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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain staents in “Managemerst’ Discussion and Analysis of Financial Conditiord desults ¢
Operations” in Part |, Item 2), that constituteward4ooking statements within the meaning of Sectio& ®1 the Securities Exchange Ac
1934 (the “Exchange Act”). The words “expect,” “migate,” “intend,” “consider,” “plan,” “believe,™seek,” “should,” “estimate,"anc
similar expressions are intended to identify swmtwérd-looking statements, but other statements coagtitute forwardeoking statement
These statements should be considered subjectriousarisks and uncertainties. Such forwérdking statements are made based |
management’s belief as well as assumptions madarlyinformation currently available to, managenmmsuant to “safe harbopgrovision:
of the Private Securities Litigation Reform Act ©®95. Cornerstons’ actual results may differ materially from theulés anticipated i
forward4ooking statements due to a variety of factors.hSactors include, without limitation, those spesfly described in Item 1A of Pal
of our Annual Report on Form 10-for the fiscal year ended December 31, 2013, el as the following: (i) the possibility that oasse
quality would decline or that we experience greldan losses than anticipated, (ii) increased kwébther real estate, primarily as a rest
foreclosures, (iii) the impact of liquidity needs our results of operations and financial conditi(w) competition from financial institutiol
and other financial service providers, (v) econopoaditions in the local markets where we oper@#i¢,the impact of obtaining regulatc
approval prior to the payment of dividends, (Migtimpact of our Series A Preferred Stock on nedrime available to holders of our Comr
Stock and earnings per common share, (viii) theachpf negative developments in the financial induand U.S. and global capital ¢
credit markets, (ix) the impact of recently enadegislation on our business, (x) the relativelgaer credit risk of residential construc
and land development loans in our loan portfolid) &dverse impact on operations and financial @@ due to changes in interest ra
(xii) our ability to obtain additional capital anifl,obtained, the possible significant dilutiondorrent shareholders, (xiii) the impact of fed
and state regulations on our operations and fighperformance, (xiv) whether a significant defdrtax asset we have can be fully reali
(xv) our ability to retain the services of key pmreel, (xvi) the impact of Tennessee’s @aklieover statutes and certain charter provisiol
potential acquisitions of the holding company, drdi) our ability to adapt to technological chasgeMany of such factors are bey:
Cornerstone’s ability to control or predict, andders are cautioned not to put undue reliance om feuwardlooking statements. Cornerstc
does not intend to update or reissue any forie@o#ling statements contained in this report as slteof new information or oth
circumstances that may become known to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

ASSETS

Cash and due from ban
Interest-bearing deposits at other financial in§tns

Total cash and cash equivale

Securities available for sa
Securities held to maturity (fair value $31,309 §38,027
at June 30, 2014 and December 31, 2013, respsgt
Federal Home Loan Bank stock, at c
Loans, net of allowance for loan losses of $3,329and $3,203,15
at June 30, 2014 and December 31, 2013, respsc
Bank premises and equipment,
Accrued interest receivab
Foreclosed asse
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

Total deposit:

Accrued interest payab
Federal funds purchased and securities sold t
agreements to repurche
Federal Home Loan Bank advances and other borre
Other liabilities
Total liabilities

Stockholders' equity
Preferred stoc- no par value; 2,000,000 shares authori.
600,00Cshares issued and outstandi
in 2014 and 201
Common stocl $1.00 par value; 20,000,000 shares authori
6,709,199 shares issued in 2014 and 2
6,627,398 and 6,547,074 shares outstanding in 20d4013, respective
Additional paic-in capital
Accumulated defici
Accumulated other comprehensive income
Total stockholders' equity

Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

Unaudited

June 30 December 31

2014 2013
2,222,07 % 2,149,46
16,818,78 22,702,27
19,040,85 24,851,73
83,314,60 92,208,67
30,99: 34,16¢
2,322,90I 2,322,90I
289,039,36 286,236,57
4,862,21. 4,992 ,44!
1,082,52 977,92!
12,996,28 12,925,74
7,221,56! 7,673,17'
$ 419,911,30 432,223,35
$ 65,965,56 75,206,54
26,241,66 24,563,98
82,268,93 86,329,93
156,935,84 155,313,92
331,412,00 341,414,37
80,071 82,32(
21,913,13 22,974,11
25,000,00 26,740,00
1,137,13. 878,81:
379,542,35 392,089,62
14,928,61 14,892,92
6,627,39i 6,547,07.
21,740,56 21,549,88
(3,063,50i) (3,099,45)
135,88° 243,29}
40,368,95 40,133,72

$ 419,911,30 $ 432,223,35




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Income

INTEREST INCOME

Loans, including fee

Securities and intere-bearing deposits at oth
financial institutions

Federal funds sold

Total interest income

INTEREST EXPENSE

Time deposit:

Other deposit

Federal funds purchased and secur
sold under agreements to repurct

Federal Home Loan Bank advances and other borr@wing

Total interest expense

Net interest income before provision for loan lax
Provision for loan losses

Net interest income after provision for loan los

NONINTEREST INCOME

Customer service fes

Net gains from sale of securiti

Net gains from sale of loans and other as
Other noninterest income

Total noninterest income

NONINTEREST EXPENSE

Salaries and employee bene

Net occupancy and equipment expe
Depository insuranc

Foreclosed assets, r

Other operating expenses

Total noninterest expenses

Income before income tax exper
Income tax expense

Net income

Preferred stock dividend requireme
Accretion on preferred stock discount

Net income available to common shareholc

EARNINGS PER COMMON SHARI
Basic
Diluted

DIVIDENDS DECLARED PER COMMON SHARI

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited Unaudited
Three Months Ende Six Months Ende
June 30 June 30

2014 2013 2014 2013
$ 4,225,12! $ 4,079,36! $ 8,320,59. % 8,221,10!
346,50 482,11° 776,99° 922,02:
10,11: 14,53 17,27¢ 36,00¢
4,581,74. 4,576,01! 9,114,86! 9,179,13:
365,53° 455,34( 741,02° 920,59¢
75,96t 131,53 143,03¢ 269,46¢
20,62 16,74 39,28: 34,82
263,20: 315,94¢ 524,61: 656,38"
725,32+ 919,56! 1,447,95! 1,881,27!
3,856,42| 3,656,45: 7,666,90 7,297,86:
350,00( - 515,00( 300,00(
3,506,42| 3,656,45: 7,151,90 6,997,86:
209,53¢ 201,30: 398,44¢ 389,78
300,20: 424,97 402,47 424 ,97:
6,52¢ 52,38: 25,44 201,58:
18,22( 18,65( 30,43¢ 36,46¢
534,48t 697,30! 856,80: 1,052,80.
1,722,50: 1,622,50: 3,549,48 3,219,79;
324,08t 339,60t 632,91¢ 677,48}
164,16° 161,12( 318,84 320,96:
363,12: 798,45¢ 712,49: 927,14¢
801,04° 780,04! 1,462,23. 1,532,21!
3,374,92! 3,701,72: 6,675,97. 6,677,60:
665,98 652,03: 1,332,73. 1,373,05!
256,50( 256,00( 511,10( 524,90(
409,48 396,03: 821,63 848,15¢
375,00( 375,00( 750,00( 750,00(
17,84¢ 17,84¢ 35,69’ 35,69(
$ 16,63¢ $ 3,18¢ $ 35,94: $ 62,46¢
$ - 3 - $ 0.01 % 0.01
$ - $ - 3 001 $ 0.01
$ - $ - $ - $ -




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Comprehensive Income

Net income

Other comprehensive income, net of t
Unrealized holding losses arising during thdéqd, net of tax benef
of $131,726 and $290,725 in 2014 and 2dshectively

Reclassification adjustment for gains includedet income, net of te
expense of $114,076 and $161,489 in 20842813, respectively

Total other comprehensive loss

Comprehensive income (loss)

Net income

Other comprehensive income, net of t
Unrealized holding gains (losses) arising myithe period, net of tax (expen:
(expense) benefit of $(87,111) and $427,k22014 and 2013, respective

Reclassification adjustment for gains inclidaet income, net of ts
expense of $152,940 and $161,489 in 20842813, respectively

Total other comprehensive loss

Comprehensive income (loss)

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited
Three Months Ende
June 3(
2014 2013
$ 409,48. $ 396,03:
(214,92() (474,34))
(186,129 (263,48))
(401,04 (737,82)
$ 8,43t $ (341,799
Unaudited
Six Months Ende
June 3(
2014 2013
$ 821,63: $ 848,15¢
142,12¢ (696,89
(249,53) (263,48
(107,409 (960,379
$ 714,22t $ (112,219




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
For the Six Months Ended June 30, 2014

Accumulatec

Additional Other Total
Preferrec Common Paic-in Accumulater  Comprehensiv  Stockholder:
Stock Stock Capital Deficit Income Equity
BALANCE, December 31, 201 $14,892,92 $ 6,547,07- $21,549,88 $ (3,099,45) $ 243,29' $40,133,72
Stock compensation exper - - 80,00( - - 80,00(
Issuance of common stock, 80,324 sh - 80,32 110,67 - - 191,00:
Preferred stock dividends p - - - (750,00() - (750,000
Accretion on preferred sto 35,69: - - (35,69)) - -
Net income - - - 821,63 - 821,63
Unrealized holding losses on securities
available for sale, net of reclassification
adjustment - - - - (107,409 (107,409

BALANCE, June 30, 201
$14,928,61 $ 6,627,391 $21,740,56 $ (3,063,50) $ 135,88 $ 40,368,95

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Cash Flows

Unaudited
Six Months Ended June 3
2014 2013

CASH FLOWS FROM OPERATING ACTIVITIE!
Net income $ 821,63: $ 848,15¢
Adjustments to reconcile net income to net ¢

provided by operating activitie

Depreciation and amortizatic 246,09: 217,66
Provision for loan losse 515,00( 300,00(
Stock compensation exper 80,00( 64,52¢
Gain on sale of securitit (402,47)) (424,97)
Net gains on sales of loans and other a: (25,449 (201,587
Changes in other operating assets and liabili
Accrued interest receivak (104,59) 60,85
Accrued interest payak (2,249 (27,099
Other assets and liabilities 1,240,33 1,096,99.
Net cash provided by operating activities 2,368,30 1,934,54.

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security sales, maturities, and padt

Securities available for se 12,673,54 21,494,18

Securities held to maturi 3,182 5,012
Purchase of securities available for ¢ (3,603,22) (46,297,28)
Loan originations and principal collections, (4,152,59) (1,822,51))
Purchase of bank premises and equipr (62,87¢) (3,259
Proceeds from the sale of bank premises and equig

and foreclosed assets 325,14« 2,398,46!

Net cash provided by (used in) investing activities 5,183,16 (24,225,39)

CASH FLOWS FROM FINANCING ACTIVITIES
Net decrease in depos (20,002,37) (5,681,32)
Net (decrease) increase in federal funds purchaise

securities sold under agreements to repurc (1,060,98) 3,319,67
Net payments on Federal Home Loan B

advances and other borrowir (1,740,00i) (5,435,001
Payment of dividends on preferred st (750,000 (683,89)
Issuance of common stock 191,00: 77,01¢

Net cash used in financing activities (13,362,35) (8,403,52)

NET DECREASE IN CASH AND CASH EQUIVALENT! (5,810,88i) (30,694,37)
CASH AND CASH EQUIVALENTS, beginning of period 24,851,73 59,395,23
CASH AND CASH EQUIVALENTS, end of period $ 19,040,85 $ 28,700,86

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC
Cash paid during the period for intei $ 1,450,200 $ 1,908,36.
Cash paid during the period for taxes 80,01( -

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through forecles $ 1,316,06. $ 1,604,80!
Financed sales of foreclosed assets 433,75( 1,329,40

The Notes to Consolidated Financial Statementamiategral part of these statements.




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 1. Presentation of Financial Information

Nature of Business -Cornerstone is a bank holding company whose pyinfarsiness is performed by its whotlyvned subsidiar
Cornerstone Community Bank (the “BankThe Bank provides a full range of banking servitethe Chattanooga, Tennessee market
Bank has also established a loan production offfid@alton, Georgia to further enhance the Bankslleg markets.

Interim Financial Information (Unaudited)- The financial information in this report for Jun8,32014 and June 30, 2013 has not
audited. The information included herein shouldded in conjunction with the annual consolidategificial statements and footnotes the
included in the 2013 Annual Report to Shareholdetsch was furnished to each shareholder of Coroeestin April of 2014. Th
consolidated financial statements presented heaiform to U.S. generally accepted accounting fplas and to general industry practis
In the opinion of Cornerston@management, the accompanying interim financé&kstents contain all material adjustments, comgjsinly
of normal recurring adjustments, necessary to ptefsérly the financial condition, the results gberations, and cash flows for the inte
period. Results for interim periods are not nea@lgsadicative of the results to be expected fdukyear.

Use of Estimates -The preparation of financial statements in conftynwith U.S. generally accepted accounting priresprequire
management to make estimates and assumptionsfibett the reported amounts of assets and liatsliind disclosures of contingent as
and liabilities as of the balance sheet date aadeahorted amounts of revenues and expenses dheamgporting period. Actual results ca
differ from those estimates. Material estimates #ra particularly susceptible to significant charmg the near term include the determine
of the allowance for loan losses, foreclosed assmisdeferred tax assets.

Consolidation -The accompanying consolidated financial statemamtside the accounts of Cornerstone and the Baokstantially al
intercompany transactions, profits and balances haen eliminated.

Reclassification- Certain amounts in the prior consolidated finansi@tements have been reclassified to conform eocthrrent peric
presentation. The reclassifications had no effaatet income, total assets or stockholders’ ecastpreviously reported.

Accounting Policies -During interim periods, Cornerstone follows the@mting policies set forth in its Annual Report Borm 10K for
the year ended December 31, 2013 as filed withStheurities and Exchange Commission. Since Dece®ibeR013, there have been
significant changes in any accounting principlepmarctices, or in the method of applying any sughaiples or practices.

Earnings per Common Share - Basic earnings per share (“EPS¥) computed by dividing income available to comnsirareholde
(numerator) by the weighted average number of comsi@res outstanding during the period (denomipalituted EPS is computed
dividing income available to common shareholdetsr(aerator) by the adjusted weighted average numitsrares outstanding (denominat
The adjusted weighted average number of sharetanding reflects the potential dilution occurririgseécurities or other contracts to is
common stock were exercised or converted into comstock resulting in the issuance of common stbelt share in the earnings of
entity.




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The following is a summary of the basic and dilueaanings per share for the three and six montiogeended June 30, 2014 and Jun:
2013.

Three Months Ended June !

2014 2013
Net income available to common shareholc $ 16,63¢ $ 3,18¢
Weighted average common shares outstan 6,627,39! 6,547,07.
Effect of dilutive stock option 179,88t 112,41¢
Diluted share! 6,807,28! 6,659,49
Basic earnings per common share $ 0.0C $ 0.0C
Diluted earnings per common share $ 0.0C $ 0.0C

Six Months Ended June 3

2014 2013
Net income available to common shareholc $ 35,94 $ 62,46¢
Weighted average common shares outstan 6,601,07! 6,547,07.
Effect of dilutive stock option 160,06¢ 117,45¢
Diluted share: 6,761,13! 6,664,52!
Basic earnings per common share $ 001 $ 0.01
Diluted earnings per common share $ 0.01 $ 0.01

For the three and six months ended June 30, 2bB&4eftects of outstanding antidilutive stock opsiaare excluded from the computatiol
diluted earnings per common share because theigagnice of such options are higher than the markee. There are 222,435 and 545,
antidilutive stock options as of June 30, 2014 2013, respectively.

Note 2. Stock Based Compensation

Accounting Policies- Cornerstone, as required by FASB, applies theviaiue recognition provisions of ASC 718, “CompeimwatStock
Compensation.For the six month period ended June 30, 2014, $80i0 compensation cost was charged to earningserkto the vest
incentive stock options.

Officer and Employee Plans -Cornerstone has two stock option plans under whftibers and employees can be granted incentivek
options or non-qualified stock options to purchasital of up to 1,420,000 shares of Cornerstoremmon stock. The exercise price
incentive stock options must be not less than Hi6gnt of the fair market value of the common stookhe date of the grant. The exer
price of the norgualified stock options may be equal to or mor&ess than the fair market value of the common stotkhe date of the gra
The incentive stock options vest 30 percent onstmond anniversary of the grant date, 60 percemt@third anniversary of the grant ¢
and 100 percent on the fourth anniversary of tlamtgdate, and the naqualified stock options vest 50 percent on the firmiversary of tr
grant date and 100 percent on the second anniyev§#ine grant date. The options expire ten yeanms fthe grant date. At June 30, 2014,
total remaining compensation cost to be recognizedon-vested options is approximately $710,000.

10




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

A summary of the status of these stock option piapsesented in the following table:

Outstanding at December 31, 2(

Grantec

Exercise(
Forfeited

Outstanding at June 30, 2014
Options exercisable at June 30, 2014

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
810,82 $ 3.51 6.5 Years $ 257,57(
207,00( 2.4C 9.9 Year:
(73,64() 5.0¢
944.18" $ 3.1F 7.2 Years $ 382,98(
343,08 $ 4.9z

Board of Directors Plan - Cornerstone has a stock option plan under which lneesnof the Board of Directors, at the formationhaf Bank
were granted options to purchase a total of uPd®@O0 shares of common stock. Only mpralified stock options may be granted unde
Plan. In addition, members of the Board of Direstoan be issued options under the Cornerstone R&9@Term Incentive Plan to purchs
up to 1,200,000 shares of Cornerstone stock. Thiergpavailable for issuance to Board members uttte2002 LongFerm Incentive Ple
are shared with officers and employees of Corneestdhe exercise price of each option equals thiéeharice of Cornerstong’stock on th
date of grant and the optianimaximum term is ten years, at which point thegirex Vesting for options granted are 50% on eddhe firs
and second anniversary of the grant date withiefiting occurring at the second anniversary datelue 30, 2014, the total remair
compensation cost to be recognized on wested options is approximately $160,000. A sumnudrthe status of this stock option plai
presented in the following table:

Outstanding at December 31, 2(

Grantec
Exercisec
Forfeited

Outstanding at June 30, 2014
Options exercisable at June 30, 2014

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
190,25( $ 3.07 6.9 Years $ 64,80(
80,00( 2.4C 9.9 Years
(16,000 5.44
254,25( $ 2.71 7.8 Years $ 101,10(
151,75( $ 2.9:

The weighted average grant date fair value of t@tks options granted during the six months endatk B0, 2014 was $1.30. This \
determined using the Black-Scholes option-priciragdei with the following weighted-average assumption

Dividend yield

Expected life

Expected volatility
Risk-free interest rat

0.0%
8.5
Year:
45.73%
2.32%

11




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 3. Securities

The amortized cost and fair value of securitieslabke-for-sale and held to maturity at June 30, 2014 and dbee 31, 2013 are summari

as follows:
June 30, 201
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 690,43t $ 1,202 $ - $ 691,63t
State and municipal securiti 10,446,39 460,70! (7149 10,899,95
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or
FNMA 5,148,54! 32,33¢ (1,002) 5,179,88!
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies 66,791,82 216,79¢ (465,49) 66,543,13
$ 83,077,20 $ 711,04 $ (473,63) $ 83,314,60
Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or
FNMA $ 30,99¢ $ 31E $ 1@ $ 31,30¢

12




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

December 31, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Debt securities available-for-sale: Cost Gains Losses Value
U.S. Government agenci $ 3,433,211 $ 48,11¢ $ - % 3,481,33!
State and municipal securiti 14,908,76 425,02: (84,549 15,249,23
Mortgagebacked securitie:
Residential mortgage guaranteed by GNMA or
FNMA 7,047,071 85,20: - 7,132,27!
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies 66,408,97 205,02! (268,180 66,345,82
$ 91,798,02 $ 763,36¢ $ (352,72) $ 92,208,67
Debt securities held to maturit
Mortgag-backed securitie:
Residential mortgage guaranteed by GNM/
FNMA $ 34,168 $ 86z $ - $ 35,021

At June 30, 2014, securities with a fair value ltntaapproximately $ 75 millionere pledged to secure public funds, securitied sable
agreements to repurchase, as collateral for feflends purchased from other financial institutiams! serve as collateral for borrowings ai
Federal Reserve Discount Window and Federal Honas IBank.

For the six months ended June 30, 2014 and 20E3e tvere available-fasale securities sold with proceeds totaling $9,22B,an
$5,328,170, respectively, which resulted in grassgrealized of $402,473 and $424,971, respegtivel

The amortized cost and estimated market value afrgges at June 30, 2014, by contractual matudtg, shown below. Expected maturi
will differ from contractual maturities because twwers may have the right to call or prepay obilag# with or without call or prepayme
penalties.

Securities Availabl-for-Sale Securities Held to Maturit
Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - 8 - 8 - $ =
Due from one year to five yes 900,21t 948,32( - -
Due from five years to ten yee 3,077,55: 3,244,201 - -
Due after ten years 7,159,05! 7,399,06! - -
11,136,82 11,591,59 - -
Mortgage-backed securities 71,940,37 71,723,01 30,99¢ 31,30¢
$ 83077,20 $ 8331460 $ 30,99¢ $ 31,30¢

13




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The following tables present the gross unrealiosdés and fair value, aggregated by investmenga@atexind length of time that individt
securities available-for-sale have been in a captis unrealized loss position, as of June 30, 2@0t4as of December 31, 2013:

As of June 30, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealized Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
State and municipal securiti $ 358,700 $ (31€) $ 555,000 $ (6,82¢) $ 913,70( $ (7,149
Residential mortgage guaranteed by GNM.
or FNMA 1,409,76. (1,002) - - 1,409,76: (2,007

Collateralized mortgage obligations issued

or guaranteed by U.S. Government ager
sponsored agenci 17,254,01 (106,42  22,935,62 (359,06) 40,189,63 (465,49))
$ 19,022,47 $ (107,74y $ 23,490,62 $ (365,88y $ 42,513,09 $ (473,63)

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealized Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
State and municipal securiti $ 3,025,251 $ (84,544 $ - $ - $ 3,025,250 $ (84,54

Collateralized mortgage obligations issued

or guaranteed by U.S. Government ager
sponsored agenci 27,782,94 (221,82) 8,761,04! (46,359  36,543,99 (268,18()
$ 30,808,19 $ (306,37) $ 8,761,04 $ (46,359 $ 39,569,24 $ (352,729

Upon acquisition of a security, the Bank determithesappropriate impairment model that is appliealif the security is a beneficial inter
in securitized financial assets, the Bank used#resficial interests in securitized financial asdatpairment model. If the security is n
beneficial interest in securitized financial ass#is Bank uses the debt and equity securitiesinmeat model. The Bank conducts peric
reviews to evaluate each security to determine kdreain other-thatemporary impairment has occurred. The Bank dadshave an
securities that have been classified as other-thaporarily-impaired at June 30, 2014 or Decemiie2813.

At June 30, 2014 and December 31, 2013, the caesgof temporarily impaired securities, and managgra evaluation of those securiti
are as follows:
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Sate and municipal securities: At June 30, 2014, two investments in obligationstate and municipal securities had unrealizedeksgh
Bank believes the unrealized losses on those imergt were caused by the interest rate environarehtio not relate to the underlying cr
quality of the issuers. Because the Bank has tleatiand ability to hold those investments fomaetinecessary to recover their amortized
bases, which may be until maturity, the Bank dassconsider those investments to be other-than-deaniy impaired at June 30, 2014.

Mortgage-backed securities: At June 30, 2014, fifteen investments in residénti@rtgagebacked securities had unrealized losses.
impairment is believed to be caused by the cuilrgatest rate environment. The contractual cashslof those investments are guarante:
issued by an agency of the U.S. Government. Becthesdecline in market value is attributable ® ¢rrent interest rate environment
not credit quality, and because the Bank doesmend to sell the investments and it is not mdeelyi than not that the Bank will be requi
to sell the investments before recovery of theipdired cost bases, which may be maturity, the Biods not deem those investments t
other-than-temporarily impaired at June 30, 2014.

Note 4. Loans and Allowance for Loan Losses

At June 30, 2014 and December 31, 2013, loansuanensrrized as follows (in thousands):

December
June 30 31,
2014 2013

Commercial real este-mortgage

Owne-occupied $ 70,80¢ $ 65,74%

All other 71,40° 64,05:
Consumer real est-mortgage 75,60: 76,31¢
Construction and land developm:e 32,73¢ 41,59°
Commercial and industrii 38,97: 38,99¢
Consumer and other 2,844 2,73(
Total loans 292,36 289,44(
Less: Allowance for loan losses (3,330 (3,209
Loans, net $ 289,03¢ $ 286,23

The following describe risk characteristics relevaneach of the portfolio segments:
Real estate:

As discussed below, Cornerstone offers variousstygfereal estate loan products. All loans withirs thortfolio segment are particula
sensitive to the valuation of real estate:

« Commercial real estate-mortgage loans include owneupied commercial real estate loans and othensowial real estate loal
Owner-occupied commercial real estate loans toatipey businesses are lotgrm financing of land and buildings. Other comned
real estate loans are generally secured by incaotiping properties

« Consumer real estate-mortgage loans include loaagrad by 14 family and multifamily residential properties. 83 loans a
repaid by various means such as a borr’s income, sale of the property, or rental incontéved from the property
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o Construction and land development loans includeresibns of credit to real estate developers orsitove where repayment
dependent on the sale of the real estate or ing@Emerated from the real estate collateral. Theseslare repaid through cash f
related to the operations, sale or refinance of uhderlying property. This portfolio segment alswlides ownepccupiet
construction loans for commercial businesses ferdiavelopment of land or construction of a buildifigese loans are repaid by ¢
flow generated from the business operation. Reatetoans for incomproducing properties such as apartment buildinfiigeoanc
industrial buildings, and retail shopping centaesr@paid from rent income derived from the prapser

Commercial and industrial:

The commercial and industrial loans include thasm$ to commercial customers for use in normalngssi operations to finance work
capital needs, equipment purchases, or expansijecys. Loans are repaid by business cash flonde@ion risk in this portfolio is driven t
the creditworthiness of the underlying borrowertipalarly cash flows from the customers’ businepsrations.

Consumer and other:

The consumer loan portfolio segment includes dicectsumer installment loans, overdrafts and oteeolving credit loans, and educatic
loans. Loans in this portfolio are sensitive tompé&oyment and other key consumer economic measures.

Cornerstone follows the loan impairment accoungjidance in ASC Topic 310. A loan is considered airgrd when, based on curr
information and events, it is probable that Cortwers will be unable to collect all amounts due frtre borrower in accordance with
contractual terms of the loan. Impaired loanslude nonperforming loans and loans modified rioubled debt restructurings wh
concessions have been granted to borrowers expargefinancial difficulties. These concessions cbirclude a reduction in interest ra
payment extensions, forgiveness of principal, farbace or other actions intended to maximize cidies.

The composition of loans by loan classification forpaired and performing loan status at June 3Q42&nd December 31, 2013
summarized in the tables below (amounts in thousand

June 30, 201 Commercia  Consume  Constructior Commercia
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Performing loan: $ 136,94 $  72,96¢ $ 32,36¢ $ 37,36¢ $ 2,84 $ 28248
Impaired loans 5,27¢ 2,63¢ 36E 1,60¢ - 9,82
Total $ 14221' $ 75,600 $ 32,73 $ 38,97: $ 2844 $ 292,36!
December 31, 201 Commercie Consume  Constructior Commercic
Real
Real Estat- Estat«- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Performing loan: $ 121,810 $ 72,86¢f $ 41,22¢ $ 37,000 $ 2,73C $ 275,65
Impaired loans 7,98: 3,44 36¢ 1,997 - 13,79(
Total $ 129,79¢ $ 76,31' $ 4159, $ 38,99¢ $ 2,73C $ 289,44(
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The following tables show the allowance for loassles allocation by loan classification for impaieed performing loans as of June 30, 2

and December 31, 2013 (amounts in thousands):

June 30, 201 Commercia  Consume  Constructior Commercia

Real Estat- Real Estal- and Lanc and Consume
Allowance related to: Mortgage Mortgage Developmer  Industrial and Othe Total
Performing loan: $ 1,341 % 1,06¢ $ 26z % 301 $ 77 % 3,05(
Impaired loan: 31 14C - 10¢ - 28(
Total $ 1,372 $ 1,20¢ $ 26z $ 41C $ 77 $ 3,33(
December 31, 201 Commercia  Consume  Constructior Commercia

Real Estat- Real Estal- and Lanc and Consume
Allowance related to: Mortgage Mortgage  Developmer  Industrial and Othe Total
Performing loan: $ 1,051 $ 927 $ 31¢ % 297 3 45 % 2,63¢
Impaired loans 49¢ 11 - 55 - 564
Total $ 154¢ $ 93¢ $ 31¢ $ 352 $ 45 $ 3,20

The following tables detail the changes in thevadloce for loan losses for the six month period mgdlune 30, 2014 and year ent
December 31, 2013, by loan classification (amoimteousands):

June 30, 201 Commercia  Consume  Constructior Commercia
Real Estat- Real Estal- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Beginning balanc $ 1,54¢ $ 93¢ $ 31¢ % 352 % 45 $ 3,20¢
Charge-off loans (427) (350 (13 (53 (37 (880
Recovery of charcoffs 56 42 337 29 28 497
Provision for (reallocation of) loan losses 194 57¢ (381) 82 41 51F
Ending balance $ 1,372 $ 1,20¢ $ 26z $ 41C $ 77 $ 3,33(
December 31, 201 Commercia  Consume  Constructior Commercia
Real Estat- Real Estal- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Beginning balanc $ 2,54¢ $ 1,52¢ $ 1,241 % 80¢ $ 14 $ 6,141
Charge-off loans (1,879 (842) (1,199 (699 (96) (4,709
Recovery of charcoffs 68 241 1,05¢ 99 5 1,471
Provision for (reallocation of) loan losses 811 11 (787) 142 122 30C
Ending balance $ 154¢ $ 93¢ $ 31¢ $ 352 $ 45 $ 3,20:

Credit quality indicators:

Federal regulations require the Bank to review eladsify its assets on a regular basis. To fulffiib requirement, the Bank systematic
reviews its loan portfolio to ensure the Baskarge loan relationships are being maintainetiiwiits loan policy guidelines, remain prope
underwritten and are properly classified by loaadgr. This review process is performed by the Banksagement, internal and external
review, internal auditors, and state and fedeglegors.
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The Bank’s loan grading process is as follows:

« All loans are assigned a loan grade at the tinmigfnation by the relationship manager. Typicadlyipan is assigned a loan grad
“pas” at origination.

« Loan relationships greater than or equal to $5@0shnd are reviewed by the Basiléxternal loan review provider on an an
basis.

« Additionally, the Banks external loan review provider samples other Iadationships between $100 thousand and $500 thd
with an emphasis on commercial and commercialestte loans and insider loa

« The Banks internal loan review department samples appraeind3 percent of all other loan relationshipsldsan $500 thousa
on an annual basis for revie

« Ifaloanis delinquent 60 days or more or a pattérdelinquency exists, the loan will be seleddeview.
« Generally, all loans on the Bank’s internal watshéire reviewed annually by internal loan revievexternal loan review providers.

If a loan is classified as a problem asset, it Wélassigned one of the following loan grades: tamoisrd, doubtful, and loss. “Substandard”
assets must have one or more defined weaknessearantharacterized by the distinct possibility theg will sustain some loss if t
deficiencies are not corrected. “Doubtfulissets have the weaknesses of substandard assietsheviadditional characteristic that
weaknesses make collection or liquidation in fulltbe basis of currently existing facts, conditiansl values questionable, and there is a
possibility of loss. An asset classified “logs"considered uncollectible and of such little wathat continuance as an asset of the institus
not warranted. The regulations also provide fosgetial mentiontategory, described as assets which do not cuyrexgplose an institution

a sufficient degree of risk to warrant classifioatbut do possess credit deficiencies or potemtglknesses deserving close attention. \
the Bank classifies an asset as substandard otfdhubspecific allowance for loan losses may salslished.

The following tables outline the amount of eachnl@assification and the amount categorized intthe#sk rating as of June 30, 2014
December 31, 2013 (amounts in thousands):

June 30, 201 Commercia  Consume  Constructior Commercia
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Pass $ 133,73 $ 70,47: $ 32,02 $ 34,41¢ $ 2,842 $ 273,49.
Special mentiol 4,391 1,55: 267 2,74f - 8,95¢
Substandard 4,09: 3,57¢€ 442 1,80¢ - 9,921
$ 14221' $ 75,600 $ 32,73 $ 38,97. $ 284 $ 292,36!
December 31, 201 Commercia  Consume  Constructior Commercia
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage  Developmer Industrial and Othel Total
Pass $ 119,39 $ 67,44: $ 40,85( $ 33,39: $ 273( $ 263,81t
Special mentiol 3,63¢ 3,53¢ 73 3,46¢ - 10,61t
Substandard 6,86: 5,33t 674 2,137 15,00¢

$ 129,79¢ $ 76,31t $ 4159° $ 38,99¢ $ 2,730 $ 289,44
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After the Banks independent loan review department completefotiregrade assignment, a loan impairment analggigiformed on loa
graded substandard or worse. The following tabtesgnt summary information pertaining to impairegnls by loan classification as of J
30, 2014 and December 31, 2013 (in thousands):

For the quarter ende

At June 30, 201. June 30, 201
Unpaid Average Interest

Recordec Principal Related Recordec Income

Investmen Balance Allowance  Investmen  Recognize(
Impaired loans without a valuation allowan
Commercial real esta— mortgage $ 513¢ $ 518C $ - 8 536¢ $ 12€
Consumer real esta— mortgage 1,957 1,972 - 2,052 62
Construction and land developm: 36E 37¢ - 367 12
Commercial and industrial 1,24¢ 1,292 - 1,39( 23
Total $ 8,71C $ 8,82 $ - $ 9,171 $ 22%
Impaired loans with a valuation allowan:
Commercial real esta— mortgage $ 136 $ 145 $ 31 % 82 % 3
Consumer real esta— mortgage 677 68¢ 14C 994 19
Construction and land developm:e - - - - -
Commercial and industrial 35¢ 35¢ 10¢ 39C 22
Total $ 1,172 $ 1,19 $ 28C $ 2,207 $ 44
Total impaired loans $ 988. $ 10,01 $ 28C $ 1138 $ 267
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Impaired loans without a valuation allowan

Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm:
Commercial and industrial

Total

Impaired loans with a valuation allowan:

Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm:e
Commercial and industrial

Total

Total impaired loans

CORNERSTONE BANCSHARES, INC.

At December 31, 201

For the year ende
December 31, 201

Unpaid Average Interest

Recordec Principal Related Recordec Income
Investmen: Balance Allowance  Investmen  Recognize(
$ 578¢ $ 585 $ - % 4,651 $ 34C
2,17 2,20z - 2,66¢ 96
36¢ 383 - 35¢€ 23
1,56: 1,621 - 1,85 60
$ 9,89t $ 10,06( $ - % 9541 $ 51¢
$ 2,19¢ $ 2,288 $ 49¢ % 4,86¢ $ 11€
1,27( 1,281 11 1,35 90
- - - 177 -
42¢ 43C 55 597 53
$ 3,89t $ 3,99 $ 564 $ 6,99¢ $ 261
$ 13,790 $ 14,05¢ $ 564 $ 16,537 $ 78C

The following tables present an aged analysis sf gae loans as of June 30, 2014 and Decembef33,(2mounts in thousands):

June 30, 201

Commercial real este-mortgage
Owne-occupied
All other
Consumer real estemortgage
Construction and land developm:
Commercial and industrii
Consumer and other

Total

December 31, 201

Commercial real este-mortgage
Owne-occupied
All other
Consumer real estemortgage
Construction and land developm:
Commercial and industri
Consumer and other

Total

30-89 Days Past Due 9
Past Due Days or
and More Total Current Total
and
Accruing Accruing Nonaccrua Past Due Loans Loans
$ 34z $ - $ 31¢ $ 661 $ 70,147 $ 70,80¢
- - 17¢ 17¢ 71,22¢ 71,40;
954 - 92¢€ 1,88( 73,72 75,60:
- - 44 44 32,69( 32,73¢
337 - 1,38¢ 1,721 37,25: 38,97:
8 - - 8 2,83¢ 2,84
$ 1641 $ - $ 2,85 $ 4,49: $ 287,87t $ 292,36¢
30-89 Days Past Due 9
Past Due Days or
and More Total Current Total
and
Accruing Accruing Nonaccrua Past Due Loans Loans
$ 67¢ $ - $ 83¢ $ 151¢ $ 64,23. $ 65,74
867 - 44 911 63,14 64,05
41¢ - 1,00¢ 1,42t 74,89( 76,31¢
50 - 47 97 41,50( 41,59%
201 - 1,631 1,83 37,16 38,99¢
35 - - 35 2,69¢ 2,73(
$ 2,25C $ - $ 3,566 $ 581€ $ 283,620 $ 289,44(
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Impaired loans also include loans that the Bankehasted to formally restructure when, due to tleakening credit status of a borrower,
restructuring may facilitate a repayment plan #eks to minimize the potential losses that thekBaay have to otherwise incur. At June
2014 and December 31, 2013, the Bank has loanpprbaimately $5,006,000 and $5,753,000, respegtivteht were modified in troubl:
debt restructurings. Troubled commercial loansrastructured by specialists within our Special Astepartment and all restructurings
approved by committees and credit officers sepaaateapart from the normal loan approval procebgesg& specialists are trained to rec
the Banks overall risk and exposure to loss in the event akstructuring through obtaining either or all tbé following: improve
documentation, additional guaranties, increasaiitedments, reduction in collateral terms, addaitibcollateral or other similar strategies.

There was one commercial real estate-mortgage Witn a pre-modification and postodification outstanding recorded investmen
$480,000 that was modified as a troubled debtuestring during the six month period ending Jung2814.

The following table presents a summary of loans$ Were modified as troubled debt restructuringsrduthe six month period ending Ji
30, 2013 (amounts in thousands):

Pre-Modification Pos-Modification
Outstanding Outstanding
Recordec Recordec

June 30, 201 Number of Contract Investmen Investmen
Commercial real este-mortgage 2 $ b5t $ 55E
Consumer real esti-mortgage 1 66 66
Construction and land developm 3 89¢ 89¢
Commercial and industri 3 2,38¢ 238¢

There were no loans that were modified as troubldat restructurings during the past twelve montigsfar which there was a subsequent
payment default.

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangements - In the normal course of business, the Bank h#ared into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchgdunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tottdtanding indebtedness will not exce¢
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns thatlires of credit to supplement tt
treasury management functions; thus their totadtantling indebtedness may fluctuate during any pered based on the seasonality of 1
business and the resultant timing of their castwdloOther typical lines of credit are related taneoequity loans granted to consumr
Commitments to extend credit generally have fixegiration dates or other termination clauses ang raquire payment of a fee.

Standby letters of credit are generally issuedetmali of an applicant (our customer) to a spediffcaamed beneficiary and are the result
particular business arrangement that exists betweeapplicant and the beneficiary. Standby letbérsredit have fixed expiration dates .
are usually for terms of two years or less unlesminated beforehand due to criteria specifiedhim $tandby letter of credit. A typi
arrangement involves the applicant routinely being
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indebted to the beneficiary for such items as itwgnpurchases, insurance, utilities, lease guaembr other third party commer:
transactions. The standby letter of credit wouldvpethe beneficiary to obtain payment from the Bamder certain prescribed circumstan
Subsequently, the Bank would seek reimbursement fhe applicant pursuant to the terms of the statetber of credit.

The Bank follows the same credit policies and uwdiéing practices when making these commitmentstadoes for onbalance she
instruments. Each customer’s creditworthiness auated on a case-lase basis, and the amount of collateral obtaifieahy, is based ¢
managemens$ credit evaluation of the customer. Collateraldhedries but may include cash, real estate andawegmnents, marketat
securities, accounts receivable, inventory, equigraad personal property.

The contractual amounts of these commitments areeflected in the consolidated financial stateraeartd would only be reflected if dra
upon. Since many of the commitments are expectedpire without being drawn upon, the contractumbants do not necessarily repre:
future cash requirements. However, should the camaerits be drawn upon and should customers defautar resulting obligation to tl
Bank the maximum exposure to credit loss, withautsideration of collateral, is represented by th&ractual amount of those instruments.

A summary of the Bank’s total contractual amoumtdib off-balance sheet commitments at June 30429 4&s follows:

Commitments to extend cre( $ 45.9 million
Standby letters of crec $ 452 thousan

Various legal claims also arise from time to timethe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at June 30, 2014 will not have a mateffect on Cornerstone’s consolidated finandiaiesnents.

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to reedardvalue adjustments to certain assets and iissil and to determine fair val
disclosures. In accordance with the “Fair Value Megaments and Disclosure&SC Topic 820, the fair value of a financial instrent is th
price that would be received to sell an asset dd pa transfer a liability in an orderly transactidoetween market participants at
measurement date. Fair value is best determinesihgson quoted market prices. In cases where quoéeklet prices are not available,
values are based on estimates using present vahtber valuation techniques. Those techniquesigreficantly affected by the assumptir
used, including the discount rate and estimatdatafe cash flows. Accordingly, the fair value esdtes may not be realized in an immec
settlement of the instrument.

ASC Topic 820 provides a consistent definition aif 7alue, which focuses on exit price in an orglérhnsaction between market participi
at the measurement date under current market ¢omslitlf there has been a significant decreas@eénvblume and level of activity for t
asset or liability, a change in valuation techniqu¢he use of multiple valuation techniques mawppgropriate. In such instances, determi
the price at which willing market participants woudtansact at the measurement date under curreketr@nditions depends on the facts
circumstances and requires the use of signifiaaagrent. The fair value is a reasonable point withe range that is most representati
fair value under current market conditions.

ASC Topic 820 also establishes a thtiee-fair value hierarchy which requires an entity maximize the use of observable inputs
minimize the use of unobservable inputs when méagfair value, as follows:
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Level 1 - Quoted prices (unadjusted) in active ratzior identical assets or liabilities that Costene has the ability to access.

Level 2 -Significant other observable inputs other than LLdvprices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are not@etnd other inputs that are observable or carobrelworated by observable mai
data.

Level 3 - Significant unobservable inputs thateefla compang own assumptions about the assumptions that mpekétipant
would use in pricing an asset or liability.

A financial instrumens categorization within the valuation hierarchp@sed upon the lowest level of input that is sigaiit to the fair valt
measurement.

The following methods and assumptions were use@diyerstone in estimating fair value disclosurasfiftancial instruments. There he
been no changes in the methodologies used at Dy2®34 and December 31, 2013.

Cash and cash equivalents:

The carrying amounts of cash and cash equivalgmgsoaimate fair values based on the sherin nature of the assets. Cash and
equivalents are classified as Level 1 of the falug hierarchy.

Securities:

Fair values are estimated using pricing modelsdiscbunted cash flows that consider standard ifgmibrs such as observable market «
benchmark yields, interest rate volatilities, bnd@ealer quotes, and credit spreads. Securitiessifiled as available-fogsale are reported
fair value utilizing Level 2 inputs.

The carrying value of Federal Home Loan Bank simgfiroximates fair value based on the redemptiouigioms of the Federal Home Lc
Bank. Federal Home Loan Bank stock is classifiedeagl| 3 of the fair value hierarchy.

Loans:

For variablerate loans that reprice frequently and with no ifiggnt change in credit risk, fair values are lithea carrying values. Fair valt
for fixed—rate loans are estimated using discounted cashdlmlysis, using market interest rates for comparians. Loans for which it
probable that payment of interest and principal mot be made in accordance with the contractuatgeof the loan agreement are consid
impaired. Once a loan is identified as individuaiiypaired, management measures impairment in aanoed with ASC Topic 31
“Accounting by Creditors for Impairment of a Loafhe fair value of impaired loans is estimated usiageral methods including collate
value, liquidation value and discounted cash flows.

Those impaired loans not requiring an allowanceesgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At June 304,28bstantially all of the total impaired loansrevevaluated based on the fair valu
collateral. The remaining impaired loans were eatd based on a discounted cash flow methodolegsictordance with ASC Topic 8.
these impaired loans with a valuation allowanceiiregclassification in the fair value hierarchy. @the fair value of the collateral is ba
on an observable market price or a current appfaiakie, Cornerstone records the impaired loarpasacurring Level 2. When an apprai
value is not available or management determinesaihevalue of the collateral is further impairedidw the appraised value or is based
discounted cash flow methodology and there is reenkable market price, Cornerstone records theingghédoan as nonrecurring Level 3.
December 31, 2013, impaired loans were evaluateeichan the fair value of collateral and on thealisted cash flow methodology.

Cash surrender value of life insurance:
The carrying amounts of cash surrender value efififurance approximate their fair value. The éagyamount is based on informat

received from the insurance carriers indicatingfthancial performance of the policies and the amid@@ornerstone would receive should
policies be surrendered. Cornerstone reflects thesets within Level 2 of the valuation hierarchy.
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Foreclosed assets:

Foreclosed assets, consisting of properties oltahmeugh foreclosure or in satisfaction of loassnitially recorded at fair value, determir
on the basis of current appraisals, comparables satel other estimates of value obtained pringifalim independent sources, adjustec
estimated selling costs. At the time of foreclosuamey excess of the loan balance over the fairevaluthe real estate held as collater
treated as a charge against the allowance forlémses. Gains or losses on sale and any subsealjaatment to the fair value are recorde
a component of foreclosed assets expense. Forddasets are included in Level 2 of the valuatienanchy.

Deposits:

The fair value of deposits with no stated maturitych as noninterest-bearing and intebestring demand deposits, savings deposits
money market accounts, is equal to the amount pay@ab demand at the reporting date. The carryinguants of variable-rate, fixetbrm
certificates of deposit approximate their fair \edat the reporting date. Fair values for fixate certificates of deposit are estimated us
discounted cash flow calculation that applies mankirest rates on comparable instruments to adidh of aggregated expected mor
maturities on time deposits. Generally, Level tspare utilized in this estimate.

Securities sold under agreements to repurchase:

The carrying amount of these liabilities approxiesatheir estimated fair value. These liabilitiee arcluded in Level 3 of the fair val
hierarchy.

Federal Home Loan Bank advances and other borr@wing

The fair value of these fixed rate advances isrestd based on discounted contractual cash floimg @sirrent incremental borrowing ra
for similar type borrowing arrangements. Theseiliiéds are included in Level 3 of the fair valuefarchy.

Accrued interest:

The carrying amounts of accrued interest approarfeit value. Accrued interest is included in Le8alf the fair value hierarchy.
Commitments to extend credit, letters of credit hnels of credit:

The fair value of commitments is estimated usiregfdees currently charged to enter into similar agrents, taking into account the remail
terms of the agreements and the present creditivesgh of the counterparties. For fixexde loan commitments, fair value also considee

difference between current levels of interest rama$ the committed rates.

Assets and liabilities recorded at fair value ae@urring basis are as follows.

Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservablt
June 30 Assets Inputs Inputs
2014 (Level 1) (Level 2) (Level 3)
Debt securities availat-for-sale:
U.S. Government agenci $ 691,63t $ - $ 691,63t $ -
State and municipal securiti 10,899,95 - 10,899,95 -
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FN 5,179,88! - 5,179,88! -
Collateralized mortgage obligations issued or gutaed by
u.S.
Government agencies or sponsored agencies 66,543,13 - 66,543,13 -
Total securities available-for-sale $ 83,31460 $ - $ 8331460 $ -
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Debt securities availat-for-sale:

U.S. Government agenci
State and municipal securiti
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FN

Collateralized mortgage obligations issued or guteed by

u.S.

Government agencies or sponsored agencies

Total securities available-for-sale

Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservablt
December 31 Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
$ 348133 $ - $ 348133 % =
15,249,23 - 15,249,23 -
7,132,27! - 7,132,27 -
66,345,82 - 66,345,82 -
$ 92,208,67 $ - $ 92,208,677 $ -

Cornerstone has no assets or liabilities whosevEdires are measured on a recurring basis usingl Bewmputs. Additionally, there were
transfers between Level 1 and Level 2 in the falug hierarchy.

Certain assets and liabilities are measured awédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to falues adjustments in certain circumstances (for gemwhen there is evidence
impairment). The tables below present informatibaw assets and liabilities on the balance shebira 30, 2014 and December 31, 201
which a nonrecurring change in fair value was réedr(amounts in thousands).

Impaired loan:
Foreclosed asse

Impaired loan:
Foreclosed asse

Quoted Prices

in Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
June 30 Assets Inputs Inputs
2014 (Level 1) (Level 2) (Level 3)
$ 89z $ - $ 87¢ $ 14
12,99¢ - 12,99¢ -
Quoted Prices
in Significant Significant
Active Markets Other Other
Balance as c for ldentical Observable Unobservable
December 31 Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
$ 3,331 $ - 3 891 $ 2,44(
12,92¢ - 12,92¢ -
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Loans include impaired loans held for investmentbich an allowance for loan losses has been lzdémlibased upon the fair value of the
loans at June 30, 2014 and December 31, 2013.

The carrying amount and estimated fair value off@mtone's financial instruments at June 30, 2084Cecember 31, 2013 are as follows
thousands):

June 30, 201 December 31, 201
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivale $ 19,04. $ 19,04. $ 24,85. $ 24.,85;
Securities 83,34¢ 83,34¢ 92,24: 92,24«
Federal Home Loan Bank stc 2,32: 2,32: 2,32 2,32:
Loans, ne 289,03 289,58’ 286,23' 287,41
Cash surrender value of life insural 1,24: 1,24: 1,23: 1,23:
Accrued interest receivak 1,08: 1,08: 97¢ 97¢
Liabilities:

Noninteres-bearing demand depos 65,96¢ 65,96¢ 75,207 75,207
Interes-bearing demand depos 26,24 26,24 24,56¢ 24,56¢
Savings deposits and money market accc 82,26¢ 82,26¢ 86,33( 86,33(
Time deposit 156,93¢ 158,21¢ 155,31 156,69¢
Federal funds purchased and secur

sold under agreements to repurcl 21,918 21,918 22,97 22,97
Federal Home Loan Bank advan

and other borrowing 25,00( 25,497 26,74( 27,44¢
Accrued interest payak 80 80 82 82

Unrecognized financial instrumel
(net of contract amoun
Commitments to extend cre - - - -
Letters of cred = 2 - -
Lines of cred - - - -
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Cornerstone Bancshares, Inc.
Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)
Assets

Earning assets:
Loans, net of unearned incot
Investment securitie
Other earning assets
Total earning assets

Allowance for loan losse
Cash and other assets
TOTAL ASSETS

Liabilities and Shareholders' Equ

Interes-bearing liabilities:

Interes-bearing demand depos

Savings deposil

MMDA's

Time deposit:

Federal funds purchased and secur
sold under agreements to repurct

and Subsidiary

Three months ended

Federal Home Loan Bank and other borrowi

Total interest-bearing liabilities
Net interest sprea
Noninteres-bearing demand depos
Accrued expenses and other liabilit

Shareholders' equit
TOTAL LIABILITIES AND

SHAREHOLDERS' EQUITY
Net yield on earning asse

Taxable equivalent adjustme
Loans
Investment securities
Total adjustment

June 30
2014 2013
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
$ 292,03¢ $ 4,22t 58(% $ 272,71t $ 4,07¢ 6.0(%
93,07« 347 1.64% 102,16: 482 2.12%
15,647 10 0.2€% 20,63t 15 0.28%
400,76( $ 4,58 4.62% 39551 $ 4,57¢ 4.7(%
(3,112 (5,315
29,30: 39,99/
$ 426,95 $ 430,19¢
$ 2846: $ 11 0.1€% $ 2564( $ 16 0.24%
15,05¢ 4 0.11% 12,21« 8 0.25%
65,74( 61 0.31% 77,20¢ 10€ 0.5€6%
160,17: 36€ 0.92% 167,07¢ 45E 1.0%
22,58( 21 0.31% 20,75: 17 0.32%
27,77¢ 26% 3.8(% 31,74( 31€ 3.9%%
319,78t 72€ 0.91% 334,63( 92C 1.1(%
$ 3,85¢ 3.71% $ 3,651 3.6(%
65,52¢ 52,40:
927 2,10(
40,71( 41,06
$ 426,95 $_ 430,19
3.8% 3.77%
0 0
33 60
33 60
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Cornerstone Bancshares, Inc.

Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)
Assets

Earning assets:
Loans, net of unearned incot
Investment securitie
Other earning assets
Total earning assets

Allowance for loan losse
Cash and other assets
TOTAL ASSETS

Liabilities and Shareholders' Equ

Interes-bearing liabilities:

Interes-bearing demand depos

Savings deposil

MMDA's

Time deposit:

Federal funds purchased and secur
sold under agreements to repurct

and Subsidiary

Six months ended

Federal Home Loan Bank and other borrowi

Total interest-bearing liabilities
Net interest sprea
Noninteres-bearing demand depos
Accrued expenses and other liabilit

Shareholders' equit
TOTAL LIABILITIES AND

SHAREHOLDERS' EQUITY
Net yield on earning asse

Taxable equivalent adjustme
Loans
Investment securities

Total adjustment

June 30
2014 2013
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
$ 29193 $ 8,321 57%% $ 274,19¢ $ 8,221 6.05%
94,51 777 1.81% 94,49t 922 2.21%
13,76( 17 0.25% 26,66¢ 36 0.27%
400,20t $ 9,11¢ 4.65% 395,36. $ 9,17¢ 4.7%%
(3,109 (5,627)
29,51¢ 38,78
$ 426,61 $ 428,52
$ 2821t % 20 014 $ 27,030 $ 35 0.2€%
15,21¢ 7 0.0%% 11,91¢ 15 0.25%
65,52: 11€ 0.3% 75,71¢ 21¢ 0.5¢%
160,27¢ 741 0.92% 167,91 921 1.11%
22,07¢ 39 0.3€% 20,92( 35 0.34%
29,70¢ 52t 3.5€% 32,22« 65€ 4.11%
321,01! 1,44¢ 0.91% 335,73. 1,881 1.1%%
$ 7,661 3. 7% $ 7,29¢ 3.62%
64,31( 49,63:
714 2,05¢
40,57¢ 41,09¢
$ 426,61 $ 428,52
3.9(% 3.7<%
0 0
72 14z
72 14z
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ITEM 2. MANAGEMENT' S DISCUSSION AND ANALYSIS (MD&A) OF FINANCIAL CONDI TION AND RESULTS OF
OPERATIONS

Cornerstone is a bank holding company and the pammpany of the Bank, a Tennessee banking coiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has flkaefvice banking offices located in Hamilton Counfignnessee, and one |
production office located in Dalton, Georgia. ThanR’s business consists primarily of attracting degdsdm the general public and, w
these and other funds, originating real estateslpaonsumer loans, business loans, and residemtificommercial construction loans.
principal sources of income for the Bank are irdesnd fees collected on loans, fees collectedepogit accounts, and interest and dividi
collected on other investments. The principal espsrof the Bank are interest paid on deposits, ®mplcompensation and benefits, of
expenses, and other overhead expenses.

The following is a discussion of Cornerstosiéihancial condition at June 30, 2014 and DecerBtheP013 and our results of operations fo
three months and six months ended June 30, 2012@t®8l The purpose of this discussion is to foausnformation about Cornerstorze’
financial condition and results of operations whishnot otherwise apparent from the consolidatedrfcial statements. The follow
discussion and analysis should be read along waithné@stones consolidated financial statements and the relatdds included elsewhe
herein.

Critical Accounting Policies

Cornerstone’s accounting and reporting policies iaraccordance with accounting principles generaltgepted in the United States of
America and conform to general practices within thenking industry. Our significant accounting pm@& are described in Note 1,
“Presentation of Financial Information,” to the sofidated financial statements and are integralinderstanding the MD&A. Ciritical
accounting policies include the initial adoptionaf accounting policy that has a material impacban financial presentation as well as
accounting estimates reflected in our financialesteents that require us to make estimates and asisun® about matters that were highly
uncertain at the time. Disclosure about criticdinesates is required if different estimates that m@wstone reasonably could have used in the
current period would have a material impact on phesentation of our financial condition, changedfiivancial condition or results of
operations. The following is a description of otitical accounting policies.

Allowance for Loan Losses

The allowance for loan losses is established anithteiaed at levels management deems adequate twbabeedit losses inherent in
portfolio as of the balance sheet date. The all@@as increased through the provision for loandesand reduced through loan chaoffs;
net of recoveries. The level of the allowance isdoon known and inherent risks in the portfoliastploan loss experience, underly
estimated values of collateral securing loans, esureconomic conditions and other factors as welthe level of specific impairmel
associated with impaired loans. This process ire®lyur analysis of complex internal and externabtb¢es and it requires that manager
exercise judgment to estimate an appropriate ahoea

Changes in the financial condition of individualrimwers, economic conditions or changes to ounresg#d risks could require us
significantly decrease or increase the level ofath@vance. Such a change could materially impach€rstones net income as a result of
change in the provision for loan losses. ReferdteN and 4 in the notes to Cornersternsolidated financial statements for a discuassi
Cornerstone’s methodology of establishing the adioge.
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Estimates of Fair Value

Fair value is used on a recurring basis for cergagisets and liabilities in which fair value is fmmary basis of accounting. Cornerstone’s

available-for-sale securities are measured atviaine on a recurring basis. Additionally, fair valis used to measure certain assets anc
liabilities on a nonrecurring basis. Cornerstonesufair value on a nonrecurring basis for forealoassets and collateral associated with
impaired collateral-dependent loans. Fair valual® used in certain impairment valuations, inalgdassessments of goodwill, other

intangible assets and long-lived assets.

Fair value is the price that could be receivedelban asset or paid to transfer a liability incaderly transaction between market participants.
Estimating fair value in accordance with applicalbeounting guidance requires that Cornerstone raakember of significant judgments.
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable mapties for identical assets or liabilities.
Level 2 fair value refers to similar assets oriliibs with observable market data. Level 3 faglue refers to assets and liabilities where
market prices are unavailable or impracticableltiaio for similar assets or liabilities. Level 3wations require modeling techniques, such as
discounted cash flow analyses. These modeling igehs incorporate Cornerstone’s assessments regaaiisumptions that market
participants would use in pricing the asset orlitaility.

Changes in fair value could materially impact onafcial results. Refer to Note 6, “Fair Value Disures,” in the notes to Cornerstone’s
consolidated financial statements for a discusefdhe methodology in calculating fair value.

Income Taxes

Cornerstone is subject to various taxing jurisdicsi where Cornerstone conducts business. Cornersgiimates income tax expense basec
on amounts expected to be owed to these jurisd&ti@ornerstone evaluates the reasonableness effeative tax rate based on a current
estimate of annual net income, tax credits, noaiixincome, non-deductible expenses and the aitictatutory tax rates. The estimated
income tax expense or benefit is reported in thescolidated statements of income.

The accrued tax liability or receivable represéngsnet estimated amount due or to be received fasrjurisdictions either currently or in the
future and is reported in other liabilities or atlassets, respectively, in Cornerstone’s consdiidalance sheets. Cornerstone assesses tl
appropriate tax treatment of transactions anddilpositions after considering statutes, regulatigndicial precedent and other pertinent
information and maintains tax accruals consistetit management's evaluation. Changes in the estimfiiccrued taxes occur periodically
due to changes in tax rates, interpretations ofaas, the status of examinations by tax autharitied newly enacted statutory, judicial and
regulatory guidance that could impact the relativerits of tax positions. These changes, if or wtiey occur, could impact accrued taxes
and future tax expense and could materially affectfinancial results.

Cornerstone periodically evaluates uncertain tasitipms and estimates the appropriate level oféaerves related to each of these positions
Additionally, Cornerstone evaluates its deferreddssets for possible valuation allowances basdtie/amounts expected to be realized. The
evaluation of uncertain tax positions and defetsedassets involves a high degree of judgment abgestivity. Changes in the results of
these evaluations could have a material impact unfinancial results. Refer to Note 8, “Income TaXeo Cornerstone’s consolidated
financial statements set forth in its Annual Remort~orm 10-K for the year ended December 31, 20d.8ore information.

Review of Financial Performance

As of June 30, 2014, Cornerstone had total coras@itlassets of approximately $420 million, totahi® of approximately $292 million, tc
securities of approximately $83 million, total dsfis of approximately $ 331 million and stockhoklerquity of approximately $40 millio
Net income for the three and six month period enliew 30, 2014 totaled $409,483 and $821,634, cteply.

Results of Operations

Net income for the three months ended June 30, 2@4$409,483 or $0.00 basic earnings per commareshompared to a net incom
$396,031 or $0.00 basic earnings per common skaréhe same period in 2013. Net income for thersbnths ended June 30, 2014

$821,634 or $0.01 basic earnings per common shanepared to a net income of $848,159 or $0.01 lemicings per common share, for
same period in 2013.

30




The following table presents our results for thee¢hand six months ended June 30, 2014 compatbé three and six months ended Jun:
2013 (amounts in thousands).

2014-2013 2014-2013
Three month: Percen Dollar Six months Percen Dollar
ended June 3! Increase Amount ended June 3! Increase Amount
2014 2013 (Decrease Change 2014 2013 (Decrease Change

Interest incom $ 458. $ 4,57¢ 0.1% $ 6 $ 911t $ 9,17¢ (0.70% $ (64)
Interest expense 72t 91¢ (21.10% (199 1,44¢ 1,881 (23.09)% (433%)
Net interest incom
before provision for loz
loss 3,851 3,657 5.47% 20C 7,661 7,29¢ 5.0€% 36¢
Provision for loan loss 35( - - 35C 51k 30C 71.61% 21t
Net interest income afts
provision for loan los 3,501 3,651 (4.20% (150 7,152 6,99¢ 2.2(% 154
Total noninterest incom 534 697 (23.39% (163 857 1,05z (18.60)% (19¢)
Total noninterest expense 3,37¢ 3,702 (8.89)% (327) 6,67¢ 6,67¢ (0.09)% 2
Income before income tax 66€ 652 2.15% 14 1,33: 1,37z (2.91% (40)
Provision for income taxes 257 25€ 0.3<% 1 511 52t (2.67)% 149
Net income $ 40¢ $ 39€ 3.2¢% $ 13 3 82z $ 84¢€ 3.00% $ (26)

Net Interest Income -Net interest income represents the amount by winitdrest earned on various earning assets excatgfest paid ¢
deposits and other interdsearing liabilities. Net interest income is alse thost significant component of our earnings. Rerthree montt
ended June 30, 2014, net interest income beforgspoa for loan loss, increased approximately $#@usand or 5.47 percent over the s
period of 2013. For the six months ended June 804 2net interest income before provision for Ié@ss increased $369 thousand or
percent.

Cornerstones interest rate spread on a tax equivalent basiglvis the difference between the average yieldaming assets and the ave
rate paid on interedtearing liabilities) was 3.71 percent compared.&DPercent for the three month periods ended 30n2014 and 201
respectively. The interest rate spread on a taxvalgunt basis was 3.72 percent compared to 3.6@epéffor the six months periods en
June 30, 2014 and 2013, respectively.

The net interest margin on a tax equivalent basis 889 percent and 3.77 percent for the threehqmeriods ended June 30, 2014 and =

respectively. The net interest margin on a tax\ejent basis was 3.90 percent and 3.79 percenltiéosix month periods ended June 30, !
and 2013, respectively.
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Significant items related to the changes in netrggt income, net interest yields and rates, ahohtezest margin are presented below:

I= For the six months period ended June 30, 2014BHnk’s net interest income has been positively impabte@d reduction in intere
expense of the funding of the Bank. The primaryiregarhave been a reduction in the Federal Home Baark balances and a decreas
interest rates on deposit accounts.

= The Banks loan portfolio yield decreased to 5.80 percenttie three months ended June 30, 2014 compar@d@gpercent for the thr
months ended June 30, 2013. Management believeyielas will continue to see downward pressurerdu014 as customers contil
to refinance existing loans and general market itiomd. Cornerstone will attempt to increase itsstanding loan balances during 201
offset the possible yield reduction.

L= For the three month period ended June 30, 2084Bamks investment portfolio yield decreased to 1.64 @ercompared to 2.13 perc
for the same time period in 2013. The decreaskérirtvestment portfolio yield was due to the liqatidn of approximately $6.8 million
securities during the second quarter of 2014.

I= The Banks net interest margin increased 11 basis pointthfosix month period ended June 30, 2014 comparéfte six month peric
ended June 30, 2013. The majority of the incresiskié to reduced interest expense relating to deesein deposit rates and a redut
in FHLB borrowing expense. Management continuesyt@nd adjust the Ban&’balance sheet composition by reducing foreclasset
and increasing the Bank’s loan balances. Managemetntipates continued improvement in the Banket interest margin with t
increase in loans and reduction of FHLB advanoesrats they mature, in the next 9 months.

Provision for Loan Losses -The provision for loan losses represents a chargamings necessary to establish an allowancedorlosse
that, in managemerst'evaluation, should be adequate to provide coeef@gthe inherent losses on outstanding loansn&stone record:
$350 thousand for the three months ended June(3@, There was no provision for loan losses reabidehe three months ended June
2013 due to the amount of loan loss recoverieswiieat recorded from previous loans that were chihoge For the six months period ent
June 30, 2014, the Bank recorded $515 thousanda@mupo $300 thousand for the same period in 2013.

Noninterest Income- Items reported as noninterest income include seregigarges on checking accounts, insufficient fuoldarges
automated clearing house (“ACH”) processing featthr Banks secondary mortgage department earnings. Increageme derived fro
service charges and ACH fees are primarily a fomctif the Banks growth while fees from the origination of mortgdgans will often refle
market conditions and fluctuate from period to peri

The following table presents the components of memnest income for the three and six months endeé 30, 2014 and 2013 (dollars
thousands):

2014-2013 2014-2013
Three months ende Percen Six months ende Percen

June 30 Increase June 30 Increase

2014 2013 (Decrease 2014 2013 (Decrease
Service charges on deposit accol $ 21C $ 201 448% $ 39¢ $ 39C 2.31%
Net gains on sale of securiti 30C 42E (29.40)% 40z 42E (5.19%
Net gains on sale of loans and other as 6 52 (88.46)% 25 20z (87.62)%
Other noninterest income 18 19 (5.260% 3C 36 (16.69%
Total noninterest income $ 534 $ 697 (23.39% $ 857 $ 1,05:¢ (18.61)%

Significant matters relating to the changes in ntarest income are presented below:

I= The Bank sold approximately $6.8 million of seties and recorded a gain of approximately $300¢bod during the second quarte
2014. For the six months ended June 30, 2014, gippately $9.2 million of securities were sold walrecorded gain of approximat
$402 thousand. The Bank chose to liquidate thergissuto offset foreclosed asset expense.

L= During the first six months of 2013, the Bank nmeteml approximately a $100 thousand fee from the sdla Small Busine
Administration ( “SBA”) 7A loan and approximately $88 thousand in gainsftbe sale of mortgage loans while during the fis
months of 2014, the Bank did not sell any SBA loand the gains from the sale of mortgage loans agpeoximately $48 thousand.
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Noninterest Expense -ltems reported as noninterest expense includeissland employee benefits, occupancy and equipexgense, n
foreclosed assets expense, depository insurancethedoperating expense.

The following table presents the components of mtenést expense for the three and six months eduled 30, 2014 and 2013 (dollar:
thousands ).

2014-2013 20142013
Three months ende Percen Six months ende Percen

June 30 Increase June 30 Increase

2014 2013 (Decrease 2014 2013 (Decrease
Salaries and employee bene $ 1,72 $ 1,62: 6.16% $ 3,54¢ $ 3,22( 10.22%
Occupancy and equipment expe 324 34C (4.7)% 633 67¢ (6.69)%
Foreclosed assets expense, 363 79¢ (54.50)% 713 927 (23.09%
FDIC depository insuranc 164 161 1.8€% 31¢ 321 (0.62)%
Other operating expense 801 78C 2.6% 1,46 1,537 (4.57)%
Total noninterest expense $ 337t $ 3,702 (8.89)% $ 6,67¢ $ 6,67¢ (0.09%

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

= cornerstone employee expense increased when comparing betthtbe and six months ended June 30, 2014 and3Dyr2013. Th
increase is primarily attributable to the Bank adding employee wage increases that were not @\t in the past three years
addition, during the six months ended June 30, 20f1Bank recorded compensation expense in theiatnod $196 thousand for stc
grants issued to the Board of Directors and stqukons issued to the employees versus none initsiesix months of June 20:
Management does not anticipate additional stochtgrar stock options to be issued in 2014.

I= For the six month period ended June 30, 2014, thekBecorded approximately $713 thousand in foestdoassets expense compare
approximately $927 thousand during the six montided June 30, 2013. The decrease in forecloset @gsense can be attributed !
reduction of approximately $5.9 million in forectmsassets from June 30, 2013 through June 30, EFat4he six month period enc
June 30, 2014, the majority of the $713 thousarfdrieclosed assets expense was comprised of appaitedy $535 thousand in appra
write downs and losses incurred on the disposédretclosed assets. The Bank incurred approxim&eR8 thousand in net carrying ¢
for its foreclosed assets during the six monthsedniline 30, 2014. A majority of the incrementalemge was due to maintenance
repairs of the existing properties. Managementagrates approximately $1.2 million of expense amileadowns on its foreclosed ass
during 2014. Management nets the expense and doitexs of other real estate owned against the incgermerated from incor
producing real estate to calculate net foreclosseéta expense.

Financial Condition

Overview- Cornerstone’s consolidated assets totaled approeiyn®432 million as of December 31, 2013. As ai€30, 2014, total
consolidated assets had decreased approximatelynifich or 2.85 percent to approximately $420 roifl.

Liabilities as of June 30, 2014 and December 31326taled approximately $380 million and $392 il respectively.

Stockholders’ equity as of June 30, 2014 and Deeerdb, 2013 totaled approximately $40 million.
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Securities- The Bank’s investment portfolio, primarily consiggiof collateralized mortgage obligations, mortghgeked securities and
municipal securities, amounted to approximately 88#on as of June 30, 2014 compared to approxéye892 million as of December 31,
2013. The primary purposes of the Bank’s investrpentfolio is to provide liquidity, satisfy pledgirrequirements, collateralize the Bank’s
repurchase accounts and secure the Bank’'s FHLBWworgs.

Loans -The composition of loans at June 30, 2014 andegehber 31, 2013 and the percentage of each @tasisif to total loans are
summarized in the following table (dollars in thands):

June 30, 201 December 31, 201
Amount Percen Amount Percen

Commercial real este-mortgage

Owne-occupied $ 70,80¢ 24.2:% $ 65,74% 22.72%

All other 71,40° 24.4% 64,05: 22.1%
Consumer real est-mortgage 75,60: 25.8t% 76,31¢ 26.31%
Construction and land developm: 32,73¢ 11.2(% 41,59° 14.31%
Commercial and industrii 38,97: 13.3%% 38,99¢ 13.41%
Consumer and other 2,84¢ 0.97% 2,73( 0.94%
Total loans 292,36 100.0(% 289,44( 100.0(%
Less: Allowance for loan losses (3,330 (3,209)
Loans, net $ 289,03 $ 286,23

L= The Banks gross loans increased from approximately $27Bomias of June 30, 2013 to approximately $292iamllas of June 30, 20
or 5.9 percent. The primary increase was in comialereal estate loans as the Bankélationship managers are marketing busines:
products to business owners and the demand fondmssiproperty continues to increase in the Chaigmanarket. Manageme
anticipates continued loan growth for the remairafe2014.

Allowance for Loan Losses- The allowance for loan losses represents Corner'st@ssessment of the risks associated with exte
credit and its evaluation of the quality of therlgaortfolio. Management analyzes the loan portfgliarterly to determine the adequacy o
allowance for loan losses and the appropriate piavs required to maintain a level considered aaleqio absorb anticipated loan losses.
Bank uses a risk based approach to calculate fh@gate loan loss allowance in accordance witid@uce issued by the Federal Finar
Institutions Examination Council. Although the Bapérforms prudent credit underwriting, no assurarean be given that adverse econc
circumstances will not result in increased losgabé loan portfolio and require greater provisifarspossible loan losses in the future.

= During the second quarter of 2014, the Bank rez®B50 thousand in provision expense to the loss &llowance. The Barkhet loa
charge offs decreased from approximately $1.3 onilfor the six month period ended June 30, 201&pfwoximately $388 thousand
the six month period ended June 30, 2014 or apprately 71 percent. The decrease in net loan ctafgés attributed to the decreas:
problem loans. Cornerstone utilizes a ten quadek-back time frame for its historic loan loss asiéd for loan chargeffs anc
recoveries. Management believes its allowance ndelbgy is consistent with generally accepted actingrprinciples and interagen
policy statements published by the Bamkégulatory agencies. However, additional provismthe loan loss allowance may be need
future quarters as the Bank works its problem agbedugh the collection cycle and as the loanfplistcontinues to grow.
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The following is a summary of changes in the allowe for loan losses for the six months ended Jihe2@14 and for the year ent
December 31, 2013 and the ratio of the allowancéofin losses to total loans as of the end of @aciod (dollars in thousands):

December
June 30 31,
2014 2013

Balance, beginning of peric $ 3,20 $ 6,141

Loans charge-off (880) (4,709

Recoveries of loans previously char-off 492 1,471

Provision for loan losses 51F 30C
Balance, end of period $ 3,33C % 3,20z
Total loans $ 292,36¢ $  289,44(
Ratio of allowance for loan losses to loi
outstanding at the end of the per 1.14% 1.11%
Ratio of net charc-offs to total loan:
outstanding for the peric 0.13% 1.12%

Non-Performing Assets -The specific economic and credit risks associatéd the Banks loan portfolio include, but are not limited tc
general downturn in the economy which could affsoployment rates in our market area, general stateemarket deterioration, interest
fluctuations, deteriorated or naxistent collateral, title defects, inaccurate apgals, financial deterioration of borrowers, fraadd violatiol
of laws and regulations.

The Bank attempts to reduce these economic andt s by adherence to a lending policy approbgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitsljateral perfection, credit underwriting criteéad other acceptable lending stand:
The Bank classifies loans that are ninety (90) & due and still accruing interest, renegotidtads, nonaccrual loans, foreclosures
repossessed property as non-performing assetsBaies policy is to categorize a loan on nonaccruaustathen payment of principal
interest is ninety (90) or more days past due hattime the loan is categorized as nonaccrualneedst previously accrued but not colle:
may be reversed and charged against current earning

L= The Bank has been able to reduce its perfoerming assets over the last twelve months. fARine 30, 2014, the Bank had approxims
$15.9 million in nonperforming assets. The majority of this amountasmprised of foreclosed assets. The Bank has atesiript bi
proactive in its approach of minimizing the timban is recorded in nonaccrual status. Managenanbhen able to transition loans fi
nonaccrual into foreclosed assets or, in somediittstances, upgrade the loan to a performingstdanagement anticipates additic
loans could transition into foreclosed assets énfthure. However, management anticipates the balahforeclosed and ngrerforming
assets overall will continue to reduce as the Bamkinues to allocate both financial and humanuess towards this objective.
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The following table summarizes Cornerstone’s penforming assets at each quarter end from Septed@h013 to June 30, 2014 (amoi
in thousands):

June 30 March 31, December 31  September 3(
2014 2014 2013 2013
Nonaccrual loar $ 285z $ 477¢ % 3,56¢ $ 4,09¢
Foreclosed assets 12,99¢ 12,55¢ 12,92¢ 14,92«
Total non-performing assets $ 15,84¢ % 17,33¢ % 16,49: $ 19,02(
30-89 days past due loans $ 1,641 $ 2,19 $ 581¢ $ 1,65¢
Total loans outstanding $ 292,36¢ $ 292,95 $ 289,44( $ 284,18
Allowance for loan losses $ 3,33C $ 3,011 $ 3,20 % 3,15¢
Ratio of noi-performing loan:
to total loans outstandir
at the end of the period 0.98% 1.62% 1.22% 1.4%
Ratio of total allowanc
for loan losses to nonaccrt
loans at the end of the period 116.7¢% 63.0(% 89.82% 77.12%

I= The Banks nonaccrual balances decreased during the seec@mtbqof 2014 compared to the last three quaridre. nonaccrual loa
have decreased from approximately $7 million adwfe 30, 2013 to approximately $3 million to Jufe 3014 or approximately
percent. Management has attempted to proactivelglve loans that have been classified as nonacevhah possible. Managem
anticipates that nonaccrual balances will startigoline even further as the Bank continues to sdectine in the rate of loans be
downgraded and management continues to proactyess these loans.

I= The Banks foreclosed assets decreased from approximat@hynfillion as of June 30, 2013 to approximately $diion as of June 3
2014 or approximately 31 percent. The Bank has aeeémprovement in the level of interest in itspedies by potential buyers and
provided $1.2 million for foreclosed asset expeagain in the 2014 budget to decrease foreclosextsagdanagement is targeting a
reduction in foreclosed asset levels by approxityéid million during the remainder of 2014.

Deposits and Other Borrowings- The Bank’s deposits consist of non-interest beadi@gand deposits, interesiearing demand accour

savings and money market accounts, and time depd$ie Bank has agreements with some customed|toestain of its securities unc
agreements to repurchase the securities the fallpday. The Bank has also obtained advances frerRHiHB.
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The following table presents the Bank’s deposits atther borrowings as either core funding or eore funding. Core funding consists of
deposits except for time deposits issued in denatioins of $100,000 or greater. All other fundingclassified as nogere (amounts
thousands).

June 30, 201 December 31, 201
Core funding: Amount Percen Amount Percen
Noninteres-bearing demand depos $ 65,96¢ 17.5% $ 75,20¢ 19.2%
Interes-bearing demand depos 26,24 6.% 24,56+ 6.2%
Savings and money market accot 82,26¢ 21.7% 86,33( 22.2%
Time deposits under $100,000 66,85¢ 17. 7% 74,08( 19.(%
Total core funding 241,33! 63.£% 260,18 66.6%
Nor-core funding
Time deposit of $100,000 or mc $ 90,07¢ 23.8% $ 81,23« 20.%
Fed funds purchased and secur
sold under agreements to repurcl 21,91 5.8% 22,97« 5.€%
Federal Home Loan Bank advances 25,00( 6.€% 25,00( 6.4%
Total non-core funding 136,99: 36.2% 129,20¢ 33.2%
Total $  378,32¢ 100.% $ 389,38 100.(%

= 2011, the Bank began to address its reliancaamcore funding. Over the last several years, the Baatkbeen able to increase
amount of local core deposits. Management contirtaesvaluate different pricing, product and custorservice options to furth
increase the corkmnding position. The Bank has seen a decreasandsfas of June 30, 2014 when compared to Dece®ihet013
However, the Bank historically, and in 2013 as weXperiences an increase in overall deposits gibiecember of each year. Finally,
Bank, primarily through its Asset Liability Managent Committee, will review the structure and namifradditional Federal Home Lo
Bank advances as they mature. Over the next twetwgths, the Bank will have $15 million in advancesture. Management anticipe
maintaining the level of borrowings from FHLB atpapximately $20-85 million over this time period. However, the Bamil be able t
obtain additional advances or substitute the maduaidvances with other forms of liability at a sfgantly lower interest cost than t
current interest rates paid on the existing advance

Capital Resources- At June 30, 2014 and December 31, 2013, Cornerstaieckholdersequity amounted to approximately $4
million and $40.1 million, respectively.

The following is a summary of the Bank’s capitaioa as of June 30, 2014
Tier 1 leverage rati 8.96%

Tier 1 risk-based capital rati 12.19%
Total risk-based capital rati  13.26%

= cormerstone has received permission from the Bédmserve Bank of Atlanta (the “Federal Reserte’pay its scheduled March .
2014 dividend on its Series A convertible prefesaatk in the amount of $0.625 per share.

= cornerstone paid off approximately $1.7 millionather borrowings on June 30, 2014 to reduce istezepense. The repayment ha
effect on liquidity since the borrowing was fullgaired by cash.
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Market and Liquidity Risk Management

Interest Rate Sensitivity

The Bank’s Asset Liability Management Committee I(20") is responsible for making decisions regarding tiiyiand funding solutior
based upon approved liquidity, loan, capital aneegtiment policies. The ALCO must consider interas¢ sensitivity and liquidity ris
management when rendering a decision on fundingtieak and loan pricing. To assist in this procdss Bank has contracted with
independent third party to prepare quarterly reptrat summarize several key adsaiility measurements. In addition, the third pantill

provide recommendations to the BasmLCO regarding future balance sheet structurmiegs and liquidity strategies. The following i
brief discussion of the primary tools used by the&C® to perform its responsibilities:

L= Earnings at Risk Model
The Bank uses an earnings at risk model to anahteeest rate risk. Forecasted levels of earnirsgtas interest-bearing liabilities, and off-

balance sheet financial instruments are combingld MiLCO forecasts of interest rates for the nexirighths and are combined with ot
factors in order to produce various earnings sitraa.

= Economic value of Equity
The Bank’s economic value of equity model meastireextent that estimated economic values of thkBaassets and liabilities will char

as a result of interest rate changes. Economicegatuie determined by discounting expected castsfloem assets and liabilities, wh
establishes a base case economic value of equity.

(= Liquidity Analysis

The Bank uses a liquidity analysis model to exantirecurrent liquidity position and analyze theguatal sources of coverage in the evel
a liquidity crisis.

The following is a brief description of the key msaeements contained in the analysis:
Regular Liquidity Position -This is a measurement used to capture the abilin institution to cover its current debt obligat.

Basic Surplus -The basic surplus ratio is used to determine tlreber of times nowbligated assets could be used to meet immedipility
needs.

Dependency Ratio -The dependency ratio determines the reliance ort-sbrm liabilities.

(= Leverage Analysis

The leverage analysis examines the potential oifntéution to absorb additional debt. The key maments included in this analysis are
Bank’s tier 1 capital, leverage and total capitdias.

(=] .
I= Balance Sheet Analytics
Balance sheet analytics involve an in depth exatioinaf the balance sheet structure, including difieation of structure and most rec

pricing practices. This review uses trend analygi€ompare previous balance sheet positions. Thtysia enables the ALCO to revi
significant changes in the Bank’s loan and secunitstfolios as well as the Bank’s deposit compositi
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Liquidity Risk Management

Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumssf. [bhese funds are used primarily to
loans and satisfy deposit withdrawals. Severalofacinust be considered by management when attegnpgirminimize liquidity risk
Examples include changes in interest rates, cotigetiloan demand, and general economic conditibfigimizing liquidity risk is ¢
responsibility of the ALCO and is reviewed by tharR’s regulatory agencies on a regular basis.

Item 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative analysgarding market risk was disclosed in Cornexest Annual Report on Form 10for
the year ended December 31, 2013. No material @samgthe assumptions used in preparing, or resbitasined from, the model he
occurred since December 31, 2013.

Item 4. Controls and Procedures

Under the supervision and with the participationmainagement, including Cornerstam€hief Executive Officer and Chief Financial Oéfi(
Cornerstone has evaluated the effectiveness dfstsosure controls and procedures (as such tedwefised in Rules 13a-15(e) and 158ke’
under the Securities Exchange Act of 1934, as astefithe “Exchange Act”), as of March 31, 2014 (tBealuation Date”.)Based on suc
evaluation, such officers have concluded that, fahe Evaluation Date, Cornerstoselisclosure controls and procedures were effedt
alerting them on a timely basis to material infotimrarelating to Cornerstone (including its condatied subsidiary) required to be include
Cornerstone’s periodic filings under the Exchange A

There were no changes in Cornerstone’s internaraloover financial reporting during Cornerstosdiscal quarter ended June 30, 2014
have materially affected, or are reasonably likelynaterially affect, Cornerstone’s internal cohtreer financial reporting.

PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

There are various claims and lawsuits in which @menpany is periodically involved incidental to tBank’s business. In the opinion
management, no material loss is expected from &ayah pending claims or lawsuits.

Item 1A. Risk Factors

Cornerstone, as a smaller reporting company, isetptired to provide the information required big them.
Item 2. Unregistered Sales of Equity Securities andse of Proceeds

None

Item 3. Defaults Upon Senior Securities

None

Item 4. Mine Safety Disclosures

Item 5. Other Information
None

Item 6. Exhibits

Exhibit Number Description

31 Certifications under Section 302 of the Sarb-Oxley Act of 2002
32 Certifications under Section 906 of the Sarb-Oxley Act of 2002
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SIGNATURES

In accordance with the requirements of the Exchakaiethe registrant has duly caused this repobetgigned on its behalf by the
undersigned, thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: August 14, 2014 /s/ Nathaniel F. Hughe

Nathaniel F. Hughe:
President and Chief Executive Offic
(principal executive officer

Date: August 14, 2014 /s] Gary W. Petty, J

Gary W. Petty, Ji
Executive Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢
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EXHIBIT INDEX

Exhibit Number Description
31 Certifications under Section 302 of the Sarb-Oxley Act of 2002
32 Certifications under Section 906 of the Sarb-Oxley Act of 2002
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EXHIBIT 31
CERTIFICATION

I, Nathaniel F. Hughes, certify that:

1.

2.

(@)

(b)

()

(d)

(@)

(b)

| have reviewed this quarterly report on Forn-Q of Cornerstone Bancshares, Inc (‘Registrar”);

Based on my knowledge, this quarterly report daogtscontain any untrue statement of a material émobmit to state a material f:
necessary to make the statements made, in ligheafircumstances under which such statements mwade, not misleading with resp
to the period covered by this quarterly rep

Based on my knowledge, the financial statementd,aher financial information included in this qgteaty report, fairly present in i
material respects the financial condition, resaoft®perations and cash flows of the Registrantaasg, for, the periods presented in
quarterly report

The Registrant’ other certifying officers and | are responsilide éstablishing and maintaining disclosure conteolgl procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act Rt
13e15(f) and 15-15(f)) for the Registrant and han

Designed such disclosure controls and procedures;anosed such disclosure controls and procedurebetalesigned under ¢
supervisions, to ensure that material informatielatmg to the Registrant, including its consolethsubsidiary, is made known to us
others within those entities, particularly duriig period in which this quarterly report is beinggared

Designed such internal control over financial réipogy;, or caused such internal control over finahgéporting to be designed under
supervision, to provide reasonable assurance rieggtige reliability of financial reporting and tipeeparation of financial statements
external purposes in accordance with generally@edeaccounting principle

Evaluated the effectiveness of the Registgadisclosure controls and procedures and presémtiis report our conclusions about
effectiveness of the disclosure controls and proes]j as of the end of the period covered by #psnt based on such evaluation;

Disclosed in this report any change in the Begnts internal control over financial reporting thatooed during the most recent fis
quarter that has materially affected, or is reakbnkkely to materially affect, the Registraatinternal control over financial reportil
and

The Registrang’ other certifying officers and | have disclosedsdd on our most recent evaluation of internal robmiver financie
reporting, to the Registrant’s auditors and theitacmimmittee of Registrarg’ board of directors (or persons performing theiveden!
functions):

All significant deficiencies and material weaknesse the design or operation of internal controkmfinancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and refrmahcial information; an

Any fraud, whether or not material, that inedvmanagement or other employees who have a sgmifiole in the Registrastinterna
control over financial reporting

Date: August 14, 2014 /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Chief Executive Offic
(principal executive officer




EXHIBIT 31

CERTIFICATION

I, Gary W. Petty, Jr., certify that:

1.

2.

(@)

(b)

()

(d)

(@)

(b)

I have reviewed this quarterly report on Forn-Q of Cornerstone Bancshares, Inc (‘Registrar”);

Based on my knowledge, this quarterly report dagscontain any untrue statement of a material fsodbmit to state a material fi
necessary to make the statements made, in lighieafircumstances under which such statements made, not misleading with resp
to the period covered by this quarterly rep

Based on my knowledge, the financial statementd,aher financial information included in this qteaty report, fairly present in
material respects the financial condition, resoft®perations and cash flows of the Registraniaasd, for, the periods presented in
quarterly report

The Registrant’ other certifying officers and | are responsilide éstablishing and maintaining disclosure conteoisl procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢k)) and internal control over financial repagtifas defined in Exchange Act Rt
13e15(f) and 15-15(f)) for the Registrant and han

Designed such disclosure controls and procedures;aosed such disclosure controls and procedureBetalesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consolethsubsidiary, is made known to us
others within those entities, particularly durifg period in which this quarterly report is beinggared

Designed such internal control over financial réipgr;, or caused such internal control over finahporting to be designed under
supervision, to provide reasonable assurance rieggtige reliability of financial reporting and tipeeparation of financial statements
external purposes in accordance with generallygiedeaccounting principle

Evaluated the effectiveness of the Registeadisclosure controls and procedures and presémttis report our conclusions about
effectiveness of the disclosure controls and proees] as of the end of the period covered by #psnt based on such evaluation;

Disclosed in this report any change in the Begnts internal control over financial reporting thatooed during the most recent fis
quarter that has materially affected, or is reablynbkely to materially affect, the Registragtinternal control over financial reportil
and

The Registrant’ other certifying officers and | have disclosedséd on our most recent evaluation of internal robrver financie
reporting, to the Registrant’'s auditors and theitacmimmittee of Registrarg’ board of directors (or persons performing theivaden
functions):

All significant deficiencies and material weaknes$e the design or operation of internal controkmfinancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and refpmahcial information; an

Any fraud, whether or not material, that inedvmanagement or other employees who have a s@nifiole in the Registrastinterna
control over financial reporting

Date: August 14, 2014 /s] Gary W. Petty, J

Gary W. Petty, Ji
Executive Vice President and Chief Financial Offi
(principal financial officer and accounting offige




Exhibit 32

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

In connection with the Quarterly Report of Cornengt Bancshares, Inc., a Tennessee corporation rigggione”), on Form 1@ for the
quarter ended June 30, 2014, as filed with the i8@=uand Exchange Commission (the “Repoifgthaniel F. Hughes, President and C
Executive Officer of Cornerstone, and Gary W. Peity, Executive Vice President and Chief Finan€lcer of Cornerstone, respective
do each hereby certify, pursuant to § 906 of thib&wees-Oxley Act of 2002 (18 U.S.C. § 1350), tbéhis knowledge:

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

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

/sl Nathaniel F. Hughes

Nathaniel F. Hughe

President and Chief Executive Officer
(principal executive officer

August 14, 201.

/sl Gary W. Petty, Jr.

Gary W. Petty, Ji
Executive Vice President and Chief Financial Office
(principal financial officer and accounting offiger

August 14, 201-

[A signed original of this written statement recuairby Section 906 has been provided to Cornerdaneshares, Inc. and will be retained by
Cornerstone Bancshares, Inc. and furnished to¢bkaries and Exchange Commission or its staff ugouest.]




