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Forward-Looking Statements

In addition to the historical information containkeerein, this report contains certain forwdwdking statements including stateme
relating to present or future factors generalleetifhg the banking industry and specifically affegtthe operations, markets, and produc
Cornerstone Bancshares, Inc. (the “Company”), Gstoee Community Bank (the “Bank”) and Eagle Finahdnc. (“Eagle”). Forward-
looking statements are based upon estimates anchpsens that are subject to significant businessnomic and competitive uncertain
and contingencies, many of which are beyond the fizmy's control, and many of which, with respect to fatbusiness decisions, are sut
to change. Without limiting the foregoing, the wsrtbelieves,” “anticipates,” “intends,” “expects;are of the opinion thator similai
expressions are intended to identify forwéordking statements that involve certain risks amgentainties. You should not place un
reliance on these forward-looking statements.

Actual results could differ materially from thosejected for many reasons including, without litidia, changing events and tre|
that have influenced the Company’s and the Baalssumptions. These trends and events includgédinges in the interest rate environr
which may reduce margins, (ii) n@thievement of expected growth, (iii) less favoeablan anticipated changes in national and locsihles:
environment and securities markets, (iv) adversangbs in the regulatory requirements affectingGoenpany and the Bank, (v) gre:
competitive pressures among financial institutiomshe Company’s and the Basskmarkets, and (vi) greater than expected loare&
Additional information and other factors that coalfiect future financial results are included ie tiompanys filings with the Securities a
Exchange Commission. We assume no obligation t@tepdny forwardeoking statements as a result of new informatfaiyre events ¢
developments, except as required by applicablerisiesuaws.




PART |

ITEM 1. DESCRIPTION OF BUSINESS

Business Development

Cornerstone Bancshares, Inc. (“Cornerstone” of@wmpany”)was incorporated on September 19, 1983 under tie dh the Stal
of Tennessee and is a bank holding company regdtander the Bank Holding Company Act of 1956, merded, and was formerly kno
as East Ridge Bancshares, Inc. It has two whmliyed subsidiaries, Cornerstone Community Bankeman€&ssee banking corporation
“Bank”), resulted from the merger of The Bank of East Ridgd Cornerstone Community Bank effective October 1897, and Eag
Financial Inc., a Tennessee corporation (“Eaglergated December 1, 2005 with the assets acquived Eagle Financial, LLC, a Tennes
limited liability company, and Eagle Funding, LL& Nevada limited liability company.

Business of the Company

The Company

The primary activity of the Company currently indais expected to remain for the foreseeable futheeownership and operatior
the Bank. As a bank holding company, the Compatsnits to facilitate the Bank's ability to servedtstomers' requirements for finan
services. The holding company structure also pesritexibility for expansion through the possibgjaisition of other financial institutio
and the provision of additional banking-relatedvgess, as well as certain ndranking services, which a traditional commerciailkbamay na
provide under present laws. The holding companycsire also affords additional flexibility in ternté capital formation and financi
opportunities.

While the Company may seek in the future to acqadditional banks or bank holding companies orrtigage in other activiti
appropriate for bank holding companies under appatgp circumstances as permitted by law, the Compeurrently has no plar
understandings or agreements concerning any othigities other than as described below. The resfloperations and financial conditior
the Company for the foreseeable future, therefeilépbe determined primarily by the results of ogtons and financial condition of the Ba

The Bank

The Bank's business consists primarily of attrgctieposits from the general public and, with these other funds, originating r
estate loans, consumer loans, business loans.eaitténtial and commercial construction loans. Fumatsinvested in the loan portfolio i
invested by the Bank primarily in obligations ofetitJ.S. Government, U.S. Government agencies, \&rgiates and their politic
subdivisions. In addition to deposits, sourcesuafdf for the Bank loans and other investments deckmortization and prepayment of lo
sales of loans or participations in loans, saldssafivestment securities and borrowings from pffrencial institutions. The principal sour
of income for the Bank are interest and fees ctdtkon loans, fees collected on deposit accourtsraerest and dividends collected on o
investments. The principal expenses of the Bankrdegest paid on deposits, employee compensatidrbanefits, office expenses and o
overhead expenses.

Eagle

Eagles business concentrates on the purchase of acoecgivables from small businesses and commerciad facement on
conduit basis. The principal sources of Eagliacome are fees derived from the collection @baats receivable and fees generated fror
placement of loans with conduit financial instituts. Eagles principal expenses are interest paid on borrosyiegiployee compensation i
benefits, office expenses and other overhead ergens




Employees

As of February 15, 2006, the Company and the Batlkatively had 87 full-time equivalent employedsanom 81 are fultime, ant
12 are partime. The employees are not represented by a tiokelsargaining unit. The Company and the Bankdwelithat their relationshi
with their employees are good.

Customers

It is the opinion of management that there is nm@lsi customer or affiliated group of customers hed Bank whose deposits
withdrawn, would have a material adverse effecthenbusiness of the Company.

Competition

All phases of the Bank’s banking activities arehfygcompetitive. The Bank competes actively witretwyfour commercial bank
as well as finance companies, credit unions, ah@rofinancial institutions located in its servicea which includes Hamilton Cour
Tennessee.

Based on total deposits of approximately $252,485& December 31, 2005, the Bank represents 3d2¥#e deposit base in 1
Chattanooga, Tennessee-Georgia Metropolitan Stafishrea (“Chattanooga MSA”)Three major regional banks represent approxim
60% of the deposits in the Chattanooga MSA. Thageet financial institutions have greater resouszes higher lending limits than the Ba
and each of the three institutions has over 20dbras in Hamilton County. There are several crediibns located in Hamilton County. Sir
credit unions are not subject to income taxes émthy commercial banks are, credit unions havedaargage in offering competitive rate:
potential customers. The Bank also faces competitiocertain areas of its business from mortgagwking companies, consumer fina
companies, insurance companies, money market miutodé and investment banking firms, some of wiaigh not subject to the same de:
of regulation as the Bank.

The Bank competes for deposits principally by dffgrdepositors a variety of deposit programs witimpetitive interest rate
quality service and convenient locations and hotine Bank will focus its resources to seek out attichct small business relationships
take advantage of the Baskability to provide flexible service that meete tieeds of this customer class. Management faéslaérket nich
is the most promising business area for the fujuogvth of the Bank.

Supervision and Regulation
General

The Company is a bank holding company within thaumieg of the Bank Holding Company Act of 1956, asaded (the “Act™anc
is registered with and regulated by the Board of&ors of the Federal Reserve System (the “Boaldi® Company is required to file w
the Board annual reports and such additional infbion as the Board may require pursuant to the Abe Board may also ma
examinations of the Company and its subsidiariee. Company is also required to comply with thesw@ad regulations of the Securities
Exchange Commission (the “Commission”) under feldegaurities laws.

The Bank is a Tennessebartered commercial bank and is subject to thersigion and regulation of the Tennessee Departioi
Financial Institutions (the “TDFI”). In additionhé Banks deposit accounts are insured up to applicablisliby the Bank Insurance Fu
(the “BIF") of the Federal Deposit Insurance Cogiam (the “FDIC")and consequently, the Bank is also subject to atigm and supervisic
by the FDIC. The Bank is not a member of the Fddeeaerve System.

Federal and state banking laws and regulationsrgoaié areas of the operation of the Company ardBhnk, including reserve
loans, mortgages, capital, issuance of securpiggment of dividends and establishment of brandhederal and state banking agencies
have the general authority to limit the dividena@sdpby insured banks if such payments should benddeo constitute an unsafe or unsc
banking practice. The TDFI, FDIC and Board have dhthority to impose penalties, initiate civil aadministrative actions and take ol
steps intended to prevent banks from engaging $afenor unsound practices.




Insurance of Deposit Accour

Deposits of the Bank are insured by the FDIC toaximum of $100,000 for each insured depositor thhothe BIF, one of the tv
deposit insurance funds established by federal Asnan insurer, the FDIC issues regulations, cotsdexaminations and generally supery
the operations of its insured institutions (ingtdns insured by the FDIC hereinafter are refei@és "insured institutions"). Any insul
institution which does not operate in accordanceh wir conform to FDIC regulations, policies andediives, may be sanctioned for non-
compliance. For example, proceedings may be itstitagainst an insured institution if the instibatior any director, officer or employ
thereof engages in unsafe and unsound practicepersiting in an unsafe or unsound condition, aniialated any applicable law, regulati
rule, order or condition imposed by the FDIC. Kumance of accounts is terminated by the FDICd#pmosits in the institution will continue
be insured by the FDIC for a period of two yeaofeing the date of termination. The FDIC recommereth annual audit by indepenc
accountants and also periodically makes its owrméxations of the Bank. The FDIC may revalue assétan institution, based up
appraisals, and require establishment of speafenves in amounts equal to the difference betwaeh reevaluation and the book valu
the assets.

On September 15, 1992, the FDIC approved final legiguns adopting a risk-related deposit insuranggtesn. The riskelatec
regulations, which became effective January 1, 1968ulted in a significant spread between the dsgland lowest deposit insura
premiums. Under the risielated insurance regulations, each insured depgsitstitution is assigned to one of three riskssifications: "we
capitalized," "adequately capitalized,” or "undeapitalized." Within each risk classification, theaee three subgroups. Each insi
depository institution is assigned to one of theglegroups within its risk classification based ugopervisory evaluations submitted to
FDIC by the institution’s primary federal regulatdbepending upon a BIF memberiisk classification and subgroup, applicable Iations
provide that its deposit insurance premium may e as 0.004% of insured deposits or as higl3H% .of insured deposits. Additiona
because the BIF has exceeded its designated rasivethe FDIC has now reduced to zero the assasisrate that is applicable to the n
highly rated BIF members. The Bank has been ndtifiat, based on its risk classification and sugery subgroup, its BIF assessment ra
0.004% of insured deposits for the period from day, to December 31, 2005. This is the most fabler assessment rate applicabl
insured institutions. In addition, the Deposit Ireswce Funds Act of 1998 (DIFA) requires that a Raiag Corporation (“FICO"assessme
be paid by the Bank. The annual FICO assessmeanffaatanks is presently 0.0154% of deposits. ThakBpaid $27,579 in assessm
during the year ended December 31, 2005.

Subsequent to the enactment of the Financial utistits Reform, Recovery and Enforcement Act of 1989RREA”), the FDIC
issued risk-based bank capital guidelines whichtwen effect in stages through 1992. In accordamitke the FDIC's riskbased standards,
institution's assets and dffalance sheet activities are categorized into dnfew risk categories, with either a 0%, 20%, 5086,100%
amount of capital to be held against these aske@ddition, the guidelines divide capital instrurteinto Tier 1 (core) capital and Tie
(supplementary) capital. The risk-based capitahadey guidelines require that (i) Tier 1 capitali@gor exceed 4% of riskeighted asset
(i) Tier 2 capital may not exceed 100% of Tier dpital, although certain Tier 2 capital elements subject to additional limitations; (i
assets and off-balance sheet items must be weigltatding to risk; and (iv) the total capital tskrweighted assets ratio must be at |
8.0%. The FDIC's current leverage capital requirgnmequires banks receiving the highest regulatating based upon the FDIC's rou
examination process, to maintain Tier 1 capitalaétu 3.0% of the bank's total assets. Banks reggiower regulatory ratings are require:
maintain Tier 1 capital in an amount that is astekD0 to 200 basis points higher than 3.0% of tsets.

At December 31, 2005, the Bank had Tier 1 capit&26.0 million or 9.20% of total year to date sage assets.




Certain provisions of the Federal Reserve Act, maggicable to the Bank by Section 18(j) of the éradl Deposit Insurance 4
(“FDIA”) (12 U.S.C. 81828(j)) and administered with respect to the Baypkhe FDIC, establish standards for the termdimit the amour
of, and establish collateral requirements with eespo any loans or extensions of credit to, anéstments in, affiliates by the Bank as we
set armdength criteria for such transactions and for dertaher transactions (including payment by the lB&or services) between the B
and its affiliates. In addition, related provisiarfsthe Federal Reserve Act and the Federal Reseptdations (also administered with res
to the Bank by the FDIC) limit the amounts of, amstablish required procedures and credit standaits respect to, loans and ot
extensions of credit to officers, directors andhpipal shareholders of the Bank and to relatedeésts of such persons.

The FDIC may impose sanctions on any insured bhak does not operate in accordance with FDIC réiguls, policies an
directives. Proceedings may be instituted agaimgtrassured bank or any director, officer or empleyd the bank that is believed by the FI
to be engaged in unsafe or unsound practices,dmguwiolation of applicable laws and regulatiofifie FDIC is also empowered to as:
civil penalties against companies or individualsowtolate certain federal statutes, orders or r&iphs. In addition, the FDIC has
authority to terminate insurance of accounts, aftgice and hearing, upon a finding by the FDIQ tha insured institution is or has enga
in any unsafe or unsound practice that has not beercted, or is in an unsafe or unsound condttorpontinue operations or has violated
applicable law, regulation, rule or order of, onddion imposed by, the FDIC. Neither the Compaiay the Bank knows of any past
current practice, condition or violation that midgéad to termination of its deposit insurance.

Although the Bank is not a member of the FederaeRee System, it is subject to Board regulatiorsd tequire it to mainta
reserves against its transaction accounts (priynaliecking accounts). Because reserves generalt bl maintained in cash or in non-
interest bearing accounts, the effect of the resesguirements is to increase the Bank's costrafduThe Board regulations currently req
that average daily reserves be maintained agaarstdction accounts in the amount of 3% of theegaje of such net transaction accoun
to $52.6 million, plus 10% of the total in exce$$62.6 million.

Tennessee Supervision and Regulation

As a Tennesseehartered commercial bank, the Bank is subjecttious state laws and regulations which limit theoant that ca
be loaned to a single borrower, the types of pedibiis investments, and geographic and new prodkgaresion, among other things. ~
Bank must submit an application to, and receive gpproval of, the TDFI before opening a new branffice or merging with anoth
financial institution. The Commissioner of the TDfds the authority to enforce state laws and réiguks by ordering a director, officer
employee of the Bank to cease and desist fromtingja law or regulation or from engaging in unsafeinsound banking practices.

Tennessee law contains limitations on the intenasts that may be charged on various types of laadsrestrictions on the nat
and amount of loans that may be granted and onyfiee of investments which may be made. The operstaf banks are also affected
various consumer laws and regulations, includiras¢hrelating to equal credit opportunity and regtaof consumer lending practices.
Tennessee banks, including the Bank, must becochesamain insured under the FDIA.

State banks are subject to regulation by the TDih vegard to capital requirements and the payrmoémlividends. Tennessee |
adopted the provisions of the Board’s Regulatiomith respect to restrictions on loans and otheemsibns of credit to bank “insiders”
Further, under Tennessee law, state banks arebiexhirom lending to any one person, firm or cagtibn amounts more than fifteen perc
(15%) of the Bank equity capital accounts, excépin( the case of certain loans secured by neglatitide documents covering reac
marketable nonperishable staples, or (ii) with phier approval of the Bank’board of directors or finance committee (howditkd), the
Bank may make a loan to any person, firm or conpamaof up to twentyfive percent (25%) of its equity capital accountennessee la
requires that dividends be paid only from retairadhings (or undivided profits) except that dividemmay be paid from capital surplus v
the prior, written consent of the TDFI. Tennessa&sl regulating banks require certain charges agaims transfers from an institutian’
undivided profits account before undivided protigs be made available for the payment of dividends.




Federal Supervision and Regulati

The Company is regularly examined by the Board, taedBank is supervised and examined by the FDH&. Company is requir
to file with the Board annual reports and otheoinfation regarding its business operations andtisiness operations of its subsidial
Approval of the Board is required before the Conyparay acquire, directly or indirectly, ownership antrol of the voting shares of ¢
bank, if, after such acquisition, the Company wooNeh or control, directly or indirectly, more th&% of the voting stock of the bank.
addition, pursuant to the provisions of the Act #malregulations promulgated thereunder, the Compzay only engage in, or own or con
companies that engage in, activities deemed bBtaed to be so closely related to banking as ta peper incident thereto.

The Bank and the Company are “affiliatedithin the meaning of the Act. Certain provisiorfstite Act establish standards for
terms of, limit the amount of, and establish celfat requirements with respect to, any loans oerestbns of credit to, and investments
affiliates by the Bank, as well as set arn@isgth criteria for such transactions and for daertdher transactions (including payment by the ¢
for services under any contract) between the Bawkiis affiliates. In addition, related provisiookthe Act and the regulations promulge
under the Act limit the amounts of, and establistjuired procedures and credit standards with ré$peloans and other extensions of ct
to officers, directors, and principal sharehold&rthe Bank, the Company and any other subsidiitheCompany, and to related interest
such persons.

In addition to the banking regulations imposed loe €Company, the securities of the Company are xernpt from the federal a
state securities laws as are the securities oB#r&k. Accordingly, an offering of the Compasysecurities must be registered under bot
Securities Act of 1933 (the “Securities Act”) artdte securities laws or qualify for exemptions froegistration.

Under Section 106(b) of the 1970 Amendments toAibi(12 U.S.C. 81972), the Bank is prohibited from extending creskilinc
or leasing property or furnishing any service ty @astomer on the condition or requirement that ¢hstomer (i) obtain any additiol
property, service or credit from the Company, ttenB (other than a loan, discount, deposit, or tsesvice) or any other subsidiary of
Company; (ii) refrain from obtaining any propertyedit or service from any competitor of the Compahe Bank or any subsidiary of -
Company; or (iii) provide any credit, property angce to the Company, the Bank (other than thetated to and usually provided
connection with a loan, discount, deposit or tagsvice) or any subsidiary of the Company.

Most bank holding companies are required to giweBbard prior written notice of any purchase oreragdtion of their outstandil
equity securities if the gross consideration fog ffurchase or redemption, when combined with thecoasideration paid for all su
purchases or redemptions during the preceding Ithmpis equal to 10% or more of the bank holdioggany's consolidated net worth.
Board may disapprove such a purchase or redemiftibdetermines that the proposal constitutes agafle or unsound practice that wc
violate any law, regulation, Board order or direetior any condition imposed by, or written agreemeith, the Board. The prior noti
requirement does not apply to certain "well-captad" bank holding companies that meet specifi@éria.

In November 1985, the Board adopted its Policyedtant on Cash Dividends Not Fully Covered by Eayimhe Policy Stateme
sets forth various guidelines that the Board bekethat a bank holding company should follow iralelishing its dividend policy. In genel
the Board stated that bank holding companies shoatdpay dividends except out of current earningd anless the prospective rate
earnings retention by the holding company appeansistent with its capital needs, asset quality@retall financial condition.

Legislation Affecting the Company and the B

The following information describes certain statytand regulatory provisions and is qualified is @ntirety by reference to st
statutory and regulatory provisions.

Far-reaching legislation, including FIRREA and thederal Deposit Insurance Corporation Improvemesrttak 1991 (“FDICIA")
have for years impacted the business of bankif@REA primarily affected the regulation of savingstitutions rather than the regulatior
state banks and bank holding companies like thekBawd the Company, but did include provisions diifecdeposit insurance premiur
acquisitions of thrifts by banks and bank holdingmpanies, liability of commonly controlled deposjtanstitutions, receivership a
conservatorship rights and procedures and subaligriticreased penalties for violations of bankatatutes, regulations and orders.




FDICIA resulted in extensive changes to the fedeeaiking laws. The primary purpose of FDICIA wasatathorize addition
borrowings by the FDIC in order to assist in theotation of failed and failing financial institutis. However, the law also instituted cer
changes to the supervisory process and containézliggrovisions affecting the operations of baakd bank holding companies.

The additional supervisory powers and regulatioasaated by FDICIA, include a "prompt correctivei@tt program based up
five regulatory zones for banks, in which all bardee placed largely based on their capital positidRegulators are permitted to t
increasingly harsh action as a bank's financiatltmm declines. Regulators are also empoweredaoepin receivership or require the sal
a bank to another depository institution when aklsanapital leverage ratio reaches two percentteBetpitalized institutions are gener
subject to less onerous regulation and supervigian banks with lesser amounts of capital. The FBEA€ adopted regulations implemen
the prompt corrective action provisions of the FINCwhich place financial institutions in the folldng five categories based ug
capitalization ratios: (1) a "well capitalized" fitation has a total risk-based capital ratio ofeatst 10%, a Tier 1 riskased ratio of at least ¢
and a leverage ratio of at least 5%; (2) an "adiefyiaapitalized” institution has a total risk-basatio of at least 8%, a Tier 1 ritlased rati
of at least 4% and a leverage ratio of at least @)an "undercapitalized" institution has a totek-based capital ratio of under 8%, a Ti
risk-based capital ratio of under 4% or a levereg® of under 4%; (4) a "significantly undercajpitad" institution has a total riskase:
capital ratio of under 6%, a Tier 1 ritlased ratio of under 3% or a leverage ratio of urg®; and (5) a "critically undercapitalize
institution has a leverage ratio of 2% or lesstitaons in any of the three undercapitalized gatées would be prohibited from declar
dividends or making capital distributions. The pyeed regulations also establish procedures for figoading” an institution to a low
capital category based on supervisory factors dtiean capital. Various other sections of the FDI@i#pose substantial audit and repor
requirements and increase the role of independmduatants and outside directors. Set forth below list containing certain significi
provisions of the FDICIA:

" annual on-site examinations by regulators (excepsmaller, welleapitalized banks with high management ratingsciwvinius
be examined every 18 months);

" mandated annual independent audits by independdafic@ccountants and an independent audit comenitteoutside directo
for institutions with more than $500,000,000 inedss

" new uniform disclosure requirements for interetésand terms of deposit accounts;

" a requirement that the FDIC establish a risk-balsgmbsit insurance assessment system;

" authorization for the FDIC to impose one or morecql assessments on its insured banks to redapitak BIF;

" a requirement that each institution submit to fisnpry regulators an annual report on its financ@hdition and manageme
which report will be available to the public;

" a ban on the acceptance of brokered deposits elgepell capitalized institutions and by adequatsyitalized institutions wi
the permission of the FDIC and the regulation efthokered deposit market by the FDIC;

" restrictions on the activities engaged in by shateks and their subsidiaries as principal, inclgdimssurance underwriting, to t
same activities permissible for national banks it subsidiaries unless the state bank is welitaized and a determinatior
made by the FDIC that the activities do not pos@aificant risk to the insurance fund;

" a review by each regulatory agency of accountingciples applicable to reports or statements reguto be filed with feder
banking agencies and a mandate to devise unifagmireaments for all such filings;

" the institution by each regulatory agency of noitehpafety and soundness standards for eachutistitit regulates which cov
(1) internal controls, (2) loan documentation, @pdit underwriting, (4) interest rate exposure) @sset growth, (|
compensation, fees and benefits paid to employdfisers and directors, (7) operational and managetandards, and (8) as
quality, earnings and stock valuation standardgfeserving a minimum ratio of market value to beakue for publicly trade
shares (if feasible);

" uniform regulations regarding real estate lendary

" a review by each regulatory agency of the bsked capital rules to ensure they take into accadequate interest rate ri
concentration of credit risk, and the risks of nmaditional activities.




The activities permissible to the Company and thelBwere substantially expanded by the Gramm-L&dibdy Act (the “Gramn
Act”). The Gramm Act repeals the anti-affiliationopisions of the GlasSteagall Act to permit the common ownership of caroial banks
investment banks and insurance companies. The Gractramended the Act to permit a financial holdoampany to engage in any acti
and acquire and retain any company that the Boatdrmhines to be (i) financial in nature or inciddrib such financial activity, or (
complementary to a financial activity and that does pose a substantial risk to the safety and diwess of depository institutions or
financial system generally. The Gramm Act also rfieslicurrent law relating to financial privacy andmmunity reinvestment. The n
financial privacy provisions generally prohibit dincial institutions, including the Bank and the Quamy, from disclosing nonpublic persc
financial information to third parties unless custrs have the opportunity to “opt out” of the distlre.

Bills are regularly introduced in both the Unitetht®s Congress and the Tennessee General Assemalblgantain wideanging
proposals for altering the structures, regulatiand competitive relationships of the nat®riinancial institutions. It cannot be predic
whether or what form any proposed legislation Ww#ladopted or the extent to which the businesseo€ompany or the Bank may be affe
thereby.

ITEM 2. DESCRIPTION OF PROPERTY

As of December 31, 2005, the principal officested Company and the Bank are located at 5319 Highs8y Hixson, Tenness
37343. This property is owned by the Company. lditaah, the Bank operates four fudervice branches in Hamilton County, Tennesse!
are located at:

4154 Ringgold Road, East Ridge, Tennessee
610 Georgia Avenue, Chattanooga, Tennessee
2280 Gunbarrel Road, Chattanooga, Tennessee
8966 Old Lee Highway, Ooltewah, Tennessee

The Georgia Avenue branch contains 1800 squareafekis leased pursuant to a lease agreement \whiefides an initial term 1
three years with two thregear renewal options. Rent is currently $ 29,482 gienum. The Bank owns the properties located &0
Gunbarrel Road, 4154 Ringgold Road, 5319 Highwéa8/drid 8966 Old Lee Highway.

The Company completed the construction and remglaf the branch on Ringgold Road, East Ridge, &ss®e. The branch v
updated to make more efficient use of the branshisare footage and to open two additional custaimnige-thru lanes. The Bank raze:
branch operations building located in the backefliranch property in the process.

The Company operates a service center to housisationcustomer contact functions located at 6401 Lee €srnSuite E
Chattanooga, Tennessee. The facility has 15,608rsedeet and is leased pursuant to a lease agréevh@h provides for an initial term

five years with one five-year renewal optioRent is currently $ 86,000 per annum.

ITEM 3. LEGAL PROCEEDINGS

As of the end of 2005, neither the Company, thekBaor Eagle was involved in any material litigatiorhe Bank is periodical
involved as a plaintiff or defendant in variousdegctions in the ordinary course of its busindéanagement believes that those claims
without merit or that the ultimate liability, if gnresulting from them will not materially affechd Banks financial condition or tt
Company’s consolidated financial position.
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PART Il

ITEM 5. MARKET FOR THE COMMON EQUITY AND RELATED ST OCKHOLDER MATTERS

The Company's common stock is quoted on the OTdeBulBoard but is not listed on a national se@sitexchange. Morg:
Keegan, a subsidiary of Regions Bank, is the poganarket maker for Cornerstone stock. There are other market makers who assis
providing a market.

Table 1 below sets forth the high and low closiniggs of the Compang’common stock for the periods indicated, as regoioy
published sources and as adjusted to reflect a 156&k dividend paid on September 16, 2004. Theeprieflect intedealer prices, witho
retail mark-up, mark-down or commission and mayreptesent actual transactions.

There were approximately 610 holders of recorchefdommon stock as of December 31, 2005. This nuddes not include
shareholders with shares in nominee name held 1. 3E of the end of 2005, there were 1,557,885eshheld in nominee name by DTC.

Cornerstone paid two cash dividends in 2005. Tits¢ diividend was paid on January 18, 2005 in theuamnof $0.10 per share and
the second dividend was paid on July 11, 2005erathount of $0.08 per share. The Company announgaderly dividends of $0.06 each
quarter, the first of which was paid January 9,80the Company’s board of directors will decide dneount of the next year's dividends, if
any, after the capital needs required for expegtedith of assets are reviewed. The payment of divd is solely within the discretion of the
Board of Directors, considering Cornerstone’s eggsnthe maintenance of reasonable capital andesskves, and appropriate capitalization
requirements for state banks.

TABLE 1
High and Low Common Stock Share Price for the Camwipa
2006 Fiscal Year Low High
First Quarter (through Feb. 2006) $23.25 $27.25

2005 Fiscal Year

First Quarter $15.74 $18.50
Second Quarter $16.75 $18.50
Third Quarter $17.60 $20.50
Fourth Quarter $19.50 $24.99

2004 Fiscal Year

First Quarter $10.00 $12.50
Second Quarter $11.50 $13.90
Third Quarter $11.90 $15.00
Fourth Quarter $14.00 $17.00

2003 Fiscal Year

First Quarter $6.25 $7.25
Second Quarter $6.05 $8.75
Third Quarter $8.25 $9.50
Fourth Quarter $8.95 $11.65

On October 12, 2004, Cornerstone filed a Form2SBith the Securities and Exchange Commission gister the issuance of up
500,000 shares of common stock. On November 4,,2884Securities and Exchange Commission declaedegistration statement effect
and the offering was fully subscribed by the en@@4. Due to administrative issues associated Wihaccounts not all of the funds w
collected until January of 2005. This created asstiption receivable in the capital section on @@mmpanys balance sheet since the fu
were not collected prior to year end. As of Febyuar 2005 all funds from the subscription were ectéd and available for use by
Company.
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Table 2 sets forth the number of shares and avestzaye price for the Company’s Equity Compensaiiams.

TABLE 2
Equity Compensation Plan
Year Ended December 31, 2005
Number of securities to Weighted average exerc . - .
) . . . Number of securities remaining available for future
Plan category be issued upon exercise price of outstanding .
. ) . issuance
outstanding options options
Equity compensation pla
approved by security 361,250 $9.08 414,350
holders:
Equity compensation pla
not approved by security 0 $0.00 0
holders:
Total 361,250 $9.08 414,350

ITEM 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OR PLA N OF OPERATION

Forward-Looking Statements

Management’s discussion of the Company and manag&analysis of the Compars/operations and prospects, and other mg
may include forwardeoking statements within the meaning of the Pavaecurities Litigation Reform Act of 1995 and otpeovisions ¢
applicable federal and state securities laws. Aigfiothe Company believes that the assumptions Iyimigisuch forwardeoking statemen
contained in this Report are reasonable, any ofaggimptions could be inaccurate and, accordirijre can be no assurance that
forward-looking statements included herein will yeoto be accurate. The use of such words as “eXptticipate,” “forecast,”anc
comparable terms should be understood by the readedicate that the statement is “forward-looKimgd thus subject to change in a ma
that can be unpredictable. Factors that could caassl results to differ from the results antieégeh but not guaranteed, in this report, inc
(without limitation) economic and social conditior®mpetition for loans, mortgages, and other famdnservices and products, change
interest rates, unforeseen changes in liquidityulte of operations, and financial conditions &ffex the Company customers, and ott
risks that cannot be accurately quantified or catgly identified. Many factors affecting the Companfinancial condition and profitabilit
including changes in economic conditions, the viit\atof interest rates, political events and conifp@en from other providers of financi
services simply cannot be predicted. Because tiaesers are unpredictable and beyond the Comgatgntrol, earnings may fluctuate fr
period to period. The purpose of this type of infation is to provide readers with information relet/to understanding and assessin(
financial condition and results of operations af tbompany, and not to predict the future or to gnie results. The Company is unab
predict the types of circumstances, conditions fatbrs that can cause anticipated results to eéhahige Company undertakes no oblige
to publish revised forward-lookingstatements to reflect the occurrence of changesamticipated events, circumstances, or results.

Management's Discussion And Analysis Or Plan Of Opation

General

The following should be read in conjunction witte timformation and tables that follow. For a disomsf liquidity and the impa
of inflation, see “Capital Resources/Liquidity” bal.
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Summary

Net income for 2005 was $4,324,519 which represer@8.2% increase from the Compapet income of $2,571,083 in 2004.
income per common share of $1.42 for 2005 was 3'higfter than 2004 net income per common share 0$Pretax income of $6,881,1
for 2005 increased $2,717,552 from 2004 pretaxrreof $4,163,583.

The increase in net income per common share frobd 20 2005 comes directly from the dramatic growafthhe Companys earnin
assets, especially average loans, which grew 30T3fi6. growth coupled with repetitive loan and sé@gurepricing as the Federal Rese
increased the target Federal Funds rate througt@ih helped the Company realize a 39.2% increasetimterest income to $14,594,2
Also contributing to improved net income was a 8b.Bcrease in nomterest income. Most of the increase was due wraimg leas
income, a new product line the Bank introduced 004, and the sale of commercial loans to conduiddes. Asset quality remained ai
better than industry standard level during 2005anmatic loan growth required the Bank to increaselttan loss provision to $1,401,¢
during 2005. Norinterest expense increased 19.3% in 2005 due mums#y increase in salaries and benefits of 15.48the addition ¢
depreciation expense associated with leased assets.

Business of the Company

The Company's earnings depend primarily on the Baakd Eagles "net interest income," which is the differencawsen th
interest income it receives from its assets (pritpds loans and investment securities) and ttiergst expense (or “cost of funds") whic
pays on its liabilities (primarily its deposits)edNinterest income is a function of (i) the diffece between rates of interest earned on interes
earning assets and rates of interest paid on Bitkearing liabilities (the "interest rate spread™ et interest spread") and (ii) the rela
amounts of its interest-earning assets and intbesting liabilities. When interest-earning assgproximate or exceed interdstaring
liabilities, any positive interest rate spread vgénerate net interest income. The Company adheras asset and liability managerr
strategy, which is intended to control the impddhterest rate fluctuations upon the Company'siegs and to make the yields on the Bank’
loan portfolio and investment securities and Eagleceivable financing more responsive to its ebstinds. This is accomplished by m
closely matching the maturities of its interestréiag assets and its interdsgaring liabilities, while still maximizing net ietest incom
Nevertheless, the Company is and will continueg@tiected by changes in the levels of interesisrand other factors beyond its cont

Unless specifically noted below, the following infeation is presented on a consolidated basis teftethe Company performanc
as a whole. The Company's results of operationdependent primarily upon the results of operatifrthe Bank.

For the fiscal years ended December 31, 2005 afd,28e Company's weighted average rate earned arteaestearning asse
was 7.68% and 6.73%, respectively, and the Compamgighted average rate paid on all intebestring liabilities for the same years
2.75% and 2.03%, respectively. The Company's isteete spread for the years ended December 35, &) 2004 therefore was 4.93%
4.70%, respectively, and its net interest inconresteh years was $14,594,290 and $10,483,424 asglgc For fiscal 2005, the Compa
recorded net income of $4,324,519 or $1.42 basiciegs per common share as compared with net incoin®2,571,083 or $1.03 ba
earnings per common share for fiscal 2004. Thesa®e in net income was due to a 39.2% increadeeiBanks net interest income an
35.5% increase in non-interest income, while ndarast expense increased only 19.3%.

Table 3 below sets forth certain additional measofehe Companyg performance for the periods indicated. Averadaruas in th
table, as well as all average balances presensesvieére in this report, were derived based on dwilgnces whenever possible. Howe
some average balances, which require data fronCtimepany, as opposed to the Bank, were derived t@sedonthend balances since -
data processing systems for those entities donowide daily average balance information. The dsmanth-end averages does not materi
alter any information given, and all averages &itierapresentative of the operations of the Compan
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TABLE 3
Performance Measures
Years Ended December 31,

2005 2004 2003
Net Interest Margit
(Net interest income divided by average interestieg assets) 5.43% 5.02% 4.87%
Return on Average Assets
(Net income divided by average total assets) 1.51% 1.15% 1.06%
Return on Average Equity
(Net income divided by average equity) 14.98% 13.83% 11.68%
Equity to Assets
(Average equity divided by average total assets) 10.09% 8.30% 9.04%
Loans to Deposits
(Average loans divided by average deposits) 109.04% 104.73% 101.21%
Dividend Payout Ratio
(Dividends paid by the Company divided by net inedm 12.17% 4.84% 0.00%

Results of Operations
Year ended December 31, 2005 compared to year ddeleeinber 31, 2004:

Net Interest IncomelNet interest income is the principal component dfnancial institutions income stream and represents
spread between interest and fee income generaieddarning assets and the interest expense pdidhilities. The following discussion
on a fully taxable equivalent basis.

Net interest income before loan loss provision 2605 increased by $4,110,866 or 39.2% over 2004. iibrease in net inter
income from 2004 to 2005 is due to material groaththe balance sheet and interest rate sensitdfitthe Banks assets compared to
liabilities. Interest income grew 47.0% as the FabReserve increased the target Federal Fund2@@tédasis points during 2005. The B
was in a favorable position to take advantage efréipid and predictable increases due to its lodnsacurity portfolios being mostly varia
rate instruments. Loan origination fees remainegnst as the Bank became more proficient at Smadiriass Administration (SBA) lendi
and asset based lending. The Bank anticipatesdoamth to continue along with loan origination fe&serest expense increased 70.0
2005. Cornerstone funded the rapid asset growthasily with certificates of deposit and money mar#leposits which are typically mc
expensive for new deposits while retaining existilegosits. This allowed the cost of the funds tly go up 72 basis points while the raw «
of the funds increased 70%.

Interest income increased $6,613,367 or 47.0% i652@om 2004. Interest income produced by the Ipantfolio increase
$6,323,768 or 48.5% from 2004 to 2005. Interesbrime on investment securities and Federal Fundsisotdased slightly at $289,599
28.2% from 2004 to 2005. The increase in loan @gemcome was due to a large increase in the wland rate of loans as the portfi
grew, and was increased further by loan originatems and servicing fees generated by the originatf SBA loans. The Bank attributes
strong loan growth to an increase in the numbeelationship managers and their level of experfi$e small securities income increase
due to the generally higher interest rate enviramme&hich presented few opportunities to inveshwitt material interest rate risk expos
Total interest expense increased $2,502,501 o4 th@005 from 2004.

One of the most useful tools for measuring theitghiif a community bank to make money is its apitib maximize its net intere
margin and its interest rate spread. The net istenargin, or the net yield on earning assetspimsputed by dividing fully taxable equivals
net interest income by average-earning assets.ratissrepresents the difference between the aeeyedd on averagearning assets and
average rate paid for all funds used to suppordhtearning assets. The Companies ended 2005 wih iaterest margin of 5.43%. The
interest spread, defined as the rate of interestinie minus the rate of interest expense, incre28dyhsis points from 4.70% in 2004 to 4.¢



in 2005. The yield on earning assets increased8is Ipoints to 7.68% in 2005 from 6.73% in 2004.
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Allowance for Loan LossThe allowance for possible loan loss representsagements assessment of the risks associated
extending credit and its evaluation of the quadityhe loan portfolio. Management analyzes the lpartfolio to determine the adequacy of
allowance for possible loan losses and the apmtgpprovisions required to maintain a level congideadequate to absorb anticipated
losses. Management believes that the allowancpgdssible loan losses balance of $3,545,042 as céker 31, 2005, is sufficient to abs
known credit risks in the portfolio. No assuranea de given, however, that adverse economic cirtames will not result in increas
losses in the loan portfolio and require greatewisions for possible loan losses in the future.

Non-performing Assetdon-performing assets include non-performing loand foreclosed real estate held for sale. I[derferming
loans include loans classified as non-accrual oegetiated. Cornerstone’s policy is to place a leannonaccrual status when it
contractually past due 90 days or more as to paymkprincipal or interest. At the time a loan ikged on noraccrual status, intere
previously accrued but not collected may be revkesal charged against current earnings. Recogriofi@my interest after a loan has b
placed on non-accrual status is accounted for oash basis. As of December 31, 2005, the Compady$ia’31,383 of noperforming
assets.

Non-interest IncomelNon-interest income consists of revenues generated &dmoad range of financial services and acti
including feebased services and profits and commissions eahmedgh credit life insurance sales and other d@@&wi In addition, gains
losses realized from the sale of investment seesrére included in non-interest income. Total miarest income increased by $498,84
35.5% from 2004 to 2005. Fee income from serviga@bs on deposit accounts increased $84,872 or i8.2205. The Bank had no secu
gain in 2005. Fees generated from the sale of Isafisto the secondary market increased $116,5200% due to an increase in SBA |
origination. Operating lease income increased &¥2pr 118.3% during 2005. This service is offevada very selective basis and the E
does not expect to see significant growth in théaan 2006.

Non-interest Expens®&on-interest expense for 2005 increased by $1,330,53® 8% from 2004. Salaries and employee bel
increased by $602,405 or 15.4% from $3,900,5050@42t0 $4,502,910 in 2005. Hiring of additional gmrnel to cover the growth of 1
Bank, accounted for the majority of the increase005. Occupancy expense increased 12.0% as thie &mtinued to operate five f
service branches and update equipment. Otherimerest expense increased $443,055 or 21.8% iB.ZMis increase was related to «
processing and other expenses incurred due to &mé’8 growth. Lastly depreciation expense assatiatith the Banks operating leas
increased $193,246 or 104.0% due to increased nuofileases outstanding.

Financial Condition

Earning AssetsAverage earning assets in 2005 increased $62,40i8mor 27.89% over 2004 due to material loan gitowm 2005
This loan growth led the expansion of the balafm@esand the Bank funded the loan growth with alioation of FHLB borrowings, mon
market deposits and certificates of deposit. Theraye security portfolio grew $2.6 million or 9.6% maintain an appropriate amoun
securities for pledging purposes and liquidity.

Loan Portfolio.The Banks average loans for 2005 were $236.3 million, anease of 30.3% over $181.3 million in average sdar
2004. The actual balance, before the loan lossvatice, at the end of 2005 was $265.6 million, regméng an increase of $60.3 million fr
2004. Loan growth for 2005, was evenly weightedtighout the year with several large, high qualitsris greatly increasing the Bask’
outstanding balances. The growth was concentratedrnmercial and commercial real estate. The Bamek ladditional relationship mang
during 2005 in an effort to continue the Bamkjrowth. The Bank feels strongly that the keyuocgss in lending, as well as for the Bank
whole, is to hire talented employees to providestauding customer service in a safe and sound manne
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Investment SecuritiesCornerstones average investment securities portfolio incre#&@ million from 2004 to 2005, while Fede
Funds increased $1.8 million during the same perlde average investment portfolio and averager&dands sold for 2005 was $3.
million. Cornerstone maintains an investment sghatef seeking portfolio yields within acceptablekrilevels as well as providing liquidi
pledging requirements and GAP management. To adisintpese strategies, the Bank positioned thesiment Portfolio on the assumpt
that there was a higher probability of rates caritig to rise, and as a result took a cautious ésterate stance and invested appropriately
majority of the purchases during 2005 were in Uiay callable notes structured with an interes catshion to protect the Bank if intel
rates continue to rise. The Bank allowed its US#oyel IBOR floaters to be called as rates increabathg 2005 without replacing them,
the agency U.S. Agencycallable securities represented a better valuaaltiee compressed spreads on the LIBOR floaterseantity of th
security. Cornerstone maintains two classificatiohinvestment securities: “Held to Maturity” andvVailable for Sale.” The Available fol
Sale” securities are carried at fair market valleereas “Held to Maturity” securities are carrigcaok value. At yeaend 2005, unrealiz
losses in the “Available for Sale” portfolio amoadtto $341,466.

Intangibles.During 2002, the Company adopted the provisionStatement of Financial Statement No. 142 Goodwil athe
Intangible Assets concerning the $2,541,476 godaneélated by the merger with the Bank of East Ridgeodwill and is tested annually
impairment. If the carrying value of goodwill excsethe fair value, a writdewn is recorded. No impairment loss was recognih&thc
2005, 2004 or 2003. Also, in December, 2005, thm@any completed the purchase of Eagle Financial,dnd recorded an intangible a
of 848,916. Amortization expense of $13,500 wasgezed on this amortizable intangible.

Deposits.Cornerstone’s average deposits increased $43.pmdl 25.2% from 2004 to 2005. From year-end 2@0gearend 200¢
total actual deposits increased $64.6 million 043 The Banls deposit strategy continues to be focused onctiticgatransaction depos
from business customers while filling funding gayith certificate of deposit specials to attractréroental funds while not driving up the ¢
of certificates already on the books. The Bank sawaordinary success during 2005 in attractingri@ass and public deposits to the B
Average interest bearing transaction accounts aiser@ 25.3% while average demand deposits incr@asd#o. This success partially funt
the Banks loan growth and allowed the Bank to maintaimésinterest margin at an above peer bank levead. Bdnk expects to continue
focus on attracting deposits from businesses, @édpetransaction accounts, which are less expenaivd tie the customer base closely tc
Bank.

Capital ResourcesStockholders average equity increased $10.3 mitins5.4%. The Company had net income of $4,324j6
2005, and the value of the investment securityfplists unrealized gains or losses, net of tax, decrefasada gain of $116.0 thousand t
loss of $165.9 thousand. The actual balance okbtidder's equity increased $7.7 million or 30.9% from $24ilion as of the end of 2004
$32.5 million. During 2005, the Company completds: t500,000 shares initial offering that begun a& #nd of 2004 represen
approximately $7 million in additional capital. Alsluring 2005, several directors exercised goalified options adding an additional $
million to the Company’s capital.

Net Interest | ncome
Table 4 below sets forth information with respecinterest income from average intereatning assets, expressed both in dollar:
yields, and interest expense on average in-bearing liabilities, expressed both in dollars aates, for the periods indicated. The ti

includes loan yields, which reflect the amortizatiof deferred loan origination and commitment felegerest income from investme
securities includes the accretion of discountsandrtization of premiums.

16




TABLE 4
Yields Earned on Average Earning Assets and
Rates Paid on Average Interest Bearing Liabilities

Years Ended December 31,

2005 2004 2003
Interest Interesi Interest
(In thousands) Income/ Income, Income/
Average Expense Yield/ Average Expense Yield/ Average  Expense Yield/
ASSETS Balance Q) Rate Balance (1) Rate Balance Q) Rate
Interest-earning assets:
Loans(1)(2) $236,26! $ 19,35¢ 8.1%% $181,33! $13,03( 7.1%% $141,58¢ $ 10,32¢ 7.2%
Investment securities(3) 29,70¢ 1,217 424 27,11¢  1,00¢ 3.8% 24,11¢ 98C 4.1€6%
Federal funds sold 2,97¢ 101 3.3% 1,21¢ 23 1.8% 1,55( 20 1.29%
Other earning assets 0 0 0.0(% 0 0 0.0(% 0 0 0.0(%
Total interest-earning assets 268,94t 20,67: 7.68% 209,66¢( 14,05¢ 6.7% 167,25: 11,32¢ 6.7<%
Allowance for loan losses (3,025 (2,297 (1,847
Cash and other assets 20,28¢ 16,42¢ 12,79:
Total assets $ 286,20¢ $223,80: $178,20:.
TOTAL LIABILITIES
AND EQUITY
Interest-bearing liabilities:
Deposits:
NOW accounts $ 33,94 32¢ 0.97% $ 28,84! 13€ 0.48% $ 22,29¢ 66 0.3(%
Money market / Savings 45,23: 1,107 2.45%%6 32,28 42¢ 1.33% 25,467 33¢ 1.3%%
Time deposits, $100m and
Over 32,61 1,14¢ 3.51% 25,73¢ 64¢ 2.52%  19,43( 60€ 3.12%
Time deposits, under $100 70,16 2,24( 3.19% 58,367 1,457 25(% 54,67¢ 1,571 2.8%
Total interest-bearing deposi  181,95: 4,821 2.65% 145,22t 2,67: 1.84% 121,87. 2,58¢ 2.12%
Federal funds purchased 4,26¢ 142 3.35% 2,14C 33 1.54% 2,24¢ 33 1.47%
Securities sold under
agreement to repurchase 3,501 60 1.71% 2,57¢ 23 0.8% 2,602 22 0.85%
Other borrowings 30,97¢ 105¢ 3.4(% 25,94: 84¢€ 3.26% 16,12 56¢ 3.52%
Total interest-bearing
Liabilities 220,69t 6,07¢ 2.7%% 175,88¢ 3,57¢ 2.02% 142,84 3,211 2.25%
Net interest spreg 4.9%2% 4.7(% 4.5
Other liabilities:
Demand deposits 34,73( 27,91¢ 18,011
Accrued interest payable a
other liabilities 1,90¢ 1,40¢ 1,22¢
Stockholders' equity 28,87« 18,58¢ 16,11
Total liabilities
And stockholders' equity $286,20¢ $223,80: $178,20:.
Net interest margil $ 14,59¢ 5.4%% $10,48¢ 5.02% $ 8,11¢ 4.81%

(1) Interest income on loans includes amortizatibdeferred loan fees and other discounts of $2iibm $229 million, and $115 million fc
the fiscal years ended December 31, 2005, 20042@08, respectively.
(2) Nonperforming loans are included in the compaiaof average loan balances, and interest inomm&uch loans is recognized on a cash

basis.

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

T able 5 below sets forth information regarding weeghted average contractual yields earned oiCtrapany's interest-earning

assets and the weighted average interest rateppdice Company's interest-bearing liabilities tarding at December 31, 2005. Investment



securities available for sale (“AFS”) are held atrket value and held to maturity (‘HTM”) are shoatnamortized costs.
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TABLE 5
Weighted Average of Interest Earning Assets anerést Bearing Liabilities
Actual Year End Balance for December 31, 2005

Average
(In thousands) Amount Yield/Rate
Interest-earning assets:
Loans $ 236,26! 8.19%
Investment securities 29,70¢ 4.1(%
Federal funds sold 2,97¢ 3.3¢%
Total interest-earning assets $ 268,94¢ 7.6%
Interest bearing liabilities:
NOW account deposi $ 33,94: 0.97%
Savings and money market deposits 45,23: 2.45%
Time deposits under $100,000 70,16 3.1%%
Time deposits of $100,000 or more 32,611 3.51%
Federal funds purchased 4,26¢ 3.35%
Securities sold under agreements to repurchase 3,501 1.71%
Long-term debt 30,97 3.4(%
Total interest bearing liabilities $ 220,69¢ 2. 7504

Table 6 sets forth the changes in interest incontkiaterest expense that are attributable to tfaers: (i) a change in volume
amount of an asset or liability; (ii) a changeriterest rates; or (iii) a change caused by the guatibn of changes in asset or deposit mix.
following table describes the extent to which chemin interest rates and changes in volume ofdsterarning assets and interesaring
liabilities have affected the Company's interesbine and expense during the periods indicatede&on category of interesarning asse
and interesbearing liabilities, information is provided asdibanges attributable to change in volume (chang®lime multiplied by curre
rate) and change in rates (change in rate multifdiecurrent volume). The remaining difference basn allocated to mix.

Table 7 sets forth the re-pricing of the Compaimtsrest earning assets and intefeesaring liabilities as of December 31, 2005.
interest sensitivity gap table is designed to nwnihe Company's interest rate risk exposure withandesignated time period. In orde
control interest rate risk, management regularlynitoos the volume of interest sensitive assetstivelao interest sensitive liabilities o
specific time intervals. The Company's interesé natanagement policy is to attempt to maintain atiredly stable net interest margin
periods of interest rate fluctuations. The Compapylicy is to attempt to maintain a ratio of cuatide gap to total interest sensitive asse
negative 15.00% to positive 15.00% in the time guérdf one year or less. Presently, the Bank is positive oneyear cumulative GA
position of 22.3% and is confident that it is pimsied properly for the Federal Reses/€OMC anticipated actions during 2006. Due tc
Federal Reserve’announcement that the Federal Funds rates areagpjng a neutral position, the Bank has begumptbeess of moving tl
Bank’s interest sensitivity to a more neutral positibhis will be accomplished by purchasing longer tesawgurities with call protection a
increasing the number of fixed rate loans. The Ban#late has not participated in any derivativedpots to address this issue and doe
foresee the need to do so in the immediate fuBetow is a table, which reflects the Company'sredgeearning assets and interesaring
liabilities. The information set forth below is leason the following assumptions of managementsdi)ings and money market and N
accounts will be less interest rate sensitive d&edré-pricing on these accounts will be spreadowet a fiveyear period; and (ii) securiti
other than mortgagkacked securities have been scheduled by matuaity @hile mortgages have been amortized over fheoli the
mortgage.
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TABLE 6

INTEREST INCOME AND EXPENSE ANALYSIS

Year Ended December 31,
2005 Compared to 2004

Net

(In Thousands) Volume Rate Mix Change
Interest income:

Loans (1)(2) $ 4,49¢ $ 2,36: ($540) $ 6,321

Investment securities 11C 11C 9) 211

Federal funds sold 54 36 12 78

Other earning assets 0 0 0 0
Total interest income 6,61(
Interest expense:

NOW accounts 49 16€ (25) 19C

Money market and savings accounts 317 507 (14€) 67¢

Time deposits, $100,000 and over 171 303 22 49¢€

Time deposits, less than $100,000 37¢€ 484 (78) 782

Other borrowings 171 40 9) 202

Federal funds purchased 73 82 (47) 114

Securities sold under agreement to repurchase 15 24 2) 37
Total interest expense 2,49¢
Change in net interest income (expense) $ 4,111

INTEREST INCOME AND EXPENSE ANALYSIS
Year Ended December 31,
2004 Compared to 2003
Net

(In Thousands) Volume Rate Mix Change
Interest income:

Loans (1)(2) $ 2,85¢ $ (181 $ 27 $ 2,70¢

Investment securities 11€ (52 (38) 26

Federal funds sold (6) 7 2 3

Other earning assets 0 0 0 0
Total interest income 2,73
Interest expense:

NOW accounts 31 34k (309) 72

Money market and savings accounts 91 0 QD a0

Time deposits, $100,000 and over 15¢ 0 (11¢€) 43

Time deposits, less than $100,000 92 (5) (207) (120

Other borrowings 32C 0 (42 27¢

Federal funds purchased 2 0 1 Q)

Securities sold under agreement to repurchase 0 14¢ (147) 2
Total interest expense 364
Change in net interest income (expense) $ 2,36¢

(1) Loan amounts include non-accruing loans.
(2) Interest income includes the portion of loaasfeecognized in the respective periods.
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TABLE 7

Re-pricing of Interest Sensitive Assets and Litibii
Year-end balance as of December 31, 2005

(In thousands)
Interest Sensitive Assets:

Federal funds sold
Investment securities
Taxable (1)
Tax-exempt (1)
Loans (2)
Fixed rate and adjustable rate 1-4 family mortgage
Scheduled payments

Total Interest Sensitive Assets

Interest Sensitive Liabilities:

NOW account:

Money market and savings accounts
Time deposits

Other interest bearing liabilities

Total Interest Sensitive Liabilities

Interest Sensitive Gap
Cumulative Interest Sensitive Gap

Ratio of cumulative gap to total Interest Sensithssets

Less than One

Year 1to5 Years (3) Over5 Years (¢ Total

$ 0 $ 0 $ 0 0

5,581 22,427 187 28,19t

0 56& 2,724 3,28¢

27,26¢ 8,37¢ 631 36,27+

192,21¢ 36,14: 91¢ 229,28(

$ 225,06 $ 67,51: $ 4,461 297,03!

$ 17,40 $ 26,10C $ 0 43,50:

35,53 11,84« 0 47,37%

92,40: 29,42¢ 0 121,82t

13,43( 17,00( 2,00( 32,43(

$ 158,76! $ 84,36¢ $ 2,000 245,13:

$ 66,30( ($16,85) $ 2,461 51,90¢

$ 66,30C $ 49,44 $ 51,90¢

22.3% 16.65% 17.4%

(1) All AFS securities are shown at the market gadnd HTM are shown at book value.
(2) Non-performing loans are included as interestimg assets.

(3) All assets and liabilities in these categosesfixed rates.

Lending Activities

Loan Policy

All lending activities of the Bank are under theedt supervision and control of the Directors L&ommittee, which consists of
Chief Executive Officer, President, Senior Loan Auwlistrator, and five outside directors. Also prasanmeetings of the committee are
loan review officer and other lending officers aguired. All lending activities of Eagle are undlee direct supervision and control of
Board of Directors which consist of the Chief Extdori Officer, President, Treasurer, Secretary, Bar8enior Loan Administrator and fc
outside directors. These loan committees enforae &uthorizations for each officer, makes lendiagislons on loans exceeding such lin
services all requests for officer credits to theéeak allowable under current laws and regulaticadministers all problem credits, ¢
determines the allocation of funds for each lendiagegory. The Bank’ established maximum loan volume to assets is 88%. loal
portfolio consists primarily of real estate, comniakrand installment loans.

General

At December 31, 2005, the Company's loan portfotinstituted approximately 81.0% of the Companytal tassets, approximat
82.9% for the Bank, and 76.7% for Eagle. Tablet8 f@th the composition of the Company's loanfptict at the indicated dates.
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TABLE 8
Loan Portfolio Composition
Years Ending December 31,

2005 2004 2003 2002 2001
Amount Percen Amount Percen Amount Percen Amount Percen Amount Percen
Commercial, financial and
agricultural $ 86,03¢ 32.4(%$ 61,74: 30.0¢% $ 42,42( 26.9% $ 28,03 22.48% $ 20,42 19.42%
Real estate - construction  47,07: 17.7% 36,82« 17.9% 24,08 15.3% 20,51 16.4% 13,19( 12.5%
Real estate - mortgage 45,64¢ 17.19% 38,19: 18.61% 28,18t 17.92% 28,33: 22.7% 30,82¢ 29.32%
Real estate - commercial 79,60¢ 29.9¢% 61,86( 30.1% 56,52 35.906 41,92¢ 33.62% 34,54: 32.85%

Consumer loans 7,191 2.71% 6,60 3.22% 6,071 3.86%  5,88( 47%  6,17( 5.87%
Total loans $265,55¢  100.0(% $205,22.  100.00% $157,29(  100.09% $124,68¢  100.0(% $105,15:  100.0(%

Table 9 sets forth the scheduled maturities ofltla@s in the Company's loan portfolio as of Decenife 2005 based on th
contractual terms to maturity. Overdrafts are reggbas due in less than one year. Loans unpaidhtrity are renegotiated based on cul
market rates and terms.

TABLE 9
Loans Maturing
Year-end balance as of December 31, 2005
Less than One

(In thousands) Year 1to 5 Years Over 5 Years Total
Commercial, financial and agricultural $ 77,23¢ $ 8,79t $ 5 % 86,03¢
Real estate - construction 46,22¢ 84z 0 47,07
Real estate - mortgage 36,63¢ 8,37¢ 631 45,64¢
Real estate - commercial 55,81t 22,99 80z 79,60¢
Consumer 3,56¢ 3,514 112 7,191

Total Loans $ 219,48: $ 4452( $ 1550 % 265,55:

Types of Loans
Commercial Loans

Commercial, industrial, and non-farm nasidential loans, hereinafter referred to as coroialeloans (excluding commerc
construction loans) totaled $86.0 million or 32.4%the Companys loan portfolio at December 31, 2005. Commeraahk consist of loa
and lines of credit to individuals, partnershipsl @orporations for a variety of business purposash as accounts receivable and inver
financing, equipment financing, business expansiot working capital. The terms of the Bank's conuiaéioans generally range from
days to a 15 year amortization with a five yeatdwad. The loans generally carry interest ratescivlaidjust in accordance with changes ir
prime rate, but when appropriate will be fixed tatoh the borrowes needs. Substantially all of the Bank's commefois are secured ¢
are guaranteed by the principals of the borrowhis & the fastest growing area of the loan pddfahd is being staffed to continue this tre
The Bank believes this area has the best potdatifiiture growth and has the highest barriersnbfyeto our competitors.

Loans secured by marketable equipment are reqtorbd amortized over a period not to exceed 60 hsorenerally, loans secu
by current assets such as inventory or accountvadue are structured as revolving lines of credih annual maturities. Loans securec
chattel mortgages and accounts receivable may xuetee 85% of their market value. Loans secureddtgd stocks, municipal bonds :
mutual funds may not exceed 70% of their marketiezaUnsecured short-term loans and lines of cradit meet criteria set by the Bask’
Loan Committee. Current financial statements supglbicommercial loans, and such financial stateane updated annually. Commer
loans, which are considered small business loamsthe core business of the Bank. Most loans ardenwith a longierm relationshi
intended and the Bank also seeks to obtain the@Wwer's business and personal depository accounts.
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Real Estate- Construction Loans

As of December 31, 2005, Cornerstone had $47.l1omiih construction and development loans outstamdiwhich represent
17.7% of the loan portfolio. All construction an@veélopment loans are held in the Bankban portfolio. The Bank makes residet
construction loans to own@ecupants and to persons building residential ptgsefor resale. The Bank has two main areas pétroctior
loans: one is to residential real estate develofmrspeculative or custom singlemily residential properties, and the other isctston
commercial construction projects with guaranted@dat provisions. Construction loans are usuallyalde rate loans made for terms of
year or less, but extensions are permitted if cangbn has continued satisfactorily and if thenlas current and other circumstances wa
the extension. Construction loans are limited t%8&@ the appraised value of the lot and the coregletlue of the proposed structure.

Construction financing generally is considered nwoive a higher degree of credit risk than permameartgage financing
residential properties, and this additional riskially is reflected in higher interest rates. Thghleir risk of loss on construction loan:
attributable in large part to the fact that loands are estimated and advanced upon the securitye gfroject under construction, which i
uncertain value prior to the completion of condtinre. Moreover, because of the uncertainties infiteireestimating construction costs, de
arising from labor problems, material shortages aiteér unpredictable contingencies, it is relatifficult to accurately evaluate the tc
loan funds required to complete a project and tuaately evaluate the related loanvi@ue ratios. If the estimates of construction s@stc
the saleability of the property upon completionttod project prove to be inaccurate, the Bank mayebeired to advance funds beyond
amount originally committed to permit completiontbé project. If the estimate of value proves tartaecurate, the Bank may be confron
at or prior to the maturity of the loan, with a je with a value that is insufficient to assur# fapayment.

The Bank's underwriting criteria are designed taleate and minimize the risk of each constructimeml Among other items, t
Bank considers evidence of the availability of penent financing or a takadt commitment to the borrower, the financial strtBnanc
reputation of the borrower, an independent appraisd review of cost estimates, market conditicarg], if applicable, the amount of
borrower's equity in the project, pre-constructae or leasing information and cash flow projettiof the borrower.

Real Estate- Mortgage Loans

At December 31, 2005, real estate mortgage loataetb $45.6 million or 17.2% of the Company's Igaortfolio. Real esta
mortgage loans include all one to four family resitlal loans secured by real estate for purpodesr dhan construction or acquisition :
development. All real estate loans are held inBhek’s loan portfolio except for loans that are desigdais loans held for sale. The Ic
held for sale are FHLB or FNMA qualified and haweeh preapproved by an underwriting specialist prior tosohg. As of December 2
2005, the Bank held $603 thousand of these secpmdarket mortgages. The remainder of the Bamkbrtgage loans are home equity Ic
and are made at fixed interest rates for termsnefto three years with balloon payment provisiamd @amortized over a 10 to 15 year pet
The Bank's experience indicates that real estareslaormally remain outstanding for much shorteiogs (seven years on average) than
stated maturity because the borrowers repay theslwafull either upon the sale of the secured ertypor upon the refinancing of the origi
loan.

In the case of owner occupied sindgenily residences, real estate loans are madepfdo 95% of the value of the property secu
the loan, based upon an appraisal if the loan afriswver $100,000. When the loan is secured blyestate containing a nawner occupie
dwelling of one to four family units, loans gendyare made for up to 80% of the value, based wpoappraisal if the loan amount is ¢
$100,000. The Bank also requires title insurandedare the priority of the property lien on itafrestate loans over $50,000 and require:
and casualty insurance on all of its loans.
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The real estate loans originated by the Bank cordaidue-onsale” clause, which provides that the Bank mayatecthe unpa
balance of the loan immediately due and payabla dipe sale of the mortgaged property. Such claaiean important means of reducing
average loan life and increasing the yield on egstixed-rate real estate loans, and it is thekBapolicy to enforce due-on-sale clauses.

Real Estat-Commercial

At December 31, 2005, commercial real estate mgedaans totaled $ 79.6 million or 30.0% of the @amy's loan portfolic
Commercial real estate mortgage loans include mdl o four family residential loans secured by resfate for purposes other tl
construction or acquisition and development. Alhlrestate loans are held in the Bankban portfolio except for loans that have
participated to correspondent banks. The Bank seill these participations once a loan exceeds #rk’B legal lending limit or is deem
appropriate by the Direct@’Loan Committee. Commercial real estate mortgages are a combination of properties that are tease o
used for a primary place of a business the Bankahasationship with. Most of the commercial resiage loans have fixed interest rates
terms of one to three years with balloon paymeavigions and are amortized over aI®year period, but whenever possible the Bank
seek a variable rate loan which would be tied ®Nlew York prime rate and adjusted monthly. ThekBaexperience indicates that real et
loans normally remain outstanding for much shgutatods (seven years on average) than their stadddrity because the borrowers repay
loans in full either upon the sale of the secunexgberty or upon the refinancing of the originaldoa

Commercial real estate loans are made for up to @%te value of the property securing the loarsgolaupon an appraisal if the Ic
amount is over $100,000. The Bank also requirsitisurance to insure the priority of the propéigy on its real estate loans over $50
and requires fire and casualty insurance on atkdbans.

Consumer Loans

At December 31, 2005, consumer loans totaled $7lmor 2.7% of the Company's loan portfolio. Heeoans consist of consur
installment loans and consumer credit card balarkesf December 31, 2005, the Bank had $951 thaliseedit card balances outstanding

The Bank makes both secured and unsecured condoamsr for a variety of personal and household psgpoMost of the Banl
consumer loans are automobile loans, boat loaapepty improvement loans and loans to depositorghensecurity of their certificates
deposit. These loans are generally made for tefnap do five years at fixed interest rates. The Baansiders consumer loans to invoh
relatively high credit risk compared to real estat@ns. Consumer loans, therefore, generally yéelélatively high return to the Bank ¢
provide a relatively short maturity. The Bank bedie that the generally higher yields and the shdeens available on various types
consumer loans tend to offset the relatively higtelt associated with such loans, and contribute fyofitable spread between the Ba
average yield on earning assets and the Bank'©tasds.

Lending Commitmen

As of December 31, 2005, commitments under statetbgrs of credit and undisbursed loan commitmegtregated approximat
$63,972,000. This number includes all lines thaehzot been fully drawn and loan commitments inshme status.

Origination, Purchase and Sale of Loans

The Bank originates loans primarily in Hamilton @ty Tennessee. The Bank also originates loans anidl, Sequatchie, a
Bradley Counties in Tennessee, and Dade, WalkeiCatdosa Counties in Georgia, each of which isigoatis to Hamilton County. Loa
are originated by thirteen loan officers who operféiom the Bank's offices in Chattanooga. Thesen loHicers actively solicit log
applications from existing customers, local mantufeers and retailers, builders, real estate deeekpeal estate agents and others. The
also receives numerous loan applications as atrefsclistomer referrals and walk-ins to its offices
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Upon receipt of a loan application and all requiseghporting information from a prospective borrowte Bank obtains a cre
report and verifies specific information relatirggthe loan applicant's employment, income and twedihiness. For significant extension:
credit in which real estate will secure the progb&®n, a certified appraisal of the real estataridertaken by an independent appri
approved by the Bank. The Bank's loan officers tealyze the credit worthiness of the borrower iedvalue of any collateral involved.

The Banks loan approval process is intended to be congeevaut also responsive to customer needs. Loamsapproved i
accordance with the Bank's written loan policy, etthprovides for several tiers of approval authoritgsed on a borrower's aggregate
with the Bank. Certain loan officers have the atiticto approve loans of up to $ 500,000. All othlean officers have the authority
approve secured loans of up to at least $ 25,00€xeTis an Officers Loan Committee comprised ofstaior officers of the Bank which m
approve any loan that increases the borrower'seagge indebtedness above an individual offgcdithit, but that is not more than
2,000,000. The Directors Loan Committee must apprll/loans over $ 2,000,000 up to $ 4,500,000.l¢dhs above $4,500,000 up to
Bank’s legal lending limit must be approved by Beard of Directors of the Bank. The Bank’s legaiding limit is 25% of the Bank’
qualifying equity for secured loans and 15% foramsed loans.

The Bank has in the past purchased and sold comahk&ran participations with correspondent bankd il continue the practic
when management feels the action would be in tiseibterest of shareholders. The purchase of l@aticfpations allows the Bank to exp:
its loan portfolio and increase profitability whigill maintaining the high credit standards, wharke applied to all extensions of credit
by the Bank. The sale of loan participations alldiws Bank to make larger loans and retain a senyitee for its labor, which it otherwi
would be unable to make due to capital or othedifum considerations. As of the end December 31528 Bank had participatic
purchased totaling $4.5 million and participatieotd of $20.8 million.

Loan Feelncome

In addition to interest earned on loans, the Baakeives origination fees for making loans, commithfees for making certain loa
and other fees for miscellaneous loalated services. Such fee income varies with teme of loans made, prepaid or sold, and the &
fees vary from time to time depending on the suppljunds and competitive conditions.

Commitment fees are charged by the Bank to theola@nr for certain loans and are calculated as aepéage of the principal amot
of the loan. These fees normally are deducted fteenproceeds of the loan and generally range fri##lto 2% of the principal amou
depending on the type and volume of loans madenaarttet conditions such as the demand for loansavadability of money and genel
economic conditions. The Bank complies with FASBa®@#l amortizes all significant loan fees over tfeedf the loan.

The Bank also receives miscellaneous fee incomen flate payment charges, overdraft fees, propergpdation fees, ai
miscellaneous services related to its existing do&ior the year ended December 31, 2005, the Baodgnized origination, commitment ¢
other loan fees totaling $1,631,844, which equ8ld&b of the Company’s total loan interest incometlie year.

Problem Loans and Allowance for Loan Losses
Problem Loan:

In originating loans, the Company recognizes thaill experience credit losses and that the riloes will vary with, among oth
things, the type of loan being made, the credithingss of the borrower over the term of the loath amthe case of a secured loan, the gt
of the security for the loan. The Company has tut&t measures at the Bank which are designeditaeethe risk of, and monitor expos
to, credit losses.

The Banks loan portfolio is systematically reviewed by Bank's management, internal auditors, externaltargliand State a
Federal regulators to ensure that the Barkiger loan relationships are being maintainethiwithe loan policy guidelines, and rerr
properly underwritten. Input from all the above sx@s is used by the Bank to take corrective actsnsecessary. As discussed below, ea
the Bank's loans is assigned a rating in accordastbethe Bank's internal loan rating system. Adispdue loans are reviewed by the Bz
senior lending officers and all past due loans &&5,000 are reviewed monthly by the Director’'s h@zommittee. All loans classifiedas
substandard or doubtful, as well as any "speciaitioe" loans (defined in the following paragrapade placed on the Barkwatch list an
reviewed at least monthly by the Direcei.oan Committee. In addition, all loans to a matdr borrower are reviewed, regardles
classification, each time such borrower requestsngwal or extension of any loan or requests artiaddl loan. All lines of credit a
reviewed annually prior to renewal. Such reviewdude, but are not limited to, the ability of thertower to repay the loan, a assessme
of the borrower’s financial condition, the valueaofy collateral and the estimated potential logheédBank, if any.
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The Bank's internal problem loan rating systemhdistaes three classifications for problem assatbstandard, doubtful and lo
Additionally, in connection with regulatory examiitms of the Bank, Federal and State examiners hateority to identify problem ass
and, if appropriate, require the Bank to clasdifgn. Substandard assets have one or more defirekhegses and are characterized b
distinct possibility that the Bank will sustain senfoss if the deficiencies are not corrected. Dinlibhssets have the weaknesse
substandard assets with the additional charadtetiigit the weaknesses make collection or liquacaitn full, on the basis of currently exist
facts, conditions and values, highly questionable improbable. An asset classified as loss is daned uncollectible and of such little ve
that continuance as an asset of the Bank is natawiad. Consequently, such assets are chafjed-the month they are classified as |
Federal regulations also designate a "special m@htategory, described as assets which do noewtlyrexpose the Bank to a suffici
degree of risk to warrant classification but dogess credit deficiencies or potential weaknessesrd@g management's close attention.

Assets classified as substandard or doubtful reqiie Bank to establish general allowances for loases. If an asset or port
thereof is classified as loss, the Bank must eiéiséablish specific allowances for loan lossefhitnamount of 100% of the portion of the a
classified as loss or charge off such amount. Gérless allowances established to cover possitdsel® related to assets classifie
substandard or doubtful may be included, up toagelimits, in determining the Bank's regulatoryital, while specific valuation allowanc
for loan losses do not qualify as regulatory capita

The Bank's collection procedures provide that wléran becomes 15 days and 30 days delinquerbotihewer is contacted by m
and payment is requested. If the delinquency coatnsubsequent efforts are made to contact antesegayment from the delinqu
borrower. Most loan delinquencies are cured wilndays and no legal action is required. In cert&itcumstances, the Bank, for a fee, |
modify the loan, grant a limited moratorium on Igaeyments or revise the payment schedule to ertladlborrower to restructure his or
financial affairs. Generally, the Bank stops accruing interest andaaeyued non collected interest will be reverseddcordance with GAA
on delinquent loans when payment is in arrear®@adays or when collection otherwise becomes dalubffthe delinquency exceeds
days and is not cured through the Bank's normétctidn procedures or through a restructuring,Baak will institute measures to enforce
remedies resulting from the default, including coemeing a foreclosure, repossession or collectidiormcln certain cases, the Bank \
consider accepting a voluntary conveyance of aitin lieu of foreclosure or repossession. Reaperty acquired by the Bank as a resu
foreclosure or by deed in lieu of foreclosure @ssified as "real estate owned" until it is sold @ carried at the lower of cost or fair ve
less estimated costs to dispose. Accounting stdadiefine fair value as the amount that is expetttda received in a current sale betwe
willing buyer and seller other than in a forcedliquidation sale. Fair values at foreclosure arsellaon appraisals. Losses arising fron
acquisition of foreclosed properties are chargeairesg the allowance for loan losses. Subsequere-downs are provided by a charge
income through losses on other real estate in¢hegin which the need arises.

The Bank attempts to sell real estate owned promgftier foreclosure, and sold $224,696 of its restate owned due to Ic
foreclosures during the year ended December 315.200e book value of real estate owned that was Isplthe Bank during the year en
December 31, 2005 totaled $244,916. As of Decerl®bg2005, the Bank had $776,136 in value of re@tewned as a result of foreclosi

Table 10 sets forth information regarding the Conyfmdelinquent and non-performing assets as ofigbes indicated.
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Allowance for Loan Losse

The allowance or reserve for possible loan loss@smeans of absorbing future losses, which coallthdurred from the current lo
portfolio. The Bank maintains an allowance for plolesloan losses, and management adjusts the deaikenaances monthly by charges
income in response to changes to outstanding lakmbes.

The Bank maintains a general allowance equal toaxppately 1.30% of the total principal amount @fhs outstanding a
management adjusts the general allowance monthighbyges or credits to income in response to clanmgéhe outstanding loan balar
Management also may establish specific loan Idesvahces for specific loans after considering siachors as past delinquencies on the |
the value of the underlying collateral and the sif¢he loan. A loan or portion thereof is chargdtiagainst the general allowance w
management has determined that losses on suchdoamsobable. Recoveries on any loans chaoffith prior fiscal periods are credited
the allowance. It is the opinion of the Bank's ngemaent that the balance in the general allowanckém losses as of December 31, 20(
adequate to absorb possible losses from loansntlyrie the portfolio.

TABLE 10
Delinquent and Non-performing Assets
Actual for Years Ending December 31,
(In thousands) 2005 2004

Accruing loans that are contractually
past due 90-days or more:

Commercial, financial and agricultural $ 21 $ 0
Real estate - construction 0 0
Real estate - mortgage 0 0
Consumer 0 0

Total Loans $ 21€ $ 0

Non-accruing loans 90-days or more:

Commercial, financial and agricultural $ 0 % 0
Real estate - construction 52 10z
Real estate - mortgage 67C 39
Consumer 12 1
Total Loans $ 734 $ 14z
Real estate acquired through foreclosure $ 77€ $ 98
Property acquired through repossession 5 20
Total acquired $ 781 $ 11¢
Total Loans $ 265,55 $ 205,22:
Ratio of non-performing assets to total loans 0.6€% 0.1(%

Ratio of delinquent (30-days or more) but accrdoans to:
Total loans 0.82% 0.3%%
Total assets 0.67% 0.28%

In addition to the Bank's loan rating system foolpjem assets described above (see “Problem Loatmve), the Bank h
established a loan rating system for all categaridsans which assists management and the Bodbdre€tors in determining the adequac
the Bank's allowance for loan losses. Each loahénBank's portfolio is assigned a rating whicheigiewed by management periodicall
ensure its continued suitability. An exception iada in the case of (i) monthly installment loansoltare grouped together by delinque
status such as over 10, 30, 60, or 90 days pastmi€ii) problem assets which are rated as suiatdndoubtful, or loss as discussed at
All other loans are assigned a rating of excellgagd, or average. The total amount of loans im @i¢hese loan rating categories is weig
by a factor that management believes reasonallcteflosses that can be anticipated with respeldtans in each of these categories. B



on these weightings, the Bank’s management edtaslian allowance for loan losses that is revieweitslBoard of Directors each month.
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Table 11 summarizes the Company's loan loss experir the periods indicated.

TABLE 11
Loan Loss Reserve Analysis
Years Ending December 31,
(in thousands 2005 2004 2003 2002 2001
Average loans $ 236,26! $ 181,33" $ 141,58t $ 107,67¢ $ 90,86(

Allowance for possible loan losses,
Beginning of the period $ 2,65¢ $ 2,011 $ 1,591 $ 1,322 $ 1,142

Charge-offs for the period:

Commercial, financial and agricultural 27t 165 228 427 12¢
Real estate - construction 48 0 0 0 0
Real estate - mortgage 12¢ 13¢€ 6 12 69
Consumer 111 69 10€ 2 60
Total charge-offs 562 372 33t 497 403

Recoveries for the period:

Commercial, financial and agricultural 12 14¢ 182 75 10¢
Real estate - construction 1 0 3 0 1
Real estate - mortgage 6 7 0 7 3
Consumer 28 23 24 27 36
Total recoveries 47 17¢ 21C 10¢ 14¢&
Net charge-offs for the period 51t 18€ 12t 38¢ 25E
Provision for loan losses 140z 84C 54& 682 43t
Adjustments 0 0 0 (26) 0
Allowance for possible loan losses, end of period $ 3,54t $ 2,65¢ % 2,011 $ 1591 $ 1,322

Ratio of allowance for loan losses to total average
loans outstanding 1.5(% 1.47% 1.42% 1.48% 1.4€%

Ratio of net charge-offs during the period to agera
loans outstanding during the period 0.22% 0.1(% 0.09% 0.3€% 0.28%
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Table 12 below sets forth the Company's allocatifoiine allowance for loan losses as of Decembe305, 2004 and 2003.

TABLE 12

Allowance for Loan Losses
Years Ending December 31,

2005 2004 2003
Percent of Percent of Percent of

(In thousands) loans by loans by loans by
Balance at end of period category to category to category to
applicable to Amount total loans Amount total loans Amount total loans
Commercial, financial and
agricultural $ 1,43¢ 32.4% $ 1,00z 30.0¢% $ 84C 26.91%
Real estate - construction 1,258 17.7% 962 17.9%% 53¢ 15.31%
Real estate - commercial 53t 29.98% 361 30.1%% 352 35.94%
Real estate - mortgage 79 17.1% 12z 18.61% 13¢ 17.92%
Consumer 24C 2.71% 211 3.22% 141 3.8€%

Totals $ 3,54t 100.0% $ 2,65¢ 100.0% $ 2,011 100.0(%

2002 2001
Percent of Percent of

(In thousands) loans by loans by
Balance at end of period category to category to
applicable to Amount total loans Amount total loans
Commercial, financial and
agricultural $ 537 22.48% $ 38¢ 19.42%
Real estate - construction 524 16.46% 332 12.54%
Real estate - commercial 24k 22.71% 251 32.85%
Real estate - mortgage 13¢€ 33.62% 20C 29.32%
Consumer 147 4.72% 151 5.87%

Totals $ 1,591 100.0% $ 1,322 100.00%

I nvestment Activities
Investment Polic

The objective of the Company’s investment policyoisnvest funds not otherwise needed to meetdae temand of the Company’
market area and to meet the following five objextivGap Management, Liquidity, Pledging, Returm bocal Community Support. In doi
so, Cornerstone uses the portfolio to provide stinecand liquidity that the loan portfolio canndte management investment comm
balances the market risk and credit risks agaiespbtential investment return, make investmentspatible with the pledge requirement:
the Company'’s deposit of public funds,
maintain compliance with regulatory investment iegments, and assists the various public entitiéth wheir financing needs. T
management investment committee is authorized éxwdg security transactions for the investmentfplast based on the decisions of
Board of Directors Asset Liability Committee (“ALCD All the investment transactions occurring since pevious ALCO meeting a
reviewed by the ALCO at its next monthly meeting,aiddition to the entire portfolio. The investmguaticy allows portfolio holdings !
include short-term securities purchased to proti@eBank’s needed liquidity and longerm securities purchased to generate stable ir
for the Bank during periods of interest rate fladtans.
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The Bank’s investment portfolio totaled $ 31.5 foitl or 9.7% of total assets at December 31, 2005.

T able 13 sets forth the carrying value of the Bamkigstments at the dates indicated. Securitiehele: in both available for si
and held to maturity categories. Securities avialédy sale are carried at fair market value araigges held to maturity are held at their b
value.

TABLE 13
Securities Portfolio
Years Ending December 31,

Securities available for sale: 2005 2004 2003
U.S. Government and agency obligations $ 22,34¢  $ 10,977 $ 11,08¢
Mortgage-backed and other securities 4,00( 11,32¢ 11,20¢
State & political subdivisions tax-exempt 3,28¢ 3,14( 1,45:
Corporate debt 494 1,027 1,65¢

Totals $ 30,12¢ $ 26,47C $ 24,40¢

Securities held to maturity:

U.S. Government and agency obligations $ 0 $ 0 $ 0
Mortgage-backed and other securities 32z 391 641
State & political subdivisions tax-exempt 0 0 0
Corporate debt 0 0 0

Totals $ 32z $ 391 $ 641
Federal Home Loan Bank stock, at cost 1,03« 854 582
Total Securities $ 31,48 $ 27,71 $ 26,04¢

For December 31, 2005 tables 14 and 15 set foethbdiok value of the Bank's investments, the wehteerage yields on the Bar
investments and the periods to maturity of the Bamvestments for the “Securities Available foteS8and the “Securities Held to Maturity,”
respectively.

TABLE 14
Weighted Average Yields on the Available For Saleelstments
Periods of Maturity from December 31, 2005
Less than 1 year 1to 5years 5to 10 year: Over 10 years
Weighted Weighted Weighted Weighted
Securities available for Avg. Yield Avg. Yield Avg. Yield Avg. Yield
sale: Amount (1) Amount (1) Amount (1) Amount (1)
U.S. Treasuries $ 0 0.0(% $ 0 0.0(% $ 0 0.0(% $ 0 0.0(%
U.S. Government
agencies 0 0.0% 22,35( 4.3¢% 0 0.0(% 73¢ 5.71%
Mortgage-backed
securities (2) 0 0.0% 10 6.67%0 20 6.6£% 3,23( 4.42%
Tax-exempt municipal
bonds 0 0.0% 56& 4.71% 61¢ 4.1€% 2,101 5.22%
Other bonds, notes,
debentures and securiti 494 7.02% 0 0.0(% 0 0.0(% 0 0.0(%
Totals $ 494 7.02% $ 22,92¢ 431% $ 63¢ 420 %  6,07( 4.8€%

Total Securities



Available for Sale

$ 30,12¢

4.51%
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TABLE 15
Weighted Average Yields on the Held To Maturity éstments
Periods of Maturity from December 31, 2005

Less than 1 year 1to 5years 5to 10 years Over 10 years
Weighted Weighted Weighted Weighted
. . Avg. Yield Avg. Yield Avg. Yield Avg. Yield
Securities held to maturity:  amount (1) Amount (1) Amount 1) Amount 1)
U.S. Treasuries $ 0 0.0(% $ 0 0.0(% $ 0 0.0(% $ 0 0.0(%
U.S. Government agencies 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
Mortgage-backed securities (2) 0 0.0(% 29 7.5(% 37 6.6&% 25€ 5.87%
Tax-exempt municipal bonds 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
Other bonds, notes, debentures :
securities 0 0.00% 0 0.00% 0 0.00% 0 0.00%
Totals $ 0 0.0(% $ 29 7.5(% $ 37 6.66% $ 25€ 5.871%
Total Securities held to maturity $ 322 6.02%
Federal Home Loan Bank stock,
cost $ 1,03¢ 4.87%

Total Securities $ 31,48¢ 4.50%

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

Sources of Funds
General

Time, money market, savings and demand depositsharenajor source of the Company's funds for lemdind other investme
purposes. All deposits are held by the Bank. Intamd the Company obtains funds from loan printiggpayments and proceeds from sale
loan participations and investment securities. Ligpayments are a relatively stable source of fumtile deposit inflows and outflows a
sales of loan participations and investment sdeariare significantly influenced by prevailing irdst rates, economic conditions and
Company's asset and liability management strategiesowings are used on either a shert basis to compensate for reductions ir
availability of other sources of funds or on a lenterm basis to reduce interest rate risk.

Deposits

The Bank offers several types of deposit accowmith, the principal differences relating to the minim balances required, the ti
period the funds must remain on deposit and therest rate. Deposits are obtained primarily from Bank's Chattanooga Metropoli
Statistical Area (MSA). The Bank does advertisedeposits outside of this area and has had modsuwatess attracting deposits from ci
unions around the United States. The Bank doesalait funds from brokers. The Bank does not nghon any single person or groug
related persons for a material portion of its déposiowever, the Bank has a large depositor rélateits ACH business line that leave
large amount of money for the Bank to use as is@ashrough the Bank to its final destination. Agipal source of deposits for the B
consists of shorterm money market and other accounts, which arbhhigesponsive to changes in market interest ratesordingly, th
Bank, like all financial institutions, is subject $hort-term fluctuations in deposits in respomseustomer actions due to changing shentr
market interest rates. The ability of the Bank tivaat and maintain deposits and the Bank's co$tirmds has been and will continue tc
significantly affected by money market conditions.
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Table 16 sets forth the composition of depositstifier Company, excluding accrued interest payahletype for the years end
December 31, 2005, December 31, 2004 and Decemb@083.

TABLE 16
Deposit Composition
Years Ending December 31,

(In thousands) 2005 2004 2003
Demand deposits $ 42,118 $ 34,02 $ 22,32]
NOW deposits 33,08( 32,85¢ 28,51«
Savings & money market deposits 55,41 31,21: 27,71
Time deposits under $100,000 83,11¢ 59,65¢ 58,53¢
Time deposits $100,000 and over 38,707 30,08¢ 22,26¢

Total Deposits $ 252,43 $ 187,83 $ 159,35:

Table 17 presents a breakdown by category of tlkeage amount of deposits and the average rateopaibposits for the peria
indicated:

TABLE 17
Average Amount and Average Rate Paid on Deposits
Years Ending December 31,
(In thousands 2005 2004 2003
Amount Rate Amount Rate Amount Rate

Demand deposits $ 34,73( $ 27,91¢ $ 18,017
NOW deposits 33,94: 0.97% 28,84: 0.4% 22,29¢ 0.3(%
Savings & money market deposits 45,23: 2.45% 32,28: 1.37% 25,467 1.32%
Time deposits under $100,000 70,16" 3.1¢% 58,36: 2.5(% 54,67¢ 2.86%
Time deposits $100,000 and over 32,61 3.51% 25,73¢ 2.52% 19,43( 3.12%

Total Deposits $ 216,68: 2.65% $ 173,14« 1.55% $ 139,89: 1.85%
Borrowings

The Bank joined the Federal Home Loan Bank of Qinati in October of 2000. The Federal Home LoankBame “FHLB”) allows
the Bank to borrow funds on a contractual basisyntames at rates lower than the costs of localifigates of deposit. In addition, the FH
has the ability to provide structured advances lest reduce or leverage the interest rate ristk@Bank. The Bank as of the end of the
had $30 million outstanding with the FHLB. All th@ans are from $2 to $5 million in size and areictired as ten year obligations with
optional conversion to a floating rate after aexigperiod of time. The loans have maturities ramdiom December 2010 to February 2
and have conversion dates ranging from immediateetwruary 2010. Interest rates range from 2.4%.Q805 The Bank has several Fed
Funds lines of credit available with correspondeantks with a total availability of $33 million aftbhe end of 2005. In addition, the Bank
the right to borrow from the Federal Reserve Bdnkeicessary to supplement its supply of funds albsl for lending and to meet dep
withdrawal requirements. As of December 31, 2086, Company had established a line of credit of $&lllon priced at 1 month LIBO
plus 150 basis points. The loan was establishéustrt capital infusions to the Bank to fund growttretire treasury stock, if any, as nee
This line allows the Company to act as a sourcstr@ngth for the Bank without the expense or dilutdf additional common stock. As
December 31, 2005, there were no borrowings orirtieeof credit and the Company has the entire arhauailable to inject capital into t
Bank or fund other investments.

Balance Sheet Management
Liquidity ManagementLiquidity is the ability of a company to convertsass into cash without significant loss and togdisds b

increasing liabilities. Liquidity management invesshaving the ability to meet day-tiay cash flow requirements of its customers, wh
they are depositors wishing to withdraw funds arrdmvers requiring funds to meet their credit needs.
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The primary function of asset / liability managemennot only to assure adequate liquidity in orterthe Company to meet 1
needs of its customer base, but also to maintampanopriate balance between interest-sensitivetsaissd interestensitive liabilities so th
the Company can profitably deploy its assets aedefbre optimize earnings. Both assets and ligdsliare considered sources of liqui
funding and both are, therefore, monitored on § dxisis.

The asset portion of the balance sheet providesdity primarily through loan repayment and matyrif investment securitie
Additional sources of liquidity are the investmentFederal Funds sold and prepayments from the gage backed securities from
investment portfolio.

The liability portion of the balance sheet providigsidity through various interest bearing and +ioterest bearing deposit accou
Other shorterm liabilities, which do not qualify as a deposite Federal Funds purchased and securities wagteement to repurch
(REPQ'’s). Both are temporary solutions for liqud#s Federal Funds must be paid off at least oneeye30 days and REP®'must b
collateralized by investment securities. At yead December 31, 2005, the Company had $2.4 milederal Funds purchased and :
million in REPQ'’s. Longeterm liabilities are limited to FHLB advances, wiwould be used to reduce interest rate risk, ammg2any loan
used to repurchase common stock or finance anyisitiqn in the future.

Capital Resources/ Liquidity

Liquidity. Of primary importance to depositors, creditors egglilators is the ability to have readily availahleds sufficient to repz
fully maturing liabilities. The Compang’ liquidity, represented by cash and cash from §aikk a result of its operating, investing
financing activities. In order to ensure funds available at all times, the Company devotes ressute projecting on a monthly basis
amount of funds accessible. Liquidity requiremeras also be met through short-term borrowing ordikposition of shorterm assets, whi
are generally matched to correspond to the matafitiabilities.

The Company’s liquidity target is measured by addime Bank$ net cash, short term and marketable securitiepledged an
dividing this number by total deposits and shertn liabilities not secured by assets pledged. ag@oved liquidity policy is targeted at 1
and currently the Bank’liquidity ratio is 7.9%. The Company is not suhbjeo any specific liquidity requirements imposed fegulaton
orders. The Company is subject to general FDIC ginids, which do not require a minimum level ofuiidjty. Management believes
liquidity ratios meet or exceed these guidelineanikgement does not know of any trends or demartdshware reasonably likely to resul
liquidity increasing or decreasing in any matennner.

Table 18 sets forth the average loan to depositsia liquidity measure, for periods indicated:

TABLE 18
December 31, December 31,
2005 2004
Average loans to average deposits 109.02% 104.7%

Impact of Inflation and Changing Price$he financial statements and related financial ga¢gsented herein have been prepar
accordance with U.S. generally accepted accoumptimgiples, which require the measurement of tharftial position and operating result
terms of historical dollars without considering tbhkanges in the relative purchasing power of mooegr time and due to inflatic
Management is concerned with two inflationary fastdhe first and the most common is the generphich of inflation on operations of i
Company and is reflected in increased operatingscd$ie other and more material to the Banirofitability are interest rate adjustment:
the Federal Reserve and the general fixed incom&eanan reaction to inflation. In other words, irgst rate risk, unlike most indust
companies, substantially impacts the Company becausially all of the assets and liabilities oet€ompany are monetary in nature. /
result, interest rates may have a more signifieapgict on the Company’performance than the effects of general leveigft#tion. Interes
rates do not necessarily move in the same directian the same magnitude as the price of goodssandces and each issue must be
with independently.

32




Capital Adequacy

Capital adequacy refers to the level of capitaliegl to sustain asset growth and to absorb lo3$esobjective of the Comparsy’
management is to maintain a level of capitalizatibat is sufficient to take advantage of profitagl@wth opportunities while meeti
regulatory requirements. This is achieved by imprg\profitability by effectively allocating resowes to more profitable business, impro\
asset quality, strengthening service quality, aneamlining costs. The primary measures used byagement to monitor the results of tr
efforts are the ratios of actual equity to averaggets and actual equity to risk-adjusted assets.

The FDIC has adopted capital guidelines goverriimgatctivities of banks. These guidelines requieerttaintenance of an amoun
capital based on ris&djusted assets so that categories of assets atehtfally higher credit risk will require more dtgh backing than asse
with lower risk. In addition, banks are requirednaintain capital to support, on a risk-adjustesifjacertain offsalance sheet activities st
as loan commitments. The capital guidelines clgssi#pital into two tiers, referred to as Tier | amder 1. Under riskbased capit
requirements, total capital consists of Tier | talpivhich is generally common shareholdegquity less goodwill and Tier Il which
primarily Tier | capital plus a portion of the lodoss allowance. In determining risk-based capiagjuirements, assets are assigned risk
weights of 0% to 100%, depending primarily on thgulatory assigned levels of credit risk associatéd such assets. Offalance she
items are considered in the calculation of @siusted assets through conversion factors estebliby regulators. The framework
calculating riskbased capital requires banks to meet the regulatanymums of 4% Tier | and 8% total risk based tapin 1990 regulato
added a leverage computation to the capital reoneinés, comparing Tier | capital to total averageetsless goodwill.

Table 19 sets forth the composition of the Ban&fsital at December 31, 2005 and 2004.

TABLE 19
Bank Capital
Years Ending December 31,
December 31, December 31,
(In thousands) 2005 2004
Capital:
Tier | Capital:
Stockholders’ equity $ 25,81¢ $ 19,98¢
Less gain on AFS securities 0 (11€)
Plus loss on AFS securities 16€ 0
Less disallowed intangibles (1) 0
Total Tier | Capital 25,981 19,87:
Tier Il Capital:
Qualifying debt 0 0
Reserve for non-core Bank activities 31C 263
Qualifying allowance for loan losses 3,422 2,66t
Less disallowed intangibles (224 (289)
Total Tier Il Capital 3,50¢ 2,63¢
Total Capital $ 29,48¢ $ 22,51:
Risk-adjusted Assets $ 280,43¢ $ 218,19¢
Average Assets $ 283,39: $ 221,07:
Ratios:
Tier | capital to risk-adjusted assets 9.2¢% 9.11%
Tier Il capital to risk-adjusted assets 10.52% 10.32%
Leverage ratio (Tier | capital to average assets
Less disallowed intangibles) 9.17% 8.9¢%

The Federal Deposit Insurance Corporation ImproverAet of 1991 (“FDICIA”) established five capital categories for banks. W
the regulation defining these five capital categ®rieach bank is classified into one of the fivegaries based on its level of ribksed capit
as measured by Tier | capital, total risksed capital, and Tier | leverage ratios anduipesrisory ratings. Table 20 lists the five catégmo



capital and each of the minimum requirements ferttinee risk-based ratios.
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TABLE 20
Minimum Requirements for Risk-Based Capital Ratios

Total Risk- Tier | Risk-
Based Based

Capital Ratio Capital Ratio Leverage Ratio
Well capitalized 10% or abov 6% or abov 5% or abov
Adequately capitalized 8% or abov 4% or abov 4% or abov
Under Capitalized Less than 8% Less than 44 Less than 44
Significantly undercapitalized Less than @4 Less than 3% Less than 3%
Critically undercapitalized 2% or les

On December 31, 2005, the Company exceeded théateguminimums and qualified as a weltpitalized institution under t
regulations. The Bank will adopt Statement of FziahAccounting Standard number 123R in 2006. Tlaeeno critical accounting polici
applied that have alternative applications whichuladikely change the results of operations in aarial amount. Management of the B
believes it has made the proper judgements al®aeiection of accounting policies.

ITEM 7. FINANCIAL STATEMENTS

The consolidated financial statements of the Compand its subsidiary, together with the Report mldpendent Certified Pub
Accountants thereon, are included on pages F-Lgjtr&-28 of this Annual Report on Form 10-KSB.

ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE

Neither the Company nor the Bank has had any chisngecountants or disagreements with accountanecoounting and financ
disclosure during the two most recent fiscal yearsubsequently.

ITEM 8A. CONTROLS AND PROCEDURES

Our principal executive officer and principal firgal officer have evaluated the effectiveness of disclosure controls a
procedures (as defined in Rules 13(a)-15(e) and)iEg(e)) under the Securities Exchange Act of 1@34amended (the “Exchange Ac?)
of December 31, 2005 (the “Evaluation DatdBased upon such evaluation, such officers havelgded that, as of the Evaluation Date,
disclosure controls and procedures are effectivalémting them on a timely basis to material infation relating to us (including ¢
consolidated subsidiaries) required to be includeslr periodic filings under the Exchange Act.

Since the Evaluation Date, there have not beensamyjficant changes in our disclosure controls pratedures or in other facti
that could significantly affect such controls. Tdewere no significant deficiencies or material wesdses, and therefore there wer:
corrective actions taken.

It should be noted that any system of controls, éx@w well designed and operated, can provide adgaonable, and not absol
assurance that the objectives of the system arelmetdition, the design of any control systenbased in part upon certain assumpt
about the likelihood of future events. BecauseheSe and other inherent limitations of control sy, there can be no assurance tha
design will succeed in achieving its stated goal$eu all potential future conditions, regardlest@fv remote.
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PART 11l

ITEM 9. DIRECTORS AND EXECUTIVE OFFICERS OF THE REG ISTRANT

Information relating to the directors and executbféicers of the Company is set forth under theticap“Proposals -
Election of Directors” in the Company’s 2006 Pro3tatement. Such information is incorporated inte tieport by reference.
Information relating to audit committee financiaperts is set forth under the caption “Audit ComegtReport - Identification of
Members and Functions of Committee” in the Compsard006 Proxy Statement. Such information is incaapeal into this report
by reference.

Section 16(a) Beneficial Ownership Reporting Commptie

Under Section 16(a) of the Securities Exchange dkct934, as amended, the directors and officerhh@fCompany and a
person who owns 10% or more of the Compar@dmmon Stock are required to report to the Stesiind Exchange Commission |
“SEC"), within specified due dates, their initiareficial ownership of the CompasyCommon Stock and all subsequent changes tc
beneficial ownership. Officers, directors, and ¢eeshan 10% shareholders are required by SECatgns to furnish the Company w
copies of all forms they file in accordance witlct@n 16(a). Based solely on the Compamgview of these reports or on representa
or information provided to the Company by the passcequired to make such filings, the Company befiehat all Section 16(a) filii
requirements were complied with during the lastdis/ear, with the exception of the following ldilengs: (a) each of Kenneth B. Drivi
Karl Fillauer, James H. Large, Russell W. Lloyd,y@e G. Payne M.D., Turner Smith, Billy O. WigginsdaMarsha Yessick filed o
late report on a Form 4 on May 4, 2005 (with theegtion of Mr. Driver, who filed such report on M3y2005), in which each repor
one late transaction related to the grant on MarcR005 of stock options to acquire 500 shareshef Gompanys Common Stoc
(b) Lawrence D. Levine filed four late reports corid 4s, which were filed (i) on May 4, 2005, refragtone late transaction related to
grant on March 1, 2005 of stock options to acqb®8 shares of the CompasyCommon Stock, (ii) on August 10, 2005, reportimg
late transaction related to the disposition on Astidiy 2005 of 230 shares of the Compang@ommon Stock, (iii) on October 12, 2C
reporting one late transaction related to the egeron October 5, 2005 of stock options to acq@bé00 shares of the Compasy’
Common Stock and (iv) on November 10, 2005, repgrtbne late transaction related to the disposibanNovember 2, 2005
5,500 shares of the Company’s Common Stock; an&dd)A. Marler, Jr. filed three late reports onrfaats, which were filed (i) ¢
May 4, 2005, reporting one late transaction relatetihe grant on March 1, 2005 of stock optionadquire 500 shares of the Company
Common Stock, (i) on June 13, 2005, reporting tate transaction related to the exercise on Jur®@5 of stock options to acqt
10,000 shares of the Compasyzommon Stock and (iii) on December 14, 2005, nt@mpone late transaction related to the dispositr
November 2, 2005 of 10,000 shares of the Compdabgtamon Stock.

The Company has adopted a code of business coaddcethics that applies to its directors, officangl employees, including
principal executive officers, principal financidfioer, principal accounting officer, controller persons performing similar functions.

ITEM 10. EXECUTIVE COMPENSATION

Information relating to director compensation i¢ &mth under the captionltiformation About the Board of Directors and
Committees - Compensation of Directors” in the Camygs 2006 Proxy Statement, and information relatingxecutive compensation is
forth under the caption “Executive Compensationthia Companys 2006 Proxy Statement. Such information is incateal into this repc
by reference.
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ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT

Information relating to ownership of the Compang@mmon stock by certain persons is set forth uridercaption Security
Ownership of Certain Beneficial Owners and Managaini| the Companys 2006 Proxy Statement. Such information is incaafsal intc
this report by reference. Information relating tpuidy compensation plans is set forth under theiocap'Executive CompensationEquity
Compensation Plan Information as of December 30520 the Companyg 2006 Proxy Statement. Such information is incaafeal into thi
report by reference.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS

Information relating to certain transactions betwéee Company, and its affiliates and certain othersons is set for
under the caption “Certain Relationships and Rdl@mansactions” in the Comparsy2006 Proxy Statement. Such information is incafea
into this report by reference.

ITEM 13. EXHIBITS AND REPORTS ON FORM 8 -K
(@) Exhibits

(1) The following consolidated financial statertseof the Company and its subsidiary, together withReport of
Independent Certified Public Accountants thereoa,irgcluded on pages F-1 through F-28 this Annual Report on Form 10-KSB:

Report of Independent Registered Public Accounfinm
Consolidated Balance Sheets as of December 31,£2002004

Consolidated Statements of Income for the yearsand
December 31, 2005, 2004 and 2003

Consolidated Statements of Changes in Stockhol&epsity
for the years ended December 31, 2005, 2004 ang 200

Consolidated Statements of Cash Flows for the yeraated
December 31, 2005, 2004 and 2003

Notes to Consolidated Financial Statements

All other financial statement schedules not listeel omitted because either they are not applicablerequired or the
required information is included in the consolidafmancial statements or the notes thereto.

(2) The following documents are filed or incorai@d herein by reference as exhibits to this report
Exhibit No. Description
3.1
Amended and Restated Charters of Cornerstone BarassHnc. (1)
3.2 First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc. (2)
2 Amended and Restated Bylaws of Cornerstone Baneshimc. (3)
4 The right of securities holders are defined in@arter and Bylaws provided in exhibits 3.1, 3.8 8B respectively.
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10.1

14
21
31

32

Cornerstone Community Bank Employee Stock OwnerBlap

Code of Ethics. (5)
Subsidiaries of the registrant.

Certifications of chief executive officer and chfefancial officer

Section 906 certifications of chief executive offi@and chief financial officer.

1)
()
(3)
(4)
()
(6)

(b)
(1)
()

(3)
(4)
()
(6)

(7)
(8)

Incorporated by reference from Exhibit 3.1 of thgistrant’s Form 10-KSB filed on March 21, 2009¢Fi
No. 00(-30497).

Incorporated by reference from Exhibit 3 of theisggnt’'s Form 10-QSB filed on May 16, 2005 (File.N
000-30497).

Incorporated by reference from Exhibit 3 of theisg@nt's Form 109SB filed on August 15, 2005 (File I
000-30497).

Incorporated by reference from Exhibit 3 of theistgnt’s Form 10-QSB filed on November 10, 2008e(F
No. 00(-30497)

Incorporated by reference from Exhibit 10.1 of thgistrant’s Form 8-K filed on August 18, 2005,

as amended (File No. 333).

Incorporated by reference from Exhibit 14 of thgisgant’s Form 10-KSB on March 24, 2004 (File R60-
30497)

The following reports on Form 8-K were filadth the Securities and Exchange Commission du2iip:

Form 8-K filed on January 18, 2005 reporting eagriresults for the fiscal quarter ended Decembger 31
2005.
Form 8-K filed on April 18, 2005 reporting earningsults for the fiscal quarter ended March 31,5200

Form 8-K filed on May 20, 2005 reporting the deatan of a cash dividend.
Form 8-K filed on June 3, 2005 reporting the reatgm of Russell Lloyd as director.
Form 8-K filed on July 19, 2005 reporting earnimgsults for the fiscal quarter ended June 30, 2005.

Form 8-K filed on September 26, 2005 reportingadppointment of Miller Welborn and Frank McDonald as
directors and a new earnings guidance.

Form 8-K filed on October 17, 2005 reporting eagsimesults for the fiscal quarter ended September 3
2005.

Form 8-K filed on November 28, 2005 reporting tleeldration of a cash dividend.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information relating to principal accountant fe@sl &ervices is set forth under the caption “Audin®nittee Report - Audit Fees’

the Company’s 2006 Proxy Statement. Such informasiancorporated into this report by reference.
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Report of Independent Registered Public Accouriiinm

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated talaheets of Cornerstone Bancshares, Inc. anddguiss as of December .
2005 and 2004, and the related consolidated statsnoé income, changes in stockholdexguity, and cash flows for each of the three y
in the period ended December 31, 2005. These ddasad financial statements are the responsibilftthe Companys management. C
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with thedtals of the Public Company Accounting OversighamigUnited States). Thc
standards require that we plan and perform thet anidibtain reasonable assurance about whethdintecial statements are free of mate
misstatement. An audit includes examining, on &ltesis, evidence supporting the amounts and disads in the financial statements.
audit also includes assessing the accounting piegiused and significant estimates made by maragems well as evaluating the ove
financial statement presentation. We believe thatadits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetagrferred to above present fairly, in all mater@gspects, the financial position
Cornerstone Bancshares, Inc. and subsidiaries Be@émber 31, 2005 and 2004, and the results of dperations and their cash flows
each of the three years in the period ended DeceBih005, in conformity with U.S. generally actabaccounting principles.

/SI HAZLETT, LEWIS & BIETER, PLLC

Chattanooga, Tennessee
February 17, 2006
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIE

CONSOLIDATED BALANCE SHEETS
December 31, 2005 and 20

ASSETS

Cash and due from ban
Securities available for sa

Securities held to maturity (fair value
$321,408 in 2005 and $393,097 in 20

Federal Home Loan Bank stock, at c

Loans, net of allowance for loan losse:
$3,545,042 in 2005 and $2,665,464 in 2!

Bank premises and equipment,
Accrued interest receivab
Gooduwill and amortizable intangibl

Other asset

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits;

Noninteres-bearing demand depos

Interes-bearing demand depos

Savings deposits and money market acca

Time deposits of $100,000 or mc
Time deposits under $100,0

Total deposit:

Accrued interest payab

Federal funds purchased and securities sold t

agreements to repurche
Federal Home Loan Bank advant

Other liabilities

Total liabilities

Stockholders' equity

Preferred stoc- no par value; 2,000,000 sha

authorized; no shares issued

Common stocl- $1.00 par value; 10,000,000 shares author
in 2005 and 2004; shares issued and outstandirgpi 334

in 2005 and 2,868,823 in 2004

Common stock subscribed; 119,961 shares in ;

Additional paic-in capital
Retained earning

Accumulated other comprehensive incc

2005 2004
$ 14,590,499 $  6,900,05
30,127,48 26,470,69
322,18 390,59
1,033,90 854,20
262,008,63 202,555,86
7,207,141 5,967,73!
1,739,461 1,184,47:
3,376,809, 2,541,47
3,205,701 1,749,53!
$  323,611,90 248,614,63
$  42,118,35 34,024,24
33,080,44 32,855,39
55,410,92 31,211,45
38,707,36 30,089,05
83,118,79 59,652,75
252,435,89 187,832,90
242,86 91,50
4,790,73 7,409,16.
30,000,00 27,000,00
3,676,04 1,473,65!
291,145,53 223,807,31
3,201,33. 2,868,82:
— 119,96
21,211,13 19,160,93
8,229,55; 4,340,98
(165,95 116,03
32,476,06 26,606,73



Treasury stock, 471 shares in 2005, at (9,709 —

Stock subscriptions receival — (1,799,41)
Total stockholders' equi 32,466,36 24,807,322
Total liabilities and stockholders' equ $ 32361190 $ 248,614,63

The Notes to Consolidated Financial Statementamiategral part of these stateme
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIE

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2005, 2004 and .

2005 2004 2003
INTEREST INCOME
Loans, including fee $ 19,353,74 $ 13,029,97 $ 10,326,39
Securities and intere-bearing deposits in other bar 1,217,40! 1,006,06: 980,06:
Federal funds sol 100,93° 22,67¢ 19,96¢
Total interest income 20,672,08 14,058,71 11,326,41
INTEREST EXPENSE
Time deposits of $100,000 or mc 1,144,93 648,65: 606,16:
Other deposit 3,675,70: 2,024,591 1,981,63.
Federal funds purchased and secur
sold under agreements to repurch 203,47¢ 56,26¢ 54,94%
Federal Home Loan Bank advances and note pa 1,053,67! 845,77! 568,05¢
Total interest expense 6,077,79 3,575,29. 3,210,79!
Net interest income before provision for loan lgsse 14,594,29 10,483,42. 8,115,61!
Provision for loan losse 1,401,60! 840,00( 545,00(
Net interest income after provision for loan losses 13,192,69 9,643,42. 7,570,61!
NONINTEREST INCOME
Service charge 984,08! 899,21 888,80!
Other noninterest incon 67,95¢ 63,07( 59,61t
Operating lease incon 539,75t 247,25: —
Net gains from sale of loans and other as 312,92: 196,34 293,45
Total noninterest income 1,904,72 1,405,87! 1,241,87.
NONINTEREST EXPENSE!
Salaries and employee bene 4,502,911 3,900,50! 3,325,471
Net occupancy and equipment expe 859,31 767,46. 683,81:
Depreciation on leased ass 379,05: 185,80° —
Other operating expens 2,474,99 2,031,94- 1,731,55:
Total noninterest expenses 8,216,27' 6,885,71 5,740,83:
Income before income tax expense 6,881,13! 4,163,58 3,071,65!

Income tax expens 2,556,61 1,592,50! 1,189,80!




Net income $

432451 $ 257108 $ 1,881,85!

EARNINGS PER COMMON SHARI
Basic $ 14z $ 1.0 % 7€
Diluted 1.32 .92 71

The Notes to Consolidated Financial Statementamiategral part of these stateme

F-3




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIE

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERBQUITY
Years Ended December 31, 2005, 2004 and .

Common
Comprehensiv. Common  Stock
Income Stock Subscribe

Additional

Accumulater
Other

Stock

Total

Paic-in Retainec Comprehensiv Treasur Subscription Stockholder:
Stock Receivable

Capital Earnings

Income

Equity

BALANCE,
December 31, 20C $1,233,16' $ —

Issuance of commc
stock 10,00( —

Dividends - $10 per
share — —

Comprehensive
income:

Net income $ 1,881,85 — —

Other
comprehensive
income, net of tax
Unrealized
holding
gains (losses)
on
securities
available
for sale, net o
reclassification
adjustment: (100,79 — —

$12,093,86 $ 1,538,34: $

90,00( —

— (124,319

— 1,881,85!

281,37: $

(100,795

—$

$ 15,146,75

100,00(

(124,31¢)

1,881,85!

(100,79:)

Total
comprehensive
income $ 1,781,06

BALANCE,
December 31, 200 1,243,16 —

Issuance of commc
stock 382,03¢ —

Dividends -$.10 pel
share — —

Split-up effected in
the
form of a dividenc 1,243,61 —

Stock subscriptions
subscribec — 119,96

Comprehensiv

12,183,86 3,295,88.

5,297,61 —

— (282,369

— (1,243,61)

1,679,45. —

180,58

(1,799,41)

16,903,50

5,679,65!

(282,36¢)



income:
Net income $ 2,571,08: — — — 2,571,08:

Other
comprehensive
income, net of tax
Unrealized
holding
gains (losses)
on
securities
available
for sale, net o
reclassificatior
adjustmen (64,549 — — — _

(64,54

—  2,571,08

— — (64,549

Total
comprehensive
income $ 2,506,53

BALANCE,
December 31, 20C $2,868,82:$ 119,96: $19,160,93 $ 4,340,98. $

116,03 $

— $ (1,799,41)$ 24,807,32

(continued on page-5)
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIE

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERBQUITY
Years Ended December 31, 2005, 2004 and .

(continued from page F-4)

Accumulatec
Common Additional Other Stock Total
Comprehensiv. Common  Stock Paic-in Retainec Comprehensiv Treasur Subscription Stockholder:
Income Stock Subscribe Capital  Earnings Income Stock Receivable Equity

BALANCE,
December 31, 20C $2,868,82'$ 119,96: $19,160,93 $4,340,98 $ 116,03: $ — $ (1,799,41)$ 24,807,32

Issuance of
common stocl 3,55( — 19,63¢ — — — — 23,18¢

Issuance of
common stocl
under Director's
stock option
plan 209,00 — 836,00( — — — — 1,045,00!

Tax benefit
received fromr
Director's stock
option
EXErcise — — 1,185,31! — — — — 1,185,31!

Dividends - $.14
per share — — — (435,949 — — — (435,949

Stock subscription
settled 119,96. (119,96 — — — — 1,799,41! 1,799,41

Purchase of
treasury stocl — — — — — (82,506 — (82,50¢)

Reissuance of
treasury stocl — — 9,24¢ — — 72,80: — 82,04¢

Comprehensive
income:

Net income $  4,324,51 — — — 4,324,51 — — —  4,324,51!

Other
comprehensive
income, net of
tax:

Unrealized

holding

gains (losses

on

securities

available

for sale, net o



reclassificatior
adjustmen (281,98Y) — — — — (281,98¢) — — (281,98

Total
comprehensive
income $  4,042,53

BALANCE,
December 31, 20C $3,201,33 % — $21,211,13 $8,229,55. $ (165,959% (9,709)% — $ 32,466,36

The Notes to Consolidated Financial Statementamiategral part of these stateme
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIE

CONSOLIDATED STATEMENTS OF CASH FLOW
Years Ended December 31, 2005, 2004 and .

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Adjustments to reconcile net income to net ¢
provided by operating activitie
Depreciation and amortizatic
Provision for loan losse
Gains on sales of loans and other as
Deferred income taxe
Changes in other operating assets and liabili
Net change in loans held for sale
Accrued interest receivable
Accrued interest payable
Other assets and liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio
Securities available for sa
Securities held to maturil
Purchase of securities available for ¢
Loan originations and principal collections,
Purchase of bank premises and equipr

Acquisition of busines
Proceeds from sale of other real estate and o#iseits

Net cash used in investing activiti

CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposi
Increase (decrease) in federal funds purchase
securities sold under agreements to repurc
Proceeds from Federal Home Loan Bank adva
Proceeds from note payalt
Repayment of Federal Home Loan Bank advances aedoayable
Purchase of treasury sto
Proceeds from —issuance of treasury sto

Payment of dividend
Issuance of common sto

Net cash provided by financing activiti

NET INCREASE (DECREASE) IN CASI
AND CASH EQUIVALENTS

2005 2004 2003

432451 $  2571,08 $  1,881,85
764,12" 710,68 390,38:
1,401,60! 840,00( 545,00(
(312,92) (196,34:) (293,45
(460,45;) (120,17 (272,75)
(257,145 808,97t 2,486,45
(554,98:) (245,71 (259,16%)
151,26¢ (10,56%) (19,107
1,629,96: 192,75: 235,04
6,685,97; 4,550,69; 4,694,27.
11,818,83 20,441,78 20,475,05
69,06 251,81 386,89:
(16,037,88) (22,564,47) (24,394,45)
(59,112,70) (48,784,30) (35,029,96)
(1,978,53) (2,424,22) (630,74¢)
(1,380,001 — —
300,46 336,63 255,05
(66,320,76) (52,742,76) (38,938,16)
64,602,98 28,480,62 28,905,95
(2,618,42) 1,325,08: 2,580,93!
5,000,001 10,000,00 7,000,001
— 2,500,001 400,00
(2,000,001 (2,900,001 —
(82,506) — —
82,04¢ — —
(526,47¢) (124,31 —
2,867,60: 5,679,65: 100,00(
67,325,23 44,961,04 38,986,89
7,690,44! (3,231,02) 4,742,99!



CASH AND CASH EQUIVALENTS, beginning of yei

CASH AND CASH EQUIVALENTS, end of ye¢ $

SUPPLEMENTAL DISCLOSURES OF CAS
FLOW INFORMATION

Cash paid during the period for inter $

Cash paid during the period for tay

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclos $

6,900,05: 10,131,07 5,388,08!
14,590,49 $ 6,900,05 $ 10,131,07
5,926,52. $ 3,585,85 $ 3,229,901
1,910,85! 1,988,06. 1,316,98!
1,010,55' $ 53,11 $ 104,26:

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

NO TES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 1. Summary of Significant Accounting Policies

The accounting and reporting policies of CornerstBancshares, Inc. and subsidiaries (Company) oonfoth generally accept
accounting principles and practices within the agkndustry. The policies that materially affestancial position and results
operations are summarized as follows:

Nature of operations and geographic concentration:

The Company is a barkelding company which owns all of the outstandirggnenon stock of Cornerstone Community B
(Bank) and Eagle Financial, Inc. (Eagle). The Bankvides a variety of financial services througkeflocations in Chattanoo
Tennessee and surrounding areas. The Bank's pridegysit products are demand deposits, savinguats;aand certificates
deposit. Its primary lending products are commétomns, real estate loans, and installment logagle is a finance and factor
company located in Chattanooga, Tennessee.

Principles of consolidation:

The consolidated financial statements include tbeoants of the Company, the Bank and Eagle. Allemat intercompan
accounts and transactions have been eliminateshisotidation.

Goodwill:

Goodwill represents the excess of the cost of tm@anys 1997 purchase of the net assets of the Bank sif idge over tr
underlying fair value of such net assets at thes ddtacquisition. The Company has adopted the pimvé of Statement
Financial Accounting Standards No. 142, “Goodwilti@Other Intangible Assetsyhich requires that goodwill and other intang
assets deemed to have an indefinite life not bergad. Goodwill is tested annually for impairmetftthe carrying value «
goodwill exceeds the fair value, a write-down isareled. No impairment loss was recognized durir@2@004 or 2003.

Use of estimates:

In preparing consolidated financial statementsomfarmity with generally accepted accounting phihes, management is requi
to make estimates and assumptions that affectejperted amounts of assets and liabilities as ofitite of the balance sheet
reported amounts of revenues and expenses dugngefforting period. Actual results could differrfrdhose estimates. Matel
estimates that are particularly susceptible toiagmt change in the near term relate to the deitgation of the allowance for lo
losses.

Securities:

Debt securities are classified as held to matwvitgn the Bank has the positive intent and abittye¢ld the securities to maturi
Securities held to maturity are carried at amodtizest. The amortization of premiums and accretiodiscounts are recognizec
interest income using methods approximating theré@st method over the period to maturity.

Debt securities not classified as held to matwaity classified as available for sale. Securitieslable for sale are carried at mal
value with unrealized gains and losses reporteathier comprehensive income. Realized gains (lossesecurities available 1
sale are included in other income (expense) anénvepplicable, are reported as a reclassificatitastment, net of tax, in ott
comprehensive income.

Declines in the market value of held to maturityl @vailable for sale securities below their cost tre deemed to be other t
temporary are reflected in earnings as realizesefsin estimating other than temporary impairnhesges, management consit
(1) the length of time and the extent to which tharket value has been less than cost, (2) the diakoondition and neaerm
prospects of the issuer, and (3) the intent antityaloif the Company to retain its investment in tissuer for a period of tin



sufficient to allow for any anticipated recoverynmarket value. Gains and losses on the sale ofitieslare recorded on the tr:
date and are determined using the specific ideatifin method.




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NO TES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 1. Summary of Significant Accounting Policies (contol)
Loans:

The Company grants mortgage, commercial and conslmaes to customers. A substantial portion of kban portfolio i
represented by mortgage loans throughout Chattand@nnessee and surrounding areas. The abilityeo€ompanys debtors t
honor their contracts is dependent upon the reéatecand general economic conditions in this area.

Loans that management has the intent and abilitiiold for the foreseeable future or until maturity payoff generally ar
reported at their outstanding unpaid principal beds adjusted for the allowance for loan lossesamyddeferred fees or costs
originated loans. Mortgage loans originated anénded for sale in the secondary market are casgietthe lower of cost
estimated market value in the aggregate. Intenestnmie is accrued on the unpaid principal balanocanLorigination fees, net
certain direct origination costs, are deferred mubgnized as an adjustment of the related lodd yigng the interest method.

The accrual of interest on mortgage and commelagats is discontinued at the time the loan is 9&gemst due unless the cred
well-secured and in process of collection. Credit caath$ and other personal loans are typically chaoffetb later than 120 da
past due. Past due status is based on contraetoad of the loan. In all cases, loans are placedooraccrual or chargeaff at ar
earlier date if collection of principal or interéstconsidered doubtful.

All interest accrued but not collected for loanatthre placed on namecrual or charged off is reversed against inténesime. Th
interest on these loans is accounted for on thie-basis or costecovery method, until qualifying for return to acal. Loans at
returned to accrual status when all the principal mterest amounts contractually due are brougireat and future payments
reasonably assured.

Allowance for loan losses:

The allowance for loan losses is established a®toare estimated to have occurred through a provigr loan losses chargec
earnings. Loan losses are charged against the allm®vwhen management believes the uncollectibilftya loan balance
confirmed. Subsequent recoveries, if any, are teddo the allowance.

The allowance for loan losses is evaluated on alaedpasis by management and is based upon managemeriodic review ¢
the collectibility of the loans in light of histaal experience, the nature and volume of the laatfqdio, adverse situations tt
may affect the borrowes’ ability to repay, estimated value of any undedycollateral and prevailing economic conditionkis
evaluation is inherently subjective as it requiesiimates that are susceptible to significant rewisas more information becon
available.

The allowance consists of specific, general andlarsted components. The specific component relatésans that are classifi
as either doubtful, substandard or special menfion.such loans that are also classified as imgaae allowance is establist
when the discounted cash flows (or collateral valuebservable market price) of the impaired Ialower than the carrying val
of that loan. The general component covers classified loans and is based on historical logges&nce adjusted for qualitat
factors. An unallocated component is maintainedoteer uncertainties that could affect managensesstimate of probable loss
The unallocated component of the allowance reflde@smargin of imprecision inherent in the undertyassumptions used in
methodologies for estimating specific and genarssés in the portfolio.

F-8




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 1. Summary of Significant Accounting Policies (contol)
Allowance for loan losses: (continued)

A loan is considered impaired when, based on cuirdarmation and events, it is probable that thmmpany will be unable
collect the scheduled payments of principal orregewhen due according to the contractual ternthefoan agreement. Fact
considered by management in determining impairnmgitde payment status, collateral value, and ttodoaility of collecting
scheduled principal and interest payments when Hoans that experience insignificant payment dekayd payment shortfa
generally are not classified as impaired. Managérdetermines the significance of payment delays gaynent shortfalls on
case-byease basis, taking into consideration all of thieurhstances surrounding the loan and the borranduding the length «
the delay, the reasons for the delay, the borr@yaibr payment record, and the amount of the &dbi relation to the princip:
and interest owed. Impairment is measured on allgdoan basis for commercial and construction $olay either the present va
of expected future cash flows discounted at tha'toaffective interest rate, the loandbtainable market price, or the fair valu
the collateral if the loan is collateral dependent.

Large groups of smaller balance homogeneous laansadlectively evaluated for impairment. Accordynghe Company does r
separately identify individual consumer and resid¢rioans for impairment disclosures, unless sloans are the subject o
restructuring agreement.

Premises and equipment:

Land is carried at cost. Other premises and ecgipnare carried at cost net of accumulated depeciaDepreciation

computed using the straiglime method based principally on the estimateduldafes of the assets. Maintenance and repair
expensed as incurred while major additions and awgments are capitalized. Gains and losses on gligpts are included

current operations.

Other real estate owned:

Real estate properties acquired through or indieloan foreclosure are initially recorded at tbevér of the Companyg’ carrying
amount or fair value less estimated selling costt@tdate of foreclosure. Any write-downs basedhenasses fair value at the de
of acquisition are charged to the allowance fonltmsses. After foreclosure, these assets areedaatithe lower of their new ci
basis or fair value less cost to sell. Costs ofifitant property improvements are capitalized, meas costs relating to holdi
property areexpensed. The portion of interest costs relatindeteelopment of real estate is capitalized. Vatunetiare periodical
performed by management, and any subsequent doites are recorded as a charge to operationscéssary, to reduce 1
carrying value of a property to the lower of itstor fair value less cost to sell.

Income taxes:

Income taxes are provided for the tax effects efttansactions reported in the financial statemantsconsist of taxes currer
due plus deferred income taxes related primarilgitierences between the tax basis and the finhatagéement carrying amou
of the allowance for loan losses and accumulatededétion. The deferred tax assets and liabiltggsesent the future tax ret
consequences of those differences, which will eiblgetaxable or deductible when the assets antlitied are recovered or settl
Deferred tax assets and liabilities are reflectetheome tax rates applicable to the period in Wwhice deferred tax assets
liabilities are expected to be realized or settlysl.changes in tax laws or rates are enacted, réef¢ax assets and liabilities
adjusted through the provision for income taxes.

Transfers of financial assets:
Transfers of financial assets are accounted faadess, when control over the assets has been darszh Control over asset:

deemed to be surrendered when (1) the assets leaveisolated from the Company, (2) the transfel#aims the right (free -
conditions that constrain it from taking advantagéehat right) to pledge or exchange the transteassets, and (3) the Comp



does not maintain effective control over the transfd assets through an agreement to repurchasebtfere their maturity.




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 1. Summary of Significant Accounting Policies (contof)
Advertising costs:

The Company expenses all advertising costs asreduAdvertising expense was $84,564, $85,564,%88]146 for the yea
ended December 31, 2005, 2004 and 2003, respsctivel

Cash and cash equivalents:

The Bank considers all cash and amounts due frgmesit®ry institutions, interestearing deposits in other banks, and fe«
funds sold to be cash equivalents for purposeBe$tatements of cash flows.

Stock-based compensation:

At December 31, 2005, the Company has two stisded compensation plans, which are describedifulote 13. The Compa
applies the recognition and measurement principfeBPB Opinion No. 25, “Accounting for Stock Issuéal Employees,’anc
related interpretations in accounting for thosenpldNo stocksased employee compensation is reflected in netniecas all optior
granted under these plans had an exercise pricd &mor above the market value of the underlyingumon stock on the date
the grant. The following table illustrates the effen net income and earnings per share if the eombad applied the fair val
recognition provisions of FASB Statement No. 128¢¢ounting for Stock-Based Compensation,” to stbaked compensation.

Stock-based compensation:

2005 2004 2003

Net income, as reporte $ 4,32451' $ 2,571,08. $ 1,881,85!
Deduct: Total stock-based employee

compensation expense determined

under fair value method for all awards,

net of the related tax effects (61,407 (49,469 (36,967
Pro forma net income $ 4,263,117 $ 2,521,61. $ 1,844,89
Earnings per share:

Basic-as reported $ 14z $ 1.0 $ 0.7¢€

Basic-pro forma $ 14C $ 1.01 $ 0.7¢

Diluted-as reported $ 132 % 09 $ 0.71

Diluted-pro forma $ 09C $ 0.6¢ $ 1.3C

Segment reporting:

Statement of Financial Accounting Standards No., IBisclosures about Segments of an Enterprise Reldted Information”
provides for the identification of reportable segiseon the basis of discreet business units arid fihancial information to th
extent such units are reviewed by an engitghief decision maker (which can be an individmragroup of management perso
The Statement permits aggregation or combinatiasegfments that have similar characteristics. IlCtbmpanys operations, ea
bank branch is viewed by management as being aaepaidentifiable business or segment from thespective of monitorin
performance and allocation of financial resour@dthough the branches operate independently andnamaged and monitor
separately, each is substantially similar in teahbusiness focus, type of customers, productssandces. Further, the results



Eagle for 2005 were not significant for separatscldisure due to the proximity of the acquisition December 31, 20C
Accordingly, the Companyg’ consolidated financial statements reflect thesgmation of segment information on an aggres
basis in one reportable segment.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 1. Summary of Significant Accounting Policies (contol)
Off-balance sheet credit related financial instratee
In the ordinary course of business, the Corporaltias entered into commitments to extend creditudticg commitments und
credit card arrangements, commercial letters aficrand standby letters of credit. Such finansikatements are recorded w
they are funded.

Note 2. Restrictions on Cash and Due From Banks

The Bank is required to maintain balances on handith the Federal Reserve Bank based on a pe@enté deposits. /
December 31, 2005 and 2004, these reserve balarcesapproximately $2,635,000 and $1,668,000, risedy.

Note 3. Securities

Securities have been classified in the balancetshemrding to managemestintent as either securities held to maturit
securities available for sale. The amortized cost @proximate market value of securities at De@er8hi, 2005 and 2004, is

follows:
2005
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
Securities available for sale:
U.S. Government agencies $ 22,652,336 $ — $ (303,02) $ 22,349,34
State and municipal securities 3,261,10 54,62( (30,85% 3,284,86!
Mortgage-backed securities 3,964,52 35,39¢ (401 3,999,52
Corporate debt securities 500,93 — (7,187 493,75(
$ 30,378,993 $ 90,01¢ $ (341,466 $ 30,127,48
Securities held to maturity:
Mortgage-backed securities $ 322,181 $ 98t $ (1,757 $ 321,40t
2004
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
Securities available for sale:
U.S. Government agencies $ 10,980,74 $ 14,93¢ $ (18,56 $ 10,977,11
State and municipal securities 3,075,22. 83,54¢ (18,489 3,140,28!



Mortgage-backed securities 11,224,99 102,07¢ (137) 11,326,93

Corporate debt securities 1,013,92 12,43¢ — 1,026,36.

$ 26,294,838 $ 212,99t $ (37,180 $ 26,470,69

Securities held to maturity:
Mortgage-backed securities $ 390,59¢ % 3,57¢ $ (1,080 $ 393,09
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 3. Securities (continued)

At December 31, 2005 and 2004, securities withreyicay value of approximately $12,424,000 and $8,6Q0, respectively, we
pledged to secure public deposits and for othepgses required or permitted by law.

At December 31, 2005 and 2004, the carrying amotirsecurities pledged to secure repurchase agréem&s approximate
$6,936,000 and $7,005,000, respectively.

The amortized cost and estimated market value afirges at December 31, 2005, by contractual nitgtuare shown beloy
Expected maturities will differ from contractual taties because borrowers may have the right loocgrepay obligations wit
or without call or prepayment penalties.

Securities Available for Sale Securities Held to Maturity
Amortized Market Amortized Market
Cost Value Cost Value
Due in one year or less $ 500,93° $ 493,75( $ — $ =
Due from one year to five years 23,218,57 22,914,41 — —
Due from five years to ten years 598,17: 618,66: — —
Due after ten years 2,096,72 2,101,13I — —
26,414,40 26,127,96 — _
Mortgage-backed securities 3,964,52 3,999,521 322,18( 321,40

$ 30,37893 $ 30,127,48 $ 322,18( $ 321,40t

For the years ended December 31, 2005, 2004 ar?] &#¥ye were no sales of securities availables#&e. At December 31, 201
virtually all unrealized losses have arisen duting past twelve months.

Note 4. Loans and Allowance for Loan Losses

At December 31, 2005 and 2004, the Bank's loansisbof the following (in thousands):

2005 2004

Mortgage loans on real estate:
Residential 1-4 family $ 26,11¢ $ 23,52
Residential multifamily (5 or more) 9,374 6,15:
Held for sale 602 34¢€
Commercial 79,60¢ 61,86(
Construction 47,07 36,824
Second mortgages 3,21¢ 2,032
Equity lines of credit 6,33¢ 6,141
172,32: 136,87
Commercial loans 86,03¢ 61,74

Consumer installment loans:
Personal 6,24( 6,27:



Credit cards

Total loans
Less: Allowance for loan losses

Loans, net
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 4. Loans and Allowance for Loan Losses (continued)

A summary of transactions in the allowance for l@@ses for the years ended December 31, 2005, &@2003, is as follows:

2005 2004 2003
Balance, beginning of year $ 2,665,46: $ 2,011,320 $ 1,591,15:
Provision for loan losses 1,401,60!I 840,00( 545,00(
Loans charged-off (557,22) (364,65 (334,889
Recoveries of loans previously charged-off 35,20¢ 178,79. 210,06:
Balance, end of year $ 3,545,04. $ 2,665,46. $ 2,011,32!

The Bank's only significant concentration of cretiDecember 31, 2005, occurred in real estatesladmich totaled approximate
$172 million. While real estate loans accounteddf®ipercent of total loans, these loans were pifynagsidential development a
construction loans, residential mortgage loans,@mmercial loans secured by commercial proper8ebstantially all real est:
loans are secured by properties located in Tenaesse

In the normal course of business, the Bank makassldo executive officers, principal shareholdersi directors and thi
affiliates of the Bank on substantially the samentg including interest rates and collateral, as¢hprevailing at the time 1
comparable transactions with other borrowers. Ldarnsxecutive officers, principal shareholders, dirdctors and their affiliat:
were approximately $1,730,000 and $1,189,000 aeBéer 31, 2005 and 2004, respectively.

Loans classified as impaired were insignificantalation to the Bank’s loan portfolio at Decembér 3005 and 2004.

Interest income recognized on impaired loans wagmificant to total interest income on loans faclk of the years endi
December 31, 2005, 2004 and 2003.

Note 5. Bank Premises and Equipment

A summary of bank premises and equipment at DeceBihe2005 and 2004, is as follows:

2005 2004
Land $ 1,625,56 $ 1,625,56
Buildings and improvements 3,388,83 3,076,32.
Furniture, fixtures and equipment 5,113,02. 3,248,71.
10,127,42 7,950,60:;
Accumulated depreciation (2,920,271 (1,982,86)

$ 7,207,141 $ 5,967,73!

Depreciation expense for the years ended Decenthe2@5, 2004 and 2003, amounted to $736,731, $627and $288,63
respectively.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 5. Bank Premises and Equipment (continued)

Certain bank facilities and equipment are leasatkumarious operating leases. Total rent expensthéoyears ended December
2005, 2004 and 2003, was $160,626, $147,451and &l&6espectively.

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

200¢ $ 152,00(
2007 156,25¢
200¢ 130,51¢
200¢ 134,32!
201C 137,70(
Thereafte 626,80!
Total $ 1,337,60!

Note 6. Time Deposits

At December 31, 2005, the scheduled maturitiegd teposits are as follows:

200¢ $ 92,418,64
2007 21,847,38
200¢ 4,359,27.
200¢ 1,124,03
201C 2,074,78
Thereafte 2,03¢
Total $ 121,826,16

Note 7. Concentrations in Deposits
At December 31, 2005, the Company had a concemtrati the money market account of one custometingtapproximatel
$20,500,000. This balance accounted for approxim&t@ercent of total deposits. There were no cotre¢ions at December !
2004.

Note 8. Income Taxes
The Company files consolidated income tax returrth Wits subsidiaries. Under the terms of a $&lvaring agreement, t
subsidiaries’allocated portion of the consolidated tax liabilisycomputed as if they were reporting income axgeases to tt

Internal Revenue Service as a separate entity.

Income tax expense in the statements of incomthéyears ended December 31, 2005, 2004 and 2008ists of the following:

2005 2004 2003

Current tax expense $ 3,017,060 $ 1,712,671 $ 1,462,55.
Deferred tax expense (benefit) related to:
Allowance for loan losses (361,22) (236,309 (133,01)



Other (99,229 116,13 (139,74()

Income tax expense $ 2,556,611 $ 1,592,500 $ 1,189,801
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 8. Income Taxes (continued)

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

2005 2004 2003
Expected tax at statutory rates $ 2,339,581 $ 1,415,61¢ $ 1,044,36.
Increase (decrease) resulting from tax effect of:
State income taxes, net of federal tax benefit 295,20: 178,61¢ 131,77-
Other (78,177 (1,736 13,66
Income tax expense $ 2,556,611 $ 1,592,500 $ 1,189,801

The components of the net deferred tax asset,dedlin other assets, are as follows:

2005 2004
Deferred tax assets:
Deferred compensation $ 140,71¢ $ 141,86
Deferred loan fees 213,71( 236,31t
Allowance for loan losses 1,113,94 752,721
Deferred gains — 56,34+
Net unrealized loss on securities available foe sal 85,49: —
Other 108,61 24,43:
1,662,47 1,211,671
Deferred tax liabilities:
Net unrealized gain on securities available foe sal — 59,77t
Depreciation 260,17 364,97!
Life insurance 156,44 148,63:
Other 5,22( 3,37¢
421,83’ 576,75!
Net deferred tax ass $ 1,240,641 $ 634,92:

Note 9. Federal Home Loan Bank Advances and Note Payable
The Bank has agreements with the Federal Home Baak of Cincinnati (FHLB) that can provide convblti fixed rate advanc

to the Bank in an amount up to approximately $4@,800. All of the Bank’s loans secured by first tgages on % family
residential, multi-family properties, and commelgieperties are pledged as collateral for thesaacks.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 9. Federal Home Loan Bank Advances and Note Payabidi(ied)

At December 31, 2005 and 2004, FHLB advances coofthe following:

Long-term advance dated December 27, 2000,
requiring monthly interest payments, fixed
at 5.00% until conversion option is exercis

principal due in December 2010 $

Long-term advance dated November 1, 2001,
requiring monthly interest payments, fixed
at 3.94% until November 2006, principal due
in November 2011

Long-term advance dated February 22, 2002,
requiring monthly interest payments, fixed
at 3.96% until February 2005, principal due
in February 2012

Long-term advance dated April 26, 2002,
requiring monthly interest payments, fixed
at 4.11% until conversion option is exercised,
principal due in April 2012

Long-term advance dated September 13, 2002,
requiring monthly interest payments, fixed
at 3.51% until September 2007, principal due
in September 2012

Long-term advance dated January 17, 2003,
requiring monthly interest payments, fixed
at 2.61% until January 2006, principal due
in January 2013

Long-term advance dated April 25, 2003,
requiring monthly interest payments, fixed
at 2.41% until April 2006, principal due
in April 2013

Long-term advance dated January 23, 2004,
requiring monthly interest payments, fixed
at 2.50% until January 2007, principal due
in January 2014

Long-term advance dated May 27, 2004,
requiring monthly interest payments, fixed
at 3.46% until May 2007, principal due

2005 2004
2,000,001 2,000,001
2,000,001 2,000,001
— 2,000,001
2,000,001 2,000,001
2,000,001 2,000,001
4,000,00! 4,000,00!
3,000,00t 3,000,00t
5,000,001 5,000,00t



in May 2014 5,000,00! 5,000,00!

Long-term advanced dated February 9, 2005,
requiring monthly interest payments, fixed
at 3.86% until February 2010, principal due
in February 2015 5,000,001 _

$ 30,000,000 $ 27,000,00
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 9. Federal Home Loan Bank Advances and Note Payabidi(zied)

There are no scheduled maturities in 2006, 200@826r 2009. $2,000,000 matures in 2010. The reimzi$28,000,000 matur
thereafter.

During the fixed rate term of the above advandes,advances may be prepaid subject to a prepaymeealty as defined in t
agreements. The FHLB has the right to convert ittexlfrate on the above advances at the end ohiti@ fixed rate period and «
a quarterly basis thereafter. If the conversionioopis exercised, the advances will bear interéstha threemonth Londol
Interbank Offered Rate (LIBOR) adjusted quartertyaaspread of zero basis points to the LIBOR indgdbsequent to a
conversion, the Bank has the option to prepay theamrces, in full or in part, without penalty on tbenversion date or a
subsequent quarterly repricing date.

During 2002, the Company established a $2,500,0@0df credit with a bank that is secured by a géedf the Banks commol
stock and bears interest at 1.50% above themmoreth LIBOR, due in quarterly installments. Duri2@04, the Company renew
the line of credit, which matured on February 2804#, and increased the line to $5,000,000. This dhcredit continues to
secured by a pledge of the Bank's common stock laats interest at 1.50% above the ommth LIBOR, due in quartel
installments. There were no borrowings outstandinder this line of credit at December 31, 2005 @04 The line of crec
matures on February 28, 2006.

Note 10. Employee Benefit Plan

The Bank has a 401(k) employee benefit plan cogesubstantially all employees who have completdédast 30 days of servi
and met minimum age requirements. The Barmdntribution to the plan is discretionary and 442,719 for 2005, $130,423
2004 and $104,737 for 2003.

Note 11. Financial Instruments With Off-Balance-Sheet Risk

In the normal course of business, the Bank hagandsng commitments and contingent liabilities,lsas commitments to exte
credit and standby letters of credit, which areinoluded in the accompanying financial statemehie Banks exposure to cret
loss in the event of nonperformance by the othetyga the financial instruments for commitmentsetdend credit and stanc
letters of credit is represented by the contraabnadotional amount of those instruments. The Basés the same credit policie:
making such commitments as it does for instrumémas are included in the balance sheet. At Decerdbe005 and 200
undisbursed loan commitments aggregated $57,93500%38,058,000, respectively. In addition, theeee outstanding stand
letters of credit totaling $6,037,000 and $4,750,38spectively.

Commitments to extend credit are agreements to termdcustomer as long as there is no violatioargf condition established
the contract. Commitments generally have fixed extjmn dates or other termination clauses and reguire payment of a fe
Since many of the commitments are expected to exgithout being drawn upon, the total commitmenbanis do not necessal
represent future cash requirements. The Bank eemeach customer’s creditworthiness on a caseabg-basis. The amouni
collateral obtained, if deemed necessary by thekBaon extension of credit, is based on managemeanidit evaluatiol
Collateral held varies but may include account®itable, inventory, property and equipment, anadimeproducing commerci
properties.

Standby letters of credit are conditional committeeissued by the Bank to guarantee the performahe@ecustomer to a thi
party. Standby letters of credit generally havedixexpiration dates or other termination clausesraay require payment of a f
The credit risk involved in issuing letters of citdd essentially the same as that involved in iedileg loan facilities to custome
The Banks policy for obtaining collateral, and the natufesach collateral, is essentially the same as ithailved in makin
commitments to extend credit.

The Bank incurred an insignificant loss on its catmmnts during 2005, 2004 and 2003.



F-17




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 12. Fair Value of Financial Instruments
Fair value estimates are made at a specific poititrie, based on relevant market information allegifinancial instrument. The
estimates do not reflect any premium or discouat tdould result from offering for sale at one tithe Company's entire holdir
of a particular financial instrument. Because nakegexists for a significant portion of the Comparfinancial instruments, f
value estimates are based on judgments regardingefaxpected loss experience, current economidittons, risk characteristi
of various financial instruments, and other factdisese estimates are subjective in nature; invaheertainties and matters
judgment; and, therefore, cannot be determined pritigsision. Changes in assumptions could signifigaffect the estimates.
Fair value estimates are based on existing finanmesruments without attempting to estimate théugaof anticipated futui
business and the value of assets and liabilitigsate not considered financial instruments. Thewdng methods and assumptic
were used to estimate the fair value of each dafisancial instruments:
Cash and cash equivalents:
For cash and cash equivalents, the carrying anisanteasonable estimate of fair value.

Securities:

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

Federal Home Loan Bank stock:

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

Loans, net:

The fair value of loans is calculated by discoumtatheduled cash flows through the estimated ntatusing estimated marl
discount rates, adjusted for credit risk and sémgiccosts. The estimate of maturity is based ornoh@al experience wit
repayments for each loan classification, modified, required, by an estimate of the effect of curesonomic and lendir
conditions.

Deposits:

The fair value of deposits with no stated matustych as demand deposits, money market accountsaamngs deposits, is eq
to the amount payable on demand. The fair valugnad deposits is based on the discounted valu®wtfractual cash flows. T
discount rate is estimated using the rates cuyrefittred for deposits of similar remaining matiest

Federal funds purchased and securities sold urguleements to repurchase:

The estimated value of these liabilities, which exemely short term, approximates their carryiatye.

Federal Home Loan Bank advances and note payable:

The carrying amounts of the FHLB advances and tie payable approximate their fair value.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 12. Fair Value of Financial Instruments (continued)
Commitments to extend credit:
The fair value of commitments is estimated usirgfties currently charged to enter into similar egrents, taking into account
remaining terms of the agreements and the preseditworthiness of the counterparties. For fixate loan commitments, fi

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

The carrying amount and estimated fair value of @wnpany's financial instruments at December 3D528nd 2004, are
follows (in thousands):

2005 2004
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets:
Cash and due from banks $ 14,59( $ 14,59 $ 6,90C $ 6,90(
Securities 30,45( 30,44¢ 26,86! 26,86¢
Federal Home Loan Bank stock 1,034 1,03¢ 854 854
Loans, net 262,00¢ 261,55: 202,55¢ 202,08¢
Liabilities:
Noninterest-bearing demand deposits $ 42,11¢ % 42,11¢  $ 34,02 $ 34,02«
Interest-bearing demand deposits 33,08( 33,08( 32,85¢ 32,85¢
Savings deposits and money market accounts 55,41 55,411 31,21 31,21
Time deposits 121,82t 120,82¢ 89,74: 89,54¢
Federal funds purchased and securities
sold under agreements to repurchase 4,791 4,791 7,40¢ 7,40¢
Federal Home Loan Bank advances 30,00( 30,00(¢ 27,00( 27,00(

Unrecognized financial instruments
(net of contract amount):
Commitments to extend credit — — — —

Note 13. Contingencies
The Bank is involved in certain claims arising fromrmal business activities. Management believasttiose claims are withc
merit and that the ultimate liability, if any, rétng from them will not materially affect the Barskfinancial condition or tt
Company’s consolidated financial position.

Note 14. Liquidity and Capital Resources
The Companys primary source of funds with which to pay itsuiet obligations is the receipt of dividends fromstibsidiary ban
Banking regulations provide that the Bank must n@@mncapital sufficient to enable it to operateaagiable institution and, as

result, may limit the amount of dividends the Ban&y pay without prior approval. It is managemsitention to limit the amou
of dividends paid in order to maintain compliandéhvweapital guidelines and to maintain a strongitedyposition in the Bank.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 15. Stock Option Plans

The Company has a stock option plan under which Ineesnof the Board of Directors, at the formatiorttef Bank, were grant
options to purchase a total of up to 150,000 shafréise Bank's common stock. The option price wB8.@0 per share which w
the estimated fair value of the stock at the Junel896, grant date. The options expire ten yaars the date of grant and w
fully vested at the grant date. On October 15, 188¥ Bank stock options were converted to Comsngk options.

During 2004, the Company granted 5,000 options wrldis plan. These stock options vest at 50% onfitts¢ and secor
anniversary of the grant date. The option price $2%.76 per share which was the estimated fairevafuthe stock at the gr:
date.

On September 16, 2004, the Company’s stock opti@re subject to a 2-fat-stock dividend doubling the total number of opt
available in the Directos’ stock option plan to 300,000 and reducing thetiexj option price in half. Amounts shown in thélé
below retroactively reflect this dividend.

During 2005, the Company granted 5,000 options wrldis plan. These stock options vest at 50% onfitts¢ and secor
anniversary of the grant date. The option price $68.45 per share which was the estimated fairevafuthe stock at the gr:
date. A summary of the status of this plan is presgkin the following table.

Outstanding Options Exercisable Options

Weighted Weighted

Average Average
Number Exercise Price Number Exercise Price
Outstanding, December 31, 2002 260,000 $ 5.0C 260,000 $ 5.0C
Options exercised (20,000 5.0C (20,000 5.0C
Outstanding, December 31, 2003 240,00( 5.0C 240,00( 5.0C
Options granted 10,00( 10.8¢ = —
Outstanding, December 31, 2004 250,00( 5.24 240,00( 5.0C
Options granted 5,00( 18.4¢ — —
Options exercised (209,000 5.0C (209,000 5.0C
Options forfeited (1,000 14.67 — —
Options which became exercisable — — 5,00( 10.8¢
Outstanding, December 31, 2005 45,00( 7.5¢€ 36,00( 5.81

The weightedaverage fair value per share of options grantethd 005 was $4.10. At December 31, 2005, the rafigexercis
prices of outstanding options issued was $5.0045L8 he weightedverage remaining contractual life at Decembe2805, wa
2.9 years.

The Company has two stock option plans under whiticers and employees can be granted incentiveksbptions or non-
qualified stock options to purchase shares of thie@nys common stock. The option price for incentive ktoptions shall be n
less than 100 percent of the fair market valudhefdommon stock on the date of the grant. Thequalified stock options may
equal to or more or less than the fair market vafuie common stock on the date of the grant. Sthek options vest at 30 perc
on the second and third anniversary of the grat#t diad 40 percent on the fourth anniversary. Thig expire ten years from
grant date and the weighted-average remaining actofil life of outstanding stock options was 5.argeat December 31, 2005.



On September 16, 2004, the Company'’s stock opti@re subject to a 2-fak-stock dividend doubling the total number of opt
available under the officer and employee plansli® d00 and reducing the existing option price iti. Basummary of the status
these plans is presented in the following table oAms shown retroactively reflect this dividend:
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 15. Stock Option Plans (continued)

Outstanding Options

Exercisable Options

Weighted
Weighted A"efa‘-?le
Average Exercise
Number Exercise Price Number Price
Outstanding, December 31, 2002 159,000 $ 6.94 31,62( $ 7.1
Options granted 58,50( 7.28 — —
Options which became exercisable — — 36,30( 6.8¢
Outstanding, December 31, 2003 217,50( 7.02 67,92( 6.9¢
Options granted 68,50( 10.8¢ — —
Options forfeited (2,250 8.7: — —
Options exercised (1,550 6.57 (1,550 6.57
Options which became exercisable — - 41,74( 6.7€
Outstanding, December 31, 2004 282,20( 7.95 108,11( 6.91
Options granted 40,15( 18.4F — —
Options forfeited (2,550 8.94 — —
Options exercised (3,550 6.5 (3,550 6.5%
Options which became exercisable — — 45,89( 7.01
Outstanding, December 31, 2005 316,25( 9.2¢ 150,45( 6.97

The weightedaverage fair value per share of options granted®ab0, $2.88, and $1.75 for the years ended Deeefilh 200t
2004 and 2003, respectively. At December 31, 20G5range of exercise prices of outstanding optissised was $6.50-$18.45.

The fair value of each option grant is estimatedtloe date of grant using the Black-Scholes oppdoing model with th
following weighted-average assumptions:

Years Ended December 31,

2005 2004 2003
Dividend yield 0.9¢% 0.6(% 0.0(%
Expected life 6.9 year 6.9 year 6.9 year
Expected volatility 11.8(% 10.0(% 10.0(%
Risk-free interest rate 4.1% 4.1¢% 3.62%

Note 16. Regulatory Matters

The Company (on a consolidated basis) and the Bamlsubject to various regulatory capital requinetsi@dministered by tl
Tennessee Department of Financial Institutionsthadederal banking agencies. Failure to meet mininzapital requirements ¢
initiate certain mandatory and possibly additiadiatretionary actions by regulators that, if undkeen, could have a direct mate
effect on the Compang’and the Bank's financial statements. Under dagdaquacy guidelines and the regulatory framevior
prompt corrective action, the Company and the Bankt meet specific capital guidelines that invajuantitative measures of
Company’s and the Bank's assets, liabilities, arthin off-balancesheet items as calculated under regulatory acamyptiactice:



The Companys and the Bank's capital amounts and classificatienalso subject to qualitative judgments by #gulators abol
components, risk weightings, and other factors.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 16. Regulatory Matters (continued)

Quantitative measures established by regulatiorrnsure capital adequacy require the Company andB#mk to maintai
minimum amounts and ratios (set forth in the tdd@low) of total and Tier | capital (as defined lire tregulations) to riskeightec
assets (as defined), and of Tier | capital (asn@elfi to average assets (as defined). Managemeavé®las of December 31, 2
and 2004, that the Company and the Bank meet pilatadequacy requirements to which they are stibje

As of December 31, 2005, the most recent notificatrom the Federal Deposit Insurance Corporataiegorized the Bank as w
capitalized under the regulatory framework for ppbroorrective action. There are no conditions cgrgs since that notificatis
that management believes have changed the Bamkigpprcorrective action category for bank capital.

The Companys and the Bank's actual capital amounts and ratesalso presented in the table. Dollar amountpegsented |

thousands.
For Capital
Actual Adequacy Purposes
Amount Ratio Amount Ratio
As of December 31, 2005
Total capital to risk-weighted assets:
Consolidated $ 32,84( 11.5%$ 22,94: 8.C%
Cornerstone Community Bank 29,48¢ 10.5% 22,43t 8.C%
Tier | capital to risk-weighted assets:
Consolidated 29,25¢ 10.2% 11,471 4.C%
Cornerstone Community Bank 25,98: 9.2% 11,21¢ 4.C%
Tier | capital to average assets:
Consolidated 29,25t 10.2% 11,33¢ 4.C%
Cornerstone Community Bank 25,98t 9.2% 11,33¢ 4.C%
As of December 31, 2004
Total capital to risk-weighted assets:
Consolidated $ 24,78¢ 11.4%$ 17,45¢ 8.C%
Cornerstone Community Bank 22,51: 10.2% 17,45¢ 8.C%
Tier | capital to risk-weighted assets:
Consolidated 22,15( 10.2% 8,72¢ 4.C%
Cornerstone Community Bank 19,87: 9.1% 8,72¢ 4.C%
Tier | capital to average assets:
Consolidated 22,15( 10.(% 8,94¢ 4.C%
Cornerstone Community Bank 19,87: 9.C% 8,84: 4.C%
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 17. Other Comprehensive Income

Other comprehensive income consists of unrealiz#ditig gains and losses on securities availableséde. A summary of oth
comprehensive income and the related tax effectthéoyears ended December 31, 2005, 2004 and 2088 follows:

Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Year ended December 31, 2005:
Unrealized holding gains and losses
arising during the period $ (427,25) $ 145,26¢ $ (281,989
Less reclassification adjustment for
gains realized in net income — — _
$ (427,25) $ 145,26¢ $ (281,989
Year ended December 31, 2004:
Unrealized holding gains and losses
arising during the period $ (97,800 $ 3325 $ (64,549
Less reclassification adjustment for
gains realized in net income — — —
$ (97,800 $ 3325 $ (64,54¢)
Year ended December 31, 2003:
Unrealized holding gains and losses
arising during the period $ (152,719 $ 51,92: $ (100,79
Less reclassification adjustment for
gains realized in net income — — —
$ (152,719 $ 51,92 $ (100,79))

Note 18. Earnings Per Common Share

Basic earnings per share represents income availallommon stockholders divided by the weighdedrage number of comm
shares outstanding during the period. Diluted egsiper share reflects additional common shares wioalld have bee
outstanding if dilutive potential common shares bhaén issued, as well as any adjustment to inctiatevtould result from tt
assumed issuance.

Potential common shares that may be issued by tmep@ny relate to outstanding stock options, detegthiusing the treast
stock method.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 18. Earnings Per Common Share (continued)

Earnings per common share have been computed baské following:

2005 2004 2003

Net income $ 4,32451" $ 2,571,08 $ 1,881,85!
Less: Preferred stock dividends — — —
Net income applicable to common stc $ 4,324,51' $ 2,571,08 $ 1,881,85!
Average number of common shares outstanding 3,045,62! 2,490,34! 2,479,15
Effect of dilutive stock options 220,23! 308,87: 184,76
Average number of common shares outstanding used

to calculate diluted earnings per common share 3,265,86! 2,799,21 2,663,91!

During 2004, the Company issued a 2-fostock dividend. The average number of commoneshauntstanding and the effec
dilutive stock options for 2003 has have been eattively adjusted to reflect this transaction.

Note 19. Stock Subscriptions Receivable

Effective October 8, 2004, the Company filed areniffg with the Securities and Exchange Commissicset! up to 500,000 sha
of newly issued Company common stock. At Decemlie2804, the Company had sold the entire 500,088estfor an issue pri
of $15 per share. However, of this amount, thereevid9,961 shares of common stock subscribed fachathe Company had r
yet received funds and issued common stock cextéfic The Company recognized stock subscriptiaesvable of $1,799,415
of December 31, 2004, related to this transact#i@nof December 31, 2005, the stock subscriptionsivable has been fully sett
and the related common stock certificates have Isseled.

Note 20. Recent Accounting Pronouncements

In April 2003, the FASB issued SFAS No. 149, "Amerght of Statement 133 on Derivative Instrumentstdadging Activities.
This Statement amends and clarifies financial actog and reporting for derivative instruments, liming certain embedd
derivatives, and for hedging activities under SA&& 133, "Accounting for Derivative Instruments adddging Activities." Thi
Statement amends SFAS No. 133 to reflect the @ecghade as part of the Derivatives ImplementaBosup and in other FAS
projects or deliberations. SFAS No. 149 is effextfor contracts entered into or modified after J8@g 2003, and for hedgi
relationships designated after June 30, 2003. Adlopif this Standard had no material effect on @empany's consolidat
financial statements.

In May 2003, the FASB issued SFAS No. 150, "Accountfor Certain Financial Instruments with Charaistics of Bott
Liabilities and Equity." This Statement establisktndards for how an entity classifies and measteeain financial instrumet
with characteristics of both liabilities and equitthis Statement is effective for financial instremts entered into or modified af
May 31, 2003, and otherwise is effective at theinr@gg of the first interim period beginning aftdwune 15, 2003. Adoption of tl
Standard had no material effect on the Companyisalmated financial statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 20. Recent Accounting Pronouncements (continued)

In December 2003, the FASB issued revised Inteaicet No. 46 (FIN 46), "Consolidation of Variabletérest Entities." Th
Interpretation clarifies the application of ARB Nl, "Consolidated Financial Statements," for éerentities in which equit
investors do not have the characteristics of arothimy financial interest or do not have sufficiesquity at risk for the entity
finance its activities without additional subordied support from other parties. This Interpretatiequires variable interest entit
to be consolidated by the primary beneficiary whiepresents the enterprise that will absorb theoritgjof the variable intere
entities' expected losses if they occur, receiwgagority of the variable interest entities' residieturns if they occur, or both. Tl
Interpretation was effective for variable interestities created after January 31, 2003, and foabke interest entities in which
enterprise obtains an interest after that dates Tterpretation is effective in the first fiscatar or interim period beginning af
December 15, 2004, for variable interest entitieswihich an enterprise holds a variable interest thas acquired befo
February 1, 2003, with earlier adoption permitt@doption of this Standard did not have a materiééat on the Company
consolidated financial statements.

In December 2004, the FASB issued SFAS No. 123ideelv2004), “Share-Based Paymemfich is a revision of SFAS N
No. 123, “Accounting for Stock-Based Compensatid8FAS No. 123(R) supersedes APB Opinion No. 2&cbunting for Stoc
Issued to Employees,” and amends SFAS Statemen@®\dStatement of Cash Flow3enerally, the approach to accounting
sharebased payments in SFAS No. 123(R) is similar toapproach described in SFAS No. 123. However, SRNaS123(R
requires all sharbased payments to employees, including grants gflame stock options, to be recognized in the fomna
statements based on their fair values (i.e., pnmdodisclosure is no longer an alternative to faialnstatement recognition). SF,
No. 123(R) is effective for the Company beginniaguiary 1, 2006. The Company is currently evaluatiregprovisions of SFA
No. 123(R) to determine its impact on the Compaugygissolidated financial statements in future peviod

Note 21. Acquisition

On December 1, 2005, the Company acquired certaetsa and assumed liabilities of Eagle for a pueehmice of $1,380,000
cash plus assumption of approximately $1,609,000ialbilities. Assets acquired, primarily accountceivable, amounted
approximately $2,140,000. The excess of purchaise pwer the fair value of the assets acquired8#i8$16 was recorded as
intangible asset separable from goodwill, as itgpeed to customer relationships, active custoratracts and brand recogniti
and met the separability criteria of SFAS No. 14Business Combinations”SFAS 141). The Company is amortizing
intangible assets over their benefit periods whighge from 2 to 7 years. The Company recognizedrt&zation expense
$13,500 for the period ended December 31, 2005.

The acquisition was accounted for under the prowmsiof SFAS 141 and the results of operations Hmen included in tt

accompanying consolidated financial statementsesitscdate of acquisition. Pfforma disclosures of the acquisition have not
included, as the overall impact the acquisition wasmaterial to the Company’s operating results.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 22. Quarterly Data (unaudited)

Years Ended December

2005 2004
Fourth Third Seconc First Fourth Third Seconc First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
Interest incomt $6,067,70' $5,437,88. $4,843,99' $4,322,49: $3,871,911 $3,704,59 $3,404,30 $3,077,89
Interest expens 1,873,55. 1,641,59. 1,427,33: 1,135,31. 1,003,090 946,76( 817,97¢ 807,45
Net interest income, befo
provision for loan losse 4,194,15! 3,796,291 3,416,661 3,187,17' 2,868,821 2,757,831 2,586,32! 2,270,43!
Provision for loan losse 502,00( 349,60( 340,00( 210,00( 255,00( 175,00( 250,00( 160,00(
Net interest income, aft
provision
for loan losse: 3,692,15' 3,446,691 3,076,66/ 2,977,17" 2,613,821 2,582,831 2,336,32' 2,110,43'
Noninterest incom 840,87 491,74¢ 270,37¢ 301,71° 415,30¢ 314,43¢ 328,51« 347,61!
Noninterest expenst 2,485,19° 1,969,64 1,856,72. 1,904,70° 1,893,555 1,741,97. 1,645,97 1,604,20:
Income before income tax 2,047,83" 1,968,79. 1,490,332« 1,374,18' 1,135,57. 1,155,29 1,018,86! 853,84¢
Income tax expens 706,11¢ 738,00( 578,50( 534,00( 418,00( 447,70( 396,30( 330,50(
Net income $1,341,71' $1,230,79: $ 911,82( $ 840,18t $ 717,57: $ 70759 $ 622,56t $ 523,34t
Earnings per common sha
Basic $ 0.4z $ 0.4C $ 0.3C $ 0.2¢ $ 0.2¢ $ 0.2¢ $ 028 $ 0.21
Diluted $ 041 $ 037 $ 0.2¢ $ 0.2¢ $ 0.24 $ 0.2t $ 0.2 $ 0.2C
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Note 23. Condensed Parent Information

BALANCE SHEETS

2005 2004

ASSETS

Cash $ 516,55¢ $ 2,675,69

Investment in subsidiaries 27,511,97 19,989,41

Loan to subsidiary 1,428,79. —

Goodwill 2,541,471 2,541,471

Other assets 726,62t 1,37(

Total assets $ 32,72542 $ 25,207,94

LIABILITIES AND STOCKHOLDERS’ EQUITY

Other liabilities $ 259,06: $ 400,62t

Stockholders’ equity 32,466,36 24,807,322

Total liabilities and stockholders’ equity $ 32,725/42 $ 25,207,94
STATEMENTS OF INCOME
2005 2004 2003

INCOME

Dividends $ 200,00( $ 177,03¢ $ —

Interest income 10,00( _ _

210,00( 177,03¢ —

EXPENSES

Interest expense — 38,48t 5,54(

Other operating expenses 263,82 203,88: 133,31
Loss before equity in undistributed earnings ofsidilry (53,829 (65,327 (138,85)
Equity in undistributed earnings of subsidiary 4,261,34 2,544,911 1,969,511
Income tax benefit 116,99¢ 91,50( 51,20(

Net income $ 4,32451' $ 2,571,08 $ 1,881,85!
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2005, 2004 and 2003

Note 23. Condensed Parent Information (continued)

2005 2004 2003

STATEMENTS OF CASH FLOWS

CASH FLOWS FROM OPERATING ACTIVITIES
Net income $ 432451 $ 2,571,08. $ 1,881,85!
Adjustments to reconcile net income to net cash
provided by (used in) operating activities:

Equity in undistributed income of subsidiary (4,261,34) (2,544,91) (1,969,51)
Other 20,81¢ 52,05¢ 9,55¢
Net cash provided by (used in) operating activities 83,99: 78,22¢ (78,10

CASH FLOWS FROM INVESTING ACTIVITIES

Acquisition of business (1,380,001 — —
Loan to subsidiary (1,428,79) — —
Capital contribution to subsidiary (1,775,00i) (2,750,001 (500,000

Net cash used in investing activities (4,583,79) (2,750,00() (500,000

CASH FLOWS FROM FINANCING ACTIVITIES

Proceeds from note payable — 2,500,001 400,00(
Repayment of note payable — (2,900,001 —
Purchase of treasury stock (82,50¢) — —
Proceeds from re-issuance of treasury stock 82,04¢ — —
Payment of dividends (526,476 (124,316 —
Issuance of common stock 2,867,60: 5,679,65: 100,00(

Net cash provided by financing activities 2,340,67! 5,155,33 500,00(

NET INCREASE (DECREASE) IN CASH AND CAS

EQUIVALENTS (2,159,13) 2,483,56! (78,100)
CASH AND CASH EQUIVALENTS, beginning of year 2,675,69I 192,12: 270,22¢
CASH AND CASH EQUIVALENTS, end of year $ 516,55¢ $ 2,675,691 $ 192,12

SUPPLEMENTAL DISCLOSURES OF CASH FLOW

INFORMATION
Cash paid during the year for:
Interest $ — $ 40,50 $ 3,562:
Income taxes 1,190,85I 1,988,06. 1,316,98
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SIGNATURES

In accordance with Section 13 or 15(d) of the S&esrExchange Act of 1934, the Registrant has edutisis report to be signed on
its behalf by the undersigned, thereunto duly atgkd.

CORNERSTONE BANCSHARES, INC

Date: March 15, 2006 By: /s/ Gregory B. Jones

Gregory B. Jones
Chairman and Chief Executive Officer
(principal executive officer)

By /s/ Nathaniel F. Hughes

Nathaniel F. Hughe
President and Treasurer
(principal financial officer and accounting offiger




In accordance with the Securities Exchange Act9&41 this report has been signed below by thevatig persons on behalf of the
Registrant and in the capacities indicated on Ma&;H2006.

Signature Title

/sl Gregory B. Jones Chairman of the Board and Chief Executive Officer
Gregory B. Jones and Director (principal executive officer)

/s/ B. Kenneth Driver Director

B. Kenneth Driver

/sl Karl Fillauer Director

Karl Fillauer

/sl Nathaniel F. Hughes President and Treasurer

Nathaniel F. Hughe (principal financial officer and accounting offi¢emd
Director

/sl Jerry D. Lee Executive Vice President and Senior Lender

Jerry D. Lee and Director

/sl James H. Large Director

James H. Large

/sl Lawrence D. Levine Director
Lawrence D. Levine

/sl Earl A. Marler, Jr. Director
Earl A. Marler, Jr.

/sl Frank S. McDonald Director
Frank S. McDonald

/sl Doyce G. Payne Director
Doyce G. Payne




/s/ Turner Smith

Turner Smith

/s/ W. Miller Welborn

Miller Welborn

/s/ Billy O. Wiggins

Billy O. Wiggins

/s/ Marsha Yessick

Marsha Yessick

Director

Director

Director

Director
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EXHIBIT 31
CERTIFICATIONS
I, Gregory B. Jones, certify that:

1. I have reviewed this report on Form 10-KSBGafrnerstone Bancshares, Inc. (the “Issuéot)the fiscal yee
ended December 31, 2005.

2. Based on my knowledge, this report does not cordaynuntrue statement of a material fact or omistete
material fact necessary to make the statements ,nradight of the circumstances under which sudteshents were made, not misleas
with respect to the period covered by this report;

3. Based on my knowledge, the financial statementd,aher financial information included in this repdairly
present in all material respects the financial d@oml results of operations and cash flows of ilgmier as of, and for, the periods present
this period report;

4. The Issues other certifying officers and | are responsildedstablishing and maintaining disclosure contaole
procedures (as defined in Exchange Act Rules 18a}#nd 15dt5(e)) and internal control over financial repagtifas defined in Exchan
Act Rules 13a-15(f) and 15d-15(f) for the Issued aave:

(@) designed such disclosure controls and proceduresawsed such disclosure controls and procedurdse
designed under our supervision, to ensure that rrahieformation relating to the Issuer, includiitg consolidated subsidiaries, is m
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

(b) designed such internal controls over financial répg, or caused such internal control over finahogporting ti
be designed under our supervision, to provide regtsde assurance regarding the reliability of finahceporting and the preparation
financial statements for external purposes in atmare with generally accepted accounting principles

(©) evaluated the effectiveness of the Issudisclosure controls and procedures and presanmtdds report oL
conclusions about the effectiveness of the discéosontrols and procedures, as of the end of thegeovered by this report based on ¢
evaluation; and

(d) disclosed in this report any change in ttseids’s internal control over financial reporting thatooed during th
Issuer’s fourth fiscal quarter that has materialffgcted, or is reasonably likely to materiallyeaft, the Issues internal control over financ
reporting.

5. The Issues other certifying officer and | have disclosedsdxhon our most recent evaluation of internal at
over financial reporting to the Issuer’s auditongl ¢he audit committee of Issuer’s board of direxto

(@) all significant deficiencies and material weaknesigethe design or operation of internal controérwfinancia
reporting which are reasonably likely to adversdfgct the Issues ability to record, process, summarize and refpmahcial information; an

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significéatir
the Issuer’s internal control over financial repugt

Date:_March 15, 2006 /s/ Gregory B. Jones
Gregory B. Jones, Chairman and
Chief Executive Officer




EXHIBIT 31

CERTIFICATIONS
I, Nathaniel F. Hughes certify that:

1. I have reviewed this report on Form 10-KSBGafrnerstone Bancshares, Inc. (the “Issuéot)the fiscal yee
ended December 31, 2005.

2. Based on my knowledge, this report does not cordaynuntrue statement of a material fact or omistete
material fact necessary to make the statements ,nradight of the circumstances under which sudteshents were made, not misleas
with respect to the period covered by this report;

3. Based on my knowledge, the financial statementd,aher financial information included in this repdairly
present in all material respects the financial d@oml results of operations and cash flows of ilgmier as of, and for, the periods present
this period report;

4. The Issues other certifying officers and | are responsildedstablishing and maintaining disclosure contaole
procedures (as defined in Exchange Act Rules 18a}#nd 15dt5(e)) and internal control over financial repagtifas defined in Exchan
Act Rules 13a-15(f) and 15d-15(f) for the Issued aave:

€)) designed such disclosure controls and proceduresaused such disclosure controls and procedurds
designed under our supervision, to ensure thatriahieformation relating to the Issuer, includiitg consolidated subsidiaries, is m
known to us by others within those entities, pattdy during the period in which this report isifige prepared,;

(b) designed such internal controls over financial répg, or caused such internal control over finahogporting ti
be designed under our supervision, to provide regtsde assurance regarding the reliability of finahceporting and the preparation
financial statements for external purposes in atmare with generally accepted accounting principles

(©) evaluated the effectiveness of the Issueisclosure controls and procedures and presanmtdds report oL
conclusions about the effectiveness of the disctosontrols and procedures, as of the end of thegeovered by this report based on ¢
evaluation; and

(d) disclosed in this report any change in ttseids’s internal control over financial reporting thatooed during th
Issuer’s fourth fiscal quarter that has materialffgcted, or is reasonably likely to materiallyeaft, the Issues internal control over financ
reporting.

5. The Issues other certifying officer and | have disclosedsdxhon our most recent evaluation of internal at
over financial reporting to the Issuer’s auditongl ¢he audit committee of Issuer’s board of diresto

€)) all significant deficiencies and material weaknesigethe design or operation of internal controérofinancia
reporting which are reasonably likely to adversdfgct the Issues ability to record, process, summarize and refpmahcial information; an

(b) any fraud, whether or not material, that involvesnagement or other employees who have a significéatir
the Issuer’s internal control over financial repugt

Date: March 15, 2006 /s/ Nathaniel F. Hughes
Nathaniel F. Hughes, President and
Treasurer




Exhibit 32

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

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

In connection with the Annual Report of Cornerst@agcshares, Inc., a Tennessee corporation (thep@oy”), on Form 10-KSB for the
fiscal year ended December 31, 2005, as filed thighSecurities and Exchange Commission (the “R&pedch of Gregory B. Jones,
Chairman and Chief Executive Officer of the Compaanyd Nathaniel F. Hughes, President and Treasfitke Company, do hereby certify,
pursuant to § 906 of the Sarbanes-Oxley Act of 2082U.S.C. § 1350), that to his knowledge:

(1) The Report fully complies with the requiremeotsection 13(a) or 15(d) of the Securities ExgjwAct of 1934; and
(2) The information contained in the Report faphgsents, in all material respects, the finanaaldition and result of operations of 1

Company.

/ sl Gregory B. Jones

Gregory B. Jones
Chairman and Chief Executive Officer

/sl Nathaniel F. Hughes

Nathaniel F. Hughe
President and Treasurer

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




