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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomady from time to time make written or oral statetsgincluding statements contained in
report (including, without limitation, certain stabents in “Managemeist’ Discussion and Analysis of Financial Conditiord @&esults ¢
Operations” in Item 2), that constitute forwdabking statements within the meaning of Sectiok 2f the Securities Exchange Act of 1'
(the “Exchange Act”). The words “expect,” “antictpd “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwanking statements, but other statements may cutestibrwardiooking statements. The
statements should be considered subject to varisks and uncertainties. Such forward-looking stegets are made based upon managemer
belief as well as assumptions made by, and infaomaturrently available to, management pursuarisabe harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstts actual results may differ materially from thesults anticipated in forwarldoking
statements due to a variety of factors. Such fadtmiude, without limitation, those specificallgstribed in Item 1A of Part | of our Ann
Report on Form 16 for the fiscal year ended December 31, 2012, el as the following: (i) the possibility that oasset quality wou
decline or if we experience greater loan losses #micipated, (ii) increased levels of other resthte, primarily as a result of foreclosures)
the impact of liquidity needs on our results of gpiens and financial condition, (iv) competitiomiin financial institutions and other finant
service providers, (v) economic conditions in theal markets where we operate, (vi) the impacthdéioing regulatory approval prior to
payment of dividends, (vii) the impact of our Ser& Preferred Stock on net income available to éidabf our Common Stock and earni
per common share, (viii) the impact of negativealepments in the financial industry and U.S. armbgl capital and credit markets, (ix)
possibility that recently enacted legislation vedintinue to stabilize the U.S. financial systen),tfie relatively greater credit risk of resider
construction and land development loans in our Ipartfolio, (xi) adverse impact on operations aiwhificial condition due to changes
interest rates, (xii) our ability to obtain additad capital and, if obtained, the possible sigaific dilution to current shareholders, (xiii)
impact of recently enacted legislation on our bes# (xiv) the impact of federal and state regoetion our operations and finan
performance, (xv) whether a significant deferreddaset we have can be fully realized, (xvi) oulitsiio retain the services of key person
(xvii) the impact of Tennessee’s atdakeover statutes and certain charter provisionpaiential acquisitions of the holding company,
(xviii) our ability to adapt to technological cha®sy Many of such factors are beyond Cornerstoability to control or predict, and readers
cautioned not to put undue reliance on such ford@oling statements. Cornerstone does not intengpttate or reissue any forwalabking
statements contained in this report as a resulewf information or other circumstances that mayhbezknown to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

ASSETS

Cash and due from ban
Interest-bearing deposits at other financial inftihs
Total cash and cash equivale

Securities available for sa
Securities held to maturity (fair val

$37,589 and $46,212 at September 30, 2013 and Dreredt, 2012, respectivel
Federal Home Loan Bank stock, at c

Loans, net of allowance for loan losses

$3,158,766 and $6,141,281 at September 30, 201Baoeimber 31, 2012, respectiv
Bank premises and equipment,
Accrued interest receivab

Foreclosed asse
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits;

Noninteres-bearing demand depos
Interes-bearing demand depos

Savings deposits and money market accc
Time deposits

Total deposit:

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

Stockholders' equity
Preferred stoc- no par value; 2,000,000 shares authori:
600,000 shares issued and outstan
in 2013 and 201
Common stocl- $1.00 par value; 20,000,000 shares authori
6,709,199 shares issued in 2013 and 2
6,547,074 and 6,500,396 shares outstanding in 20d2012, respective
Additional paicin capital
Accumulated defici
Accumulated other comprehensive income
Total stockholders' equity
Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unauditec
September 3(  December 31
2013 2012
2,148,35. $  3,222,13
19,106,63 56,173,09
21,254,99 59,395,23
95,282,41 76,096,64
36,62( 45,08t¢
2,322,901 2,322,90!
281,021,76 270,850,46
5,094,66: 5,399,34
1,221,84 1,213,77:
14,923,93 20,332,31
8,522,14 7,790,63.
429,681,28 $ 443,446,40
54,45229 $ 60,053,83
25,463,87. 30,178,62
90,665,97 80,994,23
170,174,14 173,653,89
340,756,28 344,880,59
100,12¢ 120,55¢
20,508,65 19,587,38
26,740,00 37,175,00
1,426,35 794,02t
389,531,42 402,557,56
14,875,08 14,821,54
6,547,07. 6,500,39
21,517,62 21,390,48
(3,110,70) (3,274,98))
320,78t 1,451,39
40,149,85 40,888,83

$ 429,681,28 $ 443,446,40




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Income

INTEREST INCOME

Loans, including fee

Investment securitie

Federal funds sold & other earning assets
Total interest income

INTEREST EXPENSE
Time deposit:
Other deposit
Federal funds purchased and secur
sold under agreements to repurck
Federal Home Loan Bank advances and other borr@ewing
Total interest expense

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

Net interest income after provision for loan losses

NONINTEREST INCOME

Customer service fee

Net gains from sale of securiti

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

Total noninterest income

NONINTEREST EXPENSE

Salaries and employee bene

Net occupancy and equipment expe
Depository insuranc

Foreclosed assets, r

Other operating expenses

Total noninterest expenses

Income before provision for income ta»
Provision for income taxes

Net income

Preferred stock dividend requireme
Accretion on preferred stock discount

Net income available to common shareholders

EARNINGS PER COMMON SHARI
Basic
Diluted

DIVIDENDS DECLARED PER COMMON SHARI

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited Unaudited
Three months ende Nine months ende
September 3( September 3(

2013 2012 2013 2012
$ 429358 $ 4,241,49. $ 1251468 $ 12,571,19
457,29¢ 478,17 1,379,322, 1,563,43:
9,51( 15,64 45,51°¢ 44,07*
4,760,39; 4,735,31. 13,939,522 14,178,70
445,39 612,28t 1,365,99: 1,946,34
117,32 144,15 386,79: 398,85
21,43¢ 21,88¢ 56,25¢ 77,19:¢
284,88 394,06¢ 941,26¢ 1,281,01
869,04: 1,172,39 2,750,31 3,703,40:
3,891,35. 3,562,91. 11,189,21 10,475,29
- 100,00( 300,00( 100,00(
3,891,35. 3,462,91. 10,889,221 10,375,29
218,30« 197,50¢ 608,08 602,10
- - 424,97 -
39,16¢ 48,19¢ 240,74¢ 124,10¢
12,50( 12,94 48,96¢ 51,84«
269,96¢ 258,65: 1,322,77. 778,06(
1,619,03! 1,566,35 4,838,822 4,727,04!
333,85( 354,55! 1,011,33 1,038,29
161,95t¢ 236,92 482,92( 682,83(
381,84 314,08t 1,308,99! 945,16:
967,88t 731,09( 2,500,10 2,307,17.
3,464,57. 3,203,01! 10,142,17 9,700,51!
696,74¢ 518,54¢ 2,069,80 1,452,84
268,20( 154,30( 793,10( 421,50(
428,54¢ 364,24t 1,276,70 1,031,34
375,00( 308,89: 1,125,00! 854,78
17,84¢ 16,37( 53,53¢ 46,07¢
$ 35,70: 38,98: $ 98,17: $ 130,48
$ 0.01 0.01 $ 0.01 $ 0.0z
$ 0.01 001 $ 001 $ 0.0z
$ - - $ - $ -






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

Net income
Other comprehensive income, net of t
Unrealized holding (losses) gains arising miyithe period, net of tax bene
(expense) of $104,336 and ($67,898) in 20182012, respectively

Total other comprehensive (loss) income

Comprehensive income

Net income
Other comprehensive income, net of t
Unrealized holding (losses) gains arising miyithe period, net of tax bene
(expense) of $531,464 and ($189,051) irB201d 2012, respective

Reclassification adjustment for gains includedet income, net of tax exper
of $161,489 in 2013

Total other comprehensive (loss) income

Comprehensive income

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

Unaudited
Three Months Ende

September 3

2013 2012

$ 428,54t $ 364,24t
(170,23) 110,78:
(170,239 110,78:
$ 258,31 $ 475,02
Unaudited
Nine Months Ende:
September 3
2013 2012
$ 1,276,700 $ 1,031,34
(867,121 308,45.
(263,48)) -
(1,130,60i) 308,45.
$ 146,09¢ $ 1,339,80!




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
For the nine months ended September 30, 2013

Accumulatec

Additional Other Total
Preferrec Common Paic-in Accumulatec Comprehensiv Stockholders
Stock Stock Capital Deficit Income Equity
BALANCE, December 31, 201 $ 1482154 $ 6,500,390 $ 21,39048 $ (3,274,98) $ 1,451,39. $ 40,888,83
Stock compensation exper - - 96,79:! - - 96,79!
Issuance of common stock, 46,678 sh - 46,67¢ 30,34 - - 77,01¢
Preferred stock divident - - - (1,058,89) - (1,058,89)
Accretion on preferred stor 53,53t - - (53,539 - -
Net income - - - 1,276,70 - 1,276,70
Unrealized holding gains (losses) on securdigslable
for sale, net of reclassification adjustmend axes - - - - (1,130,60) (1,130,60)
BALANCE, September 30, 201 $ 1487508 $ 6,547,07. $ 2151762 $ (3,110,70) $ 320,78t $  40,149,85

The Notes to Consolidated Financial Statementamiategral part of these statements.




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

CASH FLOWS FROM OPERATING ACTIVITIE:
Net income
Adjustments to reconcile net income to net ¢
provided by operating activitie
Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Gains on sale of securiti
Net (gains) losses on sales of loans and othets
Changes in other operating assets and liabili
Accrued interest receivak
Accrued interest payak
Other assets and liabilities
Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio

Securities available for se

Securities held to maturi
Purchase of securities available for ¢
Loan originations and principal collections,
Purchase of bank premises and equipr
Proceeds from sale of other real estate and ofisets

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES

Net (decrease) / increase in depa

Net increase / (decrease) in federal funds pusthaac
securities sold under agreements to repurc

Net payments on Federal Home Loan B
advances and other borrowir

Payment of dividends on preferred st

Issuance of common sto

Issuance of preferred stock

Net cash (used in) provided by financing activities

NET (DECREASE) IN CASH AND CASH EQUIVALENT!

CASH AND CASH EQUIVALENTS, beginning of period

CASH AND CASH EQUIVALENTS, end of period

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC

Cash paid during the period for intel
Cash paid during the period for ta:

NONCASH INVESTING AND FINANCING ACTIVITIES

Acquisition of real estate through foreclas

The Notes to Consolidated Financial Statementamiategral part of these stateme

Unauditec
Nine months ended September
2013 2012

$ 1,276,700 $ 1,031,34

295,83 418,72:
300,00 100,00(
96,79: 55,53¢
(424,97} -
(240,740 (124,109
(8,06%) (24,027
(20,429 25,37¢
1,509,37 2,469,96!
2,784.,50. 3,052,81
29,187,97 30,392,10
8,35¢ 16,90:

(49,745,65)  (26,098,79)
(11,836,65)  (15,547,28)

(17,739 (101,03f)
6,098,87. 2,769,71
(26,304,84) (8,568,39)

(4,124,30) 14,921,05

921,26t (10,010,77)
(10,435,00) (5,870,001
(1,058,89) (705,88()
77,01¢ -

- 2,230,02"
(14,619,91) 564,42,
(38,140,24) (4,051,15)
59,395,23 38,882,69

$ 2125499 $ 34,831,53

$ 2,770,740 $ 3,678,02!
755,82( 943,32

$ 1,604,800 $ 7,399,201






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

Note 1. Presentation of Financial Information

Nature of BusinessCornerstone is a bank holding company whose pyinteisiness is performed by its wholbyvned subsidiar
Cornerstone Community Bank (the “BankThe Bank provides a full range of banking servitteshe Chattanooga, Tennessee market
Bank has also established a loan production officeQ”) in Dalton, Georgia to further enhance tharik’s lending markets.

Interim Financial Information (Unaudited)Fhe financial information in this report for Septeen 30, 2013 and September 30, 2012 he
been audited. The information included herein sthdad read in conjunction with the annual consoéiddinancial statements and footn:
thereto included in the 2012 Annual Report to Shelders which was furnished to each shareholdeCarherstone in April of 2013. T
consolidated financial statements presented hemiform to U.S. generally accepted accounting fplas and to general industry practice:
the opinion of Cornerstong’'management, the accompanying interim financ@kstents contain all material adjustments, comgjstnly o
normal recurring adjustments, necessary to prdaeht the financial condition, the results of opions, and cash flows for the interim per
Results for interim periods are not necessarilycaive of the results to be expected for a fuliiye

Use of EstimatesThe preparation of financial statements in confoymiith U.S. generally accepted accounting prirespkequire
management to make estimates and assumptiondfiettthe reported amounts of assets and liaksligied disclosures of contingent asset:
liabilities as of the balance sheet date and therted amounts of revenues and expenses duringploeting period. Actual results could di
from those estimates. Material estimates that articplarly susceptible to significant change ie thear term include the determination of
allowance for loan losses, foreclosed assets afetrdd tax assets.

Consolidation-The accompanying consolidated financial statemitiside the accounts of Cornerstone and the Baokstantially al
intercompany transactions, profits and balances ha&en eliminated.

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

Accounting PoliciesDuring interim periods, Cornerstone follows the@anting policies set forth in its Annual ReportBorm 10K for
the year ended December 31, 2012 as filed withSbeurities and Exchange Commission. Since Dece®be012, there have been
significant changes in any accounting principlespaactices, or in the method of applying any sudhgiples or practices, except for
following:

In February 2013, the Financial Accounting Stangd@dard (FASB) issued updated guidance relatedstdogure of reclassification amou
out of other comprehensive income. The standardimes) that companies present either in a single notparenthetically on the face of
financial statements, the effect of significant amis reclassified from each component of accumdlateer comprehensive income base
its source and the income statement line items&ifeby the reclassification. The new requiremémtk effect for public companies in fis
years, and interim periods within those years, ti@gg after December 15, 2012. The Company addpisdstandard on January 1, 2013.
effect of adopting this standard increased ourasste requirements surrounding reclassificatiemi out of accumulated other compreher
income.




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

Earnings per Common ShareBasic earnings per share (“EPS8) computed by dividing income available to comnsirareholdel
(numerator) by the weighted average number of comsi@res outstanding during the period (denomihaRifuted EPS is computed
dividing income available to common shareholdersr(erator) by the adjusted weighted average numibehares outstanding (denominat
The adjusted weighted average number of sharesaadtsg reflects the potential dilution occurrirfgsecurities or other contracts to is
common stock were exercised or converted into comsback resulting in the issuance of common stbek share in the earnings of the en

The following is a summary of the basic and dilueadnings per share for the three and nine montiogeeended September 30, 2013
September 30, 2012.

Three Months Ended September

Basic earnings per common share calcula 2013 2012

Numerator: Net income available to common shareds $ 35,70 $ 38,98:
Denominator: Weighted avg. common shares outstar 6,547,07. 6,500,39
Effect of dilutive stock option 145,50¢ 3,75¢
Diluted share: 6,692,58; 6,504,15.
Basic earnings per common share $ 0.01 $ 0.01
Diluted earnings per common share $ 0.01 $ 0.01

Nine Months Ended September

Basic earnings per common share calcula 2013 2012

Numerator: Net income available to common sharedrg $ 98,17: $ 130,48!
Denominator: Weighted avg. common shares outstar 6,547,07. 6,500,39
Effect of dilutive stock option 127,45: 59,09(
Diluted share! 6,674,52 6,559,48
Basic earnings per common share $ 001 & 0.02
Diluted earnings per common share $ 0.01 $ 0.02

For the three and nine months ended September03@, potential common shares of 503,075 were radtidied in the calculation of dilut
earnings per share because the assumed exersiseho$hares would be anti-dilutive.

Note 2. Stock Based Compensation

Accounting PoliciesCornerstone, as required by FASB, applies theviaiue recognition provisions of ASC 718pmpensation Stocl
Compensation As a result, for the nine month period ended &aper 30, 2013, the compensation cost chargedrtonga related to tt
vested incentive stock options was approximatelf, @30, which had no material impact on earningsshare.

Officer and Employee Plan€ornerstone has two stock option plans under wbftibers and employees can be granted incentivek
options or non-qualified stock options to purchaswmtal of up to 1,420,000 shares of Corners®me@mmon stock. The exercise price
incentive stock options must be not less than Hi6gnt of the fair market value of the common stookhe date of the grant. The exer
price of the norgualified stock options may be equal to or moréess than the fair market value of the common stoctkhe date of the gra
The incentive stock options vest 30 percent orste®nd anniversary of the grant date, 60 percettiethird anniversary of the grant date
100 percent on the fourth anniversary of the gdaté, and the noqualified stock options vest 50 percent on the frmiversary of the gre
date and 100 percent on the second anniversahegjrant date. The options expire ten years frargtiant date. At September 30, 2013
total remaining compensation cost to be recogn@edonvested options is approximately $519,000. A sumnudirhe status of these st
option plans is presented in the following table:

10




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)
Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 670,30( $ 3.8¢€ 6.2 Year: $ 232,90(
Grantec 203,00( 2.37 9.4 Year:
Exercise( - -
Forfeited (57,47%) (3.51)
Outstanding at September 30, 2013 815,82! $ 3.51 6.8 Years ¢ 207,03(
Options exercisable at September 30, 2013 305,52! $ 6.132

Board of Directors PlarCornerstone has a stock option plan under which lmeesnof the Board of Directors, at the formatioritaf Bank
were granted options to purchase a total of u@@®A0 shares of the Bank's common stock. On Octthel 997, the Bank stock options w
converted to Cornerstone stock options. Only qoalified stock options may be granted under tten.plfhe exercise price of each op
equals the market price of Cornerstanstock on the date of grant and the maximum terren years. Vesting is 50 percent on the
anniversary of the grant date and 100 percent ensdtond anniversary of the grant date. At SepterBBe 2013, the total remaini
compensation cost to be recognized on wested options is approximately $97,000. A sumnwryhe status of this stock option plat
presented in the following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 145,25( $ 3.3C 7.2 Year $ 57,60(
Grantec 45,00( 2.37 9.4 Year
Exercise( - -
Forfeited - -
Outstanding at September 30, 2013 190,25( $ 3.0¢ 7.1 Year g 52,20(
Options exercisable at September 30, 2013 100,25( $ 4.04

The weighted average grant date fair value oftaliksoptions granted during the nine months endmate®nber 30, 2013 was $1.17. This
determined using the Black-Scholes option-priciragdei with the following weighted-average assumption

Dividend yield 0.C%
Expected life 7.0 Year

Expected volatility 47.6(%
Risk-free interest rat 1.22%

11




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

Note 3. Securities

The amortized cost and fair value of securitiesilabbke-for-sale and held-toraturity at September 30, 2013 and December 312 20¢
summarized as follows:

September 30, 201

Gross Gross
Amortized Unrealizec Unrealizec Fair
Debt securities available for sa Cost Gains Losses Value
U.S. Government agenci $ 3,479,68 $ 48,66F $ - $ 3,628,34
State and municipal securiti 17,065,92 683,59¢ (55,166€) 17,694,35
Mortgag-backed securitie:
Residential mortgage loa
guaranteed by GNMA or FNV 7,797,24. 106,28( - 7,903,52.
Collateralized mortga
obligations issued
guaranteed by U.
Government agencies
sponsored agencies 66,403,93 53,72’ (301,479 66,156,19

$ 94,746,78 $ 892,27: $ (356,64) $ 95,282,41

Debt securities held to maturit
Mortgag-backed securitie:
Residential mortgage loz
guaranteed by GNMA or FNMA $ 36,62( $ 9%¢ $ - 3 37,58¢

12




CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)
December 31, 201
Gross Gross
Amortized Unrealizec Unrealizec Fair
Debt securities available for sa Cost Gains Losses Value
U.S. Government agenci $ 3,961,95 $ 56,19t $ - $ 4,018,15
State and municipal securiti 21,531,72 2,101,59i - 23,633,31
Mortgag-backed securitie:
Residential mortgage loa
guaranteed by GNMA or FNV 9,092,20! 132,03t (1,829 9,222,411
Collateralized mortgag
obligations issued
guaranteed by U.
Government agencies
sponsored agencies 39,151,56 86,09¢ (14,909 39,222,75

$ 7373745 $ 2,375,92. $ (16,73) $ 76,096,64

Debt securities held to maturit
Mortgag-backed securitie:
Residential mortgage loz
guaranteed by GNMA or FNMA $ 45,08t $ 1,341 $ 8) $ 46,21:

At September 30, 2013, securities with a fair vabtaling approximately $73 million were pledgedstture public funds, securities sold ul
agreements to repurchase, as collateral for fefiends purchased from other financial institutiamsl serve as collateral for borrowings al
Federal Reserve Discount Window.

For the three months ended September 30, 2012 ¥mne no available for sale securities sold. Rermtine months ended September 30, ?
there were available for sale securities sold ittceeds totaling $5,328,170 which resulted in ggns realized of $424,971. There wer
securities sales during 2012.

The amortized cost and estimated market value ofirgges at September 30, 2013, by contractual ritgtuare shown below. Expect
maturities will differ from contractual maturitidgsecause borrowers may have the right to call opgyebligations with or without call
prepayment penalties.

Securities Available for Sa Securities Held to Maturit
Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - 3 - 8 - 8 =
Due from one year to five yes 1,267,12. 1,338,57 - -
Due from five years to ten yee 6,310,90. 6,648,63: - -
Due after ten years 12,967,57 13,235,49 - -
$ 2054560 $ 21,222,70 $ - 3 >
Mortgage-backed securities 74,201,18 74,059,71 36,62( 37,58¢
$ 94,746,78 $ 9528241 $ 36,62( $ 37,58¢

13




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

The following tables present the gross unrealizedés and fair value, aggregated by investmenga@ateand length of time that individt
securities available for sale have been in a caootis unrealized loss position, as of Septembe2@03 and as of December 31, 2012:

As of September 30, 20:

Less than 12 Montt 12 Months or Greatce Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
State and municipal securiti $  1,138,53! $ (40,736 $ 554,46! $ (14,430 $ 1,693,000 $ (55,16¢)
Mortgage-backed securitie
Collateralized mortgag
obligations issued ¢
guaranteed by U.¢
Government agencie
or sponsored agenci 48,435,86 (278,249 9,042,66: (23,227 57,478,52 (301,479
$ 49,574,40 $ (318,98) $ 9597,12 $ (37,65) $ 5917152 $ (356,647
As of December 31, 201
Less than 12 Montt 12 Months or Greatce Total
Gross Gross Gross
Fair Unrealizec Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Mortgagebacked securitie:
Residential mortgage loa
guaranteed by GNMA |
FNMA $ 667,32 $ (1,829 $ - 8 - 8 667,32! $ (1,829
Collateralized mortgag
obligations issued ¢
guaranteed by U.¢
Government agencie
or sponsored agencies 22,514,64 (14,90%) - - 22,514,64 (14,909
$ 23,181,966 $ (16,737 $ - 8 - $ 23,1819 $ (16,737)
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Upon acquisition of a security, the Bank determitiesappropriate impairment model that is applieabif the security is a beneficial interes
securitized financial assets, the Bank uses theflot interests in securitized financial assetgpairment model. If the security is nc
beneficial interest in securitized financial asséte Bank uses the debt and equity securitiesimmgat model. The Bank conducts peric
reviews to evaluate each security to determine mdretin other-thatemporary impairment has occurred. The Bank damshave an
securities that have been classified as other-thaporarily-impaired at September 30, 2013 or Ddmm31, 2012.

At September 30, 2013 and December 31, 2012, grefisant categories of temporarily impaired setiesi and managemeastevaluation ¢
those securities are as follows:

State and municipal securitieAt September 30, 2013, three investments in ohtigatof state and municipal securities had unredlipsse:
The Bank believes the unrealized losses on thagsiments were caused by the interest rate envaohend does not relate to the underl
credit quality of the issuers. Because the Banktiasntent and ability to hold those investmentsd time necessary to recover their amor
cost bases, which may be until maturity, the Bao&sdnot consider those investments to be othertraporarily impaired at September
2013.

Mortgage-backed securitiesAt September 30, 2013, eighteen investments inleesial mortgagdracked securities had unrealized losses.
impairment is believed to be caused by the cuirgatest rate environment. The contractual cashdlof those investments are guarante:
issued by an agency of the U.S. Government. Becthgsdecline in market value is attributable ® ¢lrrent interest rate environment anc
credit quality, and because the Bank does not ihtersell the investments and it is not more likblgn not that the Bank will be required to
the investments before recovery of their amortizest bases, which may be maturity, the Bank do¢sl@em those investments to be othe
than-temporarily impaired at September 30, 2013.

Note 4. Loans and Allowance for Loan Losses

At September 30, 2013 and December 31, 2012, lmansummarized as follows (in thousands):

September 3( December 31
2013 Percen 2012 Percen
Commercial real este-mortgage
Owne-occupied $ 66,14 23.28% $ 58,42t 21.0%
All other 66,721 23.4t% 66,74" 24.1(%
Consumer real est-mortgage 69,911 24.6(% 71,19t 25.7(%
Construction and land developm:e 38,97( 13.71% 38,557 13.92%
Commercial and industrii 39,78: 14.0% 40,14( 14.4%%
Consumer and other 2,654 0.92% 1,92 0.7(%
Total loans 284,18 100.0(% 276,99 100.0(%
Less: Allowance for loan losses (3,159 (6,14))
Loans, net $ 281,02. $ 270,85(

Cornerstone follows the loan impairment accountijuidance in ASC Topic 310. A loan is considered dirgd when, based on curr
information and events, it is probable that Cortwers will be unable to collect all amounts due frtme borrower in accordance with
contractual terms of the loan. Impaired loans idelnonperforming loans and loans modified in tredldebt restructurings where concess
have been granted to borrowers experiencing fimhrdifficulties. These concessions could includeeduction in interest rates, paym
extensions, forgiveness of principal, forbearancetier actions intended to maximize collections.
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The composition of loans by loan classification fimpaired and performing loan status at SeptembBer2813 and December 31, 201z
summarized in the tables below (amounts in thousand

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 125,41¢ $ 66,95( $ 38,71: $ 38,027 $ 2,65¢ $ 271,76:
Impaired loans 7,44¢ 2,961 25¢ 1,75k - 12,42(
Total $ 132,86: $ 69,91. $ 38,97( $ 39,78: $ 2,65 $ 284,18:
December 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 115,95¢ $ 69,32¢ $ 37,600 $ 36,98( $ 1,927 $ 261,80:
Impaired loans 9,21: 1,86¢ 95( 3,16( - 15,18¢
Total $ 125,17. $ 71,198 $ 38,55 $ 40,14 $ 1,927 $ 276,99:

The following tables show the allowance for loasskes allocation by loan classification for impaiegdi performing loans as of Septembe
2013 and December 31, 2012 (amounts in thousands):

September 30, 201 Commercial Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Allowance related tc Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 784 $ 92z $ 33 $ 19¢ $ 2C $ 2,261
Impaired loans 682 134 - 82 - 89¢
Total $ 1,46€ $ 1,05¢ $ 33¢ $ 27¢ 3 2C $ 3,15¢
December 31, 201 Commercial Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Allowance related tc Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 31¢ $ 952 $ 781 $ 2¢ 3 14 $ 2,09t
Impaired loans 2,23( 57€ 46( 78C - 4,04¢
Total $ 2,54¢ $ 152¢ $ 1,241 $ 80 $ 14 $ 6,141

The following tables detail the changes in thevadloce for loan losses for the nine month periodren&eptember 30, 2013 and year en
December 31, 2012, by loan classification (amoimteousands):

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total

Beginning balanc $ 2,54¢ % 152¢ $ 1,241 % 80¢ $ 14 $ 6,141

Charge-off loans (1,879 (68¢) (1,18 (6949) 19 (4,460

Recovery of char¢-offs 61 224 81C 8C 3 1,17¢

Provision for

(reallocation of) loan loss: 73C (8) (527) 83 22 30C
Ending balance $ 1,466 $ 1,05¢ $ 33¢ $ 27¢ % 20 $ 3,15¢
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December 31, 201 Commercia Consume Constructior Commercia
Real Estat- Real Estat- and Lanc and Consumel
Mortgage Mortgage Developmen Industrial and Othel Total

Beginning balanc $ 3551 $ 2,51¢ $ 827 $ 48z % 16 $ 7,40(

Charge-off loans (95¢) (1,027 (782) (74 (33 (2,869

Recovery of char-offs 83¢ 36 14t 144 17 1,18(C

Provision for

(reallocation of) loan losses (88¢) (4 1,05] 257 14 43C
Ending balance $ 2,54¢ $ 152¢ $ 1,241 $ 80¢ $ 14 $ 6,141

Credit quality indicators:

Federal regulations require the Bank to review eladsify its assets on a regular basis. To fulfils requirement, the Bank systematic
reviews its loan portfolio to ensure the Bamkarge loan relationships are being maintainedliwits loan policy guidelines, remains prop
underwritten and is properly classified by loandgraThis review process is performed by the Bami@eagement, loan review, internal audi
and state and federal regulators.

The Bank’s loan grading process is as follows:

= All loans are assigned a loan grade at the tinarigfnation by the relationship manager. Typica#lyjpan is assigned a Ic
grade of*pas!” at origination.

= Loan relationships greater than or equal to $5@lithnd are reviewed by the Bamléxternal loan review provider on
annual basis

= The Banks internal loan review department samples appraein@3 percent of all other loan relationshipsslésan $50
thousand on an annual basis for revi

= Ifaloan is delinquent 60 days or more or a pattdérdelinquency exists, the loan will be seledtmdreview.

= Generally, all loans on the Barskinternal watchlist are reviewed annually by ingdrloan review or external loan revi
providers.

If a loan is classified as a problem asset, it béllassigned one of the following loan grades: tamlolard, substandardpaired, doubtful, ar
loss. “Substandard assetsust have one or more defined weaknesses and aractérized by the distinct possibility that welwilstain sorr
loss if the deficiencies are not corrected. “Doub#ssets’have the weaknesses of substandard assets widlddlit@onal characteristic that 1
weaknesses make collection or liquidation in fulltbe basis of currently existing facts, conditiamsl values questionable, and there is a
possibility of loss. An asset classified “logs”"considered uncollectible and of such little athat continuance as an asset of the institug
not warranted. The regulations also provide fosgetial mentiontategory, described as assets which do not cuyrerose an institution
a sufficient degree of risk to warrant classifioatbut do possess credit deficiencies or poteméalknesses deserving close attention. Whe
Bank classifies an asset as substandard or douatfplecific allowance for loan losses may be &stadul.
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The following tables outline the amount of eachnl@tassification and the amount categorized intthesk rating as of September 30, 2
and December 31, 2012 (amounts in thousands):

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 120,81: $ 58,53¢ $ 38,027 $ 33,45¢ $ 2,65. $ 253,48!
Special mentiol 4,20¢ 5,37 95 4,10¢ - 13,78¢
Substandar 397 3,03i 59C 46€ - 4,49(
Substandarimpaired 7,16¢ 2,961 25¢ 1,75¢ - 12,13¢
Doubtful-impaired 282 - - - - 282
$ 132,86: $ 69,91 $ 38,97( $ 39,78: $ 2,65 $ 284,18
December 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 111,310 $ 57,95¢ $ 36,80: $ 36,48: $ 1,90¢ $ 244,46(
Special mentiol 4,14¢ 8,401 19¢ 33C 18 13,09:
Substandar 501 2,96¢ 607 16¢ 5 4,25(
Substandard-impaired 9,21: 1,86¢ 95( 3,16( - 15,18¢
$ 125,17. $ 71,198 $ 38,557 $ 40,14( $ 1,927 $ 276,99:

After the Banks independent loan review department complete$otire grade assignment, a loan impairment analgsgeiformed on loa
graded substandard or worse. The following tablesgnt summary information pertaining to impairednis by loan classification as
September 30, 2013 and December 31, 2012 (in thdgga

For the quarter ende

At September 30, 201 September 30, 201
Unpaid Average Interest

Recordec Principal Related Recordec Income

Investmen Balance Allowance Investmen Recognizet
Impaired loans without a valuation allowan
Commercial real esta— mortgage $ 457¢ $ 4,797 $ - % 4,68: $ 18:
Consumer real esta— mortgage 2,06¢ 2,06¢ - 1,85¢ 73
Construction and land developm:e 25¢ 271 - 34¢ 11
Commercial and industrial 1,35¢ 1,39¢ - 1,87¢ 31
Total $ 8,25 $ 8,53( $ - 3% 8,761 $ 29¢
Impaired loans with a valuation allowan:
Commercial real esta— mortgage $ 2,86¢ $ 294: % 68z $ 4,67C $ 12€
Consumer real esta— mortgage 89t 89t 134 1,11( 49
Construction and land developm:e - - - 29¢ -
Commercial and industrial 402 402 82 74C 38
Total $ 4,165 $ 4,24C $ 89¢ $ 6,81¢ $ 21z
Total impaired loans $ 12,42C $ 12,77 $ 89¢ $ 15577 $ 511
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For the year ende

Impaired loans without a valuation allowan

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

Total

Impaired loans with a valuation allowan:

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

Total

Total impaired loans

At December 31, 201 December 31, 201
Unpaid Average Interest
Recordec Principal Related Recordec Income
Investmen Balance Allowance Investmen Recognizet

$ 3,40¢ $ 3,457 $ - 8 4,38¢ $ 18C
51z 54(C - 1,53¢ 52
244 251 - 35¢ 1¢
2,111 2,15¢ - 2,271 55
$ 6,27¢ $ 6,39¢ $ - 8,56: $ 30€
$ 5807 $ 5,84¢ $ 2,23 $ 6,61¢ $ 21¢
1,35: 1,35: 57€ 2,60¢ 61
70€ 70€ 46C 64z 48
1,04¢ 1,04¢ 78C 70C 132
$ 8,91t $ 8,95¢ $ 4,04¢ $ 10,56 $ 457
$ 15,18¢ $ 15,35¢ $ 4,04¢ $ 19,12¢ $ 765

The following tables present an aged analysis ef gae loans as of September 30, 2013 and Dece8tb2012 (in thousands):

September 30, 201

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

Total

December 31, 201

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

Total

30-89 Days Past Due 9l

Past Due an Days or More Total Current Total
Accruing and Accruing Nonaccrua Past Due Loans Loans

$ 431 $ =G 494 $ 92t $ 65,21¢ $ 66,14

- - 924 924 65,797 66,72:

712 - 964 1,67¢ 68,23t 69,91:

48 - 22 70 38,90( 38,97(

552 - 1,69z 2,244 37,53¢ 39,78:

2 - - 2 2,657 2,65¢

$ 1,74t $ S 4,09¢ $ 5841 $ 278,34( $284,18:

30-89 Days Past Due 9l

Past Due an Days or More Total Current Total
Accruing and Accruing Nonaccrua Past Due Loans Loans

$ 2,73t $ - 3 95¢ $ 3,69, $ 54,73 $ 58,42t

63€ - 1,91 2,54¢ 64,19¢ 66,74

1,85¢ - 61€ 2,47¢ 68,72: 71,19t

10C - 53 153 38,40« 38,557

1,22 - 2,461 3,69¢ 36,44¢ 40,14(

35 - - 35 1,89: 1,925

$ 6,594 $ - 3 6,008 $ 12,59¢ $ 264,39 $276,99:
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Impaired loans also include loans that the Banketasted to formally restructure when, due to tleakening credit status of a borrower,
restructuring may facilitate a repayment plan theg¢ks to minimize the potential losses that thekBaay have to otherwise incur.
September 30, 2013 and December 31, 2012, the Baskioans of approximately $6,119,000 and $9,4@3,08spectively, that we
modified for troubled debt restructuring. Troublesimmercial loans are restructured by specialisthimiour Special Asset department
all restructurings are approved by committees anditofficers separate and apart from the normah lapproval process. These specii
are trained to reduce the Basldverall risk and exposure to loss in the evet structuring through obtaining either or alttué following
improved documentation, additional guaranties,gase in curtailments, reduction in collateral teraditional collateral or other simi
strategies.

The following tables present a summary of loang tere modified as troubled debt restructuringsirduthe nine month periods end
September 30, 2013 and 2012 (amounts in thousands):

September 30, 201 Pre-Modification Pos-Madification
Outstanding Outstanding
Recordec Recordec
Number of Contract Investmen Investmen
Commercial real este-mortgage 2 $ 2,07 $ 2,07:
Consumer real est-mortgage 1 66 66€
Construction and land developm:e 3 89¢ 89¢
Commercial and industri 3 2,38¢ 2,38¢
September 30, 201 Pre-Modification Pos-Modification
Outstanding Outstanding
Recordec Recordec
Number of Contract Investmen Investmen
Commercial real este-mortgage 2 $ 4,23: $ 4,23:
Consumer real est-mortgage 1 65 65
Construction and land developm: 3 1,17¢ 1,17¢
Commercial and industrii 4 2,40¢ 2,40¢

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

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangementtn the normal course of business, the Bank hasred into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchgdunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tot&tanding indebtedness will not excee
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns that lies of credit to supplement tt
treasury management functions; thus their totadtanding indebtedness may fluctuate during any peréd based on the seasonality of
business and the resultant timing of their caskgloOther typical lines of credit are related tamieoequity loans granted to consurr
Commitments to extend credit generally have fixegiration dates or other termination clauses ang require payment of a fee.
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Standby letters of credit are generally issued &malf of an applicant (our customer) to a spedificaamed beneficiary and are the result
particular business arrangement that exists bettfeeapplicant and the beneficiary. Standby lettéigedit have fixed expiration dates and
usually for terms of two years or less unless teatad beforehand due to criteria specified in taadby letter of credit. A typical arrangem
involves the applicant routinely being indebtedhe beneficiary for such items as inventory purebagmsurance, utilities, lease guarante:
other third party

commercial transactions. The standby letter of icneduld permit the beneficiary to obtain paymerdnfi the Bank under certain prescri
circumstances. Subsequently, the Bank would sastbresement from the applicant pursuant to the sesfrthe standby letter of credit.

The Bank follows the same credit policies and uwdiéng practices when making these commitmentsitadoes for onbalance she
instruments. Each customer’s creditworthiness @uated on a case-tpase basis, and the amount of collateral obtaiifiedhy, is based ¢
managemens$ credit evaluation of the customer. Collateraldhearies but may include cash, real estate andawemnents, marketat
securities, accounts receivable, inventory, equigraad personal property.

The contractual amounts of these commitments areefiected in the consolidated financial stateraearid would only be reflected if dra
upon. Since many of the commitments are expectekpae without being drawn upon, the contractuabants do not necessarily repre:
future cash requirements. However, should the camerits be drawn upon and should customers defaulbeir resulting obligation to, t
Bank’s maximum exposure to credit loss, withoutsidaration of collateral, is represented by theremtual amount of those instruments.

A summary of the Bank’s total contractual amoumtdib off-balance sheet commitments at Septembe303 is as follows:

Commitments to extend cre« $34.1 millior
Standby letters of crec $392.2 thousar

Various legal claims also arise from time to tinmethe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at September 30, 2013 will not haveaterial effect on Cornerstone’s consolidated fir@nstatements.

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to réaiorealue adjustments to certain assets and ifegsiland to determine fair value disclosu
In accordance with the Fair Value Measurements and DisclostirdSC Topic 820, the fair value of a financial instrent is the price th
would be received to sell an asset or paid to fearss liability in an orderly transaction betweeanket participants at the measurement
Fair value is best determined based upon quotellenprices. In cases where quoted market pricesaravailable, fair values are basec
estimates using present value or other valuationnigues. Those techniques are significantly agfiédty the assumptions used, including
discount rate and estimates of future cash flowecofdingly, the fair value estimates may not bdized in an immediate settlement of
instrument.

ASC Topic 820 provides a consistent definitionaif ¥alue, which focuses on exit price in an orgérdnsaction between market participan
the measurement date under current market conglitibthere has been a significant decrease ivthene and level of activity for the asse
liability, a change in valuation technique or tree wf multiple valuation techniques may be appedpriln such instances, determining the |
at which willing market participants would transaat the measurement date under current market timmslidepends on the facts .
circumstances and requires the use of signifiazsigrnent. The fair value is a reasonable point withe range that is most representativ
fair value under current market conditions.

ASC Topic 820 also establishes a thtieefair value hierarchy which requires an entdymaximize the use of observable inputs and mizd
the use of unobservable inputs when measuriny#ire, as follows:
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Level 1 - Quoted prices (unadjusted) in active ratzkor identical assets or liabilities that Costene has the ability to access

Level 2 -Significant other observable inputs other than LLdverices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are noveehd other inputs that are observable or carolrelwrated by observable mat
data.

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

A financial instrumeng categorization within the valuation hierarchyp&sed upon the lowest level of input that is sigaiit to the fair vall
measurement.

The following methods and assumptions were use@dmnerstone in estimating fair value disclosuresfiftancial instruments. There h:
been no changes in the methodologies used at Sept&, 2013 and December 31, 2012.

Cash and cash equivalents:

The carrying amounts of cash and cash equival@mogimate fair values based on the short-termreatfithe assets.
Cash and cash equivalents are classified as Levkthe fair value hierarchy.

Securities:

Fair values are estimated using pricing modelsdiscounted cash flows that consider standard ifguibrs such as observable market «
benchmark yields, interest rate volatilities, bndétealer quotes, and credit spreads. Securitissifiked as available for sale are reported a
value utilizing Level 2 inputs.

The carrying value of Federal Home Loan Bank stagfroximates fair value based on the redemptiomigioms of the Federal Home Lc
Bank. Federal Home Loan Bank stock is classifiedeag!| 3 of the fair value hierarchy.

Loans:

For variablerate loans that reprice frequently and with no iicemt change in credit risk, fair values are lzhea carrying values. Fair valt
for fixed-rate loans are estimated using discounted cashdi@lysis, using market interest rates for comparaans. Generally, Level 3 inp
are utilized for this estimate. Loans for whichsitprobable that payment of interest and principdil not be made in accordance with
contractual terms of the loan agreement are coreidenpaired. Once a loan is identified as indieiltiy impaired, management measi
impairment in accordance with ASC Topic 3Mxcounting by Creditors for Impairment of a Loahe fair value of impaired loans
estimated using several methods including collhtexme, liquidation value and discounted cash fow

Those impaired loans not requiring an allowanceasgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At Septembe?@D8 and December 31, 2012, substantially atheftotal impaired loans were evalue
based on the fair value of collateral. In accoréawith ASC Topic 820, impaired loans where an a#loee is established based on the
value of collateral require classification in tlzérfvalue hierarchy. When the fair value of theatelral is based on an observable market pri
a current appraised value, Cornerstone recordsintipaired loan as nonrecurring Level 2. When an aippd value is not available
management determines the fair value of the cotlate further impaired below the appraised valod there is no observable market pi
Cornerstone records the impaired loan as nonrecutevel 3.

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

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

Foreclosed assets, consisting of properties oltalmeugh foreclosure or in satisfaction of loam® initially recorded at fair value, determi
on the basis of current appraisals, comparables sated other estimates of value obtained pringidfatim independent sources, adjustec
estimated selling costs. At the time of foreclosargy excess of the loan balance over the fairevafithe real estate held as collateral is tre
as a charge against the allowance for loan lo$3ams or losses on sale and any subsequent adjustméhe fair value are recorded ¢
component of foreclosed real estate expense. fes@tlassets are included in Level 2 of the valndtierarchy.

Deposits:

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

Fed funds purchased and securities sold underragrés to repurchase:

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

Federal Home Loan Bank advances and other borr@wing

The carrying amounts of FHLB advances and otheroldngs approximate their fair value. These lidlg$ are included in Level 3 of the 1
value hierarchy.

Accrued interest:

The carrying amounts of accrued interest approxanfeit value. Accrued interest is included in Le8eadf the fair value hierarchy.
Commitments to extend credit, letters of credit Anels of credit:

The fair value of commitments is estimated usirgyfées currently charged to enter into similar agrents, taking into account the remail

terms of the agreements and the present creditimed$ of the counterparties. For fixeate loan commitments, fair value also considee
difference between current levels of interest rates the committed rates.
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Assets and liabilities recorded at fair value ae@urring basis are as follows.

Quoted Prices

in Significant Significant
Active Market: Other Other
Balance as ¢ for Identical Observable Unobservable
September 3( Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 352834 $ - $ 352834 $ =
State and municipal securiti 17,694,35 - 17,694,35 -
Mortgage-backed securitie:
Residential mortgage loa
guaranteed by GNMA or FNM 7,903,52. - 7,903,52. -
Collateralized mortgac
obligations issued ¢
guaranteed by U.:
Government agencies
sponsored agencies 66,156,19 - 66,156,19 -
Total securitie:
available for sale $ 09528241 $ - $ 9528241 $ -
Cash surrender value of life insurance $ 122443 $ - $ 122443 $ -
Quoted Prices
in Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabls
December 31 Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 401815 $ - $ 4,018,15 $
State and municipal securiti 23,633,31 - 23,633,31
Mortgage-backed securitie:
Residential mortgage loal
guaranteed by GNMA or FNM, 9,222,41! - 9,222,41!
Collateralized mortgag
obligations issued ¢
guaranteed by U.¢
Government agencies
sponsored agenci 39,222,75 - 39,222,75
Total securitie:
available for sals $ 76,09664 $ - $ 76,0964 $
Cash surrender value of life insurar $ 1,199,720 $ - $ 1,199,720 $
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

Cornerstone has no assets or liabilities whosevidires are measured on a recurring basis usingl Beinputs. Additionally, there were
transactions between Level 1 and Level 2 in theviaiue hierarchy.

Certain assets and liabilities are measured atvédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to irevadjustments in certain circumstances (for @@nmwhen there is evidence of impairme
The tables below present information about assetdiabilities on the balance sheet at SeptembeP@03 and December 31, 2012 for whi
nonrecurring change in fair value was recorded (art®in thousands).

Quoted Pricesi Significant Significant
Active Markets Other Other
Balance as c for Identical Observable Unobservable
September 3( Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 3,261 $ - $ 3,261 $ =
Foreclosed asset®REO &
Repossession 14,92« - 14,92: -
Quoted Prices i Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
December 31 Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Impaired loan $ 4,86¢ $ - % 4,86¢ $ =
Foreclosed asset®REO &
Repossession 20,33: - 20,33: -

Loans include impaired loans held for investmentfbich an allowance for loan losses has been ki based upon the fair value of the
loans at September 30, 2013 and December 31, 2012.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

The carrying amount and estimated fair value ofn@wstone's financial instruments at September 803 22and December 31, 2012 art
follows (in thousands):

September 30, 201 December 31, 201

Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivale $ 21,25 $ 21,25 $ 59,39¢ 59,39¢
Securities 95,31¢ 95,32( 76,14 76,14
Federal Home Loan Bank stc 2,32 2,32 2,32: 2,32:
Loans, ne 281,02: 281,40: 270,85( 271,12¢
Cash surrender value of life insural 1,22¢ 1,22¢ 1,20( 1,20(
Accrued interest receivak 1,222 1,222 1,214 1,214
Liabilities:
Noninteres-bearing demand depos 54,45 54,45 60,05« 60,05¢
Interes-bearing demand depos 25,46« 25,46« 30,17¢ 30,17¢
Savings deposits and money market accc 90,66¢ 90,66¢ 80,99 80,99
Time deposit 170,17: 171,54: 173,65: 175,17
Federal funds purchased and secur
sold under agreements to repurcl 20,50¢ 20,50¢ 19,581 19,581
Federal Home Loan Bank advan
and other borrowing 26,74( 26,74( 37,17¢ 37,17¢
Accrued interest payak 10C 10C 121 121

Unrecognized financial instrumet
(net of contract amoun
Commitments to extend cre
Letters of cred
Lines of cred
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Cornerstone Bancshares, Inc. and Subsidiary
Net Interest Margin Analysis
Taxable Equivalent Basis

Three months endec

September 30
(Amounts in thousand
Assets 2013 2012
Average Income/ Yield/ Average Income/ Yield/
Earning asset: Balance Expense Rate Balance Expense Rate
Loans* $ 281,34 $ 4,29¢ 6.08% $ 270,10¢ $ 4,241 6.22%
Investment securitie 104,26: 457 1.8% 91,88¢ A7¢€ 2.3t%
Other earning assets 14,931 9 0.24% 27,46( 16 0.23%
Total earning assets 400,53 4,76( 4.75% 389,45¢ $ 4,73¢ 4.8¢%
Allowance for loan losse (3,939 (5,897
Cash and other assets 34,46: 34,87¢
TOTAL ASSETS $ 431,06¢ $ 418,44
Liabilities and Shareholders' Equ
Interes-bearing liabilities:
Interes-bearing demand depos $ 25,38¢ 10 0.16% $ 26,357 % 21 0.32%
Savings deposil 12,85¢ 7 0.22% 10,70z 10 0.36%
MMDA's 78,71¢ 10C 0.5(% 56,76 114 0.7%
Time deposit: 166,40: 44t 1.06% 189,88: 612 1.28%
Federal funds purchased and secur
sold under agreements to repurct 25,10z 22 0.34% 19,47 22 0.45%
Federal Home Loan Bank and other borrowir 29,01: 28t 3.9(% 37,33¢ 394 4.1%
Total interest-bearing liabilities 337,47¢ 86¢ 1.02% 340,50¢ 1,17: 1.37%
Net interest sprea 3,891 3.7:% $ 3,56: 3.5:%
Noninteres-bearing demand depos 51,72% 40,72:
Accrued expenses and other liabilit 1,48: (28¢)
Shareholders' equit 40,38: 37,50:
TOTAL LIABILITIES AND
SHAREHOLDERS' EQUITY $  431,06¢ $ 418,44
Net yield on earning asse 3.8% 3.7(%
Taxable equivalent adjustme
Loans 0 0
Investment securities 39 69
Total adjustment 39 69

*  Loans includes nc¢-accrual loans which yield zero perc
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Cornerstone Bancshares, Inc. and Subsidiary
Net Interest Margin Analysis
Taxable Equivalent Basis

Nine months endec

September 30
(Amounts in thousand
Assets 2013 2012
Average Income/ Yield/ Average Income/ Yield/
Earning asset: Balance Expense Rate Balance Expense Rate
Loans* $ 276,60t $ 12,51¢ 6.05% $ 266,18 $ 12,57 6.31%
Investment securitie 97,78¢ 1,37¢ 2.1% 91,82] 1,56: 2.58%
Other earning assets 23,23 45 0.26% 25,53¢ 44 0.23%
Total earning assets 397,62« $ 13,93 4.74% 38354¢ $  14,17¢ 5.02%
Allowance for loan losse (5,059 (6,34%)
Cash and other assets 36,80¢ 35,96¢
TOTAL ASSETS $ 429,37 $ 413,17
Liabilities and Shareholders' Equ
Interes-bearing liabilities:
Interes-bearing demand depos $ 26,477 % 46 02:% $ 26,52t $ 65 0.3%%
Savings deposil 12,23t 22 0.24% 10,317 29 0.371%
MMDA's 76,72¢ 31¢ 0.5€6% 47,62¢ 30t 0.8€%
Time deposit: 167,40t 1,36¢€ 1.0%% 191,37¢ 1,94¢ 1.36%
Federal funds purchased and secur
sold under agreements to repurct 22,33( 56 0.34% 22,30¢ 77 0.4€%
Federal Home Loan Bank and other borrowir 31,14: 941 4.04% 39,99( 1,281 4.28%
Total interest-bearing liabilities 336,31¢ 2,75( 1.0% 338,14! 3,70 1.4€%
Net interest sprea $ 11,18¢ 3.65%0 $ 10,47¢ 3.5:%
Noninteres-bearing demand depos 50,33¢ 38,68¢
Accrued expenses and other liabilit 1,86t (163)
Shareholders' equit 40,85 36,50"
TOTAL LIABILITIES AND
SHAREHOLDERS' EQUITY $ 429,37¢ $ 413,17.
Net yield on earning asse 3.81% 3.7 %
Taxable equivalent adjustme
Loans 0 0
Investment securities 15€ 212
Total adjustment 15€ 212

*  Loans includes nc¢-accrual loans which yield zero perc
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ITEM 2. MANAGEMENT' S DISCUSSION AND ANALYSIS (MD&A) OF FINANCIAL CONDI TION AND RESULTS OF
OPERATIONS

Cornerstone is a bank holding company and the pamnpany of the Bank, a Tennessee banking coiiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has fiveeiwice banking offices located in Hamilton Couritgnnessee, and one loan produc
office located in Dalton, Georgia. The Baslusiness consists primarily of attracting degdsdm the general public and, with these and
funds, originating real estate loans, consumerdphasiness loans, and residential and commeriataiction loans. The principal source
income for the Bank are interest and fees colleotedbans, fees collected on deposit accounts,irgedest and dividends collected on o
investments. The principal expenses of the Bankraegest paid on deposits, employee compensatidrbanefits, office expenses, and o
overhead expenses.

The following is a discussion of Cornerstamiénancial condition at September 30, 2013 andebdxer 31, 2012 and our results of opera
for the three and nine months ended September @03 2nd 2012. The purpose of this discussion igotms on information abao
Cornerstones financial condition and results of operations alhis not otherwise apparent from the consoliddiegincial statements. T
following discussion and analysis should be reamh@lwith Cornerstone’ consolidated financial statements and the relatads include
elsewhere herein.

Critical Accounting Policies

Cornerstone’s accounting and reporting policiesmeaeccordance with accounting principles generatlgepted in the United States of Americe
and conform to general practices within the bankimdustry. Our significant accounting policies aescribed in Note 1, Presentation of
Financial Information to the consolidated finanatdtements and are integral to understanding th&AV Critical accounting policies include
the initial adoption of an accounting policy thaisha material impact on our financial presentagisnwvell as accounting estimates reflected i
our financial statements that require us to makienases and assumptions about matters that wehdyhigncertain at the time. Disclosure abou
critical estimates is required if different estiemtthat Cornerstone reasonably could have usedeirturrent period would have a materia
impact on the presentation of our financial comditichanges in financial condition or results oéi@tions. The following is a description of
our critical accounting policies.

Allowance for Loan Losse

The allowance for loan losses is established anihtaiaed at levels management deems adequate towbabsedit losses inherent in
portfolio as of the balance sheet date. The all@@as increased through the provision for loandssand reduced through loan chaodfs; ne
of recoveries. The level of the allowance is basedknown and inherent risks in the portfolio, plasin loss experience, underlying estim
values of collateral securing loans, current ecanaonditions and other factors as well as thellefespecific impairments associated v
impaired loans. This process involves our analgsisomplex internal and external variables an@dfuires that management exercise judg
to estimate an appropriate allowance.

Changes in the financial condition of individualrlmwers, economic conditions or changes to oumes#d risks could require us
significantly decrease or increase the level ofath@vance. Such a change could materially impaah€rstones net income as a result of
change in the provision for loan losses. Refer avel 1 and 4 in the notes to Cornersterensolidated financial statements for a discussl
Cornerstone’s methodology of establishing the adioge.

Estimates of Fair Valu

Fair value is used on a recurring basis for ceréaisets and liabilities in which fair value is fwmary basis of accounting. Cornerstone’s
available for sale securities and cash surrendeea life insurance are measured at fair valuaoacurring basis. Additionally, fair value is
used to measure certain assets and liabilities monaecurring basis. Cornerstone uses fair valua nonrecurring basis for foreclosed asset
and collateral associated with impaired collatelggpendent loans. Fair value is also used in ceitajpairment valuations, including

assessments of goodwill, other intangible assatdary-lived assets.
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Fair value is the price that could be receivedeiban asset or paid to transfer a liability in@derly transaction between market participants
Estimating fair value in accordance with applicabteounting guidance requires that Cornerstone raakember of significant judgments.
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable miapkizes for identical assets or liabilities.
Level 2 fair value refers to similar assets oriliibs with observable market data. Level 3 fa@lue refers to assets and liabilities wher
market prices are unavailable or impracticableltaio for similar assets or liabilities. Level 3wations require modeling techniques, such a
discounted cash flow analyses. These modeling itgaba incorporate Cornerstone’s assessments regam@isumptions that market
participants would use in pricing the asset orlitaility.

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

Income Taxe

Cornerstone is subject to various taxing jurisditsi where Cornerstone conducts business. Cornersgtimates income tax expense based
amounts expected to be owed to these jurisdicti@unerstone evaluates the reasonableness of fagtieé tax rate based on a curren
estimate of annual net income, tax credits, noafilex income, non-deductible expenses and applicsthtaitory tax rates. The estimatec
income tax expense or benefit is reported in thesolidated statements of income.

The accrued tax liability or receivable represehésnet estimated amount due or to be received feonjurisdictions either currently or in the
future and are reported in other liabilities orestlassets, respectively, in Cornerstone’s condelilbalance sheets. Cornerstone assesses
appropriate tax treatment of transactions anddilpositions after considering statutes, regulatigudicial precedent and other pertinent
information and maintains tax accruals consisteitit wmanagement’s evaluation. Changes in the estimhfccrued taxes occur periodically
due to changes in tax rates, interpretations ofdws, the status of examinations by tax autharitied newly enacted statutory, judicial anc
regulatory guidance that could impact the relatherits of tax positions. These changes, if or withey occur, could impact accrued taxes an
future tax expense and could materially affectfmancial results.

Cornerstone periodically evaluates uncertain tssitfpms and estimates the appropriate level ofréserves related to each of these position
Additionally, Cornerstone evaluates its deferredaasets for possible valuation allowances basdati@amounts expected to be realized. Th
evaluation of uncertain tax positions and defeteadassets involves a high degree of judgment abjbstivity. Changes in the results of these
evaluations could have a material impact on owarfaial results. Refer to Note 9, “Income Taxes,tHa notes to Cornerstone’s consolidate
financial statements set forth in its Annual Remort~orm 10-K for the year ended December 31, 20dehore information.

Review of Financial Performance

As of September 30, 2013, Cornerstone had totadlwlated assets of approximately $430 millionaltédans of approximately $284 millic
total securities of approximately $95 million, totéeposits of approximately $341 million and stooklers’ equity of approximately $¢
million. Net income for the three and nine monthiges ended September 30, 2013 totaled $428,548 526,707, respectively.

Results of Operations

Net income for the three months ended Septembe2@®B was $428,548 compared to a net income of ,8864or the same period in 20
Net income for the nine months ended Septembe2@®IB was $1,276,707 compared to a net income 68%1348 for the same period in 20
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The following table presents our results for thee¢hand nine months ended September 30, 2013 cedhfathe three and nine months er
September 30, 2012 (amounts in thousands).

201:-2012 201:-2012
Three month: Percen Dollar Nine months Percen Dollar
ended September 3 Increase Amount ended September 2 Increase Amount
2013 2012 (Decrease Change 2013 2012 (Decrease Change
Interest incomi $ 4,76C $ 4,73t 05% $ 25 3 13,93¢ $ 14,17¢ (1.69% $ (239
Interest expense 86¢ 1,17: (25.85)% (309 2,75( 3,70t (25.79% (959
Net interest incom
before provision for loan los 3,891 3,56: 9.21% 32¢ 11,18¢ 10,47 6.82% 714
Provision for loan loss - 10C (100.00% (100) 30C 10C 200.0(% 20C
Net interest income aft
provision for loan los 3,891 3,46: 12.36% 42¢ 10,88¢ 10,37¢ 4.95% 514
Total noninterest incorr 27C 25¢ 4.65% 12 1,32z 77¢ 70.0% 54t
Total noninterest expen: 3,46¢ 3,20 8.15% 261 10,14 9,70( 4.5¢% 442
Income before income tax 697 51¢ 34.5¢% 17¢ 2,07(C 1,45: 42.4¢% 617
Provision for income taxe 26¢& 154 74.0% 114 793 422 87.91% 371
Net income $ 42¢ % 364 17.8(% 65 $ 1,271 $ 1,031 23.8(% 24€

Net Interest IncomeNet interest income represents the amount by wihighest earned on various earning assets excetest paid ¢
deposits and other interdstaring liabilities. Net interest income is alse thost significant component of our earnings. Rerthree montt
ended September 30, 2013, net interest income éoétfier provision for loan loss increased approxiipe828 thousand or 9.21 percent ¢
the same period of 2012. For the nine months esagdember 30, 2013, net interest income beforg@ithgsion for loan loss increased $
thousand or 6.82 percent.

Cornerstones interest rate spread on a tax equivalent basiews the difference between the average yieleéanming assets and the ave
rate paid on interediearing liabilities) was 3.73 percent compared.&83ercent for the three month periods ended Sdy@e 30, 2013 at
2012, respectively. The interest rate spread aaxaetjuivalent basis was 3.65 percent compared5® [@ercent for the nine month peri
ended September 30, 2013 and 2012, respectively.

The net interest margin on a tax equivalent basis 389 percent and 3.70 percent for the threelmariding September 30, 2013 and 2
respectively. The net interest margin on a tax\eant basis was 3.81 percent and 3.73 percemiiéonine months ending September 30, !
and 2012, respectively.

Significant items related to the changes in nefrgdt income, net interest yields and rates, ahthtezest margin are presented below:

[l2 The Banks net interest income before provision for loarslas of September 30, 2013 has been positivelydtegdy a reduction in cc
of funds. The cost of funds reduction was the tesfuh decrease in interest rates paid by the Bemka change in the deposit mix v
customers choosing to place deposits in transadtiancounts rather than certificates of deposite Banks cost of funds wi
approximately $869 thousand for the three monttieérSeptember 30, 2013 compared to $1.2 milliomnduhe same time period
2012.

|l2 The Banks loan portfolio yield decreased to 6.05 percenttie three months ended September 30, 2013 cothpmfe23 percent for |
three months ended September 30, 2012. Managdekeies the interest rates on loans will contittudecrease as the Bank attemp
increase its outstanding loan balances in a vemypetitive market. If management is successfuhgraasing the amount of outstanc
loans, the resulting change in asset mix wouldeiase the Bar's total interest income.
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|l2 For the three month period ended September 30,,20&@3Banks investment portfolio yielded 1.89 percent comgdae2.36 percent f
the same time period in 2012. The decrease inntrestment portfolio yield was due to the liquidatiof approximately $5 million
municipal securities during the second quarterdf®combined with an increase in variable interast mortgac-backed securitie:

|l2 The Banks net interest margin for the three month periodirem September 30, 2013 compared to September(3@, idcreased by
basis points. The Bank was able to achieve tlosi®ase primarily due to the decreases in the ittiedlestbearing liabilities. Specificall
Cornerstone was able to reduce its Federal Homa Baak and borrowings cost from 4.19 percent ferttiree months ended Septen
30, 2012 to 3.90 percent for the three months edpdember 30, 201

Provision for Loan Losses he provision for loan losses represents a chargatnings necessary to establish an allowancedor losse
that, in management’ evaluation, should be adequate to provide coeefag the inherent losses on outstanding loans.edasgol
managemens$ evaluation, Cornerstone determined that its @ltme for loan losses was adequate and therefateodirecord additional lo
loss expense during the third quarter of 2013.tReryear, Cornerstone has recorded $300,000 onspovor loan losses.

Noninterest Incomdtems reported as noninterest income include semti@rges on checking accounts, insufficient fuehdsges, automat
clearing house (“ACH”) processing fees and the Bardecondary mortgage department earnings. Incréasasome derived from servi
charges and ACH fees are primarily a function ef Banks growth while fees from the origination of mortgadgans will often reflect mark
conditions and fluctuate from period to period.

The following table presents the components of menest income for the three and nine months eSeégdember 30, 2013 and 2012 (dolla
thousands):

201:-2012 201:-2012
Three months ende Percen Nine months ende Percen
September 3( Increase September 3( Increase
2013 2012 (Decrease 2013 2012 (Decrease
Service charges on deposit accol $ 21¢  $ 197 10.66% $ 60 $ 602 1.0%
Net gains on sale of securiti - - - 42¢F - N/A
Net gains on sale of loans and other as 39 48 (18.79% 241 124 94.3%
Other noninterest income 13 13 0.0(% 48 52 (5.70%
Total noninterest income $ 27C $ 25¢ 4.25% $ 1,32: $ 77¢ 70.0%%

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

|l2 The Bank has maintained a consistent amount ofntengist income for the three months ended SepteB®he2013 and September
2012. The Bank has been able to increase its deggmmount balances since September 30, 2012.Bah& has only experienced a sli
increase in service charges during this time dwedignificant reduction in overdraft fee:

|l2 The Bank realized a $425 thousand security gaitherliquidation of approximately $5 million in mwipal bond securities during 1

second quarter of 2013. The security gain is tliagry increase in noninterest income for the mmenths ended September 30, 2
compared to the nine months ended September 34, 2
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Noninterest Expensdtems reported as noninterest expense includeissland employee benefits, occupancy and equipeguense
depository insurance, net foreclosed assets exanksether operating expense.

The following table presents the components of menést expense for the three and nine months e®efettmber 30, 2013 and 2012 (dollars
in thousands ).

201:-2012 201:-2012
Three months ende Percen Nine months ende Percen
September 3( Increase September 3( Increase
2013 2012 (Decrease 2013 2012 (Decrease
Salaries and employee bene $ 1,61¢ $ 1,56¢ 3.3t¢% $ 4,83¢ $ 4,727 2.31%
Occupancy and equipment expe 334 35k (5.990% 1,011 1,03¢ (2.60%
Foreclosed asset expense, 382 314 21.66% 1,30¢ 94t 38.52%
FDIC depository insuranc 162 237 (31.69% 482 683 (29.29%
Other operating expense 967 731 32.4:% 2,50( 2,30 8.37%
Total noninterest expense $ 3,46¢ $ 3,20¢ 8.16% $ 10,14: $ 9,70( 4.56%

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

|l2 Cornerstones employee expense increased slightly when compdroth the three and nine months ended SeptemheR@(B t«
September 30, 2012. The increase is primarilybatible to an increase in the Basilkmployee performance incentive compens
accrual. Management has elected to maintain demsisalary levels as the Bank continues to imprtsesarnings. The incenti
compensation is distributed to employees duringdheth quarter of each year if the Bank achievarsain annual performance goz

|l2 As of September 30, 2013, the Bank had incurredcqipately $1.3 million in foreclosed assets exgeriEhe expense consists of a
write-downs based upon current appraisals, carryingazastosses on the sale of foreclosed assets. Margaein its financial reportin
nets the foreclosed assets expense and doitets against the revenue generated from incondupitag real estate. As of Septembel
2012, the Bank had incurred $945 thousand in fosedl asset expense. The increase in expense whmraing September 30, 201!
September 30, 2012 can be attributed, in partheoliuidation of foreclosed assets during thedtlgjuarter of 2013. During this tir
period the Bank was able to reduce its foreclossétzbalance by approximately $3.9 millio

[l© Depository insurance during the third quarter daseel from approximately $237 thousand as of Seme®®, 2012 to approximatt
$162 thousand as of September 30, 2013. Manageamgioipates the FDIC expense to reduce furthethasBanks regulatory stat
improves.

|l2 The Bank has experienced only slight increasestiter operating cost when comparing the three amel months ended September
2013 to September 30, 2012. The ability to mainthese costs at consistent levels can be attdbtehe Banks employees as ci
saving measures have been evaluated and implemaraeethe last three yea

Financial Condition

Overview-Cornerstones consolidated assets totaled approximately $44®mas of December 31, 2012. As of September28d3, tote
consolidated assets had decreased approximatel§ Biifion or 3.1 percent to approximately $430Ilroii.

Liabilities as of September 30, 2013 and DecembtePB12 totaled approximately $390 million and $4@iBion, respectively.

Stockholders’ equity as of September 30, 2013 aeckhber 31, 2012 totaled approximately $40 miliod $41 million, respectively.
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Securities-The Bank'’s investment portfolio, primarily consiggiof Ginnie Mae agency, mortgabgaeked securities and municipal securi
amounted to approximately $95 million as of Septem®0, 2013 compared to approximately $76 milliench December 31, 2012. 1
primary purposes of the Bank’s investment portfadiee to provide liquidity, satisfy pledging requirents and collateralize the Bask’
repurchase accounts.

Loans-The composition of loans at September 30, 2013&ardecember 31, 2012 of each classification arensanized in the followin
table (dollars in thousands):

September 3( December 31
2013 2012

Commercial real este-mortgage

Owne-occupied $ 66,14: $ 58,42t

All other 66,72: 66,74’
Consumer real est-mortgage 69,91 71,19t
Construction and land developm:e 38,97( 38,55
Commercial and industrii 39,78: 40,14(
Consumer and other 2,65¢ 1,92
Total loans 284,18: 276,99:
Less: Allowance for loan losses (3,159 (6,14))
Loans, net $ 281,02. $ 270,85(

Allowance for Loan Losse3he allowance for loan losses represents Cornar'st@ssessment of the risks associated with extendét
and its evaluation of the quality of the loan palitf. Management analyzes the loan portfolio, cqeréyt to determine the adequacy of
allowance for loan losses and the appropriate piows required to maintain a level considered adqto absorb anticipated loan losses.
Bank uses a risk based approach to calculate th®jaypate loan loss allowance in accordance witldlance issued by the Federal Finar
Institutions Examination Council. Although the Bap&rforms prudent credit underwriting, no assurargan be given that adverse econc
circumstances will not result in increased losgabé loan portfolio and require greater provisifarspossible loan losses in the future.

|l2 During the third quarter of 2013, the Bank did rextord a provision expense to the loan loss alle@aManagement believes that it
established an allowance for loan losses that adelyuaccounts for the Bark'identified loan impairment. However, additic
provision to the loan loss allowance may be neédédture quarters as the Bank works its problesetssthrough the collection cycle.

The following is a summary of changes in the alloesafor loan losses for the nine months ended 8d#ye 30, 2013 and for the year en
December 31, 2012 and the ratio of the allowancéofin losses to total loans as of the end of @aciod (amounts in thousands):

September 3( December 31
2013 2012
Balance, beginning of peric $ 6,141 $ 7,40(
Loans charge-off (4,460 (2,86¢)
Recoveries of loans previously char-off 1,17¢ 1,18(C
Provision for loan losses 30C 43C
Balance, end of period $ 3,15¢ % 6,141
Total loans $ 284,18. $ 276,99:
Ratio of allowance for loan losses to loi
outstanding at the end of the per 1.11% 2.22%
Ratio of net charc-offs to total loan:
outstanding for the peric 1.15% 0.61%
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Non-Performing Assetd he specific economic and credit risks associatiék the Banks loan portfolio include, but are not limited t
general downturn in the economy which could affsoployment rates in our market area, general stateemarket deterioration, interest
fluctuations, deteriorated or n@xistent collateral, title defects, inaccurate apgals, financial deterioration of borrowers, fraadd violatiol
of laws and regulations.

The Bank attempts to reduce these economic andt ciglds by adherence to a lending policy approbgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitsllateral perfection, credit underwriting criteaad other acceptable lending stand:
The Bank classifies loans that are ninety (90) dma&t due and still accruing interest, renegotidtads, noraccrual loans, foreclosures
repossessed property as non-performing assetsBamie's policy is to categorize a loan on naccrual status when payment of principe
interest is contractually ninety (90) or more dpgst due. At the time the loan is categorized asanorual the interest previously accrued
not collected may be reversed and charged againstrt earnings.

The following table summarizes Cornerstone’s performing assets at each quarter end from Dece®beP012 to September 30, 2
(amounts in thousands):

September 3( June 30 March 31, December 31

2013 2013 2013 2012
Nor-accrual loan: $ 4,09 $ 6,88: $ 6,36¢ $ 6,00¢
Foreclosed assets 14,92« 18,86 21,15¢ 20,33:
Total non-performing assets $ 19,02 $ 2575( $ 27,520 $ 26,33:
3C-89 days past due loa $ 1,65¢ $ 5111 $ 4,02: $ 6,59/
Total loans outstandir $ 284,18. $ 276,06. $ 272,550 $ 276,99:

Allowance for loan losse 3,15¢ 5,09¢ 5,66¢ 6,141

Ratio of noi-performing loan:
to total loans outstandir
at the end of the period 1.4% 2.4% 2.3% 2.17%

Ratio of nor-performing asset
to total allowance for loan loss
at the end of the period 602.09% 505.4(% 485.0(% 428.8'%

|l2 The Bank’s noraccrual loans have declined during the third quart013. Management has attempted to proagtiesiolve loans th
have been classified as non-accrual, when possitipugh aggressive collection efforts and the BaniSpecial Asse
department. Management anticipates that amrual balances will decline as the Bank contirieesee a decline in the rate of lo
being downgraded and management continues to prelgcaddress these loar

|l2 The Bank’s foreclosed assets have declined ovetattethree quarters. The BaskSpecial Asset department has been succes:
stabilizing, improving and marketing the foreclosesbets. As a result of these efforts, the Barkse®n a reduction in its foreclo
assets of approximately $5.4 million since Decenttier2012. Currently, the Bank has approximagdy?2 million under contract
sell. The disposition of nonperforming assetsne of the key factors to the Bé's success

|l2 As mentioned previously, the Bank has been abledace its noraccrual loans and foreclosed assets. The prograbgse two are.
demonstrates an improvement in the Bankbnperforming assets. Since December 31, 20&2Bank has been able to reduct
nonperforming assets from approximately $26 millionapproximately $19 million as of September 3012 This is a significa
improvement in Bank’s risk profile and expense anteu Management also believes the positive trandB0-89 past due loa
demonstrates that the B¢ s asset quality is improvin
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Deposits and Other Borrowing3he Bank’s deposits consist of non-interest beadieignand deposits, interestearing demand accour
savings and money market accounts, and time depddie Bank has agreements with some customermlitoestain of its securities unc
agreements to repurchase the security the follodag The Bank has also obtained advances frorRkihd.

The following table presents the Bank’s depositsd atiher borrowings as either core funding or eore funding. Core funding consists of
deposits except for time deposits issued in denatioins of $100,000 or greater. All other fundingclassified as nomere (amounts
thousands).

September 30, 201 December 31, 201
Core funding: Amount Percen Amount Percen
Nonintere«-bearing demand depos $ 54,45; 14.1% $ 60,05« 15.(%
Interes-bearing demand depos 25,46¢ 6.5¢% 30,17¢ 7.€%
Savings and money market accot 90,66¢ 23.41% 80,99 20.2%
Time deposits under $100,000 81,06« 20.9%% 85,917 21.5%
Total core funding 251,64¢ 65.15% 257,14« 64.4%
Non-core funding
Time deposit of $100,000 or mc $ 89,11( 23.0% $ 87,73% 22.(%
Fed funds purchased and secur
sold under agreements to repurcl 20,50¢ 5.31% 19,581 4.2%
Federal Home Loan Bank advances 25,00( 6.47% 35,00( 8.7%
Total non-core funding 134,61¢ 34.8"% 142,32: 35.6%
Total $ 386,26! 100.0% $ 399,46 100.(%

[l2 The Bank has seen a significant improvement ifigtsility structure by improving its core fundingsgition and reducing its reliance
non-core funding sources. For example, the Bank has lable to reduce its FHLB borrowings to $25 millias of September :
2013. Management is currently considering how te&ind future loan growth and maintain sufficiiquidity levels. Additional FHLI
advances with defined maturity dates and fixedrésterates may allow the Bank to improve its nétrigst margin as well as assis
managing interest rate risk in the futur

|l2 The Bank continues to offer competitive interedesato attract and maintain its savings and monayket accounts. Managem
anticipates that the local deposit market will @ to place funds in savings and money markebwds instead of time depc
accounts

Capital ResourcesAt September 30, 2013 and December 31, 2012, Cxiome’'s stockholdergquity amounted to approximately $4
million and approximately $40.9 million, respective

|l2 Cornerstone’s stockholderstjuity decreased by approximately $739 thousanuhglihne first nine months of 2013. The primary @&
for the decrease can be attributed to the decfireccumulated other comprehensive income whichucaptthe Banls decrease in |
unrealized security gains. As of December 31, 202 Bank had approximately $1.5 million in unieadl security gains. As
September 30, 2013, the amount of unrealized dgqains had decreased to approximately $321 tmlis®ne reason for the decre
can be attributed to the liquidation of approxinhat®s million of the Banks security portfolio to realize an approximate gaefr42¢
thousand. The second reason for the decline cattiileuted to changes in the bond market. Stolclds equity has also been decre:
by the payment of dividends on its Series A conblertpreferred stock. As of September 30, 2013n€stone had paid approximal
$1.1 million in preferred stock dividends duringl30 The overall decrease in stockholders’ equaty lbeen offset by Cornerstone’s yeal
to-date earnings of approximately $1.3 milliol
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The following is a summary of the Bank’s capitaiaga as of September 30, 2013:

Tier 1 leverage ratio 8.45%
Tier 1 risk-based capital ratio 11.72%
Total risk-based capital ratio 12.75%

|l2 Cornerstone had total outstanding borrowings ofr@dmately $1.7 million as of September 30, 2018luded in Federal Home Lo
Bank and other borrowing

|l2 Cornerstone has requested permission from the &eReserve Bank of Atlanta (the “Federal Reserte’pay its scheduled June
2013 dividend on its Series A convertible preferséatck in the amount of $0.625 per share. Coraeests waiting for a final decisit
from the Federal Reserve authorizing the paymettieflividend

Market and Liquidity Risk Management
Interest Rate Sensitivi

The Bank’s Asset Liability Management Committee I(@0") is responsible for making decisions regarding Hiyi and funding solutior
based upon approved liquidity, loan, capital andegtment policies. The ALCO must consider intemasé sensitivity and liquidity ris
management when rendering a decision on fundingtisns and loan pricing. To assist in this proc#ss Bank has contracted with
independent third party to prepare quarterly reptivat summarize several key adgtility measurements. In addition, the third pastll also
provide recommendations to the Banl&LCO regarding future balance sheet structurmiegs and liquidity strategies. The following i
brief discussion of the primary tools used by the&C® to perform its responsibilities:

L= Earnings at Risk Model

The Bank uses an earnings at risk model to anahteeest rate risk. Forecasted levels of earnirggtas interest-bearing liabilities, and off
balance sheet financial instruments are combingd Mi.CO forecasts of interest rates for the nextrighths and are combined with ol
factors in order to produce various earnings sitiana.

2 Economic Value of Equity

The Bank’s economic value of equity model measthiesextent that estimated economic values of thikBaassets and liabilities will char
as a result of interest rate changes. Economicesahire determined by discounting expected cashsflomm assets and liabilities, wh
establishes a base case economic value of equity.

L= Liquidity Analysis

The Bank uses a liquidity analysis model to exantfigecurrent liquidity position and analyze thegmital sources of coverage in the event
liquidity crisis. The following is a brief descript of the key measurements contained in the aisalys

Regular Liquidity Positiol-This is a measurement used to capture the abilin institution to cover its current debt obligas.

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

Dependency Rati-The dependency ratio determines the reliance ort-sérm liabilities.

L= Leverage Analysis
The leverage analysis examines the potential ofrtstitution to absorb additional debt. The key maaments included in this analysis are
Bank’s tier 1 capital, leverage and total capitdias.
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L2 gajance Sheet Analytics

Balance sheet analytics involve an in depth exatioinaf the balance sheet structure, including diMieation of structure and most rec
pricing practices. This review uses trend analysisompare previous balance sheet positions. Tlaysia enables the ALCO to revi
significant changes in the Bank’s loan and secunitstfolios as well as the Bank’s deposit compositi

Liquidity Risk Managemel!

Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumgas. [Bhese funds are used primarily to
loans and satisfy deposit withdrawals. Severabfacatnust be considered by management when attegriptiminimize liquidity risk. Example
include changes in interest rates, competitiom ld@mand, and general economic conditions. Minimgiziquidity risk is a responsibility of tl
ALCO and is reviewed by the Bank’s regulatory ageson a regular basis.

Item 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative analysgarding market risk was disclosed in Cornewsto Annual Report on Form 10-for
the year ended December 31, 2012. No material @saingthe assumptions used in preparing, or reshtened from, the model have occu
since December 31, 2012.

Iltem 4. Controls and Procedures

Under the supervision and with the participatiom@nagement, including Cornerstan€hief Executive Officer and Chief Financial Ofi
Cornerstone has evaluated the effectiveness dfstdosure controls and procedures (as such tedefined in Rules 13a-15(e) and 156e’
under the Securities Exchange Act of 1934, as agtk(ttie “Exchange Act”), as of September 30, 2048 (Evaluation Date”)Based on suc
evaluation, such officers have concluded that, fah@® Evaluation Date, Cornerstosedisclosure controls and procedures were effedti
alerting them on a timely basis to material infotiora relating to Cornerstone (including its condatied subsidiary) required to be include
Cornerstone’s periodic filings under the Exchange A

There were no changes in Cornerstone’s internaraloover financial reporting during Cornerstosidiscal quarter ended September 30, :
that have materially affected, or are reasonakblyito materially affect, Cornerstone’s internahtrol over financial reporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

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

Item 1A. Risk Factors

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

None

Item 3. Defaults Upon Senior Securities

None

Item 4. Mine Safety Disclosures

Item 5. Other Information
None

Item 6. Exhibits

Exhibit Numbet Description

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

In accordance with the requirements of the Exchakmiethe registrant has duly caused this repobet@gigned on its behalf by the undersigi
thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: November 14, 2013 /s/ Nathaniel F. Hughe
Nathaniel F. Hughe:
President and Chief Executive Offic
(principal executive officer

Date: November 14, 2013 /s| Gary W. Petty, J

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

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

I, Nathaniel F. Hughes, certify that:

1.

2.

(@)

(b)

(©)

(d)

(@)

(b)

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

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

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

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

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

Designed such internal control over financial réipg;, or caused such internal control over finahcéporting to be designed under
supervisions, to provide reasonable assurancediegathe reliability of financial reporting and tipeeparation of financial statements
external purposes in accordance with generallygiedeaccounting principle

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

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

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

All significant deficiencies and material weaknesée the design or operation of internal controko¥inancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and reffmncial information; ant

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

Date: November 14, 2013 /s/ Nathaniel F. Hughe

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




EXHIBIT 31

CERTIFICATION

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

1.

2.

(@)

(b)

()

(d)

(@)

(b)

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

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

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

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

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

Designed such internal control over financial réipg;, or caused such internal control over finahcéporting to be designed under
supervisions, to provide reasonable assurancediegathe reliability of financial reporting and tipeeparation of financial statements
external purposes in accordance with generally@edeaccounting principle

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

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

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

All significant deficiencies and material weaknesée the design or operation of internal controko¥inancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and reffmancial information; ant

Any fraud, whether or not material, that ilmes management or other employees who have disagti role in the Registrast’interna
control over financial reporting

Date: November 14, 2013 /s| Gary W. Petty, J

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




Exhibit 32

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

In connection with the Quarterly Report of Cornengt Bancshares, Inc., a Tennessee corporationr{&tsione”), on Form 1@ for the quarte
ended September 30, 2013, as filed with the Séesirind Exchange Commission (the “Reporlathaniel F. Hughes, President and C
Executive Officer of Cornerstone, and Gary W. Peity, Executive Vice President and Chief FinanO#icer of Cornerstone, respectively,
each hereby certify, pursuant to § 906 of the Ssb@xley Act of 2002 (18 U.S.C. § 1350), thatimkmowledge:

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

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

/s/ Nathaniel F. Hughe

Nathaniel F. Hughe

President and Chief Executive Officer
(principal executive officer

November 14, 201

/sl Gary W. Petty, J

Gary W. Petty, Ji

Executive Vice President and Chief Financial Office
(principal financial officer and accounting offiger

November 14, 201

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




