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[INNOVATION

2006 WAS A TRANSFORMATIONAL YEAR FOR CARRIAGE SERVICES.
OUR STANDARDS OPERATING MODEL ALLOWED US TO MEASURE THE
SUSTAINABLE REVENUE GROWTH AND EARNING POWER OF OUR
PORTFOLIO OF DEATHCARE BUSINESSES, WHICH THEN LED TO THE

DEVELOPMENT OF A STRATEGIC PORTFOLIO OPTIMIZATION MODEL
DURING 2006 THAT WILL GUIDE OUR ACQUISITION AND DISPOSITION
STRATEGY IN THE FUTURE. BOTH MODELS, WHEN EXECUTED
EFFECTIVELY, SHOULD DRIVE LONGER TERM INCREASES IN REVENUE,

EARNINGS AND FREE CASH FLOW.

| WILL COVER A FEW OF THE

HIGHLIGHTS OF OUR TRANSFORMATION DURING THIS PAST YEAR.

STANDARDS OPERATING MODEL

The Standards for our funeral and cemetery businesses
are designed to drive longer term performance by
growing market share and creating new heritage. The
result will be consistent, modest revenue growth and
sustainable, increasing earnings and cash flow. The
Standards are not designed to produce maximum
short term earnings because we do not believe

such performance is sustainable without ultimately
stressing the business, which often leads to declining

market share, revenues and earnings.

To achieve a high level of Standards in a business year
after year, we must have “A players” in charge who
have the leadership skills to grow the business by
hiring, training and developing highly motivated and
productive teams involved in their communities.

We made significant progress upgrading Managing
Partners at our businesses during 2006, replacing
about 30% of the Managing Partners in our funeral
operations and 50% of the Managing Partners and
Sales Managers in our cemetery operations with

individuals who have been recruited, tested and
rigorously interviewed in accordance with our

current leadership model. In the first quarter of 2007,
we have targeted an additional 10 positions (11%) to
be recruited for and upgraded. We now have a new
leader of Human Resources to support our Regional
Partners and drive the upgrading of leadership in our
businesses. We ended 2006 with the strongest group
of operational leaders ever and a growing industry
reputation that “A players” can thrive and be rewarded
and recognized in our performance based culture.

STRATEGIC PORTFOLIO OPTIMIZATION MODEL

While we have consistently generated industry leading
consolidated EBITDA Margins over the past two years,
we believe a primary driver of higher margins in the
future will be the execution of our Strategic Portfolio
Optimization Model using six strategic ranking criteria
to assess acquisition and divestiture candidates.

As we execute this strategy over the next five years,
we will acquire larger, higher margin strategic
businesses and sell smaller, lower margin non-strategic




businesses. We believe we can do so without
incremental investment in our consolidation platform
infrastructure or additional fixed regional and
corporate overhead. Consequently, the sustained
earning power of our portfolio as defined by our
consolidated EBITDA Margin should incrementally

increase over the next five years.

We have learned that the long term growth or decline
of a local, branded deathcare business is reflected by
six criteria that correlate strongly with 5 — 10 year
performance in volumes (market share), revenues and
sustainable field level EBITDA margins. During 2006
we used these criteria to rank the strategic position of

each of our local businesses according to:

. Size of Business.

. Size of Market.
Competitive Standing.
. Demographics.

. Strength of Brand.

. Barriers to Entry.
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These criteria were weighted to determine an overall
ranking for each business. Generally we can separate
our existing businesses into two groups: A, B and C
ranked businesses located in strategic markets and

A, B and C ranked businesses located in non-strategic
markets. Our analysis showed that over the five year
period 2001-2005 we achieved substantial revenue
and field level EBITDA growth from our A, B and strong
C businesses in strategic markets because modest
volume growth combined with modest average revenue

increases produced higher sustainable EBITDA

A

margins. These businesses take maximum advantage
of the operating leverage of higher revenues over a
large fixed cost business structure. On the other hand,
most of this five year growth in revenue and earnings
from our A, B and C businesses in strategic markets
was lost by declines in our portfolio of B and C

businesses in non-strategic markets.

As a result we established five and ten year goals
to transform and significantly improve the
sustainable revenue and earning power profile of
our portfolio by acquiring concentrated groups of
primarily higher ranked businesses in 10 to 15
demographically attractive markets and to exit
smaller markets where we have no competitive
advantage or growth opportunity. Execution of this
Strategic Portfolio Optimization Model was initiated
during 2006 with the sale of our two non-strategic
Indiana businesses and the signing of two Letters
of Intent to acquire large A ranked combination
businesses in Corpus Christi, Texas and Camairillo,
California. The Camarillo acquisition establishes a
platform business in the southern California market
around which we plan to buy and/or build a group
of high quality deathcare operations similar to our
concentration in the northern California markets

around San Francisco and San Jose.

ORGANIZATIONAL STRUCTURE

Historically, we operated our portfolio through two
divisions, funeral and cemetery, because conventional
wisdom in our industry generally separated the
dominant service culture of the funeral business from

the dominant sales culture of the cemetery business.




However, we now find that our Standards Operating
Model promotes cooperation between our funeral
homes and cemeteries in a local market. During the
third quarter we combined our funeral and cemetery
sales and operations to bring our “deathcare
operations” together under a common mission of
“Being The Best” as defined by our Standards
Operating Model. We also simplified and aligned

our Cemetery Standards at year end with our

Funeral Standards.

This new organizational structure is very flat with only
one layer of leadership/management between me

as COO and our Managing Partners in charge of

each business. We believe strongly that our deathcare
operating model, which focuses on growth of each
business through strong local leadership and
entrepreneurial principles, is a competitive advantage
compared to other industry consolidators. Our lean
yet supportive organizational structure is designed

to help our Managing Partners respond quickly to
local market changes and opportunities and thereby

achieve a high level of their Standards.

TRANSFORMATION

We now recognize that 2006 was a transformational
year. We entered 2007 positioned better than at any
time in our fifteen year history to exploit what we
believe will be an up cycle in the deathcare industry.
Our balance sheet is unique with low rate, long

maturity debt; our cash flows are strong and growing;

and our field and executive team leadership is the best

in the Company’s history. Our organizational structure
is flat, lean and responsive to support improved
execution of the Standards Operating Model. Our
systems and IT support organization is second to
none. And most importantly, our reputation as an
innovative and entrepreneurial company where “A

player” leaders and “the best” businesses can make

a difference in the performance of the entire Company

is strong and growing. Consequently, we are able to
recruit quality candidates for our Managing Partner
and Sales Manager positions and believe we will
increasingly be able to attract the best independent
businesses to the Carriage portfolio.

| would like to thank our Board of Directors and
employees for the hard work and difficult decisions
that were required to transform Carriage over the
last several years. | especially want to thank Mark
Wilson, who decided not to stand for re-election, for
his ten years of service on Carriage’s Board and for
establishing and building upon our strong portfolio
prescence in northern California. | would also like to
thank you, our shareholders, for your continuing
confidence and patience during a difficult down
cycle that lasted longer than any of us could have
anticipated. The leadership at every level of our
company believes that 2007 is the first year of a
long period of future success for Carriage and that
execution of our strategies and models will create

substantial shareholder value in the years to come.

Respectfully,

MELVIN C. PAYNE
Chairman and Chief Executive Officer
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CAUTIONARY NOTE

Thisannual report contains forward-looking statements of our management regarding factors that we believe may affect our
performance in the future. Such statementstypically areidentified by terms expressing our future expectations or projections of
revenues, earnings, earnings per share, cash flow, market share, capital expenditures, effects of operating and acquisition
initiatives, gross profit margin, debt levels, interest costs, tax benefits and other financial items. All forward-looking statements,
although made in good faith, are based on assumptions about future events and are therefore inherently uncertain, and actual
results may differ materially from those expected or projected. Important factors that may cause our actual resultsto differ
materially from expectations or projections include those described under the heading “ Forward-Looking Statements” in Item 7.
Forward-looking statements speak only as of the date of this report, and we undertake no obligation to update or revise such
statements to reflect new circumstances or unanticipated events as they occur.

PART |

ITEM 1. BUSINESS
GENERAL

We are aleading provider of death care services and merchandise in the United States. We operate two types of businesses:
funeral homes, which currently account for approximately 75% of our total revenue, and cemeteries, which currently account for
approximately 25% of our total revenue. As of December 31, 2006, we operated 131 funeral homesin 27 states and 28 cemeteries
in 11 states. We primarily serve suburban markets and believe we are amarket leader (first or second) in most of those markets.
We provide funeral and cemetery services and products on both an "at-need" (time of death) and "preneed" (planned prior to
death) basis.

Our operations are divided into two business segments:

Funeral Home Operations. Funeral homes are principally service businesses that provide burial and cremation services
and sell related merchandise, such as caskets and urns. Given the high fixed cost structure associated with funeral home
operations, we believe the following are key factors affecting our profitability:

demographic trendsin terms of population growth and average age, which impact death rates and number of
deaths;

establishing and maintaining leading market share positions supported by strong local heritage and relationships;
effectively responding to increasing cremation trends by packaging complementary services and merchandise;
controlling salary and merchandise costs; and

exercising pricing leverage related to our at-need business to increase average revenues per contract.

Cemetery Operations. Cemeteries are primarily a sales business that provides interment rights (grave sites and
mausoleums) and related merchandise, such as markers and memorials. Our cemetery operating results are impacted by
the success of our sales organization because approximately 40% of our cemetery revenues during the year ended
December 31, 2006 was generated from preneed sales of interment rights. We believe that changesin the level of
consumer confidence (a measure of whether consumerswill spend money on discretionary items) also impact the
amount of such preneed sales. Cemetery revenues generated from at-need service and merchandise sales generally are
subject to many of the same key profitability factors asin our funeral home business. Approximately 13% of our
cemetery revenues during the year ended December 31, 2006 was attributable to investment earnings on trust funds and
finance chargeson installment contracts.

Our business strategy is based on strong, local leadership and entrepreneurial principles that we believe drive market share,
revenue growth, and profitability in our local markets. Our Standards Operating Model, called “Being the Best,” was
implemented at the beginning of 2004. We use the Standards Operating M odel to measure the sustainable revenue growth and
earning power of our portfolio of deathcare businesses. The standards based model emphasizes growing market share and
improving long-term profitability by employing leadership and entrepreneurial principles that fit the nature of our local, personal
service, high value business. This model a so requires our local and corporate leaders to change our focus from short-term
profitability to the drivers of successthat create long-term profitability and value for our shareholders. Our operating model
emphasizes:



decentralized management of our local businesses,

financial and operational standards based upon drivers of success of our best businesses;
variable compensation that rewards our managers asif they are owners,

finding, devel oping and retaining the best people in our industry; and

information technology designed to support local business and corporate management decisions, measure performance
of our businesses against our financial and operational standards, and ensure adherence to established internal control
procedures.

Our near-term objectives for 2007 and 2008 include:
continuing to improve our operating and financial performance by executing our Standards Operating M odel;
upgrading the leadership in our businesses, as necessary;

executing Strategic Portfolio Optimization Model, a disciplined program that will guide our acquisition and disposition
strategies.

Our longer-term objectives over the next five yearsinclude:
continuous improvement and portfolio optimization driven by our Standards Operating Model;

growing market share, creating new heritage, producing consistent, modest revenue growth and sustainable increasing
level of earnings and cash flow

fully implementing the Strategic Portfolio Optimization Model to change the sustainabl e earning power profile of our
portfolio; and

raising equity proceedsto enhance our capital structure and support our growth strategy if quality growth
opportunities exceed our ability to self finance.

HISTORY

Carriage Services, Inc. was incorporated in Delaware in December of 1993. Prior to 2001, Carriage grew dramatically
through acquisitions of funeral homes and cemeteries. A significant amount of debt was incurred in financing these
acquisitions. Our business strategy during the four years ended December 31, 2004 focused on increasing operating cash flow
and improving our financial condition by reducing debt to lower our interest expense and improve our credit profile. During that
same period weinitiated a process to identify underperforming businesses and, where appropriate, sold those businesses to
reduce our debt. We sold 36 funeral homes and 12 cemeteries along with 20 parcels of excess real estate. We reduced our debt
and contingent obligations by approximately $87 million during the period January 1, 2001 through December 31, 2004. During
January 2005, we refinanced our senior debt by issuing $130 million of Senior Notes due in 2015. Thisrefinancing represented a
milestone. The refinancing was the culmination of the effort to reaccess the capital markets and to extend the maturities of our
senior debt and to gain the flexibility to reinvest our cash flow in our core business. We plan to use the net cash proceeds from
the offering and our cash flow to grow our Company through selective acquisitions. During September 2005, we acquired a
funeral business consisting of two chapelsin northern Florida, the first acquisition since 2002. See also Note 24 to the
Consolidated Financial Statements for acquisitions of businesses subsequent to year end.

DEATH CARE INDUSTRY

Death care companies provide products and servicesto familiesin three principal areas: (i) ceremony and tribute, generally in
theform of afuneral or memorial service; (ii) disposition of remains, either through burial or cremation; and (iii) memorialization,
generally through monuments, markers or inscriptions. The death care industry inthe United Statesis characterized by the
following fundamental attributes (the statisticsincluded in this report are based on public reports from financial research firms or
public websites):



Death Rates

Death ratesin the United States have been relatively stable on along-term historical basis. The number of deathsin the
United Statesincreased at an annual rate of approximately 1% for the period from 1980 to 2000. From 2001 to 2003, death rates
deviated from thislong-term trend by declining year-over-year for athree-year period, which isthefirst time year-over-year
declines occurred since the mid-1970s. We understand that the death rate for 2005 increased 0.2 percent compared to 2004 and
increased 0.3 percent from 2003 to 2004. The number of deaths per year in the United Statesis expected to increase from
approximately 2.5 million in 2006 to 2.6 million in 2010 according to the United States Bureau of the Census. In addition, the
segment of the United States population over 65 years of age is expected to increase by over 10% from approximately 36.7
million in 2005 to 40.2 million in 2010.

Cremation

In recent years, there has been a steady, gradual increase in the number of familiesin the United States that have chosen
cremation as an alternative to traditional methods of burial. According to industry studies, cremations represented
approximately 17% of the U.S. burial market in 1990 and approximately 32% in 2005. Cremation rates can vary significantly based
upon geographic, religious and cultural traditions. Historically, direct cremation has been offered as aless costly alternativeto a
traditional burial. However, cremation isbeing increasingly accepted as part of a package of funeral servicesthat includes
memorials, merchandise and options for the interment of cremated remains.

Highly Fragmented Ownership

We understand that there are approximately 22,000 funeral homes and 10,000 cemeteriesin the United States and that the
domestic funeral serviceindustry generates approximately $15 billion of revenue annually. The three largest public operators, in
terms of revenue, of both funeral homes and cemeteriesin the United States are Service Corporation International, Stewart
Enterprises and Carriage Services. We believe these three companies collectively represent approximately 20% of death care
revenues in the United States. Independent businesses represent the remaining amount of industry revenue, accounting for an
estimated 80% share. During most of the 1990s, there was atrend toward independent firms consolidating with public operators.
However, few acquisitionsof independents by the public companieshave occurred since 1999 and there have been a number of
independent entrantsin local markets. Asaresult, the industry continuesto be characterized by alarge number of locally-
owned, independent businesses. Service Corporation International acquired what was the second largest public company in the
industry, Alderwoods Group in 2006, the impact of which to theindustry and future acquisitionsis presently unknown.

Heritage and Tradition

Death care businesses have traditionally been family-owned businesses that have built alocal heritage and tradition through
successive generations, providing afoundation for ongoing business opportunities from established client family relationships
and related referrals. Given the sensitive nature of our business, we believe that relationships fostered at the local level build
trust in the community and are akey driver of market share. While new entrants may enter any given market, the time and
resources required to develop local heritage and tradition serve asimportant barriersto entry.

Deleveraging

Until 1999, the industry experienced consolidation of independent death care businesses by afew large, primarily publicly
owned death care consolidators that sought to benefit from economies of scale, improved managerial control, more effective
operating strategies and greater financial resources. In recent years, these consolidators have been divesting selected
properties and other assets, and using proceeds from such dispositions, together with cash flow, to accel erate debt reduction
and build cash balances. We expect the level of dispositionsto substantially decline.

Preneed Marketing

In addition to at-need sales, we and certain other death care providers sell products and services on a preneed basis. Selling
products and services on a preneed basis, if properly executed, provides a backlog of future revenue and enhances the heritage
and market share of an established funeral home or cemetery. However, most of our preneed saleslock in the revenue from
future services at current prices and result in paying certain costs, such as sales commissions, at the time the preneed contract
isoriginated.



BUSINESSSTRATEGY
Key elements of our overall business strategy include the following:

Implement Operating Initiatives. During the last few years, we and the other public consolidators have been restructuring
our organizations and improving our financial condition, liquidity and cash flow. On January 1, 2004, we introduced our
Standards Operating Model, a more decentralized and entrepreneurial financial operating model for our funeral homes. On
January 1, 2006 we implemented a similar model to our cemetery business. These modelsare based on standards designed to
grow market share and increase profitability developed from our best operations, along with an incentive compensation plan to
reward business managers for successfully meeting or exceeding the standards. The model essentially eliminated the use of
financial budgets. The operating model and standards, which we refer to as “Being the Best,” focus on the key drivers of a
successful operation, organized around three primary areas— market share, people and operating and financial metrics. The
model and standards are the measures by which we judge the success of each business. To date, the Standards Operating
Model has driven significant changesin our organization, leadership and operating practices. Most importantly, the Standards
Operating Model allowed us to measure the sustainabl e revenue growth and earning power of our portfolio of deathcare
businesses, which then led to development of a Strategic Portfolio Optimization Model during 2006 that will guide our
acquisition and disposition strategies in the future. Both models, when executed effectively, should drive longer term increases
in revenue, earnings and free cash flow.

The standards for our funeral and cemetery businesses are designed to drive longer term performance by growing market
share and creating new heritage and producing consistent, modest revenue growth and a sustainable, increasing level of
earnings and cash flow. The standards are not designed to produce maximum short term earnings because we do not believe
such performance is sustainable without ultimately stressing the business, which often leads to declining market share,
revenues and earnings

Our managing partners participate in a variable bonus plan in which they earn a percentage of their business' earnings based
upon the actual standards achieved. We believe our managing partners have the opportunity to be compensated at close to the
same level asif they owned the business.

Presentation and Packaging of Services and Merchandise. We believe packaging funeral services and merchandise offers
both simplicity and convenience for our client families. Well-conceived and thoughtful packages eliminate much of the effort
and discomfort experienced by client families concerning matters about which they do not have much knowledge during avery
stressful and emotional time. We have entered into updated arrangements with four primary casket suppliers to support our
strategy and control wholesale costs. We al so anticipate that our packaging strategy will result in increased revenue per
cremation service over time as more families select packages that provide services and merchandise. The percentages of funeral
services conducted by usin which cremation was chosen as the manner in which to dispose of remains was 33% for the year
ended December 31, 2005 and 34% for the year ended December 31, 2006. For the year ended December 31, 2006, approximately
62% of the number of our total cremation services were direct cremations (where no viewing, visitation, or merchandise is
involved, although a memorial service may be held) and 13% included additional services and merchandise.

Preneed Funeral Sales Program. We operate under alocal, decentralized preneed sales strategy whereby each business
location customizesits preneed program to itslocal needs. We emphasize insurance-funded contracts over trusted contractsin
most markets, as insurance products allow usto earn commission income to improve our cash flow and offset a significant
amount of the up-front costs associated with preneed sales. In addition, the cash flow and earnings from insurance contracts are
more stable than traditional trust fund investments. In markets that depend on preneed sales for market share, we supplement
the arrangements written by funeral directors with sales sourced by sales counselors and third party sellers.

Systems and Support Enhancements. We periodically perform targeted reviews of our systems and support services with
the objective of improving effectiveness and streamlining processes. We will continue to review and change corporate
processes to improve efficiency and effectiveness.

Renewed Corporate Development Efforts. We believe that our capital structure positions usto pursue a strategy of
disciplined growth, affording us the flexibility to redeploy our cash and cash flow toward selective acquisitions that meet our
criteria. We expect to continue to improve our earning power as we invest in businesses that will contribute incremental
revenues, earnings and cash flow. A primary driver of our acquisition strategy will be the execution of our Strategic Portfolio
Optimization Model using strategic ranking criteriato assess acquisition candidates as we optimize the sustainable earning
power of our deathcare portfolio. Aswe execute this strategy, we will acquire larger, higher margin strategic businesses and sell
smaller, lower margin non-strategic businesses. We believe we can do so without incremental investment in our consolidation
platform infrastructure or additional fixed regional and corporate overhead.



Ideal candidates would be those that are demonstrated market leaders, have strong local management, have owners and family
members whose objectives are aligned with ours, and have field-level operating margins consistent with our best performing
properties. In our quest to find ideal candidates, we have analyzed and projected key statistics in the deathcare industry and
believe the following will be true by 2015:

The number of national deathswill begin along-term rise as the death rate among the baby boomer generation
accelerates notwithstanding alonger life expectancy.

The aging baby boomers will possess enormous wealth and the financial flexibility to migrate to attractive retirement
and part time second career areas primarily in the southern and western states and other select markets.

The general population of the United Stateswill continue to grow and migrate to attractive urban and suburban centers
in the southern and western states.

Cremation rates will continue to increase and migrate eastward. The accelerating cremation rate will have a significant
impact on the revenue base of more traditional deathcare businessesin the Central and Eastern regions of the United
States and a lessor impact on the already high cremation statesin the West.

With the above considerationsin mind, the Company’ s vision over the next ten yearsis to change the profile to be heavily
weighted in about 10-15 major markets that have an especially attractive demographic profile and where over time, we could
acquire or build up operationsin each of these markets by doing one to three thousand cdls annually. We believe there are
large enough markets for the Company to increase our presence in existing marketsby acquisition or enter anew market with a
substantial acquisition while leveraging our strong local franchise brands and entrepreneuria leadership. These markets arein
geographic areas that complement our existing markets, with a primary focus on suburban markets with growing popul ations of
100,000 or more, preferably in the Northeast and on the West Coast and firms with at least 300 calls annually (or at least $1.5
million in annual revenue). Wewill be applying the Standards Operating Model to qualified acquisition candidates to ensure
they can be readily integrated into our portfolio.

OUR STRENGTHS

Market Leader in Our Suburban and Rural Markets. Our operations are located in suburban and rural markets, where we
primarily compete with smaller, independent operators with significantly less financial and managerial resources. Most of our
suburban markets have populations of 100,000 or more. In over 70% of our funeral home markets, we believe that we are either
first or second in local market share.

Partnership Culture. Our funeral homes and cemeteries are managed by individuals, that we refer to as managing partners,
with extensive death care experience, often within their local markets. Our managing partners have responsibility for day-to-day
operations but are required to follow operating and financial standards. This strategy allows each local businessto maintain its
unique identity within itslocal market and to capitalize on its reputation and heritage while our senior management maintains
supervisory controls and provides support services from our corporate headquarters. We believe our culture will be very
attractive to owners of premier independent businesses that fit our profile of suitable acquisition candidates.

Flexible Capital Structure. In January 2005, we met our goal of reaccessing the capital markets by completing our $130
million senior debt offering. We used the net proceeds to pay off the existing senior debt that had near term maturities and
accrued interest on our TIDES (described below). Thistransaction eliminated al near-term debt maturity issues. We believe that
our capital structure provides us with financial flexibility, which allows usto focus our efforts on improving operations and
growing the Company. After completion of the offering, we have four primary componentsin our capital structure:

the $130 million senior notes which have a 2015 maturity;
arevolving credit facility, described under the heading “Liquidity and Capital Resources’ in ltem 7,

our convertible junior subordinated debenture payable to our affiliate trust, which has the ability to defer payments of
interest, and a 2029 maturity (our TIDES); and

our common stock.



Stable Cash Flow. Since 2000, we have demonstrated the ability to generate stable cash flow. Prior to 2005, our primary use
of cash flow wasto repay debt. We have also demonstrated an ability to manage capital expendituresto a consistent level. Free
cash flow (cash flow from operations less capital expenditures) for 2006 totaled $11.8 million. We intend to use cash flow to
fund a selective growth strategy. Our growth strategy is the primary way we expect to increase shareholder value, which means
that we need to achieve a much higher return on invested capital during this growth cycle compared to the 90's cycle. Wewill
reassess our capital allocation strategy annually, but at this point we believe that our financial goalswill best be achieved by
continuing to improve the operating and financial performance of our existing portfolio while selectively making new
acquisitions.

Strong Field-Level Operating Margins. We believe that our field-level operating margins are among the highest reported
by the public companiesin the death care industry and that this performance is atestament to the success of our business
strategies. These strong margins and the ability to control costs are important advantages in a business such as oursthat is
characterized by a high fixed-cost structure. We will continue to seek ways to improve our financial performance, and we believe
that our standards-based operating model will continue to yield positive improvement in our financial results.

Effective Management of Funeral Preneed Sales. We believe our local, decentralized strategy allows us to adapt our
preneed sales selectively to best address the competitive situation in our markets. In highly competitive markets, we execute a
more aggressive preneed sales program. In less competitive markets where we have a strong market position, we deploy a more
passive preneed sales program. In certain of our markets, we do not deploy aformal preneed program. This approach allows us
to target the investment in preneed sales to markets where we have the opportunity to reinforce our market share. Because
approximately 80% of our revenues are generated from at-need sales, we retain significant pricing leverage in our funeral
business.

Integrated Information Systems. We have implemented information systems to support local business decisions and to
monitor performance of our businesses compared to financial and performance standards. All of our funeral homes and
cemeteries are connected to our corporate headquarters, which allows us to monitor and assess critical operating and financial
datain order to analyze the performance of individual locations on atimely basis. Furthermore, our information system
infrastructure provides senior management with acritical tool for monitoring and adhering to our established internal controls,
whichiscritical given our decentralized model and the sensitive nature of our business operations.

Proven Management Team. Our management team, headed by Company founder Mel Payne, is characterized by adynamic
culture that reacts quickly and proactively to address changing market conditions and emerging trends. We believe this culture
has been critical to our successful recent efforts and will provide an important advantage as the death care industry evolves.
We are committed to continue operating an efficient corporate organization and strengthening our corporate and local business
leadership. We believe that our Being the Best operating model will ensure this commitment at all levels of the organization. At
mid-year 2006 we reorganized our funeral and cemetery divisionsinto three Regions, each headed by a Regional Partner. This
change should engender more cooperation and synergy between our funeral and cemetery operations and support the goal of
market-share and volume growth in our most significant markets. The three Regional Partnersreport to Mel Paynein the role of
Chief Operating Officer.

OPERATIONS

We conduct our funeral and cemetery operations only in the United States. Our operations are divided into two segments:
funeral operations and cemetery operations. Information for each of our segmentsis presented below and in our financial
statements set forth herein.

Funeral Home Operations

At December 31, 2006, we operated 131 funeral homesin 27 states. Funeral home revenues currently account for
approximately 75% of our total revenues. The funeral home operations are managed by ateam of experienced death care
industry professionals and selected region-level individuals with substantial management experience inour industry. See Note
20to the Consolidated Financial Statementsfor the year ended December 31, 2006, for segment data related to funeral home
operations.

Our funeral homes offer acomplete range of servicesto meet afamily's funeral needs, including consultation, the removal
and preparation of remains, the sale of caskets and related funeral merchandise, the use of funeral home facilities for visitation
and worship, and transportation services. Most of our funeral homes have a non-denominational chapel on the premises, which
permits family visitation and religious services to take place at one location and thereby reduces our transportation costs and
inconvenience to the family.



Funeral homes are principally a service business that provides burial and cremation services and sells related merchandise, such
as caskets and urns. Given the high fixed cost structure associated with funeral home operations, we believe the following are
key factors affecting our profitability:

- favorable demographic trendsin terms of population growth and average age, which imp act death rates and number of
deaths;

- leading market share positions supported by strong local heritage and rel ationships;

- effectively responding to increasing cremation trends by packaging complementary services and merchandise;
- controlling salary and merchandise costs; and

- exercising pricing leverage related to our at-need business to increase average revenues per contract.

Cemetery Operations

Asof December 31, 2006, we operated 28 cemeteriesin 11 states. The cemetery operations are managed by ateam of
experienced death care industry and sales professionals. Cemetery revenues currently account for approximately 25% of our
total revenues. See Note 20 to the Consolidated Financial Statements for the year ended December 31, 2006, for segment data
related to cemetery operations.

Our cemetery products and servicesinclude interment services, the rightsto interment in cemetery sites (including grave
sites, mausoleum crypts and niches) and related cemetery merchandise such as memorials and vaults. Cemetery operations
generate revenues through sales of interment rights and memorials, installation fees, fees for interment and cremation services,
finance charges from installment sales contracts and investment income from preneed cemetery merchandise and perpetual care
trusts.

Our cemetery operating results are impacted by the success of our sales organization because approximately 40% of our
cemetery revenues was generated from preneed sales of interment rights during the year ended December 31, 2006. An
additional 20% of our 2006 cemetery revenues was from deliveries of merchandise and services previously sold on preneed
contracts. We believe that changesin the level of consumer confidence (a measure of whether consumers will spend money on
discretionary items) also impact the amount of cemetery revenues. Cemetery revenues generated from at-need services and
merchandise sales generally are subject to many of the same key profitability factors asin our funeral home business.
Approximately 13% of our cemetery revenues was attributable to investment earnings on trust funds and finance charges on
installment contracts during the year ended December 31, 2006. Changes in the capital markets and interest rates affect this
component of our cemetery revenues.

Preneed Programs

In addition to sales of funeral merchandise and services, cemetery interment rights and cemetery merchandise and services
at the time of need, we also market funeral and cemetery services and products on a preneed basis. Preneed funeral or cemetery
contracts enable families to establish, in advance, the type of service to be performed, the products to be used and the cost of
such products and services. Preneed contracts permit familiesto eliminate issues of making death care plans at the time of need
and allow input from other family members before the death occurs.

Preneed funeral contracts are usually paid on an installment basis. The performance of preneed funeral contractsisusually
secured by placing the fundscollected in trust for the benefit of the customer or by the purchase of alife insurance policy, the
proceeds of which will pay for such services at the time of need. Insurance policies, intended to fund preneed funeral contracts,
cover the original contract price and generally include an element of growth (earnings) designed to offset future inflationary
cost increases. Revenue from preneed funeral contracts, along with accumulated earnings, are not recognized until the time the
funeral serviceis performed. The commission income is recognized as revenue when the period of refund expires (generally one
year), which helps us defray the costs we incur to originate the preneed contract (primarily commissions we pay to our sales
counselors). Additionally, we generally earn acommission from the insurance company from the sale of insurance-funded
policies. Prior to 2005, the direct marketing commissions and costs incurred from the sale of preneed funeral contracts were
deferred and amortized on an actuarial method to match the expected maturity of the preneed contracts. Effective January 1,
2005, the Company changed its method for accounting for deferred obtaining costs and began expensing all costs asincurred.
See Note 3 to the Consolidated Financial Statements for the year ended December 31, 2006, for more detailed discussion of the
Company’s accounting change.



In addition to preneed funeral contracts, we also offer "preplanned” funeral arrangements whereby aclient determinesin
advance substantially all of the details of afuneral service without any financial commitment or other obligation on the part of
the client until the actual time of need. Preplanned funeral arrangements permit afamily to avoid issues of making death care
plans at the time of need and enable afuneral home to establish relationships with a client that may eventually lead to an at-need
sale.

Preneed sales of cemetery interment rights are usually financed through interest-bearing installment sales contracts,
generally with terms of up to five years. In substantially all cases, we receive aninitial down payment at the time the contract is
signed. The interest rates generally range between 12% and 14%. Preneed sales of cemetery interment rights are generally
recorded as revenue when 10% of the contract amount related to the interment right has been collected. M erchandise and
services may similarly be sold on an installment basis, but revenueis recorded when delivery has occurred. Allowances for
customer cancellations and refunds are recorded at the date that the contract is executed and periodically evaluated thereafter
based upon historical experience.

Carriage sold 4,877 and 4,998 preneed funeral contracts during the years ended December 31, 2005 and 2006, respectively. At
December 31, 2006, we had a backlog of 56,719 preneed funeral contracts to be delivered in the future. Approximately 20% of the
funeral revenues recognized during each of the last three years and during the twelve months ended December 31, 2006
originated through preneed contracts. Cemetery revenues that originated from preneed contracts represented approximately
55% and 52% of Carriage's net cemetery revenues for both 2005 and 2006, respectively.

Asof December 31, 2006, we employed a staff of 192 advance-planning and family service representatives for the sale of
preneed products and services.

TRUST FUNDS AND INSURANCE CONTRACTS

The Company has established a variety of trustsin connection with funeral home and cemetery operations as required under
applicable state law. Such trustsinclude (i) preneed funeral trusts; (ii) preneed cemetery merchandise and service trusts; and (iii)
perpetual care trusts. These trusts are typically administered by independent financial institutions selected by the Company.
Independent financial advisorsare also used for investment management and advisory services.

Preneed funeral sales generally require depositsto atrust or purchase of athird-party insurance product. Trust fund income
earned and the receipt and recognition of any insurance benefits are deferred until the serviceis performed, while trust fund
holdings and deferred revenue are reflected currently on the Company’s balance sheet. In most states, the Company isnot
permitted to withdraw principal or investment income from such trusts until the funeral serviceis performed. Some states,
however, allow for the retention of a percentage (generally 10%) of the receipts to offset any administrative and selling
expenses. The aggregate balance of our preneed funeral contracts held in trust, insurance contracts and receivables from
customers was approximately $215 million as of December 31, 2006.

The Company isgenerally required under applicable state laws to deposit a specified amount (which varies from state to
state, generally 50% to 100% of selling price) into a merchandise and service trust fund for cemetery merchandise and services
preneed sales. The related trust fund income earned is recognized when the related merchandise and services are delivered. The
Company is generally permitted to withdraw the trust principal and accrued income when the merchandise isactually purchased,
when the serviceis provided or when the contract is cancelled. Cemetery merchandise and service trust fund balances, in the
aggregate, totaled approximately $55.5 million as of December 31, 2006.

In most states, regulations require a portion (generally 10%) of the sale amount of cemetery property and memorialsto be
placed in aperpetual caretrust. Theincome from these perpetual care trusts provides a portion of the funds necessary to
maintain cemetery property and memorialsin perpetuity. Thistrust fund income is recognized, as earned, in cemetery revenues.
While the Company isentitled to withdraw the income from perpetual care trusts to provide for maintenance of cemetery
property and memorias, the Company is restricted fromwithdrawing any of the principal balances of the trust fund. Perpetual
care trust balances totaled approximately $32.5 million at December 31, 2006.

For additional information with respect to our trusts, see Notes 7, 8, 9 and 10 to the Consolidated Financial Statements for
the year ended December 31, 2006.

COMPETITION

The operating environment in the death care industry has been highly competitive. Publicly traded companies operating in
the United States are Service Corporation International, Stewart Enterprises, Inc, Keystone North America, Inc., StoneM or
Partners L.P. and Alderwoods Group until acquired by Service Corporation International inlate 2006. In addition, anumber of
smaller, non-public companies have been active in acquiring and operating funeral homes and cemeteries.

8



Our funeral home and cemetery operations usually face competition in the markets that they serve. Our primary competition
in most of our marketsisfrom local independent operators. We have observed an increase in new start-up competition in certain
areas of the country, which in any one market may have impacted our profitability because of the high fixed cost nature of
funeral homes.

Market share for funeral homes and cemeteriesis largely afunction of reputation and heritage, although competitive pricing,
professional service and attractive, well-maintained and conveniently located facilities are also important. Because of the
importance of reputation and heritage, market share increases are usually gained over along period of time. The sale of preneed
funeral services and cemetery property hasincreasingly been used by many companies as a marketing tool to build market
share.

There has been increasing competition from providers specializing in specific services, such as cremations, who offer
minimal service and low-end pricing. We also face competition from companies that market products and related information
over the Internet and non-traditional casket stores in certain markets. These competitors have been successful in capturing a
portion of the low-end market and product sales.

REGULATION

Our operations are subject to regulations, supervision and licensing under numerous foreign, federal, state and local laws,
ordinances and regulations, including extensive regulations concerning trust funds, preneed sales of funeral and cemetery
products and services and various other aspects of our business. We believe that we comply in all material respects with the
provisions of these laws, ordinances and regulations. We operate in the United States under the Federal Trade Commission
(FTC) comprehensive trade regulation rule for the funeral industry. The rule contains requirements for funeral industry
practices, including extensive price and other affirmative disclosures and imposes mandatory itemization of funeral goods and
services.

We are subject to the requirements of the federal Occupational Safety and Health Act ("OSHA™) and comparable state
statutes. The OSHA hazard communi cation standard, the United States Environmental Protection Agency community right-to-
know regulations under Title I11 of the federal Superfund Amendment and Reauthorization Act and similar state statutes require
usto organize information about hazardous materials used or produced in our operations. Certain of thisinformation must be
provided to employees, state and local governmental authorities and local citizens.

Our operations, including our preneed sales activities and the management and administration of preneed trust funds, are
also subject to regulation, supervision and licensing under state laws and regulations. We believe that we are in substantial
compliance with all such laws and regulations.

In accordance with the rules of the New Y ork Stock Exchange, Inc., we submitted a Section 12(a) CEO Certification in 2006,
which was not qualified in any manner. In addition, in accordance with the rules, attached as Exhibits 31.1 and 31.2 are our CEO
and CFO certifications as required by Section 302 of the Sarbanes-Oxley Act of 2002.

EMPLOYEES

Asof December 31, 2006, we and our subsidiaries employed 1,526 employees, of whom 714 were full-time and 812 part-time.
All of our funeral directors and embalmers possess licenses required by applicable regulatory agencies. We believe that our
relationship with our employeesis good. Approximately ten of our employees in Nevada have elected to have the local
teamsters union represent them in contract negotiations with the Company. To date, the Company has not entered into any
contracts with the union.

AVAILABLE INFORMATION

Our website address iswww.carriageservices.com. Available on this website under “Investor Relations-Investor Relations
Menu — SEC Filings,” free of charge, are Carriage’ s annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports
on Form 8-K, insider reports on Forms 3, 4 and 5 filed on behalf of directors and officers and amendments to those reports as
soon as reasonably practicable after such materials are electronically filed with or furnished to the United States Securities and
Exchange Commission (“SEC”).

Also posted on our website, and availablein print upon request, are charters for the Company’s Audit Committee,
Compensation Committee and Corporate Governance Committee. Copies of the Code of Business Conduct and Ethics and the
Corporate Governance Guidelines are also posted on the Company’ s website under the “ Corporate Governance” section. Within



the time period required by the SEC and the New Y ork Stock Exchange, Inc., the Company will post on its website any
modifications to the Codes and any waivers applicable to senior officers as defined in the applicable Code, as required by the
Sarbanes-Oxley Act of 2002.

ITEM 1A. RISK FACTORS
RISKSRELATED TO OUR BUSINESS

Marketing and sales activities by existing and new competitors could cause usto lose market share and lead to lower revenues
and margins.

We face competitionin all of our markets. Most of our competitors are independently owned, and some are relatively recent
market entrants. Certain of the recent entrants are individuals who were formerly employed by us or by our competitors and
have relationships and name recognition within our markets. Asagroup, independent competitors tend to be aggressive in
distinguishing themselves by their independent ownership, and they promote their independence through advertising, direct
mailings and personal contact. Increasing pressures from new market entrants and continued advertising and marketing by
competitorsin local markets could cause us to lose market share and revenues. In addition, competitors may change the types or
mix of products or services offered. These changes may attract customers, causing usto lose market share and revenue as well
asto incur costsin response to competition to vary the types or mix of products or services offered by us.

Our ability to generate preneed sales dependson a number of factors, including salesincentives and local and general
economic conditions.

Declinesin preneed sales would reduce our backlog and revenue and could reduce our future market share. On the other
hand, a significant increase in preneed sales can have a negative impact on cash flow as aresult of commissions and other costs
incurred without corresponding revenues.

Aswe have localized our preneed sal es strategies, we are continuing to refine the mix of service and product offeringsin
both our funeral and cemetery segments, including changesin our sales commission and incentive structure. These changes
could cause us to experience declines in preneed sales in the short-run. In addition, economic conditions at the local or national
level could cause declinesin preneed sales either as aresult of less discretionary income or lower consumer confidence.
Declinesin preneed cemetery property sales would reduce current revenue, and declinesin other preneed sales would reduce
our backlog and future revenue and could reduce future market share.

Preneed sales of cemetery property and funeral and cemetery merchandise and services are generally cash flow negative
initialy, primarily due to the commissions paid on the sale, the portion of the sales proceeds required to be placed into trust or
escrow and the terms of the particular contract such as the size of the down payment required and the length of the contract. As
aresult, preneed sales reduce cash flow available for other activities, and, to the extent preneed activities are increased, cash
flow will be further reduced.

Price competition could also reduce our market share or cause usto reduce pricestoretain or recapture market share,
either of which could reducerevenuesand margins.

We have historically experienced price competition primarily from independent funeral home and cemetery operators, and
from monument dealers, casket retailers, low-cost funeral providers and other non-traditional providers of services or products.
New market entrants tend to attempt to build market share by offering lower cost alternatives. In the past, this price competition
has resulted in our losing market share in some markets. In other markets, we have had to reduce prices thereby reducing profit
marginsin order to retain or recapture market share. Increased price competition in the future could further reduce revenues,
profit margins and our backlog.

Our ability to execute our growth strategy ishighly dependent upon our ability to successfully identify suitable acquisition
candidates and negotiate transactions on favorableterms.

There has been little acquisition activity by usfrom 2001 through 2006, and there is no assurance that we will be able to
identify candidates that meet our criteria or that we will be able to reach terms with identified candidates for transactions that are
acceptable to us. We intend to apply standards established under our Strategic Portfolio Optimization Model in qualifying
acquisition candidates, and there is no assurance that we will be successful in doing so or that we will find attractive candidates
that satisfy these standards.
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Increased or unanticipated costs, such asinsurance, taxes and new computer systemsimplementations, may have a negative
impact on our earningsand cash flows.

We have experienced material increasesin certain costs during the previous years, such asimplementing computer
systems. We will incur large systems maintenance and upgrade costs annually, which costs can only be estimated. These types
of cost increases may impair our ability to achieve revenue growth that exceeds our cost increases. Our 2007 plan assumes that
we will be successful inincreasing revenues at arate that is greater than the growth in the cost of sales. We can give no
assurance that we will be successful in achieving such increases.

Improved performancein our funeral and cemetery segments ishighly dependent upon successful execution of our standards-
based Being the Best operating model.

We have implemented our standards-based operating model to improve and better measure performance in our funeral and
cemetery operations. We devel oped standards according to criteria, each with a different weighting, designed around market
share, people, and operational and financial metrics. We also incentivise our |ocation managing partners by giving them the
opportunity to earn afixed percentage of the field-level earnings before interest, taxes, depreciation and amortization based
upon the number and weighting of the standards achieved. Our expectation isthat, over time, the Standards Operating Model
will result in our maintaining or improving field-level margins, market share, customer satisfaction and overall financial
performance, but thereis no assurance that these goalswill be met. We have learned that success using the model is highly
dependent on having the right leader inthe business.

Smaller businesses aretypically dependent upon oneor a few key employeesfor success.

Death care businesses have built local heritage and tradition through successive generations, providing afoundation for
ongoing business opportunities from established client family relationships and related referrals. We believe these relationships
build trust in the community and are akey driver to market share. Our smaller businesses, which tend to be located in smaller
communities, usually have one or afew key employees that drive this relationship to the community. We can give no assurance
that we can retain these employees or that these relationships will drive market share.

Earningsfrom and principal of trust fundsand insurance contracts could be reduced by changesin financial marketsand the
mix of securitiesowned.

Earnings and investment gains and losses on trust funds and insurance contracts are affected by financial market conditions
and the mix of fixed-income and equity securities that we choose to maintain in the funds. During 2004 and 2005, we revised the
mix of investments within the cemetery trusts according to our new asset allocation model in an effort to increase earnings and
lower volatility. We made similar changes in some of the funeral trustsin 2006. We may not choose the optimal mix for any
particular market condition. Declinesin earnings from perpetual care trust funds would cause a decline in current revenues,
while declinesin earnings from other trust funds could cause a decline in future cash flows and revenues.

Covenant restrictionsunder our debt instruments may limit our flexibility in operating our business.

Theterms of our credit facility and the indenture governing the Senior Notes may limit our ability and the ability of our
subsidiaries to, among other things:

- incur additional debt;

- pay dividends or make distributions or redeem or repurchase stock;
- make investments,

- grantliens,

- make capital expenditures;

- enter into transactions with affiliates;

- enter into sale-leaseback transactions;

- sell assets; and

- acquire the assets of, or merge or consolidate with, other companies.
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Our credit facility also requires usto maintain certain financial ratios. Complying with these restrictive covenants and
financial ratios, as well asthose that may be contained in any future debt agreements, may impair our ability to finance our
future operations or capital needs or to take advantage of other favorable business opportunities. Our ability to comply with
these restrictive covenants and financial ratios will depend on our future performance, which may be affected by events beyond
our control. Our failure to comply with any of these covenants or restrictions when they apply will result in adefault under the
particular debt instrument, which could permit accel eration of the debt under that instrument and, in some cases, the
acceleration of debt under other instruments that contain cross-default or cross-acceleration provisions. In the case of an event
of default, or in the event of a cross-default or cross-acceleration, we may not have sufficient funds available to make the
required payments under our debt instruments. If we are unable to repay amounts owed under the terms of our amended senior
secured credit facility, the lenders thereunder may be entitled to sell certain of our funeral assetsto satisfy our obligations under
the agreement.

RISKSRELATED TO THE DEATH CARE INDUSTRY

Declinesin the number of deathsin our markets can cause a decreasein revenues. Changesin the number of deathsare not
predictable from market to market or over theshort term.

Declinesin the number of deaths could cause at-need sales of funeral and cemetery services, property and merchandise to
decline, which could decrease revenues. Although the United States Bureau of the Census estimates that the number of deaths
in the United States will increase through 2010, longer life spans could reduce the rate of deaths. In addition, changesin the
number of deaths can vary among local markets and from quarter to quarter, and variationsin the number of deathsin our
markets or from quarter to quarter are not predictable. These variations may cause our revenues to fluctuate and our results of
operationsto lack predictability.

Theincreasing number of cremationsin the United States could cause revenuesto decline because we could lose market
shareto firmsspecializing in cremations. In addition, direct cremations produce minimal revenuesfor cemetery operations
and lower funeral revenues.

Our traditional cemetery and funeral service operations face competition from the increasing number of cremationsin the
United States. Industry studies indicate that the percentage of cremations has steadily increased and that cremations will
represent approximately 35% of the U.S. burial market by the year 2010, compared to approximately 32% in 2005. Thetrend
toward cremation could cause cemeteries and traditional funeral homes to lose market share and revenues to firms specializing in
cremations. In addition, direct cremations (with no funeral service, casket, urn, mausoleum niche, columbarium niche or burial)
produce no revenues for cemetery operations and lower revenues than traditional funerals and, when delivered at atraditional
funeral home, produce lower profit margins aswell.

If wearenot ableto respond effectively to changing consumer preferences, our market share, revenuesand pr ofitability could
decrease.

Future market share, revenues and profits will depend in part on our ability to anticipate, identify and respond to changing
consumer preferences. In past years, we have implemented new product and service strategies based on results of customer
surveys that we conduct on a continuous basis. However, we may not correctly anticipate or identify trends in consumer
preferences, or we may identify them later than our competitors do. In addition, any strategies we may implement to address
these trends may prove incorrect or ineffective.

Because thefuneral and cemetery businesses ar e high fixed-cost businesses, changesin revenue can havea
disproportionately lar ge effect on cash flow and pr ofits.

Companiesin the funeral home and cemetery business must incur many of the costs of operating and maintaining facilities,
land and equipment regardless of the level of salesin any given period. For example, we must pay salaries, utilities, property
taxes and maintenance costs on funeral homes and maintain the grounds of cemeteries regardless of the number of funeral
services or interments performed. Because we cannot decrease these costs significantly or rapidly when we experience declines
in sales, declinesin sales can cause margins, profits and cash flow to decline at a greater rate than the decline in revenues.

Changesor increasesin, or failureto comply with, regulations applicableto our business could increase costs or decrease
cash flows.

The death care industry is subject to extensive regulation and licensing requirements under federal, state and local laws. For
example, the funeral home industry is regulated by the Federal Trade Commission, which requires funeral homes to take actions
designed to protect consumers. State laws impose licensing regquirements and regul ate preneed sales. Embalming and cremation
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facilities are subject to stringent environmental and health regulations. Compliance with these regulations is burdensome, and
we are always at risk of not complying with the regulations or facing costly and burdensome investigations from regulatory
authorities.

In addition, from time to time, governments and agencies propose to amend or add regul ations, which could increase costs or
decrease cash flows. For example, federal, state, local and other regulatory agencies have considered and may enact additional
legislation or regulations that could affect the death care industry. Several states and regulatory agencies have considered or
are considering regulations that could require more liberal refund and cancellation policies for preneed sales of products and
services, limit or eliminate our ahility to use surety bonding, increase trust requirements and prohibit the common ownership of
funeral homes and cemeteries in the same market. If adopted by the regulatory authorities of the jurisdictionsin which we
operate, these and other possible proposals could have a material adverse effect on us, our financial condition, our results of
operations and our future prospects. For additional information regarding the regulation of the death care industry, see
"Business — Regulation".

ITEM 1B. UNRESOLVED STAFF COMMENTS
None.
ITEM 2. PROPERTIES

At December 31, 2006, we operated 131 funeral homesin 27 states and 28 cemeteriesin 11 states. Carriage owns the real
estate and buildings for 80% of our funeral homes and leases facilities for the remaining 20%. Carriage owns 23 cemeteries and
operates five cemeteries under long-term contracts with municipalities and non-profit organizations at December 31, 2006. Ten
funeral homes are operated in combination with cemeteries as these locations are physically located on the same property or
very close proximity and under same management. The 28 cemeteries operated by Carriage have an inventory of unsold
developed | ots totaling approximately 106,000 and 114,000 at December 31, 2005 and 2006, respectively. In addition,
approximately 495 acres are available for future development. We anticipate having a sufficient inventory of lotsto maintain our
property sales for the foreseeable future. The specialized nature of our business requires that our facilities be well-maintained.
Management believes this standard is met.
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The following table sets forth certain information as of December 31, 2006, regarding Carriage’ s properties used by the
funeral homes segment and by the cemeteries segment identified by state:

Number of
Funeral Homes Number of Cemeteries

State Owned  Leased(1) Owned Managed
CAIfOmMIa . .. 16 2 3 0
(0009101 o 1 To: | S PP 6 2 0 0
HOda, ... 6 3 6 3
[ oo = 3 0 0 0
7= 2o TP 4 1 1 0
N0IS. e 1 4 1 0
0. Pt 2 0 0 0
= 15> S Pt 7 0 0 0
[0 110 10 3 1 0
MaVIaNd. ... ..o 1 0 0 0
MBSSECHUSEIS. .. .. e e e e 6 0 0 0
YT g T o 4 0 0 0
S o U PRSP 0 1 0 0
Lol = = PSPPI 1 0 0 0
NEVAOA. . ... e 2 0 2 1
NEW JESEY . et 4 1 0 0
NEW IMIEXICO. . ettt e e 1 0 0 0
NEN Y OK. e e 1 1 0 0
NOh Carolina.........ovii e 1 2 1 0
(@0 o PP 4 3 0 1
(@ (= 410 10 PPN 1 0 1 0
Rhodeldand...... ..o 4 0 0 0
LIS 10755 < PP 3 0 0 0
1= T N 11 1 6 0
YT 1= 3 1 1 0
LAYz 211 (oo 1 1 0 0
RTAY == VAT 1 = 1 1 0 0

Lo 7= P PP PR 104 27 23 5

(1) Theleases, with respect to these funeral homes, have remaining terms ranging from one to seven years, and, generally,
we have the right to renew past the initial terms and aright of first refusal on any proposed sale of the property where
these funeral homes are located.

Carriage’ s corporate headquarters occupy approximately 37,000 square feet of leased office space in Houston, Texas. At
December 31, 2006, we operated 559 vehicles, of which 557 are owned and 2 are | eased.

ITEM 3. LEGAL PROCEEDINGS

Carriage and our subsidiaries are parties to a number of legal proceedings that arise from time to timein the ordinary course
of business. While the outcome of these proceedings cannot be predicted with certainty, we do not expect these mattersto have
amaterial adverse effect on the financial statements.

We self-insure against certain risks and carry insurance with coverage and coverage limitsfor risksin excess of the coverage
amounts consistent with our assessment of risksin our business and of an acceptable level of financial exposure. Although
there can be no assurance that self-insurance reserves and insurance will be sufficient to mitigate all damages, claims or
contingencies, we believe that the reserves and our insurance provides reasonable coverage for known asserted or unasserted
claims. In the event the Company sustained aloss from a claim and the insurance carrier disputed coverage or coverage limits,
the Company may record a chargein adifferent period than the recovery, if any, from the insurance carrier.

ITEM 4. SUBMISSION OF MATTERSTO A VOTE OF SECURITY HOLDERS
No matters were submitted to avote of the Company’s stockholders during the fourth quarter of 2006.
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PART Il

ITEM 5 MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASESOF EQUITY SECURITIES

Carriage’ s Common Stock is traded on the New Y ork Stock Exchange under the symbol “CSV”. The following table presents
the quarterly high and low sale prices as reported by the New Y ork Stock Exc hange:

2006 High Low
First QUAIET ......cocvevcectetssieetesse st ssss s saenans $5.25 $4.60
SeCONd QUAIES . ...t $5.16 $4.40
THIird QUAIES . ..ottt ss s A .12
FOUrth QUAIET. ..ot $5.19 $4.61

2005

FIrSt QUAITET ......vceeeeeeceeeeeeeeee et s st snanssnens $5.71 $4.77
SeCONd QUAIET . ......ovveecveecteectseee sttt eseesnes $6.30 $5.20
THhird QUAIES. ..v.eeceeeceeeeeee ettt $6.75 $6.00
FOUIth QUAIET ........cvveeeeeeeeeeeeeeee sttt ssnans $6.41 $4.76

Asof February 28, 2007, there were 18,718,490 shares of Carriage’'s Common Stock outstanding and the closing price as
reported by the New Y ork Stock Exchange was $7.01 per share. The Common Stock shares outstanding are held by
approximately 300 stockholders of record. Each shareis entitled to one vote on matters requiring the vote of stockholders. We
believe there are approximately 5,000 beneficial owners of the Common Stock.

We have never paid a cash dividend on our Common Stock. Carriage currently intends to retain earnings to fund the
growth and development of our business. Any future change in our policy will be made at the discretion of our Board of
Directorsin light of the financial condition, capital requirements, earnings prospects of Carriage and any limitations imposed by
lenders or investors, as well as other factors the Board of Directors may deem relevant.

We have a compensation policy for fees paid to its directors under which our directors may choose to receive director
compensation fees either in the form of cash compensation or equity compensation based on the fair market value of our
common stock based on the closing price published by the New Y ork Stock Exchange on the date the fees are earned. Prior to
May 2006, the sharesissued to directorsin lieu of payment in cash were unregistered. 1n connection with our Annual Meeting
of Stockholdersin May 2006, the stockholders approved our 2006 Long Term Incentive Plan and the Company registered the
shares available for future issue for this compensation policy and other corporate purposes. The Company issued 13,709 and
3,003 unregistered shares of common stock to directorsin lieu of payment in cash for their fees for the years ended December 31,
2005 and 2006, respectively, the value of which was charged to operations. No underwriter was used in connection with these
issuances. Carriage relied on the Section 4(2) exemption from the registration requirements of the Securities Act of 1933, as
amended.

We did not repurchase any of our equity securitiesduring the fourth quarter of the year ended December 31, 2006.
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The following graph compares the cumulative 5-year total return provided shareholders on Carriage Services, Inc.'s
common stock relative to the cumulative total returns of the Russell 2000 index, and a customized peer group of three
companies that includes: Service Corp. International, Stewart Enterprises Income and Stonemor Partners Limited Partnership.
An investment of $100 (with reinvestment of all dividends) is assumed to have been made in our common stock, in the peer
group, and the index on December 31, 2001 and its relative performance is tracked through December 31, 2006.

The performance graph shall not be deemed incor porated by reference by any general statement incorporating by
reference this annual report into any filing under the Securities Act of 1933, except to the extent we specifically incor porate
thisinformation by reference, and shall not otherwise be deemed filed under such acts.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*

Among Carriage Services, Inc., The Russell 2000 Index
And A Peer Group
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$140 - R = —B =

$120 A P

$100

1
M

$80 A

$60
$40 -
$20

$0 1 1 1 1 1
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—H— Carriage Services, Inc. — A — Russell 2000 - -0 - -Peer Group

* $100 invested on 12/31/01 in stock or index-including reinvestment of dividends.
Fiscal year ending December 31.

12/01 12/02 12/03 12/04 12/05 12/06

Carriage Services, Inc. 100.00 75.52 70.21 93.74 94.88 96.58
Russell 2000 100.00 79.52 117.09 138.55 144.86 171.47
Peer Group 100.00 74.50 104.20 139.79 144.81 181.46

The stock price performance included in this graph is not necessarily indicative of future stock price performance.

PEER GROUP

Service Corp. International
Stewart Enterprises Income
Stonemor Partners Limited Partnership
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ITEM 6. SELECTED FINANCIAL DATA

Thefollowing table sets forth selected consolidated financial information for Carriage that has been derived from the audited
Consolidated Financial Statements of Carriage as of and for each of the years ended December 31, 2002, 2003, 2004, 2005, and
2006. These historical results are neither indicative of our future performance, nor necessarily comparable as aresult of achange
in accounting methods discussed bel ow.

We adopted FASB Interpretation No. 46, asrevised (“FIN 46R”), Consolidation of Variable Interest Entities, an
I nter pretation of Accounting Research Bulletin (ARB) No. 51, as of March 31, 2004. The adoption of FIN 46R resulted in the
consolidation of funeral and cemetery merchandise and service, and perpetual care trustsin our consolidated balance sheet at
fair value. We do not consolidate certain funeral trusts for which we do not absorb amajority of their expected | osses and,
therefore, are not considered a primary beneficiary of these funeral trusts under FIN 46R. The adoption of FIN 46R also resulted
in the deconsolidation of Carriage Services Capital Trust, theissuer of TIDES preferred securities. Instead, we now report as a
liability the junior subordinated debenture payable to the Trust. Amounts and balances prior to March 31, 2004 have not been
restated to reflect the adoption of FIN 46R.

The Company changed its method of accounting for preneed selling costs, which are direct costsincurred for the
origination of prearranged funeral and cemetery service and merchandise sales contracts, effective January 1, 2005. The change
affects the comparability of the operating resultsin the following table. Prior to this change, commissions and other direct
selling costs related to originating preneed funeral and cemetery service and merchandise sales contracts were deferred and
amortized with the objective of recognizing the selling costs in the same period that the related revenueis recognized. Under the
new accounting method, the commissions and other direct selling costs, which are current obligations are paid and use
operating cash flow, are expensed asincurred. The Company’sresults of operations for the years ended December 31, 2005 and
2006 are reported on the basis of our changed method, but the periods prior to 2005 are reported using the prior accounting
method. See Note 3 of Notes to Consolidated Financial Statements for the year ended December 31, 2006.

Effective January 1, 2006, the Company adopted Statement of Financial Accounting Standards No. 123 (Revised), Share-
Based Payment (“ SFAS 123R"), which requires, among other things, entities to recognize in the income statement the grant-date
fair value of stock options and other stock-based awards over the service periods the awards are expected to vest. Pursuant to
the provisions of SFAS 123R, the Company applied the modified-prospective transition method. Under this method, the fair
value provision of SFAS 123R is applied to new employee stock-based awards granted after December 31, 2005. Measurement
and recognition of compensation cost for unvested awards at December 31, 2005, granted prior to the adoption of SFAS 123R,
are recognized under the provisions of SFAS No 123, Accounting for Stock-Based Compensation (“ SFAS 123”), after
adjustments for estimated forfeiture. SFAS 123R no longer permits pro-forma disclosure for income statement periods after
December 31, 2005 and compensation expense is recognized for all stock-based awards based on grant-date fair value. The
Company’ sresults of operations for the year ended December 31, 2006 is reported on the basis of our changed method, but the
periods prior to 2006 are reported using the prior accounting method. See Note 1 of Notes to Consolidated Financial Statements
for the year ended December 31, 2006.

Y ou should read this historical financial data together with "Management's Discussion and Analysis of Financial Condition

and Results of Operations" included in this report and Carriage's Consolidated Financial Statements and notes thereto included
elsewherein thisreport.
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Y ear ended December 31,

2002 2003 2004 2005 2006

INCOME STATEMENT DATA: (in thousands, except per share and operating data)
Revenues:
FUNBIaL. ... e $ 110,453 $ 107,850 $ 108,478  $ 111,643 $ 114,927
(005 011 (< Y 32,925 33,059 36,115 37,555 36,159
TOtEl FEVENUES. ......e it 143,378 140,909 144,593 149,198 151,086
Gross profit:
FUNEIEL. ... e 32,126 28,037 28,584 29,192 30,109
COMELEIY ... et e 7,690 8,128 8,578 6,525 3,943
Total grosS Profit.......cooeuiieier it 39,816 36,165 37,162 35,717 34,052
Genera and administrative eXpenses.........c..ooevevnevenenannnnn. 10,557 10,492 10,665 12,383 11,258
Other charges (INCOME).........vvnvie et i e 871 432 495 (822) —
OPErating INCOIME. .. ...coee et et e aee e 28,388 25,241 26,002 24,156 22,794
INEErESE EXPENSE. ..o et et teeiii et et (19,543) 17,773) (16,908) (18,599) (18,514)
Additional interest and other costs of senior debt refinancing... - - - (6,933) -
Other iNCOME (EXPANSE)....eiveeeen e eeeae et ee e e e e e 865 657 940 (73) 1,921
Income (loss) beforeincometaxes..........coovvvviiiiiiiiiennnn. 9,710 8,125 10,034 (1,449) 6,201
(Provision) benefit for incometaxes............ooevvvvvvvininnnnnn 7,172 (3,047) (81) 456 (2,375)
Net income (loss) from continuing operations.................... 16,882 5,078 9,953 (993) 3,826
Income (loss) from discontinued Operations.............ooveeerenne. 3,396 1,547 (719) 1,884 (5,242)
Cumulative effect of the change in accounting, net of taxes..... - — — (22,756) —
NEtiNCOME (I0SS) .. vvee e $ 20278 $ 6625 $ 9234 $ (21,865 $ (1,416)
Earnings (loss) per share
Basic:
ContinUING OPEratioNS. ........vuveir e $ 1.00 $ 029 $ 056 $ (005 $ 021
DiscontinUed OPEratioNS..........coeveeruerieeriereeesie e 0.20 0.09 (0.09) 0.10 (0.29)
Cumulative effect of the change in accounting principle......... — — — (1.24) —
Basic earnings (10SS) Per Share............ccccveevveeeieeineiinnnn, $ 120 $ 038 $ 052 $ (L1999 $ (0.098)
Diluted:
ContinuiNg OPEratioNS. .. ... .. eveeeeee et e ee e $ 9% $ 029 $ 055 $ (005 $ 020
Discontinued OPErations............oevrrieeerenierereneeeseseeeseseeees 0.20 0.08 (0.04) 0.10 (0.28)
Cumulative effect of the change in accounting principle......... - — - (1.24) —
Diluted earnings (10SS) per share...........ccoevevieinniecieinnns $ 116  $ 037 $ 051 $ (L19) $ (0.08)
Weighted average number of common and common equivalent

shares outstanding:
BaSIC. .. ettt 16,973 17,444 17,786 18,334 18,545
D101 P 17,433 17,808 18,260 18,334 18,912
OPERATING AND FINANCIAL DATA:
Funeral homes at end of period............ccoooeiiiiiiiiiiiinn 144 139 135 133 131
Cemeteriesat end of period..........ccooeeeiii i, 30 30 30 29 28
Funeral services performed ..o 23,990 23,323 22,673 22,792 22,468
Preneed funeral contracts sold...........c.ooeiviiiiiiiiiiieeinens 5,456 5174 4,936 4,877 4,998
Backlog of preneed funeral contracts...............cccoeoeiieene. 59,412 59,696 60,309 58,531 56,719
Depreciation and amortization..................occceeevveennnnnn. $ 9526 $ 9934 $ 10647 $ 9336 $ 8,688
BALANCE SHEET DATA:
TOtAl BSSELS. .. oottt ettt e $549,948 $538917 $565156 $ 570,640 $ 564,996
Working capital (defiCit).........ocovvririiiiiie e (1,598) (14,285) 4,933 26,915 35,755
Long-term debt, net of current maturities.......................... 141,207 105,355 102,714 134,572 133,841
Convertible junior subordinated debenture (1).........cccovevvrveneee - - 93,750 93,750 93,750
Redeemable convertible preferred stock (TIDES) (2)............ 90,193 90,327 - - -
Stockholders’ eqUItY.......c.vvuvuiie i e $ 98,091 $ 105930 $ 116438 $ 96,374 $96,373

(1) Whenthe TIDES wereissued in 1999, we reported the securities as a component of temporary equity because they have
predominantly equity-like characteristics which are not normally found in debt securities (including traditional subordinated
debt). In 2004, we changed that classification to report the securities as subordinated debt in order to comply with a new
accounting standard.
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ITEM 7. MANAGEMENT'SDISCUSSION AND ANALYS SOF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

OVERVIEW

We operate two types of businesses: funeral homes, which account for approximately 75% of our revenues, and cemeteries,
which account for approximately 25% of our revenues. Funeral homes are principally a service business that provide funeral
services (burial and cremation) and sell related merchandise, such as caskets and urns. Cemeteries are primarily a sales business
that sellsinterment rights (grave sites and mausoleums) and related merchandise such as markers and memorials. As of
December 31, 2006, we operated 131 funeral homesin 27 states and 28 cemeteriesin 11 states within the United States.
Substantially all administrative activities are conducted in our home office in Houston, Texas.

Factors affecting our funeral operating resultsinclude: demographic trends in terms of population growth and average age,
which impact death rates and number of deaths; establishing and maintaining leading market share positions supported by
strong local heritage and relationships; effectively responding to increasing cremation trends by packaging complementary
services and merchandise; controlling salary and merchandise costs; and exercising pricing leverage related to our at-need
business to increase average revenues per contract. In simpleterms, volume and price are the two variables that affect funeral
revenues. The average revenue per contract isinfluenced by the mix of traditional and cremation services because our average
cremation service revenue is approximately 37% of the average revenue earned from atraditional burial service. Funeral homes
have arelatively fixed cost structure. Thus small changesin revenues, up or down, normally cause significant changes to our
profitability.

We have implemented several significant long-term initiatives in our operations designed to improve operating and financial
results by growing market share and increasing profitability. We introduced a more decentralized, entrepreneurial and local
operating model that included operating and financial standards devel oped from our best operations, along with an incentive
compensation plan to reward business managers for successfully meeting or exceeding the standards. The model essentially
eliminated the use of financial budgets. The operating model and standards, which we refer to as“Being the Best,” focus on the
key drivers of asuccessful operation, organized around three primary areas— market share, people and operating and financial
metrics. The model and standards are the measures by which we judge the success of each business. To date, the “Being the
Best” operating model and standards have driven significant changes in our organization, leadership and operating practices.

In certain businesses we have determined that the business managers do not possess the characteristics to succeed in thistype
of culture, and we have been actively recruiting new managers who do. We have also determined that this model is most
effectivein larger businesses. Being the best is not something that occurs easily and quickly, but we believe execution of the
model should result in improving performance in 2007 and beyond.

The cemetery operating results are affected by the size and success of our sales organization because approximately 59% of
our cemetery revenues for the year ended December 31, 2006 relate to sales of grave sites and mausoleums and related
merchandise and services before the time of need. We believe that changes in the level of consumer confidence (a measure of
whether consumers will spend for discretionary items) also affect the amount of cemetery revenues. Approximately 13% of our
cemetery revenues for the year ended December 31, 2006 are attributable to investment earnings on trust funds and finance
charges on installment contracts. Changesin the capital markets and interest rates affect this component of our cemetery
revenues.

CRITICAL ACCOUNTING POLICIESAND ESTIMATES

The preparation of the Consolidated Financial Statements requires us to make estimates and judgments that affect the
reported amounts of assets, liabilities, revenues and expenses. On an on-going basis, we eval uate estimates and judgments,
including those related to revenue recognition, realization of accounts receivable, intangible assets, property and equipment and
deferred tax assets. We base our estimates on historical experience, third party data and assumptions that we believe to be
reasonable under the circumstances. The results of these considerations form the basis for making judgments about the amount
and timing of revenues and expenses, the carrying value of assets and the recorded amounts of liahilities. Actual results may
differ from these estimates and such estimates may change if the underlying conditions or assumptions change. Historical
performance should not be viewed as indicative of future performance, because there can be no assurance the margins,
operating income and net earnings as a percentage of revenues will be consistent from year to year.

Management’ s discussion and analysis of financial condition and results of operations are based upon our Consolidated
Financial Statements presented herewith, which have been prepared in accordance with accounting principles generally
accepted in the United States. Our significant accounting policies are summarized in Note 1 to the Consolidated Financial
Statements. We believe the following critical accounting policies affect our more significant judgments and estimates used in the
preparation of our Consolidated Financial Statements.
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Funeral and Cemetery Operations

We record the sales of funeral and cemetery merchandise and services when the merchandiseis delivered or serviceis
performed. Sales of cemetery interment rights are recorded as revenue in accordance with the retail land sales provisions of
Statement of Financial Accounting Standards (FAS) No. 66, “ Accounting for Sales of Real Estate”. This method generally
provides for the recognition of revenue in the period in which the customer’ s cumulative payments exceed 10% of the contract
pricerelated to the real estate. Costs related to the sales of interment rights, which include property and other costs related to
cemetery development activities, are charged to operations using the specific identification method in the period in which the
sale of the interment right is recognized as revenue. Revenues to be recognized from the delivery of merchandise and
performance of servicesrelated to contracts that were acquired in acquisitions are typically lower than those originated by the
Company.

Allowances for bad debts and customer cancellations refunds and bad debts are provided at the date that sale isrecognized
asrevenue. In addition, we monitor changes in delinquency rates and provide additional bad debt and cancellation reserves
when warranted. When preneed funeral services and merchandise are funded through third-party insurance policies, we earn a
commission on the sale of the policies. Insurance commissions are recognized as revenues when the commission is no longer
subject to refund, which is usually one year after the policy isissued.

Preneed selling costs consist of sales commissions and other direct related costs of originating preneed sales contracts.
Prior to 2005, these costs were deferred and amortized into funeral and cemetery costs and expenses over the period we expect
to perform the services or deliver the merchandise covered by the preneed contracts. The periods over which the costs were
recognized were based on actuarial statistics for the actual contracts we hold, provided by athird-party administrator.
Beginning in 2005, we changed our method of accounting for preneed selling costs. Preneed selling costs are now expensed as
incurred. The cumulative impact of the change was a charge in the amount of $22.8 million, net of tax, equal to $1.24 per diluted
share. Seethefollowing section, Accounting Method Change, and Note 3 to the Consolidated Financial Statements.

Goodwill

The excess of the purchase price over the fair value of net identifiable assets acquired, as determined by management in
transactions accounted for as purchases, is recorded as goodwill. Many of the acquired funeral homes have provided high
quality serviceto familiesfor generations. The resulting loyalty often represents a substantial portion of the value of afuneral
business. Goodwill istypically not associated with or recorded for the cemetery businesses. In accordance with SFAS No. 142,
we review the carrying value of goodwill at least annually on reporting units (aggregated geographically) to determine if facts
and circumstances exist whichwould suggest that this intangible asset might be carried in excess of fair value. Fair valueis
determined by discounting the estimated future cash flows of the businessesin each reporting unit at the Company’ s weighted
average cost of capital less debt allocable to the reporting unit and by reference to recent sales transactions of similar
businesses. The calculation of fair value can vary dramatically with changes in estimates of the number of future services
performed, inflation in costs, and the Corrpany’ s cost of capital, which isimpacted by long-term interest rates. If impairment is
indicated, then an adjustment will be made to reduce the carrying amount of goodwill to fair value.

Income Taxes

The Company and its subsidiaries file aconsolidated U.S. federal income tax return and separate income tax returnsin the
states in which we operate. We record deferred taxes for temporary differences between the tax basis and financial reporting
basis of assets and liabilities, in accordance with FAS 109, “ Accounting for Income Taxes.” The Company records a valuation
allowance to reflect the estimated amount of deferred tax assets for which realization is uncertain. Management reviews the
valuation allowance at the end of each quarter and makes adjustrmentsif it is determined that it is more likely than not that the tax
benefits will be realized.

Stock Compensation Plans

The Company has stock-based employee compensation plansin the form of restricted stock, stock option and employee
stock purchase plans. Beginning January 1, 2006, the Company accounts for stock-based compensation under Statement of
Financial Accounting Standards No. 123R, “ Share-Based Payment” (“FAS No. 123R”). FAS No. 123R requires companies to
recognize compensation expense in an amount equal to the fair value of the share-based payment issued to employees over the
period of vesting. Thefair value of share based payment is determined using the Black-Scholes valuation model. FAS No. 123R
appliesto all transactionsinvolving issuance of equity by acompany in exchange for goods and services, including employee
services. The Company adopted FAS No. 123R in the first quarter of 2006, using the modified prospective application method,
which resultsin no restatement of the Company’s previously issued annual consolidated financial statements. See Note 1 to the
consolidated financial statements.
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Prior to 2006, the Company accounted for stock based compensation under APB No. 25 and provided the disclosures
required under FAS No. 123, “Accounting for Stock-Based Compensation”, as amended by FAS No. 148, “ Accounting for
Stock-Based Compensation— Transition and Disclosure.” Had the Company accounted for stock options and shares pursuant
to its employee stock benefit plans under FASNo. 123R for the years ended December 31, 2004 and 2005, diluted earnings per
share for those periods would have been lower by approximately $0.02 and $0.01, respectively, for eachyear.

We have granted restricted stock to certain officersand key employees of the Company, which vest over a period of four
years. These shares are valued at the dates granted and the value is charged to operations as the shares vest.

Preneed Funeral and Cemetery Trust Funds

The FASB issued FASB Interpretation No. 46, as revised, (“FIN 46R”), “ Consolidation of Variable Interest Entities, an
Interpretation of Accounting Research Bulletin (ARB) No. 51.” Thisinterpretation clarifies the circumstancesin which certain
entities that do not have equity investors with a controlling financial interest must be consolidated by its sponsor. The
Company implemented FIN 46R as of March 31, 2004, which resulted, for financial reporting purposes, in the consolidation of
the Company’ s preneed and perpetual care trust funds. The investments of such trust funds have been reported at market value
and the Company’ s future obligations to deliver merchandise and services have been reported at estimated settlement amounts.
The Company has al so recognized the non-controlling financial interests of third partiesin the trust funds. There was no
cumulative effect of an accounting change recognized by the Company as aresult of the implementation of FIN 46R. The
implementation of FIN 46R affected certain accounts on the Company’ s balance sheet beginning March 31, 2004 as described
below; however, it did not affect cash flow, net income or the manner in which we recognize and report revenues.

Although FIN 46R requires consolidation of preneed and perpetual caretrusts, itdid not change the legal relationships
among the trusts, the Company and its customers. In the case of preneed trusts, the customers are the principal beneficiaries. In
the case of perpetual care trusts, the Company does not have aright to access the corpusin the perpetual caretrusts. For these
reasons, the Company has recognized non-controlling interests in our financial statements to reflect third party interestsin
these consolidated trust funds.

Both the preneed trusts and the cemetery perpetual care trusts hold investmentsin marketable securities which have been
classified as available-for-sale. The investments are reported at fair value, with unrealized gains and losses all ocated to Non-
controlling interestsin trust investment in the Company’ s consolidated bal ance sheet. Unrealized gains and | osses attributable
to the Company, but that have not been earned through the performance of services or delivery of merchandise, are allocated to
deferred revenues.

Also, in connection with the implementation of FIN 46R, the Company began recognizing the income, gains and losses of
the preneed trusts and the unrealized income, gains and | osses of the cemetery perpetual care trusts. The Company recognizes a
corresponding expense equal to the recognized earnings of these trusts attributable to the non-controlling interest holders.
When such earnings attributable to the Company have not been earned through the performance of services or delivery of
merchandise, the Company will record such earnings as deferred revenue.

For preneed trusts, the Company recognizes as revenues amounts attributed to the non-controlling interest holders and the
Company, including accumul ated earnings, when the contracted services have been performed and merchandise delivered. For
cemetery perpetual care trusts, the Company recognizes investment earnings in cemetery revenues when such earnings are
realized and distributable. Such earnings are intended to defray cemetery maintenance costs incurred by the Company.

Discontinued Operations

In accordance with the Company’ s strategic portfolio policy, smaller, lower margin, non-strategic businesses are reviewed
to determine whether the businesses should be sold and the proceeds redeployed elsewhere. A marketing plan isthen
developed for those locations which areidentified as held for sale. When the Company receives a L etter of Intent and financing
commitment from the buyer and the sale is expected to occur within one year, the location is no longer reported within the
Company’s continuing operations. The assets and liabilities associated with the held for sale location are reclassified on the
balance sheet and the operating results, as well asimpairments, are presented on a comparative basis in the discontinued
operations section of the Consolidated Statementsof Operations, along with the income tax effect.
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ACCOUNTING METHOD CHANGES
Accounting Changes and Error Corrections

The FASB issued FAS No. 154, “Accounting Changes and Error Corrections’ (“FASNo. 154). Thisstatementisa
replacement of Accounting Principles Board Opinion No. 20 and FASNo. 3. FAS No. 154 changes the requirements for the
accounting for and reporting of a change in accounting principle and error corrections. It establishes, unlessimpracticable and
in the absence of explicit transition requirements, retrospective application as the required method of a change in accounting
principle to the newly adopted accounting principle. Also, it establishes guidance for reporting corrections of errors as
reporting errorsinvolves adjustmentsto previously issued financia statements similar to those generally applicable to reporting
accounting changes retrospectively. FASNo. 154 also provides guidance for determining and reporting a change when
retrospective application isimpracticable. FASNo. 154 is effective for accounting changes and corrections of errors madein the
fiscal years beginning after December 15, 2005. The Company adopted the requirements beginning January 1, 2006, which had
no effect on the Company’s presentation and disclosure.

Income Taxes

In June 2006, FASB issued FASB Interpretation No. 48 “ Accounting for Uncertainty in Income Taxes” (FIN 48). FIN 48
clarifiesthe accounting for uncertainty in income taxes recognized in an enterprise’ s financial statementsin accordance with
FASB Statement No. 109, “Accounting for Income Taxes.” FIN 48 prescribes how tax benefits for uncertain tax positions are to
be recognized, measured, and derecognized in financial statements; requires certain disclosures of uncertain tax matters;
specifies how reserves for uncertain tax position should be classified on the balance sheet; and provides transition and interim
period guidance, among other provisions. FIN 48 is effective for years after December 15, 2006 and will be adopted by the
company in thefirst quarter of 2007. The company has reviewed itsincome tax positions and identified certain tax deductions
related to business acquisitions that are not certain. The cumulative effect of adopting FIN 48 will be recorded in retained
earnings and other balance sheet accounts, as applicable. The Company has not determined the effect that the adoption of FIN
48 will have on our financial position and results of operations. Should penalties and interest be recorded in connection with
the Company’ stax position, they will be recognized as income tax expense. Because the Company presently has net operating
losses available to offset taxable income, no penalties or interest are recorded in connection with the adoption of FIN 48.

Fair Value Measurements

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements’ (“ SFAS No. 157”), which establishes a
framework for measuring fair value in accordance with Generally Accepted Accounting Principles (“GAAP") and expands
disclosures about fair value measurements. This statement is effective as of the beginning of the entity’ sfirst fiscal year that
begins after November 15, 2007. The Company is currently evaluating the impact, if any, the adoption of SFAS No. 157 will have
on its consolidated financial statements.

Consideration of Misstatements

In September 2006, the SEC released Staff Accounting Bulletin No. 108, “ Considering the Effects of Prior Year Misstatements
when Quantifying Misstatementsin Current Y ear Financial Statements” (SA B 108), which provides interpretive guidance on
how the effects of the carryover or reversal of prior year misstatements should be considered in quantifying a current year
misstatement. The SEC staff believes that registrants should quantify errors using both a balance sheet and an income
statement approach and eval uate whether either approach resultsin quantifying a misstatement that, when all relevant
guantitative and qualitative factors are considered, is material. The provisions of SAB 108 is effectivefor financial statements as
of the beginning of the first fiscal year ending after November 15, 2006. The Company adopted the requirements at November
15, 2006. Theimpact of SAB 108 in the future will depend on the nature and extent of any prior year misstatements, but we do
not anticipate SAB 108 will have any impact to our consolidated financial statements.
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SELECTED INCOME AND OPERATIONAL DATA

The following table sets forth certain income statement data for Carriage expressed as a percentage of net revenues for the

periods presented:

Year Ended December 31,

2004 2005 2006
TOE FEVENUES ... 100.0% 100.0% 100.0%
Total grosSProfit......o.veee e 25.7 239 225
General and administrative eXpenses. .........cvvvvvvevvveiieiieinnn 74 83 75
OpErating INCOME. ... ... coeueeeeeeeereeee st sessessesese e s e eneeeeanns 180 16.2 151
INTErESt EXPENSE. .. oot 117 125 123

Thefollowing table sets forth the number of funeral homes and cemeteries owned and operated by Carriage for the periods

presented:
Year Ended December 31,

2004 2005 2006
Funeral homes at beginning of period................cocoeviinnnen. 139 135 133
ACQUISITIONS. .. ... ettt et e e e e e e e — 2 1
Divestitures, mergers or closures of existing funeral
homes...... 4 4 3
Funeral homesat end of period.............coooiiiiiii i, 135 133 131
Cemeteriesat beginning of period.............cocvvviiieii i 30 30 29
ACQUISITIONS. ...t — — —
DY == 1] =S — 1 1
Cemeteriesat end of period..........cccovvviviiii i, 30 29 28

Thefollowing isadiscussion of Carriage’s results of operations for 2004, 2005, and 2006. The term “same-store” or “existing
operations” refersto funeral homes and cemeteries owned and operated for the entirety of each period being compared.

YEAR ENDED DECEMBER 31, 2006 COMPARED TO YEAR ENDED DECEMBER 31, 2005

Thefollowing isadiscussion of the Company's results of operations for the years ended December 31, 2005 and 2006.

Net income from continuing operations for the year ended December 31, 2006 totaled $3.8 million, equal to $0.20 per diluted
share as compared to a net (1 oss) from continuing operations of $(1.0) million for the year ended December 31, 2005, or $(0.05)
per diluted share. The variance between the two periods was primarily due to a $6.0 million make-whole payment during the
first quarter of 2005 to the former debtholdersin connection with the repayment of previously outstanding senior debt along
with acharge in the amount of $0.9 million to write off the related unamortized loan costs, in total equal to $0.24 per diluted
share. Werepaid this senior debt and paid the make-whole payment with proceeds from our $130 million senior note offering,
which closed in January 2005. During 2006 the Company recorded charges of approximately $0.8 million for environmental
remediation, equal to $0.03 per diluted share. Excluding the effect of these items, diluted earnings per share from continuing
operations for the year ended December 31, 2005 equaled $0.20 compared to $0.23 for the year ended December 31, 2006.

There are two major operational areas that management isfocusing its efforts to improve results: (1) The Central Region
funeral operations, which suffered ayear over year decline in pretax profitability of $0.7 million, and (2) acemetery in California,
whose pretax profits declined by $2.6 million compared to 2005. The decline in profitability in these twoareasis equivalent to
$(0.12) per diluted share for the year. We recently made changes in |eadership over each of these areas to focus on the issues
affecting profits, such aslocal sales management, receivabl e collections, expense management, pricing and marketshare losses.

(Loss) from discontinued operations for the year ended December 31, 2006 totaled $(5.2) million, equal to $(0.28) per diluted
share. During 2006, the Company sold afuneral home business and a combination funeral home and cemetery business for
approximately $6.5 million and ceased operations at afuneral home business. We recorded impairment charges of $6.3 million, a
substantial portion of which related to specifically identified goodwill, and recognized $0.2 million of net losses. We recorded
additional impairment charges totaling $2.1 million, which isrelated to specifically identified goodwill, for three funeral home
businessesto be sold in 2007. The sales of two of these businesseswere completed in January and February of 2007. Income
from discontinued operations for the year ended December 31, 2005 totaled $1.9 million, equal to $0.10 per diluted share, and
consisted primarily of again on the sale of afuneral home business during the first quarter of 2005.

23



Funeral Home Segment. The following table setsforth certain information regarding the revenues and gross profit of the
Company from the funeral home operationsfor the year ended December 31, 2005 compared to the year ended December 31,
2006. For purposes of our discussion, the revenue and gross profit of our businesses identified to be sold areincluded in the
same-store classification up to the quarter prior to their sale.

Year Ended
December 31, Change
2005 2006 Amount Per cent

(dollarsin thousands)

Total same-Store revenue...........coeeevevveevceennnne. $ 111606 $ 114497 $ 2891 26%
Less: businesses held for sale...........c.couvunvinnes (2,258) (1,837) 421 *
Preneed insurance commissions revenue......... 2295 2267 (28) (1.2)%
Revenues from continuing operations............. $ 111643 $114927 $ 3284 2%
Revenues from discontinued operations........ $ 4707 $ 3007 $ (1700) *
Total same-store gross profit .......c.c.eeeeeeveienes $ 27548 $ 28159 $ 611 220
Less: businesses held for sale .......cocoecevnennee (651) (317) 334 *
Preneed insurance commissions revenue......... 2205 22067 (28) (1.2)%
Gross profit from continuing operations.......... $ 20192 $ 30109 $ 917 31%
Gross profit from discontinued operations...... $ 1167 $ 551 $(616) *

* not meaningful

Funeral same-store revenues for the year ended December 31, 2006 increased $2.9 million, or 2.6%, when compared to the
year ended December 31, 2005, as we experienced an increase of 3.1% to $5,149 in the average revenue per service for those
existing operations and the number of services declined by 107, or 0.5%. Performance was strong in the Eastern Region, where
the number of contractsincreased 2.9% and the contract average increased 3.7%. The Western Region number of contracts
remained constant, while the contract average increased 5.2%. The Central Region suffered a decline of 5.5% in the number of
contracts and an increase of 1.1% in the contract average. Cremation services represented 34.3% of the number of funeral
services during 2006, compared to 32.8% for 2005. The average revenue for burial contracts increased 4.6% to $7,076, and the
average revenue for cremation contracts increased 8.4% to $2,636. The Company has addressed the growing demand for
cremation by training the funeral directors to present multiple merchandise and service options to families, resulting in choices
that produce higher revenues.

Total funeral same-store gross profit for the year ended December 31, 2006 increased $0.6 million, or 2.2% from2005, yet as a
percentage of revenue, remained constant year over year. We experienced a 2.4% increase in funeral operating expensesyet
lower pretax earningsin our Central Region of $0.7 million, equal to $0.02 per diluted share.

Cemetery Segment. The following table sets forth certain information regarding the revenues and gross profit of the
Company from the cemetery operations for the year ended December 31, 2006 compared to the year ended December 31, 2005:

Year Ended
December 31, Change
2005 2006 Amount  Percent
(dollarsin thousands) o
Revenues from continuing operations............. $ 37555 $ 36159 $ (13%) (3.7)%
Revenues from discontinued operations......... $ 1851 $ 778 $ (1073) *
Gross profit from continuing operations.......... $ 655 $ 3943 $ (2582 (39.6)%
Gross profit from discontinued operations...... $ 31 $ 121 $ (250 *

* not meaningful

Cemetery same-store revenues for the year ended December 31, 2006 decreased $1.4 million, or (3.7)%, over the year ended
December 31, 2005, and cemetery same store gross profit decreased $2.6 million, or (39.6)%, over 2005. Revenues from preneed
interment sales decreased $1.7 million. Though the number of interments sold on a preneed basis declined 0.6 million, or 8.5%,
over 2005, the average price per space increased 8.6%. Continuing gross margin decreased from 17.4% for the year ended
December 31, 2005 to 10.9% for the year ended December 31, 2006. The decline in revenues and gross profits from continuing
operations relatesto a particular California cemetery that experienced adecline of $2.1 million in preneed property sales, an
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increase in bad debts of $0.2 million and a decline of $0.2 million in atneed revenues. Financial revenues (trust earnings and
finance charges on installment contracts) increased $0.2 million on the strength of higher trust earnings.

Other. Genera and administrative expenses decreased $1.1 million for the year ended December 31, 2006 primarily because
2005 included higher professional feesrelated to our compliance with the internal control requirements of Sarbanes-Oxley and
the development of anew cemetery system. 2006 isthe first period in which the Company recognized compensation expense
related to its stock options and employee stock purchase plan under a new accounting standard. See Note 1 to the
Consolidated Financial

Statement. Stock-based compensation totaling $236,000 isincluded in general and administrative expenses for the year ended
December 31, 2006.

Other income for the year ended December 31, 2006 includes again on the sale of excess real estate and interest income on
the short-term investments.

Interest expense for the year ended December 31, 2006 was consistent to the year ended December 31, 2005.

Income taxes. See Note 15 to the Consolidated Financial Statements for adiscussion of the income taxes for 2005 and 2006.

YEAR ENDED DECEMBER 31, 2005 COMPARED TO YEAR ENDED DECEMBER 31, 2004
The following is adiscussion of the Company's results of operations for the years ended December 31, 2004 and 2005.

Net income (loss), which includes the effect of discontinued operations, totaled $(1.19) per diluted share compared to $0.51
per share for 2004. The decreaseis primarily attributable to additional interest of $6.9 million, or $0.24 per diluted share,
specifically related to the senior debt refinancing and the change in accounting method of $22.8 million, net, equal to $1.24 per
diluted sharein 2005. Additionally, 2004 benefited from a$4.1 million income tax benefit related to the change in the deferred tax
valuation allowance. Thisadded $0.22 per diluted shareto 2004’ s earnings.

Funeral Home Segment. The following table sets forth certain information regarding the net revenues and gross profit of

the Company from the funeral home operations for the year ended December 31, 2005 compared to the year ended December 31,
2004.

Year Ended
December 31, Change
2004 2005 Amount Per cent
(dallarsin thousands)

Total SAMe-Store reVENUE..........cceeveevevreseeeenens $ 110903 $ 113342 $ 2439 2.2%
Acquired and ClOSed .........covcrverrecrriernieenieeens 282 435 153 54.3%
Preneed insurance commissions revenue......... 1319 2,295 976 74.0%
Revenues from continuing operations............. $ 112504 ¢ 116072 $ 3568 3.2%
Revenues from discontinued operations......... $ 1972 $ 2719 $ (1693 (85.9%
Tota same-store gross profit.......ccceceeueeenee. $ 28213 $ 28190 $ 23 (0.1)%
Acquired and ClOSed .........coccrrerneernicnieeeniennns (80) (75) 5 6.3%
Preneed insurance commissions revenue......... 1319 2,295 976 74.0%
Gross profit from continuing operations.......... $ 20452 $ 30410 $ 958 3.3%

Gross profit from discontinued operations...... $ 28 $ (29 $ (237) (113.9%

Funeral same-store revenues for the year ended December 31, 2005 increased $2.4 million, or 2.2%, when compared tothe
year ended December 31, 2004, as we experienced an increase of 1.9% to $4,993 in the average revenue per service and an
increase of 58 additional contracts, or 0.3%, for those existing operations. Cremation services represented 32.8% of the number

of funeral services during 2005 compared to 31.3% for 2004, and our average revenue per cremation service increased 2.2 percent
to $2,434.
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Total funeral same-store gross profit for the year ended December 31, 2005 was essentially flat compared to 2004 and gross
profit from continuing operations increased $1.0 million, equal to the $1.0 million increase in preneed insurance commission
revenue. Gross profit for the year ended December 31, 2005 was minimally affected by the change in accounting method for
preneed selling costs. See Note 3 to the Consolidated Financial Statements for adiscussion of the change in accounting
method. Funeral costs and expensesincreased approximately $2.6 million or 3.1% from 2004. The most significant variance year
over year was a noncash charge of $0.8 million in 2005 to modify the employee vacation plan.

Cemetery Segment. The following table sets forth certain information regarding the net revenues and gross profit of the
Company from the cemetery operations for the year ended December 31, 2004 compared to the year ended December 31, 2003:

Year Ended
December 31, Change
2004 2005 Amount Per cent

(dallarsin thousands)

Revenues from continuing operations............. $ 3730 $ 38962 $ 1572 4.2%
Revenues from discontinued operations......... $ 640 $ 443 $ (197 (30.8)%
Gross profit from continuing operations.......... $ 8874 $ 685 $ (2019) (228%

Gross profit from discontinued operations...... $ 149 $ 133 $ (16) (10.7)%

No cemetery businesses were acquired during the two years; one cemetery, which isincluded in discontinued operations,
was sold during 2005.

Cemetery revenues from continuing operations for the year ended December 31, 2005 increased $1.6 million, or 4.2%, over the
year ended December 31, 2004 as investment income and gains from the perpetual care trust funds contributed $1.1 million to the
year over year improvement. Cemetery gross profit from continuing operations decreased $2.0 million, or 22.8%, compared to
2004, substantially due to higher preneed selling costs as aresult of the change in accounting method. Gross profit for the year
ended December 31, 2005 was reduced by approximately $1.5 million for the change in accounting method for preneed selling
costs. See Note 3 to the Consolidated Financial Statements for a discussion of the change in accounting method. Excluding the
affect of the change in accounting method for preneed selling costs, gross margin from continuing operations decreased from
18.1% for the year ended December 31, 2004 to 17.6% for the year ended December 31, 2005 due to higher costs of maintaining
the facilities and grounds.

Other. General and administrative expensesincreased $1.7 million for the year ended December 31, 2005 primarily because of
higher professional and consulting feesrelated to compliance with the Sarbanes-Oxley Act of 2002 and implementing a new
cemetery system.

Interest expense for the year ended December 31, 2005 increased $1.7 million, or 10.0%, compared to the year ended
December 31, 2004. Although debt outstanding has increased by approximately $31 million, or 28.2%, during 2005, we are not
reporting a proportional increase in interest expense because the 2004 expense was negatively impacted by higher loan fees and
compound interest on the deferred interest on the convertible subordinated debentures.

Income Taxes. See Note 15 to the Consolidated Financial Statements for adiscussion of the income taxes for the three year
period.

LIQUIDITY AND CAPITAL RESOURCES

Cash and corporate investments at Decemb er 31,2006 totaled $41.0 million and consisted of $22.8 million in cash, $10.3
million in short-term corporate investments, $2.9 million in restricted cash and $5.0 million in Federal agency bonds. Cash and
short-term investments totaled $33.1 million at December 31, 2006, representing an increase of $8.3 million from December 31,
2005. For the year ended December 31, 2006, cash provided by operating activities was $18.2 million as compared to $1.7 million
for the year ended December 31, 2005. The $16.5 million improvement occurred primarily because the 2005 period included the
$6.0 million make-whol e payment and the payment of the previously deferred interest on the convertible junior subordinated
debenture in the amount of $10.3 million. Additionally, capital expenditurestotaled $6.4 million compared to $8.1 million in the
prior year. For theyear 2007, capital expenditures are expected to total approximately $6.5 million.
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In accordance with the terms of our credit facility, a portion of the cash proceeds from the sale of funeral home and cemetery
businesses are pledged to the benefit of the lenders and are restricted for use only for acquisitions of similar businesses, capital
expenditures, or paydowns of debt. During 2006, approximately $5.5 million of such proceeds were so pledged, with $2.6 million
subsequently released from the pledge and $2.9 million remaining pledged as of December 31, 2006.

The outstanding principal of senior debt at December 31, 2006 totaled $140.2 million and consisted of $130.0 million in Senior
Notes, described below, and $10.2 million in acquisition indebtedness and capital |ease obligations. Additionally, $0.4 millionin
letters of credit were issued under the credit facility and were outstanding at December 31, 2006.

In January 2005, we issued $130 million of 7.875% Senior Notes duein 2015. The proceeds from these notes were used to
refinance the Series 1999 Senior Notes (including payments for accrued interest and make-whole payments), to bring current the
deferred distributions on the convertible junior subordinated debentures and the TIDES, and for general corporate purposes. In
connection with the early retirement of the senior debt, we made arequired “make whole” payment of $6.0 million (recorded as
additional interest) and recorded a charge to write off $0.7 million of unamortized loan costs. These charges equal $4.2 million
after tax, or $0.23 per diluted share, and were reported in the first quarter of 2005. The refinancing improved our liquidity by
replacing debt totaling approximately $96 million duein 2006 and 2008 with debt maturing in 2015.

In April 2005, we entered into a $35 million senior secured revolving credit facility that maturesin 2010 and is collateralized
by all personal property and funeral home real property in certain states. Borrowings under the new credit facility bear interest
at either prime or LIBOR options. At December 31, 2006, the LIBOR option was set at LIBOR plus 300 basis points. Thefacility
iscurrently undrawn, except for the letters of credit referred to above, and no borrowings are anticipated during 2007.

A total of $93.8 million was outstanding on December 31, 2006 on the convertible junior subordinated debenture. Amounts
outstanding under the debenture are payable to our affiliate trust, Carriage Services Capital Trust, bear interest at 7.0% and
mature in 2029. Substantially all the assets of the Trust consist of the convertible junior subordinated debentures. In 1999, the
Trust issued 1.875 million shares of term income deferrable equity securities (“TIDES”). Therights of the debentures are
functionally equivalent to those of the TIDES.

The convertible junior subordinated debenture payable to the affiliated trust, and the TIDES, each contain aprovision for
the deferral of interest payments and distributions for up to 20 consecutive quarters at our discretion. During the period in
which distribution payments are deferred, distributionswill continue to accumulate at the 7% annual rate. Also, the deferred
distributions themselves accumul ate distributions at the annual rate of 7% and are recorded as aliability. During the deferral
period, we are prohibited from paying dividends on common stock or repurchasing common stock, subject to limited exceptions.
We deferred distributions on the TIDES from September 2003 through December 2004. In March 2005, we paid the $10.3 million
for the cumulative deferred distributions on the TIDES and are current with respect to quarterly interest and distributions.

We intend to use its cash and short-term investments, cash flow provided by operations and proceeds from the sale of
businesses, to acquire funeral home and cemetery businesses. We also have the ability to draw onour revolving credit facility,
subject to customary terms and conditions of the credit agreement, to finance acquisitions.

Contractual Obligations

The following table summarizes our bal ance sheet liabilities to make future payments as of December 31, 2006. Where
appropriate we have indicated the footnote to our annual Consolidated Financial Statements where additional information is
available.

Payments By Period

(in millions)
Note After

Reference  Total 2007 2008 2009 2010 2011 5Years

Long-term debt 12 $135.5 16 21 05 0.2 0.3 130.8

Capital leaseobligations 14 151 0.6 0.6 0.7 0.7 0.7 118
Convertible junior subordinated

debenture @ 13 938 - - - - - 9338

Total contractual obligations $244.4 22 2.7 12 0.9 10 2364

(@) Maturesin 2029
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Off-Balance Sheet Arrangements

The following table summarizes our off-balance sheet arrangements as of December 31, 2006. Where appropriate we have
indicated the footnote to our annual Consolidated Financial Statements where additional information is available.

Payments By Period

(in millions)
Note After
Reference  Total 2007 2008 2009 2010 2011 5Yeas
Operating leases 14 $ 102 21 19 13 0.9 08 32
Interest payments on long-term debt 12 240.8 176 175 174 174 171 1538
Noncompete agreements 14 50 12 10 0.7 0.6 04 11
Consulting agreements 14 10 04 03 02 01 - -
Executive Management agreements 14 16 09 0.3 0.2 0.2 - -
Total contractual cash obligations $258.6 222 21.0 19.8 19.2 18.3 158.1

The obligations related to our off-balance sheet arrangements are significant to our future liquidity; however, although we
can provide no assurances, we anticipate that these obligations will be funded from cash provided from our operating activities.
If we are not able to meet these obligations with cash provided for by our operating activities, we may be required to access the
capital markets or draw down on our credit facilities.

Additionally, we are party to avariety of contractual agreements under which we may be obligated to indemnify the other
party for certain matters. These contracts primarily relate to the purchase or sale of business assets, commercial contracts and
operating leases and arose through representations and warranties (e.g., ownership of assets or environmental matters). The
terms of these indemnifications range in duration and may not be explicitly defined.

SEASONALITY

The Company’ s business can be affected by seasonal fluctuationsin the death rate. Generally, the rate is higher during the
winter months because the incidences of death from influenza and pneumonia are higher during this period than other periods of
theyear.

INFLATION
Inflation has not had a significant impact on the results of Carriage’ s operations.
FORWARD-LOOKING STATEMENTS

In addition to historical information, this Annual Report contains forward-looking statements within the safe harbor
provisions of the Private Securities Litigation Reform Act of 1995. These statements include any projections of earnings,
revenues, asset sales, cash flow, debt levels or other financial items; any statements of the plans, strategies and objectives of
management for future operation; any statements regarding future economic conditions or performance; any statements of
belief; and any statements of assumptions underlying any of the foregoing. Forward-looking statements may include the words
“may”, “will”, “estimate”, “intend”, “believe”, “expect”, “project”, “forecast”, “plan”, “anticipate” and other similar words.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURESABOUT MARKET RIK

In the ordinary course of business, the Company istypically exposed to avariety of market risks. Currently, these are
primarily related to changesin interest rates related to outstanding debts, decreasesin interest rates related to the Company’s
short-term investments and changes in the val ues of securities associated with the preneed and perpetual care trusts.
Management is actively involved in monitoring exposure to market risk and developing and utilizing appropriate risk
management techniques when appropriate and when available for areasonable price. The Company is not exposed to any other
significant market risksincluding commodity price risk, nor foreign currency exchangerisk.

The Company monitors current and forecasted interest rate risk in the ordinary course of business and seeksto maintain

optimal financial flexibility, quality and solvency. As of December 31, 2006, the Company’s debt is comprised of fixed rate
obligations.
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The Company does not currently have any floating rate long-term borrowings outstanding under its $35 million floating rate
line of credit. If the Company borrows against the line of credit, any change in the floating rate would cause a change in interest
expense.

The 7.875% Senior Notes were issued to the public at par and are carried at a cost of $130 million. At December 31, 2006,
these securitieswere typically trading at prices ranging from 96.875 to 97.875.

The convertible junior subordinated debenture payable to Carriage Services Capital Trust pay interest at the fixed rate of
7% and are carried on the Company’ s balance sheet at a cost of approximately $93.8 million. The estimated fair value of these
securitiesis estimated to be $79 million and $80 million at December 31, 2005 and 2006, respectively, based on available broker
quotes of the corresponding preferred securities issued by the Trust.

Increases in market interest rates may cause the value of these instruments to decrease but such changes will not affect the
Company’ sinterest costs. The remainder of the Company’ slong-term debt and leases consist of non-interest bearing notes and
fixed rate instruments that do not trade in a market, nor otherwise have a quoted market value. Any increase in market interest
rates causes the fair value of those liabilities to decrease.

Securities subject to market risk consist of investments held by the Company’ s preneed funeral, cemetery merchandise and

services and perpetual care trust funds. See Notes 7, 8 and 10 to our Consolidated Financial Statements for the estimated fair
values of those securities.
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MANAGEMENT’'SREPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of the Company is responsible for establishing and maintaining adequate internal control over financial
reporting as such term is defined under Rule 13a-15(f) promulgated under the Securities Exchange Act of 1934, as amended.

Internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of the Company’ s Consolidated Financial Statements for external purposesin accordance
with generally accepted accounting principles.

Internal control over financia reporting includes those policies and procedures that (i) pertain to the maintenance of records
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the Company;
(ii) provide reasonabl e assurance that transactions are recorded as necessary to permit the preparation of the Consolidated
Financial Statementsin accordance with generally accepted accounting principles, and that receipts and expenditures of the
Company are being made only in accordance with appropriate authorizations of management and directors of the Company; and
(iii) provide reasonabl e assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of the
Company’ s assets that could have amaterial effect on the Consolidated Financial Statements.

Because of itsinherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changesin conditions, or that the degree of compliance with the policies or procedures may deteriorate.

Management conducted an assessment of the Company’ sinternal control over financial reporting as of December 31, 2006
using the framework specified inInternal Control — Integrated Framework, published by the Committee of Sponsoring
Organizations of the Treadway Commission. Based on such assessment, management has concluded that the Company’s
internal control over financial reporting was effective as of December 31, 2006.

Management’ s assessment of the effectiveness of the Company’ sinternal control over financial reporting as of
December 31, 2006 has been audited by KPMGLLP, an independent registered public accounting firm, which also audited the
financial statements of the Company for the year ended December 31, 2006, as stated in their report which is presented in this
Annual Report.

/sl Melvin C. Payne
Melvin C. Payne
Chairman of the Board, President and Chief Executive Officer

[s/ Joseph Saporito

Joseph Saporito
Executive Vice President and Chief Financial Officer

March 9, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Carriage Services, Inc.:

We have audited management's assessment, included in the accompanying Management’ s Report on Internal Control Over
Financial Reporting, that Carriage Service, Inc. maintained effectiveinternal control over financial reporting as of December 31,
2006, based on criteria established in Internal Control— ntegrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COS0O). Carriage Service, Inc. management is responsible for maintaining effective
internal control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility isto express an opinion on management's assessment and an opinion on the effectiveness of Carriage
Service, Inc.’sinternal control over financial reporting based on our audit.

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 perform the audit to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material respects. Our audit included obtaining an understanding of
internal control over financial reporting, evaluating management's assessment, testing and eval uating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in the circumstances. We
believe that our audit provides areasonable basis for our opinion.

A company'sinternal control over financial reporting is aprocess designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposesin accordance with generally
accepted accounting principles. A company'sinternal control over financial reporting includes those policies and procedures
that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statementsin accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of itsinherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to therisk that controls may become inadequate
because of changesin conditions, or that the degree of compliance with the policies or procedures may deteriorate.

I'n our opinion, management's assessment that Carriage Services, Inc. maintained effective internal control over financial
reporting as of December 31, 2006, isfairly stated, in al material respects, based on criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COS0). Also, in
our opinion, Carriage Services, Inc. maintained, in all material respects, effective internal control over financial reporting as of
December 31, 2006, based oncriteria established in Internal Control—I ntegrated Framework issued by the Committee of

Sponsoring Organizationsof the Treadway Conisson (COS0).

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the consolidated balance sheets of Carriage Services, Inc. and subsidiaries as of December 31, 2006 and 2005, and the related
consolidated statements of operations and comprehensive income, changesin stockholders’ equity, and cash flows for each of
the yearsin the three-year period ended December 31, 2006, and our report dated March 9, 2007 expressed an unqualified
opinion on those consolidated financial statements.

/9 KPMG LLP

Houston, Texas

March 9, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Carriage Services, Inc.:

We have audited the accompanying consolidated balance sheets of Carriage Services, Inc. and subsidiaries as of December 31,
2006 and 2005, and the related consolidated statements of operations, changes in stockholders’ equity, and cash flows for each
of the years in the three-year period ended December 31, 2006. These consolidated financia statements are the responsibility of
Carriage Services, Inc.’s management. Our responsibility isto express an opinion on these consolidated financial statements and
financial statement schedules based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonabl e assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on atest 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 areasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in al material respects, the financial
position of Carriage Services, Inc. and subsidiaries as of December 31, 2006 and 2005, and the results of their operations and
their cash flows for each of the years in the three-year period ended December 31, 2006, in conformity with U.S. generally
accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the effectiveness of Carriage Services, Inc.’sinternal control over financial reporting as of December 31, 2006, based on criteria
established in Internal Control— ntegrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COS0O), and our report dated March 9, 2007 expressed an unqualified opinion on management’s
assessment of, and the effective operation of, internal control over financial reporting.

Asdiscussed in Note 3 to the consolidated financial statements, the Company changed its method of accounting for preneed
selling costsin 2005, and as discussed in Note 1 to the consolidated financial statements, effective January 1, 2006, the
Company adopted the provisions of Statement of Financial Accounting StandardsNo. 123R, Share-Based Payment.

/19 KPMG LLP

Houston, Texas
March 9, 2007

33



CARRIAGE SERVICES, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share data)

ASSETS

Current assets:
Cash and cash equivalents
Short term investments
Accounts receivable—trade, net of allowance for bad debts of $937 in 2005 and
$925 in 2006
Assets held for sale
Inventories and other current assets
Total current assets

Restricted cash
Preneed cemetery trust investments
Preneed funeral trust investments
Preneed receivables, net of allowance for bad debts of $478 in 2005 and $492 in 2006
Receivables from preneed funeral trusts
Property, plant and equipment, net of accumulated depreciation of
$45,694 in 2005 and $47,250 in 2006
Cemetery property
Goodwill
Deferred charges and other non-current assets
Cemetery perpetual care trust investments
Total assets

LIABILITIESAND STOCKHOLDERS EQUITY
Current liabilities:
Current portion of long-term debt and obligations under capital |eases
Accounts payable
Accrued liabilities
Liabilities associated with assets held for sale
Total current liabilities

Senior long-term debt, net of current portion
Convertible junior subordinated debenture duein 2029 to an affiliated trust
Obligations under capital leases, net of current portion
Deferred preneed cemetery revenue
Deferred preneed funeral revenue
Non-controlling interestsin funeral trust investments
Non-controlling interests in cemetery trust investments
Total liabilities
Commitments and contingencies
Non-controlling interestsin perpetual care trust investments
Stockholders' equity:
Common Stock, $.01 par value; 80,000,000 shares authorized; 18,458,000 and
18,608,000 issued and outstanding in 2005 and 2006, respectively
Additional paid-in capital
Accumulated deficit
Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of these Consolidated Financial Statements.

December 31,

2005 2006
$ 7,949 $ 22820
16,908 10,303
13,412 13,822
- 2,634
12,883 11,883
51,152 61,462
- 2,888
54,768 55,483
47,678 44,851
17,151 15,127
16,229 15,649
105,435 99,8%4
62,905 57,798
157,358 148,845
25,608 30,459
32,356 32,540
$ 570,640 $ 564,996
$ 2,074 $ 1610
6,183 7,148
15,980 15,888
- 1,061
24,237 25,707
134,572 133,841
93,750 93,750
4775 4728
51,928 50,785
29,446 28,289
47,678 44,851
54,768 55,483
441,154 437434
33,112 31,189
185 186
189,110 190,524
(92,921) (94,337)
96,374 96,373
$ 570,640 $ 564,996




CARRIAGE SERVICES INC.

CONSOLIDATED STATEMENTSOF OPERATIONS

(in thousands, except per share data)

Revenues:
Funeral
Cemetery

Costs and expenses:
Funeral
Cemetery

Gross profit

General and administrative expenses
Other charges (income)
Operating income

Interest expense
Additional interest and other costs of senior debt refinancing
Interest income and other, net

Total interest expense and other

Income (loss) from continuing operations before income taxes

(Provision) benefit for income taxes
Net income (loss) from continuing operations

Discontinued operations:
Income (loss) from discontinued operations before income taxes
Income tax (provision) benefit
Income (loss) from discontinued operations
Cumulative effect of change in accounting method, net of tax benefit
Net income (loss)

Basic earnings (loss) per share:
Continuing operations
Discontinued operations
Cumulative effect of change in accounting method
Net income (10ss)

Diluted earnings (loss) per share:
Continuing operations
Discontinued operations
Cumulative effect of change in accounting method
Net income (loss)

Weighted average number of common and
common equivalent shares outstanding:

Basic
Diluted

The accompanying notes are an integral part of these Consolidated Financial Statements.
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For the yearsended December 31,

2004 2005 2006
108,478 $ 111643 $ 114927
36,115 37,555 36,159
144,593 149,198 151,086
79,894 82,451 84,818
27,537 31,030 32,216
107,431 113481 117,034
37,162 35,717 34,052
10,665 12,383 11,258

495 (822) —
26,002 24,156 2279
(16,908) (18,599) (18514)

- (6933) -

940 (73) 1921

(15,969) (25,605) (16,593)

10,034 (1,449) 6,201

(81) 456 (2,375)
9,953 (993) 3826
(1,228) 2,839 (7,943)

509 (955) 2,701

(719) 1,884 (5,242)

- (221756) —_
9,234 $ (21,865 $ (1416

0.56 $ (005 $ o2
(0.04) 0.10 (0.29)

— (1.24) —

0.52 $ (119 $ (009

055 $ (005 $ 020
(0.04) 0.10 (0.29)

— (1.24) —

051 $ (119 $ (003
17,786 18,334 18,545
18,260 18,334 18912




Balance — December 31, 2003

Net income — 2004

Issuance of common stock

Exercise of stock options

Issuance of restricted common stock

Amortization of restricted common

Balance — December 31, 2004

Net loss — 2005

Issuance of common stock

Exercise of stock options

Issuance of restricted common stock

Cancellation and retirement of
restricted common stock

Amortization of restricted common

Balance — December 31, 2005

Net loss — 2006

Issuance of common stock

Exercise of stock options

Issuance of restricted common stock

Cancellation and retirement of
restricted common stock

Amortization of restricted common
Stock-based compensation expense
Balance — December 31, 2006

CARRIAGE SERVICES, INC.
CONSOLIDATED STATEMENTS OF CHANGESIN STOCKHOLDERS EQUITY
(in thousands)

Additional
Shares Common Pai d| n Accum_ullated
Stock Capital Deficit Total

17,545 $ 175 $186,045  $(80,290) $ 105,930
- - - 9,234 9,234
130 2 577 - 579
135 1 308 - 309
100 1 (@H)] - -
_ - 386 - 386
17,910 179 187,315 (71,056) 116,438
_ - (21,865) (21,865)
118 1 685 - 686
177 2 528 - 530
268 3 3 - -
(15) - - - -
- - 585 - 585
18,458 185 189,110 (92,921) 96,374
- - - (1,416) (1,416)
93 1 386 - 387
87 1 319 - 320
35 - - - -
(65) (€ 1 - -
- - 472 - 472
- - 236 - 236
18,608 $ 186 $ $ (94,337) $ 96,373

The accompanying notes are an integral part of these Consolidated Financial Statements.
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CARRIAGE SERVICES INC.

CONSOLIDATED STATEMENTSOF CASH FLOWS

(in thousands)

For the yearsended December 31,

Cash flows from operating activities:
Net income (l0ss)
Adjustments to reconcile net income (loss) to net cash
provided by operating activities:

(Income) loss from discontinued operations

Cumulative effect of change in accounting method

Depreciation and amortization

Loan cost amortization

Provision for bad debts

(Gain) loss on sale or disposition of assets

Stock-based compensation expense

Deferred income taxes (benefit)

Other
Changes in operating assets and liabilities that provided (required) cash, net
of

Accounts receivable

Inventories and other current assets

Deferred charges and other

Preneed funeral and cemetery trust investments

Accounts payable and accrued liabilities

Deferred preneed funeral and cemetery revenue

Non-controlling interestsin preneed funeral and cemetery trusts

Deferred interest on convertible junior subordinated debenture

Net cash provided by operating activities of continuing operations

Net cash provided by (used in) operating activities of discontinued
operations

Net cash provided by operating activities
Cash flows of investing activities:
Acquisitions
Proceeds from sales of businesses and other assets
Purchase of corporate investments
Maturities of corporate investments
Sales proceeds deposited into restricted accounts, net of withdrawals
Capital expenditures

Net cash used in investing activities of continuing operations
Net cash provided by investing activities of discontinued operations

Net cash used in investing activities
Cash flows of financing activities:
Proceeds (payments) under bank line of credit
Payments on senior long-term debt and obligations under capital |eases
Proceeds from the issuance of senior notes
Payment of financing costs
Proceeds from the exercise of stock options and employee stock

purchase plan
Tax benefit from stock-based compensation

Net cash provided by (used in) financing activities of continuing
Net cash used in financing activities of discontinued operations

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

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

2004 2005 2006
$ 924 $ (21869) (1,416)
719 (1,834) 5,242
- 22,756 -
10,647 9,336 8,688
924 754 714
2,185 2,648 3880
885 738 (513)
464 675 784
(81) (456) 2,375
480 21 120
(999) (3,686) (2,113)
(940) (1,032) 335
(4,906) (818) 1
(6,122) (7.477) (13,889)
(1,146) (1,383) 588
3195 10,893 10,09
2,664 1,825 2526
7,015 (10,345) -
24,380 700 17,428
@ 1,039 755
24,378 1739 18183
- (1,285) (1072)
1,215 586 670
- (32,724) (50,927)
- 15,816 52533
- - (2,889)
(5,766) (8,125) (6,387)
(4,551) (25732) (8071)
3075 1,530 6,332
(1,476) (24,202) (1,737)
4,500 (25,600) -
(28,024) (72,558) (2,138)
- 130,000 =
- (4,175) -
686 936 567
= N 63
(22.838) 28603 (1508)
(140) (139) (67)
(22.978) 28464 (1575)
(76) 6,001 14,871
2,024 1,948 7,949
$ 1948 $ 7949 22,820

The accompanying notes are an integral part of these Consolidated Financial Statements.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS
1. BASSOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Business

Carriage Services, Inc. (“Carriage” or the “Company”) was founded in 1991 and incorporated under the laws of the State of
Delawarein 1993. The Company owns and operates 131 funeral homesin 27 states and 28 cemeteriesin 11 states at December
31, 2006. Carriage provides a complete range of preneed and atneed services and products related to funerals, burials and
cremations.

Principles of Consolidation and Basis of Presentation

The financial statementsinclude the Consolidated Financial Statements of Carriage Services, Inc. and its subsidiaries, after
eliminating all significant intercompany balances and transactions. Certain prior year amounts in the Consolidated Financial
Statements have been reclassified to conform to current year presentation.

The accounting policies and procedures reflected herein have been consistently followed during the periods presented,
except for the changes in accounting methods discussed in Note 1 related to stock-based employee compensation and Note 3
related to expensing preneed selling costs.

Funeral and Cemetery Operations

We record the revenue from sales of funeral and cemetery merchandise and services when the merchandise is delivered or
the serviceis performed. Sales of cemetery interment rights are recorded as revenue in accordance with the retail land sales
provisions of Statement of Financial Accounting Standards (SFAS) No. 66 “Accounting for Sales of Real Estate.” This method
providesfor the recognition of revenue in the period in which the customer’ s cumulative payments exceed 10% of the contract
pricerelated to the real estate. Costs related to the sales of interment rights, which include property and other costs related to
cemetery development activities, are charged to operations using the specific identification method in the period in which the
sale of the interment right is recognized as revenue. Revenuesto be recognized from the delivery of merchandise and
performance of servicesrelated to contracts that were acquired in acquisitions are typically lower than those originated by the
Company.

Allowances for bad debts and customer cancellations are provided at the date that the sale is recognized as revenue based
on our historical experience. In addition, we monitor changes in delinquency rates and provide additional bad debt and
cancellation reserves when warranted. When preneed funeral services and merchandise are funded through third-party
insurance policies, we earn acommission on the sale of the policies. Insurance commissions are recognized as revenues at the
point at which the commission is no longer subject to refund, which istypically one year after the policy isissued.

Trade accounts receivable consists of approximately $8.4 million and $8.3 million of funeral receivables and approximately
$7.5 million and $6.6 million of current cemetery receivables at December 31, 2005 and 2006, respectively. Non-current preneed
receivables at December 31, 2005 and 2006, represent the payments expected to be received beyond one year from the balance
sheet date.

Preneed Contracts

Interment rights, merchandise and services are also sold on a preneed basis and in many instances the customer pays the
contract over aperiod of time. Cash proceeds from preneed sales less amounts that the Company may retain under state
regulations are deposited to atrust or used to purchase a third-party insurance policy. The principal and accumulated earnings
of the trusts may generally be withdrawn at maturity (death) or cancellation. The trust income earned and the increases in
insurance benefits on the insurance products are deferred until the service is performed. The customer receivables and amounts
deposited in trusts that Carriage controls are included in the non-current asset section of the balance sheet. The preneed
contracts secured by third party insurance policies are not recorded as assets or liabilities of the Company (Notes 7 and 8).
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)
1. BASISOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

In the opinion of management, the proceeds from the trust funds and the insurance policies at the times the preneed
contracts mature will exceed the estimated future costs to perform services and provide products under such arrangements. The
types of instruments in which the trusts may invest are regulated by state agencies.

Cemetery Perpetual Care Trust Investments

In accordance with respective state laws, the Company is required to deposit a specified amount into perpetual and
memorial care trust funds for each interment/entombment right and memorial sold. Income from the trust fundsisdistributed to
Carriage and used to provide care and maintenance for the cemeteries and mausoleums. Such trust fund income isrecognized
asrevenue when realized by the trust and distributable to the Company. The Company isrestricted from withdrawing any of the
principal balances of these funds.

Cash and Cash Equivalents
Carriage considers all highly liquid investments with an original maturity of three months or less to be cash equivalents.
Goodwill

The excess of the purchase price over the fair value of net identifiable assets of funeral homes acquired, as determined by
management in transactions accounted for as purchases, is recorded asgoodwill. Many of the acquired funeral homes have
provided high quality serviceto familiesfor generations. The resulting loyalty often represents a substantial portion of the
value of afuneral business. Goodwill istypically not associated with or recorded in connection with the acquisitions of
cemetery businesses. In accordance with SFAS No. 142, we review the carrying value of goodwill at |east annually on reporting
units (aggregated geographically) to determine if facts and circumstances exist which would suggest that this intangible asset
might be carried in excess of fair value. Fair valueis determined by discounting the estimated future cash flows of the
businesses in each reporting unit at the Company’ s weighted average cost of capital less debt allocable to the reporting unit
and by reference to recent sales transactions of similar businesses. The calculation of fair value can vary dramatically with
changes in estimates of the number of future services performed, inflation in costs, and the Company’s cost of capital, whichis
impacted by long-term interest rates. 1f impairment isindicated, then an adjustment will be made to reduce the carrying amount
of goodwill to fair value.

Inventory

Inventory consists primarily of caskets, outer burial containers and cemetery monuments and markers, and is recorded at
the lower of its cost basis (determined by the specific identification method) or net realizable value.

Property, Plant and Equipment
Property, plant and equipment are stated at cost. The costs of ordinary maintenance and repairs are charged to operations
asincurred, while renewals and betterments are capitalized. Capitalized interest totaled approximately $46,000 and $50,000 in 2005

and 2006, respectively. Depreciation of property, plant and equipment is computed based on the straight-line method over the
following estimated useful lives of the assets:
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)

1. BASISOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Years
Buildings and improvements 15t040
Furniture and fixtures 7t010
Machinery and equipment 5t010
Automobiles 5to7
Property, plant and equipment was comprised of
the
following at December 31, 2005 and 2006: 2005 2006
(in thousands)
Land $ 26,311 $ 26,589
Buildings and improvements 82,329 81,567
Furniture, equipment and automobiles 42,489 41,076
151,129 149,232
Less: accumulated depreciation (45,694) (47,932
$ 105435 $ 101,300
Less: Property, plant and equipment included in
assets held for sale — (1,406)
$ 105435 $ 99,84

During 2004, 2005 and 2006, the Company recorded $6,973,000, $6,922,000 and $6,897,000 respectively, in depreciation
expense in income from continuing operations.

Long-lived assets, such as property, plant and equipment, and purchased intangibles subject to amortization, are reviewed
for impairment whenever events or changesin circumstances indicate that the carrying amount of an asset may not be
recoverable. Recoverability of assetsto be held and used is measured by a comparison of the carrying amount of an asset to
estimated undiscounted future cash flows expected to be generated by the asset. If the carrying amount of an asset exceedsits
estimated future cash flows, an impairment charge is recognized by the amount by which the carrying amount of the asset
exceeds the fair value of the asset. The long-lived assets to be held and used are reported at the lower of carrying amount or fair
value. Assetsto be disposed of and assets not expected to provide any future service potential to the Company are recorded at
the lower of carrying amount or fair value less estimated cost to sell.

Income Taxes

The Company and its subsidiariesfile aconsolidated U.S. federal income tax return and separate income tax returnsin the
states in which we operate. We record deferred taxes for temporary differences between the tax basis and financial reporting
basis of assets and liabilities, in accordance with SFAS No. 109, “ Accounting for Income Taxes”, (Note 15). The Company
records a valuation allowance to reflect the estimated amount of deferred tax assets for which realization is uncertain.
Management reviews the valuation allowance at the end of each quarter and makes adjustmentsif it is determined that it is more
likely than not that the tax benefits will be realized.

Stock Compensation Plans

The Company has stock-based employee compensation plansin the form of restricted stock, stock option and employee
stock purchase plans. The Company accounts for stock-based compensation under SFAS No. 123R, “ Share-Based Payment”
(“FASNo. 123R"). FASNo. 123R requires companies to recognize compensation expense in an amount equal to the fair value of
the share-based awards issued to employees over the period of vesting. The fair value of awards for options or awards
containing optionsis determined using the Black-Scholes valuation model. FASNo. 123R appliesto all transactionsinvolving
issuance of equity by acompany in exchange for goods and services, including employee services. The Company adopted
FASNo. 123R in thefirst quarter of 2006, using the modified prospective application method, which resultsin no restatement of
the Company’s previously issued annual consolidated financial statements.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)
1. BASISOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Prior to 2006, the Company accounted for stock based compensation under APB No. 25 and provided the disclosuresrequired
under SFAS No. 123, “Accounting for Stock-Based Compensation”, as amended by SFAS No. 148, “ Accounting for Stock-Based
Compensation — Transition and Disclosure.”

Pursuant to the provisions of SFAS 123R, the Company applied the modified-prospective transition method. Under this method,
thefair value provision of SFAS 123R is applied to new employee stock-based awards granted after December 31, 2005.
M easurement and recognition of compensation cost for unvested awards at December 31, 2005, granted prior to the adoption of SFAS
123R, are recognized under the provisions of SFAS No 123, Accounting for Stock-Based Compensation (“ SFAS 123”), after
adjustments for estimated forfeitures. SFAS 123R no longer permits pro-forma disclosure for income statement periods after
December 31, 2005 and compensation expense will be recognized for all stock-based awards based on grant-date fair value.

Carriage hasthree types of stock-based compensation plans for which the accounting is changed: stock options, restricted
stock and an employee stock purchase plan (“ESPP”). Optionsto purchase Carriage common stock have been granted with an
exercise price equal to thefair market value at the date of grant with vesting generally occurring annually over four years. Thevalue
of the options at the date of grant is amortized to compensation expense over the vesting period on astraight line basis. Twenty-five
percent of the restricted shares vest annually on each of the next four anniversary dates of the grants. The value of the restricted stock
at the date of grant is amortized to compensation expense over the vesting period on astraight line basis. The ESPP allows
employees, through payroll deductions, to purchase Carriage common stock at 85% of the value of the common stock on the quarterly
purchase dates or the annual grant date, whichever islower.

Thefair value of the stock option awards and the ESPP awards are determined using the Black-Schol es valuation model, whichis
consistent with the valuation methods previously utilized for the awardsin the proforma footnote disclosures required under SFAS
123, asamended by SFAS No. 148, Accounting for Stock-Based Compensation— Transition and Disclosure. The Company recorded
pretax stock-based compensation expense for the stock options and the ESPP totaling $236,000 for the year ended December 31,

2006. Had SFAS 123R been effective for 2005 and 2004, the Company would have recorded additional pretax stock-based
compensation totaling $312,000 and $702,000, respectively, as disclosed in the following tables (in thousands).

Y ear ended
December 31, 2005
As
Reported Effect of Change Proforma
Loss from continuing operations before income taxes $ (1,449) $ (312 $  (1,761)
Net loss available to common stockhol ders (21,865) (195) (22,060)
Net loss per share available to common stockhol ders:
Basic $ (119 $ (0.02) $ (1.20)
Diluted (1.19) (0.01) (1.20)
Y ear ended
December 31, 2004
As
Reported Effect of Change Proforma
Income from continuing operations before income taxes $ 10034 $ (702) $ 9,332
Income available to common stockholders 9,234 (440) 8,794
Net income per share available to common stockhol ders:
Basic $ 052 $ (0.02 $ 0.50
Diluted 051 (0.02) 0.49

See Note 16 to the consolidated financial statementsfor additional information on the Company’ s stock-based compensation plans.
Computation of Earnings Per Common Share
Basic earnings per share are computed using the weighted average number of common shares outstanding during the period.

Diluted earnings per share are computed using the weighted average number of common and dilutive common equivalent shares
outstanding during the period. Dilutive common equivalent shares consist of stock options.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)
1. BASISOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Fair Value of Financial Instruments

Carriage believes that the carryingval ue approximates fair value for cash and cash equivalents and trade receivables and
payables. Additionally, our floating rate credit facility, when drawn, approximatesitsfair value. Management al so believesthat the
carrying value of senior long-term debt approximates fair value. Management estimates that the fair value of the Convertiblejunior
subordinated debenture at December 31, 2006 was approximately $80 million, based on available broker quotes of the corresponding
convertible preferred securities at Carriage Services Capital Trust.

Discontinued Operations

In accordance with the Company’ s strategic portfolio policy, smaller, lower, margin non-strategic businesses are reviewed to
determine whether the business should be sold and proceeds redeployed elsewhere. A marketing plan isthen developed for t hose
locationswhich areidentified asheld for sale. When the Company receives a L etter of Intent and financing commitment from the
buyer and the saleis expected to occur within oneyear, thelocation is no longer reported within the Company’s continuing
operations. The assets and liabilities associated with the held for sale location are reclassified on the balance sheet and the operating
results, aswell asimpairments, are presented on acomparative basisin the discontinued operations section of the Consolidated
Statements of Operations, along with the income tax effect.

Consolidation of Variable Interest Entities

The FASB issued FASB Interpretation No. 46, asrevised, (“FIN 46R"), “ Consolidation of Variable Interest Entities, an
Inter pretation of Accounting Research Bulletin (ARB) No. 51.” Thisinterpretation clarifies the circumstancesin which certain entities
that do not have equity investors with a controlling financia interest must be consolidated by its sponsor. The Company implemented
FIN 46R as of March 31, 2004, which resulted, for financial reporting purposes, in the consolidation of the Company’ s preneed and
perpetua care trust funds. The investments of such trust funds have beenreported at market value and the Company’ s future
obligations to deliver merchandise and services have been reported at estimated settlement amounts. The Company has also
recognized the non-controlling financia interests of third partiesin the trust funds. There was no cumulative effect of an accounting
change recognized by the Company as aresult of the implementation of FIN 46R. Theimplementation of FIN 46R affected certain
accounts on the Company’ s balance sheet beginning March 31, 2004 as described b elow; however, it did not affect cash flow, net
income or the manner in which we recognize and report revenues.

Although FIN 46R requires consolidation of preneed and perpetual care trusts, it did not change the legal relationships among the
trusts, the Company and its customers. In the case of preneed trusts, the customers are the legal beneficiaries. In the case of perpetual
caretrusts, the Company does not have aright to access the corpusin the perpetual care trusts. For these reasons, the Company has
recognized non-controlling interestsin our financial statementsto reflect third party interestsin these consolidated trust funds.

Both the preneed trusts and the cemetery perpetual caretrusts hold investmentsin marketabl e securities which have been
classified asavailable-for-sale. Theinvestments are reported at fair value, with unrealized gains and losses allocated to Non-
controlling interestsin trust investments in the Company's consolidated bal ance sheet. Unrealized gains and losses attributable to the
Company, but that have not been earned through the performance of services or delivery of merchandise areall ocated todeferred
revenues.

Also in connection with the implementation of FIN 46R, the Company began recognizing the income, gains and losses of the
preneed trusts and the unrealized income, gains and losses of the cemetery perpetual caretrusts. The Company recognizes a
corresponding expense equal to the recognized earnings of these trusts attributabl e to the non-controlling interest holders. When such
earnings attributabl e to the Company have not been earned through the performance of servicesor delivery of merchandise, the
Company will record such earnings as deferred revenue.

For preneed trusts, the Company recognizes as revenues amounts attributed to the non-controlling interest holders and the
Company, including accumulated realized earnings, when the contracted services have been performed and merchandise delivered.

For cemetery perpetual care trusts, the Company recognizesinvestment earnings in cemetery revenues when such earnings are
realized and distributable. Such earnings are intended to defray cemetery maintenance costsincurred by the Company.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)

1. BASISOF PRESENTATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Also, the Company was required to deconsolidate Carriage Services Capital Trust (the "Trust"), atrust established in 1999 to
issue redeemabl e convertible preferred securities. The Company's obligation to the Trust consists of convertible junior
subordinated debentures. The preferred securities of the Trust were previously classified astemporary equity in the
consolidated balance sheet. Asaresult of deconsolidating the Trust, the Company now reportsits obligation to the Trust, the
convertiblejunior subordinated debentures, as along-term liability.

Use of Estimates

The preparation of the Consolidated Financial Statements requires us to make estimates and judgments that effect the
reported amounts of assets, liahilities, revenues and expenses. On an on-going basis, we eval uate estimates and judgments,
including those related to revenue recognition, realization of accounts receivable, intangible assets, property and equipment and
deferred tax assets. We base our estimates on historical experience, third party data and assumptions that we believe to be
reasonabl e under the circumstances. The results of these considerations form the basis for making judgments about the amount
and timing of revenues and expenses, the carrying value of assets and the recorded amounts of liabilities. Actual results may
differ from these estimatesand such estimates may change if the underlying conditions or assumptions change. Historical
performance should not be viewed as indicative of future performance, as there can be no assurance the margins, operating
income and net earnings as a percentage of revenues will be consistent from year to year.

Accounting Changes and Error Corrections

The FASB issued SFAS No. 154, “Accounting Changes and Error Corrections” (“FAS No. 154). Thisstatementisa
replacement of Accounting Principles Board Opinion No. 20 and FAS No. 3. FAS No. 154 changes the requirements for the
accounting for and reporting of a change in accounting principle and error corrections. It establishes, unlessimpracticable and
absence of explicit transition requirements, retrospective application as the required method of a change in accounting principle
to the newly adopted accounting principle. Also, it establishes guidance for reporting corrections of errors as reporting errors
involves adjustments to previously issued financial statements similar to those generally applicable to reporting accounting
changesretrospectively. FAS No. 154 also provides guidance for determining and reporting a change when retrospective
application isimpracticable. FAS No. 154 is effective for accounting changes and corrections of errors made in the fiscal years
beginning after December 15, 2005. The Company adopted the requirements beginning January 1, 2006, which had no affect on
the Company’ s presentation and disclosure.

Impairment of Investments

In March 2004, the FASB reached consensus on the guidance provided by Emerging Issues Task Force Issue 03-1 (EITF
03-1), “ The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments.” The guidanceis
applicable to debt and equity securities that are within the scope of FASB Statement of Financial Accounting Standard (SFAS)
No. 115, “ Accounting for Certain Investmentsin Debt and Equity Securities.” EITF 03-1 specifiesthat an impairment would be
considered other-than-temporary unless (a) the investor has the ability and intent to hold an investment for a reasonable period
of time sufficient for the recovery of the fair value up to (or beyond) the cost of the investment and (b) evidence indicating the
cost of the investment isrecoverable within areasonable period of time outweighs evidence of the contrary. EITF03-1is
effective for reporting periods ending after June 15, 2004 except for the measurement and recognition provisions relating to debt
and equity securities which had been deferred. The disclosure requirements continue to be effectivein annual financial
statements for fiscal years ending after June 15, 2004. We adopted the disclosure provisions during the period ended June 30,
2004. The guidance for measurement and recognition provisions has subsequently been replaced by SFAS No. 115-1 and SFAS
No. 124-1“ The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments” which is effective
for reporting periods beginning after December 15, 2005. The Company adopted the requirements beginning January 1, 2006
which had no affect on the Consolidated Financial Statements, result of operations or liquidity of the Company.
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2. RECENTLY ISSUED ACCOUNTING STANDARDS
Accounting for Income Tax Uncertainties

In June 2006, FASB issued FASB Interpretation No. 48 “ Accounting for Uncertainty in Income Taxes (FIN 48). FIN 48
clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with
FASB Statement No. 109, “Accounting for Income Taxes.” FIN 48 prescribes how tax benefits for uncertain tax positions are to
be recognized, measured, and derecognized in financial statements; requirescertain disclosures of uncertain tax matters;
specifies how reserves for uncertain tax position should be classified on the balance sheet; and provides transition and interim
period guidance, among other provisions. FIN 48 iseffective for years after December 15, 2006 and will be adopted by the
Company in thefirst quarter of 2007. The Company has reviewed itsincome tax positions and identified certain tax deductions
related to business acquisitions that are not certain. The cumulative effect of adopting FIN 48 will be recorded in retained
earnings and other balance sheet accounts, as applicable. The Company has not determined the effect that the adoption of FIN
48 will have on our financial position and results of operations. Should penalties and interest be recorded in connection with
the Company’ stax position, they will be recognized asincome tax expense. Because the Company presently has net operating
losses available to offset taxable income, no penalties or interest are recorded in connection with the adoption of FIN 48.

Fair Value Measurements

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements’ (“SFAS No. 157”), which establishes a
framework for measuring fair value in accordance with Generally Accepted Accounting Principles (“GAAP”) and expands
disclosures about fair value measurements. This statement is effective as of the beginning of the entity’ sfirst fiscal year that
begins after November 15, 2007. The Company is currently evaluating the impact, if any, the adoption of SFAS No. 157 will have
on its consolidated financial statements.

Consideration of Misstatements

In September 2006, the SEC released Staff Accounting Bulletin No. 108, “ Considering the Effects of Prior Year Misstatements
when Quantifying Misstatementsin Current Y ear Financial Statements’ (SAB 108), which provides interpretive guidance on
how the effects of the carryover or reversal of prior year misstatements should be considered in quantifying a current year
misstatement. The SEC staff believesthat registrants should quantify errors using both a balance sheet and an income
statement approach and eval uate whether either approach resultsin quantifying a misstatement that, when all relevant
guantitative and qualitative factors are considered, is material. The provisions of SAB 108 is effective for financial statements as
of the beginning of the first fiscal year ending after November 15, 2006. The Company adopted the requirements at November
15, 2006. Theimpact of SAB 108 in the future will depend on the nature and extent of any prior year misstatements, but we do
not anticipate SAB 108 will have any impact to our consolidated financial statements.

3. CHANGE IN ACCOUNTING METHOD FOR PRENEED SELLING COSTS

On June 30, 2005, the Company changed its method of accounting for preneed selling costs, incurred for the origination of
prearranged funeral and cemetery service and merchandise sales contracts. The Company has applied this changein
accounting method effective January 1, 2005. Therefore, the Company’ s results of operations for the year ended December 31,
2005 and 2006 are reported on the basis of the changed method. Prior to this change, commissions and other costs that were
related to the origination of prearranged funeral and cemetery service and merchandise sales were deferred and amortized with
the objective of recognizing the selling costs in the same period that the related revenue is recognized. Under the prior
accounting method, the commissions and other direct selling costs, which are current obligations that are paid and use
operating cash flow, are not recognized currently in the income statement.

Asof January 1, 2005, the Company recorded the cumulative effect of the change in accounting method in the amount of
$35.8 million pretax or $22.8 million after tax (net of income tax benefit of $13.0 million), or $1.24 per diluted share, which
represents the cumul ative balance of deferred preneed selling costs in the Company’ s consolidated balance sheet at that date.
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3. CHANGE IN ACCOUNTING METHOD FOR PRENEED SELLING COSTS (continued)

The tables below presents the pro forma amounts for the year ended December 31, 2004 asif the accounting change had
been in effect during 2004 (in thousands, except per share amounts).

Year Ended
December 31, 2004
Effect of
AsReported Change  Proforma

Income from continuing operations $ 10034 $ (1,865 $ 8169
Net income 9,234 (1,686) 7,548
Diluted earnings per common share from continuing operations 0.55 (0.20) 0.45
Diluted earnings per common share 051 (0.20) 041

4. DISCONTINUED OPERATIONS

The Company continually reviews locations to optimize the sustainabl e earning power and return on invested capital of the
Company. The Company’s strategy, the Strategic Portfolio Optimization Model, uses strategic ranking criteriato assess
disposition candidates. The execution of this strategy entails selling generally smaller, lower margin non-strategic businesses.

During 2006, the Company sold a funeral home business and a combination funeral home and cemetery businessfor
approximately $6.5 millionand ceased operations at afuneral home business. The Company recorded impairment charges of
$6.3 million, asubstantial portion of which related to specifically identified goodwill, and recognized $0.2 million of net losses.

The Company recorded additional impairment charges totaling $2.1 million, which is related to specifically identified
goodwill, for three funeral home businessesto be sold in 2007. The sales of two of these businesses were completed in January
and February of 2007 (Note 24).

During 2005, the Company sold a funeral home business and a cemetery businessfor cash proceeds totaling $1.6 million
and ceased operations at afuneral home business. The transactions generated gains of approximately $1.3 million.

The Company sold three funeral homes businesses during 2004. The sales were preceded by the recording of
approximately $3.7 million of impairment charges. Those sal es generated net cash proceeds totaling $3.3 million and again of
approximately $1.1 million.

No businesses were held for sale at December 31, 2005. At December 31, 2006, assets and liabilities associated with the
three funeral home businesses held for sale in the accompanying balance sheet consisted of the following (in thousands).

December 31,
2006
Assets:
Current assets $ 124
Property, plant and equipment, net 1,406
Preneed receivables and trust investments 634
Goodwill 324
Deferred charges and other assets 146
Total $ 2634
Liahilities:
Current liabilities $ 229
Deferred preneed funeral contracts revenue 78
Senior long-term debt, net of current portion 4
Non-controlling interestsin funeral and cemetery trust
investments 700
Total $ 1061
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4. DISCONTINUED OPERATIONS

The operating results of businesses discontinued during the periods presented, as well asimpairments and gains or losses
on the disposal, are presented in the discontinued operations section of the consolidated statements of operations, along with
the income tax effect. Likewise, the operating results, impairment charges and gains or losses from those businesses have been
similarly reported for comparability. The resultsfor the businesses presented in the discontinued operations section are as
follows (in thousands):

For the yearsended December 31,

2004 2005 2006
Revenues $ 7913 $ 6,558 $ 3,785
Operating income 1,402 1,538 672
Gain (losses) on sale and (impairments) (2,630) 1,301 (8,615)
(Provision) benefit for income taxes 509 (955) 2,701
Income (loss) from discontinued
operations $ (19 $ 1 $ 62D

5. SHORT TERM INVESTMENTS

Short term investments are investments purchased with an original maturity of greater than three months but less than a
year at the time of purchase. Short term investments at December 31, 2006 consisted of commercial paper with maturity dates
that range from January 2007 to February 2007 at rates ranging from 5.17 % to 5.19 % per anum. Market val ue approximates cost.

6. GOODWILL

Many of the acquired funeral homes and former owners have provided high quality service to familiesfor generations. The
resulting loyalty often represents a substantial portion of the value of afuneral business. The excess of the purchase price over

the
fair value of net identifiable assets acquired, as determined by management in transactions accounted for as purchases, is
recorded as goodwill.

The following table presents changes in goodwill for the year ended December 31, 2005 and 2006 (in thousands):

December 31, December 31,

2005 2006
Goodwill at beginning of year $ 156983 $ 157,358
Impairments - (8,392
Divestitures - (121)
Acquisitions 375 —
Goodwill at end of year $ 157,358 $ 148845
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7. PRENEED TRUST INVESTMENTS
Cemetery preneed trust investments
Cemetery preneed trust investments represent trust fund assetsthat the Company will withdraw when the merchandise or

services are provided. The cost and market val ues associated with cemetery preneed trust assets at December 31, 2006 are
detailed below (in thousands). The Company believes the unrealized |osses related to trust investments are temporary in nature.

Unrealized Unrealized
Cost Gains L osses Market

Cash, money market and short-term

investments $ 4,559 - - $ 4559
Fixed income securities:

U.S. Agency obligations 13544 3 (89) 13,458

State obligations 5811 66 (155) 5722

Corporate 2,426 17 (19) 2424

Other 6 - - 6
Common Stock 10,074 1,582 (60) 11,596
Mutual funds:

Equity 11,192 1,305 (155) 12,342

Fixed income 5,061 83 (16) 5,128

Other investments - - - -
Trust investments $ 52673 $ 3056 $ (499 $ 55235
Accrued investment income $ 248 $ 248
Trust assets $ 55483
Market value as a percentage of cost 105.3%

The estimated maturities of the fixed income securities included above are as follows:

Duein oneyear or less $ 2532
Dueinonetofiveyears 14,882
Dueinfivetotenyears 3,888
Thereafter 308

$ 21610
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7. PRENEED TRUST INVESTMENTS (continued)

The cost and market val ues associated with cemetery preneed trust assets at December 31, 2005 are detailed below (in

thousands).

Unrealized Unrealized
Cost Gains L osses Market

Cash, money market and other short-term

investments $ 6,291 $ - $ - $ 6,291
Fixed income securities:

U.S. Agency obligations 5,502 2 (81) 5,423

State obligations 11,507 177 (223) 11,461

Corporate 3,745 48 (36) 3,757

Other 7 — — 7
Common Stock 12,830 1413 (230) 14,013
Mutual funds:

Equity 5,195 306 (52) 5,449

Fixed income 6,676 49 (43) 6,682

Other investments 1,349 0 4 1,435
Trust investments $ 53102 $ 2,085 $ (669) $ 54518
Accrued investment income $ 250 $ 250
Trust assets $ 54768
Market value as a percentage of cost 103.1%

Preneed Funeral Trust | nvestments

Funeral preneed trust investments represent trust fund assetsthat the Company expects to withdraw when the servicesand

merchandise are provided.

The cost and market values associated with funeral preneed trust assets at December 31, 2006 are detailed below (in

thousands). The Company believes the unrealized losses related to trust investments are temporary in nature.

Unrealized Unrealized
Cost Gains L osses Market

Cash, money market and other short-term

investments $ 15865 $ - $ - $15,865
Fixed income securities:

U.S. Treasury 7811 25 ©) 7,829

State obligations 1678 53 - 1,731

Corporate 2,186 31 (16) 2,201

Obligations and guarantees of U.S.

government agencies 1,075 3 (16) 1,062

Common Stock 2,301 590 - 2,891
Mutual funds:

Equity 8,598 1,169 (25) 9,742

Fixed income 3278 263 (11) 3,530
Trust investments $ 42792 $ 2134 $ (75) $ 44851
Market value as a percentage of cost 104.8%
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7. PRENEED TRUST INVESTMENTS (continued)

The estimated maturities of the fixed income securities included above are as follows:

Duein oneyear or less $ 1824
Dueinoneto fiveyears 9,233
Duein fiveto ten years 1,636
Thereafter 130

$ 12,823

The cost and market values associated with funeral preneed trust assets at December 31, 2005 are detailed below (in
thousands).

Unresalized Unrealized
Cost Gains L osses Market
Cash, money market and other short-teem $ 19,216 $ - $ - $ 19216
investments
Fixed income securities:
U.S. Treasury 434 - (12 422
State obligations 1,819 63 (@) 1,881
Corporate 1,289 16 19 1,291
Obligations and guarantees of U.S.
government agencies 1,067 2 (25) 1,044
Common Stock 2,592 364 (48) 2,908
Mutual funds:
Equity 5412 758 - 6,171
Fixed income 15,032 58 (344) 14,745
Trust investments $ 46861 $ 1,261 $ (444) $ 47678
Market value as a percentage of cost 101.7%

Upon cancellation of a preneed funeral or cemetery contract, a customer is generally entitled to receive arefund of the
corpus and some or all of the earnings held in trust. In certain jurisdictions, the Company is obligated to fund any shortfall if the
amounts deposited by the customer exceed the fundsin trust including some or al investment income. Asaresult, when
realized or unrealized losses of atrust result in the trust being under-funded, the Company assesses whether it is responsible for
replenishing the corpus of the trust, in which case aloss provision would be recorded. No loss amounts have been required to
be recognized for the periods presented in the Consolidated Financial Statements.

Trust Investment Security Transactions

Cemetery and funeral trust investment security transactions recorded in Other income in the Consolidated Statements of
Operations for the years ended December 31, 2005 and 2006 are as follows (in thousands):

December 31, December 31,
2005 2006

Investment income $ 4,165 $ 2,913

Resalized gains 3,938 3,433

Realized losses (305) (1,273)

Expenses (1,285) (1,126)
Increase in non-controlling interests in

trust investments (6,614) (3,947)

$ — $ -
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8. RECEIVABLESFROM PRENEED FUNERAL TRUSTS
The receivables from funeral trusts at December 31, 2005 and 2006 represent assets in trusts which are controlled and
operated by third parties in which the Company does not have a controlling financial interest (Iess than 50%) in the trust assets.

The Company accounts for theseinvestments at cost.

The components of the receivables from funeral trustsin the consolidated balance sheet at December 31, 2005 and 2006 are
asfollows (in thousands):

December 31, December 31,
2005 2006
Amount due from preneed funeral trust funds $ 18071 $ 17,427
Less: alowance for cancellation (1,842 (1,778)
$ 16229 $ 15,649

Thefollowing summary reflects the composition of the assets held in trust and controlled by third parties to satisfy
Carriage’ s future obligations under preneed funeral arrangements related to the preceding contracts at December 31, 2006 and
2005. The cost basisincludes reinvested interest and dividends that have been earned on the trust assets. Fair value includes
unrealized gains and losses on trust assets.

Historical
Cost Basis Fair Value
(in thousands)

As of December 31, 2006:

Cash and cash equivalents $ 2658 $ 2658
Fixed income investments 11,607 11,079
Mutual funds and common stocks 100 108
Annuities 3,053 3,296
Total $ 17427 $ 17141
Historical
Cost Basis Fair Value

(in thousands)
Asof December 31, 2005:

Cash and cash equivalents $ 3183 $ 3183
Fixed income investments 11,897 11,335
Mutual funds and common stocks 210 210
Annuities 2,781 3,034

Total $ 18071 $ 17,762

9. CONTRACTS SECURED BY INSURANCE

Certain preneed funeral contracts are secured by life insurance policies. Generally, the proceeds of the life insurance policies
have been assigned to the Company and will be paid upon the death of theinsured. The proceeds will be used to satisfy the
beneficiary’ s obligations under the preneed contract for services and merchandise. The preneed funeral contracts secured by
insurance totaled $166.9 and $161.1 million at December 31, 2005 and 2006, respectively and are not recorded on the Company’s
balance sheet.
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10. CEMETERY PERPETUAL CARE TRUST INVESTMENTS

The Company isrequired by state law to pay aportion of the proceeds from the sale of cemetery property interment rights
into perpetual care trust funds. As aresult of the implementation of FIN 46R, the Comp any has consolidated the perpetual care
trust funds with a corresponding amount as Non-controlling interests in perpetual care trusts. Realized and distributable
earnings from these perpetual care trust investments are recognized in current cemetery revenues and are used to defray
cemetery maintenance costs which are expensed asincurred.

The cost and market val ues associated with the trust investments held in perpetual care trust funds at December 31, 2006
are detailed below (in thousands). The Company believes the unrealized losses related to the trust investments are temporary in
nature.

Unrealized Unrealized
Cost Gains L osses Market

Cash, money market and other short-term

investments $ 1542 $ - $ - $ 1542
Fixed income securities:

U.S. Treasury 499 4 3 500

U.S. Agency obligation 6,444 3 (61) 6,386

State obligations 609 15 - 624

Corporate 1,049 22 2 1,069

Other 363 - (10) 353
Common Stock 9,104 1,678 (63) 10,719
Mutual funds:

Equity 5,660 858 (132 6,386

Fixed income 4,737 110 (6) 4841
Other assets - - - -
Trust investments $ 30,007 $ 2,690 $ (277 $ 32420
Accrued investment income $ 120 $ 120
Trust assets _$ 32540
Market value as a percentage of cost 108.4%

The estimated maturities of the fixed income securities included above are as follows:

Duein oneyear or less $ 1,294
Dueinoneto fiveyears 5,691
Duein fivetoten years 1479
Thereafter 468

$ 8,932
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10. CEMETERY PERPETUAL CARE TRUST INVESTMENTS (continued)
The cost and market values associated with the trust investments held in perpetual care trust funds at December 31, 2005 are

detailed below (in thousands). The Company believes the unrealized losses related to the trust investments are temporary in
nature. Net unrealized and realized gains totaled $1.2 million for the year ended December 31, 2005.

Unrealized Unrealized
Cost Gains L osses Market

Cash, money market and other short-term

investments $ 2,767 $ - $ - $ 2,767
Fixed income securities:

U.S. Treasury 596 7 (8) 595

U.S. Agency obligation 6,610 8 (85) 6,533

State obligations 58 - - 58

Corporate 2,589 63 (23) 2,629

Other 1,509 3 (13) 1,499
Common Stock 9,970 1222 (195) 10,997
Mutual funds:

Equity 2,926 140 (32 3,034

Fixed income 3,146 9 (21) 3,242
Other assets 836 63 (99) 851
Trust investments $ 31075 $ 1,605 $ (475) $ 32205
Accrued investment income $ 151 151
Trust assets $ 32356
Market value as a percentage of cost 104.1%

Non-controlling interests in cemetery perpetual care trusts represent the corpus of those trusts plus undistributed income.
The components of non-controlling interestsin cemetery perpetual care trusts as of December 31, 2005 and 2006 are as follows:

December 31, December 31,
2005 2006
Trust assets, at market value $ 32,356 $ 32,540
Pending withdrawal s of income (719) (1,080)
Debt due to a perpetual caretrust 1,092 -
Pending deposits 333 (271)
Non-controlling interests $ 33,112 $ 31,189
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10. CEMETERY PERPETUAL CARE TRUST INVESTMENTS (continued)

Trust Investment Security Transactions

Perpetual care trust investment security transactions recorded in Other income in the Consolidated Statements of
Operations for the year ended December 31, 2005 and 2006 are asfollows (in thousands):

December 31, December 31,
2005 2006
Investment income $ 2,480 $ 1,217
Readlized gains 1,688 2,033
Realized losses (140 (501
Expenses (591) (507)
Increase in non-controlling interests in perpetual care trust
investments (3,437) (2,242)
$ — $ -

11. DEFERRED CHARGESAND OTHER NON-CURRENT ASSETS
Deferred charges and other non-current assets at December 31, 2005 and 2006 were as follows:

2005 2006
(in thousands)

Agreements not to complete, net of accumulated amortization of

$3,944 and $4,092, respectively $ 831 $ 511

Deferred loan costs, net of accumulated amortization of $3,009
and $1,083, respectively 4,592 4,012
Deferred tax asset 15,894 16,540
Federal agency bond (cost approximates market) - 5,000
Other 4,291 4,396
$ 25,608 $ 30,459

The cost of agreements not to compete with former owners of businesses acquired is amortized over the term of the
respective agreements, ranging from four to ten years. Deferred loan costs are being amortized over the term of the related debt.

12. LONG-TERM DEBT
Long-Term Debt
The Company’ s long-term debt consisted of the following at December 31:

2005 2006
(in thousands)

Credit Facility, secured floating rate $35 million line at December
31, 2005 and 2006. Interest is due on aquarterly basis and on
the maturity date at prime or LIBOR options, maturesin April ,

2010 $ — $ -
7.875% Senior Notes due 2015 130,000 130,000
Acquisition debt 4,305 2,669
Other 2,293 2,731
Less: current portion (2,026) (1,559)

$ 134,572 $ 133841

In January 2005, the Company issued $130 million of 7.875% Senior Notes at par, duein 2015. The proceeds from these
notes were used to refinance the Series 1999 Senior Notes, bring current the cumulative deferred distributions on the convertible
junior subordinated debenture and the TIDES, and for general corporate purposes. In March 2005, the Company paid the
cumulative deferred distributions on the TIDES totaling $10.9 million. During April 2005, the Company entered into a $35 million
senior secured revolving credit facility that maturesin five years to replace the existing unsecured credit facility. Borrowings
under the new
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12. LONG-TERM DEBT (continued)

credit facility bear interest at prime or LIBOR options with the current LIBOR option set at LIBOR plus 300 basis points. The
credit facility is collateralized by all personal property and funeral home real property in certain states. The facility is currently
undrawn.

In accordance with the terms of the Company’ s credit facility, a portion of the cash proceeds from the sale of funeral home
and cemetery businesses are pledged to the benefit of the lenders and are restricted for use only for acquisitions of similar
businesses, capital expenditures, or paydowns of debt. During 2006, approximately $5.5 million of such proceeds were so
pledged, with $2.6 million subsequently released from the pledge and $2.9 million remaining pledged as of December 31, 2006.

Carriage, the parent entity, has no independent assets or operations. All assets and operations are held and conducted by
subsidiaries, each of which (except for Carriage Services Capital Trust which isasingle purpose entity that holds our
debenturesissued in connection with our TIDES) have fully and unconditionally guaranteed our obligations under the 7.875%
Senior Notes. Additionally, we do not currently have any significant restrictions on our ability to receive dividends or loans
from any subsidiary guarantor under the new Senior Notes.

In connection with the 2005 senior note refinancing, the Company made arequired “make whole” payment of $6.0 million
(recorded as additional interest) and recorded a charge to write off $0.7 million of unamortized loan costs (in aggregate $4.2
million after tax, or $0.23 per diluted share) during the first quarter of 2005. In connection with the new senior secured revolving
credit facility, the Company recorded a charge to write off $0.2 million or $0.01 per diluted share of unamortized |oan costs during
the second quarter.

The Company was in compliance with the covenants contained in the credit facility and the Senior Notes as of and for the
years ended December 31, 2005 and 2006.

Acquisition debt consists of deferred purchase prices payable to sellers. The deferred purchase price notes bear interest at
0%, discounted at imputed interest rates ranging from 6% to 8%, with original maturities from three to 15 years.

The aggregate maturities of long-term debt for the next five years as of December 31, 2006 are approximately $1,613,000,
$2,122,000, $511,000, $229,000 and $238,000, respectively and $130,818,000 theresfter.

13. CONVERTIBLE JUNIOR SUBORDINATED DEBENTURE PAYABLE TO AFFILIATE AND COMPANY OBLIGATED
MANDATORILY REDEEMABLE CONVERTIBLE PREFERRED SECURITIES OF CARRIAGE SERVICESCAPITAL
TRUST

During June 1999, Carriage’ swholly-owned subsidiary, Carriage Services Capital Trust, issued 1,875,000 units of 7%
convertible preferred securities (TIDES), resulting in approximately $90 million in net proceeds, and the Company issued a 7%
convertible junior subordinated debenture to the Trust in the amount of $93.75 million. The convertible preferred securities have
aliquidation amount of $50 per unit, and are convertible into Carriage’ s Common Stock at the equivalent conversion price of
$20.4375 per share of Common Stock. The subordinated debentures and the TIDES mature in 2029 and the TIDES are guaranteed
on asubordinated basis by the Company. Both the subordinated debentures and the TIDES contain aprovision for the deferral
of distributionsfor up to 20 consecutive quarters. During the period in which distribution payments are deferred, distributions
will continue to accumulate at the 7 percent annual rate. Also, the deferred distributions will themselves accumulate
distributions at the annual rate of 7 percent. During the period in which distributions are deferred, Carriageis prohibited from
paying dividends on itscommon stock or repurchasing its common stock, with limited exceptions. The Company deferred the
distributions during the period September 2003 to January 2005. The Company brought the deferred distributions current during
January 2005. There are no deferred distributions at December 31, 2006.
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14. COMMITMENTSAND CONTINGENCIES
Leases

Carriage | eases certain office facilities, vehicles and equipment under operating leases for termsranging from oneto 15
years. Certain of these leases provide for an annual adjustment and contain options for renewal. Rent expense totaled
$3,625,000, $3,805,000 and $3,735,000 for 2004, 2005 and 2006, respectively. Assets acquired under capital leases areincludedin
property, plant and equipment in the accompanying consolidated bal ance sheets in the amount of $1,676,000 in 2005 and
$1,387,000 in 2006, net of accumulated depreciation. Capital lease obligations are included in current and long-term debt as
indicated below.

At December 31, 2006, future minimum |lease payments under noncancellable |ease agreements were as follows:

FutureMinimum Lease
Payments
Operating Capital
L eases L eases
(in thousands)

Y ears ending December 31,

2007 $ 2109 $ 613
2008 1,894 638
2009 1314 664
2010 920 691
2011 T 713
Thereafter 3,200 11,782
Total future minimum lease payments $ 10214 $ 15101
Less: amount representing interest (rates ranging from 7% to
11.5%) (10,322
Less: current portion of obligations under capital |eases (51
Long-term obligations under capital leases $ 4,728

Agreements and Empl oyee Benefits

Carriage obtained various agreements not to compete from former owners of businesses acquired. Payments for such
agreements are generally not made in advance. These agreements are generally for one to 10 years and provide for future
payments annually, quarterly or monthly. The aggregate payments due under these agreements for the next five years total
$1,214,000, $1,045,000, $686,000, $602,000 and $411,000, respectively and $1,115,000 thereafter.

The Company has entered into various consulting agreements with former owners of businesses acquired. Paymentsfor
such agreements are generally not made in advance. These agreements are generally for oneto 10 years and provide for future
payments monthly or bi-weekly. The aggregate payments for the next five years total $399,000, $331,000, $160,000, $50,000 and
$18,000, respectively and $43,000 thereafter.

The Company has entered into employment agreements with the executive officers. These agreements are generally for two
to five years and provide for future payments bi-weekly plus discretionary bonus payments. These payments due under these
agreements for the next four years total $895,000, $270,000, $270,000, and $202,500, respectively. New employment agreements
for certain executive officers are expected to be completed in 2007.

Carriage sponsors a defined contribution plan (401k) for the benefit of its employees. The Company’s matching

contributions and plan administrative expenses totaled $365,000, $268,000 and $217,000 for 2004, 2005 and 2006, respectively.
The Company does not offer any post-retirement or post-employment benefits.
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Other Commitments

In 2005, the Company entered into an agreement to outsource the processing of transactions for the cemetery business.
The Company and the contractor may terminate the contract for various reasons upon written notification and set terms.
Payments vary based on the level of resources provided. The Company paid $1.2 and $2.2 million to the contractor for services
in 2005 and 2006, respectively.

Litigation

Carriage and its subsidiaries are parties to a number of legal proceedings that arise from time to time in the ordinary course
of business. While the outcome of these proceedings cannot be predicted with certainty, management does not expect these
matters to have amaterial adverse effect on the financial statements.

The Company self-insures against certain insurable risks and carries insurance with coverage and coverage limits for risks
in excess of the self-insured amounts consistent with management’ s assessment of risksin the business and of an acceptable
level of financial exposure. Although there can be no assurance that self-insurance reserves and insurance will be sufficient to
mitigate all damages, claims or contingencies, management believes that the reserves and insurance provides reasonable
coverage for known asserted or unasserted claims. In the event the Company sustained aloss from a claim and the insurance
carrier disputed coverage or coverage limits, the Company may record acharge in a different period than the recovery, if any,
from the insurance carrier.

15. INCOME TAXES

The provision (benefit) for income taxes from continuing operations for 2004, 2005 and 2006 consisted of :

2004 2005 2006
Current: (in thousands)
U. S. Federa $ - $ - $ 227
State 141 241 491
Total current provision 141 241 718
Deferred:
U. S. Federa (156) (302) 2,032
State % (395) (375)
Total deferred provision (benefit) (60) (697) 1,657
Total income tax provision (benefit) $ 81 $ (456) $ 2,375

A reconciliation of taxesto the U.S. federal statutory rate to those reflected in the consolidated statements of operations for
2004, 2005 and 2006 is as follows:

2004 2005 2006
Amount Percent Amount Percent Amount Percent
Federal statutory rate $ 3,748 34.0% $ (49 34.0% $ 2108 34.0%
Effect of state income taxes,
of federal benefit 276 25 (36) 25 475 7.7
Effect of non-deductible
expenses and other, net 120 11 214 (14.7) 101 16
Changein valuation allowance (4,063) (36.9) (141) 9.7 (309) (5.0)
$ 81 0.7% $ (456) 31.5% $ 2375 38.3%
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)
15. INCOME TAXES (continued)

Thetax effects of temporary differencesthat giverise to significant deferred tax assets and liabilities at December 31, 2005
and 2006 were as follows:

2005 2006
Deferred tax assets (liahilities): (in thousands)
Net operating loss carryforwards $ 7,501 $ 5927
Accrued liabilities and other
1
2
1525 9 1,672
Amortization of hon-compete agreements
2
9
1579 2 1,813
Amortization and depreciation (12,729) (13,697)
Preneed revenue and costs, net 20,618 23,320
18,49 19,035
Valuation allowance (1,075) (823)
Total net deferred tax assets $ 17419 $ 18212
Current deferred tax asset $ 1525 $ 1,672
Non-current deferred tax asset 15,84 16,540
Total net deferred tax assets $ 17419 $ 18212

The current deferred tax asset isincluded in Inventories and other current assets at December 31, 2005 and 2006. The non-
current deferred tax asset isincluded in Deferred charges and other non-current assets at December 31, 2005 and 2006.

Carriage records a val uation allowance to reflect the estimated amount of deferred tax assets for which realization is
uncertain. Management reviews the valuation allowance at the end of each quarter and makes adjustmentsiif it is determined
that it is more likely than not that the tax benefits will be realized. The Company reduced its valuation allowance and recorded
deferred tax benefits in the amounts of $0.3 million (equal to $0.01 per diluted share) during 2006.

For federal income tax reporting purposes, Carriage has net operating loss carryforwards totaling $9.7 million available at
December 31, 2006 to offset future Federal taxable income, which expire between 2021and 2025 if not utilized. Carriage also has
approximately $79.5 million of state net operating loss carryforwards that will expire between 2007 and 2026, if not utilized. Based
on management’ sassessment of the various state net operating losses, it was determined that it is more likely than not that the
Company will not be able to realize tax benefits on a substantial amount of the state losses. The valuation allowance at
December 31, 2006 isattributable to the deferred tax asset related to the state operating losses.

16. STOCKHOLDERS EQUITY
Stock Based Compensation Plans

During the period 2004 through 2006 Carriage had five stock benefit plansin effect under which stock option grants or
restricted stock have been issued or remain outstanding: the 1995 Stock Incentive Plan (the “1995 Plan”), the 1996 Stock Option
Plan (the “1996 Plan”), the 1996 Directors’ Stock Option Plan (the “ Directors' Plan™), the 1998 Stock Option Plan for Consultants
(the “Consultants' Plan™) and the 2006 Long Term Incentive Plan (the “2006 Plan”). Substantially all of the options granted
under the plans have ten-year terms. The 1995 Plan expired in 2005 and the 1996 Plan, the Director’s Plan and the Consultants
Pan were terminated during 2006 prior to the approval of the 2006 Plan at the annual shareholders meeting. The expiration and
termination of these plans does not affect the options previously issued and outstanding.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)

16. STOCKHOLDERS EQUITY (continued)

All stock-based plans are administered by the Compensation Committee appointed by the Board of Directors. The 2006 Plan

provides for grants of options as non-qualified options or incentive stock options, restricted stock, stock appreciation rights
and performance awards. Options are granted with an exercise price equal to or greater than the then fair market value of
Carriage’ s Common Stock as determined by the closing price on the date of the option grant. Because of changesin the

Company’ s compensation philosophy, options have not been awarded to officers since 2003 and only a small percentage of

the outstanding options are currently unvested.

The status of each of the plans at December 31, 2006 are as follows (in thousands):

1995 Plan
1996 Plan
Consultants' Plan
Directors Plan
2006 Plan

Total

Shares
Shares Availableto Options
Reserved I ssue Outstanding

- - 358

— - 642

- - 8

- - 235
1,350 1,309 -
1,350 1,309 1,243

A summary of the stock options at December 31, 2004, 2005 and 2006 and changes during the three yearsended is

presented in the table and narrative below:

Y ear ended December 31,

2004 2005 2006
Shares Witd. Avg. Shares Wtd. Avg. Shares Witd. Avg.
(000) Ex Price (000) Ex Price (000) Ex Price
Outstanding at beginning of 1,679 $ 357 1,616 $ 364 1,365 $ 339
period
Granted 110 4.74 24 6.02 24 481
Exercised (134) 246 (178) 299 (87) 301
Canceled or expired (39) 827 (97) 8.93 (59) 6.06
Outstanding at end of year 1,616 364 1,365 339 1,243 332
Exercisable at end of year 1,385 351 1,253 330 1,202 328
Weighted average fair value of
options granted $ 221 $ 322 $ 244

The aggregate intrinsic value of the outstanding and exercisable stock options at December 31, 2006 totaled $2,795,000 and

$2,768,000 respectively.

Thetotal intrinsic value of options exercised during 2004, 2005 and 2006 total ed $354,000, $357,000 and $155,000,

respectively. Asof December 31, 2006, there was $77,000 of unrecognized compensation cost, net of estimated forfeitures,

related to nonvested stock options, which is expected to be recognized over aweighted average period of approximately one
year. Pursuant to the Company’ s adoption of FAS 123R on January 1, 2006, the Company recorded compensation expense
totaling $117,000 in 2006 related to the vesting of stock options.
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16. STOCKHOLDERS EQUITY (continued)

The following table further describes the Company’ s outstanding stock options at December 31, 2006 (shares in thousands):

Options Outstanding

Actual Weighted-

Range of Number Average
Exercise Prices Outstanding Remaining Weighted-
Average

150% increment at 12/31/06 Contractual Life Exercise Price

$1.19 156 632 40 $1.49
$206- 3.09 152 35 $2.89
$3.12- 466 139 6.3 $21
$AT77- 619 268 58 $5.06
$756- 11.00 1 28 $8.06
$13.25- 19.88 45 18 $15.09
$21.00- 27.50 6 0.3 $21.19
$1.19- 2750 1,243 45 $3.32

Employee Stock Purchase Plan

Options Exercisable
Number
Exercisable Weighted-Average
at 12/31/06 Exercise Price
632 $1.49
151 $2.89
102 $4.15
266 $5.05
1 $3.06
45 $15.09
5 $21.19
1,202 $3.28

Carriage provides all employees the opportunity to purchase Common Stock through payroll deductions. Purchases are
made quarterly; the price being 85% of the lower of the price on the grant date or the purchase date. In 2004, employees
purchased atotal of 120,195 shares at aweighted average price of $3.51 per share. In 2005, employees purchased atotal of
86,354 shares at aweighted average price of $4.20 per share. During 2006, employees purchased atotal of 74,536 shares at a

weighted average price of $4.03 per share. Pursuant to the Company’s adoption of FAS 123R on January 1, 2006, compensation

cost totaling approximately $119,000 was expensed in 2006.

Thefair values of stock options granted during the three years and grants at the beginning of each of the years pursuant to

the Company’ s employee stock purchase plan (“ESPP") were estimated using the following weighted average assumptions:

2006 Assumptions:

Stock Options

ESPP

Expected dividend yield 0%
Expected volatility 58%
Risk-free interest rate 4.25%
Expected life (years) 5

2005 Assumptions:

Stock Options

0%

58%

4.25%
25,.50,.75,1

ESPP

Expected dividend yield 0%
Expected volatility 50%
Risk-free interest rate 4.04%
Expected life (years) 5

2004 Assumptions:

Stock Options

0%

50%

4.04%
25,.50,.75,1

ESPP

Expected dividend yield 0%
Expected volatility 47%
Risk-free interest rate 3.00%
Expected life (years) 5

0%

47%

3.00%
25,.50,.75,1

The expected life of the ESPP grants represents the calendar quarters from the grant date (January 1) to the purchase date

(end of each quarter).
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16. STOCKHOLDERS EQUITY (continued)
Restricted Stock Grants
The Company, from time to time, issues shares of restricted common stock to certain officers and key employees of the

Company from the stock benefit plans. A summary of the status of unvested restricted stock awards as of December 31, 2006,
and changes during 2006, is presented below:

Weighted Average

Shares Grant Date

Unvested stock awards (in thousands) Fair Value
Unvested at January 1, 2006 416,500 $.71
Awards 35,000 481
Cancellations (65,250) 492
Vestings (137,500) 456
Unvested at December 31, 2006 248,750 476

The Company recognized $0.4, $0.6 and $0.5 million in compensation cost in 2004, 2005 and 2006, respectively, related to the
vesting of restricted stock awards. Asof December 31, 2006, there was $0.8 million of total unrecognized compensation costs
related to unvested restricted stock awards, which is expected to be recognized over aweighted average period of 1.9 years

Director Compensation Plans

The Company also has a compensation plan for its outside directors under which directors may choose to accept fully
vested shares of the Company’s common stock for all or a portion of their annual retainer and meeting fees, and under which
new directors receive an award of 20,000 shares of common stock at the time of their initial election to the Board, 50% of which
are vested at the grant date and 25% of which vests on the first and second anniversary of the grant. The value of the shares at
the grant date is charged to expense as the shares vest. During the three years 2004 through 2006, the Company issued shares
of common stock to directorstotaling 19,639, 13,709 and 16,649 respectively, in lieu of payment in cash for their fees, the value of
which was charged to operations. Additionally, the non-executive officer directors received a grant of 6,000 fully vested stock
options each on the date of
the annual stockholders meeting during 2004, 2005 and 2006. Pursuant to the Company’s adoption of FAS 123R at the
beginning of 2006, the fair value of the 2006 option grants totaling $59,000 was charged to operations.

17. PREFERRED STOCK
The Company has 40,000,000 authorized shares of preferred stock, none of which is currently issued and outstanding.
18. RELATED PARTY TRANSACTIONS

Asanincentive, the Company entered into an arrangement with aformer owner, who also serves as adirector to pay him
10% of the amount by which the annual field level cash flow exceeds predetermined targetson certain businessesin California
through 2006, with afinal payment payablein 2007 equal to amultiple of six timesthe average of the last three years payments.
The business purpose of the arrangement was to incentivise the individual to provide Carriage with high quality acquisition
targets and to have input in the competitive strategies of those businesses post-acquisition so that cash flows grow over time.
Theterms were determined by reference to similar arrangements within the death care industry. The incentives earned by the
director totaled approximately $110,000, $276,000 and $344,000 for the years 2004, 2005 and 2006, respectively, and afinal
payment of $1,452,000 payable in the first quarter of 2007.
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NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)

19. EARNINGSPER SHARE

The following table sets forth the computation of the basic and diluted earnings per share for 2004, 2005 and 2006:

2004 2005 2006
(in thousands, except per share data)
Numerator:
Net income (loss) from continuing operations $ 9953 $ (993) $ 3826
Net income (loss) from discontinued operations (719) 1,884 (5,242)
Cumulative effect of change in accounting method - 22,756 -
Numerator for earnings per share — net income (10ss) $ 9234 $ (21865) $ (1416)
Denominator:
Denominator for basic earnings per share —
weighted average shares 17,786 18,334 18,545
Effect of dilutive securities:
Stock options 474 — 367
Denominator for diluted earnings per share —weighted
average shares and assumed 18260 18334 18912
Basic earnings (10ss) per share:
Continuing operations $ 0.56 $ (005 $ o2
Discontinued operations (0.04) 0.10 (0.29)
Cumulative effect of change in accounting method - (1.24) -
Net income (loss) $ 052 $ (119 $ (008
Diluted earnings (loss) per share:
Continuing operations $ 055 $ (005 $ 020
Discontinued operations (0.04) 0.10 (0.28)
Cumulative effect of change in accounting method - (1.24) -
Net income (loss) $ 051 $ (119 $ (008

Options to purchase 0.2 million shares were not included in the computation of diluted earnings per share for the year
ended December 31, 2004, because the effect would be antidilutive as the average market price of the common shares.

Options to purchase 1.2 million shares were not included in the computation of diluted earnings per share for the year
ended December 31, 2005, because the effect would be antidilutive and 0.1 million shares because the exercise prices were
greater than the average market price of the common shares.

Options to purchase 0.1 million shares were not included in the computation of diluted earnings per share for the year

ended December 31, 2006, because the effect would be antidilutive as the exercise prices were greater than the average market
price of the common shares.
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20. MAJOR SEGMENTSOF BUSINESS

Carriage conducts funeral and cemetery operations only in the United States.

External revenues from continuing
operations:
2006
2005
2004
Net income (loss) from continuing
operations:
2006
2005
2004
Total assets:
2006
2005
2004
Depreciation and amortization:
2006
2005
2004
Capital expenditures:
2006
2005
2004
Number of operating locations at year
end:
2006
2005
2004
Interest expense
2006
2005
2004
Income tax expense (benefit) from
continuing operations:
2006
2005
2004

Funeral

Cemetery

Corporate

Consolidated

(in thousands, except number of operating locations)

$ 114927
111,643
108,478

$ 18923
18,389
17,554

$ 309,140
322,497
344,940

$ 5,085
5,035
6,260

$ 2,769
2,893
3,484

131
133
135

$ 612
746
879

$ 10571
10,059
10,149

62

$ 36159
37,555
36,115

$ 2,540
4,265
5442

$ 181,225
189,684
205,230

$ 2171
3,028
3127

$ 2154
2,846
1,140

28
29
30

$ 97
107
116

$ 1,307
2,152
3,022

$ (17,637)

(23,647)
(13,043)

$ 74631

58,459
14,986

$ 1432

1273
1,260

$ 1464

2,386
1142

$ 17,805

17,746
15913

$ (9503

(12,667)
(13,000)

$ 151,086
149,198
144,593

$ 3826
(993)
9,953

$  5649%
570,640
565,156

$ 8,688
9,336
10,647

$ 6,387
8,125
5,766

159
162
165

$ 18514
18,599
16,908

$ 2375
(456)
81



NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)

Revenues
Goods:
Funeral
Cemetery
Total goods

Services:
Funerd

Cemetery
Total services

Total revenues

Cost of revenues
Goods:
Funeral
Cemetery
Total goods

Services:
Funeral
Cemetery

Total services

Total cost of revenues
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21. SUPPLEMENTAL DISCLOSURE OF STATEMENT OF OPERATIONSINFORMATION

For theyear ended

2004 2005 2006

$ 47460 $ 48594 $ 49451
$ 2602 $ 26773 $ 24385
$ 73552 $ 75367 $ 73836
$ 61018 $ 63049 $ 65476
$ 10023 $ 10782 $ 11774
$ 71041 $ 7381  $ 77,250
$ 144503 $ 149108 $ 151086
$ 4120 $ 4559 $ 46297
$ 10620 $ 22190 $ 23009
$ 63740 $ 67,789 $ 69306
$ B774 $ 3682 $ 3B/52A
$ 7917 $ 8840 $ 9207
$ 43691 $ 45692 $ 47,728
$ 107431 $ 113481 3§ 117034



NOTESTO CONSOLIDATED FINANCIAL STATEMENTS (continued)
22. QUARTERLY FINANCIAL DATA (UNAUDITED)

Thetables below set forth consolidated operating results by fiscal quarter for the years ended December 31, 2005 and 2006,
in thousands, except earnings per share.

First Second Third Fourth
Quarter Quarter Quarter _Quarter

2006

Revenue from continuing operations $ 41042 $ 37253 $ K125 $ 37,666
Gross profit from continuing operations 10,684 8,038 5,647 9,683
Income (loss) from continuing operations 2,263 629 (502) 1,436
Income (loss) from discontinued operations (3,998 74 (63) (1,255)
Net income (loss) $(1735 $ 703 $ (565 $ 181
Basic earnings per common share:

Income (loss) from continuing operations $ 012 $ 004 $ (003) $ 008
L oss from discontinued operations (0.21) — = (0.07)
Net income (loss) per basic share $ 009 $ 004 $ (003 $ 001
Diluted earnings per common share:

Income (loss) from continuing operations $ 012 $ 004 $ (003 $ 008
L oss from discontinued operations (0.21) - - (0.07)
Net income (loss) per diluted share $ 009 $ 004 $ (003 $ 001

2005

Revenue from continuing operations $ 40172 $ 36675 $ 3B $ 37,260
Gross profit from continuing operations 11,522 8516 7,674 8,005
Income (loss) from continuing operations (1,563) 92 17 461
Income from discontinued operations 759 140 653 332
Cumulative effect of change in accounting method (22,756) - - -
Net income (loss) $ (23560) $ 22 $ _6/0 ¢ 793
Basic earnings per common share:

Income (loss) from continuing operations $ (009 $ 001 $ - $ 002
Income from discontinued operations 0.04 - 004 0.02
Cumulative effect of change in accounting method (1.24) - - -
Net income (loss) per basic share $ (1299 $ 001 $ 004 $ 004
Diluted earnings per common share;

Income (loss) from continuing operations $ (009 $ 001 $ - $ 002
Income from discontinued operations 004 - 0.04 0.02
Cumulative effect of change in accounting method (1.24) — - -
Net income (loss) per diluted share $ 1290 $ 001 $ 004 $ 004

(a) Earnings per share are computed independently for each of the quarters presented. Therefore, the sum of the quarterly per
share amounts does not equal the total computed for the year due to rounding and stock transactions which occurred
during the periods presented.



NOTESTO CONSOLIDATED FINANCIAL STATEMENT S (continued)
23. SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
The following information is supplemental disclosure for the Consolidated Statement of Cash Flows (in thousands):

Year Ended December 31,

2004 2005 2006
Cash paid for interest and financing costs $ 984 $ 33169 $ 18,096
Cash paid (refunded) for income taxes $ ) $ 275 $ (312
Stock issued to directors or officers $ 466 $ 1338 $ 168
Net (gain) loss on sale of business assets $ 650 $ 582 $ (513
Loss on early extinguishment of debt $ - $ 978 $ -
Loss on sale of trust investments $ 235 $ - $ -
Net depositsin preneed funeral trust investments $  (6190) $ (51398 $ (573}
Net depositsin cemetery trust investments $ (4412 $  (309%) $ (5463
Net depositsin perpetual care trust investments $ (393 $ (1,155 $ (5227
Net withdrawalsin preneed funeral trust
receivables $ 1834 $ 1,195 $ 617
Net (deposits) withdrawalsin cemetery trust
receivables $ 152 $  (467) $ 131
Net withdrawalsin preneed funeral contracts $ 1164 $ 663 $ 604

Net depositsin preneed funeral trust accounts
increasing deferred revenue $ 6,300 $ 2318 $ 5006
Net deposits (withdrawals) in cemetery trust

accounts increasing (decreasing) deferred

revenue $ (21098 $ 10074 $ 5089
Net deposits (withdrawals) in preneed funeral trust

accounts increasing (decreasing) noncontrolling

interests $ (1,289 $ 134 $ (1,310
Net deposits (withdrawals) in cemetery trust

accounts increasing (decreasing) noncontrolling

interests $ 3919 $ (379 $ 716
Depositsin perpetual care trust accounts
increasing noncontrolling interests $ 29 $ 900 $ 3120
Proceeds from the issuance of common stock
through the employee stock purchase plan $ 377 $ 406 $ 311
Proceeds from the exercise of stock options $ 300 $ 530 $ 256
Restricted cash investing and financing activities:
Proceeds from the sale of availablefor sale
securities of the funeral and cemetery trusts $ 51,323 $ 51775 $ 73887
Purchase of available for sale securities of the
funeral and cemetery trusts $ 59644 $ 61,223 $ 62323
Net deposits (withdrawals) in trust accounts
increasing (decreasing) noncontrolling interests $ (878) $ (210) $ (11,789
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24. SUBSEQUENT BUSINESSACQUISITION AND SALES

Effective January 1, 2007, the Company acquired a combination funeral home and cemetery business and a funeral
home businessin Texas. The Company acquired substantially all the assets and assumed certain operating liabilities
including obligations associated with existing preneed contracts in exchange for $11.1 million in cash.

On January 16, 2007, the Company completed the sale of afuneral home business that was held for sale at December 31,
2006. The Company received net cash proceeds of $1.0 million. Losses of less than $0.1 million were recorded due to
additional expenses related to the sale of the business. On February 26, 2007, the Company closed on asale of afuneral
business that was held for sale at December 31, 2006. The sale transaction generated net cash proceeds totaling $1.4 million
and again of approximately $0.7 million.

In November 2006, the Company entered into an Agreement to acquire substantially all the assets and assume certain

liabilities of acombination funeral home and cemetery businessin Californiain exchange for acash payment at closing in
the amount of $8.0 million. The acquisition is expected to close in April 2007.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Carriage Services, Inc.:

We have audited in accordance with the standards of the Public Company Accounting Oversight Board (United States), the
consolidated financial statements of Carriage Services, Inc. and subsidiaries for 2006 and 2005 included in this Form 10-K, and
have issued our report thereon dated March 9, 2007. Our audits for the years ended December 31, 2006, 2005 and 2004, were
made for the purpose of forming an opinion on the basic financial statements taken asawhole. The schedule listed in Part 1V,
Item 15 (a)(2) for Carriage Services, Inc. and subsidiaries is the responsibility of the Company's management and is presented for
purposes of complying with the Securities and Exchange Commission's rules and is not part of the basic financial statements.
This schedul e has been subjected to the auditing procedures applied in the audit of the basic financial statements and, in our
opinion, fairly statesin all material respectsthe financial datarequired to be set forth therein in relation to the basic financial
statements taken as awhole.

Asdiscussed in Note 3 to the consolidated financial statements, the Company changed its method of accounting for preneed

selling costsin 2005, and as discussed in Note 1 to the consolidated financial statements, effective January 1, 2006, the
Company adopted the provisions of Statement of Financial Accounting Standards No. 123R, Share-Based Payment.

IIKPMG LLP

Houston, Texas
March 9, 2007
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CARRIAGE SERVICES, INC.
SCHEDULE 1 -- VALUATION AND QUALIFYING ACCOUNTS
(in thousands)

Charged to Balance
Beginning Costsand End of
Description of year Expenses Deduction Y ear

Year ended December 31, 2004:

Allowance for bad debts, current portion $ 187 $ 575 $ 1442 $ 940

Allowance for cemetery bad debts and contract

cancellations, noncurrent portion $ 683 $ 1610 $ 1746 $ 547

Environmental remediation reserves $ 21 $ - $ 18 $ 103

Employee severance accruals $ 1435 % 395 $ 808 $ 1022

Office closing and other accruals $ 839 $ - $ 507 $ 332
Year ended December 31, 2005:

Allowance for bad debts, current portion $ 940 $ 204 $ 2027 $ 937

Allowance for cemetery bad debts and contract

cancellations, noncurrent portion $ 547 $ 624 $ 693 $ 478

Environmental remediation reserves $ 103 $ 110  $ 70 $ 143

Employee severance accruals $ 102 $ 3B $ 120 $ 157

Office closing and other accruals $ 32 % 3 $ 265 $ 70
Year ended December 31, 2006:

Allowance for bad debts, current portion $ W7 $ 192 $ 194 $ 95

Allowance for cemetery bad debts and contract

cancellations, noncurrent portion $ 47 $ 1948 $ 1934 $ 492

Environmental remediation reserves $ 143 $ 1033  $ 24 % 352

Employee severance accruals $ 157 $ 451 $ 482 3% 126

Office closing and other accruals $ 70 $ - $ 70 $ —
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ITEM 9. CHANGESIN AND DISAGREEMENTSWITH ACCOUNTANTSON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.
ITEM 9A. CONTROLSAND PROCEDURES
Management’s Evaluation of Disclosure Controlsand Procedures
Our management, including our principal executive and financial officers, has evaluated the effectiveness of our disclosure
controls and procedures to ensure that the information required to be disclosed in our filings under the Securities Exchange Act
of 1934 isrecorded, processed, summarized and reported within the time periods specified in the Securities and Exchange
Commission’srules and forms, and to ensure that such information is accumulated and communicated to management, including
our principal executive and financial officers, as appropriate to allow timely decisions regarding required disclosure. Based on
such evaluation, our principal executive and financial officers have concluded that such disclosure controls and procedures
were effective, as of December 31, 2006 (the end of the period covered by this Annual Report on Form 10-K).

Assessment of I nternal Control Over Financial Reporting

Management’ sreport on our internal control over financial reporting is presented on page 30 of this Annual Report on Form 10-

K. Thereport of KPMG LLP relating to management’ s assessment of the effectiveness of internal control over financial

reporting and the effectiveness of internal control over financial reporting, the Consolidated Financial Statements and the

financial statement schedul e are presented on pages 31, 32 and 68, respectively, of this Annual Report on Form 10-K.
Changesin Internal Control Over Financial Reporting

Our management report on internal control over financial reporting for the year ended December 31, 2006 did not report any
material weaknessesin our internal control over financial reporting or any changesin our internal control over financial

reporting.

ITEM 9B. OTHER INFORMATION

None.
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PART I1I
ITEM 10. DIRECTIORS, EXECUTIVE OFFICERSAND CORPORATE GOVERNANCE
The information required by Item 10 isincorporated by reference to the registrant’ s definitive proxy statement relating to its
2007 annual meeting of stockholders, which proxy statement will be filed pursuant to Regulation 14A of the Securities Exchange
Act of 1934, as amended (the “ Exchange Act”), within 120 days after the end of the last fiscal year.
ITEM 11. EXECUTIVE COMPENSATION

Theinformation required by Item 11 isincorporated by reference to the registrant’ s definitive proxy statement relating to its
2007 annual meeting of stockholders, which proxy statement will be filed pursuant to Regulation 14A of the Exchange Act within
120 days after the end of the last fiscal year.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERSAND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

Theinformation required by Item 12 isincorporated by reference to the registrant’ s definitive proxy statement relating to its
2007 annual meeting of stockholders, which proxy statement will be filed pursuant to Regulation 14A of the Exchange Act within
120 days after the end of the last fiscal year.

ITEM 13. CERTAIN RELATIONSHIPSAND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

Theinformation required by Item 13 isincorporated by reference to the registrant’ s definitive proxy statement relating to its
2007 annual meeting of stockholders, which proxy statement will be filed pursuant to Regulation 14A of the Exchange Act within
120 days after the end of the last fiscal year.

ITEM 14. PRINCIPAL ACCOUNTANT FEESAND SERVICES
Theinformation required by Item 14 isincorporated by reference to the registrant’ s definitive proxy statement relating to its

2007 annual meeting of stockholders, which proxy statement will be filed pursuant to Regulation 14A of the Exchange Act within
120 days after the end of the last fiscal year.
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PART IV
ITEM 15. EXHIBITSAND FINANCIAL STATEMENT SCHEDULES
(@ 1 FINANCIAL STATEMENTS

Thefollowing financial statements and the Report of Independent Registered Public Accounting Firm arefiled as a part of
this report on the pages indicated:

Page
Management’ s Report on Internal Control over Financial Reporting 31
Attestation of Independent Registered Public Accounting Firm........cccccccvvvvvenene. 32
Report of Independent Registered Public Accounting Firm.........cccccveeciecccnnnns 33
Consolidated Balance Sheets as of December 31, 2005 and 2006 ..........c.creeeeererereneeeirerenseseseseeaseseseeens A
Consolidated Statements of Operations for the Y ears Ended December 31, 2004, 2005 and 2006..... 35

Consolidated Statements of Changes in Stockholders' Equity for the Y ears Ended December 31, 2004,

PO 0= 00 L0 TR 36
Consolidated Statements of Cash Flows for the Y ears Ended December 31, 2004, 2005 and 2006.... 37
Notes to Consolidated FinanCial StALEMENTS .......cociiiiiiciiccice ettt renaban 38

(@ 2 FINANCIAL STATEMENT SCHEDULES

Thefollowing Financial Statement Schedule and the Report of Independent Registered Public Accounting Firm on Financial
Statement Schedule are included in this report on the pages indicated:

Page
Report of Independent Registered Public Accounting Firm on Financial Statement Schedule......... 67
Financial Statement Schedule Il -- Valuation and Qualifying ACCOUNLS..........ccccverireeerrreneeeneseeseenenens 63

All other schedules are omitted as the required information isinapplicable or the information is presented in the
Consolidated Financial Statements or related notes.

@ 3 EXHIBITS
The exhibitsto this report have been included only with the copies of this report filed with the Securities and Exchange

Commission. Copies of individual exhibitswill be furnished to stockholdersupon written request to Carriage Services, Inc. and
payment of areasonable fee.

Exhibit No. Description
31 Amended and Restated Certificate of Incorporation, as amended, of the Company.

Incorporated herein by reference to Exhibit 3.1 to the Company’s Annual Report on Form 10-
K for itsfiscal year ended December 31, 1996.

32 Certificate of Amendment dated May 7, 1997. Incorporated by reference to Exhibit 10.2 to the
Company’s Quarterly Report on Form 10-Q for itsfiscal quarter ended September 30, 1997.

33 Certificate of Amendment dated May 7, 2002. Incorporated by reference to Exhibit 3.1 to the
Company’s Quarterly Report on Form 10-Q for itsfiscal quarter ended June 30, 2002.

34 Certificate of Designation of the Company’s Series G Junior Participating Preferred Stock.
Incorporated by reference to Exhibit C to the Rights Agreement with American Stock
Transfer & Trust Company dated December 18, 2000, which is attached as Exhibit 1 to the
Company’s Form 8-A filed December 29, 2000.

35 Amended and Restated Bylaws of the Company. Incorporated by reference to Exhibit 3.2 to
the Company’ s Registration Statement on Form S-1 (File No. 333-05545).

36 Amendments to the Bylaws of the Company effective December 18, 2000. Incorporated by
reference to Exhibit 3.9 to the Company’s Annual Report on Form 10-K for its year ended
December 31, 2001.

41 Certificate of Trust of Carriage Services Capital Trust. Incorporated by reference to Exhibit
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42

43

44

45

46

47

48

49

4.10

411

412

101

10.2

103

104

4.6 to the Conpany’s Form S-3 Registration Statement No. 333-84141.

Amended and Restated Declaration of Trust of Carriage Services Capital Trust, dated June 3,
1999 among the Company, Wilmington Trust Company, Wilmington Trust Company, and
Mark W. Duffey, Thomas C. Livengood and Terry E. Sanford. Incorporated by reference to
Exhibit 4.7 to the Company’ s Form S-3 Registration Statement No. 333-84141.

Indenture for the Convertible Junior Subordinated Debentures due 2029 dated June 3, 1999
between the Company and Wilmington Trust Company. Incorporated by reference to
Exhibit 4.8 to the Company’ s Form S-3 Registration Statement No. 333-84141.

Form of Carriage Services Capital Trust 7% Convertible Preferred Securities.  Incorporated
by reference to Exhibit 4.10 to the Company’ s Form S-3 Registration Statement No. 333-
84141.

Form of the Company’s Convertible Junior Subordinated Debentures due 2029.
Incorporated by reference to Exhibit 4.11 to the Company’ s Form S-3 Registration Statement
No. 333-84141.

Preferred Securities Guarantee dated June 3, 1999 between the Company and Wilmington
Trust Company. Incorporated by reference to Exhibit 4.12 to the Company’s Form S-3
Registration Statement No. 333-84141.

Common Securities Guarantee, dated June 3, 1999 by Carriage Services, Inc. as Guarantor.
Incorporated by reference to Exhibit 4.13 to the Company’ s Form S-3 Registration Statement
No. 333-84141.

Amendment No. 1 to Amended and Restated Declaration of Trust of Carriage Services
Capital Trust. Incorporated by reference to Exhibit 4.14 to the Company’s Form S-3
Registration Statement No. 333-84141.

Rights Agreement with American Stock Transfer & Trust Company dated December 18, 2000.
Incorporated by reference to Exhibit 1 to the Company’ s Form 8-A filed December 29, 2000.

Indenture dated as of January 27, 2005 between Carriage Services, Inc., the Guarantors
named therein, as Guarantors, and Wells Fargo Bank, National Association, astrustee.
Incorporated herein by reference to Exhibit 4.1 to the Company’ s current report on Form 8-K
dated January 27, 2005.

Credit Agreement dated April 27, 2005 among Carriage Services, Inc., asthe Borrower, Bank
of

America, N.A. asthe Administrative Agent, Swing Line Lender and L/C Issuer, Wells Fargo
Bank of Texas, National Association, as Syndication Agent and Other Lenders.

Incorporated by reference to Exhibit 4.5 to the Company’ s Quarterly Report on Form 10-Q for
itsfiscal quarter ended June 30, 2005.

Amendment No. 1 to the Credit Agreement dated August 31, 2005 among Carriage Services,
Inc., asthe Borrower, Bank of America, N.A. asthe Administrative Agent, Swing Line Lender
and L/C Issuer, Wells Fargo Bank of Texas, National Association, as Syndication Agent and
Other Lenders. Incorporated by reference to Exhibit 4.1 to the Company’s Quarterly Report
on Form 10-Q for itsfiscal quarter ended September 30, 2005.

Amended and Restated 1996 Stock Option Plan. Incorporated herein by reference to Exhibit
10.24 to the Company's Annual Report on Form 10-K for itsfiscal year ended December 31,
199%. T

Amendment No. 2 to 1996 Stock Option Plan. Incorporated by reference to Exhibit 10.2 to the
Company’ s Form S-8 Registration Statement No. 333-85961. T

Second Amended and Restated 1996 Stock Incentive Plan. Incorporated by reference to
Appendix C to the Company’s 2005 Schedule 14A. t

Second Amended and Restated 1996 Director’ s Stock Option Plan. Incorporated by
reference to Exhibit 99.1 to the Company’ s 2000 Schedule 14A. T

72



105

106

10.7

10.8

109

10.10

1011

1012

1013

10.14

10.15

10.16

10.17

*10.18

*10.19

*10.20

*10.21

*10.22

*10.23

1998 Stock Option Plan for Consultants. Incorporated by reference to Exhibit 10.1 to the
Company’s Form S-8 Registration Statement No. 333-62593. T

Amendment No. 1 to the 1997 Employee Stock Purchase Plan. Incorporated by reference to
Appendix B to the Company’s 2005 Schedule 14A. t

Employment Agreement with Melvin C. Payne, dated November 8, 1999. Incorporated by
reference to Exhibit 10.11 to the Company’s Annual Report on Form 10-K for itsfiscal year
ended December 31, 1999. T

Indemnity Agreement with Melvin C. Payne dated December 18, 2000. Incorporated by
reference to Exhibit 10.20 to the Company’s Annual Report on Form 10-K for itsfiscal year
ended December 31, 2000. T

Indemnity Agreement with Mark F. Wilson dated December 18, 2000. Incorporated by
reference to Exhibit 10.24 to the Company’ s Annual Report on Form 10-K for itsfiscal year
ended December 31, 2000. T

Indemnity Agreement with Ronald A. Erickson dated December 18, 2000. Incorporated by
reference to Exhibit 10.27 to the Company’ s Annual Report on Form 10-K for itsfiscal year
ended December 31, 2000. T

Indemnity Agreement with Vincent D. Foster dated December 18, 2000. Incorporated by
reference to Exhibit 10.28 to the Company’s Annual Report on Form 10-K for itsfiscal year
ended December 31, 2000. t

Employment Agreement with George J. Klug dated May 7, 2002. Incorporated by reference
to Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for its quarter ended June
30, 2002. T

Indemnity Agreement with Joe R. Davis dated May 13, 2003. Incorporated by reference to
Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for its quarter ended June 30,
2003. t

Indemnity Agreement with Joseph Saporito dated May 13, 2003. Incorporated by reference
to Exhibit 10.2 to the Company’s Quarterly Report on Form 10-Q for its quarter ended June
30, 2003. T

Indemnity Agreement with George J. Klug dated May 13, 2003. Incorporated by reference to
Exhibit 10.5 to the Company’ s Quarterly Report on Form 10-Q for its quarter ended June 30,
2003. t

Employment Agreement with George J. Klug dated March 30, 2005. Incorporated by
reference to Exhibit 10.2 to the Company’ s Quarterly Report on Form 10-Q for its quarter
ended March 31, 2005. T

Employment Agreement with Joseph Saporito dated November 4, 2005. Incorporated by
reference to Exhibit 10.19 to the Company’s Annual Report on Form 10-K for its fiscal year
ended December 31, 2005. T

Termination Agreement with James J. Benard dated July 17, 2006. T
Employment Agreement with J. Bradley Green dated September 11, 2006. T

Contingent Asset Sale Agreement dated November 22, 2006 among Carriage Cemetery
Services, Inc. and SCI Funeral Services, Inc.

Asset Purchase Agreement dated December 15, 2006 among Carriage Cemetery Services, Inc.
and Seaside Cemetery, Inc.

Amendment No. 1 to the Contingent Asset Sale Agreement dated January 22, 2007 among
Carriage Cemetery Services, Inc. and Alderwoods Group (California), Inc.

Amendment No. 2 to the Contingent Asset Sale Agreement dated February 26,2007 among
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*12
14

181

*21.1
*23.1
*311
*31.2

*32

(*) Filed herewith.

Carriage Cemetery Services, Inc. and Alderwoods Group (California), Inc.
Calculation of Ratio of Earningsto Fixed Charges.

Code of Business Conduct and Ethics. Carriage’ s Code of Business Conduct and Ethicsis
available on the website www.carriageservices.com.

Preferability letter from registered public accounting firm regarding change in accounting
method dated August 1, 2005. Incorporated by reference to Exhibit 18.1 to the Company’s
Quarterly Report on Form 10-Q for its quarter ended June 30, 2005.

Subsidiaries of the Company.

Consent of KPMG LLP.

Certification of Periodic Financial Reports by Melvin C. Paynein satisfaction of Section 302
of the Sarbanes-Oxley Act of 2002.

Certification of Periodic Financial Reports by Joseph Saporito in satisfaction of Section 302
of the Sarbanes-Oxley Act of 2002.

Certification of Periodic Financial Reports by Melvin C. Payne and Joseph Saporito in
satisfaction of Section 906 of the Sarbanes-Oxley Act of 2002.

(1) Management contract or compensatory plan or arrangement required to be filed as an exhibit hereto.
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S GNATURES

PURSUANT TO THE REQUIREMENTSOF SECTION 13 OR 15(d) OF THE SECURITIESEXCHANGE ACT OF 1934, THE
REGISTRANT HASDULY CAUSED THISREPORT ON ITSBEHALF BY THE UNDERS GNED, THEREUNTO DULY
AUTHORIZED ON MARCH 9, 2007.

CARRIAGE SERVICES, INC.

By: /s Melvin C. Payne
Melvin C. Payne
Chairman of the Board, Chief Executive Officer, and President

Pursuant to therequirements of the Securities Exchange Act of 1934, thisreport has been signed below by the following
personson behalf of theregistrant and in the capacitiesand on the datesindicated.

Signature Title Date
/sl Melvin C. Payne Chairman of the Board, Chief Executive
Melvin C. Payne Officer, President and Director (Principal March 9, 2007
Executive Officer)
/sl Joseph Saporito Executive Vice President, Chief Financial
Joseph Saporito Officer and Secretary (Principa Financial March 9, 2007
Officer)
/sl Terry E. Sanford Senior Vice President, Treasurer and
Terry E. Sanford Chief Accounting Officer (Principal March 9, 2007
Accounting Officer)
/s/ Joe R. Davis Director March 9, 2007
Joe R. Davis
/s/ Ronald A. Erickson Director March 9, 2007

Ronald A. Erickson

/sl Vincent D. Foster Director March 9, 2007
Vincent D. Foster

/sl Mark F. Wilson Director March 9, 2007
Mark F. Wilson
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