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INDEPENDENT AUDITOR'S REPORT

To the Board of Directors
Centerstone Community Mental Health Centers, Inc.

We have audited the accompanying combined statement of financial position of Centerstone
Community Mental Health Centers, Inc. (a non-profit organization) as of June 30, 2006, and the related
combined statements of activities, functional expenses and cash flows for the year then ended. These
financial statements are the responsibility of the Organization’s management. Our responsibility is to
express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States
of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. 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 financial statements referred to above present fairly, in all material respects, the
financial position of Centerstone Community Mental Health Centers, Inc. as of June 30, 2006, and the
changes in its net assets and its cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated October 3,
2006 on our consideration of Centerstone Community Mental Health Centers, Inc.’s internal control over
financial reporting and our tests of its compliance with certain provisions of laws, regulations, contracts
and grant agreements and other matters. The purpose of that report is to describe the scope of our
testing of internal control over financial reporting and compliance and the results of that testing and not
to provide an opinion on the internal control over financial reporting or on compliance. That report is an
integral part of an audit performed in accordance with Government Auditing Standards and should be
read in conjunction with this report in considering the results of our audit.

324 Franklin Street - Clarksville, Tennessee 37040 (931) 552-7474
117 West Ninth Street - Hopkinsville, Kentucky 42240 (270) 885-8481
500 West Main Street - Princeton, Kentucky 42445 (270) 365-9733



Our audit was performed for the purpose of forming an opinion on the basic financial statements of
Centerstone Community Mental Health Centers, Inc. taken as a whole. The combining statements of
financial position and the combining statements of activities on pages 12 and 13 are presented for
purposes of additional analysis and are not a required part of the basic financial information. The
schedules of expenditures of federal awards and state grant activity on pages 14 and 15 are presented for
the purposes of additional analysis as required by the U. S. Office of Management and Budget Circular A-
133, Audits of States, Local Governments, and Non-Profit Organizations and the State of Tennessee,
Department of Audit, Audit Manual, and are not a required part of the basic financial statements. Such
information has been subjected to the auditing procedures applied in the audit of the basic financial
statements and, in our opinion, is fairly stated, in all material respects, in relation to the basic financial
statements taken as a whole.

Jarnpar, &Wf fetls (0,

October 3, 2006



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
COMBINED STATEMENT OF FINANCIAL POSITION

June 30, 2006
ASSETS

Current assets:
Cash
Investments
Accounts receivable (less allowance $1,128,271)
Contributions receivable
Other receivables
Inventory
Prepaid expenses
Total current assets

Centerstone Trust investments:
Cash and cash equivalents
Investments
Total endowment investments

Property, plant and equipment
Less accumulated depreciation

Other assets:
Cash limited as to use by Board
Deposits
Bond issue costs

Restricted cash:
Debt service
Cash

TOTAL ASSETS

LIABILITIES AND NET ASSETS

Current liabilities:
Current maturities of long-term debt
Accounts payable
Accrued expenses
Total current liabilities

Long-term debt less current maturities

TOTAL LIABILITIES
NET ASSETS

Unrestricted
Temporarily restricted

TOTAL NET ASSETS

TOTAL LIABILITIES AND NET ASSETS

The accompanying notes are an integral part of these financial statements.

$ 3,277,130
969,662
6,635,648
9,650
118,563
82,041
600,498
11,693,192

529,214
7,060,729
7,589,943

32,684,540
(_15,248,654)
17,435,886
9,277,879
46,737

609

9,325,225
105,774
32,648
138,422

$ 46,182,008

$ 696,421
1,495,110
5,207,547
7,399,078

883,856
8,282,934
32,164,771
5,734,963
37,899,734

$ 46,182,668
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CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.

COMBINED STATEMENT OF ACTIVITIES
Year ended June 30, 2006

CHANGES IN UNRESTRICTED NET ASSETS

Public Support:
Contributions
Revenue:
Government contracts
Program service fees
Investment return
Other

TOTAL UNRESTRICTED SUPPORT AND REVENUE

Net assets released from restrictions
Restrictions satisfied by contract\grant compliance

TOTAL UNRESTRICTED SUPPORT,
REVENUE AND RECLASSIFICATIONS

Expenses and Losses:
Program services
Supporting services
Development
TOTAL EXPENSES

DECREASE IN UNRESTRICTED NET ASSETS
CHANGES IN TEMPORARILY RESTRICTED NET ASSETS
Government contracts\grants
Net Investment return
Net assets released from restrictions
Restrictions satisfied by contract\grant compliance
INCREASE IN TEMPORARILY RESTRICTED NET ASSETS
INCREASE IN NET ASSETS
NET ASSETS BEGINNING OF YEAR

NET ASSETS END OF YEAR

The accompanying notes are an integral part of these financial statements.

$ 896,912
1,360,873
43,944,725
496,868
470,096

47,169,474

11,662,510

58,831,984

47,284,416
11,199,401

535,147
59,018,964

( 186,980)

11,662,510
399,478

( 11,662,510)
399,478

212,498

37,687,236

$ 37,899,734
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CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
COMBINED STATEMENT OF CASH FLOWS
Year ended June 30, 2006

CASH FLOWS FROM OPERATING ACTIVITIES
Increase in Net Assets $ 212,498
Adjustments to Reconcile Increase in Net Assets
to Net Cash Provided by Operating Activities:

Depreciation 1,605,442
Unrealized loss on investments 69,770
(Increase) Decrease in:
Receivables ( 1,009,796)
Prepaid expenses 111,563
Other assets 80,308
Increase (Decrease) in:

Accounts payable 614,444
Accrued liabilities 490,899
NET CASH PROVIDED BY OPERATING ACTIVITIES 2,075,128

CASH FLOWS FROM INVESTING ACTIVITIES
Acquisition of property & equipment ( 2,776,807)
Purchase of investments ( 520,137)
NET CASH USED BY INVESTING ACTIVITIES (__ 3,296,944)

CASH FLOWS FROM FINANCING ACTIVITIES
Principal payments on long-term debt ( 377,050)
NET CASH USED BY FINANCING ACTIVITIES ( 377,050)
NET DECREASE IN CASH AND CASH EQUIVALENTS ( 1,598,866)
BEGINNING CASH AND CASH EQUIVALENTS 14,153,875
ENDING CASH AND CASH EQUIVALENTS $ 12,555,009

Supplemental Disclosure of Cash Flow Information
Cash Paid During the Year for:

Interest $ 74,843

The accompanying notes are an integral part of these financial statements.
Page 6



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO THE COMBINED FINANCIAL STATEMENTS

1 SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization - Centerstone Community Mental Health Centers, Inc. and its affiliates (the Center) are
private, non-profit corporations, that provide multi-funded, locally directed community mental health services for
treatment and prevention of emotional, mental and social problems of everyday living. The Center maintains
clinics in multiple Tennessee counties, with the main administrative offices located in Nashville, Tennessee. The
Center and its affiliates share a common management team and Board of Directors.

Basis of Presentation - Financial statement presentation follows the recommendations of the Financial
Accounting Standards Board in its Statement of Financial Accounting Standards (SFAS) No. 117, Financial
Statements of Not-for-Profit Organizations and Statement of Financial Accounting Standards (SFAS) No. 116,
Accounting for Contributions Received and Contributions Made. Under SFAS No. 117, the Organization is
required to report information regarding its financial position and activities according to three classes of net
assets: unrestricted net assets, temporarily restricted net assets, and permanently restricted net assets. SFAS
No. 116 requires the Organization to distinguish between contributions that increase permanently restricted net
assets, temporarily restricted net assets, and unrestricted net assets.

Principles of Combination - The combined financial statements include the accounts of Centerstone
Community Mental Health Centers, Inc., Cumberland Holding Corporation, Advantage Behavioral Health and
Centerstone Foundation. All material intercompany accounts and transactions have been eliminated.

Revenue Recognition - Support received is recorded as unrestricted, temporarily restricted, or
permanently restricted support, depending on the existence and/or nature of any donor restriction.

Donated Services - The Organization receives donated services from a variety of unpaid volunteers. No
amounts have been recognized in the accompanying statement of activities because the criteria for recognition
of such volunteer effort under SFAS No. 116 have not been satisfied.

Investments — The organization has adopted SFAS No. 124, “Accounting for Certain Investments Held by
Not-for-Profit Organizations.” Under SFAS No. 124, investments in marketable securities with readily
determinable fair values and all investments in debt securities are reported at their fair values in the statement of
financial position. Unrealized gains and losses are included in the change in net assets. Investment income and
gains restricted by a donor are reported as increases in unrestricted net assets if the restrictions are met (either
by passage of time or by use) in the reporting period in which the income and gains are recognized.

Cash and cash equivalents - For purposes of the statement of cash flows, the Center considers all highly
liquid instruments with maturities of three months or less to be cash equivalents.

Income taxes - The organizations combined herein are exempt from federal income taxes under Section
501 (c) (3) of the Internal Revenue Code.

Property, plant, and equipment — The organization capitalizes all expenditures for property and
equipment in excess of $5,000. Property and equipment are carried at cost. Depreciation is computed using the
straight-line method over the estimated useful lives of the respective assets.

Retirement - The Center maintains a 403(b) Retirement Savings Plan for all eligible employees (See Note
6).

Advertising — Advertising costs are expensed as incurred and are included in advertising and promotion
expense.

Page 7



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO THE COMBINED FINANCIAL STATEMENTS
(Continued)

Temporarily Restricted Net Assets — The Center's temporarily restricted net assets consist of a gift to
The Centerstone Foundation where the use of the funds is restricted by the terms of the gift (See Note 13).

Restricted Cash - The Center's restricted cash includes debt service withheld by the Tennessee Local
Development Authority pooled loan program representing one year of debt service, cash restricted by HUD
regulations and a debt service reserve required by agreement with The Health and Educational Facilities Board
of the Metropolitan Government of Nashville and Davidson County.

Bond Issue Costs - Bond issue costs related to the issue of Tennessee Local Development Authority’s
pooled loan program and The Health & Educational Facilities Board of the Metropolitan Government of Nashville
and Davidson County, Tennessee, Revenue Bonds are being amortized over the life of the bonds using the
straight-line method.

Use of Accounting Estimates - The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates.

2  CASH AND CASH EQUIVALENTS

Cash and cash equivalents consist of the following (includes cash limited as to use by board):

Cash on hand $ 14,010
Cash in checking accounts 2,840,337
Money market accounts 9,700,662

$ 12,555,009

3 INVESTMENTS

The Center carries its investments at fair market value. Investments at June 30, 2006 consist of the
following:

Cost Fair Value
Money Markets $ 661,907 $ 661,907
Common stocks 5,399,928 6,400,264
Bonds 1,449,320 1,497,434

$ 7,567,155 $ 8,559,605

Page 8



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO THE COMBINED FINANCIAL STATEMENTS
(Continued)

4  PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment consist of the following:

Accumulated Estimated
Cost Depreciation Useful Lives
Land $ 2,531,514 $ 0
Buildings and improvements 20,159,349 7,843,737 10-40 years
Equipment and vehicles 9,993,677 7,404,917 5-20 years
$ 32,684,540 $ 15,248,654
Total depreciation expense for 2006 was $1,505,442.
5 NOTES PAYABLE
5.99 % financed insurance $ 394,100
Variable rate bonds payable 1,000,000
8.375% note payable 186,177
1,580,277
Less current maturities 696,421
$ 883,856

The 5.99 percent note in the amount of $394,100 is unsecured. The note requires monthly principal and
interest payments of $56,956 through February 2007.

Per an agreement dated March 1, 1996, The Health and Educational Facilities Board of the
Metropolitan Government of Nashville and Davidson County, Tennessee, (the “Metropolitan Board”) issued
Revenue Bonds in the principle amount of $4,000,000. The Metropolitan Board agreed to lend to Dede Wallace
Center, from the sale proceeds, $4,000,000 to pay the costs of renovating and equipping certain facilities. Under
the terms of the promissory note, principal payments are deposited into a reserve account monthly at various
amounts, beginning with $30,000 and declining over the term to $8,333 through March 2011. Interest on the
outstanding balance is due monthly at variable rates. Principal is paid from the reserve annually. The promissory
note is secured by a negative pledge on certain land, buildings, and improvements of the organization and a
$3,761,667 bank letter of credit guaranteed by the Centerstone Community Mental Health Centers Endowment
Trust. The agreements related to the bonds contain various requirements and financial covenants. Management
is of the opinion that the Organization is in compliance with all requirements and covenants. The balance was
$1,000,000 at June 30, 2006.

The 8.375 percent note in the amount of $186,177 is secured by real estate located in Clarksville,
Tennessee. The note requires monthly principal and interest payments of $1,468 through March 2031.

Maturities of long-term debt in each of the next five years are as follows:

2007 $ 696,421
2008 302,523
2009 302,753
2010 102,981
2011 3,241

Page 9



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO THE COMBINED FINANCIAL STATEMENTS
(Continued)

6 RETIREMENT PLAN
On May 1, 1998 the Center implemented a 403(b) Retirement Savings Plan for all eligible employees. The
plan allows employee contributions limited to the lesser of 20% of compensation or the maximum allowed by law.

The plan also allows for employer matching at the discretion of the Center. Retirement expense for the year
ended June 30, 2006 was $821,175.

7 CONTRACTS

The Center enters into program administrative contracts and grants with the local, state and federal
government agencies. These contracts are for the purpose of providing mental heath and drug and alcohol
services in accordance with applicable federal and state laws, regulations, program guidelines, service
definitions and stated goals. Total revenue under these grants and contracts for 2006 was $11,662,510.

8 LEASES

The Center leases property in several Tennessee counties. Total lease expense was $661,627 for the
year ended June 30, 2006.

Present values of future minimum lease payments are as follows:

2007 $ 622,119

2008 442,705
2009 371,276
2010 308,871
2011 175,426

9 COMPENSATED ABSENCES

Employees of the Center are entitled to paid time off depending on the length of service. The estimated
value of accumulated paid time off was $2,600,651 as of June 30, 2006.

10 CONTINGENCIES

The Center has pending lawsuits for damages in which it is named as the defendant. The Center, after
consultation with counsel, believes that these claims will not materially affect the Center’s financial position.

Funding for the majority of the Center's programs is provided by federal, state, and local government
agencies. These funds are to be used for designated purposes only. If, based on the grantor’'s/contractor’s
review, the funds are considered not to have been used for the intended purpose or the terms of the
grant/contract, the grantor/contractor may request a refund of monies advanced or refuse to reimburse the
Center for its disbursements. The amount of such future refunds and unreimbursed disbursements, if any, is not
expected to be significant. Continuation of the Center’'s programs is predicated upon the compliance of the
Center with the grant/contract terms and the grantor’s/contractor’s intent to continue their programs.

The Center reimburses its health insurance trustee under its group health insurance plan on a claims made
basis. The estimated liability for unpaid claims was $448,988 as of June 30, 2006.

Page 10



CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO THE COMBINED FINANCIAL STATEMENTS
(Continued)

11 FINANCIAL INSTRUMENTS

The Center maintains cash balances at various local financial institutions. Balances, at times, may be
uninsured or may exceed federally insured limits. The Center has not experienced any losses in such accounts.
Management believes it is not exposed to any significant concentration risk on cash.

12 CONCENTRATION OF CREDIT RISK

The organization serves mental health clients that reside in middle Tennessee. Charges for services not
covered by insurance or other third party agreements are billed and credit is granted according to the individual
client's ability to pay.

13 CENTERSTONE FOUNDATION

On October 28, 2000 Centerstone Community Mental Health Centers, Inc. established Centerstone
Foundation for the purpose of serving as a permanent charitable endowment fund for the support of
Centerstone. Centerstone Community Mental Health Centers, Inc. is the sole trustee of the Foundation.
Currently, the terms of the Foundation require annual distributions to Centerstone of an amount equal to 4.5% of
the average of the net fair market values of the Foundation assets as determined at the end of the three most
recently completed calendar years. The fair value of the Foundation assets as of June 30, 2006 was $7,589,943.

The Foundation was initially funded by a gift from the Dede Wallace Foundation. The terms of the gift
included restrictions on the use of funds distributed by the Foundation to Centerstone.

14 SUBSEQUENT EVENTS
On July 21, 2006 the Center executed contracts with BellSouth for, communication systems equipment and

installation ($999,346), 36-month maintenance agreement ($115,774) and a monthly services agreement
($42,309 monthly for 36 months).

Page 11
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CENTERSTONE COMMUNITY MENTAL HEALTH CENTERS, INC.
NOTES TO SCHEDULES OF EXPENDITURES OF FEDERAL AWARDS
AND STATE GRANT ACTIVITY

NOTE A BASIS OF PRESENTATION

The accompanying schedule of expenditures of federal awards and state grant activity includes the federal
and state grant activity of Centerstone Community Mental Health Centers, Inc. and is presented on the accrual
basis of accounting. The information in this schedule is presented in accordance with the requirements of OMB-
Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations and the State of Tennessee,
Department of Audit, Audit Manual. Therefore, some amounts presented in this schedule may differ from
amounts presented in, or uses in the preparation of, the basic financial statements.
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To the Board of Directors Eendra s. Eugciamgn”

i awrence F. Campbel
Centerstone Community Mental Health Centers, Inc. Stacy Boono
We have audited the financial statements of Centerstone Community Mental Health Centers, Inc. (Centerstone)
as of and for the year ended June 30, 2006, and issued our report thereon dated October 3, 2006. We
conducted our audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States.

Compliance
As part of obtaining reasonable assurance about whether Centerstone’s financial statements are free of material

misstatement, we performed tests of its compliance with certain provisions of laws, regulations, contracts and
grants, noncompliance with which could have a direct and material effect on the determination of financial
statement amounts. However, providing an opinion on compliance with those provisions was not an objective of
our audit and, accordingly, we do not express such an opinion. The resuilts of our tests disclosed no instances of
noncompliance that are required to be reported under Government Auditing Standards, issued by the
Comptroller General of the United States.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered Centerstone's internal control over financial reporting in
order to determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on the internal control over financial reporting. Our consideration of the internal
control over financial reporting would not necessarily disclose all matters in the internal control over financial
reporting that might be material weaknesses. A material weakness is a condition in which the design or
operation of one or more of the internal control components does not reduce to a relatively low level the risk that
misstatements in amounts that would be material in relation to the financial statements being audited may occur
and not be detected within a timely period by employees in the normal course of performing their assigned
functions. A reportable condition is described in the accompanying schedule of findings and questioned costs as
item 06-01. We consider item 06-01 to be a material weakness.

This report is intended solely for the information of the finance committee, management and federal awarding
agencies and pass-through entities and is not intended to be and should not be used by anyone other than these
specified parties.

Shtrman, (ampled/s ()

October 3, 2006
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