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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CORNERSTONE BANCSHARES, INC.

PRESENTATION OF FINANCIAL INFORMATION

The 2005 financial information in this report hag been audited. The information included hereioutth be read in conjunction with 1
notes to the consolidated financial statementsided in the 2004 Annual Report to Shareholders hviias furnished to each shareho
of Cornerstone Bancshares, Inc. (“Cornerstonie”March of 2005. The consolidated financial statats presented herein conforr
generally accepted accounting principles and teg@rndustry practices.

Consolidation

The accompanying consolidated financial statemigrdside the accounts of Cornerstone and its sudrgidiornerstone Community Be
(the “Bank”).

Substantially all intercompany transactions, psodihd balances have been eliminated.
Accounting Policies

During interim periods, Cornerstone follows the@atting policies set forth in its 1RSB for the year ended December 31, 2004, as
with the Securities and Exchange Commission. SIbeeember 31, 2004, there have been no changesyimaounting principles
practices, or in the method of applying any sudhgiples or practices.

Interim Financial Data (Unaudited)

In the opinion of Cornerstor@management, the accompanying interim financééstients contain all material adjustments, comgjsinly
of normal recurring adjustments necessary to ptesadty the financial condition, the results ofeptions, and cash flows for the inte
period. Results for interim periods are not nea@lgsadicative of the results to be expected fduthyear.

Earnings Per Common Share

Basic earnings per share (“EP$)computed by dividing income available to comnsbareholders (numerator) by the number of con
shares outstandinfdenominator). Diluted EPS is computed by dividingome available to common shareholders (numerdiprihe
adjusted number of shares outstanding (denominaitbg adjusted number of shares outstanding reftbet potential dilution occurring
securities or other contracts to issue common staele exercised or converted into common stockltieguin the issuance of comm
stock that share in the earnings of the entity.




PART | — FINANCIAL INFORMATION

Item 1. Financial Statements

CONSOLIDATED BALANCE SHEET

ASSETS

Cash and due from ban

Due from banks time depos
Federal funds sol

Investment securities available for s
Investment securities held to matui
Federal Home Loan Bank sto
Loans, less allowance for loan Ic
Premises and equipment, |

Accrued interest receivab

Excess cost over fair value of assets acqt
Other asset

Total asset

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits

Noninteres-bearing

NOW accountt

Savings deposits and money market acca

Time deposits of $100,000 or mc

Time deposits of less than $100,(

Total deposit:

Federal funds purchased and securites sold lagreement to repurcha
Federal Home Loan Bank advance and note pa

Accrued interest payab
Other liabilities

Total Liabilities

Stockholders' Equit

Common stocl

Commom stock subscribg

Additional paic-in capital

Retained Earning

Accumulated other comprehensive inca

Stock subscription receivak

Total Stockholders' Equit

Total liabilities and stockholders equ

Unaudited Unaudited
March 31, December 31 March 31,
2005 2004 2004
$ 7,885,43! 6,900,05: 4,970,77:
11,030,00 - 1,705,00!
28,880,59 26,470,69 22,581,47.
381,72: 390,59¢ 583,52;
937,60( 854,20( 675,90(
217,109,38 202,555,86 167,233,01
5,948,80: 5,967,73! 4,858,17!
1,213,83! 1,184,47: 854,66
2,541,47 2,541,47 2,541,47
1,852,17 1,749,53! 1,654,62
$ 277,781,04 248,614,63 207,658,62
$ 33,303,41 34,024,24 27,360,07
35,019,53 32,855,39 25,964,90
46,096,95 31,211,45 31,191,87
30,600,24 30,089,05 22,206,56
69,001,77 59,652,75 56,643,88
214,021,90 187,832,90 163,367,30
2,835,88! 7,409,16. 3,108,21!
32,000,00 27,000,00 22,400,00
111,14 91,59t 97,21
1,426,14. 1,473,65! 1,222,99.
250,395,08 223,807,31 190,195,72
3,011,33. 2,868,82. 1,243,61
- 119,96 -
19,255,07. 19,160,93 12,193,31
5,181,17! 4,340,98: 3,819,23I
(61,619 116,03« 206,73:
27,385,96 26,606,73 17,462,89
- (1,799,41) S
27,385,96 24,807,32 17,462,89
$ 277,781,044 $ 248,61463 $ 207,658,62




CONSOLIDATED STATEMENTS OF INCOME

INTEREST INCOME

Interest and fees on loa
Interest on investment securiti
Interest on federal funds sc
Interest on other earning ass

Total interest incom

INTEREST EXPENSE

Now accountt

Money market accoun

Savings accoun

Time deposits of less than $100,(

Time deposits of $100,000 or mc

Federal funds purchas

Securities sold under agreements to repurc
Federal Home Loan Bank Advan

Other Borrowings

Total interest expens

Net interest income before the provision for loassk:

Provision for loan losse

Net interest income after the provision for loassles

NONINTEREST INCOME
Service charges on deposit accol

Net securities gains (losse
Other income

Total noninterest incomr

NONINTEREST EXPENSE
Salaries and employee bene

Occupancy and equipment expe
Other operating expen:

Total noninterest expen:

Income before provision for income tay
Provision for income taxe

NET INCOME

Basic net income per common sh
Diluted net income per common shi
Dividends declared per common sh

Unaudited

Three months ended

March 31,

2005 2004
4,033,68 $ 2,844,78:
265,13: 231,10¢
21,65( 1,571
2,03( 42¢€
4,322,49: 3,077,89i
65,531 23,58¢
169,05¢ 82,95
12,93: 9,037
411,61 373,84(
204,52( 138,30
12,96 4,28¢
14,00¢ 3,51¢
244.,68: 169,19
- 2,74z
1,135,31. 807,45’
3,187,17 2,270,43!
210,00( 160,00
2,977,17' 2,110,43!
154,44 165,40
147,27( 182,21
301,71 347,61!
1,091,61! 910,70¢
256,72: 233,12¢
556,37( 460,37
1,904,70 1,604,20:
1,374,18! 853,84t
534,00( 330,50(
840,18¢ $ 523,34¢
0.2¢ % 0.21
0.2¢ 0.2C




CONSOLIDATED STATEMENTS OF CASH FLOW

For the Three Months Ended March

Cash flows from operating activitie
Net income

Adjustments to reconcile net incorto net cash provided by operating actvit

Provision for loan losse

Provision for no-bank product:

Net Charg-offs

Depreciation and amortizatic
Accrued interest receivab

Accrued interest payab

Changes in other assets and liabili

Net cash provided by (used in) operating activi

Cash flows from investing activitie
Purchase of investment securities: A
Purchase of investment securities: H’
Proceeds from security transactions: £
Proceeds from security transactions: H
Purchase of due from banks time depc
Purchase of FHLB stoc

Net increase in loar

Purchase of bank premises and equipr

Net cash provided by (used in) investing activi

Cash flows from financing activitie
Net increase in deposi
Net increase in securities sold under agreementpiarchas:

Net increase of FHLB advanc
Issuance of common sto

Net cash provided by (used in) financing activi

Net increase (decrease) in cash and cash equis

Cash and cash equivalents beginning of pe
Cash and cash equivalents end of pe

2005 2004
$ 840,18¢ $ 523,34
$ 210,000 $ 160,00
$ 83,87
(29,899 (57,399
172,16¢ 86,40¢
(29,367) 84,10:
19,55( (4,952)
(150,149 179,26¢
1,116,36 970,77
(5,883,44)) (1,412,14)
3,193,12: 3,599,441
13,18¢ 56,74«
(83,400)
(14,733,82) (12,057,29)
(138,46() (661,89)
(17,632,81) (10,475,14)
26,189,00 4,015,02
(4,573,27) (2,975,86))
5,000,001 5,000,001
1,916,10: 9,90(
28,531,83 6,049,06i
12,015,38 (3,455,30)
6,900,05. 10,131,07
$ 1891543 $  6,67577




Accumulate!

Common Additional Retainec Other Stock Total
Comprehensiv. Common  Stock Paic-in Earnings Comprehensiv Subscription Stockholder:
Income Stock Subscribe  Capital (Deficit) Income Receivable Equity
BALANCE, December 31,
2004 2,868,82. 119,96. 19,160,93  4,340,98 116,03: (1,799,41) 24,807,322
Redemption of Common
Stock - - -
Issuance of Common Sto 22,55( 94,13¢ 116,68¢
Stock Subscriptions
Redeeme: 119,96 (119,96) 1,799,41' 1,799,41!
Comprehensive Incom
Net Income 840,18 840,18 840,18
Other comprehensive
income, net of tax
Unrealized holding
gains (losses) on
securities availabl
for sale, net of
reclassification
adjustmen (177,657 (177,652 (177,652

Total comprehensivi
income 662,53’

BALANCE, March 31, 200t 3,011,33 0 19,255,07. 5,181,17 (61,61 0 27,385,96




Sock Based Compensation

The company has two stock-based compensation plaescompany applies the recognition and measurepmnirciples of APB Opinion No.
25, "Accounting for Stock Issued to Employees," agidted interpretations in accounting for thosnpl No stock-based employee
compensation is reflected in net income as allomgtigranted under these plans have an exercigequial to or above the market value of
the underlying common stock on the date of thetgrEme following table illustrates the effect ort imcome and earnings per share if the
company had applied the fair value recognition mions of FASB Statement No. 123, "Accounting feock-Based Compensation,” to stock-
based compensation.

Mar-05 Mar-04 Dec-04 Dec-03
Net Income, as reporte $ 840,18¢ $ 523,34¢ $ 2,571,08¢ $ 1,881,85!
Deduct: Total Stock-based employee compensatioaresgpdeterminet
under f air value method for all awards, net ofriflated tax effects ($54,049) ($49,469) ($49,469) ($36,967)
Pro Forma Net Income $ 786,14. $ 47387 $ 2,521,61. $ 1,844,89
Earnings Per Share:
Basic-as reported $ 02¢ $ 021 $ 10 $ 0.7¢€
Basic-pro forma $ 027 % 0.1¢ $ 1.01 $ 0.74
Diluted-as reported $ 0.2¢ $ 0.1¢ $ 09z $ 0.71
Diluted-pro forma $ 024 % 017 % 09C % 0.6¢
Stock Amounts
Average Common Stock Issued as of: [1] 2,947,59 2,487,08! 2,490,34I 2,475,20:
Effect of dilutive stock options: 303,03: 223,57 308,87« 184,76
[1] The number of average common shares issued asrahN804 and December 2003 reflect the retroactiljestment caused |

a two-for-one stock split in the form of a 100%c#talividend which occurred September 15, 2004.
Off-Balance Sheet Arrangements

The Bank is a party to financial instruments wiffrloalance sheet risk in the normal course of busitesseet the financing needs of
customers. These financial instruments include ditgrietters of credit and various commitments téepd credit. At March 31, 20(C
commitments under standby letters of credit andsimuised loan commitments aggregated $33,662,06d BRnks credit exposure for the
financial instruments is represented by their amttral amounts. The Bank does not anticipate antermmahlosses as a result of
commitments under standby letters of credit andalmaised loan commitments.




Forward-Looking Statements

Certain written and oral statements made by or thi¢éhapproval of an authorized executive officelCofnerstone may constitute “forward-
looking statements” as defined under the PrivateufStes Litigation Reform Act of 1995. Words ornakes such as “should resultdré
expected to,” “we anticipate,” “we estimate,” “weofect” or similar expressions are intended to tidgrforward-looking statements. The
statements are subject to certain risks and uricges that could cause actual results to differtamally from Cornerstones’ historica
experience and its present expectations or projxtiThese risks and uncertainties include, bumatdimited to, unanticipated econor
changes, interest rate fluctuations and the impacobmpetition. Caution should be taken not to elaadue reliance on any such forward-
looking statements since such statements spealasrdf the date they are made.

” o, ” o,

Item 2. Management's Discussion and Analysis or Rteof Operation.
Introduction

Cornerstone Bancshares, Inc. (“Cornerstorie”a bank holding company and the parent of Cotoees Community Bank,
Tennessee banking corporation (the “Bank”) thatrates in and around Hamilton County, Tennessee BEm's business consists prima
of attracting deposits from the general public amith these and other funds, originating real estaans, consumer loans, business loans
residential and commercial construction loans. phacipal sources of income for the Bank are irge@nd fees collected on loans, -
collected on deposit accounts, and interest andetids collected on other investments. The pradogxpenses of the Bank are interest
on deposits, employee compensation and benefiise @xpenses, and other overhead expenses.

The following discussion and analysis sets forth thajor factors that affect Cornerstameksults of operations and finan
condition reflected in the unaudited financial etaénts for the thremonth period ended March 31, 2005 and 2004. Thisudision ar
analysis should be read in conjunction with the @any’s Consolidated Financial Statements contam@edin and notes attached thereto.

Overview

As of March 31, 2005 Cornerstone had total conatdid assets of $277.8 million, total loans of $21Million, total deposits
$214.0 million and stockholders equity of $27.4limil. Our net income was $840,189 for the three ti@ended March 31, 2005.

Results of Operations

Cornerstone ended the first three months of 20@b teial assets of $277.8 million, a 11.7% increfasm December 31, 2004 an
33.8% increase from March 31, 2004. Cornerstonerte@ net income for the three months ending M&th2005 of $840,189, or $0.
basic earnings per share, compared to $523,34f).81 basic earnings per share, for the same peridd04. The increase in earnings du
the first three months of 2005 represents a 61%ease compared to the first three months of 200devthe earnings per share incre
represents a 38% increase for the same perioddiffieeence in the percentage increase is due toetbently completed stock sale of 500,
shares completed in February 2005. The total numbghares outstanding as of the end of the finarigr was 3,011,334 compared to a <
split adjusted 2,487,234.




The increase in net income for the first three remtf 2005 was due primarily to the 7% growth @fne and 14% growth of depo:
since the 2004 year end and in the process inagdbe Banks net interest margin to 5.4%. This balance shemtty and enlarged r
interest margin enabled the Bank to increase itdnterest income by $917 thousand, or 40.4% coethéo the same period in 2004.
Bank’s relationship managers accomplished this by ditigdees on newly originated loans and by sellogn participations to other bar
outside of Cornerstone’s market area and retaimingervicing fee and the customer’s deposits. Irtiadd the Banks asset sensitivi
contributed 20 to 30 basis points of the net irgeneargin increase and should be considered temypsirece the interest expense will catct
once the Federal Reserve stops increasing inteatet. As always, the Bark'success is directly related to the quality ofrémtionshi
managers and the Bank will continue to seek adtitidalented lenders to increase the Bankiarket share of business banking in
Chattanooga MSA.

The Bank was also able to increase deposits miyeasizer the first three months of 2005. The Bank&interest bearing checki
accounts increased 21.7%, to $33.3 million andréstebearing checking accounts increased 34.998%0%million while savings accoul
and money market accounts increased 47.8% to $48libn when compared to the same time period i0£20The Bank has a mate
deposit that represents a large portion of the tr@fdeposits in the money market category. Theodi¢ is from an out of state depositor
uses our Bank for ACH services and has ranged $érto $17 million and should not be considered @ ceposit. The increases, incluc
the above mentioned large deposit, are due to &#mk'B continued focus on attracting transaction aceothdt allowed the Bank to maint
its above peer average net interest margin. Thé& BEo took advantage of attractive ntoaditional funding sources during the second au
of 2004. Cornerstone increased its Federal Homen LBank borrowings by $5 million during the firstagter and selected longesrT
maturities to reduce the Barskgeneral interest rate risk. In addition, the Baaokvely used its federal funds lines of credibasinexpensiv
source of funds. The Bank anticipates slower deosivth in transaction deposits during the seduwaiflof 2005.

Non-nterest income decreased 13.2% for the first thmeaths of 2005 compared to the same period in 2004 decrease was ¢
to increased non-interest bearing checking balandésh reduced the Bank'analysis charges on business checking accoungsidition
gains from the sale of mortgage loans on the sexgndarket continued to slow as the refinance mdikeone to four family residences
but disappeared. The Bank saw continued gainsnAmerest revenue from electronic payments.

On the qualitative side, the Bank maintained iseaguality, which is quantified by the Baskielow peer bank average of past
loans to net loans ratio of 0.17% and a below peek average noperforming asset ratio of 0.026%. This was accoshglil during a tirr
period when regional banks struggled to maintainimerest margin and suffered from a general dwtgion of loan quality. For the fii
three months of 2005, the Bank’s net interest nmargas 5.39%, compared to 4.89% for the same timeodgen 2004. The Bank’
management expects the Bagkiet interest margin to continue to increase tinéilFederal Reserve stops increasing interest eeie at thi
time decreasing to a more historic level of 4.9%.

During the first quarter of 2005 the Federal Resarontinued its steady move to a neutral stande minetary policy. The Unit
States GDP settled into a 3% growth level and the fim@nmarkets began to price into the interest rateve the expectation that the rise
interest rates would eliminate all chances of tidla Management believes the economy will remahbust (remain above a 3.0% G
growth) and inflation will become an issue in 2@0& to the enormous budget deficit and equallyeldrgde deficit. As a result managen
believes interest rate adjustments will continuedbleast a short period of time. The Bank bebettee Federal Reserve will continue
increase rates repetitively until the Federal Fuiadis is in the 3.5% to 4.0% range. Due to thistjpos the Bank has a positive “GARVhich
means the Bank’assets will reprice quicker than its liabilities interest rates increase or decrease and is ap@opriate position if rat
were to increase as most economists have predicted.




During the first quarter of 2005 Cornerstone camtith to work on expanding its manpower and capaghcity to maintain quali
customer service as the Bank continued to grownaleve average pace. Cornerstone is determinedntinue to find quality commerc
relationship managers as they become availablarimarket and build the appropriate support staffrtable them. Cornerstone complete
secondary offering of common stock in February @2 and sold all the available shares authorizethéyBoard of Directors. In the proc
the company oversubscribed the issue by 100,00@skich bodes well for future issuances if theyreeeded.

The Bank has continued to expand its asset basdteprogram and has developed into a Tennesaderlén SBA lending dolli
volume as several SBA loan generation associatiefes loans to the Bank due its depth of knowleddth respect to specialty loans ¢
willingness to consider these loans. The Bargodsition on SBA loans is to strictly underwritech loan to bank credit guidelines. In addit
when SBA loans are saleable to the secondary maheBank will generally sell the SBA loans tor@&se fee income and enhance th
income of the Bank.

The Bank, pursuant to its strategic plan, inteledsontinue to focus on providing a competitive fait (convenient branches) to
Chattanooga Metropolitan Statistical Area allowingp compete with the three major regional bamcated in the area. The Bank also intt
to focus its efforts in the suburb branch netwonkl @ot on a central hub bank located in downtowat@mooga. It is also intended 1
special emphasis will be placed on providing s&wispecifically targeted to small businesses adigidtual consumers.

Financial Condition

Earning Assets. Average earning assets for the three months erdargh 31, 2005, increased by $52.6 million, or 2%9compare
to the three months ending March 31, 2004, whiteaearning assets increased $66.3 million or 84fithg the same period. The aver
and actual balance increases were due to strongdie@and in the first three months of 2005. Managerexpects average earning asse
grow at a similar pace during the remainder of 2005

Loan Portfolio. The Bank's average loans for the three months @5 2@re $210.7 million, an increase of $47.9 millior 29.429
compared to the first three months of 2004, whilisal balances increased to $220 million, an irewes 29.88% above the $169.3 milliol
loans as of March 31, 2004. Management anticipateger loan growth for the remainder of the yednath average and actual balances.

Investment Portfolio. The Bank's average investment securities portiiid Federal Funds sold increased by 18.42% orrfidlion
for the three months ending March 31, 2005 compéoeithe three months ending March 31, 2004, whiteia balances increased $1
million or 61.57%. The difference in growth is disea surge of checking deposits of which $11 millis temporary deposits and investe
Federal Funds sold. Management believes the apptemurrent level of investment securities for Bank is $30.0 million and will careful
purchase securities that provide acceptable retensus the interest rate risk. Management expketaterage and actual balance of secu
to increase over the remainder of 2005 up to thellementioned above. The Bank expects to maintaimngestment strategy of maki
prudent investment decisions with active manageroéttie portfolio to optimize, within the constrtanof established policies, an adeq
return and value. Investment objectives includeriter of priority, gap management, liquidity, ph@t, return, and local community supp
The Bank maintains two classifications of investirescurities: "Held to Maturity" (HTM) and "Availdédfor Sale" (AFS). The "Available f
Sale" securities are carried at fair market valiegreas "Held to Maturity" securities are carri¢daok value. As of March 31, 2005,
unrealized loss in the "Available for Sale" poriohmounted to $93,360, a 0.31% decrease in value.




Deposits. The Bank's average deposits increased by $36 mitio 22.9% for the three month period ending Masdh 200!
compared to the same period ending March 31, 2@8®dle actual deposit balances increased by $50lifomior 31%. The actual depa
growth was broad based with norierest bearing transaction accounts increasinglby% during the same time period. Managemenhdi
to continue to focus its efforts on attracting cdeposits and expects certificates of deposit tkas $100 thousand to increase ovel
remainder of 2005 as loan growth continues. ThekBatends to maintain as one of its highest piiesitthe continued solicitation
transaction accounts from new and existing custenvenich should provide the Bank with an increasetinterest margin.

Liquidity and Capital Resources. As of the end of the first quarter of 2005, the Baad $32 million of Federal Home Loan Banl
Cincinnati (“FHLB”") borrowings and the ability to borrow another $1.iom. The borrowings are designed with a matudfylO years wit
call and put options after a stated conversion.ddgmagement believes that FHLB borrowings prowaaeinexpensive method to red
interest rate risks by obtaining longer term lidigi$ to match the typically longer term assetsBhaek has on its balance sheet that are us
below the cost of certificates of deposit. Durir@p2, Cornerstone, under its $5.0 million guidarnce Wwith Fifth Third Bank, borrowed $Z
million to inject capital into the Bank. The injemt was needed to maintain an 8.0% capital leveragie, which the regulators consi
appropriate, given the size of our Bank. The loas waid in full during the first quarter of 2005.

Average stockholders' equity increased by $8.5ianilbr 49.31% to $25.8 million for the three montrsding March 31, 20(
compared with $17.3 million during the three monghsling. March 31, 2004. Actual equity increasedb6yb million or 43.1% from Mar¢
31, 2004 to March 31, 2004. This increase was due gecondary stock offering during the last quaste2004 wherein 500,000 additio
shares of stock were sold at $15 per share, raoukholders equity by $7.5 million. The remainder of the emse was due to the incre
of retained earnings.

Results of Operations - Three months ended March 32005 compared to three months ended March 31, 200

Net Interest Income.  Net interest income before loan loss provisiontfiar first quarter of 2005 increased $916,740 of%0abov:
net interest income before loan loss provisiontlier first quarter of 2004. The increase in netrggeincome was primarily due to an incre
in interest income from earning asset growth whidgosit cost increased at a slower rate. Two fadssisted net interest income gro
First and most importantly was the growth of eagréissets. Earning assets increased $52.6 millien the previous yeas’first quarter; a
increase of 27.90%. Second, the interest incomm fearning assets increased from 6.63% to 7.3% wihitrest cost from the Bark’
liabilities increased from 2.05% to 2.38% over $siaene time period. The increase in net interest imavgs above the Bank'projections ar
can be directly attributed to the above-mentiongahge in the Bank’deposit mix and the recent addition of commeffai@nce departme
fee income and SBA fees. Management foresees thgimaecreasing to more historic levels for the agrder of 2005.




CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD /
RATES

Taxable equivalent bas
(in thousands

Assets

Loans, net of unearned incor
Investment securitie
Other earning asse

Total earning asse
Allowance for loan losse
Cash and other asst

TOTAL ASSETS

Liabilities and Stockholders' Equi

Interest bearing liabilities
Interest bearing demand depo:
Savings deposil

Time deposit:

Time deposits of $100,000 or mc
Federal funds and securities sold under agreem
to repurchas

Other borrowing
Total interest bearing liabilitie

Net interest sprez

Noninterest bearing demand depo

Accrued expenses and other liabilit
Stockholders' equit

TOTAL LIABILITIES AND
STOCKHOLDERS' EQUITY

Net interest margin on earning ass

Net interest spread on earning as

Three months ende

4.92%

March 31,
2005 2004
Average Income/  Yield/ Average Income/  Yield/
Balance  Expense Rate Balance  Expense Rate
210,66 4,034 7.71% 162,77 2,84t 7.0%
26,42¢ 26E 4.24% 24,76 231 3.7¢%
3,66 24 2.6€% 64¢ 2 1.25%
240,75¢ 4,32% 7.3(% 188,18: 3,07¢ 6.62%
(2,699¢) (2,079
18,40: 14,33:
256,45¢ 200,44(
32,68¢ 66 0.82% 26,35: 24 0.37%
36,21¢ 182 2.04% 29,32¢ 92 1.27%
61,63t 412 2.71% 57,34: 374 2.65%
29,23 20t 2.84% 22,26¢ 13¢ 2.51%
7,297 27 1.5(% 3,451 11 1.2%
28,72 24% 3.4€% 21,17¢ 16¢ 3.24%
195,78t 1,13; 2.38% 159,91¢ 80¢ 2.05%
3,18¢ 2,27(
33,44¢ 21,89¢
1,41¢ 1,34
25,80¢ 17,28¢
256,45¢ 200,44(
5.3% 4.85%

4.58%




Total interest income increased $1.2 million or4406 for the period ended March 31, 2005 comparethéosame period enc
March 31, 2004. Interest income produced by the leartfolio increased $1.2 million or 41.8% for ttheee month period ended March
2005 compared to the three month period ended Maich2004, due to the increase in average loanstamating and origination fe
associated with loan growth for the period. Thedase in the volume of loan interest income way siightly offset by the general reprici
of the loan portfolio in a low interest rate envieent. Management estimates the average balantteomtinue to increase. Interest incc
on investment securities, Federal Funds and ottvesstments increased $34,024 or 14.7% for the tm@&h period ending March 31, 2(
compared to the thremonth period ended March 31, 2004. This was duagiy to the growth of the securities portfolio iaterest rate
increased with the improvement of the U.S. econamg provided a more acceptable risk versus refatin. rAs interest rates increase
Bank will make further investments in securitieptovide liquidity and stability to the Bank’s bat® sheet.

Total interest expense increased $327,857 or 4&.6% March 31, 2004 to March 31, 2005.he interest expense increase fron
first quarter of 2004 to the first quarter of 208%rimarily due to an increase of $35.9 millioraverage interest bearing liabilities.

The net interest margin for the first quarter 002@vas 5.39% compared to 4.89% for the first quart®004. The yield on earni
assets increased 67 basis points to 7.30% fordhiedpbended March 31, 2005, compared to 6.63%h®period ended March 31, 2004.

The structure of the loan and deposit portfolidsvalithe Banks interest expense on deposits to remain belowettet of interest pal
during the first quarter of 2004 due to a lag ipriging of the Banks deposits. As the Federal Reserve continues tedse interest rai
during 2005, the Bank’s deposits will follow andshincreases in the interest expense but shouldegutively affect the Ban&’'net intere:
margin as the Bank’'earning assets will increase at a faster rateithdiabilities. The net interest spread on esgrassets increased to 4.¢
for the three month period ending March 31, 200Bpared to 4.58% for the same period ending March2B04, an increase of 34 b
points.

Allowance for Loan Losses. The allowance for possible loan losses represeatsagement's assessment of the risks associate
extending credit and its evaluation of the quaditghe loan portfolio. Management analyzes the lpartfolio to determine the adequacy of
allowance for possible loan losses and the apm@tspprovisions required to maintain a level consideadequate to absorb anticipated
losses. Management believes that the $2.8 millimwance for loan losses as of March 31, 2005 ctdlehe full known extent of cre
exposure. Cornerstone made a $210,000 provisionglthie first quarter of 2005 and anticipates samprovisions in the future as the I
portfolio grows and unanticipated loan losses oclarassurances can be given, however, that adees®mic circumstances will not re:
in increased losses in the loan portfolio and neggieater provisions for possible loan lossebénftiture.




ALLOWANCE FOR LOAN LOSSES

Quarter Ending

Balance at beginning of peric

Loans charge-off
Loans recovere

Net charg-offs (recoveries
Provision for loan losses chargto expensi
Balance at end of peric

Allowance for loan losses as a percentage of agerz
loans outstanding for the peri

Allowance for loan losses as a percentage of
nonperforming assets and loans 90 days past du
outstanding for the peric

Annualized QTD net charge-offs as a percentage ¢
average loans outstanding for the pel

Annualized YTD net charge-offs as a percentage o
average loanoutstanding for the peric

YTD Average Outstanding Loal
QTD Average Outstanding Loa

Nonperforming assets aloans 90 days past di

2005 2004
March 31 December 3. September 3 June 3( March 31
2,665,46 2,460,54. 2,312,211 2,113,93 2,011,32!
(44,99/) (60,810 (33,029) (68,769 (202,060
15,29t 10,73 6,347 17,05( 144,66:
29,69¢ 50,07: 26,67: 51,71: 57,39¢
210,00 255,00( 175,00( 250,00 160,00(
2,845,76! 2,665,46. 2,460,54. 2,312,221 2,113,93
1.351% 1.35€% 1.29% 1.31€% 1.29¢%
1056.83.% 1285.52% 3571.54% 5125.05% 4802.09%
0.05€% 0.102% 0.05€% 0.118% 0.141%
0.05€% 0.10% 0.10% 0.12¢% 0.141%
210,666,68  181,278,89  175,190,14  169,078,60  162,760,68
210,666,68  196,542,13  190,151,00 175,396,70  162,760,68
269,27: 207,34 68,89: 45,11¢ 44,02:




Non-interest Income. Non-interest income consists of revenues generated &dmoad range of financial services and actiy
including feebased services and profits, commissions earnedghreervice charges of deposit accounts and othigites. In addition, gair
or losses realized fronthe sale of loans are included in non-interestrimeoT otal norinterest income decreased by $45,898 or 13.2%h6
first quarter of 2005 compared with the first geadf 2004. The decrease of nimterest income during the first quarter of 2005%v@cuse
on the loss of fee income generated by the sateoofgage loans on the secondary market.

Non-interest Expense. Non-nterest expense for the first quarter of 2005eased by $300,499 or 18.73% compared to the sams
months in 2004. Salaries and employee benefitsresepor the three months ending March 31, 200%amed by $180,907 or 19.86% ¢
the same period ending March 31, 2004. Occupandyeanipment expense as of March 31, 2005 increlgekP3,595 or 10.12% over |
same period in 2004. All other non-interest experigethe threanonth period ended March 31, 2005 increased $9%920.85% above tl
non-interest expenses for the same period endedhVadr, 2004. The increase in nimerest expense is broad based and used to supg
rapid growth of the Bank'assets and liabilities in a safe and sound maimaddition, the Bank accrued a $84 thousandigi@v to build a
allowance against possible losses associated Vethrenic transfer of funds. The allowance is egoahe Bank$ deductible of its insuran
policy purchased to mitigate this risk and to dageBank has not charged off any amount associwitadhis line of business.

ltem 3. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Cornerstone’s Chief Executive Officer and Treasurave evaluated the effectiveness of Cornerssomiésclosure controls a
procedures (as such term is defined in Rules 18a)}B&hd 15d-14(c) under the Securities ExchangeofAd934, as amended (thExchang
Act”)) as of a date within 90 days prior to therfg date of this quarterly report (the “Evaluatibate”). Based on such evaluation, s
officers have concluded that, as of the Evaluabate, Cornerstone’disclosure controls and procedures are effeativaderting them on
timely basis to material information relating tor@erstone (including its consolidated subsidiariesjuired to be included in Cornerstane’
periodic filings under the Exchange Act.

Changes in Internal Controls

Since the Evaluation Date, there have not beers@mjficant changes in Cornerstogénternal controls or in other factors that ct
significantly affect such controls.




PART Il
OTHER INFORMATION

Item 1. Legal Proceedings

There are various claims and lawsuits in whichBhek is periodically involved incidental to the Bé&s business. In the opinion
Management, no material loss is expected from &sych pending claims or lawsuits.

Item 4. Submission of Matters to a Vote of Secity Holders
None
Item 5. Other Information
None
Item 6. Exhibits and Reports on Form 8-K
(@)  Exhibits

Exhibit NumberDescription

3 First Amendment to Amended and Restated Chart€oaofierstone Bancshares, Inc. (1)
31 Certifications under Section 302 of the SarbanelAct of 2002.
32 Certifications under Section 906 of the SarbaneeAct of 2002.

Q) Incorporated by reference from Exhibdf3he registrant’'s Form 10-QSB filed on May 14020

(b) Reports on Form 8-K

(1) Form 8-K filed on April 15, 2005, disclosipgess release related to first quarter earnings.




SIGNATURES

In accordance with the requirements of the Exchakaethe registrant caused this report to be gigmeits behalf by the undersigned,
thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: May 13, 200 By: /s/ Gregory B. Jone

Gregory B. Jone
Chairman and Chief Executive Offic

Date: May 13, 200 By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Treasut




EXHIBIT INDEX

Exhibit NumberDescription

3 First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc. (1)
31 Certifications under Section 302 of the SarbaneeAct of 2002.
32 Certifications under Section 906 of the Sarbane¥Act of 2002.

(1) Incorporated by reference from Exhibit 3toé registrant’s Form 10-QSB filed on May 14, 2004.

EXHIBIT 31
CERTIFICATION
I, Gregory B. Jones, Chairman and Chief Executiffec€r, certify that:
1. | have reviewed this quarterly report amrr 10-QSB of Cornerstone Bancshares, Inc (the {4Remt”);
2. Based on my knowledge, this quarterly report dagscontain any untrue statement of a material daa@mit to state a mater

fact necessary to make the statements made, indfghe circumstances under which such statemeetes made, not misleading with resj
to the period covered by this quarterly report;

3. Based on my knowledge, the financial statementd,adiner financial information included in this qteaty report, fairly prese
in all material respects the financial conditioesults of operations and cash flows of the Regista, and for, the periods presented in
quarterly report;

4. The Registrarg’other certifying officers and | are responsildedstablishing and maintaining disclosure contaoid procedurt
(as defined in Exchange Act Rules 13a-15(e) and(&hdand internal controls over financial repagtifas defined in Exchange Act Rules 13a-
15(f) and 15d-15(f) for the Registrant and have:

@ designed such disclosure controls and proceduresaused such disclosure controls and procedurbs ttesigned under ¢
supervisions, to ensure that material informatielatmg to the Registrant, including its consol@thsubsidiaries, is made known to us
others within those entities, particularly durihg fperiod in which this quarterly report is beinggared,;

(b) Designed such internal control over financial réipgr, or caused such internal control over finahégorting to be design
under our supervision, to provide reasonable assaraegarding the reliability of financial repodirand the preparation of financ
statements for external purposes in accordancegeitlerally accepted accounting principles;

(c) Evaluated the effectiveness of the Regyigs disclosure controls and procedures and presémtiis report our conclusio
about the effectiveness of the disclosure contral$ procedures, as of the end of the period coveyetiis report based on such evalua
and

(d) Disclosed in this report any change ie Begistrans internal control over financial reporting thattomed during the mc
recent fiscal quarter that has materially affectadis reasonably likely to materially affect, tRegistrant$ internal control over financ
reporting.

5. The Registrant’s other certifying officensd | have disclosed, based on our most recetatian, to the Registrarg’auditor
and the audit committee of Registrant’s board oéators (or persons performing the equivalent fions);

(@) all significant deficiencies and material weaknssisethe design or operation of internal controéofinancial reporting whic
are reasonably likely to adversely affect the Regid’s ability to record, process, summarize apbrt financial information; and

(b) any fraud, whether or not material, im¥blves management or other employees who haignéfisant role in the Registrarst’
internal control of internal controls over finanaiaporting.



Date: May 13, 200 By: /s/ Gregory B. Jone

Gregory B. Jone
Chairman and Chief Executive Offict




CERTIFICATION
I, Nathaniel F. Hughes, President and Treasuretifycéhat:
1. | have reviewed this quarterly report amrr 10-QSB of Cornerstone Bancshares, Inc;

2. Based on my knowledge, this quarterly report dagscontain any untrue statement of a material dacimit to state a mater
fact necessary to make the statements made, indfghe circumstances under which such statemeetes made, not misleading with resy
to the period covered by this quarterly report;

3. Based on my knowledge, the financial statementd,ctiner financial information included in this gteaty report, fairly prese
in all material respects the financial conditioasults of operations and cash flows of the Regisiag, and for, the periods presented in
quarterly report;

4. The Registrargt’other certifying officers and | are responsildedstablishing and maintaining disclosure contanid procedurt
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal controls over financial repagt{as defined in Exchange Act Rt
13a-15(f) and 15d-15(f)) for the Registrant andehav

€)) designed such disclosure controls and proceduresaused such disclosure controls and procedurbe ttesigned under ¢
supervision, to ensure that material informatidatieg to the Registrant, including its consolidhseibsidiaries, is made known to us by ot
within those entities, particularly during the metin which this quarterly report is being prepared

(b) Designed such internal control over financial réipgr, or caused such internal control over finahmgorting to be design
under our supervision, to provide reasonable assaraegarding the reliability of financial repogirand the preparation of financ
statements for external purposes in accordancegeitlerally accepted accounting principles;

(c) Evaluated the effectiveness of the Regyigs disclosure controls and procedures and presémtiis report our conclusio
about the effectiveness of the disclosure contral$ procedures, as of the end of the period covaydtiis report based on such evalua
and

(d) Disclosed in this report any change ie Begistrans internal control over financial reporting thattomed during the mc
recent fiscal quarter that has materially affectadis reasonably likely to materially affect, tRegistrants internal control over financ
reporting.

5. The Registrartt’other certifying officers and | have disclosedsdd on our most recent evaluation of internal rotsove
financial reporting, to the Registrant’s auditonsldhe audit committee of Registranboard of directors (or persons performing theweden!

functions);

(@) all significant deficiencies and material weaknssisethe design or operation of internal controéofinancial reporting whic
are reasonably likely to adversely affect the Regid’s ability to record, process, summarize apbrt financial information; and

(b) any fraud, whether or not material, timablves management or other employees who haignéisant role in the Registrargt’
internal control of internal controls over finanaiaporting;

Date: By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Treasurer

Exhibit 32
CERTIFICATIONS PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Quarterly Report of Cornenst Bancshares, Inc., a Tennessee corporatiofiGtrapany”), on Form 1@QSB



for the quarter ended September 30, 2004, aswiltdthe Securities and Exchange Commission (theptt”), Gregory B. Jones, Chief
Executive Officer of the Company and Chairman ef @ompany’s Board of Directors, and Nathaniel Fgltes, President and Treasurer of
the Company, respectively, do each hereby cepifysuant to § 906 of the Sarbanes-Oxley Act of 2082U.S.C. § 1350), that to his
knowledge:

(1) The Report fully complies with the requiremeotsection 13(a) or 15(d) of the Securities Exg®Act of 1934; and

(2) The information contained in the Report faphgsents, in all material respects, the finanaaldition and result of operations of 1
Company.

Date: May 13, 200 By: /s/ Gregory B. Jone

Gregory B. Jone
Chief Executive Office

Date: May 13, 200 By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
Presiden

[A signed original of this written statement reauiby Section 906 has been provided to Corner®aneshares Inc. and will be retained by
Cornerstone Bancshares, Inc. and furnished todbar8ies and Exchange Commission or its staff ugguest.]
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