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FrRasiEr, DEAN & HowARD, PLLC

CERTIFIED PUBLIC ACCOUNTANTS

3310 WEST END AVENUE, SUITE 550
NASHVILLE, TENNESSEE 27203
PHONE 615-383-6592, FAX 615-383-7094

INDEPENDENT AUDITOR’S REPORT

To the Board of Directots of
Easter Seals Tennessee, Inc. and Affiliate

We have audited the accompanying consolidated statement of financial position of Easter Seals Tennessee,
Inc. and affiliate (a nonprofit organization) as of August 31, 2004, and the related consolidated statements of
activities, functional expenses, and cash flows for the year then ended. We have also audited the statement
of financial position of Easter Seals Tennessee, Inc. as of August 31, 2003, and the related 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 audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. 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 audits provide a reasonable basis
for our opinion,

In our opinion, the 2004 consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Easter Secals Tennessee, Inc. and affiliate as of August 31, 2004, and the
changes in their net assets and their cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States of America. Also, in our opinion, the 2003 financial
statements present fairly, in all material respects, the financial position of Easter Seals Tennessee, Inc. as of
August 31, 2003, and the changes in its net assets and its cash flows for the year then ended in conformity
with accounting principles generally accepted in the United States of America.

The accompanying financial statements have been prepared assuming that the Organization will continue as
a going concern. As discussed in Note 13 to the financial statements, the Organization has a working capital
deficiency of $2,920,260 at August 31, 2004, and has incurred a significant decrease in net assets.
Additionally, the Organization is working with its senior lender with the objective of restructuring its debt.
In connection therewith, the January and February 2005 interest payments have not been made. Most of
Easter Seals’ debt obligations contain cross default provisions. The failure to make required debt payments
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during 2005 could have the effect of making most of Easter Seals’ debt obligations callable by the lenders.
However, no such calls have been made as of the issuance of this report. These conditions raise substantial
doubt about the Organization’s ability to continue as a going concern. Management’s plans, as more fully
described in Note 13, include working with its lenders to obtain revised loan agreements to permit the
realization of assets and the liquidation of liabilities in the ordinary course of business, reducing operating
costs, and obtaining additional financing as necessary. However, the ultimate outcome is uncertain. The
financial statements do not include any adjustments that might result from the outcome of this uncertainty.
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October 27, 2004
(February 11, 2005 as to Note 13)



‘ EASTER SEALS TENNESSEE, INC, AND AFFILIATE

STATEMENTS OF FINANCIAL POSITION

August 31,2004 (consolidated) and 2003 (unconsolidated)

— Assets

I Current assets:

Cash and cash equivalents
Accounts receivable, net
Investments

Prepaid expenses
Contributions receivable, net

‘ Total current assets
Contributions receivable, net
Property and equipment, net

Loan costs, net of accumulated
amortization of $37,627 and $25,627, respectively

Total assets

2004

$ 174,191
885,533
222,500

26,969

286,456

1,595,649
178,228

8,476,213

181,869
$10,431,959

Liabilities and Net Assets (Deficit)

Current liabilities:
Accounis payable
Accrued expenses
Accrued interest
Deferred revenue
Note payable - line of credit
Current portion of long-term debt
Accrued pension liability

Total current liabilities

Accrued pension liability, net of current portion
Long-term debt, net of current portion

Estimated fair value of interest rate swap agreement
Short term obligation expected to be refinanced

Total Liabilities

Net assets (deficit):
Unrestricted
— Temporarily restricted

Total net assets (deficit)

—

Total liabilities and net assets (deficit)

See accompanying notes.
-

$ 320,164
548,844
28,343
371,350
23,631
2,913,233

191,035

4,396,600

103,877
6,320,999

10,821,476

(864,151)

474,634
(389,517)

810,431,959

2003

$ 46,753
727,749

18,058

446,306

1,238,866
143,186

8,849,021

182,975
$10,414,048

$ 540,747
305,656
96,006
385,437

15,400

158,707

1,501,953

225,707
7,606,030
243,000

574,159

10,150,849

(336,447)

599,646
263,199

810,414,048 _



EASTER SEALS TENNESSEE, INC. AND AFFILIATE

CONSOLIDATED STATEMENT OF ACTIVITIES
For the Year Ended Aungust 31, 2004

Public support and revenue:
Public support:
Contributions
Special events (including in-kind donations
of $54,425)

Less: direct benefit costs {inclading in-kind

expenses of $54,425)
Donated goods and services,
at fair value
Bequests

Total public support

Revenue:
Governinent fees and grants
Child development center
Contract services
Program service fees
Camp rental
Membership fees
Other
Investment income, net

Total revenue

Net assets released from restrictions:
Expiration of time restrictions

Total public support and revenue

Expenses:
Program services:
Direct services
Public health education

Total program services

Supporting services:
Management and general
Fundraising

Total supporting services
National program fee

Total expenses
Change in net assets
Net assets at beginning of year

Net assets at end of year

Temporarily
Unrestricted Restricted Total
$ 1,142,924 244,448 1,387,372
336,966 - 336,966
(86,359) - {86,359)
4,529 - 4,529
4,481 - 4,481
1,402,541 244,448 1,646,989
4,904,389 - 4,904,389
320,935 320,935
123,799 - 123,799
1,571,681 - 1,571,681
270,810 - 270,810
141,352 - 141,352
22,155 - 22,155
1,594 - 1,594
7,356,715 - 7,356,715
369,460 (369,460) -
9,128,716 (125,012) 9,003,704
8,509,486 - 8,509,486
49,934 - 49,934
8,559,420 - 8,559,420
491,980 - 491,980
461,089 - 461,089
953,069 - 953,069
143,931 - 143,931
9,656,420 - 9,656,420
(527,704) (125,012) {652,716)
{336,447) 599,646 263,199
$ (864,151 474 634 (389,517}

See accompanying notes.
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE

Public support and revenue:
Public support:
Contributions
Special events
Less: direct benefit costs
Donated goods and services,
at fair value
Bequests

Total public support

Revenue:
Government fees and grants
Child development center
Contract services
Program service fees
Camp rental
Membership fees
Other
Investment return, net

Total revenne

Net assets released from restrictions:
Expiration of time restrictions

Total public support and revenue

Expenses:
Program services:
Direct services
_ Public health education

Total program services

Supporting services:
Management and general
Fundraising

Total supporting services
National program fee
Interest rate swap valuation decline
Total expenses
Change m net assets

Net assets at beginning of year

STATEMENT OF ACTIVITIES
For the Year Ended August 31, 2003
Temporarily
Unrestricted Restricted Total
$ 1,320,442 5 68,251 1,388,693
309,468 - 309,468
(135,960) - (135,960)
5,621 - 5,621
23,272 - 23,272
1,522,843 68,251 1,591,094
3,490,973 - 3,490,973
17,608 - 17,608
91,352 - 91,352
1,214,097 - 1,214,097
199,300 - 199,300
134,453 - 134,453
27,209 - 27,209
4,348 - 4,348
5,179,340 - 5,179,340
1,276,990 (1,276,990) -
7,979,173 (1,208,739) 6,770,434
6,698,102 - 6,698,102
10,262 - 10,262
6,708,364 - 6,708,364
485,741 - 485,741
502,503 - 502,503
988,244 - 988,244
140,318 - 140,318
243,000 243,000
8,079,926 - 8,079,926
(100,753) (1,208,739) (1,309,492)
(235,694) 1,808,385 1,572,691
$  (336,447) £ 599,646 263,199

Net assets at end of year

See accompanying notes.
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE

STATEMENTS OF CASH FLOWS

For the Years Ended August 31, 2004 (consolidated) and 2003 (unconsolidated)

Cash flows from operating activities:
Change in net assets
Adjustments to reconcile change in net assets to net
cash (used in) provided by operating activities:
Depreciation and amortization
Net gain on property disposal
Realized/unrealized losses on investments, net
Receipts of donated investments
Changes in operating assets and liabilities:
Accounts receivable, net
Contributions recetvable, net
Prepaid expenses
Accounts payable
Accrued expenses
Estimated fair value of interest rate swap agreement
Deferred revenue
Accrued pension liability

Net cash (used in) provided by operating activities

Cash flows from investing activities:
Purchases of investments
Proceeds from sale of investments
Purchases of property and equipment
Proceeds from disposal of property and equipment

Net cash used in investing activities

Cash flows from financing activities:
Proceeds from borrowings
Payments on notes payable
Payment of loan costs

Net cash provided by financing activities
Net increase (decrease) i cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Supplemental disclosure of cash flow information:
Interest paid

Non-cash investing and financing activity:
Receipts of donated investments

See accompanying notes.
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2004

§  (652,716)

494114
350

(222,500)

(157,784)
124,808
(8,911)
(220,583)
175,525
(243,000)
(14,087)

(89,502)
(814,286)

(109,657)

(109,657)

3,170,394
(2,108,120)

(10,893)
1,051,381

127,438
46,753

$ 174191
$ 403,094

8 202500

2003

$ (1,309,492)

315,218
2,073
(2,873)

(240,399)
735,624
27,910
330,100
186,906
243,000
172,480
99115

559,662

(14,035)
34,147
(3,538,531)
4,250

(3,514,169)

3,352,283
(873,404)

2,478,879

(475,628)

522,381

$ 46,753

$ 277216



EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS
August 31, 2004 (consolidated) and 2003 (unconsolidated)

NOTE 1-NATURE OF ACTIVITIES AND SIGNIFICANT ACCOUNTING POLICIES

Easter Seals Tennessee, Inc. and Affiliate (“Easter Seals”) is a not-for-profit organization organized in
Nashville, Tennessee in 1923. Easter Seals provides programs and services to children and adults with
disabilities throughout Tennessee. Easter Seals owns a membership interest in Easter Seals’ West
Tennessee, LI.C (“West”). West was formed in 2004 in connection with obtaining a credit facility secured
by certain assets (primarily accounts receivable and equipment) related to Easter Seals’ West Tennessee
operations. West operates as a single member limited liability company wholly owned by Easter Seals.

Principles of Consolidation

The 2004 financial statements include the accounts of Easter Seals and West TN. All significant inter-entity
transactions and balances have been eliminated in consolidation.

Basis of Presentation

Easter Seals has adopted Statement of Financial Accounting Standards (“SFAS™) No. 117, Financial
Statements of Not-for-Profit Organizations. Under SFAS No. 117, Easter Seals is required to report
information regarding its financial position and activitics according to three classes of net assets: unrestricted
net assets, temporarily restricted net assets and permanently restricted net assets. In addition, Easter Seals is
required to present a statement of cash flows. Net assets of Easter Seals are presented as follows:

Unrestricted net assets — net assets that are not subject to donor-imposed stipulations.

Temporarily restricted net assets — net assets subject to donor-imposed stipulations that may or will be
met, either by actions of Easter Seals and/or the passage of time. When a restriction expires,
temporarily restricted net assets are reclassified to unrestricted net assets and reported in the statements
of activities as net assets released from restrictions.

Permanently restricted net assets — net assets subject to donor-impesed stipulations that they be
maintained permanently by Easter Seals. Generally, donors of these assets may permit Easter Seals to
use all or part of the income earned for general or specific purposes. Easter Seals currently has no
permanently restricted net assets.

Cash and Cash Fquivalents

For purposes of the statements of cash flows, Easter Seals considers all cash funds, cash bank accounts and
highly liquid debt instruments with an original maturity when purchased of three months or less to be cash
and cash equivalents.

Property and Equipment

Easter Seals generally capitalizes an asset if its life is estimated to be one year or greater and the cost is $500
or greater. Property and equipment are recorded at cost or at fair value as of the date purchased or
contributed. Depreciation is provided on the straight-line method over the estimated useful lives of the

respective assets.
-10-



EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
Awugust 31, 2004 (consolidated) and 2003 (unconsolidated)
NOTE 1 - NATURE OF ACTIVITIES AND SIGNIFICANT ACCOUNTING POLICIES (Continued) -
Loan Costs
Costs relating to the issuance of bond indebtedness and debt refinancing are amortized over the term of the

debt agreements using the straight-line method. Amortization expense totaled $12,000 and $7,631 in 2004
and 2003, respectively.

Derivative Instruments and Hedging Activities

Easter Seals has adopted SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, as
amended by SFAS No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities —
as Amendment of FASB Statement No. 133. SFAS No. 133 establishes accounting and reporting standards
requiring that every derivative instrument be recorded in the statement of financial position as either an asset
or a liability measured at its estimated fair value. SFAS No. 133 requires that changes in the derivative’s fair
value be recognized currently in the statement of activities. Easter Seals held an interest rate swap
agreement, which was considered to be a derivative. Easter Seals recorded the estimated fair value of the
interest rate swap agreement as a liability of $243,000 as of August 31, 2003.  As a result, the 2003
statement of activities includes a charge of $243,000 to reflect the accrual. During 2004, the swap
agreement was terminated.

Income Taxes

Easter Seals is exempt from federal and state income taxes under section 501{c)(3) of the Internal Revenue
Code and is not a private foundation. Accordingly, no provision for income taxes has been made.

Use of Estimates
The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect certain

reported amounts and disclosures. Accordingly, actual results could differ from those estimates.

Unconditional Promises to Give

Contributions are recognized when the donor makes a promise to give to Easter Seals that is, in substance,
unconditional. Contributions that are restricted by the donor are reported as increases in unrestricted net
assets if the restrictions expire in the fiscal year in which the contributions are recognized. All other donor
restrictions are reported as increases in temporarily or permanently restricted net assets depending on the
nature of the restrictions. When a restriction expires, temporarily restricted net assets are reclassified to
unrestricted net assets. Easter Seals uses the allowance method to determine uncollectible unconditional
promises to give.

-11-



EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)
NOTE 1 - NATURE OF ACTIVITIES AND SIGNIFICANT ACCOUNTING POLICIES (Continued)

Donated Assets

Donations of property and equipment are recorded as support at their estimated fair value. Such donations
are reported as unrestricted support unless the donor has restricted the donated asset to a specific purpose.
Assets donated with explicit restrictions regarding thetr use and contributions of cash that must be used to
acquire property and equipment are reported as restricted support. Absent donor stipulations regarding how
long those donated assets must be maintained, Easter Seals reports expirations of donor restrictions when the
donated or acquired assets are placed in service as instructed by the donor. Easter Seals reclassifies
temporarily restricted net assets to unrestricted net assets at that time.

Reclassifications

Certain reclassifications have been made to 2003 balances to conform with 2004 presentation.
NOTE 2 - ACCOUNTS RECEIVABLE

Accounts receivable consists of the following at August 31:

2004 : 2003

Accounts recetvable $ 128443 $ 24,701
Grants and fees receivable from state agencies 460,692 479,837
Rehabilitation fees 560,631 513911

Subtotal 1,149,766 1,018,449
Less: allowance for uncollectibles (95,120) (54,519)
Less: contractual allowance (169,113) (236,181)

Net accounts receivable $ 885,533 $_727,749

NOTE 3 - INVESTMENTS

During 2004, Easter Seals received 2,500 Class B shares of a privately held corporation. The shares have
been recorded at their appraisal value which totaled $222,500 as of August 31, 2004.

-12-



EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)
NOTE 4 - CONTRIBUTIONS RECEIVABLE

Contributions receivable are as follows at August 31:

2004 2003
McWhorter Family Children’s Center $ 90,000 $ 277,136
Gross capital campaign receivables 138,657 260,717
United Way allocations 69,237 68,251
Annual gift receivables 203.345 108,901
Subtotal 501,239 715,005
Less: allowance for uncollectibles (7,533) (96,491)
Less: discount to net present value (29,022) (29.022)
Net contributions receivable § 464,684 $ 589492
Receivable in less than one year, net $ 286,456 $ 446,306
Receivable in one to five years, net 178.228 143,186
$ 464,684 §_ 589,492
' NOTE 5 — LAND, BUILDINGS AND EQUIPMENT
Land, buildings and equipment consists of the following at August 31:
2004 2003
Land $ 1,532,557 '$ 1,532,557
Buildings and improvements 7,862,460 7,850,234
Vehicles 723,703 659,484
Equipment _ 1.244.050 1.212.638
11,362,770 11,254,913
Less accumulated depreciation (2.886.557) (2,405.892)
Total $ 8476213 $ 8,849,021

Depreciation expense totaled $482,114 and $307,587 in 2004 and 2003, respectively. In 2004 and 2003,
vehicles with a depreciated value of $60,494 and $36,876, respectively, were purchased primarily with
government grant funds. As a result, the vehicles are restricted under the terms of the grant agreement.

During 2002, Easter Seals began construction of the McWhorter Family Children’s Center. The facility was
completed as of August 31, 2003 at a total cost of approximately $3.9 million. Easter Seals has funded the
project through donor contributions and debt financing. Unconditional promises to give outstanding as of
August 31, 2004 and 2003 made in support of the facility totaled $90,000 and $277,136, respectively.

-13-
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)

NOTE 6 - NOTES PAYABLE

Notes payable is comprised of the following at August 31:

Line of credit payable to bank, refinanced during 2004 to provide
interest at rate of one-half percent per annum over the bank’s
prime rate (5.0% at August 31, 2004), payable interest only
through maturity (January 3, 2005), at which time remaining
principal and interest will be due. The line of credit is secured by
a first lien security interest in Easter Seals’ accounts receivable,
furniture, equipment, capital campaign receipt, machinery, and
fixtures, a first priority deed of trust on camp property, and the
Woodmont Boulevard facility. The line of credit provides for
maximum borrowings of $300,000.

Note payable related to Series 1999 Variable Rate Revenue
Bonds, interest payable monthly (2.4% at August 31, 2004),
principal payments due in varying amounts from August 2005 to
August 2019. The note is collateralized by a lien and security
interest in premises and equipment, a first priority security

interest in cash payments on donor pledges, and a letter of credit

in the amount of $2,570,899.

Term loan payable to bank, refinanced during 2004 io provide
interest at 6.0% per annum, secured by all of Easter Seals’
accounts, pledges, security interest in premises and equipment
and all proceeds from policies of msurance of any of the
foregoing; monthly payments of principal and interest in the
amount of $13,712 payable over a three year period with a final
maturity of January 3, 2006.

Promissory note payable to bank, interest at 1.0% per annum over
the bank’s prime rate {5.5% at August 31, 2004), secured by land,
buildings and improvements and pledge agreement, and cross
collateralization of all other assets, payable interest only through
maturity (July 17, 2005), at which time remaining principal and
interest will be due. The note provides for maximum borrowings
of $2,750,000. The proceeds of the note were used for the
purchase of real property and construction of building and
improvements presently utilized as a child development center.
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$ 23,631 $ 574,159
2,425,000 2,425,000
1,981,992 1,473,026
2,750,000 2,500,000
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)

NOTE 6 - NOTES PAYABLE (Continued)

2004

Note payable, interest free through July 31, 2005, interest at the
prime rate beginning August 2005; secured by real property.
Beginning August 2005, principal and interest shall be paid based
upon a 20 year amortization schedule. The note matures on
August 1, 2025, at which time all remaining principal and interest
will be due. 1,100,000

Line of credit payable to bank, interest at rate of 6.0% per annum,
payable interest only through maturity (September 11, 2005), at
which time remaining principal and interest will be due. The line
of credit is secured by all assets and rights of Easter Seals West
Tennessee, LLC. The line of credit provides for total borrowings
of $800,000. The credit facility contains various covenants
including the requirement to maintain a coverage ratio of not less
than 1.10 to be calculated quarterly. West was not in compliance
with certain of these covenants at August 31, 2004. However, a
waiver of compliance was obtained for the year ended August 31,
2004. 699,001

Note payable, interest at prime rate (4.50% at August 31, 2004)
payable interest only through the earlier of a) maturity
(September 15, 2005), b) the sale, transfer or other disposition of
the collateral, or c) the date the indebtedness is accelerated, at
which time remaining principal and interest will be due. The note
is secured by a second priority lien, security interest and morigage
on the camp property. 278.239

$ 9,257,863

Included in the accompanying balance sheet as: _

Notes payable — line of credit $ 23,631
Short term obligation expected to be refinanced -
Long term debt, net of current portion 6,320,999
Current portion of long term debt 2,913,233

$ 9,257,863
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2003

1,100,000

123,404

$8,195,589

3 -
574,159
7,606,030
15.400

38,195,589
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (conselidated) and 2003 (unconsolidated)
NOTE 6 — NOTES PAYABLE (Continued)

The following is a schedule of future principal maturities of long-term debt as of August 31, 2004:

Year ended

August 31,
2005 $ 2,936,864
2006 3,078,763
2007 164,170
2008 171,020
2009 ' 182,965
Thereafter 2,724,081

3 9,257,863
NOTE 7-LETTER OF CREDIT

In connection with securing Easter Seals’ obligations under its agreement with a bank, a letter of credit in
the amount of $2,570,899 was established for securing the Industrial Development Board of the
Metropolitan Government of Nashville and Davidson County Variable Rate Revenue Bonds Series 1999
issued in the original principal amount of $2,500,000. Easter Seals had no outstanding borrowings
associated with this letter of credit at August 31, 2004.

NOTE 8 - TEMPORARILY RESTRICTED NET ASSETS

Temporarily restricted net assets are available for the following purposes or periods at August 31:

2004 2003
Unconditional promises to give due in future periods $ 464,684 $ 589,492
Contributions designated for Nashville Child Development Center 9,950 10,154
§ 474,634 8 599,646

NOTE 9 - ALLOCATION OF FUNCTIONAL EXPENSES

The costs of providing the various programs and other activities have been summarized on a functional basis
in the statements of functional expenses. Accordingly, certain costs have been allocated among program and
supporting services based on estimates by management.

NOTE 10 - CONCENTRATIONS

Easter Seals receives a substantial amount of its support from governmental grants, contracts, and individual
contributions. A significant reduction in the level of this support, if this were to occur, could have an
adverse impact on Easter Scals’ programs and services. At August 31, 2004 and 2003, Easter Seals had
$460,692 and $479,837, respectively, duc in grants and fees receivable from government entities.
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)

NOTE 11 - EMPLOYEE BENEFIT PLANS

During 2003, Easter Seals implemented a defined contribution retirement plan for the benefit of all
employees. Employees are allowed to make contributions on a pre-tax basis. The plan provides for Easter

Seals to make a discretionary contribution to the plan. No employer contributions were made to the plan
during 2004 or 2003.

Easter Seals also has a noncontributory, defined benefit pension plan covering substantially all employees,
which was amended and frozen effective August 31, 2003, so that no new employees can enter the plan, and
no additional benefits will accrue. Reduced benefits are available for early retirement. The amount funded
each year is determined by the plan’s actuary based upon required funding levels. The plan’s assets are
primarily invested in equities, fixed income vehicles and cash.

Easter Seals accounts for its pension plan in accordance with SFAS No. 87 Employers’ Accounting for
Pensions and SFAS No. 132 Employers Disclosures about Pensions and Other Postretirement Benefits. The
following table sets forth the funded status of the pension plan and amounts recognized in Easter Seals’
statements at August 31;

2004 2003

Benefit obligation $ 2,082,968 $ 1,622,333
Fair value of plan assets 1,153,124 974.028

Funded status $ (929.844) § (648,305}
Accrued penston liability recognized in balance sheet $ (294,912} $ (384,414)
Benefit cost $ 69,205 $ 256,201
Employer contributions $ 158,707 $ 157,086
Plan participants’ contributions - -
Benefits paid $ 41,623 $ 36,677
Assumptions used in the accounting were:

Discount rate 6.25% 6.75%

Rate of increase in compensation levels 3.5% 3.5%

Expected long-term rate of return on assets 7.5% 8.5%
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EASTER SEALS TENNESSEE, INC. AND AFFILIATE
NOTES TO FINANCIAL STATEMENTS (Continued)
August 31, 2004 (consolidated) and 2003 (unconsolidated)

NOTE 12 - LEASE COMMITMENTS
Easter Seals leases certain buildings and office equipment under noncancelable lease agreements, all of

which are considered operating leases. Minimum payments for these lease commitments as of August 31,
2004, are as follows:

Year ended

August 31,
2005 $ 29,062
2006 23,463
2007 17,356
2008 13,826
2009 1,782

§ 85489

Rent expense amounted to $104,123 and $110,150 in 2004 and 2003, respectively.
NOTE 13 — GOING CONCERN

The accompanying financial statements have been prepared assuming that Easter Seals will continue as a
going concemn. At August 31, 2004, Easter Seals has a working capital deficiency of $2,920,260 and has
incurred a significant decrease in net assets. Easter Seals is working with its senior lender with the objective
of restructuring its debt. In connection therewith, the January and February 2005 interest payments have not
been made. Most of Easter Seals debi obligations contain cross default provisions. The failure to make
required debt payments during 2005 could have the effect of making those Easter Seals debt obligations
callable by the lenders. However, no such calls have been made as of the issuance of this report. These
conditions raise substantial doubt about Easter Seals’ ability to continue as a going concern. Management’s
plans include working with its lenders to obtain revised loan agreements to permit the realization of assets
and the liquidation of liabilities in the ordinary course of business, reducing operating costs, and obtaining
additional financing as necessary. It should be noted that the change in net assets improved by $656,676
from fiscal 2003 to fiscal 2004. Also of relevance is the fact that Easter Seals assets include a camp property
that was purchased for $26,283 and has an appraised value of $3,225,000. Management believes that Easter
Seals will be able to achieve positive cash flow in future periods through further maturity of its programs
combined with strategies to reduce debt. However, the ultimate outcome is uncertain. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty.
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