimum tangible net worth and such net
worth shall not be less than 10% of total assets. As of December 31, 2006, the minimum requirement was
$308,846 and the actual tangible net worth was $233,469. Also, 10% of the total assets was $343,903 as
compared to the actual tangible net worth of $233,469; and therefore, both covenants were not in compliance.
However, both net worth covenants were waived by WesBanco on March 30, 2007.

In connection with the financing and loan agreements used to re-finance the corporate office building and to
re-finance miscellaneous debt, we were required to not have a change of ownership of AdCare of more than 25%.
As a result of the initial public offering, we were in violation of this covenant. However, the default was waived
by WesBanco on March 19, 2007.
In April, 2006, we refinanced the outstanding balance of our debt for Assured home health with a major shareholder
of AdCare for $835,000. This was done in order to repay the debt to WesBanco and obtain a waiver on some of our
covenants. The new loan is for one year with payments of interest only. We plan to replace this debt with permanent
financing.
Notes Payable to Stockholders
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For the year ended December 31, 2006 and the year ended December 31, 2005 notes payable to stockholders were
$828,344 and $888,467, respectively, with weighted average interest rates of 8.3% and 10.3%, respectively.
Approximately $123,000 of these notes was retired in January 2006 using a portion of the proceeds from the
September 2005 private placement. The
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balance was retired in November 2006 using proceeds from the initial public offering. The remaining shareholder loan
for $828,344 matures in May 2007 with the balance due upon demand. We expect to use bank refinancing to satisfy
the remaining commitments.
Cash Flow
Activities that affect our cash flows from operations are numerous. For instance, the acuity of our assisted living
residents affects the monthly fees we charge them and the fees increase in relation to the level of services required to
take care of them. In the nursing area, patients who are covered under Medicare are paid higher reimbursement rates
than patients who are covered under Medicaid. Accordingly, we are trying to admit more Medicare patients to our
facilities. Also, the length of stay in our nursing homes affects cash flow. In our nursing homes and assisted living
homes, our strategy is to try to provide all the services required to keep our patients in our facilities as long as we can
(to age in place). Marketing and maintaining occupancy of our facilities is a very important activity that affects cash
flow. We have recently engaged a Vice President of Marketing and Business Development to assist the sales people
on site at our properties to increase occupancy.
Our cash requirements are satisfied primarily with cash generated from operating activities and debt. Our cash flow is
dependent on our ability to collect accounts receivable in a timely manner. Accounts receivable collections in the
health care industry can be very complex processes. At December 31, 2006, approximately 78% of our revenue was
from Medicaid and Medicare programs. These are reliable payment sources which make our likelihood of collection
very high. However, the time it takes to receive payment on a claim from these sources can be long. On average,
accounts receivable were outstanding nearly 36 days before collection as of December 31, 2006 which is slightly
lower than December 31, 2005 days of 36.1. The status of collection efforts is monitored very closely by our senior
management. (See additional discussion under Patient Care Receivables in the Critical Accounting Policies and Use of
Estimates Section of this Item.)

December 31, 2006 as compared to December 31, 2005
During 2006, we satisfied our cash requirements primarily with cash generated from operating activities and the
issuance of our common stock in our initial public offering. Our cash was used principally for the operations of our
properties and the retirement of debt as outlined in our prospectus. Cash provided by operating activities increased
$485,778 as a result of increased accounts payable and accrued expenses. Additionally, the change in other assets was
the result of payment of deferred offering costs with proceeds from the initial public offering.
Net cash used in investing activities for the years ended December 31, 2006 and December 31, 2005 was $1,008,841
and $2,085,599, respectively. In January 2005, we acquired the Assured Health Care home health agency resulting in
a significant increase in investing activities for the year. For the year ended December 31, 2006, there were additional
purchases of property plant and equipment primarily for the expansion and renovation of Hearth & Care of Greenfield.
Additionally, restricted cash increased by $549,995. On November 20, 2006, we entered into an agreement for the
extension of the letter of credit for Community s Hearth & Home. The letter of credit was to expire on December 15,
2006. As an inducement to WesBanco to secure the extension, we were required to put on deposit with WesBanco
$500,000 in an interest bearing account. The funds will be held by WesBanco until a replacement letter of credit is
secured. We are currently negotiating with another financial institution to secure the replacement letter of credit. There
can be no assurances we will reach agreeable terms or that those terms will not require a similar deposit of cash to
provide additional security on the loans. The increase in reserve for notes receivable was the result of additional
reserves accrued as a result of an evaluation of the collectability of notes receivable during the fourth quarter. (see
note 5 of the consolidated financial statements)
Net cash provided by financing activities for the year ended December 31, 2006 was $1,578,839. This is the result of
proceeds from the note payable to a stockholder to re-finance the Assured Health Care loan and the net proceeds from
our initial public offering. These were offset primarily by retirement of debt to shareholders and repayment of the
mezzanine financing. Net cash provided by financing activities for the year ended December 31, 2005 was
$2,160,271. This was primarily the result of the acquisition of Assured Health Care in January 2005 and the
mezzanine loan in September 2005. This activity was partially offset by repayments on notes payable.

Inflation
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facilities we manage for third parties are our primary source of income at this time. This source of income is affected
by the monthly rental rates and the occupancy rates. The monthly rental rates are dependent on various factors
including competition, market conditions and the locations of the properties. We evaluate and prepare budgets for our
properties on an annual basis. At that time, we assess the impact of inflation on the operations of the properties,
including but not limited to, budgeting increases for real estate taxes, utilities, employee expenses, food and supplies.
We strive to be the provider of choice in each one of our markets to charge market or better than market rates.
However, some factors are difficult to quantify, such as potential increases in employee expenses as a result of the
current shortage of qualified nurses, and there can be no assurance that the resident rental rates will increase or that
costs will not increase due to inflation or other causes.

Critical Accounting Policies and Use of Estimates
We prepare our financial statements in accordance with accounting principles generally accepted in the United States.
The preparation of these financial statements requires us to make estimates and judgments that affect the reported
amount of assets, liabilities, revenues and expenses. We base our estimates on historical experience, business
knowledge and on various other assumptions that we believe to be reasonable under the circumstances at the time.
Actual results may vary from our estimates. These estimates are evaluated by management and revised as
circumstances change. We believe that the following are critical accounting policies:
Our financial statements reflect consolidation with entities in which we have determined to have a controlling
financial interest
In December of 2003, the Financial Accounting Standards Board ( FASB ) issued FIN 46R which addresses the
consolidation of business enterprises which focus on primary beneficiaries in variable interest entities as defined in the
interpretation. We have evaluated our relationship with Community s Hearth & Home, LTD. and Hearth & Home of
Van Wert, LLC, and determined that these entities are variable interest entities pursuant to FIN46R of which we are
the primary beneficiary. We consolidated the entities as of December 31, 2003.
Patient Care Receivables
Patient care receivables are reported net of allowances for doubtful accounts. The administrators and managers of our
properties evaluate the adequacy of the allowance for doubtful accounts on a monthly basis, and adjustments are made
if necessary. On an ongoing basis, we have experienced very few collection problems and do not anticipate significant
increases unless the economy where our properties are located encounters a severe down trend. Approximately 80% of
our revenue in our nursing facilities is derived from Medicare and Medicaid qualifying residents. Charges to these
payers are evaluated monthly to insure that revenue is recorded properly and that any adjustments necessitated by our
contractual arrangement with these payers are recorded in the month incurred.
Long-lived Assets and Goodwill
We account for our long-lived assets of property, plant and equipment other than goodwill by applying the provisions
of SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets. We review the value of our
long-lived assets on an annual basis or sooner if required for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable. The determination and measurement of an
impairment loss under these accounting standards requires the significant use of judgment and estimates based on
many factors which can be subject to changing circumstances. Some of the changing circumstances could be market
conditions, interest rates, competition and the economy.
Beginning January 1, 2002, we accounted for goodwill under the provisions of SFAS No. 142, Goodwill and Other
Intangible Assets, which requires us to no longer amortize goodwill. Beginning in 2006, we now test goodwill on an
annual basis in the fourth quarter for the purpose of assessing the potential of its impairment and making the
appropriate adjustments if required. We no longer amortize costs associated with and the acquisition of certificates of
need required in Ohio for nursing homes.
Incentive Stock Option Plan
Through December 31, 2005, we accounted for our employees stock option plans under the recognition and
measurement
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principles of APB Opinion No. 25, Accounting for Stock Issued to Employees and related interpretations. No stock
based employee compensation is reflected in net income, as all options granted under our plans are at an exercise price
equal to the market value of the underlying common stock as of the date of grant. There has been no market for our
common stock; accordingly, the exercise price established at time of grant was based on the judgment of the option
committee.
Effective January 1, 2006, we began accounting for options by applying the fair value recognition provisions of FASB
123R, Share Based Payments, the effects of which are included in our financial statements for the year ended
December 31, 2006.

Recent Accounting Pronouncements
On February 15, 2007, the Financial Accounting Standards Board ( FASB ) issued Statement of Financial Accounting
Standards No. 159, The Fair Value Option for Financial Assets and Financial Liabilities Including an Amendment of
FASB Statement No. 115 ( FASB 159 ). This standard permits an entity to measure financial instruments and certain
other items at estimated fair value. Most of the provisions of SFAS No. 159 are elective; however, the amendment to
FASB No. 115, Accounting for Certain Investments in Debt and Equity Securities, applies to all entities that own
trading and available-for-sale securities. The fair value option created by SFAS 159 permits an entity to measure
eligible items at fair value as of specified election dates. The fair value option (a) may generally be applied instrument
by instrument, (b) is irrevocable unless a new election date occurs, and (c) must be applied to the entire instrument
and not to only a portion of the instrument. SFAS 159 is effective as of the beginning of the first fiscal year that
begins after November 15, 2007. Early adoption is permitted as of the beginning of the previous fiscal year provided
that the entity (i) makes that choice in the first 120 days of that year, (ii) has not yet issued financial statements for any
interim period of such year, and (iii) elects to apply the provisions of FASB 157. We are currently evaluating the
impact of SFAS 159, if any, on our consolidated financial statements.
In September 2006, the Securities and Exchange Commission (  SEC ) staff issued Staff Accounting Bulletin No. 108
( SAB 108 ), Considering the effects of Prior Year Misstatements when Quantifying Misstatements in Current Year
Financial Statements . Traditionally, there have been two widely recognized methods for quantifying the effects of
financial statement misstatements: the roll-over method and the iron-curtain method. The roll-over method focuses
primarily on the impact of a misstatement on the income statement, including the reversing effect of prior year
misstatements. The iron-curtain method focuses primarily on the effect of correcting the period-end balance sheet with
less emphasis on the reversing effects of prior year errors on the income statement. In SAB 108, the SEC staff
established an approach that is commonly referred to as a dual approach because it now requires quantification of
errors under both the iron-curtain and the roll-over methods. For the Company, SAB 108 is effective for the fiscal year
ending December 31, 2006. The adoption of SAB 108 did not have any material effect on the Company s financial
position, net earnings or prior year financial statements.
In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157 ( SFAS 157 ), Fair Value
Measurements . This statement establishes a single authoritative definition of fair value, sets out a framework for
measuring fair value, and requires additional disclosures about fair-value measurements. SFAS 157 defines fair value
as the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between
market participants at the measurement date . For the Company, SFAS 157 is effective for the fiscal year beginning
January 1, 2008. We are currently evaluating this standard to determine its impact, if any, on our consolidated
financial statements.
In June 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes, (FIN 48), which
prescribes detailed guidance for the financial statement recognition, measurement and disclosure of uncertain tax
positions recognized in an enterprise s financial statements in accordance with FASB Statement No. 109, Accounting
for Income Taxes. Tax positions must meet a more-likely-than-not recognition threshold at the effective date to be
recognized upon the adoption of FIN 48 and in subsequent periods. FIN 48 will be effective for fiscal years beginning
after December 15, 2006, or January 1, 2007 for the company, and the provisions of FIN 48 will be applied to all tax
positions accounted for under Statement No. 109 upon initial adoption. The cumulative effect of applying the
provisions of this interpretation will be reported as an adjustment to the opening balance of retained earnings for that
year. The company has evaluated the potential impact of FIN 48 on its consolidated financial statements and has not
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In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments an
amendment
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of FASB Statements No. 133 and 140 (SFAS 155), to simplify and make more consistent the accounting for certain
financial instruments. Specifically, SFAS 155 amends SFAS No. 133, Accounting for Derivative Instruments and
Hedging Activities, to permit fair value re-measurement for any hybrid financial instrument with an embedded
derivative that otherwise would require bifurcation, provided that the whole instrument is accounted for on a fair value
basis. SFAS 155 amends SFAS 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities (as amended), to allow a qualifying special-purpose entity (SPE) to hold a derivative financial instrument
that pertains to a beneficial interest other than another derivative financial instrument. SFAS 155 applies to all
financial instruments acquired or issued after the beginning of an entity s first fiscal year that begins after
September 15, 2006, with early adoption permitted. The adoption of this standard did not have a material impact on
the Company s financial condition, results of operations, or liquidity.
In May 2005, FASB issued SFAS No. 154, Accounting for Changes and Error Corrections, a Replacement of APB
Opinion No. 20 and FASB Statement No. 3. SFAS 154 applies to all voluntary changes in accounting principle and
requires retrospective application to prior periods financial statements of changes in accounting principle. This
statement also requires that a change in depreciation, amortization, or depletion method of long-lived, non-financial
assets be accounted for as a change in accounting estimate affected by a change in accounting principle. SFAS 154
carries forward without change the guidance contained in Opinion No. 20 for reporting the correction of an error in
previously issued financial statements and change in accounting estimate. This statement is effective for accounting
changes and corrections of errors made in fiscal years beginning after December 15, 2005. The adoption of this
standard did not have a material impact on our financial condition, results of operations, or liquidity.
In March 2005, FASB issued FASB Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations,
and Interpretation of FASB Statement No. 143. This Interpretation clarifies that the term conditional assets retirement
obligations refers to a legal obligation to perform an asset retirement activity in which the timing and/or method of
settlement are conditional on a future event that may or may not be within the control of the entity. Accordingly, an
entity is required to recognize a liability for the fair value of a conditional asset retirement obligation if the fair value
can be reasonable estimated. This interpretation is effective no later than the end of fiscal years ended after
December 15, 2005. The adoption of this standard did not have a material impact on our financial condition, results of
operations, or liquidity.
In December 2004, FASB issued SFAS No. 123, Share-Based Payment. SFAS No. 123(R) is a revision of SFAS
No. 123, Accounting for Stock-Based Compensation, and supersedes APB Opinion No. 25, Accounting for Stock
Issued to Employees. Statement No. 123 requires the fair value of all stock based awards issued to employees to be
recorded as an expense over the related vesting period. The statement also requires the recognition of compensation
expense for the fair value of any unvested stock based awards outstanding at the date of adoption. We adopted SFAS
No. 123(R) effective January 1, 2006. We expect that adoption of this standard will result in charges to operating
expenses of continuing operations of approximately $6,000 and $14,000 in the years ending December 31, 2006 and
2007, as a result of the unvested portion of options outstanding as of December 31, 2005.
In December 2004, FASB issued SFAS No. 153, Exchanges of Non-monetary Assets, an Amendment of APB Opinion
No. 29. SFAS No. 153 required exchanges of productive assets to be accounted for at fair value, rather than at
carryover basis, unless (1) neither the assets received nor the asset surrendered has a fair value that is determinable
within reasonable limits or (2) the transactions lack commercial substance. This statement is effective for
non-monetary assets exchanges occurring in fiscal periods beginning after June 15, 2005. The adoption of this
standard did not have a material impact on our financial conditions, results of operations, or liquidity.
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To the Stockholders
AdCare Health Systems, Inc.
and Subsidiaries
Springfield, Ohio
We have audited the accompanying consolidated balance sheet of AdCare Health Systems, Inc. and Subsidiaries as of
December 31, 2006, and the related consolidated statements of operations, stockholders equity and cash flows for each
of the two years in the period ended December 31, 2006. These consolidated financial statements are the responsibility
of the Company s management. Our responsibility is to express an opinion on these consolidated financial statements
based on our audits.
We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were we
engaged to perform, an audit of its internal control over financial reporting. Our audit included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company s internal control
over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of AdCare Health Systems, Inc. and Subsidiaries as of December 31, 2006, and the
consolidated results of their operations and their cash flows for each of the two years in the period ended
December 31, 2006, in conformity with accounting principles generally accepted in the United States.
As discussed in Note 2 to the consolidated financial statements, the Company is subject to certain risks and
uncertainties.
RACHLIN COHEN & HOLTZ LLP
Miami, Florida
March 26, 2007
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ADCARE HEALTH SYSTEMS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

ASSETS
Current Assets:
Cash and cash equivalents
Certificate of deposit, restricted
Accounts receivable:
Long-term care resident receivables, net
Management, consulting and development receivables, net
Advances and receivables from affiliates
Assets of discontinued operations
Prepaid expenses and other

Total current assets

Restricted cash

Property and equipment, net

Note receivable, net

License, net

Goodwill

Assets of discontinued operations, net of current portion
Other assets

Total Assets

LIABILITIES AND STOCKHOLDER S EQUITY

Current Liabilities:

Current portion of notes payable and other debt
Current portion of notes payable to stockholders
Accounts payable and accrued expenses
Liabilities of discontinued operations

Total current liabilities

Notes Payable and Other Debt, Net of Current Portion
Other Liabilities

Forward Purchase Contract

Liabilities of Discontinued Operations

Minority Interest in Equity of Consolidated Entities

Total liabilities

Table of Contents

December 31,
2006

$ 2,136,414
198,266

1,949,745
254,321
35,897
4,677
337,638

4,916,958

914,941
13,750,870
257,413
1,189,306
2,638,193
880,430
838,283

$ 25,386,394

$ 744,131
828,344
3,804,590
22,177

5,399,242

12,909,162
262,597
900,000
848,394
160,259

20,479,654

December 31,
2005

$ 1,208,756
195,121

1,909,245
256,898
27,559
8,500
205,780

3,811,859

364,946
13,345,750
712,435
1,189,307
2,638,193
919,276
1,047,655

$ 24,029,421

$ 2,462,593
888,467
3,354,822
38,930

6,744,812
12,350,919
80,650
900,000
830,387
234,719

21,141,487
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Stockholders equity:
Preferred stock, no par value; 500,000 shares authorized; no shares issued or

outstanding
Common stock and additional paid-in capital, no par value; 14,500,000
shares authorized; 3,778,129 and 1,996,072 shares issued and outstanding 13,857,166 9,397,143
Accumulated deficit (8,950,426) (6,509,209)
Total stockholders equity 4,906,740 2,887,934
Total liabilities and stockholders equity $ 25,386,394 $ 24,029,421

See notes to consolidated financial statements
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ADCARE HEALTH SYSTEMS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

Revenues:
Patient care revenues

Management , consulting and development fee revenue

Total revenue

Expenses:

Payroll and related payroll costs
Other operating expenses
Depreciation and amortization

Total expenses

Income from Continuing Operations

Other Income (Expense):

Interest income

Interest expense, others

Interest expense, related parties

Minority interest in earnings of consolidated entities
Increase reserve for notes receivable

Other income (expense)

Loss Before Discontinued Operations

Discontinued Operations:
Loss from discontinued operations

Net Loss
Return to Members

Loss Attributable to Common Stockholders

Net Loss Per Share, Basic and Diluted:
Continuing operations
Discontinued operations

Table of Contents

$ (2,441,217)

(1.08)
(0.01)

Year Ended
December 31,
2006 2005
$20,801,684 $20,412,688
1,747,801 1,487,672
22,549,485 21,900,360
14,279,275 13,602,022
7,114,252 6,726,110
748,312 805,997
22,141,839 21,134,129
407,646 766,231
26,571 15,433
(2,414,996) (1,506,000)
(70,227) (91,666)
74,460 (65,275)
(437,023)

(225) 3,575
(2,821,440) (1,643,933)
(2,413,794) (877,702)

(27,423) (6,349)
(2,441,217) (884,051)
(269,500)

$ (1,153,551)

0.61)
(0.00)
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$ (1.09) $ (0.61)
Weighted Average Common Shares Outstanding,
Basic 2,234,570 1,904,306
Diluted 2,234,570 1,904,306
See notes to consolidated financial statements
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ADCARE HEALTH SYSTEMS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS EQUITY

Common Stock and Equity in
Additional Paid-in Capital Noncorporate = Accumulated Treasury
Shares Amount Entity Deficit Stock
Balance,
December 31, 2004 1,865,472 8,571,034 (149,141) (5,625,158) (1,244,250)
Year Ended

December 31, 2005:

Common stock

issued on conversion

of debentures 84,800 106,000

Beneficial conversion

on convertible

debentures 893,072

Warrants issued in

connection with

convertible

debentures 658,928

Warrants issued in

connection with debt 42,000

Treasury shares

contributed by

related party (37,500)
Treasury shares sold

to related party 125,000
Shares issued to

acquire related entity 45,800 (873,891) 149,141 1,156,750
Net loss (884,051)

Balance,
December 31, 2005 1,996,072 9,397,143 (6,509,209)

Year Ended

December 31, 2006:

Common stock

issued in initial

public offering (net

of underwriter

discount of

$760,639) 1,406,000 5,917,866
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Total

1,552,485

106,000

893,072

658,928

42,000

(37,500)
125,000

432,000
(884,051)

2,887,934
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