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PART |

This report, including the sections entitled 0
Anal ysis of Financi al Condition and Reslookings of @]
statementso that i ncl ude i nfeofinama@at gerformancee dtratdgiesn g t o

expectations, competitive environment, regulation and availability of resources. These {ookarg
statements include, without limitation, statements regarding: proposed new services; our expectations
concerning lilgation, regulatory developments or other matters; statements concerning projections,
predictions, expectations, estimates or forecasts for our business, financial and operating results and

future economic performance; sobjectives;manah otleer somflar ma n a g
expressions concerning matters that are not hi st
ficoul d, o Awoul d, o Apredicts, o Apotential , o fifcont
Apl ans, 0 nffbeedtiiemmaetseds ,acndand si mi |l ar expressions, as

forwardlooking statements.

Forwardlooking statements should not be read as a guarantee of future performance or results,
and will not necessarily be accurate indioa$ of the times at, or by which, that performance or those
results will be achieved. Forwatdoking statements are based on information available at the time they
are made and/ or management 86s good faitdhanbad i ef a
subject to risks and uncertainties that could cause actual performance or results to differ materially from
those expressed in or suggested by the forlking statements. Important factors that could cause
these differences include, but &t limited to:

e the worldwide demand for coal;

e the price of coal;

e the supply of coal and other competitive factors;

e the costs to mine and transport coal;

e the ability to obtain new mining permits;

e the costs of reclamation of previously mined properties;

e the risks of expanding coal production;

e industry competition;

e our ability to continue tdinance andexecute our growth strategies;
e general economic conditions; and

e Oother factors discussed under the headings I
Anay si s of Financial Condition and Results of

Forwardlooking statements speak only as of the date they are made. You should not put undue
reliance on any forwartboking statements. We assume no obligation to update fohaakihg
statements to reflect actual results, changes in assumptions or changes in other factors affecting forward
looking information, except to the extent required by applicable securities laws. If we do update one or
more forwardliooking statements, no infemce should be drawn that we will make additional updates
with respect to those or other forwdabking statements.



Item 1. Business
Corporate Overview

We mine, process and sell high quality bituminous steam coal from mines located in East
Tennessee anBoutheastern KentuckWe own the coal mineral rights to approximately 74,600 acres of
land and lease the rights to approximately 40,900 additional atedave expanded our operations
considerably since commencing operatiahs single surface mine ifiennessee in July 2003s of
December 31, 200@&ur active mining complexes includetwo underground mines, two surface mines,
and two highwall mines.In addition, we have four preparation plartt8p active andwo inactive, and
four unit train loadingacilities, two active andiwo inactive, served by the CSXnd Norfolk Southern
( A N $adrgads. We hold permits that allow us to omgrreopenfive new mines close to our current
operations. As oDecember 312005, we controlled approximatel$6.2 million estimated recoverable
tonsof coal reserves. Wing theyearendedDecember 312005, we generated total revenues 87%
million, anEBITDA lossof $1.1 million, and soldapproximate} 1,643,000 tonsf coal. Our goal is to
acquire additional mireeand increase production from existing reserves as market conditions allow.

Our revenues have resulted primarily from the sale of coal to electric utility companies in the
Southeastern United Stateéccording to the U.S. Department of Energy, Energyormiation
Admi ni st r a tthe tongtertnfollbok for) cpal demand in the Southeast is favorable, as coal
generated electricity in our region is expected to grow at a r&2eé3¥f per yearDuring the year ended
December 312006, approximatel$4% of our revenue was generated from coal sales to electric utility
companies in the Southeastern United Stades largest customers were South Carolina PuBbcvice
Authority (Santee Cooperfseorgia Powerand Duke Power, representing approximat&%, 25% and
18% of our revenues, respectively.

In the year ended December 2006, our mines produced approximatédly3d29,00Qons of coal.
Approximately 51% of our production for 20® was produced at underground mireasd 496 was
produced abur surfaceand highwall mineoperationsWe sell a majority of our coal pursuant to leng
term contractsWe plan tgpurswe additional longerm contracts

Business Strategy

Focus on safety and environmental stewardsWWp arecommitted toestablishing a reputation as
the operator of the safest and most environmentally responsible mines in the country. Our ability to
minimize losttime injuries will improve our cost structure, foster strong governmental and community
relationships and enhance our financial performance.bd@lieve that environmental regulations will
continue to become more restrictive, and that our commitment to environmental excellence will enhance
our ability to comply withthoseregulations.

Increase production and develop reserwde have expanded oaoal sales35%from 1,216,000
tons in 206 to 1,643,000tons in 206. We plan to expand coal productias market conditions allaw
We hold permits allowing us to opémee newninesand reopen two additional minesn our properties.
We also have applieidr permits to open and operate seven additional mines. At December 31, 2006, we
controlled approximately 36.2 million estimategtoverabléons, and we believe that we have substantial
unproven depositwhich can be developed.

Improve production effiencies We plan to continue to improve our operating efficiencies
through greater economies of scale and capital improvements. As we expandductioncapabilities
we plan to increasingly leverage our fixed cost infrastructure and reduger torproduction costs. In
order toachieve new efficienciegswe spent approximately9% million to modernizeour Baldwin
preparation plant and ralibad-out facility that will enable us taeduce cost andxpand processing
capacity in the southern portion ofir Tennessee reserves. In February 2006, we purchased-awforty
mile railroad linethat will enable us to transport coal from the Baldwin facility and funtédue our
internal transportation costs from this area.
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Continue to develop strong customelationships Since we commenced operations in July
2003, we have worked hard to develop a reputation for reliability, consistent quality and customer service
We intend to continue to develop strong relationships with our existisgpmersand new custoers in
orderto enhance our market position as@turefavorable longterm contracts

Continue to acquire contiguous reservesir mining properties in Tennessee and Kentucky are
located in close proximity to one another and are well served by adjaderdd and interstate highway
accessWe believe that opportunities may exist to acquire neagbgrvego further leverage our railroad
access and preparation plant facilities

History

Our operations prior to April 30, 2003 reflect only startup of National Coal Corporation, a
Tennessee corporatiowhich consisted of the formation of the corporation and the purchase of the New

Ri ver Tract di scussed [Peol to Aprili3d 2003, National Qoal C&Hp.,aap e r t i
Florida corporaton f or mer | vy known as Sout hern Group I nt e

company, which is a company that has no specific business plan or purpose or has indicated that its
business plan is to engage in a merger or acquisition with an unidentified gompaompanies. On

April 30, 2003, National Coal Corporation consummated a reorganization in which all of the outstanding
shares of National Coal Corporation, a private®yd Tennessee corporation, were exchanged for
8,549,975 shares of Southern Groung, | which subsequently changed its name to National Coal Corp., a
Florida corporation. National Coal Corporation was formed in January 2003, and from inception through
June 30, 2003, National Coal Corporation was in the exploration stage with no openaimge. During

the third quarter of 2003, we commenced coal mining operationsvareho longer in the exploration

stage.



Mining Operations

Currentlywe aremining coal from two surface mines, two underground maretone highwall

mine.

Year

2006 2005 2004 Permitted Opened
Mining Production  Production Production  Reserves or
Mine Name Location Method Status (0006 (0006 (0006 (0008 Acguired
TENNESSEE MINES
Mine #1 New River Tract UG Closed 0 19 25 0 2004
Mine #2 New River Tract UG Closed 0 0 102 0 2003
Mine #3 New River Tract  Surface Active 29 0 0 526 2006
Mine #3
HWM New River Tract HWM Active 26 0 0 642 2006
Mine #7 Ketchen Lease Surface Active 300 268 12 4,733 2004
Mine #9 New River Tract UG Closed 0 35 129 0 2004
Mine #11 TVA Lease UG Active 371 327 10 924 2004
Mine #17 New River Tract UG Idle 26 0 0 5,765 2006
Total Tennessee Mines 752 649 278 12,590
KENTUCKY MINES

Mine KY#1  Straight Creek UG Active 228 206 15 228 2004
Mine KY#2 StraightCreek UG Idle 60 74 0 1,799 2005
Mine KY#3  Straight Creek HWM Closed 33 163 0 0 2005
Mine KY#4  Straight Creek Surface Closed 57 28 0 0 2005
Mine KY#6  Straight Creek HWM Idle 199 0 0 0 2006
Total Kentucky Mines 577 471 15 2,027
ALL MINES 1,329 1,120 293 14,617

UG=Underground
HWM=Highwall Miner

Tennesseblining Areas

We have two mining areas in Tennessee characterized by proximity to a preparation plant and a
rail loading facility:

Smoky Junction Preparationldht. The Northern portion of our Tennessee properties include
Mine #7 and Mine #11. These mines utilize the Smoky Junction preparation plant, as necessary, and ship
via rail or truck from the Turleyloadout Smoky Junction has an estimated processappcity of
720,000 clean tons per year. Currently, the coal mined from #3 HWM is also being processed at Smoky
Junction andghipped fromTurley.

Baldwin Facility. The Baldwin Facility, including the purchase of amize short line railroad,
was refubished at a cost of $9.5 million during 2006 for the purpose of providing robust processing and

4



loading facilities to support at least five separate mining opportunities in the adjacent area. The Baldwin
Facility resides on the New River Tract, a 65,00@parcelof owned coal mineral rights. In December
2006 and January 2007, due to declining coal prices and growing coal stockpiles at utility companies, we
have put our plans for the development of the Baldwin mining area on hold until such timd as coa
demand and pricing supports the effort.

Kentucky Mines

We acquired our Kentucky operations on the Straight Cesek Pine Mountairtracts from
Appalachian FuelstLC ( i Appal achi an Fuel so0) i n November 200 ¢
Kentucky, each gpgraphically separated and having access to a preparation plant and loading facility:

Straight Creek.Currently, all of our mining in Kentucky is occurrimg this tract of leased and
owned mineral rights in Harlan, Bell and Leslie counties. All cogrdcessed at the Brittain preparation
plant which has an estimated annual processing capacity of 1.8 million tons per year. All coal is loaded
onto trains at the Viall rail loading facility which is located on the CSX railroad/e completely mined
two separate permitted areas during 2006 and have currently idled two mines in Kentucky due to high
cost in the case of mine KY#2 and in anticipation of additional permit approvaife inase of mine
KY#6. Mine KY#6 is expected to 1@pen in the last hatif 2007.

Pine Mountain. We are not mining on the Pine Mountain tracts at this timbe preparation
plant in Pine Mountain, Kentucky, isot currently in use and would need capitaprovements to
become operational. Watend, subject t@vailability of funds, to improve the loadirand preparation
plantfacility wherenecessary to serve our growipgpduction needs

Permitted NorOperating Mines

Currently, we have three issued mining permits for mines that are not yet opeamadirtg/o
issued permd for mines which have been idleBour of thesgermits are for mines located in Tennessee
and one is in KentuckyWe have also applied fgermits, or have permit applications in various stages
of processing, that should enable us to operate an addiieven mines.

Transportation

Our Tennessee and Kentucky operations are both within a few miles of major interstate
highways, which provide access for trucking transport of our coal. Our Turley, Tennessee qaiiltload
facility is immediately adjacertb a portion of the NorfolSouthern rail system, and our Viall rail lead
out facility located in Straight Creek, Kentucky is immediately adjacent to a portion of the CSX rall
system.n February 2006, through a wholbyvned subsidiary, we purchased fettyo miles of railroad
track from NorfolkSouthern Railroad which connedur Baldwin facility in Devonia, Tennessee to the
Norfolk-Southern rail system in Oneida, Tennessee.

We use independent contractordramsporicoal from the mine sites to our pagation plants and
load-outfacilities.

Employees

At December 31, 2006, we had 279 fithe employees, of which Bdwere engaged in direct
mining or processing operations) in mining supervisionl4 in other operating capacitiesnd 15 in
executive mnagement, sales, legal and general administratmme of our employees are covered by a
collective bargaining agreement. We considerretationshipwith our employee$o be favorable. We
utilize the services ahdependent consultants as needdtie miners and supervisors are based in East
Tennesseand Southeastern Kentuckihe Chief Executive OfficerChief Operating Officer, Chief
Financial Officerand General Counsel are based in Knoxville, Tennesdsdditionally, we used
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approximately 10a50 additional contracted employees for mining and hauling services in a typical
month during 2006.

Marketing and Sales

Our marketing and sales efforts are performed by independent coal brokers. Our sales efforts
primarily are focused on increasing ourtouser base of electric utilities in the Southeastern region of the
United States. We are also targeting industrial customers. We do not anticipate exporting any of our
production for the foreseeable future.

During the year ended December 31, 2006, we approximatelyl,643,000tons of coal at an
average price of$52.86 per ton, resulting in approximaly $6.8 million in coal sales. Of this,
approximately406,000tons were sold in the fourth quarter at an average price of $51.90 per ton. Our top
threecustomersall electric utilities, represented approximatél?o of the tonnage relating to these coal
sales.

Customers

During the twelve months ended December 31, 2006, we generated all of our coal sales revenue
from thirteen customers, four of which meeelectric utilities (84%), eight of which were industrial
companies (16%) andne was a coal reseller (<1%All of our sales in the first nine months of 2004
were made pursuant to short term contracts with our electric utility and industrial custSalessto coal
resellers were made on a spot basis. Most of our coal sales in the fourth quarter 2004 through December
2006 were derived from contracteelve months or greater We intend to expand the number of
customers we serve as our coal produdtiocreases, and to enter into long term contracts for the majority
of our coal production to obtain greater price certainty. At December 31, 2006, we had contracts with
five customerswith a term ofone year or longer. The following table summarizegfd3ecember 31,

2006, the tons of codhat we are committed to deliver at prices determined under existingdong
contracts, which prices are subject to annual adjustment under the terms of our contracts, during the
calendar years 2007 through 2010:

Calendar Year Tons Avg. $/ Ton Dollar Value
2007 e, 1,402,500 $5086 $71,327,700
2008....ciieeii e, 210,000 52.49 11,022,000
2009, 197,500 51.16 10,104,500
2010, e, 137,879 49.00 6,756,071
Total.coeeeecieeeeceec e, 1,947,879 $5093 $99,210,271
Competition

The ®al industry is intensely competitive. We compete with numerous domestic coal producers
and coal importers. We also compete with producers of other fuels used in electricity generation,
including nucleaand natural gadn addition to competition from bér fuels, coal quality, the marginal
cost of producing coal in various regions of the country, and transportation costs are major determinants
of the price for which our coal can be sold.

Coal Mining Techniques

Coal mining operations can be divided istarface and underground mining methods. The most
appropriate mining technique is determined by coal seam characteristics such as location and recoverable
reserve base. Drithole data are used initially to define the size, depth and quality of the cesleresea
before committing to a specific extraction technique. All coal mining techniques relylyheav
technology,improvementsto which have resulted in increased productivity. The five most common
mining techniques are continuous mining, longwall ingn truckandshovel mining, dragline mining,
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and highwall mining, the newest technique. We use continuous mimirtdi-andshovel mining and
highwall mining.

Surfacemining. Generally, it is easier and cheaper to mine coal seams that are thick dad loca
close to the surface than it is to mine thin underground seams. Typicallymicdad operations will
begin at the part of the coal seam that is closest to the surface and most economical to mine. As the seam
is mined, it becomes more difficult andp&nsive to mine because the seam either becomes thinner or
protrudes more deeply into the earth, requiring removal of more material over the seam, known as
Afoverburden. 06 As the amount of overburdenanyncreas
seams of coal in Central Appalachia are between one to ten feet thick and located hundreds of feet below
the surface. In contrast, seams in the Powder River Basin of Wyoming may be eighty feet thick and
located only 100 feet below the surface.

Truckand-shovel mining. Truckandshovel mining is a surface mining method that uses either
large electipower ed shovels or front teenedrth boverbdirdenteat ( il o a d
covers the coal. The overburden is loaded onto largeoaff trucls, and the overburden is used to
backfill pits after coal removal. Loaders load coal into coal trucks for transportation to the preparation
plant or rail loadout. Seam recovery using the tremkdshovel method is typically 90%. Productivity
depends on zé of equipment, geological composition and the ratio of overburden to coal. Productivity
varies between 250 to 400 tons per miner shift in the Powder River Basin where the overburden ratio is
approximatelyfour to ong versusthirty to eighty tons per mier shift in Central Appalachia where the
overburden ratio is approximatekyentyto one

Highwall mining. Highwall mining is a mining method in which a continuous mining machine is
driven by remote control into the seam exposed by previous open cut dperan s |, or Ahighwal
was the result of surface mining operations. A continuous haulage system carries the coal from the
digging face to the surface for stockpiling and transport. This process forms a series of parallel,
unsupported cuts along theghivall. It is vital that the coal pillars remaining between adjacent drives are
capable of supporting the overburden structure.

Undergroundmining. Those seams that are too déegurfacemine can be economically mined
with specialized equipment matchéal the thickness of the coal seam. Underground mining methods
consist of Aroom and pillaro and Al ongwall mi ni ng
continuous miner to cut a system of entries into the coal, leaving pillars to supporatheabbve the
coal. Shuttle cars then transport the coal from the digging face to a conveyor belt for transport to the
surface. This method is often used to mine thin seams, and seam recotygrigally 50% or less
Longwall mining requires a sophistiea array of equipment that cuts a block of coal as wide as 1000 feet
and as long as 5000 feet. This mining method requires a very large, thick seamaoidcasdphisticated
array of expensivemining equipment Most underground mining in the U.$ peformed usng
continuous miners.

Coal Characteristics

Heatvalue.The heat value of coal is commonly measured in Btu per pound of coal. Coal found in
the Eastern and mid/estern regions of the United States, including Central Appalachia, tends to have a
heat content ranging from 10,000 to 15,000 Btu per pound. Most coal found in the Western United States
ranges from 8,000 to 10,000 Btu per pound. The weight of moisture in coal, as sold, is included in
references to Btu per pound of coal, unless otherwdieated.

Sulfurcontent.Sulfur content can vary from seam to seam and sometimes within each seam. Coal
combustion produces sulfur dioxide, the amount of which varies depending on the chemical composition
and the concentration of sulfur in the coal. Lewfur coal has a variety of definitions, and in using this
term, we refer to coal with sulfwontent of 2.0% oless by weight. Compliance coal refers to coal with a
sulfur content of less than 1.2 pounds of sulfur dioxide per million Btu. The strissiems standards of
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the Clean Air Act have increased demand for low sulfur coal. We expect continued high demand for low
sulfur coal as electric generators meet the current Phase Il requirements of the Clean Air Act (1.2 pounds
or less of sulfur dioxide pemillion Btu).

Subbituminous coal typically has lower sulfur content than bituminous coal, but some
bituminous coal in Colorado, Eastern Kentucky, Tennessee, Southern West Virginia and Utahalso has
low sulfur content.

Other. Ash is the inorganic rédue remaining after the combustion of coal. As with sulfur
content, ash content varies from seam to seam. Ash content is an important characteristic of coal for
electric generating plants as it affects combustion performance and utilities must handiepard of
ash following combustion.

Moisture content of coal varies by the type of coal, the region where it is mined and the location
of coal within a seam. In general, high moisture content decreases the heat value and increases the weight
of the coal,thereby making it more expensive to transport with less combustion efficiency. Moisture
content in coal, as sol d, can range from approxi |
moisture content of coal from Central Appalachia ranges frono5946t

The other major market for coal is the steel industry. The type of coal used in steel making is
referred to as metallurgical coal and is distinguished by special quality characteristics that include high
carbon content, low expansion pressure arbwa other chemical attributes. Metallurgical coal is also
high in heat content (as measured in Btu), and therefore is desirable to utilities as fuel for electricity
generation. Consequently, metallurgical coal producers have the ongoing opporturggtttheemarket
that provides maximum revenue. The premium price offered by steel makers for the metallurgical quality
attributes is typically higher than the price offered by utility coal buyers that value only the heat content.

Once raw coal is mined, iis often crushed, sized and washed in preparation plants where product
consistency and heat content are improved. This process involves crushing the coal to the required size,
removing impurities and, where necessary, blending it with other coal to mesidmer specifications.

When some types of coal are supeated in the absence of oxygen, they form a hard, dry, caking
form of <coal called Acoke. o0 Steel production uses
blast furnace. Most of ghcoking coal comes from coal found in Northern and Central Appalachia.

Coal Prices

Coal prices vary dramatically by region and are determined by a number of factors. The two
principal components of the delivered price of coal are the price of coa atitie, which is influenced
by mine operating costs and coal quality, and the cost of transporting coal from the mine to the point of
use. Electric utilities purchase coal on the basis of its total delivered cost per million Btu. The higher the
Btu of thecoal, the fewer tons the utility needs to buy to meet its requirements.

Price at themine. The price of coal at the mine is influenced by geological characteristics such as
seam thickness, overburden ratios and depth of underground reserves. Eastdr&tatagecoal is more
expensive to mine than Western coal because of thinner coal seams anditfedierdenUnderground
mining, prevalent in the Eastern United States, has higher costs than surface mining because it requires
more people, greater devploent costs, and higher costs to remove impurities.

In addition to direct mining costs, the price of coal at the mine is also a function of quality
characteristics such as heat value, sulfur, ash and moisture content. Metallurgical coal has higher carbon
and lower ash content and is usually priced higher than steam coal produced in the same regions. Higher
prices are paid for special coking coal with low volatility characteristics. Very few coal seams possess
these unique metallurgical coal qualities.



Transportationcosts Coal used for domestic consumption is generally 8eidght on board or
FOB, at the mine and shipped by railroad or by truck. The buyer normally bears the transportation costs.
Export coal, however, is usually sold at the loading @ord, coal producers are responsible for arranging
and paying for shipment to the export etmding facility. The buyer does not acquire ownership of the
coal or pay for it until it is loaded onto the ship.

Most electric generators arrange lelegm shiping contracts with rail, truck, or barge companies
to assure stable delivered costs. Transportation
long distances are involved such as from Wyoming to the Southeast. Although the buyer payghthe fr
transportation costs are still important to coal mining companies because the buyer may choose a supplier
based on the cost of transportation. According to the National Mining Association, railroads account for
nearly twaothirds of total coal shipnmsin the United StatesTrucks and overland conveyors haul coal
over shorter distances, while lake carriers and ocean vessels move coal mainly to export markets. Some
domestic coal is shipped over the Great Lakes. Most coal mines are served by aioghepany, but
much of the Powder River Basin is served by two competing rail carriers. Coal mines in Central
Appalachia generally are served by either tlefdlk-Southernor the CSX rail lines.

Regulatory Matters

Federal, state and local authoritiegulate the United States coal mining industry with respect to
matters such as employee health and safety, permitting and licensing requirements, air quality standards,
water pollution, plant and wildlife protection, the reclamation and restoration ohgnproperties, the
discharge of materials into the environment, surface subsidence from underground mining, and the effects
of mining on groundwater quality and availability. The Mine Safety and Health Administration, or
MSHA, is the U.S. Department of har agency responsible for the health and safety of miners. The
Office of Surface Mining, or OSM, is the Department of the Interior agency which governs the issuance
of permits and is responsible for overseeing the reclamation, restoration and othenrsental
processes fahe coal miningndustry.

The industry is also affected by significant legislation mandating certain benefits for current and
retired coal miners. Numerous federal, state and local governmental permits and approvals are required
for mining operations. We believe that we have obtained all permits currently required to conduct our
present mining operations and are in compliance with all MSHA and OSM regulations pursuant to our
operations. We may be required to prepare and presfauteial, state or local authorities data pertaining
to the effect or impact that a proposed development for, or production of, coal may have on the
environment. These requirements could prove costly anddimsuming, and could delay commencing
or contiruing development or production operations. Future legislation and administrative regulations
may emphasize the protection of the environment and, as a consequence, our activities may be more
closely regulated. Such legislation and regulations, as wélltae interpretations and more rigorous
enforcement of existing laws, may require substantial increases in equipment and operating costs and
delays, interruptions or a termination of operations, the extent of which cannot be predicted.

We endeavor to emuct our mining operations in compliance with all applicable federal, state
and local laws and regulations. However, because of extensive and comprehensive regulatory
requirements, violations during mining operations occur from time to time. The mabriny such
violations result from natural causes, such as heavy rainfall or diverse temperature conditions, that cause
physical changes to the land surface or water levels resulting in excess sedimentation in streams or land
slides. None of the violaths to date or the monetary penalties assessed upon us have been material.

Mine Safety and Health

Stringent health and safety standards have been in effect since Congress enacted the Coal Mine
Health and Safety Act of 1969. The Federal Mine Safety agaltii Act of 1977 significantly expanded



the enforcement of safety and health standards and imposed safety and health standards on all aspects of
mining operations.

Most states, including the states in which we operate, have programs for mine safedgltind h
regulation and enforcement. Collectively, federal and state safety and health regulation in the coal mining
industry is perhaps the most comprehensive and pervasive system for protection of employee health and
safety affecting any segment of Unit8tates industry. While regulation has a significant effect on our
operating costs, our regional competitors are subject to the same degree of regulation.

Environmental Laws

We are subject to various federal and state environmental laws. Some of Wesdidaussed
below, place many requirements on our coal mining operations. Federal and state regulations require
regular monitoring of our mines and other facilities to ensure compliance.

Surface Mining Control and Reclamation Act

The Surface MiningControl and Reclamation Act i S M C Rwhigh) is administered by OSM,
establishes mining, environmental protection and reclamation standards for all aspects of surface mining
as well as many aspectswidergroundnining. Mine operators must obtain SMCRArmits and permit
renewals for mining operations from the OSM. Where state regulatory agencies have adopted federal
mining programs under the act as in Kentucky, the state becomes the regulatory authority.

SMCRA permit provisions include requirements &@mal prospecting; mine plan development;
topsoil removal, storage and replacement; selective handling of overburden materials; mine pit backfilling
and grading; protection of the hydrologic balance; subsidence control for underground mines; surface
drainaye control; mine drainage and mine discharge control and treatment:-\aagktation.

Before a SMCRA permit is issued, a mine operator must submit a bond or otherwise secure the
performance of reclamation obligations. The Abandoned Mine Land Fund, ishpart of SMCRA,
requires a fee on all coal produced. The proceeds are used to reclaim mine lands closed prior to 1977 and
to pay health care benefit costs of orphan beneficiaries of the Combined Fund. The fee, which partially
expired on Septemb&0, 204, is $0.35 per ton on surfaoened coal and $0.15 per ton on deejned
coal. Beginning on October 1, 2007, the fee drops to $0.315 per ton on sonifaee coal and $0.135
per ton onundergrounemined coal.SinceSeptember 30, 2004 fee is assessedch year to cover the
expected health care benefit costs of the orphan beneficiaries.

SMCRA stipulates compliance with many other major environmental programs. These programs
include the Clean Air Act, Clean Water Act, Resource Conservation and Recdvety ( A RCRAOQ) ,
Comprehensive Environment al Response, sugerdundpardn s at i o
employee righto-know provisions. Besides OSM, other Federal and State regulatory agencies are
involved in monitoring or permitting specific @scts of mining operations. The United
StateEnvi ronment al Pr ot eéscthei lead agéngyefor cStates (ofl EiPe& awjth no
authorized programs under the Clean Water Act, RCRA and CERCLA. The United States Army Corps
of Engi neer s teq atti@ites affgcting eagigatbleawaters and the United SBatesau of
Al cohol, Tobacco and Firearms (AATFO0) regul ates t

We do not believe there are any substantial matters that pose a risk to maintaining our existing
mining permits or hinder our ability to acquire future mining perniits our policy to comply with all
requirements of the Surface Mining Control and Reclamation Act and the state laws and regulations
governing mine reclamation.

Clean Air Act

The coal indstry has witnessed a recent shift in demand to low sulfur coal production driven by
regulatory restrictions on sulfur dioxide emissions from -¢oatl power plantsThe Clean Air Act, the
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Clean Air Act Amendments and the corresponding state laws thdateghe emissions of materials into

the air, affect coal mining operations both directly and indirectly. Direct impacts on coal mining and
processing operations may occur through Clean Air Act permitting requirements and/or emission control
requirementsrelating to particulate matter, such as fugitive dust, including future regulation of fine
particulate matter measuring tericrometers in diameter or smaller. The Clean Air Act indirectly affects
coal mining operations by extensively regulating theeanissions of sulfur dioxide, nitrogen oxides,
mercury and other compounds emitted by doaled electricity generating plants.

For example, in995, Phase | of the Clean Air Act Acid Rain program required high sulfur coal
plants to reduce their emissiooissulfur dioxide to 2.5 pounds or less per million Btu, and in 2000, Phase
Il of the Clean Air Act tightened these sulfur dioxide restrictions further to 1.2 pounds of sulfur dioxide
per million Btu. Currently, electric power generators operating-tced plants can comply with these
requirements by:

e burning lower sulfur coal, either exclusively or mixed with higher sulfur coal;

e installing pollution control devices such as scrubbers, which reduce the emissions from high
sulfur coal;

¢ reducing electricit generating levels; or

e purchasing or trading emission credits to allow them to comply with the sulfur dioxide emission
compliance requirements.

However, as new and proposed laws and regulations, including the Clean Air Interstate Rule and the
Clean Air Mercury Rule, require further reductions in emissions,-ficed utilities may need to install
additional pollution control equipment, such as wet scrubbers, to comply. Installation of such additional
pollution control equipment could potentially resultandecrease in the demand for low sulfur coal
(because sulfur would be removed by the new equipment), potentially driving down prices for low sulfur
coal.

Clean Water Act

The Clean Water Act of 1972 affects coal mining operations by establishing waeikty g
standards and regulating alteration of surface water bodikgeh of the responsibility for standard
setting, monitoring, and enforcement is delegated to state agencies, with federal ov@isightare
three major aspects in the standsetting process. First, the states establish use designations for all
surface water bodiesSecond, scientificaldpased water quality criteria (numeric or narrative) are
established to be protective of the designated u$ésse criteria include total maximudaily load
(ATMDLO) di scharge standards which are monitorec
Di scharge EI i mi nat iWater ddgharge® from gathNnire Bfgmtlon are regulated
within the NPDES processThe third component is thantidegradation standard, which establishes
characteristics of fAhigh qual iStapdasdfor diskhagiogwaternd pr
from mine sites to high quality streams are very stringghp gr adi ng stream desighn
qgualityo in the areas in which coal mi ne operatio
treatment costs that can increase both permitting costs and coal production costs.

Resource Conservation and Recovery Act

The Resource Conservatiand Recovery Act, which was enacted in 1976, affects coal mining
operations by establishing requirements for the treatment, storage and disposal of hazardous waste. Coal
mine waste, such as overburden and coal cleaning waste, are exempted from hazasleus w
management.

Subtitle C of RCRA exempted fossil fuel combustion wastes from hazardous waste regulation
until the EPA completed a report to Congress and made a determination on whether the wastes should be
regulated as hazardous. In a 1993 reguladetgrmination, the EPA addressed some iglame, low
toxicity coal combustion wastes generated at electric utility and independent power producing facilities.
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In May 2000, the EPA concluded that coal combustion wastes do not warrant regulation as
hazadous under RCRA. The EPA is retaining the hazardous waste exemption for these wastes.
However, the EPA has determined that nationatmmrardous waste regulations under RCRA Subtitle D
are needed for coal combustion wastes disposed in surface impausdme landfills and used as mine
fill. The agency also concluded beneficial uses of these wastes, other than for mine filling, pose no
significant risk and no additional national regulations are needed. As long as this exemption remains in
effect, it s not anticipated that regulation of coal combustion waste will have any material effect on the
amount of coal used by electricity generators.

Federal and State Superfund Statutes

Superfund and similar state laws affect coal mining and hard rock aperdiy creating a
liability for investigation and remediation in response to releases of hazardous substances into the
environment and for damages to natural resources. Under Superfund, joint and several liabilities may be
imposed on waste generatorse sitvners or operators and others regardless of fault.

Global Climate Change

The United States, Australia, and more than 160 other nations are signatories to the 1992
Framework Convention on Climate Change, which is intended to limit emissions of grserdeses
such as carbon dioxide. In December 1997, in Kyoto, Japan, the signatories to the convention established
a binding set of emission targets for developed nations. Although the specific emission targets vary from
country to country, the United &es would be required to reduce emissions to 93% of 1990 levels over a
five-year budget period from 2008 through 2012. Although the United States did not ratify the emission
targets and no comprehensive regulations focusing on greenhouse gas emissionplace, these
restrictions, whether through ratification of the emission targets or other efforts to stabilize or reduce
greenhouse gas emissions, could adversely affect the price and demand for coal. According to the Energy
Information Administratioo s Emi ssi ons of Greenhouse Gases in t|
for 32% of greenhouse gas emissions in the United States, and efforts to control greenhouse gas emissions
could result in reduced use of coal if electricity generators switch tar loarbon sources of fuel. In
March 2001, President Bush reiterated his opposition to the Kyoto Protocol and further stated that he did
not believe that the government should impose mandatory carbon dioxide emission reductions on power
plants. In Februar002, President Bush announced a new approach to climate change, confirming the
Admi ni strationods opposition to the Kyoto Protocc
greenhouse gas intensity of the United States. Greenhouse gas intensity sribastaiio of greenhouse
gas emi ssions, such as carbon dioxi de, t o economi
for a reduction in greenhouse gas intensity over the next ten years, which is approximately equivalent to
the reduction tht has occurred over each of the past two decades.

Permitting

Mining companies must obtain numerous permits that impose strict environmental and safety
regulations on their operations. These provisions include requirements for coal prospecting, mine plan
development, topsoil removal, storage and replacement, selective handling of overburden materials, mine
pit backfilling and grading, protection of the hydrologic balance, subsidence control for underground
mines, surface drainage control, mine drainaged amne discharge control and treatment, and
revegetation.

We must obtain permits from applicable state regulatory authorities before we begin to mine
reserves. The mining permit application process is initiated by collecting baseline data to adequately
characterize the pmnine environmental condition of the permit area. This work includes surveys of
cultural resources, soils, vegetation, wildlife, assessment of surface and ground water hydrology,
climatology and wetlands. In conducting this work, wkeob geologic data to define and model the soil
and rock structures and coal that will be mined. We develop mine and reclamation plans by utilizing this
geologic data and incorporating elements of the environmental data. The mine and reclamation plans
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incorporate the provisions of the Surface Mining (
state programs and the complementary environmental programs that impact coal mining. Also included

in the permit application are documents defining ownerahd agreements pertaining to coal, minerals,

oil and gas, water rights, rights of way, and surface land along with documents required of the Office of
Surface Miningbés Applicant Violator System.

Once a permit application is prepared and submitted toetindatory agency, it goes through a
completeness review, technical review and public notice and comment period prior to approval. SMCRA
mine permits can take over a year to prepare, depending on the size and complexity of the mine, and often
require sixmonths to two years for approval. Regulatory authorities have considerable discretion in the
timing of permit issuance and the public has the right to comment on and otherwise engage in the
permitting process, including through intervention in the courts

We do not believe there are any substantial matters that pose a risk to maintaining our existing
mining permits or hinder our ability to acquire future mining. It is our policy to ensure that our operations
are in full compliance with the requirementstbé SMCRA and state laws and regulations governing
mine reclamation

Glossary of Terms

Ash. Theimpurities consisting of iron, alumina and other incombustible matter contained in coal.
Since ash increases the weight of coal, it adds to the cost of iaraid can affect the burning
characteristics of coal.

British Ther mal A fdeasure ofahe thérBal energy required to raise the
temperature of one pound of pure liquid water one degree Fahrenheit at the temperature at which water
has its gretest density (3€9egrees Fahrenheit).

Coal SeamCo a | deposits occur in | ayers. Each | aye

Compliance Coal The coal having a sulfur dioxide content of pdlinds or less per million Btu,
as required by Phaslkeof the Clean Air Ac.

Continuous Mining. A form of underground, roorandpillar mining that uses a continuous
mining machine to cut coal from the seam and load it onto conveyors or into shutidhicdrsransport
it to the surface for processing.

Fossil Fuel Fuel suchas coal, petroleum or natural gas formed from the fossil remains of
organic material.

Overburden Thelayers of earth and rock covering a coal seam. In surface mining operations,
overburden is removed prior to coal extraction.

Reclamation A process brestoring land and the environment to an approved state following
mi ning activities. The cpmaoa@ass ng® mmaonlryesihrmpli md
approximate original appearance, restoring topsoil and planting native grass and groursd cover
Reclamation operations are usually underway before the mining of a particular site is completed.
Reclamation is closely regulated by both state and federal law.

Reserve. That part of a mineral deposit that could be economically and legally extracte
produced at the time of the reserve determination.

Roomand-Pillar Mining. The most common method of underground mining in which the mine
roof is supported mainly by coal pillars left at regular intervals. Rooms are placed where the coal is
mined; pllars are areas of coal left between the roorRsglars are areas of coal left between the rooms to
support overlying strata and surface structures.
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Scrubber (flue gas desulfurization unit).Any of several forms of chemical/physical devices
which operad to neutralize sulfur compounds formed during coal combustion. These devices combine
the sulfur in gaseous emissions with other chemicals to form inert compounds, such as gypsum, that must
then be removed for disposal. Although effective in substantiedlucing sulfur from combustion gases,
scrubbers require about 6% to 7% of a power plant
operate.

Steam Coal Coal used by power plants and industrial steam boilers to produce electricity or
proaess steam. It generally is lower in Btu heat content and higher in volatile matter than metallurgical
coal.

Sub-Bituminous Coal A dull, black coal that ranks between lignite and bituminous coal. Its
moisture content is between 20% and 30% by weigitt,its heat content ranges from 7,800 to 9,500 Btu
per pound of coal.

Sulfur. One of the elements present in varying quantities in coal that contributes to
environmental degradation when coal is burned. Sulfur dioxide is produced as a gasgmaiityf
coal combustion.Coal is commonly classified by its sulfur content due to the importance of sulfur in
environment al regul ations. AiLow sul furo coal h a
classification forcoal containin@.0% or lessulfur.

Tonn. A Ashortod or netpotuonrd si.s Ae i aoln gtoo podndB&X G t i s h
imetricd ton i s poandsp rTleexshom éoh i thg uni® of M@aSure referred to in this
document.

Item 1A. Risk Factors.

Several of thenatters discussed in this document contain ford@o#ling statements that involve
risks and uncertainties. Factors associated with the forwmakihg statements that could cause actual
results to differ materially from those projected or forecast arkided in the statements below. In
addition to other information contained in thiepport readers should carefully consider the following
cautionary statements

Risks Related To Our Business
Our substantial level of indebtedness could adversely affect pfinancial condition.

We have, and will continue to have substantial indebtednesBeéémber 312006, we had
approximately $3.0 million principal value of total senior debtSubsequent to ye@nd, we incured
another $2.0 million in senior debOur high level of indebtedness could have important consequences,
including the following:

reducing our ability to obtain additional financing;

reducing our cash flow;

placing us at a competitive disadvantage compared to our competitors thatar@y h
proportionately less debt or greater financial resources;

hindering our flexibility in dealing with changes in our business and the industry; and
making us more vulnerable to economic downturns and adverse developments.

To o oo Do To
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Despite existing debt levis, we may still be able to incur substantially more debt, which would
increase the risks associated with our leverage.

We may be able to incur substantial amounts of additional debt in the future. Although the terms
of the 10.5% Senior Secured Notesd Term Loan Credit Facilitymay limit our ability to incur
additional debt, such terms do not and will not prohibit us from incurring substantial amounts of
additional debt for specific purposes or under certain circumstances. The incurrence of additibnal de
could adversely impact our ability to service payments on senior debt.

We may not be able to generate the amount of cash needed to pay interest and principal amounts
on our debt.

We rely primarily on our ability to generate cash in the future to cemur debt. If we do not
generate sufficient cash flows to meet our debt service and working capital requirements, we may heed to
seek additional financing. If we are unable to obtain financing on terms that are acceptable to us, we could
be forced to sélour assets or those of our subsidiaries to make up for any shortfall in our payment
obligations under unfavorable circumstances. Thé&% Senior SecuredotesindentureandTermLoan
Credit Facilitylimit our ability to sell assets and also resttlet use of the proceeds from any such sale.
Therefore, even if forced to do so, we may not be able to sell assets quickly enough or for sufficient
amounts to enable us to meet our debt obligations

We face numerous uncertainties in estimating our economidgl recoverable coal reserves, and
inaccuracies in our estimates could result in lower than expected revenues, higher than expected
costs or decreased profitability.

We estimate that as @fecember 312006, we control approximateB6.2million tons ofproven
and probableeserves that are recoverable at this time. We base our reserve estimates on engineering,
economic and geological data assembled and analyzed by ourasthffan independent mining
engineering firmOur estimates of our proven and proleatalserves and our recoverable reserves, as well
as the Btu or sulfur content of our reseraesrevised and updatgekriodicallyto reflect the resolution of
uncertainties and assumptions, the production of coal from the reserves and new drilling datathe
received.

There are numerous uncertainties inherent in estimating quantities and qualities of and costs to
mine recoverable reserves, including many factors beyond our control. Estimates of economically
recoverable coal reserves and net cashdloecessarily depend upon a number of variable factors and
assumptions, all of which may vary considerably from actual results such as:

A geological and mining conditions which may not be fully identified by available exploration
data or which may diffefrom experience in current operations;

A nistorical production from the area compared with production from other similar producing
areas;

A the assumed effects of regulation and taxes by governmental agencies; and

A assumptions concerning coal pricegerting costs, mining technology improvements,
severance and excise tax, development costs and reclamation costs.

For these reasons, estimates of the economically recoverable quantities and qualities attributable
to any particular group of propertiesassifications of reserves based on risk of recovery and estimates of
net cash flows expected from particular reserves prepared by different engineers or by the same engineers
at different times may vary substantially. Actual coal tonnage recovered fromifigtbreserve areas or
properties and revenues and expenditures with respect to our reserves may vary materially from estimates.
As a result, the reserve estimates set forth in this report may differ materially from our actual reserves.
Inaccuracies imur estimates related to our reserves could result in lower than expected revenues, higher
than expected costs, or decreased profitability.
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Our future success depends upon our ability to continue acquiring and developing coal reserves
that are economicallyrecoverable and to raise the capital necessary to fund our expansion.

Our recoverable reserves will decline as we produce coal. We have not yet applied for the permits
required or developed the mines necessary to use all of the coal deposits undeneval mgjhts.
Furthermore, we may not be able to mine all of our coal deposits as efficiently as we do at our current
operations. Our future success depends upon our conducting successful exploration and development
activities and acquiring properties caiming economically recoverable coal deposits. In addition, we
must also generate enough capital, either through our operations or through outside financing, to mine
these additional reserves. Our current strategy includes increasing our coal depositisrduage
acquisitions of other mineral rights, leases, or producing properties and continuing to use our existing
properties. Our ability to further expand our operations may be dependent on our ability to obtain
sufficient working capital, either througfash flows generated from operations, or financing activities, or
both. Mining coal in Central Appalachia can present special difficulties. Characteristics of the land and
permitting process in Central Appalachia, where all of our mines are located dvexgeady affect our
mining operations, our costs and the ability of our customers to use the coal that we mine. The geological
characteristics of Central Appalachian coal reserves, such as depth of overburden and coal seam
thickness, make them complex atubtly to mine. As mines become depleted, replacement reserves may
not be available when required or, if available, may not be capable of being mined at costs comparable to
those characteristic of the depleting mines. In addition, as compared to mihediowder River Basin,
permitting, licensing and other environmental and regulatory requirements are more costly and time
consuming to satisfy. These factors could materially adversely affect our mining operations and costs, and
our cust omeusstide caalbve minet i es t

Our ability to implement our planned development and exploration projects is dependent on many
factors, including the ability to receive various government permits.

Our planned development and exploration projects and acquiativities may not result in the
acquisition of significant additional coal deposits and we may not have continuing success developing
additional mines. For example, we may not be successful in acquiring contiguous properties that will
leverage our existimfacilities. In addition, in order to develop our coal deposits, we must receive various
governmental permits. Before a mining permit is issued on a particular parcel, interested parties are
eligible to file petitions to declare the land unsuitable faming. For example, on November 10, 2005,
two environmental groups filed a petition to halt the expansion of surface mining activities on the New
River Tract and surrounding aread.l t hough this petition was di smi:
company resougs were used in the procesAle cannot predict whether we will continue to receive the
permits necessary for us to expand our operations.

Defects in title or loss of any leasehold interests in our properties could adversely affect our ability
to mine these properties.

We conduct, or plan to conduct, a significant part of our mining operations on properties that we
lease. A title defect or the loss of any lease could adversely affect our ability to mine the associated
reserves. Title to most of our ownerdleased properties and mineral rights is not usually verified until we
make a commitment to develop a property, which may not occur until after we have obtained necessary
permits and completed exploration of the property. In some cases, we rely oimféitleation or
representations and warranties provided by our lessors or grantors. Our right to mine some of our reserves
may be adversely affected if defects in title or boundaries exist or if a lease expires. Any challenge to our
title could delay the gptoration and development of the property and could ultimately result in the loss of
some or all of our interest in the property and could increase our costs. In addition, if we mine on property
that we do not own or lease, we could incur liability forhsuaining. Some leases have minimum
production requirements or require us to commence mining in a specified term to retain the lease. Failure
to meet those requirements could result in losses of prepaid royalties and, in some rare cases, could result
in a loss of the lease itself.
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Due to variability in coal prices and in our cost of producing coal, as well as certain provisions in
our contracts, we may be unable to sell coal at a profit.

We typically sell our coal for a specified tonnage amount and at @iatgl price pursuant to
shortterm andcontracts of twelve months or greatEor theyearendedDecember 312006 98% of the
coal we produced was sold undeontracts of twelve months or great&¥r i ce adj ust ment,
reopener 0 an dyvisors lindongtesni sapply agreempnts anay reduce the protection from
shortterm coal price volatility traditionally provided by such contractére® of our contracts,
representingt3% of our coal sales in thgear ended December , 31006 and which expirduring 2007
and 2010Qcontain provisions allowing the purchase price to be renegotiated or adjusted based on market
prices at the time at periodic interva@@ne of thecontracs that is expiring in 200,7which represented
approximately 9% of our coal €, is not being renewe Any adjustment or renegotiation leading to a
significantly lower contract price would result in decreased revenues and lower our gross margins. Coal
supply agreements also typically contain force majeure provisions allowingr@mpsuspension of
performance by us or our customers during the duration of specified events beyond the control of the
affected party. Most of our coal supply agreements contain provisions requiring us to deliver coal meeting
guality thresholds for celita characteristics such as Btu, sulfur content, ash content, hardness and ash
fusion temperature. Failure to meet these specifications could result in economic penalties, including
price adjustments, the rejection of deliveries or, in the extreme, tdromnaf the contracts.
Consequently, due to the risks mentioned above with respect téelongupply agreements, we may not
achieve the revenue or profit we expect to achieve from these sales commitments. In addition, we may not
be able to successfullpovert these sales commitments into kbagn supply agreements.

The coal industry is highly cyclical, which subjects us to fluctuations in prices for our coal.

We are exposed to swings in the demand for coal, which has an impact on the prices fak our co
The demand for coal products and, thus, the financial condition and results of operations of companies in
the coal industry, including us, are generally affected by macroeconomic fluctuations in the world
economy and the domestic and international cehfar energy. In recent years, the price of coal has
been at historically high levels, but these price levels may not continue. Any material decrease in demand
for coal could have a material adverse effect on our operations and profitability.

We depend feavily on a small number of large customers, the loss of any of which would adversely
affect our operating results.

For theyearendedDecember 312006, we deriveapproximately75% of our coal revenues from
sales to our three largest customéisDecenber 31, 2006, we had coal supply agreements with these
customers that expire at various times thraugl2007. Whenthese agreements expire, we may not be
successful at renegotiating them and these customers may not continue to purchase coal frormus pursua
to longterm coal supply agreements. If a number of these customers were to significantly reduce their
purchases of coal from us, or if we were unable to sell coal to them on terms as favorable to us as the
terms under our current agreements, our firncondition and results of operations could suffer
materially.

Significant competition from entities with greater resources could result in our failure.

We operate in a highly competitive industry with national and international energy resources
companeés. Some of our competitors have longer operating histories and substantially greater financial
and other resources than we do. Our competitor s
overwhelm our efforts to operate successfully and couldecaur failure.
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There is no assurance that our limited revenues will be sufficient to operate profitably, or that we
will generate greater revenues in the future.

We were formed to create a regional coal producer in Tennessee. We had no revenues from
inception until the third quarter 2003 when we began mining operations. We are not profitable and have a
limited operating history. We must be regarded as a risky venture with all of the unforeseen costs,
expenses, problems, risks and difficulties to wisiebh ventures are subject.

Our coal sales for thgearendedDecember 312006 wereapproximately 86.8million. There is
no assurance that we can achieve greater sales or generate profitable sales. We expect that many coal
producers could produce andllscoal at cheaper prices per ton than our production cost rates, which
could adversely affect our revenues and profits, if any. There is no assurance that we will ever operate
profitably. There is no assurance that we will generate continued revanaag profits, or that the
market price of our common stock will be increased thereby.

Our inability to diversify our operations may subject us to economic fluctuations within our
industry.

Our limited financial resources reduce the likelihood that we kéll able to diversify our
operations. Our probable inability to diversify our activities into more than one business area will subject
us to economic fluctuations within a particular business or industry and therefore increase the risks
associated with awperations.

Certain provisions in our Series Acumulative convertible preferred stock may impact our ability to
obtain additional financing in the future.

In addition to cash flows generated from operations, we may need to raise capital in the future
through the issuance of securities. In order to issue securities that rank senior to our Senedative
convertiblepreferred stock in terms of liquidation preference, redemption rights or dividend rights, we
must obtain the affirmative consent of haklef at least 75% of the outstanding shares of our Series A
cumulative convertiblepreferred stock. If we are unable to obtain the consent of these holders in
connection with future financings, we may be unable to raise additional capital on acceptadlertat
all.

The loss of key management personnel could adversely affect our business.

We are heavily dependent upon the skills, talents, and abilities of our executive officers and board
of directors to implement our business plan. Given the inteas®etition for qualified management
personnel in our industry, the loss of the services of any key management personnel may significantly and
detrimentally affect our business and prospects. We may not be able to retain some or all of our key
managementgrsonnel, and even if replaceable, it may be time consuming and costly to recruit qualified
replacement personnel.

In May 2006, Jon E. Nix announced he would be resigning as Chief Executive Officer. Our
Board of Di rect or s ap panonentin Malp 2006inekéepingy with Rlans fon g 6 s a
succession of its senior management. Mr. Nirnainsas Chairman and continsi¢o be involved in
setting thecompany's strategic direction. Mr. Roling officially laadhis responsibilitiesr August 2006.

Our director and officer indemnification policies in conjunction with the provisions of Florida law
could result in substantial unrecoupable expenditures and reduced remedies against directors and
officers.

Florida Revised Statutes provide for the indematfan of our directors, officers, employees, and
agent s, under certain circumstances, agai nst atto
litigation to which they become a party arising from their association with or activities on our. Défealf
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will also bear the expenses of such litigation for any of our directors, officers, employees, or agents, upon
such personés promise to repay us such amount s,
entitled to indemnification. Thisidemnification policy could result in substantial expenditures by us that

we will be unable to recoup.

Florida Revised Statutes exclude personal liability of our directors to us and our stockholders for
monetary damages for breach of fiduciary duty exaegertain specified circumstances. Accordingly,
we will have a much more limited right of action against our directors than otherwise would be the case.
This provision does not affect the liability of any director under federal or applicable staiteselzws.

There is no assurance that we will find purchasers of our product at profitable prices.

If we are unable to achieve supply contracts, or are unable to find buyers willing to purchase our
coal at profitable prices, our revenues and operatingpoould suffer.

The coal industry is intensely competitive, and our failure to compete effectively could reduce our
revenue and margins, and delay or prevent our ability to service our debt.

We operate in a highly competitive industry with regionaltjomal and international energy
resources companies. We compete based primarily on price, and we believe that the principal factors that
determine the price for which our coal can be sold are:

A competition from energy sources other than coal;
A coal quality;

A efficiency in extracting and transporting coal; and
A proximity to customers.

Some of our competitors have longer operating histories and substantially greater financial and
other resources than we do. Our failure to compete effectively cedidte our revenues and margins,
and delay or prevent our ability to make payments on our debt.

If transportation for our coal becomes unavailable or uneconomic for our customers, our ability to
sell coal could suffer.

Transportation costs represent a gigant portion of the total cost of delivered coal and, as a
resul t, play a critical role in a customer6s pur
make our coal less competitive as a source of energy or could make some of our ngpéeatio
competitive than other sources of coal.

Coal producers depend upon rail, barge, trucking, overland conveyor and other systems to deliver
coal to its customers. While U.S. coal customers typically arrange and pay for transportation of coal from
the mine to the point of use, disruption of these transportation services because of -vetatiber
problems, strikes, lockuts or other events could temporarily impair our ability to supply coal to our
customers and thus could adversely affect our restutiperations.

Our customerdave had difficulty negotiating an agreeable transportation rate for coal to be
shipped by a thirgbarty carrier from our Baldwin ralbad-out facility in Devonia, TN. However, we
have had complications due tail logisticsand customer requirements that have hindered our ability to
transport this coabn this rail line If we are unable tachieve a solution to these issugsnay not be
economically feasible for us to expand our operations in the New River Tract.

We facerisks inherent to mining which could increase the cost of operating our business.

Our mining operations are subject to conditions beyond our control that can delay coal deliveries
or increase the cost of mining at particular mines for varying lengtlimmef These conditions include
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weather and natural disasters, unexpected maintenance problems, key equipment failures, variations in
coal seam thickness, variations in the amount of rock and soil overlying the coal deposit, variations in
rock and other natal materials and variations in geologic conditions. Any of these factors could increase
the cost of operating our business, which would lower or eliminate our margins.

A shortage of skilled labor in the mining industry could pose a risk to achieving djmal labor
productivity and competitive costs, which could adversely affect our profitability.

Efficient coal mining using modern techniques and equipment requires skilled laborers,
preferably with at least a year of experience and proficiency in neuttighing tasks. In order to support
our planned expansion opportunities, we intend to sponsor bdtbuse and vocational coal mining
programs at the local level in order to train additional skilled laborers. In the event the shortage of
experienced labazontinues or worsens or we are unable to train the necessary amount of skilled laborers,
there could be an adverse impact on our labor productivity and costs and our ability to expand production
and therefore have a material adverse effect on our earniimgaddition, we have supplemented our
direct workforce through the use of contract miners. If our contract miners are unable to perform their
duties as expected, we may experience temporary disruptions in our prodidiifficulties with our
contra¢ miners arise in the future, there could be an adverse effect on our productivity and costs and our
ability to expand production and therefore have a material adverse effect on our earnings.

The government regulates mining operations, which imposes sifjoant costs on us, and future
regulations could increase those costs or limit our ability to produce coal.

Federal, state and local authorities regulate the coal mining industry with respect to matters such
as employee health and safety, permitting dindnsing requirements, air quality standards, water
pollution, plant and wildlife protection, reclamation and restoration of mining properties after mining is
completed, the discharge of materials into the environment, surface subsidence from undengriognd
and the effects that mining has on groundwater quality and availability. In addition, legislation mandating
specified benefits for retired coal miners affects our industry.

Numerous governmental permits and approvals are required for mining operatVe are
required to prepare and present to federal, state or local authorities data pertaining to the effect or impact
that any proposed exploration for or production of coal may have upon the environment. The costs,
liabilities and requirements assatgd with these regulations may be costly and-iovessuming and may
delay commencement or continuation of exploration or production operations. The possibility exists that
new legislation and/or regulations and orders may be adopted that may matexiatiyebdaffect our
mining operations, our cost structure and/ or our
administrative regulations (or judicial interpretations of existing laws and regulations), including
proposals related to the protectiof the environment that would further regulate and tax the coal
industry, may also require us or our customers to change operations significantly or incur increased costs.
The majority of our coal supply agreements contain provisions that allow a purthdseminate its
contract if |l egislation is passed that either res
plant or results in specified increases in the cost of coal or its use. These factors and legislation, if
enacted, could have raaterial adverse effect on our financial condition and results of operations. In
addition, the United States and over 160 other nations are signatories to the 1992 Framework Convention
on Climate Change which is intended to limit emissions of greenh@s&s,gsuch as carbon dioxide. In
December 1997, in Kyoto, Japan, the signatories to the convention established a binding set of emission
targets for developed nations. Although the specific emission targets vary from country to country, the
United States wuld be required to reduce emissions to by 5% from 1990 levels overyefveeriod
from 2008 through 2012. Although the United States has not ratified the emission targets and no
comprehensive regulations focusing on U.S. greenhouse gas emissionsplee] these restrictions,
whether through ratification of the emission targets or other efforts to stabilize or reduce greenhouse gas
emi ssions, could adversely impact the price of an
of Greenhouse Gass i n the United States 200 %third of casban acco.l
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dioxide emissions in the United States, and efforts to control carbon dioxide emissions could result in
reduced use of coal if electricity generators switch to source®lofvitn lower carbon dioxide emissions.
Further developments in connection with regulations or other limits on carbon dioxide emissions could
have a material adverse effect on our financial condition or results of operations.

If the coal industry experiences overcapacity in the future, our profitability could be impaired.

During the mid1970s and early 1980s, a growing coal market and increased demand for coal
attracted new investors to the coal industry, spurred the development of new mines and readited i
production capacity throughout the industry, all of which led to increased competition and lower coal
prices. Similarly, an increase in future coal prices could encourage the development of expanded capacity
by new or existing coal producers. Aoyercapacity could reduce coal prices in the future.

Our operations could be adversely affected if we fail to maintain required bonds.

Federal and state laws require bonds or cash deposits to secure our obligations to reclaim lands
used for mining, to pajederal and statw o r ker s6 compensation, to secure
satisfy other miscellaneous obligations. Pé¢cember 312006,$257,500 was on deposit with OSM for
reclamation bonds related to our Patterson Mountain mining operations.addition, we have
approximately $14. million of cash invested in certificates of deposit, against which irrevocable bank
letters of credit are written in favor of OSM and have posted0® $00 letteof credit secured by our
executive office buildingn favor of OSM. Reclamation bonds are typicaipewable on a yearly basis
if they are not posted with cash. Our failure to maintain, or inability to acquire, bonds that are required by
state and federal law would have a material adverse effect ohhas failure could result from a variety
of factors including the following:

e lack of availability, higher expense or unfavorable market terms of new bonds;

e restrictions on the availability of collateral for current and future thady bond issuers
underthe terms of our indenture or ndwerm Loan Credit Facilityand

e the exercise by thirgarty bond issuers of their right to refuse to renew the bonds.

Terrorist threats and environmental zealotry may negatively affect our business, financial
condition and results of operations.

Our business is affected by general economic conditions, fluctuations in consumer confidence
and spending, and market liquidity, which can decline as a result of numerous factors outside of our
control, such as terrorist attackad acts of war. Our business also may be affected by environmental
activists who engage in activities intended to disrupt our business operations. In particular, environmental
activists have conducted protests outside the homes of certain of our exedntleding ourformer
Chief Executive Officer. We have spesmpproximately 875000 during theyear endedDecember 31,

2006 on securityneasures We have taken step® reduce our security expenggsing forward Future

terrorist attacks against U.Srdats, rumors or threats of war, actual conflicts involving the United States

or its allies, or military or trade disruptions affecting our customers may materially adversely affect our
operations. As a result, there could be delays or losses in tratispmogtad deliveries of coal to our
customers, decreased sales of our coal and extension of time for payment of accounts receivable from our
customers. Strategic targets such as enexigyed assets may be at greater risk of future terrorist attacks
than dher targets in the United States. In addition, disruption or significant increases in energy prices
could result in governmetitnposed price controls. It is possible that any, or a combination, of these
occurrences could have a material adverse effeabusnbusiness, financial condition and results of
operations.
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A substantial or extended decline in coal prices could reduce our revenues and the value of our coal
reserves.

The prices we charge for coal depend upon factors beyond our control, including

the supply of, and demand for, domestic and foreign coal,

the demand for electricity;

the proximity to, capacity of, and cost of transportation facilities;

domestic and foreign governmental regulations and taxes;

air emission standards for ddaed power plants;

regulatory, administrative and court decisions;

the price and availability of alternative fuels, including the effects of technological
developments; and

the effect of worldwide energy conservation measures.

To o To To T T T I

Our results of opations are dependent upon the prices we charge for our coal as well as our
ability to improve productivity and control costs. Decreased demand would cause spot prices to decline
and require us to increase productivity and lower costs in order to maiataimaogins. If we are not able
to maintain our margins, our operating results could be adversely affected. Therefore, price declines may
adversely affect operating results for future periods and our ability to generate cash flows necessary to
improve prodativity and invest in operations.

Our ability to collect payments from our customers could be impaired due to credit issues.

Our ability to receive payment for coal sold and delivered depends on the continued
creditworthiness of our customers. Our custo base may not be highly creditworthy. If deterioration of
the creditworthiness of customers or trading counterparties occurs, our business could be adversely
affected.
Risks Related To Our Common Stock

A limited public market exists for our securites,whi ch may restrict our shar
trade in our stock.

There is a limited public market for our common stock and no assurance can be given that a
market will continue or that a shareholder will ever be able to liquidate his investment without
considerable delay, if at all. Our stock price may be highly volatile. Factors such as those discussed in
this section may have a significant impact upon the market price of our securities. Due to the low price of
our securities, many brokerage firmaymot be willing to effect transactions in our securities. Even if a
purchaser finds a broker willing to effect a transaction in our securities, the combination of brokerage
commissions, state transfer taxes, if any, and any other selling costs mayg #xeeselling price.
Further, many lending institutions will not permit the use of such securities as collateral for any loans.

We do not intend to pay dividends on shares of our common stock.

Historically, we have not paid dividends on shares of ourntsomstock and do not anticipate
paying any cash dividends on shares of our common stock in the foreseeable future. The terms of the
indenture related to our 10.5% Senior Secured Notes due 201@uamdrm Loan Credit facilityeach
restrict our ability tgpay dividends on shares of our common stock.

Our issuance of more shares of common stock may result in the loss of control by present
management and shareholders.

We may issue further shares as consideration for cash, assets or services out of mzedbthio
not issued common stock that could, upon issuance, represent a majority of our voting power and equity.
The result of such an issuance would be that those new shareholders and management would control us,
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and unknown persons could replace our aggment at that time. Such an occurrence would result in a
greatly reduced percentage of ownership of us by our current shareholders.

We operate in an industry that is subject to significant fluctuations in operating results from
guarter to quarter that may result in unexpected reductions in revenue and stock price volatility.

Factors that may influence our quarterly operating results include:

the worldwide demand for coal;

the price of coal;

the supply of coal and other competitive factors;

the coss to mine and transport coal;

the ability to obtain new mining permits;

the costs of reclamation of previously mined propertiesjrahastry competition.

Due to these factors, it is possible that in some quarters our operating results may be below our
sharehol ders6é expectations and those of public mal
stock would likely be adversely affected.

Our stock price may decrease, which could adversely affect our business and cause our
shareholders to suffer gnificant losses.

The following factors could cause the market price of our common stock to decrease, perhaps
substantially:

e the failure of our quarterly operating results to meet expectations of investors or
securities analysts;

e adverse developmenis the financial markets, the coal and energy industries and the

worldwide or regional economies;

interest rates;

changes in accounting principles;

sales of common stock by existing security holders;

announcements of key developments by our competitods; a

the reaction of markets and securities analysts to announcements and developments

involving our Companyindustry competition.

If we need to sell or issue additional shares of common stock or assume additional debt to finance
future growth, our sharehol der sé owner ship could be diluted or
impacted.

Our business strategy may include expansion through internal growth by acquiring
complementary businesses or by establishing strategic relationships with targeted cudtooreier. to
do so, or to fund our other activities, we may issue additional equity securities that could dilute our
sharehol ders6 stock percentage ownership. We ma
losses related to goodwill and other tidotg assets if we acquire another company which could negatively

impact our results of operations.

Officers and directors own a significant portion of our common stock, which could limit our
sharehol dersd ability to infsluence the outcome of

As of March 27, 2007, our officers and directors and their affiliates owned approxima&e&o
of our outstanding voting shares. Agesult, our officers and directors are able to exert considerable
influence over the outcome of any matters submitted vote of the holders of our common stock,
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including the election of our Board of Directors. The voting power of these shareholders could also
discourage others from seeking to acquire control of us through the purchase of our common stock which
might depress the price of our common stock.

Item 1B. Unresolved Staff Comments.
None.
Item 2. Properties.

Our executive offices are located at 8915 George Williams Road, Knoxwile)eEse@&7923;
the telephone number is (865) 68800 and the facsimile mber is (865) 69D982. We own our
corporate office space. The bases of operations for our mining activities are located in Anderson,
Campbell and Scott Counties, Tennessee, and Bell, Harlan and Leslie Counties, Kentucky. We also lease
storage space ikast Tennessee to house our maps and other geological data. Weaellgesiour
corporate office spacas collaterato secure a bank letter of credit issued in favor of OSN foortion of
one of ourreclamation bonds. Additionally, we have granted lu6% Senior Securddoteslender a
security interest iall our owned and leased mining properties.

Additionally, we own, either fee simple or rigbt-way, approximately 42 miles of a railroad
track between Oneidd,ennesse@nd Devonia,Tennessee The property is approximatel$00 acres.
The rail line gives access between Badwin preparation plainand loadout facility on the New River
Tractin Devoniag Tennesseeand the Norfolk Southern main line in Oneidlannessee

We decide on a case by cdsasis whether to obtain a title review from a licensed attorney prior
to purchasing or leasing propertyn determining whether to conduct a title review, we will consider
information we have about the particular property, including, for example, peisunaledge of our
employees or consultants, or historical information from the previous owners, or information obtained
from surrounding property ownerdVe have not obtained title insurance in connection with acquisitions
of coal reserves, argenerallywill not do soin future acquisitionsHowever, we do have title insurance
on our Tennessee propertiebtained in conjunction with the issuance of ax5% Senior Secured
Notes We had a title examination made of tNew River Tracwvhenwe purchasedt from Cumberland
Timber Company, LLC.We did not conduct a title review die Straight Creek Tragte acquiredrom
Appalachian Fuels, LLCbecause title thereto was obtained by Appalachian Fuels, LLC in January 2004
pursuant to a sale and order frora thnited States Bankruptcy Court in the Eastern District of Kentucky

Geology

The strata that exists above the water drainage level consist mainly of relatively thick shale and
siltstone sequences with sandstone layers. Coal seams occur in the shaleesedhere arenine coal
seams on the New River Tract that we are targeting, and all of these seams are above the water drainage
level. There are other coal seams in this area that contain coal, but insufficient information is available to
estimate minability. The northern portion of the New River Tract property has not been explored by
core drilling because the terrain generally is more difficult to access and the costs to explore this area are
greater than we are willing to expend at this time.

Coal Reserves

AfReserveso are defined by the U.S. Securities
Guide 7 as that part of a mineral deposit, which could be economically and legally extracted or produced
at the time of the rederove edetrevrermi matei adre.f i nfeRle asv
recoverable using existing equipment and methods under federal and state laws currently in effect. Some
of our reserves are classified as provemeSEEser ves
Industry Guide 7 as reserves for which (a) quantity is computed from dimensions revealed in outcrops,
trenches, workings or drill holes; grade and/or quality are computed from the results of detailed sampling,
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and (b) the sites for inspection, samgl and measurement are spaced so closely and the geologic
character is so well defined that size, shape, depth and mineral content of reservesestbhlisted.
Information about our reserves consists of estimates based on engineering, economaagichbdata
assembled and analyzed by our internal engineers, as well as studies prepared by certified professional
geol ogi sts based upPobabledladicatedpResendes d @d hiceh. quant it
and/or quality are computed fromformation similar to that used for proven (measured) reserves, but the
sites for inspection, sampling, and measurement are farther apart or are otherwise less adequately spaced.
The degree of assurance, although lower than that for Proven (MeasusedyeReis high enough to

assume continuity between points of observation. Reserve estimates are updated periodically using
geologic data taken from drill holes, adjacent mine workings, outcrop prospect openings and other
sources. Coal tonnages are catizgal according to coal quality, seam thickness, mineability and
location relative to existing mines and infrastructure.

As with most other cogbroducing companies in Central Appalachia, a portion of our coal
reserves are controlled pursuant to leasean thord party landowners. These leases convey mining rights
to the coal producer in exchange for a per ton or percentage of gross sales price royalty payment to the
lessor. These leases are not scheduled to expire prior to expiration of projected autiuiies. Under
current mining plans, we expect that all reported leased reserves will be mined out within the period of
existing leases or within the time period of assured lease renewals.

Our reported coal reserves are those ¢habe economicallyad legally extracted or produced at
the time of their determinationin determining whetheour reserves meet this standawk take into
account, among other thingsjning methods, seam thickness, previous mining, outcrop variability, and
coal quality.We calculated our reserves by relying on measured seam thickness, known coal densities,
measured coal acres and anticipated mining methodology minus any previous mining. \betsiaesl,
or we believe we hava high probability of obtaining, all requirgetrmits or government approvals with
respect tmur reserves.

We currently estimate that at December 31,&208.2 million tons of our proven and probable
in-place reserves are recoverable. This estimate takes into account various factors that afféitlyour
to recover our reserves, including but not limited to current coal prices; the mining methods that may be
used to extract particular reserves; geological and mining conditions; historical production from similar
areas with similar conditions; tressumed effects of regulations and taxes by governmental agencies;
assumptions governing future prices; future operating, development and reclamation costs; and mining
technology improvements.

Our reserve estimates are based on geological data assembBleshayzed by our staff of
engineers. Reserve estimates will be periodically updated to reflect past coal production, new drilling
information and other geologic or mining data. Acquisitions or sales of coal properties will also change
our reserves. Chges in mining methods or technology may increase or decrease the recovery basis for a
coal seam. Our reserve estimates are subject to change as a result of various factors, including the
acquisition, divestiture or depletion of reserves or the futuré/sisaof known or existing data. We
engage third parties periodically to review or audit our reserve estimates. The most recent third party
audit of certain of our reserves was conductedd@6 byMarshall Miller & Associates, Inc. (Marshall
Miller). Future estimates of our reserves, including estimates prepared by Marshall Miller, could be
materially different from current estimates. There are numerous uncertainties inherent in estimating
guantities and qualities of recoverable reserves, including faators beyond our control.

In addition, we believe that we have unproven deposits that have not yet been classified as
reserves. Unproven deposits are dmsdring bodies that have not been sufficiently sampled and
analyzed in trenches, outcrops, dndj, and underground workings to assume continuity between sample
points. This coal does not qualify as a commercially viable coal resedefinedby SEC standards
until a final comprehensive evaluation based on unit cost per ton, recoverabilitythemdraterial
factors concludes legal and economic feasibility. Unproven coal deposits may be classified as such by
either limited property control or geologic limitations, or both. These unproven deposits are located
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immediately adjacent to our knowrsegves. There has been previous mining activity on or near some of
these sites, but we have not yet done adequate drilling or other exploration necessary to properly define
these areas as reserves.

With respect to our r e s € We éace ensrterous aricestainties me e i R
estimating our economically recoverable coal reserves, and inaccuracies in our estimates could result in
|l ower than expected revenues, higher than expecte

The following table provideproven and probable, recoverable reserve data assigned to specific
tracts and coal seams as of December 31, 2006:

Quality:
Recoverable Sulfur (Ibs
Location Coal Seam Control Acres Reserves Quality: Btu SO)
Tennessee Reserves:
New River Tract Owned 65,000
(Anderson, Campell anc Big Mary Seam 872 2.4 13,383 4.98
Scott County)
Beech Grove Seam 502 1.1 12,698 3.15
Lower Dean Seam 622 1.5 13,737 2.02
Windrock Seam 880 1.8 13,631 1.91
Lower Dean Thru 457 1.8 13,500 2.00
Windrock
Peevee Seam 714 1.4 13,627 1.37
Jellico Seam 2,527 57 13,960 5.28
Peewee Rider Seam 241 0.6 14,260 1.21
Ketchen Tract Leased 7,000
(Campbell County) Red Ash Seam 365 25 12,558 1.79
Windrock Seam 547 0.7 14,067 1.94
Splint Seam 746 15 14,222 2.48
Walnut Mountain Seam 240 1.3 13,130 1.28
TVA Tract Leased 4,400
(Campbell and Scott Red Ash Seam 563 0.9 14,143 2.22
County)
Walnut Mountain Seam 242 0.8 14,092 1.77
Other 1,400
Kentucky Reserves:
Straight Creek Tract Leased 27,350
(Bell, Harlan, and Leslie Hazard 4 1,077 2.1 14,429 1.31
County)
Hazard 8 1,240 36 13,732 1.84
Hazard 9 507 1.2 13,846 2.20
Hazard 10 12 638 2.1 13,712 1.41
Pine Mountain Tract Owned/Leased 10,400
(Bell, Harlan and Leslie Hazard 4a 656 3.2 14,124 1.08
County)
Totals 115,550 36.2

Note: Quality i s,dyb a shastéahancanerage
of samples taken and reported by Marshall Miller
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A map showing the | ocat ievisiacluded as Exdibii 99.4 @ Ithis Coal 6
Report on Form 1.

Item 3. Legal Proceedings

In October2004, we succeeded to a permit for a coal mining operation in Campbell County,
Tennessee and in so doing became the real party in interest in a pendiagtiwilfiled by a group of
environmental organizations in the United States District Court for the Eastern District of Tennessee.
Plaintiffs alleged that issuance of the original permit was flawed becausafftbe of Surface mining
( @SMo ,)the federalagency which issued the permit, had not complied with the requirements of the
Nati onal Environment al Policy Act (ANEPAO) and asc
District Court dismissed the pl appeaedtbfth®.8.Shct i on &
Circuit Court.The dismissal of this action was upheld by final Order of the Sixth Circuit Court entered on
January 3, 20Q7

The same plaintiffs filed a similar actiamU.S. District Courbased on essentially the same facts
aleging NEPA violatiosr egar di ng OSM6s approval of an applica
An unfavorable outcome dhis action would not involve direct monetary damages; however significant
financial losses could result from curtailed miningecationsWe believe thatthe U. S. District Court
will dismiss this action based upon the prior ruling in the similar case by the U.S. Sixth Circuit Court.

During 2005, we weraudited byourpr evi ous wor ker sd compédchsati on
conterds thatan additional approximately $1.4 million in premiureowedfor the year ended April 15,
2005. The matter primarily involves the application of premium rates to employees performing certain job
functions. In January 2006ye paid approximately $42,000 to the previous insurance provider
representing additional premium for new employees about which there was no.d@pusstly, the
matter has not been resolvaddboth parties have pursued legal action in the United Sbasérsct Court
of the Eastern District of Tennesse@&Vhile management believes legal reserves are sufficient for this
matter, it is possible that the actual outcome of the matter could vary significantly from this amount.
Management will continue to review the amount of the@a and any adjustment required to increase or
decrease the accrual based on development of the matter will be made in the period determined.

In March 2006 we werenamed as defendant in a complaint filed in the United States District
Court for the Easta District of Kentucky by the sublessekcertain coal mining rights concurrent with
t he Co nopaationdis Kentucky. We atthe sublessee of the right to mine coal using the
underground method on the property in questamthe result of a 200&@uisition. The complainant
claims that it possesses the right to mine the coal at this property through the surface mining method and
that by mining the coal by the highwall mining metha&, committed either an intentional or negligent
trespassThe comfainant seeks damages in the range of $1.2 million to $2.8 millibith it estimates
to be the range of gross profftem therevenues of the coal mined/e acknowledge thatve mined the
coal in questionbut contend that by using the highwall miningtheel, we mined the coapursuant to the
Leaseby an underground mining method and therefore citi®dhno trespass. As an additional defense,
we havefiled a thirdparty complaint against a consultawho advisediusthatwe had the ight to mine
the coal.This counterclaimcould allow us to recovera portion ofany amountdost, if the original
complainant is successful settlementvas reached and documented for entry by Order of the Court in
February 2007.

In February 2006we purchased a second higalvminer for approximately $6,500,00@hich
was immediately placed in service on the Straight Creek tracts in Southeastern Kentucky. In March 2006,
this highwall miner was damaged by a rock collapgleich resultedn approximately three months of
lost srvice. Repairs to the highwall mineave totaled approximately $1,934,000 and were recordad as
cost of sales in thérst two quartes of 2006.The initial insurance claim was denigandin April 2006,
managementhreatenedegal actionagainst the isurance provider. In September 2006, the insurance
provider agreed to the claim, and we received approximately $1,867,000, which has been recorded as a
reduction of cost of sales in the third quarter of 2006. We alecein discussion with a second iresuce
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provider on a related claim pertaining to a frent loader that wadestroyedn the same March 2006
rock collapseWe have agreed to a settlement and received compensatory proceeds of approximately
$155,000 during the first quartef 2007.

On Apil 12, 2006,we werenamedas a defendantn a suitby Appalachian Fuels, LLC (the
APl ad)ntailfofng wi th Cal vary Condandepeddem poatragtor whb was the ( A Ca |
Contract Minerforth€ o mpany 6s Kentucky o pf@004dnd 20065he Blaintiff ng a p
seeks to recover approximately $360,000, funds allegedly supplied to Calvary by the Plaintiff prior to the
time of our purchase of the Kentucky operations from the Plaintiff. The purchase agreement relating to
the Kentuckyoperations allows for the deduction of the funds in question from the payments to Calvary
only wupon Calvaryb6s written consent, which the P
consent was not obtained, we did not deduct the funds in questibsubmit them to the Plaintiff. This
matter was dismissed by the Boyd County Kentucky Circuit Court in Februaryaz@Dhas not been
appealed

On September 1, 2006, the Tennessee Depart ment
issued aStop WorkOrder( t he AOrder 0) with respect to the oper
Order alleged that we disturbed two unnamed streams outside of the permitted mining area. The Order
sought the reclamation of the two streams and the assessment of pehalipsoximately $173,000 if
the various requirements sought by the Order were not satisfied. We filed an appeal of the Order and in
November 2006 came to an agreement with TDEC, which requires reclamation of the area in question
with no penalties to bassessed.

We aremade aparty to other legal actien claims, arbitration and administrative proceedings
from time to time in the ordinary course of businddanagementegularly assesses the potential for
theseproceedings to have a material impacboncash flows, results of operations or financial condition.

Item 4. Submission of Matters to a Vote of Securities Holders

None
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PART II

tem5. Market for Re g i s t Commadn &gquity, Related Stockholder Matters and Issuer
Purchases of Equity Securitis.

Common Stock

Our common stock is listed on the NASDAQ Global Market (formerly known as the NASDAQ
Nati onal Mar ket ), trading under the symbol ANCOCO

From April 23, 2005 toApril 20, 2006, our common stock traded on the NASDAQ Capital
Market (formerlykm wn as t he NASDAQ Small Cap Market) wunder
22, 2005, our common stock traded onthe @ieilCount er Bull etin Board wunder
Prior to the third quarter of 2003, there was no established trading markeir fooramon stock.The
following table sets forth, for the periods indicated, the high andskdes price$or our common stock
from January 1, 2@through December 31, 260 The information has been adjusted to reflect a one
for-four reverse stock splitf our common stock which took effect at the close of business on January 12,
2005. The following quotations reflect intetealer prices, without retail matp, markdown or
commission, and may not represent actual transactions.

High Low

Year Ended December 31, 20D

First QUarer..........ocevvvvvvieieeeeceeeeeee e, $13.50 $ 7.00

Second QUArEN.........uuueiiieiiieiirmmr e 7.85 5.45

Third Quarter..........cccoeee e 8.25 5.50

Fourth Quarter..........ccceeeveeeeiieivvieeeeeeevvennn, 7.45 6.10
Year Ended December 31, 20®

First QUarer.........oooevvvvviiiieeeceeee e, $ 7.01 $ 6.10

Second QUarer........ccceeeeeiieeiiiiiiieme e, 11.41 6.58

Third Quarter..........cccoeee oo 7.98 5.30

Fourth Quarter..........cccccveeiiiiiicneceeeeee, 6.90 4.52

On March27, 2007, the closing sales price of our common stock as reported on the NASDAQ
Global Market was $40 per share. A®f March 27, 2007, there were approximately1 holders of
record of our common stock.

Dividends

We are restricted from making cash dividend payments on our common stock under the terms of
our Series Acumulative convertibl@referred stock, our 10.5% SeniSecured Notes due 2010, and our
Term Loan Credit Facility We do not intend to pay dividends on our common stock.

Historically we have madeemiannual cash dividend payments to the holder of the Series A
preferred stock on June 30 and DecemberT# dividend rate of our Series A preferred stock increased
from 5% to 8% on September 1, 200Buring the yeaendedDecember 31, 2@)we accrued dividends
to the holders of our Series @umulative convertiblgreferred stock in the aggregateapproximaely
$1,029,933. W paid approximately $62,886in dividends to the holders of our SeriescAmulative
convertiblepreferred stockn June andluly 2006 $413,567 inFebruary2007, and issued $118,567 in
common shares in lieu of preferred divideldsa reult ofthe conversion of shares of preferred stock to
common stocland a covenant failurét December 31, 2006, there were accrued but unpaid dividends on
our Series Acumulative convertibl@referred stoclof $548,480
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Performance Graph

The following gerformance graph compares the yearly percentage change in the cumulative total
shareholder return on the common stockafional CoalCorp.to the cumulative shareholder return for
the same period of a peer group and Fhessell 2000Stock Index. The peeagroup is comprised of
National Coal Corp CONSOL Energy, Arch Coal, Inc., and Peabody Energy Corp. The graph assumes
that the value of the investmentMational CoalCorp.common stock and each index was $10May
30, 2004 The graph also assumestthl dividends were reinvested and that the investments were held
through December 31, 2006.

COMPARISON OF 31 MONTH CUMULATIVE TOTAL RETURN*

Among National Coal Corporation, The Russell 2000 Index
And A Peer Group
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* $100 invested on 5/18/04 in stock or index-including reinvestment of dividends.
Fiscal year ending December 31.

May 30, December 31, December 31, December 31,

2004 2004 2005 2006
National Coal Corp. 100.( 289.t 151.2 131.¢
Peer Group 100.( 151.¢ 2697 241.¢
Russell 200@tock Index 100.( 121.( 126.5 149.¢
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Item 6. Selected Financial Data

Consolidated Statement of Income Data

Coal Sales REVENUE.........cooevevieeiiiteiee e,
Total REVENUE........coovviiiiiii e
Operating LOSS.......uuuuiiiuiiiiiiimmmr e eee e e eee e
I L=] 0 LTS

Net lossattributable to common shareholders

per skare- basic.........ccoooeeiiiii i

Net lossattributable to common shareholders

per share diluted.............occiiiiiiiiiieene e
Preferred Dividends Per Share.........ccocvvevunenn.

Consolidated Balance Sheet Data:

Working Capital (DeficCit)...........cccceiiiiiiiiiiiceei,
Restricted Cash ........oooooviieeeeeeeeeeee e
Property, plant and equipmé&nt........................
Total @SSELS.....vvvvrrriiiiiiiiiiiiiiieeree e e e e e
Longterm deB®).........coooveieeee e,
Total LiabilitieS.........uuuirirriiiiiiiiiiiimemeeeeeeeeeeee e
Shar e h @efiad)Equby.......cooooorrrrvre

Other Data:

EBITDA® oo
Tons of coal Sold.........ccuviiiiiiiiiiiic e
Average cash cost pproducedon sold.................
Coal revenue per ton sold............ccceeeeieeiiiiicceen.
Capital expendituresiet..........ccccceeeeeeriiiiiennnne
Number of EMPIOYEES..........uvvveriviiiiiimmeeeeeeeeeee

Twelve Months Ended December 31,

2006

$ 86,830
87,517
(16457)
(23421

(1.59)

(159)
(0.07)

$(9,450
17247
55838
85,992
67,487
87,915
(1923

$ (1,004)
1,643
$56.30
$52.84
$18,95
279

2005
(In thousands, except per share, per ton anc
number of employee amounts)

$

B BB »

65,258
65,873
(2,564)

(6,791)

(0.58)

(0.58)
(0.08)

18,331

7,323
50,902
90,407
60,015
73,791
16,616

7545
1,216
44.29
53.67

19,853
244

2004

$ 16,871
16,999
(7,040)

(10,429)

(2.60)

(2.60)
(0.02)

$ (3,921)
4,527
35,909
44,551
19,724
25,949
18,601

$ (4,566)
357
$ 53.89
$ 47.32
$ 22,527
133

(1) Consists of certificates of deposit anther cashprimarily serving ascollataal for reclamation liabilikes and an

operating | ease,

deposits

for

wor ker 6s

compensation

(2) Includes coal mineral rights, net of accumulated amortization and depl&xaitudes assets held for sale.

(3) Includesobligations under capital leases.

(4) EBITDA is defined as ndbssplus (i) other (income) expenseet (ii) interestexpense(iii) depreciation, depletion,
accretion and amortizatianinus(iv) interest income We present EBITDA to enhance understandihgur operating

performance. We use EBITDA ascriterion for evaluating our performance relative to that of our peers, including

Il i ab

measuring our cost effectiveness and return on capital, assessing our allocations of resources and production

efficiencies ad making compensation decisions. We believe that EBIT#noperating performance measure that

provides investors and analysts with a measure of our operating performance and gegmitto evaluate our cost

effectiveness and production efficienciedative to competitors.In addition, our management uses EBITDA to
monitor and evaluate our business operatiokwever, EBITDAIs not a measurement of financial performance

under accounting principlegenerally accepted in the United States of Amefida G A AaRdn)ay not be comptrle
to other similarly titted measures of other companies. EBIER&uld not be considereganalternative to cash flows
from operating activities, determined in accordance BI#AP, as indicators of cash flows. The fallimg reconciés

our net loss to EBITDA:
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Twelve Months Ended
December 31,

2006 2005 2004

NELIOSS...ccuviieiieiiicie et $ (2342) $ (6,791) $ (10,429)
Other (ncome) expens@et...........cccceeeveneeen. 280 390 41
INterestexpPense........cccveeeee e 7476 3,967 3,349
Interest iNCoOMe.........cccvvvveeeee e (792) (129) -
Depreciation, depletion, accretion and

aAMOrtiZation........cccvveevvieeeeiiiieeeiee e 15363 10,108 2,473
= 1 R $ (1,094) $ 7,545 $ 4,566

(5) Average cash cost per ton is calculated as the swosbfofsalesand general and administrative experfexcluding

depreciation, depletiomccretion andamortization), divided
cash cost peton is not a measure of perforne® calculated

useful toinvestors in evaluating the Company because it is widely used in the coal industry as a measure to evaluate a
its

companyo6s control over
for measures of perforance in accordance witBAAP.

calculated identically by all companies, the presentation here may not be comparable to other similarly titted measures

by the number pfoducedtons sold. Althouglaverage
in accordance WBMAP, management believes that it is

cash costs. Average cash
In addition, because average cash cost per ton is not

of other companies. The table below reconcilesGAAP measure ofotal operatingcostsand expenseso average

cash cost per ton:

Twelve Months Ended
December 31,

2006 2005 2004
$ Per Ton $ Per Ton $ Per Ton
Total operating eXpenses............... $103,974 $68,436 $24,038
Less: Cost of purchased coal.......... 15,584 4446 2,351
Less: Depreciation, depletion,
accretion and amortization...... 15363 10108 2473
Average cash COSt.........cccevvvvvennenns $ 73027 $56.30 $ 53882 $44.29 $19,214 $53.89

ltem 7.

The following discussion and analysis should be read together with the Consolidated Financial

Management & sofHhansial Gonditibnoand Rasolts of ®pertioy. s i s

cos

Statements of National Coal Corp. and the Notes to Consolidated Financial Statements included
elsewhere in this report. This dissim summarizes the significant factors affecting the consolidated

operating results, financial condition and liquidity and cash flows of National Coal Corp. for the fiscal

years ended December 31, B0R06 and2004 Except for historical informationhé matters discussed

i n t his

Management 6 s of BrascialuCorglition mand Kesultf @peratibnyasei s

forward-looking statements that involve risks and uncertainties and are based upon judgments concerning

various factors that are beyondr@antrol.

We mine, process and sell high quality bituminous steam coal from mines located in East

Tennessee and Southeastern Kentuitkg own the coal

mineral rights to approximately 74,600 acres of

land and lease the rights to approximately 40,900 additiacresWe have expanded our operations
considerably since commencing operatiahs single surface mine in Tennessee in July 2@330of
December 31, 200@&ur active mining complexes includetwo underground mines, two surface mines,
and two highwdlmines. In addition, we have four preparation plantgo active andwo inactive, and
four unit train loading facilitiesthreeactive andoneinactive, served by the CS¥hdNorfolk Southern
( A N &drgads. We hold permits that allow us to operre-openfive new mines close to our current

operations. As oDecember 312005, we controlled ap
tonsof coal reserves. Wing theyearendedDecember

proximatel$6.2 million estimated recoverable
31200, we generated total revenues 87%

million, anEBITDA (a reconciliation of noiGAAP figures is presented in footnote 4 of Item 6. Selected
Financial Data)dssof $1.1 million, and soldapproximate} 1,643,000 tonsf coal. Our goals continue

to include expansion and increasing mine production,
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The majority of our revenuefiave come from the sale of coal we produce. Warealsosold
coal that we purchase from third party coal prodycbah on a contract an@é case by case basis.
Additionally, we charge third party coproducers a negotiated price per ton doal loading services
For 2007, we expect our production to be be slightly lower than in 2006 due to business decisions to
temporarily idle or delay the opening of certain mines, a preparation plant,laadaut facility. We
will resume and expand our production activities when economic condérentavorable We plan to
increase the purchase of coal from thpattity producers to fulfill contractual obligations as part of our
business strategy in 2007.

Our revenues depend largely on the price at which we are able to sell our@oal.prices
decreased between 2005 and 2006. Decréaseml pricesare primarilydue tothe supply anddemand
balance of coal in the markétboth domestic and imported, aslvasthe price and availability of
alternative fuels for electricity generatiol€ontinued low pricesould adversely affect our revenues and
our ability to generate cash flows in the futurs a result oSupply having exceeded demand during
2006, which resulted in theurrently low coal price environmeme have idled certain operations.

Our longterm sales greements generally require our customers to buy coal from us at prices
averaging over $50 per ton, subjectctsstomary quality adjustment ptisions. Threeof our contracts,
pursuant to which we soli3% of our coal in the twelve months ended December 316,288 which
expire in 2007 an@01Q providefor adjustment of coal purchase prices based on market condi@oes.
of the contrad expiring in 2007 which represented 9% of coal sales for the twelve months ended
December 31, 2006 not being renewedue to our inability to obtaia contract with an acceptable sales
price We plan to capitalize oapswings in thericing environmentif such market conditions emerds;,
pursuing additional lonterm contractswhen economically acceptable to us. In the interim, any
uncommitted coal produced will be sald the spot markdbr an economically acceptable price.

We have expanded our pradion capacity significantlyln Tennessee, waade$9.5 million of
major improvements to our infrastructure through the purchase ofnaildZhort line railroad and the
modernization of a large preparation plant andlogitiout facility. In February2006, we purchased a
short line railroad for approximately $2 million which consectir owned reserves to the Norfolk
Southern Railroad at Oneida, Tennessee.spéntan additional$0.5 million to refurbish the line and
make it operational. We also acad the Baldwin preparation plant and taid-out facility in 2005 in
return for the assumption of certain reclamation liabilities gpaht$7.0 million during 20060 refurbish
and modernize the Baldwin Preparation plant emidload-out facility. These investments will provide
the capability to efficiently process atrdnsport ourcoal produced from our owned reserves to market.
In addition we spent4s1 million on developing new mining operations iennessee diumg 2006. The
capital expendituresn mines, processing, and transportation should help us lower our operating costs.
Also, the expenditures made on our transportation infrastructure should help reduce delivery cost to our
Southeast U.S. utility customer§Vhen economically advantageouwse intend to utilize our increased
production capacity by increasing our production. Longer term, we plan to permit and develop additional
production capability from our current reserve base.

Our financial resultsfrom operations depemsdheavily uponthe cost of producing coal Our
primary expenses are wages and benefits, iepatt maintenance expenditures, diesel fuel purchases,
blasting supplies, coal transportation costs, cost of purchased coal, freight and handling costs and taxes
incurred in sellig coal. We expect that our exploration costs in the next few years will be relatively
significant but that our exploration costs will decline as a percentage of revenues. Because of rising fuel
costs, our transportation costs have increased significa@ilven that the coal mining business is capital
intensive, we expect our depreciation expenses to incre@€dirand beyond as we increase our capital
expenditures for mining and other equipment needed to expand our business.

For additional informatin regarding some of the risks and uncertainties that affect us and our
industry, see ARisk Factors.o
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Critical Accounting Policies, Judgments and Estimates

The discussion and analysis of our financial condition and results of operations are based upon
our wnsolidated financial statements, which have been prepared in accordance with accounting principles
generally accepted in the United StatdsAmerica The preparation of these consolidated financial
statements requires us to make estimates and judgrteitaffect the reported amounts of assets,
liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities. -On an on
going basis, we evaluate our estimates, including those related to computing depreciation, depletion,
amatization, accretion, the basis of reclamation and workers compensation liabilities, asset impairment,
valuing noncash transactions, and recovery of receivables. Estimates are then based on historical
experience and on various other assumptions thdiedieved to be reasonable under the circumstances,
the results of which form the basis for making judgments about the carrying values of assets and liabilities
that are not readily apparent from other sources. Actual results may differ from these esimdate
different assumptions or conditians

We believe our most critical accounting policies include revenue recognition, the corresponding
accounts receivable and the methods of estimating depletion and reclamation expense of actual mining
operations imrelation to estimated total mineable tonnage on our properties.

Revenue RecognitionUnder SEC Staff Accounting Bulletin No. 1(Bevenue Recognitipmwe
recognize revenue when all of the following criteria are met: (1) persuasive evidence of amardnge
exists, (2) delivery has occurred or services hav
or determinable, and (4) collectibility is reasonably assured. In the case of coal we mine and sell, we
negotiate a specific sales contragth each customer, which includes a fixed price per ton, a delivery
schedule, and terms for payment/hen applicable, freight costs billed to the customers as part of the
contract price are included as caalleswith the offsetting expee included incost of sales. We
recognize revenue from sales made pursuant to these contracts at the thoal is loaded onto rail cars
and trucksat our loadout, mine, andorocessing plarfacilities.

Property, Plant, Equipment and Mine DevelopmeRtoperty andequipment are stated at cost.
Maintenance and repairs that do not improve efficiency or extend economic life are expensed as incurred.
Plant and equipment are depreciated using the stiaghimethod over the estimated useful lives of
assetsvhich geneally range from seven to thirty years for building and plant and one to five years for
equipment. On sale or retirement, asset cost and related accumulated depreciation arefremadkied
accounts and any related gain or loss is reflected in income.

Leasing is used for certain capital additions when considered cost effective relative to other
capital sources. All leases with an initial term greater than one year are accounted f@tatsseent of
Financial Accounting Standards, 8FAS 13, Accountingfor LeasesThese leases are classified as either
capital or operating as appropriate. Leased equipment meeting the capital lease cr@éne df3is
capitalized and the present value of the relatédimum lease payments is recorded as a liability.
Amortization of capitalized leased assets is computed on the stiaigimethod over the shorter of the
estimateduseful life or the initial lease term.

Reserves and mine development costs are recorded at cost or at fair value in the case of acquired
busiresses.Our coal reserves are controlled either through direct ownership or through leasing
arrangements which generally last until the recoverable reserves are depleted. Depletion of reserves and
amortization of mine development costs is computed usingutits-of-production method over the
estimated recoverable tons. Costs related to locating coal deposits and determining the extractive
feasibility of such deposits are expensed as incurred.

Exclusive of the approximately $55.8 million of property, plaeguipment and mine

development, net we had as of December 31, 2006 is approximately $0.6 million of mining equipment
classified as assets held for sale. This equipment was sold in January 2007 for a small gain.
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We review our long-lived assets for impairemt when events or changes in circumstances
indicate that the carrying amount of the assets may not be recoverable. If impairment indicators are
present and the future undiscounted cash flows are less than the carrying value of the assets, the carrying
values are reduced to the estimated fair value.

Asset Retirement ObligationThe Surface Mining Control and Reclamation Act of 1977 and
similar state statutes require that mine properties be restored in accordance with specified standards and
an approved wamation plan. Significant reclamation activities include reclaiming refuse and slurry
ponds, reclaiming the pit and support acreage at surface mines, and sealing pantésgaoundnines.
Reclamation activities that are performed outside of thenalbmining process are accounted for as asset
retirement obligations in accordance with the provisions of SEAS Accountingfor Asset Retirement
Obligations( A SF A S. Wedrédrd our reclamation obligations on a rbganine basis based upon
current permit requirements and estimated reclamation obligations for such mines as determined by
engineering estimateb accordance with SFAS 143, we determine the fair value of our asset retirement
obligations using a discounted cash flow methodology baseddiscount rate related to the rates of US
treasury bonds with maturities similar to the expected life of a mine, adjusted for our credit stamding.
estimating future cash flows, we consider third party profit and apply inflation factors as required by
SFAS 143.

On at least an annual basis, we review our entire reclamation liability and make necessary
adjustments for permit changes granted by state authorities, additional costs resulting from accelerated
mine closures, and revisions to cost estimategaodlictivity assumptions, to reflect current experience.

StockBased Compensation.We account for stockased compensation usirtatement of
Financial Accounting Standards No. 123 (Revised 208AareBased Paymert $FAS 123R)0 .) We
currently usea standard option pricing model to measure the fair value of stock options granted to
employees. SFAS 123(R) requires all companies to measure compensation cost for albsisarce
payments, including employee stock optioaisfair value and is effectivir interim or annual periods
beginning after December 15, 2008/e adopted thistandard effective January 1, 2006 aadeeleced
the modified prospective application transition method. Under the modified prospective application
transition method, aards that are granted, modified, repurchased, or cancelled after the date of adoption
should be measured and accounted for in accordance with the provisions of SFAS 123(R). Awards
granted prior to the effective date should continue to be accounteddocandance with the provisions
of SFAS 123(R) with the exception that compensation expense related to unvested options must be
recognized in the income statement based on the fair value optioes on the date of granSFAS
123(R) also requires the tefits of tax deductions in excess of recognized compensation cost to be
reported as a financing cash flow, rather than as an operating cash flow as required under current
literature.

Mineral Reserves We amortize our acquisition costs, developmentscastpitalized asset
retirement costs and some plant and equipment using theotxpitsduction method and estimates of
recoverable proven amobablereserves. We review these estimates on a regular basis and adjust them
to reflect our current mininglgns. The rate at which we record depletion also depends on the estimates
of our reserves. If the estimates of recoverable proven and probable reserves decline, the rate at which we
record depletion increases. Such a decline in reserves may resujeiptogical conditions, coal quality,
effects of governmental, environmental and tax regulations, and assumptions about future prices and
future operating costs.

Recent Accounting Pronouncements

In March 2005, th& i nanci al Account i n @ )ssieddntepratatidnsNo.Bd ar d (
( A F1 N Actaurting, for Conditional Asset Retirement Obligatiomkich clarifies that an entity is
required to recognize a liability for the fair value of a conditional asset retirement obligation when
incurred ifthelabi | i t yés fair value can be reasonably esti
is defined as a legal obligation to perform asset retirement activity in which the timing and (or) method of
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settlement are conditional on a future event that rmayay not be within the control of the entity. FIN
47 is effective no later than the end of fiscal years ending after December 15, 2005. Our adoption of FIN
47 did not result in a change to current practice.

At its March 30, 2005 meeting, the FASB ratifihe® consensus reached by the Emerging Issues
Task Force ( AEI -8 RAdaqguntingor $tripging €ostdllacurre® during Production in the
Mining Industry Issue No. 04 requires that the costs of removing overburden and waste materials to
access mineral deposits during the production phase of a mine, commonly referrestrip@sg costs
be included in the costs of the inventory produced. EITF Issue N6.i®4«ffective for the first fiscal
period in fiscal years beginning after December 2605, with early adoption permitted. We have
adopted the EITF effective January 1, 20Rfoption ofthis EITF has hadcho materialimpact on our
financial statements.

In May 2005, the FASB issued Statement of Financial Accounting Standards No. 154,
Accouwnting Changes and Error Correctiona replacement of APB Opinion No. 20 and FASB Statement
No. 3 which changes the requirements for the accounting for and reporting of a change in accounting
principle. This statement requires retrospective applicatiop toi o r periods6 financi
changes in accounting principle, unless it is impracticable to determine the-geegintic effects or the
cumulative effect of change. When it is impracticable to determine the fmrémific effects of an
accouning change on one or more individual prior periods presented, this Statement requires that the new
accounting principle be applied to the balances of assets and liabilities as of the beginning of the earliest
period for which retrospective application isagticable and that a corresponding adjustment be made to
the opening balance of retained earnings for that period rather than being reported in the income
statementManagement believes this statement will have no impact on our financial statements.

InJwme2 006, the FASB i ssued48 tArcpunting fer tUrcertaimtynin N o . 4
Income Taxd$an interpretation of FASB Statement NO9. FIN 48 prescribes a recognition threshold
and measurement attribute for the financial statement recogaittbmeasurement of a tax position taken
or expected to be taken in a tax return. It also provides guidance on derecognition, classification, interest
and penalties, accounting in interim periods, disclosure and transition. FIN 48 is effective forefssal
beginning after December 15, 2008/e arecurrently assessing the potential impact of the interpretation
onourfinancial position and results of operations.

In September 2006, the FASB issued Statement of Financial Accounting Standards Wairl57,
Value Measuremenfsi SFAS 1570) . SFAS 157 defines fair wval.l
fair value, and expands disclosures about fair value measurements. SFAS 157 applies under other
accounting pronouncements that require or permit fainevaneasurements. SFAS 157 is effective
prospectively for fiscal years beginning after November 15, 2007 and interim periods within that fiscal
year. We arestill analyzing SFAS 157 to determine the impact of adoption.
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Results of Operations

The following table presents consolidated statement of operations data for each of the periods
indicated as a percentage of revenues.

Twelve Months
Ended December 31

2006 200 2004
REVENUES......coiiiiii et e 100.C % 100.(% 100.(%
Operating expenses:
Cost dsales.....coooeeveieiiei e 906 77.€ 96.C
Depre_(:lat|on, depletion amortizationand 17.€ 153 14.€
ACCIELION ...t
General and administrative........................... 10.€ 11.C 30.¢
Total operating eXpenses...........cccvvvveeeeeenn. 118.¢ 1039 141.¢
Operating loSS.........coooeeviiiiiiie e, (18.9) (3.9) (41.9
Other incomdexpense):
INterest EeXPenSe.........vvvveeriiiiiiime e (8.6) (6.0 (19.7)
Interestincome..............cccooiiiieeceis 0.9 0.2 -
Other income (expense), Nel........ccccvvvvvveeeee, (0.3 (0.6) (0.3)
NEL IOSS...eiiiiie e ittt (26.8)% (10.3)% (61.9)%

Comparison of Twelve Months Ended December 31, 26@nd December 3, 20®%

Revenues
Twelve Months Percent
Ended December 31 Change
2006 2006
Coal salesS.....cooeeeveeeiiieiei e $ 86,830,095 $ 65,258,071 33.1%
Other revenuUe.............cceeeeeeeeeivieeeenn, 686,992 614,563 11.8%
Total revVenUES........coouvueeeeeeeeeeeee $ 87,517,087 $ 65,872634 32.9%

For the twelve months ended December 316200r revenues were derived from coal sales to
thirteen customersfour of which were utilities,eight of which were industrial customers ande of
which was acoal reseller. Our five largest customergpresent92% of our totalcoal sales For the
twelve months ended December 31, 2005, our revenues were derived from coalfgtdes mistomers,
eight of which were utilities, six of which were industrial customers and one of which was a coal.reselle
Our five largest customers represent 84% of our tmtal sales The 33.1% increase in coal sales during
the year ended December 31, @09 primarily attributable to 85% increase irsalesvolume andthe
addition of a new customerpartially offsetby a 4% decreasen averagenet sales pricesincluding
penalties and premiums

In 2005, coal prices in Central Appalachia remained relatively unchanged despite unseasonable
weather in the Southeadiowever, a second year obater summer temperaturesié warmer winter
temperaturesn 2006 did have a large negative impact on coal prices. Also, many producers increased
production to meet the higher demand.

The increase iotherrevenusis due to thencrease irreceips of loading feef $288,000from

a coal companyvith property locatecddjacent taursand approximately $77,000 of wheelage revenue
under a lease agreemeoifset by aprior yearnegotiated termination of a sales contract of $350,000.
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Operating Expenses

Twelve Months Percent
Ended December3l Change
2006 2006
CoSt Of RUES....vviiiieee e $ 79354,327 $ 51115,116 552%
General and administrative expenses....... 9,257,241 7,213,346 28.%
Depreciation, depletion, accretion and
amortization expense...........cccceeeeeennnn. 15362,829 10,107,723 52.0%
Total operating expenses $ 103974,397 $ 68,436,185 51.9%
Cost of sals

Cost of sales consists primarily of salary, benefits, and other compensation costs paid directly to
miners, and direct costs paid to third party vendors whose goodsearides were directly used in the
process of producing coal inventory. Third party vendor costs include equipment leases and maintenance
costs, blasting costs, fuel costs, parts and supplies, coal purchases, and transportation costs. The increase
in cost of sales in the year ended December 316 288@&ompared to the year ended December 35i200
primarily due to 8% increase in mined and purchased coal.

Cost of sales as a percentage of revenue increased from 77.6% in 2005 to 90.6% ihh2906
was primarily due to inefficiencies incurred during the early stages of opening three new mines and
building significant inventories, operating the refurbished Baldwin wash plant (with insufficient volume
to absorb fixed costs), and the stapt of our shd-line railroad. Operating costs associated with these
projects for the year totaled $4.7 million. A significant portion of the cost increase, about $2.2 million
was associated with the three capital projects that were completed, but then idled. Tjeote \wese
Mine #17, the Baldwin preparation facility, and the shortline railroad. In addition to the above, three other
events contributed to higher costs during the :ykmt production froma highwall miner due tcan
accident in March 2006, higher cesissociated with purchasing and processing coal from third parties,
and a significant increase in our cost structure in Kentucky due to the termination of a subcontractor.

General and administrative expenses

General and administrative expenses primanitjude noroperations salary, benefits and related
expenses; consulting expenses; legal and professional fees; insurance expenses; and travel and travel
related expenses. The change in general and administrative expessesmarily attributable to
changes irthreemajor componentsl) $1,423,000increase irstock option expense primarily due to our
adoption ofSFAS123(R) and an accelerated vesting of executive stock options for the formetf@EO
former General Counsel and Secret@arho is also th spouse of the former CEEGand the former COQO
2) $14,000increase in professional fees, primarily legal femsg 3) $274,000 increase in payroll,
primarily due to an increase in corporate personnel in.2006

As a percentage of revenues, general andrastmative expenses have decreased fidn®o in
2005t0 106% in 2006.

Depreciation depletion accretion and amortizatioexpense

The increase in depreciation, depletiagcretionand amortization expense in the twelve month
period ended December 32006 compared to the twelve month period ended December 3%, i200
primarily attributable to &6.1% increase in depreciation. This change was due to the acquisition of
$28.0 million of fixed assetsprimarily mining equipmenietof fixed assetlispos#s with a gross value
of approximately $9.7 milliorand a change in the estimated useful lives of certain mining equipment at
April 1, 2005. Had this revision been made as of January 1, 2005, the effect would have been to increase
depreciation expense lapproximately $1.6 million for thgearendedDecember 312005.
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Other Income (Expense)

Twelve Months Percent
Ended December 31 Change
2006 2005
Interest expense and financing fees. $ (747582) $  (3,966,715) 88.%%
INterestinCome...........coeeeevvvvnneerivennes 791,85. 129,20( 512.9%
Other income (expense), net............. (279,92¢) (390,1% ) (28.20
Total other income (expense)......... $ (6963900 $ (4,227,620) 64.7%

The 88.4% increase in interest expenfee the twelve month period endeldecember 31, 2006
compared to thewelve month period ended December 31, 2@0&ttributable toan increase in the
average outstanding balance of our deldted primarily to théssuance o$55 million of 10.5% Senior
Secured Notesbtained immediatelyprior to yearend 2005 partially offset bya decrease in financing
fees of approximately $1.9 million related to our prior year bond offering @edr@ase in our weighted
average interest rate of approximat2lg%. Interest income increased b§2.%6 primarily due to larger
average shotterm deposit balanca3ther income (expensa)et of $279,928expenseonsists primarily
of the writeoff of acquisition costandarebate from a thirghartyrailroad agreemenh the current year
versus a $390,106 pense in the prior yeaelated primarily toa loss on the early extinguishment of
notes payable.

Comparison of Twelve Months Ended December 31, 2005 and December 31, 2004

Revenues
Twelve Months Percent
Ended December 31 Change
2005 2004
Coal sales........ccovveviiiiiiiiiiiieeeee $ 65,258,071 $ 16,871,346 286.8%
Other reVENUEL........ccevvveeeeiieeevme, 614,563 127,56 381.8%
Total revVeNUES.........eoevvveeeieeirien, $ 65,872,634 $ 16,998,98 287.5%

For the twelve months ended December 31, 2005, our revenues were derived freaiesot
fifteen customers, eight of which were utilities, six of which were industrial customers and one of which
was a coal reseller. Our five largest customers repr&datof our revenue For the twelve months
ended December 31, 2004, we had altot twelve customers, two of which were utilities that accounted
for approximately 77% of ourevenue The 286.8% increase in coal sales during the year ended
December 31, 2005 is primarily attributable to a 244% increase in production volume, tlienaafdit
threenew customers and a 15% increase in average sales prices. The significant increase in production
volume over 2004 is primarily the result of experiencing four full quarters of operations in 2005 as
compared to a single quarter in 2004 alonghwthe closure of two lower volume mines and
commencement of operations at two higher volume mines, one of which was a highwall mine.

During the two year period ended December 31, 2005, the market for Central Appalachian coal
experienced an increasedemand and strong pricing. During the year ended December 31, 2004, 28%
of our sales were below $40 per ton, 25.2% were between $40 and $50 per ton and 53.2% was sold above
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$50 per ton. All sales under contract during 2005 were made at an averagbae&s0 per ton. All
average prices include premiums and penalties for coal quality variances from contractual requirements.

The increase in other revenue is due to the receipippling feesof $250,610 from a coal
company with property located ad@gnt to ours and a negotiated termination of a sales contract of
$350,000. At December 31, 2005, the sales contracthidaden monthgemaining and required the
delivery of 130,000 tons of coal through 2006. These increases were offset by the elinaih&1i63,403
in royalty revenue during 2004.

Operating Expenses

Twelve Months Percent
Ended December 31 Change
2005 2004
COSt Of BUES ... $ 51,115,116 $ 16,322,632 213.2%6
General and administrative expenses........ 7,213,346 5,242,437 37.6%
Depreciation, depletion, accretion and

amortization exXpense.........ccceeeeeeeeeennne 10,107,723 2,473,369 308.7%
Total operating expenses $ 68,436,185 $ 24,038,438 184.7%

Cost of sales

Cost of sales consists primarily of salary, &fits, and other compensation costs paid directly to
miners, and direct costs paid to third party vendors whose goods and services were directly used in the
process of producing coal inventory. Third party vendor costs include equipment leases anénuainten
costs, blasting costs, fuel costs, parts and supplies, coal purchases, and transportation costs. The increase
in cost of sales in the year ended December 31, 2005 as compared to the year ended December 31, 2004 is
primarily due to a 241% increaserimned and purchased coal.

As the production of coal tons increases the cost per ton is decreasing. Our cost of sales as a
percentage of total revenue has improved from 96r02005to 77.6% in2006.

General and administrative expenses

General and admistrative expenses primarily include nroperations salary, benefits and related
expenses; consulting expenses; legal and professional fees; insurance expenses; and travel and travel
related expenses. The change in general and administrative expensesmaaidy attributable to
changes in six major components: 1) $710,335 increase in payroll, primarily due to an increase in
corporate personnel in 2005 and incurring a full year of expense on eleven corporate employees hired in
2004, 2) $329,075 increase professional fees, primarily legal fees, 3) $367,000 increase in security
costs related to securing our mine sites and corporate offices against various threats, 4) the addition of
$187,500 in directors fees due to the addition of independent diregx&$50,000 forfeited deposit on a
real estate transaction, and 6) a $118,000 increase in consultants, primarily financial consultants.

As a percentage of revenues, general and administrative expenses have decreased from 30.8%
2005to 11.0%in 2006

Depreciation, depletion, accretion and amortization expense

The increase in depreciation, depletion, accretion and amortization expense in the twelve month
period ended December 31, 2005 compared to the twelve month period ended December 31, 2004 is
primarily attributable to a 493.3% increase in depreciation. This change was due to the acquisition of
$19.3 million of fixed assets, primarily mining equipment, and a change in the estimated useful lives of
our mining equipment. On April 1, 2005, we changed palicy for the depreciable life of mining
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equipment to three to five years from seven years. Subsequently, most of our equipment was estimated to
have a three year useful life. This had the impact of increasing depreciation on mining equipment by
approxmately $3.6 million during 2005. This adjustment was treated as a change in accounting estimate
and depreciation expense was adjusted on a prospective basis.

Other Income (Expense)

Twelve Months Percent
Ended December 31 Change
2005 2004
Interest expense and financing fees. $  (3,966,71) $  (3,348,922) 18.4%
Il nterest i ncomeéé: 129,20( - -
Other income (expense), net............. (390,1%) (40,68 ) 541.3%
Total other income (expense)......... $ (4227620 $ (3,389,606 ) 24.7%

The increase in other income (expense), net, in the year ended December 31, 2005 compared to
the year ended December 31, 2004 is primarily attributable to an increase in interest expense of $617,793
and an increase in other expense o20223. The increase in interest expense is due to added
borrowings for asset acquisitions made during calendar 2005 of approximately $16.8 million offset by the
$1.7 million interest expense recognized in 2004 as a result of the beneficial conveitsicn d&&3.0
million of preferred shares issued in August 2004. The added borrowings do not include the $55,000,000
10.5% Senior Secured Notes due 2010, which were issued on December 29, 2005.

Related Transactions

SeefiCertain Rel atioasbiapsianddoRehat adfertaifule!l sewhe
description oftransactions to which we were or wik a party, in which the transaction involved exceeds
a material amountandin which any director, executive officer, shareholder of more ti®anob our
common stock or any member of their immediate family had or will have a direct or indirect material
interest.

Liquidity and Capital Resources

At December 312006, we had cash and cash equivalents of approxing&dynillion, negative
working capital of approximatel$9.5 million, and cash flowsised inoperations ofapproximately$3.8
million for theyearthen endedin order to fund general operating and working capital neeel€ntered
into aTerm Loan Credit Facility in October 2008hat pravides borrowings of up tol®.0 million with
Guggenheim Corporate Funding, LLC. We borro&d million at closing,an additiona$3.0 million
in December 2006, and themaining $2.0 milliorsubsequent to yeand

As noted previously, we have madersfigant investments over the past three years to expand
our production capacity significantly. We are now in a position to increase our production when doing so
will be economically advantageous. We have no material capital projects planned for 2081 and
budgeted capital expendituries the year are less than $3 million.

At December 31, 2006, we hadshareholderdieficit of $1.9 million and incurred net losses of
$23.4 million (excluding preferred stock dividend&)r the year then endedWe expect that we will
continue to incur net losses into the foreseeable future whilcincrease our shareholdedgficit. On
March 2, 2007 we sold 3 million shares of our common siock private sale Two institutional
investors purchased 2.8 millionales and our current CEO purchased the remai2@ig000shares.
Proceeds from the sale were approximately $14.0 million and will be used for potential internal and
external growth opportunities and to fund general operating and working capital Wedse required
to file a registration statement to register the shares as early as practicable, but no later than April 30,
2007.
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We expect to be able to meet our liquidity requirements for the foreseeable future through current
cash reserves and cash\pded by operations.f our operating plans for 2@0vary significantly from
our expectations, we may have to seek additional finansingces In the case that market conditions
improve and we determine that it is economically advantageous to resparesiex plansye may have
to seek additional financingpurces There are no assurances that efforts to raise additional financial
resources will be successful.

Debt Obligations

The following table summarizes olang-termdebt obligations, excludincapital leases:

December 31, December 31,
2006 2005

10.5%Senior Securedlotes, due 2010 $ 55,000,00 $ 55,000,00(
TermLoanCredit Facility 8,000,00( --
Bank note (prime + 1%), due 2007 637,37¢ 1,200,01¢€
Installment purchase obligations, due 2009 3,200,28¢ --
Installment purchase obligations, due 2008 2,825,20 5,270,61:
Equipment note (neinterest bearing), due 2006 - 280,00C
Equipment notes (8.39%.28%, due 2082011) 125,38z -
Equipment note (4.48%, due 2009) 234,721 -
Other 89,512 19,931
Less unamortized discounts (3,298,67¢) (3,910,160

66.813,80¢ 57,860,40(
Less current portion of loagrm debt (4,720,671) (3,319,17%)
Longterm debt $ 62093,13¢ $ 54,541,22!

Term LoanCredit Facility

On October 12, 2006&ur wholly-owned subsidiary, National Coal Corporation, entered into a
Term Loan Credit Facilitythat providesfor borrowings of up to $100 million with Guggenheim
Corporate Funding, LLGn order to fund general operating and working capital neatle borrowed
$5.0 million at closing, an additional $3.0 million in December 2006, and the remaining $2.0 million
subsequent to ye&nd.

Under thisCredit Facility, our obligations are secured by a priority senior lien on substantially all
of our assets All amounts under th€redit Facilitybecome due and payable in March 2010 and the
interest under this facility is payable atader equal to, at our option, the Eurodollar Rate plus 3.5% or the
Base Rate (which approximates the prime rate) plus 2.5%. Téhm Loan Credit Facilitycontains
financial covenants and default provisions including tit Companymaintain minimum levelof
EBITDA and liquidity, maintain minimum interest coverage ratios{ exceed maximum leverage ratios,
andthat it limit certain future categories of transactions such as the incurrence of additional indebtedness
and the sale of asset&ubsequent to ye-end, Guggenheim has agreed to amend the credit agreement
and resethe financial covenants including: EBITDA, consolidated leverage, and consolidated interest
coverage. As a result of the amendment, the applicable margin on the credit fadlilibhcrease by
1.0%. The applicable margin is the rate which is added to the Eurodollar Rate or Base Rate, to determine
the full interest rate on the facility. The applicable margin increase will remain in effect until we are back
in compliance with the origal covenant schedule in the credit agreement.

10.5% Senior Secured Notes Due 2010

42



On December 29, 200%ye issued $55,000,000 in aggregate principal amount of 10.5% Senior
Secured Notes dué&ecuPedNoOt e(stohe afmBle n55,r0 0 Oa totehof r ant s
1,732,632 shares of the Companyo6s SeaumdNotes arslt oc k  (
Warrants were sold in Units (the AUNnitso) consi s
Warrant, which entitled the holder to purchase 3145lrares of Company common stock at an exercise
price of $8.50 per share, subject to adjustm€hé warrants are subject to mandatory conversion if the
price of the Companyds common stock remains above
day period.The Units were sold in a private placement exempt from the registration requirements under
the Securities Act of 1933, as amended (the "Securities Act").Sener SecuredNotes are fully and
unconditionally guarantedaly all of our whollyowned sibsidiaries andvere offered and sold within the
United States only to qualified institutional buyers in reliance on Rule 144A under the Securities Act.

The Senior Securedllotes were issued pursuant to an indenite Wells Fargo Bank National
Associaton, as trustee. Interest on tBenior Secureblotes accrues from the date of issuance or the most
recent interest payment date, and is payable in cashasemally in arrears on June 15th and September
15th of each year, commencing on June 15, 2006 wHnents are exercisabba or after December 29,
2006 and the warrantswill expire on Decembetl5, 2010. All of the securities in this offering were
initially purchased byhe underwriter

The Senior Securedliotes and the related guarantees are eddoy a lien on substantially all of
our and the guarantorsdé property and assets, i nc
equity interests of our domestic subsidiaries. Bamior SecuredNotes will mature on Decembgb,
2010. TheSeniorSecured\otesare subordinated to our new $10 millibarm Loan CrediFacility with
Guggenheim Corporatéunding LLC, which holds a first priority secured lien senior to the Notes, and
rankssenior to our existing and future subordinated debt.

Before December 15, 2008, we may, at any time or from time to time, redeem up to 35% of the
aggregate principal amount of ti8enior SecuredNotes with the net proceeds of a public or private
equity offering at 110.500% of the principal amount of S®emior Secuid Notes, plus any accrued and
unpaid interest, if at least 65% of the aggregate principal amount of the notes remains outstanding after
such redemption and the redemption occurs within 90 days of the date of the closing of such equity
offering. In additian, up to 35% of the Senior Securellotes are redeemable, at our option, in whole or
in part, at any timeip toDecember 15, 2008t a redemption price of 110.500%. The remaining 65% of
the Senior Securebliotes are redeemable, at our option, in wholeaot, pn or after December 15, 2008
in each case at the redemption prices described in the table balbkedemptions prices are in addition
to any accrued and unpaid interest to the date of the redemptio

Time Period Percentage

December 15, 2008 December 14, 2009 105.250%
December 15, 2000June 14, 2010 102.62%%0
June 15, 2010 and thereafter 100.000%

The indenture governing tt&enior Secureblotes, among other things and subject to certain
exceptions, limig our ability and the ability of owsubsidiaries to:

incur or guarantee additional indebtedness or issue preferred stock;

pay dividends or distributions on, or redeem or repurchase, capital stock;
make investments;

issue or sell capital stock of restricted subsidiaries;

engage in tragactions with affiliates;

grant or assume liens; or

consolidate, merge or transfer all or substantially all of our assets.
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Our failure to make required payments of interest and principal and to comply with other
covenants may result in the acceleratdthe principal of th&Senior Securebtlotes.

We agreed, pursuant to a registration rights agreement with the initial purchaser, to use our
commercially reasonable efforts (a) register with the SEC a new issue of notes having substantially
identical erms as the&Senior SecuredNotes in order to exchange freely tradable notes forSgror
SecuredNotes and (bfile a shelf registration statement with the SEC covering the resale of the Warrants
and sharesof our common stock issuable upon exercis¢hef Warrantsand to use our commercially
reasonable efforts to cause that resale registration statement to be declared effective within 240 days after
the sale date.We filed registration statements subject to our obligations under the registratian right
agreement on May 15, 2006. Both registration statements were declared effective on July,28)®006
we issued$51.0 millionin principal amount of freely tradable notes in exchange for the same principal
amount ofSenior Secureblotes.

We immediatelyused approximately $22 million of the proceeds of th8enior SecuredNote
offering to repay existing indebtednesBuring the year ended December 31,2006 we used
approximately $2.0 million to purchase a fettyo mile rail line in Tennessee, approximut&8.3
million as collateral to support reclamation bonds, &i@.7 million to purchaseother equipment,
refurbish a preparation plant and dahd-out, and to usas working capital.

Equipment Notes

In November 2005ye purchased mining equipment to bsed inour Kentucky operations from
two former contract mining companies for approximately $1,775009financed the purchase with a
$400,000, four month, neinterest bearing note payable to one of the mining companies and a
$1,300,000, twentjour manth bank note at the prime rate plus 1%. Both notes are secured by the
purchased equipment. The $400,000 note was repaid early in January 2006 at a $20,000 discount

In February and March 2006ye purchased service vehicles and mining equipment for
approximately $478,000We financed the purchases with interest bearing notes ranging in term from
thirty-six to sixty months and with interest rates ranging from approximately 4.5% to 9.3%. All notes are
secured by the purchased equipment.

Installment Purchase igationsand Saleleaseback

In August 2005, our wholly-owned subsidiary,National Coal Corporatignentered into
installment sale contracts with an equipment manufacturer, effective in July 2005, pursuant to which
National Coal Corporation purchased dfmtanced or refinanced certain equipment used in its coal
mining operations. Pursuant to the installment sale contmaetfinanced or refinanced approximately
$7.3 million in equipment at rateanging from 5.22% to 7.65%.

The total $6,717,650 aggregatprincipal balance of these contracts included refinancing
obligations previously under capital leases of approximately $2,937,000 at September 30, 2005
representing gross assets of approximately $4,372,000. This resulted in the recognition obma gain
extinguishment of debdf approximately $328,000. The remaining $3,781,000 is related to the purchase
of equipment formerly under operating lease and new equipment. The installment sale contracts require
monthly payments of principal and interest throdghuary 14, 2008.

In April 2006, we entered into new installment sale contracts with an equipment manufacturer
pursuant to whichwe refinanced equipment with an aggregate principal value of approximately
$2,729,000 formerly acquired under various capg@segesulting in dosson extinguishment of debt of
approximately %0,000 These installment sale contracts require payments over 36 months at fixed
interest rates ranging from 7.03% to & The obligations under the installment sale contrags ar
secured by the equipment purchased.
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In August 2006 and September 200& entered into new installment sale contracts with an
equipment manufacturer pursuant to whigdrefinanced equipment with an aggregate principal value of
approximately $1,44000. These installment sale contracts require payments over periods ranging from
30 to 36 months at fixed interest rates ranging from 7.42% to 8.10%. The obligations under the
installment sale contracts are secured by the equipment purchased.

On Septemhel8, 2006we entered into a saleaseback transaction witkirst National Capital
Cor por at i o®AdX Finarxial Cagporatieninvolving our highwall miner initially purchased in
February 2006We sold the highwall miner for approximately $6.4lmoil and recorded a deferred gain
of approximately $875,000 which will be recognized over the ftwty month term of the operating
lease.Thel ease is a fineto | ease and requires that we
rental payments df166,568 per month.As a condition of the leaseie provided two standbietters of
credittotaling $1,288,88 in lieu of security deposits which are 100% collateralized with cash on deposit
at two financial institutions.

Senior Secured Credit Facility

On November 26, 2004, our wholbwwned subsidiary, National Coal Corporation, in connection
with our acquisition of assets from Appalachian Fuels, LLC entered into a credit agreement with D. B.
Zwirn Special Opportunities Fund, L.P., as Lender and admatiist agent for the Lenders. The credit
agreement provided for an initial credit facility of $15 million with a subsequent credit facility not to
exceed $6 million. Wexercised our right to borrow $15 million on November 29, 2004, the proceeds of
whichwere usedo pay the remaining $12,250,000 of acquisition costs related to the acquisition of assets
of Appalachian Fuels, LLC, pay transaction costs with respect to the closing of the credit facility and
asset purchase, and fund working capital. Wedveed an additional $1.4 million in January 2005 to
fund our acquisition of mining equipmenBorrowings under the credit agreement bear intexeshe
prime rate, plus 5.75%The obligation under the credit agreement was secured by substantiallpal of
assets and those of our subsidiaries. At December 29, 2005, we repaid and terminated this credit facility
resulting in the writeoff of approximately $407,000 of deferred financing costs.

Cash Flows

We currently satisfy our working capital requirengprimarily through cash flows generated
from operations and sales of debt and equity securities. For the twelve months ended Decemb&r 31, 200
we had a nedlecreasén cash of approximatel$23.3 million. Cash flows from operating, financing and
investng activities for the twelve months ended December 316,2P005 and2004are summarized in
the following table:

Activity Twelve Months Ended December 31,
2006 2005 2004
Operating activities...........cccceeeeeevvnen. $ (3835) $ 6,040 $ (4,342)
Investingactivities. . . . . . . . . (26,364 ) (19,473) (33,466)
Financing activities............ccccceeeeeennn. 6,945 38,565 38,111
Net increase (decrease) in cash...... $ (23254) $ 25131 $ 303

Operating Activities

The decreaseén net castprovidedby operating activities oapproximately 8.4 million to $3.8
million used in operating activitiaguring theyearendedDecember 312006 was primarily theesult of
an increasen net loss, net of depreciation, depleti@mortizationand accretiorand noncash stock
option expenseof $9.9 million. The increase was primarily due to lower contract prices, increased
purchases of coal due in part to the highwainer damage during the yeand the termination of a
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financially favorable agreement with a subcontractor for the management of our Kentucky properties
partially offset by increased narash stock option expenses of4million over prior year dudo the
adoption ofSFASL23(R)and the accelerated vesting of certain executive opti@ffsetting the overall
decrease in cash flow from operations is a greater increase in accounts payat@iaroi®n primarily
attributable to the refurbishment ofroBaldwin preparatiomplant andioad-out facility which has taken

place in2006 and increased interest due to higher debt balantesse and other expansion activities
have also resulted in a greater increase in invento4@fmillion in current yeaand .1 million of

asset retirement obligation settlements, both of which decreased cash from operations.

The net cash provided by operating activities of approximatel ®illion during the twelve
months ended December 31, 2005 was primarily thetresah improving net loss. When the impact of
depreciation is removed from the net loss, there is an improvement of $11.3 millionedlibgon ofnet
loss is due to a significant increase in coal sales and resulting improvements in the percewisigef of ¢
sales and general and administrative expenses. Although many operating costs are variable, gross margin
percentage improves as volume increases dtetfixed mine operating costg\dditionally, general and
administrative costs are not varialdad growth in those costs is slowing significantly relative to the
increase in coal volumes as the securing of the management team and related corporate costs is
completed.

The net cash used in operating activities of approximateB/illion during tre twelve months
ended December 31, 2004 was primarily the result of the net loss of approxinidtdlyrdilion andan
increase in receivables of approximately $1.9 million, inventory of approximately $119,000, deferred
revenue of approximately $179,00@yments for reclamation obligations of approximately $87,100 and
prepaid and other of approximately $233,500 as we increased coal production during the year, partially
offset by an increase in accounts payable and accrued liabilities of approximatelyn#3oB0and non
cash expenses of approximately $5.20 million. The-cash expenses recorded during the period
included $1,700,000 of interest expense related to the beneficial conversion feature of the $3.0 million
convertible debentures issued in AugR804, $903,000 of necash compensation expense related to the
issuance of stock options with an exercise price below the closing proce @dmmon stock on the date
of grant, $227,000 of necash compensation expense for the issuance of common stocksideration
of salary, $165,000 of nerash interest expense for the issuance of common stock in lieu of interest
payments, and $49,000 of noash consulting expense for the Bl&tholes pricing model valuation of
warrants issued as considerationdonsulting services rendered.

Investing Activities

Cash used in investing activitider the twelve months ended December 31, 2006264
million was primarily related tmet capital expenditures aipproximately $1&. million including the
acquisitionof a forty-two mile rail line in Tennessee and renovations to a processing facility in Tennessee
along with an increase in cash collateral supporting reclamation bonds of approxira&emi®n.

Cash used in investing activitider the twelve monthended December 31, 20@85 $19.5
million was primarily related to capital expenditures o6$Imillion and an increase in cash collateral
supporting reclamation bonds of 82nillion. The capital expenditures were used to open two new mines,
including ahighwall mine, and to acquire additional equipment for existing mines.

The approximately $33.4 million of cash used in investing activities during the twelve months
ended December 31, 2004 was due primarily to the purchase of approximately $17.7 mjliopeoty,
plant and equipment, $10.9 million for the purchase of coal and mineral assets, $4.3 million deposited
with a bank as collateral for OSM reclamation requirements, $150,000 in deposits for a potential purchase
of mining rights, and $392,000 ofgpaid royalty in advance of royalties to be paid on property we lease
and expect to mine within a few years.

Financing Activities
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The decrease imet cashprovided byfinancing activities ofapproximately$352 million to
approximately$6.9 million during thetwelve monthsendedDecember 31, 200&as primarily the result
of the Senior Notesssued in December 2005 which decreased the need for additindalg.

The net cash provided by financing activities of approxime#8B.6 million during the twelve
months ended December 31, 2005 was primarily the res@®D millionraised fromthe issuance of
our 10.5% Senior Securedotes, offset by the repayment of $22.1 million including our previous Senior
Credit Facility and certain other notes and leaééslitionally, approximately $5.1 million was through
the issuance of a note payable.

The net cash provided by financing activities of approximately $38.1 million during the twelve
months ended December 31, 2004 was primarily the result of $24.5 miliged riiom sales of debt
securities net of $1.0 million in fees, and $17.7 million raised from the sale of common stock and Series
A cumulative convertibl@referred stock net of $1.0 million in fees, offset primarily byl $8illion paid
to debt holders, #0,000 paid pursuant to capital leases and a bank loan, $560,000 paid on related party
debt and $281,000 paid as a dividend to holders of our Series A preferred stock.

Off-Balance Sheet Arrangements

At December 31, 2006, 2005, and 2004 did not haveny relationships with unconsolidated
entities or financial partnerships, such as entities often referred to as structured finance, variable interest
or special purpose entities, which would have been established for the purpose of faciliteialgrof
sheet arrangements or other contractually narrow or limited purposes. As such, we are not exposed to any
financing, liquidity, market or credit risk that could arise if we had engaged in such relationships.

Contractual Obligations

The following summarigs our contractual obligations at December 316201 the effects such
obligations are expected to have on liquidity and cash flow in future periods:

Payments due by period

Less than 1 1-3 35 After
Total Year Years Years 5 Years
Long-term debfincluding
interest) $95,693,38 $11,252,74 $15,326,01! $69,114,62! $--
Operating leases 6,515,37! 2,090,22( 3,997,62I 427 ,52¢ --
Capital leases 752,738 414,89 337,80¢ -- --
Total contractual obligations  $102,961,46 $13,757,0 $19,661,44  $69,542,14' $--

We rent mining equipment pursuant to operating lease agreements, and made lease payments
totaling approximately $011,323during theyearendedDecember 312006.

For theyear endedDecember 312006, we accued dividends to the holders of our Series A
cumulative convertibl@referred stock in the aggregateapiproximately$1,029,933$118,567 of which
we paid as common shares in lieu of preferred dividends as a cenubtrsion of preferred shares to
commonstockand a covenant failureHistorically we have madgemtannual cash dividend payments to
the holder of the Series A preferred stock on June 30 and DecembBiv&dends accrued on our Series
A cumulative convertiblereferred stock of 32,886were paid inJune andluly 2006and $413,56Was
paidin February 2007 At December 31, 2006, there were accrued but unpaid dividends on our Series A
cumulative convertiblgreferred stock 0$548,480 The dividend rate of our Series A preferred stock
increased from 5% to 8% on September 1, 200& intend to make dividend payments going forward as
long as (1) no default of our debt covenants has occurred, (2) we will be-iarpr@ compliance with
our debt agreements, and (3) the available credit and ezpskalents we have is not less than $1.5
million.
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Iltem 7A. Quantitative and Qualitative Disclosures About Market Risk.

Market Risk is the risk of loss arising from adverse changes in market rates and prices, such as
interest rates, foreign currency exnbga rates and commodity prices.

Interest Rate Risks

Our interest expense is sensitive to changes in the general level of interest rates in tAe U.S.
December 31, 2@ we had $15 million aggregate principal amount of lmteunder fixed rate
instrumentsand $8.6 million of debt under variable rate instruments, vatlir Term Loan Credit Facility
making up 93%of the variable rate instrumerasdequipment financing makintdpe remaining 7% At
December 31, 2005, we haBb0.6 million aggregate principal amat of ddét under fixed rate
instrumentsaand$1.2 million of debt under variable rate instruments, vettuipment financingnaking up
100%of the variable rate instruments.

Under the terms obur Term Loan Credit Facilitand ourequipment financing agreeents,the
interest rate on borrowinghere undewas determinetbased orthe Eurodollar rateandthe prime rate
respectivelyWe are able to lock in the existing interest rate on our Term Loan Credit Facility for periods
of up to six months.Based onhe variable rate debt outstanding as of December 35, 20000 basis
point increase in interest rates would increase annual interest expense by appro$Ba6. Based
on the variable rate debt outstanding as of December 31, 2Q08basis poinincrease in interest rates
would increase annual interest expense by approximata|900

Commodity Risks

We are subject to commaodity price risk based on the fluctuating market price of coal. We manage
this risk through securing lortgrm coal supply greements rather than through use of derivative
instruments. In the future, as existing letegm contracts expire or become subjectepricing our coal
sales will be made at themrrent market prices. As a result, our revenues and net income will be
significantly affected by fluctuations in the price of coal.

Coal prices are influenced by a number of factors and vary dramatically by region. The two
principal components of the delivered price of coal are the price of coal at the mine, which is eédfluenc
by coal quality, and the cost of transporting coal from the mine to the point of use. Electricity generators
purchase coal on the basis of its delivered cost per millionTBte price of coal is generally in parity
with ail and natural gas prices. Asantoeconomic factors affect these commodity prices, the price of coal
will similarly be impacted.

The cost of operating a minis influenced by geological characteristics such as seam thickness,
overburden ratios and depth of underground reserves. énisrglly cheaper to mine coal seams that are
thick and located close to the surface than to mine thin underground seams. Typically, coal mining
operations will begin at the part of the coal seam that is easiest and most economical to mine. In the coal
industry, this surface mining characteristic is referred to as low ratio. As the seam is mined, it becomes
more difficult and expensive to mine because the seam either becomes thinner or extends more deeply
into the earth, requiring removal of more overburdénderground mining is generally more expensive
than surface mining as a result of high capital costs including costs for modern mining equipment and
construction of extensive ventilation systems and higher labor costs, including costs for labor behefits a
health care.

In addition to the cost of mine operations, the price of coal at the mine is also a function of
quality characteristics such as heat value and sulfur, ash and moisture c@dahtised for domestic
consumption is generally sold free board at a loading point, and the purchaser normally pays the
transportation costs. Export coal is usually sold at an export terminal, and the seller is responsible for
shipment to the export coal loading facility while the purchaser pays the ocean. fréiglst electric
power generators arrange leteym shipping contracts with rail or barge companies to assure stable
delivery costs. Transportation cost can be a large component of the purchaser's cost. Although the
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customer pays the freight, transportaticost is still important to coal mining companies because the
customer may choose a supplier largely based on the cost of transportation. Trucks and overland
conveyors haul coal over shorter distances, while lake carriers and ocean vessels move poal to ex
markets. Some domestic coal is shipped over the Great Lakes. Railroads move more coal than any other
product, and in 1999, coal accounted for 22% of total U.S. rail freight revenue and more than 44% of total
freight tonnage. Railroads typically handipproximately 60% of U.S. coal production, with CSX and
Norfolk Southern the dominant carriers in the eastern United States.

Some products used in mining activities, such as diesel fuel, are subject to price volatility. We use
shortterm fuelcontracts tananage the volatility related to this exposure.

Foreign Currency

All of our transactions are denominated in U.S. dollars, and as a result, we do not have material
exposure to currency exchange rate risk.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of
National Coal Corp.
Knoxville, Tennessee

We have audited the consolidat bal ance sheet of Nati onal Coal
DecembeB 1 , 2006 and the related consol i(defcit)eqlityst at em
and cash flows for the year then ended. These financial statements are the responsi@liGompany's
management. Our responsibility is to express an opinion on these financial statements based on our audit.
The financial statements of the Company for the years ended December 31, 2005 and 2004 were audited

by other auditors whose reporatdd February 17, 2006 expressed an unqualified opinion on those
statements.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and performitie abthin reasonable

assurance about whether the financial statements are free of material misstatement. We were not engaged
to perform an audit of the Companyds internal C C
consideration of internal otrol over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the Companyds internal c ont rlyywe expressmo stidh opiniore iAa | rep
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made

by management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the 2006 financial statements referred to above present fairly, in all material rélspects
consolidated financial position of National Coal Corp. at December 31, 2006, and the consolidated results
of its operations and its cash flows for the year then ended, in conformity with U.S. generally accepted
accounting principles.

As discussed iNote 2 to the consolidated financial statements, the Company changed its method of
accounting forsharebasedpayments in accordance with Statement of Financial Accounting Standards
No. 123R) on January 1, 2006.

/sl Emst & Young LLP

Richmond, Virginia
March30, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
National Coal Corp.
Knoxville, Tennessee

We have audited the consolidated balance sheet C
corporatian) as of December 31, 2005, and the related consolidated statements of operations, cash flows
and changes in stockholdersdé equity for the year s

statements are the r esponsi. bQulrespopsibilit is tb BxpressCanmp any
opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require thatlameand perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstat€hee@ompany is not
required to have, nor were we engaged to perform, an audit of its internal control over finandialgrepo

Our audits included consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on
the effectiveness of the Compd@ng i nt er nal contr ol over financi al r
such opinion. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing thdiragquinctiples 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 financial statements refdrit® above present fairly, in all material respects, the
consolidated financial position of National Coal Corp. at December 31, 2005, and the consolidated results
of its operations and its cash flows for the years ended December 31, 2005 and 2004 rimtgomfit
accounting principles generally accepted in the United States of America.

/s/ Gordon, Hughes & Banks, LLP

Greenwood Village, Colorado
February 17, 2006
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NATIONAL COAL CORP.
CONSOLIDATED BALANCE SHEETS

December 31,

2006

2006

Assets

Current assets
Cash and cash equivalents..........ccccccvviiiiimmmne e,
ACCOUNLS rECEIVADIE.......cevviiiiiiiiiiiiieeee e e
10N g0} o PR
Prepaid and othe@urrent assets...........ccccvvvveeeiiiiieesee e

$ 2,180,885

$ 25434,988

TOtAl CUIMENT ASSEBES. .. ievvieerieetieeeteseermerseesseerreeeneeesseseerarerees

Assets held for sale..........oooo e
Property, plant, equipment and mine development,.net................
Deferred fin@nCiNg COSES......ccoiiiiiiiii i
ReStricted Cash.......ccoo i
Other NONCUIMENT @SSELS......uieeiieeeeee s e e eeeee e eerneee e

o]t 1= 1T =] K TR $

3,712,779 2,929,735
2,221,742 418,114
867247 217,091
8,982,653 28,999,928
640,649 -
55837,627 50,901,681
2,856,53 2,958,666
17246,751 7,323,023
427,516 224,120
85,991,730 $ 90,407,41¢

Liabiliti es and Stockholders(Deficit) Equity
Current liabilities
Current maturities of longerm debt............ccciiiiiiiiiiieees

$ 4,720,671

$ 3,319,175

Current installments of obligations under capital leases............ 351,668 958,907
Current portim o f asset retirement 1,378,967 -
Accounts payable and accrued eXpenSses.........uuuvveveeerrimeneeeeenss 11,981,495 6,390,626
Total current HabIlItIES.....ccvuivieieiee e aeems 18,432,801 10,668,708
Longterm debt, less current maturities, oétliscount.................. 62,093,134 54,541,225
Obligations under capital leases, excluding current installment 321,071 1,196,143
Asset retirement obligationexcluding current portian................. 5,835,927 7,228,232
DEfEITEA FEVENUE. .. ..coe et erme e 1,032,426 150,000
Other noncurrent llabilitieS.......c.uvveviiiie e 199,430 6,776
B 0] = L T2 o111 (T 87,914,789 73,791,084
Commitments and contingencies
Stockholderg(deficit) equity
Seies Acumulative convertiblgreferred stock, $0.0001 par valt
1,611 shares authorized; 782.54 and 1,333.44 shares issued
outstanding at December 31, 2006 and 2005, respectively..... - -
Common stock, $0@1 par value, 80 million shares authorized
16,340,744 and 13,977,217 shares issued and outstanding a
December 31, 2006 and 2005, respectively.......cccceeeeeeeeeinceee. 1,634 1,398
Additional paidin-capital.................ccoe e e s e 42049,703 37,168,122
ACCUMUIALEA AETICIE ...neee it eee e ens (43974,396 (20,553,186
Total stockholdergdeficit) eqUity..........coeveeiiiiiiiiiiiiinieieeieeeeen, (1,923,059 16,616,334
Total liabilities and stockholder&leficit) equity............cceeeeeee... $ 85,991,730 $ 90,407,41¢€

The accompanying notes ame integral part of these consolidated financial statements.
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NATIONAL COAL CORP .
CONSOLIDATED STATEMENT SOF OPERATIONS

Revenues
Coal sales
Other revenues
Total revenues

Expenses

Cost of sales (exclusive of items shown separately)
Depreciation, depletion, amortization, and accretion

General and administrative
Total operating expenses

Operating loss
Other income (expense)

Interest expense

Interest income

Other income (expense), net

Total other income (expense)

Net loss
Preferred stock dividend
Net loss attributable to common shareholders
Basic net loss per common share

Diluted net loss per common share

Weighted average common shares

Year Ended December 31,

2006

2005

2004

$ 86,830,095 $ 65258071 $ 16,871,346

686,992 614,563 127,567
87,517,087 65,872,634 16,998,913
79,354,327 51,115,116 16,322,632
15,362,829 10,107,723 2,473,369

9,257,241 7,213,346 5,242,437

103,974,397 68,436,185 24,038,438

(16,457,310) (2,563,551) (7,039,525)
(7,475,824) (3,966,715) (3,348,922)

791,852 129,200 -
(279,928) (390,105) (40,683)
(6,963,900) (4,227,620) (3,389,605)

(23,421,210) (6,791,171)  (10,429,130)

(1,029,933) (1,124,650)  (18,893,509)

$ (24,451,143) $

(7,915,821) $ (29,322,639)

(1.59) $ (0.58) (2.60)
(159) $ (0.58) (2.60)
15,346,799 13,712,813 11,261,800

The accompanying notes are an integral part of these consolidated financial statements.
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NATIONAL COAL CORP.
CONSOLIDATED STATEMEN TSOF CASH FLOWS

Year Ended December 31,

2006 2006 204
Cash Flows from Operating Activities
N IOSS .ttt ettt e e bbbt n $ (23421,210 $ (6,791,171 $ (10,429,13(
Adjustments to reconcile net loss to net cagedin) provided by
operating activities
Depreciation, depletion, accretion and amortization................cccvveeenes 15362,82¢ 10,107,72¢ 2,261,37¢
Amortization of deferred finanCiNg COSIS...........ccooiiiiiiiiiceciiiieeeeee e 606,85¢ 380,571 -
Amortizationofnotesdcount ééééééééééééééééeé 607,524 - -
(Gain) loss on disposal Of ASSELS.......uveiiieeiiiiiiiieeer e eens (1,349 29,991 -
Gain on settlement of asset retirement...........ccoeooviiiieee i, (60,425 - -
Loss on extinguishment of debt...........cooiiiiiiiii e, 1,187 58,38C -
Beneficial conversion feature recorded as interest expense.................. - - 1,700,00(¢
Issuance of stock/warrants in lieu of payment...........cccceveevieeniiie e, - - 440,647
StOCK OPLION EXPENSE.....eieiiiiieeiiitiee e reeeeieee e et e e et e e srne e e e e s srbeeeeenes 2,235,224 812,73¢< 903,35
Changes in operating assets and liabilities:
Increase in accounts receivable............ccoovivieiiece e (783,044 (838,037 (1,899,407
INCrEaSE iN INVENTOLY .. .cciiiiiiiiiiiiee s ieeeiie et (1,803,629 (153,24} (119,010
Increasgdecreasein prepaid and Other..........coooviiiiiiieecce e (746,967, 367,024 (233,502
Increase in accounts payable and acCRIGEENSES...........cccvvvviieeeeeeee 5,058,209 2,259,03( 3,299,551
Increase (decreasm) deferred reVeNUE............eeeeviieeeiicenniieee e 6,900 150,00C (179,050
Increasan other abilitieS............cooviiiiiiiiiicceee e 192,651 6,776 -
Settlement of asset retirement obligatians..............coceeeiiveenciiee e, (1,090,004 (349,950 (87,090;
Net cash flows (used in) provided by operating activities.................. (3,835,239 (6,039,829 (4,342,237
Cash Flows from Investing Activities
Capital eXPENAITUIES.........oviiiiiiii e (24,747,790 (173806,274 (28,600,061
Proceeds from sa®f equIpMeNL..........ccooiiiiiiiiiiieece e 8,414,56( 1,265,41( -
Increasan restricted CaSh........coooiviiiiee e, (9,923,728 (2,748,398 (4,317,125
Increase in prepaid royalties. .......cc.vvviiieee e (106,585) (184,000 (548,500
Net cash flows used in investing activities.............ccccccoviviveeniiiiiineeeen. (26,363,543 (19,473,262 (33,465,686
Cash Flows from Financing Activities
Proceeds from issuance of StaCK..........cccovvvvviiiieeeeeciiiiiiee, 897,01¢ 98 16,616,31°
Proceeds from exercise of warrants and optians............ccccceeveeeceeeeennne 2,657,622 792,77¢ 1,109,00!
Proceeds from issuance of NOES..........ooiiiviiiiiicee e, 2,623,28t 70,322,34: 26,242,89:
Proceeds frorborrowingsfrom TermLoanCredit Facility ...........c.cccoeene 8,000,00( - -
Repayments of notes payable.............cccooiiicceee (4,039,764 (23,388,017 (3,255,301
Repayments of qBal |€8SES.........c.eeveiiiiiie e (2,325,80) (4,765,540 (735,657
Payments for deferreithancing COStS..........coooiiiiiiiiiiiieeeieee e (504,726 (3,339,237 (1,025,424
(DY 1o [=Ta T 53 o= 1o H SRRSO (362,886 (1,057,678 (281,117
Payment ofelated party debt.............ooeiiiiiiiiic e - - (560,000
Net cash flows provided by financing activities..............cccccevvieeeeeen.n. 6,944,679 38564,74¢ 38,110,71:
Net (Decrease)ncrease in Cash (23254,103 25,131,31¢ 302,79C
Cash and Cash Equivalents at Beginning of Period 25,434,98t¢ 303,67: 883
Cash and Cash Equivalents at End of Period $ 2,180,88: $ 25434,98¢ 303,67
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NATIONAL COAL CORP.
CONSOLIDATED STATEME NTS OF CASH FLOWST CONTINUED

Supplemental Cash Flow Information

Cash paid during the period for interest $ 6,123,33¢ $ 2,82523: $ 1,190,73
Noncash investing and financing:
Issuance of stock for goods and services $ - $ - $ 577,57
Conversion of debt - - 12,983,21¢
Preferred stock dividends converted to common stock 56,57C 18,19¢ -
Equipment acquired via capital lease 833,827 2,729,36¢ -
Equipment acquired via installment purchase obligations and notes pa 1,738,404 - -
Asset retirement obligations acquired, incurred, @odsted 661,027 - -
Common shares issued in lieu of dividenddividend adjustment 65,31€ - -
Beneficial conversion feature - 66,972 18,612,39.
Constructive dividends - (66,972 (18,612,392
Issuance of warrants - 4,258,54¢ 48,76C

The accompanying notes are an integral part of these consolidated financial statements.
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NATIONAL COAL CORP.

CONSOLIDATED STATEMENT SOF CHANGES IN STOCKHO L D E R(BEBFICIT) EQUITY

Balance, January 1, 2004

Conversion of notes payable and accrued
interest

Private placement of common stock
Issuance for accrued officer salary
Issuance to acquire land

Exercise of warrants

Sale of preferred stock

Conversion of debt

Preferred stock issuance costs
Conversion of preferred stock
Employee option expense

Issuance of warrants for services
Beneficial conversion debt discount
Beneficial conversion features
Contructive dividends

Preferred stock dividends

Net loss

Balance, December 31, 2004

Exercise of warrants
Conversion of preferred stock
Conversion of preferred dividends
Beneficial conversion feature
Constructive dividend
Preferred stock dividends
Exercise of employee options
Employee option expense
Issuance of warrants

Net loss

Balance, December 31, 2005

Exercise of warrants

Conversion of preferred stock
Conversion of preferred dividends
Common shares issued for dividend
adjustment

Preferred stock dividends

Exercise of employee options
Employee option expense

Common stock issued for cash

Net loss
Balance, December 31, 2006

Preferred Stock Common Stock Additional Paid-  Accumulated
Shares Amount Shares Amount in Capital Deficit Total
- $ - 9,253,956 $ 926 $ 404,990 $ (3,332,885) $ (2,926,969,
- - 1,769,897 177 3,558,039 - 3,558,216
- - 1,250,000 125 2,749,875 - 2,750,000
- - 41,958 4 226,569 - 226,573
- - 75,000 7 350,993 - 351,000
- - 867,200 48 1,108,953 - 1,109,001
995.00 - - - 14,925,000 - 14,925,000
515.00 - - - 7,725,000 - 7,725,000
- - - - (1,058,683) - (1,058,683
(53.33) - 133,333 13 (13) - -
- - - - 903,375 - 903,375
- - - - 48,760 - 48,760
- - - - 1,700,000 - 1,700,000
- - - - 18,612,392 - 18,612,392
- - - - (18,612,392) - (18,612,392
- - - - (281,117) - (281,117)
- - - - - (10,429,130) (10,429,130
1,456.67 - 13,391,344 1,300 32,361,741 (13,762,015) 18,601,026
16.21 - - - 243,600 - 243,600
(139.44) - 349,429 75 (75) - -
- - 2,204 - 18,198 - 18,198
- - - - 66,972 - 66,972
- - - - (66,972) - (66,972)
- - - - (1,057,678) - (1,057,678
- - 234,240 23 531,055 - 531,078
- - - - 812,733 - 812,733
- - - - 4,258,548 - 4,258,548
- - - - - (6,791,171) (6,791,171
1,333.44 - 13,977,217 1,398 37,168,122 (20,553,186) 16,616,33¢
- - 152,500 15 1,006,486 - 1,006,501
(550.90) - 1,376,701 138 (138) - -
- - 9,427 1 56,569 - 56,570
- - 10,886 1 65,315 - 65,316
- - - - (1,029,933) - (1,029,933
- - 712,510 71 1,651,050 - 1,651,121
- - - - 2,235,224 - 2,235,224
- - 101,503 10 897,008 - 897,018
- - - - - (23,421,210) (23,421,210
78254 $ - 16,340,744 $ 1634 $ 42,049,703 $  (43,974,396) $ (1,923,059

The accompanying notes are an integral part of these consolidated financial statements.
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NATIONAL COAL CORP.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS

1. BusinessOverview

National CoalCorp (t he ACompanyo) principally engages
bituminous steam coal in East Tennessee and Southeastern Kentucky. Its customers are electric utilities
and industrial concerns in the surroundingesta

The Company owns the coal mineral rights to approximately sefemtythousand six hundred
(74,600) acres of land and leases the rights to approximately forty thousand nine hundred (40,900)
additional acresAs of December 31, 2006ctive mining cplexes includéwo underground mines, two
surface mines, antvo highwall mines. Active support facilities includevo preparation plants and two
train loading facilities.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The accompay i ng fi nanci al statements reflect the C
operations on a consolidated basis. All intercompany transactions and balances have been eliminated in
consolidation.

Use of Estimates

The preparation of financial statemenin conformity with accounting principles generally
accepted in the United States of America requires management to make estimates, judgments, and
assumptions that affect the reported amounts and related disclosures of assets, liabilities, revenues, and
expenses at the date of the financial statements and for the periods then ended. &@oiag basis,
management evaluates the estimates wused, includin
and mine closure obligations, coal reserve valiemme taxes, and contingencies. Estimates are based
on historical experience, actuarial estimates, current conditions, and various other assumptions that
management believes to be reasonable under the circumstances. Actual results may differ from these
edimates.

Reclassifications

Certain amounts from the prior consolidated financial statements have been reclassified to
conform to the2006 presentationThese consist primarily of the reclassification of certain deposits from
other noRrcurrent assets toestricted cash totaling $697,756 and the reclassification of certain other
current assets to inventory of $57,500. The balance sheets and statements of cash flows presented reflect
these changes.

Cash and Cash Equivalents

Cash and cash equivalents aretestaat cost. Cash equivalents consisthajhly liquid
investments with maturities of three months or less when acquired.
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NATIONAL COAL CORP.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS - CONTIN UED

2. Summary of Significant Accounting Policieqcontinued)
Accounts Receivable

Trade accounts receivable are recorded at the invoéredunt and do not bear interest.
Customers are primarilytility companiesAs a result, the Company has not experienced any instances of
nonpayment and does not currently maintain an allowance for doubtful accounts. Management monitors
customer balancesand will record an allowance if trade account balances become potentially
uncollectible.

Inventory

Inventory includes minedoal available for delivery to customers, mined coal which has not yet
been processed through a wash plant, purchesald and ties Mined coal inventory is valued at the
lower of average cost or net realizable vaM@&ed mal inventory costs include labor, fuel, equipment
costs, and operating overhedined coalis classified as inventory at the point iteigtracted Tires ae
classified as inventory when purchas@dirchased coal inventory is valued at the lowecast or net
realizable value.

Property, Plant, Equipment and Mine Development

Property and equipment are stated at cost. Maintenance and repairs that doowat effimiency
or extend economic life are expensed as incurred. Plant and equipment are depreciated using the straight
line method over the estimated useful lives of assets which generally range from seven to thirty years for
building and plant and one fiive years for equipment. On sale or retirement, asset cost and related
accumulated depreciation are removeain the accounts and any related gain or loss is reflected in
income.

Leasing is used for certain capital additions when considered costiveffeelative to other
capital sources. All leases with an initial term greater than one year are accounted fotatedezr of
Financial Accounting StandardSFAS) 13 Accounting for Lease¢SFAS 13) These leases are
classified as either capital operating as appropriate. Leased equipment meeting the capital lease criteria
of SFAS 13arecapitalized and the present value of the related Imasenumpaymentsarerecorded as a
liability. Amortization of capitalized leased assets is computed on th@tstline method over the
shorter of the estimated useful life or the initial lease term.

Reserves and mine development costs are recorded at cost or at fair value in the case of acquired
businesses. The Companyds c oagh direce esvearshig ar thaougle con't
leasing arrangements which generally last until the recoverable reserves are depleted. Depletion of
reserves and amortization of mine development costs is computed using tkef-pritduction method
over the estimated regerable tons. Costs related to locating coal deposits and determining the extractive
feasibility of such deposits are expensed as incurred.

Exclusive of the approximately $55,838,000 of property, plant, equipment and mine
development, net we had as of Bewber 31, 2006 is approximately $641,000 of mining equipment
classified as assets held for sale. This equipment was sold in January 2007 for a smaBggiswith
carrying amounts of $4,655,628 were temporarily idled at December 31, 2006.

The Companyreviews its longived assets for impairment when events or changes in
circumstances indicate that the carrying amount of the assets may not be recoverable. If impairment
indicators are present and the future undiscounted cash flows are less tharyiting walre of the assets,
the carrying values are reduced to the estimated fair value.
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NATIONAL COAL CORP.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS - CONTIN UED

2. Summary of Significant Accounting Policies (continued)
Deferred Financing Costs

The Company had deferred financing cost$2B56,53 and $,958,666at December 312006
and 206, respectively. Deferred financing costs represent capitalized expenses associated with the
issuance of debt. Deferred financing costs are amortized by the interest method over ahehéfe
associated debt. The Company recorded approxiynd®€i7,000and $881,0000f amortization related to
deferred financing costs in 26@nd 206, respectively.

Restricted Cash

Restricted cash at December 31, 08presents approximatelyl$439,000 in certificates of
deposit supporting irrevocable lettayk credit written in favor of the U.S. Department of the Interior,
Of fice of Surface Mining (appogimatelghs 286,000 depositifoe c | a ma't
collateralto an operating leas@pproximately$257,000 on deposit directly with the RS$780,000 on
depositwitht h e C o mvrkers Ywdmpensatiomdministratoyand approximately 482,000in utility
and performance bondmd depositsRestricted cash at December 31, 2005 represents approximately
$6,143,000 in certificates of deposit popting irrevocable letters of credit written in favor of &M
for reclamation bonds, approximately $257,000 on deposit directly with the &&4000 on deposit
for wor ker 6 andapproxpnately2/,000 im atility and performance bondeddeposits

Prepaid Mining Royalties

Certain coaleasegequireminimum or advance paymentdich are deferred and charged to cost
of sales as coal is extracted. The Company had prepaid royalties of approxiBaigdp@and £08,000
at December 31, 280and 208, respectively, included in other noarrent assets.

Reclamation and Asset Retirement Obligations

The Surface Mining Control and Reclamation Act of 1977 and similar state statutes require mine
properties to be restored in accordance with smetifitandards. Statement of Financial Accounting
Standards No. 1 4r3e q(ufi S FeAsS rNeoc.o glind Xd)on of an asset
eventual reclamation of disturbed acreage remaining after mining has been complete@ompany
recordsits reclamation obligations based upon permit requirements as determined by the ®SM.
liability is recorded for the estimated future cost that a third party would incur to perform the required
reclamation and mi ne c| os ditadjustrd rskree tate.tAearesponding he Co
increase in the asset carrying value of coal and mineral rights is also recorded. The ARO asset is
amortized on the unisf-production method over the estimated recoverable reserves and the ARO
liability isacad et ed t o the expected r ecl =dusted rickiee cite.t e a't
These expenses are includeddepreciation, depletion, amortization, and accretion indperating
expensesection of the income statement

Stock-based Compensation

The Companydés 2004 Option Plan (the APl ano) w:
Company in March 2004, and amended in January 2005. Under the terms of the Plasptgsinskmay
be granted to officers, directors, employees, and others. A¢rilmsr 31, 208, 2,750,000 shares of
common stock were authorized for issuance under the Plan. Shares subject to awaedpirhat
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unexercised or are otherwise terminated, again become available for awards. Upon exercise, stock is

issued from unissued aetasury shares. The grant price of an option under the Plan generally may not be

2. Summary of Significant Accounting Policies (continued)

less than the fair market value of the common stock subject to such option on the date of grant. Options

have a maximurtife of ten years and vest 25% per year over a four year period

Prior to January 1, 2006, the Company accounted for $task&d compensation under Statement

of Financial Accounting Standards No. 1Z&counting for StocBased Compensation® AS 123 0) .
As permitted under this standard, compensation cost was recognized using the intrinsic value method

described in Accounting Principles Board Opinion No. RB¢ounting for Stock Issued to Empleye

(AAPB 250) . APB 25 does rnsdto beaararded ip theaconsolidatedmp e n s

financial statements if the exercise price of the award was equal to or more than the market price on the

date of the grant.

Effective January 1, 2006, the Company adopted Statement of Financial Accounting Standards
No. 123, ShareBased Paymen{AiSFAS 123R)d) using the modifiegbrospective transition method.
SFAS 123(R) requires all sharbased payments to employees, including grants of employee stock
options, to be recognized as compensation expense in the catexblidancial statements based on their
fair values. Wderthe modifiedprospective transition methothe Company recognizes compensation
expense for the unvested portion of all sHaseed payments granted on or prior to December 31, 2005
over the remiaing service period based on the grant date fair value estimated in accordan@&F#ih
123(R) and recognizes compensation cost for all shased payments granted on or subsequent to
January 1, 2006 over the service period based on grant date fi@regtiimated in accordance WBRAS
123(R) As permitted bySFAS 123(R) prior periods were not restated to reflect the impact of the new
accounting standard.

As a result of adoptinGFAS1 23 ( R) on January 1, lossXddthebyeart he
ended December 31, 2006 i®9¥,091 higher than if it had continued to account for shhesed
compensation undeAPB 25. Basic and dilutedbss per shareare each §.07) greaterthan if the
Company had continued to account for sHzased compensationder APB 25.
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2. Summary of Significant Accounting Policies (continued)

If the Company had adopted the fair value method of accounting forisésekl compensation
2005 and 2004compensation costs which would have been recognizedrarfdrma netossandloss
per share fotheperiods ending December 3tould have been as follows:

2005 2004

Net loss attributable to common shareholde
as reported $ (7,915,821) $ (29,322,638)

Add: Stock-based compensation expense

recognized under the intrinsic method 812,733 903,000

Deduct: Total stock-based compensation

expense for stock options determined und:

the Black-Scholes option pricing model (1,564,371) (1,283,927)
Pro forma net loss $ (8,667,459) $ (29,703,565)
Loss per share:
Basic - as reported $ (0.58) $ (2.60)
Basic - pro forma $ (0.63) $ (2.64)
Diluted - as reported $ (0.58) $ (2.60)
Diluted - pro forma $ (0.63) $ (2.64)

Wor kersd Compensation

The Company provides for income replacement and medical treatment for work related injury
and occupatioa | di sease resulting from coal workerso6 pne
by federal and state law, through insurance policies with high deductibles. Loss funding provisions for
deductibles are based on determinations by independent esturaciaims administrators.

Revenue Recognition

The Company recognizes revenue when fitterisk of loss pass to theommon carrier or
customer. This generally occurs when coal is loaded onto waitnacksat one of our loading facilities.
In most cass, the Company negotiates a specific sales contract with each customer, which specifies a
fixed price per ton, premiums and penalties for quality variances, a delivery schedule, and payment terms.
Contracts range in duration from one to three years.

Revene is also earned from chargitigplingf ees t o ot her coal producer
loading facilities in Kentucky and from royalties based on coal mined by lessees.
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2. Summary of Significant Accounting Policies (continued)
Freight Revenue and Costs

Shipping and handling costs paid to thparty carriers andnvoiced to coal customers are
included in cost of sales and coal sales, respectively.

Income Taxes

The Company recognizes deferred tax assets and liabilities for the future tax consequences
atrributable to differencedbetween the financial statemeoarrying amounts of existing assets and
liabilities and their respective tax badesaccordance with FASB Statement of Financial Accounting
Standards No. 1009, fi A cAcvaludion dllawgncefisoprovidechwhenrités mdra x e s 0
likely than not that some portion or all of a deferred tax asset will not be realized. The ultimate realization
of deferred tax assets depends on the generation of future taxable income during the period in which
related temporary differences become deductible. Management considers the scheduled reversal of
deferred tax liabilities, projected future taxable income and tax planning strategies in this assessment.
Deferred tax assets and liabilities are measured tkmgnacted tax rates expected to apply to taxable
income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in inconpetiodhe
that includes the enactment date of such change.

Recent Accounting Pronouncements

In March 2005, thé& i nanci al Account i ng issieddntepratatidnsNo.BD ar d (
( A F 1 N Actdurting, for Conditional Asset Retirement Obligatjonkich clarifies that an entity is
required to recognize a liability for the fair value of a conditional asset retirement obligation when
incurred if the I|liabilityds fair value can be rea
is definedas a legal obligation to perform asset retirement activity in which the timing and (or) method of
settlement are conditional on a future event that may or may not be within the control of the entity. FIN
47 is effective no later than the end of fiscal geanding after December 15, 2006h e Company & s
adoption of FIN 4did not result in a change to current practice.

At its March 30, 2005 meeting, the FASB ratified the consensus reached by the Emerging Issues
Task Force ( fAE]I -6 RAdqgunthg for Strippsa @stdNmcurreddddring Production in the
Mining Industry Issue No. 046 requires that the costs of removing overburden and waste materials to
access mineral deposits during the production phase of a mine, commonly referrasttippiag costs
be included in the costs of the inventory produced. EITF Issue N6.i®4«ffective for the first fiscal
period in fiscal years beginning after December 15, 2005, with early adoption perifiitte@ompany
adopted the EITF effective January 1, 2088option of this EITF has hadno materialimpact onits
financial statements.

In May 2005, the FASB issued Statement of Financial Accounting Standards No. 154,
Accounting Changes and Error Correctigrsreplacement of APB Opinion No. 20 and FASB Staieme
No. 3 which changes the requirements for the accounting for and reporting of a change in accounting
principle. This statement requires retrospective
changes in accounting principle, unless it isnagticable to determine the perisdecific effects or the
cumulative effect of change. When it is impracticable to determine the fmrémific effects of an
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accounting change on one or more individual prior periods presented, this Statement requireséva
accounting principle be applied to the balances of assets and liabilities as of the beginning of the earliest
period for which retrospective application is practicable and that a corresponding adjustment be made to

2. Summary of Significant Accouning Policies (continued)

the opening balance of retained earnings for that period rather than being reported in the income
statementThe Companyelieves this statement will have no impacitstinancial statements.

In Jwine 2006, the FASB issued Inteptt at i o n N8 AptAIntig fioF Wnbertainty in
Income Taxe$ an interpretation of FASB Statement MO9. FIN 48 prescribes a recognition threshold
and measurement attribute for the financial statement recognition and measurement of a textgl@sitio
or expected to be taken in a tax return. It also provides guidance on derecognition, classification, interest
and penalties, accounting in interim periods, disclosure and transition. FIN 48 is effective for fiscal years
beginning after December512006. The Company is currently assessing the potential impact of the
interpretation on its financial position and results of operations.

In September 2006, the FASB issued Statement of Financial Accounting Standards Wairl57,
Value Measuremen{sF3AS 1570) . SFAS 157 defines fair wvalue
fair value, and expands disclosures about fair value measurements. SFAS 157 applies under other
accounting pronouncements that require or permit fair value measurements. 1SFAS effective
prospectively for fiscal years beginning after November 15, 2007 and interim periods within that fiscal
year. The Company is still analyzing SFAS 157 to determine the impact of adoption

3. Inventory

Inventory at December 31 is as follows:

2006 2005
Coal $2,014,710 $ 360,614
Tires 207,032 57,500
Inventory $2,221,742 $ 418,114
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4, Property, Plant, Equipment, Mine Developmentand Assets HeldFor-Sale

Property, plant, equipment and mine development at Decemliea8Tollows:

2006 2005
Furniture and office equipment $ 345554 $ 220,663
Mining equipment and vehicles 48,864,201 35,781,704
Land and buildings 6,674,027 6,721,858
Mineral rights 11,911,309 12,046,106
Mine development 10,003,328 6,265,447
Construction in progress 854,399 728,286

Total property, plant, equipment and mine development 78,652,818 61,764,064
Less accumulated depreciation, depletion and amortization (22,815,191) (10,862,383
Property, plant, equipment and mine development, net $ 55,837,627 $ 50,901,681

Mining equipment includeapproximately $69,000and $2,325,000 ajross assets under capital
leases at December 3006 and2005, respectively

Depreciation expensewhich includes amortization of assets undepiteh leases,was
approximately$13,889816, $9,009054, and $1,51862 for the yearsendedDecember 312006 2005,
and 2004, respectively. Depletion expense related to mineral rights and amortization of mine
development costs was $997,949, $750,998 $3108,413 for the years ended December 31, 2006, 2005,
and 2004, respectively.

The Company periodically reviews the estimated useful lives of its fixed assets. During the
secondquarter of 2005, this review indicated that the estimated useful lives faincasset categories
were generally less than those employed in calculating depreciation expense. As a result, the Company
revised the estimated useful lives of mining equipment &gpof 1, 2005 Had this revision been made
as of January 1, 2005, tkedfect would have been to increase depreciation expensm additional
approximately $612,000for theyearendedDecember 312005.

During the three months ended March 31, 2006, the Company adopted a plan to sell existing
transportatiorand miningequipment to various outside contractorkr Septembef006, the Company
completed sales of the majority of thigugpment to various outsidearties, including two contractors
who perform hauling services for the Compariyhe equipment sold had a net bo@kue of $£19,549
and the sales resulted in a net loss of $22,880ch is included in other income (expense), net in the
consolidated statement of operationhe net book value of the remaining assets held fler ata
December 312006 approximates thdair value and igdisclosed separately on the balance shémt.
January 2007, these assets were sold at a small gain.

On September 18, 2006 the Company entered into desaleback transaction wilirst National
Capital Cor p o GATK FionancialsCorposasoni gnnveoel ,vi ng t he Companyos
initially purchased in February 2006he Company sold the highwall miner for approximately $6.4
million and recorded a deferred gain of approximately $875,000 which will be recognized ovetythe fo
two month term ofhe operatingease.Thel ease i s a fAneto | ease and requ
and insure the equipment as well as pay rental payments of $166,568 per nden¢ghcondition of the
lease, the Comparprovided two standbietters of creditotaling$1,288,88 in lieu of security deposits
which are 100% collateralized with cash on deposit at two financial institutions.
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4, Property, Plant, Equipment, Mine Development and Assets Hel&or-Sale (continued)

At maturity, the Companhas the option of purchasing the highwall miner or extending the lease
for an additional twelve month term, both at the then fair market value, or allowing the lease to expire, at
which time the Company would be responsible for the expense of trangpimighwall miner to a
lessor designated location within the Continental United States.

Buildings include capitalized interest of $252,867 and $0 as of December 31, 2006 and 2005,
respectively.

5. Other Noncurrent Assets

Other noncurrent assets at Dexter 3lare as follows

2006 2006
Prepaidroyalties $ 330,70t $ 224,12(
Notes receivable 96,811 -
Total other noncurrent assets $ 42751€ $ 224,12(

6. Accounts Payable and Accrued Expenses

Accountspayable and accrued expenses at December 31 are as follows:

2006 2005
Accounts payable $ 9,944,03: $ 4,409,00
Accrued payroll and related taxes 189,75¢ 383,64:
Accrued interest 379,581 47 ,46¢€
Accrued insurance premiums 310,72¢ 789,81(
Accrued dividends 548,48( -
Royalty obligations 464,987 204,43:
Accrued federal, state and local taxes 143,93¢ 556,27(
Total accounts payable andcaued expenses $ 11,981,49" $ 6,390,62

7. Debt and Financing Arrangements
Note Payable

In January 2005, the Company signed an agreement committing the Company to the purchase of a
highwall miner for a total purchase price of approximately5@8,000, and paid a $500,000 deposit
toward that purchase commitment. In March 2005, the Company borrowed approximately $5,140,000
pursuant to certain note and warrant purchase agreements and completed the purchase of this mining
equipment. The Compangsued notes in the aggregate principal amount of approximately $5,140,000 to
three purchasers, including Crestview Capital Master, (LEC C M, .CCMAaG is a related party

to the Company due to the significant number of shares it holds in the Compaerynotes had an

original maturity date of August 10, 200&ter extended to March 10, 200@ere secured by the
highwall
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7. Debt and Financing Arrangements (continued)

miner, and hdan interest rate of eighteen percent (18%ich began accruing froiday 10,2005 The
Company paid an origination fee of approximately $200,000 upon the execution of the loan document.
The note purchasers were also issued-ywa& common stock purchase warrants to purchase up to
140, 000 shares of todkatarCexarcpsapioe pes shareoah$8dh et were

repaid on December 29, 2004th an additional 3%ate paymenpenalty.

Equipment Notes

I n November 2005, the Company purchased minin
Kentucky operations éim two former contract mining companies for approximately $1,775,000. The
Company financed the purchase with a $400,000, four monthintenest bearing note payable to one of
the mining companies and a $1,300,000, twdoty monthbanknote at the primeate plus 1%. Both
notes are secured by the purchased equipment. The $400,000 note was repaid early in January 2006 at a
$20,000 discount

In February and March 2006, the Company purchased service vehicles and mining equipment for
approximately $478,000The Company financed the purchases viitterestbearing notes ranging in
term from thirtysix to sixty months and with interest rates ranging from approximately 4.5% to 9.3%. All
notes are secured by the purchased equipment.

10.5% Senior Secured Notes D@e10

On December 29, 2005, the Company issuedbtllion of 10.5% Senior Secured Notes and
Warrants to purchase a total of 1,732,632 shares
55,000 units, with each unit comprised of one $1,000cj@h amount note due 2010 and one warrant,
which entitles the holder to purchase 31.5024 shartdbe@¥o mpany 6 s common stock at
of $8.50 per share, subject to adjustment. The warrants are subject to mandatory conversion if the price
oft he Companydés common st ock rneererdayssoutafl@onsesutive 1 2. 75
thirty daytradingperiod. Thewarrants will be exercisable at any time on or after their first anniversary
date and will expire on December 15, 2010. Netceeals from this sale were approximately .$52
million. The Company immediately used approximately.$28illion of the proceeds to repay existing
indebtedness. During 200the Comjany used approximately $2.0 million to purchase a ftvtg mile
rail line in Tennessee, approximately $8.3 million as collateral to support reclamation bon&49and
million to purchaseother equipment, refurbish preparation facilities and lealdouts, and provide
working capital.

The indenture allows the Company to ineuferm Loan Credit Facilityn the amount of $10.0
million, butlimits further indebtedness unless certain fixed charge coverage ratios are maintained on a pro
forma basis. Please refer tthe TermLoan Credit Facilitynote belowfor a discussion obur entrance
into such a credit facility. The fixed charge coverage ratio is defined as the ratio of net income (loss) plus
(i) fixed charges, (ii) depreciation, depletion and amortization, (iii) taxes, (iv) extraordinary losses, and
(v) other norcash incomeand expenses to fixed charges defined to include 25% of capital expenditures
made by the Company and its subsidiarieés.incur additional indebtedness, the Company must maintain
a fixed charge coverage ratio of 2.0 to 1 for the first year oNttes,2.25 to 1 for the second year, and
2.5 to 1 for the remaining term of tidotes. The indenture also restricts payment of dividends on the
Company6s c¢ oNowsoissued undercthe indenture are guaranteed fully and unconditionally as
well as jointlyand severally by the Company, which has no independent assets or operations, and each of
its wholly-owned subsidiaries.
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7. Debt and Financing Arrangements (continued)

In connection with the December 29, 2005 issuance of notes, the Company enteredpatate s
registration rights agreement with the purchasers. Pursuant to the separate registration rights agreement,
the Company agreed to file an exchange offer registration statement registering the resale by the
purchasers of all of the notes and attalciarrants. Pursuant to the separate registration rights agreement,
the Company fild two registration statements with the Securities and Exchange Commissiayin
2006 which were declared effective on July 28, 2006. On September 5, 2006, the Conmglamges
$51 million of the total $55 million 10.5% Senior Secured Notes for $51 million in new Notes, dated
August 31, 2006, which are registered for resale with the Securities and Exchange Commission. The new
Notes are issued under substantially the dammes as the old Notes.

Term Loan Credit Facility

On October 12, 2 0 0 6-pwnead s@bsidiarg, Mipt@nalyGoal Conpbratibnl, y
entered into arerm Loan Credit Facility that providesfor borrowings of up to $10 million with
Guggenheim Corporatéunding, LLC to fund general operating and working capital needche
Companyimmediately borrowed $5.0at closing,$3.0 million in December 2006and $2.0 million
subsequent to yeand

Under this credit facility, bytahpdoriyCsemop ken gndé s o b |
substantially all of the assets of the Company. All amounts undearé¢kd facility become due and
payable in March 2010 and the interest under this facility is payable at a rate equal to, at our option, the
Eurodollar Rateplus 3.5% or the Base Rate (which approximates the prime rate) plus 2.5%ermhe
loan credit facility contains financial covenants and default provisions including ttieatCompany
maintain minimum levels of EBITDA and liquiditymaintain minimum intest coverage ratiosjot
exceed maximum leverage ratios, ahdt it limit certain future categories of transactions such as the
incurrence of additional indebtedness and the sale of asSetbsequent to ye@nd, the Company
renegotiated th&nancial covenants in exchange for assuming a 1.0% increase in the previously-agreed
upon interest rate.

Installment Purchase Obligations

I n August 2005, totvreed sObsidiarydlatignal Coawdorpdraltignentered
into installment sale contracts with aguipment manufacturer, effective in July 2005, pursuant to which
National Coal Corporation purchased and financed or refinanced certain equipment used in its coal
mining operations. Pursuant to the installment sale contracts, the Company financechamrcedfi
approximately $7.3 million in equipment at rataaging from 5.22% to 7.65%.

The total $6,717,650 aggregate principal balance of these contracts included refinancing
obligations previously under capital leases of approximately $2,937,000 at Bept@&®, 2005
representing gross assets of approximately $4,372,000. This resulted in the recognition obma gain
extinguishment of delif approximately $328,000. The remaining $3,781,000 is related to the purchase
of new equipment as well aguipment drmerly under operating leaseThe installment sale contracts
require monthly payments of principal and interest through January 14, 2008.

In April 2006, the Company entered into new installment sale contracts with an equipment
manufacturer pursuand twhich the Company refinanced equipment with an aggregate principal value of
approximately $2,729,000 formerly acquired under various capital le@sedting in aloss on
extinguishment of debt of approximately3000 These installment sale contractsjuire payments over
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7. Debt and Financing Arrangements (continued)

36 months at fixed interest rates ranging from 7.03% t@%.5The obligations under the installment sale
contracts are secured by the equipment purchaseflugust 2006 and Septemb2006, the Company
entered into new installment sale contracts with an equipment manufacturer pursuant to which the
Company refinanced equipment with an aggregate principal value of approximately G1Q044ihese
installment sale contracts require payiseover periods ranging from 30 to 36 months at fixed interest
rates ranging from 7.42% to 8.10%. The obligations under the installment sale contracts are secured by
the equipment purchased.

The following table summarizdengterm debt obligations ofte Company, excluding capital

leases:
December 31, December 31,
2006 2005

10.5%Senior Secureblotes, due 2010 $ 55,000,00 $  55,000,00(
TermLoanCredit Facility 8,000,00( --
Bank note (prime + 1%), due 2007 637,37¢ 1,200,018
Installment purchase obligations, due 2009 3,200,28¢ --
Installment purchase obligations, due 2008 2,825,20 5,270,61:
Equipment note (neinterest bearing), due 2006 - 280,00C
Equipment notes (89%-9.28%, due 2002011) 125,38 --
Equipment note (4.48%, due 2009) 234,721 --
Other 89,51z 19,931
Less unamortized discounts (3,298,67¢) (3,910,160)

66813,80¢ 57,860,40(
Less current portionf longterm debt (4,720,671) (3,319,17%)
Long-term debt $ 62093,13¢ $ 54,541,22!

Maturities of longterm debt for the next five years and thereafter follow:

Fiscal year
2007 $ 4,720,76¢
2008 1,780604
2009 590,371
2010 63,016,417
2011 4,323
Thereafter -
70112,48¢
Less unamortized discounts (3,298,679
66,813,80¢
Less current portion of loaggrm debt (4,720,672
Long-term debt $ 62093,13¢
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8. Leases

The Company leases mining and certain other equipment under noncancelable lease agreements
with terms upto five years. Rental expense for equipment under operating lease agreements with initia
lease terms of one year or greater was approxim@tedi1323,$1,212,696, and $516,086r the yeas
endedDecember 312006 2005,and 2004respectively

During the first quarter of 2006, the Company entered into a capital lease agreement @f0$265,3
with an equipment supplier for mining equipment with a comparable value. The lease is for a period of
twenty-four months and provides for a bargain purchase option at the end of the lease term.

During the third quarter of 2006, the Company enteredardapital lease agreement of $625,000
with an equipment supplier for mining equipment with a comparable value. The lease is for a period of
twenty-six months.

Future minimum lease payments for noncancelable leases with initial terms of one year or greater
in effect at December 31, 26@re as follows:

Capital Leases Operating Leases

2007 $ 414,89 $  2,090,22¢
2008 337,80¢ 1,998,81:
2000 - 1,998,81:
2010 - 427,52¢
2011 - -
Thereafter - -
Total minimum lease payments 752,7(B $ 6,515,37¢
Imputed interest (79964)
Present value of minimum cagitaase paymen 672,73¢
Current portion (351,668
Longterm obligations $ 321,071
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Asset Retirement Obligations

The following table describe

years ended ember 31

- CONTIN UED

s the

2006 2005

Obligation at January 1 $ 7,22823 $
Accretion expense 476,064
Obligations acquired and incurred 250,427
Adjustments from annual recosting 350,17¢
Obligations settled (1,090,004
Obligation at December 31 7,214,89:¢
Current portion included in accrued expenses (1,378,967
Long-term liability $ 5835920 $

10.

Funds, purchased fow f t he Coutstgnding yndtes payable from an unrelated party in the
aggregate principal amount approximately$3,465,200. Concurrent with its purchase of these notes,

2,305,74¢
347,671
4,379,10¢
490,424
(294,720

7,228,23:

7,228,23

The above table has been adjusted to reflect the correct opening balance and activity for 2005.

St o ¢ k h ¢Defati Egsity

changes

In February 2004, Crestview Capital Master, LLC, an entitytrotiad by Crestview Capital

Crestview agreed to extendettmaturity date on all four notes to March 25, 2005 modified certain
provisions. Two of the note@n the aggregate principal amount of approximately $3.2 mijliegre
convertibl e i mdnmontsthck at € pricepoh $2.9®Bper share. Gmstalso purchased

common stock purchase warrants from the original debt holder which warrants had been igbaged by
Companyas additional consideration for the convertible notes.
purchase up t899,312 shares of the Coma n gotdmon stock at a price of $2.20 per share, and ekpire

The warrantsedllOvestview to

on March 25, 2005In March 2004the Companyssued Crestview 80,34hares of common stock upon
conversion of $160,693 of accrued inter&stApril 2004,the Companyssued Crestview 250,0Ghares
of common stock upon conversion of $500,000 of principalOctober 2004the Companyissued
Crestview 1,347,451 shares of common stock upon conversion of the remaining $3,69480cipal

of the convertible debentureBhe remaining twanotes in the aggregate principal amount of $270,314,

were paid in full in December 2004.

In February 2004the Companysold an aggregate of 1,250,000 sharetscfommon stock in a
private placement at a price of $2.20 per sha@ne institutional investand three accredited investors

In March 2004, a total 041,958shares of common stock were granted totklee Chairman of
the Board in lieu of cash compensation for services. The stock was valu2d6ab7B or $5.4Qper
share whichwas theclosingr i ce of the Company
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10. St o ¢ k h ¢Defatiy Egsity (continued)

In May 2004, the Company purchased from Cumberland Timber Company, LLC, 1,738 acres of
land in East Tennessefr a total purchaserjge of $631,000, which consisted of $280,000 cash and
75,000 shares of common stock. The 75,000 shares were valued at a price per share of $4.68, which was
the closing price of the Companyod6s common stock
transaction.

In August 2004, the Company sold $16,030,000 of SeriesurAulative convertiblgreferred
stock and common stock purchase warrants in separate private placement tranJdetiddsmpany
issued a total of 1,068.67 shares of Serieuiulativeconvertiblepreferredstock, at $15,000 per share,
for cash consideration afpproximately$11.3 million and cancellation @fpproximately$4.7 million of
its senior secured promissory notes issued in April and May 2004. Each share of Saneal#tive
convertiblepreferred stock is convertible into 2,500 shares of common stock. For each share of Series A
cumulative convertibl@referred stock, the investors also were issuedyses warrants to purchase 500
shares of common stock at an exercise prié8af0 per share.

On August 31, 2004he Companyssued $3,000,000 of convertible promissory n¢seg Note
6). The convertible promissory notes may be convepedr to maturityinto units consisting of our
Series Acumulative convertiblegpreferred ®ock and common stock purchase warrants at a price of
$15,000 per unit. Each unit consists of one share of Serdesndilative convertibl@referred stock and
two-year warrants to purchase up to 500 shares of common stock at an exercise price of $8&@ per
In December 2004the holders of theonvertible promissory notes converted the $3,000@0iple
into 200 sharesf Series Acumulative convertibl@referred stock and warrants to purchase up to 100,000
shares of common stock.

Investors who pid cash consideration in either the Seriesuinulative convertiblgoreferred
stock financing or convertible debt financing also received the right to purchase additional units of Series
A cumulative convertibl@referred stock and common stock purchasgamés. Each of these investors
can purchase, at a price of $15,000 per unit, up to a number of units with an aggregate purchase price
equal to 33.33% of the amount invested in the initial financing. Each unit consists of one share of Series
A cumulativeconvertiblepreferred stock and twygear warrants to purchase up to 500 shares of common
stock at an exercise price of $8.40 per share. The purchase rights must be exeieitsedhamApril
28, 2005. The holders of convertible promissory notes meascise this additional purchase right only if
they convert their promissory note in full. In December 2004, the Company issued 241.33 shares of its
Series Acumulative convertiblgreferred stock and warrants to purchase 482,660 shares of its common
stok upon the exercise by certain holders of these purchase rights. The Company received gross proceeds
of approximately $3,620,000 in connection with the sale of these securities.

In connection with the August 32004 private placement financingee Compay entered into
separate registration rights agreements with the investors. Pursuant to the separate registration rights
agreementsthe Companyfiled a Form SB2 on November 1, 2004ith the Scurities and Exchange
Commission, and such registration stad@emwas declared effective by the SEC on January 28, 2005
registering 17,587,730 shares of common stock for resale by the selling shareholders

During 2004, the Company issued an aggregate of 867,200 shares of its common stock upon the
exercise of warrantof which 389,139 shares were issued pursuant to cashless exercises and 478,061
shares were issued for cash of $1.109 million.

At the close of business on January 12, 2005, the Company affectied-4 deverse split of its
issued and outstanding comn&tock as previously approved on October 12, 2004 by its board of

72



NATIONAL COAL CORP.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS - CONTIN UED

10. St o ¢ k h ¢Defatip Egsity (continued)

directors and stockholders. All share and per share amounts have been retroactively restated for all
periods presented to reflect the effekcthe reverse split.

On May 6, 2005, the Company filed with the Securities and Exchange Commission, a post
effective amendment #1 to Form &Bon a Form S3 registration statement to register the resale by the
selling stockholders identified therein, ofaggr egat e of 17, 188, 996 shares
stock which was then outstanding or which could be acquired by the selling stockholders from the
Company upon the conversion or exercise of options, warrants, and Secigsudative convertible
prefared stock. The amendment was declared effective by the United States Securities and Exchange
Commission on May 12, 2005.

On December 29, 2005, the Company issb®@®00 Warrants to purchase a total of 1,732,632
shareo f t h e <LCoommpra stogkin conjunction with the issue of $55,000,00016f.5% Senior
Secured NotesThe issue consisted of 55,00(its which will entitle the holder to purchase 31.5024
shares of Company common stock atexercise price of $8.50 per share, subject to adjustriiéet.
warrants are subject to mandatory conversion if the pfiteh e Companyds common stoc
$12.50 for more than thirty daysThe Warrants will be exercisable at any timeavnafter their first
anniversary date and will expire on December2fd0.

During the year ended December 31, 2006 and , 2085500 and O warrants were exercised with
gross proceeds totaling $1,006158nd $0, respectivelyAt December 31, 2006, warrants entitling the
holders to purchase 1,872,632 shares of common stbek exercise price of $8.50 per share were
outstandi ng. The warrants are subject to mandat c
stock remains above $12.50 for more than thirty days.

During the year ended December 31, 2006 and 20@Bdersof 55090 and 139.44 sharesof
Series Acumulative convertiblegoreferred stock with liquidation preferences totalgj260,206and
$2,091,600plus accrued dividends of6%,439and $18,198,converted their shares inth386,128and
351,633share®f comman stock, respectively.

During theyear ended Decembef,32006 and 2005, the Company issud@,510and 234,240
shares of common stock and received gross proceeplsGH1,122and$531,078respectively, upon the
exercise of stock options by employeefamer employees. Additionally},01,503 shares of common
stock were issued during the year ended December 31, 2006 for gross proceeds of $897,018, including
100, 000 shares purchased by the Companyds new Chi

In October 2006, the Corapy determined that it had not complied with a preferred stock
purchase agreement provision which resulted in the accrual difidend adjustment 0$198,220.
Therefore, the Company has reflected this accrual assae onene a dj ust me ntitydwings har e h ¢
the third quarter of 2008s it was not material to previous periodis November 2006, a majority of the
preferred shareholders voted to eliminate the provision which gave rise to this addneaCompany
also issued 10,886 shares of comrstwek in lieu of dividends as a result of the dividend adjustment.

11. Fair Value of Financial Instruments

The following methods and assumptions were used by the Company in estimating its fair value
disclosures for financial instruments at December 316,28d 206, respectively:

Cash and accounts receivablEhe carrying amount approximates fair value because of the short
maturity of thee instruments.
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11. Fair Value of Financial Instruments (continued)

Debt: The fair value of the Compaisylongterm delb is estimated based on the qubtearket
prices forsimilarissues or on the estimated current rate of incremental borrowing available to the

Company for similar liabilitiesAt December 312005t he carrying value of th

10.5% Senior Secured dies approximated fair value because the Notes were issued on
December 29, 2@

The estimated fair values of the Companyés fin

2006 2005
Carrying Fair Carrying Fair
Amount Value Amount Value

Financial assets
Cash and cash equivalents$ 2,180,885 $ 2,180,885 $ 25,434,988 $ 25,434,988
Accounts receivable 3,712,779 3,712,779 2,929,735 2,929,735
Restricted cash 17,246,751 17,246,751 7,323,023 7,323,023

Financial liabilites
Long-term debt $66,813,805 $61,313,805 $57,860,400 $57,478,632

12. Concentrations of Credit Risk and Major Customes

Financial instruments which potentially subject the Company to concentrations of credit risk
consist primarily of accounts receivable. Accounts receivable are from brokers or purchasers of the
Companyés coal wi t h paymended 20 @aysnsThet Gomgany routipelyc al | vy
performs credit evaluations of customers purchasing on account and generally does not require collateral.

During the period ended December 31, 808he Company derived revenue fraimrteen
customersfour of which wereelectric utilities, eight of which were industrial companiesd one of
which was a coal resellerThe Company derived revenue in excess ofgercent (10%) of total coal
sales from major customers as follows:

Customer
A B C D
Period ended Decdrer 31:
2006 25% 32% 18% *
2005 35% 26% * 10%
2004 28% 27% * 16%

* Less than 10%
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At December 31, 2006, the Company had fedewadl staten et

valuation allowance has been praeadfor the entire net deferred tax asset related to future years,

including loss and credit carryforwards.

- CONTIN UED

operating

carryforwards of $3.5million that will begin to expire in 2024The use of deferred tax assets including
federal net operating losses and credits are limited to future taxable earnings. Based on the required
analysis of future taxable income under the provisions of SEAS management belies that there is
not sufficient evidence at December 31, 2006 indicating that the results of operations will generate
sufficient taxable income to realize the net deferred tax asset in years beyond 2007. As a result, a

The valuation allowance wa44,785,86 and $,369,398at December 31, 2006 and 2005,
respectively. The valuation allowance increased&4#3,451and £,542,404n 2006 and 2005,
respectivelyThe net deferred income taxes as of December 31 include the following amounts of deferred

income tax assets and liabilities:

2006
Deferred tax asseturrent:

Inventory reserve $ 70,12
Intangibles (tax basis difference) 89,61«
Total deferred tax assetsurrent 159,74

Deferred tax assetsioncurrent:
Net operating loss carryfaards 12,823594
Fixed assets (tax basis difference) 1,886,18
Intangibles (tax basis difference) 80,66
Deferred royalties 87,48:
Charitable contribution carryforwards 44,97:
Total deferred tax assetsoncurrent 14,922,89
Total gross deferred tax assets 15,082,63
Deferred tax liabilities (296,772
Valuation allowance (14,785,86C
Net deferred tax assets $ -
The Companyo6s deferred i ncome t ax

$

es

2005

27,84
235,92
263, 77!

5,392,04
468,73t
57,43¢
170,27-
44,97
6,133,46
6,397,23
(27,838
(6,369,398
$ -

ede |

compensation and federal and state net operating loss and credit carryfoffvegsovision for income
taxes differs from the amount computed by applying the statutory federal income tax rate to income
before the provision for income taxes. The searand tax effects of the differences are as follows:

2006 2005 2004
Federal and state income tax benefit at US statutory rate ~ $(8,730314)  $(2,600,339)  $(3,993,313
Permanent differences 316,863 57,935 1,481,411
Change in valuation allowance 8,413,451 2,542,404 2,511,903
Total income tax expense on continuing operations $ - $ - $ -
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14. Earnings Per Share

Basic earnings or loss per share are computed by dividing net income by the weighted average
number of common shares outstanding during the year. Diluted earnings per share are computed similarly
to basic earnings per share except thay theflect the potential dilution that could occur if dilutive
securities or other obligations to issue common stock were exercised or converted into common stock.
Diluted earnings or loss per share includes dilutive common stock equivalents, usinggbeytstock
method, and assumes that the potentially dilutive instruments were converted into common stock at the
beginning of the year or upon issuance. Stock options with exercise prices greater than the average fair
market price for a period, which adefined as arililutive, are not included in the diluted earnings (loss)
per share calculations because of their-ditditive effect. In periods of losses, diluted loss per share is
computed on the same basis as basic loss per share as the inclusion athea potential shares
outstanding would be artiilutive.

For the years ended December 31,&0005,and 2004 3,866,360, 6,024,642 and 2,105,554
potentially dilutive shares of the Company frevarrants,convertible preferred stocknd stock options
were not included in the computation of diluted loss per share because to do so wouldlibgigeati

The computations for basic and diluteds per share from continuing operatiofos the period
ending December 3re as follows:

2006 2005 2004

Numerator:

Net loss $ (23,421,210) $ (6,791,171) $ (10,429,129

Preferred dividends (1,029,933) (1,124,650) (18,893,509

Numerator for basic and diluted $ (24,451,143) $ (7,915,821) $ (29,322,638

Denominator:

Weighted average shares - basic 15,346,799 13,712,813 11,261,800
Effect of warrants 118,329 1,122,399 267,751
Effect of convertible preferred shares 2,399,731 3,528,233 780,663
Effect of stock options 1,348,300 1,374,010 1,057,140

Adjusted weighted average shares - diluted 19,213,159 19,737,455 13,367,354

Net income loss per share - basic $ 159 $ (058) $ (2.60)

Net income loss per share - diluted $ 159 $ (0.58) $ (2.60)

15. Stock-based Compensation Plans

The Companydés 2004 Option Plan (the APl ano)
Company in March 2004, and amended in January 2005. Under the terms of the Plan, stock options may
be granted to officergjirectors, employees, and othefd. December 31, 2@) 2,750,000 shares of
common stock were authorized for issuance under the Plan. Shares subject to awards that expire
unexercised or are otherwise terminated, again become available for awards. Ujpse egtock is
issued from unissued or treasury shares. The grant price of an option under the Plan generally may not be
less than the fair market value of the common stock subject to such option on the date of grant. Options
have a maximum life of ten ges and vest 25% per year over a four year period
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15. Stock-based Compensation Plans (continued)

During the year ended December 31, 2006, the Company recogni288,824of compensation
expense related to stock options, including $941,961 related &mteterated vesting d00,0000ptions
granted tothe formerCEOQ, the former General Counsel and Secrefaviio is also the spouse of the
former CEO), and the former CO@n prior years The former CEO continues as Chairmd@uring the
years ended Decerab31, 208 and 20@, Company recognized%2,733 an$903375 of compensation
expense related to stock options, respectively.

The fair value of each option was estimated on the date of the grant using theS&tatds
optionpricing model with the followg weighted average assumptions:

Year Endeddecember 31,

2006 2005 2004
Expected term (years) 6.25 6.25 4.0
Risk-free interest rates  4.38%-5.1% 3.79%- 4.55% 3.23%-4.37%
Expected dividend yield 0.0% 0.0% 0.0%
Expected volatility 50.3% - 54.00 476%- 48.0% 48.4%- 48. ™%
Weightedaverage
volatility 52.2% 47.8% 48.8%

The riskfree interest rate is based on the U.S. Treasury rate for the expected life at the time of

grant, volatility is based on the average keagn implied wlatilities of peer companies as the
Companyébés trading history is | i mit sirdplifiecanetod ashe e x p

accepted under Securities and Exchange Commission Staff Accounting Bulletin No. 107 assuming a ten
year original ontract term and graded vesting over four years. The weigivierdige grantiate fair value

of options issued during the ysaanded December 31, 2008005, and 2004vere $3.16 $3.41, and

$3.54 respectively The total intrinsic value of options exeretsduring the years ended December 31,
2006, and2006 was $2,450,313and $1,104780, respectively.No options wereeligible for exercisen

2004.
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15. Stock-based Compensation Plans (continued)

The following table summarizes activity under tharPlor theyearendeddDecember 312006:

Weighted

Average

Remaining

Weighted Contractual Aggregate
Options Average Term (in Intrinsic Value
Outstanding Exercise Price years) ($000)

Outstanding at December 31, 20( 1,532,385 $408 8.75
Granted 641,500 $8.28
Exercised (712,510 $232
Forfeited (107,750 $7.55
Expirations (30,000 $6.93
Outstanding at December 31, 20( 1,323,625 $6.90 8.81 $505,825
Vested or expected to vest
December 31, 2006 1,153,747 $6.85 8.78 $456,030
Exercisable 229,750 $5.40 7.90 $186,325

As of December 31, 2006, there wé®312,1370f total unrecognized compensation cost related
to nonvested stock options granteshder the Plan. That cost is expected to be recognized over a
weightedaverage period oR.7 years. The total fair value of shares vested during the years ended
December 31, 2006, 2005, and 2004, $2562529, $1,821,514, and $0, respectively.

Subsequent to yeand, the Board of Directors agreed to a modification of stmgoton
agreements as they apply to independent directors. At such time as an independent director ceases to
serve on the Board, his vested options outstanding at that time may be exercised for a period of 90 days.
This survival period has been extendedl8 months. According to the requirements of SFAS 123(R),
this constitutes a modification of existing awards requiringmeasurement of those awards which will
require the Company to recognize additional expense related to vested options indhartiestof 2007.

16. Commitments and Contingencies

In October2004,the Companysucceeded to a permit for a coal mining operation in Campbell
County, Tennessee and in so doing became the real party in interest in a pending civil action filed by a
group of environmental organizations in the United States District Court for the Eastern District of
Tennessee. Plaintiffs alleged that issuance of the original permit was flawed bec#itede Surface
mi n i @3MO Jthe federal agency which issued thengierhad not complied with the requirements of
the National Environment al Policy Act (ANEPAO) an
District Court dismissed the plaintifUS&xtacti on a
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16. Commitments and Contingenciegcontinued)

Circuit Court.The dismissal of this action was upheld by final Order of the Sixth Circuit Court entered on
January 3, 2007

The same plaintiffs filed a similar actiamU.S. District Courbased on essenlliathe same facts
alleging NEPA violatiosr egar di ng OSMG6s approval of an applicat

An unfavorable outcome ahis action would not involve direct monetary damages; however
significant financial losses could resulomn curtailed mining operationdManagemenbelieves that the
U. S. District Court will dismiss this action based upon the prior ruling in the similar case by the U.S.
Sixth Circuit Court.

During 2005, the Company wasudited byits pr evi ous wo sakoe rinsuéance&c o mp e n
provider whch contends tha&n additional approximately $1.4 million in premiummsowedfor the year
ended April 15, 2005. The matter primarily involves the application of premium rates to employees
performing certain job functions. Irmduary 2006, the Compaimaid $427,000 to the previous insurance
provider. Currently, the matter has not been resolvedbatid parties have pursued legal action in the
United States District Court of the Eastern DistittTennessee While management kieves legal
reserves are sufficient for this matter, it is possible that the actual outcome of the matter could vary
significantly from this amount. Management will continue to review the amount of the accrual and any
adjustment required to increase ecrkase the accrual based on development of the matter will be made
in the period determined.

In March 2006the Company wasamed as defendant in a complaint filed in the United States
District Court for the Eastern District of Kentucky by the sublessfeeertain coal mining rights
concurrent witht h e  C o nopeaationsirs Kentucky. The Companytle sublessee of the right to
mine coal using the underground method on the property in quessidhe result of a 2004 acquisition.
The complainant claimthat it possesses the right to mine the coal at this property through the surface
mining method and that by mining the coal by the highwall mining metthedCompanycommitted
either an intentional or negligent trespalise complainant seeks damageshi@ range of $1.2 million to
$2.8 million, which it estimates to be the range of gross prdfisn the revenuesf the coal mined.
Managementacknowledge thatthe Companymined the coal in questipbut contendthat by using the
highwall mining methodthe Companymined the coapursuant to the Leadsy an underground mining
method and therefore conitted no trespass. As an additional defense, the Companiyjidtha third
party complaint against a consultanho advisedhe Companyhat it had theight to mine the coal. This
counterclaimcould allow the Companyto recovera portion of any amountslost, if the original
complainant is successfll. settlement was reached with the opposing party and documented for entry by
Order of the Court in Februagp07.

In February 2006,the Companypurchased a second highwall miner for approximately
$6,500,000 which was immediately placed in service on the Straight Creek tracts in Southeastern
Kentucky. In March 2006, this highwall miner was damaged by a rodkpsel which resultedin
approximately three months of lost service. Repairs to the highwall maer totaled approximately
$1,934,000 and were recordedaasost of sales in thirst two quartes of 2006. The initial insurance
claim was deniedand in April 2006, managementhreatenedegal actionagainst theprovider In
September 2006, the insurance provider agreed to the claim, and the Company received approximately
$1,867,000, which has been recorded as a reduction of cost of sales in the thed afu2d06. The
Company waslso in discussion with a second insurance provider on a related claim pertaining te a front
end loader that wadestroyedin the same March 2006 rock collap3ée Company has agreed to a
settlement and received proceedspygraximately$155,000 during the first quartef 2007.

79



NATIONAL COAL CORP.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS - CONTIN UED

16. Commitments and Contingenciegcontinued)

On April 12, 2006the Company wasamedasa defendanin a suitby Appalachian Fuels, LLC
(t he nAoR)I ail mtnigf fwi t h Cal var w aC g dbmerGnaapgndentycontrattar ¢ . (
who was our Contract Miner fdhe Kentucky operations during a portion of 2004 and 200%Hhe
Plaintiff seeks to recover approximately $360,000, funds allegedly supplied to Calvary by the Plaintiff
prior to the timeof our purchase of the Kentucky operations from the Plaintiff. The purchase agreement
relating to the Kentucky operations allows for the deduction of the funds in question from the payments to
Calvary only wupon Cal varyo§ ddwpbtioltdine Because thes requited whi
written consent was not obtained, the Company did not deduct the funds in question and submit them to
the Plaintiff. This matter was dismissed by the Boyd Cquféntucky Circuit Court in February 2007
and has nobeen appealed

=1

On September 1, 2006, the Tennessee Depart ment
issued aStop Work Ordef t he @A Order o) with respect to the opert
Order alleged that the Company disturbed two unnastreims outside of the permitted mining area.

The Order sought the reclamation of the two streams and the assessment of penalties of approximately
$173,000 if the various requirements sought by the Order were not satisfied. The Company filed an
appeal 6the Order and in November 2006 came to an agreement with TDEC, which requires reclamation
of the area in question with no penalties to be assessed.

The Company is made party to other legal actien claims, arbitration and administrative
proceedings rbm time to time in the ordinary course of business. Management does not expect the
outcome ofthese othepending or threatened proceedings to have a material impamiraash flows,
results of operations or financial condition.

17. Related Party Transactions

During 2004,the Companypaid the law firm of Kite, Bowen & Associates, PA, $10,000
professional services rendered. Mr. Kite was the managing partner of Kite, Bowen & Associates, PA, and
previouslyserved ot h e C o rBpaadrofyDirexctors.In May 2004, Mr. Kite joinedhe Companyn
a full timebasis as its General Counsel.

The Company borrowed an aggregate of $305,000 from J€agpital Corporation, an investment
Company controlled by the former President and former GE@) August 2003Hrough January 2004,

and borrowed $105,000 from tliermer President andormer CEO in December 2003. Each of these

loans were evidenced by a note payable which accrued simple interest at an annual rate of 8% and was
payable on demand. These loans weiid g full during the first six months of 2004.

In September 2004the Companyrepaid a $150,000note payableto the former Chairman
During 2004 the Company paid a total $£8833 interest pursuant to the note This debt was
outstanding since Februa2p03.

In October 2004, the Company borrowed $10,000 fronfoitsier Chief Financial Officer and
$40,000 from its Operations Manager, which amounts were repaid in December 2004. These loans
accrued simple interest at an annual rate of 8%.

In October 2004the Company revised the employment contracts of its Chief Executive Officer,
its former Chief Financial Officer and its Operations Manager such that each indiwdsahtitled to
additional monthly compensation in an amount equal to five cents ($@0&rpof coal soldr

17. Related Party Transactions (continued)
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producece ach month from coal mi ned from al lIThi®@f the Co
additional compensation ceased at the end of May 2006.

In March 2005, the Company borrowedapximately $5,140,000 at 18% intereastcruing from
May 2005, with five-year common stock purchase warrants to purchase up to 140,000 shares of the
Companyod6s common stock at an exercise price per
including Crestview Capital Master, LLC, which is a significant shareholder of the Company. The
Company paid an origination fee of approximately $200,00the form of an original issue discount
upon the execution of the loan document. The notes were repa@ecember 28, 2005 with an
additional 3% fee.

On June 5, 2006 the Company sold 100,00 shares
CEO, for a total price of $888,000n February 28, 2007, the Company signed definitive subscription
agreements teell three million shares of its common stock at the February 28, 2007 closing consolidated
bid price of $4.65 per share. Daniel Rolipgrchased 200,000f thesesharesfor a total price of
$930,000.

18. Events Subsequent to December 31, 200

On Febrary 28, 2007, the Company signed definitive subscription agreements to sell three
million shares of its common stock at the February 28, 2007 closing consolidated bid price of $4.65 per
share. Dani el Rol ing, t he Co mpoaomoftheseshBrese §wod e n t a
institutional investors purchased 2,800,000 shares and the proceeds from the sale were $13,950,000. The
Company has agreed to file a registration statement to register the shares as soon as practicable, but in any
event, no latethan April 30, 2007.

On March 1, 2007, the Company promoted Bill Snodgrassten months it<Chief Operating
Officer (COO), to the newly created position of Senior Vice President of Business Development. In
conjunction with MrKemSndadalk,ssttse pCompamnydhs f or me
Company as COO.

From January 1, 2007 through March 16, 20@iders 0B80.0shares of our Series @&umulative
convertiblepreferred stock with liquidation preferences totalirig280,000converted theishares into
200,000shares of common stock
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19. Summary Quarterly Financial Information (Unaudited)

Quarterly financial data for 28Gand20@5 is as follows:

Three Months Ended

March 31, 200€ June 30, 2006 September 30, December 31,

(Restated) (Restated) 2006 (Restated 2006
Total revenues $ 20,468,732 $ 24,125,155 $ 21,428,881 $ 21,494,319
Operating loss (6,150,928) (3,545,168) (1,607,123) (5,154,091
Net loss attributable to
common shareholders (7,919,493) (5,019,870) (3,704,151) (7,807,629
Loss per common share:
Basic $ (0.56) $ (0.33) % (0.23) $ (0.48)
Diluted $ (0.56) $ (0.33) % (0.23) $ (0.48)
Three Months Ended
June 30, September 30, December 31,
March 31, 2005 2005 2005 2005
Total revenues $ 11,866,566 $ 15574,119 $ 18,274,700 $ 20,157,249
Operating (loss) income (1,514,906) (212,856) 337,851 (1,173,640
Net loss attributable to
common shareholders (2,482,229) (1,533,942) (654,973) (3,244,677
Loss per common share:
Basic $ (0.18) $ (0.11) % (0.05 % (0.24)
Diluted $ (0.18) $ (0.11) s (0.05) $ (0.24)

In November 2006, the Company determined that during the firsthdeaad third quarters of
2006, shipping and handling costs paid to tiadty carriers and invoiced to coal customers had not been
properly reflected as cost of sales and coal sales, respectively, consistent with Emerging Issues Task
Force Issue No. 0@0, Accounting for Shipping and Handling Fees and Cost$e impact was to
understate both coal sales and cost of sales by $445,174, $290,093, and $81 %3G st, second, and
third quarters of 2006, respectively. Total revenues as initially exgbdoy the Company were
$20,023,558, $23,835,062, and $21,113,745 for the first, second, and third quarters of 2006, respectively.
Operating loss and net loss attributable to common shareholders were not impacted. The impact to 2005
was not material.

The Company has also determined that total revenues for the first and second quarters of 2005 as
presented above are inconsistent with amounts previously reported in its 2006 first and second quarter
filihngson Form 16Q due t o t he Co mp acertpid reclagsifications previodsly mader ¢ | u d ¢
for consistency of presentation in its 2005 FormKL10 Total revenues as previously reported by the
Company were $12,584,404 and $16,010,644 for the first and second quarters of 2005, respectively. As
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19. Summay Quarterly Financial Information (Unaudited) (continued)

the overstatement of total revenues for both quarters is offset by a commensurate overstatement of cost of
sales, operating loss and net loss attributable to common shareholders were not impacted.

In the fourth quarter of 2006, the Company determined that the weighted average shares used to
calculate both the basic and diluted loss per common share during the first and second quarters of 2006
was incorrect. Both basic and diluted loss per commaresds previously reported by the Company were
$(0.57) and $(0.34) for the first and second quarters of 2006, respectively.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

None
Item 9A. Controls and Procedires.
Controls and Procedures

Members ofour maragement, including ouPresident andChief Executive OfficerDaniel A.
Roling, and Chief Financial Officer, T. Michael Love, have evaluated the effectiveness of our disclosure
controls and procedures, asidetl by paragraph (e) of Exchange Act Rules-18ar 15d15, as of
December 31, 2@®) the end of the period covered by this report. Based upon that evaluation, Messrs.
Rolingand Love concluded that our disclosure controls and procederegffectiveas of December 31,
2006

Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting or in other factors
identified in connection with the evaluation required by paragraph (d) of Exchange Act RulEs dr3a
15d-15 that occurred during the fourth quarter ended December 3@ tt2fithave materially affected, or
are reasonably likely to materially affect, our internal control over financial reporting.
Iltem 9B. Other Information .

None
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PART Il
Item 10. Directors Executive Officers, and Corporate Governance.

The information required by this item is incc
Statement for its 2007 Annual Meeting of Shareholders to be filed with the SEC within 120 days after the
end d the fiscal year ended December 31, 2006.

ltem 11. Executive Compensation

The information required by this item is incc
Statement for its 2007 Annual Meeting of Shareholders to be filed with the SEC withitayi2@fter the
end of the fiscal year ended December 31, 2006.

Iltem 12.  Security Ownership of Certain Beneficial Owners and Managementand Related
Stockholder Matters

The information required by this itemoxyi s i ncc
Statement for its 2007 Annual Meeting of Shareholders to be filed with the SEC within 120 days after the
end of the fiscal year ended December 31, 2006.
Iltem 13. Certain Relationships Related Transactions and Director Independence

The informatonrgui red by this item is incorporated b
Statement for its 2007 Annual Meeting of Shareholders to be filed with the SEC within 120 days after the
end of the fiscal year ended December 31, 2006.
Iltem 14.  Principal Accountant Fees and Services

The information required by this item is 1incc

Statement for its 2007 Annual Meeting of Shareholders to be filed with the SEC within 120 days after the
end of the fiscal year ended DecemberZ106.
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PART IV

Item 15. Exhibits and Financial Statement Schedules
(@) The following documents are filed as part of this report:
1. Consolidated Financial Statements
Reports of Independent Registered Public Accounting Firms

Financial Statements
Conglidated Balance Sheets
Consolidated Statements of Operations
Consolidated Statements of Cash Flows
Consolidated Statement ®efiatfEquiyn anges i
Notes to the consolidated financial statements

2. Financial Statement Schedules

All financial schedules are not required under the related instructions, or are inapplicable
and therefore have been omitted.

3. Exhibits. See Item 15(b) below.

(b) Exhibits We have filed, or incorporated into this FormKL@y reference, the exhibits led on
the accompanying Index to Exhibits immediately following the signature page of this Fé¢m 10

(© Financial Statement Schedul&ee Item 15(a) above.
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