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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetseincluding statements contained in
report which may constitute forwatdeking statements within the meaning of SectioR 2if the Securities Exchange Act of 1934
“Exchange Act”). The words “expect,” “anticipate;intend,” “consider,” “plan,” “believe,” “seek,” “Bould,” “estimate,”and simila
expressions are intended to identify such forwaaking statements, but other statements may cotestibrwardlooking statements. The
statements should be considered subject to variskss and uncertainties. Such forward-looking stegets are made based upon management
belief as well as assumptions made by, and infdomaturrently available to, management pursuariséde harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstés actual results may differ materially from tresults anticipated in forwaildoking
statements due to a variety of factors. Such fadtwlude, without limitation, those specificallggtribed in Item 1A of Part | of this Ann
Report on Form 1@, as well as the following: (i) unanticipated eléoration in the financial condition of borrowemssulting in significar
increases in loan losses and provisions for thossek, (ii) increased competition with other finahmstitutions, (iii) lack of sustained grov
in the economy in the Chattanooga, Tennessee (@reegpid fluctuations or unanticipated changeiterest rates, (v) the inability of our b
subsidiary, Cornerstone Community Bank, to satisfyulatory requirements for its expansion planB,tfie inability of Cornerstone to achie
its targeted expansion goals in the Knoxville, Tessee and Dalton, Georgia markets, (vii) the litpbof Cornerstone to grow its lo
portfolio at historic or planned rates and (vilijamges in the legislative and regulatory environimereluding compliance with the varic
provisions of the Sarbanes-Oxley Act of 2002. Mafiysuch factors are beyond Cornerstenability to control or predict, and readers
cautioned not to put undue reliance on such for@o#ling statements. Cornerstone does not intengptiate or reissue any forwambking
statements contained in this report as a resulewf information or other circumstances that maybeeknown to Cornerstone.




PART I
ITEM 1. BUSINESS
OVERVIEW

Cornerstone was incorporated on September 19, 4888 the laws of the State of Tennessee and ala folding company registered ur
the Bank Holding Company Act of 1956, as amended, was formerly known as East Ridge Bancshares, llnbas two whollyswnec
subsidiaries: Cornerstone Community Bank, a Teraeebanking corporation (the “Bankitgsulted from the merger of The Bank of East R
and Cornerstone Community Bank effective October1P®7, and Eagle Financial Inc., a Tennessee catipn (“Eagle”),created Decemb
1, 2005 with the assets acquired from Eagle FirmdncLC, a Tennessee limited liability company, d@eable Funding, LLC, a Nevada limit
liability company.

Cornerstone

The primary activity of Cornerstone currently isidais expected to remain for the foreseeable futtive ownership and operation of
Bank. As a bank holding company, Cornerstone tigeto facilitate the Bank's ability to serve itsstmmers' requirements for financ
services. The holding company structure also plewiflexibility for expansion through the possiblgquisition of other financial institutio
and the provision of additional banking-relatedvarss, as well as certain ndranking services, which a traditional commerciailbbaay nc
provide under present laws. The holding companyctire also affords additional flexibility in tesmof capital formation and financi
opportunities.

While Cornerstone may seek in the future to acqadtditional banks or bank holding companies ormgage in other activities appropriate
bank holding companies under appropriate circunest®as permitted by law, Cornerstone currentlyroaglans, understandings or agreerr
concerning any other activities other than as desdrbelow. The results of operations and findnc@ndition of Cornerstone for t
foreseeable future, therefore, will be determingaharily by the results of operations and financiahdition of the Bank.

The Bank

The Bank is a Tennessebartered commercial bank established in 1985 whashits principal executive offices in Chattangof@nnesse
The principal business of the Bank consists ofaating deposits from the general public and inwgstihose funds, together with fui
generated from operations and from principal andr@st payments on loans, primarily in commeraahnk, commercial and residential
estate loans, consumer loans and residential amineocial construction loans. Funds not investeth@éloan portfolio are invested by
Bank primarily in obligations of the U.S. Governmield.S. Government agencies, various states andpbktical subdivisions. In addition
deposits, sources of funds for the Bank loans atiéroinvestments include amortization and prepaynwnloans, sales of loans
participations in loans, sales of its investmegusiéies and borrowings from other financial instibns. The principal sources of income for
Bank are interest and fees collected on loans,dekscted on deposit accounts and interest anidetids collected on other investments.
principal expenses of the Bank are interest paideposits, employee compensation and benefitgeoffkpenses and other overhead expenses

At December 31, 2008, the Bank had 5 full-serviaeking offices located in Hamilton County, Tennesse

During 2007, the Bank established two loan produnctffices (“LPO”). The first LPO opened by the Bank is located in @aliGeorgia. Tt
LPO, which is located in Whitfield County, Georgexpanded the Bank’presence in North Georgia. The second LPO &tdacin Knoxville
Tennessee. The Knoxville LPO offers a new martette Bank to compete for loans.

Eagle

Eagles business concentrates on the purchase of accecsivables from small businesses and commercél [@acement on a conc
basis. The principal sources of Eagléhcome are fees derived from the collection afoaots receivable and fees generated fron
placement of loans with conduit financial instituts. Eagles principal expenses are interest paid on borrosyiegiployee compensation
benefits, office expenses and other overhead erpens




Employees

As of December 31, 2008, Cornerstone had 121tifuk- equivalent employees. The employees areegmesented by a collective bargair
unit. Cornerstone believes that its relationshifh its employees is good.

Competition

All phases of the Bank’banking activities are highly competitive. ThanR competes actively with 24 commercial banksyel as financ
companies, credit unions, and other financial fugtins located in its service area, which inclubHesnilton County, Tennessee.

The Banks deposits totaled approximately $327 million asDefcember 31, 2008. The deposit base represeptexamately 5.5% of tr
deposit base in the Hamilton County Tennessee Melitan Statistical Area. Three major regional kerepresent approximately 74% of
deposits in the Hamilton County Tennessee MSA. s&Harger financial institutions have greater reses, higher lending limits than the Be
and each of the three institutions has over 20dhvas in the Hamilton County MSA. There are alsgess credit unions located in Hamilt
County. Credit unions are not subject to the sameme tax structure as commercial banks. Thisaathge enables credit unions to ¢
competitive rates to potential customers. The Balsk faces competition in certain areas of itdress from mortgage banking compar
consumer finance companies, insurance companiggymarket mutual funds and investment bankingdjrseme of which are not subjec
the same degree of regulation as the Bank.

The Bank competes for deposits principally by offgrdepositors a variety of deposit programs withmpetitive interest rates, quality sen
and convenient locations and hours. The Bankfadls its resources to seek out and attract smalhbss relationships and take advanta
the Banks ability to provide flexible service that meete theeds of this customer class. Management failsntarket niche is the mi
promising business area for the future growth efBank.

Supervision and Regulatio

Cornerstone is a bank holding company within theamreg of the Bank Holding Company Act of 1956, aseaded (the “Act”and it
registered with and regulated by the Board of Gowes of the Federal Reserve System (the “Boar@9rnerstone is required to file with
Board annual reports and such additional infornmatie the Board may require pursuant to the Ace Bbard may also make examination
Cornerstone and its subsidiaries. Cornerstonelss gequired to comply with the rules and regulagicof the Securities and Excha
Commission (the “Commission”) under federal setsitaws.

The Bank is a Tennessebartered commercial bank and is subject to thersigion and regulation of the Tennessee DepartmeRinancia
Institutions (the “TDFI”). In addition, the Bank&eposit accounts are insured up to applicablgdiby the Bank Insurance Fund (the “Blfef)
the Federal Deposit Insurance Corporation (the @pland consequently, the Bank is also subject to etigml and supervision by t
FDIC. The Bank is not a member of the Federal Res8ystem.

Federal and state banking laws and regulations rgoa areas of the operation of Cornerstone ara Bhank, including reserves, loa
mortgages, capital, issuance of securities, paywieditzidends and establishment of branches. Fg@ded state banking agencies also hav
general authority to limit the dividends paid bwuned banks if such payments should be deemednttittde an unsafe or unsound ban
practice. The TDFI, FDIC and Board have the authdo impose penalties, initiate civil and admirggive actions and take other st
intended to prevent banks from engaging in unsafeesound practices.

FDIC Insurance of Deposit Accounts

Deposits of the Bank are insured by the FDIC toaximum of $250,000 for each insured depositor thhothe BIF. As an insurer, the FC
issues regulations, conducts examinations and ginaupervises the operations of its insured tastins (institutions insured by the FC
hereinafter are referred to as "insured institigipn Any insured institution which does not operat accordance with or conform to FL
regulations, policies and directives, may be saneti for noneompliance. For example, proceedings may be inestt against an insur
institution if the institution or any director, @fér or employee thereof engages in unsafe andumkspractices, is operating in an unsai
unsound condition, or has violated any applicabig, Iregulation, rule, order or condition imposedtbg FDIC. If insurance of account
terminated by the FDIC, the deposits in the ingttuwill continue to be insured by the FDIC fopariod of two years following the date
termination. The FDIC recommends an annual augliinblependent accountants and also periodicallyemats own examinations of 1
Bank. The FDIC may revalue assets of an institytiased upon appraisals, and require establishofiepiecific reserves in amounts equi
the difference between such reevaluation and toé& balue of the assets.




On September 15, 1992, the FDIC approved final legiguns adopting a risk-related deposit insurancgtesn. The riskelated regulation
which became effective January 1, 1993, resultealsignificant spread between the highest and lbdegsosit insurance premiums. Undet
risk-related insurance regulations, each insured depgsitstitution is assigned to one of three riskssifications: "well capitalizec
"adequately capitalized," or "under capitalizetVithin each risk classification, there are threbggoups. Each insured depository institutic
assigned to one of these subgroups within its cia&sification based upon supervisory evaluatiarisrstted to the FDIC by the institutian’
primary federal regulatar The FDIC may terminate its insurance of depositsfihds that the institution has engaged in uasafd unsour
practices, is in an unsafe or unsound conditiondiatinue operations, or has violated any applicédble regulation, rule, order or condit
imposed by the FDIC.

Subsequent to the enactment of the Financial Utistits Reform, Recovery and Enforcement Act of 1089RREA”"), the FDIC issued risk-
based bank capital guidelines which went into ¢ffestages through 1992. In accordance with DECFS riskbased standards, an institutic
assets and otfalance sheet activities are categorized into éfieun risk categories, with either a 0%, 20%, 5@%100% amount of capital
be held against these assets. In addition, thdetinés divide capital instruments into Tier 1 @poicapital and Tier 2 (supplemente
capital. The risk-based capital adequacy guidslieguire that (i) Tier 1 capital equal or exceéd df riskweighted assets; (ii) Tier 2 cap
may not exceed 100% of Tier 1 capital, althoughaterTier 2 capital elements are subject to add#idimitations; (iii) assets and offalanc
sheet items must be weighted according to risk;(@)dhe total capital to riskveighted assets ratio must be at least 8.0%. THE'E currer
leverage capital requirement requires banks rawgithe highest regulatory rating based upon theCFEDtoutine examination process
maintain Tier 1 capital equal to 3.0% of the bamétal assets. Banks receiving lower regulatotings are required to maintain Tier 1 cay
in an amount that is at least 100 to 200 basistpdiigher than 3.0% of total assets.

Certain provisions of the Federal Reserve Act, maulgicable to the Bank by Section 18(j) of the €radl Deposit Insurance Act (“FDIA”
(12 U.S.C. 81828(j)) and administered with respecthie Bank by the FDIC, establish standards fortémms of, limit the amount of, a
establish collateral requirements with respectryp laans or extensions of credit to, and investmémt affiliates by the Bank as well as
armsiength criteria for such transactions and for éertaher transactions (including payment by the IBBfor services) between the Bank
its affiliates. In addition, related provisions thie Federal Reserve Act and the Federal Resegugat®ns (also administered with respec
the Bank by the FDIC) limit the amounts of, ancablsh required procedures and credit standards re@pect to, loans and other extensio
credit to officers, directors and principal shailelecs of the Bank and to related interests of querisons.

The FDIC may impose sanctions on any insured bdrdt tloes not operate in accordance with FDIC réiguls, policies an
directives. Proceedings may be instituted againgtinsured bank or any director, officer or emplyf the bank that is believed by the F
to be engaged in unsafe or unsound practices,dimguwiolation of applicable laws and regulatiofghe FDIC is also empowered to as:
civil penalties against companies or individualsowliolate certain federal statutes, orders or miuis. In addition, the FDIC has

authority to terminate insurance of accounts, aftgice and hearing, upon a finding by the FDIQ tha insured institution is or has engage
any unsafe or unsound practice that has not beeaated, or is in an unsafe or unsound conditiondietinue operations or has violated
applicable law, regulation, rule or order of, ondiion imposed by, the FDIC. Neither Cornerstoe the Bank knows of any past or cur
practice, condition or violation that might leadtéomination of its deposit insurance.

Although the Bank is not a member of the FederaleRee System, it is subject to Board regulatiomas thquire it to maintain reserves age
its transaction accounts (primarily checking actspunBecause reserves generally must be maintdimezhsh or in nomaterest bearin
accounts, the effect of the reserve requiremerttsiiscrease the Bank's cost of funds. The Boagdlations currently require that average ¢
reserves be maintained against transaction accoutite® amount of 3% of the aggregate of such nagtsaction accounts up to $52.6 mill
plus 10% of the total in excess of $52.6 million.

State of Tennessee Supervision and Regulal

As a State of Tennessebartered commercial bank, the Bank is subjecttious state laws and regulations which limit theoant that can t
loaned to a single borrower, the types of permissitvestments, and geographic and new productresipa, among other things. The B
must submit an application to, and receive the aprof, the TDFI before opening a new branch effar merging with another financ
institution. The Commissioner of the TDFI has #uthority to enforce state laws and regulationsifaiering a director, officer or employee
the Bank to cease and desist from violating a lavegulation or from engaging in unsafe or unsobanking practices.

Tennessee law contains limitations on the intenasts that may be charged on various types of laadgestrictions on the nature and am
of loans that may be granted and on the type astiaents which may be made. The operations ofsaregkalso affected by various const
laws and regulations, including those relating qoia credit opportunity and regulation of consuresrding practices. All Tennessee ba
including the Bank, must become and remain insureter the FDIA.




State banks are subject to regulation by the TDEi regard to capital requirements and the paymérividends. Tennessee has adopte
provisions of the Board’s Regulation O with respictestrictions on loans and other extensionsrefdlit to bank “insiders”Further, unde
Tennessee law, state banks are prohibited fromirlgrtd any one person, firm or corporation amountse than fifteen percent (15%) of
Bank equity capital accounts, except (i) in theeca$ certain loans secured by negotiable title dwmnts covering readily marketa
nonperishable staples, or (ii) with the prior apadoof the Bank$ board of directors or finance committee (howeitked), the Bank may ma
a loan to any person, firm or corporation of upmentyfive percent (25%) of its equity capital account®&nnessee law requires that divide
be paid only from retained earnings (or undivideafifs) except that dividends may be paid from ta@urplus with the prior, written cons
of the TDFI. Tennessee laws regulating banks requértain charges against and transfers fromsdituition’s undivided profits account bef
undivided profits can be made available for thenpat of dividends.

Federal Supervision and Regulation

Cornerstone is regularly examined by the Board,thedBank is supervised and examined by the FOZGrnerstone is required to file with
Board annual reports and other information regardis business operations and the business opesatibits subsidiaries. Approval of -
Board is required before Cornerstone may acquirectlly or indirectly, ownership or control of thwdting shares of any bank, if, after s
acquisition, Cornerstone would own or control, dileor indirectly, more than 5% of the voting staaf the bank. In addition, pursuant to
provisions of the Act and the regulations promwdahereunder, Cornerstone may only engage inwaray control companies that engage
activities deemed by the Board to be so closebteel to banking as to be a proper incident thereto.

The Bank and Cornerstone are “affiliatedithin the meaning of the Act. Certain provisiafghe Act establish standards for the terms ofit
the amount of, and establish collateral requires&vith respect to, any loans or extensions of trediand investments in, affiliates by
Bank, as well as set arntesagth criteria for such transactions and for dertaher transactions (including payment by the lBfor service
under any contract) between the Bank and its afi§i. In addition, related provisions of the Auatl #he regulations promulgated under the
limit the amounts of, and establish required proces and credit standards with respect to, loadsatimer extensions of credit to office
directors, and principal shareholders of the B&utnerstone and any other subsidiary of Cornerstamme to related interests of such persons.

In addition to the banking regulations imposed amn@rstone, the securities of Cornerstone arexwthpt from the federal and state secut
laws as are the securities of the Bank. Accorgingh offering of Cornerstong’securities must be registered under both therfiesuAct o
1933 (the “Securities Act”) and state securitiegdar qualify for exemptions from registration.

Under Section 106(b) of the 1970 Amendments toAtie(12 U.S.C. § 1972), the Bank is prohibited frextending credit, selling or leas
property or furnishing any service to any customrithe condition or requirement that the custorjesktain any additional property, serv
or credit from the Company, the Bank (other thdoam, discount, deposit, or trust service) or athepsubsidiary of the Company; (ii) refr
from obtaining any property, credit or service framy competitor of Cornerstone, the Bank or anysilidry of Cornerstone; or (iii) provi
any credit, property or service to Cornerstone,Baek (other than those related to and usually igea/in connection with a loan, discot
deposit or trust service) or any subsidiary of @ostone.

Most bank holding companies are required to give Bloard prior written notice of any purchase oreragtion of their outstanding equ
securities if the gross consideration for the pasehor redemption, when combined with the net demation paid for all such purchase:
redemptions during the preceding 12 months, is letgua0% or more of the bank holding company's otidated net worth. The Board n
disapprove such a purchase or redemption if itrdetees that the proposal constitutes an unsafesound practice that would violate any |
regulation, Board order or directive or any cormtitimposed by, or written agreement with, the Boarte prior notice requirement does
apply to certain "well-capitalized" bank holdingnepanies that meet specified criteria.

In November 1985, the Board adopted its Policyedtaint on Cash Dividends Not Fully Covered by EasinThe Policy Statement sets fi
various guidelines that the Board believes thaarktholding company should follow in establishitgydividend policy. In general, the Bo
stated that bank holding companies should not pagehds except out of current earnings and urtlesgrospective rate of earnings reter
by the holding company appears consistent withdtstal needs, asset quality and overall finarzdaldition.




Legislation Affecting Cornerstone and the Bar

The following information describes certain statyt@and regulatory provisions affecting Cornerst@mal the Bank and is qualified in
entirety by reference to such statutory and regojgrovisions.

FIRREA and FDICIA

Far-reaching legislation, including FIRREA and thederal Deposit Insurance Corporation Improvemertt & 1991 (“FDICIA") have fo
years impacted the business of banking. FIRREMmariy affected the regulation of savings instibu rather than the regulation of s
banks and bank holding companies like the Bank@amherstone, but did include provisions affectiggaisit insurance premiums, acquisiti
of thrifts by banks and bank holding companiedility of commonly controlled depository institutis, receivership and conservatorship ri
and procedures and substantially increased peméttiesziolations of banking statutes, regulationd arders.

FDICIA resulted in extensive changes to the fedbaalking laws. The primary purpose of FDICIA wasatuthorize additional borrowings
the FDIC in order to assist in the resolution afefd and failing financial institutions. Howevehe law also instituted certain changes tc
supervisory process and contained various prowssadfecting the operations of banks and bank hgldompanies.

The additional supervisory powers and regulatiorendated by FDICIA, include a "prompt correctivei@at program based upon fi
regulatory zones for banks, in which all banks @leeed largely based on their capital positionegiRators are permitted to take increasi
harsh action as a bank's financial condition deslinRegulators are also empowered to place inverstip or require the sale of a banl
another depository institution when a bank's chpéteerage ratio reaches two percent. Better alipétd institutions are generally subjec
less onerous regulation and supervision than baitkslesser amounts of capital. The FDIC has aglbpegulations implementing the proi
corrective action provisions of the FDICIA, whickape financial institutions in the following fiveategories based upon capitalization ra
(1) a "well capitalized" institution has a totadkibased capital ratio of at least 10%, a Tieskbiased ratio of at least 6% and a leverage
of at least 5%; (2) an "adequately capitalizedtiinBon has a total risk-based ratio of at lee4t, & Tier 1 riskbased ratio of at least 4% ar
leverage ratio of at least 4%; (3) an "undercaigital' institution has a total risk-based capitaioraf under 8%, a Tier 1 riskased capital rat
of under 4% or a leverage ratio of under 4%; (43ignificantly undercapitalized" institution hadaal riskbased capital ratio of under 6%
Tier 1 riskbased ratio of under 3% or a leverage ratio of uBég; and (5) a "critically undercapitalized" itgtion has a leverage ratio of ;
or less. Institutions in any of the three undeitediped categories would be prohibited from deddgrdividends or making capi
distributions. The proposed regulations also distalprocedures for "downgrading” an institution @lower capital category based
supervisory factors other than capital. Variouseotsections of the FDICIA impose substantial aadid reporting requirements and incre
the role of independent accountants and outsigetirs. Set forth below is a list containing dertagnificant provisions of the FDICIA:

= annual on-site examinations by regulators (excaapsinaller, welleapitalized banks with high management ratingscivimust b
examined every 18 month:

* mandated annual independent audits by independssicccountants and an independent audit comendfeoutside directo

for institutions with more than $500,000,000 inedss

new uniform disclosure requirements for interetgsand terms of deposit accoul

a requirement that the FDIC establish a-based deposit insurance assessment sy

authorization for the FDIC to impose one or morecsgl assessments on its insured banks to redapithe BIF;

a requirement that each institution submit to iisnpry regulators an annual report on its financiahdition and manageme

which report will be available to the publ

= a ban on the acceptance of brokered deposits ekgapell capitalized institutions and by adequatedpitalized institutions wi
the permission of the FDIC and the regulation eftthokered deposit market by the FD

= restrictions on the activities engaged in by steteks and their subsidiaries as principal, inclgdimsurance underwriting, to 1
same activities permissible for national banks #air subsidiaries unless the state bank is welitaized and a determinatior
made by the FDIC that the activities do not posgaificant risk to the insurance fur

= a review by each regulatory agency of accountingciples applicable to reports or statements reguto be filed with feder
banking agencies and a mandate to devise unifogoiresments for all such filing:

= the institution by each regulatory agency of noitehgafety and soundness standards for eachutistitit regulates which cov
(1) internal controls, (2) loan documentation, ¢&dit underwriting, (4) interest rate exposurg,g&set growth, (6) compensati
fees and benefits paid to employees, officers amttbrs, (7) operational and managerial standanad,(8) asset quality, earni
and stock valuation standards for preserving amim ratio of market value to book value for pulyflitiaded shares (if feasible

= uniform regulations regarding real estate lendary




» a review by each regulatory agency of the bsked capital rules to ensure they take into adcadequate interest rate ri
concentration of credit risk, and the risks of -traditional activities

GrammLeachBliley Act

The activities permissible to Cornerstone and thakBwere substantially expanded by the Gramm-L&itdy Act (the “Gramm Act”). The
Gramm Act repeals the anti-affiliation provisiorfistioe GlassSteagall Act to permit the common ownership of caroial banks, investme
banks and insurance companies. The Gramm Act aadethé Act to permit a financial holding companyet@age in any activity and acqt
and retain any company that the Board determiné t) financial in nature or incidental to su@haihcial activity, or (ii) complementary tc
financial activity and that does not pose a sultisthnisk to the safety and soundness of depositosfitutions or the financial systt
generally. The Gramm Act also modifies current lelating to financial privacy and community reistment. The new financial prive
provisions generally prohibit financial institutisnincluding the Bank and Cornerstone, from disolpsnonpublic personal financ
information to third parties unless customers hheeopportunity to “opt out” of the disclosure.

Temporary Liquidity Guarantee Program

On November 21, 2008, the Board of Directors of HiIC adopted a final rule relating to the Tempgraiquidity Guarantee Progre
(“TLGP”). The TLGP was announced by the FDIC on October @88 2preceded by the determination of systemic biiskhe U.S. Treasu
as an initiative to counter the system-wide crisighe nation$ financial sector. Under the TLGP, the FDIC Wi}l guarantee, through t
earlier of maturity or June 30, 2012, certain neislued senior unsecured debt issued by partingatistitutions and (ii) provide unlimit
FDIC deposit insurance coverage for noninterestibgdransaction deposit accounts, Negotiable Oadétithdrawal Accounts (commor
known as NOW accounts) paying less than 0.5% istgrer annum and Interest on Lawyers Trust Acco{gmimmonly known as IOLTA) he
at participating FDIdnsured institutions through December 31, 2009vetage under the TLG Program was available forfitise 30 day
without charge. The fee assessment for coveragerobr unsecured debt ranges from 50 basis pwirit80 basis points per annum, depen
on the initial maturity of the debt. The fee assesnt for deposit insurance coverage is 10 basigspper quarter on amounts in cove
accounts exceeding $250,000. The Bank electeduticipate in the unlimited deposit insurance cager for noninterest bearing transac
deposit accounts, but declined to participate ensnior unsecured debt guarantee coverage.

Future Legislation

Legislation is regularly introduced in both the téwi States Congress and the Tennessee Generalligsbat contain widganging proposa
for altering the structures, regulations and coitipetrelationships of the natiosi'financial institutions. Such legislation may eba bankin
statutes and the operating environment of Corneestémd/or the Bank in substantial and unpredictafalgs and could increase or decreas
cost of doing business, limit or expand permiss#évities or affect the competitive balance, defieg upon whether any of this poter
legislation will be enacted and, if enacted, thfectfthat it or any implementing regulations woblalve on the financial condition or result:
operations of Cornerstone and/or the Bank. Withrtent enactments of the EESA and the ARRA, #tere and extent of future legislat
and regulatory changes affecting financial insiitos is uncertain. It cannot be predicted whetitewhat form any proposed legislation will
adopted or the extent to which the business of €stane and/or the Bank may be affected thereby.

ITEM 1A. RISK FACTORS

Investing in our common stock involves varioussrigkich are particular to Cornerstone, its industényd its market area. Several risk fac
regarding investing in our common stock are disedsBelow. This listing should not be consideredl&inclusive. If any of the followit
risks were to occur, we may not be able to conductbusiness as currently planned and our financ@hdition or operating results could
negatively impacted. These matters could caus&dldeng price of our common stock to decline itufa periods.

Cornerstone’s business strategy includes expansitn new markets and the development of new praguc

Cornerstone intends to continue pursuing a growtktesyy for its business through acquisitions aachdvo branch openings. Cornerstane’
prospects must be considered in light of the riskpenses and difficulties occasionally encounténefinancial services companies in gro
stages, which may include the following:

* maintaining loan quality

¢ maintaining adequate management personnel andriaf@mn systems to oversee such growth;

e maintaining adequate internal control and compksfunctions




Cornerstone may face risks with respect to futusgansion.

From time to time Cornerstone may engage in aduitidle novo branch expansion as well as the atigpuisif other financial institutions
parts of those institutions. Cornerstone may atsusicer and enter into new lines of business agrafiew products or services. In addit
Cornerstone may receive future inquiries and haseudsions regarding an acquisition. Acquisitiond anergers involve a number of ris
including:
» the time and costs associated with identifying ewaluating potential acquisitions and merger pastt
* inaccuracies in the estimates and judgments usedaoate credit, operations, management and meskstwith respect to the tan
institution;
» thetime and costs of evaluating new markets, ¢iexperienced local management and opening newesffand the time lags betw
these activities and the generation of sufficiesstieds and deposits to support the costs of theneiqg
« Cornerston’s ability to finance an acquisition and possiblatdin to its existing shareholdel
» the diversion of Cornersto’s manageme’s attention to the negotiation of a transactiord #re integration of the operations
personnel of the combining business
« entry into new markets where Cornerstone lacks rxpee;
» the introduction of new products and services (Dtonerston’s business
» the incurrence and possible impairment of goodwaskociated with an acquisition and possible advets®tierm effects o
Cornerston’s results of operations; a
» the risk of loss of key employees and custorr

Cornerstone may incur substantial costs to exp@here can be no assurance that integration effortany future mergers or acquisitions
be successful. Also, Cornerstone may issue eqeityrgties, including common stock and securitiesveotible into shares of Cornerstoge’
common stock in connection with future acquisitiombich could cause ownership and economic dilutib@ornerstone’ shareholders. The
is no assurance that, following any future mergeracquisitions, Cornerstorseintegration efforts will be successful or afterigg effect to th
acquisition, will achieve profits comparable tob@tter than its historical experience.

Cornerstone is subject to the success of the l@ainomies where it operates.

With the exception of the Bargkloan production office in Knoxville, Tennessedstantially all of our loan and deposit customérs,work
and bank in the Chattanooga, TN MSA. Corners®satcess depends upon a sound local economy\ti@rapportunities for new busing
ventures, increased loan demand and the need parsileservices. Cornerstoseprofit is impacted by these local factors as wasligener:
economic conditions and interest rates. For exam@brnerstons’ earnings could be impacted by changes in populathcome level
deposits and housing starts. Adverse economicitionslin specific market areas could reduce Cartoere’s growth rate and affect the abi
of its customers to repay their loans. Secondiiyeese market conditions could affect the markduevaf the real estate or other collat
securing Cornerstong’loan portfolio. Sustained periods of increasayhpent delinquencies, foreclosures or losses irSthge of Tennessee
the State of Georgia could adversely affect theevalf the collateral and potentially affect Corteng’s assets, revenues, results of opers
and financial condition.

Impact of recent negative developments in the ficél services industry and U.S. and global creditarkets may adversely imp:
Cornerstone’s operations and results.

Recent developments in the capital markets hawdtegksin uncertainty in the financial markets.isltanticipated that these negative econi
developments will continue into 2009. Financiastitutions across the U.S. have experienced de&ting asset quality. Loan portfol
include impaired loans to businesses strugglingt&y in operation or achieve adequate cash flowthEr a decline in collateral valt
supporting these loans have also impacted thetyabilia business or consumer to obtain loans aeased financial institutions losses in
event of foreclosure and liquidation. At the satinge financial institutions have experienced conseregarding liquidity. This concern |
increased the competition for deposits in Corneestolocal market as well as wholesale funding optiohisese events have impac
Cornerstones, as well as other bank holding company, stockegri The potential impact of these events maynbexpansion of existing
creation of new federal or state laws and reguiatiosegarding lending and funding practices, liqyidstandards and compliar
issues. Continued negative developments as wélloaserstones ability to respond to these new operating andletgry requirements cot
negatively impact Cornerstorsebperations. The negative consequences coultldimiability to originate new loans, obtain adeguianding
or increase costs associated with regulatory canpé. Ultimately, these changes could result aalifications to Cornerstong’existing ¢
future strategic plan, capital requirements, corsp#an, financial performance and stock performance
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There can be no assurance that recently enactedslagion will stabilize the U.S. financial system.

Under the Temporary Liquidity Guarantee ProgramLGP”) the FDIC may offer a guarantee of certain finanaiatitution indebtedness
exchange for an insurance premium to be paid td=kC by issuing financial institutions. Partictiwm in the TLGP likely will require tt
payment of additional insurance premiums to the@DWe may be required to pay higher FDIC premiudhan those published for 2C
because market developments have depleted theitdepmasance fund of the FDIC and reduced the rafioeserves to insured deposits.

U.S. Congress enacted the Emergency Economic @tdliih Act of 2008 (“EESA”)jn response to the impact of the volatility andajigion ir
the capital and credit markets on the financiataecThe U.S. Department of the Treasury (“U.SaBury”)and the federal banking regulat
are implementing a number of programs under thisslation that are intended to address these donditand the asset quality, capital
liquidity issues they have caused for certain fgiahinstitutions and to improve the general avalley of credit for consumers a
businesses. In addition, the U.S. Congress rgcenthcted the American Recovery and ReinvestmehpbA2009 (“ARRA”) in an effort t
save and create jobs, stimulate the U.S. economhypeomote longerm growth and stability. There can be no assgas to the actual imp.
that the TLGP, the EESA, the ARRA and their implatirgg regulations, the FDIC programs, or any oth@rernmental program will have
the financial markets. The failure of the TLGRs tBESA, the ARRA, the FDIC or the U.S. governmenstabilize the financial markets ar
continuation or worsening of current financial metriconditions could materially and adversely aff€@drnerstones business, financ
condition, results of operations, access to ciatitor the trading price of Cornerstone’s commaouolst

Cornerstone may require additional capital which maot be able to be obtained.

Cornerstone may require capital from sources othan earnings generation. These additional souncag include additional equ
investments, trust preferred offerings, borrowedd or any combination of these sources of fur@snerstones ability to access the
alternative capital sources may be limited duestpulatory restrictions or the condition of the tapmarkets. Therefore, Cornerstanability
to enact a bank acquisition, increase its loanf@iartor expand its branch network may be impaired.

Cornerstone is subject to Federal and State regidas that impact its operations and financial perfmance.

Cornerstone is subject to examinations and supervfsom both federal and state regulatory agenciésese agencies require compliance
numerous banking regulations. These regulatiooease costs and require human and informatiomédagy resources to comply. Cenl
activities of Cornerstone such as the paymentwfldnds, investments, acquisitions, and branchiagrapacted by these regulations.

The laws and regulations applicable to the bankmdgstry are subject to change at any time. Cstoee cannot predict the events that
result in regulatory changes nor their impact anlihnking industry and Cornerstone’s earnings.

Cornerstone operates in a highly regulated indwstiy is subject to examination, supervision, and@ehensive regulation by various fed
and state agencies including the Board, the FDIiCthe TDFI. Cornerstong’regulatory compliance is costly and restricts magilates certa
of its activities, including payment of dividendegergers and acquisitions, investments, loans amdeist rates charged, interest rates pa
deposits and locations of offices. Cornerstondsis subject to capitalization guidelines establishg its regulators, which require it to main
adequate capital to support its growth.

The laws and regulations applicable to the bankimystry could change at any time, and Cornerstareot predict the effects of th
changes on its business and profitability. Becaymeernment regulation greatly affects the busiress financial results of all commerc
banks and bank holding companies, Cornerstonetsoé@®mpliance could adversely affect its abitibyoperate profitably.

The Sarbane®xley Act of 2002, and the related rules and retjuia promulgated by the Securities and Exchangar@igsion and Nasde
have increased the scope, complexity and cost gfocate governance, reporting and disclosure mestiAs a result, Cornerstone
experienced, and may continue to experience, greatepliance costs.

Cornerstone could experience declines or lossesamings if asset quality declines.

Cornerstone’s assets are primarily comprised afdodf the Banks loan customers fail to repay their loans in agdance with the terms of t
loan agreement, the Baigkearnings would be negatively impacted. To mirémihe likelihood of a substandard loan portfohe Banl
assesses the credit worthiness of a customer assvperforming collateral valuations. An allowarfor loan losses is also maintained il
attempt to address the various risks involved Vgtiding. In determining the amount of the allowanCornerstone relies on an analysis o
loan portfolio based on volume and types of loamtgrnal loan classifications, delinquency trendsal and economic conditions and o
pertinent information. Negative changes in theakiation methods would result in a decline in asgetlity. Any increase in Cornerstore’
allowance for loan losses would have a negativeaghpn earnings.
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Liquidity needs could adversely affect Cornerstrs results of operations and financial condition.

Cornerstone relies on dividends from the Bank sitmary source of funds. The majority of the Banfunds are comprised of custo
deposits and loan repayments. While scheduled tepayments are a relatively stable source of futiisy are subject to the ability
borrowers to repay the loans. The repayment ofidozgan be adversely affected by a number of factocduding changes in econor
conditions, adverse trends or events affectingnass industry groups, reductions in real estateegabr markets, business closings ordég;
inclement weather, natural disasters and internatimstability. Additionally, deposit levels mag laffected by a number of factors, incluc
rates paid by competitors, general interest ratel$e returns available to customers on alternativestments and general economic condit
Accordingly, Cornerstone may be required from timéime to rely on secondary sources of liquiddynteet withdrawal demands or otherv
fund operations. Alternative sources include adearfcom the Federal Home Loan Bank and federalduimés of credit from correspond
banks. While Cornerstone believes that these ssuare currently adequate, there can be no assuthegewill be sufficient to meet futL
liquidity demands. Cornerstone may be requireddw ®r discontinue loan growth, capital expendituoe other investments or liquidate as
if these alternative sources are not adequate.

Competition from financial institutions and otheriiancial service providers may adversely affect @erstone’s profitability.

The banking business is highly competitive and @mtone experiences competition in each of its mtarfrom many other financ
institutions. Cornerstone competes with other consiakbanks, credit unions, savings and loan assiocis, mortgage banking firms, consu
finance companies, securities brokerage firms,rarste companies, money market funds, and otherahfitnds, as well as other commui
banks and super-regional and national financiditit®ns that operate offices in Cornerstone’siiaiy market areas and elsewhere.

Additionally, Cornerstone faces competition from mtevo community banks, including those with semmnagement who were previot
affiliated with other local or regional banks op#e controlled by investor groups with strong ldmadiness and community ties. These de
community banks may offer higher deposit ratesowvelr cost loans in an effort to attract Cornerstermistomers, and may attempt to
Cornerstone’s management and employees.

Cornerstone competes with these other financiditini®ns both in attracting deposits and in maklogns. In addition, Cornerstone ha
attract its customer base from other existing fam@ninstitutions and from new residents. Cornarstexpects competition to increase in
future as a result of legislative, regulatory amechhological changes and the continuing trend n§alidation in the financial services industry.

Changes in interest rates could adversely affecti@ostone’s results of operations and financial cdition.

Changes in interest rates may affect Cornersgoleel of interest income, the primary compondritsogross revenue, as well as the level
interest expense. Interest rates are highly seadii many factors that are beyond Cornerstnehtrol, including general economic conditi
and the policies of various governmental and regtjaauthorities. Accordingly, changes in interesties could decrease Cornerstaneé
interest income. Changes in the level of interatds also may negatively affect Cornersteradility to originate real estate loans, the vait
its assets and the ability to realize gains from s$hle of its assets, all of which ultimately affeearnings. Recent economic events

prompted the Federal Reserve to reduce its fediendk rate. Due to the rapid decline in interasts, the Bank was unable to recalibrat
liabilities at the same rate at which loan rateslided. As a result, the net interest margin wapdcted negatively during 2008 and

continue into 2009. If the Federal Reserve’s falfmds rate remains at extremely low levels oesdnot increase above the Bankiteres
rate floors, Cornerstone’s funding costs may inseeavhich will negatively impact the net interestrgia and Cornerstong’ financia
performance.

Cornerstone relies heavily on the services of keysonnel.

Cornerstone relies on the strategies and manageseevites of Gregory B. Jones, its Chairman ofBbeard and Chief Executive Offic
Although Cornerstone has entered into an employmgrgement with Mr. Jones, the loss of his serndoesd have a material adverse effec
Cornerstones business, results of operations and financiatlition. Cornerstone is also dependent on certdierokey officers who ha
important customer relationships or are instrumdntés lending and depository operations. Charigdsey personnel and their responsibili
may be disruptive to operations and could have terniah adverse effect on Cornerstamdinancial condition and earnings. Corners
believes that its future results will also depepdruits ability to attract and retain highly skillend qualified personnel, particularly in th
areas where Cornerstone may open new branches.
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Cornerstone’s recent results may not be indicatofdts future results.

Cornerstone may not be able to sustain its histbriste of growth or could experience very limitedno increase in assets at all. Var
factors, such as the general economic environneetest rates, regulatory and legislative consitlens and competition, may also imped
prohibit Cornerstone’s ability to expand its margetsence.

Cornerstone is subject to Tennessee’s datieover statutes and certain charter provisions ieh could decrease its chances of be
acquired even if the acquisition is in the besténest of Cornerstone’s shareholders.

As a Tennessee corporation, Cornerstone is subjegarious legislative acts which impose restricticon and require compliance v
procedures designed to protect shareholders agaifisir or coercive mergers and acquisitions. Thetatutes may delay or prevent offer
acquire Cornerstone and increase the difficultycafisummating any such offers, even if the acqaisitvould be in its shareholderses
interests. Cornerstoreamended and restated charter also contains fmmasighich may make it difficult for another enttty acquire it withot
the approval of a majority of the disinterestecediors on its board of directors. Secondly, thewam of common stock owned by, and o
compensation arrangements with, Cornerst®omdficers and directors may make it more difficidtobtain shareholder approval of potel
takeovers that they oppose. As of March 2, 208®ectors and executive officers beneficially owraggproximately 16.8% of Cornerstose’
common stock. Agreements with Cornerstargenior management also provide for significaghpents under certain circumstances follov
a change in control. These compensation arrangsmtagether with the common stock and option ownpref Cornerstone board c
directors and management, could make it difficulerpensive to obtain majority support for shardiolproposals or potential acquisit
proposals that the board of directors and offiogsose.

The success and growth of Cornerstone’s operatiani depend on its ability to adapt to technologlahanges.

The banking industry and the ability to deliverdirtial services is becoming more dependent on téofical advancement, such as the at
to process loan applications over the Internetgpicelectronic signatures, provide process stapaates instantly, reliable dme banking
capabilities and other customer expected conveagtitat are cost efficient to Cornerst@anbusiness processes. As these technologi
improved in the future, Cornerstone may, in ordereimain competitive, be required to make significzapital expenditures.

Even though Cornerstor's common stock is currently traded on the OTC BititleBoard, the trading volume in its common stocla$ bee
limited. Secondly, the sale of substantial amounfsCornerstone’s common stock in the public marlegtuld depress the price.

Cornerstone cannot say with any certainty when eenagtive and liquid trading market for its commstock will develop or be sustain
Because of this, Cornerstoseshareholders may not be able to sell their shatrélse volumes, prices, or times that they deSi@nerston
cannot predict the effect, if any, that future sabde the availability of common stock will have the market price. Cornerstone, therefore,
give no assurance that sales of substantial amofiits common stock in the market, or the potdritialarge amounts of sales in the mar
would not cause the price of its common stock tdide or impair its ability to raise capital thrdugales of its common stock.

Cornerstone may issue additional common stock drestequity securities in the future which could dile the ownership interest of existi
shareholders

In order to maintain capital at desired or requiredulatory levels, Cornerstorseboard of directors may decide from time to tirogssus
additional shares of common stock, or securities/edible into, exchangeable for or representigdts to acquire shares of its common sl
The sale of these shares may significantly dilheeliook value per share of its common stock. Newstors in the future may also have ric
preferences and privileges senior to its curreatediolders which may adversely impact its currbateholders.

Cornerstone’s ability to declare and pay divideridsimited by law and it may be unable to pay fueudividends.

Cornerstone derives the majority of its income frdividends on the shares of common stock of thekEamd Eagle. The ability of the Be
and Eagle to declare and pay dividends is limitgdite obligations to maintain sufficient capitaldaby other general restrictions on
dividends that are applicable to banks that arelegégd by the FDIC and the Department of Finanbiatitutions. In addition, the Boe
may impose restrictions on Cornerstanability to pay dividends on its common stock.&sesult, Cornerstone cannot assure its sharels
that it will declare or pay dividends on shareg®fommon stock in the future.
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ITEM 1B. UNRESOLVED STAFF COMMENTS

There are no written comments from the Commissiafi eegarding our periodic or current reports unithe Exchange Act which remain
unresolved.

ITEM 2. PROPERTIES

As of December 31, 2008, the principal offices offf@rstone are located at 835 Georgia Avenue, &faigga, Tennessee 37402. In addi
the Bank operates five full-service branches aralb@n production offices that are located at:

Branches 4154 Ringgold Road, East Ridge, Tenne:
5319 Highway 153, Hixson, Tennes:
2280 Gunbarrel Road, Chattanooga, Tenne
8966 Old Lee Highway, Ooltewah, Tennes
835 Georgia Avenue, Chattanooga, Tenne

Loan Production Office 202 West Crawford Street, Dalton, Geor
9724 Kingston Pike Suite 305B Knoxville, Tennes

The Georgia Avenue facility located in downtown @aaooga, Tennessee serves as a branch locaticgh€fdBanks customers as well
Cornerstones Executive offices. The Bank owns the propeftieated at 2280 Gunbarrel Road, 4154 Ringgold R63adl9 Highway 153 ar
8966 Old Lee HighwayThe Bank also owns a vacant building and lot at $08ampbell Station Road Knoxville, TN. The Bankends t
renovate the structure into a full service branplering in 2010. Cornerstone operates a serviceecéntfacilitate all of its nomustome
contact functions located at 6401 Lee CornerseSiii®, Chattanooga, Tennessee.

ITEM 3. LEGAL PROCEEDINGS

As of the end of 2008, neither Cornerstone, thekBaor Eagle was involved in any material litigatiohhe Bank is periodically involved a
plaintiff or defendant in various legal actionsthe ordinary course of its business. ManagemeliJss that any claims pending aga
Cornerstone or its subsidiaries are without marthat the ultimate liability, if any, resultingdim them will not materially affect the Barskb
Eagle’s financial condition or Cornerstone’s coigatied financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted during the fourth quanfe2008 to a vote of security holders of Cornamstthrough a solicitation of proxies
otherwise.

PART I

ITEM5. MARKET FOR THE REGISTRANT 'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND IS SUER
PURCHASES OF EQUITY SECURITIES

On February 20, 2009, Cornerstone had 6,319,71&sld common stock outstanding. Cornerstermmon stock is quoted on the C
Bulletin Board but is not listed on a national s@tes exchange. There are ten market makers whdge a market for Cornerstorsetommo
stock.

There were approximately 549 holders of recordhef tommon stock as of December 31, 2008. Thisbeurdoes not include shareholc
with shares in nominee name held by DTC. As ofehd of 2008, there were 3,728,120 shares helaimimee name by DTC. Cornerst
paid quarterly cash dividends in 2008 in the amaim$0.07 per share. Cornerstone announced, ireidber 2008, a first quarter 2(
dividend of $0.07, which was paid on January 5,%200ornerstons’ board of directors will continue to evaluate #maount of futur
dividends, if any, after capital needs required éapected growth of assets are reviewed. The patywiedividends is solely within tl
discretion of the board of directors, considerirgrgrstones expenses, the maintenance of reasonable capitailsk reserves, and appropr
capitalization requirements for state banks.
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Table 1 presents the high and low closing priceSarherstones common stock for the periods indicated, as repdsy published sources. ~
prices reflect inter-dealer prices, without retadrk-up, mark-down or commission and may not repreactual transactions.

TABLE 1

High and Low Common Stock Share Price for the Camyj Dividends paid
2009 Fiscal Year Low High Per Share
First Quarter (through Feb. 24, 20( $ 3.7¢ $ 6.0C $ .07
2008 Fiscal Yeat
First Quarte| $ 7.9¢ $ 10.9C $ 0.07
Second Quarte $ 5.8t $ 8.9t $ 0.07
Third Quartel $ 5.2t $ 7.2 $ 0.07
Fourth Quarte $ 475 $ 6.0C $ 0.07
2007 Fiscal Yeat
First Quarte| $ 142 $ 16.5C $ 0.0t
Second Quarte $ 14.3C $ 15.3C $ 0.0t
Third Quartel $ 10.9t $ 1450 $ 0.0t
Fourth Quarte $ 10.0t $ 12.4C $ 0.0t

Table 2 presents information regarding the equibyngensation plans under which equity securitiesCofnerstone are authorized
issuance. For further information relating to Gastone’s equity compensation plans, see ltem 1Risfeport.

TABLE 2
Equity Compensation Plan
Year Ended December 31, 20
Number of securities to Weighted average Number of securities
be issued upon exercise exercise price of remaining available
Plan categor of outstanding option outstanding option for future issuanc
Equity compensation plans approved by seci
holders: 837,22! $ 7.0% 567,52!
Equity compensation plans not approved by sec
holders: - - 80,00(
Total 837,22 $ 7.0% 647,52!
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ITEM 6. SELECTED FINANCIAL DATA

Table 3 presents selected financial data for th®ge indicated (amounts in thousands).

TABLE 3

Total interest incom

Total interest expens

Net interest incom

Provision for loan losse

Net interest income after provision for loan los

Noninterest income
Investment securities gail
Other income

Noninterest expens

Income before income tax

Income tax expense / (bene

Net income

Per Share Data:
Net income, basi
Net income, assuming dilutic
Dividends paic
Book value
Tangible book value(1

Financial Condition Data:
Assets
Loans, net of unearned intert
Cash and investmen
Federal funds sol
Deposits
FHLB advances and line of cre:
Subordinated debentur

Federal funds purchased and repurchase agree

Shareholder equity
Tangible shareholde’ equity(1)

Selected Ratios
Interest rate spree
Net interest margin(Z
Return on average ass
Return on average equi
Return on average tangible equity
Average equity to average ass
Dividend payout ratic
Ratio of nonperforming assets to total as

Ratio of allowance for loan losses to nonperforn

loans
Ratio of allowance for loan losses to total aver
loans, net of unearned incor

At and for the Fiscal Years Ended December 3.

2008 2007 2006 2005 2004

$ 30,68( $ 34,78 $ 29,15¢ $ 20,67: $ 14,05¢
12,69¢ 14,41 10,30¢ 6,07 3,57¢
17,98: 20,37( 18,85: 14,59 10,48:
3,49¢ 10,40¢ 1,10€ 1,401 84C
14,48 9,961 17,74¢ 13,19¢ 9,64:
1,89: 1,69¢ 2,111 1,90« 1,40¢
12,56¢ 10,92¢ 10,71¢ 8,21¢ 6,88¢
3,80¢ 73C 9,13¢ 6,881 4,16:
$ 1,29¢ $ (141) $ 332t % 2,55¢ $ 1,59:
$ 251 $ 871 $ 5811 $ 432 % 2,571
$ 04C % 0.1 % 09C §$ 071 % 0.52
$ 03¢ $ 01 $ 0.8t $ 0.66 $ 0.4¢
$ 028 $ 02C $ 01z $ 0.0¢ % 0.0¢
$ 57¢ % 57C % 58¢ §$ 507 $ 4.3z
$ 53 $ 524  $ 54C $ 45. % 3.8
$ 471,807 $ 444.42. % 37494. $ 323,61 $ 248,61«
$ 378,47. $ 369,88: $ 305,87¢ $ 262,00 $ 202,55!
$ 57,28¢ $ 51,79¢ $ 51,557 $ 46,07 % 34,61/
$ 11,028 $ — ¢ — 3 —  $ —
$ 326,58. $ 313,25( $ 275,81t $ 252,43!  $ 187,83.
$ 71,250 $ 47,10C $ 39,50C $ 30,000 $ 27,00(
$ — $ — $ — $ —  $ —
$ 35,79C $ 4156( $ 19,24¢ $ 4,79C $ 7,40¢
$ 36,50: $ 36,327 % 38,18 $ 32,466 $ 24,801
$ 33,66. $ 33,38¢ $ 35,137 $ 29,08¢ % 22,26¢

3.67% 4.51% 5.1% 4.92% 4.7(%

4.1€% 5.22% 5.8(% 5.42% 5.02%

0.55% 0.21% 1.6% 1.51% 1.15%

6.71% 2.1% 16.21% 14.9¢% 13.8:%

7.2€% 2.31% 17.7¢% 16.9¢% 16.02%

8.271% 9.8t% 10.3¢% 10.0%% 8.3(%

70.5¢% 149.7% 13.3%% 12.1% 4.84%

1.4&% 0.4(% 0.4C% 0.47% 0.0&%

226.2% 791.1% 25.9(% 20.7(% 5.3:%

2.4<% 3.88% 1.5(% 1.5(% 1.47%

(1) Tangible shareholde’ equity is shareholde’ equity less goodwill and intangible ass:
(2) Net interest margin is the net yield on intereshiesy assets and is the difference between thecisitgield earned on inter-earning asse

less the interest rate paid on interest bearirlilies.
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GAAP Reconciliation and Management Explanation ofdd-GAAP Financial Measures

Certain financial information included in our sunmnaonsolidated financial data is determined byhods other than in accordance with |
generally accepted accounting principles (“GAAPThese non-GAAP financial measures are “tangiblekbwalue per share,”tdngible
shareholders’ equity,” and “return on average talegequity.” Cornerstone’s management uses thereGAAP measures in its analysis
Cornerstone’s financial performance.

* “Tangible book value per shares’defined as total equity reduced by recorded gdlbend other intangible assets divided by totainenor
shares outstanding. This measure is importantvestors interested in changes from periogeoiod in book value per share exclusiv
changes in intangible assets. Goodwill, an intdegilsset that is recorded in a purchase busingsbination, has the effect of increas
total book value while not increasing the tangidésets of a company. For companies such as Carneritat have engaged in busit
combinations, purchase accounting can result imgberding of significant amounts of goodwill r&dtto such transactior

» “Tangible shareholde’ equity’ is shareholde’ equity less goodwill and other intangible ass

» “Return on average tangible eq” is defined as earnings for the period divided bgrage equity reduced by average goodwill and
intangible asset:

These disclosures should not be viewed as a sufiestdr results determined in accordance with GAAR] are not necessarily comparab
non-GAAP performance measures which may be presenteath®r companies. Table 4 presents a reconciligtoprovide a more detail
analysis of these non-GAAP performance measures:

TABLE 4
At and for the Fiscal Years Ended December 3:
2008 2007 2006 2005 2004

Book value per shai $ 57¢  $ 57C $ 5.8¢ $ 5,07 $ 4.3z
Effect of intangible assets per sh $ 04t % 0.4€ $ 047 $ 0.5 % 0.44
Tangible book value per she $ 53z % 524 $ 54C $ 452 % 3.8¢
Return on average equi 6.71% 2.14% 16.2% 14.9t% 13.8%
Effect of intangible asse 0.55% 0.17% 1.51% 1.98% 2.1%%
Return on average tangible eqt 7.26% 2.31% 17.7¢% 16.9€% 16.02%

ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
Forward-Looking Statements

Management'’s discussion and analysis of Cornergtaperations, prospects, and other matters, mayde forwardlooking statements with
the meaning of the Private Securities LitigationfdR@ Act of 1995 and other provisions of applicabfederal and state securit
laws. Although Cornerstone believes that the agsioms underlying such forwarddoking statements contained in this report arsagable
any of the assumptions could be inaccurate andyrdicgly, there can be no assurance that the faklemking statements included herein
prove to be accurate. The use of such words gee@X “anticipate,” “forecast,and comparable terms should be understood by Huere
indicate that the statement is “forward-lookiragid thus subject to change in a manner that camfedictable. Factors that could cause a
results to differ from the results anticipated, bot guaranteed, in this report, include (withdatitation) economic and social conditio
competition for loans, mortgages, and other finalnsérvices and products, changes in interest,ratésreseen changes in liquidity, result
operations, and financial conditions affecting Gstones customers, and other risks that cannot be a&tyrgtuantified or complete
identified. Many factors affecting Cornerstaméhancial condition and profitability, includinghanges in economic conditions, the volatilit
interest rates, political events and competitioonfrother providers of financial services simply mainbe predicted. These factors
unpredictable and beyond Cornerst@nedntrol. Earnings may fluctuate from period &vipd. The purpose of this type of informatiorto
provide readers with information relevant to untimding and assessing the financial condition @&sdlts of operations of the Company,
not to predict the future or to guarantee resultsrnerstone is unable to predict the types olianstances, conditions and factors that can «
anticipated results to change. Cornerstone uridestao obligation to publish revised forward-loakirstatements to reflect the occurrenc
changes or unanticipated events, circumstancessalts.
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Management's Discussion And Analysis of Financiab@dition and Results of Operatior

Cornerstone Bancshares, Inc. (“Cornerstone”) isaakbholding company and the parent of CornerstoomrGunity Bank, (the “Bank™g
Tennessee banking corporation, and Eagle Finaroial, (“Eagle”),an accounts receivable financing company that e@eydamarily in an
around Hamilton County, Tennessee. The Bank hasesablished loan production offices in Knoxvilleennessee and Dalton, Georgia.

Bank’s business consists primarily of attracting degosiam the general public and, with these and ofheds, originating real estate loe
consumer loans, business loans, and residentiat@mdhercial construction loans. The principal searof income for the Bank are interest
fees collected on loans, fees collected on depasibunts, and interest and dividends collectedtberanvestments. The principal expense
the Bank are interest paid on deposits, employagpeosation and benefits, office expenses, and aerthead expenses. Eaglgirincipa
source of income is revenue received from the m@getof receivables. Expenses are related to emplmympensation and benefits, office
overhead expenses.

The following is a discussion of our financial cdtiwh at December 31, 2008 and December 31, 20@70an results of operations for eacl
the threeyears ended December 31, 2008, 2007 and 2006. urpege of this discussion is to focus on infornma@out our financial conditit
and results of operations which is not otherwispaapnt from the consolidated financial statemente following discussion and analy
should be read along with our consolidated findrstetements and the related notes included elsewterein.

Review of Financial Performanc:

As of December 31, 2008, Cornerstone had totalalmzged assets of approximately $472 million, ltédans of approximately $388 millic
total deposits of approximately $327 million andcktholders’ equity of approximately $37 million.o@erstones net income increased to $
million for 2008 compared to $871 thousand for 266@d $5.8 million for 2006.

Results of Operation

Net Interest IncomeNet interest income represents the amount by wihiigfliest earned on various earning assets excettest paid ¢
deposits and other interest bearing liabilitieet Mterest income is also the most significant ponent of our earnings. For the year el
December 31, 2008, Cornerstone recorded net intanesme of approximately $17,982,000, which remiilin a net interest margin
4.16%. For the year ended December 31, 2007, @&iome recorded net interest income of approxima&20,370,000, which resulted in a
interest margin of 5.22%. For the year ended Déexn31, 2006, Cornerstone recorded net interestmiecof approximately $18,853,0
which resulted in a net interest margin of 5.80%.
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Table 5 presents information with respect to irgeiacome from average interesdrning assets, expressed both in dollars andsyielak
interest expense on average intetestring liabilities, expressed both in dollars aatks, for the periods indicated. The table inetutbal
yields, which reflect the amortization of defertedn origination and commitment fees. Interesbine from investment securities includes
accretion of discounts and amortization of premiums

TABLE 5
Yields Earned on Average Earning Assets and
Rates Paid on Average Interest Bearing Liabili
Years Ended December &

2008 2007 2006
(In thousands) Interest Interest Interest
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/
ASSETS Balance = Expense(] Rate Balance  Expense(l Rate Balance = Expense(] Rate
Interes-earning asset:
Loans(1)(2) $ 385,95 $ 28,66 7.4% $ 353,27t $ 32,98] 9.3%% $ 284,10 $ 27,311 9.61%
Investment securities(: 47,09¢ 1,99¢ 4.36% 37,67¢ 1,75C 4.8(% 36,21¢ 1,58¢ 4.48%
Federal funds sold 86¢ 23 2.7(% 76C 52 6.8€% 4,68¢ 25€ 5.51%
Total interes-earning assel 433,92. 30,68( 7.08%  391,71: 34,78: 8.8¢%  325,00¢ 29,15¢ 8.98%
Allowance for loan losse (8,496 (5,009 (4,104
Cash and other assets 27,17¢ 26,34 23,83¢
Total assets $ 452,60! $ 413,04. $ 344,74:
TOTAL LIABILITIES AND EQUITY
Interes-bearing liabilities
Deposits:
NOW accountt $ 30,10¢ $ 211 0.7(% $ 36,327 $ 802 221% $ 34,70: $ 427 1.22%
Money market / Saving 51,60( 82€ 1.6(% 55,80¢ 2,01¢ 3.61% 58,47 2,22¢ 3.8(%
Time deposits, $100m arover 59,08: 2,371 4.01% 61,17: 3,13¢ 5.12% 43,69: 1,99: 4.56%
Time deposits, under $100m 131,13¢ 5,891 4.4%  107,49¢ 5,387 5.01% 88,77 3,89¢ 4.3%
Total interes-bearing deposit 271,92 9,29¢ 3.42%  260,80! 11,341 4.35%  225,64: 8,54« 3.7¢%
Federal funds purchas 12,95: 33¢ 2.62% 11,37« 612 5.3%% 4,57C 232 5.07%
Securities sold undiagreement to repurcha 18,58( 261 1.41% 8,10: 244 3.01% 4,02( 11€ 2.88%
Other borrowings 68,57¢ 2,79¢ 4.08% 48,28. 2,21¢€ 4.5% 35,42¢ 1,414 3.9¢%
Total interest-bearing Liabilities 372,03 12,69¢ 3.41% 328,56« 14,41« 4.3%  269,66. 10,30¢ 3.82%
Net interest sprea 3.67% 4.51% 5.16%
Other liabilities:
Demand deposit 42,91t 41,50:¢ 37,05¢
Accrued interest payable aother liabilities 218 2,24( 2,29t
Stockholders' equity 37,43 40,73 35,72¢
Total liabilities And stockholders' equity $ 452,60! $ 413,04. $ 344,74:
Net interest margi $ 17,98. 4.16% $ 20,36¢ 5.22% $ 18,85¢ 5.8(%

(1) Interest income on loans includes amortizatibrdeferred loan fees and other discounts of $@@ilisand, $302 thousand, and ¢
thousand for the fiscal years ended December 38,2007, and 2006, respectively.

(2) Nonperforming loans are included in the corafioh of average loan balances, and interest inommguch loans is recognized on a
basis.

(3) Yields on securities are calculated on a ftaly equivalent basis.

Other matters related to the changes in net irtteresme, net interest yields and rates, and rtetést margin are presented below:

|l2 Starting in September 2007, the Federal Reservé Bétimted a series of interest rate reductiohaf s of January 30, 2009, resulte
a Federal Funds Target rate of 0.25%. This 50 Ipasnt reduction has placed downward pressurhetanking industrg net intere:
margins. Cornerstone was also impacted by thigatézh which lowered its net interest margin to684dfor the yeaend 2008 compar:
to 5.22% for the year-end 2007. Currently, theialde portion of the Bank' loan portfolio, indexed to the prime interesterata
reached interest rate floors ranging from 5.009%.@0%. To compensate for the reduction in loatdgi¢he Bank lowered its inter
bearing liabilities from 4.39% in 2007 to 3.41% ®008. However, uncertainty of liquidity in thetiomal market resulted in certific:
of deposit rates to remain abnormally elevateduhhout 2008. This resulted in a disintermediatidthin the Banks deposit base
balances migrated from transactional accountsrtificate of deposit accounts. Finally, the Bampects rate pressure on its interest
loan floors throughout 2009. However, the Bankicipdtes a return to more traditional certificatedeposit interest rates in ec
2009. The Bank anticipates that its net interestgim will remain in the low 4.00% range through2009.
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[l=2 As of December 31, 2008, the Bis investment portfolio resulted in a yield of 4.3@%mpared to 4.80% for the same time peric
2007. The Banlg investment portfolio is used primarily for pledgipurposes with the State of Tennessee CollaRwal, Feder:
Reserve Bank discount window and to secure repaeclagreements. As of December 31, 2008, approxiyn&0% of the securi
portfolio was invested in Agency LIBOR floaterspgmtect the Bank from rapid increases in interattg. In the future, the Bank inte
to purchase longer term securities with artifigidligh spreads in relation to the U.S. Treasurydgi¢o balance the security portfoko’
current yield and protect against potential rapidréases in interest rates or if inflation concemegerialize. These artificially hi
spreads to the U.S. Treasuries are a result o principal risk to the underlying credit. Hewer, once the economy start:
improve these spreads should reduce to more histeid levels.

[l=2 During 2008 the Bank contracted with Promontoryeifibancial Network, LLC to offer the Certificatd ®eposit Account Regist
Service (“CDARS”) to the Bank' existing depository base as well as potential deposit customers in the Chattanooga, TN MSA
had been previously unavailable. The CDARS progadlows the Bank to provide FDIC insurance coverfigecertificates of depo:
accounts in excess of $100,000. Effectively, ti¥ARS program allows the Bank to obtain certificafedeposit accounts greater t|
$100,000 and break the large deposit into smaitesumts which are placed with other banks that aré @f the CDARS network. Tt
program enables the customer to interact with ocaekband still receive the same FDIC insurance @meerof multiple bankir
institutions. The CDARS network also gives the B&urther access to brokered deposits, at a cothetnterest rate, as an additic
source of wholesale fundin

Tables 6 and 7 present the changes in interestie@nd interest expense that are attributablerée tfactors:

(i) A change in volume or amount of an asset or lighi

(i) A change in interest rate

(iii) A change caused by the combination of changessiet @ deposit mix

The tables describes the extent to which changegdrest rates and changes in volume of interastieg assets and interdsgaring liabilitie:
have affected Cornerstone’s interest income anéreseduring the periods indicated. For each catenfanterest-earning assets and interest-
bearing liabilities, information is provided as ¢banges attributable to change in volume (changeoiame multiplied by current rate) &
change in rates (change in rate multiplied by curvelume). The remaining difference has beercatied to mix.

TABLE 6
INTEREST INCOME AND EXPENSE ANALYSI¢
Year Ended December 2
2008 Compared to 20(
Net

(In Thousands) Volume Rate Mix Change
Interest income

Loans (1)(2 $ 2,42¢ % (7,372 $ 62z $ (4,320

Investment securitie 411 (18¢) 23 24¢

Federal funds sold 3 (22) (10) (29)
Total interest incom (4,109
Interest expenst

NOW account: (44) (455) (92 (59))

Money market and savings accou (67) (2,040 (85) (2,199

Time deposits, $100,000 and o' (93 (402) (26¢) (763)

Time deposits, less than $100,( 1,015 (933) 41¢ 504

Other borrowing: 82¢ (349 104 58¢

Federal funds purchas 41 (359) 44 (274

Securities sold under agreement to repurchase 14¢ (297) 16€ 17
Total interest expens (1,716
Change in net interest income (exper $ (2,38))
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TABLE 7

(In Thousands)

Interest income
Loans (1)(2)
Investment securitie
Federal funds sol

Total interest incom

Interest expenst
NOW account:
Money market and savings accou
Time deposits, $100,000 and o
Time deposits, less than $100,(
Other borrowing:
Federal funds purchas

Securities sold under agreement to repurc

Total interest expense
Change in net interest income (expense)

INTEREST INCOME AND EXPENSE ANALYSI¢
Year Ended December &
2007 Compared to 20(

Net
Volume Rate Mix Change
$ 6,461 $ (959 $ 157 $ 5,66¢
69 10E (8) 16€
(204) (8) 6 (20€)
5,624
36 35€ (16) 37¢
(96) (209) (8) (207)
89t 343 (98) 1,14(
93¢ 66€ (11€) 1,48¢
59C 294 (82 80z
367 36 (22 381
12Z 11 (7) 127
4,107
$ 1,515

(1) Loan amounts include non-accruing loans.
(2) Interest income includes the portion of loaasfeecognized in the respective periods.

Provision for Loan Lossed he provision for loan losses represents a chargamings necessary to establish an allowandedorlosse
that, in managemert’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loanse grovision for loa
losses amounted to $3.5 million for the year en@etember 31, 2008 compared to $10.4 million for ylear ended December
2007. Cornerstons’policies and procedures used to estimate thevatioe for loan losses, as well as the resultantigiom for loan losses, ¢
considered adequate by management and are petipdemaewed by regulators. However, there arddexbeyond Cornerstorgetontrol, suc
as conditions in the local and national economy cWwhmay negatively impact Cornerstomeasset quality. The measurements
approximations which may require additional promis to loan losses based upon changing circum&tamrcghen additional informati
becomes available or known. Other matters reldtirthe changes in provision for loan losses aesqmted below:

(1=

cash flow due in large part to the

Cornerstones provision for loan losses during 2008 was neddeatldress multiple credits that were not able &ntain operations

economic downturhe provision allocation differs from the ambweharged to earnings in 2C

which was concentrated in two large credits. Thiesge credits contained alleged fraud perpetrdtgdhe customer against -
Bank. The Bank expects further economic deteiimmatiuring 2009. Therefore, the Bank anticipatest the 2009 provision will |
equal to or slightly larger than the charge to &% for provision in 200¢

To address the problem credits within the Barlkian portfolio a Special Asset Committee wasteskaThis committee has instruc

the Banks loan review department to identify potential peob loans as quickly as possible. This early deteavill allow the Bank t
assist customers with this severe economic enviemrand potentially minimize losses. Secondlyjrdu2008 the Bank hired a spe:
asset consultant to assist in the disposal of prolzssets in an optimal manr

Non Interest Incomekems reported as non interest income include sergharges on checking accounts, insufficient fucitarges
automated clearing house (“ACH") processing feas the Bank$ secondary mortgage department earnings. Ingéasecome derived fro
service charges and ACH fees are primarily a fanctif the Banks growth while fees from the origination of mortgdgans will often refle:
market conditions and fluctuate from period to péri
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Table 8 presents the components of non interestrisdor the years ended December 31, 2008, 2002@0%l (in thousands).

TABLE 8
2008 2007 2006
Customer service fee $ 1,727 $ 1,42¢ $ 1,29¢
Other noninterest incorr 10¢ 16E 91
Operating lease incon - - 301
Net gain from sale of loans & other ass 57 104 421
Total noninterest income $ 1,89 $ 1,698 $ 2,111

Significant matters relating to the changes to interest income are presented below:

[Il2 The Bank continues to see moderate increases dustemer service fees. While traditional accaanvice fees are included in the §
million generated during 2008 the amount also idekifees associated with the Bankayroll processing services. Fiscal year .
marked the first full year the Bank provided praieg services to payroll processors located actiossUnited States. The payi
processors generate thousands of payroll transacéach week while depositing relatively large am®wn a short term basis. Th
ACH transactions are then forwarded through theeF@dReserve Bank to the recipi’'s checking account

[Il2 One of the major components in other fee incomprior years was the Barkoperating lease income. The Bank had enteredai
operating lease agreement with one of its custortiatsresulted in monthly lease income to the Bafhke lease has been termin:
with the customer, who subsequently purchaseddbets. Currently, the Bank has no income fromaipey lease agreemen

[l2 Included in the net gain from sale of loans ancepissets is the Ba's loss of $141 thousand on the sale of assets 08 wa
incurred on multiple pieces of other real estatd foreclosed assets. Without these losses, th&'8aoninterest income increas
15.2% over 2007 and should continue to increasiegl@009.

Non Interest Expensétems reported as non interest expense includeisaland employee benefits, occupancy and equipexgense
and other operating expense.

Table 9 presents the components of non interestresepfor the years ended December 31, 2008, 2@DZQ06 (in thousands).

TABLE 9
2008 2007 2006
Salaries and employee bene $ 7,14C $ 6,60¢ $ 6,01¢
Net occupancy and equipment expe 1,52( 1,35¢ 1,07t
Depreciation on leased ass - - 24k
Other operating expenses 3,90¢ 2,96z 3,38(
Total noninterest expense $ 1256¢ $ 10,92¢ $ 10,71¢

Significant matters relating to the changes to interest expense are presented below:

|l Salary expense increased 8.0% over 2007 due plymaran increase in risk management personneditihal employees included
the risk management department included one emglagided to the compliance department, two addéuetinternal audit departme
and one consultant contracted to assist in Infaomatechnology security. This along with cost wirlg adjustments represented
majority of the Cornerstor's increase

[lE Occupancy and equipment expense has increasedpiiomperiods in part due to the relocation of B&nk’'s downtown branch a
Cornerstone’s corporate headquarters. While thecaon has increased expenses, the Bapkesence in downtown Chattanor
Tennessee, provides existing Bank customers wittatgr access to the Bask'services as well as attracting potential
customers. The Bank also opened two loan productifices during 2007; one in Knoxville, Tennessa®l one in Dalton, Georgi
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|l2 Significant increases in non interest expense vierthe other operating expense category which asmd 31.9% over 2007. 1
majority of the increases can be segmented inaethreas. First, the FDIC assessment increasédt$@@sand; second, other real et
expense increased $167 thousand; and third, legahse increased $160 thousand. All three cagare related to the deterioratio
asset quality and the expense required to propdithlin and ultimately dispose of collateral seaypnoblem loans

Income Tax Expense

[l The difference between Cornerst’s expected income tax expense, computed by muifigpiypcome before income taxes by statu
income tax rates, and actual income tax expenggrirgarily attributable to new market tax credits federal and state purposes,
exempt loans and tax exempt securit

Financial Condition

Overview -Cornerstones consolidated balance sheet reflects significawmwth since December 31, 2007. Total assets iser
approximately $28 million or 6.3% from $444 milli@s of December 31, 2007 to $472 million as of Ddwer 31, 2008. During 2008 tc
loans increased $4 million or 1.2% from approxima®&384 million as of December 31, 2007 to apprcadiely $388 million as of Decemt
31, 2008. Finally, stockholdersquity remained relatively unchanged during 2008paroximately $36 million as of December 31, 200€&
December 31, 2007.

InvestmentsThe Banks investment portfolio totaled $46.4 million or %&f total assets as of the year end 2008 comparedtotal o
$36.9 million or 8.3% of total assets as of yead @007. The portfolio is accounted for in two elfisations: “Held to Maturity”anc
“Available for Sale”. The Bank also has an investinin Federal Home Loan Bank Stock. The objeati/the Banks investment policy is
invest funds not otherwise needed to meet the l@mand of the Bank’ market area and to meet the following five olyest Ga|
Management, Liquidity, Pledging, Return, and LoCaimmunity Support. In doing so, the Bank usespbefolio to provide structure a
liquidity that the loan portfolio cannot. The mgeaent investment committee balances the marketceedit risks against the poten
investment return, ensures investments are conpatith the pledge requirements of the Banéleposit of public funds, maintains complie
with regulatory investment requirements, and assiatious public entities with their financing need’he management investment comm
is authorized to execute security transactionstlier investment portfolio based on the decisionshef Board of Directors Asset Liabil
Committee (“ALCO”). All the investment transactions occurring since phevious ALCO meeting are reviewed by the ALCOitatnex
monthly meeting, in addition to the entire portfoliThe investment policy allows portfolio holdingsinclude shorterm securities purchas
to provide the Bank’s needed liquidity and longgnm securities purchased to generate stable indonmbe Bank during periods of interest |
fluctuations.

Table 10presents the carrying value of the Bank's investmatthe dates indicated. Available for sale g8es are carried at fair market va
and securities held to maturity are held at theokovalue (amounts in thousands).

TABLE 10
Investment Portfolic

Years Ending December 2
Securities available for sale: 2008 2007 2006
U.S. Government and agency obligatit $ 8,25 $ 27,41 $ 26,47(
Mortgage-backed and other securiti 31,18 3,83¢ 2,63¢
State & political subdivisions tax-exempt 4,628 3,50z 3,24¢
Totals $ 44,057 $ 34,75:  $ 32,35
Securities held to maturit'
Mortgage-backed and other securities $ 16 $ 20C $ 23€
Totals $ 16 $ 20C $ 23€
Federal Home Loan Bank stock, at c 2,18¢ 1,912 1,332
Total Investment $ 46,41 $ 36,86 $ 33,92

|l2 During 2008 the Bank elected to increase the amoumtortgage backed and municipal securities. ffibetgage backed securities w
obtained instead of U.S. Government and agencyalidins, as traditionally acquired, to provide @ased yield while maintaining
20% risk weight classification for capital requirents. During the H‘quarter of 2008 and continuing into 2009, the Bha& purchass
mortgage backed securities guaranteed by GovernNetignal Mortgage Assocation or “Ginnie Ma€eThese securities qualify for (
risk weight allocation thereby improving the Basikiverall risk weighted capital position. Therg®mse in municipal securities has
obtained due to higher yields when compared toratére investments and to provide collateral atflederal Reserve discount winde
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[Il2 A second objective of the security portfolio ispimvide adequate collateral to satisfy pledgingiresments with the State of Tennes
collateral pool, repurchase agreements and ther&leReserve discount window. During 2008 the Bartteased its Federal Rese
discount window borrowing to approximately $4 naoili by yearend. This increase allowed the Bank to obtain taafdil funding, i
needed, in the event the Bi's daily fed fund lines were negatively impact

For December 31, 2008 tables 11 and 12 presenbdb& value of the Bank's investments, the weighted averagklgien the Bank
investments and the periods to maturity of the Bamestments for the “Securities Available foteSand the “Securities Held to Maturity,”
respectively. Available for Sale and Held to Mégumformation relating to December 31, 2007 isg®nted in tables 13 and 14.

TABLE 11
Weighted Average Yields on the Available For Saleelstment:
Periods of Maturity from December 31, 2C
Less than 1 ye: 1to 5 year: 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
. . Avg. Avg. Avg. Avg.
Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Governmeragencies $ 6,121 4.15% $ 0 0.0(% $ 0 0.0(% $ 2,12¢ 6.12%
Mortgage-backed securities (: 0 0.0(% 0 0.00% 11 6.99% 31,17 2.9%
Tax-exempt municipal bonds 127 5.02% 92E 6.3t% 1,79: 6.0€% 1,77¢ 6.2€%
Totals $ 6,25¢ 4.1€% $ 92t 6.3t% $ 1,804 6.0% $ 35,07« 3.34%
Total Securities Available for Sale $ 44,057 3.62%
TABLE 12
Weighted Average Yields on the Held to Maturity éstments
Periods of Maturity from December 31, 2C
Less than 1 ye¢ 1to 5 year: 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
. . Avg. Avg. Avg. Avg.
Securities held to maturity: Amount Yield(1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
Mortgage-backed securities (2) $ 0 0.0(% $ 6 6.7% $ 17 3.74% $ 14€ 5.54%
Totals $ 0 0.0(% $ 6 6.7% $ 17 3.74% $ 14€ 5.54%
Total Securities held to maturity $ 16¢ 5.4(%
Federal Home Loan Bank stock, at cost $ 2,18¢ 5.32%
Total Investments $ 46,41« 3.75%
TABLE 13
Weighted Average Yields on the Available For Saleelstment:
Periods of Maturity from December 31, 2C
Less than 1 ye: 1to 5 year: 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
. . Avg. Avg. Avg. Avg.
Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Government agenci $ 8,491 44% $  16,84¢ 451% $ 0 0.0(% $ 2,07t 6.12%
Mortgage-backed securities (¢ 0 0.0(% 2 6.3(% 13 7.01% 3,821 5.17%
Tax-exempt municipal bonds 12€ 5.14% 73¢ 4.2%% 1,23 4.28% 1,40¢ 4.0%
Totals $ 8,617 4.44% $  17,58¢ 4.5¢% $ 1,24¢€ 4.31% $ 7,301 5.32%

Total Securities Available for Sale $ 34,75: 4.76%
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TABLE 14
Weighted Average Yields on the Held to Maturity éstmentt
Periods of Maturity from December 31, 2C

Less than 1 yee 1to 5 year: 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
. . Avg. Avg. Avg. Avg.

Securities held to maturity: Amount Yield(1) Amount Yield(1) Amount Yield (1) Amount Yield(1)
Mortgage-backed securities (2) $ 0 0.0(% $ 13 6.7:2% $ 13 5.2(% $ 174 6.3%

Totals $ 0 0.0(% $ 13 6.72% $ 13 5.2(% $ 174 6.36%
Total Securities held to maturity $ 20C 6.31%
Federal Home Loan Bank stock, at cost $ 1,912 5.52%
Total Investments $  36,86¢ 4.8(%

(1)The weighted average yields on tax-exempt séesithave been computed on a tax-equivalent basis.
(2) Mortgages are allocated by maturity and not ricred

Lending-All lending activities of the Bank are under theedt supervision and control of the Directors L&ommittee, which consists
the Chief Executive Officer, President, Senior Lédaministrator, and five outside directors. Alsegent at meetings of the committee art
loan review officer and other lending officers aguired. All lending activities of Eagle are untiee direct supervision and control of its Bc
of Directors which consist of the Chief ExecutivéfiCer, President, Treasurer, Secretary, BarRenior Loan Administrator and three out
directors. These loan committees enforce loanaaiztitions for each officer, make lending decisionsloans exceeding such limits, rev
and oversee problem credits, and determine theaditm of funds for each lending category.

At December 31, 2008 and 2007, Cornerstone’s loantfgho constituted approximately 80.2% and 83.2%Cornerstones total asset
respectively.

Table 15 presents the composition of the Corneedsdoan portfolio at the indicated dates.

TABLE 15

Loan Portfolio Compositio

Years Ending December 2
(In thousands) 2008 2007 2006 2005 2004

Amount Percen Amount Percen Amount Percen Amount Percen Amount Percen

Commercial, financial and
agricultural $ 83,14( 21.42% $ 98,06¢ 25.51% $ 98,54: 31.7% $ 86,03¢ 324(% $ 61,74: 30.09%
Real estat+~ constructior 70,45¢ 18.1%% 76,83 20.0:% 57,60¢ 18.5% 47,071 17.7% 36,82« 17.94%
Real estat— mortgage 72,731 18.7¢% 64,58¢ 16.8% 48,70( 15.7% 48,64¢ 17.1% 38,19: 18.61%
Real estat— commercia 155,72¢ 40.12% 138,07 35.9% 99,197 31.9¢% 79,60¢ 29.9¢% 61,86( 30.1%
Consumer loans 6,02¢ 1.56% 6,037 1.57% 6,092 1.9¢% 7,191 2.71% 6,60z 3.22%
Total loans $ 388,09( 100.0% $ 383,59: 100.0% $ 310,13 100.0% $ 265,55¢ 100.00% $ 205,22: 100.0(%

Significant matters relating to the changes inlttae portfolio composition are presented below:

|l2 Overall the Bank’s loan portfolio increased 1.2%ing 2008 when compared to 2007 yead total. The Bank continued to place
emphasis on loan quality by continuing its crediderwriting process and collateral inspection pdoces.
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Table 16 presents the scheduled maturities ofdaaiesl in Cornerstongloan portfolio as of December 31, 2008 basechein tontractual tern
to maturity. Overdrafts are reported as due is than one year. Loans unpaid at maturity aregetisted based on current market rates
terms.

TABLE 16
Loans Maturing
Year-end balance as of December 31, 2
(In thousands) Less thar 1to5 Over 5
One Yeal Years Years Total

Commercial, financial and agricultur $ 64,54¢ $ 14,25 % 433t $ 83,14(
Real estat— constructior 52,71¢ 16,80¢ 93¢ 70,45¢
Real estat— mortgage 22,93: 41,54¢ 8,25¢ 72,73
Real estat— commercial 34,947 106,82« 13,95% 155,72¢
Consumer 2,24¢ 3,71¢ 65 6,02¢

Total Loans $ 177,39. $ 183,14' $ 2755: $ 388,09(

Types of Loans

Commercial LoansThe Bank’'s commercial loan portfolio is comprisedcommercial, industrial, and non-farm nogsidential loan
hereinafter referred to as commercial loans (exomdommercial construction loans). These instafiteans and lines of credit are exter
to individuals, partnerships and corporations faadety of business purposes, such as accourgsvedde and inventory financing, equipm
financing, business expansion and working capitéle following is a list of terms imbedded in tharl&’s commercial loan portfolio:

The terms of the Bank's commercial loans generafige from 90 days to a 15 year amortization witlveyear balloon.

G IE

Commercial loans are generally tied to the primdeinand adjust according with changes in the priate@. The Bank also extends fi:
interest rate loans when appropriate to match theotwver's needs
Loans secured by marketable equipment are reqtarkd amortized over a period not to exceed 60 hso

G IE

Generally, loans secured by current assets suahvastory or accounts receivable are structureceaslving lines of credit with annt
maturities.
Loans secured by chattel, mortgages and accows/able may not exceed 85% of their market ve

Loans secured by listed stocks, municipal bondsnamitial funds may not exceed 70% of their markéteza

6 IE I

Unsecured short-term loans and lines of credit rmest criteria set by the BarskLoan Committee. Current financial statementgpsd
all commercial loans, and such financial statemargsupdated annuall
Substantially all of the Bank's commercial loars sgcured and are guaranteed by the principaledidrrower.

5

Real Estate: Construction Loan$he Bank makes residential construction loans toemwsccupants and to persons building reside
properties for resale. The Bank has two main aoé@®nstruction loans: one is to residential resthte developers for speculative or cu:
singlefamily residential properties, and the other is tmstom commercial construction projects with gutred takeol
provisions. Construction loans are usually vagablte loans made for terms of one year or legstiansions are permitted if construction
continued satisfactorily, the loan is current ariteo circumstances warrant the extension. Cornstrudoans are limited to 80% of {
appraised value of the lot and the completed vafuke proposed structure.

Construction financing generally is considered ngolve a higher degree of credit risk than permameartgage financing of residen
properties, and this additional risk usually ideeted in higher interest rates. The higher risloss on construction loans is attributable igé
part to the fact that loan funds are estimatedahdnced upon the security of the project undestcoction, which is of uncertain value pi
to the completion of construction. Moreover, bessaof the uncertainties inherent in estimating traeon costs, delays arising from la
problems, material shortages and other unpredetdnitingencies, it is relatively difficult to aceately evaluate the total loan funds require
complete a project and to accurately evaluate ¢fhetad loan-tosalue ratios. If the estimates of constructionte@nd the saleability of t
property upon completion of the project prove toim&ccurate, the Bank may be required to advanodsflbeyond the amount origine
committed to permit completion of the project.tié estimate of value proves to be inaccurateBtrgk may be confronted, at or prior to
maturity of the loan, with a project with a vallnat is insufficient to assure full repayment.
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The Bank's underwriting criteria are designed taleate and minimize the risk of each constructioanl Among other items, the B:
considers evidence of the availability of permarfergncing or a tak@ut commitment to the borrower, the financial stithnand reputation
the borrower, an independent appraisal and reviesest estimates, market conditions, and, if agtlie, the amount of the borrower's equit
the project, pre-construction sale or leasing mfation and cash flow projections of the borrower.

Real Estate: Mortgage LoanReal estate mortgage loans include all one to flmily residential loans secured by real estatgfopose
other than construction or acquisition and develepim All real estate loans are held in the Barlkian portfolio except for loans that
designated as loans held for sale. The loans feeldale are qualified by the Federal National Mage Association and have been pre-
approved by an underwriting specialist prior tosahg. The remainder of the Baskmortgage loans are home equity loans and are &
fixed interest rates for terms of one to three yeaith balloon payment provisions and amortizedravel 0 to 15 year period. The Bai
experience indicates that real estate loans noymathain outstanding for much shorter periods (seyears on average) than their st
maturity because the borrowers repay the loanglirither upon the sale of the secured propertypam the refinancing of the original loan.

In the case of owner occupied sindgenily residences, real estate loans are madepdo 95% of the value of the property securingldan
based upon an appraisal if the loan amount is $%80,000. When the loan is secured by real estattaining a normwner occupied dwellir
of one to four family units, loans generally aredador up to 80% of the value, based upon an agpgiraf the loan amount is o\
$100,000. The Bank also requires title insuranci@gure the priority of the property lien on il estate loans over $50,000 and require
and casualty insurance on all of its loans.

The real estate loans originated by the Bank corgdidue-orsale” clause, which provides that the Bank mayatedhe unpaid balance of
loan immediately due and payable upon the salaehtortgaged property. Such clauses are an immartaans of reducing the average
life and increasing the yield on existing fixederatal estate loans, and it is the Bank's poligntforce due-on-sale clauses.

Real Estate: CommerciaCommercial real estate mortgage loans includeradito four family residential loans secured by esthte fc
purposes other than construction or acquisitiondgeelopment. All real estate loans are held @mBankSs loan portfolio except for loans tl
have been participated to correspondent banks.Bain& will sell these participations if a loan egds the Banlg legal lending limit or as
deemed appropriate by the Directot’oan Committee. Commercial real estate mortdeges are a combination of properties that areek
out or used for a primary place of a business thekBhas a relationship with. Most of the comnadnzal estate loans have fixed interest
for terms of one to three years with balloon payhpovisions and are amortized over a 10 to 15 peaiod, but whenever possible the B
will seek a variable rate loan which would be tiedhe New York prime rate and adjusted monthljie Bank's experience indicates that
estate loans normally remain outstanding for muudrter periods (seven years on average) than seied maturity because the borrov
repay the loans in full either upon the sale ofgbeured property or upon the refinancing of thgimal loan. Commercial real estate loans
made for up to 85% of the value of the propertyusieg the loan, based upon an appraisal if the Bvaount is over $100,000. The Bank
requires title insurance to insure the prioritytloé property lien on its real estate loans over, 88D and requires fire and casualty insuranc
all of its loans.

Consumer LoansFhese loans consist of consumer installment loadscansumer credit card balances. The Bank madtfssecured ar
unsecured consumer loans for a variety of persandlhousehold purposes. Most of the Bank's consloaas are automobile loans, k
loans, property improvement loans and loans to siggrs on the security of their certificates of dejp. These loans are generally madt
terms of up to five years at fixed interest rat€he Bank considers consumer loans to involve ativelly high credit risk compared to r
estate loans. Consumer loans, therefore, genejially a relatively high return to the Bank andide a relatively short maturity. The Be
believes that the generally higher yields and tharter terms available on various types of consulmens tend to offset the relatively hig
risk associated with such loans, and contribute poofitable spread between the Bank's averagd gielearning assets and the Bank's cc
funds.

Lending Commitment&€ommitments under standby letters of credit andslmaised loan commitments totaled approximately @lion

as of December 31, 2008 compared to approximatélyrillion as of December 31, 2007. This numbetudes all lines of credit that he
not been fully drawn and loan commitments in theeatatus.
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Origination, Purchase and Sale of Loans

The Bank originates the majority of its loans inniilon County, Tennessee. However, the Bank atggimates loans in Marion, Sequatcl
Knox and Bradley Counties in Tennessee, and Daddkél/ Whitfield and Catoosa Counties in Georgagheof which is within 150 miles
Chattanooga, Tennessee. Loans are originated bgldiBonship managers who operate from the Basfkises in Chattanooga, Tennessee
from the loan production offices in Dalton, Georgiad Knoxville, Tennessee. These relationship garsaactively solicit loan applicatic
from existing customers, local manufacturers anailegs, builders, real estate developers, realtestgents and others. The Bank also rec
numerous loan applications as a result of custoeferrals and walk-ins to its offices.

Upon receipt of a loan application and all requiseghporting information from a prospective borrowde Bank obtains a credit report
verifies specific information relating to the loapplicant's employment, income and creditworthindsx significant extensions of credi
which real estate will secure the proposed loasertified appraisal of the real estate is underidkgan independent appraiser approved b
Bank. The Bank's relationship managers then aadlyz credit worthiness of the borrower and theeaif any collateral involved.

The Banks loan approval process is intended to be congeeviatit also responsive to customer needs. Loana@proved in accordance v
the Bank's written loan policy, which provides fmveral tiers of approval authority, based on advegr's aggregate debt with the Bank.
Bank’s legal lending limit is 25% of the Bank’s djfiing equity for secured loans and 15% for unseduoans.

The Bank has in the past purchased and sold conmahéwan participations with correspondent bankd avill continue the practice wh
management feels the action would be in the béstdst of shareholders. The purchase of loangiaations allows the Bank to expand its |
portfolio and increase profitability while still rmdaining the high credit standards, which are &gpto all extensions of credit made by
Bank. The sale of loan participations allows treBto make larger loans and retain a servicingdeds labor, which it otherwise would
unable to make due to capital or other funding Erations.

Loan Fee Income

In addition to interest earned on loans, the Badeives origination fees for making loans, committrfees for making certain loans, and o
fees for miscellaneous loaetated services. Such fee income varies withvtileme of loans made, prepaid or sold, and thesratdees var
from time to time depending on the supply of fuadsl competitive conditions.

Commitment fees are charged by the Bank to theolu@r for certain loans and are calculated as aepé&age of the principal amount of
loan. These fees normally are deducted from thegads of the loan and generally range from 1/2294cof the principal amount, depenc
on the type and volume of loans made and markedittons such as the demand for loans, the avaitalif money and general econol
conditions. The Bank complies with FASB 91 and dimes all significant loan fees over the life dfetloan. The Bank also recei
miscellaneous fee income from late payment chamesdraft fees, property inspection fees, and efigoeous services related to its exis
loans.

Problem Loans and Allowance for Loan Loss

Problem Loansin originating loans, Cornerstone recognizes thatili experience credit losses and that the rigkoss will vary with
among other things, the type of loan being made ctieditworthiness of the borrower over the ternthef loan and, in the case of a sec
loan, the quality of the security for the loan. r@rstone has instituted measures at the Bank aght Evhich are designed to reduce the ris
and monitor exposure to, credit losses.

The Banks loan portfolio is systematically reviewed by tBank's management, internal auditors, externaltargdiand State and Fed:s
regulators to ensure that the Basikarger loan relationships are being maintainethiwithe loan policy guidelines, and remain prog
underwritten. Input from all the above sourcesised by the Bank to take corrective actions asssacg. As discussed below, each of
Bank's loans is assigned a rating in accordandetiv Bank's internal loan rating system. All pise loans are reviewed by the Bank's st
lending officers and all past due loans over $26,@0e reviewed monthly by the Director’'s Loan Comte@. All loans classified as
substandard or doubtful, as well as any "speciaitioe” loans (defined in the following paragrapaje placed on the Barkwatch list an
reviewed at least monthly by the DirectorLoan Committee. In addition, all loans to a isatar borrower are reviewed, regardles:
classification, each time such borrower requesterewal or extension of any loan or requests artiaddl loan. All lines of credit a
reviewed annually prior to renewal. Such reviemdude, but are not limited to, the ability of therrower to repay the loan, a assessment
the borrower’s financial condition, the value ofyatollateral and the estimated potential loss &Bhank, if any.
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The Bank's internal problem loan rating systemldistaes three classifications for problem assetss&ndard, doubtful and loss. Additione
in connection with regulatory examinations of thanB, Federal and State examiners have authoritidenotify problem assets and,
appropriate, require the Bank to classify thembs$andard assets have one or more defined weaknasdeare characterized by the dis
possibility that the Bank will sustain some losshié deficiencies are not corrected. Doubtful tsshave the weaknesses of substandard
with the additionakharacteristic that the weaknesses make collectidiquidation in full, on the basis of currentlxisting facts, conditior
and values, highly questionable and improbable.asset classified as loss is considered uncollectibd of such little value that continua
as an asset of the Bank is not warranted. Cons#igusuch assets are chargefflin the month they are classified as loss. Faldegulation
also designate a "special mention" category, desdras assets which do not currently expose th& ®ea sufficient degree of risk to warr
classification but do possess credit deficiencigsodential weaknesses deserving management's atigsgion.

Assets classified as substandard or doubtful regihie Bank to establish general allowances for loases. If an asset or portion theres
classified as loss, the Bank must either estalsfigtific allowances for loan losses in the amodirit0®% of the portion of the asset classi
as loss or charge off such amount. General Idesvahces established to cover possible lossesetklat assets classified as substanda
doubtful may be included, up to certain limits,determining the Bank's regulatory capital, whiledfic valuation allowances for loan los
do not qualify as regulatory capital.

The Bank's collection procedures provide that wadoan becomes between fifteen days and thirty daliaquent, the borrower is contac
by mail and payment is requested. If the delingyerontinues, subsequent efforts are made to coatacrequest payment from the delinq
borrower. Most loan delinquencies are cured wiiindays and no legal action is required. In @etacumstances, the Bank, for a fee, |
modify the loan, grant a limited moratorium on lgasyments or revise the payment schedule to erblborrower to restructure his or
financial affairs. Generally, the Bank stops accruing interest andaaesyued non collected interest will be reverseddoordance with GAA
on delinquent loans when payment is in arrear®@otdays or when collection otherwise becomes daubtf the delinquency exceeds 120 ¢
and is not cured through the Bank's normal colbectirocedures or through a restructuring, the Baitlkinstitute measures to enforce
remedies resulting from the default, including coemeing a foreclosure, repossession or collectidiomcIn certain cases, the Bank 1
consider accepting a voluntary conveyance of aidtin lieu of foreclosure or repossession. Reaperty acquired by the Bank as a rest
foreclosure or by deed in lieu of foreclosure &seified as "real estate owned" until it is sold &ncarried at the lower of cost or fair values
estimated costs to dispose. Accounting standaefisedfair value as the amount that is expectetletgeceived in a current sale betwe
willing buyer and seller other than in a forcedliquidation sale. Fair values at foreclosure amedul on appraisals. Losses arising fron
acquisition of foreclosed properties are chargeairey the allowance for loan losses. Subsequeit¢-downs are provided by a charge
income through losses on other real estate in¢hiegin which the need arises.

Allowance for Loan Losse$he allowance or reserve for possible loan lossasmeans of absorbing future losses, which coailichdurre:
from the current loan portfolio. The Bank maintian allowance for possible loan losses, and mamewgeadjusts the general allowar
monthly by charges to income in response to chatggeststanding loan balances.

The allowance for loan losses is evaluated on alaeghasis by management and is based upon managenperiodic review of tr
collectability of loans in light of historical expence, the nature and volume of the loan portfolidverse situations that may affect
borrowers ability to repay, estimated value of any undedytcollateral and prevailing economic conditiofi$his evaluation is inheren
subjective as it requires estimates that are stibtepo significant revision as more informatioadomes available. A loan or portion there:
charged off against the general allowance when gemant has determined that losses on such loanzr@able. Recoveries on any lo
chargedeff in prior fiscal periods are credited to theoalhnce. It is the opinion of the Bank's managentieat the balance in the gen:
allowance for loan losses as of December 31, 20@8équate to absorb possible losses from loansntlyrin the portfolio.
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Table 17 presents Cornerstone's allocation of thevance for loan losses as of December 31, 2008722006, 2005 and 2004.

TABLE 17

Allowance for Loan Losse
Years Ending December 3

2008 2007 2006
Percen Percen Percen
of loans of loans of loans
by by by
category category category
(In thousands) to total to total to total
Balance at end of period applicable Amount loans Amount loans Amount loans
Commercial, financial and agricultur  $ 4,95k 21.42% $ 9,48: 255% $ 1,68¢ 31.7%
Real estat~ constructior 1,43¢ 18.15% 2,44 20.0%% 1,581 18.5%
Real estat— mortgage 1,532 18.7% 101 16.84% 77 15.7%
Real estat— commercial 1,37¢ 40.1%% 1,43¢ 35.9%% 703 31.9¢%
Consume 322 1.56% 24€ 1.57% 211 1.9&%
Totals $ 9,61¢ 100.0% $ 13,71( 100.0% $ 4,25¢ 100.00%
2005 2004
Percen Percen
of loans of loans
by by
category category
(In thousands) to total to total
Balance at end of period applicable Amount loans Amount loans
Commercial, financial and agricultur  $ 1,43¢ 32.4(% $ 1,002 30.09%
Real estat~ constructior 1,25: 17.7% 962 17.9%%
Real estat— mortgage 79 17.1% 122 18.61%
Real estat— commercial 53t 29.9¢% 361 30.1%%
Consume 24C 2.71% 211 3.22%
Totals $ 3,54t 100.0(% $ 2,65¢ 100.0%

|I2 In recent years Cornerstone has refined its loas Bllowance to include measurements such as enwénatal factors for growt
environmental factors for real estate values, histib metrics and specific loan products with irased levels of risk, such as asset b
lending. This process enables Cornerstone to stippd estimate the necessary allowance needeatecp Cornerstone against poss
losses. The allowance as of December 31, 2008thbt®$9.6 million compared to $13.7 million as ofdeenber 31, 2007. The m
significant events occurring in the loan loss abmwe during 2008 were provisions totaling $3.5iomlland a chargeff $6 million in the :

S'quarter of 2008.
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Table 18 presents Cornerstone's delinquent angadorming assets as of December 31, 2008 and 2007.

TABLE 18

Delinquent and Nc-performing Asset

Actual for Years Ending December :
(In thousands) 2008 2007
Accruing loans that are contractually past du-days or more

Commercial, financial and agricultur $ 0 % 0
Real estat~ constructior 0 0
Real estat— mortgage 0 0
Real estal- commercial 0 0
Consume 0 0
Total Loans $ 0 $ 0
Non-accruing loans ¢-days or more
Commercial, financial and agricultut $ 0 $ 124
Real estat~ constructior 1,18( 341
Real estat— mortgage 72C 28
Real estat— commercial 2,352 192
Consumer 0 0
Total Loans $ 425:. $ 68E
Real estate acquired through foreclos $ 2,45¢ % 1,03¢
Property acquired through reposses: 257 0
Total acquirec $ 2,71¢  $ 1,03¢
Total Loans $ 388,09( $ 383,59:
Ratio of nol-performing assets to total loa 1.8(% 0.45%
Ratio of delinquent (:-days or more) but accruing loans
Total loans 2.0&% 1.12%
Total asset 1.71% 0.97%

|l2 Recent economic developments have negatively iredatite Banls loan portfolio. Real estate loans in all thréassifications wel
negatively impacted during 2008. The Bank contintee monitor its real estate loan portfolio closiglyan attempt to identify potent
problem loans as soon as possible. However, geaf end 2008 the Bank had foreclosed on ten netideoroperties, six vacant ri
estate lots and two commercial propert

In addition to the Bank's loan rating system fastppem assets described above (see “Problem Loaheye), the Bank has established a
rating system for all categories of loans whichissssmanagement and the Board of Directors in deténg the adequacy of the Bar
allowance for loan losses. Each loan in the Bapé&lsfolio is assigned a rating which is reviewadrbanagement periodically to ensure
continued suitability. An exception is made in t@se of (i) monthly installment loans which areugred together by delinquency status
as over 10, 30, 60, or 90 days past due and @Blpm assets which are rated as substandard, dguintfloss as discussed above. All o
loans are assigned a rating of excellent, goodverage. The total amount of loans in each ofetthean rating categories is weighted t
factor that management believes reasonably reflestes that can be anticipated with respect toslaa each of these categories. Base
these weightings, the Bank’s management establemediowance for loan losses that is reviewed$Board of Directors each month.
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Table 19 presents Cornerstone’s loan loss experifmahe periods indicated.

TABLE 19
Loan Loss Reserve Analys
Years Ending December 3
(in thousands 2008 2007 2006 2005 2004

Average loan: $ 385,95 $ 353,27 $ 284,108 $ 236,26! $ 181,33!
Allowance for possible loan losses, Beginning &f th
period $ 13,71C  $ 425¢ $ 354t % 2,65¢ % 2,011
Chargtoffs for the period

Commercial, financial and agricultu 6,991 737 307 27¢ 165

Real estat~ constructior 434 84 0 48 0

Real estat— mortgage 19¢ 0 104 5C 13€

Real estat- commercia 21C 18C 0 78 0

Consumer 151 74 70 111 69
Total charg-offs 7,97¢ 1,07¢ 481 562 37z
Recoveries for the perio

Commercial, financial and agricultui 362 114 66 12 14¢

Real estat~ constructior 14 0 0 1 0

Real estat— mortgage 1 4 7 6 7

Real estat— commercial 0 0 0 0 0

Consume 12 0 15 28 23
Total recoverie: 38¢ 11¢€ 88 47 17¢

Net charg-offs for the perioc 7,59( 957 393 51E 19z
Provision for loan losse 3,49¢ 10,40¢ 1,10€ 1,402 84C
Adjustments 0 0 0 0 0
Allowance for possible loan losses, end of period $ 9,61¢ $ 13,71( $ 425¢ $ 3,54t % 2,65¢

Ratio of allowance for loan losses to total averagas
outstanding 2.45% 3.8% 1.5(% 1.5(% 1.47%

Ratio of net charge-offs during the period to agera
loans outstanding during the period 1.97% 0.271% 0.14% 0.22% 0.1(%

Intangibles-During 2002, Cornerstone adopted the provisionStafement of Financial Statement No. 142 Goodwitl ather Intangib!
Assets concerning the $2,541,476 goodwill creaiethb merger with the Bank of East Ridge. Goodigiltested annually for impairment.
the carrying value of goodwill exceeds the fairueala writedown is recorded. No impairment loss was recoghtiging 2008, 2007 or 20(
Also, in December, 2005, Cornerstone completed ghechase of Eagle Financial, Inc. and recorded raangible asset of $848,9
Amortization expense relating to this intangible 2008, 2007 and 2006 was $108,000, $108,000 a#8,3$38, respectively.

Sources of Fund:

Overview-Time, money market, savings and demand deposttharmajor source of Cornerstanéinds for lending and other investrr
purposes. All deposits are held by the Bank. dditeon, Cornerstone obtains funds from loan ppatirepayments and proceeds from sal
loan participations and investment securities. n_ogpayments are a relatively stable source ofdumdhile deposit inflows and outflows ¢
sales of loan participations and investment sdearire significantly influenced by prevailing irgst rates, economic conditions and
Company's asset and liability management strate@esowings are used on either a sherm basis to compensate for reductions ir
availability of other sources of funds or on a len¢erm basis to reduce interest rate risk.
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Part of the banking industries lexicon is core amh-core funding. Core funding includes all depogtsept time deposits issued
denominations of $100,000 or greater. All otherding is classified as non-core funding. The Batikmpts to minimize its reliance on non-
core funding by attracting local deposit accounksowever, local market competition or advantageaterest rate positions can influence
Bank to select non-core funding.

Table 20 presents the Bank’s, core vs. non-cordiffignas of December 31, 2008 and 2007 (in thougands

TABLE 20

Core vs. No-Core Funding

December 31, 200 December 31, 200
Amount Percen Amount Percen
Core funding:
Noninterest bearing demand depo $ 40,07¢ 9.2% $  45,28¢ 11.2%
Interes-bearing demand depos 26,90¢ 6.2% 31,98t 8.C%
Savings & money market accoul 35,84¢ 8.2% 49,97( 12./%
Time deposits under $100,000 147,92¢ 34.5% 114,50! 28.5%
Total core funding 250,76 58.4% 241,74¢ 60.2%
Non-core funding:
Brokered deposit 16,76 3.£% 13,25t 3.2%
Time deposits greater than $100,( 59,057 13.&% 58,25( 14.5%
Federal funds purchas: 0 0.C% 28,45( 7.1%
Securities sold under agreements to repurc 35,79( 8.2% 13,11( 3.2%
Federal Home Loan Bank advani 67,00( 15.6% 47,00( 11.€%
Total non-core funding 178,61( 41.6% 160,06! 39.8%
Total $ 429,37 100.(% $ 401,81( 100.(%

|l= During 2008 Cornerstone continued to see an eradidis nor-interest bearing demand deposits, interest bealéngand deposits, savir
and money market accounts. The primary reasorthferdecline in deposit balances can be attributeth¢reased competition &
Cornerstone’s attempt to reprice interest sensidiseosits to compensate for the decline in the Baldan yields. To compensate for
decline in these accounts Cornerstone offered loeaket certificate of deposit specials and obthiaéditional Federal Home Loan B:
advances

Deposits-The Bank offers several types of deposit accowmits, the principal differences relating to the nmmim balances required,
time period the funds must remain on deposit aediiterest rate. Deposits are obtained primardynfthe Bank's Chattanooga Metropol
Statistical Area (MSA). The Bank does advertisedeposits outside of this area and has had madstaicess attracting deposits from ¢
unions around the United States. The Bank doegeiptupon any single person or group of relatetsqes for a material portion of
deposits. However, the Bank has a large depogtated to its ACH business line that leaves a largeunt of money for the Bank to use i
passes through the Bank to its final destinati&rnprincipal source of deposits for the Bank corssist shortterm money market and otl
accounts, which are highly responsive to changemarket interest rates. Accordingly, the Banke Il financial institutions, is subject
short-term fluctuations in deposits in responseustomer actions due to changing shiertn market interest rates. The ability of the B&o
attract and maintain deposits and the Bank's ddsinds has been and will continue to be signiftaaffected by money market conditions.
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Table 21 presents the composition of depositsierBank, excluding accrued interest payable, bg fpp the years ended December 31, 2
2007 and 2006 (in thousands).

TABLE 21
Deposit Compositiol
Years Ending December 2

(In thousands) 2008 2007 2006
Demand deposit $ 40,07¢ $ 4528 $ 41,72:
NOW deposits 26,90¢ 31,98¢ 38,16(
Savings & money market depos 35,84¢ 49,97( 56,91
Time deposits $100,000 and o 59,057 58,25( 44,54«
Time deposits under $100,0 164,69: 127,76( 94,47¢

Total Deposits $ 326,58 $ 313,25( $ 275,81t

|l= On October 3, 2008, the Emergency Economic Stalitim Act of 2008 “EESA") became law. The EESA enabled the FDI(
temporarily increase the amount of FDIC depositiiaace coverage from $100,000 to $250,000 per fipchlilepositor through Deceml
31, 2009. Also during the fourth quarter of 20@8e FDIC's Temporary Liquidity Guarantee Program extendelimited depos
insurance coverage for namterest bearing transaction accounts at particigadEDIC insured banks. Finally, the FDIC offereaverag
regarding debt obligation coverage. These serwiea® offered by the FDIC with a fee structure éaich product. The Bank chos¢
accept the unlimited transaction account coveragedfused the debt obligation covera

|l2 The Banks deposit liabilities were impacted due to uncataeof liquidity in the national markets causingtdeate of deposit rates to st
unnaturally high throughout 2008. This resulted aindisintermediation within the Barsk’'deposit base as balances migrated
transactional accounts to certificate of depositbaats. Accounts contained within the classifmatof “Time deposits under $100,000”
increased due to local market certificate of defpggsecials and additional funds obtained from thditional brokered certificate of dep¢
market and additional funds obtained through theARB program

Table 22 presents a breakdown by category of teeage amount of deposits and the average rateopaiéposits for the periods indicated:

TABLE 22
Average Amount and Average Rate Paid on Dep
Years Ending December 3
(In thousands) 2008 2007 2006
Amount Rate Amount Rate Amount Rate

Demand deposit $ 42,91 $  41,50: $  37,05¢
NOW deposits 30,10¢ 0.7(% 36,321 2.21% 34,70 1.22%
Savings & money market depos 51,60( 1.6(% 55,80¢ 3.61% 58,47 3.8(%
Time deposits $100,000 and o 59,08: 4.01% 61,172 5.12% 43,69: 4.56%
Time deposits under $100,0 131,13t 4.4%% 107,49¢ 5.01% 88,77 4.3%

Total Deposits $ 314,84. 3.42% $ 302,30¢ 4.3%% $ 262,69¢ 3.78%

Borrowings-The Bank joined the Federal Home Loan Bank of @inati in October of 2000. The Federal Home LoankBhe “FHLB”)
allows the Bank to borrow funds on a contractuaidvaany times at rates lower than the costs @ lcertificates of deposit. In addition,
FHLB has the ability to provide structured advaniteg best reduce or leverage the interest rateofithe Bank. The Bank as of the end of
year had $67 million outstanding with the FHI. The FHLB offers multiple products to assist banksheir funding needs. The advar
from the FHLB as of December 31, 2008 are strudt@® an obligation with a fixed rate with the majoof loans incorporating an optiol
conversion to a floating rate after a stated pedbtime. The loans have maturities ranging frorayM2010 to January 2017. As of Decen
31, 2008, the interest rates on these loans rafrged 3.52% to 5.00%. The Bank has several Fedewalls lines of credit available w
correspondent banks with a total availability oO$4illion as of the end of 2008. In addition, B&nk has the right to borrow from the Fed
Reserve Bank if necessary to supplement its supplfunds available for lending and to meet depegihdrawal requirements. As
December 31, 2008, Cornerstone had establishet afi credit of $8.5 million priced at New York Pe Rate minus 150 basis points.
loan was established to insert capital infusionghi® Bank to fund growth or retire treasury stoitkany, as needed. This line allc
Cornerstone to act as a source of strength foBank without the expense or dilution of additionemmon stock. As of December 31, 2(
there was $4.3 million borrowed on the line of dredid Cornerstone has the remaining balance dlaita inject capital into the Bank or fu
other investments.

34




Capital

Capital ResourcesStockholders average equity for 2008 and 2007 totaled $37Idomiand $40.7 million, respectively. As of Deckeer
31, 2008, Cornerstorg’actual stockholder equity totaled $36.5 millimmpared to $36.3 million as of December 31, 200iFe number ¢
common shares outstanding decreased to 6,319, 4f8aar end 2008 from 6,369,718 as of year end 2@hanges in the number of comr
shares outstanding resulted from Cornerstone rbpaneg 72,000 shares of treasury stock during 20@Bsubsequently issuing 22,000 sh
prior to the 2008 year-end.

Capital AdequacyCapital adequacy refers to the level of capitauinegl to sustain asset growth and to absorb losEBs. objective ¢
Cornerstones management is to maintain a level of capitalirathat is sufficient to take advantage of profieagrowth opportunities whi
meeting regulatory requirements. This is achiebgdmproving profitability by effectively allocatm resources to more profitable busin
improving asset quality, strengthening service itypjadnd streamlining costs. The primary measusexi by management to monitor the re
of these efforts are the ratios of actual equitjterage assets and actual equity to risk-adjstsets.

The FDIC has adopted capital guidelines governirggéctivities of banks. These guidelines requiee rhaintenance of an amount of ca|
based on risladjusted assets so that categories of assets wiémtfally higher credit risk will require more d&gb backing than assets w
lower risk. In addition, banks are required to mhain capital to support, on a risk-adjusted bassgtain offbalance sheet activities such as
commitments. The capital guidelines classify apitto two tiers, referred to as Tier | and Tier Under riskbased capital requirements, ti
capital consists of Tier | capital, which is gedlgraommon shareholdes’equity less goodwill, and Tier I, which is pririia Tier | capital plu:
a portion of the loan loss allowance. In determgniisk-based capital requirements, assets argresbriskweights of 0% to 100%, depend
primarily on the regulatory assigned levels of dredk associated with such assets. Bdfance sheet items are considered in the calonlat
risk-adjusted assets through conversion factorbéished by regulators. The framework for caldotatrisk-based capital requires bank
meet the regulatory minimums of 4% Tier | and 8%altoisk based capital. In 1990 regulators addéelvarage computation to the car
requirements, comparing Tier | capital to totalrage assets less goodwill.

The Federal Deposit Insurance Corporation Improvenfet of 1991 (“FDICIA”) established five capital categories for banks. edrithe
regulation defining these five capital categoreach bank is classified into one of the five catiegobased on its level of risgkased capital
measured by Tier | capital, total riblesed capital, and Tier | leverage ratios andupesvisory ratings. Table 23 lists the five carg®m o
capital and each of the minimum requirements fertthiee risk-based ratios.

TABLE 23
Minimum Requirements for Ri-Based Capital Ratic
Total Risk-Based  Tier | Risk-Based
Capital Ratio Capital Ratio Leverage Rati(

Well capitalizec 10% or abov 6% or abov 5% or abov
Adequately capitalize 8% or abov 4% or abov 4% or abov
Under Capitalize: Less than 8¢ Less than 4¢ Less than 4¢
Significantly undercapitalize Less than 6¢ Less than 3¢ Less than 3¢
Critically undercapitalize: 2% or les

|I2 As of December 31, 2008, the Bank exceeded thelateyy minimums and qualified as a welpitalized institution under t
regulations. The Bank had Tier 1 capital of $3%.3.9% of average assets as of December 31, 26@fared to Tier 1 capital of $31.€
7.4% of average assets as of December 31, 200& B@hk had total capital of $41.4 or 10.3% of mekighted assets as of Decembel
2008 compared to total capital of $36.6 or 9.3%isK weighted assets as of December 31, 2

Liquidity- Of primary importance to depositors, creditors andil&grs is the ability to have readily availabledis sufficient to rep:
fully maturing liabilities. Cornerstong’liquidity, represented by cash and cash from §aiska result of its operating, investing and riciac
activities. In order to ensure funds are availalell times, Cornerstone devotes resources fegiog on a monthly basis the amount of ft
accessible. Liquidity requirements can also be tmetugh short-term borrowing or the dispositionsbbrtierm assets, which are gener
matched to correspond to the maturity of liabititie

Cornerstone’s liquidity target is measured by addime Bank$ net cash, short term and marketable securitiepledged and dividing tt
number by total deposits and short-term liabilitrest secured by assets pledged. The Batikjuidity ratio at year end 2008 was 10
compared to 4.8% at year end 2007. Cornerstometisubject to any specific liquidity requirememtgposed by regulatory orders. Corners
is subject however, to general FDIC guidelines,clvhilo not require a minimum level of liquidity. Kegement believes its liquidity rat
meet or exceed these guidelines.
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In December 2008, Cornerstone applied for $12 omllinder the U.S. TreasusyCapital Purchase Program, instituted as pattefTrouble:
Asset Relief Program established under the EESAprésent, this application has not been approared, Cornerstone has not received
assurances that it will be approved. Managemees dmt know of any other trends, demands, commignewents or uncertainties that
result in or are reasonably likely to result irulidjty increasing or decreasing in any material mean

Table 24 presents the average loan to deposisratibquidity measure, for periods indicated:

TABLE 24
December 31, 20( December 31, 20(

Average loans to average depo 122.5% 116.8¢%

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Cornerstone’s Asset/Liability Committee (“ALCO&ctively measures and manages interest rate rigk asprocess developed by the Bi
The ALCO is also responsible for approving Corraets asset/liability management policies, oversediggformulation and implementati
of strategies to improve balance sheet positioamgjearnings, and reviewing Cornerstone’s inteegstsensitivity position.

The primary tool that management uses to measwd-t&nm interest rate risk is a net interest inconmautition model prepared by
independent national consulting firm and reviewgdbother separate and independent national camgtitm. These simulations estimate
impact that various changes in the overall leveihtérest rates over one- and tyear time horizons would have on net interest ineofrhe
results help Cornerstone develop strategies foragiag exposure to interest rate risk.

Like any forecasting technique, interest rate satioh modeling is based on a large number of asgan®p In this case, the assumptions r¢
primarily to loan and deposit growth, asset andililg prepayments, interest rates and balance tsieemagement strategies. Managet
believes that both individually and in the aggregae assumptions are reasonable. Neverthelessinthéation modeling process produces
a sophisticated estimate, not a precise calculai@xposure.

Table 25 presents the re-pricing of the Bank'sregge earning assets and intereséring liabilities as of December 31, 2008. Thigeres
sensitivity gap table is designed to monitor thelBa interest rate risk exposure within the designéited period. In order to control inter
rate risk, management regularly monitors the volushénterest sensitive assets relative to intesestsitive liabilities over specific tir
intervals. The Banls interest rate management policy is to attemptantain a relatively stable net interest margipémiods of interest re
fluctuations. The Bank’ policy is to attempt to maintain a ratio of cuatie gap to total interest sensitive assets ofatieg 15.00% t
positive 15.00% in the time period of one year essl The information set forth below is based be following assumptions

management: (i) savings and money market and N©umts will be less interest rate sensitive amdrépricing on these accounts will
spread out over a five-year period; and (ii) semgiother than mortgadsacked securities have been scheduled by matuaity dhile
mortgages have been amortized over the life ofntbetgage. Table 25 excludes the interest seaséssets and liabilities of Eagle and
Bank’s holding company, Cornerstone Bancshares, Ine €Kelusion for Eagle is an interest sensitive tassasisting of accounts receival
totaling $1.2 million. The exclusion for the haidi company is an interest sensitive liability, whis a line of credit with $4.3 millic
outstanding. Both the interest sensitive ass&aafle and the interest sensitive liability of th@ding company would be accounted for in
less than one year analysis.
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TABLE 25

Re-pricing of Interest Sensitive Assets and Liabit

Year-end balance as of December 31, 2

Less than

(In thousands One 1to5 Over 5
Interest Sensitive Assets: Year Years (3) Years (3) Total
Federal funds sol $ 11,02t % 0 3 0 11,02¢
Investment securitie

Taxable (1 34,94* 32 7,512 42,48¢

Tax-exempt (1] 12¢ 90C 2,89¢ 3,924
Loans (2)

Fixed rate and adjustable rat-4 family mortgage 18,29 32,01( 7,68¢ 57,99(

Scheduled paymen 172,60: 146,94° 9,39t 328,94
Other 3,07¢ 0 0 3,07¢
Total Interest Sensitive Assets $ 240,06¢ $ 179,88¢ $ 27,49: 447,45(
Interest Sensitive Liabilitie:
NOW account: $ 10,76¢ $ 16,14: $ 0 26,90¢
Money market and savings accou 17,12: 18,72¢ 0 35,84¢
Time deposit: 192,69: 31,05t 0 223,74¢
Other interest bearing liabilitie 72,79( 30,00( 0 102,79(
Total Interest Sensitive Liabilitie $ 293,37. % 95,92: $ 0 389,29¢
Interest Sensitive Ge (53,309 83,96¢ 27,49: 58,15¢
Cumulative Interest Sensitive G (53,309 30,66: 58,15¢
Ratio of cumulative gap to total Interest Sensithssets (11.90% 6.85% 13.00(%

(1) All AFS securities are shown at the market gadnd HTM are shown at book value.
(2) Non-performing loans are included as interestieg assets.
(3) All assets and liabilities in these categodesfixed rates.

Impact of Inflation and Changing PriceFhe financial statements and related financial gatsented herein have been prepar¢
accordance with U.S. generally accepted accoumtiimgiples, which require the measurement of tharitial position and operating result
terms of historical dollars without considering tledanges in the relative purchasing power of momeyer time and due
inflation. Management is primarily concerned wit¥o inflationary factors; The first and the mostrooon is the general impact of inflation
operations of Cornerstone and is reflected in imeed operating costs. The other and more matertake Banks profitability are interest re
adjustments by the Federal Reserve and the gefitadlincome market in reaction to inflation. Ither words, interest rate risk, unlike nr
industrial companies, substantially impacts Cornoses because virtually all of the assets and ii#sl of Cornerstone are monetary
nature. As a result, interest rates may have a msagnificant impact on Cornerstoseperformance than the effects of general leve
inflation. Interest rates do not necessarily miovthe same direction or in the same magnituddagptice of goods and services and each

must be dealt with independently.
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MANAGEMENT’'S REPORT ON INTERNAL CONTROL OVER FINANC IAL REPORTING

The management of Cornerstone is responsible fabkshing and maintaining adequate internal cdmver financial reporting. Cornerstose’
internal control system was designed to providesgrable assurance to Cornersteneianagement and board of directors regardin
preparation and fair presentation of publishedrfoia statements. All internal control systems,matter how well designed, have inhe
limitations. Therefore, even those systems detexthio be effective can provide only reasonablerasse with respect to financial staten
preparation and presentation.

Cornerstones management has assessed the effectivenessrofintentrols over financial reporting as of Decem®l1, 2008. In making tt
assessment, it used the criteria set forth by tbmr@ittee of Sponsoring Organizations of the Tread@ammission (COSO) in Interr
Control-Integrated Framework.

Based on our assessment we believe that, as ofhibece31, 2008, Cornerstosehternal control over financial reporting is effige based ¢
those criteria.
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Report of Independent Registered Public Accourfinm

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated balaheets of Cornerstone Bancshares, Inc. andd&ufss (Company) as
December 31, 2008 and 2007, and the related cdasetl statements of income, changes in stockholdguity, and cash flows for each of
three years in the period ended December 31, 20688se financial statements are the responsibilitthe Companys management. C
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with thedstials of the Public Company Accounting OversighamlioUnited States). Thc
standards require that we plan and perform thet aodibtain reasonable assurance about whethdimidugcial statements are free of mate
misstatement. An audit includes examining, onsi lasis, evidence supporting the amounts andodis@s in the financial statements.
audit also includes assessing the accounting piegiused and significant estimates made by marnagerms well as evaluating the ove
financial statement presentation. We believe thataudits provide a reasonable basis for our opini

In our opinion, the consolidated financial statetaaeferred to above present fairly, in all materéspects, the financial position
Cornerstone Bancshares, Inc. and subsidiaries Beagmber 31, 2008 and 2007, and the results of tpeirations and their cash flows
each of the three years in the period ended Dece&ihe008, in conformity with U.S. generally actspaccounting principles.

We were not engaged to examine management's assessimthe effectiveness of the Companynternal control over financ
reporting as of December 31, 2008, includedMianagement’s Report on Internal Control Over Finahd&eportingfound in Item 9A(T) ¢
Form 10-K for the year ended December 31, 2008, arxbrdingly, we do not express an opinion thereon
/sl HAZLETT, LEWIS & BIETER, PLLC

Chattanooga, Tennessee
March 18, 2009
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
December 31, 2008 and 2007

ASSETS

Cash and due from ban
Federal funds sol

Cash and cash equivale

Securities available for sa

Securities held to maturity (fair value approxinsa$d 69,759 at 2008 and $199,678 at 2(
Federal Home Loan Bank stock, at ¢

Loans, net of allowance for loan losses of $9,688,2 2008 and $13,710,109 in 2C
Bank premises and equipment,

Accrued interest receivab

Goodwill and amortizable intangibli

Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits:
Noninteres-bearing demand depos
Interes-bearing demand depos
Savings deposits and money market acca
Time deposits of $100,000 or mc
Time deposits under $100,000

Total deposit:

Accrued interest payab

Federal funds purchased and securities sold unpieements to repurcha
Federal Home Loan Bank advances and line of ¢

Other liabilities

Total liabilities

Stockholders' equity
Preferred stoc- no par value; 2,000,000 shares authorized; ne@shssuet
Common stock - $1.00 par value; 10,000,000 sharg®ezed;
6,522,718 shares issued in 2008 and 2007;
6,319,718 and 6,369,718 outstanding in 2008 and
Additional paic-in capital
Retained earning
Accumulated other comprehensive income

Total stockholders' equity

Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

41

2008 2007
$ 10,872,339 $ 14,933,34
11,025,00 -
21,897,39 14,933,34
44,056,55 34,751,098
169,28« 200,03
2,187,501 1,911,601
378,471,61  369,883,00
8,471,95' 6,470,809:
1,771,09. 2,407,97
2,840,77: 2,941,79:
11,937,00 10,920,60
$471,803,17 $444,421,25
$ 40,077,97 $ 457284,51
26,908,57 31,984,59
35,847,66 49,970,48
59,056,59 58,250,27
164,692,41  127,759,85
326,583,22  313,249,72
469,58 216,08
35,790,24 41,560,35
71,250,00 47,100,00
1,208,61 5,967,73
435,301,66  408,093,90
6,319, 71 6,369,71:
20,311,63 20,532,78
10,056,68 9,317,87:
(186,52) 106,96°
36,501,50 36,327,35
$471,803,17 $444,421,25




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2008, 2007 and 2006

2008 2007 2006
INTEREST INCOME
Loans, including fee $ 28,660,49 $ 32,981,33 $ 27,317,00
Securities and intere-bearing deposits in other bar 1,996,22! 1,750,02: 1,583,98.
Federal funds sol 23,45¢ 52,16’ 257,82(
Total interest incom 30,680,17 34,783,51 29,158,80
INTEREST EXPENSE
Time deposits of $100,000 or mc 2,370,87. 3,134,08. 1,993,791
Other deposit 6,928,47! 8,206,84. 6,550,90!
Federal funds purchased and securities sold umpleements to repurcha 600,16: 857,16: 347,86:
Federal Home Loan Bank advances and line of credit 2,798,56. 2,215,51 1,413,54
Total interest expense 12,698,07 14,413,60 10,306,10
Net interest income before provision for loan I 17,982,10 20,369,91 18,852,69
Provision for loan losses 3,498,00! 10,409,36 1,106,601
Net interest income after provision for loan losses 14,484,10 9,960,54 17,746,09
NONINTEREST INCOME
Customer service fe¢ 1,726,68. 1,425,82 1,298,04.
Other noninterest incon 107,52: 165,49! 91,041
Operating lease incon - - 300,93:
Net gains from sale of loans and other as 57,82¢ 103,77: 421,23t
Total noninterest incom 1,892,03. 1,695,09! 2,111,251
NONINTEREST EXPENSE:!
Salaries and employee bene 7,139,59: 6,608,80! 6,018,61!
Net occupancy and equipment expe 1,520,37! 1,354,64. 1,075,08.
Depreciation on leased ass - - 244 58(
Other operating expenses 3,907,79. 2,962,15 3,379,95!
Total noninterest expenses 12,567,76 10,925,60 10,718,23
Income before income tax exper 3,808,36! 730,03 9,139,12.
Income tax expense (benefit) 1,296,54. (141,119 3,327,52.
Net income $ 2511,82 $ 871,15: $ 5,811,60
EARNINGS PER COMMON SHARI
Basic $ 4C % A2 8 .9C
Diluted 3¢ A3 .8E

The Notes to Consolidated Financial Statementsiaiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOIERS' EQUITY
Years Ended December 31, 2008, 2007 and 2006

Accumulatec

Additional Other Total
Comprehensiv: Common Paic-in Retainec Comprehensivi Stockholders
Income Stock Capital Earnings Income Equity
BALANCE, December 31, 20C $ 3,200,86: $ 21,201,90 $ 8,229,55; $ (165,95) $ 32,466,36
Issuance of common sto 15,52¢ 246,33! - - 261,85¢
Issuance of common stock under Director's
stock option plar 51,50( 249,94( - - 301,44(
Tax benefit received from Director's stock
option exercist - 202,01: - - 202,01:
Stock compensation exper - 147,92! - - 147,92!
Dividends- $.14 per shar - - (908,46.) - (908,46:)
Split-up effected in the form of a dividel 3,251,65! - (3,251,65) - -
Repurchase of common sta (7,700 (199,10 - - (206,80
Comprehensive incom:
Net income $ 5,811,601 - - 5,811,601 - 5,811,60!
Other comprehensive income, net of t
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment 107,33’ - - - 107,33 107,33
Total comprehensive income $ 5,918,93
BALANCE, December 31, 20C 6,511,84: 21,849,00 9,881,02! (58,61%) 38,183,26
Issuance of common sto 5,87(C 20,44¢ - - 26,31¢
Issuance of common stock under Director's
stock option plar 5,00( 41,61( - - 46,61(
Stock compensation exper - 220,01t - - 220,01t
Dividends- $.22 per shar - - (1,434,30) - (1,434,30)
Repurchase of common sta (153,0010) (1,598,29) - - (1,751,29)
Comprehensive incom:
Net income $ 871,15. - - 871,15: - 871,15:
Other comprehensive income, net of t
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment 165,58! - - - 165,58! 165,58!
Total comprehensive income $ 1,036,73
BALANCE, December 31, 2007 $ 6,369,711 $ 20,532,78 $ 9,317,871 $ 106,96° $ 36,327,35

(continued on next page)
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOIERS' EQUITY
Years Ended December 31, 2008, 2007 and 2006

(continued from previous page)

Accumulatec

Additional Other Total
Comprehensivi Common Paic-in Retainec Comprehensivi Stockholders
Income Stock Capital Earnings Income Equity
BALANCE, December 31, 200 $ 6,369,711 $ 20,532,78 $ 9,317,871 $ 106,96° $ 36,327,35
Issuance of common sto 22,00( 60,50( - - 82,50(
Stock compensation exper - 279,40( - - 279,40(
Dividends- $.28 per shar - - (1,773,02) - (1,773,02)
Repurchase of common sta (72,000 (561,049 - - (633,049
Comprehensive incom
Net income $ 2,511,82 - - 2,511,82 - 2,511,82.
Other comprehensive income, net of t
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment (293,49 - - - (293,49:) (293,49/)
Total comprehensive income $ 2,218,33
BALANCE, December 31, 2008 $ 6,319,711 $ 20,311,63 $ 10,056,68 $ (186,52) $ 36,501,50

The Notes to Consolidated Financial Statementsiaiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31, 2008, 2007 and 2006

CASH FLOWS FROM OPERATING ACTIVITIE
Net income
Adjustments to reconcile net income to net caskigea by operating activitie!
Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Gain on sales of loans and other as
Deferred income taxe
Changes in other operating assets and liabili
Net change in loans held for si
Accrued interest receivab
Accrued interest payab
Other assets and liabilities

Net cash provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio
Securities available for sa
Securities held to maturi
Purchase of securities available for ¢
Purchase of Federal Home Loan Bank st
Loan originations and principal collections,
Purchase of bank premises and equipr
Purchase of equity investme
Proceeds from sale of other real estate and ofseits

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposi
(Decrease) increase in federal funds purchasedenutities sold under agreement:
repurchasi
Proceeds from Federal Home Loan Bank adva
Repayment of Federal Home Loan Bank adva
Net borrowings (repayments) under line of cr
Purchase of common sto
Payment of dividend
Issuance of common stock

Net cash provided by financing activities
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT
CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIO
Cash paid during the period for inter
Cash paid during the period for ta»

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclos
Loan extended in lieu of cash for sale of leasegts

2008 2007 2006
2511,82. $ 871,15, $ 5,811,60
694,49 605,06: 990,05:
3,498,001 10,409,36 1,106,601
279,40( 220,01( 147,92!
(57,829 (103,77) (421,23
3,302,18 (3,478,70) (481,46()
(112,00() 484,90 (97,75:)
636,88 (287,199 (381,319
253,50 (92,30¢) 65,52¢
(7,509,16) 3,154,06: (1,438,84)
3,497,30. 11,782,57 5,301,08;
23,596,57 13,008,45 1,865,80
30,59¢ 36,46’ 85,40(
(33,350,45)  (15,037,29)  (3,975,32)
(275,901() (559,401() (247,70
(14,691,36)  (76,239,25)  (43,432,37)
(2,589,55) (840,64)  (1,278,80)
- - (3,000,00)
1,357,02 784,50; 806,40
(25,923,07)  (78,847,08)  (49,176,59)
13,333,49 37,433,19 23,380,64
(5,770,10)  22,310,65 14,458,96
20,000,00 35,000,00 20,000,00
- (27,000,00)  (11,000,00)
4,150,001 (400,001() 500,00
(633,049  (1,751,29) (206,80)
(1,773,02)  (1,303,57) (775,13
82,50( 72,92¢ 563,29
29,389,81 64,361,90 46,920,96
6,964,04. (2,702,60) 3,045,45
14,933,34 17,635,95 14,590,49
21,897,39 14,933,334 $ 17,635,95
12,444,57 14,505,91 $ 10,240,58
738,88 4,092,91( 3,259,07;
$ 291541 $ 1,51832 $ 493,58
) ; 1,950,43!




The Notes to Consolidated Financial Statementsmiategral part of these statements.

45




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 1.

Summary of Significant Accounting Polici

The accounting and reporting policies of Cornerst@ancshares, Inc. and subsidiaries (Cornerstomgfoien with accountin
principles generally accepted in the United Statiedmerica and accepted accounting and reportirgties within the bankit
industry. The significant accounting policies atenmarized as follows:

Nature of operations and geographic concentration:

Cornerstone is a bartelding company which owns all of the outstandimgneon stock of Cornerstone Community Bank
Bank) and Eagle Financial, Inc. (Eagle). The Bprivides a variety of financial services througreffull service branch locatio
in Chattanooga, Tennessee, a loan production affi¢énoxville, Tennessee, and a loan productionceffn Dalton, Georgia. TI
Bank's primary deposit products are demand depasiténgs accounts, and certificates of depositpiimary lending products ¢
commercial loans, real estate loans, and instalineems. Eagle is a finance and factoring compkmmated in Chattanoog
Tennessee.

Principles of consolidation:

The consolidated financial statements include twants of Cornerstone, the Bank and Eagle. Atleniw intercompany accoul
and transactions have been eliminated in consaialat

Goodwill:

Goodwill represents the excess of the cost of Gstares 1997 purchase of the net assets of the Bank sif Eiglge over tF
underlying fair value of such net assets at the @ditacquisition. Cornerstone applies the prowsiof Statement of Financ
Accounting Standards (SFAS) No. 142, “Goodwill ather Intangible Assetsytvhich requires that goodwill and other intang
assets deemed to have an indefinite life not bert@mad. Goodwill is tested annually for impairmetit the carrying value 1
goodwill exceeds the fair value, a wridewn is recorded. There was no impairment in dhe years ending December 31, 2!
2007 or 2006.

Use of estimates:

In preparing financial statements in conformity twdiccounting principles generally accepted in thetedl States of Americ
management is required to make estimates and aisasthat affect the reported amounts of asseddiahilities as of the date
the balance sheet and reported amounts of revemaesxpenses during the reporting period. Actesdilts could differ from tho
estimates. Material estimates that are partiousukceptible to significant change in the neanteglate to the determination of
allowance for loan losses.

Securities:

Debt securities are classified as held to matwvitgn the Bank has the intent and ability to hoklgkcurities to maturity. Securil
held to maturity are carried at amortized coste Bmortization of premiums and accretion of dis¢eware recognized in inter
income using methods approximating the intereshotebver the period to maturity.

Debt securities not classified as held to matuaity classified as available for sale. Securitieslable for sale are carried at mal
value with unrealized gains and losses reportesthier comprehensive income. Realized gains arsg$osn securities available
sale are included in other income and, when apgkcaare reported as a reclassification adjustmeat, of tax, in othe
comprehensive income.

Declines in the market value of held to maturityl @vailable for sale securities below their costt tire deemed to be other t
temporary are reflected in earnings as realizese®sin estimating other than temporary impairnesges, management consi
(1) the length of time and the extent to which tharket value has been less than cost, (2) the diaknondition and neaermr
prospects of the issuer, and (3) the intent anlityabf Cornerstone to retain its investment in teguer for a period of time sufficie
to allow for any anticipated recovery in marketugal Gains and losses on the sale of securitieseaoeded on the trade date anc
determined using the specific identification method
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 1.

Summary of Significant Accounting Policies (contal)
Loans:

Cornerstone grants mortgage, commercial and consloeues to customers. A substantial portion oflt@n portfolio is represent
by mortgage loans throughout Chattanooga, Tenness#esurrounding areas. The ability of Cornerstemestomers to pay th
loans is dependent upon both real estate and dexear@omic conditions in this concentrated area.

Loans that management has the intent and abilibotd for the foreseeable future or until matuntypayoff generally are report
at their outstanding unpaid principal balances stdfh for the allowance for loan losses, if any, angl deferred fees or costs
originated loans. Mortgage loans originated aneénded for sale in the secondary market are caatethe lower of cost

estimated market value in the aggregate. Intenestme is accrued on the unpaid principal balahoan origination fees, net
certain direct origination costs, are deferred mugnized as an adjustment to the related lodd y&ing the interest method.

The accrual of interest on mortgage and commeladais is discontinued at the time the loan is 9 qest due unless the cred
well-secured and in process of collection. Credit caath$ and other personal loans are typically chaoffedo later than 120 da
past due. Past due status is based on contraetuad of the loan. In all cases, loans are placedam-accrual or chargenff at ar
earlier date if collection of principal or intereéstconsidered doubtful.

All interest accrued but not collected for loanattare placed on naaecrual or charged off is reversed against inténestme. Th
interest on these loans is accounted for on the-basis or costecovery method, until qualifying for return to acal. Loans ai
returned to accrual status when all the principal Bterest amounts contractually due are broughtat and future payments
reasonably assured.

Allowance for loan losses:

The allowance for loan losses is established aetoare estimated to have occurred through a povier loan losses charged
earnings. Loan losses are charged against thevaallte when management believes the uncollectibiitya loan balance
confirmed. Subsequent recoveries, if any, are trddo the allowance.

The allowance for loan losses is evaluated on alaedpasis by management and is based upon managsrperiodic review of t
collectibility of the loans in light of historicaxperience, the nature and volume of the loan g@ytfadverse situations that n
affect the borrowes ability to repay, estimated value of any undedyicollateral and prevailing economic conditiofi$is
evaluation is inherently subjective as it requiesiimates that are susceptible to significant rewias more information becon
available.

The allowance consists of specific, general andlaceted components. The specific component relaidoans that are classif
as either doubtful, substandard or special mentkor. such loans that are also classified as iragaian allowance is establis!
when the discounted cash flows (or collateral valuebservable market price) of the impaired |laatower than the carrying val
of that loan. The general component covers classified loans and is based on historical logesB&nce adjusted for qualitat
factors. An unallocated component is maintainedcd@er uncertainties that could affect managensemstimate of probat
losses. The unallocated component of the allowaeitects the margin of imprecision inherent in tirerlying assumptions us
in the methodologies for estimating specific andegal losses in the portfolio.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 1.

Summary of Significant Accounting Policies (contal)
Allowance for loan losses: (continued)

A loan is considered impaired when, based on ctimdormation and events, it is probable that Costene will be unable to colle
the scheduled payments of principal or interest rwhee according to the contractual terms of then lagreement. Factc
considered by management in determining impairnieecitide payment status, collateral value, and ttabability of collecting
scheduled principal and interest payments when doeans that experience insignificant payment delagd payment shortfa
generally are not classified as impaired. Managendetermines the significance of payment delays @ayment shortfalls on
case-byease basis, taking into consideration all of thewnstances surrounding the loan and the borrowelyding the length «
the delay, the reasons for the delay, the borr@ayatior payment record, and the amount of the &bt relation to the princip
and interest owed. Impairment is measured onmmbyadoan basis for commercial and constructiomsoby either the present va
of expected future cash flows discounted at the'taffective interest rate, the loanbbtainable market price, or the fair valu
the collateral if the loan is collateral dependent.

Large groups of smaller balance homogeneous loansdlectively evaluated for impairment. Accorglyy Cornerstone does 1
separately identify individual consumer and resi@roans for impairment disclosures, unless slgans are the subject o
restructuring agreement.

Premises and equipment:

Land is carried at cost. Other premises and eqeiprare carried at cost net of accumulated depgregiaDepreciation is comput
using the straighline method based on the estimated useful livethefassets. Maintenance and repairs are expensedusre(
while major additions and improvements are capgiéali Gains and losses on dispositions, if anyregerted in current operations.

Investment in partnership:

Cornerstones investment in a partnership consists of an edotgrest in a lending partnership for the purpasfemvesting in th
New Market Tax Credit Program. This program pesrtaixpayers to claim a credit against federal iretexxes for Qualified Equi
Investments made to acquire stock or a capitatestein designated Community Development Entit@BKEs). These designa
CDEs must use substantially all (defined as 85e#jof these proceeds to make qualified low-incaem@munity investments.

Cornerstone uses the equity method when it ownsnterest in a partnership and can exert significarfiuence over th
partnership’s operations but cannot control thengaship’s operations. Under the equity methodn€stones ownership intere
in the partnership’s capital is reported as anstment on its consolidated balance sheets and &tones allocable share of t
income or loss from the partnership is reported nioninterest income or expense in the consolidatederments ¢
income. Cornerstone ceases recording losses owvastment in partnership when the cumulative lesssd distributions from tl
partnership exceed the carrying amount of the itnvest and any advances made by Cornerstone. @éiererstones investment i
such partnership reaches zero, cash distributecaived from these investments are recorded asieco

Other real estate owned:

Real estate properties acquired through or in ¢itloan foreclosure are initially recorded at tlevér of Cornerstone’ carrying
amount or fair value less estimated selling coshatdate of foreclosure. Any write-downs basedhenasses fair value at the de
of acquisition are charged to the allowance fonlazsses. After foreclosure, these assets arédaat the lower of their new c
basis or fair value less cost to sell. Costs ghificant property improvements are capitalized evelas costs relating to hold
property are expensed. The portion of interestscedating to development of real estate is cipgd. Valuations are periodica
performed by management, and any subsequent doiters are recorded as a charge to operations,céssary, to reduce i
carrying value of a property to the lower of itstor fair value less cost to sell.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 1.

Summary of Significant Accounting Policies (contal)
Income taxes:

Deferred tax assets and liabilities are recognieethe estimated future tax consequences atttibeite differences between the
bases of assets and liabilities and their carrgrmgpunts for financial reporting purposes. Defertad assets and liabilities
measured using enacted tax rates in effect foye¢he in which the temporary differences are expktiee recovered or settled.

Transfers of financial assets:

Transfers of financial assets are accounted fasadss, when control over the assets has been darsgh Control over asset:
deemed to be surrendered when (1) the assets femvreifolated from Cornerstone, (2) the transfelgaims the right (free
conditions that constrain it from taking advantafi¢hat right) to pledge or exchange the transteassets, and (3) Cornerstone «
not maintain effective control over the transferasdets through an agreement to repurchase themetikéir maturity.

Advertising costs:

Cornerstone expenses all advertising costs asraduAdvertising expense was $92,252, $83,632,584¢233, for the years enc
December 31, 2008, 2007 and 2006, respectively.

Cash and cash equivalents:

Cornerstone considers all cash and amounts due depository institutions, interebearing deposits in other banks, and fe(
funds sold to be cash equivalents for purposekseo$tatements of cash flows.

Stock-based compensation:

At December 31, 2008, Cornerstone had two stuaded compensation plans. Effective January 16,20@rnerstone adopt
Statement of Financial Accounting Standards No. (28ised 2004), “Share-Based Paymei8FAS 123R), which was issued
the FASB in December 2004. SFAS 123R revises SEZES Accounting for Stock Based Compensatiarid supersedes APB
“Accounting for Stock Issued to Employee®RB 25) and its related interpretations. SFAS 128§uires recognition of the cosi
employee services received in exchange for an aefeeduity instruments in the financial statemensr the period the employet
required to perform the services in exchange feratvard (presumptively the vesting period). SFASRL.2lso requires measuren
of the cost of employee services received in exgbdar an award based on the grant date fair vafiuee award. SFAS 123R a
amends SFAS 95 “Statement of Cash Flows'equire that excess tax benefits be reportdihascing cash inflows, rather thar
a reduction of taxes paid, which is included witbperating cash flows.

Cornerstone adopted SFAS 123R using the modifiedgarctive application as permitted under SFAS 128¢tordingly, prio
period amounts have not been restated. Under pipigcation, Cornerstone is required to record comspéon expense for all awa
granted after the date of adoption and for the st@keportion of previously granted awards that iensaitstanding at the date
adoption. Prior to the adoption of SFAS 123R, Costume used the intrinsic value method as prestripe APB 25 and tht
recognized no compensation expense for optionsteptawith exercise prices equal to the fair markelug of Cornerstone’
common stock on the date of grant.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 1.

Summary of Significant Accounting Policies (contal)
Segment reporting:

Statement of Financial Accounting Standards No. ,13Disclosures about Segments of an Enterprise andat®®
Information” (SFAS 131) provides for the identification of remite segments on the basis of distinct businests amid the
financial information to the extent such units exeiewed by an entitg chief decision maker (which can be an individuragiroug
of management persons). SFAS 131 permits aggoegair combination of segments that have similarrattaristics. |
Cornerstones operations, each bank branch is viewed by managieas being a separately identifiable businesegment from tr
perspective of monitoring performance and allocatd financial resources. Although the branchesrate independently and
managed and monitored separately, each is sutatargimilar in terms of business focus, type ofstaumers, products a
services. Further, the results of Eagle for 202807 and 2006 were not significant for separatelassire. Accordingh
Cornerstones consolidated financial statements reflect thesgmeation of segment information on an aggregatsisbin on
reportable segment.

Earnings per share:

Basic earnings per share represents income awaitaliommon stockholders divided by the weigldagdrage number of comrmr
shares outstanding during the period. Dilutediegmper share reflects additional common shamswbuld have been outstand
if dilutive potential common shares had been iss@esdwell as any adjustment to income that wouklltefrom the assum
issuance. Potential common shares that may beddsy Cornerstone relate solely to outstandingkstmtions, and are determir
using the treasury stock method.

Variable interest entities:

An entity is referred to as a variable interestitgn{VIE) if it meets the criteria outlined in FASHterpretation No. 4@,
“Consolidation of Variable Interest Entities (resis December 2003)” (FIN 4B), which are: (1) the entity has equity the
insufficient to permit the entity to finance itstiatties without additional subordinated financglpport from other parties, or (2)
entity has equity investors that cannot make sicgmit decisions about the entgybperations or that do not absorb the exp
losses or receive the expected returns of theyentit

In addition, as specified in FIN 48; a VIE must be consolidated by Cornerstoneiff deemed to be the primary beneficiary of
VIE, which is the party involved with the VIE thdtas a majority of the expected losses, expectemiuasrreturns, c
both. Cornerstone has an investment in Appaladhiard for Growth Il Partnership that qualifies asumconsolidated VIE.
Reclassification:

Certain amounts in the prior consolidated finanstatements have been reclassified to conformg@tirent year presentation. *
reclassifications had no effect on net income oacldtolders’ equity as previously reported.

Off-balance sheet credit related financial instratag
In the ordinary course of business, Cornerstonechéered into commitments to extend credit, incigdtcommitments under cre

card arrangements, commercial letters of credd, standby letters of credit. Such financial instants are recorded when they
funded.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 2. Restrictions on Cash and Due From Ba

The Bank is required to maintain balances on hanavith the Federal Reserve Bank based on a pementé deposits. /
December 31, 2008 and 2007, these reserve balamcesapproximately $2,321,000 and $2,826,000, ctivgdy.

Note 3. Securities

Securities have been classified on the balancet,sheeording to managemestintent, as either securities held to maturit
securities available for sale. The amortized ewst approximate market value of securities at Déez1, 2008 and 2007, is

follows:

December 31, 200

Gross Gross
Amortized Unrealizec Unrealized Market
Cost Gains Losses Value
Securities available for sal
U.S. Government securiti $ 7,976,040 $ 275,73. $ - $ 8,251,77.
State and municipal securiti 4,609,63: 82,01 (68,830 4,622,81!
Mortgage-backed securities 31,753,50 160,38" (731,919 31,181,97
$44,339,17 $ 518,13: $ (800,74) $44,056,55
Securities held to maturit
Mortgage-backed securities $ 169,28 $ 1,15¢ $ (683) 169,75¢
December 31, 200
Gross Gross
Amortized Unrealizec Unrealized Market
Cost Gains Losses Value
Securities available for sal
U.S. Government securitit $27,335,99 ¢ 116,62« $ (38,94) $27,413,67
State and municipal securiti 3,436,39! 66,36¢ 3) 3,502,76!
Mortgagebacked securitie 3,817,52. 20,42% (2,409 3,835,541
$34,58991 $ 203,42( $ (41,34f $34,751,98
Securities held to maturit
Mortgage-backed securities $ 200,03 $ 424 $ (78%) 199,67¢
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2008, 2007 and 2006

Note 3.

Securities (continuec

At December 31, 2008 and 2007, securities withreycay value of approximately $11,262,000 and $5%,200, respectively, we
pledged to secure public deposits and for othgpgmes required or permitted by law.

At December 31, 2008 and 2007, the carrying amadirdecurities pledged to secure repurchase agréemess approximate
$32,516,000 and $18,270,000, respectively.

The amortized cost and estimated market value olirgees at December 31, 2008, by contractual nitgtuare show
below. Expected maturities will differ from conttaal maturities because borrowers may have ti tigcall or prepay obligatio
with or without call or prepayment penalties.

Due in one year or le:

Due from one year to five yes
Due from five years to ten yee
Due after ten years

Mortgage-backed securities

Securities Available for Se

Securities Held to Maturit

Amortized Market Amortized Market

Cost Value Cost Value
$ 6,121,57' $ 6,253,46 $ - $ -
900,11: 925,19 - -
1,752,38: 1,792,72! - -
3,811,60; 3,903,19 - -
12,585,67. 12,874,58 - -
31,753,50. 31,181,97 169,28:- 169,75¢
$44,339,17 $44,05655 $ 169,28 $ 169,75¢

For the years ended December 31, 2008, 2007 ar@] ##ye were no sales of securities availabledite.

The following tables present gross unrealized loss®d market value, aggregated by investment categal length of time th
individual securities available for sale have bigea continuous unrealized loss position, at Deamn3d, 2008 and 2007:

Securities available for sal
State and municipal securiti

Mortgage-backed securities

Securities held to maturit
Mortgage-backed securities

As of December 31, 20(

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Market Unrealized Market Unrealizec Market Unrealized
Value Losses Value Losses Value Losses
$ 1,125,114 $ (48,77) $ 206,65 $ (20,059 $ 1,331,79- $ (68,830
19,234,62 (719,05) 642,45" (12,867 19,877,07 (731,919
$20,359,76 $ (767,82) $ 849,100 $ (32,92Y) $21,208,87 $ (800,74
$ 26,40 $ (289) $ 30,897 $ (399 $ 57,30: $ (68%)
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Note 3.  Securities (continuec

As of December 31, 20(

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Market Unrealized Market Unrealizec Market Unrealized
Value Losses Value Losses Value Losses
Securities available for sal

U.S. Governmersecurities $ 873,28 $ (29) $12,951,00 $ (38,919 $13,824,28 $ (38,94)
State and municipal securiti - - 229,13¢ ©)] 229,13¢ 3
Mortgage-backed securities 851,19( (2,407) - - 851,19( (2,407)

$ 172447 $ (2,437 $13,180,14 $ (38,910 $14,90461 $ (41,349

Securities held to maturit
Mortgage-backed securities  $ 31,60: $ (34 $ 111,52 $ (749) $ 143,12t $ (78%)

Although there have been declines in the marketevahd credit quality of some of Cornersta@ni@vestment securities during 2C
management believes it is probable that Cornerstagliébe able to collect all amounts due accordinghe contractual terms
securities considered to be impaired at year dha@nagement believes the impairment relates prigawilthe current interest r:
environment and an overall temporary decline irugalin the financial markets. Since managementheability to hold its de
securities until maturity, or for the foreseeahléufe for its securities available for sale, nolides in fair value are deemed to
other than temporary in nature.

Note 4. Loans and Allowance for Loan Loss

At December 31, 2008 and 2007, the Bank's loansisbaf the following (in thousands):

2008 2007
Mortgage loans on real esta
Residential -4 family $ 42,13t $ 35,30¢
Residential multifamily (5 or more 14,747 16,57
Held for sale 104 21¢
Commercial 155,72¢ 138,07
Constructior 70,45¢ 76,83:
Second mortgage 3,03( 2,27(
Equity lines of credi 12,72( 10,21«
298,92: 279,48¢
Commercial loan: 83,14( 97,89¢
Consumer installment loan
Persona 5,48¢ 5,652
Credit cards 54z 557
6,02¢ 6,20¢
Total loans 388,09( 383,59:
Less: Allowance for loan losses (9,618 (13,710
Loans, ne $ 378,47. $ 369,88
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2008, 2007 and 2006

Note 4. Loans and Allowance for Loan Losses (contint

An analysis of the allowance for loan losses folo
Balance, beginning of ye
Provision charged to operatio

Charge-offs
Recoveries

Balance, end of year

2008 2007 2006

$13,710,10 $ 4,258,35. $ 3,545,04.

3,498,000 10,409,36  1,106,60!
(7,978,76)  (1,075,67)  (470,36)
388,92: 118,06: 77,07

$ 9,618,26! $13,710,10 $ 4,258,35

The Bank's only significant concentration of creatiDecember 31, 2008, occurred in real estatesladrich totaled approximate
$299 million. While real estate loans accountad/fo percent of total loans, these loans were piiyngesidential development a
construction loans, residential mortgage loans,@mmercial loans secured by commercial propert&shstantially all real est:

loans are secured by properties located in Tenaesse

The following is a summary of information pertaigito impaired and non-accrual loans:

Impaired loans without a valuation allowar
Impaired loans with a valuation allowance

Total impaired loans
Valuation allowance related to impaired lo:
Total non-accrual loans

Total loans pa-due ninety days or more and still accru

Average investment in impaired loans
Interest income recognized on impaired lo

Interest income recognized on a cash basis on rep&ans

December 31
2008 2007

$ 254332 $ 17,07¢
17,375,04 13,176,54

$ 19,918,360 $ 13,193,62

$ 587237, $ 9,789,74

$ 4,252,79. $ 684,90:

$ - $ -

Years Ended December :

2008 2007 2006

$ 10,891,35 $ 3,348,870 $ 1,754,90

$ 966,01 $ 1,18240 $ 121,98

$ - $ 28,90 $ 78,39

In the ordinary course of business, the Bank hastgd loans to principal officers and directors #rair affiliates. Annual activi

of these related party loans were as follows:

Beginning balanc

New loans
Repayment:

Ending balance

2008 2007

$ 772,94 $ 751,49t

65,17 521,67
(648,44) (500,23

$ 189,67 $ 772,94
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Note 5. Bank Premises and Equipme

A summary of bank premises and equipment at DeceB81he2008 and 2007, is as follows:

2008 2007
Land $ 333841 $ 1,658,62
Buildings and improvemen 4,537,34! 4,131,93.
Furniture, fixtures and equipme 4,255,23 3,849,46.
12,130,99 9,640,01!
Accumulated depreciation (3,659,04) (3,169,120

$ 8,47195 $ 6,470,89

Depreciation expense for the years ended DecenmheP@®8, 2007 and 2006, amounted to $588,490, $3680,and $644,66
respectively.

Certain bank facilities and equipment are leasedeuwarious operating leases. Total rent expemsthese leases for the ye
ended December 31, 2008, 2007 and 2006, was $3B6:384,004, and $235,455, respectiv

Future minimum rental commitments under non-carfdelleases are as follows:

2009 $ 362,50°
2010 344,66:
2011 343,21
2012 341,00
2013 341,00
Thereafter 699,54(
Total $ 2,431,92

Note 6. Time and Relate-Party Deposit:

At December 31, 2008, the scheduled maturitiegme# tleposits are as follows:

2009 $ 192,69:
2010 27,41¢
2011 2,662
2012 5C
2013 92¢
Total $ 223,74¢

Deposits from related parties held by the Bank etdinber 31, 2008 and 2007, amounted to approxiynatel $1,007,000 a
$692,000, respectively.
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Note 7. Income Taxe:

Cornerstone files consolidated income tax returits its subsidiaries. Under the terms of a taxrisigpagreement, the subsidiaries

allocated portion of the consolidated tax liabilisycomputed as if they were reporting income axpkases to the Internal Reve
Service as a separate entity.

Income tax expense in the statements of incomthéoyears ended December 31, 2008, 2007 and 2608ists of the following:

2008 2007 2006
Current tax expens $ (2,005,64) $ 3,337,59. $ 3,808,98
Deferred tax expense (benefit) related
Allowance for loan losse 3,158,85! (3,623,93) (356,91()
Other 143,32 145,22 (124,556
Income tax expense (benefit) $ 1,296,54 $ (141,119 $ 3,327,52

The income tax expense is different from the exgubtax expense computed by multiplying income keefocome tax expense
the statutory federal income tax rates. Theseidiffces are reconciled as follows:

2008 2007 2006
Expected tax at statutory raf $ 1,294,84. $ 248,211 $ 3,107,30:
Increase (decrease) resulting from tax effec
State income taxes, net of federal tax bel 163,37¢ 31,31¢ 392,06¢
New market tax credit (150,000 (300,000 (150,000
Other (11,682) (120,646 (21,847
Income tax expense (benefit) $ 1,296,54 $ (141,11) $ 3,327,52.
The components of the net deferred tax asset,dedlin other assets, are as follows:
2008 2007
Deferred tax asset
Deferred compensatic $ 12458! $ 133,01
Deferred loan fee 52,15( 103,11:
Allowance for loan losse 1,935,93. 5,094,79.
Net unrealized loss on securities available foe 151,19 -
Other 28,33¢ 68,35

2,292,19 5,399,26!

Deferred tax liabilities

Depreciatior 126,97¢ 96,97
Life insurance 186,72: 173,42
Net unrealized gain in securities available foe: - 85,30:
Other 14,16t 13,54¢
327,86! 369,24

Net deferred tax ass $ 1,964,32¢ $ 5,030,01
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Note 7.

Note 8.

Note 9.

Income Taxes (continue:

In July 2006, FASB issued Financial Interpretatidm 48, “Accounting for Uncertainty in Income Taxas interpretation of FAS
Statement No. 109”HIN 48), which clarifies the accounting for uncamtg in tax positions. This Interpretation requirds
Cornerstone recognize in its financial statemetiits,impact of a tax position, if that position isom likely than not of beir
sustained on audit, based on the technical mefiteeoposition. The provisions of FIN 48 were effee as of the beginning
Cornerstone’s 2007 fiscal year. The adoption ¢f thterpretation did not have a material impact@ornerstones consolidate
financial statements. Further, Cornerstone rea@asghino interest and penalties assessed by taxthgrdies on any underpaym
of income tax for 2008, 2007 or 2006.

Federal Funds Purchased and Securities Sold Urgierefents to Repurcha

Federal funds purchased and securities sold ugteements to repurchase amounted to $35,790,2464n860,355 at Deceml
31, 2008 and 2007, respectively. These agreergenerally mature within one to four days from ttansaction date

Federal Home Loan Bank Advances and Line of Ci

The Bank has agreements with the Federal Home Baank of Cincinnati (FHLB) that can provide advanteghe Bank in &
amount up to approximately $76,000,000. All of Benk’s loans secured by first mortgages on 1-4ilfarasidential, multifamily
properties, and commercial properties are pledgembbateral for these advances.

At December 31, 2008 and 2007, FHLB advances coofsthe following:

2008 2007

Long-term advance dated December 27, 2000, requ
monthly interest payments, fixed at 5.00% untilvension
option is exercised, principal due in December 2 $ 2,000,000 $ 2,000,00!

Long-term advance dated February 9, 2005, requiring
monthly interest payments, fixed at 3.86%, contéati
on February 2010, principal due in February 2 5,000,00! 5,000,00!

Long-term advance dated May 14, 2007, requi
monthly interest payments, fixed at 4.78%, with a
put option exercisable in November 2007 and then
quarterly thereafter, principal due in May 2( 5,000,00! 5,000,00!

Long-term advance dated December 6, 2007, requ
monthly interest payments, fixed at 3.87%, until
maturity, principal due in December 20 5,000,00! 5,000,00!

Long-term advance dated June 26, 2008, requiring
monthly interest payments, fixed at 3.64%, until
maturity, principal due in July 201 5,000,00! -

Long-term advance dated July 2, 2008, requil
monthly interest payments, fixed at 3.85%, until
maturity, principal due in July 201 5,000,00! -

Long-term advance dated January 18, 2008, requ

monthly interest payments, fixed at 3.59%, until
maturity, principal due in January 20 5,000,00! -
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Note 9. Federal Home Loan Bank Advances and Lin@retlit (continued

Long-term advance dated May 11, 2007, requi
monthly interest payments, fixed at 4.66%, wi
put option exercisable in February 2008 and |
quarterly thereafter, principal due in May 2(

Long-term advance dated May 15, 2007, requi
monthly interest payments, fixed at 4.58%, wit
put option exercisable in May 2008 and tl
quarterly thereafter, principal due in May 2(

Long-term advance dated July 31, 2007, requi
monthly interest payments, fixed at 4.50%, wi
put option exercisable in July 2008 and tl
quarterly thereafter, principal due in July 2(

Long-term advance dated August 7, 2007, requi
monthly interest payments, fixed at 4.43%, wit
put option exercisable in February 2009 and |
quarterly thereafter, principal due in August 2!

Long-term advance dated January 2, 2008, requ
monthly interest payments, fixed at 3.52% wil
put option exercisable in January 2011 anc
quarterly thereafter, principal due in January 2

Long-term advance dated January 20, 2006, requ
monthly interest payments, fixed at 4.18%, wi
put option exercisable in January 2009 and"
quarterly thereafter, principal due in January 2

Long-term advance dated January 10, 2007, requ
monthly interest payments, fixed at 4.25%, wit
put option exercisable in January 2008 and "
quarterly thereafter, principal due in January 2

Scheduled maturities of the Federal Home Loan Bahances are as follows:

2009
2010
2011
2012
2013
Thereafter

Total

2008 2007

$ 5,000,00! 5,000,00!

5,000,00! 5,000,00!

5,000,00! 5,000,00!

5,000,00! 5,000,00!

5,000,00! -

5,000,00! 5,000,00!

5,000,00! 5,000,00!

$ 67,000,00 $ 47,000,000

$ -
17,000,00
10,000,00
5,000,00!
10,000,00
25,000,00

$ 67,000,00
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Note 9.

Note 10.

Note 11.

Federal Home Loan Bank Advances and Line of Cigdittinued)

During the fixed rate term, the advances may begide subject to a prepayment penalty as definethén agreements. (
convertible agreements, the FHLB has the rightaiwvert the fixed rate on the above advances aetleof the initial fixed ra
period and on a quarterly basis thereafter. Ifdbeversion option is exercised, the advanceshbeillr interest at the threeentt
London Interbank Offered Rate (LIBOR) adjusted t¢grdy at a spread of zero basis points to the LIB@dex. Subsequent to ¢
conversion, the Bank has the option to prepay thearces, in full or in part, without penalty on thenversion date or a
subsequent quarterly repricing date. On agreenweititsput options, the FHLB has the right, at itsadetion, to terminate only t
entire advance prior to the stated maturity ddtiee termination option may only be exercised on éhpiration date of tt
predetermined lockout period and on a quarterlysithgreafter.

Cornerstone has an $8,500,000 line of credit withtleer bank that is secured by 100% of the Bawddmmon stock and be
interest at Prime minus 1.50%, due quarterly. tantfing principal and accrued interest are due erdd 2009. Borrowing
outstanding under the agreements were $4,250,00@H00,000 at December 31, 2008 and 2007, respéctiv

Employee Benefit Plar
401(k) plan:

Cornerstone has a 401(k) employee benefit planroaysubstantially all employees that have completeleast 30 days of serv
and met minimum age requirements. Cornerstnehtribution to the plan is discretionary and %8g8,408 for 2008, $230,732
2007 and $195,445 for 2006.

Employee Stock Ownership Plan:

Cornerstone has a ndeveraged employee stock ownership plan (ESOP)hichwCornerstone makes 100% of the contributiom
purchasing Cornerstoree’ common stock, and allocates the contributions ngmaehe participants based on regula
guidelines. Cornerstorecontribution is discretionary, as determined liy Compensation Committee. Employer contributiae
available to all employees after 1,000 hours ofiser There are certain age and yearseasfsice requirements before contributi
can be made for the benefit of the employee. TEOIE plan also provides for a three year 100% vgstBuirement; therefol
employees terminating employment before their trarthiversary date will forfeit their accrued benefnder the ESOP. T
forfeiture will be reallocated among the remaining ESOP participantené&stone made a contribution of $166,347 in 20@
contribution to the ESOP in 2007 and a contributib$248,261 in 2006.

Financial Instruments With G-Balanc-Sheet Ris}

In the normal course of business, the Bank hagandsg commitments and contingent liabilities, lsas commitments to exte
credit and standby letters of credit, which areinotluded in the accompanying financial statemefiise Bank$ exposure to cre:
loss in the event of nonperformance by the othetyga the financial instruments for commitmentsetxtend credit and stanc
letters of credit is represented by the contraatnalotional amount of those instruments. The Basds the same credit policie!
making such commitments as it does for instrumémés are included in the balance sheet. At Decerdbe2008 and 20C
undisbursed loan commitments aggregated $63,42&060571,690,000, respectively. In addition, theeze outstanding stand
letters of credit totaling $3,983,000 and $4,996,0@spectively.

Commitments to extend credit are agreements totleadcustomer as long as there is no violatioanyf condition established in 1
contract. Commitments generally have fixed expiratilates or other termination clauses and may megayment of a fee. Sir
many of the commitments are expected to expire auittbeing drawn upon, the total commitment amowtsnot necessari
represent future cash requirements. The Bank atedueach customer’s creditworthiness on a casa$g-basis. The amount
collateral obtained, if deemed necessary by the kBapon extension of credit, is based on managementedi
evaluation. Collateral held varies but may incled®ounts receivable, inventory, property and egeipt, and incomeroducin(
commercial properties.
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Note 11.

Note 12.

Financial Instruments With G-Balanc-Sheet Risk (continuet

Standby letters of credit are conditional committseissued by the Bank to guarantee the performafee customer to a thi
party. Standby letters of credit generally havesdi expiration dates or other termination claussd may require payment o
fee. The credit risk involved in issuing letterk avedit is essentially the same as that involvedektending loan facilities
customers. The Bank’policy for obtaining collateral, and the natufesoch collateral, is essentially the same as ithatlved ir
making commitments to extend credit.

The Bank incurred insignificant losses on its cotnments during 2008, 2007 and 2006.
Fair Value Disclosure
Fair value measurements:

On January 1, 2008, Cornerstone adopted Staterh€&imiancial Accounting Standards No. 157, “Fair MaMeasurements,'SEAS
157), which defines fair value as the exchange price that wbeldeceived for an asset or paid to transferkalitia (an exit price
in the principal or most advantageous market ferdbkset or liability in an orderly transaction be¢w market participants on
measurement date. SFAS 15&Iso establishes a fair value hierarchy which meguan entity to maximize the use of obsen
inputs and minimize the use of unobservable inpiitsn measuring fair value. The standard descrireg tevels of inputs that m
be used to measure fair value.

Level 1: Quoted prices (unadjusted) or identicakss or liabilities in active markets that the @niias the ability to
access as of the measurement date.

Level 2: Significant other observable inputs ottigan Level 1 prices, such as quoted prices forlaingissets or
liabilities, quoted prices in markets that are active, and other inputs that are observable oheacorroborated by
observable market data.

Level 3: Significant unobservable inputs that reffle company’s own assumptions about the assungptiat market
participants would use in pricing an asset or lighi

Cornerstone utilizes fair value measurements twreedair value adjustments to certain assets angrmdne fair valu
disclosures. Accordingly, securities available gale are recorded at fair value on a recurringsbaslditionally, from time to time
Cornerstone may be required to record other asddtsr value on a nonrecurring basis, such assideid for sale, and impait
loans. These nonrecurring fair value adjustmemigally involve application of lower of cost or mk&t accounting or writelowns
of individual assets.

Following is a description of valuation methodolegused for assets and liabilities recorded awtdire.

Securities available for salavestment securities available for sale are remrdt fair value on a recurring basis. Fair v
measurement is based upon quoted prices, if alailHguoted prices are not available, fair valaes measured using indepent
pricing models or other model-based valuation tepes such as the present value of future caslsfladjusted for the security’
credit rating, prepayment assumptions and othéofasuch as credit loss assumptions. Level 1 g&suinclude those traded on

active exchange, such as the New York Stock Exahadds. Treasury securities that are traded byedgalr brokers in active over-

the-counter markets and money market funds. Lewec2rities include mortgadmcked securities, U.S. Government securitie:
municipal bonds.
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Note 12. Fair Value Disclosures (continue
Fair value measurements (continue

Impaired loangzornerstone does not record loans at fair valua meturring basis. However, from time to time, anlés considere
impaired and an allowance for loan losses is esta. Loans for which it is probable that paymafrinterest and principal will n
be made in accordance with the contractual termthefloan agreement are considered impaired. Onloarais identified
individually impaired, management measures impatnreaccordance with SFAS 114A¢counting by Creditors for Impairment
a Loan,” SFAS 114). The fair value of impaired loans is reated using one of several methods, including toié value
liquidation value and discounted cash flows. Thogegaired loans not requiring an allowance reprekmaris for which the fair vali
of the expected repayments or collateral exceeddberded investments in such loans. In accordaritte SFAS 157, impairec
loans where an allowance is established basedeofathvalue of collateral require classificationthe fair value hierarchy. Wh
the fair value of the collateral is based on aneolmble market price or a current appraised valgerecord the impaired loan
nonrecurring Level 2. When an appraised value tsamailable or management determines the fair vafube collateral is furth:
impaired below the appraised value and there ishservable market price, we record the impaired Bbsanonrecurring Level 3.

Assets and liabilities recorded at fair value ae@urring basis are as follows (amounts in thousgand

Quoted Price
In Active Significant
Markets for Other Significant
Balance as ¢ Identical Observable Unobservabl

December 3: Assets Inputs Inputs
2008 (Level 1) (Level 2) (Level 3)
Securities available for sa $ 44,057 $ - $ 4405 $ =

Cornerstone has no assets or liabilities whosevédires are measured on a recurring basis usingl Bemputs.
Assets measured at fair value on a nonrecurring bas included in the table below (amounts in Hamas).
Quoted Price

In Active Significant
Markets for Other Significant

Balance as ¢ Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2008 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 11,50: $ -3 -3 11,50

Impaired loans, which are measured for impairmeirtgithe fair value of the collateral for collatedependent loans, had a carry
amount of approximately $17,375,000, with a vahmtallowance of approximately $5,872,000 at Decanfile 2008. Loss!
derived from Level 3 inputs were calculated prifyalby models utilizing estimated collateral valuetibe discounted present va
of expected cash flows.
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Note 12. Fair Value Disclosures (continue
Fair value of financial instruments:
Fair value estimates are made at a specific poititrie, based on relevant market information atloatfinancial instrument. The
estimates do not reflect any premium or discouat ¢ould result from offering for sale at one ti@ernerstone's entire holdings ¢
particular financial instrument. Because no makkeasts for a significant portion of Cornerstosidinancial instruments, fair val
estimates are based on judgments regarding futtpected loss experience, current economic conditioisk characteristics
various financial instruments, and other factorhese estimates are subjective in nature; involveertainties and matters
judgment; and, therefore, cannot be determined pritigision. Changes in assumptions could sigmiflgaaffect the estimates.
Fair value estimates are based on existing finaimd&ruments without attempting to estimate thiugaof anticipated future busin
and the value of assets and liabilities that ateceasidered financial instruments. The followimgthods and assumptions w
used to estimate the fair value of each classafftial instruments:
Cash and cash equivalents:
For cash and cash equivalents, the carrying amsuanteasonable estimate of fair value.
Securities:

The fair value of securities is estimated basediohprices published in financial newspapers or disbtations received frc
securities dealers.

Federal Home Loan Bank stock:

The carrying amount of Federal Home Loan Bank simgroximates fair value based on the stock redemgrovisions of th
Federal Home Loan Bank.

Loans, net:

The fair value of loans is calculated by discougtstheduled cash flows through the estimated ntatusing estimated marl
discount rates, adjusted for credit risk and sé@mgicosts. The estimate of maturity is based stohical experience with repayme
for each loan classification, modified, as requitegan estimate of the effect of current econaoanid lending conditions.
Deposits:

The fair value of deposits with no stated matuistych as demand deposits, money market accoutsaaings deposits, is equa
the amount payable on demand. The fair valueroé tdeposits is based on the discounted value dfamnal cash flows. Tl
discount rate is estimated using the rates cuyrefiitred for deposits of similar remaining matiest

Federal funds purchased and securities sold umpleements to repurchase:

The estimated value of these liabilities, which exeremely short term, approximates their carryiafyie.

Federal Home Loan Bank advances and line of credit:

The carrying amounts of the FHLB advances anditiegedf credit approximate their fair value.
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Note 12. Fair Value Disclosures (continue
Fair value of financial instruments (continued)
Commitments to extend credit:
The fair value of commitments is estimated usirgfées currently charged to enter into similar egrents, taking into account
remaining terms of the agreements and the pregeditworthiness of the counterparties. For fixate loan commitments, fi

value also considers the difference between culegrts of interest rates and the committed rates.

The carrying amount and estimated fair value ofn@mstone’s financial instruments at December 308 20hd 2007, are as follo
(in thousands):

2008 2007
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalel $ 21,897 $ 21,897 $ 14,93: $ 14,93:
Securities 44,22¢ 44,22¢ 34,95 34,95
Federal Home Loan Bank sto 2,18¢ 2,18¢ 1,917 1,917
Loans, ne 378,47. 380,39 369,88 373,11¢
Liabilities:
Noninteres-bearing demand depos 40,07¢ 40,07¢ 45,28t 45,28t
Interes-bearing demand depos 26,90¢ 26,90¢ 31,98t 31,98t
Savings deposits and money market acca 35,84¢ 35,84¢ 49,97( 49,97(
Time deposit: 223,74¢ 225,88: 186,01( 189,10¢
Federal funds purchased and securities sold urgteements tc
repurchas: 35,79( 35,79( 41,56( 41,56(
Federal Home Loan Bank advances and line of ¢ 71,25( 71,25( 47,10( 47,10(

Unrecognized financial instruments (net of conteambunt):
Commitments to extend cre: - - - -

Note 13. Contingencie:
The Bank is involved in certain claims arising frmmrmal business activities. Management belielrasthe impact of those clail

are without merit and that the ultimate liabilitiyany, resulting from them will not materially afft the Banlks financial condition ¢
Cornerstone’s consolidated financial position, hssof operations or cash flows.
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Note 14. Stock Option Plan

Cornerstone has stock option plans which are mdhe described below. For the years ended Decer@beR008, 2007 and 20
Cornerstone recognized $279,400, $220,016 and $28 7espectively, in compensation expense fortadksoptions.

The fair value of each option granted is estimatadthe date of grant using the Black-Scholes oppigcing model with th
following assumptions:

Years Ended December :

2008 2007 2006
Dividend yield 1.47% 1.3%% 0.98%
Expected life 8.0 year: 7.0 year: 6.6 year:
Expected volatility 20.271% 12.22% 11.8(%
Risk-free interest rat 4.22% 4.51% 5.11%

The expected volatility is based upon historicditibity. The riskfree interest rates for periods within the conwattife of the
awards are based on the U.S. Treasury yield caredféct at the time of the grant. The expectélis based on historical exerc
experience. The dividend yield assumption is am@ Cornerstone’ history and expectation of dividend payouts. ilg200¢
Cornerstone’s stock options were subject to a 2tfetock dividend. The impact of the dividend waglouble the total number
options available under each of the stock opti@ngland reduce the existing option price in h@itie information shown belc
retroactively reflects the impact of this dividenBelow is a more detailed description of the stoplon plans.

Board of Directors plan:

Cornerstone has a stock option plan under which Imeesnof the Board of Directors, at the formationtted Bank, were grant
options to purchase a total of up to 600,000 shafesommon stock. Only nogualified stock options may be granted unde
Plan. In addition, members of the Board of Direstcan be issued options under the Cornerstone R&@-Term Incentive Plan
purchase up to 1,200,000 shares of Cornerstonk.sidte options available for issuance to Board imers under the 2002 Long-
Term Incentive Plan are shared with officers anglegrees of Cornerstone. The exercise price of egutlon equals the marl
price of Cornerstone’s stock on the date of gradtthe options maximum term is ten years, at which point theyirex Vesting fo
options granted during 2006, 2007 and 2008, are 80%ach of the first and second anniversary ofjtlaat date with full vestir
occurring at the second anniversary date. At Déegrl, 2008, the total remaining compensation tm$te recognized on non-
vested options is approximately $44,000. An anglgkthis stock option plan is presented in thHéfeing table:

Years Ended December :

2008 2007 2006
Average Aggregat Average Average
Exercise  Intrinsic Exercise Exercise
Shares Price Value(1) Shares Price Share Price
Outstanding at beginning of ye 69,00 $ 11.2¢ 67,00 $ 10.61 90,00C $ 3.8C
Granted 12,80( 7.9¢ 9,00( 15.2¢ 40,00( 13.2¢
Exercisec - - (5,000 9.32 (63,000 2.5k
Forfeited - - (2,000) 13.2¢ - -
Outstanding at end of year 81,80 $ 10.7¢ $ 29,60¢ 69,00 $ 11.2¢ 67,000 $ 10.61
Options exercisable at y«-end 64,50C $ 10.98 $ 29,60¢ 42,000 $ 9.51 22,500 $ 6.2C
Weightedaverage fair value of optiol
granted during the yei $ 2.2¢ $ 3.3 $ 3.24
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Note 14. Stock Option Plans (continus

(1) The aggregate intrinsic value of a stock optiorthia table above represents the total taseintrinsic value (the amount
which the current market value of the underlyingcktexceeds the exercise price of the option)vlwatild have been receiv
by the option holders had all option holders exsditheir options on December 31, 2008. This amobanhges based
changes in the market value of the CornerstonetksiThe fair value (present value of the estimdtedre benefit to tF
option holder) of each option grant is estimatedhendate of grant using the Bl-Scholes option pricing mode

Information pertaining to options outstanding atBmber 31, 2008, is as follows:

Options Outstandin Options Exercisabl

Weighted Weighted Weighted

Average Average Average

Exercise Number Remaining Exercise Number Exercise

Prices Outstanding Life Price Exercisable Price

$ 5.4¢ 16,00( 5.2 Years $ 5.44 16,00 $ 5.44
9.2 8,00(¢ 6.2 Years 9.2¢% 8,00( 9.2¢%
13.2¢ 36,00( 7.2 Years 13.2¢ 36,00( 13.2¢
15.2¢ 9,00 8.2 Years 15.2¢ 4,50( 15.2¢
7.9¢ 12,80( 9.2 Years 7.9¢ - -
Outstanding at end of year 81,80( 7.9 Years 10.7¢ 64,50( 10.9¢

Information pertaining to non-vested options fo tlear ended December 31, 2008, is as follows:

Weighted Averag

Number Grant Date

of Share: Fair Value
Non-vested options, December 31, 2( 27,00( $ 13.9¢
Granted 12,80( 7.9¢
Vested (22,500) 13.6¢
Forfeited/expired - -
Non-vested options, December 31, 2008 17,30( 9.8¢

The total fair value of shares vested during 20@8 approximatel $ 171,000

Officer and Employee Plans:

Cornerstone has two stock option plans, the 199&lstone Statutory and Natatutory Option Plan and the Cornerstone :
Long-Term Incentive Plan, under which officers amilployees can be granted incentive stock optiom®oiualified stock optior
to purchase a total of up to 220,000 and 1,200 gl¥res, respectively, of Cornerstan€ommon stock. The option price
incentive stock options shall be not less than i€@ent of the fair market value of the commonlsime the date of the grant. 1
non-qualified stock options may be equal to or mordess than the fair market value of the common stmckhe date of tt
grant. The stock options vest at 30 percent ons#wnd and third anniversaries of the grant datk 49 percent on the fou
anniversary of the grant date. These options exgn years from the grant date. At December 8D82the total remainit
compensation cost to be recognized on wested options is approximately $573,000. An asialpf the activity for each of t
years ending December 31, 2008, 2007 and 200&histock option plan follows:
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Note 14. Stock Option Plans (continue

Years Ended December &

2008 2007 2006
Average Aggregate Average Average
Exercise Intrinsic Exercise Exercise
Shares Price Value(1) Shares Price Shares Price
Outstanding at beginning of ye 715,07 $ 6.52 669,12( $ 5.7¢ 632,500 $ 4.6
Granted 71,50( 7.9¢ 53,80( 15.2¢ 82,80( 13.2¢
Exercisec (22,000 3.7¢ (5,870) 4.4¢ (46,180 3.5¢
Forfeited (9,150 13.3¢ (1,97¢) 14.0¢
Outstanding at end of year 755,42 $ 6.6 $ 1,634,02: 715,078 $ 6.52 669,12( $ 5.7¢
Options exercisable at year-end 549,51t $ 487 $ 1,634,02: 470,99 $ 4.0€ 367,12( $ 3.71
Weighted-average fair value of options grant
during the yea $ 2.2¢ $ 3.3¢ $ 3.2¢

(1) The aggregate intrinsic value of a stock optiorthia table above represents the tota-tax intrinsic value (the amount
which the current market value of the underlyingcktexceeds the exercise price of the option)vlwatild have been receiv
by the option holders had all option holders exaaditheir options on December 31, 2008. This amolbanges based
changes in the market value of the CornerstoneskstThe total intrinsic value of options exercisédring 2008 we
approximately $78,000. The fair value (presentigalf the estimated future benefit to the optioldén of each option gra
is estimated on the date of grant using the E-Scholes option pricing mode

Information pertaining to options outstanding atBmber 31, 2008, is as follows:

Options Outstandin Options Exercisabl
Weighted Weighted Weighted
Average Average Average
Exercise Number Remaining Exercise Number Exercise
Prices Outstanding Life Price Exercisable Price
$3.25- $3.75 346,60( 2.8 Years $ 3.5C 346,600 $ 3.5
5.44 132,44( 5.2 Years 5.44 132,44( 5.4¢
9.23 78,91( 6.2 Years 9.2¢% 47,34¢ 9.2%
13.25 77,10( 7.2 Years 13.2¢ 23,13( 13.2¢
15.25 46,87" 8.2 Years 15.2¢ - -
15.20 2,75( 8.3 Years 15.2C - -
7.99 70,75( 9.2 Years 7.9¢ - -
Outstanding at end of year 755,42} 5.0 Years 6.63 549,51¢ 4.87
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Note 14. Stock Option Plans (continue

Information pertaining to non-vested options fo tlear ended December 31, 2008, is as follows:

Weighted Average

Number Grant Date

of Share: Fair Value
Non-vested options, December 31, 2( 244,08t $ 11.0¢
Grantec 71,50( 7.9¢
Vested (100,52¢) 8.1t
Forfeited/expired (9,150 13.3¢
Non-vested options, December 31, 2008 205,90¢ 11.31

The total fair value of shares vested during 2088 approximately $693,000.
Note 15. Liquidity and Capital Resourct

Cornerstones primary source of funds with which to pay itsuie obligations is the receipt of dividends frore gubsidiar
bank. Banking regulations provide that the Banlstimaintain capital sufficient to enable it to agteras a viable institution and
a result, may limit the amount of dividends the Banay pay without prior approval. It is managemenitention to limit th
amount of dividends paid in order to maintain caampde with capital guidelines and to maintain aprapriate capital position
the Bank.

Note 16. Regulatory Matter

Cornerstone (on a consolidated basis) and the Baeksubject to various regulatory capital requinetmeadministered by t
Tennessee Department of Financial Institutionstaedederal banking agencies. Failure to meetmim capital requirements ¢
initiate certain mandatory and possibly additiogigtretionary actions by regulators that, if undken, could have a direct mate
effect on Cornerstong’and the Bank's financial statements. Under alapdequacy guidelines and the regulatory framevior
prompt corrective action, Cornerstone and the Bamist meet specific capital guidelines that invotpgantitative measures
Cornerstone’s and the Bank's assets, liabilitiesl eertain off-balancsheet items as calculated under regulatory acamy
practices. Cornerstorseand the Bank's capital amounts and classificatieralso subject to qualitative judgments by dwulator
about components, risk weightings and other fact®r®mpt corrective action provisions are not maple to bank holdir
companies.

Quantitative measures established by regulaticensure capital adequacy require Cornerstone anBahk to maintain minimu
amounts and ratios (set forth in the table belofsptal and Tier | capital (as defined in the reggidns) to riskweighted assets (
defined), and of Tier | capital (as defined) to rage assets (as defined). Management believed, 2acember 31, 2008 and 20
that Cornerstone and the Bank meet all capital @algqgrequirements to which they are subject.

As of December 31, 2008, the most recent notificafrom the Federal Deposit Insurance Corporatategorized the Bank as w
capitalized under the regulatory framework for ppbroorrective action. To be categorized as wefiitedized, an institution mu
maintain minimum total risk-based, Tier 1 risksed and Tier 1 leverage ratios as set forth énfathowing tables. There are
conditions or events since that notification than@mgement believes have changed the Bank's pramettive action category 1
bank capital.
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Note 16. Regulatory Matters (continue

Cornerstones and the Bank's actual capital amounts and ratiesalso presented in the table. Dollar amourgspaesented

thousands.
Minimum
Capital Minimum To Be
Actual Requirement Well Capitalizec
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 200
Total capital to ris-weighted asset:
Consolidatec $ 38,97 9.7% $ 32,28 8.C% N/A N/A
Cornerstone Community Bat 41,41( 10.5% 32,13( 8.C% $ 40,16 10.(%
Tier 1 capital to ris-weighted asset:
Consolidatec 33,87: 8.4% 16,14 4.C% N/A N/A
Cornerstone Community Bat 36,33¢ 9.1% 16,06¢ 4.C% 24,09¢ 6.C%
Tier 1 capital to average asse
Consolidatec 33,87 7.4% 18,39( 4.C% N/A N/A
Cornerstone Community Bai 36,33¢ 7.S% 18,33¢ 4% 22,92« 5.C%
As of December 31, 200
Total capital to ris-weighted asset:
Consolidatec $ 38,35: 9.7% $ 31,66( 8.C% N/A N/A
Cornerstone Community Bai 36,65 9.2% 31,40¢ 8.C% $ 39,26 10.(%
Tier 1 capital to ris-weighted asset:
Consolidatec 33,291 8.4% 15,83( 4.C% N/A N/A
Cornerstone Community Bai 31,63t 8.1% 15,70¢ 4.C% 23,55¢ 6.C%
Tier 1 capital to average asse
Consolidatec 33,291 7.7% 17,28: 4.C% N/A N/A
Cornerstone Community Bai 31,63¢ 7.4% 17,18 4C0% 21,48 5.C%
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Note 17. Other Comprehensive Incor

Other comprehensive income consists of unrealiz#dirig gains and losses on securities availableséde. A summary of oth
comprehensive income and the related tax effectthéyears ended December 31, 2008, 2007 and &08$ follows:

Tax
Before-Tax (Expense  Net-of-Tax
Amount Benefit Amount
Year ended December 31, 20!
Unrealized holding gains and losses arising dutfiegperioc $ (444,690 $ 151,19¢ $ (293,49

Less reclassification adjustment for gains realireget income - - -

$ (44469) $ 151,19t $ (293,49

Year ended December 31, 20
Unrealized holding gains and losses arising dutfiegperioc $ 250,88 $ (85,30) $ 165,58!

Less reclassification adjustment for gains realireglet income - - -

$ 250,88« $ (8530) $ 165,58!

Year ended December 31, 20
Unrealized holding gains and losses arising duttiggperioc $ 162,63. $ (55,29H) $ 107,33

Less reclassification adjustment for gains realineglet income - - -

$ 162,63: $ (55,299 $ 107,33

Note 18. Earnings Per Common She

Basic earnings per share represents income awaitalifommon stockholders divided by the weighagdrage number of comrmr
shares outstanding during the period. Dilutediegmper share reflects additional common shamswbuld have been outstand
if dilutive potential common shares had been isswesdwell as any adjustment to income that wouklltefrom the assum:
issuance.

Potential common shares that may be issued by @iame relate to outstanding stock options, deteethiusing the treasury stc
method.
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Note 18.

Note 19.

Earnings Per Common Share (continu

Earnings per common share have been computed bagéé following:

2008 2007 2006

Net income $ 2511,82. $ 871,15. $ 5,811,60!
Less: Preferred stock dividends - - -
Net income applicable to common stc $ 2,511,82. $ 871,15. $ 5,811,60
Average number of common shares outstan 6,322,15! 6,498,79 6,481,56!
Effect of dilutive stock option 136,82¢ 339,34t 352,63(
Average number of common shares outstanding useal¢alate diluted earning

per common share 6,458,97! 6,838,141 6,834,19:

The effects of outstanding antidilutive stock opticare excluded from the computation of dilutecheays per share. There w
329,526 and 62,150 antidilutive stock options f00& and 2007, respectively. There were no antidéustock options durir
2006. During 2006, Cornerstone enacted a 2-fgliLia the form of stock dividend.

Recent Accounting Pronounceme

In September 2006, the FASB issued Statement ain€ial Accounting Standards No. 157, “Fair Valueasiements” SFAS
157). This standard defines fair value, estabtishéramework for measuring fair value in generaltgepted accounting princip
and expands disclosures about fair value measutenm®RAS 157 applies only to fairelue measurements that are already req
or permitted by other accounting standards anapge&ed to increase the consistency of those memsunts. The definition of fi
value focuses on the exit price, i.e., the pricat thould be received to sell an asset or paid aosfier a liability in an order
transaction between market participants at the ureasent date, not the entry price, i.e., the pitiee would be paid to acquire
asset or received to assume the liability at theasueement date. The statement emphasizes thavdiie is a markdbase:
measurement; not an ent#pecific measurement. Therefore, the fair valueasueement should be determined based o
assumptions that market participamtsuld use in pricing the asset or liability. Thdeetive date for SFAS 157 is for fiscal ye
beginning after November 15, 2007, and interim guisiwithin those fiscal years. Cornerstone adoptedguidance of SFAS 1
beginning January 1, 2008, and the adoption dichawé a material impact on Cornerstone’s consd@itlfihancial statements.

On October 10, 2008, the FASB issued FSP FAS 15D&termining the Fair Value of a Financial Asset Wlige Market for Thi
Asset Is Not Active” (FSP FAS 157-3). FSP FAS IH¢tarifies the application of SFAS 157 in a marktet is not active a
provides an example to illustrate key consideration determining the fair value of a financial asaten the market for th
financial asset is not active. FSP FAS Ibi& effective upon issuance, including prior pdsidor when financial statements h
not been issued. Cornerstone adopted FSP FAS3 I677the period ended December 31, 2008, and dbetan did not have al
significant impact on Cornerstone’s consolidateaificial statements.

In February 2007, the FASB issued Statement ofrfgiah Accounting Standards No. 159 He Fair Value Option for Financ
Assets and Financial Liabilities — Including an Amdenent of FASB Statement No. 115BKAS 159). This standard permits
entity to choose to measure many financial instmisi@nd certain other items at fair value. Thisaypts available to all entitie
Most of the provisions in SFAS 159 are electivewbeer, the amendment to SFAS No. 11A¢¢ounting for Certain Investments
Debt and Equity Securities”, applies to all enstieith available-forsale and trading securities. SFAS 159 is effectigeof thi
beginning of an entity first fiscal year that begins after November 2807. Cornerstone did not elect the fair valueaptis ¢
January 1, 2008, for any of its financial assetfirancial liabilities and, accordingly, the adaptiof the statement did not hav
material impact on Cornerstone’s consolidated fofrstatements.
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Note 19. Recent Accounting Pronouncements (contint

In December 2007, the FASB issued Statement of nginh Accounting Standards No. 160, “Noaontrolling Interests |
Consolidated Financial Statements — An AmendmemiRB No. 51” SFAS 160), which, among other things, provides guog
and establishes amended accounting and reportargdatds for a parent company’s nwomntrolling interest in a subsidia
Cornerstone is currently evaluating the impact @abming SFAS 160, which is effective for fiscal ygdeginning on or aft
December 15, 2008.

In December 2007, the FASB issued Statement ofnginbh Accounting Standards No. 141(R), “BusinessnBmations” SFAS
141R), which replaces SFAS No. 141, “Business Caatimns”. SFAS 141(R), among other things, establishes pplesian
requirements for how an acquirer entity recogniaed measures in its financial statements the ifigiole assets acquired, -
liabilities assumed (including intangibles) and amy-controlling interests in the acquired entity. Cagtene is currently evaluati
the impact of adopting the statement, which isctiffe for fiscal years beginning on or after Decemb5, 2008.

During March 2008, the FASB issued Statement ofakdial Accounting Standards No. 161DiSclosures about Derivati
Instruments and Hedging Activities — An AmendmehFASB Statement No. 133SFAS 161). SFAS 161 amends and expanc
disclosure requirements of SFAS No. 133 “Accountiog Derivative Instruments and Hedging Activitie8FAS 133) with th
intent to provide users of financial statementshwanh enhanced understanding of: (a) how and wherdity uses derivati
instruments; (b) how derivative instruments andatesl hedged items are accounted for under SFAS atfB its relate
interpretations; and (c) how derivative instrumentsd related hedged items affect an erditfinancial position, financi
performance, and cash flows. To meet those obExtiSFAS 161 requires qualitative disclosures abbjectives and strategies
using derivatives, quantitative disclosures abairtfalue amounts of and gains and losses on divimstruments, and disclosu
about credit-riskeelated contingent features in derivative agreemeBFAS 161 is effective for financial statemasssied for fisci
years and interim periods beginning after Novembgr 2008. The adoption is not expected to haveatemal effect on tt
consolidated financial statements.

During May 2008, the FASB issued Statement of Fér@lmAccounting Standards No. 162[He Hierarchy of Generally Accep!
Accounting Principles” $FAS 162). This Statement identifies the sourdescoounting principles and the framework for seiey
the principles to be used in the preparation dritial statements of nongovernmental entitiesdhatpresented in conformity w
generally accepted accounting principles (GAAP)the United States. This Statement is effectived@@s following the SE
approval of the Public Company Accounting OversiBbard amendments to AU Section 41Thé Meaning of Present Fairly
Conformity With Generally Accepted Accounting Piiples.” Adoption of SFAS 162 will not be a charigeCornerstones curren
accounting practices; therefore, it will not havenaterial impact on Cornerstosetonsolidated financial condition or result:
operations.

In September 2006, the FASB ratified the consensashed by the Emerging Issues Task Force (EITF)sene No. 064,
“Accounting for Deferred Compensation and Postneiinet Benefit Aspects of Endorsement Split DollafeLiinsuranc
Arrangements” (EITF 06-4). EITF 0&-requires the recognition of a liability and relhtcompensation expense for endorse
split-dollar life insurance policies that providebanefit to an employee that extends to post-ratrg periods. Under EITF 06-
life insurance policies purchased for the purposeroviding such benefits do not effectively settle entitys obligation to th
employee. Accordingly, the entity must recognizehility and related compensation expense durirgegmployees active servic
period based on the future cost of insurance tmberred during the employeetetirement. If the entity has agreed to provitk
employee with a death benefit, then the liabildy the future death benefit should be recognizeébbigwing the guidance in SF£
No. 106, “Employer’s Accounting for Postretirem@&unefits Other Than Pensions”. Cornerstone addpt€f 064 effective as ¢
January 1, 2008, and the adoption did not havetariabimpact on Cornerstone’s consolidated finahsfatements.
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Note 19. Recent Accounting Pronouncements (contint

During June 2008, the FASB issued FASB Staff ParsiitITF 03-6-1, “Determining Whether Instrumenta@ed in Shar®ase!
Payment Transactions are Participating Securit{@TF 03-6-1). EITF 03-& clarifies whether instruments, such as restr
stock, granted in shafgased payments are participating securities poimesting. Such participating securities mustrimuided it
the computation of earnings per share under thectags method as described in SFAS No. 128, “Egmper Share.” EITF 03-6-
requires companies to treat unvested share-bayetepd awards that have néorfeitable rights to dividend or dividend equiviaig
as a separate class of securities in calculatingiregs per share. EITF 03%6is effective for financial statements issued ffecal
years and interim periods beginning after Decembef008, and requires a company to retrospectagjyst its earnings per sh
data. Early adoption is not permitted. It is egpected that the adoption of EITF 03-&vill have a material effect on consolide
results of operations or earnings per share.

In December 2008, the FASB issued FASB Staff RasiNo. FAS 140-4 and FIN 46(R)-&)isclosures about Transfers of Finan
Assets and Interests in Variable Interest Entit{@SP 140-4 and 46(R8). This FSP requires additional disclosures bylipugntities
with continuing involvement in transfers of finaakcassets to special purpose entities and witralbgiinterests in VIEs, includi
sponsors that have a variable interest in a VIEi#a@hally, this FSP requires certain disclosur@dé provided by a public ent
that is (1) a sponsor of a qualifying speqakpose entity (SPE) that holds a variable inteireshe qualifying SPE but was not
transferor (nontransferor) of financial assetshte qualifying SPE, and (2) a servicer of a qualifyiSPE that holds a significi
variable interest in the qualifying SPE but was thet transferor (nontransferor) of financial assethe qualifying SPE. This FSF
effective for the first reporting period (interinn annual) that ends after December 15, 2008. Cstoree adopted FSP 140-4 and 46
(R)-8 as of December 31, 2008, and its adoptiomdichave a significant impact on the consoliddieahcial statements.

Cornerstone has determined that all other receisyed accounting pronouncements will not have gerah impact on it
consolidated financial statements or do not applystoperations.

Note 20. Equity Investmen

During 2006, Cornerstone invested $3,000,000 f25% share of the Appalachian Fund for Growth lIitRanship (AFG), which

managed by the Southeast Local Development CoiporéGeneral Partner). AFG is targeting high mieation and retentic
businesses and businesses providing important conityraervices. The funds are being deployed tp:hé&) attract new busines:
to underserved service areas by offering creative financRigsupply creative financing for businesses toakglitate existin
distressed properties to facilitate community depeient; and 3) leverage other private investmentits targeted communities.

return for its investment in AFG, Cornerstone artldeo investors will receive new market tax credigmr 2008, 2007 and 20
Cornerstone received approximately $150,000, $3@ahd $150,000, respectively, in new market taxlits.

AFG meets the criteria of a VIE outlined in FIN B6-AFG has not been consolidated by Cornerston@caiserstone is not t
primary beneficiary.
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Note 21. Condensed Parent Informati

BALANCE SHEETS

ASSETS
Cash
Investment in subsidiarie
Loan to subsidiar
Goodwill
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS EQUITY
Other liabilities
Line of credit
Total liabilities

Stockholders’ equity

Total liabilities and stockholders’ equity

STATEMENTS OF INCOME

INCOME
Dividends
Interest income

EXPENSES
Interest expens
Other operating expenses

Income (loss) before equity in undistributed eagsi

Equity in undistributed earnings (loss) of subsiyg

Income tax benefi

Net income
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December 3. December 3.
2008 2007
$ 439,44( $ 387,06¢
37,295,04 33,257,67
450,00( 750,00(
2,541,471 2,541,47
513,73t 201,44¢
$ 41,239,69 $ 37,137,66
$ 488,18° $ 710,31:
4,250,00I 100,00(
4,738,18 810,31
36,501,50 36,327,35
$ 41,239,69 $ 37,137,66

Years Ended December :

2008 2007 2006
$ 1,47532! $ 1,280,260 $ 590,13(
33,33¢ 158,03 139,93!
1,508,66: 1,438,29! 730,06
137,42: 24,88: 1,632
1,225,40: 623,40! 914,78t
145,83 790,01: (186,35
1,830,86: (228,17() 5,700,95.
535,12 309,31( 297,00:
$ 2511822 $ 871,15, $ 5,811,60
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December 31, 2008, 2007 and 2006

Note 21. Condensed Parent Information (continu

STATEMENTS OF CASH FLOW!

CASH FLOWS FROM OPERATING ACTIVITIES
Net income

Adjustments to reconcile net income to net cashigeal by operating activitie:

Stock compensation exper
Equity in undistributed income of subsidie
Other

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Repayment from (loan to) subsidie
Capital contribution to subsidiary

Net cash (used in) provided by investing activities
CASH FLOWS FROM FINANCING ACTIVITIES
Net borrowings (repayments) under line of cr
Purchase of common sto

Payment of dividend
Issuance of common sto

Net cash provided by (used in) financing activi
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT
CASH AND CASH EQUIVALENTS, beginning of ye:

CASH AND CASH EQUIVALENTS, end of ye:

SUPPLEMENTAL DISCLOSURES OF CASH FLO!
INFORMATION
Cash paid during the year fc
Interest
Income taxe:
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2008 2007 2006
$2,511,82. $ 871,15, $ 5,811,601
279,40( 220,01¢ 147,92
(1,830,86)  228,17( (5,700,95)
(534,41)) 19,09t 895,29:
42594 1,7338,43  1,153,86!
300,000 2,119,501 (1,440,70)
(2,500,001) - -
(2,200,00) 2,119,501 (1,440,70)
4,150,000 (400,000 500,00
(633,049 (1,751,29)  (206,80)
(1,773,02) (1,303,57) (775,13
82,50( 72,92¢ 563,29
1,826,42' (3,381,94) 81,35«
52,37¢ 75,997 (205,480
387,06 311,07 516,55
$ 439,44( $ 387,06: $ 311,07
$ 13742 $ 2488, $ 1,63
- 3,592,301 2,944,00!
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Note 22. Quarterly Data (unaudite

Interest incom
Interest expense

Net interest income, befo
provision for loan losse

Provision for loan losses

Net interest (loss) income, aft
provision for loan losse

Noninterest incom
Noninterest expenst

(Loss) income before income tax
Income tax (benefit) expense

Net (loss) incom«

Earnings (loss) per common she
Basic

Diluted

Years Ended December &

2008 2007
Fourth Third Seconc First Fourth Third Seconc First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
$ 7,400,73. $ 746247 $ 7,756,900 $ 8,060,060 $ 8,857,390 $ 9,109,820 $ 8,743,008 $ 8,0732L
2,977,99 3,026,75! 3,223,44! 3,469,87! 3,970,03! 3,785,20: 3,469,30° 3,189,05'
4,422,74. 4,435,71. 4,533,45! 4,590,18:i 4,887,35! 5,324,62. 5,273,78! 4,884,15!
2,571,000 440,00( 170,00( 317,00( 7,208,86! 2,963,500 235,00( 2,00(
1,851,74: 3,995,71 4,363,45! 4,273,18:i (2,321,50)) 2,361,12 5,038,78! 4,882,151
496,42( 476,73 524,57 394,30t 471,45¢ 380,23 439,40: 403,99:
3,104,10! 3,151,03 3,215,99: 3,096,62 2,856,95: 2,370,98! 3,011,70: 2,685,95
(755,94°) 1,321,411 1,672,03 1,570,86! (4,707,00:) 370,36! 2,466,47 2,600,19!
(319,64() 461,19 598,98 556,00° (1,802,85)) (188,97)) 902,28 948,42.
$ (436,30) $ 860,21t $ 1073051 $ 101485 $ (2,904,14) $ 559,33t $ 1,564,18 $ 1,651,77
$ 0.09 $ 0.14 $ 0.17 $ 0.1¢ $ (049 s 0.0¢ $ 022 $ 0.2¢
$ 0.06) $ 0.1z $ 0.17 $ 0.1t $ (047 8 0.0¢ $ 0.2 $ 0.24




ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTA NTS ON ACCOUNTING AND FINANCIAL DISCLOSURE

Cornerstone has not had any change in accountamisagreements with accountants on accountingfiaadcial disclosure during the t
most recent fiscal years or subsequently.

ITEM 9A(T). CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

Cornerstone maintains disclosure controls and piores, as defined in Rule 13&{e) promulgated under the Securities ExchangeoAt93¢
(the “Exchange Act”)that are designed to ensure that information requio be disclosed by it in the reports that édibr submits under t
Exchange Act is recorded, processed, summarizedepuited within the time periods specified in 8EC’s rules and forms and that s
information is accumulated and communicated to €mtones management, including its Chief Executive Offiaad Chief Financial Office
as appropriate, to allow timely decisions regardigguired disclosure. Cornerstone carried out atuation, under the supervision and with
participation of its management, including its Ghiexecutive Officer and Chief Financial Officer, tfe effectiveness of the design
operation of its disclosure controls and procedasesf the end of the period covered by this refgased on the evaluation of these disclc
controls and procedures, the Chief Executive Offiaed Chief Financial Officer concluded that Costenes disclosure controls a
procedures were effective.

Management’'s Report on Internal Control over Finandal Reporting
The report of Cornerstone’s management on interoratrol over financial reporting is set forth iem 8 of this Annual Report on Form 10-K.

Changes in Internal Controls

There were no changes in Cornerstone’s internarabover financial reporting during Cornerstosdiscal quarter ended December 31, ©
that have materially affected, or are reasonakbljito materially affect, Cornerstone’s internahtrol over financial reporting.

ITEM 9B. OTHER INFORMATION
There is no other information that should be disetbor included in this Item 9B.

PART Il
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORA TE GOVERNANCE
Information relating to the directors and executbfficers of Cornerstone is set forth under theticap“Proposals - Election of Directori
Cornerstones 2009 Proxy Statement. Such information is incafeal into this report by reference. Such infororats incorporated into tt
report by reference.
Information relating to Cornerstone’s audit comesttand audit committee financial experts is sethfamder the captionCorporat
Governance and the Board of Directors—Audit Conemittin Cornerstong’2009 Proxy Statement. Such information is inomafed into thi
report by reference.
Information relating to compliance with the repogtirequirements of Section 16(a) of the ExchangefeCornerstona executive officers al
directors, persons who beneficially own more them percent of Cornerstorsetommon stock and their affiliates who are reglie compl
with such reporting requirements is set forth urttier caption “Other Matters—Section 16(a) Benefi@anership Reporting Compliancét
Cornerstone’s 2009 Proxy Statement. Such infomas incorporated into this report by reference.
Cornerstone has adopted a code of business coaddcethics that applies to its directors, officarsl employees, including its princi
executive officers, principal financial officer,ipcipal accounting officer, controller or persorefprming similar functions.
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ITEM 11. EXECUTIVE COMPENSATION

Information relating to executive compensation @hd compensation committee report is set forth wrtle captions Compensatic
Discussion and Analysis” and “Executive Compens#tio Cornerstones 2009 Proxy Statement. Such information is inomafed into thi
report by reference.

Information relating to compensation committee iiloeks and insider participation is set forth und#dre caption Humar
Resource/Compensation Committee—Compensation Cdeanitnterlocks and Insider Participation” in Costenes 2009 Prox
Statement. Such information is incorporated ihte teport by reference.

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

Information relating to beneficial ownership of @erstone’s common stock by certain persons is @gh funder the captionSecurity
Ownership of Certain Beneficial Owners and Managdfi@ Cornerstones 2009 Proxy Statement. Such information is inctated into thi
report by reference.

Information relating to Cornerstone’s equity comgeagion plans is set forth under the caption “Then@any’s LongTerm Equity and Qualifie
Retirements Plans” in Cornerstone’s 2009 ProxyeBtant. Such information is incorporated into tieisort by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

Information relating to certain transactions betw&ornerstone and its affiliates and certain offemsons and to Cornerstosgiolicies an
procedures for approval of such transactions i@ under the captions “Certain Relationshipd &elated Transactions” an€C6rporat
Governance and the Board of Directors—Policies Rratedures for Approval of Related Person Transastiin Cornerstong’ 2009 Prox
Statement. Such information is incorporated ihis teport by reference.

Information relating to director independence i$ feth under the caption “Corporate Governance #ma Board of Directors-Boarc
Composition and Director Independence” in Corners® 2009 Proxy Statement. Such information is inomafed into this report |
reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information relating to principal accountant feasl @ervices is set forth under the caption “Audit@nittee Report — Audit Fees” in
Cornerstone’s 2009 Proxy Statement. Such infolomas incorporated into this report by reference.

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULE S

(@) The following documents are filed as part of tld@part:

(1) Financial Statemen
The following report and consolidated financiakstaents of Cornerstone and Subsidiaries are indluddem 8:
Report of Independent Registered Public AccourfEimm
Consolidated Balance Sheets as of December 31,&0D200’
Consolidated Statements of Income for the yearsaéicember 31, 2008, 2007 and 2
Consolidated Statement of Changes in Stockhc’ Equity for the years ended December 31, 2008, 20@7200¢
Consolidated Statements of Cash Flows for the yeradled December 31, 2008, 2007 and 2
Notes to Consolidated Financial Stateme

(2) Financial Statement Schedul

Schedule II: Valuation and Qualifying Accoul

All other schedules for which provision is madehe applicable accounting regulation of the Séesrand Exchange Commission
are not required under the related instructiorsrerinapplicable and therefore have been omi

(3) The following documents are filed or incorporatgdréference as exhibits to this rep¢
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Exhibit No.

Description

3.1
3.2
3.3

4
10.1*
14
21
31.1
31.2
32

Amended and Restated Charter of Cornerstone BaressHac. (1)

First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc.

Amended and Restated Bylaws of Cornerstone Baneshiarc. (3]

The right of securities holders are defined in@arter and Bylaws provided in exhibits 3.1, 3.8 8rB respectively
Cornerstone Community Bank Employee Stock OwnerBhap (4)

Code of Ethics. (5

Subsidiaries of the registrai

Certification of principal executive office

Certification of principal financial officel

Section 906 certifications of chief executive offi@nd chief financial office

*  This item is a management contract or compensalaryor arrangement required to be filed as anbéixtu this Form 10-K pursuant
to Item 15(b) of this repor

(1)
(2)
(3)
(4)
(®)

Incorporated by reference to Exhibit 3.1 of theisggn’s Form 1-KSB filed on March 24, 2004 (File No. 0-30497).
Incorporated by reference to Exhibit 3 of the regis’s Form 1-Q filed onMay 14, 2004 (File No. 0(-30497).
Incorporated by reference to Exhibit 3.2 of theisggn’s Form 1-KSB filed on March 24, 2004 (File No. C-30497).
Incorporated by reference to Exhibit 10.1 of thgisgan’s Form K filed on July 19, 2005 (File No. 0-30497).
Incorporated by reference to Exhibit 14 of the ségin’s Form 1-KSB filed on March 24, 2004 (File No. C-30497).

78




SIGNATURES

In accordance with Section 13 or 15(d) of the SéesrExchange Act of 1934, the Registrant hasedtisis report to be signed on its behal
the undersigned, thereunto duly authorized.

CORNERSTONE BANCSHARES, INC

Date: March 19, 2009 By: /s/ Gregory B. Jone
Gregory B. Jone
Chairman and Chief Executive Offic
(principal executive officer

By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Treasutl
(principal financial officer and accounting offig¢
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In accordance with the Securities Exchange Acta#4] this report has been signed below by thewiatig persons on behalf of the Regist
and in the capacities indicated on March 19, 2009.

Signature Title
/s| Gregory B. Jone Chairman of the Board and Chief Executive Officer
Gregory B. Jone and Director (principal executive office
/s/ B. Kenneth Drive Director

B. Kenneth Drivel

/s/ Karl Fillauet Director

Karl Fillauer

/s/ Nathaniel F. Hughe President and Treasut

Nathaniel F. Hughe (principal financial officer and accounting offi¢eand Directol
/sl Jerry D. Lex Executive Vice President and Senior Len

Jerry D. Lee and Directol

/s/ Lawrence D. Levin Director

Lawrence D. Levint

/s/ Frank S. McDonal Director
Frank S. McDonalt

/s/ Doyce G. Payn Director
Doyce G. Payn

/s/ W. Miller Welborn Director
W. Miller Welborn

/s/ Billy O. Wiggins Director
Billy O. Wiggins
/s| Marsha Yessic Director

Marsha Yessicl
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INDEX OF EXHIBITS

Exhibit No. Description

3.1 Amended and Restated Charter of Cornerstone BaressHac. (1]

3.2 First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc.
3.3 Amended and Restated Bylaws of Cornerstone Baneshic. (3

4 The right of securities holders are defined in@arter and Bylaws provided in exhibits 3.1, 3.8 88 respectively
10.1* Cornerstone Community Bank Employee Stock OwnerBhap (4)

14 Code of Ethics. (5

21 Subsidiaries of the registrai

31.1 Certification of principal executive office

31.2 Certification of principal financial office!

32 Section 906 certifications of chief executive offi@nd chief financial office

*  This item is a management contract or compensglaryor arrangement required to be filed as anbéixtu this Form 1-K pursuant
to Item 15(b) of this repor

(1)
(2)
(5)
(6)
()

Incorporated by reference to Exhibit 3.1 of theisggn’s Form 1-KSB filed on March 24, 2004 (File No. 0-30497).
Incorporated by reference to Exhibit 3 of the regis’s Form 1-Q filed onMay 14, 2004 (File No. 0(-30497).
Incorporated by reference to Exhibit 3.2 of theisggn’s Form 1-KSB filed on March 24, 2004 (File No. C-30497).
Incorporated by reference to Exhibit 10.1 of thgisgan’s Form K filed on July 19, 2005 (File No. 0-30497).
Incorporated by reference to Exhibit 14 of the s&gin’s Form 1-KSB filed on March 24, 2004 (File No. C-30497).
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Name of Subsidiar

CORNERSTONE BANCSHARES, INC.
LIST OF SUBSIDIARIES

State of Incorporatio

EXHIBIT 21

Cornerstone Community Bat

Eagle Financial, Inc

Tennesse

Tennesse



EXHIBIT 31.1
CERTIFICATIONS

I, Gregory B. Jones, certify that:

1. | have reviewed this report on Form-K of Cornerstone Bancshares, Inc. (“Issue”) for the fiscal year ended December 31, 2(

2. Based on my knowledge, this report does not cordgainuntrue statement of a material fact or omistade a material fact necessar
make the statements made, in light of the circuntets under which such statements were made, nigadisg with respect to the per
covered by this repor

3. Based on my knowledge, the financial statementd, ather financial information included in this repdfairly present in all materi
respects the financial condition, results of operat and cash flows of the Issuer as of, and far periods presented in this period reg

4. The Issuess other certifying officers and | are responsildedstablishing and maintaining disclosure contamld procedures (as define
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13E5(f) anc
15c¢-15(f) for the Issuer and hav

(a) designed such disclosure controls and proceduresgused such disclosure controls and procedurbs tiesigned under our supervis
to ensure that material information relating to kbsuer, including its consolidated subsidiarisspade known to us by others within tt
entities, particularly during the period in whidtig report is being prepare

(b) designed such internal controls over financial répg, or caused such internal control over finahceporting to be designed under
supervision, to provide reasonable assurance riegptide reliability of financial reporting and tlpeeparation of financial statements
external purposes in accordance with generallyedeaccounting principle

(c) evaluated the effectiveness of the Is’s disclosure controls and procedures and presentehis report our conclusions about
effectiveness of the disclosure controls and prores] as of the end of the period covered by #psnt based on such evaluation;

(d) disclosed in this report any change in the I<'s internal control over financial reporting thattomed during the Issu’s fourth fisce
quarter that has materially affected, or is reabbnigkely to materially affect, the IssL’s internal control over financial reportir

5. The Issu€'s other certifying officer and | have disclosedsdxhon our most recent evaluation of internal abmtver financial reporting -
the Issue€’s auditors and the audit committee of Is’s board of director:

(a) all significant deficiencies and material weaknesge the design or operation of internal controkmy¥inancial reporting which a
reasonably likely to adversely affect the Is’s ability to record, process, summarize and refpmahcial information; ani

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significdatin the Issues internal contre
over financial reporting

Date: March 19, 2009 /s| Gregory B. Jone

Gregory B. Jones, Chairman &
Chief Executive Office
(principal executive officer




EXHIBIT 31.2
CERTIFICATIONS

I, Nathaniel F. Hughes, certify that:

1. | have reviewed this report on Form-K of Cornerstone Bancshares, Inc. (“Issue”) for the fiscal year ended December 31, 2(

2. Based on my knowledge, this report does not cordgainuntrue statement of a material fact or omistade a material fact necessar
make the statements made, in light of the circuntets under which such statements were made, nigadisg with respect to the per
covered by this repor

3. Based on my knowledge, the financial statementd, ather financial information included in this repdfairly present in all materi
respects the financial condition, results of operat and cash flows of the Issuer as of, and far periods presented in this period reg

4. The Issuess other certifying officers and | are responsildedstablishing and maintaining disclosure contamld procedures (as define
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13E5(f) anc
15c¢-15(f) for the Issuer and hav

(a) designed such disclosure controls and proceduresgused such disclosure controls and procedurbs tiesigned under our supervis
to ensure that material information relating to kbsuer, including its consolidated subsidiarisspade known to us by others within tt
entities, particularly during the period in whidtig report is being prepare

(b) designed such internal controls over financial répg, or caused such internal control over finahceporting to be designed under
supervision, to provide reasonable assurance riegptide reliability of financial reporting and tlpeeparation of financial statements
external purposes in accordance with generallyedeaccounting principle

(c) evaluated the effectiveness of the Is’s disclosure controls and procedures and presentehis report our conclusions about
effectiveness of the disclosure controls and prores] as of the end of the period covered by #psnt based on such evaluation;

(d) disclosed in this report any change in the I<'s internal control over financial reporting thattomed during the Issu’s fourth fisce
quarter that has materially affected, or is reabbnigkely to materially affect, the IssL’s internal control over financial reportir

5. The Issu€'s other certifying officer and | have disclosedsdxhon our most recent evaluation of internal abmtver financial reporting -
the Issue€’s auditors and the audit committee of Is’s board of director:

(a) all significant deficiencies and material weaknesge the design or operation of internal controkmy¥inancial reporting which a
reasonably likely to adversely affect the Is’s ability to record, process, summarize and refpmahcial information; ani

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significdatin the Issues internal contre
over financial reporting

Date: March 19, 2009 /s/ Nathaniel F. Hughe

Nathaniel F. Hughes, President ¢
Treasure
(principal financial officer’




EXHIBIT 32
CERTIFICATIONS OF CEO AND CFO PURSUANT TO SECTION 9 06 OF THE SARBANES-OXLEY ACT

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

In connection with the Annual Report of Cornerst@ancshares, Inc., a Tennessee corporation (thep@oy”), on Form 10k for the fisca
year ended December 31, 2008, as filed with thei8ers and Exchange Commission (“Report”), each of Gregory B. Jones, Chairman
Chief Executive Officer of the Company, and Nateafi. Hughes, President and Treasurer of the Coymmhinhereby certify, pursuant t
906 of the Sarbanes-Oxley Act of 2002 (18 U.S.C380), that to his knowledge:

(1) The Report fully complies with the requirementsettion 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

(2) The information contained in the Report fairly mets, in all material respects, the financial cbodiand result of operations of the
Company.

/ s/ Gregory B. Jone

Gregory B. Jone

Chairman and Chief Executive Offic
(principal executive officer

/ s/ Nathaniel F. Hughe
Nathaniel F. Hughe
President and Treasul
(principal financial officer’

[A signed original of this written statement reeuirby Section 906 has been provided to Cornerdameshares, Inc. and will be retainec
Cornerstone Bancshares, Inc. and furnished toebargies and Exchange Commission or its staff ugguest.]




