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2004 Letter to Shareholders

In this Annual Report to Shareholders for the year ended December 31, 2004, I am pleased to report
Healthcare Realty Trust’s twelfth successful year as a public company. Qur growing portfolio of healthcare
properties, coupled with the achievements of our services group, generated solid results and a positive total
return to shareholders. Healthcare Realty Trust’s shareholder return continued to exceed the performance
of most market indices in 2004, reflecting, we believe, the quality of the Company’s investments,
operations and financial transactions during the year, as well as its standing within the REIT industry.

In 2004, we continued to invest in properties related to the steadily rising demand for outpatient
healthcare services, While economic indicators may fluctuate from year to year, Americans require and
seck medical treatment following consistent historical patterns. As the aged population grows, many
healthcare organizations will expand and modify their facilities to accommodate this trend.

Revenues for 2004 totaled $234.1 million, compared with $184.1 million for 2003, Net income was
$55.5 million, or $1.24 per diluted common share, compared with $60.4 million, or $1.44 per diluted
common share in 2003. Diluted funds from operations, composed primarily of net income and depreciation
of real estate, totaled $110.2 million, or $2.47 per diluted common share for the twelve months ending
December 31, 2004, This compares with $103.7 million, or $2.48 per diluted common share for the same
period in 2003,

The decline in net income for 2004 is largely related to the application of Financial Accounting
Standards Board (“FASB”) Statement No. 141, “Business Combinations,” in accounting for the
acquisition of real estate operations since 2002. FASB Statement No. 141 requires that the purchase price
of real estate operations be allocated between the land, the physical building as if the building was vacant
when acquired, the lease intangible assets, the goodwill and the customer relationship assets acquired. The
purchase price allocated to the physical building continues to be depreciated over 39 years while the
purchase price allocated to lease intangible assets is amortized over the remaining lease term, typically one
to five years. The accelerated amortization of lease intangibles has reduced net income more significantly
for 2004 than in prior years due to the increased volume of acquisitions.

During the year, we strengthened our balance sheet and expanded relationships with leading
healthcare providers. We continued to be selective about our acquisitions and remained committed to
conservative, long-term investments. In 2004, we were pleased to invest approximately $335 million in
medical office facilities related to high-grade health systems in growing markets.

In the current market for medical office buildings, management has seen relatively low capitalization
rates and minimally accretive investment returns. Historically low interest rates and highly leveraged
financial buyers have resulted in greatcr competition for medical office properties at higher prices, as well
as asset repurchases by operators with alternative capital financing. While the Company’s medical office
investments in 2004 were acquired in large portfolios subject to competitive market pricing, we believe
these investments served to establish relationships with health systems that enhance prospects for
continued investment on their campuses.

The Company distributed $2.55 per common share during the calendar year 2004, the Company’s
twelfth consecutive year of dividend payments. We are proud of our accomplishments and believe they
reflect our exacting investment standards, the quality of our portfolio and our long-term perspective for
meaningful growth, ‘

The Company recently announced its common stock dividend for the third quarter of 2005 in the
amount of $0.66 per share, or $2.64 per share annualized. Considering that the current market pricing for
medical office acquisitions has continued for an ¢xtended period of time at capitalization rates that are
minimally accretive, and given the recycling of assets brought about by historically low interest rates, the
Company decided to maintain the third quarter dividend at the same level as the previous quarter and will
determine future dividend policy based upon the ability to make investments meeting the Company’s
objectives.




We believe the Company is weli-positioned to maintain its performance in future years given our
operating sirength, low busincss-risk profile, superior capital structure and liquidity position, and dedication
to lasting ownership of healthcare real estate.

Healthcare in 2004

The operating fundamentals of acute care hospitals remained strong in 2004. Increases in Medicare
reimbursement rates and positive commercial payor pricing created revenue growth for most healthcare
providers, despite higher uninsured admissions and bad debt expense. The aging population continues to
create demand for healthcare services and a greater need for hospitals to expand their real estate capacity.

The regulatory environment remains stringent for healthcare providers. Fraud and abuse statutes that
regulate hospital and physician relationships continue to broaden the industry’s awareness of the need for
experienced medical real estate management and enhance Healthcare Realty Trust’s efforts to create long-
term relationships.

The healthcare industry continues to benefit from a favorable Medicare reimbursement environment.
Healthcare providers are expected to receive positive payment rate increases through 2007, although
speculation is rising about the high federal budget deficit potentially causing cuts 10 Medicare funding in
2006. Historical data shows no direct correlation between high federal budget deficits and lower rates of
Medicare reimbursement growth. Rather, Medicare spending growth seems to be morc closely related to
hospital profit margins. The highest increases in Medicare spending have occurred in ycars of low hospital
profit margins, which have also happened to be years of high federal deficits. We could likely see a
reversion back to smaller increases more in line with average historical rates, which would. allow significant
savings while still providing solid increases in Medicare funding for healthcare providers.

Despite changes in Medicare reimbursement and other regulatory requirements from year to year, we
expect healthcare providers to continue to adjust to new operating challenges, as they have in the past, by
developing stronger standards and modifying their strategies for profitable operations and growth. It has
been our observation that over time, throughout years of change in the healthcare industry, hospitals in
growing communities have proven themselves to be financially resilient with stable cash flow, '

Looking Forward

The healthcare industry’s fundamental strength and related impact on real estate remain intact. The
growth of the aged population, advances in medical technology and a heightened focus on preventive
medicine continue to increase demand for healthcare services. Providers are reevaluating their existing
medical real estatc with a view toward recapitalizing those assets, partnering with outside firms for the
development of new properties and outsourcing their property management functions.

As healthcare delivery continues to shift toward outpatient settings, providers are seeking new facilities
to enhance their capabilities and create operating efficiencies throughout their network of affiliated clinics
and ambulatory care centers. Of.the estimated $23 billion in new healthcare facilities developed annually,
approximately 20% are outpatient-related properties. These assets, including ancillary hospital facilities,
physician clinics, ambulatory care centers and medical office buildings, remain our primary focus.
Currently, outpatient facilitics comprise 67% of the Company’s investment portfolio and 100% of its
construction-in-progress investments.

Nationally, expenditurcs on healthcare services and products are expected to increase more rapidly
than growth in the Gross Domestic Product (GDP). Healthcarc expenditures are now estimated to total
more than $1.7 trillion annually, or 15.3% of GDP, and are projected to grow to $3.6 trillion, or 18.7% of
GDP by 2014, The growth of healthcare services provided in the U.S, continues to show that the industry
is driven largely by demographics and population demand, rather than by fluctuations in seasonal trends,
company-specific changes, or GDP growth. The macro-dynamic of large consumer groups requiring more
healthcare services is expected to increase healthcare providers’ needs for more capacity. These
developments, combined with internal capital needs, should create an environment of strong demand for
capital sources and real estatc partners in the near futurc. Moreover, the prominence of healthcare in our




cconomy affirms our confidence in the industry’s stability, non-cyclical nature and compelling
fundamentals that support long-term real estate values.

Integrated Real Estate Solutions

In the current healthcare environment, successful health systems realize that access to new capital is
critical to accomplishing their long-term mission. Prudent systems are looking to engage experienced real
estate partners that offer flexible, lasting alternatives to meet their real estate needs. Healthcare Realty
Trust seeks to acquire and develop propertics that are strategically integrated with the present and future
goals of health systems and physicians. We utilize straightforward, flexible ownership structures that allow
health systems to redeploy capital resources away from ancillary medical real estate, while preserving the
operational control they desire.

Healthcare Realty Trust is not only a source of capital but is also functionally organized to meet
health systems’ real estate needs. As one of the largest owners of healthcare-related real estate in the
country, the Company provides a continuum of real estate services, including construction and property
management. Our ability to integrate internal capital with management and construction expertise adds
immediate and continuing value for our clients, ensurcs the success of long-term investments and
differentiates Healthcare Realty Trust from other real estate firms.

When health systems are looking to divest or monetize real estate assets, an over-emphasis can be
placed on pricing, often driven by financially leveraged, short-term buyers, particularly in the current
market of low interest rates, While pricing is an important consideration, more critically, we have found
that health systems are concerned with establishing stable, longstanding relationships on their campuses
and value Healthcare Realty Trust’s experience, financial autonomy and long-term investment horizon to
achieve this optimal investment relationship. We believe that remaining disciplined and patient in our
approach to investments serves to maximize value to the shareholder as well as satisfy the real estate
objectives of our partner health systems.

Building Relationships

One of the most important factors in our decision to invest capital is our relationship with the related
health system. It is our intent to invest capital to acquire or develop a building after understanding how
intcrests will be aligned to best meet a health system’s strategic and clinical needs. We have found that
successful real estate properties result from a shared mindset regarding medical office buildings as the
basis of a long-term relationship, rather than merely a financial transaction. Qur relationships tend to be
leaders in their markets, and they recognize that their capital is better invested in delivering quality patient
care than in owning real estate.

In early 2004, Healthcare Realty Trust initiated its investment relationship with Ascension Health,
the nation’s largest not-for-profit healthcare provider, with the acquisition of 13 medical office facilities on
the campuses of health ministries associated with Ascension. The $101 million acquisition included three
properties in southeast Michigan affiliated with St. John Health; four properties in Tucson, Arizona
affiliated with Carondelet Health; and six properties in Nashville, Tennessee affiliated with St. Thomas
Healthcare. We are discussing additional investment and construction opportunitics with Ascension in
2005.

Healthcare Realty Trust also acquired five medical office facilities from MedStar Health and
Advocate Health Care, leaders in the Baltimore, Washington, D.C. and Chicago markets.

In August 2004, Healthcare Realty Trust expanded its relationship with Baylor Health Care System
of Dallas, Texas with the acquisition of 20 medical office properties on its campuses in the metropolitan
Dallas/Fort Worth area. Our relationship with Baylor was initiated in January 2003 when we began
construction of a medical office facility on its new hospital campus in Plano, an outlying city of Dallas.
Shortly thereafter, we began construction of another facility on Baylor’s Irving campus, also outside of
Dallas. With the completion of these facilities in November 2004 and May 2005, respectively, and the
acquisition of 20 facilities in 2004, Healthcare Realty Trust now owns and operates more than 1.4 million




square feet of medical office space associated with Baylor. We expect this relationship to continue to grow
with the commencement of multiple other construction projects in 2006.

Conservative Financial Management

Healthcare Realty Trust’s conservative capital structure differentiates the Company from other RETITs
and enables the Company to take advantage of worthy investment opportunities. We believe our future
growth is best achieved by pursuing investments with leading healthcare providers in order to maximize
long-term cash flow growth.

The Company continues to maintain a low business-risk profile through prudent use of debt. The
Company’s ratio of debt-to-total book capitalization remains among the lowest of its peers — 42.3% at
year-end. A recent industry report ranked Healthcare Realty Trust seventh among high-grade REITs of all
sectors for its overall liquidity and debt compliance. In addition, our investment-grade ratings continue to
validate the Company’s investment approach, operational strategies and conservative capital structure.

The management team is pleased with Healthcare Realty Trust’s progress and achievements during
2004 and is grateful to the Board of Directors and our employees for their energy and commitment. We
appreciate our shareholders, whose support and involvement provide the foundation for the Company’s
continued growth.

Sincerely yours,

ot Ry

David R. Emery
Chairman of the Board & CEO
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PART 1

Disclosure Regarding Forward-Looking Statements

This report and other materials the Company has filed or may file with the Securities and Exchange
Commission, as well as information included in oral statements or other wrilien statements made, or to be
made, by senior management of the Company, contain, or will contain, disclosures which are "forward-
looking statements.” Forward-looking siatements include all statements that do not relate solely to
kistorical or current facts and can be identified by the use of words such as “may,” "“will,” “expect,”
“believe,” “intend,” “plan,” “estimate,” “project,” “continue,” “should” and other comparable terms.
These forward-looking statements are based on the current plans and expectations of management and are
subject to a number of risks and uncertainties, including those set forth below, that could significantly
affect the Company’s current plans and expectations and future financial condition and results.

The Company undertakes no obligation to publicly update or revise any forward-looking statements,
whether as a result of new information, future events or otherwise. Shareholders and investors are
cautioned not to unduly rely on such forward-looking statements when evaluating the information
presented in the Company’s filings and reports.

Such risks and uncertainties include, among other things, the following risks including those described
in more detail below:

e Changes in the financial condition or corporate strategy of the Company’s tenants;

* Business conditions and the general economy;

» The availability of debt and equity capital with favorable terms and conditions;

» The ability of the Company to invest its capital in quality properties on a timely basis;
» The federal, state and local regulatory environment; and

» The ability of the Company to maintain its qualification as a REIT.

Item 1. Business
The Company

Healthcare Realty Trust Incorporated (“Healthcare Realty” or the “Company™) was incorporated in
Maryland in 1993 and is a self-managed and self-administered real estate investment trust (“REIT”) that
integrates owning, acquiring, managing and' developing income-producing real estate properties and
mortgages associated with the delivery of healthcare services throughout the United States.

The Company acquires existing healthcare facilities and provides property management, leasing and
construction projects for qualified healthcare operators. As of September 30, 2005, the Company had
investments of approximatcly $1.9 billion in 246 income-producing real estate properties and mortgages
associated with the delivery of healthcare services throughout the United States. At September 30, 2005,
the Company’s owned real estate portfolio contained approximately 12.5 million square feet and was
comprised of six major facility types located in 27 states. Also, the Company’s mortgage portfolio was
comprised of two major facility types, containing approximately 400,000 square feet. At September 30,
2005, the Company provided property management services for 142 healthcare-related properties
nationwide, totaling approximately 7.6 million square feet. The Company intends to maintain a portfolio of
properties that arc focused predominantly on the outpatient services and medical office segments of the
healthcare industry and are diversificd by tenant, geographic location and facility type.

The Company is one of the largest fully-integrated real estate companies focused on income-
producing real estate properties related to the delivery of healthcare services and is one of the largest
healthcare REITs focused primarily on medical office buildings and outpatient facilities,
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Healthcare Realty’s strategy is to be a full-service provider of integrated real estate solutions to
quality healthcare providers. Consistent with this strategy, the Company secks to provide a broad spectrum
of services needed to own, acquire, manage and develop healthcare properties, including: leasing,
construction, property management, market research, tenant coordination and financial services.

The Company acquires income-producing real estate properties associated with a diverse group of .
quality healthcare providers in markets where the respective healthcare provider maintains a strong
presence. Management believes that the Company has a strategic advantage in providing its services to a
more diverse group of healthcare providers because the Company is not affiliated with any healthcare
provider and does not expect to be affiliated with any healthcare provider.

Management believes that diversification reduces the Company’s potential exposure to unsuccessful
healthcare service strategies and to a concentration of credit with any one healthcare provider., Only one
healthcare provider (HealthSouth at 11%) accounted for more than 10% of the Company’s revenues
during the year ended December 31, 2004.

As of September 30, 2005, approximately 56% of the Company’s real estate investments consist of
properties leased to unaffiliated lessees pursuant to long-term net master lease agreements or financial
support agreements. Approximately 44% are multi-tenanted properties with occupancy leases, but without
other financial support agreements. The Company’s master leases and financial support agreements are
generally designed to ensure the continuity of revenues and coverage of costs and expenses relating to the
properties by the tenants and the sponsoring healthcare operators. The Company’s recent medical office
real estate acquisitions have not had master lease or financial support arrangements with the health
systems on whose campuses the acquired properties are located. Rather, the income from such investments
is derived solely from rents paid by the occupying tenant which include physician practices and hospital
outpatient operations under leases of varying terms, While such arrangements do not provide the Company
with the ability to seek recourse from a healthcare sponsor, they generally allow the Company to manage
rents more profitably. The Company e¢xpects this trend to continue.

As of September 30, 2005, the weighted average rcmaining lease term pursuant to the long-term
master lease and financial support agreements was approximately 6.3 years, with expiration dates through
2022.

Base rent or support payments under master leases or financial support agreements vary by agreement
taking into consideration various factors, including the credit of the property lessee, the healthcare
opcrator, and the operating performance, location, and physical condition of the property. Many of the
property agreements contain provisions for additional rent or support payment increases. The existence and
nature of provisions for additional payments in any given agreement relate to, among other factors, the
financial strength of the respective property lessee, the healthcare operator, or both, as well as other lease
terms.

The Company focuses predominantly on outpatient healthcare facilities, which are designed to provide
medical services outside of traditional inpatient hospital settings, Management believes the outpatient
services segment of the healthcare industry provides the most cost-effective delivery setting and, because of
increasing cost pressures, along with technological advances and a heightened focus on preventive
medicine, this segment of the healthcare-related real estate market offers the greatest potential for future
growth. The Company also invests in properties associated with the senior living and nursing home
industries.

Construction projects require the Company to provide funding to build facilities on property owned or
leased by the Company. In most construction transactions, the Company acts as developer and owner and
has approval authority with regard to- plans, specifications, budgets and time schedules for the completion
of the construction of the property.

The Company operates so as to qualify as a REIT for federal income tax purposes. If so qualified,
with limited exceptions, the Company will not be subject to corporate federal income tax with respect to
net income distributed to its shareholders. See “Federal Income Tax Information” below.




Purchase Options

A number of the Company’s properties are subject to options in favor of the operator to purchase the
properties for the amount of the Company’s investment. Completion of the purchase is contingent upon
the operator having access to funding and certain other matters covered by the applicable contracts.
Though purchases have historically been infrequent, the Company sold ten senior living properties to an
operator in 2005 for approximately $71.0 million, including the repayment of certain receivables. The ten
properties covered by the purchase options exercised by this operator comprise approximately $74.9 million
($61.2 million, net) of the Company’s real estate properties and accounted for approximately 3.5% of the
Company’s revenues for the year ended December 31, 2004. The Company recognized a gain of
approximately $6.1 million in the first quarter of 2005 from the sale of nine of the properties and
recognized a gain of approximately $1.2 million from the sale of the tenth property in the second quarter
of 2005,

Also, on April 20, 2005, another senior living operator purchased five propertics it leased from the
Company producing net sale proceeds to the Company totaling approximately $53.2 million, including the
repayment of certain receivables. The five properties covered by the purchase options exercised by this
operator comprise approximately $50.3 million ($42.1 million, net) of the Company’s real estate assets and
accounted for approximately 2.5% of the Company’s revenues for the year ended December 31, 2004. The
Company recognized a gain of approximately $0.2 million from the sale of the five properties.

As of September 30, 2005, the Company has reinvested all of the proceeds from the two purchase
transactions discussed in the preceding paragraphs by acquiring approximately $128.9 million of new
properties and mortgages.

On September 29, 2005, a sponsor under a property operating agreement gave notice to the Company
of its intent to purchase three properties under property operating agreements with the Company with a
target closing date in December 2005. The three properties covered by the purchase options exercised by
this operator comprise approximately $9.7 million ($8.2 million, net) of the Company’s real estate
properties and accounted for approximately 0.6% of the Company’s revenues for the year ended
December 31, 2004. The Company expects to recognize a gain from the sale of these properties.

On November 15, 2005, a lessee gave notice to the Company of its intent to purchase, during the
second quarter of 2006, a medical office building it leases from the Company under a master lease
agreement. Bascd on the master lease agreement, the lessee’s purchase price will be equal to the fair
market value of the property, to be determined by an appraisal process specified in the master lease. The
property comprised approximately $16.4 million ($13.8 million, net) of the Company’s real estate
properties at December 31, 2004 and accounted for approximately 1.1% of the Company’s revenues for the
year ended December 31, 2004. The Company believes it will recognize a gain on the transaction.

The exercise of the purchase options above is largely a function of the historically low interest rate
environment. In cach case, the operator or sponsor was able to replace higher rate lease or support
obligations to the Company with lower rate mortgage debt. The Company cannot predict whether
additional purchase options will be exercised, but the Company has not received notice of exercise of any
other purchase options through November 15, 2005.

Acquisitions and Dispositions during the Fourth Quarter of 2004 and the First Three Quarters of 2005

During the fourth quarter of 2004, the Company sold a 69,200 square foot physician clinic in Florida
for $5.0 million, converted a $1.6 million mortgage note into full equity ownership of a skilled nursing
facility in Michigan, and a $18.8 million mortgage note receivable was repaid in full.

During the first quarter of 2005, the Company invested in three mortgages totaling $50.4 million. The
morigages are secured by two groups of skilled nursing facilities and a group of assisted living facilities.
Also, during the first quarter of 2005, a senior living operator purchased nine of the ten properties it leased
from the Company producing net proceeds to the Company totaling $58.9 million, including the repayment
of certain receivables. These nine properties covered by the purchase options exercised by this operator
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comprised approximately $62.5 million ($50.8 million, net) of the Company’s real estate properties. The
Company recognized a gain of approximately $6.1 million from the sale of these nine properties. Finally,
the Company sold a comprehensive ambulatory care center in Florida for net proceeds totaling

$4.8 million. The Company recognized an impairment charge related to the sale of approximately $25,000.
The proceeds received by the Company from the property dispositions were used to fund the

three mortgage investments made during the quarter.

During the second quarter of 2005, the Company acquired seven senior living properties in Tennessee
and South Carolina totaling $45.3 million; invested $11.1 million in a joint venture related to three medical
office buildings in Washington; and invested in a $10.8 million mortgage secured by leasehold interests in
a group of assisted living facilitics. Also, during the second quarter, as discussed in Purchase Options
above, a senior living operator exercised its remaining purchase option on 10 properties it leased from the
Company by purchasing the tenth property for nct proceeds to the Company of $12.1 million, including
the repayment of certain receivables. This property comprised approximately $12.4 million ($10.4 million,
net) of the Company’s real estate properties as of December 31, 2004. The Company recognized a gain of
approximately $1.2 million from the salc of this property. Also, as discussed in Purchase Options above, a
second senior living operator exercised its purchase options on five properties it leased from the Company
producing net proceeds to the Company totaling $53.2 million, including the repayment of certain
receivables. The five properties covered by the purchase comprised approximately $50.3 million
($42.1 million, net) of the Company’s rcal estate properties as of December 31, 2004, The Company
recognized a gain of approximately $0.2 million from the sale of the five properties. Finally, during the
second quarter of 2005, a $2.9 million mortgage note receivable secured by an assisted living facility in
South Carolina was repaid in full, a 19,000 square foot comprehensive ambulatory care center in Florida
was sold for $1.9 million, and the -Company sold a land parcel in Texas for $2.0 million.

During the third quarter of 2005, the Company acquired an assisted living facility in Florida for
$11.2 million. Also, a $1.3 million mortgage note receivable secured by a physician clinic in Florida was
repaid in full,

‘Contractual Obligations

As of December 31, 2004, the Company had long-term contractual obligations of approximately
$1.4 billion. For a more detailed description of these contractual obligations, see “Management’s
Discussion and Analysis of Financial Condition and Results of Operations — Liquidity and Capital
Resources — Contractual Obligations,” included elsewhere in this report on Form 10-K. As of
September 30, 2005, there have been no significant changes in the amount of the Company’s contractual
obligations. ' \

Mortgage Notes Receivable Portfolio

As of December 31, 2004, the Company’s mortgage notes receivable portfolio totaled $40.3 million.
Approximately 65% of the mortgage notes receivable were secured by assisted living facilities, 32% were
secured by skilled nursing facilities, and 3% are secured by a medical office building,

As of September 30, 2005, the Company’s mortgage notes receivable portfolio totaled $95.6 million.
Approximately 58% of the mortgage notes receivable were secured by assisted living facilities and 42%
were secured by skilled nursing facilities. The increase in mortgage investments between December 31,
2004 and September 30, 2005 occurred as a result of the Company’s reinvestment of proceeds from
properties sold pursuant to purchase options in the first and second quarters of 2005.

As of December 31, 2004, the weighted average maturity of the mortgage notes receivable portfolio
was approximately 4.4 years, with maturity dates through 2013. Interest rates ranged from 8.75% to 11.7%
and are generally adjustable each year to reflect increases in the Consumer Price Index.
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As of September 30, 2005, the weighted average maturity of the mortgage notes receivable portfolio
was approximately 3.3 years, with maturity dates through 2013, and interest rates ranging from 9.54% to
12.69%. ‘

Competition

The Company competes for property acquisitions with private investors, healthcare providers, other
healthcare-related REITs, real estate partnerships, and financial institutions, among others. The Company
also competes for the construction of new healthcare facilities. The business of acquiring and constructing
new healthcare facilities is highly competitive and is subject to price, construction and operating costs, and
other competitive pressures.

The financial performance of all of the Company’s properties is subject to competition from similar
properties. Certain operators of other properties may have capital resources in excess of those of the
Company or the operators of the Company’s properties. In addition, the extent to which the Company’s
properties are utilized depends upon several factors, including the number of physicians using the
healthcare facilities or referring patients there, competitive systems of healthcare delivery, and the area’s
population, size and composition. Private, federal and state payment programs and other laws and
regulations may also have a significant effect on the utilization of the properties. Virtually all of the
Company’s properties operate in a competitive environment, and patients and referral sources, including
physicians, may change their preferences for a healthcare facility from time to time.

Government Regulation

The investments made by the Company are with active participants in the healthcare industry. The
healthcare industry continues to face rising cost$ in the delivery of healthcare services, increased
competition for patients, a growing population of uninsured patients and higher bad debt expense, constant
evaluation of reimbursement levels by private and governmental payors, and scrutiny by federal and state
legislative and administrative authorities, thus presenting the industry and its individual participants with
uncertainty. The Company believes that these uncertainties present opportunities for the Company to assist
in providing solutions to some of these pressures; however, these various changes can affect the economic
performance of some or all of its tenants and clients. The Company cannot predict the degree to which
these changes may affect the economic performance of the Company, positively or negatively.

The facilities owned by the Company and the manner in which they are operated are affected by
changes in the reimbursement, licensing and certification policies of federal, state and local governments.
Facilities may also be affected by changes in accreditation standards or procedures of accrediting agencies
that are recognized by governments in the certification process. In addition, expansion (including the
addition of new beds or services or acquisition of medical equipment) and occasionally the discontinuation
of services of healthcare facilities are, in some states, subjected to state regulatory approval through
“certificate of need” laws and regulations.

Although the Company is not a healthcare provider or in a position to influence the referral of
patients or ordering of services reimbursable by the federal government, its leases and subleases must be
negotiated at arm’s length for fair market value rental rates. To the extent that a healthcare facility leases
space from the Company and, in turn, subleases space to physicians or other referral sources at less than
fair market rental rate, the Anti-Kickback Statute (a provision of the Social Security Act addressing
illegal remuneration) and the Stark Law (the federal physician self-referral law) could be implicated. The
Company’s leases require the lessees to covenant that they will comply with all applicable laws.

A significant portion of the revenue of healthcare providers is derived from government
reimbursement programs, such as the federal Medicare program and the joint federal and state Medicaid
program. Although lease payments to the Company are not directly affected by. the level of government
reimbursement, to the extent that changes in these programs adversely affect healthcare providers, such
changes could have an impact on their ability to make lease payments to the Company. The Medicare
program is highly regulated and subject to frequent evaluation and change. Fundamental changes in the
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Medicare program (including the implementation of a prospective payment system for hospital inpatient,
hospital outpatient, inpatient rehabilitation and skilled nursing services in which facilities are reimbursed
generally a flat or fixed amount based on the classification system for the service provided) have resulted
in a challenging operating environment for healthcare providers. Despite changes in Medicare
reimbursement and other regulatory requirements from year to year, the Company expects healthcare
providers to continue to adjust to new operating challenges, as they have in the past, by developing
stronger standards and modifying their strategies for profitable operations and growth.

Considerable uncertainties surround the future growth of payment levels under government
reimbursement programs. Medicaid growth rates have been lowered in some states with budgetary
concerns, and the policy for federal contributions to states may undergo reform in 2006 with Congress
currently looking to reduce federal Medicaid spending growth. The Medicare Modernization Act of 2003
set positive increases in annual Medicare reimbursement rates for healthcare providers through 2007.
However, Congress may amend this policy if pressured to curb high rates of growth in Medicare spending
(versus GDP growth), and if the Medicare operating margins of healthcare providers are deemed high
enough to absorb a lower rate of growth.

While conjecture has risen regarding the pressure to implement Medicare savings to ease the federal
budget deficit, the Company believes that historical data shows no direct correlation between high federal
budget deficits and lower rates of Medicare reimbursement growth. Rather, Medicare spending growth
seems to be more closely related to hospital profit margins. The highest increases in Medicare spending
have occurred in years of low hospital profit margins, which have also happened to be years of high federal
deficits. The Company believes that there could be a reversion back to smaller increases, which would
allow significant savings while still providing increases in Medicare funding for healthcare providers. It is
possible that future payment rates will not be sufficient to cover cost increases in providing services to
patients. Reductions in the growth of government payments could have an adverse impact on healthcare
providers financial condition and, therefore, could adversely affect the ability of providers to make rental
payments.

Loss by a facility of its ability to participate in government-sponsored programs because of licensing,
certification or accreditation deficiencics or because of program exclusion resulting from violations of law
would have material adverse effects on facility revenues.

Legislative Developments

Each year, legislative proposals are introduced in Congress and in some state legislatures that would
effect significant change in the delivery of healthcare services, ¢ither nationally or at the state level, if
implemented. Among the proposals under consideration are cost controls on state and federal Medicaid
reimbursements, healtbcare provider cost-containment and quality-control initiatives by public and private
payors, refinements to Medicare payment rates and the expiration of certain temporary Medicare add-on
reimbursements for skilled nursing facilities, heightened restrictions on admissions to inpatient rehabilita-
tion facilities, a permanent moratorium on physician ownership of new specialty hospitals, healthcare
coverage for the uninsured, increased scrutiny of medical errors, implementation of the prescription drug
benefit for Medicare recipients, tax credits for Health Savings Accounts, re-importation of pharmaceutical
drugs, improvements in healthcare information technology, and limits on damages claimed in physician
malpractice lawsuits. The Company cannot predict whether any proposals will be adopted or, if adopted,
what effect, if any, such proposals would have on the Company’s business.

Environmental Matters

Under various federal, state and local environmental laws, ordinances and regulations, an owner of real
property (such as the Company) may be liable for the costs of removal or remediation of certain
hazardous or toxic substances at, under or disposed of in connection with such property, as well as certain
other potential costs relating to hazardous or toxic substances (including government fines and injuries to
persons and adjacent property). Most, if not all, of these laws, ordinances and regulations contain stringent
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enforcement provisions including, but not limited to, the authority to impose substantial administrative,
civil and criminal fines and penalties upon violators. Such laws often impose liability without regard to
whether the owner knew of, or was responsible for, the presence or disposal of such substances and may be
imposed on the owner in connection with the activities of an operator of the property. The cost of any
required remediation, removal, fines or personal or property damages and the owner’s liability therefore
could exceed the value of the property and/or the aggregate assets of the owner. In addition, the presence
of such substances, or the failure to properly dispose of or remediate such substances, may adversely affect
the owner’s ability to sell or lease such property or to borrow using such property as collateral.

A property can also be negatively impacted either through physical contamination or by virtue of an
adverse effect on value, from contamination that hds or may have emanated from other properties. Certain
of the properties owned by the Company or managed or developed by its property management subsidiary
are adjacent to or near properties that contain underground storage tanks or that have released petroleum
products or other hazardous or toxic materials into the soils or groundwater.

Operations of the properties owned, developed or managed by the Company are and will continue to
be subject to numerous federal, state, and local environmental laws, ordinances and regulations, including
those relating to the following: the generation, segregation, handling, packaging and disposal of medical
wastes; air quality requirements related to operations of generators, incineration devices, or sterilization
equipment; facility siting and construction; disposal of non-medical wastes and ash from incinerators; and
underground storage tanks. Certain properties owned, developed or managed by the Company contain, and
others may contain or at one time may have contained, underground storage tanks that are or were used to
store waste oils, petroleum products or other hazardous substances. Such underground storage tanks can be
the source of releases of hazardous or toxic materials. Operations of nuclear medicine departments at some
properties also involve the use and handling, and subsequent disposal of, radioactive isotopes and similar
materials, activities which are closely regulated by the Nuclear Regulatory Commission and state
regulatory agencies, In addition, several of the properties were built during the period asbestos was
commonly used in building construction and other such facilities may be acquired by the Company in the
future. The presence of such materials could result in significant costs in the event that any asbestos-
containing materials requiring immediate removal and/or encapsulation are located in or on any facilities
or in the event of any future renovation activities.

The Company has had limited environmental site assessments conducted on substantjally all of the
properties currently owned. These site assessments are limited in scope and provide only an evaluation of
potential environmental conditions associated with the property, not compliance assessments of ongoing
operations. The Company is not aware of any environmental condition or liability that management
believes would have a material adverse effect on the Company’s financial position, earnings, expenditures
or continuing operations. While it is the Company’s policy to seek indemnification relating to
environmental liabilities or conditions, even where sale and purchase agreements do contain such provisions
there can be no assurances that the seller will be able to fulfill its indemnification obligations. In addition,
the terms of the Company’s leases or financial support agreements do not give the Company control over
the operational activities of its lessees or healthcare operators, nor will the Company monitor the lessees or
healthcare operators with respect to environmental matters.

Insurance

Under their leases, the Company’s tenants are required to maintain, at their expense, certain
insurance coverages relating to their operations at the leased facilities. In addition, the Company maintains
appropriate liability and casualty insurance on its assets and operations. The Company has also obtained
title insurance with respect to each of the properties it owns, insuring that the Company holds title to each
of the properties free and clear of all liens and encumbrances except those approved by the Company. In
the opinion of management of the Company, each of the properties owned by the Company is adequately
covered by hazard, liability and business interruption rent insurance.
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Employees

As of September 30, 2005, the Company cmployed 214 people. The employees are not members of
any labor union, and the Company considers its rclations with its employees to be excellent.

Federal Income Tax Information

The Company is and intends to remain qualified as a REIT under the Internal Revenue Code of
1986, as amended (the “Code™). As a REIT, the Company’s net income will be exempt from federal
taxation to the extent that it is distributed as dividends to shareholders. Distributions to the Company’s
shareholders generally will be includable in their income; however, dividends distributed that are in excess
of current and/or accumulated carnings and profits will be treated for tax purposes as a return of capital to
the extent of a shareholder’s basis and will reduce the basis of the sharcholder’s shares.

Introduction

The Company is qualified and intends to remain qualified as a REIT for federal income tax purposes
under Sections 856 through 860 of the Code. The following discussion addresses the material tax
considerations relevant to the taxation of the Company and summarizes certain federal income tax
consequences that may be relevant to certain shareholders. However, the actual tax consequences of
holding particular sccurities issued by the Company may vary in light of a securities holder’s particular
facts and circumstances. Certain holders, such as (ax-exempt cntities, insurance companies and finangcial
institutions, arc gencrally subject to special rules, In addition, the following discussion does not address
issues under any foreign, state or local tax laws. The tax treatment of a holder of any of the securities
issued by the Company will vary depending upon the terms of the specific securities acquired by such
holder, as well as the holder’s particular situation, and this discussion does not attempt to address aspects
of federal income taxation relating to holders of particular securities of the Company. This summary is
qualified in its entirety by the applicable Code provisions, rules and rcgulations promulgated thereunder,
and administrative and judicial interpretations thereof, The Code, rules, regulations, and administrative and
judicial interpretations are all subject to change at any time (possibly on a retroactive basis).

The Company is organized and is operating in conformity with the requirements for qualification and
taxation as a REIT and intends to continue operating so as to cnable it to continue to meet the
requirements for qualification and taxation as a RETIT under the Code. The Company’s qualification and
taxation as a REIT depend upon its ability to meet, through actual annual operating results, the various
income, asset, distribution, stock ownership and other tests discussed below. Accordingly, the Company
cannot guarantee that the actual results of operations for any one taxable year will satisfy such
requirements.

If the Company were to cease {o qualify as a REIT, and the statutory relicf provisions were found not
to apply, the Company’s income that it distributed to shareholders would be subject to the “double
taxation” on earnings (once at the corporate level and again at the shareholder level) that generally results
from an investment in the equity securities of a corporation. However, the distributions would then qualify
for the reduced dividend rates created by the Jobs and Growth Tax Relief Reconciliation Act of 2003.
Failure to maintain qualification as a REIT would force the Company to significantly reduce its
distributions and possibly incur substantial indebtedness or liquidate substantial investments in order to pay
the resulting corporate taxes. In addition, the Company, once having obtained REIT status and having
thereafter lost such status, would not be eligible to reclect REIT status for the four subsequent taxable
years, unless its failure to maintain its qualification was due to reasonable cause and not willful neglect and
certain other requirements were satisfied. In order to ¢lect again to be taxed as a REIT, just as with its
original election, the Company would be required to distribute all of its carnings and profits accumulated
in any non-REIT taxable year.




Taxation of the Company

As long as the Company remains qualified to be taxed as a REIT, it generally will not be subject to
federal income taxes on that portion of its ordinary income or capital gain that is currently distributed to
shareholders.

However, the Company will be subject to federal income tax as follows:

» The Company will be taxed at regular corporate rates on any undistributed “real estate investment
trust taxable income,” including undistributed net capital gains.

e Under certain circumstances, the Company may be subject to the “alternative minimum tax” on its
items of tax preference, if any.

« If the Company has (i) net income from the sale or other disposition of “foreclosure property” that
is held primarily for sale to customers in the ordinary course of business, or (ii) other non-
qualifying income from foreclosure property, it will be subject to tax on such income at the highest
regular corporate rate. ‘

» Any net income that the Company has from prohibited transactions (which are, in general, certain
sales or other dispositions of property, other than foreclosure property, held primarily for sale to
customers in the ordinary course of business) will be subject to a 100% tax.

« If the Company should fail to satisfy either the 75% or 95% gross income test (as discussed below),
and has nonetheless maintained its qualification as a REIT because certain other requirements have
been met, it will be subject to a percentage tax calculated by the ratio of REIT taxable income to
gross income with certain adjustments multiplied by the gross income attributable to the greater of
the amount by which the Company fails the 75% or 95% gross income test.

« If the Company fails to distribute during each year at least the sum of (i) 85% of its REIT
ordinary income for such year, (ii) 95% of its REIT capital gain net income for such year, and’
(iii) any undistributed taxable income from preceding periods, then the Company will be subject to
a 4% excise tax on the excess of such required distribution over the amounts actually distributed.

+ To the extent that the Company recognizes gain from the disposition of an asset with respect to
which there existed “built-in gain” upon its acquisition by the Company from a C corporation in a
carry-over basis transaction and such disposition occurs within a maximum ten-year recognition
period beginning on the date on which it was acquired by the Company, the Company will be
subject to federal income tax at the highest regular corporate rate on the amount of its “net
recognized built-in gain.”

* To the extent that the Company has net income from a taxable REIT subsidiary (“TRS”), the
TRS will be subject to federal corporate income tax in much the same manner as other non-REIT
C corporations, with the exceptions that the deductions for interest expense on debt and rental
payments made by the TRS to the Company will be limited and a 100% excisc tax may be
imposed on transactions between the TRS and the Company or the Company’s tenants that are not
conducted on an arm’s length basis. A TRS is a corporation in which a REIT owns stock, directly
or indirectly, and for which both the REIT and the corporation have made TRS elections.

Requirements for Qualification as a REIT

To qualify as a REIT for a taxable year, the Company must have no earnings and profits accumulated
in any non-REIT year, The Company also must elect or have in effect an election to be taxed as a REIT
and must meet other requirements, some of which are summarized below, including percentage tests
relating to the sources of its gross income, the nature of the Company’s assets and the distribution of its
income to shareholders. Such election, if properly made and assuming continuing compliance with the
qualification tests described herein, will continue in effect for subsequent years.
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Organizational Requirements and Share Ownership Tests
Section 856(a) of the Code defines a REIT as a corporation, trust or association:
(1) that is managed by one or more trustces or directors;

(2) the beneficial ownership of which is evidenced by transferable shares or by transferable
certificates of beneficial interest;

(3) that would be taxable, but for Sections 856 through 860 of the Code, as a domestic
corporation;

(4) that is neither a financial institution nor an insurance company sﬁbject to certain provisions
" of the Code;

(5) the beneficial ownership of which is held by 100 or more persons, determined without
reference to any rules of attribution (the “share ownership test”);

(6) that during the last half of each taxable year not more than 50% in value of the outstanding
stock of which is owned, directly or indirectly, by five or fewer individuals  (as defined in the Code to
include certain entities) (the “five or fewer test”); and

(7) that meets certain other tests, described below, regarding the nature of its income and assets.

Section 856(b) of the Code provides that conditions (1) through (4), inclusive, must be met during
the entire taxable year and that condition (5) must be met during at least 335 days of a taxable year of
12 months, or during a proportionate part of a taxable year of fewer than 12 months. The five or fewer test
and the share ownership test do not apply to the first taxable year for which an election is made to be
treated as a RETT.

The Company is also required to request annually (within 30 days after the close of its taxable year)
from record holders of specified percentages of its shares written information regarding the ownership of
such shares. A list of shareholders failing to fully comply with the demand for the written statements is
required to be maintained as part of the Company’s records required under the Code. Rather than
responding to the Company, the Code allows the shareholder to submit such statement. to the IRS with
the shareholder’s tax return.

The Company has issued shares to a sufficient number of people to allow it to satisfy the share
ownership test and the five or fewer test. In addition, to assist in complying with the five or fewer test, the
Company’s Articles of Incorporation contain provisions restricting share transfers where the transferce
(other than- specified individuals involved in the formation of the Company, members of their families and
certain affiliates, and certain other exceptions) would, after such transfer, own (a) more than 9.9% cither
in number or value of the outstanding common stock of the Company or (b) more than 9.9% either in
number or value of any outstanding preferred stock of the Company. Pension plans and certain other tax-
exempt entities have different restrictions on ownership. If, despite this prohibition, stock is acquired
increasing a transferee’s ownership to over 9.9% in value of either the outstanding common stock or any
preferred stock of the Company, the stock in excess of this 9.9% in value is deemed to be held in trust for
transfer at a price that does not exceed what the purported transferee paid for the stock, and, while held in
trust, the stock is not entitled to receive dividends or to vote. In addition, under these circumstances, the
Company also has the right to redeem such stock.:

For purposes of determining whether the five or fewer test (but not the share ownership test) is met,
any stock held by a qualified trust (generally, pension plans, profit-sharing plans and other employee
retirement trusts) is, generally, treated as held directly by the trust’s beneficiaries in proportion to their
actuarial interests in the trust and not as held by the trust.
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Income Tests

In order to maintain qualification as a REIT, two gross income requirements must be satisfied
annually.

» First, at least 75% of the Company’s gross income (excluding gross income from certain sales of
property held as inventory or primarily for sale in the ordinary course of business) must be derived
from “rents from real property;” “interest on obligations secured by mortgages on real property or
on interests in real property;” gain (excluding gross income from certain sales of property held as
inventory or primarily for sale in the ordinary course of business) from the sale or other disposition
of, and certain other gross income related to, real property (including interests in real property and
in mortgages on real property); and income received or accrued within one year of the Company’s
receipt of, and attributable to the temporary investment of, “new capital” (any amount received in
exchange for stock other than through a dividend reinvestment plan or in a public offering of debt
obligations having maturities of at least five years).

* Second, at least 95% of the Company’s gross income (excluding gross income from certain sales of
property held as inventory or primarily for sale in the ordinary course of business) must be derived
from dividends; interest; “rents from real property;” gain (excluding gross income from certain sales
of property held as inventory or primarily for sale in the ordinary course of business) from the sale
or other disposition of, and certain other gross income related to, real property (including interests
in real property and in mortgages on real property); and gain from the sale or other disposition of
stock and securities. -

The Company may temporarily invest its working capital in short-term investments. Although the
Company will use its best efforts to ensure that income generated by these investments will be of a type
that satisfies the 75% and 95% gross income tests, there can be no assurance in this regard (see the
discussion above of the “new capital” rule under the 75% gross income test).

For an amount received or accrued to qualify for purposes of an applicable gross income test as “rents
from real property” or “interest on obligations secured by mortgages on real property or on interests in real
property,” the determination of such amount must not depend in whole or in part on the income or profits
derived by any person from such property (except that such amount may be based on a fixed percentage
or percentages of receipts or sales). In addition, for an amount received or accrued to qualify as “rents
from real property,” such amount may not be received or accrued directly or indirectly from a person in
which the Company owns directly or indirectly 10% or more of, in the case of a corporation, the total
voting power of all voting stock or the total value of all stock, and, in the case of an unincorporated entity,
the assets or net profits of such entity (except for certain amounts received or accrued from a TRS in
connection with property substantially rented to persons other than TRS of the Company and other
10%-or-morc owned persons). The Company leases and intends to lease property only under circumstances
such that substantially all, if not all, rents from such property qualify as “rents from real property.”
Although it is possible that a tenant could sublease space to a sublessec in which the Company is deemed
to own directly or indirectly 10% or more of the tenant, the Company believes that as a result of the
provisions of the Company’s Articles of Incorporation that limit ownership to 9.9%, such occurrence would
be unlikely. Application of the 10% ownership rule is, however, dependent upon complex attribution rules
provided in the Code and circumstances beyond the control of the Company. Ownership, directly or by
attribution, by an unaffiliated third party of more than 10% of the Company’s stock and more than 10% of
the stock of any tenant or subtenant would result in a violation of the rule.

In addition, the Company must not manage its properties or furnish or render services to the tenants
of its properties, except through an independent contractor from whom the Company. derives no income
unless (i) the Company is performing services that are usually or customarily furnished or rendered in
connection with the rental of space for occupancy only and the services are of the sort that a tax-exempt
organization could perform without being considered in receipt of unrelated business taxable income or
(ii) the income carned by the Company for other services furnished or rendered by the Company to
tenants of a property or for the management or operation of the property does not exceed a de minimis
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threshold generally equal to 1% of the income from such property. The Company self-manages some of its
properties, but does not believe it provides services to tenants that are outside the exception, Should the
Company want to provide additional services other than through an independent contractor, it could use a
TRS entity and not jeopardize its REIT status.

If rent atiributable to personal property leased in connection with a lease of real property is greater
than 15% of the total rent received under the lease, then the portion of rent attributable to such personal
property will not qualify as “rents {rom real property.” Generally, this 15% test is applied separately to
cach lease. The portion of rental income treated as attributable to personal property is determined
according to the ratio of the fair market value of the personal property to the total fair market value of the
property that is rented. The determination of what fixtures and other property constitute personal property
for federal tax purposes is difficult and imprecise. The Company does not have 15% by value of any of its
properties classified as personal property. If, however, rent payments do not qualify, for reasons discussed
above, as rents from real property for purposes of Section 856 of the Code, it will be more difficult for the
Company to meet the 95% and 75% gross income tests and continue to qualify as a REIT.

The Company is and expects to continue performing third-party management and development
services. If the gross income to the Company from this or any other activity producing disqualified income
for purposes of the 95% or 75% gross income tests approaches a level that could potentially cause the
Company to fail to satisfy these tests, the Company intends to take such corrective action as may be
necessary to avoid failing to satisfy the 95% or 75% gross income tests.

If the Company were to fail to satisfy one or both of the 75% or 95% gross income tests for any
taxable year, it may nevertheless qualify as a REIT for such year if it is entitled to relief under certain
provisions of the Code. These relief provisions would generally be available if (i) the Company’s failure to
meet such test or tests was due to reasonable cause and not to willful neglect and (ii) following its
identification of its failure to meet these tests, the Company files a description of each item of income that
fails to meet these tests in a schedule in accordance with Treasury Regulations. It is not possible, however,
to know whether the Company would be entitled to the benefit of these relief provisions since the
application of the reliel provisions is dependent on future facts and circumstances. If these provisions were
to apply, the Company would be subjected to tax equal to a percentage tax calculated by the ratio of
REIT taxable income to gross income with certain adjustments multiplied by the gross income attributable
to the greater of the amount by which the Company failed either of the 75% or the 95% gross income
tests.

Asset Tests

At the close of ¢ach quarter of its taxable year, the Company must also satisfy four tests relating to
the nature of its assets. '

o At least 75% of the value of the Company’s total assets must ¢onsist of real estate assets (including
interests in real property and interests in mortgages on real property as well as its allocable share of
real estate assets held by joint ventures or partnerships in which the Company participates), cash,
cash items and government sccurities.

+ Not more than 25% of the Company’s total assets may be represented by securities other than
those includable in the 75% asset class.

» Not more than 20% of the Company’s total assets may be represented by securitics of one or more
TRS.

e Of the investments included in the 25% asset class, except for TRS, (i) the value of any one
issuer’s securities owned by the Company may not exceed 5% of the value of the Company’s total
assets, (ii) the Company may not own more than 10% of any one issuer’s outstanding voting
securities and (iii) the Company may not hold securities having a value of more than 10% of the
total value of the outstanding securities of any one issuer. Securities issued by affiliated qualified
REIT subsidiarics (“QRS”), which are corporations wholly owned by the Company, either directly
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or indirectly, that are not TRS, are not subject to the 25% of total assets limit, the 5% of total
assets limit or the 10% of a single issuer’s voting securities limit or the 10% of a single issuer’s
value limit. Additionally, “straight debt” and certain other cxceptions are not “securities” for
purposes of the 10% of a single issuer’s value test. The existence of QRS are ignored, and the
assets, income, gain, loss and other attributes of the QRS arc treated as being owned or generated
by the Company, for federal income tax purposes. The Company currently has 50 subsidiaries and
other affiliates that it employs in the conduct of its business.

If the Company meets the 25% requirement at the close of any quarter, it will not lose its status as a
REIT because of a change in value of its assets unless the discrepancy exists immediately after the
acquisition of any security or other property that is wholly or partly the result of an acquisition during such
quarter. Where a failure to satisfy the 25% asset test results from an acquisition of securities or other
property during a quarter, the failure can be cured by disposition of sufficient nonqualifying asscts within
30 days aftcr the close of such quarter. The Company maintains adequate records of the value of its assets
to maintain compliance with the 25% asset test and to take such action as may be required to cure any
failure to satisfy the test within 30 days after the close of any quarter.

Distribution Requirement

In order to qualify as a REIT, the Company is required to distribute dividends (other than capital
gain dividends) to its sharcholders in an amount equal to or greater than the excess of (a) the sum of
(i) 90% of the Company’s “real cstate investment trust taxable income” (computed without regard to the
dividends paid deduction and thc Company’s net capital gain) and (ii) 90% of the net income (after tax
on such income), if any, from foreclosure property, over (b) the sum of certain non-cash income (from
certain imputed rental income and income from transactions inadvertently failing to qualify as like-kind
exchanges). These requirements may be waived by the Internal Revenue Service (“IRS”) if the Company
establishes that it failed to meet them by reason of distributions previously made to meet the requirements
of the 4% excise tax described below. To the extent that the Company does not distribute all of its net
long-term capital gain and all of its “real estate investment trust taxable income,” it will be subject to tax
thereon. In addition, the Company will be subject to a 4% excise tax to the extent it fails within a calendar
year to make “required distributions™ to its sharcholders of 85% of its ordinary income and 95% of its
capital gain net income plus the excess, if any, of the “grossed up required distribution” for the preceding
calendar year over the amount treated as distributed for such preceding calendar year. For this purpose,
the term “grossed up required distribution” for any calendar year is the sum of the taxable income of the
Company for the taxable year (without regard to the deduction for dividends paid) and all amounts from
earlier years that are not treated as having been distributed under the provision. Dividends declared in the
last quarter of the year and paid during the following January will be treated as having been paid and
received on December 31 of such earlier year. The Company’s distributions for 2004 were adequate to
satisfy its distribution requirement.

It is possible that the Company, from time to time, may have insufficient cash or other liquid assets
to meet the 90% distribution requirement due to timing differences between the actual receipt of income
and the actual payment of deductible expenses or dividends on the one hand and the inclusion of such
income and deduction of such expenses or dividends in arriving at “rcal estate investment trust taxable
income” on the other hand. The problem of not having adequate cash to make required distributions could
also occur as a result of the repayment in cash of principal amounts due on the Company’s outstanding
debt, particularly in the case of “balloon” repayments or as a result of capital losses on short-term
investments of working capital. Therefore, the Company might find it necessary to arrange for short-term,
or possibly long-term, borrowing or new equity financing, If the Company were unable to arrange such
borrowing or financing as might be necessary to provide funds for required distributions, its REIT status
could be jeopardized.

Under certain circumstances, the Company may be able to rectify a failure to meet the distribution
requirement for a year by paying “deficiency dividends” to shareholders in a later year, which may be
included in the Company’s deduction for dividends paid for the earlier year. The Company may be able to
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avoid being taxed on ameunts distributed as deficiency dividends; however, the Company might in certain
circumstances remain liable for the 4% excise tax described above,

Federal Income Tax Treatment of Leases

The availability to the Company of, among other things, depreciation deductions with respect to the
facilities owned and leased by the Company depends upon the treatment of the Company as the owner of
the facilities and the classification of the leases of the facilities as true leases, rather than as sales or
financing arrangements, for federal income tax purposes. The Company has not requested nor has it
received an opinion that it will be treated as the owner of the portion of the facilities constituting real
property and that the leases will be treated as true leases of such real property for federal income tax
purposes.

Other Issues

With respect to property acquired from and leased back to the same or an affiliated party, the IRS
could assert that the Company realized prepaid rental income in the year of purchase to the extent that
the value of the leased property exceeds the purchase price paid by the Company for that property. In
litigated cases involving sale-leasebacks which have considered this issue, courts have concluded that
buyers have realized prepaid rent where both parties acknowledged that the purported purchase price for
the property was substantially less than fair market value and the purported rents were substantially less
than the fair market rentals. Because of the lack of clear precedent and the inherently factual nature of
the inquiry, the Company cannot give complete assurance that the IRS could not successfully assert the
existence of prepaid rental income in such circumstances, The value of property and the fair market rent
for properties involved in sale-leasebacks are inherently factual matters and always subject to challenge.

Additionally, it should be noted that Section 467 of the Code (concerning leases with increasing
rents) may apply to those leases of the Company that provide for rents that increase from one period to
the next. Section 467 provides that in the case of a so-called “disqualified leaseback agreement,” rental
income must be accrued at a constant rate. If such constant rent accrual is required, the Company would
recognize rental income in excess of cash rents and, as a result, may fail to have adequate funds available
to meet the 90% dividend distribution requirement. “Disqualified leaseback agreements™ include leaseback
transactions where a principal purpose of providing increasing rent under the agreement is the avoidance of
federal income tax. Since the Section 467 regulations provide that rents will not be treated as increasing
for tax avoidance purposes where the increases are based upon a fixed percentage of lessee receipts,
additional rent provisions of leases containing such clauscs should not result in these leases being
disqualified leaseback agreements. In addition, the Section 467 regulations provide that leases providing for
fluctuations in rents by no more than a reasonable percentage, which is 15% for long-term real property
leases, from the average rent payable over the term of the lease will be deemed to not be motivated by tax
avoidance. The Company does not believe it has rent subject to the disqualified leaseback provisions of
Section 467. ‘

Subject to a safe harbor exception for annual sales of up to seven properties (or properties with a
basis of up to 10% of the REIT’s assets) that have been held for at least four years, gain from sales of
property held for sale to customers in the ordinary course of business is subject to a 100% tax. The
simultaneous exercise of options to acquire leased property that may be granted to certain tenants or other
events could result in sales of properties by the Company that exceed this safe harbor. However, the
Company believes that in such event, it will not have held such properties for sale to customers in the
ordinary course of business.

Depreciation of Properties

For federal income tax purposes, the Company’s real property is being depreciated over 31.5, 39 or
40 years using the straight-line method of depreciation and its personal property over various periods
utilizing accelerated and straight-line methods of depreciation.
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Failure to Qualify as a REIT

If the Company were to fail to qualify for federal income tax purposes as a REIT in any taxable year,
and the relief provisions were found not to apply, the Company would be subject to tax on its taxable
income at regular corporate rates (plus any applicable alternative minimum tax). Distributions to
shareholders in any year in which the Company failed to qualify would not be deductible by the Company
nor would they be required to be made. In such event, to the extent of current and/or accumulated
carnings and profits, all distributions to shareholders would be taxable as qualified dividend income,
including, presumably, subject to the 15% maximum rate on dividends created by the Jobs and Growth
Tax Relief Reconciliation. Act of 2003, and, subject to certain limitations in the Code, eligible for the 70%
dividends received deduction for corporations that are REIT shareholders. Unless entitled to relief under
specific statutory provisions, the Company would also be disqualified from taxation as a REIT for the
following four taxable years. It is not possible to state whether in all circumstances the Company would be
entitled to statutory relief. from such disqualification. Failure to qualify for even one year could result in
the Company’s incurring substantial indebtedness (to the extent borrowings were feasible) or liquidating
substantial investments in order 1o pay the resulting taxes.

Taxation of Tax-Exempt Shareholders

The IRS has issued a revenue ruling in which it held that amounts distributed by a REIT to a tax-
exempt employees’ pension trust do not constitute “unrelated business taxable income,” even though the
REIT may have financed certain of its activities with acquisition indebtedness. Although revenue rulings
are interpretive in nature and are subject to revocation or modification by the IRS, based upon the
revenue ruling and the analysis therein, distributions made by the Company to a U.S. shareholder that is a
tax-exempt cntity (such as an individual retirement account (“IRA”) or a 401 (k) plan) should not
constitute unrelated business taxable income unless such tax-exempt U.S, shareholder has financed the
acquisition ‘of its shares with “acquisition indebtedness™ within the meaning of the Code, or the shares are
otherwise used in an unrelated trade or business conducted by such U.S. shareholder.

Special rules apply to certain tax-exempt pension funds (including 401 (k) plans but excluding IRAs
or government pension plans) that own more than 10% (measured by value) of a “pension-held REIT.”
Such a pension fund may be required to treat a certain percentage of all dividends received from the
REIT during the year as unrelated business taxable income. The percentage is equal to the ratio of the
REIT’s gross income (less direct expenses related thereto) derived from the conduct of unrelated trades or
businesses determined as if the REIT were a tax-exempt pension fund (including income from activities
financed with “acquisition indebtedness™), to the REIT’s gross income (less direct expenses related
thereto) from all sources. The special rules will not require a pension fund to recharacterize a portion of
its dividends as unrelated business taxable income unless the percentage computed is at least 5%.

A REIT will be treated as a “pension-held REIT” if the REIT is predominantly held by tax-exempt
pension funds and if the REIT would otherwise fail to satisfy the five or fewer test discussed above. A
REIT is predominantly held by tax-exempt pension funds if at least one tax-exempt pension fund holds
more than 25% (measured by value) of the REIT’s stock or beneficial interests, or if one or more tax-
exempt pension funds (each of which owns more than 10% (measured by value) of the REIT’s stock or
beneficial interests) own in the aggregate more than 50% (measured by value) of the REIT’s stock or
beneficial interests. The Comipany believes that it will not be treated as a pension-held REIT. However,
because the shares of the Company will be publicly traded, no assurance can be given that the Company is
not or will not become a pension-held REIT.

Taxation of Non-U.S. Shareholders

The rules governing United States federal income taxation of any person other than (i) a citizen or
resident of the United States, (ii) a corporation or partnership created in the United States or under the
laws of the United States or of any state thereof, (iii) an estate whose income is includable in income for
U.S. federal income tax purposes regardless of its source or (iv) a trust if a court within the United States
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is able to exercise primary supervision over the administration of the trust and one or more United States
fiduciaries have the authority to control all substantial decisions of the trust (“Non-U.S. Shareholders™)
are highly complex, and the following discussion is intended only as a summary of such rules. Prospective
Non-U.S. Shareholders should consult with their own tax advisors to determine the impact of United ‘
States federal, state, and local income tax laws on an investment in stock of the Company, including any
reporting requirements. '

In general, Non-U.S. Sharcholders are subject to regular United States income tax with respect to
their investment in stock of the Company in the same manner as a U.S. sharcholder if such investment is
“effectively connected” with the Non-U.S. Shareholder’s conduct of a trade or business in the United
States. A corporate Non-U.S. Shareholder that receives income with respect to its investment in stock of
the Company that is (or is treated as) effectively connected with the conduct of a trade or business in the
United States also may be subject to the 30% branch profits tax imposed by the Code, which is payable in
addition to regular United States corporate income tax. The following discussion addresses only the United
States taxation of Non-U.S. Sharcholders whose investment in stock of the Company is not effectively
connected with the conduct of a trade or business in the United States.

Ordinary Dividends

Distributions made by the Company that are not attributable to gain from the sale or exchange by the
Company of United States real property interests and that are not designated by the Company as capital
gain dividends will be treated as ordinary income dividends to the extent made out of current or
accumulated earnings and profits of the Company. Generally, such ordinary income dividends will be
subject to United States withholding tax at the rate of 30% on the gross amount of the dividend paid
unless reduced or eliminated by an applicable United States income tax treaty. The Company expects to
withhold United States income tax at the rate of 30% on the gross amount of any such dividends paid to a
Non-U.S. Shareholder unless a lower treaty rate applies and the Non-U.S. Shareholder has filed an IRS
Form W-8BEN with the Company, certifying the Non-U.S. Shareholder’s entitlement to treaty benefits.

Non-Dividend Distributions

Distributions made by the Company in excess of its current and accumulated earnings and profits to a
Non-U.S. Shareholder who holds 5% or less of the stock of the Company (after application of certain
ownership rules) will not be subject to U.S. income or withholding tax. If it cannot be determined at the
time a distribution is made whether or not such distribution will be in excess of the Company’s current
and accumulated earnings and profits, the distribution will be subject to withholding at the rate applicable
to a dividend distribution. However, the Non-U.S. Shareholder may seek a refund from the IRS of any
amount withheld if it is subsequently determined that such distribution was, in fact, in excess of the
Company’s then current and accumulated earnings and profits.

Capital Gain Dividends

As long as the Company continues to qualify as a REIT, distributions made by the Company after
December 31, 2004, that are attributable to gain from the sale or exchange by the Company of any United
States real property interests (“USRPI™) will not be treated as effectively connected with the conduct of a
trade or business in the United States. Instead, such distributions will be treated as REIT dividends that
are not capital gains and will not be subject to the branch profits tax as long as the Non-U.S. Shareholder
does not hold greater than 5% of the stock of the Company at any time during the taxable year in which
the distribution is received. Non-U.S. Shareholders who hold more than 5% of the stock of the Company
will be treated as if such gains were effectively connected with the conduct of a trade or business in the
United States and generally subject to the same capital gains rates applicable to U.S. Shareholders. In
addition, corporate Non-U.S. Shareholders may also be: subject to the 30% branch profits tax and to
withholding at the rate of 35% of the gross distribution. .
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Disposition of Stock of the Company

Gain recognized by a Non-U.S. Sharcholder upon the sale or exchange of stock of the Company
generally will not be subject to United States taxation unless such stock constitutes a USRPI within the
meaning of the Foreign Investment in Real Property Tax Act of 1980 (“FIRPTA”). The stock of the
Company will not constitute a USRPI so long as the Company is a “domestically controlled REIT.” A
“domestically controlled REIT” is a REIT in which at all times during a specified testing period less than
50% in value of its stock or beneficial interests are held directly or indirectly by Non-U.S. Shareholders.
The Company believes that it will be a “domestically controlled REIT,” and therefore that the sale of
stock of the Company will not be subject to taxation under FIRPTA. However, because the stock of the
Company is publicly traded, no assurance can be given that the Company is or will continue to be a
“domestically controlled REIT.”

If the Company did not constitute a “domestically controlled REIT,” gain arising from the sale or
exchange by a Non-U.S. Shareholder of stock of the Company would be subject to United States taxation
under FIRPTA as a sale of a USRPI unless (i) the stock of the Company is “regularly traded” (as
defined in the applicable Treasury regulations) and (ii) the selling Non-U.S. Sharcholder’s interest (after
application of certain constructive ownership rules) in the Company is 5% or less at all times during the
five years preceding the sale or exchange. If gain on the sale or exchange of the stock of the Company
were subject to taxation under FIRPTA, the Non-U.S. Shareholder would be subject to regular United
States income tax with respect to such gain in the same manner as a U.S. Shareholder (subject to any
applicable alternative minimum tax, a special alternative minimum tax in the case of nonresident alien
individuals and the possible application of the 30% branch profits tax in the case of foreign corporations),
and the purchaser of the stock of the Company (including the Company) would be required to withhold
and remit to the IRS 10% of the purchase price. Additionally, in such case, distributions on the stock of
the Company to the extent they represent a return of capital or capital gain from the sale of the stock of
the Company, rather than dividends, would be subject to a 10% withholding tax.

Capital gains not subject to FIRPTA will nonetheless be taxable in the United States to a
Non-U.8. Shareholder in two cases: '

+ if the Non-U.S. Shareholder’s investment in the stock of the Company is effectively connected with
a U.S. trade or business conducted by such Non-U.S. Shareholder, the Non-U.S. Shareholder will
be subject to the same treatment as a U.S. shareholder with respect to such gain, or

¢ if the Non-U.S. Sharcholder is a nonresident alien individual who was present in the United States
for 183 days or more during the taxable year and has a “tax home” in the United States, the
nonresident alien individual will be subject to a 30% tax on the individual’s capital gain.

Information Reporting Requirements and Backup Withholding Tax

The Company will report to its U.S. shareholders and to the IRS the amount of dividends paid during
each calendar year and the amount of tax withheld, if any, with respect thereto, Under the backup
withholding rules, a U.S. sharecholder may be subject to backup withholding, currently at a rate of 28% on
dividends paid unless such U.S. shareholder

¢ is a corporation or falls within certain other exempt categories and, when required, can demonstrate
this fact, or

« provides a taxpayer identification number, certifies as to no loss of exemption from backup
withholding, and otherwise compliecs with applicable requirements of the backup withholding rules.
'A U.S. shareholder who does not provide the Company with his correct taxpayer identification
number also may be subject to penalties imposed by the IRS. Any amount paid as backup
withholding will be creditable against the U.S. shareholder’s federal income tax liability, In
addition, the Company may be required to withhold a portion of any capital gain distributions made
to U.S. shareholders who fail to certify their non-foreign status to the Company.

17



Additional issues may arise pertaining to information reporting and backup withholding with respect
1o Non-U.S. Sharcholders, and Non-U.S. Shareholders should consult their tax advisors with respect to
any such information reporting and backup withholding requirements.

State and Local Taxes

The Company and its shareholders may be subject to state or local taxation in various state or local
jurisdictions, including those in which it or they transact business or reside. The state and local tax
treatment of the Company and its shareholders may not conform to the federal income tax consequences
discussed above. Consequently, prospective holders should consult their own tax advisors regarding the
effect of state and local tax laws on an investment in the stock of the Company.

Real Estate Investment Trust Tax Proposals

Investors must recognize that the present federal income tax treatment of the Company may be
modified by future legislative, judicial or administrative actions or decisions at any time, which may be
retroactive in effect, and, as a result, any such action or decision may affect investments and commitments
previously made. The rules dealing with federal income taxation are constantly under review by persons
involved in the legislative process and by the IRS and the Treasury Department, resulting in statutory
changes as well as promulgation of new, or revisions to existing, regulations and revised interpretations of
established concepts. No prediction can be made as to the likelihood as to passage of any new tax
legislation or other provisions either directly or indirectly affecting the Company or its sharecholders.

Other Tax Proposals and Legislation

On May 28, 2003, President Bush signed into law the Jobs and Growth Tax Relief Reconciliation Act
of 2003. This tax legislation reduces the maximum individual tax rate for long-term capital gains generally
from 20% to 15% (for sales occurring after May 6, 2003 through December 31, 2008) and for dividends
generally from 38.6% to 15% (for tax years from 2003 through 2008). Without future congressional action,
the maximum tax rate on long-term capital gains will return to 20% in 2009, and the maximum rate on
dividends will move to 35% in 2009 and 39.6% in 2011. Because a REIT is not generally subject to federal
income tax on the portion of its REIT taxable income or capital gains distributed to its shareholders,
distributions of dividends by a REIT are generally not ¢ligible for the new 15% tax rate on dividends. As a
result the Company’s ordinary REIT dividends will continue to be taxed at the higher tax rates (currently,
a maximum of 35%) applicable to ordinary income.

Additionally, the American Jobs Creation Act of 2004 was signed into law on October 22, 2004. The
most significant changes affecting REITs provide for additional safe harbors and tests should a REIT
determine that it is not in compliance with certain REIT qualification requirements. These changes make
it ecasier for a REIT to maintain REIT status should there be any current qualification issues as of a
specific test date.

ERISA Considerations

The following is a summary of material considerations arising under ERISA and the prohibited
{ransaction provisions of Section 4975 of the Code that may be relevant to a holder of stock of the
Company. This discussion does not propose to deal with all aspects of ERISA or Section 4975 of the
Code or, to the extent not preempted, state law that may be relevant to particular employee benefit plan
shareholders (including plans subject to Title I of ERISA, other employee benefit plans and IRAs subject
to the prohibited transaction provisions of Section 4975 of the Code, and governmental plans and church
plans that are exempt from ERISA and Section 4975 of the Code but that may be subject to state law
requircments) in light of their particular circumstances.

A fiduciary making the decision to invest in stock of the Company on behalf of a prospective
purchaser which is an ERISA plan, a tax-qualified retirement plan, an IRA or other employee benefit plan
is advised to consult its own legal advisor regarding the specific considerations arising under ERISA,
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Section 4975 of the Code, and (to the extent not preempted). state law with respect to the purchase,
ownership or sale of stock by such plan or IRA,

Employee Benefit Plans, Tax-Qualified Retirement Plans and IRAs

Each fiduciary of an employee benefit plan subject to Title I of ERISA (an “ERISA Plan”) should
carefully consider whether an investment in stock of the Company is consistent with its fiduciary
responsibilities under ERISA. In particular, the fiduciary requirements of Part 4 of Title I of ERISA
require (i) an ERISA Plan’s investments to be prudent and in the best interests of the ERISA Plan, its
participants and beneficiaries, (ii) an ERISA Plan’s investments to be diversified in order to reduce the
risk of large losses, unless it is clearly prudent not to do so, (iii) an ERISA Plan’s investments to be
authorized under ERISA and the terms of the governing documents of the ERISA Plan and (iv) that the
fiduciary not cause the ERISA Plan to enter into transactions prohibited under Section 406 of ERISA. In
determining whether an investment in stock of the Company is prudent for purposes of ERISA, the
appropriate fiduciary of an ERISA Plan should consider all of the facts and circumstances, including
whether the investment is reasonably designed, as a part of the ERISA Plan’s portfolio for which the
fiduciary has investment responsibility, to meet the objectives of the ERISA Plan, taking into
consideration the risk of loss and opportunity for gain (or other return) from the investment, the
diversification, cash flow and funding requirements of the ERISA Plan and the liquidity and current return
of the ERISA Plan’s portfolio. A fiduciary should also take into account the nature of the Company’s
business, the length of the Company’s operating history and other matters described below under “Risk
Factors.”

The fiduciary of an IRA or of an employee benefit plan not subject to Title I of ERISA because it is
a governmental or church plan or because it does not cover common law ¢mployees (a “Non-ERISA
Plan”) should consider that such an IRA or Non-ERISA Plan may only make investments that are
authorized by the appropriate governing documents, not prohibited under Section 4975 of the Code and
permitted under applicable state law.

Status of the Company under ERISA

A prohibited transaction may occur if the assets of the Company are deemed to be assets of the
investing Plans and “parties in interest” or “disqualified persons” as defined in ERISA and Section 4975
of the Code, respectively, deal with such assets. In certain circumstances where a Plan holds an interest in
an entity, the assets of the entity are deemed to be Plan assets (the “look-through rule”). Under such
circumstances, any person that exercises authority or control with respect to the management or disposition
of such assets is a Plan fiduciary. Plan assets are not defined in ERISA or the Code, but the
United States Department of Labor issued regulations in 1987 (the “Regulations™) that outline the
circumstances under which a Plan’s interest in an entity will be subject to the look-through rule.

The Regulations apply only to the purchase by a Plan of an “equity interest” in an entity, such as
common stock or common shares of beneficial interest of a REIT. However, the Regulations provide an
exception to the look-through rule for equity interests that are “publicly-offered securities.”

Under the Regulations, a “publicly-offered security” is a security that is (i) freely transferable,
(ii) part of a class of securities that is widely-held and (iii) either (a) part of a class of securities that is
registered under section 12(b) or 12(g) of the Securities and Exchange Act of 1934, as amended (the
“Exchange Act”), or (b) sold to a Plan as part of an offering of securities to the public pursuant to an
effective registration statement under the Securities Act and the class of securities of which such security
is a part is registered under the Exchange Act within 120 days (or such longer period allowed by the
Securities and Exchange Commission) after the end of the fiscal year of the issuer during which the
offering of such securities to the public occurred. Whether a security is considered “freely transferable”
depends on the facts and circumstances of each case. Generally, if the security is part of an offering in
which the minimum investment is $10,000 or less, any restriction on or prohibition against any transfer or
assignment of such security for the purposes of preventing a termination or reclassification of the entity for
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federal or state tax purposes will not of itself prevent the security from being considered freely transferable.
A class of securities is considered “widely-held” if it is a class of securities that is owned by 100 or more
investors independent of the issuer and of one another,

The Company believes that the stock of the Company will meet the criteria of the publicly-offered
securities exception to the look-through rule in that the stock of the Company is freely transferable, the
minimum investment is less than $10,000 and the only restrictions upon its transfer are those required
under federal income tax laws to maintain the Company’s status as a REIT. Second, stock of the
Company is held by 100 or more investors and at least 100 or more of these investors are independent of
the Company and of one another. Third, the stock of the Company has been and will be part of offerings
of securities to the public pursuant to an effective registration statement under the Securities Act and will
be registered under the Exchange Act within 120 days after the end of the fiscal year of the Company
during which an offering of such securities to the public occurs. Accordingly, the Company believes that if
a Plan purchases stock of the Company, the Company’s assets should not be deemed to be Plan assets
and, therefore, that any person who exercises authority or control with respect to the Company’s assets
should not be treated as a Plan fiduciary for purposes of the prohibited transaction rules of ERISA and
Section 4975 of the Code.

Available Information

The Company makes available to the public free of charge through its internet website the Company’s
Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and
amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities
Exchange Act of 1934, as amended, as soon as reasonably practicable after the Company electronically
files such reports with, or furnishes such reports to, the Securities and Exchange Commission. The
Company’s internet website address is http://www.healthcarerealty.com.

The public may read and copy any materials that the Company files with the SEC at the SEC’s
Public Reference Room located at 450 Fifth Street NW, Washington, DC 20549. The public may obtain
information on the operation of the Public Reference Room by calling the SEC at 1-800-SEC-0330, The
SEC also maintains electronic versions of the Company’s reports on its website at www.sec.gov.

Corporate Governance Guidelines

The Company has adopted Corporate Governance Guidelines. The Corporate Governance Guidelines
are posted on the Company’s website (www.healthcarerealty.com) and are available in print to any
shareholder who requests a copy.

Committee Charters

The Board of Directors has an Audit Committee, Compensation Committee and Corporate
Governance Committee. The Board of Directors has adopted written charters for each committee, which
arc posted on the Company’s website (www.healthcarerealty.com) and are available in print to any
shareholder who requests a copy.

Risk Factors

The following are some of the risks and uncertainties that could cause the Company’s actual financial
condition, results of operations, business and prospects to differ materially from those contemplated by the
forward-looking statements contained in this report or the Company’s other filings with the SEC. If any of
the following risks actually occurred, the Company’s business, financial condition and operating results
could suffer, and the trading price of its common stock could decline.
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At times, the Company may have excess cash. A delay in investing cash available to it in suitable
properties could adversely affect the Company’s future revenues and its ability to maintain or increase
dividends to shareholders; there is considerable competition in the Company’s mavket for attractive
investments.

From time to time, the Company will have cash available from various sources, including (1) the
proceeds of sales of shares of its securities, (2) principal payments on its mortgage investments, and
(3) the sale of its properties, including non-elective dispositions under the terms of master leases or similar
financial support arrangements. The Company must invest these proceeds, on a timely basis and at
comparable yields, in other healthcare investments or in qualified short-term investments. The Company
competes for real estate investments with a broad variety of potential investors. This compectition for
investments may negatively affect the Company’s ability to make timely investments on acceptable terms.
While funds are unused for property investments, they are invested in short-term obligations which have
been at historically low yields. Accordingly, delays in utilizing excess cash to acquire properties will
negatively impact revenues and perhaps the Company’s ability to maintain or increase its distributions to
shareholders.

At other times, the Company may have limited access to capital, which will slow the Company’s growth.

A REIT is required to make dividend distributions and retains little capital for growth. As a result, a
REIT is required to grow through the steady investment of new capital in real estate assets. Presently, the
Company has sufficient capital availability. However, there will be times when the Company will have
limited access to capital from the equity and/or debt markets. During such periods, virtually all of the
Company’s available capital will be required to meet existing commitments and to reduce existing debt.
The Company may not be able to obtain additional equity or debt capital or dispose of asscts on favorable
terms, if at all, at the time it requires additional capital to acquire healthcare properties on a competitive
basis or to meet its obligations.

A failure to maintain the Company’s dividend could reduce the market price of its stock.

The ability of the Company to pay dividends is dependent upon its ability to maintain funds from
operations and cash flow and to make accretive new investments. In addition, the Company is subject to
financial covenant restrictions with its lenders that limit dividend payments as a percentage of FFQ. The
Company, though historically having increased the dividend each quarter, decided to maintain the
quarterly dividend for the third quarter of 2005 at the same level as the previous quarter. There can be no
assurance that the Company will be able to resume its practice of increasing quarterly dividends or that it
will be able to maintain dividend payments.

If the Company fails to maintain an effective system of internal control over financial reporting, it may
not be able to accurately or timely report its financial results.

Management of the Company determined that internal control over financial reporting was ineffective
as of December 31, 2004, because material weaknesses in the Company’s system of internal control over
financial reporting existed as of such date. While the Company has taken remedial measures to correct
these material weaknesses (which measures are more fully described in Item 9A of this report), the
Company can give no assurance that it will not have material weaknesses or significant deficiencies in its
internal control over financial reporting in the future. The Company cannot be sure the remedial measures
it has taken will ensure that the Company maintains adequate controls over its financial reporting
processes in the future. An ineffective control environment, if not remediated, could result in a
misstatement of the Company’s financial statements that could cause a delay in periodic filings with the
SEC and such delay could cause a violation of debt covenants.
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Adbverse trends in the healthcare service industry may negatively affect the Company's lease vevenues and
the values of its investments.

The healthcare service industry is currently experiencing:

» Changing trends in the method of delivery of healthcare services;

« Competition among healthcare providers for patients;

 Increased cxpense for uninsured patients;

o ‘Increased liability insurance expense;

 Continuing pressure by private and governmental payors to contain costs and rcimbursements; and
¢ Incrcased scrutiny and formal investigations by federal and state authorities.

These changes can adverscly affect the economic performance of some or all of the tenants and sponsors
who provide financial support to the Company’s investments and, in turn, negatively affect the lease
revenues and the value of the Company’s property investments.

If a healthcare tenant lost its licensure or certification, the Company would have to obtain another
provider for the affected facility.

If the Company could not attract another healthcare provider on a timely basis or on acceptable
terms, the Company’s revenues would suffer, In addition, many of the Company’s properties are special-
purpose facilitics that may not be easily adaptable to uses unrelated to healthcare. Transfers of operations
of healthcare facilities are often subject 1o regulatory approvals not required for transfers of other types of
commercial operations and real estate.

The Company owns facilities that ave operated by companies that have experienced regulatory and legal
problems,

The Company’s tenants and sponsors are subject to a complex system of federal and state regulations
relating to the delivery of healthcare services. If a tenant or sponsor experiences regulatory or legal
problems, the Company could be at risk for amounts owed to it by the tenant under leases or financial
support agrecments.

The United States Department of Justice and Securities and Exchange Commission have accused
HealthSouth Corporation and several of its former officers of overstating earnings and assets included in
HealthSouth’s financial statements, The Company owns 27 facilities that are affiliated with HealthSouth,
of which 16 are multi-tenanted and master leased, nine are inpatient rchabilitation facilities and two are
multi-tenanted facilities in which HealthSouth is a tenant providing surgery, diagnostic and related
services. As of September 30, 2005, HealthSouth occupied approximately 643,000 square fect of the
Company’s inpatient rehabilitation facilities and 105,000 square feet of medical office/outpaticnt facilities,
or 6% of the Company’s total square footage. Approximately 11% and 10% of the Company’s revenues,
including revenues from discontinued operations, for the year ended December 31, 2004 and the nine
months ended September 30, 2005, respectively, were received from HealthSouth.

Tenet Healthcare Corporation and its subsidiaries are subject to several federal and state civil and
criminal enforcement actions and several related civil lawsuits. These claims involve allegations against
Tenet and several of its hospitals of illegal kickbacks to induce referrals to the hospitals, improper
Medicare coding practices, including on Medicare cost reports non-reimbursable costs related to
physicians’ practices, physician recruiting, improper outlier payments, and inflating charges for medical
services, pharmaceutical supplies and prescription drugs. The Company owns 12 facilities that are operated
by Tenet, of which five are master leased, six arc subject to financial support agreements whereby Tenet
guarantecs the Company a certain return on its investments, and one is a multi-tenanted facility in which
Tenet is a tenant. As of December 31, 2004, Tenet occupied approximately 96,000 square feet of medical
office and outpatient facilities, or 0.8% of the Company’s total square footage. Approximately 8% and 7%
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of the Company’s revenues, including revenues from discontinued operations, for the year ended
December 31, 2004 and the nine months ended September 30, 2005, respectively, were reccived from
Tenet.

The Company has received all material amounts due from both HealthSouth and Tenct and has
received no indication from either company that it will be unable to continue paying amounts owcd to the
Company under its current leases and financial support agreements, but the Company can give no
assurance that reccipt of such amounts will continuc.

Failuve to maintain its status as a REIT, even in one taxable year, could cause the Company to reduce
its dividends dramatically.

The Company intends to qualify at all times as a REIT under the Code. If in any taxable year the
Company does not qualify as a REIT, it would be taxed as a corporation. As a result, the Company could
not deduct its distributions to the sharcholders in computing its taxable income. Depending upon the
circumstances, a REIT that loscs its qualification in one ycar may not be eligible to re-qualify during the
four succeeding years. Further, certain transactions or other events could lead to the Company being taxed
at rates ranging from four to 100 percent on certain income or gains.

Item 2. Properties

In addition to the properties described under Item 1, “Business™ and in Schedule III of Item 15
hereto, the Company leases its headquarters office space.

The Company’s headquarters, located in offices at 3310 West End Avenue in Nashville, Tennessee,
are leased from an unrelated third party. The Company’s current lease agreement, which commenced on
November 1, 2003, covers approximately 24,969 square feet of rented space and expires on October 31,
2010, with two five-year renewal options. Annual base rent was approximately $451,900 in 2004 and
increases approximately 3.25% annually. Effective September 1, 2004, the lease agreement was amended to
include the addition of 5,965 square feet of rented space. The amendment contains the same expiration
and option terms as the original lease agreement. Total base rent related to the amendment in 2004 was
approximately $40,000, is approximately $111,500 for 2005 and is increased approximately 3.25% annually
thereafter.

Item 3. Legal Proceedings

On October 9, 2003, HR Acquisition I Corporation (f/k/a Capstone Capital Corporation,
“Capstone”), a wholly-owned affiliate of the Company, was served with the Third Amended Verified
Complaint in a shareholder derivative suit which was originally filed on August 28, 2002 in the Jefferson
County, Alabama Circuit Court by a shareholder of HealthSouth Corporation. The allegations in the suit
relate to activities which occurred before the Company acquired Capstone in 1998. The suit alleges that
certain officers and directors of HealthSouth, who were also officers and directors of Capstone, sold real
estate properties from HealthSouth to Capstone and then leased the properties back to HealthSouth at
artificially high values, in violation of their fiduciary obligations to HealthSouth. The Company acquired
Capstone in a merger transaction in October, 1998. None of the Capstone officers and directors remained
in his or her position following the Company’s acquisition of Capstone. The complaint sccks an accounting
and disgorgement of monics obtained by the allegedly wrongful conduct and other unspecified
compensatory and punitive damages. There is currently a stay on discovery in the case that is expected to
be in effect through the remainder of 2005. The Company will defend itself vigorously and believes that
the claims brought by the plaintiff are not meritorious.

The Company is not awarc of any other pending or threatened litigation that, if resolved against the
Company, would have a material adverse effect on the Company’s financial condition or results of
operations.
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Item 4, Submission of Matters to a Vote of Securityholders

No matter was submitted to a vote of shareholders during the fourth quarter of 2004 or during the
first three quarters of 2005.

PART I

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

Shares of the Company’s Common Stock are traded on The New York Stock Exchange under the
symbol “HR.” As of September 30, 2005, there were approximately 1,945 shareholders of record. The
following table sets forth the high and low sales prices per common share and the distributions declared
per common share in the periods indicated.

Distributions
Declared per
High Low Share
2005 ‘
First Quarter. ... ... it e e $41.03  $35.25 $0.650
Second QUATter ... it e 39.91 35.83 0.655
Third Quarter. . ... . it e e 41.36 37.36 0.660
Fourth Quarter (through November 11, 2005) ............... 40.19 36.30 0.660
2004
First QUAarter. ... ..ottt it $43.15  $35.16 $0.630
Second QUarter ....... .. i s 44.03 32.45 0.635
Third Quarter . . .. ... . i i e P 40.03 3547 0.640
Fourth QUATTEr . .. . v\ v e e ettt ireee e, 4211 3840 0.645
2003
First QUarter. . ..ottt e e e e e e e $290.93 §22.96 $0.610
Second QUATIEr . ... it i i e 31.24 24.42 0.615
Third Quarter . . ... .. e e e 33.00 29.17 0.620
Fourth Quarter . ... ... ... it i et 36.74 31.86 0.625

The dividend policy is reviewed each quarter by the Board of Directors. Future distributions will be
declared and paid at the discretion of the Board of Directors and will depend upen cash generated by
operating activities, the Company’s financial condition, relevant financing instruments, capital require-
ments, annual distribution requirements under the REIT provisions of the Code and such other factors as
the Board of Directors deems relevant.

Equity Compensation Plan Information

The following table provides information about the Company’s Common Stock that may be issued
upon grants of restricted stock and the exercise of options, warrants and rights under all of the Company’s
existing compensation plans as of September 30, 2005, including the 2003 Employees Restricted Stock
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Incentive Plan, the 2000 Employee Stock Purchase Plan, the 1994 Dividend Reinvestment Plan, and the
1995 Restricted Stock Plan for Non-Employee Directors.

Number of Securities
Remaining Available for

Number of Securities to Weighted-Average Future Issuance Under Equity
Be Issued upon Exercise of Exercise Price of Compensation Plans
Outstanding Options, QOutstanding Options, (Excluding Securities Reflected
Plan Category Warrants and Rights(1) Warrants and Rights(1) in the First Column)

Equity compensation plans approved
by security holders .............. 219,992 — 1,336,267(2)

Equity compensation plans not
approved by security holders . . .. ..

o
I

2,032,075(3)
Total ..ot 219,992 — 3,368,342

(1) The Company is unable to ascertain with specificity the number of securities to be issued upon
exercise of outstanding rights under the 2000 Employee Stock Purchase Plan or the weighted average
exercise price of outstanding rights under that plan. The 2000 Employee Stock Purchase Plan
provides that shares of Common Stock may be purchased at a per share price equal to 85% of the fair
market value of the Common Stock at the beginning of the offering period or a purchase datc
applicable to such offering period, whichever is lower,

(2) Includes securities available for future issuance under the 2000 Employee Stock Purchase Plan, the
1994 Dividend Reinvestment Plan, and the 1995 Restricted Stock Plan for Non-Employee Directors.

(3) Includes securities available for future issuance under the 2003 Employees Restricted Stock Incentive
Plan.

All of the Company’s equity compensation plans were approved by the shareholders, except the 2003
Employees Restricted Stock Incentive Plan, which provides for awards of restricted shares of the
Company’s Common Stock to full-time salaried employecs of the Company or its subsidiaries and
affiliates on such terms and conditions, and subject to such restrictions, as the Compensation Committee
may determine. Such conditions may be based on continuing employment or achievement of pre-
eslablished financial objectives or both. The 2003 plan covers a fixed number of shares and terminates on
December 1, 2012, Subject to the risk of forfeiture and transfer restrictions, eligible employees shall have
all rights as shareholders with respect to the shares issued pursuant to the plan, including the right to vote
and receive dividends or other distributions on such shares. For employees under employment agrecments,
upon certain merger, change in control, or liquidation events involving the Company, all shares covered by
outstanding awards under the plan will immediately vest, unless provisions are made in connection with
such transaction for the continuance of the plan. Moreover, all shares covered by outstanding awards to
employees under employment agreements will immediately vest if a participant’s employment with the
Company is terminated without caunse or, in the case of the Company’s executive officers, upon that
officer’s retirement.
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Item 6. Selected Financial Data

SELECTED FINANCIAL INFORMATION

The following table sets forth financial information for the Company, which is derived from the
Consolidated Financial Statements of the Company (dollars in thousands, except per share data):
Years Ended December 31,
2004(1) 2003(1) 2002(1) 2001(1) 2000(1)
(Restated) (Restated) (Restated) (Restated) (Restated)

STATEMENT OF INCOME DATA:

Total TEVENUES + ..o\ v v e eneeeneanns $ 234069 § 184082 $ 170,928 § 168409 $ 171,737
Interest expense .. .................. $ 43,899 § 34,640 $ 34274 § 38,205 $ 43,114
Income from continuing operations.... $ 49,750 $ 52,713 $§ 47,048 $ 59663 $§ 61,683
Discontinued operations ,............ $ 5783 % 7,689 § 15335 §$ 14,676 % 13,879
Netincome, . ..o $ 55,533 § 60,402 §$ 62,383 % 74,339 § 75,562
Income from continuing operations per

common share — Basic,........... $ .14 § 128 § 1.02 § 133§ 1.39
Discontiriued operations per common ' '

share —Basic.................... $ 0.13 § 0.19 §$ 0.38 § 037 § 0.35
Net income per common share — Basic  § 127 % 1.47 § 1.40 $ 1.70 $ 1.74
Income from continuing operations per

common share — Diluted .......... $ 111§ 1.26 § 1.00 $ 1.31 % 1.36
Discontinued operations per common

share — Diluted . ................. $ 013 § 0.18 § 037 § 036 % 0.34
Net income per common share —

Diluted ........... ..., $ 1.24 § 144 § 1.37 § .67 $ 1.70
Weighted average common shares _

outstanding — Basic .............. 43,706,528 41,142,619 40,701,516 39,849,734 39,540,752
Weighted average common shares

outstanding — Diluted............ . 44,627,475 41,840,188 41,487,780 40,608,681 40,648,371

BALANCE SHEET DATA (AS OF
THE END OF THE PERIOD):
Real estate properties, net ........... $ 1,562,794 $ 1,331,323 $ 1,287,113 § 1,361,008 $ 1,368,487
Assets held forsale ................. $ 61,246 § 0 8 0 $ 0 % 0
Total assets. .. ....oovint i $ 1,750,810 $ 1,501,802 $ 1,473,806 §$ 1,546,931 § 1,583,326
Notes and bonds payable ............ $ 719264 $§ 590,281 $ 545,063 $ 505222 § 536,781
Total stockholders’ equity............ $ 980616 $ 876,130 $ 891,452 $ 1,002,609 $ 1,003,618
OTHER DATA:

Funds from operations — Basic(2) .... $ 110,172 § 103,716 $ 94,261 $ 106,513 § 107,966
Funds from operations — Diluted(2) .. $ 110,172 § 103,716 $ 94,261 §$ 106,513 § 108,241
Funds from operations per common

share — Basic(2) ................. $ 252 § 252§ 232§ 267 $ 2.73
Funds from operations per common

share — Diluted(2) ............... $ 247 § 248 % 227 § 262 § 2.66
Dividends declared and paid per

common share .............. .. ... $ 255 §$ 247 § 239 $ 231 % 2.23

(1) The Consolidated Financial Statements have been restated from the unaudited financial statements
furnished on Form 8-K dated June 24, 2005. The Consolidated Financial Statements for years ended
December 31, 2003, 2002, 2001, and 2000 were previously restated as disclosed in the unaudited
financial statements furnished on Form 8-K dated June 24, 2005. Se¢ Note 2 to the Consolidated
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Financial Statements for a detail ol the restatement items. For the ycars ended December 31, 2004,
2003, 2002, 2001 and 2000, the restatements reduced (increased) income from continuing operations
approximately ($0.8) million, $16.5 million, $14.0 million, $12.6 million and $11.9 million,
respectively; reduced (increased) net income approximately ($0.8) million, $10.1 million, $7.7 mil-
lion, $5.6 million and $4.2 million, respectively; and reduced (increased) net income per common
share on a diluted basis approximately ($0.01), $0.25, $0.18, $0.14 and $0.12, respectively.

(2) See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for a
discussion of Funds From Operations (“FFO”), including why the Company presents FEFO and a
reconciliation of FFO to net income.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
OVERVIEW
Business Overview

Healthcare Realty Trust Incorporated (the “Company”) operates under the Internal Revenue Code of
1986, as amended (the “Code”), as an indefinite life real estate investment trust (“REIT”). The
Company, a self-managed and self-administered REIT, integrates owning, managing and developing
income-producing real estate properties and mortgages associated with the delivery of healthcare services
throughout the United States. Management believes that by providing related real estate services, the
Company can dlfferentlate its competitive market position, expand its asset base and increase revenues
over time.

Substantially all of the Company’s revenues are derived from rentals on its healthcare real estate
properties, from interest earned on mortgage loans, and from revenues from the consolidation of variable
interest entities (“VIEs”) related to the operations of six senior living facilities owned by the Company.
See Note | to the Consolidated Financial Statements regarding these VIEs. The Company typically incurs
operating and administrative expenses, including compensation expense, office rental and other related
occupancy costs, as well as various expenses incurred in connection with managing the existing portfolio
and acquiring additional properties. The Company also incurs interest expense on its various debt
instruments and depreciation expense on its real estate portfolio.

Executive Overview

The Company continues to be well-positioned from a capital structure and liquidity viewpoint by
maintaining a conservative debt-to-book capitalization ratio, by maintaining capacity on its unsecured
credit facility due-2006 ($9.0 million outstanding with $248.0 million remaining capacity as of
December 31, 2004 under its financial covenants), and by continuing to review and restructure maturities
on its debt commitments (no significant repayments on long-term debt until the year 2011). As of
September 30, 2005, the Company had $49.0 million outstanding on its unsecured credit facility due 2006
and had borrowing capacity remaining, under its financial covenants, of $179.0 million.

Since the Company’s inception, it has been selective about the properties it acquires. Management
believes that by selecting conservative, long-term investments with healthcare providers, the Company will
enhance its prospects for long-term stability and maintenance of the dividend. The Company’s portfolio,
diversified by facility type, geography, and tenant concentration, helps mitigate 1ts exposure to ever-
changing economic conditions and tenant and sponsor credit risks.

In the current market for medical office buildings, management has seen low capitalization rates and
minimally accretive investment returns. Historically low interest rates and highly leveraged financial buyers
have increased competition for medical office properties at higher prices. Several health systems have
offered large portfolios of properties for sale, seeking to capitalize on these higher prices. The properties
acquired by the Company during 2004 were mainly medical office buildings, on or near hospital campuses,
and were part of large portfolios subject to competitive pricing.
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During 2004, the Company purchased approximately $299.0 million of real estate assets, began
operating two medical office buildings that were previously under construction, publicly issued
$300.0 million of 5.125% senior notes, and publicly issued 4,600,000 shares of Common Stock, While these
activities positioned the Company very well from a liquidity and capital structure standpoint and developed
and furthered relationships with healthcare systems, the combination of these 2004 activities will not have
a significantly positive impact on funds from operations (“FFO™) or FFO per shar¢ for 2005, largely
because of the increased number of outstanding shares and the thin margin on medical office investments.

Though the Company is in discussions with healthcare systems on several development projects, its
volume of acquisitions of existing medical office properties will not be as significant in 2005 as in 2004.
Offerings of large medical office portfolios have declined in 2005 as a result of rising interest rates
affecting sales pricing. With the acquisition and capital market activities consummated during 2004 and
the reduced volume of acquisition activity in 2005, management anticipates very little, if any, growth in its
FFO per share during 2005 from property acquisitions.

The Company, though historically having increased the dividend cach quarter, decided to maintain the
quarterly dividend for the third quarter of 2005 at the same level as the previous quarter. The Company
will determine future dividend policy based upon cash generated by operating activities, the Company’s
financial condition, relevant financing instruments, capital requirements, annual distribution requirements
under the REIT provisions of the Code, and other such factors deemed relevant.

The Company has concluded that previously issued financial statements should be restated. The
restatement will have no impact on cash flows in future periods. The results of operations for the three
years in the period ended December 31, 2004 have been restated from the unaudited financial statements
furnished on Form 8-K dated June 24, 2005. The results for the years ended December 31, 2003 and 2002
had previously been restated as disclosed in the unaudited financial statements furnished on Form 8-K
dated June 24, 2005. These restatements impacted net income as shown in the table below. See Note 2 to
the Consolidated Financial Statements for a more detailed discussion of the restatement.

Year Ended December 31,
(Dollars in thousands) 2004(1) 2003(2) 2002(2)

Net income as previously reported . ...................... $54,757 $ 70,507  §$70,091
Restatement adjustments
Restatement adjustments reported on Form 8-K dated

June 24, 2005 .. ... (11,690)  (7,008)
Subsequent changes to restatement adjustments ........., 776 1,585 (700)

Total Restatement adjustments . .. ....................... 776 (10,105)  (7,708)
Net income, as restated . .............................%. $55,533  § 60,402  $62,383

(1) As previously reported amounts represent amounts furnished on Form 8-K dated June 24, 2005.

(2) As previously reported amounts represent amounts reported in the financial statements previously filed
in the 2003 Annual Report on Form 10-K.

TRENDS AND MATTERS IMPACTING OPERATING RESULTS

Management monitors factors and trends important to the Company and REIT industry in order to
gauge the potential impact on the operations of the Company. Discussed below are some of the factors
and trends that management believes may impact future operations of the Company.

Acquisitions

The Company acquired approximately $299.0 million of real estate properties during 2004. The
Company’s volume of acquisitions for 2005, however, will not be as high as in 2004, As of September 30,
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2005, the Company had invested in $128.7 million of new properties or mortgages and had disposed of
$125.2 million of properties due to purchase options exercised. :

Purchase Options Exercised Subsequent to Year End

On January 18, 2005, a senior living operator purchased nine of the ten properties it lcased from the
Company producing net sales proceeds to the Company totaling $58.9 million, including the repayment of
certain receivables, and purchased the tenth property in May 2005 producing net sales proceeds to the
Company totaling $12.1 million, including the repayment of certain receivables. The ten properties covered
by the purchase options exercised by this operator comprise approximately $74.9 million ($61.2 million,
net) of the Company’s real estate properties and accounted for approximately 3.5% of the Company’s
revenues for the year ended December 31, 2004. The Company recognized a gain of approximately
$6.1 million in the first quarter of 2005 from the sale of the nine properties and recognized a gain of
approximately $1.2 million from the sale of the tenth property in the second quarter of 2005.

On April 20, 2005, a second senior living operator purchased five properties it leased from the
Company producing net sales proceeds to the Company totaling $53.2 million, including the repayment of
certain receivables. The five properties covered by the purchase options exercised by this operator comprise
approximately $50.3 million ($42.1 million, net) of the Company’s real estate assets and accounted for
approximately 2.5% of the Company’s revenues for the year ended December 31, 2004. The Company
recognized a gain of approximately $0.2 million from the sale of the five properties.

As of September 30, 2005, the Company had reinvested all of the proceeds from these two purchases
by acquiring approximately $128.7 million of new properties or mortgages. However, since the proceeds
were not reinvested immediately, net income for 2005 may be negatively impacted.

On September 29, 2005, a sponsor under a property operating agreement gave notice to the Company
of its intent to purchase three properties under property operating agreements with the Company with a
target closing date in December 2005. The three properties covered by the purchase options exercised by
this operator comprise approximately $9.7 million ($8.2 million, net) of the Company’s real estate
propertics and accounted for approximately 0.6% of the Company’s revenues for the year ended
December 31, 2004, The Company expects to recognize a gain from the sale of these properties.

On November 15, 2005, a lessee gave notice to the Company of its intent to purchase, during the
second quarter of 2006, a medical office building it leases from the Company under a master lease
agreement. Based on the master lease agreement, the lessee’s purchase price will be equal to the fair
market value of the property, to be determined by an appraisal process specified in the master lease. The
property comprised approximately $16.4 million ($13.8 million, net) of the Company’s real estate
properties at December 31, 2004 and accounted for approximately 1.1% of the Company’s revenues for the
year ended December 31, 2004. The Company believes it will recognize a gain on the transaction.

The exercise of the purchase options noted above is largely a function of the historically low interest
rate environment. In ¢ach case, the operator or sponsor who able to replace higher rate lease or support
obligations to the Company with lower rate mortgage debt. The Company cannot predict whether
additional purchase options will be exercised, but the Company has not received notice of exercise of any
other purchase options through November 15, 2005.

Investment Trends

As of September 30, 2005, approximately 56% of the Company’s real estate investments consisted of
properties currently leased to unaffiliated lessees pursuant to long-term net lease agreements or subject to
financial support agreements with the healthcare sponsors that provide guarantees of the return on the
Company’s investment in the properties. Approximately 44% are multi-tenanted properties with shorter-
term occupancy leases, but without other financial support agreements. The Company’s recent medical
office real estate acquisitions have not included master lease or financial support arrangements with the
health systems on whose campuses the acquired properties are located. The income from these recent
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investments is derived solely from rents paid by the occupying tenants, which include physician practices
and hospital operations. The Company expects future medical office investments to follow this trend,
which the Company believes gives it greater opportunity to manage long-term revenue growth. In addition
to its medical office investments, the Company also continues to see investment opportunitics in the senior
living sector of the healthecare industry. The Company may make additional acquisitions of senior living
properties or invest in mortgage loans secured by senior living properties.

FAS 144, “Discontinued Operations”

As discussed in more detail in Note 2 to the Consolidated Financial Statements, Financial
Accounting Standards Board Statement No. 144 (“FAS 144”"), which has significantly impacted REITs,
requires that the Company present all significant real estate disposals since December 31, 2001 as
discontinued operations. As a result, each time the Company disposes of a significant real estate asset, the
results of operations from that asset will be classified as discontinued operations for the current period, and
all prior periods presented will be restated to conform to the current period presentation. As a result,
readers of the Company’s financial statements should be aware that each future disposal may result in a
change to the presentation of the Company’s operations in the historical statements of income as
previously filcd. Such income statement reclassifications will have no impact on previously reported net
Income.

FAS 141, “Business Combinations”

As discussed in Application of Critical Accounting Policies and in Note 1 to the Company’s
Consolidated Financial Statements, when a building is acquired with in-placc leases, FAS 141 requires
that the cost of the acquisition be allocated between the tangible real estate and the intangible assets
related to in-place leases based on their fair values, Where appropriate, the intangible asscts recorded
could include goodwill or customer relationship asscts. The value of above- or below-market in-place leases
is amortized against rental income or property operating expense over the average remaining term of the
in-place leases upon acquisition, which is typically a shorter period than the ordinary depreciation period
for the building. The valuc of at-market in-place leases is amortized and reflected in amortization expense
in the Company’s Consolidated Statements of Income. For the buildings acquired in 2003 and 2004, the
remaining lives of the in-place leases ranged from 8 to 101 months.

Variable Interest Entities

Included in the Company’s Consolidated Financial Statements for the years ended December 31,
2003 and 2004 are the assets, liabilities and results of operations of variable interest entities (“VIEs”)
related to six senior living properties owned by the Company. The Company did not previously consolidate
VIEs in its previously issued financial statements, Instead, the Company reported depreciation on the real
estate assets, which are included on the Company’s balance sheet, and reported rental income and interest
income on the leascs and notes receivable related to these assets, respectively. The assets, liabilities and
results of operations of the VI1Es, not previously identificd or reported in previous filings to be V1Es by
Company management, were not consolidated in the Company’s Consolidated Financial Statements, and
are part of the restatement (see Note 2 to the Consolidated Financial Statements).

Due to prior operator defaults, the Company placed new operators in the six senior living facilities
during 2003 and 2004 and signed lease agreements with the new operators, in addition to loan agreements
with one of the operators. The Company anticipated that the propertics would not generate positive cash
flows until the operations of the properties were stabilized. As such, both partics agreed that the Company
would finance the estimated cash flow deficits, but in return would receive some or all of the economic
benefits of the entitics once the propertics were stabilized and had positive cash flows. These arrangements
created a ‘‘variable interest entity”, as defined in FASB Interpretation 46R, and in those cases where the
Company has subsequently determined that it is the primary beneficiary as defined by FASB
Interpretation 46R, the Company is required to consolidate the VIE in its Consolidated Financial
Statements, This generally mcans that the note receivable, if any, from the VIE on the books of the
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Company, and the note payable, if any, to the Company on the books of the VIE, are eliminated in
consolidation. Likewise, the interest income and rental income on the books of the Company is eliminated
against the corresponding interest expense and rental expenses on the books of the VIE. What remains in
the Consolidated Financial Statements of the Company are the results of operations of the VIE (the
propertics), which are now included in the Company’s income statements in the lines other operating
income and other opcrating expense, and the related assets and liabilities of the VIE entity, which are
included on the Company’s balance shcet.

If circumstances dictate, the structure of future transactions with operators may also create VIEs,
resulting in consolidation of the entity’s results of operations.

Impairment Charges

As required by Statement of Financial Accounting Standards No. 144, “Accounting for the
Impairment or Disposal of Long-Lived Assets” (“FAS 144™), the Company must assess the potential for
impairment of our long-lived assets, including real estate properties, whenever events occur or a change in
¢ircumstances indicate that the net carrying valuc might not be fully recoverable. The Company recorded
impairment charges of $1.2 million, $0, and $0.3 million, respectively, for the years ended December 31,
2004, 2003 and 2002. The impairment charges in 2004 were recorded upon the disposition of real estate
assets and included the write-off of non-cash straight-line rent receivables. The impairment charge in 2002
of $0.3 million represents the difference between the net carrying value of $0.5 million and the estimated
fair valuc of $0.2 million relating to a skilled nursing facility in Oklahoma, which the Company closed in
2002 and does not expect to reopen. In 2003, the SEC issued a statement that impairment charges could
not be added back to net income in calculating FFO. As such, the $1.2 million impairment charge
recognized in 2004 related to the dispositions of real estate assets negatively impacted FFO. Impairment
charges will be recognized from time to time and will negatively impact FFO.

FUNDS FROM OPERATIONS

FFO and FFO per share are operating performance measures adopted by the National Association of
Real Estate Investment Trusts, Inc. (“NAREIT”). NAREIT defines FFO as the most commonly
accepled and reported measure of a REIT’s operating performance equal to “net income (computed in
accordance with generally accepted accounting principles), excluding gains (or losses) from sales of
property, plus depreciation and amortization, and after adjustments for unconsolidated partnerships and
joint ventures.”

Management believes FFQO and FFO per share to be supplemental measures of a REIT’s performance
that provide an undersianding of the operating performance of the Company’s properties without giving
effect to significant non-cash items, primarily depreciation of real estatc. Management uses FFO and FFO
per share to compare and evaluate its own operating results from period to period, and to monitor the
operating results of the Company’s peers in the REIT industry. The Company reports FFO and FFO per
share because these measures are observed by management to also be the predominant measures used by
the REIT industry and by industry analysts to evaluate REITs; because FFO per share is consistently and
regularly reported, discussed, and compared by research analysts in their notes and publications about
REITs; and finally, because rescarch analysts publish their earnings estimates and conscnsus cstimates for
healthcare REITs only in terms of fully-diluted FFO per share and not in terms of net income or earnings
per share. For these reasons, management has deemed it appropriate to disclose and discuss FFO and FFO
per share.

However, FFO docs not represent cash generated from operating activitics determined in accordance
with accounting principles generally accepted in the United States of America and is not necessarily
indicative of cash available to fund cash needs. FFO should not be considercd as an alternative to net
income as an indicator of the Company’s operaling performance or as an alternative to cash flow from
operating activities as a measure of liquidity.
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FFO for the years ended December 31, 2004, 2003, and 2002 has been restated. The restatement,
discussed further in Note 2 to the Consolidated Financial Statements, decreased (increased) FFO for the
years endcd December 31, 2004, 2003, and 2002 by ($0.6) million; $10.3 million and $7.8 million,
respectively, and decreased (increased) FFO per diluted common share by ($0.01); $0.25 and $0.18,
respectively. The table below reconciles FFO to net income for the three years ended December 31, 2004,

Year Ended December 31,

2004 2003 2002

(Dollars in thousands, except per share data) (Restated) (Restated) (Restated)
Nt IMCOMIE -+ o ettt et e ettt e $ 55,533 0§ 60,402 § 62,383

Net (gain) loss on sales of real estate properties. . 0 1,109 (3,388)

Preferred stock dividend ...................... 0 0 (4,992)

Real estate depreciation and amortization ....... 54,639 42,205 40,258

Total adjustments, . ........................ 54,639 43,314 31,878

Funds From Operations -— Basic and Diluted ...... $ 110,172 § 103,716 $ 94,261
Weighted average common shares outstanding —

Basic ... 43,706,528 41,142,619 40,701,516
Weighted average common shares outstanding —

Diluted ... ... 44,627,475 41,840,188 41,487,780
Funds From Operations Per Common Share —

Basic ... e $ 252§ 252 % 2.32
Funds From Operations Per Common Share —

Diluted ...... .. e i $ 247 § 248 $ 2.27

RESULTS OF OPERATIONS
2004 Compared to 2003

The results of operations for the year ended December 31, 2004 have been restated from the
unaudited financial statements furnished on Form 8-K dated June 24, 2005, The results of operations for
the year ended December 31, 2003 have also been restated. The impact of the restatement reduced
(increased) net income by ($0.8) million and $10.1 million, respectively, for the years ended
December 31, 2004 and 2003. See Note 2 to the Consolidated Financial Statements for a discussion of the
restatement.

As discussed in Application of Critical Accounting Policics to Accounting Estimates and in Note 1 to
the Consolidated Financial Statements, when acquiring a real estate property, the Company allocates a
portion of the purchase price to leasc intangibles in-place upon acquisition as well as to the building. The
lcase intangibles are amortized over the weighted average remaining lives of the leases in-place upon
acquisition, which is generally a much shorter life than the depreciation on the building asset. The lease
intangible amortization for the twelve months ended December 31, 2004 and 2003 was $8.2 million and
$1.3 million, respectively, thereby significantly reducing net income for 2004.

For the year ended December 31, 2004, net income was $55.5 million, or $1,27 per basic common
sharc ($1.24 per diluted common share), on total revenues from continuing operations of $234.1 million
compared to net income of $60.4 million, or $1.47 per basic common share ($1.44 per diluted common
share), on total revenues from continuing operations of $184.1 million for the year ended December 31,
2003. FFO was $110.2 million, or $2.52 per basic common share ($2.47 per diluted common share), for
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the year ended December 31, 2004 compared to $103.7 million, or $2.52 per basic common share
($2.48 per diluted common share), in 2003.

: 2004 2003
(Dollars in thousands) (Restated) (Restated)
REVENUES
Master leasc rentdl ICOMME . . v vt v v v e i it $ 78,355 % 76,477
Property operating income ......... .o 111,016 73,078
Straight-line Tent .. ... o e 1,592 2,116
Mortgage INtercst iMCOIME . ..ttt ettt ettt et iie s eaeennennnn 8,765 10,441
Other operating income....... G 34,341 21,970
234,069 184,082
EXPENSES
General and administrative .. ..o i e 13,691 11,825
Property operating €Xpenses .. .....oovvur e ernnnrrononnrnanaaanns 58,187 34,645
Other operating eXpenses ... ..o ittt e 14,517 9,265
o] (=45 S N PP 43,899 34,640
Depreciation ... ... .. 45,870 39,679
Amortization. . ................ e 8,155 1,315
184,319 131,369
Income from continuing operations ............c.covvivrnvrenennnn. 49,750 52,713
Discontinued operations
Operating income from discontinued operations .................. 6,993 8,798
Gain (loss) on sale of real estate properties and impairments .. ..... (1,210) (1,109)
5,783 7,689
Nt INCOME ., . e e e e e $ 55,533  § 60,402

Total revenues from continuing operations for the year ended December 31, 2004 increased
$50.0 million, or 27.2%, compared to 2003 for primarily the following reasons:

» Property operating income increased $37.9 million, or 51.9%, duec mainly to the acquisition of 45
revenue-producing properties under property management during 2004 and 2003 and the
commencement of operations during 2004 and 2003 of four properties that were previously under
construction. '

« Straight-line rent decreased $0.5 million, or 24.8%, from 2003 to 2004. Many of the leases that
require straight-line rent accruals have reached or are nearing the mid-point of their terms and the
straight-line rent accruals previously recorded are beginning to reverse, with the effect of decreasing
straight-line rental income.

+ Mortgage interest income decreased $1.7 million, or 16.0%, for 2004 compared to 2003 due mainly
to the repayment of 18 mortgages during 2004 and 2003, offset partially by three new mortgages
acquired during 2004 and 2003.

« Other operating income increased $12.4 million, or 56.3%, due mainly to shortfall income
recognized under the provisions of property operating agreements and operating income of Variable
Interest Entities (“VIEs™) that are consolidated in the financial statements of the Company. In
2004, the Company reclassified the shortfall income recognized under the provisions of its property
operating agreements (see Note | to the Consolidated Financial Statements) from property
operating income to other operating income for all periods presented. The shortfall income included
in other operating income totaled $14.8 million and $10.4 million, respectively, for the years ended
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December 31, 2004 and 2003. The operating income of the six VIEs that are consolidated in the
financial statements of the Company was $15.5 million in 2004 compared to $7.8 million in 2003.
The six VIEs were consolidated beginning in the second and fourth quarters of 2003; therefore,
income for 2003 does not include a full year’s income for the VIEs,

Total expenses for the year ended December 31, 2004 compared to the year ended December 31,
2003 increased $53.0 million, or 40.3%, as discussed below:

» General and administrative expenses increased $1.9 million, or 15.8%, for 2004 compared to 2003
due mainly to increases in compensation and related benefits of approximately 14% due primarily to
new employees as well as annual salary increases, increases in state franchise taxes of approximately
110% related to new properties acquired in 2003 and 2004, and increases of approximately 210% in
audit and other fees related to the Company’s compliance efforts with Sarbanes-Oxley Section 404
reporting for the year ended December 31, 2004.

» Property operating expenses increased $23.5 million, or 68.0%, due mainly to the acquisition of 45
revenue-producing properties under property management during 2004 and 2003 and the
commencement of operations during 2004 and 2003 of four properties that were previously under
construction.

« Other operating expenses increased $5.3 million, or 56.7%, for 2004 compared to 2003 duc to
increases in property operating expenses of VIEs that arc consolidated in the Consolidated Financial
Statements of the Company. The six VIEs were consolidatéd beginning in the second and fourth
quarters of 2003; therefore, income for 2003 does not include a full year’s income for the VIEs.

» Depreciation and amortization expense increased $13.0 million, or 31.8%, due¢ mainly to the
acquisition of 50 revenue-producing propertics during 2004 and 2003 and the commencement of
operations during 2004 and 2003 of four properties that were previously under construction. Further,
as discussed above and in Note 1 to the Consolidated Financial Statements, when acquiring a real
estate property, the Company must allocate a portion of the purchase price to lease intangibles in-
place upon acquisition as well as to the building. The lease intangibles are amortized over the
weighted average remaining lives of the leases in place upon acquisition, which is generally a much
shorter life than the depreciation on the building asset. The lease intangible amortization expense
increased $6.9 million from 2003 to 2004. :

Income from discontinued operations totaled $5.8 million and $7.7 million for the years ended
December 31, 2004 and 2003, respectively, which includes the results of operations and gains, losses, and
impairments related to property disposals during 2003 and 2004, as well as from assets classified as held
for sale. The Company disposed of four properties during 2003, sold two properties during 2004, and
classified 10 properties as held for sale as of December 31, 2004, which were subsequently sold in 2005,

2003 Compared to 2002

The results of operations for the years ended December 31, 2003 and 2002 have been restated. The
impact of the restatement reduced net income for 2003 and 2002 by $10.1 million and $7.7 million,
respectively. See Note 2 to the Consolidated Financial Statements for a discussion of the restatement,

Net income for 2002 includes an $11.6 million charge recorded in the fourth quarter, which is
comprised of the accelerated vesting of deferred compensation relating to the retirement of an executive
officer as well as severance-related, project and other costs associated with the elimination of other officer
and employee positions.

For the year ended December 31, 2003, net income was $60.4 million, or $1.47 per basic common
share ($1.44 per diluted common share), on total revenues from continuing operations of $184.1 million
compared to net income of $62.4 million, or $1.40 per basic common share ($1.37 per diluted common
share), on total revenues from continuing operations of $170.9 million for the year ended December 31,
2002. FFO was $103.7 million, or $2.52 per basic common share ($2.48 per diluted common share), for
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the year ended December 31, 2003 compared to $94.3 million, or $2.32 per basic common share
($2.27 per diluted common share), in 2002.

2003 2002
(Dollars in thousands) (Restated) (Restated)
REVENUES
Master lease rental INCOMIE . oo v vttt e e it e e e $76,477 $83.062
Property operating income ........ ... il 73,078 61,494
Straight-line Tent .. ... i i e e 2,116 1,947
Mortgage interest INCOME .. .. ..ot vi i n i an s 10,441 13,308
Other operating income. .. .. ... ettt 21,970 11,117
184,082 170,928
EXPENSES
General and administrative . .. .. ... ... . e e 11,825 22,665
Property operating €Xpemnses .. . .....uuuuireinrei i 34,645 29,069
Other operating eXpenses . ............ ... raraiianann.. 9,265 305
ImteTest o et e 34,640 34,274
Depreciation . ... vt i e 39,679 37,441
AMOTtIZAtION . . . .ot e e 1,315 126
131,369 123,880
Income from continuing operations ............ ... ... i, 52,713 47,048
Discontinued operations
Operating income from discontinued operations .................. 8,798 11,947
Gain (loss) on sale of real estate properties...................... (1,109) 3,388
7,689 15,335
NEE INCOMIE .« . o et vt et e e e e e e e e s $60,402 $62,383

Total revenues from continuing operations for the year ended December 31, 2003 increased
$13.2 million, or 7.7%, compared to 2002 for primarily the following reasons:

Master lease rental income decreased $6.6 million, or 7.9%. This reduction was generally due to a
reduction in rental accruals on properties related to certain operators as well as a reduction in leasc
rates on leases signed with two new tenants on 14 properties formerly leased and operated by
another tenant. Also, during 2003, rental income on three buildings, upon expiration of the master
lease agreements, began to be included in property operating income rather than master lease rental
income as the Company began managing the buildings and consolidating the full operations of these
buildings into the Company’s financial statements.

Property operating income increased $11.6 million, or 18.8%, due mainly to the acquisition of 8
revenue-producing properties under property management during 2003 and 2002, the commence-
ment of operations during 2003 and 2002 of four properties that were previously under construction
and the conversion of three propertics that were previously master-leased.

Mortgage interest income decreased $2.9 million, or 21.5%, for 2003 compared to 2002 due mainly
to the repayment of 24 mortgages during 2003 and 2002, offset partially by interest earned on two
mortgages acquired in 2003.

Other operating income increased $10.9 million, or 97.6%, due mainly to operating income of VIEs
that are consolidated in the Consolidated Financial Statements of the Company and increases in
the shortfall income accrued related to the properties having property operating agreements. The
shortfall income included in other operating income totaled $10.4 million and $7.7 million,
respectively, for the years ended December 31, 2003 and 2002. The operating income of VIEs that
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are consolidated in the Consolidated Financial Statements of the Company was $7.8 million and $0,
respectively for the years ended December 31, 2003 and 2002, as the Company began consolidating
the VIEs during 2003.

Total expenses for the year cnded December 31, 2003 compared to the year ended December 31,
2002 increased $7.5 million, or 6.0% as discussed below: '

« General and administrative expenses decreased $10.8 million, or 47.8%, for 2003 compared to 2002
due mainly to an $11.6 million charge recorded in the fourth quarter of 2002 related to the
rctirement of an executive officer. See Note 10 to the Consolidated Financial Statements for
further details.

+» Property operating expenses increased $5.6 million, or 19.2%, due mainly to the acquisition of 8
revenue-producing propertics under property management during 2003 and 2002, the commence-
ment of operations during 2003 and 2002 of four propertics that were previously under construction
and the conversion of three properties that were previously master-leased.

¢ Other operating expenses increased $9.0 million from 2002 to 2003. Other operating expenses for
2003 and 2002 include property operating expenses of VIEs that are consolidated in the
Consolidated Financial Statements of the Company totaling $9.3 million and $0, respectively, as the
Company began consolidating the VIEs during 2003. Other operating expenses for 2002 include a
$0.3 million impairment charge which represents the difference between the net carrying value of
$0.5 million and the estimated fair value of $0.2 million relating to a skilled nursing facility in
Oklahoma, which the Company closed in 2002 and does not expect to reopen.

* Depreciation and amortization expense increased $3.4 million, or 9.1%, du¢ mainly to the
amortization of lease intangible assets recorded related to the acquisition of 10 revenue-producing
properties during 2003 and 2002 and the commencement of operations during 2003 and 2002 of
four properties that were previously under construction.

Income from discontinued operations totaled $7.7 million and $15.3 million for the years ended
December 31, 2003 and 2002, respectively, which includes the results of operations and gains and losses
related to property disposals from January 1, 2002 through December 31, 2004, as well as from assets
¢classified as held for sale as of December 31, 2004. The Company disposed of 13 properties during 2002,
four properties during 2003, two properties during 2004, and classified 10 properties as held for sale as of
December 31, 2004, which were subséquently sold in 2005.

LIQUIDITY AND CAPITAL RESOURCES
Key Indicators

The Company monitors its liquidity and capital resources and relies on several key indicators,
including the following:

« Debt metrics;
« Dividend payout ratio with respect to the dividend;

« Interest rates, underlying treasury rates, debt market spreads and equity markets in its assessment
of capital markets to ensure funds arc available for acquisitions and other operating activities as
needed,

The Company uses these indicators and others to compare its operations to its peers and to help
identify areas in which the Company may need to focus its attention.

Contractual Obligations

The Company monitors its ¢ontractual obligations to ensure funds are available to meet obligations
when due. The following table represents the Company’s long-term contractual obligations for which the
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Company is making payments as of December 31, 2004, which includes interest payments due. The
Company had no long-term capital lease or purchase obligations as of December 31, 2004,

Payments Due by Period

Less Than 1 1-3 3-5 More Than 5
(Dollars in thousands) Total Year Years Years Years
Long-term debt obligations(4) ......... $1,041,148 $72,510 $134,376  $141,825 $692,437
Operating lease commitments(1) ....... 254,938 3,110 6,397 9,966 235,465
Construction in progress(2)............ 11,421 6,521 4,900 0 0
Tenant improvements(3) .............. 7,731 7,731 0 0 0
Total Contractual Obligations ........ $1,315,238 $89,872 $145,673  $151,79] $927,902

(1) Includes two office leases, one automobile lease and ground leases related to 31 properties for which
the Company is currently making payments.

(2) Includes commitments remaining on the construction of one building.

(3) Includes tenant improvement allowance obligations remaining on seven properties constructed by the
Company.

(4) The amounts shown include estimated interest, but exclude the fair value of the interest rate swaps of
$3.4 million, the premium on the Senior Notes due 2011 of $14.0 million, and the discount on the
Senior Notes due 2014 of $1.4 million which are included in notes and bonds payable on the
Company'’s balance sheet. The Company’s long-term debt principal obligations are presented in more
detail in the table below.

Principal Principal
Balance at  Balance at Contractual Interest
December 31, December 31, Maturity Rates at Dec. 31, Interest
(Dollars in millions) 2004 2003 Date 2004 Payments Principal Payments
Unsecured credit facility
due 2006(1) ......... - % 90 $154.0 10/06 LIBOR + 1.10%  Quarterly At maturity
Senior notes due 2006. .. 49.7 70.0 4/06 9.49% Semi-Annual  $20.3 million in 2005 and
$29.4 million in 2006

Senior notes due 2011... 300.0 300.0 5/11 8.125% Semi-Annual At maturity
Senior notes due 2014. .. 300.0 0.0 4/14 5.125% Semi-Annual At maturity
Mortgage notes payable 30.2 534 5/11.71/126  7.22%-8.50% Monthly Monthly
Other note payable ..... 1.2 2.3 7/05 7.53% Semi-Annual Semi-Annual

$710.1 $579.7

(1) The Company incurs an annual facility fee of 0.35% on the unsecured credit facility due 2006
commitment.

In October 2003, the Company replaced its existing $150.0 million unsecured credit facility with a
new $300.0 million unsecured credit facility. The $300.0 million credit facility (the “Unsecured Credit
Facility due 2006”) was entered into with a syndicate of 12 banks and could be increased to
$350.0 million during the first two years at the Company’s option subject to the availability of additional
capital commitments from the banks; and the term could be extended one additional year. Rates for
borrowings under the Unsecured Credit Facility due 2006 are, at the Company’s option, based on London
Interbank Offered Rates (“LIBOR™) or the higher of the Federal Funds Rate plus ' of 1% or the agent
bank’s prime rate and can vary based on the Company’s debt rating. The weighted average rate on
borrowings outstanding as of December 31, 2004 was 3.5%. In addition, the Company pays a facility fee of
0.35% on the commitment that may also fluctuate based on the Company’s debt rating. The Company had
borrowing capacity remaining, under its financial covenants, of $248.0 million under the facility as of
December 31, 2004, Further, as of December 31 2004, substantially ail (88.5%) of the Company’s
principal debt balances are due after 2010. Interest rates for the past three years were at historically low
levels; however, interest rates began increasing during 2004, and many economists are projecting that rates
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will continue to rise. As of December 31, 2004, with only $9.0 million outstanding under its Unsecured
Credit Facility due 2006, only 19% of the Company’s debt was variable rate debt, including the interest
ratc swaps, with interest rates based on LIBOR.

However, as the Company begins to draw under its Unsecured Credit Facility duc 2006 to fund
developments, acquisitions, and other items, the Company’s income from operations and cash flows would
be negatively impacted if interest rates increase as anticipated. As of Scptember 30, 2005, the Company
had $49.0 million outstanding on its unsecured credit facility due 2006 and had borrowing capacity
remaining, under its financial covenants, of $179.0 million.

On March 30, 2004, the Company publicly issued $300.0 million of unsecured senior notes due 2014
(the “Senior Notes duc 2014”), The Senior Notes due 2014 bear interest at 5.125%, payable semi-
annually on April 1 and October 1, and are due on April 1, 2014, unless redeemed earlier by the
Compuny. The notes were issued at a discount of approximately $1.5 million, yiclding a 5.19% interest rate
per annum, The notes were used to fund acquisitions and to repay substantially all of the then outstanding
balance on the Unsecured Credit Facility due 2006. Repaying the Unsecured Credit Facility due 2006 with
the higher-rate Scnior Notes due 2014 negatively impacted interest expense in 2004,

Moody’s Investors Service, Standard and Poor’s, and Fitch Ratings rate the Company’s scnior debt
Baa3, BBB—, and BBB, respectively. For the year ended December 31, 2004, the Company’s earnings
covered fixed charges at a ratio of 2.05 to 1.00; the Company’s stockholders’ equity totaled approximately
$1.0 billion; and its debt-to-total capitalization ratio, on a book basis, was approximately 0.42 to 1.

As of December 31, 2004, the Company was in compliance with all covenant requirgments under its
various dcbt instruments. Subsequent to December 31, 2004, the Company did not timely report financial
information as required under covenants relating to its various debt instruments. The Company obtained a
waiver from its lenders under its Unsecured Credit Facility due 2006 to waive the financial reporting
requirements through November 30, 2005 but was not required to obtain waivers under its other debt
instruments.

The Company’s practice and objective is to protect itself against changes in fair value of its debt due
to changes in market interest rates by maintaining a mix of variable and fixed rate debt. In order to
accomplish this objective, in 2001, the Company eniered into interest rate swap agreements for notional
amounts totaling $125.0 million to offset changes in the fair value of $125.0 million of the Senior Notes
duc 2011. In the interest rate swaps, the Company received an 8.125% fixed rate and paid a variable rate
of six month LIBOR plus 1.99%. In March 2003, the Company terminated these interest rate swap
agrcements and entered into new swaps under terms identical to those of the 2001 swap agreements except
that the equivalent rate was adjusted to 4.12% over six month LIBOR, The Company reccived cash equal
to the fair value of the terminated swaps of $18.4 million. The fair value of the terminated swaps is
combined with the principal balance of the Senior Notes due 2011 on the Company’s Consolidated
Balance Sheet. The [air value gain of $18.4 million is being amortized against interest expense over the
remaining term ol the notes, offsetting the increasc in the spread over LIBOR. As of December 31, 2004,
the aggregate fair value of the swaps totaling $3.4 million is reported in other liabilities with an offsetting
decreasc to the Senior Notes due 2011 included in notes and bonds payable on the Company’s
Consolidated Balance Sheet. The derivative instruments meet all requirements of a fair value hedge and
have been accounted for using the “shortcut method™ as set forth in FAS No. 133. As such, changes in
fair value have had no impact on the Company’s Consolidated Statements of Income.

Shelf Registration

The Company may from time to time raise additional capital or make investments by issuing, in
public or private transactions, its equity and debt securities, but the availability and terms of any such
issuance will depend upon market and other conditions. Due to the Company’s untimely filing of its
Form 10-K for the ycar ended December 31, 2004 and Form 10-Q’s during 2005, the Company will not
be eligible to issue securities under a Form 8-3 for twelve months after the Company is current on its
filings with the Securities and Exchange Commission. During that twelve-month period, the Company will
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not be able to issue securitiecs under its existing shelf registration statements but it may access the capital
markets using other forms of registration statements.

Security Deposits and Letters of Credit

As of December 31, 2004, the Company held approximately $4.8 million in letters of credit, security
deposits, debt service reserves and capital replacement reserves for the benefit of the Company in the
event the obligated lessee or borrower fails to perform under the terms of its respective lease or mortgage.
Generally, the Company may, at its discretion and upon notification to the operator or tenant, draw upon
these instruments if there are any defaults under the leases or mortgage notes.

Acquisitions, Dispositions and Mortgage Repayments during 2004
2004 Acquisitions

During the first quarter of 2004, the Company invested $18.0 million in a 141,765 square foot medical
office building on an Advocate Healthcare hospital campus in Illinois and invested $30.0 million in seven
medical office buildings totaling 283,452 square feet on Ascension Health hospital campuses in Michigan
and Arizona. The Company provides property management services to the buildings on Ascension Health
campuses. During the second quarter of 2004, the Company acquired six medical office buildings located
in Tennessee from affiliates of Ascension Health, Inc. for $70.8 million with an-aggregate square footage
of approximately 711,198, The Company also acquired four medical office buildings from affiliates of
MedStar Health, two of which are located in Washington, D.C., and two of which are located in
Maryland, for $41.3 million with an aggregate square footage of approximately 269,539, The Company
provides property management services for these ten buildings. Finally, the Company acquired a
27,895 square foot assisted living facility in Florida for $4.8 million, purchased land in Hawaii for
$5.8 million for the construction of a medical office building, acquired a parcel of land in Texas for
$1.8 million, and a $4.7 million mortgage note was converted into full equity ownership of a skilled nursing
facility in Tennessee,

During the third quarter of 2004, the Company acquired from Baylor Health Care System 20 medical
office buildings in and around Dallas, Texas for $133.0 million with an aggregate square footage of
approximately 1.1 million.

During the fourth quarter of 2004, a $1.6 million mortgage note was converted into full equity
ownership of a skilled nursing facility in Michigan.

These transactions were funded with proceeds from the Unsecured Credit Facility due 2006, from the
issuance of the Senior Notes duc 2014 and from the equity offering described in Note 7 to the
Consolidated Financial Statements. \

2004 Dispositions, Mortgage Repayments and Foreclosures

During the first quarter of 2004, the Company sold the annex portion of a physician clinic in Florida
for $1.8 million, equal to the Company’s basis in the property. In this transaction, the Company received
$0.5 million in cash proceeds and a $1.3 million mortgage note.

During the second quarter of 2004, the Company sold a 25,000 square foot assisted living facility in
Georgia for $4.5 million. Also, two mortgage notes receivable totaling $6.4 million were repaid in full and
a $4.7 million mortgage note was converted into full equity ownership of a skilled nursing facility in
Tennessce.

During the third quarter, two mortgage notes receivable were repaid totaling $21.2 million. The
proceeds from the repayments were used to partially repay the outstanding balance on the unsecured credit
facility and for general corporate purposes. The Company also sold three ancillary hospital facilities in
Pennsylvania with an aggregate square footage of 3,200 for $0.2 million in net proceeds.
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During the fourth quarter, the Company sold a 69,200 square foot physician clinic in Florida for
$5.0 million, a $1.6 million mortgage note was converted into full equity ownership of a skilled nursing
facility in Michigan, and an $18.8 million mortgage note was rcpaid in full.

The proceeds from these transactions were used to partially repay the outstanding balance on the
unsccured credit facility and for general corporate purposcs.

Purchase Options Exercised

On January 18, 2005, a senior living operator purchased nine of the ten properties it leascd from the
Company producing nct sales proceeds to the Company totaling $58.9 million, including the repayment of
certain receivables, and purchased the tenth property in May 2005 producing net sales proceeds to the
Company totaling $12.1 million, including the repayment of certain reccivables. The ten properties covered
by the purchase options exercised by this operator comprise approximately $74.9 million ($61.2 million,
net) of the Company’s real estate propertics and accounted for approximately 3.5% of the Company’s
revenucs for the year ended December 31, 2004. The Company recognized a gain of approximately
$6.1 million in the first quarter of 2005 from the sale of the nine propertics and recognized a gain of
approximately $1.2 million from the sale of the tenth property in the second quarter of 2005.

On April 20, 2005, a second senior living operator purchased five properties it leased from the
Company producing net sales proceeds 1o the Company totaling $53.2 million, including the repayment of
certain rcceivables, The five properties covered by the purchase options exercised by this operator comprise
approximately $50.3 million ($42.1 million, net) of the Company’s real estatc assets and accounted for
approximately 2.5% of the Company’s rcvenues for the ycar ended December 31, 2004. The Company
rccognized a gain of approximately $0.2 million from the sale of the five properties.

As of September 30, 2005, the Company had reinvested all of the proceeds from thesc two purchascs
by acquiring approximately $128.7 million of new properties or mortgages. However, since the proceeds
were not reinvested immediately, net income for 2005 may be negatively impacted.

On September 29, 2005, a sponsor under a property operating agreement gave notice to the Company
of its intent to purchase three properties under property operating agreements with the Company with a
larget closing date in December 2005. The three properties covered by the purchase options exercised by
this operator comprise approximately $9.7 million ($8.2 million, net) of the Company’s real estate
propertics and accounted for approximately 0.6% of the Company’s revenucs for the year ended
December 31, 2004. The Company expects lo recognize a gain from the sale of these properties.

On November 15, 2005, a lessee gave notice to the Company of its intent to purchase, during the
second quarter of 2006, a medical officc building it leases from the Company under a master lease
agreemcent. Based on the master lease agrcement, the lessec’s purchase price will be equal to the fair
market value of the property, to be determined by an appraisal process specified in the master lcase. The
property comprised approximately $16.4 million ($13.8 million, net) of the Company’s real estate
propertics at December 31, 2004 and accounted for approximately 1.1% of the Company’s revenues for the
year ended December 31, 2004. The Company believes it will recognize a gain on the transaction.

The excrcise of the purchase options noted above is largely a function of the historically low interest
ratc environment, In cach case, the operator or sponsor was able to replace higher rate leasc or support
obligations to the Company with lower rate mortgage debt. The Company cannot predict whether
additional purchase options will be excrcised, but the Company has not received notice of excreise of any
other significant purchasc options through November 15, 2005.

Construction in Progress

As of December 31, 2004, the Company had a net investment of approximately $12.5 million in one
decvelopment in progress, which has a total remaining funding commitment of approximately $11.4 million.
The Company received the certificate of occupancy during the second quarter of 2005 and is proceeding
with construction of tenant improvements. The Company also has an investment in a land parcel of
$6.3 million in Hawaii. The Company anticipates it will begin construction during 2006 on a medical office
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building on the land. The Company intends to fund these commitments with internally gencrated cash
flows, proceeds from the Unsecured Credit Facility due 2006, proceeds from the sale of additional assets,
procceds from additional repayments of mortgage notes receivable, or additional capital market financing.

Dividends

On January 25, 2005, the Company declared an increase in its quarterly common stock dividend from
$0.645 per share ($2.58 annualized) to $0.650 per share ($2.60 annualized) payable to sharcholders of
record on February 14, 2005. This dividend was paid on March 3, 2005,

On April 26, 2005, the Company declared an increase in its quarterly common stock dividend from
$0.650 per share ($2.60 annualized) to $0.655 per sharc ($2.62 annualized) payable to shareholders of
record on May 16, 2005. This dividend was paid on June 2, 2005.

On July 26, 2005, the Company declared an increase in its quarterly common stock dividend from
$0.655 per share ($2.62 annualized) to $0.660 per share ($2.64 annualized) payable to sharcholders of
record on August 15, 2005, This dividend was paid on September 1, 2005.

On November 3, 2005, the Company declared its quarterly common stock dividend in the amount of
$0.660 per share ($2.64 annualized) payable on December 2, 2005 to sharcholders of record on
November 17, 2005.

The Company, though historically having increased the dividend cach quarter, decided to maintain the
quarterly dividend for the third quarter of 2005 at the same level as the previous quarter. The Company
will determine future dividend policy based upon cash generated by operating activities, the Company’s
financial condition, relevant financing instruments, capital requirements, annual distributions required
under the REIT provisions of the Code and other such factors deemed relevant.

Liquidity

The Company plans to continue to meet its liquidity needs, including funding additional investments
in 2005, paying quarterly dividends, and funding debt service, with cash flows from operations, with
proceeds from the Unsecured Credit Facility due 2006, proceeds of mortgage notes receivable repayments,
and sales of real estate investments or additional capital market financing. The Company belicves that its
liquidity and sources of capital are adequate to satisfy its cash requirements. The Company cannot,
however, be certain that these sources of funds will be available at a time and upon terms acceptable to
the Company in sufficient amounts to meet its liquidity needs.

Impact of Inflation

Inflation has not significantly affected the Company’s earnings duc to the moderate inflation rate in
recent years and the fact that most of the Company’s leases and financial support arrangements require
tenants and sponsors to pay all or some portion of the increases in operating expenscs, thereby reducing
the Company’s risk of the adverse effects of inflation. Because most of the Company’s lcascs and financial
support arrangements also provide for annual increases equal to the rate of inflation, inflation will have the
effect of increasing gross revenues under the terms of such leases and financial support arrangements.
Leases and financial support arrangements vary in the remaining terms of obligations from one to twenty
years, further reducing the Company’s risk of any adverse effects of inflation. Interest payable under the
interest rate swaps and thc Unsecured Credit Facility due 2006 is calculated at a variable rate; therefore,
the amount of interest payable under the swaps and the unsecured credit facility will be influenced by
changes in short-term rates, which tend to be sensitive to inflation. Generally, changes in inflation and
interest rates tend to move in the same direction. During periods where interest rate increases outpace
inflation, the Company’s operating results should be negatively impacted. Likewise, when increases in
inflation outpace increases in interest rates, the Company’s operating results should be positively impacted.
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Market Risk

The Company is exposed to market risk in the form of changing intcrest rates on its debt and
mortgage notes receivable. Management uses regular monitoring of market conditions and analytical
techniques to manage this risk. The Company has no market risk with respect to foreign currency
fluctuations.

In 2003, the Company cntered into interest rate swap agreements with two lending institutions which
are expected to offset changes in the fair value of $125 million of the Senior Notes due 2011. As of
December 31, 2004 and 2003, the fair valuc of the hedge is reported in other liabilitics with an offsetting
dccrease to the Senior Notes due 2011 included in notes and bonds payable on the Company’s Balance
Sheets. (See Note 6 to the Consolidated Financial Statements for further details.)

As of December 31, 2004 and 2003, the fair valuc of the Company’s variable rate debt approximated
its carrying value of $136.5 million and $280.4 million, respectively. Becausc the interest rate is variable
with market interest rates, the carrying amount of variable rate debt will always approximate its fair value.
Assuming the December 31, 2004 and 2003 carrying values of $136.5 million and $280.4 million,
respectively, are held constant, the hypothetical increase in interest expense resulting from a one
percentage point increase in interest rates, would be $1.37 million and $2.80 million, respectively. The
interest rate on variable rate debt is based on and variable with LIBOR.

As of December 31, 2004 and 2003, the carrying value of the Company’s fixed rate debt was
$582.8 million and $309.9 million, respectively, and the fair value of the Company’s fixed rate debt was
approximately $592.1 million and $336.4 million, respectively. The fair value is based on the present value
of future cash flows discounted at the market rate of interest. Market risk, expressed as the hypothetical
decrease in fair value resulting from a one percentage point increase in interest rates is $32.8 million and
$13.1 million for December 31, 2004 and 2003, respectively, for aggregate fixed rate debt.

As of December 31, 2004 and 2003, the carrying value of the Company’s fixed rate mortgage notes

receivable was $40.3 million and $91.8 million, respectively, and the fair value was approximately

$46.4 million and $104.7 million, respectively. The fair value is based on the present value of future cash
flows discounted at an assumed market rate of interest. Because no market rates of interest are published
for these assets, the market rate of interest is assumed to be the same spread to U.S. Treasury yields for
comparable maturities that existed when the mortgage notes receivable were acquired, adjusted to
published U.S. Treasury yields. Market risk, expressed as the hypothetical decrease in fair value resulting
from a one percentage point increasc in interest rates, 18 $8.1 million and $13.7 million for December 31,
2004 and 2003, rcspectively, on the aggregate portfolio of fixed rate mortgage notes receivable.

As of December 31, 2004 and 2003, the carrying value of the Company’s fixed ratc notes receivable
was $17.3 million and $14.9 million, respectively, and the fair value was approximately $16.6 million and
$13.6 million, respectively. The fair value is based on the present value of future cash flows discounted at
an assumed market rate of interest. Because no market ratcs of interest are published for these assets, the
market rate of interest is assumed to be approximately 10.5%, the interest rate of many of the notes
entered into between the Company and its operators in the past 12 to 18 months. Market risk, expressed
as the hypothetical increase in fair value resulting from a one percentage point increase in interest rates, is
approximately $33,000 and $45,000 for December 31, 2004 and 2003, respectively, on the aggregate
portfolio of fixed rate notes receivable,

Off-Balance Sheet Arrangements

The Company has no off-balance sheet arrangements that are rcasonably likely to have a current or
future material effect on our financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources.
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Cautionary Language Regarding Forward-Looking Statements

This Annual report on Form 10-K and other materials the Company has filed or may file with the
Securities and Exchange Commission, as well as information included in oral statements or other written
statements made, or to be made, by senior management of the Company, contain, or will contain,
disclosures which are “forward-looking statements.” Forward-looking statements include all statements that
do not relate solely to historical or current facts and can be identified by the use of words such as “may,”
“will,” “expect,” “believe,” “i * “estimate,” “project,” “continue,” “should,” “anticipate” and

EE T

intend,” “plan,
othcr comparable terms. These forward-looking statements are based on the current plans and expectations
of management and are subject to a number of risks and uncertainties that could significantly affect the
Company’s current plans and expectations and future financial condition and results. The Company
undertakes no obligation to publicly update or revise any forward-looking statements, whether as a result of
new information, future events or otherwise. Shareholders and investors are cautioned not to unduly rely on
such forward-looking statements when evaluating the information presented in the Company’s filings and
reports. For a detailed discussion of the risk factors associated with the Company, please refer to the
Company’s filings with the Securities and Exchange Commission.

APPLICATION OF CRITICAL ACCOUNTING POLICIES TO ACCOUNTING ESTIMATES

The Company’s financial statements are prepared in accordance with accounting principles generally
accepted in the United States of America and the rules and regulations of the Securities and Exchange
Commission. In preparing the financial statements, management is required to exercise judgments and
make assumptions that impact the carrying amount of assets and labilities and the reporied amounts of
revenues and cxpenses reflected in the financial statements.

Management routinely evaluates the estimates and assumptions used in the preparation of financial
statements. These regular evaluations consider historical experience and other reasonable factors and use
the seasoned judgment of management personnel. Management has reviewed the Company’s critical
accounting policies with the Audit Committee of the Board of Directors.

Management believes the following paragraphs in this section describe the application of ¢ritical
accounting policies by management to arrive at the critical accounting estimates reflected in the
consolidated financial statements. The Company’s accounting policies are more fully discussed in Note 1
to the Consolidated Financial Statements.

Allowance for Uncollectible Accounts

The Company is a real estate investment trust that owns, manages and develops income-producing
real estate propertics and mortgages throughout the United States. Many of the Company’s investments
are subjcct to long-term leases or other financial support arrangemecnts with hospital systems and
healthcare providers affiliated with the properties (see Note 1 to the Consolidated Financial Statements
for further details). Due to the nature of the Company’s agreements, the Company’s accounts receivable,
notes receivable and interest receivables result mainly from monthly billings of contractual tenant rents,
Icase guaranty amounts, note principal and interest amounts, mortgage interest, late fees and additional
rent and interest.

Payments on the Company’s accounts receivable are normally collected within 30 days of billing, and
payments on its mortgage notes and notes receivable arc based on each note agrecement. When receivables
remain uncollected, management must decide whether to provide an allowance for all or a portion of these
receivables as uncollectible. Unlike a financial institution with a large volume of homogeneous retail
receivables such as credit card loans or automobile loans that have a predictable loss pattern over time, the
Company’s receivable losses have historically been infrequent and are tied to a unique or specific event.
The Company’s allowance for doubtful accounts is generally based on specific identification and is
recorded for a specific receivable amount once determined that such an allowance is needed.
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Management monitors the aging and collectibility of accounts receivable on an ongoing basis. At least
monthly, a report is produced whereby all receivables are “aged” or placed into groups based on the
number of days that have elapsed since the receivable was billed. Management reviews the aging report for
evidence of deterioration in the timeliness of payment from a tenant or sponsor. Whenever deterioration is
noted, management investigates and determines the reason(s) for the delay, which may include discussions
with the delinquent tenant, sponsor, or borrower. Considering all information gathered, management’s
judgment must be exercised in determining whether a receivable is potentially uncollectible and, if so, how
much or what percentage may be uncollectible. Among the factors management considers in determining
uncollectibility are the:

» Type of contractual arrangement under which the receivable was recorded, ¢.g., a mortgage note, a
triple net lease, a gross lease, a sponsor guaranty agreement or some other type of agrecment;

» Tenant’s or debtor’s reason for slow payment;

« Industry influences and healthcare segment under which the tenant or debtor operates;

» Evidence of willingness and ability of the tenant or debtor to pay the receivable;

» Credit-worthiness of the tenant or debtor;

+ Collateral, security deposit, letters of credit or other monies held as security;

e Tenant’s or debtor’s historical payment pattern;

« State in which the tenant or debtor operates; and

» Existence of a guarantor and the willingness and ability of the guarantor to pay the receivable.

Considering these factors and others, management must conclude whether all or some of the aged
receivable balance is likely uncollectible. Upon determining that some portion of the receivable is likely
uncollectible, the Company records a provision for bad debt expense for the amount it expects will be
uncollectible. There is a risk that management’s estimate is over- or under-stated; however, the Company
believes that this risk is mitigated by the fact that management re-evaluates the allowance at least once
cach quarter and bases its estimates on the most current information available. As such, any over- or
under-statements in the allowance should be adjusted for as soon as new and better information becomes
available.

The Company monitors its mortgage notes and notes receivable balances much like it does a long-
lived asset. If an event occurs, such as an operator risk profile change, or other circumstances indicate that
the recorded value might not be fully recoverable, then the Company would consider the need to reserve
all or a portion of the note balance.

Included in the Company’s Consolidated Financial Statements are also receivables related to the
Company’s VIEs. These receivables consist primarily of patient receivables of the assisted living and
skilled nursing facilities, which are billed and maintained by the operators of those facilitics. A significant
portion of these receivables are due from Medicare and Medicaid and are generally collected within 60 to
90 days of billing, while the receivables due from private payors are generally collected in a shorter period
of time. The Company reviews the aged delinquency reports, which age the receivables by patient or type
of payor, to determine whether the Company believes an allowance for uncollectible accounts in addition
to the allowance provided for on the property’s financial statements is needed in the Company’s financial
statements.

As of December 31, 2004 and 2003, the Company’s accounts receivable balances were approximately
$18.8 million and $22.5 million, respectively, with allowances for uncollectible accounts of approximately
$1.9 million and $1.7 million, respectively. For the years ended December 31, 2004 and 2003, the
Company recorded provisions for bad debt expense of ($0.2) million and $1.0 million, respectively, and
collected or wrote off receivables against the provision of $0.3 million and $1.3 million, respectively. The
Company’s notes receivable balances were approximately $17.3 million and $14.9 million, respectively as of
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December 31, 2004 and 2003. The Company’s receivables, notes receivable and related allowances are
included in other assets on the Company’s Consolidated Balance Sheets. The Company’s mortgage notes
receivable balances were approximately $40.3 million and $91.8 million, respectively, as of December 31,
2004 and 2003. If management had used different estimates, or its methodology for determining and
recording the allowance had been different, then the amount of bad debt expense included in the
Company’s financial statements may have been different.

Currently, the Company has no collectibility issues with its two largest tenants, HealthSouth and
HCA Inc. However, should a collectibility problem arise with respect to these large tenants, the allowance
for doubtful accounts would be increased which could have a material impact on the Company’s financial
statements in future periods.

Depreciation of Real Estate Assets and Amortization of Related Intangible Assets

As of December 31, 2004, the Company had invested approximately $1.9 billion in real estate assets
and related intangible assets. When these real estate assets and related intangible assets are acquired or
placed in service, they must be depreciated or amortized. Management’s judgment involves determining
which depreciation method to use, estimating the economic life of the building and improvement
components of real estate assets, and estimating the value of intangible asscts acquired when real estate
assets are purchased that have in-place leases.

As described more fully in Note 1 to the Consolidated Financial Statements, for real estate
acquisitions subsequent to December 31, 2001, the Company accounts for acquisitions of real estate
properties with in-place leases in accordance with the provisions of Financial Accounting Standards Board
{(“FASB”) FAS No. 141, “Business Combinations.” FAS 141 requircs that when a building is acquired
with in-place leases, the cost of the acquisition be allocated between the acquired tangible rcal estate
assels “as if vacant” and any acquired intangible assets. Such intangible assets could include above- (or
below-) market in-place lcases and at-market in-place leases, which could include the opportunity costs
associated with absorption period rentals, direct costs associated with obtaining new leases such as tenant
improvements, and customer relationship assets. Any remaining excess purchase price is then allocated to
goodwill. The identifiable tangible and intangible assets are then subject to depreciation and amortization.
Goodwill is evaluated for impairment on an annual basis unless circumstances suggest that a more frequent
evaluation is warranted.

If management erred in its estimates of the “as if vacant” value of the building or in its estimates of
the intangible asset values, the pro-ration of the purchase price between building and intangibles and
resulting depreciation and amortization could be incorrect. The amortization period for the intangible
assets is the average remaining term of the actual in-place leases as of the acquisition date. To help
prevent errors in its estimates from occurring, management applics consistent assumptions with regard to
the elements of estimating the “as if vacant” values of the building and the intangible assets, including the
absorption period, occupancy increases during the absorption period, and tenant improvement amounts.
The Company uses the same absorption period and occupancy assumptions for similar building types,
adding the future cash flows expected to occur over the next 10 years as a fully occupied building. The net
present value of these future cash flows, discounted using a market rate of return, becomes the estimated
“as if vacant” value of the building.

With respect to the building component, there are several depreciation methods available under
accounting principles generally accepted in the United States of America. Some mcthods record relatively
more depreciation expense on an asset in the early years of the asset’s economic life, and relatively less
depreciation expense on the asset in the later years of its economic life. The “straight-line” method of
depreciating real estate asscts is the method we follow because, in the opinion of management, it is the
method that most accurately and consistently allocates the cost of the asset over its estimated life.

The Company has assigned a useful life of either 39 or 31.5 years depending on the age of the
property when acquired as well as other factors. The weighted average remaining life of the Company’s
real estate assets as of December 31, 2004 was 34.3 years. Many companies depreciate new non-residential
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real estate assets over longer useful lives. The Company uses a shorter, more conservative, economic life
because it believes it more appropriately reflects the economic life of the properties.

Capitalization of Costs

Accounting principles generally accepted in the United States of America allow for capitalization of
various types of costs. The rules and regulations on capitalizing costs and the subsequent depreciation or
amortization of those costs versus expensing them in the period vary depending on the type of costs and
the reason for capitalizing the costs. . '

Direct costs generally include construction costs, professional services such as architectural and legal
costs, travel expenses, land acquisition costs. as well as other types of fees and expenses. These costs are
capitalized as part of the basis of an asset to which such costs relate. Indirect costs include capitalized
interest and overhead costs. The Company’s overhead costs are based on overhead load factors that are
charged to a project based on diréct time incurred. The Company computes the overhead load factors
annually for its acquisition and development departments, which have employees who are involved in the
projects. The overhead load factors are computed to absorb that portion of indirect employee costs (payroll
and benefits, training, occupancy and similar costs) that are attributable to the productive time the
employee incurs working directly on projects. The employees in the Company’s acquisitions and
development departments who work on these projects maintain and track their hours daily, by project.
Employee costs that are administrative, such as vacation time, sick time, or general and administrative
time, are expensed in the period incurred. The Company capitalizes overhead based on direct hours
worked on each project. Therefore, each constructed asset and pursuit project will have both direct and
indirect costs capitalized to it as part of the overall costs.

Management’s judgment is also exercised in determining whether costs that have been previously
capitalized in pursuit of an acquisition or development project should be reserved for or written off if the
project is abandoned or should circumstances otherwise change that cause the project’s viability to become
questionable. The Company follows a standard and consistently applied policy of classifying pursuit activity
as well as reserving for those types of costs based on their classification.

The Company classifies its pursuit projects into four categories. The first category of pursuits is
essentially “cold calls” that have a remote chance of producing new business. Costs for these projects are
expensed in the period incurred. The second category includes those that might reasonably be expected to
produce new business opportunities although there can be no assurance that they will result in a new
project or contract. Costs for these projects are capitalized but, due to the uncertainty of projects in this
category, these costs are reserved at 50% which means that 50% of the costs are expensed in the period
incurred. The third category are those pursuits that are either highly probable to result in a project or
contract or already have resulted in a project or contract in which the contract requires the operator to
reimburse our costs, Many times, these are pursuits involving operators with which the Company is altcady
doing business. Since the Company believes it is probable that these pursuits will result in a project or
contract, it capitalizes these costs in full and records no reserve. The fourth category includes those
pursuits that are acquisitions of existing buildings. As required by the Emerging Issues Task Force
(“E.LT.F.”) Issue No. 97-11, the Company e¢xpenses in the period incurred all internal costs related to
those types of acquisitions. Each quarter, all capitalized pursuit costs are again reviewed carefully for
viability or a change in classification and a management decision is made as to whether any additional
reserve is deemed necessary. If necessary and considered appropriate, management would record an
additional reserve at that time.

Capitalized pursuit costs, net of the reserve, are carried in other assets in the balance sheet and any
reserve recorded is charged to general and administrative expenses on the income statement. These pursuit
costs will ultimately be written off to expense or will be capitalized as part of the constructed real estate
asset.
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As of December 31, 2004 and 2003, the Company had capitalized pursuit costs totaling $1.0 million
and $1.5 million, respectively, and had provided reserves against these capitalized pursuit costs of
$0.4 million and $0.5 million, respectively.

Valuation of Long-Lived and Intangible Assets and Goodwill

The Company assesscs the potential for impairment of identifiable intangible assets and long-lived
assets, including real estatc properties, whenever events occur or a change in circumstances indicate that
the recorded value might not be fully recoverable. Lmportant factors that could cause management to
review for impairment include significant underperformance of an asset relative to historical or expected
operating results; significant changes in the Company’s use of assets or the strategy for its overall business;
plans to sell as asset before its depreciable life has ended; or significant negative economic trends or
negative industry trends for the Company or its operators. In addition, the Company reviews for possible
impairment to its assets subject to purchase options and those impacted by casualties, such as hurricancs.
As required by Statement of Financial Accounting Standards No. 144, “Accounting for the Impairment or
Disposal of Long-Lived Assets,” if management determined that the carrying value of the Company’s
assels may not be fully recoverable based on the existence of any of the factors above, or others,
management would measure and record impairment based on projected future cash flows. The Company
recorded impairment charges of $1.2 million, $0, and $0.3 million, respectively, for the years ended
December 31, 2004, 2003 and 2002, The impairment charges in 2004 were recorded upon the disposition
of real estatc assets and included the write-off of non-cash straight-line rent receivables. The impairment
charge in 2002 of $0.3 million rcpresents the difference between the net carrying value of $0.5 million and
the estimated fair value of $0.2 million relating to a skilled nursing facility in Oklahoma, which the
Company closed in 2002 and does not expect to reopen.

As required by Statement of Financial Accounting Standards No. 142, “Goodwill and Other
Intangible Asscts,” the Company ceased amortizing goodwill as of January 1, 2002. In lieu of continued
amortization, the Company performs an annual goodwill impairment review. The 2004 and 2003 reviews
indicated no impairment in the $3.5 million goodwill asset.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The information set forth under the heading “Market Risk” in “Management’s Discussion and
Analysis of Financial Condition and Results of Operations,” set forth in Item 7 above, is incorporated
herein by rcference.




Item 8. Financial Statements and Supplementary Data
Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
Healthcare Realty Trust Incorporated
Nashville, Tennessee

We have audited the accompanying censolidated balance sheets of Healthcare Realty Trust
Incorporated as of December 31, 2004 and 2003 and the related consolidated statements of income,
stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2004.
These financial statements are the responsibility of the Company’s management. Qur responsibility is to
express an opinion on these financial statcments 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. An audit
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 financial position of Healthcare Realty Trust Incorporated at December 31, 2004 and 2003,
and the results of its operations and its cash flows for each of the three years in the period ended
December 31, 2004, in conformity with accounting principles generally accepted in the United States of
America.

We were also engaged to audit, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Healthcare Realty Trust Incorporated’s internal
control over financial reporting as of December 31, 2004, based on criteria established in Internal
Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSQ) and our report dated November 23, 2005 disclaimed an opinion thergon. Qur
engagement to audit the effectiveness of internal control over financial reporting as of December 31, 2004,
commenced subsequent to December 31, 2004, As a result, we were unable to obtain sufficient
contemporaneous evidence necessary to express an opinion on the effectiveness of internal control over
financial reporting.

/s/ BDO Seidman, LLP

Memphis, Tennessee
November 23, 2005




Consolidated
BALANCE SHEETS

December 31,

2004 2603
(Dollars in thousands) (Restated) (Restated)
ASSETS
Real estate propertics: ‘
Land ... o e $ 137470 § 139,732
Buildings, improvements and lease intangibles........................... 1,660,690 1,396,322
Personal Property ... ...t e 16,327 14,607
Construction in Progress ... ....ve et ettt et 18,826 13,198
1,833,313 1,563,859
Less accumulated depreciation. ........... . ..o (270,519) (232,536)
Total real estate properties, et ........ ..ottt i, 1,562,794 1,331,323
Cash and cash equivalents .......... ... .. i, 2,683 4,917
Mortgage notes receivable. .. ... .. . e 40,321 91,835
Assets held for sale, net ... . . e 61,246 —
Other asSets, MET. o v\ttt et e et e 83,766 73,727
0 T $1,750,810  $1,501,802
LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities:
Notes and bonds payable ........... ... i $ 719,264 $ 590,281
Accounts payable and accrued liabilities. .............. ... ... .. ... ..., 28,279 16,780
Other Habilities. . ... .. e 22,651 18,611
Total Jiabilities ... ..o i i e e 770,194 625,672
Commitments and contingencies . . ... ...t -— —_—
Stockholders’ equity:
Preferred stock, $.01 par value; 50,000,000 shares authorized; none issued
and outstanding .. ... ... e mn —
Common stock, $.01 par value; 150,000,000 shares authorized; issued and
outstanding 2004 — 47,701,108; 2003 — 42991416 .................. 477 430
Additional paid-in eapital . ....... ... ... 1,218,137 1,056,205
Deferred compensation . .............i i e (15,153) (17,827)
Cumulative net iNCOmME . .. ... it i e e 542,733 487,200
Cumulative dividends . ........ ... .. i e (765,578) (649,878)
Total stockholders” equity ... ..o i e 980,616 876,130
Total liabilities and stockholders’ equity ............. .. .. civvivurr. .t ... $1,750,810. $1,501,802

See accompanying notes.
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Consolidated

STATEMENTS OF INCOME
Year Ended December 31,

2004 2003 2002
(Dollars in thousands, except per share data) (Restated) (Restated) (Restated)
REVENUES
Master lease rental income . . ..., ... ... .. $ 78355 § 76477 $ - 83,062
Property operating income ........ ... ... ... ..., 111,016 73,078 61,494
Straight-ling rent . .......... ... . 1,592 2,116 1,947
Mortgage interest income . ............ciiiinieai 8,766 10,441 13,308
Other operating income . .. ........ .. .. oo ... 34,340 21,970 11,117
234,069 184,082 170,928
EXPENSES
General and administrative ... ... ... .. . 13,691 11,825 22,665
Property operating expenses ...........c..oveviien.... 58,187 34,645 29,069
Other operating CXpenses ............cvvienieiinnnnnnns . 14,517 9,265 305
Imterest ... 43,899 34,640 34,274
Depreciation . .. ... cv vt e 45,870 39,679 37,441
AMOrtIZAtION . . .. o e 8,155 1,315 126
184,319 131,369 123,880
INCOME FROM CONTINUING OPERATIONS . ........ 49,750 52,713 47,048
DISCONTINUED OPERATIONS |
Income from discontinued operations ................... 6,993 3,798 11,947
Gain (loss) on sale of real estate properties and
(impairments), net ...........veeei i (1,210) (1,109) 3,388
5,783 7,689 15,335
NETINCOME ... .. ... . . . i $ 55533 § 60402 § 62,383
BASIC EARNINGS PER COMMON SHARE: '
Income from continuing operations per common share. . .. . $ 1.14 § 1.28 § 1.02
Discontinued operations per common share .............. $ 013 % 019 § 0.38
Net income per common share ........................ $ 1.27 § 147 § 1.40
DILUTED EARNINGS PER COMMON SHARE:
Income from continuing operations per commmon share. ... . $ .11 § 1.26 § 1.00
Discontinued operations per common share .............. $ 013 § 0.18 § 0.37
Net income per common share ........................ $ 124 § 144 § 1.37
WEIGHTED AVERAGE COMMON SHARES
OUTSTANDING —BASIC ......................ov 43,706,528 41,142,619 40,701,516
WEIGHTED AVERAGE COMMON SHARES
OUTSTANDING —DILUTED . ...................... 44,627,475 41,840,188 41,487,780
DIVIDEND DECLARED, PER COMMON SHARE,
DURING THE PERIOD . ............................ $ 255 % 247 § 2.39

See accompanying notes.
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Consolidated
STATEMENTS OF STOCKHOLDERS’ EQUITY
Additional Total
(Dollars in thousands, except Preferred Common Paid-In Deferred Cumulative Cumulative ~ Stockholders’
per share data) Stock Stock Capital Compensation Net Income Dividends Equity

Balance at December 31, 2001,
as previously reported ... ... $ 30 $414  $1,089,127 $(12,852) $375,061 $(439,693) $1,012,087

Restatement adjustments
reported on Form 8-K dated

June 24, 2005,............ — 3 4,607 (3,442) (9,118) — (7.950)
Subsequent changes 10
restatement adjustments . ... — — — — (1,528) — (1,528)
Balance at December 31, 2001, '
asrestated................ 30 417 1,093,734 (16,294) 364,415 (439,693) 1,002,609
Issuance of stock .......... — 3 6,068 — — — 6,071
Preferred stock redemption . . (30) — (74,970) — — — (75,000)
Common stock redemption. . _ (4) (10,898) — — — (10,902)
Shares awarded as deferred
stock compénsation ... ... — 5 16,762 (16,767) — — —
Accelerated vesting of ' : .
deferred compensation. ... —_ — — 8,674 — — 8,674
Deferred stock compensation
amortization ............ — — — 3,511 — — 3,511
Net income............... — — — — 62,383 — 62,383
Dividends — common
($2.39 per share) ........ —_ — — — — (100,335)  (100,335)
Dividends — preferred
($1.85 per share) ........ — — — — — (5,559) (5,559)
Balance at December 31, 2002,
as restated . ............... —_ 421 1,030,696 (20,876) 426,798 (545,587) 891,452
Issuance of stock .......... — 9 25,092 — —_ — 25,101
Shares awarded as deferred
stock compensation ...... — — 417 (417) — — —_
* Deferred stock compensation
amortization ............ — — — 3,466 — — 3,466
Net income ., .............. — — — — 60,402 — 60,402
Dividends — common ‘
($2.47 per share) ........ — — — — — (104,291) - (104,291)
Balance at December 31, 2003,
asrestated................ — 430 1,056,205 (17,827) 487,200 (649,878) 876,130
Issuance of stock .......... — 47 161,052 — ‘ — — 161,099
Shares awarded as deferred
stock compensation ... ... — — 880 (880) — — —
Deferred stock compensation
amortization ............ — — — 3,554 — — 3,554
Netincome............... — — — - 55,533 — 55,533
Dividends — common
($2.55 per share) ........ — — — — — (115,700  (115,700)
Balance at December 31, 2004,
asrestated................ $ — $477  $1,218,137 $(15,153) $542,733 $(765,578) $ 980,616

See accompanying notes.
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Consolidated

STATEMENTS OF CASH FLOWS

(Dollars in thousands)

OPERATING ACTIVITIES
B LS Y111} 11 1=

Adjustments to reconcile net income to cash provided by

operating activities:

Depreciation and amortization, .......... . ..o i
Deferred compensation amortization ................ .. ....
Increase (decrcase) in other liabilities . ....................
Increase in other assets ........ ... i,
Accelerated vesting of deferred compensation...............
Increase in accounts payable and accrued liabilities . .........
Increase in straight-line rent ............ . ... ... ...t
Net (gain) loss on sales of real estate and impairments . .. ...

Net cash provided by operating activities. . ...................
INVESTING ACTIVITIES

Acquisition and development of real estate properties ..........

Funding of mortgages and notes receivable ...................

Proceeds from sales of real estate .. ................... .. ..

Proceeds from mortgage and notcs payments/sales ............

Net cash provided by (used in) investing activities ............
FINANCING ACTIVITIES
Borrowings on notes and bonds payable ......................
Repayments on notes and bonds payable .. ...................
Dividends paid. . ... ... .. .o i
Debt I8SUANCE COSIS . oot it e
Preferred stock redemption ............ ... . o i
Termination of intcrest rate SWAPS . ... v vv vt i e i eennnt
Common stock redemption . ........ ... i
Proceeds from issuance of common stock ... ... ... L

Net cash provided by (used in) financing activities . ...........

Increase (decrease) in cash and cash equivalents. .............
Cash and cash cquivalents, beginning of year .................

Cash and cash equivalents, end of year ......................

See accompanying notes.
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Year Ended December 31,

2004 2003 2002
(Restated) (Restated) {Restated)
$ 55533 § 60402 $ 62383
57,420 43,235 43,426
3,554 3,466 3,511
5,410 1,268 (2,739)
(2,070)  (10,496) (6,237)
— — 8,674
6,203 1,082 1,855
(1,022) (1,463) (1,475)
1,210 1,109 (3,388)
126,238 98,603 106,010
(355470)  (78,346)  (38,371)
(3,465) (33,216) (6,802)
10,189 19,714 81,267
48,636 21,969 23,094
(300,110) (69,879) 59,188
565,494 311,000 218,500
(436,689)  (261,092)  (207,193)
(115,700)  (104,291) (105,894)
(2,566) (2,436) —_
— — (75,000)
— 18,411 —
— (10,902) —
161,099 25,101 1,861
171,638 (24,209)  (167,726)
(2,234) 4,515 (2,528)
4917 402 2,930
$ 2683 § 4917 § 402
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